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Preface

A new edition of this book has been in demand for several years be­
cause of the growth of new forms of insurance and because sections of the
earlier edition had become obsolete. The entire book has now been re­
written, and this edition is a “revision” only in the sense that the objec­
tives and general design of the preceding edition have been retained.
Seven new chapters have been introduced in an effort to deal with all the
important branches of the business, and new material has been added to
the other chapters, resulting in an increase of more than half in the tex­
tual material. To indicate that this revision was participated in by both
authors, it may be stated that Chapters 14, 16, 25, 27, 28, 30, 31 and 32
were originally prepared by Miller and the other chapters by Riegel. All
of the chapters have been read, corrected, and modified by both authors.

Without the assistance of Mr. Paul R. Andrews, Dr. M. A. Brum­
baugh, and Professor Laurence J. Ackerman the publication of this revi­
sion would have been impossible. Special thanks are also due to Mr.
Arthur Goldsmith for material, corrections, and suggestions on credit
insurance. These persons are not responsible, of course, for any opin­
ions or factual errors included herein.

The Authors
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Part I

INSURANCE IN GENERAL

CHAPTER 1

The Uses of Insurance

Insurance as a factor in business. In order to demonstrate the im­
portance of insurance it seems desirable to show at the outset, in the
broadest and most general terms, the services rendered by it. It is not
sufficient to show the size and extent of the institution, however immense
may be its transactions and financial scope, but necessary rather to give
a description of what insurance does.

In appraising the value of any social institution, one must consider not
only its readily apparent benefits, but also its more remote consequences.
There will be shown (1) that insurance fulfills numerous functions for
the individual and the community that are usually accepted without
notice or appreciation, and (2) that the many forms of insurance are'sub­
stantially identical in purpose and have many features in common. To
illustrate the significance of these two facts and to show the important
part played by modern insurance in business enterprise are the principal
objects of this chapter. For convenience the various services of insur­
ance have been grouped under nine headings.

1. Insurance introduces security into business undertakings. A
service which is common to all forms of insurance—life insurance, fire
insurance, liability insurance, bonding, marine insurance, and so forth—
is to guarantee protection against large and uncertain losses in exchange
for small but certain payments. The businessman contracts to pay a
relatively small premium at fixed intervals; the insurance company as-.
sumes therefor the risk of large but uncertain losses. For example, al­
though an individual knows that fires are constantly destroying business
properties and stocks of goods, he cannot tell how soon his own property
will suffer, if ever. If he could foresee his fire losses with any accuracy,
he could make provision beforehand without insurance.

What is uncertain with regard to an individual, however, may be
closely calculated when a group is involved. Fire insurance statistics
show that on dwellings, for example, a certain percentage of loss through
fire may be expected. It is therefore possible to make approximately
adequate provision on a mathematical basis for a group—a safeguard not
possible for an individual. The element of certainty or assurance is vital
to every business and individual, and insurance provides a way in which
such certainty can be introduced.

Nor do other forms of insurance differ, except in degree, from fire in­
surance in their assumption of risks on the basis of group statistics.
According to the recorded past experience of life insurance companies,

1
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out of 100,000 persons aged twenty, 1,996 will die before they reach
twenty-five. Nevertheless, with regard to an individual we can predict
nothing, and his attempt to provide against death by saving may or may
not be successful. In marine insurance, persons and companies that rely
upon the large number of sailings made, the experience of the past, and
their knowledge of conditions, are willing for a consideration to assume
the risks incident to sending a vessel or a cargo across the sea. Similar
illustrations are found in every field of insurance. No merchant knows
how much he may lose on an individual debtor, but in many lines of
business the average loss through bad debts is well known. Given a
sufficiently large group exposed to the same type of financial loss, under­
writers are willing to transform doubt into certainty by guaranteeing to
each individual in return for a stipulated premium, that his loss, if it
occurs, will be made good by the underwriters.

The laws of 47 of the states make employers responsible for compensa­
tion to injured employees, specifying the amount to which the individual
employee is entitled. Even in the largest individual plants, however, it
is difficult to estimate the total amount which will be paid out in any
given year. But by use of statistics on the incidence of injury in, fol’
instance, all steel plants in the country, underwriters are able to arrive at
a reliable conclusion, and through compensation insurance can remove
this element of chance from the employer’s business. Most business­
men would probably admit that nothing is more uncertain than the
law, and yet they assume a legal liability when they permit a salesman
to enter their premises, when they hang a sign over the sidewalk, when
they operate a factory with windows opening on the street, and perform
many other acts. A public liability policy would eliminate many of
these uncertainties.

Other illustrations of the element of uncertainty may be cited in the
use of an automobile, in the running of an elevator, in the existence of a
plate glass window, in the operation of a steam boiler, and in the sending
of a package by parcel post, in all of which at least a considerable part
of the attendant financial risks may be eliminated by the use of insur­
ance. It is the failure fully to appreciate this principle of omnipresent
uncertainty that causes men so often to insure their property, but to
neglect their life insurance; to inform themselves of their liability under
compensation acts, yet ignore their liability to the public. If all uncer­
tainty could be removed from business, profits would be sure; insurance
removes many uncertainties and to that extent is profitable.

2. Insurance increases business efficiency. The natural result of
the elimination of risk and uncertainty is an increase in business effi­
ciency. The price of goods is often regarded as an index to the efficiency
of production and distribution, and the smaller the risk involved, the
lower the price it is possible to charge. The most uncertain businesses
are, in the main, the most inefficient ones, for a businessman plagued by
great financial risks tends to minimize the importance of the many small
factors that go to make up the sum total of efficiency. With a few great
risks out of the way the businessman is free to devote his attention to 
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those smaller perfections that give him an advantage over his competi­
tors.

Suppose, for example, that a young man has accumulated a small cap­
ital and is offered an opportunity to invest this sum in an exporting busi­
ness. He may be very confident of the success of this business and
willing to risk his future in it. He reflects, however, upon the hazards
incidental to ocean transportation and the dangers of fire and dishonesty.
Since his investment represents an accumulation acquired by saving and
hard labor, he becomes unwilling to take the risk unless insurance is
introduced as a means of protection.

Without insurance many employers would be afraid to entrust large
sums of money and important duties to subordinates, and would be forced
to give their own valuable time and attention to these affairs. Without
some form of compensation insurance, a small business would constantly
worry along under the danger of being rendered insolvent by the claim
of an injured workman.

As a further illustration, take the case of a partnership. When a part­
ner dies, the partnership must come to an end and the heirs of the de­
ceased partner be given proper shares of the assets. Often the remaining
partners are not in a position to pay promptly the large sum necessary
to purchase the interest of the deceased partner, and without such pay­
ment the heirs may make considerable trouble for the business. It may
seem a strange statement, but it is nevertheless true, that life insurance
has made the partnership a more attractive form of business enterprise.
A life insurance policy supported by a “purchase and sale” agreement
provides funds that are immediately available to satisfy the heirs. The
partners may thereby eliminate this worry from the large number of dis­
quieting possibilities they have to face. In the same way, the control
of a corporation may be assured by drawing up an option for the surviv­
ing stockholders, or part of them, to buy the stock of a stockholder who
dies, life insurance providing the necessary funds.

In recent years businessmen have attempted to stabilize relations with
employees by furnishing them with life, accident, health, and hospitaliza­
tion insurance, the employer paying all or a portion of the premium and
thus making the employee feel that the concern is interested in his wel­
fare. That farsighted businessmen have realized the value of this policy
is evident from the purchase by large corporations of group insurance
policies involving millions of dollars.

All forms of insurance possess in common the attribute of improving
efficiency in business by removing doubt, worry, and hesitation.

3. Insurance tends toward the equitable assessment of cost. An­
other advantage of insurance as conducted by modern methods is the
correct distribution of costs. Owing to the fact that insurance is based
upon large numbers of risks, it has become a necessity to have a system­
atic method for determining premium rates. It is essential to the success
of the insurance business that costs be assessed equitably among policy-
holders so that each pays according to the risk and expense his class of
insurance entails. As the manufacturer, distributor, and landlord en-
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deavor to pass on to the consumer all the costs of ownership, manufac­
turing, and handling, including fortuitous losses, the consumer is also
indirectly interested in an accurate ascertainment of the cost of losses.
In the absence of insurance, to take a simple case, it would be necessary
for landlords to guess at the extra rent required to cover possible losses
from fire, and thus tenants would very probably pay in some instances
more, and in some instances less, than an adequate amount.

In life insurance the services are employed of expert actuaries and
mathematicians, not only to arrive at premium rates, but to calculate
surrender values, reserves, policy loans, methods of converting policies,
and to solve many other problems. In fire insurance a vast number of
factors have to be judged in arriving at the rate on a risk. As will be
seen in a later chapter, states have organized state rating bureaus, rating
experts have made a lifelong study of rating problems, and large organ­
izations employ the services of many hundreds of persons to arrive at
rates that are approximately equitable.

In marine insurance the problem is equally difficult, owing to the
multiplicity of considerations to be taken into account; and the involved
procedure developed in the making of compensation insurance rates
would be a puzzle to many a mathematician. An immense quantity of
statistics has been carefully gathered, expert statisticians are employed
to analyze them, and systems of manual rates, schedule rates, and ex­
perience rates have been developed. Naturally only by an organized
system of insurance is a group of persons developed who specialize in this
essential work.

4. Insurance serves as a basis of credit. Credit extension is a most
important phase of modern business and is contributed to by virtually all
forms of insurance. In the case of a mortgage upon real estate, no mort­
gagee is willing to lend money unless he knows that the value of the
property is protected from destruction by fire. No dealer cares to sell
goods to a retailer on credit unless he has some assurance that the goods
and the business of the retailer are protected from sudden disaster by
fire. It is well known that the bulk of international financial transac­
tions depend upon three documents—a draft, a bill of lading, and a
marine insurance certificate; and the last is not the least important of
these. The bill of lading gives security to the draft, and the marine in­
surance certificate gives security to the bill of lading. Businessmen are
unable to obtain loans at the bank if their property is not protected
against loss by fire, and a grain dealer cannot use his warehouse receipts
as collateral for a loan unless the grain is similarly protected.

Although the part played by fire and marine insurance in the extension
of credit is quite generally recognized, too seldom is it realized that
logically other forms of insurance should occupy a similar position and
be viewed by creditors as equally necessary. A bank, preparatory to
making a loan to a business, investigates the assets of the concern but
sometimes overlooks the greatest one of all—the life of the leading spirit
in that business. In recent years life insurance has been increasingly
considered as necessary to the extension of credit as fire insurance. Life 
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insurance also serves its purpose in the purchase of a home on credit.
What will be the situation if the purchaser’s death occurs before the
obligation is discharged and his dependents are left to shoulder the bur­
den of the remaining payments? They should be protected against this
contingency by the existence of a life insurance policy at least to the
extent of the debt. One class of assets of a business is the accounts ow­
ing to it by other concerns. Such accounts, however, are of varying
value, depending not only upon the character of the debtors, but upon
future business conditions. Before these debts are taken at their face
value, it is logical that they be guaranteed in some manner, for instance,
by being covered by a credit insurance policy. The possibility that a
business may be ruined by the dishonesty of trusted employees is a
credit factor worth consideration. It would seem discreet to require that
the creditor be protected against this possibility by a bonding company’s
policy.

The preceding illustrations suffice to show that too narrow a view has
usually been taken of the value of insurance as a factor’ in the extension
of credit; that, in fact, there is no good reason for not considering every
form of insurance as an enhancement of credit rating.

5. The capitalization of earning power. This idea is a familiar one
in corporation finance. The worth of a corporation is considered to be
its value as a going concern, and the intangible asset called good will is
estimated by separating its earnings from the earnings of tangible assets.
One speaks of the stock and bond market as a market for incomes, mean­
ing that persons are willing to pay for a security their estimate of its
present and future earning power. Many persons have applied this idea
to personal finance also, with the assistance of some form of insurance
policy.

Assume that a machine produces a net income of §2,000 after the
money necessary for its upkeep and allowance for interest have been
deducted, and that the average lifetime of this machine is twenty-five
years. It is easy to compute that its capital value under these circum­
stances is something less than §50,000; and that if it were lost, this sum
would measure approximately the detriment to the business owning it.
By a similar method it is easy to calculate the monetary value of the life
of a breadwinner to his family. The value of the average man with
§2,500 annual income at age 25 has been shown to be approximately
§32,000, even on a 4 per cent interest basis, after allowing for all ex­
penditures.1 It has been estimated by the United States Department of
Commerce that the annual income, derived from wages and salaries
alone, amounted to over 40 million dollars a year between 1929 and 1939.
This sum, if capitalized at 5 per cent, would make the monetary value of
human life more than 800 billion dollars.

The figure of §32,000, given above as the value of a human life, is ar­
rived at by taking into consideration the probable lifetime of the earner,
the percentage of employment at various ages, the diminishing earnings

1 Dublin and Lotka, The Money Value oj a Man. New York: Ronald Press,
1930.
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of employed persons, and the present value of future income. Another
method of ascertaining the monetary value of a human life is to calcu­
late the amount which, at compound interest, will be sufficient to produce
indefinitely the family’s share of the deceased’s earnings. Another
method is to find the amount which, at compound interest, will equal the
earner’s probable income or the family’s share thereof. Another method
calculates the amount which, at compound interest, will be sufficient to
continue the family’s share of the earner’s income for the remaining life­
time or maturity of the beneficiaries. The human machine is similar to
the insensate machine, when viewed in relation to his family, which must
support him when he is ill or crippled. His family should be protected
by accident and health insurance against the possibility that the human
asset may become a liability.

The position of a business firm in relation to a valuable employee may
be very much the same as the position of the family with respect to its
principal support. The principle illustrated by the paragraphs above
has been more and more recognized in recent years by progressive busi­
nessmen. Insurance policies for large amounts on the lives of important
business executives are frequently issued not only for the protection of
the executives but for the protection of the business.

In the same sense, the book accounts of a business may be regarded as
assets from which a certain earning power is expected, and against the
insolvency of debtors there is only one remedy which is sure—the exist­
ence of a credit insurance policy. Part of the value of the title to real
estate lies in the marketability of the property, and this, in turn, is de­
pendent upon the soundness of the title. The marketability of titles is
today often protected by title insurance policies. The same idea is ap­
plicable to any form of property. An insurance premium is of the same
nature as an allowance for depreciation, except that the former provides
for unpredictable possibilities and the latter covers foreseen contingencies
only.

6. Insurance makes saving possible. Insurance must be regarded as
a “hedge”—a word familiar alike in the sporting and the commercial
worlds. Life insurance may be used as a hedge against the risks of sav­
ing. Many men decide to obtain protection by the practice of saving,
regardless of the fact that death may not give them time to accomplish
their object.

It is apparent that any financial advantage from the savings plan goes
only to those who (1) are fortunate enough to live that long and (2) are
possessed of sufficient will-power to continue saving unassisted. On the
other hand, those who are insured are immediately and always worth the
insured amount, whether death is early or late.

Some business firms decide to carry their own insurance risk by the
practice of self-insurance, a procedure which involves setting aside a cer­
tain sum each year in a fund to pay any losses incurred. The risk in­
volved here is no different in any essential respect from the risk run by
men who employ the savings fund as protection. If a fire or a large
compensation payment or a disastrous damage suit comes too soon, it 
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may find the self-insurance fund with insufficient accumulation to meet
the consequences. Against such a contingency insurance provides an in­
telligent and common-sense hedge. Instead of immediately assuming all
the risk of self-insurance, many businessmen would be wiser to assume
this risk gradually, combining one tenth self-insurance with nine tenths
insurance the first year, one fifth self-insurance with four fifths insurance
the second year, and so on until the object in view is fully attained.
Thus, in a sense, insurance may be regarded as the complement or neces­
sary accompaniment to saving, in order to guard against uncertain re­
sults of the latter.

7. Insurance as an investment. Some forms of insurance combine
with the insurance feature an investment element. Though this is only
incidental to the protection element, yet it serves a useful purpose. In
life insurance particularly, its importance has been emphasized. Under
the level-premium plan, that is, the payment of the same premium each
year over the entire period of the insurance contract, a man pays in the
early years of the policy a premium more than sufficient to carry the
actual risk, and this saving goes to make up for the deficiency of the an­
nual premium in the later years of the policy, when the mortality rate
has greatly increased. The extra amounts collected in the early years
are, therefore, in the nature of savings that earn interest. The sums so
accumulated by the insurance company earn interest; and experience has
shown that insurance companies have earned a fairly large rate of in­
terest in view of the remarkable safety of the investment. '

The saving element in a life insurance policy has been made little'dif­
ferent from the saving plan of a bank, inasmuch as the policyholder may
borrow at any time from the savings fund he has accumulated or may
withdraw it entirely in the form of a surrender value. In addition to
safety, life insurance has other valuable features as an investment: it can
be purchased in installments with immediate title to the purchaser; it
can be paid for by convenient amounts and subdivided to provide diver­
sification ; it does not fluctuate in market value and has a fixed value as
collateral for a loan.

A well-known contention is that investments in fixed interest-bearing
securities, such as bonds, result in a loss to the investor in times of rising
prices, because the return on the security will buy less. The life insur­
ance policy, which promises a lump sum at maturity or death and whose
funds are invested in bonds and mortgages, suffers from the same objec­
tion; but it might be pointed out that when proceeds of life insurance are
left with the insurance company and participate in profits, the benefi­
ciary receives at least 2 per cent interest on the unpaid installments and
shares in any surplus interest that the company may earn. This surplus
may be greater during periods of rising prices because interest rates tend
to rise. The insurance company can take full advantage of rising inter­
est rates because it has a flow of incoming funds and maturing invest­
ments, because it can invest in short term obligations when necessary,
because it maintains constant supervision of investments, and because its
risks are diversified.
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In other forms of insurance the saving feature is less prominent. By
straining the analogy somewhat, one may consider that the amounts put
into a self-insurance fund or paid out as premiums for any type of insur­
ance are put aside into a fund for a “rainy day”—to take care of losses
that are sure to occur to the group as a whole, although each individual
member of the group hopes that he will not be the victim.

8. Insurance promotes thrift. In illustrations of the utilization of the
savings plan it is usually assumed that all of those who adopt the savings
method possess the determination to adhere to their plan. In actual
practice, however, the average person finds it difficult to save, and a small
assistance in doing so often makes the difference between success and
failure. Life insurance provides certain inducements to save. Each per­
son receives a notice a short time in advance of the date when his annual
premium is due, making oversight unlikely. Thus he forms the habit of
putting away a small sum at regular and determined intervals, an ele­
ment which has always been insisted upon as essential to the development
of thrift. This encouragement of saving undoubtedly results in the utili­
zation of money or time, which would otherwise be wasted, for the pur­
pose of meeting these regular payments. Such utilization has been said
by one writer to bear the same relation to thrift that the utilization of
by-products does to manufacturing—much being saved that would other­
wise be wasted. In a savings bank, furthermore, a depositor is usually
allowed to withdraw his funds upon short notice at any time, so that a
resolution to save may be broken without serious reflection. Under the
life insurance contract no withdrawal is usually permitted during the first
two years of the contract, and often even after this date a withdrawal
charge is made.

Life insurance companies have further developed this idea of thrift by
making it applicable to the proceeds of policies. In order to prevent
beneficiaries from squandering the proceeds of a life insurance policy,
income settlement agreements are available, which provide for the pay­
ment of the money in installments over a period of years in almost .any
manner desired. Likewise, the money may be left with the company for
safekeeping, earning meanwhile a reasonable rate of interest.

Another form of savings must be referred to here. In most cases saving
consists of putting away small sums in order to accumulate a large fund,
but the term may be equally well applied to the putting away of a large
sum in order to insure the payment of a number of smaH sums in the fu­
ture. Some persons who are in possession of considerable money have
no dependents to protect, and their only concern is to make sure that
they will themselves be taken care of in their old age. The interest on
the sum in their possession may not be sufficient for this purpose, and as
soon as they begin to draw upon the principal, they reduce their annual
income and have no guarantee that they may not live too long. Per­
sons in these circumstances may, however, use their principal sums by
investing in the purchase of annuities, which guarantee an annual income
for life. Here is an illustration. Suppose a man, age 65, has accumu­
lated §12,000, the interest on which at 4 per cent will provide him with
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§480 annually, a sum that is not sufficient to support him. By using a
portion of the principal each year he can increase the sum annually
available to §700, but he runs the danger that the principal will be ex­
hausted and that he will then be left without any income. On the other
hand, for §12,000 he may purchase an annuity that will pay him about
§940 a year until his death, however late that may occur.

In 1935 Congress enacted .the Social Security Act, which provided
that millions of wage earners in the United States must contribute with
employers to pay for an old age annuity to begin at 65. Thus the United
States has a form of compulsory saving for old age. As the plan is not
voluntary, but is imposed on a large group of the population by law, and
since the benefits obtained by workers are not entirely financed by their
own contributions, the Social Security Act is a form of insurance classi­
fied as “social insurance.” Any individual is free to supplement his gov­
ernment annuity by buying an additional annuity from a private insur­
ance company.

9. Community benefits of insurance. The uses of insurance so far
enumerated have been individual in character, and the benefits accrue
directly to those who pay the premiums; but insurance also performs
some services which, while not designed to benefit any particular indi­
vidual, nevertheless benefit all, through theii- effect upon the community.
Among these public services may be mentioned the following:

(a) Fire insurance and other forms of property insurance encourage
the individual to provide, not merely for the present, but for events that
may reasonably be anticipated. Adequate provision for the future dis­
tinguishes the civilized from the savage community and marks the differ­
ence between stability and instability in business. Life insurance en­
ables a man to provide, not merely for his own lifetime, but even for the
period after his death. It thereby increases the sense of responsibility
and strengthens family connections. Property insurance and casualty
insurance are fundamentally attempts to stabilize business conditions
and property rights.

(b) Life insurance, workmen’s compensation insurance, government
old age annuities, unemployment compensation, and accident and health
insurance relieve the community of much of the expense that would
otherwise be incurred for the care of dependents left by the unfortunate
or improvident. As life insurance is a form of saving, and as savings
arise from income, it is natural that the total volume of insurance should
be dependent upon and reflect the variations in national income.

The volume of life insurance in force year by year is a sluggish reflec­
tion of the national income, as shown in Fig. 1 on page 10. The pic­
ture is somewhat remarkable for the period shown, since there was a
pronounced downward trend in interest rates from 1930 to 1942. The
reactions of insurance in force are less pronounced and slower than those
of income but would probably correspond more nearly with the varia­
tions in incomes over §5,000. This probability suggests that the annual
volume of insurance in force depends primarily upon surplus income and
the division of income among income classes.
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When certain classes of the population are economically unable to
provide for their own future, the State may tax more fortunate groups in
partial support of tire insurance system. This action is justified on the
grounds that (1) economic justice requires a decent scale of living, and
(2) an insurance plan is not more expensive and is more satisfactory than

Fig. 1. Life Insurance and National Income

other methods of providing for the incapacitated and indigent popula­
tion. In some instances, however, the State confines its efforts to setting
up and administering the system of insurance, leaving the participation
of the workers voluntary. Also, the insurance plan may be one to which
contributions are made only by those who directly benefit, instead of one
which is partially supported by employers’ contributions, general taxes,
or both. So great a social- factor have such plans been considered abroad 
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and to a lesser extent here, that systems of social insurance have been
built up, enforced by, and in some instances supported by the State.
Fires, defalcations, failures, explosions, tornadoes, and other calamities
have likewise often tended in the past to impoverish families that would
have been relieved of the financial shock if adequate insurance had been
maintained. Group insurance, hail insurance, fire insurance, bank de­
posit guarantee, and insurance of compensation for employees injured at
work have also been organized and supported by the State. State sys­
tems for organizing mutual savings banks to provide life insurance are
in operation in several states. These enterprises have in some cases
been instituted on the ground that the State can supply the insurance
service more cheaply or more efficiently than private insurance com­
panies.

(c) All forms of insurance, by lessening the number of persons who
are rendered destitute through misfortune, tend to maintain the standard
of living. They reduce the destitution and misery that would inevitably
lower the ideals and standards of conduct of entire communities.

(d) A well-organized system of insurance tends to distribute equitably
the cost of accidental events that would otherwise be paid for in a hap­
hazard manner. For example, the cost of fire insurance is reflected fairly
accurately in rents; but in the absence of a system of insurance some
tenants might pay excessive sums, whereas others might not pay their
fair share of the fire losses. In some forms of insurance, in spite of
efforts to devise a scientific system of premium charges and thereby to
apportion the cost equitably, the difficulties of measuring the numerous
hazards have caused the ratemaking systems to fall short of the ideal.

(e) All forms of insurance, if properly conducted, tend to reduce the
extent of the evils they are designed to alleviate. The most effective
argument for the reduction of fire losses, for example, is the pecuniary
argument that smaller losses will make possible smaller premiums. The
cooperative effort, which is intended primarily to collect and disburse
insurance funds, tends to be applied in time to the reduction of losses.
Thus, fire insurance inspections, life insurance medical and nursing serv­
ices, investigations by bonding companies of employees, inspections of
automobiles and of factories, accident reduction drives, and similar ef­
forts are expedients introduced to prevent fires, reduce the death rate,
prevent sickness, eliminate theft and defalcation, prevent automobile
accidents, and reduce the number and severity of industrial accidents.
These efforts have been fostered and partially supported by insurance.

(f) Insurance accumulates, from the small deposits of many persons,
a large fund that may be invested and used in the development of Ameri­
can enterprise. In other words, vast funds are made available as capital,
which otherwise would never be brought together in one place. The re­
serves of life, fire, compensation, and casualty insurance companies
represent the contributions of millions, each contribution being insignifi­
cant in itself, but in total reaching a gigantic amount. This vast sum is
distributed among the securities of enterprises of all kinds. Thus, be­
tween the time when premiums are collected from the insured and the
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time when they are disbursed as losses, the insurance carrier exercises
the functions of a bank and an investment trust.

(g) Insurance has enabled small business enterprises to compete with
large corporations upon more equal terms. As previously remarked, the
element of risk is a highly important one in any business. The small
business cannot afford to take much risk. A large business is able to
maintain a self-insurance fund, because its resources are great enough
and its risks sufficiently diversified and distributed to make such a fund
effective. To a small business, however, this type of fund is a pure
gamble. Insurance has therefore been of special benefit to the small
manufacturer, merchant, and property owner.

Scope of insurance. Every individual is exposed to innumerable
risks connected with life, physical exertion, business and recreation; and
most individuals are interested in escaping, if possible, the injurious con­
sequences of such risks. Many risks are so inconsequential that the
losses involved are accepted with little effort to avoid them; but, on the
other hand, some of them involve serious financial consequences that no
prudent individual wishes to encounter. Since insurance is a device that
enables persons to avoid the consequences of risks, it wall be instructive
to consider the extent to which it at present serves this purpose.

The two principal consequences of risk which insurance at the present
time covers are: (IV the loss of earning power—that is to say, the loss of
property that will probably be acquired in the future; and (2) the loss
of property.—that property which has already been acquired in the past.
The loss of earning power by persons results from such events as
death, illness, accident, old age, childbearing, or loss of employment.
The branches of insurance covering these contingencies have not, unfor­
tunately, acquired names in keeping with their purposes, so that death
is a contingency covered by “life” insurance and disease is a contingency
covered by “health” insurance. The loss of earning power by businesses
may result from a variety of causes, only a few of which are at present
covered by insurance; for example, loss of probable profits through in­
terruption of a business by fire, and loss of rents by reason of buildings
remaining untenanted as a result of fire. This form of insurance pro­
tection is extended very carefully by underwriters because of the moral
hazard involved: though an individual would seldom purposely acquire
diphtheria to collect on his health insurance policy, he might be tempted
to set fire to his unprofitable property in order to collect insurance pay­
ments that he could not have earned; or he might allow properties to re­
main untenanted for an unreasonable time after a fire, as long as he suf­
fered no financial loss thereby.

The second principal class of contingencies comprises the loss of prop­
erty already acquired. This field is fairly well covered by insurance.
As fast as new causes of loss become sufficiently important, new forms of
insurance are devised to cover them. Thus, the individual chances the

'destruction or damage of his goods by fire, by earthquakes and torna­
does, by breakage, by loss at sea, by explosions, by loss in transit, by
water damage, by riots, by the operation of elevators and automobiles, 
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and by aircraft. Various forms of insurance have been devised to re­
imburse him for losses of this character, some of which are enumerated
in the accompanying “Classification of Risks.” -In addition, every in­
dividual risks loss of property because of dishonesty or unfaithfulness.
Thus, his residence may be robbed by a burglar, his bank account de­
pleted by a forged check., or his money and securities improperly handled

CLASSIFICATION OF RISKS

Loss of
Earning
Power

Personal

, Business

Death Life Insurance
Accidental Injury. .Accident Insurance
Disease Health Insurance
Old Age Old Age Insurance
Maternity . Maternity Insurance
Unemployment. .. . Unemployment Insurance

f Business Interruption Insurance
i Profits Insurance
( Rent Insurance

RISKS Destruction
or

Damage

Loss of
Property

Theft or
Infidelity

Failure of
Others

Legal
Liability

Fire Insurance
Hail, Earthquake, Tornado, etc., Insurance
Plate Glass Insurance
Marine Insurance {

Power Plant Insurance
Sprinkles- Leakage Insurance
Water Damage Insurance
Riot and Insurrection Insurance
Elevator Insurance
A utomobile Fire and Collision Insurance
Aircraft Insurance
Livestock Insurance
Property Depreciation Insurance
Automobile Theft Insurance
Burglary, Robbery and Theft Insurance
Forgery Insurance
Fidelity Bonding
Bad Debts  Credit Insurance
„ , , f Surety Bonding
Contracts t Title Insurance

To
Employees

Compensation Insurance
Employers’ Liability Insurance

To the
Public

Public Liability Insurance
Automobile Liability Insurance
Power Plant Insurance
Elevator Insurance
Teams Insurance
Product Liability Insurance
Sports Liability Insurance
Physicians, etc., Insurance
Aircraft Insurance ■
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by a trustee. These contingencies give rise to a second group of insur­
ance policies protecting against loss of property. Aside from loss caused
by others’ actual dishonesty, however, a risk is run with respect to prop­
erty because other persons are likely to fail in performance of some ex­
pected act. Thus, a debtor may be unable to pay his debt or a contrac­
tor may be unable to complete a building. Therefore, many persons are
glad to have a credit insurance policy or a surety bond to reimburse
them for the consequent losses.

Finally, persons realize the likelihood of financial losses owing to their
legal liability for the consequences of certain acts or omissions. The
laws of many states hold an employer liable to pay compensation to an
employee who is injured in his employ,' and employers provide them­
selves with compensation or employers’ liability insurance. Every per­
son, however, whether an employer or not, has a certain responsibility to
the public. If, owing to one’s negligence, defective cellar stairs cause
injury to a gas company employee; or if one negligently injures a pedes­
trian while driving an automobile or operating an elevator; or if one
negligently sells an unsafe article, or hits a bystander with a golf ball,
or damages property or persons while operating an aeroplane, one will
probably have to pay damages. Many forms of insurance have been
devised, therefore, to protect individuals and businesses from their liabil­
ity at law for injuries to persons and damage to property.

The following outline diagrams more comprehensively the classifica­
tion of risks that have been described. In this outline it is necessary to
begin with definite concepts of types of risks, to proceed next to the man­
ner in which the resultant losses are brought about, and finally to show
the various insurance coverages that are available as protection against
such losses. It will be noted that the same form of insurance may appear
in several loss categories, for the simple reason that different types of
risks are frequently covered by the same form of insurance. Thus, ele­
vator insurance provides protection against both property damage and
legal liability.

Legislative divisions of insurance. The divisions of the insurance
business recognized by state laws are to some extent arbitrary, resulting
from the gradual development of different branches of insurance, recog­
nition of which crept piecemeal into the laws. This results in some con­
fusion, and the divisions recognized by common usage are described be­
low. Since the various branches of insurance mentioned are described
at length in the chapters of this book; no descriptions are included here
but reference is made to the chapters or pages in this book where such
descriptions may be found.

I. Life insurance companies. These may write life insurance, annuities, and
accident and health insurance. Those which choose to include accident
and health business are sometimes known as “life and accident companies.”
They may not do any other of the kinds of insurance hereafter described
(Chaps. 6 to 13, incl.). The life insurance business includes double indem­
nities for accidental death and total disability benefits. The different forms
of policies are classified as ordinary, industrial, and group (Chap. 13).
A. Fraternal societies may do a hfe insurance, and accident and health
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business, but are separately classified for special regulation (pp. 220-224).
They cannot write other forms of insurance.

B. Savings banks may organize life insurance departments to transact
“savings bank life insurance” (pp. 242-245). They are not authorized
to do accident and health or any other form of insurance.

II. Accident and health insurance companies. These transact accident insur­
ance only or both accident and health insurance (Chap. 14). They com­
pete with life insurance companies that do an accident and health business.
A. Nonprofit medical indemnity or hospital service corporations (pp. 256-

257). These provide medical or hospital service in return for an annual
premium. Such services are really a form of accident and health insur­
ance, but are separately regulated as nonprofit consumers’ co-operatives.

HI. Fire and marine insurance companies.
A. Fire insurance companies transact fire insurance (Chaps. 17. to 24, incl.),

miscellaneous property insurance, such as windstorm, riot, residence ex­
plosion, and the like (Chaps. 21 and 25), water damage insurance (pp.
514-515), collision insurance, other than elevator or vessel (pp. 635-636),
and they may also transact a marine insurance business. In the latter
case they are known as “fire and marine companies.” Thus, fire insur­
ance companies compete with casualty companies that handle collision
insurance, with some companies that write strictly one or two forms of
miscellaneous property insurance, and with marine companies that re­
strict themselves to marine business. Assessment mutuals are sometimes
limited to a fire and miscellaneous property insurance business.

B. Marine insurance companies are those that do a'marine insurance busi­
ness, a broader field than it sounds, since it may include ocean marine
insurance (Chap. 26), inland marine insurance (Chap. 27), collision in­
surance for automobiles and aircraft (pp. 635-636 and 649-651), and ma­
rine protection and indemnity insurance (pp. 532).

IV. Casualty and surety insurance companies.
A. Casualty insurance companies are permitted to write a large number

of casualty insurance lines, including theft insurance (Chap. 31), glass
insurance (Chap. 25), boiler and machinery insurance (Chap. 25), ele­
vator insurance (pp. 599-600), animal insurance (against loss of or dam­
age to domestic or wild animals from any cause), personal injury liabil­
ity insurance (Chap. 28), property damage liability insurance (Chap. 28),
workmen’s compensation and employers’ liability insurance (Chap. 15),
and credit insurance (Chap. 34). Casualty companies, in addition to
these forms of insurance, may write accident and health insurance, water
damage insurance, and collision insurance. A company that writes
fidelity and surety bonds, in addition to casualty insurance, is called a
“casualty and surety company.” In order to write additional lines,
however, it is necessary to subscribe additional capital, keep additional
reserves, and so forth. Boiler and machinery insurance and credit in­
surance are more or less specialties, written by few companies.

B. Surety companies are those that write fidelity bonds (Chap. 32), surety
bonds (Chap. 33), and, to some extent, burglary, robbery, and forgery­
insurance. The corporate name “surety company” does not preclude
the corporation from also writing various forms of casualty insurance.

V. Property depreciation insurance companies. These insure against the de­
preciation of buildings and machinery that results from ordinary wear and
tear and certain hazards peculiar to realty, such as dry rot, sinking of sub­
soil, and so on.

VI. Title insurance companies. These are either insurance companies or trust
companies that guarantee against defective title or encumbrance (Chap.
35).

VII. Multiple line companies. There was always considerable demand for com­
prehensive policies that would cover many varieties of risks. Because the
legislative division of insurance interfered with this demand, numerous com-



16 INSURANCE IN GENERAL

parries formed subsidiaries or acquired affiliates so that the protection could
be obtained from a single source, even though more than one policy and
more than one name was involved. By 1945 four states had authorized the
formation of companies to write all lines of insurance except life insurance,
and one other state was considering the same action. These companies are
known as multiple-line companies.

The principal forms of insurance, in the order of their importance as
measured by annual premiums in 1943, are:

Total Net
Types of Insurance Premiums

Life (not incl. Government insurance)  84,587,000,000
Fire.  721,000,000
Automobile (all forms)  657,000,000
Workmen’s Compensation (incl. State funds)  650,000,000
Accident and Health (inch mutual assocs.)................ 468,000,000
Public Liability (excl. Automobile)  137,000,000
Marine (excl. Inland Marine)  134,000,000
Fidelity and Surety  90,000,000
Inland Marine................................................................. 85,000,000
Burglary and Theft  40,000,000
Boiler and Machinery  22,000,000
Glass................................................................................ 13,000,000
Credit  6,000,000
Aviation (not inch liability forms)  4,000,000
Title  Not available

Social insurance. “Social” insurance is a form of protection that has
been especially utilized for the first subgroup of risks listed in the pre­
ceding diagrammatic table (loss of personal earning power). Defini­
tions of “social” insurance vary. The authors consider it to be a form of
insurance devised by the State, in which a class of the population that is
economically less favored receives benefits in excess of its direct con­
tributions, in order that society as a whole may be benefited. It has
been considered by some that the distinctive feature of social insurance
is that it is operated by the State, and by others that it is necessarily
compulsory insurance; but it seems generally agreed that State opera­
tion of bank deposit insurance is not included in social insurance and
that voluntary unemployment insurance is. In any event, portions of
the Social Security Act furnish a convenient illustration of American
social insurance, and old age and unemployment insurance in the United
States are compulsory.

Summary

I. The various services rendered by insurance are usually inadequately ap­
preciated.

II. There is a striking similarity in the services of all forms of insurance.
III. In the field of the individual’s family and business relations,

A. Insurance increases the security of business enterprises;
B. Insurance tends to improve the efficiency of business;
C. Insurance equitably distributes the cost of losses;
D. Insurance is important in the modern credit system;
E. Insurance enables the capitalization of assets, human and inanimate;
F. Insurance is intimately connected with saving, and, in fact, makes the

latter practicable;
G. Insurance provides a safe investment for surplus funds;
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H. Insurance encourages and promotes thrift;
I. Insurance furnishes a method of providing for old age.

IV. Insurance is beneficial also from the social standpoint by
A. Encouraging provision for the future;
B. Partially relieving the community of the care of dependents;
C. Enabling families to maintain their customary standard of living;
D. Equitably distributing the cost of losses;
E. Encouraging the diminution and prevention of losses;
F. Accumulating capital for employment in industry;
G. Encouraging competition by relieving small concerns of risk.

V. The chance of financial loss is very prevalent, and insurance protection is
now available for a great number of risks.

VI. The customary classification of forms of insurance is partly arbitrary.
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Problems
1. Take as an example a retail drug store operating in your neighborhood.

What are the forms of risk that the druggist encounters (a) as an individual
and (b) as a businessman, and against which of these can he secure insurance
protection?

2. State the form of insurance that can be obtained to obviate or diminish
each of the following risks: (a) broken leg incurred in an automobile accident;
(b) legal liability of employer to employee who falls down factory stairs; (c)
poverty of family left without support by the death of a machinist; (d) break­
age of plate glass window by wind; (e) loss of a week’s payroll stolen by
robbers; (f) failure of contractor to complete a building he has contracted to
erect; (g) damages that storekeeper has to pay to pedestrian injured by poorly
supported sign over the sidewalk. Cite an additional example of each of the
aforementioned forms of risk.



18 INSURANCE IN GENERAL

3. A writer states that for a number of items exceeding 50 the variation in
results, other circumstances being the same, will be in inverse proportion to the
square root of the number of items. What is the reduction in uncertainty at­
tained by increasing the number of items from 100 to 10,000? Would you
conclude'from this that, other things being equal, mere size is advantageous to
an insurance company? Why?

4. Why is it that the laws of New York require that a mutual fire insurance
company, before engaging in business, must have not less than 300 applications
for insurance from not less than 50 applicants upon not less than 300 separate
risks, with aggregate premiums of not less than 8100,000?

5. Williams is aged 25 and has accumulated $10,000, which he is thinking
of investing in the grocery business. He has, however, an invalid mother who
is dependent upon him. Explain the various ways in which insurance may be
of assistance to him.

6. State laws provide that when a workman is injured in the course of
employment, his employer must pay him compensation. What method is
usually adopted of making certain that the law will fulfill its purpose?

7. Examine the fire insurance rating schedule on page 477 and enumerate the
various kinds of factors which enter into a fire insurance rate; i.e., what differ­
ent kinds of circumstances tend to make the rate lower or higher?

8. Mr. L. has been keeping his savings in life insurance, savings banks, and
government bonds. He now has an opportunity to buy a first mortgage on real
estate. If he does so, what advice would you give him with respect to in­
surance?

9. The Excelsior Manufacturing Company is engaged in manufacturing prod­
ucts that require continual modification in order not to get out of date. The
company has been extremely successful so far, largely because of the exceptional
ability of Mr. Wizard, who is an expert physicist. What would you advise?

10. Mr. Sett has a home worth $10,000, on which there is a first mortgage of
$3,000 and a second mortgage in a building and loan association of $4,000. Mr.
Sett has a wife, and a child aged 6, and he is saving $200 a year, besides the $40
a month that he pays into the building and loan association. Mr. Agent is con­
tinually urging him to take a life insurance policy for at least $5,000, but Mr.
Sett says that he can make more out of saving than he can out of life insurance,
because he gets 4 per cent on his savings and at least 5 per cent interest on his
building and loan shares. Is Mr. Sett’s contention valid? Why?

11. What would you say to the proposition that “competition is so keen that
the small concern cannot afford insurance”?

12. Why should employers help pay for old age annuities for retired em­
ployees . Why should they help pay for unemployment benefits for employees?



CHAPTER 2

Fundamental Principles

Definition of insurance. From the functional standpoint, insurance
is a social device whereby the uncertain risks of individuals may be com­
bined in a group and thus made more certain, small periodic contribu­
tions by the individuals providing a fund out of which those who suffer
losses may be reimbursed. It is the application of the statistical law of
large numbers to the economic problem of risk.

In its legal aspect it is a contract, the insurer agreeing to make good
any financial loss the insured may suffer within the scope of the con­
tract, and the insured agreeing to pay a consideration (the premium).
The insurer may be a corporation, an association, an individual, a fund
created by the State, or even the State itself. The varying forms of or­
ganizations that assume risk may be conveniently referred to as the in­
surance carrier, and the individual who is relieved of the risk as the in­
sured. The agreement between the two is subject to the general law of
contract, considerably modified by customs and usages of the business,
by court decisions, and by statutes.

Essential requirements for insurance. In order that such a contract
may operate equitably, produce the desired benefits, and be practical
from a business point of view, certain conditions are necessary.

1. The insured must be subject to a real risk. This risk may be a loss
of goods or benefits that he already possesses, or of prospective benefits
or profits. The threatened loss may be a loss of visible property or of
such an intangible thing as a legal right of action; but it is important
that the contract be based upon some actual possibility of loss and not
upon the mere desire of the insured to bet against the happening of some
event. It is preferable that the risk be such that the insured cannot
himself produce the event insured against or increase the probability of
its happening. At least he should have no incentive for so doing, for
otherwise moral hazard is involved in the contract. If this condition,
however, were strictly adhered to, many forms of insurance would be
prevented from adequately exercising their legitimate functions.

2. It has fceen found in practice that the risk to be insured against
must be important enough to warrant the existence of an insurance con­
tract. Many policies of insurance exclude unimportant losses because
the cost of insuring is greater than the value of the protection given.
Obviously, to cover every small loss would increase greatly the cost of
protection. In marine, automobile collision, and credit insurance, it is
customary to exempt the insurer from liability for small losses. In com­
pensation laws, the injured workman does not recover for the first few
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days of disability. In accident and health insurance, restrictions are
introduced limiting the company’s liability.

3. The cost of insurance must not be prohibitive. In order for in­
surance to be of any great benefit to a large portion of the business com­
munity, the premium paid must be sufficiently small to be within the.
reach of nearly everyone. Otherwise the risks underwritten will be
confined to a small and select group of persons insufficient in number to
allow the law of averages to work. Automobile collision insurance and
total disability insurance have furnished examples of the diminution of
the total extent of protection because of the cost of the benefits. In
certain forms of insurance, restrictions upon loss payments have been
introduced: for example, co-insurance in fire and other forms of insur­
ance, particular average clauses in marine insurance, initial loss in
credit insurance, deductible average in automobile collision insurance,
and so forth, with the object of making the cost reasonable. Likewise
the expense of doing business, which is a factor in the size of the premium,
must be kept within due proportions. In many instances in the past,
new methods of conducting the insurance business have been introduced
by competition because the expense of existing methods was considered
excessive.

4. A large number of risks is necessary. As will be shown more fully
later, it is necessary for an insurer to accept a considerable number of
risks in order to operate on a safe basis. The natural tendency of the
insured to select a company of some size is not misleading in the respect
that mere size in the insurance business is productive of a real advantage
up to a certain point. It will readily be recognized that an insurance
plan involving only two persons would be little better than each individ­
ual’s taking care of his own risk personally, and that it is only by a
combination of many risks that any substantial advantage is gained.

5. It is necessary that the extent of the hazard involved be capable of
approximate mathematical calculation. It is of course not required that
the calculation should be absolutely accurate. As stated in the preced­
ing chapter, one of the services of insurance should be the development
of a scientific system of making rates, for any other method of doing
business necessarily results in inequity among classes of risks, individual
policyholders, and different sections of the country.

It has been maintained that, for a policy to be entitled to the name of
“insurance,” the extent of the hazard involved shall be capable of ap­
proximate previous calculation and the contributions of the insured shall
be sufficient to cover the losses and expenses. Of late year's it has been
said, however, especially by those interested in the benefits of social in­
surance, that the name “insurance” may be applied to any group method
of providing for future contingencies, regardless of the knowledge of the
extent of risk involved or the source of funds. Thus unemployment
benefits or old age pensions supported by general taxes would be en­
titled to the designation. Although terminology is unimportant com­
pared with results, this loose use of terms seems likely to entail serious
misapprehension of purposes and false estimates of results.
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Insurable interest. One of the fundamental requirements among those
enumerated above is that the person insured must possess some real in­
terest in the subject matter insured, a doctrine known as the necessity of
an insurable interest. In all forms of insurance this principle has been
recognized by the courts, although, as will be seen later, in life and some
other forms of insurance considerable departures from the principle have
been permitted. If the insured does not possess an insurable interest he
is merely a gambler. The happening of the event insured against may
thus be advantageous to him, and fraud may be promoted.

Although insurable interest is necessary to the contract, such interest
in itself confers no rights upon the one who possesses it. A contract
must exist as well. Public liability insurance policies exist, not for the
protection of the public who may be injured, but for the protection of the
party responsible for the injury, who may be liable for damages.

Principles of probability. The calculation of premiums for insurance
of nearly every kind is based upon the application of the principles of
probability to past experience. In life insurance these principles of

. probability are applied to past experience as represented by a mortality
table; in fire insurance the principles may be applied to past experience
of fire losses; in compensation insurance to past experience showing com­
pensation benefits paid, and the like. Premiums in insurance are usu­
ally expressed in the form of rates, that is, by the amount of premium per
unit of protection or exposure. Thus, in life insurance a rate is quoted
per SI,000 of protection, in fire insurance per $100 of insurance, in com­
pensation insurance per $100 of payroll, in marine insurance usually per
$100 of insurance, and in accident insurance per $5 of weekly income
benefits.

The most important of the principles of probability is that chance may
be represented by a fraction, the numerator of which expresses the num­
ber of times the event happens and the denominator the number of times
the event may possibly happen.1 It may be said, therefore, that the
numerator expresses the “losses” and the denominator the “exposures.”
Suppose that past experience shows that out of 10,000 houses, 50 are
burned in the course of a year; the probability of destruction of a house
by fire is therefore 50/10,000. Suppose that the mortality table shows
that, of 66,797 persons alive at age 53, 1091 die within a year; the proba-

• bility of death at age 53 is then 1091/66,797. Suppose that in a given
industry with an annual payroll of $2,000,000, the losses paid on com­
pensation insurance policies are $6,000; the probability of loss is 6,000/
2,000,000, or 3/1,000. This last example shows how a basis for a rate is
arrived at: 3/1,000 is equivalent to $.30 per $100 of payroll. Applying
the principles of probability to the experience of the past, one arrives at
the probability that an event will occur in the future. To justify such
a conclusion it is necessary (1) that a sufficiently large number of in­
stances be considered to give a dependable average, and (2) that the
conditions of the future coincide with those of the past. Since the con-

1This definition is sufficient for present purposes. More comprehensive defini­
tions can be found in college algebras under the title “Probabilities.”
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ditions of the future are seldom identical with those of the past, some
allowance must be made for possible changes; therefore, underwriting is
not merely a mathematical science but involves an element of judgment.

The law of large numbers. The probability of an event’s happening
is ordinarily spoken of as the chance that the event will happen. A dis­
tinction must be made between this chance or degree of probability and
the degree of uncertainty connected with the event. The function of
insurance is primarily the reduction of the uncertainty, and secondarily
the reduction of the probability. For example, there may be a very
small degree of probability and yet a great deal of uncertainty, as in
damage to houses by lightning. If, however, a probability is obtained
from or applied to a small number of cases, i.e., a limited exposure, it
involves a considerable degree of uncertainty and is not entitled to
great confidence. The law of large numbers is the principle that the
reliance to be placed upon a given probability is increased when the num­
ber of trials or cases is increased.

Suppose that out of 10,000 lives, on the average, 10 die every year.
The probability is, therefore, 1/1,000, or .001. Suppose, however, that
although the average is 10 deaths, from year to year the figures vary,
showing as few as 7 deaths in some years, and as many as 13 deaths in
other years. The range is from 7 to 13, and the variation from the av­
erage may be said, roughly, to be 3 in each direction. The degree of
uncertainty may be crudely expressed relatively, then, by the fraction
3/10,000 or .0003. Suppose, then, that 1,000,000 lives are insured. The
probability is .001 (the same as in the previous case). On a large num­
ber of lives, however, the variation from year to year will be relatively
much less, probably only from 970 to 1030, a variation of 30 each way,
or .00003. This is a figure considerably smaller than .0003. The degree
of probability may remain the same, but the degree of uncertainty, ex­
perience shows, is considerably reduced with a larger exposure.

The results may then be somewhat as follows:

o. of Risks No. of Losses Probability of Loss Degree of Uncertainly
1,000 1 .001 - .00095

10,000 10 .001 .00031
100,000 100 .001 .00010

1,000,000 1,000 .001 .00003

The function of insurance is to combine a large number of risks and
thus reduce the degree of uncertainty. The future can be predicted
much more accurately for a group of risks than for an individual risk.
In accordance with what is sometimes referred to as the “law of aver­
age,” one may say that out of 1,000,000 persons, 400 will die within a
year; but the fate of any individual is a mystery and must remain such.

Although the function of insurance is primarily to decrease the un­
certainty of events, any inducement that insurance offers toward pre­
venting or reducing the losses involved tends to lessen the risk, or proba­
bility of the event. Life insurance companies offer free medical service
to lengthen life; fire insurance companies give reductions in rates for 
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protective devices; and marine rates are lower where aids to navigation
exist. Casualty companies give reductions in rates for improvement of
working conditions; elevator insurance companies give credits for ap­
proved doors; forgery insurance rates are predicated on mechanical
check-writers and safety paper, and so forth. Insurance may, and often
does, therefore, materially assist in reducing the probability of loss or
injury by concretely presenting the issue in financial terms and by en­
couraging prevention.

Consequences of the “law of average” in insurance.
1. Insurance is the exact opposite of gambling. In gambling two per­

sons deliberately set about creating some hazard for pleasure or profit;
they introduce the element of risk where it previously did not exist.
Insurance, however, is designed as a hedge against risks that are already
present, the object being to neutralize the existing risk. Thus, a person
who buys property assumes the risk that it will burn, and takes out a
policy of insurance to eliminate the financial consequences of this risk.
Without insurance all persons run the financial risk attached to prema­
ture death; every person in foreign trade assumes the risk that his goods
will be lost at sea; every manufacturer runs the risk that some person
will be injured on his premises and that he will be held responsible;
every buyer of property runs the risk that his title will prove to be de­
fective; and every employer runs the risk that his employee will prove
to be dishonest. Insurance is designed to reduce these existing financial
risks, not to create new ones. Insurance and gambling both involve
chances. But chances are created by gambling, and are counterbalanced
by insurance. The superficial resemblance between the two is enhanced
by the fact that, for purposes of calculating the risk involved, it is as­
sumed that the events insured against are governed by the same mathe­
matical law that governs events determined by pure chance. Further­
more, in order to have an illustration that is at once exact and simple,
writers are accustomed to introduce the subject of probabilities by ex­
amples of rolling dice, tossing pennies, or drawing cards from a pack.
These examples are used not because of any connection between insur­
ance and gambling, but merely because it is difficult to find in actual life
other examples of events governed by pure chance and for which a priori
probabilities may be calculated.

2. Insurance is pre-eminently social in nature. It represents, in the
highest degree, co-operation for mutual benefit. Various individuals who
are all subject to similar risks combine to reduce the consequences of
these risks, many thousands of persons paying premiums in order that
the unfortunate few may be indemnified for the losses that will- occur.
This principle of mutuality is present in a “stock company” organized
for profit, as well as in a “mutual company,” because in the last analysis
losses are paid from premiums. The stockholders of the stock company
are supposed to make a profit as a reward for initiating, directing, and
managing the co-operative scheme and as interest on their capital.

3. Insurance involves the accumulation of large funds to meet future
contingencies. In life insurance reserves are built up to reduce future
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premiums, in fire insurance to meet future losses, in liability and com­
pensation insurance to meet future claims and suits. Since these funds
so accumulated are in a sense the property of thousands of insured per­
sons, the state has intervened and, as a matter of public policy, has reg­
ulated their use. The investments of insurance companies are governed
by state statutes that are designed to preserve such funds for their in­
tended purpose. These accumulations of funds, which are known as
“reserves,” are necessary in the case of private insurance carriers in order
to guarantee the fulfillment of their promises, and are invested in the
securities of other corporations in order that they may be increased by
interest payments. Where the risk is assumed by the State, however,
the promise of the sovereign power is superior to any other financial
guarantee, and the accumulation of reserve funds is unnecessary. A re­
serve account, however, may nevertheless serve a useful purpose.

4. Large catastrophes prevent the proper working of the law of aver­
age. A San Francisco fire or an epidemic of influenza is an exceptional
happening that no one can foresee and to which past experience furnishes
no guide. One method of attempting to reduce the consequences of such
losses upon the financial standing of an insurance company is to secure
a wide distribution of risks. A company that insured risks in the city
of San Francisco only would have been made insolvent by its losses, the
premiums collected being insufficient to meet the claims presented. But
most of the fire insurance companies involved were writing insurance not
only in San Francisco, but over the entire world. A wide distribution of
risks, furthermore, reduces the variation in losses from year to year and
consequently renders the operation of the insurance business more cer­
tain and sure. Reinsurance, a method described in Chapter 5, is a way
of attaining distribution.

5. It is also essential to the law of average that the size of the in­
dividual risk shall not vary too greatly. The losses of an insurance
company could not be expected to remain uniform if it insured 500,000
risks for SI each and five risks for §100,000 each. 'A few losses on the
latter risks would be sufficient to upset all the calculations that could be
made. It is customary in nearly every form of insurance to limit the
size of the risk that will be accepted. For example, in life insurance,
§500,000 on any one life is a limit frequently used; in fire insurance,
companies sometimes will not accept more risk than §20,000 in con­
gested districts where a conflagration could occur. Naturally the max­
imum risk that will be accepted depends largely upon the size of the com­
pany concerned. As a result of this limitation of risk the practice of
reinsurance has developed, whereby a company that has accepted a risk
greater in size than it desires reinsures a portion in another company.

6. The proper working of the law of average is based also upon a
random selection of risks. In most forms of insurance, however, there
is a natural tendency for poorer risks exclusively to present themselves
for insurance, and as a consequence the insurance company institutes a
system of selection whereby substandard risks are rejected or at least
are charged a higher premium than the normal risk. In recent years, 
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however, medical selection in life insurance has been dispensed with to a
greater degree. Group insurance and even general life insurance to some
extent are written without medical examination. In fire insurance very
little selection is exercised, but the same results are attained by making
the rates proportionate to the hazard involved. The violation of this
principle has been well illustrated by the experience of some early fra­
ternal societies, whose members were charged the same rate regardless of
age. When insurance in one insurance carrier is compulsory, as under
compensation laws of some states, selection is unnecessary. On the
other hand, in compulsory insurance with a choice of carriers, as often
found in compensation and automobile insurance, selection by all car­
riers is plainly impossible, and the result is enforced acceptance of poor
risks by some carriers. When substandard risks are automatically fa­
vorable to the insurance carrier, as in annuities granted to persons in
poor health, selection is of course unnecessary.

Differences between life and other forms of insurance. It has been
shown that in a great many respects all forms of insurance are similar.
It would be a mistake not to notice, however, some of the differences be­
tween life insurance and other forms of protection.

1. The event that is contemplated in life insurance is a certain event,
the only uncertainty being the time when it will occur. A vessel in­
sured under a marine policy may or may not be lost; a workman covered
by a workman’s compensation policy may or may not be injured; but
every ordinary-life contract results in a claim. One writer has very
properly described this by saying that the life insurance premium must
provide two funds, one against the certainty of death at an advanced age
and one against the possibility of premature death.

2. The classification of risks in life insurance is simpler than in most
other forms of insurance. All risks are first divided into two great
classes—those insurable and those not insurable. Those risks that are
insurable are then subdivided into age groups. In some companies, in
which persons of impaired health are accepted, each age group is again
subdivided into standard and substandard risks. The occupational
classification is also important in some cases. In other forms of insur­
ance, however, there is usually a multiplicity of .classifications. In fire
insurance every building differs from others in some particular, and, ex­
cept in cases of dwelling and churches, the differences are so great that
schedules are required to appraise risks. In marine insurance a hun­
dred different factors contribute to make up the hazard on a given risk,
such as the voyage, the season of the year, the type of vessel, and so
forth. In accident and health insurance a classification based upon oc­
cupations is used, and in compensation insurance risks are rated accord­
ing to the type of industry or occupation.

3. In most forms of insurance the contract is for a term of one year
and often is cancelable by either party before the term has expired. The
life insurance contract, on the other hand, although it may be canceled
by the insured, cannot be canceled by the company, and therefore is
usually a long term contract.
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4. The principle of indemnity is adhered to more strictly in property
insurance than in life insurance. Ordinarily a property owner may not
recover more than the actual cash value of the property destroyed,
whereas a person may insure his own life for any sum within reason.

Summary

I. Insurance, in a legal sense, is a. contract of indemnity whose purpose is to
diminish uncertainty by combining a large number of risks, thus providing
a fund out of which those few who suffer losses may be reimbursed.

II. Essential requirements for insurance are:
A. The insured must be subject to a real risk;
B. The risk must be important;
C. The cost of insurance must not be prohibitive;
D. A large number of risks is necessary;
E. The risk must be capable of approximation.

HI. Insurable interest is necessary for insurance—a requirement that is in
general advantageous to honest persons who use insurance for protection.

TV. Principles of probability:
A. Insurance'is made possible by the estimation of future losses on the

basis of principles of probability applied to past experience;
B. Probability is expressed as a fraction, the numerator of which represents

the losses and the denominator the exposure;
1. The reliability of this fraction increases as the square root of the

exposure;
.. 2. A combination of risks reduces uncertainty;

3. Insurance acts also to reduce the probability of loss.
V. Consequences of the law of average in insurance:

A. Insurance is the opposite of gambling;
B. Insurance is social in character;
C. An accumulation of funds is necessary to meet contingencies;
D. Large catastrophes jeopardize the operation of an insurance plan;
E. Individual risks should not vary too much in size;
F. Unrestricted selection interferes with the operation of an insurance plan.

VI. Characteristics of life insurance:
A. Claims are ultimately payable on all policies;
B. The classification of risks is sun pie;
C. The contract is a long-term contract;
D. Insistence upon the idemnity principle is relaxed.
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Problems
1. A bank in the United States may join the Federal Deposit Insurance Cor­

poration and thereby secure for each depositor the guarantee by the United 
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States Government of his deposit up to the amount of -85,000. For this guar­
antee each bank pays to the F. D. I. C. 1/12 of 1 per cent on deposits. Is this
plan insurance? Compare it with the plan of old-age annuities payable under
the Social Security Act.

2. It was said that some persons of a speculative turn of mind carried life
insurance policies on the life of the Czar of Russia. Could the beneficiary under
such a policy enforce his claim at law in the United States? Is it desirable
that he should? Does the same objection hold true with respect to insurance
issued to a woolen manufacturer against the election of a Democratic president
of the United States?

3. Other things being equal (which they seldom are), is a large or a small
insurance company preferable and why?

4. In credit insurance, the insured must himself stand the normal loss through
bad debts, the insurance company paying for most of the excess. What argu­
ment is there in favor of such a system, as opposed to payment in full by the
insurance company?

5. Why is it that more people do not carry automobile collision insurance at
the present time? (This form of policy covers damage that occurs to the car
of the insured as a result of collision.)

6. What were the principal difficulties to be met when the first policies of air­
craft insurance were issued?

7. What is the chance that a person aged 36 will live to collect $1,000 on an
endowment policy that is payable to those who live five years? (See American
Experience Table of Mortality on p. 136.)

8. Why is it that the balance sheet of a life insurance company shows such
large “reserves”? Is this fund carried in cash? What is its purpose?

9. Why is it that fire insurance companies transfer a portion of the risk on
a large property to other fire insurance companies through reinsurance?

10. It is said that a life insurance company could safely insure all the persons
who walk past a certain corner without asking any questions and without exam­
ination. Is this statement true? If so, why do many companies require a
medical examination before issuing a policy to a person?

11. Why is it that a life insurance company cannot cancel a life insurance
policy, whereas a fire insurance company may cancel a fire insurance contract on
five days’ notice without giving any reason? Should a company be allowed
to cancel an accident and health insurance policy?

12. Workmen’s compensation insurance is frequently referred to as one branch
of “social insurance,” but the business of a stock fire insurance company is
spoken of as “private insurance.” Why?

13. There are many strikes, and employers as well as employees suffer finan­
cially from them. Why is there no “strike insurance” for such loss?



CHAPTER 3

Types of Insurance Organizations

Classification of insurance organizations. In all forms of insurance
the insured is offered his choice of various organizations for the purpose
of insuring his risk. These organizations may be broadly classified
under seven groups: (1) self-insurance; (2) stock companies; (3) mutual
associations; (4) reciprocal underwriters or inter-insurers; (5) Lloyds
associations; (6) profit-sharing companies; and (7) government or state
agencies. To consider the advantages and disadvantages of each type
of organization separately for every form of insurance would be a tre­
mendous as well as an uninteresting task, inasmuch as the same ground
would have to be covered many times. Each of these types has certain
characteristics, whether it be writing life, casualty, or property insurance,
and from these characteristics its advantages and disadvantages natu­
rally follow. This chapter will devote itself therefore to a general dis­
cussion of these various organizations irrespective of the type of insurance
business in which they are engaged, merely pointing out important
qualifications relating to particular businesses.

1. Self-insurance. Self-insurance is the endeavor of one who is sub­
ject to a risk of loss to lay aside periodically sums that in time will
provide a fund for reimbursing him for any loss which may occur. In
the absence of insurance proper and with inability to shift the risk else­
where this recourse is the only method available. This practice is not
to be confused with mere passive acquiescence in risk, sometimes called
sei j-assumption of risk. Self-insurance is a positive action to provide
for possible future losses. Its advantages and defects are almost self-
evident. It is apparent that if the insured himself operates the insurance
fund, he has it entirely within his own control at all times and can
regulate the amount spent for expenses; furthermore, any reduction in
the risk involved is a direct saving to him. Thus, if a person attempts
to provide a fund against his own death, he is obliged to furnish only the
net amount required. No commission is paid to an agent for writing the
insurance; no fees are paid to the state for the privilege of doing business;
no salaries are paid to officials for managing the fund. If the insured
protects his property by fire-preventive devices and thereby reduces the
chance of loss, the benefit accrues directly to him. These facts would
be equally true of any type of risk. But to provide a fund to take care
of losses takes time. Suppose that he lays aside SI,000 per year and
incurs a loss of $10,000 the second year. It is apparent that such saving
is not insurance in the real sense of the word.

28



TYPES OF INSURANCE ORGANIZATIONS 29

Such a plan may be attempted, of course, under widely varying con­
ditions. The illustration of life insurance furnishes an extreme case of
a field in which self-insurance is entirely inapplicable. Here, as has
previously been seen, the person has no assurance that the fund he ac­
cumulates will be sufficient, by the time the loss occurs, to cover that
loss. He has no distribution of risks and, consequently, no law of aver­
age to rely upon. On the other hand, suppose that a company possesses
50 delivery trucks, ranging from SI,000 to S3,000 in value, all housed and
operating in different territories. In this case, the self-insurance plan
can be operated with a greater prospect of success. It is hardly likely
that many of these trucks will be lost in any one year; but should the
losses of one year be extremely high, it is probable that the following
years will show a loss low enough to counterbalance the exceptionally
poor year. There are here three elenjents not present in the life insur­
ance illustration: (1) a number of units are covered instead of one; (2)
the risks are distributed and not subject to identical hazards; (3) the in­
dividual units are each of relatively small value.1

Between the two extremes are varying degrees of safety in the self­
insurance plan. When the three elements described above are to a
large degree lacking, the businessman would be well advised to supple­
ment his self-insurance plan for a time with some other form of protec­
tion; later, if the self-insurance plan is successful, he may gradually
reduce the other forms of insurance he carries. In attempting to cany
his own liability or compensation insurance, he must bear in mind also
that the cost is likely to increase, inasmuch as claims continue to come
in long after the accidents have occurred. The same likelihood is true
of pension funds because of the increasing number of pensioners. The
term “self-insurance” should perhaps be reserved for those cases in
which there is an attempt to get spread of risk, to practice prevention,
to break up risks into small units, and to establish reserves.

There are independent organizations specializing in the administration
of compensation insurance which sell their management services, largely
to the middle-sized self-insurers. These services are provided mainly by
brokers with special compensation departments and attorneys who
specialize in this branch of law. They will take care of all or any part
of the employer’s self-insurance management problems in compensation
insurance. Large self-insurers have also formed associations, but largely
to look after their legislative interests. Self-insurance is practiced by
large corporations that carry their own compensation insurance risk, by
states and municipalities in connection with the fire insurance on public
buildings, by companies for the protection against fire of large fleets of
automobiles, by wholesalers who add something to the cost of goods to
cover losses from bad debts. Self-insurance, however, is useless for life

1 Numerous states have created self-insurance funds to cover state and county
property against loss by fire'. These funds are created by the state’s appropriation
of definite premiums usually based on stock company rates. Some of these funds
have been exhausted by failure of the state to make appropriations thereto. Others
have set up reserves and have reinsured extra-hazardous risks, thus following the
ordinary procedure of insurance companies.
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insurance and accident insurance, and is seldom employed for public
liability, automobile liability, title insurance, protection against em­
bezzlement and theft, and other risks in which large variations in losses
may be expected or important catastrophes may precipitate large losses
at any one time.

2. Mutuals. The self-insurance plan is plainly inadvisable for the
small owner who possesses only one or a few properties. A mutual ar­
rangement may be made, however, whereby owners are enabled to insure
themselves by combining their risks. One might take the law of New
York as an illustration of the manner in which a mutual fire insurance
company may be organized. At the time of organization the proposed
mutual must have at least 300 applications for insurance from not less
than 50 applicants upon not less than 300 separate risks, with minimum
aggregate premiums of 8100,000. Each applicant must have paid in
cash at least half the premium, such payments aggregating not less than
850,000.’ The balance is payable upon the issuance of the policies. The
company must have an initial surplus of not less than 8150,000, which
may be obtained by borrowing at an interest rate not exceeding 6 per
cent. Loans are also used to provide the expenses of organization, in
the form of unsecured obligations repayable only out of free and
divisible surplus when the corporation’s financial condition warrants
repayment.

Under this plan every member of the mutual organization becomes an
insurer and an insured. Every member makes himself liable for his
share of losses that may occur. It may happen that the premiums col­
lected are in excess of the amount needed to pay losses, in which case the
excess is returned to the policyholder as a “dividend”—this term being a
misnomer, inasmuch as the return is really not profits but saving. If, on
the other hand, the amounts collected are insufficient to pay the losses,
the members of the mutual organization may be called upon to pay an
assessment. Thus, the law of New York provides that mutuals shall col­
lect the full premium in cash of notes payable, but the additional con­
tingent liability of each member shall be not less than the cash premium
written in the policy. In property and casualty insurance, mutuals have
operated on two bases, the advance premium plan and the assessment
plan. In the former the premium collected originally is usually more
than sufficient to cover the risk, being as a rule the same premium charged
by stock companies. Thus the policyholder receives the dividend re­
ferred to above. Under the assessment plan the initial premium is no
more than is necessary, later assessments being relied upon to furnish
additional funds if needed. As it is human nature to be optimistic, and
also to refuse to pay for “dead horses,” the initial premiums are often
too small and the collection of assessments difficult. This method has
largely been confined to small “farm mutuals,” insuring rural property.

State laws frequently permit the mutual to limit the assessment that
may be made on each member, and a common provision in mutual poli­
cies is a maximum assessment equal to the amount of the initial premium.
The restriction varies, however, depending upon the bylaws and policy of 
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the particular mutual, and a mutual may leave its members’ liability
unlimited. When authorized, such policy limitations effectively limit
the amount that the insurance costs the policyholder, and within such
limits policyholders are liable for all losses incurred while they are mem­
bers of the organization.

Some mutuals have a greater proportion of surplus to liabilities than
many stock companies, and there is no reason why a mutual may not be
as strong as, or stronger than, a stock company organization. In cas­
ualty insurance one mutual is now a leader in volume of business, another
mutual is the largest writer of automobile liability and property dam­
age; and in life insurance a majority of the large companies are mutuals.
The statements above are of course general, and are not intended as a
reflection on, or a recommendation of, any particular organization fol­
lowing either plan. Mutuals collect about 16 per cent of the total fire
insurance premiums.

The remaining features of the mutual can briefly be summarized by
stating the advantages and disadvantages claimed for the plan. The
advantages claimed are:

(a) Since no commissions, or very small ones, are paid to agents,
mutuals claim to be able to do business at lower cost than other- organiza­
tions. Compensation insurance risks are insured by states, which pay
no commissions and share the savings with the policyholders; life insur­
ance is sold by mutual savings banks that pay no commissions; fraternal
societies sell life insurance without employing agents; government old
age pensions involve no commissions for solicitation; some fire insurance
mutuals employ no agents; and so on.

(b) Any profits or savings that are made go to the policyholders.
(c) The mutual is theoretically under the control of the policyholders.
(d) The mutual can exercise a more careful selection of risks when the

mutual is small and the insureds more or less well known to the officers
or fellow policyholders, or when particular classes or types of risks are
selected.

(e) The mutual is interested in the reduction of losses, because the
savings achieved directly and entirely accrue to the policyholders. The
“factory mutuals” have effected great savings in fire insurance costs by
careful selection, prevention of loss, and economy of operation.

(f) Many mutuals have operated for years without finding it necessary
to call for assessments.

(g) The policyholders will naturally look after their own interests
very carefully. It is doubtful, however, whether, individual policy-
holders in practice exercise any supervision over operation, save in ex­
ceptional instances.

The disadvantages of the mutual are said to be as follows:
(a) If small, the mutual runs the danger of being unable to pay losses

in case of great disaster, and even ordinary losses may vary considerably
from year to year. Mutuals are more numerous in those forms of insur­
ance in which the individual risks are not large, and reinsurance is com­
monly practiced in order to avoid the effect of catastrophes.
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(b) If,'in order to increase its volume of business, the mutual is work­
ing in a large territory, the advantage of selection of risks and of careful
oversight is partially lost. Some mutuals have reached a size approach­
ing that of the large stock companies, and their acceptance of risks is
virtually identical.

(c) There is no capital investment by stockholders to intervene be­
tween the policyholder and unexpected losses; if premiums are inade­
quate the policyholder must pay an assessment.

(d) Although mutuals may be able to save commissions to agents, it
is claimed that this is at the sacrifice of the advice and service agents
render. An automobile mutual may not have branch offices and adjust­
ers in important cities; the absence of a fire insurance agent may deprive
the insured of a satisfactory form or sympathetic advice at the time of
loss; the lack of solicitors may restrict the spread of savings bank life
insurance; etc.

(e) The control of a mutual is in reality no more in the hands of the
average policyholder than is stock company control. In large mutuals
the policyholder seldom votes or even sends in his proxy. One state
superintendent of insurance has taken the position that it is the duty
of the insurance department to protect the interests of policyholders in
the management of mutuals, and requires that the state be furnished with
the minutes of directors’ meetings.

(f) The mutual is likely to be no better managed than the stock com­
pany, because the stockholders of the latter are very solicitous about the
management, their dividends depending upon it.

There are some special forms of mutual organizations to which refer­
ence should be made.

(a) In Massachusetts, New York, and Connecticut, mutual savings
i banks may issue life insurance policies under regulations prescribed by

law. The effect of these regulations is to pool the insurance business
of the savings banks as far as mortality experience is concerned, leaving
each bank free to manage its owm investments and expenses. Thus the
system becomes virtually a mutual system of life insurance, for the
policyholders are entitled to dividends and the control lies partly with
the state, partly with the trustees of the savings banks.

(b) A so-called membership corporation or co-operative stock corpora­
tion may be organized in New York to furnish indemnity for medical
expense or hospital services, provided a sufficient number of applications
are obtained and 1/6 of the premiums paid in amount to an aggregate
of §1800. The organizations must be mutual in character, the contract
with the insured must be in waiting and must cover a period of not more
than one year, and the policy must contain certain stipulated provisions.
In many respects, such as contracts, disbursements for expenses, invest­
ments, and rates, these mutuals are subject to regulations similar to
those prescribed for life insurance. The City of New York promoted the
incorporation of a plan of this character in 1944, the Health Insurance
Plan of Greater New York.

(c) Fraternal societies are nonprofit organizations operating on the
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“lodge system,” with a representative form of government. They issue
life insurance and sometimes accident and sickness insurance. Many of
them have operated for years, and some have encountered financial diffi­
culties because of early mistakes in management; but their future opera­
tions are now regulated by state statutes.

3. Reciprocals. The reciprocal organization is in one sense a varia­
tion of the mutual idea. Here the various policyholders are, as in the
mutual, both insured and insurers, but are not incorporated. The active
head of the organization, however, is an “attorney-in-fact,” who has been
given authority to conduct the affairs of the organization through powers
of attorney conferred upon him by the various members. The entire
management is subject to his control, with only such limitations as are
provided for by the terms of the organization and the written powers of
attorney. In some instances he is controlled by an advisory committee
of policyholders.

The reciprocal is an aggregation of persons, firms, or corporations,
called subscribers, who reciprocally exchange contracts of insurance
through an attorney-in-fact, who has authority to obligate the sub­
scribers severally, within the limits of the power of attorney. As com­
pensation the attorney-in-fact receives usually a percentage of the gross
premiums, ranging from 25 to 40 per cent, out of which he pays the
management expenses. Out of the remainder of the premium the losses
and loss expenses are paid, and the residue is returned to the policy-
holders as “dividends.” These organizations were formerly subject to
very little regulation by the state, but numerous states have enacted
regulatory laws which require that the name of the attorney and a copy
of power of attorney be filed, that a fund of cash or securities be on hand,
and that an unearned premium and claim reserve be carried. These laws
also to some extent regulate investments. At the present time in some
states, the formation of a reciprocal is accomplished with less formality
and legal difficulties than any other form of insurance organization.

The primary basis of the reciprocal organization is the power of at­
torney. This document constitutes the attorney-in-fact as the agent of
the policyholder to act for the latter in all insurance matters, and espe­
cially to make insurance contracts with others, to procure reinsurance,
to collect premiums, and to adjust and pay losses. The attorney-in-fact
may be, and often is, a corporation, the continued existence of the man­
agement being thereby assured.

A reciprocal is organized by the following process: a certain minimum
number of prospective policyholders apply to the superintendent of
insurance for a license to do business, pay the first year’s premium on
the policies to be written, and file the name of the attorney-in-fact who
is authorized to represent the policyholders. The attorney-in-fact and
the prospective policyholders are individually responsible for the organ­
ization expenses. In states where regulations so require the reciprocal
must maintain a specified contingent reserve.

The operation of reciprocals has been confined almost entirely to the
fields of automobile insurance and fire insurance, in which the individual 
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risk is usually small or the policyholders are firms engaged in similar
types of business.

The advantages of this form of organization most frequently claimed
are the following:

(a) Expense is eliminated through the conduct of the business at cost ,
with the exception of any amount that may be paid the attorney for his
services. The amount that the attorney is to receive and the expenses
are usually limited in some manner, and the form of organization is
simple in character.

(b) The cost of the constant struggle to obtain new business is elimi­
nated—no commissions to agents.

(c) Profit is eliminated since the excess that is collected is refunded
to the policyholder.

(d) Each member has a direct interest in the organization’s success.
(e) Danger of financial insolvency that might be produced by unusual

losses is reduced by measures such as reinsurance.
(f) Assessments are usually limited when the law permits. The con­

tract, for instance, may make the policyholder Hable for an additional
amount equal to his original premium.

Reciprocals are criticized on the following grounds:
(a) The cost of a policy is indefinite, the members being liable for

assessment.
(b) Great control rests in the hands of the attorney-in-fact, whose

•authority is recalled only by the members’ revocation of their powers of
attorney.

(c) Attorneys may operate such plans for their personal profit. The
agreement with the attorney-in-fact usually provides an incentive for
him to write a large volume of business. If the business is of poor
quality the losses, which fall directly upon the policyholders bnly, are
likely to be large.

(d) Some reciprocals have failed because of their inability to pay
losses or collect assessments.

4. Stock companies. A stock company is a corporation organized for
profit, the stockholders being entitled to any gain that may result from
the operation of the business and responsible for any losses that may be
incurred. The capital is provided by the sale of shares of stock, and the
law requires a certain minimum paid-in capital, which must be main- ■
tained unimpaired. A stock company usually possesses a surplus as an
additional guarantee to the policyholders. After the stockholders adopt
bylaws and obtain a charter from the state authorities, officers and direc- ■
•tors are elected.

One of the principal characteristics of the stock company that distin­
guishes it from self-insurance, mutuals, and reciprocals is that the pre­
mium charged for insurance is fixed, and the insured knows in advance
exactly what it will cost him for protection. This feature is made
possible at the outset by the capital fund supplied by the stockholders;
later the stock company’s surplus usually far exceeds the capital stock.

In life insurance and compensation insurance, some stock companies 
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limit the amount of dividends that may be paid to stockholders, and
issue participating policies that entitle policyholders to dividends as in
a mutual organization. When, as is frequently the case, the amount
necessary to pay the maximum dividend on the stock is very small com­
pared with the amount refunded to the policyholders, the organization
is virtually a mutual, save for the legal control vested in the stockholders.
Even the latter control may be abridged when the stockholders confer
upon the policyholders the right to vote for directors.

The advantages claimed Tor the stock company are:
(a) It is a good business organization that operates efficiently.
(b) Expenses are maintained at a low figure, because the stock­

holders’ self-interest requires economical administration.
(c) Better service is afforded than by mutuals and reciprocals.
(d) It offers a definite contract of insurance, with the premium abso­

lutely fixed in advance.
(e) It boasts a capital and surplus as. a guarantee and protection to

policyholders.
(f) In large companies a good distribution of risks is achieved, and

consequently the law of average operates more consistently.
Disadvantages of the stock company are claimed to be:
(a) The impersonal character of the management and the commissions

paid to agents tend to create a high expense rate.
(b) It affords no better service than other organizations.
(c) Control of the company is in the hands of the stockholders, not of

the policyholders.
(d) The profits of stockholders increase the cost of insurance.
(e) The> distribution of risk is no more satisfactory than that of a

large mutual or other organization.
The stock company is found in all fields of insurance. Its great ad­

vantages are the definite contract that it can offer and the capital and
surplus that serve as a guarantee to the policyholder for the payment
of possible losses.

5. Lloyds associations. The most prominent association of this type
is Lloyds of London, which has served for many years as a model for
similar organizations. The Lloyds association is an association of over
1800 individual underwriters, each of whom becomes personally liable
for the amount of insurance for which he subscribes. It offers, therefore,
insurance written by individuals, as contrasted with insurance written
by companies or associations. Ordinarily one individual is not respon­
sible for the fulfillment of the obligation of others. London Lloyds is an
extremely strong organization with a long and satisfactory history, for
its membership is very carefully selected and deposits are required for
the security of the policyholders. A central committee makes an annual
audit of members’ accounts. The necessity of upholding its past repu­
tation compels this association to see to the prompt payment of its
members’ obligations.

Lloyds of London affords a meeting place and regulations for the trans­
action of an insurance business by individual underwriters. Proposals
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for insurance are placed before these underwriters by insurance brokers
and accepted by those underwriters who care to assume the risk. Fre­
quently a group of underwriters is represented by a manager who has
power to bind the group on insurance contracts. Each individual under­
writer, however, is responsible for only his own subscription, and there
may be 25 or more subscribers on a single risk. The advantages of
London Lloyds are the vast scope of its operations, extending to all parts
of the world, the extent of business that can be conducted by the total
resources of all the underwriting members, the variety of contracts it
issues, and the competitive rates that it offers. From the American
standpoint, the criticisms made are that it evades domestic regulations
by foreign domicile, that it possesses no resident agents to serve the
insured, and that the “exportation” of insurance to foreign companies
may be detrimental to national welfare. Many state laws make no
provision for an organization of this type, and Americans must secure
policies through English brokers.

The American associations of similar type have varied greatly, and
some bearing the name of “Lloyds” have not been operated upon the
same high plane as their English prototype, thus bringing the name into
some disrepute in this country despite the successful operation of a few
such organizations. The value of the policies issued by a Lloyds organ­
ization depends upon the financial ability and honesty of the under­
writers but in some instances subscribers of large financial means have
limited their liability.

The claimed advantages of the Lloyds form of organization are:
(a) Business is usually limited to a specific line in which careful selec­

tion of risks is possible. ' •
(b) Individuals of large financial resources are often underwriters on

policies, with unlimited liability.
(c) Operation within a restricted territory reduces expenses.
(d) Agents’ commissions are sometimes dispensed with.
The criticisms of such associations have been:
(a) The security of the organization depends entirely upon the

individuals who compose it.
(b) Some organizations allow members to limit their liability, so that

a number of good underwriters are found to be liable only to a very
limited degree.

(c) Their operations are very difficult of government regulation by
reason of the individual nature of the contract.

(d) The resources of the underwriters are sometimes insufficient for
the amount of risk undertaken.

Such associations are unknown in life, accident, health, and compensa­
tion insurance, but not Uncommon in fire and marine insurance. London
Lloyds, however, accepts risks of nearly every class, even to contracts
that are virtually gambles, such as the insurance of losses through the
state of the weather, the fall of kings, and a state of war.

6. Profit-sharing companies. The insurance of workmen’s compen­
sation has also been conducted by companies that combine some of the
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stock and mutual features. One company, for example, has a capital
stock of §250,000, on which limited dividends are paid, and it also returns
to policyholders a dividend on premiums at the end of each year. The
stock life insurance company, offering limited dividends to stockholders
and issuing participating policies with refunds of premium to the insured,
is another example of the profit-sharing company.

Relative position of private carriers.2 In life insurance, mutual
companies have gradually attained a position of pre-eminence. Several
of the largest stock companies have found it desirable to mutualize.
Although 80 per cent of the life companies have capital stock, the mu­
tuals include most of the largest companies and probably collect nearly
90 per cent of the premiums. In addition many of the companies with
capital stock issue participating policies, with dividends to policyholders.
Thus the great bulk of the life business is written on the participating
basis. In this comparison no consideration has been given to a large
number of fraternal societies, which are also mutual in character.

In fire and marine insurance, including allied lines, stock companies
probably collect about 82 per cent of the total premiums, mutuals approx­
imately 16 per cent, and Lloyds and reciprocals something less than 2
per cent. Owing to the difficulty of securing all-comprehensive figures on
the latter two groups, they may be somewhat underestimated.

In casualty and surety insurance lines, the stock companies write about
76 per cent of the premiums, the mutuals about 20 per cent, and the
Lloyds and reciprocals about 3 per cent. The figures of the mutuals
and the reciprocals may be somewhat underestimated because of the
difficulty of including all the small organizations. In addition the fig­
ures do not include the business done by mutual accident and sick bene­
fit associations, and in the field of workmen’s compensation a consider­
able number of contracts are written by state-operated enterprises, which
are discussed in the next section.

7. State insurance. State insurance, strictly speaking, means an in­
surance enterprise operated by the state or nation, the government as­
suming liability for the payment of losses and collecting the premiums.
The term is applied, however, to a variety of systems ranging from
mere state subsidies to the fullest state control and responsibility. The
plans operative in the United States, however, may be considered under
two heads. The first to be discussed is: State prescription of organization
and management, possibly with some subsidy for organization or man­
agement expenses, but without state responsibility for losses.

The best illustration of this form of state intervention is “savings bank
life insurance.” In three states, New York, Connecticut, and Massachu­
setts, the law authorizes mutual savings banks to issue life insurance
policies under prescribed conditions to residents of the state and persons
regularly employed therein, the state supplying a central governing
body, actuary, and medical director. The regulations require banks to

“For current figures on volume of business by different classes of carriers, see
Insurance Yearbook, Spectator Co., Best’s Reports, A. M. Best, and Fire and Cas­
ualty Aggregates and Averages, A. M. Best.
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premiums aie collected in the form of automatic taxes on farm land,
unless the owner declines to enter the plan. No agency system is em­
ployed and the expenses are low, but the amount of insurance is limited
and the policy is not very flexible.3

The second type of state insurance plan operative in the United States
is. State management and financial responsibility.

The best illustration of this form of state intervention is the old-age
pension system instituted by the Social Security Act of 1935, and
amended in 1939. A Social Security Board is set up by the federal gov­
ernment to administer a system of old-age pensions for more than 20,-
000,000 employees. Each employee subject to the system w'ho reaches
age 65 will receive an old-age pension monthly, the amount depending
upon his past average wages, and ranging from $10 to $56 a month for a
single person and from $15 to §84 a month for man and wife.

This annuity is an obligation of the United States government. The
government requires in return that employers and employees contribute
equally in taxes for the support of the pension plan, ultimately the former
paying 3 per cent of payrolls and the latter 3 per cent of wages received.
For the present, the rate has been fixed at 1 per cent.

Although the plan as a whole is “self-sustaining,” in the sense that it
was not anticipated that general taxes would be needed to cover the
original contemplated benefits, the premiums (or taxes) of an individual
are not necessarily in proportion to the benefits he receives. The dis­
parity arises partly because the plan of benefits described above favors
the worker who was older in 1940, partly because it favors the low-wage
employee, partly because some die before reaching age 65, and partly
because some cannot qualify for the pensions. The 1939 amendments
further emphasized these features and extended the benefits beyond those
originally contemplated.

In addition to these more obvious features, no one knows who will
ultimately bear the burden of the tax on payrolls paid by the employer,
because of three possibilities: (1) the tax may reduce wages or extent of
employment; (2) competition may force the employer to pay part of
his portion of the cost out of profits; (3) the employer may pass on this
cost to the consumer of the product. In different industries undoubtedly
different results will ensue. It will be noted that there is no state con­
tribution out of general taxation, as is a common feature in European
systems.

“See David McCahan, Stale Insurance in the United States, University ofPenn­
sylvania Press 1929; A. H. Mowbray, Insurance, New York: McGraw-Hill, 1937,
Chap. XVIII. ’
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premiums aie collected in the form of automatic taxes on farm land,
unless the owner declines to enter the plan. No agency system is em­
ployed and the expenses are low, but the amount of insurance is limited
and the policy is not very flexible.3

The second type of state insurance plan operative in the United States
is. State management and financial responsibility.

The best illustration of this form of state intervention is the old-age
pension system instituted by the Social Security Act of 1935, and
amended in 1939. A Social Security Board is set up by the federal gov­
ernment to administer a system of old-age pensions for more than 20,-
000,000 employees. Each employee subject to the system w'ho reaches
age 65 will receive an old-age pension monthly, the amount depending
upon his past average wages, and ranging from $10 to $56 a month for a
single person and from $15 to §84 a month for man and wife.

This annuity is an obligation of the United States government. The
government requires in return that employers and employees contribute
equally in taxes for the support of the pension plan, ultimately the former
paying 3 per cent of payrolls and the latter 3 per cent of wages received.
For the present, the rate has been fixed at 1 per cent.

Although the plan as a whole is “self-sustaining,” in the sense that it
was not anticipated that general taxes would be needed to cover the
original contemplated benefits, the premiums (or taxes) of an individual
are not necessarily in proportion to the benefits he receives. The dis­
parity arises partly because the plan of benefits described above favors
the worker who was older in 1940, partly because it favors the low-wage
employee, partly because some die before reaching age 65, and partly
because some cannot qualify for the pensions. The 1939 amendments
further emphasized these features and extended the benefits beyond those
originally contemplated.

In addition to these more obvious features, no one knows who will
ultimately bear the burden of the tax on payrolls paid by the employer,
because of three possibilities: (1) the tax may reduce wages or extent of
employment; (2) competition may force the employer to pay part of
his portion of the cost out of profits; (3) the employer may pass on this
cost to the consumer of the product. In different industries undoubtedly
different results will ensue. It will be noted that there is no state con­
tribution out of general taxation, as is a common feature in European
systems.

“See David McCahan, Stale Insurance in the United States, University ofPenn­
sylvania Press 1929; A. H. Mowbray, Insurance, New York: McGraw-Hill, 1937,
Chap. XVIII. ’
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Other forms of state insurance. The Federal Deposit Insurance Cor­
poration (FDIC) is a corporation, the stock of which is held by the United
States Treasury and the Federal Reserve Banks. It insures the accounts
of depositors in 91 per cent of the commercial banks of the country and
about 10 per cent of the mutual savings banks by paying the deposits of
insured banks that fail, conserving the assets of banks that have failed
and lending money to banks to facilitate mergers. The maximum
amount of insurance on any deposit of any one depositor is $5,000. The
income of the corporation is derived from a 1/12 of 1 per cent assessment
annually upon the deposits of the banks covered. The assessments have
been more than sufficient to pay the losses, enabling the corporation to
increase its surplus. This form of insurance furnishes an instance, in
which the determination of future losses is extremely difficult, because of
the changing conditions under which banks may operate in the future.4
At least six states have had bank guaranty funds in the past and all of
them have been failures because of inadequate assessments. In these in­
stances, however, the states assumed no responsibility for losses. The
Federal insurance system now covers about 13,300 banks and deposits
of §126 billion.

The Federal Savings and Loan Insurance Corporation is a similar sys­
tem arranged to insure investments up to $5,000 each of stockholders in
savings-and-loan associations, for an annual premium based upon share
and creditor liabilities.

The year 1938 saw the establishment of the Federal Crop Insurance
Corporation. It undertook to insure the cotton and wheat yield against
drought, flood, hail, frost, insects, diseases, and all natural hazards, for a
premium based upon the -past loss experience in the particular district.
The insured was thus protected in case of a crop of less than 75 per cent
of his past average yield. Premiums and indemnity were both to be ex­
pressed in bushels, avoiding any guarantee with respect to price. This
effort at crop insurance paid out $80 million in losses on cotton and
wheat and collected only $52 million, spending also $30 million on ad­
ministration. It was terminated in 1943, but in 1945 a new program
was inaugurated of the same nature, covering cotton, wheat, and flax '
immediately, and subsequently a large number of other farm crops,
if feasible, including corn, tobacco, rice, and sugar beets. The chief
modifications in the new program were restrictions of indemnity to the
investment in the crop and of administrative expenses to 25 pei’ cent of
the premiums collected.

The Bureau of War Risk Insurance of the United States government
was created in 1914 to meet the emergency created by World War I. It
■was designed to insure American and Allied vessels and cargoes against
ordinary marine perils and against the war risk. The war caused rates
to fluctuate greatly and created hazardous risks whose monetary values
were too large to be absorbed by private insurance companies. In the
week following the outbreak of war, rates in the North Sea were as high

‘For a discussion of the operation of the FDIC see J. E. Goodbar, Managing the
People’s Money, Yale University Press, 1935, and Annual Reports of the FDIC. 
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as 25 and 30 per cent, and one policy subsequently written by the bureau
amounted to §8,000,000. Congress appropriated 850,000,000 as a nucleus
for the payment of losses. This appropriation was never used, for after
the payment of §29,000,000 of claims there was a profit of §17,000,000.
Although the enterprise was under governmental direction and control,
private underwriters acted in an advisory capacity and supplied judg­
ment and experience. The amount of insurance outstanding at one time
reached §2,000,000,000. This governmental fund was designed to supple­
ment private insurance facilities, profits were a secondary consideration,
and rates were changed slowly in gradual accordance with variations in
risks and losses. Private rates fluctuated above and below the govern­
ment rates, with vessel-owners and shippers alternately using private and
governmental facilities as economy and necessity might dictate.

For similar reasons the War Shipping Administration was created in
1942 with an appropriation of §280,000,000, to write war risk insurance
on ships, cargoes, and also on the lives of seamen. Nearly all the “war
risk” on American hulls was undertaken by this bureau. Export cargo
shipment rates were usually slightly lower than in the commercial mar­
ket, but an effort was made to obtain a rate sufficient for the risk involved.
Import shipments, however, were insured at rates sufficiently low to en­
able goods to be landed in the United States and sold within the com­
modity price ceilings set up by the Office of Price Administration. Under
these conditions the insurance amounted to a government subsidy, having
no relation to the risk involved in the voyage. In 1942 the Federal War
Damage Corporation was created to sell insurance against damage to real
and personal property in the United States from enemy attack or the con­
sequences of defense. Capital of §1 billion was provided by the govern­
ment and a small premium was charged. The amount of losses payable
proved to be small.

Unemployment insurance systems conducted by the states exist in
all the states as a result of the provisions of the Social Security Act.
All employers pay a tax upon payrolls, a tax that will ultimately amount
to 3 per cent, with the proviso that there may be credited toward the tax
90 per cent of any similar tax paid to a state government for unemploy­
ment insurance. It was therefore to the interest of the state, the em­
ployer, and the employee to have a system of unemployment insurance.

The state acts vary considerably in their details, but all of them
require a tax upon payrolls, in return for which benefits are paid to work­
ers who are temporarily out of employment provided they are regis­
tered at employment offices and work cannot be found for them. They
must have had employment in previous years, and the benefits are limited
to approximately half wages for 16 weeks in any one year. A minimum
and maximum weekly benefit is prescribed, respectively, to insure that
the benefit will be effective and to reduce the aggregate cost.

Many criticisms may be made of the unemployment insurance system.
It will be observed that the benefits are small and limited in the number
of weeks covered. A considerable number of the workers are not cov­
ered, although some excluded occupations are highly seasonal in char-
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acter. It is very questionable whether the risk can ever be approxi­
mately measured under present industrial conditions—the tax may or
may not be sufficient for the purpose. Except when provisions are intro­
duced to give employers the benefit of reduced premiums for continuous
employment there is a lack of incentive to keep men on the payroll. On
the other hand, unemployment is one of the major risks run by the
worker and one over which he has no control. Unemployment insurance
systems conducted by foreign countries have provided valuable protec­
tion for workers and are generally acknowledged to have been socially
beneficial. When a system is once instituted, there is a tendency for the
benefits to be extended and the scope of the system broadened.

In addition to the types of government-operated insurance plans that
have been briefly described above, there are pensions for federal em­
ployees, for state employees in about eight states, and for municipal em­
ployees. There are state and municipal pensions for teachers, and fed­
eral pensions for army veterans. In all of these pension plans, too
numerous to be described here, the governmental body administers the
system and contributes more or less to the benefits paid.

Other state-operated funds are established for bonding state employees,
for the protection of state property from fire, and for the insurance of
property titles under a Torrens system of titles.

When the United States became actively engaged in Wrorld War I in
1917, it was soon realized that some provision should be made for insuring
the lives of soldiers and sailors. At the same time it was evident that
the rates which old-line companies would have to charge for so dangerous
an occupation might be prohibitively high. Congress, therefore, decided
that the government should bear the excess burden and passed the War
Risk Insurance Act, which, in addition to providing for family allowances
and allotments, and compensation for death or disability, granted bene­
fits in the form of voluntary insurance. In order to administer the affairs
of such an undertaking, a separate division was established in the Treas­
ury Department, the activities of which were later transferred to the
Veterans Administration.

None but those actively engaged in the service of the Army or Navy
were eligible to obtain this insurance, which was granted without medical
examination. The insurance wras a one-year renewable term policy of
the increasing step-rate variety, convertible into a permanent form later
at the option of the policyholder. The rates charged' were the net rates
of the American Experience Table on a 3% per cent basis, reduced to a
monthly premium. The coverage was for death or total and permanent
disability.'

Numerous amendments to the Act provided for settlement by means of
a lump sum or other optional methods; extended the class of possible
beneficiaries; and authorized a separate life insurance fund in the United
States Treasury for the converted insurance.

These changes, added to the fact that the insurance is participating,
that all overhead and administrative expenses are borne by direct gov­
ernment appropriation, and that it includes no limitations upon residence, 
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travel, occupation or engagement in military or naval service, made it
most attractive. However, the lapses have been enormous, only the more
intelligent having retained their. insurance. From 1921 to 1928 the
amount of insurance in force gradually and consistently increased, and
from that time decreased consistently. In 1938 the amount of permanent
insurance in force aggregated about §2.5 billion as compared with a one­
time total of 838 billion.

The National Service Life Insurance Act (1940) permits persons in
the armed forces of the United States during World War II to purchase
from $500 to $10,000 of life insurance at less than cost. The premium is
merely the mortality cost, the government paying all administrative ex­
penses and furnishing without cost a disability clause that waives pre­
miums in case of total disability.

All policies when issued were of the five-year term type (later ex­
tended to eight years), but are convertible into permanent forms, such
as ordinary life, limited payment, and endowment policies, which are
described in Chap. 6.

The benefits payable to the beneficiary are exempt from the claims of
creditors of the insured and the beneficiary, and cannot be attached by
legal process. No further premiums are required in case of total disabil­
ity before age 60. By 1945, out of about 13 billion policies, some 10 bil­
lion had lapsed and only 430,000 had been converted into permanent
forms.

In 1940 the United States Maritime Commission was authorized to
furnish $500 life insurance to every officer and seaman on merchant
vessels.

These insurances are not to be confused with the Soldiers and Sailors
Civil Relief Act (1940), under which life insurance premiums payable to
private companies could be postponed until two years after expiration of
the insured’s service and their payment guaranteed to the companies by
the government. The unpaid premiums remain a debt of the insured and
a lien against the insurance policy.

OUTLINE OF STATE INSURANCE SYSTEMS IN THE
UNITED STATES

State
Insurance

State
Responsibility

State
Subsidization

Federal

Social security old age pensions
Bank deposit guaranty
War risk marine insurance
Tl’ar risk life and disability insurance
War risk property insurance

{Unemployment insurance
Old age pensions
Torrens title funds

Federal

State
Savings bank life insurance
Wisconsin life insurance fund
Compensation insurance funds
Hail insurance funds
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In foreign countries state insurance has progressed further than in the
United States. Many forms of social insurance in different countries are
provided by state systems. At the close of World War II France na­
tionalized the ownership of 43 of her largest insurance companies, al­
though these will continue to be semi-privately operated. In England a
bill has passed providing for complete medical, hospital and nursing serv­
ices for all persons without cost, the physicians and hospitals being em­
ployed by the government. In Sweden the government is making an in­
vestigation of the desirability of nationalizing the insurance business.

Summary
I. The various types of insurance carriers, each having its own advantages and

disadvantages, are:
A. Self-insurance, or accumulation by an individual of a fund available to

cover losses.
1. This plan is feasible only under certain conditions.
2. It involves some risk.
3. It affords opportunity for saving in cost.
4. It is used in fire, marine, compensation, and automobile insurance. 

B. Mutuals, or groups not incorporated for profit, controlled by the in­
sureds, for the co-operative sharing of risks.
1. Any savings are returned to policyholders.
2. Policyholders may be assessed for additional premiums if necessary.
3. Mutuals handle all forms of insurance.

C. Reciprocals, or unincorporated groups, each member of which sells in­
surance to and buys insurance from every other in the group through
an attorney-in-fact.
1. They may have a low expense rate and return dividends to policy-

holders.
2. Policyholders may be assessed if necessary.
3. Reciprocals are found principally in automobile and fire insurance.

D. Stock companies, or corporations, controlled by stockholders, organized
to sell insurance at a profit.
1. They afford insurance at a definite, guaranteed cost.
2. They return no savings to policyholders.
3. They are found in all forms of insurance.

E. Lloyds associations, or unincorporated associations of underwriters, who
individually agree to assume the risks of others.
1. These are as strong as the individuals who compose them.
2. There may be limitations upon financial responsibility of individual
underwriters.
3. A few examples are found in fire and marine insurance.

F. Profit-sharing companies, or stock companies controlled by stockholders,
which limit the possible profits of stockholders, and share any surplus
with policyholders.
1. These are found in life and compensation insurance.

G. State insurance funds, which may be a department of the government
engaged in the insurance business, or an organization prescribed and sub­
sidized by the government.

II. State insurance exists in the United States in two forms:
A. State subsidy plans, under which the state prescribes the form of organ­

ization and supplies some financial aid, but takes no financial responsibil­
ity;

B. State responsibility plans, managed and guaranteed by the government.
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Problems

1. The Wissburg Tool Works employs five men and has a total annual pay­
roll of S25,000. It shows an annual surplus of about $10,000. Assume that the
state Compensation Insurance Commission refuses to allow it to carry its own
compensation risk but permits the United States Steel Corporation, operating in
the same state, to do so. Is this a justifiable distinction?

2. The attorney general in one state ruled that a mutual company could
not issue policies of automobile insurance that guaranteed that no assessment
would be levied. Was this, in your estimation, a judicious ruling?

3. Why is it that reciprocals or inter-insurance associations are more common
in automobile insurance and fire insurance than in other lines?

4. Which form of insurance organization is most likely to encourage the pre­
vention of losses? How do stock companies meet this argument?

5. An advertisement of a stock fire insurance company argues that its protec­
tion is superior to that of mutuals because it possesses a capital stock of $500,000
as a protection to the insured. What arguments might be advanced by a mu­
tual as an answer?
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6. In the United States up to this time what have been the circumstances
under which state insurance funds have been successful?

7. What are the powers of an attorney-in-fact in a reciprocal organization?
8. What is the insured’s liability in a reciprocal? In a stock company?
9. Suppose an individual is contemplating buying an automobile liability in­

surance policy from a mutual insurance company. What features of the com­
pany’s organization and policy would you advise him to examine?

10. What features of the Lloyds organization would you consider detrimental
from the viewpoint of a non-underwriting insured?

11. Can you suggest any reasons why one author on social insurance states
that “Voluntary insurance of any kind cannot offer adequate protection to the

12. Which of the state insurance systems described in this chapter afford in­
ducements to the insured to reduce losses?



CHAPTER 4

Structure of the Insurance Business

Organization. A discussion of the organization of the insurance busi­
ness must be divided into two parts: first, a description of the internal
organization of a company treating of its various officers and depart­
ments and the functions they perform; and second, an explanation of
inter-company relations that result in co-operative activities.

Internal Organization

The description previously given of stock companies, mutual com­
panies, reciprocals, Lloyds, and state funds is sufficient to indicate that
no one form of organization would serve the needs of such widely differ­
ing insurance carriers.. The following outline is therefore intended only
to give a general outline of a typical stock or mutual company of moder­
ate size. It will exhibit the principal lines of activity, some of which
may be combined into fewer departments in a small organization, or
subdivided more finely in a large organization by multiplication of de­
partments.

A stock or mutual company is a corporation composed of members,
who in the former case are stockholders and in the latter policyholders.
The members of the corporation in either case elect a board of directors,
which controls the corporation. As a rule relatively few of the corporate
members exercise an active influence in electing the directors, and most
stockholders and policyholders are content to allow an interested few
to control the corporation, unless it is unsuccessful or mismanaged.

The board of directors has the responsibility for the policies and opera­
tion of the company, but usually delegates much of it to appointed officers
who are considered competent to discharge most of the functions. The
directors are thus enabled to act on large questions of policy. Further­
more, committees are usually appointed to deal with subjects in which
problems frequently arise, such as a finance committee, an underwriting
committee, a claims (or loss) committee, and an agency (or sales) com­
mittee. To an executive committee the board delegates some of its
powers between meetings, and problems for investigation and advice.

The usual officers of a company are a president, several vice-presidents,
a secretary, a treasurer, and a comptroller. The president is usually a
person of experience in both financial and insurance matters. He ap­
points subordinates, supervises the operation of the company, and has
broad executive powers to carry out the policies of the board of directors.
One vice-president is generally an assistant to the president, with power

47
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to act in his absence; others are heads of important departments, de­
scribed later. The secretary is in charge of records of board meetings
and important communications. Other officers will be referred to later.

The principal activities of an insurance company are (1) selling in­
surance, (2) selecting risks, (3) fixing premiums, (4) writing policies,
(5) investing money, (6) keeping accounts and statistics, (7) paying
losses, and, in the course of these activities, (8) dealing with legal prob­
lems. These activities naturally lead to the creation of individual
departments to handle the duties arising under each category.

Sales. One of the leading departments is the sales department or, as
it is termed, the agency department. Sales of insurance are made by the
agents of the company, and the agency department is responsible for
making employment contracts with agents and furnishing their compen­
sation, their supervision, and their supply of selling aids. Frequently a
vice-president is in charge of this department, with a superintendent of
agents to assist him. Since the agents constitute the field force, with
which the policyholder comes in direct contact, they are discussed sepa­
rately and more fully later in this chapter. An advertising and publicity
department, prepares circulars, issues periodicals, prepares advertising
copy, and supplies printed material to agents.

Selection. The risks presented for acceptance are of varying desir­
ability, and no insurance company accepts them all.

In life insurance there is a medical department, under the direction of
a medical director. The director studies the larger problems involved
in the selection of risks and lays down principles to guide agents and
officers in choosing the risks to be accepted. He has a list of accredited
physicians throughout the country who make the physical examinations,
subject to review by his office. In large companies the medical depart­
ment may be assisted by an inspection department to investigate the
financial status and habits of applicants.

In fire, marine, and casualty companies the department that fulfills
a similar purpose is called the underwriting department, which may be
managed by a vice-president or by a chief underwriter. This depart­
ment must be familiar with the multifarious factors that make a risk
acceptable or undesirable. Unlike life insurance agents, nearly all fire
and casualty agents have power to issue policies, and thus in such com­
panies the underwriting department is actually a department of review,
which may cancel risks written by agents but found undesirable. An
inspection department assists the casualty underwriting department by
furnishing reports as to the condition of submitted risks.

To assist the underwriting department in a fire insurance company,
a map department, a reinsurance department, and sometimes a mercan­
tile department exist. The map department records on the fire maps in­
formation supplied by the agents’ daily reports on policies written, calls
attention to congestion of risks, keeps the maps up to date and passes re­
insurance cases on to the reinsurance department. The reinsurance de­
partment makes arrangements with other companies to reinsure risks,
classifies risks according to the reinsurance agreements under which they 
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fall, keeps monthly records of the reinsured risks for the reinsuring com­
panies, and arranges for such reinsurance as is necessary outside of the
treaties and other standing arrangements. The mercantile department
investigates the business standing of the insured.

Rating. In life insurance the rates of premium are fixed by the
actuarial department, with the advice of the agency department and the
officers. This department is headed by the actuary, who is sometimes a
vice-president of the company. Under him are assistant actuaries and
mathematicians. With the aid of mortality tables and the accumulated
experience of his own and other companies, he fixes rates of premium,
devises formulas for distributing dividends, estimates the cost of policy
provisions, and deals with all the mathematical problems of the business.

In marine insurance, the rates are usually made by the underwriting
department of the company.

In casualty insurance and fire insurance, rates as a rule are made co­
operatively by companies through company associations or bureaus.

Policy writing. In the life insurance company, a policy writing de­
partment fills in the available printed policy forms from the information
furnished on the applications accepted by the medical department.
Because these are long-term contracts, this department keeps a register
of the contracts written. In other forms of insurance, this record is kept
by the accounting department.

In fire and casualty insurance, an examination department performs a
similar function. Most of the policies are written by local agents, but
this department scrutinizes the form of policy and the endorsements to
see that protective devices are of approved types, that the correct rate
has been charged, that the premium computation is correct, that the risk
falls within the agent’s territory and is not prohibited. In fire insur­
ance, this department often keeps a classification of risk experience.

In large companies, life, property and casualty, there is frequently a
supply department, which furnishes home office departments and agency
forces with policies, endorsements, forms, report blanks, stationery, and
advertising material.

Investments. All types of companies have on hand funds, consisting
of capital, reserves, and surplus, which require investment in order to
earn interest. All companies therefore have a financial or investment
department. This department is frequently managed by the treasurer
of the company, who also has the actual custody of the cash and secu­
rities. The investment department, however, is responsible for the selec­
tion of the investments, and the exercise of the rights and duties con­
nected with ownership. In a large company, real estate investment
problems may be handled by a separate real estate loan department,
which is competent to appraise properties, record the necessary papers,
manage foreclosures, collect interest, pay taxes, and so on. In life insur­
ance companies, in which policyholders are entitled to borrow on their
policies, there is also a policy loan department.

Accounting and statistics. The comptroller of the company’ is in
charge of an accounting department, the duty of which is to record the
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results of the company’s operations and to keep all the accounts neces­
sary for the preparation of the company’s periodic financial statements,
including reports to the state. The work may be divided between a
bookkeeping department, performing the functions just mentioned, and
an auditing department, which is responsible for the audit of all financial
statements sent in by branch offices or agencies, and for the examination
of the correctness of accounts kept at such offices or agencies. Except
in life companies, in which the record of policies issued is kept by the
policy writing department, accounting also involves a policy record or
abstract department, which keeps a record of policies and endorsements
issued and cancelled.

In addition to recording financial transactions and preparing state­
ments thereof, it is necessary for property and casualty insurance com­
panies to have a statistical department to summarize and analyze data
for purposes of ratemaking, to make reports to state authorities, to pre­
pare tabulations of losses, reserves on policies, expense data, and other
numerical information not furnished by the accounting department.

Claims. A claims department or loss department receives and ex­
amines proofs of loss, investigates claims, arranges terms of settlement
with claimants, maintains a corps of special agents and adjusters to
settle claims, notifies the reinsuring companies interested in the losses,
and gives orders for the payment of adjusted losses. In property and
casualty companies this department is of greater size than in life com­
panies, in which the payment in event of loss is fixed and most claims
are paid upon presentation of a satisfactoiy proof of death.

Other departments. A legal department furnishes legal advice on
policy forms, relations with agents, problems of insureds, compliance
with statutes, legality of documents, and liability on claims. It also
performs such legal services as are necessary to enforce the company’s
rights or to protect it from unfounded or doubtful claims. In a large
company the filing.of papers of all kinds may be entrusted to a filing de­
partment, and incoming and outgoing mail handled by a mailing depart­
ment. In some of the casualty insurance branches, such as workmen’s
compensation, elevator, and steamboiler insurance, a service department
is needed to furnish the insured with inspections, engineering advice, and
investigations, which in these lines are an important part of the insured’s
recompense for his premium.

Committees. In nearly every company a certain number of commit­
tees are constituted, consisting of officers and department heads, for the
purpose of conferring and advising on problems in which mutual assist­
ance is useful. There may be an agency committee, consisting of, say,
the vice-president in charge of sales, the actuary, a representative from
the underwriting department, and a member of the board of directors.
Again, there may be a committee on claims, consisting of a representa­
tive of the loss department, an adjuster, a member of the legal depart­
ment, and a representative from the accounting department.

The agency organization. Many of the functions of insurance com­
panies, especially in the sale of insurance, are performed by agents of the 
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company. To these agents are delegated certain authority and powers,
specified in their contracts, and within their authority they can act for
and bind the company. The agents of insurance companies are an es­
pecially important part of the organization because (1) they are the
point of contact between the company and the insured, and (2) they
keep the organization alive as a going concern, by providing new busi­
ness. To the policyholder the agency system is important because it is
the medium through which he obtains his protection and secures reim­
bursement for losses. To many policyholders the agent is the company.

The agency relation in life insurance is different from that in property
and casualty insurance because of certain peculiarities in the two sys­
tems. As a rule, in life insurance the agent is merely a solicitor, with no
power to bind the company except within a very limited scope. The
company is responsible for his acts while he is acting within the scope of
his real or implied authority, but since his authority is limited strictly
to the solicitation of business, the company still retains the right to ac­
cept or reject the risks he secures. The agent has no power to alter the
terms of the contract sold, and the claims are settled directly by the com­
pany. In property and casualty insurance, however, the power of agents
may be, and frequently is, very extensive. The agent has the power on
behalf of the company, to make a contract with the insured, to alter the
terms of the contract by adding endorsements, and often to settle losses.

Three agency systems. In the following discussion it is considered
possible to classify the agency systems used in all branches of insurance
under three categories: (1) the general agency system, (2) the branch
office system, and (3) the direct reporting system.

1. The general agency system. This method consists in dividing
the country into territories, to each of which is assigned a general agent
who has control over the definite field for which he is responsible. On
all business that may be written within that territory he is entitled to a
certain initial commission and renewal commissions on subsequent pre­
miums paid. The general agent agrees to promote the company’s in­
terests, to use his best efforts in obtaining and maintaining a satisfactory
agency force, to pay his own expenses, and to employ the required sub­
agents. In some instances the general agent is a large producer of busi­
ness himself, and in others he is principally an executive who employs
and directs others who actually write the business. In any event, it will
be noticed that the general agent works largely on his own account and
pays his own expenses. His remuneration depends upon his success.

(a) Life insurance. In life insurance the general agency system has
been very widely used. Under the superintendent of agencies are general
agents operating under contract with the company. The general agent’s
contract gives him exclusive control over the business written by the
company in his territory and commissions on the business written by
himself and subagents within that territory. In return the general agent
agrees to appoint, develop, and supervise a force of subagents, to main­
tain an office, and to compensate the subagents under his direction. The
contracts of the subagents (usually designated merely as “agents”) are
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with the general agent and not with the company, although frequently
they are subject to company approval. The general agent, in spite of
the broad legal significance of such a term, is not vested with unlimited
powers to represent the company, but merely with authority greater in
certain respects than that possessed by ordinary agents.

The general agent receives the maximum rates of commissions paid by
the company in his territory. His “initial commission” varies with the
type of life insurance contract sold, ranging from, say, 50 per cent of the
first annual premium on ordinary life contracts to as little as 15 per cent
on short-term endowments and 2 per cent on single premium policies.
The commission rates may also vary with the age at which the policies
are written. In addition he is granted “renewal commissions” on the
second to tenth annual premiums amounting to, say, 7^ per cent of the
annual premium and slightly less for high-premium contracts and an­
nuities. Further, he may also receive fees for the collection of premiums
and a contribution toward the expense of maintaining his office. The
compensation of the general agent thus consists of the commissions he
receives on business he himself writes, the difference between the com­
missions he receives and those he pays to subagents on business written
by the latter,,and the fees and expense allowances he receives.

Under both the general agency system and the branch office system,
the bulk of the business is written, not by general agents or managers,
but by the agents they employ. Under the general agency system the
contracts of the agents are with the general agent, who invests them with
power to solicit business for the company. The company is bound by
their acts within the scope of their authority. Agents are appointed to
“solicit applications and collect first-year premiums” for the company,
and agree not to share their commissions with unauthorized persons, to
Operate only within the territory assigned them, and to work only for the
company which appoints them. In return the general agent agrees to
pay a graduated scale of commissions, varying with the types of con­
tracts and sometimes with the volume of business the agents are able to
produce. For example, an agent may receive 50 per cent as an initial
commission and 5 per cent on the second to tenth premiums, inclusive.
Here the general agent makes the difference between his renewal com­
missions and the agents’. Sometimes the general agent retains in addi­
tion a portion of the initial commission.

Recently a new plan of commissions has been advocated, designed to
remedy some shortcomings of the existing method. After a period of
transition the commissions would be 40 per cent on the first year’s, 15 per
cent on the second year’s, and 10 per cent on the third year’s premium.
This plan is designed to diminish lapses during the first two years. After
the third year, the agent is to receive 4 per cent on the next seven years’
premiums, and 2 per cent on all premiums thereafter. The agents are
thus provided with a fee for “servicing” policies that have been written.
The commission system is to be supplemented by a pension plan for
agents.

In industrial insurance, companies usually divide their territories into 
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districts, each under the supervision of a manager or superintendent, and
a large company may have as many as 500 district offices. Each dis­
trict consists of several small towns and surrounding territory, a large
town, or a part of a city and is divided into sections called “debits.”

The manager virtually appoints the agents, although their contracts
are directly with the company. The agent is assigned to a debit that
is already more or less organized. The premiums he collects are re­
corded in the policyholder’s receipt book, much as bank deposits are re­
corded in a bank deposit book, and also in the agent’s own “debit book.”

The agent makes a weekly report to the home office or district office.
Each week the agent is provided with a list of policies in force, and the
total premiums on these policies are charged to the agent as his debit.
This practice explains the origin of the term. In his weekly report the
agent debits himself with the premiums in force, with the unpaid pre­
miums of the previous week, and with the advance premiums received
the current week. He credits himself with the advance payments pre­
viously reported and accounted for, the premiums not collected the cur­
rent week, and his cash remittance.

Until 1938 the prevailing system of compensation for agents was to
pay a commission on the amount of the agent’s debit and a commission
on the net increase in the debit. The latter was intended to encourage
the writing of new business, as well as the retention of old. Because of
criticism of the effect of this system on “high power salesmanship,” and
the result upon agents of adverse economic conditions, the system now is,
in general, to pay the agent (a) a selling commission on the first-year
premiums he collects on policies that endure at least one year, amounting
to, say, 25 to 35 per cent of the premium; (b) a service commission, for
collecting weekly debits, of about 12 per cent of the debits; and (c) a
conservation commission of from 82 to $6 a week, depending upon the
lapse rate of the business on his books. It is estimated that the average
compensation of an agent is 865 a week, of which a little more than half
is derived from weekly premium policies. This figure includes about
811 commissions for writing ordinary policies and 88 to 810 first-year
commissions on new industrial policies.

(b) Casualty insurance. Casualty insurance companies operate un­
der several different systems. Under the general agency system the ar­
rangement is much the same as described for life insurance. Inasmuch
as casualty insurance policies usually run for one year and are renewed
from year to year, the general agents and agents receive a fixed percent­
age on all premiums collected. The percentage varies widely, however,
with the different lines of insurance. Local agents may receive from 10
per cent on compensation business up to 22.5 per cent on plate glass in­
surance, and general agents 5 to 7.5 per cent above those figures. The
number of general agents of each company in each territory is limited.

It is desirable at this point to indicate that first, in life insurance the
agents’ powers are considerably more restricted than they are in casu­
alty insurance. The casualty insurance agent is empowered to accept
risks, bind the company to contracts of insurance, issue policies and
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attach endorsements that nullify or amplify their provisions, and fre­
quently to represent the company in loss settlements. Second, in life
insurance an agent represents one company exclusively. He may, if a
risk is unacceptable or too large, pass all or part of it over to the agent
of another company for a portion of the commission, but he has a single
and primary allegiance to the company he represents. A casualty agent,
however, frequently represents more than one company and can place
business in any of the companies he represents. This latitude is due to
the large number of competing casualty carriers and to the fact that they
do not all write every class of business.

In the casualty field there are also regional agents, directly affiliated
with the company, who have small geographical units under their super­
vision, frequently represent more than one company, and receive com­
missions somewhat lower than those of a general agent. Office agents
are salesmen operating from the home office, general agency, or branch
office, on a commission basis. They are furnished with office space and
services, and sell for one company exclusively. Special agents are
travelling representatives of the company whose duties are to investi­
gate the possibilities of territories, locate good prospective agents, assist
general agents and managers to get business and organize their offices,
investigate the proportion of business given by agents to different car­
riers, give advice on methods, and settle losses.

(c) Fire insurance. In districts where the extent of business war­
rants, the company establishes general agents, whose compensation is
confined to risks in the territory to which they are appointed, and who
are responsible for the development of that territory. As previously ex­
plained, the powers of all fire and casualty agents are extensive, but
those of the general agent may include the appointment of local agents,
the supervision of local agents, the representation of the company in
inter-company organizations and the settlement of losses, as well as the
authority to bind the company to insurance contracts. Local agents, al­
though subject to his supervision to some degree, often have contracts
directly with the company.

The local agent has blank policies that, when signed, are binding on
the company. He has the power to modify the terms of the policies,
and the company relies to a considerable extent upon his judgment in
accepting risks. Unlike the life insurance agent, and like the casualty
agent, he usually has a certain amount of control over the business he
writes and his clientele is much more his personal property than in the
case of the life insurance agent.

He forwards to the company copies of the policies written, accom­
panied by a daily report. The daily report is a description of the risk
written, perhaps accompanied by a diagram, and containing copies of
endorsements that have been added to the standard policy form. The
report serves the company as a basis for judging the desirability of the
risks, furnishes information for recording on the fire maps, and indicates
the necessity for reinsurance in some cases. It is sometimes submitted
to a rating bureau which inspects the adherence to proper forms, rules, 
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and rates. The local agent also sends to the company a monthly report,
which enumerates the policies written during the month by number,
amount insured, premiums, rate of commission, and term of the contract,
and gives a similar description of cancelled policies. The monthly re­
port furnishes the basis for the bookkeeping of the company, containing
as it does a record of the financial aspects of the transaction.

The local agent usually represents not one, but several companies. He
sometimes has an exclusive territory, but in large cities he is usually re­
quired to compete with others who are writing business in the same local­
ity. The company may agree, however, to limit the number of agents
in his territory. The remuneration of the agent is a commission in the
form of a percentage of the premium, ranging usually from 15 to 25 per
cent. The commission systems employed are the following:

1. Flat commissions, in which the agent receives the same percentage
of commission on all kinds of business.

2. Flat and contingent commissions, in which the agent receives a flat
minimum percentage on premiums reported from month to month, and
an additional payment at the end of the year if the underwriting result
on his business is profitable. For instance, he may receive a 15 per cent
flat commission and 10 per cent extra on the difference between the pre­
miums and the losses and expenses.

3. Graded commissions, in which the agent receives a percentage that
depends upon the class of business written. Thus, he may receive 25
per cent on dwellings, public buildings and their contents, and the like;
20 per cent on churches, schools, colleges and their contents; 20 per cent
on brick and stone mercantile buildings; and 15 per cent on the contents
of brick or stone mercantile buildings.

In 1941 a National Association of Insurance Agents survey indicated
that fire and casualty local agents received about $.22 out of the pre­
mium dollar, of which about $.08 remained after expenses were paid.
Small agencies made as high as $.12 net, above expenses, and large agen­
cies averaged only 4 per cent of premiums.

Special agents are direct representatives of the company and, as the
name indicates, are employed for particular duties. A special agent is
the connection between the home office and the agent, or between the
general agent and the agent. He inspects local agencies, offers them
suggestions for the improvement of their business, contributes his serv­
ices in connection with rating problems, and settles losses. In the latter
case he is called an adjuster.

2. The branch office system. When organized according to this
method, the company establishes districts throughout the country and
places branch office managers in charge of them. A branch office is un­
der the manager’s direction; but his powers are more limited than those
of a general agent, inasmuch as he is directly under the control of the
home office, whereas the general agent usually manages his territory in
any manner he pleases as long as satisfactory results are produced. The
manager secures agents and directs their work, but the contracts made
with such agents are subject to the approval of the home office. The re-
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numeration of the manager consists of (1) a definite salary, and (2) cer­
tain bonuses for increases in the volume of business. It will be noticed
that the manager is, thus, merely an extension of the office itself.

(a) Life insurance. The branch office is an extension of the home
office and the branch office manager is a salaried employee of the home
office. He receives also commissions on business he personally produces,
and frequently a bonus for producing a good volume in his branch. He
appoints agents within his territory, although their contracts are with
the company. The company also attaches to each branch a cashier, who
may be directly responsible to the home office, and who collects pre­
miums and keeps accounts. The company pays all the expenses of the
branch offices. The agents appointed by the manager receive a com­
mission scale similar to that provided under the general agency system.

(b) Casualty insurance. The situation here is much the same as in
life insurance, with the exceptions of commissions and scope of authority.
Branch managers and agents both can bind the company to a greater
degree than in life insurance. Whereas general agents in casualty in­
surance frequently represent more than one company, branch managers
represent one company exclusively.

(c) Fire insurance. Although fire insurance companies sometimes es­
tablish branch offices, the real branch office system is little used. The
branch offices are in reality extensions of the home office for the con­
venience of agents and brokers in their territories, and they exercise little
control over solicitation by local agents.

3. Direct reporting system. Under the two systems previously de­
scribed the country is geographically divided and apportioned among
branch office managers or general agents, through whom the business
reaches the home office. Under the direct reporting system the division of
territory, use of branch offices and general agents (in the sense used
above) are dispensed with, and the agents in the field are affiliated di­
rectly with the home office. It follows, of course, that the contracts of
agents are directly with the company and that fewer distinctions exist in
the rank and status of agents.

(a) Lije insurance. The direct reporting system is very little used in
life insurance, except when office agents operate from the home office.

(b) Casualty insurance. The direct reporting system is used by casu­
alty companies to a considerable extent, either alone or in conjunction
with either the general agency or branch office system.

(c) Fire and marine insurance. The direct reporting system finds its
best exemplification in these two branches of insurance. Local agents
are appointed in cities, towns, and counties where the volume of business
justifies their existence.

Mixed system. A company need not adhere strictly to any one of the
three systems described. In life and casualty insurance, combinations
of the general agency and branch office systems are found, sometimes with
the addition of a limited amount of direct reporting. Either the general
agency or branch office system may be used in combination with direct
methods in casualty insurance. Fire and marine - insurance companies 
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adhere closely to the direct system, but may establish general agents for
convenience.

Comparison of systems. Each of the systems above has its own ad­
vantages and disadvantages, and a company’s adherence to one system
may be dictated partly by geographical or historical reasons. The gen­
eral agency system means that a considerable share of expense and re­
sponsibility is shouldered by the general agent, and thus it is of advan­
tage to young companies or small companies, which do not wish to
assume the expense of opening branch offices. On the other hand the
branch office system gives the company effective direct control over agents
and a high degree of uniformity. The higher initial expense of a branch
office may be compensated for later by higher efficiency and other factors
operating in particular lines of business. The home office control pro­
moted by the branch office method of course entails increased trouble,
labor, and expense at the company’s main office. In fire and marine in­
surance the direct reporting system is almost a necessity because of the
nature of the business, the scope of agents’ authority, and other features
peculiar to these lines.

Direct writing. A fourth system of selling insurance is in use, but it
is not an agency system and therefore is not included above. Under
this method, the company solicits business directly from buyers of in­
surance through regular salaried employees who work under direct con­
trol of the company. Company branches are set up in various terri­
tories and the employees are active within those territories. The
policyholder has direct contact with the company in all matters, from
premium payment to claim settlement. This method is used primarily
by mutual and reciprocal organizations. The majority of mutuals, how­
ever, employ agents—possibly one third use direct writing exclusively.

Brokers. The broker, as contrasted with the agent, is the agent of the
insured and not of the company, in spite of the fact that he derives his
income directly from the latter. The insured is therefore generally re­
sponsible for the acts of the broker, whereas the company is usually re­
sponsible for the acts of the agent. The broker solicits the insurance
from the property owners and sells it to the company either directly or
through an agent. When conditions are more complex, the services of
the broker become more valuable. Thus, in large cities he furnishes the
insured with the advice and service necessary under these conditions,
adapting the policy to the needs, seeing that the necessary insurance is
maintained,-obtaining the proper kind of policy with the necessary en-
dorsemepts, and advising in case of loss. Because of the specialized
character of marine insurance, brokers are very prominent in that field.

The commission received by the broker is usually standardized by un­
derwriters’ associations or co-operative company action, and is slightly
less than that received by an agent. Thus agents can write business that
comes to them through brokers and still receive a commission for the
maintenance of their office and profit.

In life insurance real brokers have never attained much importance.
In fire, marine, and casualty insurance, however, the broker occupies an
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extensive and important position. Insureds who have a large and varied
insurance program find it desirable to have a representative to transact
this business for them. In these three fields brokers have increased in
importance because (1) many business concerns have to buy many and
large policies, (2) the technicalities are sufficiently complicated to make
the advice of a broker valuable, and (3) the broker’s knowledge may be
able to effect savings that the insured is incompetent to obtain.

Inter-Company Organizations

Types of co-operative effort in insurance. In insurance, as in other
forms of American business enterprise, a tendency toward centralization
has existed for many years. This tendency has manifested itself, not
only in companies of greater size, but in (1) common ownership and man­
agement of several companies and (2) associations and agreements among
companies.

1. Common ownership and management. A “group” consists of two
or more companies, under common ownership or management, which op­
erate in harmony and co-operation with each other. The controlling
interest in these companies may be owned by the same persons, or the
several companies may be operated by virtually the same officers, or
both. In any case they are affiliated, and mutual action is secured on
common problems. There are about 115 such groups in the fire and casu­
alty fields, controlling over 230 companies. Of all premiums collected
by stock companies, probably 80 per cent goes to “group” companies.

Groups are organized either for the purpose of attaining size and im­
portance or to enable the writing of numerous lines of insurance, the
latter being impossible for a single company under most state laws. An­
other reason is to enlarge the number of general agency appointments in
areas (such as New York City) where the number of such appointments
per company is limited. One of the largest groups, including 12 com­
panies, is composed of fire insurance companies exclusively. Other
groups comprehend different branches of insurance, e.g., life, fire, casu­
alty, and bonding companies. Although the group has its most extensive
development among stock companies, smaller and less numerous groups
also exist among mutual companies.

2. Associations and agreements. A far more widespread and impor­
tant device for co-operative action is the “association” or “agreement.”
Agreements differ from associations only in the permanence and com­
plexity of organization attained. The agreements, like the associations,
often have executives entrusted with directing their operations. Asso­
ciations are often the historical consequences of former agreements, more
permanent and more highly organized than the latter. Agreements and
associations are discussed here together.

Associations in life insurance. After a few brief comments life insur­
ance can be excluded from the discussion, because life insurance as­
sociations are of a character different from associations in other lines.



STRUCTURE OF THE INSURANCE BUSINESS 59

The associations of life insurance companies are for purposes of education
or information, not for regulation of rates or commissions. The Life
Insurance Association of America, for example, compiles .statistical in­
formation, presents company points of view on problems and has annual
meetings to hear inspirational and educational papers. Another example
is the Association of Life Insurance Counsel, in which legal problems are
discussed.

The associations that have been formed by life insurance agents are
largely to promote business ethics, to influence legislation, and to repre­
sent the agents’ point of view on relations between companies and agents.
In each city of sufficient size, for example, there is a local Association of
Life Underwriters, and these local associations are associated in the
State Associations and the National Association of Life Underwriters, a
body of national scope. There are similar organizations for general
agents and managers exclusively in many cities.

Agreements and associations in fields other than life insurance. Co­
operative inter-company relations in fire, marine, and casualty fields are
sufficiently similar to be discussed together.

The network of associations covering the country has no logical pat­
tern. There are hundreds of associations in the United States,' with a
variety of purposes and with jurisdictions varying from part of a town
to the entire country, and they “just grew.” No one classification can
give an adequate picture of such a complicated structure, and it will
therefore be discussed under (1) government and organization, (2) mem­
bership, (3) territory, and (4) functions.

1. Government and organization. The typical organization is an as­
sociation, usually unincorporated. In numerous states the associations
are hardly “voluntary” any longer, since fire companies and sometimes
casualty companies-are now required by law to maintain and belong to
them. At the head of the committees that form the usual system of gov­
ernment is the “governing committee” or “executive committee,” elected
by the members. In some instances it is required by the constitution and
bylaws that this committee afford representation to different interests in
the organization, such as stock and mutual companies, or agents and bro­
kers. In other cases its members are elected at random from the mem­
bership.

Other special committees are chosen to furnish to the governing com­
mittee expert assistance on technical features of the business. The
character of these committees, appointed usually by the governing com­
mittee, depends upon the functions of the organization. One that is en­
gaged in making rates and controlling commissions may have committees
on rates, commissions, classifications, statistics, loss adjustments, and
so on. Another, which confines itself to legislative and technical pur­
poses, may have committees on laws, fire protection, arson, policy forms,
safety codes, accident prevention, and the like.

Officers such as a president, secretary, manager, rating expert, and so
forth, are elected or appointed to handle the executive work. These offi­
cers employ an assisting staff if necessary. They sometimes supervise
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the other hand the National Bureau of Casualty and Surety Under­
writers makes rates for a large number of casualty lines, and the rates
for most of these lines have an almost national application. In marine
insurance several associations have controlled rates of insurance for the
carriage of particular classes of products such as lumber and cotton and
the insurance of hulls in certain geographical regions, but these associa­
tions are not completely national in scope. Several marine technical as­
sociations, however, are of country-wide influence.

Next largest in territory are the sectional associations having juris­
diction over several states. In the field of fire insurance seven such
associations that cover almost the entire countiy are shown on the accom­
panying map. Two of these, the Eastern and Western Underwriters’
Associations, are commission-regulating and not ratemaking organiza­
tions. Within their territories numerous state “bureaus” and local
associations control fire insurance rates. Of the white areas on the map,
in Texas and Louisiana insurance rates are made and practices controlled
by the State. Rates in New York are made by a state-sanctioned com- 



oa MCE IN GENERAL
IHSURANCE adjustment bureaus, rat-

S such as insPectl0"ndU statistical ^ZZmay comprise

^writers, mak.ng^e^rbers R is easy to for national
made up of c0,"pa’ 5reduce and restrict com - fire insurance

..rating bureaus, as Osti g

S^gSSSsssus
Zious underwriting practices. associationswhich regulate
ZZ of the local “fire ^th rne composed of agents and bro­
rates or govern commissions > Exchange and the Fn e Under-
kers. The New York Fi Insma asgociatlons ln

K to =se

b’ aX ^generalization is possible, the national and sectional associa­
tions, dealing with rates, commissions, statistics and policy, usually co
sist of company members; educational and technical associations oi ac­
tional and sectional character are composed of company officers; and
local associations'dealing with commissions, practices, and rules usually
consist of agents and brokers.

In the development of associations, companies were interested because
of their desire to attain stable rates and eliminate competition in the
commissions paid to agents. In fire insurance the national and sec­
tional associations of companies were not successful in regulating rates
of premium because of variations in local conditions. Thus fire insur­
ance rating largely fell into the hands of local associations composed of
agents and brokers, and later in some states was given over to “rating
bureaus. Until recent years the casualty companies gave only spas-
moc ic co-operation and there were frequent desertions by strong com-
the eZn^P P1SltlOn of,the national casualty oragnizations formed by
are nowZZZZ’iZ ffi'ZZS °f

drloTe"‘of “iatioMtimes accepted the representation of am1°ng themselves- Agents some-
tuals, gave rebates, and violated en educed'rate companies and mu-

ted commission scales. The association 

61STRUCTURE of the insurance business
the rates and rulsZuheZsoZtion °nly Pe’’S°nS Wh° adhered to

their jurisdiction extend^ over thZ a?so“at.ions are national in scope,

associations are of very varied chir-A'16 SuCh nation£d
Underwriters, for exampll has nJZZo °f Fire
and is interested in technical work nre-ZZ1 1 Jates 01 commissions,
statistics, watching legislation and nr ’ ,n 1011 arson’ collection of

6 b siation, and organizing adjustment methods. On

t==j BOARD OF FIRE UNDERWRITERS OF PACIFIC

CO ROCKY MOUNTAIN UNDERWRITERS* ASSOC.

VZZh WESTERN UNDERWRITERS’ ASSOC.

QHHil SOUTHEASTERN UNDERWRITERS' ASSOC.

LSSNj MIDDLE DEPARTMENT

NEW ENGLAND INSURANCE EXCHANGE

Fig. 2. Fire Underwriters’ Associations

the other hand the National Bureau of Casualty and Surety Under­
writers makes rates for a large number of casualty lines, and the rates
for most of these lines have an almost national application. In marine
insurance several associations have controlled rates of insurance for the
carriage of particular classes of products such as lumber and cotton and
the insurance of hulls in certain geographical regions, but these associa­
tions are not completely national in scope. Several marine technical as­
sociations, however, are of country-wide influence.

Next largest in territory are the sectional associations having juris­
diction over several states. In the field of fire insurance seven such
associations that cover almost the entire countiy are shown on the accom­
panying map. Two of these, the Eastern and Western Underwriters’
Associations, are commission-regulating and not ratemaking organiza­
tions. Within their territories numerous state “bureaus” and local
associations control fire insurance rates. Of the white areas on the map,
in Texas and Louisiana insurance rates are made and practices controlled
by the State. Rates in New York are made by a state-sanctioned com-



62 INSURANCE IN GENERAL

pany rating bureau and in New Jersey by a rate expert acting in common
for all companies. West Virginia is under divided association control.

In other fields also, several important sectional organizations exist.
The various regional branches of the National Automobile Underwriters’
Association, the Explosion Conference, the Rain Insurance Association,
and the Eastern Tornado Insurance Association may be mentioned.
These are all ratemaking organizations.

Local fire insurance associations have jurisdictions ranging from the
suburbs of a single city to an entire state. One great group comprises the
fire insurance rating “bureaus” that make the rates for Illinois, Indiana,
North Dakota, South Dakota, Iowa, Missouri, and other states. In New
York state the New York Fire Insurance Rating Bureau comprises both
stock and mutual companies and makes rates for the entire state. A
common rate expert operates a rating bureau covering the state of New
Jersey. In a number of large cities, agents and brokers have established
“underwriters’ associations,” which control business practices and rates
of commission in their own cities, such as Philadelphia, Boston, Balti­
more, San Francisco, and other cities. In nearly every large city an un­
derwriters' association regulates fire insurance commissions and business
practices. Some of these associations have retained their authority over
rates even when the state as a whole has fallen under the jurisdiction of
some larger sectional organization. In marine and casualty insurance,
local associations are of little importance.

4. Functions of associations. According to their principal purposes,
agreements and associations may be grouped as (a) technical and educa­
tional, (b) commission-regulating, and (c) rate-making associations.

(a) Technical and educational associations. Examples in the fire
insurance field of this group are the National Board of Fire Underwriters,
the National Fire Protection Association, and the American Mutual Al­
liance, representing over a hundred advance premium mutuals.

In casualty insurance, the National Safety Council has compiled statis­
tics and promoted methods of reducing accidents, and the Association of
Casualty and Surety Executives has tried to promote favorable public
relations. Other associations are the National Association of Mutual
Casualty Companies and the National Association of Automotive Mu­
tual Insurance Companies, comprising mutual organizations that repre­
sent 68 per cent of the mutual casualty insurance premiums written.

In marine insurance, the National Board of Marine Underwriters pro­
tects wrecks and damaged property abroad, promulgates rules for the
loading of vessels, discusses rules for loss adjustments, and performs
other similar functions. The American Institute of Marine Under­
writers studies legislation, collects information, and discusses conditions
in the business. The American Hull Underwriters’ Syndicate prepares
uniform policies that are in very general use and investigates the fitness
of vessels for the trade in which they are engaged.

The sendees of educational and technical associations may be sum-
marized as follows:
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1. They educate the public to an understanding of the value of in­
surance in the reduction of risk.

2. They have reduced various expenses that would ultimately have
fallen upon the insured, such as the expenses of watching legislation,
protesting against unjust laws, and reducing crime.

3. They have compiled statistics of the insurance business and have
made instructive comparisons of data.

4. They have reduced crimes, accidents, and other perils that result
in insurance losses.

5. They have inspected and criticized the facilities for protection
against fire, work accidents, industrial diseases, and public accidents.

6. They have furnished consulting engineers to assist in construction
and to give advice on apparatus and ordinances.

7. They have formulated building and safety codes.
8. They have improved methods of adjusting losses.
9. They have introduced standard policies and endorsements.

10. They have tested and inspected devices of all kinds for the preven­
tion of fire and accident.

The above list of the services rendered by these organizations is suffi­
cient to show the benefits derived by the public as a result of their exist­
ence. Although loss payments by insurance companies cannot replace
what has been damaged or destroyed, these services result in the actual
reduction of loss and expense.

(b) Commission-regulating associations. Rates are usually fixed by
organizations intermediary between the companies and the agents.
Commissions, however, are arranged in contracts directly between com­
panies and agents, and in some lines and territories are subject to bar­
gaining. Control over commissions is justified on the grounds that (1)
the business cannot bear more than a certain expense rate for obtaining
risks, (2) competition in the form of higher commissions to agents leads
to excessive cost to the public, and (3) competition in commissions leads
to discrimination among insureds.

In life insurance no strictly standard scale of commissions exists, but
for different classes of policies commissions tend to approach common
figures among large and well-established companies. New companies, on
the other hand, are forced to offer higher inducements to agents in order
to secure representation. No company agreement to restrict commis­
sions exists, so far as is known. Some state laws, however, place an over­
all limit on acquisition expenses.

In fire insurance, commissions are regulated by both sectional and
local associations. The former are composed of company organizations,
and the latter are composed of agents and brokers. The two sectional
organizations largest in territory are the Eastern Underwriters’ Associa­
tion and the Western Underwriters’ Association. These are both com­
pany organizations and for many years have tried to standardize com­
missions in the territories they cover. Among the local organizations,
composed of agents and brokers, may be mentioned the New England
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J'ire Insurance Exchange, the New York Fire Insurance Exchai g
delphia Fire Underwriters’ Association, and the Buffalo activi-
tvriters’ Association. These, with a few exceptions, confine 1 qPf)iP<5
ties to a single city and its suburbs. They establish commis
for agents and brokers, prescribe rules for the conduct of bus’ > 1
bibit rebating, and enforce codes of ethics. Some of them a 01 m
had ratemaking powers.

In casualty insurance the leading organization is the Conference on
Acquisition and Field Supervision Expense. This includes near y a re
large stock companies and its jurisdiction is country-wide. It attemp s
to classify agents and brokers, fix commission rates for these classifica­
tions, and limit the number of producers of each kind that each company
may maintain. In addition, a general limitation on total acquisition
cost is fixed, in order to comply with regulations in some states. The
rules are administered with the concurrence of some state insurance de­
partments,. In other states enforcement depends upon the companies,
and there is considerable competition by non-Confcrence companies.

The services of these associations may be summarized as follows:
1. They have prevented excessive commissions and eliminated rebates.
2. They have combined in co-operative adjustment of losses for the

reduction of loss expenses.
3. They have standardized policies and endorsements.
4. They have established uniform rules for the writing of insurance.
5. The associations have reduced objectionable practices and estab­

lished a code of ethics.
6. Mutual consultation and assistance have enabled underwriters to

meet local and national emergencies.
7. They have been instrumental in preventing fire and in increasing

fire protection facilities.
(c) Ralemaking organizations. In every field except life insurance,

and possibly marine insurance, the overwhelming tendency is for rates to
be made co-operatively, and in most instances by associations or “bu­
reaus” maintained by companies. In some cases “bureau” is only an­
other term for “association.”

In the field of life insurance, inter-company agreements on rates are
unknown. The most that can be said is that rates are based upon com­
bined experience. The rate situation is wholly competitive, but the rates
are kept within narrow limits by standard mortality tables, slow varia­
tions in interest rates, availability of the same investments to all com­
panies, and more or less uniform commissions among the larger companies
that write the bulk of the business.

In fire insurance the method of controlling rates is becoming stand­
ardized. In about 30 states, companies have formed state “inspection”
or rating bureaus for arriving at and enforcing common rates, such as in
Florida, Alabama, Idaho, Illinois, Iowa, Kansas, Colorado, Nebraska,
and other states. Four or five sectional associations and bureaus cover
nearly all the remaining states with a similar service and organization, as
for example, the New England Rating Bureau, the New York Fire In­
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surance Rating Bureau, and the Southeastern Underwriters’ Association.
Nearly all of these are company associations. Sprinkled here and there
throughout the country are some old established local associations that
have been able to retain control over individual cities such as Boston,
San Francisco, and Baltimore. These local associations are composed of
agents and brokers.

In marine insurance competition in rates is general, with associations
and agreements exerting some power over particular varieties of business.
The American Schooner and Barge Committee at one time at least exer­
cised some power over rates for river, lake and coastwise navigation and
sailing vessels. On the Great Lakes, rates are mostly standardized, and
other types of trade, such as lumber cargoes, grain cargoes, cotton cargoes,
and river cargoes are to some degree uniform because of agreements to
reinsure business w'ritten at agreed-upon rates. The Great Lakes Under­
writing Syndicate controls rates on about 50 per cent of the Great Lakes
insurance. About half of the “inland marine” insurance rates are con­
trolled by the Inland Marine Underwriters’ Association and the Mutual
Marine Conference.

In casualty insurance the two greatest organizations are the National
Council on Workmen’s Compensation Insurance and the National Bureau
of Casualty and Surety Underwriters. The National Council collects
and combines experience from all over the country and prepares a man­
ual of rates for compensation insurance that is used in many states. In
some states, however, companies combine in state bureaus to make com­
pensation rates on the basis of state experience. The National Bureau
makes rates for automobile liability, boiler and machinery, burglary,
plate glass, and public liability insurance, and these rates are used in
many parts of the country. Other associations with ratemaking powers
are the Bureau of Personal Accident and Health Underwriters, National
Automobile Underwriters’ Association, Explosion Conference, Eastern
Tornado Association, Aviation Insurance Underwriters, and so on.

The services of these associations may be summarized as follows:
1. In rating they make possible a single inspection and a single rating

office for all the companies in a given territory, and a common agency
performs the work for all. Thus the expense of salaries and overhead
expense is greatly reduced.

2. In the development of scientific and standard methods of rating
nothing has had so much influence as these associations. They have
•furnished an agency through which ratemaking systems could be intelli­
gently applied and new systems developed.

3. The operations of associations in making rates on a large scale have
made possible specialization and division of labor. Thus some individ­
uals may be exclusively inspectors, others rate clerks, others examiners,
others map clerks, others statisticians, and* so forth.

4. Associations have in many instances established examining or
stamping departments to see that companies write policies in accordance
with the rules and rates. This supervision prevents certain types of
discrimination between insureds.
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5- The checking of policies by associations eliminates many instances
01 non-uniform policies on the same risk. . ,
.6- Ratemaking associations insure that all companies write the same

r]sk at the same rate and thus prevent competition in rates. Later this
subject will be more fully discussed but here it is sufficient to point out
that a rate made co-operatively is more probably just and equitable than
a rate made as the result of competition. It is impossible for ruinous
competition to prove of any lasting advantage to policyholders in gen­
eral. In most other businesses the result of competition among producers
or distributors is an advantage, more or less permanent, to the consumer.
In purchasing insurance, however, it is impossible for the purchaser to
receive the same article at the reduced price. The commodity he pur­
chases is not delivered to him at once but over a term of one year, three
years, or more. If the price is reduced, the stability of the selling com­
pany is reduced; and this stability is the only guarantee that the con­
sumer will receive the paid-for protection.

State regulation of associations. It is important to note the ten­
dencies evident in the treatment of insurance associations by the states.
The earliest attitude was evidenced by anti-trust and anti-compact laws,
which forbade combinations to control rates or commissions. Many such
laws still exist on the state statute books, but few are enforced. In re­
cent years few new statutes of this type have been passed—an indication
that this method of regulation has largely been abandoned.

The other extreme of legislation is the state rating law, of which only
two now exist, vesting authority in the state itself to make the insurance
rates. The fact,that this method of regulation has not been copied in
other states is some evidence that it is not generally considered a satis­
factory solution of the problem.

Since enforced competition in rates has been abandoned, and American
opinion is reluctant to accept state rating, the principal developments in
legislation have been in laws that permit co-operative action but regulate
them. Thus, laws forbidding discrimination in rates have become almost
universal. The most modern development of state regulation, however,
is the rate regulation law, which is of three forms. The first type em­
powers the state insurance superintendent to compel the revision of rates,
without stipulating any recognized method of arriving originally at the
rates, except to prohibit discrimination. The second type permits and
authorizes the establishing of rating bureaus or agreements to make
rates. This type of legislation is growing in popularity, its important
feature being the recognition of concerted action as a ratemaking method.
The third type requires the establishment of rating bureaus and the
membership of insurance companies therein. The members are required
by law to adhere to the rates and rules promulgated by the rating bureau
of which they are members. •

Insurance regulation. It will be noticed that the preceding discus­
sions have referred to state supervision or regulation of insurance matters.
In the United States, insurance has been a matter of individual state 
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jurisdiction, a status upheld by the United States Supreme Court since
the original decision on this point in 1868.

The Supreme Court, rendering its decision in 1868 in Paul v. Virginia1
stated that “issuing a policy of insurance is not a transaction of com­
merce. The policies are simple contracts of indemnity against loss. . . .
These contracts are not articles of commerce in any proper meaning of
the word. . . . They are like other personal contracts between parties.
. . . such contracts are not interstate transactions, though the parties
may be domiciled in different States.”

After that historic decision, the court’s position was attacked in a num­
ber of instances, but each time the original opinion prevailed. In 1942,
however, the Federal Grand Jury at Atlanta, Georgia, indicted the
Southeastern Underwriters’ Association on the ground that, by co-opera­
tive ratemaking activities and the use of a single set of fire insurance
rates by the 198 member companies of the association, the Sherman Anti­
trust Act had been violated. This indictment was dismissed by the
United States District Court2 with a decision that the conspiracies
charged in the indictment arc not conspiracies in restraint of or to mo­
nopolize interstate trade or commerce.

Upon appeal, however, this concept of the position of insurance was
upset after 76 years on June 5, 1944 by a 4-3 decision of the Supreme
Court. In the case of U. S. v. Southeastern Underwriters’ Association3
the decision stated that the business of insurance is commerce, and thus
is subject to the jurisdiction of the federal government.

In addition to having the effect of making insurance subject to anti­
trust and monopoly laws, and threatening existing ratemaking machin­
ery, the implications of the situation thus created were manifold.

The Attorney-General immediately stated 4 that it was not desired to
bring all insurance regulation under the jurisdiction of the federal govern­
ment, but only to enforce the appropriate existing federal laws, particu­
larly the anti-trust laws.

Congress, in March, 1945, passed a law5 in which it was clearly stated
that the regulation of insurance and the right to tax insurance should con­
tinue to reside with the states. The law furthermore invited state regu­
lation by providing that:

1. Until January 1, 1948, the Sherman Anti-trust Act, the Clayton Act,
the Federal Trade Commission Act, and the Robinson-Patman Anti-dis-
crimination Act shall not apply to insurance except with respect to acts
of “boycott, coercion and intimidation.”

2. After January 1, 1948, the provisions of the laws cited above would
apply to insurance to the extent that it is not regulated by state law.

175 U. S. Reports 168, Wallace, S.
’District Court for the Northern District of Georgia, August 5, 1943.
a 099 TT a koq (1944)
‘Congressional Record, June 23, 1944, p. A-3632.
'Public Law 15, 79th Congress.
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3. No state law regulating or taxing insurance shall be superseded by
any federal law unless such federal law specifically relates to insurance.

What effect the 1944 Supreme Court decision and Public Law 15 will
have upon the regulation of the insurance business cannot presently be
determined.

Summary

I. The internal organization, as contrasted with inter-company relationships,
is first discussed.
A. Corresponding with their principal functions, divisions of the insurance

company organization may be classified as:
1. Sales or agency division; 2. Underwriting division; 3. Rating division;
4. Policy writing division; 5. Investment division; 6. Accounting division;
7. Claims division; 8. Legal division.

B. The agency division is a very important one.
1. The agent is the contact with the public.

a. Life insurance agents have more limited powers than other types
of insurance agents.

2. Three systems of agency organization are used:
a. The general agency system;
b. The branch office system;
c. The direct reporting system.
d. The mixed system is a combination of these.

3. The various systems have their own favorable and unfavorable fea­
tures, and no one can be said to be superior in every respect.

4. The direct writing system.
5. Brokers, as distinguished from agents, are an important feature of the

insurance business.
II. Inter-company relationships are of two principal kinds:

A. Common ownership and management;
B. Associations and agreements.

1. Associations in life insurance are technical and educational.
2. In other fields they are of varied character.

a. In form they are associations governed by committees.
b. Their membership may consist of:

(1) Companies;
(2) Company officials;
(3) Special agents;
(4) Agents and brokers.

c. In territory' they vary from local to national.
3. Functions of associationsyare:

a. Technical and educational;
b. Commission-regulating;
c. Ratemaking.

4. State laws tend to permit co-operative action, but to regulate it.
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Problems

1. Which would appear to you to be the more satisfactory agency system
for a new company just starting in business, the general agency system or the
branch office system, and why?

2. Mr. Witt has been a life insurance agent for five years and has been
extremely successful in selling insurance. He has a very good personality and
can handle men. He is offered two positions, one as branch office manager
and one as general agent, in two different companies. If we assiune the com­
panies to be equal in all respects, which would you advise him to accept?

3. In what respects does the agency system in casualty insurance resemble
that of life insurance, and in what respects does it differ?

4. Mr. True is 28 years old, and has had two years’ experience in selling
fire insurance, during which time he has been only moderately successful,
because although he is very intelligent and a student of the business, he is a
“poor mixer.” He has had a very thorough training as an accountant. He is
married, has three children, and his wife is in poor health. What do you think
of his qualifications for the position of special agent for a fire insurance
company?

5. What services should a local fire insurance agent render to his clients?
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6. If you were a fire insurance agent in your home town, what kind of
commission system would you prefer to work on, and why?

7. McNeal phoned to an insurance broker, Robb, on the morning of April 21,
that the fire insurance policy on his store had expired and, because he was
dissatisfied with the company which had insured it, he wanted the insurance
placed elsewhere. Robb left it to his clerk to attend to the matter, and the
clerk forgot it until McNeal’s check for the premium arrived in the mail the
following morning. On the night of April 21, however, McNeal’s store had
caught fire and been damaged to the extent of S4,000. Is he covered by
insurance?

8. Various corporations have been sued as monopolies in restraint of
trade, said monopolies being partly attained by ownership of other com­
panies and agreements with other companies. If competition is desirable
in the grocery business, is it not also desirable in the insurance business?

9. Fire insurance companies, generally speaking, all charge the same gross
rate for the same hazard, but their expenses vary. Stock life insurance com­
panies charge different gross rates; their expenses vary, but their net costs
(assuming equally strict selection) are approximately the same. Which is the
better system of price-fixing from the standpoint of economic theory and
benefit to the community?

10. McCann is solicited by an agent of an insurance company to buy an
insurance policy. McCann agrees to give his answer- the next day and does
so by calling on the agent personally, giving a check for the first premium,
and obtaining a receipt, (a) Suppose this is a life insurance case and McCann
is killed by an automobile ten minutes after he leaves the agent’s office. Can
McCann’s heirs or beneficiary recover? (b) Suppose this is a fire insurance
case and McCann’s building takes fire ten minutes after he leaves the agent’s
office. Can McCann recover indemnity for the damage by the fire?

11. Would it be desirable to have fire insurance rates made by the National
Board of Fire Underwriters?

12. Lawman is a fire insurance broker representing his client Hubbell. Law­
man wishes to find out how the fire insurance rate on Hubbell’s brewery is
arrived at, in order that he may make suggestions for obtaining a lower
premium. To whom should Lawman apply?

13. Is it desirable, from the standpoint of the public, to pennit fire insurance
companies to form associations for the purpose of fixing commissions to be paid
to agents and brokers? Is it desirable from the standpoint of the agents and
brokers? Why?

14. If underwriters’ associations are prohibited by law, what other methods
of determining rates are available?

15. What is there to prevent A, who is a local agent for a fire insurance
company, from continually issuing policies to persons, collecting their premiums,
and failing to forward the premiums to the home office? What would be the
rights of the insured and the company in such a case?.

16. “Competition is the fife of trade.”. Are the laws of the states in harmony
with this quotation?



CHAPTER 5

Reinsurance

Definition. Reinsurance is the transfer by a direct writing company
of a portion of its insurance to another company, called the reinsurer.
It is a contract whereby a reinsurer agrees to indemnify another insurer
for loss resulting from a risk assumed by the latter under a separate in­
surance contract issued to a third party. This practice is common in all
lines of insurance, although it is more highly developed in some branches
of the business than others. There is evidence to show that it existed as
early as 1370 A.D. The methods followed and the reasons for the prac­
tice are so similar that all forms of reinsurance may be discussed in a
single chapter.

Reasons for reinsurance. It might appear surprising that any in­
surer, having been at some pains to write insurance on a risk, should be
willing to transfer a portion of this business to another; but good reasons
for this practice frequently exist.

1. Distribution of risk. All forms of insurance are based upon the
“law of average,” that is, upon the idea that a combination of a large
number of uncertainties will produce relative certainty. The theory is
that, whereas the loss on a single risk cannot be foreseen, the totalTosses
on all risks may be predicted with sufficient accuracy to make insurance
possible. This idea implies, however, that all the risks are of approxi­
mately the same amount, and in practice they are not. A life insurance
company strives to issue many policies, none of which are of excessive
amount, but it does not always attain the diversification desired; and,
whereas one person can afford to buy only a §1,000 policy, another
may demand as much as §500,000. In fire insurance a company may be
offered many large risks in the congested section of a city, although
small residential properties are difficult to obtain. A casualty company
may be asked to insure as much as §100,000 on a public liability policy
although its ordinary limits are, say, §10,000 and §20,000. A marine
insurance company may be offered an ocean liner valued at §1,000,000
or a cargo on a single vessel worth nearly as much. A surety bond for
the completion of a large building in New York city was for §3,000,000,
and the original insurer divided it among eight reinsuring companies.
Although an insurance company strives for a large exposure of small in­
dividual risks, it is often restricted to a limited exposure and some ex­
traordinarily large risks.

These large risks may exercise an influence upon the underwriting re­
sults completely out of proportion to their1 number. For example, the
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death of a policyholder with a life insurance policy of §1,000,000 could
adversely affect the company’s mortality experience for the year of oc­
currence; the sinking of a Titanic might cause a marine insurance com­
pany to show a deficit for the year; and an explosion might involve liabil­
ity suits costing hundreds of thousands of dollars. Even if the large
losses do not completely wipe out the profits of a given year, they never­
theless cause results to fluctuate greatly from year to year.

The insurance company may meet this problem in one or more of four
ways, all of which are employed to some extent. (1) The company may,
and usually does, build up a reserve and surplus to meet large claims.
(2) The company may refuse to insure hazardous risks that involve large
possible losses. (3) The company may accept the risks, but limit its
liability upon any one risk. (4) The company may accept its full lia­
bility on all risks, but transfer part of this liability to other insurance
companies—in other words, reinsure.

Nearly all companies in all lines of insurance set formal restrictions
known as limits upon the size of risk accepted. The most common form
is a limitation upon the face value of an individual policy—for example,
a life insurance company sometimes sets a limit of §100,000 on any one
life. The insurance carrier does not refuse to write policies larger than-
its limit, but when it accepts such policies it promptly reinsures the ex­
cess. Among large life insurance companies a common limit is §250,000,
but new companies with few policies and small resources often fix a limit
as low as §10,000.

Marine insurance companies similarly impose limitations upon the
. amount that will be insured on a single vessel or cargo, and fire insurance

carriers restrict the amount to be carried on a single building of a par­
ticular type. In public liability insurance a company may refuse to re­
tain responsibility for more than §20,000 on a single person and S40,000
in any one accident. Other examples are §25 per week indemnity on a
health insurance policy, and §15,000 face value on a burglary and theft
policy. By the rule of the U. S. Treasury Department, a surety bonding
company may not bind itself on a single risk, without reinsurance, for
more than 10 per cent of the bonding company’s capital and surplus.

Limits may take other forms, however. A fire insurance company
may impose an aggregate limit upon the amount of insurance that it will
write in an individual city or in a city district containing many valuable
properties that could be damaged in a single fire. This practice is com­
mon in large cities, where companies maintain so-called “fire maps,” on
•which amounts of insurance written are inscribed, with a view to main­
taining supervision over the total amounts retained in particular districts
and even in individual city blocks. Companies may also, from time to
time, limit the total amount of business they will write on particular
classes of risks that exhibit an unsatisfactory loss experience. Marine
insurance companies place limitations upon the total insurance they will
write on particular cargo classifications from certain groups of ports.

Limitations upon retention of risk, it is evident from the discussion
above, vary with the nature and location of the risk, and also with the 
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size of the company. Normally, companies will set the limits as high as
is conservatively possible, in order to retain as much business as they can.
Limits, furthermore, are self-imposed restrictions, which may be varied
as expediency dictates.

2. Retirement from business. The insurance company collects from
the policyholder a premium in advance, promising to cover him for a
definite period of time, ranging from one year in fire, accident, compen­
sation, and other forms of casualty insurance, to an indefinite period in
the case of life insurance. In life insurance and some other forms the
company may not terminate the contract until its obligation is fulfilled.
If a company desire’s, or is compelled, to retire from business, therefore,
it must transfer its responsibilities to another insurer who will carry out
the contract. In some cases the retirement from business is voluntary,
as in the case of a fire insurance company that is not making a profit.
In other instances the retirement is compulsory, as in the case of a life
insurance company that becomes insolvent. In some cases the retire­
ment is entire, as in the case of an insurance company that ceases to do
any business, whose stockholders desire to be relieved of all their liabil­
ity. In other cases the retirement is partial, as in the case of a casualty
insurance company that decides to engage no longer in burglary insur­
ance but to continue its other lines. In all these instances the retiring
company transfers its liabilities, in whole or in part, to a reinsuring com­
pany for a consideration. In many cases the reserve, referred to later, is
sufficient to pay the reinsuring company for assuming the risk.

When an insurance company becomes insolvent it is usually prohibited
by the insurance department of the state from writing any new business.
The total liabilities may be determined within a comparatively short
time in the case of fire and marine insurance companies. Claims are
soon known and responsibility can be quickly determined after losses are
reported. More time is required for compensation and liability insur­
ance, in which valid claims may come in after the contract period has
expired and claims require longer periods before final determination of
the company’s liability. Finally, in life insurance and noncancelable
accident and health insurance, the insurance company is obligated to
continue to provide protection as long as the insured continues to pay
premiums, and thus the carrier’s liability continues for years and can be
estimated only with great difficulty.

Reinsurance provides a method by which a large portion of the lia­
bilities of the insolvent company may be determined and disposed of, as
far as it is concerned, by having them assumed by another company. To
induce the reinsuring company to assume these liabilities, the original
carrier will have to pay a large part, or all of its reserve, and sometimes
not only its reserve but its capital as well. If these are not sufficient the
policyholders will not receive all the indemnity they have been promised
and must compromise their claims. The reinsurance effected in such
cases, therefore, does not as fully cover the risk as the original contract.

3. Stronger guarantee. When the reinsurance arrangement provides
for more than one company’s signing of the policy issued to the insured,



74 INSURANCE IN GENERAL

the strength of the protection is increased, as is the case where the re­
insurance arrangement provides for the issuance of joint-and-several
policies. Such increased protection is realized frequently with surety
bonds, when several companies sign as co-sureties.

4- Obtaining business. Reinsurance has become so common a practice
that few companies today neglect it as a method of obtaining new busi­
ness. One of the problems of management is so to manage the reinsur­
ance agreements as to derive the maximum profit consistent with safety.
Reinsurance may be almost as much a source of new business as is direct
writing, particularly in the bonding and fire fields. There are companies
of great size that- write reinsurance exclusively.

5. Stabilization oj -profits. If reinsurance were not practiced and com­
panies endured alone the large losses that sometimes result from great
risks, the underwriting results would tend to fluctuate greatly from year
to year. In a year when small losses occurred the underwriting profit
would be very great, but in unfortunate years the company would show
considerable deficit. By reinsurance, however, the net claims, and hence
the profits, tend to be stabilized.

6. Profit. In many forms of insurance, reinsurance may result in a
net gain to the company, because the premiums it receives for reinsuring
risks and the losses it is assisted in paying may be greater than the pre­
miums it loses on risks ceded to others and the losses it pays on the busi­
ness received. In life insurance the reinsurer may earn more interest
or have lower expenses than the direct writing company and so derive a
profit. In the marine insurance business an immediate gain may some­
times be realized by inducing another company to take part of a risk at
a lower rate than the direct writing company charged, but in other forms
of insurance this is impossible because of standardized rates and risks.

7. Reduction of reserves. Since the reserves required by law of fire
and marine insurance companies make no allowance for expenses, a new
and rapidly growing company may write so much new business that the
combined expenses, losses, and legal reserve exceed the premium receipts.
The company can reduce the reserve required, however, by reinsuring a
portion of the new business, thus avoiding the financial difficulty, yet
retaining the volume of new business.

Benefits to the policyholder. From the standpoint of the insured the
practice of reinsurance is beneficial for several reasons.

1. It gives insurance companies that practice it greater financial sta­
bility and thus makes the insured’s individual policy more reliable. New
and small companies, especially, are better able to operate when their
safety is promoted by the reinsurance of large risks. Otherwise a small
company would be in the embarrassing position of either rejecting busi­
ness that it very much needed or accepting very large risks that might
endanger its financial safety.

2. If a large amount of insurance is needed, the insured may obtain it
without negotiating with numerous companies.

3. It enables the insured to obtain protection promptly, without the
delay that would be required to divide and distribute the amount among 
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many companies. When the insurance is required for commercial pur­
poses, speed may be an important consideration.

4. All the insurance can be written under identical contract provisions,
which otherwise might vary with the different companies among whom
the insurance is divided. This advantage can be more fully appreciated
when the disadvantage of nonconcurrent policies has been explained in
Chapter 22.

Reinsurance methods. Although the objects to be attained are in the
main the same in all cases, the arrangement with respect to reinsurance
are very diverse. Some of them follow well-understood principles, but
others are matters of personal negotiation and bargaining.

1. Facultative reinsurance. One definition of “faculty” is “the privi­
lege to do a particular thing”; hence, facultative reinsurance is an ar­
rangement made with respect to a particular risk at a particular time.
Assume that a marine insurance company has accepted a §700,000 risk
upon a cargo and concludes that the amount is more than it cares to
carry. It communicates the particulars concerning the risk to another
company and requests the latter to reinsure, say §300,000 of it. The
latter company takes into consideration the nature of the risk, the chance
of loss, the character of the company making the request, and so forth,
and names the rate of premium that it will accept. If the rate is satis­
factory, the reinsurance agreement is entered into respecting this par­
ticular risk for a given voyage or period of time. The agreement has no
reference to other risks that the direct writing company may have written
or contemplates writing; it pertains only to the individual case under
consideration. There is no reciprocity about the arrangement. The di­
rect writing company does not necessarily have to reinsure some risk for
the other company, although in the course of time facultative reinsurance
may become so habitual between companies as to amount to a custom.

Facultative reinsurance is extensively employed, and illustrations may
be found in nearly all branches of insurance. A life insurance company
may decide to lower its maximum limit and as a result has to seek rein­
surance for particular life contracts. Casualty companies frequently
accept risks that are not within the scope of certain standing reinsurance
arrangements, and accordingly have to seek individual reinsurance con­
tracts for such risks. Fire insurance companies accept risks for amounts
too large to be covered fully by standing reinsurance arrangements and
therefore have to seek individual agreements to cover the excess.

In life insurance and surety bonding, facultative reinsurance is com­
monly practiced in a more organized and regulated manner. A contract
is arranged stipulating the terms upon which reinsurance will be trans­
acted by two companies, but the direct writing company is free to offer
only such risks as it may desire and the reinsuring company is at liberty
to accept oi’ reject the risks offered. The contract therefore does not fix
the kind or amount of risks that will Be reinsured, but merely agrees upon
the rates and conditions upon which the reinsurance will be effected if it
is offered and accepted. .

The advantages of facultative reinsurance are fairly obvious. Since
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there is no prearrangement, the conditions may be fixed to fit almost any
kind of case. Because of its flexibility, facultative reinsurance is much
employed in surety bonding, in which conditions may change rapidly and
risks are not standardized. There is, however, a standard facultative
contract which is very widely used. Facultative reinsurance is a useful
device to meet any unanticipated emergency. It is also a method by
which the direct writing company may obtain the benefit of the under­
writing judgment of another company, because—before the direct writ­
ing company accepts the risk—it may investigate the possibilities of
reinsurance. If it finds that reinsurance is difficult or the rate high, the
indication is that the risk is relatively undesirable.

There are certain apparent disadvantages in the facultative form of
reinsurance. For one thing, not being prearranged, it is uncertain.
When a risk is offered, the direct writing company does not know whether
reinsurance is possible or not. If it mistakenly assumes that it is, it has
a large and undesirable risk on its hands. On the other hand, if it does
not wish to assume that reinsurance is possible, it is delayed in accepting
the risk until it finds out; and much business may thus be lost. The
agency force of a company is displeased when it is not in a position to
accept promptly the risks that are offered. These disadvantages lead
companies to enter into automatic reinsurance arrangements.

2. Reinsurance treaties. Two or more companies may enter into a
contract whereby one agrees in advance to reinsure a certain portion of
one kind of business written by the other. For instance, the Aj ax Ma­
rine Insurance Company may agree to reinsure at a specified rate 40 per
cent of all the business written by the Imperial Insurance Company on
cotton shipped from southern ports to the United Kingdom. The rate
received by the reinsuring company is usually less than that paid to the
direct writing company by the policyholder because the reinsurer does
not have the expense of obtaining the business. A life insurance com­
pany may arrange with another company that the latter shall reinsure
20 per cent of any policy exceeding §50,000. A fire insurance company
may contract with the reinsurer that the latter shall reinsure a portion
of all mercantile properties located in the congested district of a certain
city. A casualty company may arrange that another company shall re­
insure the excess of the limits on all public liability risks of more than
§10,000 and §20,000 limits. Some treaties are used in surety bonding,
but they are usually of a restricted character.

The reinsurance contract usually follows the terms of the direct writ­
ing company’s contract with the original insured. Some arrangements
are made between the companies, however, with respect to rates of pre­
mium or expenses. Usually the reinsurer receives the premium for the
share of the risk taken, and gives back a percentage of it as a “ceding
commission” to the originating company. It is also customary for the
two companies to agree to exchange reports from time to time regarding
the business covered by the reinsurance treaty.

The following points with respect to a treaty arrangement are signifi­
cant: (1) The arrangement automatically takes care in advance of all 



REINSURANCE 77

the business included within its scope. (2) The business covered by the
agreement is carefully defined and limited, so that the reinsurer knows
exactly what it is getting and the direct writing company is restricted
in what it can dispose of. (3) Since the results of the reinsurance busi­
ness depend upon what is reinsured, it is understood that both parties to
the contract will act in the utmost good faith. (4) When the rate of the
reinsuring company depends upon the rate of the direct writing company
the latter may be limited to an agreed tariff of rates.

In life insurance the reinsurance contract may vaiy somewhat from
the terms of the original insurance contract. Although in some instances
the reinsurance company may reinsure at the same rate as the original
company, merely paying its proportion of the expenses of obtaining the
business, the reinsuring company in other instances may write the busi­
ness at its own rates with an allowance for expenses. The reinsurance
on each individual life may also be in a decreasing amount, covering only
the “amount at risk.” The latter method permits the direct writing
company to retain all of the “investment element” in the life insurance
contract, and the “amount at risk” is covered by the reinsurance contract.

The great advantage of the reinsurance treaty is the fact that, it is
automatic and makes provision in advance for the reinsurance of a cer­
tain type of business. The direct writing company is not delayed’ in the
acceptance of business and is assured of reinsurance protection. These
features enable it to be definite in its instructions to agents and allow the
latter free scope with respect to such business as is covered by the agree­
ment. There is, furthermore, no possibility that reinsurance of a danger­
ous risk may be overlooked, as is the case in facultative reinsurance. It
is economical, for it requires no time to investigate or place. A further
advantage is that a company is assured of a fairly certain volume of
business from other companies with which it has reinsurance treaties.

On the other hand, the treaty has certain shortcomings. First, it may
cover only a limited portion of the writings, thus leaving facultative or
other arrangements to cover the balance. Second, the reinsurance treaty
may prove to be unprofitable; and yet the reinsuring company is bound
to accept the business. Third, the direct writing company may not ob­
serve good faith; or its agents, for the sake of the commissions, may write
business without discrimination. It is generally recognized that it is
shortsighted on the part of the originating company not to protect the
interests of the reinsurer because the originating company may thus
jeopardize its market for reinsurance.

Both facultative arrangements and treaties may be either unilateral or
reciprocal. In the unilateral arrangement one company reinsures for the
other without any obligation on the part of the latter to reciprocate. In
the reciprocal arrangement one company hands over a certain portion of
its business in exchange for business ceded to it by the other. The per­
centages in a reciprocal arrangement need not be, and frequently are
not, equal, depending upon the nature of the business and the status of
the contracting parties. Like the facultative method, treaties are»used
in nearly all insurance lines.
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8. Reinsurance pools. The advantages of the reinsurance treaty are
such that it has been found desirable to extend the arrangement to in­
clude a number of companies under a single agreement. A pool is
formed in which all the contracting parties agree to hand oyer to the pool
all business written of a specified kind. This business is to be divided
among the members of the pool in agreed-upon proportions. Each mem­
ber of the pool receives its prearranged proportion of the premiums upon
the total business and pays its proportion of the losses. Foi’ example,
about 26 companies entered into a cotton reinsurance agreement in ma­
rine insurance, covering shipments of cotton from the United States to
Europe and Japan. The original insurance was written at agreed-upon
rates made in conference; and all shared in the proceeds and losses, one
interest to the extent of 1/6, another to the extent of 1/6, another to the
extent of 1/8, another to the extent of 1/16, and so forth. Frequently
such pools are in the form of associations, with managers, accounting
systems, and so forth, but sometimes the business details are handled by
the insurance companies themselves. In some instances policies may be
issued in the name of the pool or association, and in other cases the direct
writing company issues its own policy for the entire amount.

In many instances the pool is an excess loss arrangement, rather than
a pro fata or share contract. That is to say, the pool is responsible, not
for all losses that occur on the business covered by the pool, but only for
excess losses above an agreed figure. Thus, a large workmen’s compen­
sation reinsurance bureau consists of a group of stock companies that
contribute an assessment of net premiums and more if necessary, and the
pool assumes responsibility for the amounts by which individual losses
exceed 825,000. The pool may cover any compensation business, written
in any state, except certain very hazardous risks, such as coal mines and
powder works. Incidentally, concerning excess reinsurance in compen­
sation insurance, many self-insurers cany single accident excess of loss
reinsurance, protecting them against any excess over a given loss origi­
nating in one accident. Aggregate excess loss reinsurance, which would
protect against unusually large losses in one year, is less common.

In most cases, the business that will be accepted by a pool is defined
and limited. In some pools insurance is automatic, but in others it may
be accepted or rejected by the manager of the pool. The latter arrange­
ment is, of course, not as favorable to the ceding company, although if
the company is careful in the risks it writes, little inconvenience will re­
sult. One large mutual underwriters’ syndicate, a reinsurance pool for
mutual companies, covering compensation and public liability business,
includes both underwriting members, who assume responsibility for
losses, and reinsured members, who merely cede risks.

For mutual assistance in time of war the government encouraged the
formation of three syndicates for marine insurance, two of which were
reinsurance pools. Syndicate A was formed merely for the purpose of
providing surveys of vessels and salvage facilities. Syndicate B was
designed to provide insurance for Shipping Board vessels sold to private
purchasers, and was equipped to provide as much as §2,000,000 on a single 
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hull. It was open to any qualified company owned and controlled in the
United States. Syndicate C was to provide marine insurance for Ameri­
can steel hulls in foreign trade and was to be composed of at least two
thirds American companies and not over one third foreign companies.
These syndicates guaranteed a supply of marine insurance in peace or war
for American vessels that would otherwise have been unobtainable. The
members of the syndicates shared the business in agreed proportions.

The pool arrangement is evidently an extension of the reinsurance
treaty idea, and it likewise possesses the great advantage of automatic
and prearranged reinsurance of certain kinds of risks. By a combination
of a number of companies, however, the facilities for reinsuring large
risks are almost indefinitely extended. Inasmuch as the pool is fre­
quently managed by an independent person, there is little danger of un­
fairness between companies as regards risks written. It may be made so
extensive, in size of risks written and scope of business covered, that it
will greatly exceed the facilities of any individual company. The share
arrangement permits companies to participate in proportion to their in­
dividual strengths. On the other hand, particularly hazardous and
doubtful risks remain outside the scope of the pools. A company may,
furthermore, feel that it does not receive its proper proportion of the busi­
ness, although the shares are usually periodically revised. On the face
of it, of course, a pool is no more advantageous to one participant than
to another, since all share in the combined loss or gain resulting. But if
one company keeps turning in business that results badly, it may be gain­
ing the good business contributed by other members of the pool, while
contributing nothing of value.

The reinsurance pool arrangement is not used in the life insurance busi­
ness or in surety, but is prevalent in other forms of insurance. ■

4- Joint-and-several policies. This is an agreement among companies,
by which joint-and-several policies are issued by several companies,
either under their own titles or under a title assumed for the purpose.
For example, one such combination was a group of eight stock com­
panies that issued casualty insurance policies under which they were
jointly and severally liable. The liability of the individual companies
was equal, unless one failed, in which event the others made up the defi­
cit. In marine insurance, for illustration, eleven leading companies is­
sued a joint policy covering grain carried on Great Lakes steamers,
naming the respective amounts insured by the associated companies.

The joint-and-several policy is nonexistent in the field of life insur­
ance, but is highly developed in the fire insurance business, in which it is
frequently referred to under the name “underwriters’ agencies.” In
many cases the policy is issued to the insured under a title assumed for
the purpose. The Mutual Fire Insurance Underwriters of New England
issues policies secured by the underwriting of twenty-three mutual com­
panies. There are over 300 such underwriting agencies in the country,
each representing two or more companies. In surety bonding it is com­
mon practice for several bonding companies to become “co-sureties.”
Each ordinarily restricts its individual liability to a given proportion,
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even executing a “side agreement” for the purpose when not permitted by
statute to do so in the bond itself. Such arrangements, of course, lead
to some results other than those of reinsurance; but they are in some re­
spects similar to a pool in which all members assume equal burdens and
benefits. The reinsurance is automatic in character and applies to all
classes of risks. The original insured possesses the greater security af­
forded by two or more companies, and he knows when the policy is issued
what his security is. The arrangement creates, of course, a very close
connection between the companies interested. As a result it has been
criticized on grounds unconnected with the subject of reinsurance. From
the reinsurance standpoint the device has the advantage of automatic
distribution of all risks written by the underwriting agency.

Retrocession by reinsurance companies. When reinsurance was first
practiced it was conceived as essentially a reciprocal relation between
two companies. European companies demonstrated, however, that it
was possible profitably to conduct a reinsurance business by writing no
risks directly and doing a reinsurance business exclusively. Their ex­
ample has since been followed by American companies, and there now
exist numerous large companies that confine their activities to reinsuring
risks written by other companies. One large reinsurance company re­
insures life insurance risks in a number of states and has in force many
million dollars’ worth of insurance.

Reinsurance companies, in turn, frequently reinsure a part of their
risks, since they too conduct their business on a conservative basis, a
process termed “retrocession.” The company referred to above, for
example, at one time retroceded to another large reinsurance company
on each individual life policy written at standard rates a 50 per cent
share and such portion of the balance as exceeded the retention limit of
the reinsuring company, the amount ceded on any one life not to exceed
§80,000. The retrocession company paid one half the running expenses
of the reinsurance company. This plan was later considerably modified,
but it serves to illustrate the type of arrangement made. Another large
reinsurance company operated in a number of states, reinsuring accident,
health, compensation, and casualty risks, and had reinsurance treaties
with thirty companies. The nature of a treaty has already been de­
scribed. Instances might be cited of large fire reinsurance companies,
but the above is sufficient to indicate the nature of such corporations.
Of course retrocession may be practiced by any company which has re­
insured a risk.

Summary

I. Reinsurance is the transfer, by an insurance company, of a portion of its
risk to another company.

II. This practice is engaged’ in for the purposes of
A. Attaining distribution of risk; most insurers set limits upon the amount

of insurance they are willing to retain on a single risk, class of business,
or area.
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B. Strengthening the protection afforded by the policy.
C. Retiring from business.
D. Obtaining business by reciprocity.
E. Stabilizing profits and losses.
F. Earning profits.
G. Reducing reserves required.

III. Reinsurance is beneficial to the insured
A. Bj' increasing the financial stability of the insurer.
B. By making large amounts of insurance available without inconvenience.
C. By making large amounts of insurance available promptly.
D. By avoiding non-concurrent policies.

IV. Reinsurance methods, and their advantages and disadvantages.
A. Facultative reinsurance.
B. Reinsurance treaties.
C. Reinsurance pools.
D. Coinsurance.
E. Reinsurance companies.
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Problems
1. Very seldom does an injured workman or his dependents recover more

than 520,000 under a workman’s compensation law. Why should compensation
risks be reinsured?-

2. Why is reinsurance necessary when a company has the privilege of select­
ing the risks that it will insure?

3. A life insurance company, in order to quote a level premium throughout
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life, overcharges the policyholder during the early years and carries this excess
in a fund. This fund is sometimes called the “reinsurance reserve. What
objection is there to this designation?

4. A fire insurance company desires to retire, although not necessarily
immediately. What methods are open to it?

5. A fire insurance company is asked to insure a manufacturing building
for $1,200,000. What are the various ways in which the company may treat
this business? Will the size of the fire insurance company affect its decision?

6. The Comet Fire Insurance Company refuses to write any more policies
on properties on Market Street, between 5th and 7th streets, in San Francisco,
Cal., although it is writing many other policies in the same city. What may
be the explanation of this situation?

7. A speculator in ancient Rome would sometimes make a cash offer to the
owner of a burning building and contents, for the sale of the building and
contents. Was this offer a form of reinsurance?

8. Why are the bonds required for contractors usually reinsured on a
facultative basis?

9. The Flame Fire Insurance Co. has a reinsurance treaty with the Smoke
Fire Insurance Company, whereby the Flame is to reinsure 40 per cent of the
Smoke’s business and the latter is to reinsure 30 per cent of the former’s
business. Reinsurance rates are 80 per cent of direct writing rates. Thus
far the Flame Co. has written $3,000,000 in premiums, and the losses on its
business have been $2,000,000. The Smoke Co. has written $2,000,000 in
premiums, and the losses on this business have been $1,800,000. Is the treaty
profitable on its face, according to these figures, to the Flame Co.? What
collateral advantages not shown by the figures may be derived by the Flame
Co. from the arrangement ?

10. The Lurid Fire Insurance Company is an underwriting agency for the
Spark Fire Insurance Co. and the Meteor Fire Insurance Co., their respective
liabilities being equal. The Lurid Co. writes an $800,000 risk, which is within
the scope of a treaty with the Comet Fire Insurance Co., the latter under the
treaty agreeing to reinsure 30 per cent of any risk written. The Lurid Co. also
has an excess loss agreement in the Co-operative Association, the latter covering
losses in excess of $300,000 retained liability. The Comet Fire Insurance Com­
pany, upon being notified of the writing of the risk in question, obtained
facultative reinsurance to the extent of $50,000 of its liability with the Planet
Reinsurance Co. A loss of $600,000 occurs on the risk. Show the liability of
each of the insurance companies referred to.

11. Companies A and B have a share participating reinsurance treaty on a
reciprocal basis, 30 per cent to A and 20 per cent to B, on cotton shipped from
Southern ports to the United Kingdom. A writes gross premiums of $400,000
on this class of business, and B writes premiums of $200,000. Assume that all
policies are written at the same rate and that reinsurance is written at 10 per
cent less., On the reinsured portion of the business originally written by A the
losses are $68,000 and on the reinsured portion of the business originally written
by B the losses are $64,000. (a) Which owes money on the account, and how
much? (b) Point out reinsurance practices illustrated in this arrangement.

12. A, B, and C are members of a reinsurance pool with respective shares of
50 per cent, 30 per cent, and 20 per cent. The pool writes $1,000,000 worth
of premiums; return premiums amount to $80,000; retrocession premiums are
paid of $4,000; and the unearned premium reserve is $400,000. Total losses
incurred amount to $500,000, commissions to agents $160,000, and other ex­
penses $26,000. (a) What is A’s status in the underwriting results of the pool
to date? (b) What factors determine A’s share in the pool business?

13. A writes $500,000 insurance on cargoes of cereals. A is in a cereal
reinsurance pool to which it is obligated for 50 per cent of its business. A has
a share agreement with B for 50 per cent of all amounts not covered by the 
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pool and has an excess reinsurance agreement with C for 1/5 of any excess
insurance. The original premiums on this business were 810,000, and the loss
on the total business was 88,000. Assuming, for the sake of simplicity, re­
insurance at the same rate as original premium, show the distribution of the loss.

14. Suppose that in the preceding problem the excess agreement was an
excess loss agreement, covering net excess losses over 81,000. What would be the
distribution of the above loss?





Part II

LIFE INSURANCE

CHAPTER 6

Types of Life Insurance Policies

The application. The first step in securing a life insurance policy is
to fill out an application, which is usually divided into two parts. The
first part relates to the amount and kind of policy, personal information
regarding the applicant such as age, residence, occupation, amount of
other insurance carried, and the designation of the beneficiary.

The second part is used in connection with the medical examination,
and bears both the applicant’s statement regarding his health, medical
history, and family history, and the statement by a physician of the re­
sults of his examination.

All of the applicant’s statements are considered as representations.
This interpretation is important because if a statement is considered a
warranty, its untruth or violation makes the policy voidable. If it is
considered a representation, however, the policy is voidable only if the
statement was fraudulent or (even though innocent) material to the risk.
The policy provides that if the age of the applicant has been misstated,
the amount payable shall be as much as the premium paid would have
purchased at the correct age. A photostatic copy of both parts of the
application is attached to the life insurance policy, and since the policy
and most state laws stipulate that the entire contract is contained in the
policy and application, this safeguard prevents oral statements made by
the insured from being used against him many years after they were
made.

In order to eliminate further the possibility that insurance companies
might contest policy claims a long time after the original written state­
ments were made or events related to those statements had taken place,
policies contain an “incontestable clause,” which states that the “policy,
except for nonpayment of the premium, shall be incontestable after two
years from the date of issue.”

Importance of selecting the proper policy. When buying a life in­
surance policy, the purchaser is pre-eminently interested in two things:
first, how much he has to pay in the form of a premium, and, second,
what the insurer promises in return. Both will depend on the nature of
the policy obtained, for many variations exist. These variations have
been introduced to meet the needs and circumstances of different cases,
with the result that a person desiring insurance protection can secure a
policy that meets his requirements and fits his pocketbook; It should
not be assumed, however, that any one policy is “cheaper” or “better”
than another, except for a particular purpose, because all policies are on

85
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a mathematically equivalent basis; and although the premium on one
type of policy may be lower than on another, the difference is mathemat­
ically justified.

The insured gets just what he pays for, no more and no less; the price
of life insurance, unlike the price of many other commodities, is based on
cost. Although no particular policy is universally better than another,
there is usually one policy that is more nearly adapted to individual
needs than any other. Prices, sizes, and styles vary to meet the desires
and requirements of the buyer. The following discussion will examine
the various types of policies, and the circumstances to which they are
best suited, with respect to (1) what the insured must pay, and (2) what
he or his beneficiary receives.

Regular Contracts

The single-premium policy. To start at one extreme, take first the
case of a wealthy individual, the owner of a large and, at present, pros­
perous enterprise. He is now amply supplied with cash, but he knows
that history supplies many examples of men who were once rich and
later poor. He wishes to protect his dependents absolutely, without the
chance of any inability on his part or theirs to meet the premium pay­
ments of the future, and, therefore, he does not desire to enter into a con­
tract involving the payment of premiums over a period of years.

Insurance companies quote a rate known as a “single-premium.” As
the name implies, in return for the payment of one sum of sufficient size
a company will assume all the liabilities of a “single-premium” life in­
surance contract and will never collect any additional sum from the in­
sured. Such a contract meets the needs of our hypothetical, but not
unique case. It can readily be seen that one premium of this nature,
which takes care of the policy for its entire duration, will necessarily be
a very large sum. Examination of the rates of one company discloses
that at age 25 the single-premium on an ordinary-life policy for §1,000
is §421.63, whereas the annual level premium on the same policy is only
§20.14.

TABLE 1
Approximate Gross Rates, Participating, for SI,000 Insurance

(Basis: American Experience, 3%)

Ordinary Life:

Age
20

Age
25

Age
30

Age
35

Age
40

Age
50

Age .
60

Single Premium....... . $ 393.23 421.63 454.75 493.25 537.73 641.80 762.93
Annual Premium.... 18.01 20.14 22.85 26.35 30.94 45.45 72.83

10-Payment Life.......... 46.75 50.38 54.65 59.67 65.60 81.19 104.60
20-Payment Life.......... 27.76 29.98 32.62 35.82 39.77 51.54

33.80*One-Year Term........... S.OO 8.50 8.85 9.45 10.99 18.22
Five-1 ear Term.......... 8.18 8.59 8.95 9.89 11.83 20.64
Ten-Year Term........... 8.31 8.67 9.25 10.61 13.14 24.04
20-1 ear Endowment..
$100 Annual Immed.

Annuity. Single
Premium...................

47.67 48.15 48.83 49.85 51.48 58.81 78.48

. 2980 2831 2666 2485 2291 1873 1435
• Ago 59.
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It is evident that the advantages of the single-premium policy are:

1. The insured is free from the trouble of providing for the payment
of the annual premiums otherwise required for a long term of years or
for the remainder of life.

2. The insured has the satisfaction of knowing that his object is defi­
nitely accomplished and that no inability on his part to pay premiums in
the future can defeat that object.

3. The insured obtains the benefit of compound interest on a large sum.
As a result, the aggregate that he actually pays out is less than it other­
wise would be.

4. If the insured lives to an advanced age the amount he pays as a
single-premium is less than the total he would have paid in the form of
annual premiums.

The disadvantages to the average person of the single-premium
method, however, are so great that it is seldom used.

1. The sum necessary for a single premium is so large that few persons
are willing and able'to pay it at one time.

2. If the insured has the sum necessary, he may be able to earn a
larger rate of interest on it than that earned by the insurance company.
In earning a larger rate, however, he usually takes a greater risk.

3. If the insured dies at an early age, he has spent a great deal more
for protection than if the premium were paid annually.

The single-premium method, therefore, is wholly unsuited to the cir­
cumstances of the great majority of persons and is useful only to the
man of considerable means who does not wish to be annoyed by future
premium payments. Another illustration of the use of the single-pre­
mium policy is found in the case of the wealthy man who desires insur­
ance for some specific purpose, such as to meet an inheritance tax.
When he is amply supplied ■with funds he can afford to pay a single­
premium to insure the payment of this tax upon his estate. It furnishes
also a method by which a life insurance policy may be presented as a
gift, the donor handing the recipient a full-paid policy with no obliga­
tions attached. It will be noted that the single-premium payment is
particularly suited to the purchase of an annuity, the insured investing
a large sum immediately for the benefit of assured periodical payments
in the future.

The single-premium principle may be applied to many of the various
kinds of policies mentioned hereafter in this chapter. As will be seen
later, the single-premium is a common method of paying for annuities,
but its use for other types of policies is a negligible percentage of the
total.

Term insurance. Turning now to the other extreme, there is the man
who needs insurance primarily for the protection it affords. Imagine a
young lawyer with fine prospects for the future but with heavy family
responsibilities and an income as yet very small. Obviously, the single­
premium policy would be unsuited to his circumstances; what he needs
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is the maximum protection with the minimum cost. This can be secured
by means of a “term” policy, which is temporary insurance obtainable
for various periods. This is a contract by which the insurance company
promises to pay a stipulated sum upon death, provided death occurs
within an agreed-upon period—one year, five years, ten years, or tw'enty
years. If the insured outlives the period, he receives nothing. He pays
simply for protection during the agreed-upon period, and the policy con­
tains virtually no investment or saving element.

The simplest form of term policy is that which is issued for one year
only and is renewed annually, the insured being charged the so-called
“natural-premium,” based upon the probability of death within one year
from the attained age. At the younger ages, ■when this probability is
very low, the annual cost is lower than in any other type of policy; but
in the later ages, as the probability of death increases, the cost mounts
rapidly. A company that quotes a rate of $8.50 for a one-year term
policy of $1,000 at age 25 charges $33.80 for a similar policy issued at
age 59. The same principle is extended to a five-, ten-, or twenty-year
period and provides for level premiums for the duration of the period.
For instance, a person takes out a five-year term policy at age 25 and
pays an annual premium of $8.59. When he reaches age 30, the term
of the contract has expired and he must renew the protection if he still
has need of it. The premium for the new’ five-year term policy at age
30 is $8.95. If the policy contains a renewable feature, the insured may
continue the policy for several further periods of five years, without med­
ical examination, but it will be noted that in the later years of life its
cost rises rapidly, like the natural premium.

Consider now the case of a young businessman who is applying to a
bank for a loan. He is the principal asset of the business, and the bank
feels that without his personal direction the other assets would be of
little value. Under these circumstances the bank may, and now' fre­
quently does, request that it be given the protection of a life insurance
policy. It is evident that with the repayment of the loan the necessity
for the policy ceases, and under these circumstances term insurance
furnishes the cheapest method of meeting the bank’s wishes.

At the present time it is not uncommon for business institutions to
finance the university education of promising employees. Philanthropic
institutions also offer scholarships to deserving young men. It is ap­
parent that the benefit expected from the payment of the tuition is incor­
porated in the existence of the young man and that his death would wipe
out the value created by the education. A term policy would, at small
cost, protect against the loss of the tuition by premature death.

Again, consider the case of a man w'ho has undertaken a contract of
purchase calling for periodical payments, as is the case with hundreds of
thousands of young persons purchasing homes through building and loan
associations. It is always taken for granted by such persons that they
will live to complete the payments and that their dependents will be
provided with a place in which to live. A premature death will end these 
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hopes, however, and this unfortunate contingency may be most cheaply
protected against, or “hedged,” by a term policy for a period coinciding
with the term of the contract of purchase or mortgage.

Although we have never seen any combined figures for all companies,
it would appear that term insurance forms about 5 per cent of the
total in force. The amount of term insurance has ptobably increased
in recent years.

The advantages of term insurance are as follows:
1. The cost is small. An annual premium for a five-year term policy

at age 25 is §8.59, whereas an ordinary-life policy at this age costs §20.14
annually. The difference in cost is due to the absence of any “saving”
or “investment” element,in the term policy. Hence, this policy is often
suited to the circumstances of the young professional man who has as­
sumed family obligations upon a small income.

2. It enables a person to secure the maximum protection for a given
sum. If the young professional man has §50 a year available for pro­
tection, he can buy only §2,500 of ordinary-life insurance, but §5,900 of
term insurance. It has been suggested that, as college professors have
a relatively long earning period in life, and in many cases are protected
against old age by annuities, their greatest need is protection against
death. Since term insurance furnishes the most for the least money,
a teachers insurance and annuity association offers 5-, 10-, 15-, and
20-year term policies, and also term insurance that expires at ages 60 to
70, inclusive.

3. If the policy contains a renewable feature it may be renewed from
time to time without medical examination. If it contains the convertible
feature it may be converted into some other form of policy without med­
ical examination. Although term policies are commonly issued for five
and ten years, a number of companies have issued term insurance to age
65. In one instance, -at least, term insurance to age 65 is combined with
the privilege at any time of converting to another form by the payment
of an additional premium. Although term policies are- in nearly all cases
convertible, they are not often renewable; and the convertible privilege,
it is said, is not used in more than 3 per cent of the cases. Companies
also issue two-year term policies with automatic conversion into another
form, but these contracts are largely expedients for tiding persons over
temporary financial difficulty.

4. The policy may be canceled at any time without loss to the insured.
The disadvantages of this type of policy must not be underestimated,

however. They are as follows:
1. Although the cost is small, the insured is saving nothing. Under

the ordinary-life policy the savings of the early years of life are utilized
to reduce the premiums of the later years, thus enabling the premium to
remain the same, or “level,” throughout the policy period. Under the
term plan, however, the premiums increase with age until in later life
they become, like the natural premium, prohibitive.

2. Although the insured gets the greatest amount of protection for the
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given sum, term insurance is peculiarly likely to lapse. The insured
himself has nothing to look forward to, and it is therefore a policy suit­
able only for the most unselfish purposes. Many persons, becoming dis­
couraged at paying premiums and receiving nothing but protection, dis­
continue the insurance.

3. Although it may be convertible into other forms of insurance, such
as ordinary-life, the insured pays the premium for the permanent policy
at the attained age, and that premium is higher than it would have been
if the final form of policy had been taken out originally. If a young man
at age 25 carries term insurance for fifteen years and then converts it
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into ordinary-life insurance, he pays a premium annually then of S30.94,
whereas an ordinary-life policy taken out at age 25 would have cost only
820.14.

4. Many persons are disappointed at the end of ten or fifteen years of
premium paying because they have accumulated nothing, forgetting that
the premium is small on a term policy only because it furnishes nothing'
but protection, and that they have had that protection for the period.

5. If the term policy does not contain the renewable and convertible
feature, the insured may find himself without insurance at a time when he
needs it most, because of inability to pass a medical examination. Term
insurance is therefore unsatisfactory as security for a business under­
taking or an obligation of indefinite duration. This objection has no
force when the renewable and convertible privilege exists, as is the case
with the insurance that the Government originally provided for its 
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soldiers and sailors in World War I. This was a one-year renewable
term policy on the increasing step-rate plan for a period originally ex­
tending not more than five years after the proclamation of peace, during
which time it was convertible into any of six different policies providing
permanent protection. In World War II the government policies for
those in the armed forces were all originally term policies, with the
privilege of conversion into ordinary life and other permanent policies.

Ordinary-life. Next consider the case of the salaried individual, such
as a teacher. He seldom has a sum of sufficient size at any one time
to meet the cost of a single-premium policy, but the annual premium is
in all probability within his reach. His salary is paid at regular inter­
vals and he no doubt prefers to meet his bills in the same manner. More­
over his salary, although small, is rather definitely assured over a long
period of years, and at the end of that period he is sometimes pensioned.
The term policy is available to him, but he may prefer a more permanent
form of policy, even though for a smaller amount. It is quite likely
therefore that he will take out a “whole-” or “ordinary-life” policy and
pay an annual level premium as long as he lives.

If it is desired, the annual premium may be broken into semiannual
or quarterly payments and in this manner be adapted to thfe needs of the
person who finds it difficult to lay aside a larger amount. The company
that quotes the rates given in the table on page 86 will charge §10.27
semiannually and §5.19 quarterly for a §1,000 ordinary-life policy issued
at age 25, as compared with an annual premium of §20.14. The differ­
ence is due simply to an additional charge of 2 per cent of the premium
for semiannual payments, and 3 per cent for quarterly payments. This
installment feature is, of course, extended to the other types of policies,
because it is a well-known fact that most persons find it easier to pay
§25 four times a year than four times that amount once a year, even
though the insurance is thereby made more expensive.

The advantages of the ordinary-life policy are:
1. A permanent form of policy is secured at a reasonable cost.
2. The payment of the premium is distributed over life.
3. The policy combines protection with a small degree of saving. The

insured may borrow on his ordinary-life policy, whereas on the term
policy he has no accumulation that permits this privilege. He may also
withdraw from the contract and receive a surrender value, which is
lacking under the term policy.

4. By the use of the “dividends” or refunds that he may expect in a
participating company, he may obtain a paid-up policy at. about age 65,
thus bringing his premium payments to an end at about the time his

"income-producing power ceases.
5. The insured obtains a greater amount of immediate protection

under the ordinary-life policy than under certain other policies that re­
quire higher premiums.

The disadvantages of this form of policy are merely relative when
compared with other forms, a fact that accounts for its great popularity,
about 50 per cent of all policies issued being of this type. The figures
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published by the New York Insurance Department are unsatisfactory
because they combine term and other forms of policies, but they throw
some light upon the relative use of the different policy forms:1

♦ Probably includes limited-payment.

------Ordinary------
Number Amount

Whole life*........................... ................ 70% 58%
Endowment......................... ................ 26 17
Tenn and others.................. ................ 4 5
Group.................................. 20

100 100

1. Not so much insurance can be purchased for a given premium as
under the term plan.

2. The premiums must be paid for a long period and the insured’s
earning power may diminish or cease.

AGE

Fig. 4. Ordinary-Life Policy

3. The interest earned on the saving or investment element is lower
than might be earned in other avenues of investment, although the factor
of risk in these other methods must be considered.

Limited-payment. There are many persons whose earning power is
limited to a certain period of life, for example, those whose work involves
considerable activity or physical effort. These individuals may be much

'Annual Report, N. Y. Superintendent of Insurance. 
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in need of insurance, but a policy requiring life-long payments is un­
desirable. Take, for illustration, an actor who is twenty-five years of
age and whose present earnings are very large. He figures that at best
he cannot retain his skill and ability to amuse audiences beyond fifty-five
years of age, and the question arises in his mind of how to meet pay­
ments after that time. The solution of his problem is a limited-pay­
ment policy; either a twenty- or thirty-payment life exactly fits his
needs. The annual level premium on a twenty-payment life policy for
§1,000 at age 25, according to our table, is §29.98, compared with §20.14

Fig. 5. Twenty-Payment Life Policy

for the ordinary-life contract. For a difference of §9.84 he makes certain
that when he reaches forty-five years of age his insurance will be fully
paid for the balance of his life, regardless of how long he lives, and he
obtains exactly the same protection afforded by the ordinary-life policy.
The company has collected a higher premium, but in return has promised
that no more premiums shall be due after a certain date, no matter how
long the insured continues to live. After the payment of the first pre­
mium the proceeds are payable at death if the policy has not lapsed. In
a later chapter it will be seen that all forms-of premiums are reduced to
a mathematical basis, one equivalent to the other, and that the arrange­
ment above is a fair and equitable one to all concerned. If the insured
should be so unfortunate as to die shortly after the policy is issued, he
has, of course, paid more for the protection than under the ordinary life
plan. On the other hand, however, if his life exceeds the usual span, he
has paid less than under the ordinary plan. Possibly 15 per cent of all
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contracts issued are of the limited-payment type. The limited-payment
plan includes a larger saving element than the ordinary life policy.

Endowments. The endowment policy promises payment upon death
if it occurs within a certain specified period, and also agrees to make
payment in case of survival at the end of the stipulated time.

Naturally a policy that pays for either death or survival over a desig­
nated number of years will cost more than one that provides payment for
death only. The company whose rate is S20.14 per year for an ordinary­
life policy of §1,000 issued at age 25 charges §48.15 for a twenty-year
endowment issued at the same age for a like amount, §37.90 for a twenty-

Fig. 6. Twenty-Year Endowment Policy

five-year endowment, and §31.39 for a thirty-year endowment. What
particular advantage has this policy to justify a higher premium? An
illustration may help to make its advantage clear. One of the ablest
financial men of his time, with an annual income of §50,000, spent his
salary as rapidly as it flowed in, and all his attempts to save any of it
were futile. The situation worried him, for he was fully conscious that
the time was approaching when his income would diminish and he would
have nothing laid aside for the proverbial rainy day. An insurance man
suggested an endowment policy as a means of saving his money and at
the same time providing family protection. The combination of. these
protection and investment features appealed to him and he was insured
for §100,000 on a twenty-year endowment policy.

A similar situation with less money involved is frequently encountered,
particularly among younger men, and a contract which compels them to 
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lay aside a certain sum periodically acts not only as an incentive to save
but actually forces thrift upon them.

An endowment may, of course, be used as a sinking fund against any
business obligation, such as a bond issue or debt, and may also be used
as a partial payment plan.

A contract on the life of a parent or of a child, which will mature about
the time the latter is old enough to attend college, provides a means
whereby an education may be assured. Endowments of this type may
also be used to give a young person a financial start in the world. There
may be coupled with this type of policy a trust agreement to take care
of the administration of the proceeds and prevent their diversion or waste.
“Spendthrift” clauses in such trust agreements prevent the assignment
of the proceeds and protect the fund from the claims of creditors. In the
case of the “long-term” endowment, maturing when the policyholder is
from sixty to seventy years of age, the proceeds may be used to pro­
tect the insured against the consequences of his economic death, that is,
the loss of earning power. The insured may secure such protection by
placing the fund in trust; or by investing it and using the income from
it; or by using the income and a part of the principal each year; or, better
still, by purchasing an annuity.

Endowments form 26 per cent of all contracts issued and 15 per cent
of all insurance written. A few companies have even higher endowment
percentages. There are two opposite tendencies with regard to endow­
ments, both unfortunate in different respects. In some quarters there is
a prejudice against the saving element in the endowment in spite of its
very evident usefulness in old age—and the probability of attaining old
age is about double the probability of dying prematurely. On the other
hand, endowments are frequently sold to people who need a larger pro­
portion of protection than their endowment policies afford.

The endowment policy has been considerably utilized as a method of
making gifts to colleges. One university has a custom that classes con­
tribute 8100,000 upon the 25th anniversary of graduation, and, in order
that each alumnus may contribute his share, endowment policies are
employed by some classes.

Reference may be made to two policies that involve the endowment
idea under other names. Some companies have in the past issued “de­
ferred dividend” policies. These accumulated any surplus for five or ten
years and then paid a dividend to the survivors. This deferred dividend
is really an endowment of uncertain amount, the uncertainty having led
in the past to very erroneous ideas as to its amount. “Bank deposit” or
“savings insurance” are names that have been applied to insurance car­
ried to protect persons during the period of saving. Both whole-life and
term policies have been used for this purpose, usually for a fixed amount
of insurance, although the endowment policy involves the idea that a de­
creasing term insurance keeps pace with an increasing savings element.

The investment element in policies. Life insurance policies may be
regarded as combinations of pure protection (indemnity at death) and
investment (accumulated savings), the proportions of these ingredients
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varying with different types of contracts. Short term policies are almost
entirely protection, with virtually no savings or investment element, and
therefore have no cash value. Short-term endowments, on the other
hand, entail a considerable investment element. The investment ele­
ment, of course, is in itself a protective device against hazards other than
death, such as illness, loss of earning power, disability, and sudden finan­
cial stringency.

The extent of the investment element in a given type of policy may be
illustrated by that proportion of the premiums paid which is represented
by the reserve on the policy at the end of a specified period of time, say
five years, from issuance. In the table below are shown the total value of
typical premiums paid in five years, with interest at 3% per cent, the
reserves on various types of policies, and the proportion of the latter to
the former. Cash values are also included because many companies do
not allow the policyholder the full reserve value upon surrender in the
early policy years.

Investment Element in 81,000 Policy Issued at Age 25
(Basis: American Experience, 3J/>% non-participating)

TABLE 2

Type of Policy
Annual

Premium

5 Years’
Premiums

plus Interest

—End of 5th Year— Reserve
to

PremiumsReserve Cash Value

1-Year Renewable Term.. 8843 846 79 0.00 0 00 .00
5-Year Term.................... 8.49 47 12 0.00 0.00 .00

10-Year Term.................... 8 58 47 62 1 03 0 00 .02
Ordinary Life..................... 15 78 87 58 40 91 27 00 .47
20-Payment Life............... 24.78 137 53 S3 17 59 00 .60
10-Pavment Life............... 42.41 235 38 166 33 142 00 .71
30-Year Endowment......... 26.48 146.97 94.82 70.00 .65
20-Y ear Endowment......... 43.07 239.05 177.78 153.00 .74
10-Year Endowment......... 94.72 525.71 447.14 423.00 .85

In recent years companies have emphasized term policies more than
formerly by issuing term policies affording protection to age 65 (the age
for Social Security pensions) as well as 5-, 10-, and 15-year term policies
with convertible privileges. In some instances term policies are renew­
able to age 65. Other term policies have a decreasing face value, to
synchronize with mortgages of an amortizing type made popular by the
F. H. A. As a result of the decrease in interest rates, however, a num­
ber of companies have discouraged policies with a large investment ele­
ment by discontinuing single premium endowments and even annual
premium endowments of very short term.

Annuities. An annuity may be defined as an insurance contract
wherein the insurer, in consideration of a certain premium, promises to
pay a definite income to the annuitant. When a contract is purchased
by a single premium, the payments by the company will begin six months
or a year later. Such a contract is called an “immediate” annuity. Or
the annuity may be bought by annual level premiums over a period of 



TYPES OF LIFE INSURANCE POLICIES 97

normally productive years, the company to begin its payments at the end
of this term of years. This type is known as a “deferred” annuity and
has the advantage over the preceding type that the premium is spread
out over a long period of years.

The usual type sold is the “life” annuity, in which the payment of the
annuity is contingent upon the survival of the annuitant and continues
during his lifetime only. An “annuity certain” involves no life con­
tingencies and is payable for a stipulated term of years, irrespective of
survival. The latter is frequently made use of in connection ■with the
payment of proceeds on a life policy, the lump sum due being used as
a premium to purchase a fixed number of installments for the beneficiary.

Fig. 7. Five Years’ Premiums and Reserves on Various Types
of Policies

The annuity policy may provide for annual, semiannual, quarterly, or
monthly payments, either for a certain term of years or for the balance
of the life of the annuitant.

The advantages of annuities are: (1) a person can make sure of re­
ceiving an income in old age and incidentally is relieved of the burden
of administering the fund; (2) he can safely distribute an estate before
death by making sure of a life income for himself; (3) the rate of return
on the money paid to the insurance company is very high -when the an­
nuity is taken out at an advanced age. The objection to either the im­
mediate or deferred life annuity is that in case of death all premiums are
considered fully earned by the company and the contract is terminated.
This objection is sometimes removed by the provision that a certain num-
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ber of installments of the annuity will be paid even if death occurs, and,
in the case of the deferred annuity, by the provision that all premiums
shall be returned in such event. Additions to the premiums are neces­
sary in order to take care of such provisions.. Increasing annuities may,
of course, be provided when desirable. Many uses may be found for the
annuity. It furnishes a method of protecting old age for bachelors with­
out dependents, and widows and widowers without children. It is use­
ful for children who desire to protect aged parents, for persons with good
incomes who cannot save, and for professional women who desire to pro­
vide for the future. Since an annuity cannot be transferred, mortgaged,
diminished, or lost, the purchaser thereof places its value beyond the
reach of third persons and exempts it from his own temptations. It may
be employed by executors and trustees who are obligated to provide some
person with a life income, and by employers who wish to pension em­
ployees. It has in the latter case the advantage, sometimes unfortu­
nately lacking in amateur pension plans, that the cost is definitely known
in advance. It is a common arrangement for colleges to provide for the
old age of professors by agreeing to pay one half the cost of the annuity,
the annuitant paying the other half.

Under simple forms of life annuities, the heirs are entitled to nothing
at the death of the insured. Such annuities afford no protection to de­
pendents, and too much money should not be invested therein when
dependents exist. The immediate annuity requires a large single pre­
mium, which the prospective annuitant possesses only in exceptional
cases. Immediate annuities have usually been sold on a nonparticipating
basis, but participating contracts are also available, with dividends de­
creasing as the age of the policy increases.

The deferred life annuity is a very common type of contract, sold upon
either the single premium or limited payment plan. The company prom­
ises to begin making annuity payments at some future time and to con­
tinue them as long as the annuitant lives. An individual may purchase
an annuity of §10 a month, to begin at age 55 and continue as long as he
lives, by paying annual premiums of about S63 from age 30 to 55.
Whereas the immediate life annuity with its large single premium is more
suitable for older persons who have already accumulated something for
the support of their imminent old age, the deferred life annuity, with its
installment premiums, affords younger persons an opportunity to provide
in younger years for the future.

Annuities may be used to supplement the “old age benefits” under the
Social Security Act, which are themselves compulsory deferred annuities,
but which may be insufficient for support.

The lower interest rate in recent years has played havoc with the an­
nuity business, causing the discontinuance of single premium life annui­
ties, both immediate and deferred, by many companies. A number of
companies even discontinued annuities paid for by annual premiums.
Premium rates have been considerably increased by the use of conserva­
tive mortality tables and interest rates of 2 and 2% per cent.
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Special Contracts

Special contracts are formed by limiting the conditions under which
policies are issued, by combining the features of several policies in one,
or by insuring against joint contingencies that depend upon more than
one life. They are frequently designated by trade names, such as “pro­
tective policies,” “adjustment policies,” “family protection policies,”
and so on. Such names are “more tenderer words,” as the elder Mr.
Weller said, but also serve as brief and convenient titles for the policies
in question. Insurance contracts, as distinguished from annuities, will
be discussed first.

Insurance contracts.2 Insurance contracts may be designated as
“special,” either because they deal with a single life in an exceptional
manner, or because they involve more than one life. Among the former
types we find the following principal examples:

1. Preferred risk policy. This policy is issued only in minimum
amounts, for example, §2500, and sometimes only in multiples of the
stated value, at lower rates than ordinary policies. The applicant must
be an exceptionally good risk physically, and the size of the policy per­
mits of a smaller loading. Thus whereas an ordinary life policy at age
25 may sell for §20 a year, a §5000 preferred risk policy sells for about
§18 per §1000.

2. Modified life policy. The premium payments are reduced during
some period of the policy’s existence, protection thus becoming cheaper
at a time when the need for family protection may be great. For exam­
ple, a policy for §5000 at age 25 is written for the first three years at a
premium of §10.96 per §1000, and continued during the next 17 years at
§13.73. At the end of 20 years the insured may continue the policy for
half the original face value at a premium of §8.24, and may in addition
continue the other half by paying the regular whole life premium thereon
at the attained age (45). Thq idea is that, by reason of the lower pre­
mium, the insured may take more insurance in the early years, with the
assumption that an expanding income will be able to carry it at higher
rates later. Numerous variations exist, including the reverse idea of
having the premiums larger at the outset and smaller in later years.

3. Family income policy. This policy provides a larger face value
and a combination of benefits in early years, with a reduction to the
ordinary life form later. For example, at a participating rate of §26.29
for the first 20 years from the date the policy is issued, the beneficiaries
are entitled to §100 immediate cash, an income of 810 per month until
the expiration of the 20-year period, and then the principal sum of §1000.
At the end of 20 years from issue the premium is reduced to §17.37, and
the policy becomes an ordinary life contract for §1000. It provides a
young man with more protection than he could afford on the ordinary life
plan, and the additional protection ceases when children have reached

3 The rates on different types of policies in this section are not comparable, being
taken from companies which differ in interest bases as well as in other features.
They are cited only to give a general idea of cost and a specific description of plan.
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maturity. It is a combination of decreasing term insurance, a whole life
policy for §100, and a whole life policy for §1000. Numerous variations
exist, omitting the §100 cash benefit, levelling the premium throughout
life, varying the 20-year term period, modifying the amount of the
monthly payments, and so on.

4. Life expectancy contract. This furnishes low-cost protection over
the life expectancy period. For example, at age 25 the life expectancy
according to the mortality table is about 39 years, and protection for
about this expectancy or to age 65 is furnished at a level premium of
SI 1.07. It is a long term policy, with cash values lower than ordinary
life. The privilege of converting it to an ordinary life at any time dur­
ing the term is given. Frequently options are afforded to the policy-
holder, which he may exercise during or at the end of the life expectancy
period, and sometimes the options are so numerous as to make the con­
tract a complicated one. In general these contracts are either term
insurance for long periods or a combination of term insurance and ordi­
nary life. They are designed in accordance with the idea that at older
ages protection to dependents is less necessary.

5. Endowment maturity. For an extra premium the whole life policy,
which becomes an endowment at age 96, may be made to mature as an
endowment at an earlier age. Thus an ordinary life contract at age 25
becomes an endowment at age 65 if a premium of S24.60 is paid instead
of $20.70. In a participating contract dividends may be used for the
same purpose.

6. Deferred life insurance. In England policies have been issued on
the lives of children, in which the proceeds are payable only if the death
of the insured occurs after he reaches maturity. Such policies prevent
the contingency that the child may become uninsurable before he reaches
maturity.

A second group of special contracts deals with more than one life.
The principal varieties are:

1. Joint life insurance. By this contract two or more persons are in­
sured, and the policy proceeds are payable upon the first death. The
contract is useful when, for example, husband and wife are both income
earners and the income of either one alone would be insufficient for the
family. The joint life policy was sometimes employed for partnership
insurance, but is now generally considered to be inadvisable for that
purpose.

2. Last survivor insurance. This policy insures several lives, with the
proceeds payable upon the death of the last survivor. Thus a husband
and wife might be jointly insured, the face of the policy to be paid to
the children when both parents were dead.

Annuity contracts. Annuities are special either because they deal
with a single life in an exceptional manner or with more than one life
contingency. In the former category the principal ones are the follow-
ing:

1. Refund life annuity {immediate). To the ordinary immediate life
annuity, paid for by a single premium, there is added the promise that 
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the company will pay to the annuitant, or his beneficiary, at least the
amount of the single premium paid for the policy. Instead of a cash re­
fund the contract may provide for at least a minimum number of annuity
payments.

2. Refund life annuity (deferred). To the ordinary deferred life an­
nuity, usually paid for by annual premiums, there is added the promise
that the company will pay to the annuitant or his beneficiary at least the
total premiums paid for the annuity. An alternative is to provide at
least a specified number of annuity payments. This and the preceding
policy serve to prevent the annuitant from paying a considerable pre­
mium and then receiving few or no annuity payments.

3. Certain and continuous life annuity. This policy provides that the
annuitant or his beneficiary shall receive a life annuity, and not less than
a specified number of payments, regardless of death. It is similar to the
refund annuity, except that the amount of insurance left for the benefi­
ciary at the annuitant’s death depends upon the number of annuity pay­
ments guaranteed and already made, rather than upon the purchase price.

4- Retirement annuity. This is a form of deferred annuity, but one
that offers a number of optional modes of settlement. It may provide a
life annuity beginning at age 60, a death benefit to the beneficiary in case
of death of the annuitant before the annuity begins, the option of altering
the date at which the annuity shall commence, and the privilege of select­
ing the type of income preferred. Thus, having purchased a retirement
annuity of 829.55 monthly income at age 60, without refund, at any time
before age 60 the annuitant may elect to have the annuity begin instead,
say, at age 65 with §43.89 per month or at, say, age 55 with 819.72 per
month. He may also elect to take an annuity with refund at age 65 of
836.37 per month. The amount paid by the refund policy to the bene­
ficiary, upon the annuitant’s death, may be specified by the annuitant
(or otherwise by the beneficiary) to be paid in the usual optional settle­
ments provided in a life insurance policy. In some retirement annuities
a conversion feature is also included that permits the insured to convert
the policy into a whole life, endowment, or limited payment policy prior
to the first annuity payment and aftei- successful medical examination.
Other options are also sometimes provided. The great advantage of this
type of contract is the flexibility introduced, enabling it to meet changes
in the insured’s circumstances after the policy is issued.

5. Single premium life and annuity combination. A number of com­
panies issue whole life policies at the higher ages without medical exam­
ination when such policies are taken in conjunction with an annuity, pro­
vided the insurance portion is somewhat smaller than the combined
insurance and annuity premium. This combination insures that funds
will be available at death for last expenses and for heirs. It serves the
same purpose as a refund feature in the annuity.

The second category of special forms of annuities deals with more than
one life. The principal examples of this category are the following:

1. Joint and survivor annuity. This promises an annuity as long as
either one or two designated individuals, A. and B, live. It enables an
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aged husband and wife, for example, to continue a certain income as long
as either is alive. The annuity may or may not include a certain num­
ber of payments, and the amount of the annuity is sometimes reduced
upon the death of the first party in order to reduce the cost.

2. Joint life annuity. This promises to pay to two annuitants a fixed
annual income as long as both survive. If two parties are already as­
sured of an income from some other source, an income that is sufficient
for the support of one but not both, the balance of the income required
may be supplied by a joint life annuity. It is rarely useful except in
conjunction with some other financial arrangement.

3. Reversionary annuity. In this contract an annuity is promised to
an annuitant, A, beginning at or after the death of the nominator or
insured person, B. If A dies before B, no payments are made under the
contract. It is also known as a survivorship annuity. It is a very
cheap form of protection for A, costing even less than term insurance.
There are no cash values, but if premium payments are discontinued a
paid-up annuity for a reduced amount is issued. Usually it is arranged
that the premium payments cease upon the first death.

4- Deferred reversionary annuity. This provides an income for the
annuitant to begin some years subsequent to the death of the nominator.
Thus if a husband has already provided insurance for his wife amounting
to S1000 a year for ten years certain, he may supplement this amount
with a deferred annuity, to commence ten years after his death and to
provide the widow with an income for the remainder of her life. It is
also used as a component to manufacture the installment arrangements
included in “regular” policies.

General characteristics of special policies. Aside from minor quali­
fications, special policies may be broadly characterized as follows: (1)
common policy forms to which some additional option of settlement of
proceeds has been added, or which provide a modification of the usual
level premium payment; (2) combination policies, which include in one
contract features that might be obtained by separate contracts; and (3)
special policies proper, which are distinctive in methods of paying either
proceeds or premiums. No definite boundary exists, of course, between
this and the first group.

The first group may provide the insured with a useful option that will
prove valuable under particular circumstances, or may be adapted to his
financial status, provided he buys on the basis of analysis rather than
trade name. The second group is subject to the disadvantage of lack of
flexibility. The third group also sacrifices flexibility, and when the
provisions are complicated, the insured may have difficulty in visualizing
the potentiality of the promises for his particular case.

The decline in interest rates since 1930 has had the same effect on spe­
cial as on standard contracts, discouraging the writing of those with a
considerable investment element, such as retirement annuities, endow­
ment maturities, and so forth. On the other hand, policies resembling
the family income policy (page 99) have been emphasized.
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Manner of paying proceeds. To complete the classification of poli­
cies there may be mentioned briefly here the various ways in which the
proceeds of policies may be payable. A fuller discussion is to be found
in Chapter 7.

1. Lump sum settlements. The entire proceeds are paid in one sum
upon death or maturity of the contract. This method is almost univer­
sally used for endowment policies, and is frequently used for term, whole
life, and limited payment contracts, especially when the face value is
small.

2. Installment settlements. A portion of the proceeds is paid to the
beneficiary or the insured each month, half-year, or year, until the total
is exhausted. The method of settlement may be required by the terms
of the contract, or stipulated by the insured, or elected by the beneficiary.
There are three types:

(a) Installments certain—the payments continue for a definite period,
say, ten years. This method may be used for any form of life insurance
policy.

(b) Continuous installments—the payments continue periodically as
long as the recipient lives. This method may be used for any form of
life insurance policy and, of course, for life annuities.

(c) Certain and continuous—the payments continue at least for a
definite period of time and thereafter for life. This method may be used
for any form of life insurance policy and for annuities.

Special features in policies. Special features frequently incorporated
in policy contracts may be classified as follows:

1. According to adjustment of the premium, which may be taken care
of by clauses providing for:

(a) Waiver of premiums. A clause is inserted to the effect that, in
case of the total and permanent disability of the insured, the policy shall
be considered paid in full for its face value, and no more premiums shall
be required.

(b) Decreasing premiums. The early years of the policy have very
high premiums, which offset the later years. Usually these scale down
year after year until no more premiums are paid. In other words, this
clause is a modification of the limited payment policy and has practically
the same advantages.

2. According to adjustment of the face of the policy:
(a) Decreasing face value. This clause provides that when the in­

sured attains a certain age the face of the policy shall be reduced each
year by a certain amount until a definite face value is reached, at which
time the policy is then considered paid up. This type of policy gives
a greater amount of protection in the years when it is most needed, and
gradually decreases as the necessity for the insurance decreases.

(t>) Multiple indemnity. Double the face value is sometimes pro­
vided for if death results from an accident. A very small addition to
the regular rate is necessary for such a promise.

(c) Disability. In addition to the waiver of the premium in case
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of disability, it was provided that in case of total and permanent disability
the proceeds of the policy became due and payable. Fulfillment of this
provision was accomplished by the payment of equal annual installments
over a period of years, in which case the face of the policy was decreased
by the amounts so paid, and when death occurred only the difference was
payable.

. There are other kinds of disability clauses extant that promise an in­
come, and in addition pay the full face of the policy when death occurs.

Disability insurance is frequently written by collateral contracts cover­
ing accident and health. A full description of such contracts is given in
Chapter 14.

Changing tendencies with respect to types of policies. It is inter­
esting to note that given types of policies do not maintain corresponding-
popularity at all ages. An analysis of one company’s business for one
year, involving over 100,000 policies, showed that, although ordinary life
formed only 17 per cent of the insurance written at age 20, at ages 40
and 60 it formed 60 and 79 per cent, respectively. The young man of
20 is able and anxious to get through with paying premiums, and at this
age 63 per cent of the business written is 20-payment life; but at age 40
only 22 per cent is in this form. The popularity of endowmrent insurance
appears to decline rapidly with the age of the insured: it attracts 16 per
cent at age 20 and only 5 per cent five years later. Since endowment
insurance is expensive, the amount of the average endowment policy is
considerably less than the average for other forms at all ages. The
ordinary life policy likewise exceeds the 20-payment life policy in amount
until age 55 is reached, when they come together. It should be pointed
out that a “long-term” endowment would be cheaper than a 20-year en­
dowment and would not necessarily show the same tendency.

Selection of a policy. The following suggestions may be useful to
the person considering the purchase of life insurance:

(1) Estimate the amount of money that you can afford to pay periodi­
cally for insurance, taking into consideration probable future changes in
your earning power. Remember that in many policies some of the
premiums really are savings.

(2) See that the duration of premium payments is adapted to your
probable future earnings, giving consideration to the various possible
uses of dividends.

(3) Do not pay for insurance on a quarterly or -weekly basis if you can
so arrange your finances as to pay annual premiums.

(4) Do not buy more insurance than you can afford to pay for.
(5) Try to visualize as definitely as possible the future contingencies

against which you wish to provide, and maintain a reasonable balance
between protection for dependents and investment for old age.

(6) Study the fundamental contracts, such as term, -whole life, limited
payment, endowment, and annuity to see w'hich of these, or combination
thereof, best covers the contingencies you have visualized.

(7) Use term insurance when necessary, but remember’ that it is
temporary in character.
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(8) Consider whether any special contract is necessary to fulfill your
needs, being careful also to ascertain what your position will be under
the special contract if your expectations do not materialize or your
present circumstances change. .

(9) Read carefully the optional settlements under the fundamental
contracts, for they affect the applicability of the policy to your case.

(10) Remember that what you get for your money is just as important
as the amount you pay. Do not strain for cheapness at the expense of
desirability.

Summary

A general idea of the variety of policies may be obtained most quickly by exam­
ining three principal characteristics: (1) maturity of the contract, that is, the
time and conditions upon which the benefits under the policy are to be paid;
(2) the manner in which the benefits are to be paid; and (3) the manner in which
the premium is paid. Since each contract with reference to maturity may be
subclassified under numerous methods of paying the proceeds, and each of these
methods may vary in a number of ways, the number of possible combinations
is quite large, although some are in little or no demand.

Regular Contracts

I. According to maturity of the contract, that is, payment of the proceeds.
A. Life insurance.

1. Term insurance.
2. Whole life insurance.

a. Proceeds payable at death.
b. Proceeds payable at death, or maturing as an endowment by the

application of dividends as premiums.
B. Endowment insurance.

1. Pure endowments (rare).
2. Endowment insurance.

a. Children’s endowments.
C. Annuities.

1. Immediate.
a. Annuity certain.
b. Life annuities.

2. Deferred.
a. Annuity certain.
b. Life annuity.

II.'  According to manner of distributing the proceeds.
A. Lump sum payments.
B. Installments.

1. Installments certain.
2. Continuous installments (for life).

. 3. Certain and continuous.
III. According to methods of paying premiums.

A. Single premium.
B. Periodic premiums (Annual, semiannual, quarterly, monthly, etc.).

1. Natural premiums.
2. Level premiums.
3. Step-rate premiums.
4. Decreasing premiums.
5. Limited-payment premiums.
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Special Contracts

I. Insurance contracts.
A. Single life.

1. Preferred risk policies.
2. Modified life policies.
3. Family income policy.
4. Life expectancy contracts.
5. Endowment maturities.
6. Deferred life insurance.

B. Multiple lives.
1. Joint life insurance.
2. Last-survivor insurance.

II. Annuity contracts.
A. -Single life.

1. Refund life annuity.
a. Immediate.
b. Deferred.

2. Certain and continuous life annuity.
3. Retirement annuities.
4. Single premium life and annuity combination.

B. Multiple lives.
1. Joint-and-survivor annuity.
2. Joint life annuity.
3. Reversionary annuity.

a. Immediate.
b. Deferred.

Readings
Maclean, J. B., Life Insurance. New York: McGraw-Hill Book Co., 1945,

Chap. III.
Huebner, Amrhein, and Kline, Life Insurance. New York: Appleton-Century

Co., 1935, Chaps. VI to XIII.
Linton, M. A., “Life Annuities.” Annals of American Academy, Philadelphia,

March, 1917.
Teachers’ Insurance and Annuity Association, “Handbook of Life Insurance’

and Annuity Policies for Teachers,” New York.
Parker, J. G., “Uses and Advantages of Monthly Income Life Insurance.”

Proceedings, Life Underwriters’ Association of Canada, 1921.
Fackler, D. P., “Annuities with Participation,” Proceedings Actuarial Society of

America, Vol. XV, pp. 40-48, 1914.
McNamer, H., Monthly Income Insurance. Indianapolis: Rough Notes Co.,

Flitcraft Co., “Settlement Options,” Oak Park, HL, annually.
American Association of University Teachers of Insurance, Journal, March,

1944, containing H. H. Jackson, “Annuity Problems Today,” and Dickinson,
F., and Elliott, C., “Annuities for an Aging Population.”

Fitzhugh, G. W., “Analysis of Level Premium Policies,” Record of American In­
stitute of Actuaries, June, 1936.

Problems
1. Mr. Edwards and Mr. Wilson are induced by Mr. Metz to engage in the

lumber business, about which they know nothing, they furnishing the capital
and relying upon the ability and experience of Mr. Metz, who is 38 years old 
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and has had 18 years’ experience in the business both as an employee and
proprietor. What would you advise Messrs. Edwards and Wilson as to the
assistance they can obtain in this situation from life insurance.

2. Mr. Brown is married and has one child. He has just completed a course
of graduate study in economics, which left him $2,500 in debt, and expects to
do part-time teaching and research work for the next two years, earning not
more than $2,000 a year. At the end of that time he expects that he will go
into teaching and that the university that will engage him will provide some in­
surance and pension free. He is now carrying $7,500 ordinary life insurance.
How would you advise him to protect his family by insurance?

3. The Ward Tool Company has been incorporated with a capital of $100,-
000—$50,000 common and $50,000 preferred. It desires to establish a sinking
fund for the retirement of the preferred stock within 20 years. Mr. Ward,
president and general manager, is 40 years of age? What insurance policy
would you recommend?

4. A young man 22 years of age, out of college one year and now working as
assistant chemist in a steel mill, has no dependents, and his parents are well-to-
do, but not wealthy. He has not been able to save anything since leaving
college, although his salary has been sufficient for him to save at least $25 a
month. He appreciates the value of insurance for those who have dependents,
but cannot see his own need of it. What would you suggest for him as an
insurance program, and what are your arguments in favor of it?

5. A lady now 30 years of age, employed as secretary for a prominent at­
torney, earns about $2,400 a year. She has no dependents, and wishes to save
during the next ten years a sum sufficient to take care of her after reaching the
age of 50 or 55. What insurance would you recommend and why?

6. An accountant, about 37 years old, has an income of $6,000 a year, and
a family consisting of a wife, two daughters, and one son. He says it would
require at least $150 a month for them to live, if he were dead. He has some
life insurance ($2,500). He has not taken more because he is reluctant to en­
trust his wife with the care and investment of a large amount of capital, but he
believes that he could invest SI,400 or $1,500 a year in a scheme that would
provide his family with the necessary income. What plan would you recom­
mend ?

7. Dr. Jones is 40 years of age, and is a prominent physician with an income
of $25,000 annually. He owns real estate worth $30,000, Government bonds
worth $10,000, and various stocks, some speculative in character, worth $15,000.
He has two sons and a daughter, all of whom expect to go to college, one son
planning to study medicine. His wife, two years younger than he, has inherited
$25,000. He desires to make provision for the continuance of a part of his pres­
ent income to himself, and to his wife as long as she lives. Outline the pro­
tection you think he should have.

8. Mr. Fix is a chemist, 52 years old, in poor health and retired. His wife
is dead and he has accumulated $60,000, which brings him in a return of 5.5
per cent a year. He owns a small residence in which he Eves, without debt.
His only surviving relative is a son, 21 years old, educated as a chemist and now
earning $2,000 a year. The son desires the father to let him have $15,000 as a
loan with which to try to establish a chemical laboratory of his own. What
would you advise?

9. A dentist 35 years of age, earning $5,000 a year from his practice, has a
wife aged 31 and a daughter aged 4, and has been impressed with the necessity
of making provision for his family in the event of death. His brother, how­
ever, left an estate of $50,000, which was lost through stock speculation, and
the widow had to take a position as a stenographer to support herself. His
wife and child require about $100 a month and the dentist can save $600 a year.
What would you advise in the way of life insurance?
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10. R. M. Smith a"ed 35, has a wife, aged 30, a son John, 10, and a daughter
Mary, 6. He has held a position paying about $3,600 a year for the last 10
years; recently he was promoted to stiles manager at S/,50O a year. His wife
is not in good health and has had no business experience. Since his promotion
he has purchased a home for 810,000, 82,500 paid in cash. This outlay has used
up practically all his savings, and he is now carrying $5,000 insurance on the
20-payment life plan, which has run 12 years. What insurance protection would
you advise?

11. A son has just graduated from college, his expenses having been paid by
his mother. She is working as a bookkeeper, and the education has consumed
all her savings. The son now has a position that pays $2,000 a year. What
would you advise as insurance?

12. A large manufacturing corporation is operated by an individual, Allison,
the brains of the business, who owns a large portion of the stock, the balance
of the stock being held by a holding company. The latter company is owned
by a father, Fish, and his three sons. The three sons wish to take insurance
to accomplish two purposes: first, to control the interest of Allison in the event
of Allison’s death, and second, to control their own interests in the holding
company in the event of the death of any of them. How can insurance meet the
situation?

13. John is now 50 years old. His only relations are three brothers. John
earns 83,000 a year and has saved S20,000, which produces an annual income of
$1,000. His brothers all are well and earn respectable livings, but continually
take advantage of John’s generosity by obtaining gifts of money from him.
John admits it is foolish for him to give away his funds, but cannot resist an
appeal from his relatives. What would you advise him to do?

14. The annual gross premiums at age 25 are approximately S42 a year for
a 10-payment life policy and $26 a year for a 30-year endowment. The reserve
'alues at the end of five years are, respectively, about $140 and $70. From
hese figures, which policy would you judge involves more saving element as
ontrasted with pure insurance? (SI at 3V2 per cent compound interest

amounts at the end of 1 year to $1.0350; 2 years $1.0712; 3 years $1.1087; 4
years $1.1475; 5 years $1.1877.)

15. What justification is there for issuing “preferred risk” life insurance
policies?

16. Show what simple forms of policies may be combined to equal a “modified
life” policy.

17. Show what simple forms of policies may be combined to equal a “family
income” policy.

18. A is employed as a bookkeeper at $25 a week, and his wife works as a
school teacher for $1,400 a year. They have one child aged 4 years. What
form of two-life insurance policy would meet their needs? How does it differ
from a separate policy for each? \

19. How is it possible for a life insurance company to agree to guarantee on
an annuity the return of at least the amount of the premium?

20. A wishes to protect his mother with a life annuity in case of his death.
What is the least expensive policy he can buy for this purpose?

21. Give reasons for suggestions in the section “Selection of a Policy.”



CHAPTER 7

Policy Proceeds

Insurable interest. When an application for a policy is received by
an insurance company it is not usually granted unless there is evidence
of the “insurable interest” of the applicant. In life insurance this inter­
est is such that the applicant will be adversely affected, pecuniarily or
otherwise, by the death of the insured. In property insurance, the doc­
trine of insurable interest rests upon the principle that insurance is
intended for indemnity, for making good a loss, and not for gain, and in
life insurance there exists the additional reason that insurance without
insurable interest might endanger the insured’s life. An insurable inter­
est may arise from many causes, but these three general groups will in­
clude practically all cases: (1) the interest of a person in his own life;
(2) an interest arising from “love or affection,” i.e., through blood or
marriage; (3) a pecuniary interest. They will be discussed in that order.

Interest of a person in his own life. One of the important differences
between life and other forms of insurance is found in the application of
the principle of indemnity. A life insurance contract is regarded legally
as a contract to pay a fixed or determinable sum of money, not as a con­
tract of indemnity. In life insurance the courts have held that the value
of a person’s life to himself is incapable of determination; therefore the
only limits to recovery are the maximum amounts that insurance com­
panies will accept. Consequently an individual may insure his own life
to an unlimited extent for the benefit of another, even though that other
has no insurable interest in the insured person. With some limitations he
may sell to another a policy that he has taken out on his own life. When
the premiums are paid, not by the insured but by the beneficiary, unless
the beneficiary has some insurable interest, there is question of validity;
but state statutes in some instances may validate such an arrangement.

Interest of a relative. This refers to the interest that arises through
“love or affection” induced by blood relationship or marriage; although
the mere fact that relationship exists is not conclusive evidence that an
insurable interest exists. Such interest is presumed in the case of hus­
band and wife, and usually parent and child; but beyond these cases the
court decisions indicate that some expectation of pecuniary loss is neces­
sary to create an insurable interest. It should.be kept in mind, however,
that the insured who takes out his own policy may make anyone his bene­
ficiary, in the absence of statutes to the contrary. In government life
insurance policies issued to the armed forces in World War I, the bene­
ficiary was restricted to husband or wife, child, grandchild, parent,
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brother or sister. In World War II, the list was the same, omitting
grandchild. In fraternal societies a more extensive list is used, but it
does not include mere pecuniary relationship. It follows from what has
been said that a wife has an insurable interest in the life of her husband,
a child in the life of a parent usually, a parent in the life of a child, a
sister in the life of a brother who stands in the relation of a parent, a niece
in the life of an uncle who has reared her and continued to support her.
In one state, the statute of which is lenient, an aunt has an insurable
interest in the life of a niece w'ho has lived with and been supported by
her from childhood. On the other hand it has been held that a son-in-
law has no insurable interest in the life of his dependent mother-in-law,
nor a stepson in the life of his stepfather, unless some pecuniary interest
is involved. The law of New York provides that any person of lawful
age may insure his own life but no person may insure the life of another
except for the benefit of the person insured or someone having an insur­
able interest. Insurable interest is defined, in the case of persons re­
lated by blood or by law', as a substantial interest engendered by love
and affection, and in other cases, as an economic interest in having the
life of the insured person- continue. The application or consent of the
insured is necessary, except that a wife or husband may effect insurance
upon the person of the other, and a person w’ho supports or has an insur­
able interest in a minor may insure the life of the minor.

A pecuniary interest. Even w’hen no relationship by blood or mar­
riage exists, one party may be adversely affected financially by the death
of another. The principal examples of pecuniary interest are the follow­
ing:

1. A creditor has interest in the life of a debtor, inasmuch as the credi­
tor’s chances of repayment are decreased by the death of the debtor.
The creditor has an insurable interest to at least the amount of the debt
with interest, plus the policy premium with interest thereon. On the
other hand, the policy protecting the creditor may not greatly exceed the
insurable interest—a debt of S70, in other words, may not be secured by
a $3,000 policy. A better method of protection for creditors is by as­
signment of a policy taken out by the insured, as explained in later pages.

2. A dependent or relative may have a pecuniary interest. For exam­
ple, an aged person may be supported by a distant relative, and the death
of the latter would remove the aged person’s support. The somew’hat
humorous case has been cited of the interest a fiancee has in her fiance,
i.e., an anticipated pecuniary loss from the premature decease of the
person insured. One who acquires a property contingent upon another’s
attaining a specified age may insure against the death of the latter. A
life tenant, whose ten'ancy is contingent upon the existence of another
person, may insure the life of the latter.

3. In a closed corporation it is sometimes desirable to confine the con­
trol of the company within a limited group. This control might be dissi­
pated by the death of one of the group. To prevent such a consequence,
each stockholder is insured, and the policies are given over to a trustee,
accompanied by a trust agreement to the effect that the proceeds are to 
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be used to purchase the deceased’s stockholdings and that, the trustee is
to divide them among the surviving stockholders. Other contingencies
are, of course, also provided for by the trust agreement.

4. One partner has interest in the life of other partners. Provision for
retention of business control by the surviving partner is accomplished in
the same manner as in (3) above, that is, through policies on the lives of
the partners and an accompanying agreement.

5. A corporation has interest in the life of an officer or employee who is
especially valuable to the corporation. If the corporation is made the
beneficiary absolutely, with full power over the insurance, it will be able
to keep the insurance in force even if the official severs connection with
the firm, for it has been generally held that insurable interest is required
only at the inception of the contract. In some states this form of insur­
able interest is created by statute and in others it has been upheld by
court decisions. A corporation probably has no insurable interest in the
life of a director or stockholder as such, although circumstances con­
nected with some cases may create an insurable interest.

Restrictions on Policy Coverage

Aviation risks. The increasing use of the airplane has made it a fac­
tor in life insurance underwriting that cannot be neglected. To remove
a common misconception, it may be said that when a life insurance policy
has been issued without restrictions as to flying, in the absence of fraud,
no restrictions can be subsequently imposed by the company. There­
fore a more detailed aviation questionnaire is usually required in ques­
tionable cases.

At first life insurance companies treated the aviation hazard as neg­
ligible unless the insured worked as a pilot. At present in most cases
the hazard is still so considered and policies are written without any re­
strictions and without extra premiums. The increasing use of air lines
as a mode of travel, however, is running a race against the increasing
safety of operation, in influencing extra premiums.

Three modes of treatment of aviation risk may be distinguished, vary­
ing with the type of risk. (1) The company may accept the risk without
any restriction and without extra premium. (2) The company may ac­
cept the risk but impose a restriction clause, or charge an extra premium
for added risk. (3) The company may reject the risk.

Restrictions are of two types, the total exclusion clause and the par­
tial exclusion clause. Under the total exclusion clause, in case of death <
as a result of service, travel, or flight in aircraft, the company will pay
only the reserve value of the policy. The partial exclusion clause ex­
cludes coverage of death as a result of the use of aircraft, “except as a
fare-paying passenger” over established air lines. This latter clause is
used by about 90 per cent of the companies. Such clauses are not per­
mitted in all states. The insured should examine the application of the
restriction to the double indemnity accidental death clause and total dis- .
ability clause, for policies vary.
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Roughly speaking, the various aviation risks are divided into five
groups: (1) Civilians who fly as passengers on regular air lines. (2)
Civilians engaged in the aviation industry who are not pilots. Persons
in these two groups are usually insured without extra charge, with a par­
tial exclusion clause, unless their flights exceed 20 to 30 per year. (3)
Persons in the, armed forces who are not pilots but are required to use
aircraft. These are usually considered as individual cases. (4) Air line ■
and commercial pilots. (5) Army and navy pilots. Groups 4 and 5 are
often declined by companies, or written with large extra premiums, and
sometimes only for restricted sums.

Suicide clause. The policy contains a “suicide clause,” which usually
reads, "If the insured, whether sane or insane, shall die by his or her own
hand or act within one year (or two years) from the date hereof, this
policy shall be void and shall have no value; but in such event the com­
pany will return the premium paid.” By the introduction of the words
“sane or insane” the question of the responsibility of the individual for
his acts is avoided. The courts have given full effect to the clause as it
stands, having denied recovery even in some cases when no suicide clause
existed in the policy. In states where statutes require that the suicide
clause shall extend for two years, conflicting with a one-year incontest­
able clause in policies, the suicide clause has been upheld.

War restrictions. Prior to the Civil War nearly all policies were void
and all premiums forfeited if the insured entered into military or naval
service. Most companies, at the outbreak of that war, agreed to charge
5 per cent extra to cover the war hazard; but some charged lower rates,
and others refused to write the hazard at all. After the Civil War the
war restriction in policies was liberalized until it applied only to cases
in which death from war causes occurred, and even then some companies
paid the reserve value. Nevertheless, up to and during the Spanish-
American War about 80 per cent of the policies still contained restric­
tions upon military or naval service.

By the time World War I arrived there were no restrictions in policies
as to military or naval sendee, at least after one or two years from date
of issue. Policies that had been already issued were not affected by the
entry of the policyholder into the armed forces. During the war period
English companies inserted war clauses in new policies and charged about
7 guineas per hundred, Canadian companies charged 850 per $1,000 in­
surance, and American companies 820 extra annually per $1,000. In the
United States not many young men held policies and the cost of claims

• resulting from war proved so small that after the War some companies
refunded the extra amounts collected.

In World War II companies inserted war clauses in new policies and
charged extra premiums for coverage in military and naval service.
Several companies also restricted the amount of insurance issued to per­
sons in the armed forces. Thirty per cent of the conlpanies covered serv­
ice men completely within the United States and most of the others ex­
cluded deaths within the United States only if from war causes. Nearly
all companies excluded deaths from any cause while in foreign countries. 
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After the close of World War II, several companies announced that they
would transcend contractual obligations, reopen previous claims, and pay
the difference between the face of the policy and restricted amounts pre­
scribed by war clauses. Excess deaths due to war, as in World War I,
were insufficient in these companies to have appreciable effect upon cost.
In World Wars I and II life insurance was provided for service men by
the federal government at lower rates than could be charged by private
companies.

War clauses and extra premiums for military service are employed in
order to deal equitably with the large number of old policyholders who
do not face this extra risk. This viewpoint might be criticized in the ab­
sence of the insurance provided by the government, but the government
war risk life insurance distributes the extra cost among all taxpayers.

Beneficiaries

The beneficiary. The beneficiary is the person designated in the
policy to receive the proceeds when the contract matures. All such per­
sons must have an insurable interest except when the insured takes out
his own policy and designates some person or persons other than his es­
tate or himself as beneficiary or beneficiaries. It is the purpose of this
section to explain the important legal effects of the principal methods of
naming beneficiaries.

Policies vary with respect to whether the beneficiary is named abso­
lutely (without right of change) or named subject to revocation. The
form of policies usually is such as to provide that the beneficiary is
named with right of change, unless otherwise modified, as for example:

The insured may at any time, while his policy is in force, and subject to the
written consent of the assignee, if any, by written notice to the company at its
home office, with or without the consent of the beneficiary or beneficiaries,
change such beneficiary or beneficiaries, under this policy, such change to take
effect only upon endorsement of the same on the policy, by the company,
whereupon all rights of the former beneficiary or beneficiaries shall cease. No
person shall be designated as beneficiary in this policy unless such person shall
have an insurable interest in the life of the insured. If no beneficiary here­
under is living at the death of the insured the proceeds of the policy will be
paid to the executors, administrators, or assigns of the insured.

Thus, if the insured desires to name the beneficiary without right of
change, some modification in the contract is necessary. Other forms of
policies leave a blank for the designation of the wishes of the insured, as
for example:

The right of revocation  reserved by the insured. When the right
has been reserved, the insured shall have full power while this policy is in force
(subject to any previous assignment) to change the present beneficiary or
beneficiaries. Such change shall be made in writing and shall be valid only
upon its endorsement on this policy by the Company at its home office.

Various wordings to the same effect are used by different companies.
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Right of revocation not reserved. When the insured does not reserve
the right of revocation, the beneficiary obtains a vested interest in the
policy. The beneficiary is not dependent upon the whims of the insured,
and the policy is not the absolute property of the latter. This situation
is naturally of greatest advantage to the beneficiary, because the insured
cannot assign the policy, insert another beneficiary, borrow money, or
obtain the surrender value, without the written consent of the existing
beneficiary. Another advantage, to both insured and beneficiary, is that
even where there are no state statutes preventing creditors from taking
over the policy, they cannot take it from the insured if he is a bankrupt,
because of the vested interest of the beneficiary.

The principal disadvantage is that it binds the insured, although he
can cease the payment of premiums. An illustration of this disadvan­
tage appears in the case of a man who has irrevocably named his wife as
beneficiary, and who, after having paid a considerable sum in the form of
premiums, becomes estranged from or divorces her. Although he then
does not desire her to receive any benefits under the policy, he is power­
less to do more than cease paying premiums. Difficulties may also be
created if the named beneficiary dies before the insured, for unless other­
wise provided by the policy, the interest of the beneficiary passes to her
estate. Policies, however, frequently provide that “if a beneficiary shall
predecease the insured, the interest of such beneficiary, unless otherwise
stipulated, shall thereupon vest in the insured.”

The vested interest of the beneficiary has been held to rest upon differ­
ent legal grounds by different courts, some holding it to be the result of
(1) statutory enactments, others of (2) contract rights, and still others
of the nature of (3) a will or gift. Although this is an important legal
point, it has no practical significance here.

Reserving the right to change the beneficiary. This is the method
most commonly used, figures showing that out of 1,000 policies investi­
gated, in 94 per cent of the cases the insured reserved the right to change
the beneficiary. The percentage is high because the insured who re­
serves right of revocation is certain to retain complete control of the
policy. If at some later date he sees fit to select another beneficiary,
there is nothing to prevent him, since the only right the existing bene­
ficiary acquires is an “expectancy” of future gain. If, for instance, the
insured desires to use the policy as security for a debt, he will have no
trouble in changing the beneficiary, although it should be mentioned that
a better method to protect a lender is to name a relative as beneficiary
and then to assign the policy. If the right of change is not reserved, the
assignment is not possible without the consent of the beneficiary. Even
when the right to change has been reserved, a beneficiary who has given
a valuable consideration for his interest cannot be deprived thereof by
the insured.

Although the advantages of this method are ostensibly conclusive,
there is one possible serious disadvantage. In some cases, creditors
have been permitted to attach a life insurance policy and use the proceeds 
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for the satisfaction of their debts. This situation is fully discussed be­
low in the section on the Creditors’ Rights.

No beneficiary obtains a vested interest in the certificate of a fraternal
society, and industrial insurance policies nearly always provide that the
beneficiary may be changed and that the company may make payment
to the executor, administrator, or any relative if the beneficiary named is
a minor, or fails to furnish proof of death and surrender the policy within
a reasonable time.

Methods of naming the beneficiary. It is impossible here to discuss
extensively the various possibilities with respect to beneficiaries, but it
may be pointed out that the naming of a beneficiary or beneficiaries un­
der a life insurance policy is analogous to writing a will, and therefore
the insured should make very sure that the beneficiary is so stated in the
policy as to carry out his real intentions. Four classes of cases may be
briefly commented upon because they are so common.

1. Estate of the insured. The insured may state that the proceeds are
to be paid to his estate, his executors, administrators, or assigns. In the
first place, he should be sure that the insurance proceeds are properly
taken care of in his will, or, in the absence of a will, that he is familiar
with the inheritance laws of the state. In the second place he should
realize that this method may render the policy subject to the claims of
creditors. In the third place, although the federal estate tax no longer
provides any special exemption for life insurance funds, it may be found
that present or future state laws provide exemption when the proceeds
are payable to stated beneficiaries and not to the “estate.” In the fourth
place the heirs must endure the inevitable delay of settling an estate by
legal process.

2. Wife. When the wife is specified by name as beneficiary, subse­
quent divorce or remarriage will, of itself, have no effect upon her right
to the insurance proceeds. If, however, the insured has reserved the
right to change the beneficiary, he may do so. When both insured and
wife are killed in a common accident almost simultaneously, if the in­
sured is killed first the proceeds of a policy payable to the wife go to her
estate and not to the estate of the husband, unless the .policy provides
otherwise. The insured may, however, make provision for a contingent
beneficiary by inserting in the policy a “common disaster” clause. In
those states where “common disaster” laws exist, there is no necessity for
such a clause.

3. Wife and children. A desire that the children should participate in
the benefits of the insurance should be made clear, for otherwise various
contingencies may prejudice the protection of the children. For ex­
ample, if the wife died shortly after the husband, all of her heirs and not
merely her children might participate in the proceeds of the husband’s
policy. If the wife is to receive the proceeds merely for the benefit of the
children, the terms of the arrangement should be adequately described.
In many policies it is provided that the interest of deceased beneficiaries
shall pass to those who survive, in order to prevent the heirs of a de-
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ceased beneficiary from asserting equal rights with the surviving bene­
ficiaries. But if the desires of the insured are otherwise, his attention
should be called to this provision. “Children” includes those by a former
wife, and adop’ted children.

4. Creditors. As described in the section on Assignment, there are
reasons why it is simpler to protect a creditor by an assigned policy. If,
however, the creditor is named as the beneficiary, he should be named as
trustee to receive the proceeds and (1) pay any existing indebtedness to
himself and (2) pay the remainder to the designated heirs of the insured
or his estate.

5. Partnerships and corporations. These situations have already been
noted.

6. Trust Estates. A person usually insures his life not merely to leave
a certain sum of money, but to provide his wife and children with an in­
come. He may do so by utilizing the services of (a) a life insurance
company or (b) a trustee. The trustee may be an individual or a trust
company; since an individual is seldom desirable, the word “trustee”
here means a trust company unless otherwise stated.

Murderers as beneficiaries. Considerations of public policy must al­
ways predominate over private contracts. In view of some cases, in
which the insured was killed by his or her beneficiary, it is interesting
to note that it is a well-settled point in common law that no person shall
be permitted to acquire property by his own crime. Consequently, when
the beneficiary of a life insurance policy himself feloniously takes the
life of the insured, he cannot thereafter recover’ on the policy. Nor can
the beneficiary assign the proceeds to another after the killing but before
the trial. These remarks do not apply, however, when the beneficiary
is insane, even though the killing otherwise would have been murder; nor
do they apply when the killing is involuntary. The insurance company,
however, is not released from liability because the proceeds of the policy,
the named beneficiary being incapable of receiving them, belong to the
estate of the insured, unless the murderer is the sole heir of the deceased.

Installment Settlements

In the majority of cases it would be better for the beneficiary if life
insurance policy proceeds were payable in installments rather than a
lump sum, to protect the beneficiary from extravagance, unwise invest­
ments, and the burden of management. The insured, for example, may
obtain a $1,000 policy providing that the proceeds will be paid in ten,
fifteen or twenty annual installments. With the interest the company
allows, each installment amounts to something more than $100 in the
10-payment arrangement.'

When translated into terms of income, policy face values appear much
less adequate than when visualized as lump sums. To insure a perma­
nent income for his wife of $50 a month, if she were aged 55 at his death,
a husband would require a policy of about $8,600, with nothing remain­
ing at her death.
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Briefly summarized, the advantages of installment settlements are:
1. The beneficiary is protected against loss of the proceeds through

fraud or unwise investment.
2. The premium is smaller in proportion to the face of the policy, buy­

ing more in installments than it could in a lump sum.
3. If the installments are continuous, the beneficiary is provided for

as long as he or she lives.
4. The insured may make sure that the beneficiary will receive at least

a certain amount by buying a contract that provides for a definite num­
ber of payments.

5. If the payments extend over a sufficient period, they will provide for
the education of the children.

6. The beneficiary is relieved of the trouble and expense of managing
the fund, the insurance company assuming this responsibility. The fund
may participate in the surplus of the company.

The only disadvantages connected with this policy arrangement are:
1. The beneficiary may, for some very good reason not foreseen or

imagined by the insured, have need of a lump sum of money. When a
greater flexibility than that provided by the installment settlement is
desirable, the insurance company may be made trustee for the proceeds,
or a separate “life insurance trust” may be created, as described on page
119.

2. The beneficiary, unless the policy provides for continuous install­
ments, may outlive the installments provided for.

3. The amount of the policy may be so small that when translated into
terms of income the payments may be too small to be of practical value.

Method of effecting installment settlements. The insured can pro­
vide the beneficiary with an income, as contrasted with a lump sum, in
the following ways:

1. By the purchase of a policy that, at the time of purchase, provides
for payment of the proceeds in installments only. Reversionary annu­
ities, family income policies, and retirement annuities are examples.

2. By the purchase of a policy that provides for a lump-sum settle­
ment, but that offers several optional forms of settlement, known as
“settlement options.” The option desired may be selected (a) by the in­
sured at the time he buys the contract, subject to change by him at a
later date, but not subject to the beneficiary’s control unless so provided;
(b) by the insured, after he has bought the contract, and in this case is
beyond the beneficiary’s control unless otherwise provided; (c) by the
beneficiary at the death of the insured, if the insured has not provided
otherwise.

3. By the creation of a life insurance trust, under which the proceeds
are disbursed by the trustee in accordance with the terms of the trust
agreement. This arrangement may or may not be subject to change by
the insured.

The settlement options. The options provided in life insurance
policies vary somewhat with different companies, but the common op­
tions afforded are the following:
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1. Interest option. To leave the proceeds with the insurance com­
pany, which agrees to pay the beneficiary interest at not less than a
specified rate, periodically, over a term of years fixed by either the in­
sured or the beneficiary, and to pay the beneficiary the principal sum ‘at
the end of such period. A rate commonly used is 2’^ per cent; but if
the company earns more, the beneficiary shares, in the excess earnings.
Companies have paid from 2 to 5 per cent. As an illustration, on a 3 per
cent basis §10,000 held at interest will pay the beneficiary slightly less
than §25 per month. Unless the face of the policy is large, this option
by itself is not of much practical use, but it may be used in combination
with other options to defer payment of part of the principal sum.

2. Installment option. To take the proceeds in periodic payments,
the company giving the beneficiary the benefit of at least the guaranteed
rate of interest on the unpaid balance, and any excess interest earned.
There are two forms of the installment option:

The fixed periods form specifies the number of payments to be made.
For example, a §10,000 policy will provide at least §94 per month for 10
years. The period is certain, the minimum periodic payment is known
in advance, but the actual payment will exceed the minimum as the ac­
tual rate of interest earned exceeds the guaranteed rate. This option
should be used when the insured feels that the beneficiary will not need
the payments after the specified period, or that a larger income for a
limited period is more desirable than a smaller income for life. Unless
provision is made, the beneficiary cannot commute the periodic pay­
ments into a lump sum, even though such a lump sum might be made
useful by subsequent circumstances.

The fixed income form of the installment option specifies the income
amount, to be paid until the principal is exhausted, the capital being
augmented by the guaranteed and excess interest earned. A §10,000
policy will provide a fixed income of §50 a month for about 22 years and
10 months, at 3 per cent. Excess earnings will extend this time. The
beneficiary thus has a fixed' income for a length of time that may be ap­
proximated, but may be without income if she lives longer than the
proceeds last.

8. Life income option. To receive the proceeds in equal periodic in­
stallments, the amount of each installment being based primarily on the
beneficiary’s age at the time the life income starts. There are several
forms of this life income option.

In the life income only form, the beneficiary receives an income start­
ing at the death of the insured and continuing for the beneficiary’s life­
time but no longer. For instance, if a §1,000 policy bore this option, a
female beneficiary aged 55 at the time the insured died might receive
§54.00 every year as long as she lived. If, however, the beneficiary died
two years after she started to receive this income, the insurance company
would have paid out only §108 and would retain all the remaining pro­
ceeds. It will be observed that the amount of income varies with the
age of the beneficiary when the income begins.

In the life income with installments certain form of option, the insured
(or the beneficiary) does not risk the sacrifice of a great deal of the insur­
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ance proceeds by having them depend solely on the length of life of the
beneficiary. This plan guarantees not only that the beneficiary will re­
ceive an income during her entire lifetime, but that a specified number
of installment payments will be paid, regardless of whether the original
beneficiary lives long enough to receive them or the company has to pay
them out to some second beneficiary.

To illustrate, the proceeds of a §1,000 policy might be placed under
this option, with a ten-year period designated as the “certain” period.
A female beneficiary aged 55 at the time the insured died would receive
§52.86 each yeai' for life, a slightly lower income than the §54.00 she would
receive under the “life income only” arrangement. If the first beneficiary
were to die, for instance, two years after the insured, the company would
continue to pay §52.86 each year for eight years to the second beneficiary.
The number of certain installments may vary from-five years to 20 years,
with the yearly income less as the certain period named is longer.

Life Insurance Trusts
Services of the life insurance company. Life insurance policies

contain optional modes of settlement that furnish simple and uncompli­
cated methods of providing an income for beneficiaries. Optional settle­
ments, however, only do exactly the things they stipulate, regardless of
changing circumstances, and they may not even meet the existing circum­
stances of a particular case, if the case is complicated or unusual.

Insurance companies, however, will go further than the optional settle­
ments; they will undertake to carry out more complicated arrangements
by specially contracting to do so. These special contracts are not usu­
ally feasible unless the face value involved is large. The life insurance
company makes no charge for these services and prefers that the ar­
rangements should not be too complicated. It is not legally a “trustee,”
but merely contracts to follow out the terms of the agreement without
the exercise of judgment or discretion. There are, however, a few life
insurance companies that are given the power to act as trustees by
charter or legislative enactment. The significance of this will be seen
later in this section.

Definition of trust. When one person (either a corporation or an
individual) holds property, the benefits of which go to another, a trust
has been created. A trust is a holding of property, subject to the duty of
employing it, or applying its proceeds, according to the directions given
by the person from whom it was derived.

Elements of a trust. Four elements are usually found in a trust: (1)
“Creator,” “trustor,” “settlor,” “donor,” “grantor”—all these terms are
used interchangeably to designate the person who creates the trust;
(2) “Trustee” is the term used to designate the person who holds the
property; (3) “Trust res” or “corpus” is the term applied to the property
held in trust; (4) “Beneficiary,” or “cestui que trust” are terms used
interchangeably to designate the person or persons for whose benefit the
property is held.

Personal insurance trusts. In an insurance trust life insurance
policies are left with a trustee who agrees to hold them during the life-
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time of the insured and at his death collect the proceeds and hold them
in trust for certain definite purposes and beneficiaries as set forth in the
trust agreement. If the proceeds are to be used for the benefit of the in­
sured’s family, relatives, or other beneficiaries selected by him, the
arrangement is referred to as a personal life insurance trust. If the pro­
ceeds are to be used for his business, it is known as a business insurance
trust. The business trust, as noted previously, may be used to perpetuate
control in a closed corporation or to provide against the death of a
partner. .

The creation of an insurance trust is very simple. A trust agreement
is drawn expressing the desires of the insured. The insurance policies
are then placed in the trust by delivery to the trustee, accompanied by
either change of beneficiary or assignment. If the trust is to be
“funded,” securities or other income-producing properties are also trans­
ferred to the trustee as part of the trust corpus.

Funded trust. The “funded trust” is much less used than the “un­
funded trust” because its advantages pertain principally to large estates
and it presupposes the possession of capital. It is a trust in which the
trustee is supplied by the creator with a source of income out of which
the premiums on the life insurance policies are to be paid, income-bear­
ing securities usually being deposited with the trustee. Additional pro­
visions may be made to take care of any insufficiency of income, and
some of the income of the trust funds may perhaps be payable to the
beneficiaries during the creator’s lifetime. This type of trust may be
used (a) because the creator wishes to place certain assets where he will
not use them for other purposes, or (b) to ease taxes, such as state in­
heritance taxes, income taxes, and personal property taxes. For these
purposes the trust is made irrevocable, that is the creator cannot disturb
the arrangements later. Revocable funded trusts may also be created
but they lack the legal and tax advantages given by irrevocability.

Unfunded trusts. The general type of trust involving life insurance
is the unfunded trust, in which the creator of the trust pays the life
insurance premiums during his lifetime and the trustee’s activities begin

. only upon the creator’s death. The trust agreement tells the trustee how
to act, but he may be given wide discretion in carrying out its purposes.
The trustee, having been named as receiver of the life insurance proceeds
either as beneficiary or as assignee, receives the proceeds and invests
them according to his best judgment, within the terms of the trust deed
and the statutes governing investment of trust funds.

Comparison of methods. The usual question that will arise in con­
nection with policy proceeds is, “Is it desirable to use the services of a
life insurance company or to create a trust to be administered by a
trustee?” These alternatives may be compared under four heads:

1. Security. The life insurance company agrees to carry out the
insured’s wish as a matter of contract, whereas the trustee assumes a
trust. Under the life insurance company’s contract the proceeds of the
policies are mingled with the other assets of the company and become
a part of the general funds. They share in the investment success or 
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failure of the company as a whole. No particular investments can be
pointed out as belonging to a particular person or fund. They also share
in the unexcelled diversification furnished by life insurance company in­
vestments, a diversification seldom possible in individual trusts.

On the other hand each trust is an entity in itself, making its own
investments, with less- diversification than an insurance company, but
with the possibility of a return better or poorer than the average. The
beneficiary can be shown the specific assets in which her funds are in­
vested. In order to obtain the advantages of diversification, some trust
companies have established “commingled trusts,” in which numerous
trusts are thrown together for investment purposes.

2. Income. If the trustee is confined to investments legal for trustees
he has no greater opportunities for return than the insurance companies.
Wider scope and greater speculative possibilities, or greater diligence in
watching particular investments, may afford some opportunity for a
higher return.

3. Flexibility. The trustee method is of course superior in flexibility.
The deed of trust may be drawn so as to permit the trustee to exercise as
much or as little discretion as the creator desires in order to meet as
many different situations as the creator can foresee. Sometimes the
creator may overreach himself by setting up provisions to meet one
situation that interfere with some unforeseen contingency. The life in­
surance company, on the other hand, invariably refuses complicated and
discretionary arrangements. When an insured’s policies form an un­
integrated, planless collection, he can unify them by putting the proceeds
into a trust.

4- Expense. The life insurance method is an absolutely free service,
whereas the trust company charges fees. On insurance proceeds of
§100,000 the trustee might receive a fee of, say, 1 to 2 per cent of the
principal sum and from 2% to 5 per cent of the gross annual income.
As a result it does not pay to enlist the services of a trustee for small
estates, for the “little man” can receive satisfactory service from life
insurance companies for nothing.

Assignment of Policies

Life insurance policies are in the nature of property and may be freely
assigned, subject only to the restrictive provisions in the contract itself.
A policy in which a beneficiary is named without right of change cannot,
of course, be assigned without the consent of the beneficiary.

Assignment clause. It is the general practice of companies, however,
to include in their policies an assignment restriction. One policy states,
for example, that

no assignment of this policy shall be binding upon the company until the
original, or a duplicate thereof, be filed at the home office. Assignments shall
be subject to any indebtedness to the company hereon. Responsibility for the
validity of assignments will not be assumed by the company.
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This statement, however, does not mean that the consent of the insur­
ance company is necessary, as in the case of a fire policy. Even without
the knowledge of the company the assignment would be binding upon
the assignor and assignee, but when the company has no notice of the
assignment it is not responsible for seeing that the assignee gets the
money.

Method of assignment. No particular wording is needed for an as­
signment if it is sufficiently definite to establish a legal claim, although as
a matter of accommodation and uniformity, the insurance companies
usually furnish forms upon request. They do not, however, assume any
responsibility as to the legality or effect of the assignment and further­
more will not be bound to an assignment until it is on file at a designated
office. If the stipulated requirements for assignment are not complied
with, furthermore, the assignee may find himself burdened by asserted
rights of the beneficiary. An assignment may be absolute—it may be
sold; or conditional—it may be given as security for a debt.

Assignment to creditors. Among the numerous uses of life insurance
is its use as security for debt. Sometimes a debt is the original cause
for obtaining the'insurance, but. more often the opportunity to make use
of the policy as collateral arises after it has been issued. In either
instance assignment seems to be the best method of accomplishing the
desired result.

When the policy is primarily secured to protect a creditor, it is a
matter of expediency to name as beneficiary some person with whom the
insured has more than a business relationship, because of the probable
change in the amount of the debt without any corresponding change in
the face of the policy. In fact, some companies require that such a bene­
ficiary be named. If the creditor is named as beneficiary, he would
receive the full amount of the policy if the insured should die, and if the
debt has been decreased in the meantime he may receive more than his
due. The best method to prevent this excess payment is for the insured
to name a specific beneficiary, such as his wife, and make an assignment
to the creditor “as his interest may appear.” Thus, any possibility of
excess payment being made to an outsider is obviated, since the equity of
the assignee will be limited to his interest, and if there is a balance it
will revert to the beneficiary, who presumably will be a member of the
family. If the creditor is named as the beneficiary (usually irrevocably,
for otherwise the policy would be little protection to the creditor), when
the debt is paid the consent of the creditor will be necessary to change
the beneficiary; whereas with the assignment method it-is necessary only
to obtain a release of interest.

If the policy is already in existence, the creditor must be sure that any
beneficiaries named irrevocably have released their interest. It should
be added that companies sometimes request the consent of the benefi­
ciary, even if the right to change has been reserved. Furthermore, the
company may have a lien against the policy of which the creditor is not
aware, and it is a well-established rule that the assignee can receive only
those rights that the assignor possesses at the time of assignment, even 
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though a new contract exists between the company and the assignee
dating from the time the company approves the assignment.

The creditor must be careful that there is not on file an automatic loan
request, for otherwise, in case of nonpayment of premiums, the surrender
value will be used to cover the unpaid premiums, such a use thereby
impairing the value of the contract as security. The assignment of a
policy to a creditor.should also assign to him the right to all the privileges
of the insured; otherwise he cannot realize upon the surrender value of
the policy. The incontestable clause in life policies greatly increases
the security of the assignee, because after the policy has passed the in­
contestable period his rights cannot be diminished by the discovery of
any past acts of the insured.

In 1938 and for several years thereafter there was a considerable
amount of lending by banks on insurance policies, and many forms of
assignment were in use. The Association of Life Insurance Counsel
and the American Bankers’ Association co-operated to prepare a form
now known as the A.B.A. Standard Form of assignment. It gives the
assignee “all claims, options, privileges, rights, title, and interest” in
the policy and all supplementary contracts issued in connection there­
with, and especially (1) the right to collect the proceeds, (2) the right
to surrender the policy, (3) the right to borrow on the policy, (4) the
right to receive all dividends or additions to the policy, and (5) the right
to exercise all nonforfeiture rights. The assignee agrees, however, that
(1) any balance after satisfaction of the debt shall be paid to the bene­
ficiaries named, (2) the assignee will not exercise the right to surrender
or to borrow on the policy unless there has been a default in liabilities
or failure to pay premiums, (3) the assignee will not prevent any change
of beneficiary or election of optional form of settlement.

Reassignments by assignees are to be avoided, for the contract is not
a negotiable instrument and the rights acquired by the second assignee
are doubtful. In addition many states impose restrictions, particularly
when a beneficiary who is a dependent relative assigns his or her rights.
When the creditor is named as beneficiary and dies before the insured,
his rights revert to the insured under the policy clause previously re­
ferred to.

Release of assignment. When the obligation for which the policy
has been assigned is discharged, it is advisable to secure a “release of
interest” and file it with the insurance company. The reason for so
doing is that, although policies are usually placed in the hands of'the
assignee, the courts have held that such possession is not essential.
Consequently the possession of the policy by the insured is not conclusive
evidence that the obligation has been discharged.

Creditors’ Rights

Claims of creditors. What legal claim has a creditor upon the value
or proceeds of a life insurance policy? There have been many court
cases on this question, including one in which the same court in the same
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case reversed itself within three days. One has to differentiate carefully
the exact points involved. There is hardly a statement made in this sec­
tion against which some cases could not be cited, but the substantial
status of the situation will be stated as conclusively as possible. For the
purpose of this discussion it will be necessary to distinguish between
policies held by individuals of different status and also between the sum
payable at death or maturity (the proceeds) and the amount obtainable
by loan or surrender (cash value).

The holder of. the insurance. Policies may be divided into three
groups, two of which may be quickly disposed of. (1) Policies taken
by H (usually the husband) upon the life of H, and made payable to
himself or his estate, constitute the first group. A policy in this group
is the property of H, and all its rights and value belong to him. The
cash value or (after death) the proceeds of such a policy may be ob­
tained by H’s creditors to pay H’s debts. (2) Policies taken by TF
(usually the wife) upon the life of H (usually the husband) for TF’s
benefit form the second group. Here TF is the “holder” of the policy, al­
though H is the insured, and TF is also the beneficiary. Since such a
policy very rarely gives H any control over the proceeds, and since H
does not pay the premiums on the policy, this policy is not subject to
the claims of H’s creditors. It is safe to make such a statement now,
though future cases may change the situation. In some states the rights
of the beneficiary are even protected also by statutes. (3) Policies taken
by H (usually the husband) on the life of H, for the benefit of IF (usually
the wife or children) constitute the third group. The “holder” of a
policy in this group is H and the premiums are ordinarily paid by H-
Since the property of a debtor is available to creditors to pay his debts,
creditors evidently may have some right to the surrender value of such
a policy while H is living or, if he dies insolvent, after his death. How­
ever, a beneficiary may be named (a) without right of change, or (b)
with right of change, and since the choice exercises considerable influence
on the result, these two cases will be discussed separately. It should
be noted that the creditors referred to here are the creditors of H (the
policyholder) and not the creditors of TF (the beneficiary).

Policies without right of change. In nearly every state it has been
held that when H insures his life, naming TF as beneficiary, and not
reserving the right to change the beneficiary, TF acquires a “vested in­
terest” in the policy, of which TF cannot be deprived by any act of the
insured. The National Bankruptcy Act provides that the trustee of an
estate of a bankrupt shall be vested with all the powers that the bankrupt
might have exercised for his own benefit and with the property that might
be levied upon and sold, except for the “exemptions” provided by state
statutes.1

Evidently, since the right of change is not reserved and the insured
(H) has no control over this policy and cannot deprive the beneficiary
of any part of his or her vested interest, H’s creditors have no right to
either cash value or proceeds of the policy, before or after death, even

1 Federal Bankruptcy Act of 1898, Sects. 6 and 70a. 



POLICY PROCEEDS 125

though no state exemption statute exists. In addition, numerous states
have exemption statutes that would protect the beneficiary against H’s
creditors.

Policies with right of change. If the insured (H) names W as bene­
ficiary, reserving the right to change the beneficiary, it is evident that he
(H) can assign the policy, surrender it, and obtain the surrender value,
or name someone else as beneficiary. Thus the policy, with any value it
has, is in reality his property and represents one of the “powers that he
might have exercised for his own benefit.”

But there is a proviso in the bankruptcy act, in the first place, to the
effect that the creditor cannot have the full proceeds of the policy upon
death, but merely the surrender value thereof, so that the whole question
involves the surrender value of policies.

In the second place, the bankruptcy act provides that creditors may
reach property and powers of debtors except for exemptions provided by
state statutes. The right of a creditor to the surrender value therefore
depends upon the construction placed upon state statutes that provide
exemptions for debtors.

In 1905 the important case of Holden v. Stratton2 was decided by
the United States Supreme Court, which stated that the federal courts
considered that if a policy was exempt under the state statutes it was
exempt in bankruptcy proceedings and the creditors could not reach its
value. Thus the question is solely one of construing the meaning and
effect of the various state exemption laws. Following this decision a
large number of state courts passed upon their own exemption statutes,
some holding that the value of a policy with right of change did not
belong to the creditors, and some holding that it did. It is quite
natural that these decisions did not agree, because the statutes them­
selves differed.

In 1917 the important decision of Cohen v. Samuels, in the Supreme
Court of the United States,3 decided that the cash surrender- value of a
policy of insurance at the time of adjudication as a bankrupt passes to
the creditors if the bankrupt has retained the power to change the bene­
ficiary. The beneficiary in this case was not the wife of the insured,
so that no state exemption statute was involved in the case. The case
demonstrates that when no state exemption statute exists the cash value '
of a policy with right of change belongs to creditors.

Exemption statutes. There are, however, many states that do have
exemption statutes. These statutes must be classified, for they differ in
character, although all have the common purpose of protecting benefi­
ciaries from the claims of creditors.

1. In 28 states the statutes exempt the cash value and proceeds of all
policies, to whomsoever payable (other than the insured’s estate), and
in such states the creditors cannot reach any life insurance policy.

New York provides an excellent example of this situation. As early
as 1840, Section 52 of the Domestic Relations Law provided that creditors

3198 U. S. 202.
3 245 U. S. 50.
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could not reach the cash surrender value of the insured’s policy when the
wife was the beneficiary. In 1927. Section 55-a of the Insurance Law
provided that all policies in favor of any person other than the insured
were protected against the claims of creditors, regardless of the right
to change the beneficiary. Several court decisions have construed this
statute liberally and in favor of the beneficiary.'1 In 1934, Section 55-b
was enacted and exempted disability benefits from the claims of creditors
except when the claim was for necessaries contracted for after announce­
ment of the disability, regardless of the person receiving such benefits.
In addition to these statutes bearing upon the creditors of the insured,
Section 15 of the Personal Property Law provides that when the proceeds
of a life insurance policy are left with the insurance company under a
trust agreement, an agreement therein to that effect will protect the
proceeds against the claims of creditors of the beneficiary.5

In a number of other states similar laws exist, except that the exemp­
tion is limited in amount of insurance or amount of premiums. In
California, for example, all benefits accruing out of life insurance are
exempt from execution or attachment if the annual premiums paid do
not exceed 3500.

2. In another group of states the statutes specifically exempt policies
with the right to change, when payable to a limited list of beneficiaries,
such as wife, children, or dependent relatives.

3. In a third group of states where the meaning of the statutes seemed
doubtful, the federal or state courts have construed the statutes to
exempt policies from creditors, even though right to change has been
reserved.

4. In a few states the federal courts have construed the statutes in
favor of the creditors.

In conclusion, it may be said that naming the beneficiary without right
of change unquestionably protects the policy from creditors everywhere.
In many states the exemption laws are such that even when right to
change has been reserved either the specific wording of the acts or the
interpretation of them by the courts provides the necessary protection,
at least to such amounts, and for such beneficiaries, as provided by the
statutes. In other states the wording of the laws is so general that they
have not been considered to cover cases in which the beneficiary is
named with right of change. As one writer has pointed out, however,
in order to protect the beneficiary it is not necessary to name the bene­
ficiary irrevocably at the time the policy is procured, but merely to do
so before the insured becomes insolvent.

‘ Chatham Phoenix Bank v. Crosney, 251 N. Y. 189, held that the wife was one
of the beneficiaries for whom the law was intended. In Re Messinger, 29 Fed. (2d)
158. 279 U. S. 855, held that Section 55-a was an exemption statute and hence recog­
nized by the bankruptcy act. In Special Furs v. Morganslern, N. Y. Law Journal,
Aug. 4, 1933. it was held that cash surrender values are exempt and in N. Y. Plumb­
ers Specialties Co. v. Stein, 140 Misc. 161 that dividends are exempt.

‘In Crossman v. Rauch, 238 App. Div. 299, it was held that an agreement might
be so drawn that under Section 15 of the Personal Property Law both principal
and interest of installment payments may be exempted from creditors of the bene­
ficiary, although that particular agreement was not so drawn.
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Premiums paid to defraud creditors. If the insured pays premiums
subsequent to his insolvency, these premiums, or the proceeds of them,
may be recovered by creditors. The same is true of premiums paid to
defraud creditors.

Creditors of the beneficiary. Creditors of the beneficiary cannot
reach the cash value or attach the proceeds of the policy while the insured
is still alive or prior to the maturity of the policy. As soon as the
beneficiary comes into possession of the proceeds, however, either by the
death of the insured or the maturity of the policy, creditors may make
claim for the beneficiary’s debts. Even here, however, the beneficiary
has some protection because (a) the proceeds may be left in a trust with
a “spendthrift” provision, or (b) a trust may be created with the life
insurance company, incorporating an agreement against the claims of
creditors under some statute for that purpose, such as the Personal
Property Law in New York.

Settlement of Claims

Settlement of policies arises in seven ways:
1. Surrender.—The insured surrenders his policy to the company for

the cash value. All parties interested in the policy usually have to sign
a form requesting the cash value.

2. Maturity.—It is customary for the company to send notice to the
insured at the maturity of the endowment. The personal endorsement
of the insured upon the check is often taken as proof that the insured is
still living. Except in corporation and partnership insurance, the bene­
ficiary seldom has any interest in the endowment feature.

S. Death.—"When the insured dies, it is necessary that the company
be notified. Then with the assistance of a company representative, the
“Proofs of Death” are made out and filed with the company. As soon
as approved the claim will be paid. It should be added that a notifica­
tion or request for payment is not a claim until the proof of death has
been received. Therefore, when a company says that all its claims are
paid within one day, it means one day after receipt of proof of death and
not one day after death.

4- Expiry.—When the period covered by term insurance expires, the
company’s liability ceases.

5. Lapse.—When the insured fails to pay his premiums, the reserve
value may be used to extend the insurance, but ultimately the com­
pany’s liability ceases if the insured fails to pay the premiums and death
does not ensue within the extended insurance period.

6. Disability.—When the policy contains a disability clause, the com­
pany begins to pay disability benefits upon receipt of proof of disability.

7. Annuities.—The payment of an annuity begins at a fixed date,
which may be, as previously stated, either immediate or deferred; The
company may require, at the time of any periodical payment, evidence
that the insured is still alive. The personal endorsement of the annuitant
upon the check is usually accepted.
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It may be interesting to insert here some figures based on the actual
experience of life insurance companies in the payment of claims. An
investigation of 164 companies writing 95 per cent of all life insurance in
the country showed that out of 702,087 claims presented in a year, 98.6
per cent were paid in full by the end of the year, less than 1 per cent
were contested but disposed of by the end of the year, and less than 1
per cent were still in process of adjustment. Furthermore, 71 companies
paid 95 per cent of their claims within one day after receipt of complete
proofs of death.

Summary

I. Insurable interest is necessary in life insurance, and may consist of:
A. Interest of a person in his own life—unlimited.

1. Such a policy may be assigned to others.
B. Interest of a relative.

1. In some relationships interest is presumed; in others a pecuniary
interest must exist.

C. A pecuniary interest, such as that of
1. Creditor in life of his debtor.
2. Dependent, in life of person providing support.
3. Partner in life of fellow partner.
4. Corporation in life of officer.

II. Policy restrictions as to coverage include the following:
A. The aviation hazard of fare-paying passengers on regular lines is

usually covered without extra charge, but other aviation hazards may
be restricted.

B. Suicide clause disclaims liability for suicide within one year from
issuance.

C. War risk restrictions vary with different companies.
III. The beneficiary is person designated to receive proceeds.

A. Beneficiary may be named irrevocably.
1. This clause gives the beneficiary a vested interest.

B. Beneficiary may be named with right to change.
1. In some jurisdictions this clause may subject proceeds to claims of

creditors.
C. Methods of naming beneficiary:

1. Proceeds payable to insured’s estate.
2. Proceeds payable to named individual, e.g., wife, wife and children,

creditor, partner, and so on.
D. Rights of beneficiaries may be limited by considerations of public

policy, as in murder cases.
TV. Installment settlements

A. Are usually more suitable than lump sum settlements.
B. They may be arranged by the insured or elected by the beneficiary.
C. Three kinds of options are usually provided by the policy:

1. Interest option, .
2. Installment option,
3. Life income option.

V. Life insurance trusts are another means of providing the beneficiary with
an income.
A. Manner of creating a trust.
B. Types of trusts.

• 1. Funded and unfunded.
2. Personal and business.

C. Comparison of the trust method and the policy option method.
1. Security.
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2. Income.
3. Flexibility.
4. Expense.

VI. Life insurance policies may be assigned.
A. The assignment should be filed with the company.
B. Policies are often assigned to creditors.

1. Assignment is used by banks.
2. Assignment is more advisable than naming creditor as beneficiary.

VII. Claims of creditors to life insurance proceeds.
A. Policy payable to insured or his estate may be reached by creditors

of the insured.
B. Policy taken by another on insured’s life cannot be reached by credi-

, tors of the insured.
C. Policy taken by the insured, naming another (e.g. wife) as beneficiary

1. Without right of change, generally excludes claims of creditors.
2. With right of change, affords considerable protection to beneficiaries

from claims of insured’s creditors, through the national bankruptcy
act and state statutes.

VIII. Policy claims are settled by
A. Surrender, maturity, death, expiration, lapse, disability, or payment of

annuity.
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Problems

1. A hardware concern is being operated as a partnership, the partners being
Metzger and Mulligan. Mulligan is told by a lawyer that “a partnership is
dissolved by death,” and wonders what results this will mean for him. Does,
life insurance furnish any protection?

2. Metzger, of the firm above referred to, lends to Devlin 83,000 at 6 per
cent interest, half to be repaid in 5 years and the balance in 10 years from date
of loan. What is the extent of Metzger’s insurable interest in Devlin’s life?
What is the best method of protecting Metzger’s interest by life insurance and
why?

3. Jones dies and provides in his will that during the lifetime of his wife his
nephew John is to receive half the income from his estate of S100,000, and upon
the death of his wife John is to receive S10,000 in a lump stun. Has John an
insurable interest in the life of the wife?

4. Schmidt is a large stockholder in the Edilight Corporation, and, in the
past, through Schmidt’s connection with the Nuglow Company, the Edilight
Company has obtained large contracts for supplying lighting apparatus. Has
the Edilight Corporation an insurable interest in the life of Schmidt? If not,
how can the Edilight Corporation protect itself against Schmidt’s death?

5. William took out a life insurance policy for S5,000, naming his brother
Edward as beneficiary without right of change. Ten years later they had a
violent disagreement about the division of their father’s estate, and William
was then sorry that Edward was to benefit in any way from his (William’s)
death. His friend advises him as follows:

“If you should desire to borrow on your policy you must obtain the consent
of your brother. But if you wish, you can cease the payment of premiums and,
without anyone’s consent, obtain the surrender value of the policy.”

Underline the exact portions of this statement that are errors of fact, if any.
6. Wilson takes an ordinary life policy, proceeds payable in 20 payments,

naming his wife as beneficiary. The wife dies before Wilson. What is the result
of the wife’s death?

7. Edmond’s wife had 810,000, which she gave him to use in his business, with
the understanding that he would insure his life in her favor for this amount.
Edmond procured an ordinary life policy and named his wife as beneficiary,
with right of change. Ten years later, the premiums having been faithfully
paid in the meantime, Edmond requested the insurance company to lend him the
cash value of the policy. Can the life insurance company do so?.

8. Fisher, an employer, obtains group insurance for his employees, and asks
Lehman, an employee, whom Lelunan wishes designated as beneficiary. Lehman
has a wife, no property other than the said insurance policy, and a child 3 years
old. He asks that the group policy be made payable to “his estate.” What
are the-good and bad features of his decision?

9. Watson has a wife and two children aged 5 and 8, respectively. He
wishes to protect his wife and children and takes a life insurance policy, payable
in a lump sum, naming as beneficiary “my wife.” What are your criticisms?

10. Riddell desires that upon his death the proceeds of his life insurance shall
be devoted to the education of his children, as long as they maintain a satis­
factory standing in their classes and their conduct is good, and upon their death 
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or failure to fulfill the conditions referred to, the balance remaining shall be
paid to an invalid niece or her heirs. What are the comparative advantages
of using the different plans of accomplishing these results?

11. The life insurance policy provides optional modes of settlement. Who
decides whether any of these options are to be used? Who decides which of
them is to be used? When is this choice made?

12. Mrs. W., aged 50, has just received $20,000 from her husband’s life in­
surance policy, and B tells her she should buy with it full-paid shares in the
Rock Savings and Loan Association, which pay 3 per cent a year interest. What
other possibilities are open to her, and what are their relative advantages?

13. X wishes to leave the proceeds of his life insurance in trust for his son,
who is now 12 years old. He wishes to provide that the son be given $100 a
month until he is 21 years of age, with more, however, “if illness or other
circumstances make it imperative.” From age 21 on, the son is to receive
S5,000 a year “unless taxation or other circumstances make it desirable to in­
crease this amount.” He is also to have the privilege of obtaining a lump sum
of $10,000 at any time after age 21 “to invest in a conservative business enter­
prise.” What would you advise A'?

14. Compare the desirability of (a) a contract with a life insurance company
to administer the proceeds and (b) a trust agreement with a trust company,
under each of the following circumstances:

(1) The company administering the estate has $100,000 of the proceeds in­
vested in an enterprise that fails.

(2) A sure and safe investment brings in an income of 7 per cent a year.
(3) The proceeds are to go to insured’s nephew if his son “leads an irreligious

life” or “fails in his obligations to the community.”
(4) The proceeds of the policy amount to S10,000.
15. Kyle assigned his life insurance policy to Lyons, with the consent in

writing of the beneficiary, but the company was never notified of the assignment.
What is the status of the parties concerned?

16. Levin, residing in your state, obtained a policy of insurance in 1938,
naming his wife as beneficiary and reserving the right to change the beneficiary.
In 19-12 he committed suicide while insane and when his business affairs were
examined he was found to be insolvent. The creditors wish to attach the pro­
ceeds of the policy, amounting to $10,000 (the full face value). Can they do
so? What can they do?

17. What would have been the situation in Problem 16 if the wife had been
named as beneficiary without right of change?

18. Suppose the circumstances to be as in Problem 16, except that Levin and
his wife both resided in Ohio. Assume that he committed suicide in Ohio
when the law of Ohio provided that “any life insurance company incorporated
under the laws of this state shall have power to hold the proceeds of any life
insurance policj' issued by it, payable to the parents, wife, husband, children,
or legally adopted children, of the policyholder, upon such terms and subject
to such limitations ... as shall have been agreed to in writing by such
company and the policyholder; and if the said agreement shall so provide, the
benefits accruing thereunder shall not be transferable nor subject to commuta­
tion or encumbrance or to legal process.” What .are the rights of creditors?

19. Given the policies that were in force at the beginning of the year, which
ones should you eliminate in calculating the reserve at the end of the year?



CHAPTER 8

Net Premiums

Life insurance premiums and “cost of production.” A previous
chapter has shown that life insurance policies, like suits of clothes, must
be adapted to the different needs of various classes of persons. It is
plain that they are like suits in other respects—there is a diversity in
character, length of service, and price. The price charged for the dif­
ferent policies must be at least sufficient to cover the cost and yet low
enough to compete with the articles offered by other sellers. As a con­
sumers’ mutual association for manufacturing clothing sells goods at
cost of production plus the expense of marketing, so a mutual life in­
surance company sells its policies at cost plus expenses. On the other
hand, the stock company, organized for profit to the stockholders, is
induced by competition to meet the rates of the mutual or better them if
possible.

It is evident from the foregoing that in life insurance (1) cost will
largely govern the premiums charged and (2) that cost differs for various
types of policies. The cost of production in manufacturing corresponds
to the “mortality cost” in life insurance, for the life insurance company
is selling protection. The marketing or selling expense of a manufac­
turer is duplicated by the “loading” or expenses allowed in life insurance
to cover commissions to agents for obtaining the business, the mainte­
nance, of offices, and other expenses of doing business.

A broad knowledge of any business must include a knowledge of its
costs, prices, and expenses. The elements that enter into the cost of
insurance and its selling expense will throw7 considerable light upon the
operations of a life insurance company and the relations between it and
the persons insured. In fact, such knowledge is absolutely essential to
an intelligent discussion of life insurance problems or to the efficient buy­
ing and selling of life insurance protection. In this respect, also, insur­
ance does not differ from any other commodity, for the salesman w'ho
knows his goods is able to sell with greater satisfaction to his customers,
and the customer w’ho buys judiciously is more likely to purchase the
kind of commodity which meets his requirements.

Elements of cost in life insurance. The total cost of life insurance
includes mortality and expense, which together determine the premium .
to be charged. In this chapter, only mortality cost will be considered.
The mortality cost of different types of policies is primarily determined
by the amounts that the company must pay out in death claims on these
different types. At this point it is important to note that life insurance

132
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differs from other commodities in that the price is fixed and collected be­
fore the goods are delivered. This difference has two vital consequences
—(1) the insurance company must be prepared to estimate the death
claims before they become due and payable; and (2), since it collects the
price in advance and has the use of the customer’s money, it must be pre­
pared to allow him interest. It would be more correct, therefore, to say
that the estimated mortality cost depends upon the present value of the
expected death claims.

Mortality tables. The only way in which we can gauge the death
claims of the future is by the experience of the past. Life insurance is
based upon facts exhibited by past experience and embodied in a so-called
“mortality table.” We assume that history will repeat itself under
similar conditions, and from the mortality table, with the assistance of
the principle of probability, we are able to predict the future. We can­
not forecast the future for a single individual, but we can foresee with
tolerable accuracy what will happen to a large group of individuals.
Various investigations have resulted in somewhat different representa­
tions of past facts; hence there are different mortality tables, the varia­
tions being principally due to the conditions under which the facts were
compiled. The most important tables at present are: (1) the American
Experience Table, based mainly upon the lives insured in a large Amer­
ican company, and prescribed by law in many states as a basis of valua­
tion; (2) the National Fraternal Congress Table, based upon the lives
of persons insured in fraternal organizations; (3) the Standard Industrial
Mortality Table, based on the experience of companies writing industrial
policies; (4) Combined Annuity, McClintock’s and the 1937 Standard
Annuitants Mortality Tables for the valuation of annuities; (5) the
American Men Ultimate Table, based upon the modern experience of
59 American companies; and (6) the Commissioners’ Standard Table,
introduced in 1941, and based on insurance experience during 1930-1939.

Other mortality tables, however, are also in use. For example, the
Revenue Bureau has prescribed the Actuaries’ Table and 4 per cent inter­
est for use in computing present values for Federal Estate tax purposes.
For state inheritance tax purposes in various states, not only the Ameri­
can Experience and Actuaries’, but also the Carlisle and special tables
are employed. The United States’ Life Table reflects the mortality ex­
perience of the general population, as distinguished from insured lives.
On page 136 is given the American Experience Table, which will be used
in illustrations here.

It will be noted that the American Experience Table shows for each
age up to and including age ninety-five the number of persons alive at
the beginning of the year and the number dying during the year. At age
twenty, for example, out of every 92,637 persons, 723 die before they
reach age twenty-one, leaving 91,914 persons alive at the latter age.
Similar information is given for every age. Although this table starts
for convenience with 100,000 lives, it might equally well start with any
other assumed number. The important fact shown, by the table is not
the absolute number of persons alive and dying, but the ratios between
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those dying during the year and those who began the year alive, and be­
tween those alive at the beginning of various years. The absolute figures
used are of no consequence, therefore, as long as they' show these ratios
correctly. The table was constructed, as a matter of fact, not by observ­
ing 100,000 persons from age ten to age ninety-six, but by noting the
percentage of persons aged twenty-five who died in one year, the per­
centage of persons aged twenty-six who died in one year, and so forth,
and then applying these various percentages to a hypothetical group of
100,000 starting at age ten.

Considerable misapprehension persists among those who fail to con­
sider the conditions under which the mortality table is used. Although
the American Experience Table does not accurately reflect the present-
day mortality rates, and thus the premiums charged are higher than
present-day experience would indicate, the excess charged is returned by
mutual companies in the form of dividends. Since the company belongs
to the policyholders, it is obvious that in the long run the cost of insurance
must depend upon the death claims actually paid, rather than the predic­
tions made from the table. It is important, however, that substantial
equity should be maintained among different ages and forms of policies.
Inequities, however, may be corrected by the dividend system adopted.

Nonparticipating companies, which return no dividends, frequently
use tables of their own experience for premium calculations. If they do
use the American Experience Table as a first approximation, they must
anticipate in their rates any prospective saving in mortality, because
otherwise their costs would so exceed the mutual costs as to make compe­
tition impossible. The nonparticipating company, one may say, has no
“second guess,” and must try to predict very accurately what its probable
experience will be. It will rely upon its own past experience and not
upon any general mortality table.

In urging that the new table should supersede the American Expe­
rience Table, it is frequently overlooked that, in addition to the fac­
tors referred to above, other practical considerations are involved. The
old table furnishes a margin of safety, and if another table were sub-

. stituted this margin could be added in other ways. If the new table
increased the reserves carried, a result forecast by some experts, surrender
values, loan values, and. extended insurance would also be increased.
The desirability of such increase is questionable. Certain legal regula­
tions as well as the present commission system might also be disturbed. t
On the other hand it may be argued that new regulations and systems
could be framed on the basis of the new table and that it would be better
to rely for equity more upon the tabulated experience than upon a sub­
sidiary system of dividends. Furthermore, if the net and gross rates
were reduced by the new table, some saving would result to policyholders
on company taxes that are levied by states on premiums. In recent
years, owing to low interest rates, there has been a strong -tendency to
shift to the modern tables with lower mortality at the younger ages, such
as the American Men Table, and the Commissioners’ 1941 Standard
Ordinary Mortality Table.



NET PREMIUMS 135

Principles of probability. To illustrate the principles of probability,
it is convenient to take an example from the field of pure chance, al­
though, as previously explained, such an example in no way presupposes
that insurance is similar to gambling. To illustrate the workings of
chance, a case is needed in which chance alone governs the results and
in which these results can be checked against other knowledge. Consider
therefore the example of a person rolling dice. Each die has six sides,
each with a different number, each equally likely to come uppermost
when the die is rolled. What is the chance that a person will obtain a
“four” upon rolling a die?

This chance is expressed by a fraction, the denominator of which is
the number of sides, and the numerator of which is the number of times
a “four” can show in one throw. The chance in this case is, therefore,
1/6, or one in six. What is the chance that either a “four” or “five” will
be shown? Here two possibilities fulfill the condition, and consequently
the chance is 1/6 (the chance of a “four”) plus 1/6 (the chance of a
“five”), or 2/6. By applying this idea to the table we can obtain frac­
tions indicating the probability of dying or living that are reasonably
certain of fulfillment when conditions are similar, because the table is
based upon past experience. A table based on past experience, when it
becomes invalid, may of course be replaced by a new mortality table
reflecting modern conditions. Because the American Experience Table
is still the basis for most outstanding policies, it is used here to illustrate
calculations.

What is the probability that a person aged twenty-five will die in one
year? At age twenty-five the table shows 89,032 persons alive. If the
number of possibilities is 89,032, that is the denominator of our fraction,
and if past experience reflected by the table shows that 718 persons
usually fulfill the condition by dying, 718 is the numerator. The proba­
bility of dying at this age in one year is, therefore, 718/89,032, or about
8/1000. What is the chance that a person aged twenty-five will die
within two years? It is 718 for the first year plus 718 (the number hap­
pening to be the same for the second year) over 89,032, or 1436/89032.
It might also be expressed as 718/89032 plus 718/89032. The proba­
bility that a person aged thirty will die in two years is 1441/85441. Any
conceivable probability of living or dying can be calculated from this
table, covering one, two, or more lives. Insurance, therefore, is not
gambling, as often supposed, but in fact is just the opposite, it being
possible to prognosticate about groups of lives, although impossible for
an individual life.

Compound interest. After a brief consideration of the factor of inter­
est, we shall be ready to examine the calculation of the mortality cost on
the different varieties of policies. In insurance the price is collected
from the consumer in advance, and he must be allowed interest by the
company for the use of the money. The assumption made, which is not
absolutely in accord with facts but near enough for all practical pur­
poses, is that the premium is collected at the beginning of the year and the
death claims paid at the end of the year. As a matter of fact, death



TABLE 3
American Experience Table of Mortality

At NumberAge Surviving

10............... ion non
11........... .  . OQ OK1
12.......... ....... QR ejOK
13......... ......... 97 7fi2
14......... ......... 97,022

15  96,255
!6  95,550

 94,818
18.................... 94,089
19............. 93,362

20
21
22
23 .
24

92,637
91,914
91,192
90,471
89,751

25
26
27
28  '
29

89,032
88,314
87,596
86,878
86,160

30
31.
32............... ’
33 "
34

85,441
84,721
84,000
83,277
82,551

35
36....... ■”
37........... ”■
38
39........... .........

81,822
81.090
80,353
79,611
78,862

40
41
42
43 .......
44  "

78,106
77,341
76,567
75,782
74,985

45
46................”
47
48
49.............;;;

74,173
73,345
72,497
71.627
70,731

50
51
52  "
53
54

69,804
68,842
67,841
66,797
65,706

Deaths
During
Year

At Number
Age Surviving

749
746
743
740
737

55  64,563
56 63,364
57 62,104
58  60,779
59..  59,385

735 60.
732 61.
729 62.
727 63.
725 64.

723 65.
722 66.
721 67.
720 68.
719 69.

718 70.
718 71.
718 72.
718 73.
719 74.

720 75.
721 76.
723 77.
726 78.
729 79.

732 80.
737 81.
742 82.
749 83.
756 84.

765 85.
774 86.
785 87.
797 88.
812 89.

828 90.
848 91.
870 92.
896 93.
927 94.

962
1,001
1,044
1,091 ‘
1,143

95.

57,917
56,371
54,743
53,030
51,230

49,341
47.361
45,291
43,133
40,890

38,569
36,178
33,730
31,243
28,738

26,237
23,761
21.330
18,961
16,670

14,474
12,383
10,419
8,603
6,955

5,485
4,193
3,079
2,146
1,402

847
462
216

79
21

3

Deaths
During
Year

1,199
1,260
1,325
1.394
1,468

1.546
1,628
1.713
1.800
1,889

1,980
2,070
2,158
2,243
2,321

2,391
2,448
2,487
2,505
2,501

2,476
2,431
2,369
2,291
2,196

2.091
1,964
1,816
1,648
1,470

1,292
1.114

933
744
555

385

3

136
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claims are usually paid a few days after death; but, as will be seen later,
the exact time makes no appreciable difference to either party.

It is assumed, then, that the company has the use of the money for a
period of time varying with the manner in which the premium is paid.
In order to pay out one dollar at the end of a year, therefore, it is neces­
sary for the company to collect at the beginning of the year only a sum
that, together with interest, will equal one dollar by the end of the year.
As the company cannot predict what rate will be earned by it on its
funds, it must assume a rate of interest. This must be a conservative one,
so that the company does not anticipate doing what may later prove to
be an impossibility. A rate now generally assumed is 3 per cent, which
is employed in these illustrations. Other rates also used in the past
were 3%, 4, and 4% per cent. The rate of interest assumed will, of
course, affect all calculations connected with premiums, such as reserves,
cash surrender values, and dividends. It will be seen later that the
particular rate assumed, provided it is not too high, makes little difference
to policyholders as a whole, because of dividends and competition.

To pay one dollar in claims at the end of the year, it is necessary for
the company to collect at the beginning of the year only SI.00/1.03 or
S.9709, because a little figuring will show that this latter sum with inter­
est at 3 per cent will equal SI at the end of the year.

A short and convenient way of indicating the results of compounding
and discounting SI can be seen in the following table:

No. of
periods

1
2
3
n

St at 3%
compound interest

SI X 1.03
1 X 1.03=
1 X 1.03’
1 X (1 +i)"

St Discounted at 3%
compound interest

SI 4-1.03 or SIX.9709
1 4- 1.03= or 1 X .9-126
1 4- 1.03’ or 1 X .9151
1 4(1 + i)"or IX 1/(1 + 0"

The working figures derived from these operations are made available
in “interest and discount tables,” such as Table 4. Of course, if the
results are known for SI, the results for any amount can be found by
multiplication.

To be fair we must allow the customer compound interest on his money;
that is, if we have the use of his money for two years we must allow him
interest on the principal for one year and interest on the principal plus
interest for the second year, and so forth. In order to pay SI at the end
of two years it is necessary for the company to collect Sl.00/1.0609 or
S.9426, Sl-0609 being SI at 3 per cent compound interest for two years.
To get the present value (v) of a sum due at the end of any specified
number of years (n), therefore, we can either divide it by the amount of
SI for a term of years at 3 per cent (s) or multiply it by the discounted
value of SI (v). That is to say, for example,

1.0609 = S1 X 1.0609 = $1 X -942596
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A compound interest and compound discount table is given below, but,
since the number of decimal places is limited, the results may not be
accurate to the cent when applied to large amounts:

TABLE 4
Interest and Discount Table

1
s = (1 + i)n V (1+0"

(n) Amount of SI due at the Present worth of Si due
ycars end of a term of years at the end of a term of

at 8 per cent years at 8 per cent
1  81.0300 $.970874
2  1.0609 ' .942596
3  1.0927 .915142
4  1.1255 .8SS487
5  1.1593 .862009
6  1.1941 .837484
7  1.2299 .813092
8  1.2668 .789409
. ........................... x.ov-ra .luutir

10  1.3439 .744094

Natural premium (five-year term policy). We can now ascertain
how the mortality cost is computed for a five-year term policy at age 20,
using this simple type of policy for the first illustration. It is to be
understood that we are not interested in actuarial methods of rapidly
and conveniently obtaining the answer, but rather in exhibiting as fully
as possible the factors that govern the cost of a given policy. We will
suppose that the premiums are collected at the beginning of each year
and that just enough is collected to meet the death claims of that year, a
system known as the “natural premium plan.” We can foresee from the
table that the company must have at the end of the first year §723,000
in order to pay §1,000 to the beneficiaries of each of those who die during
the year. But since the premiums are collected at the beginning of the
year, the company need acquire at that time only that sum which, to­
gether with interest, will equal §723,000 by the end of the year. Divid­
ing by §1.03, the amount of §1 at 3 per cent compound interest for one
year, (or multiplying by .9709, the discounted value of SI, which is
easier) we reach the result §701,941.90. This amount must be collected
at the beginning of the year from 92,637 persons insured, so that the
amount from each person is approximately §7.58.

During the second year 722 persons will die, so that at the end of that
year §722,000 must be on hand, and §700,971.03 must be collected at the
start of the second year. But as some of the original premium payers have
died, at the beginning of the second year the company under the -natural
premium plan can collect from only 91,914 persons, each person’s con­
tribution, therefore, being §7.63. For the third year we require §721,000;
§700,000.15 must be collected at the beginning of the year from 91,192
persons, or §7.68 per person. For the fourth year §720,000 is required
for death claims, which will be furnished by §699,029.28 at the beginning
of the year, or §7.73 per person. For the fifth year §719,000 is required, 
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or S7.78 from each person insured at the beginning of the year. The fol­
lowing shows in tabular form1 the amount necessary at the end of each
year and the amount to be collected in total and per person at the begin­
ning of each year:

TABLE 5
Five-Year Term Policy—Natural Premium Plan—Age 20

Zd X 1000 X A

0)
(d X 1000) (d X 1000 X ») V I )

(d) Total re- Total neces- Premium at be-

Year
Number Number quired by sary at begin- ginning of each

alive dying end of year ning of year year per person
1st year.... ... 92,637 723 3723,000 S701.941.90 S7.58
2nd year.... ... 91.914 722 722,000 700.971.03 7.63
3rd year... . . .. 91,192 721 721,000 700,000.15 „ 7.68
4th year.... ... 90.471 720 720,000 699,029.28 7.73
5th year.... ... 89,751 719 719,000 698,058.41 7.78

TABLE 6

Net Natural Premium to Insure SI,000 One Year
(American Experience Table)

Age 3 per cent per cent
20............... ........... S7.58 S7.54
21............... ........... 7.63 7.59
22........... .. .. ........... 7.68 7.64
23............... ........... 7.73 7.69
24............... ........... 7 78 7.74
29............... ........... 8.10 8.06
30............... ........... 8 18 8.14
35............... ........... 8.69 ' 8.64
40............... ........... 9.51 9.46
45............... ........... 10.84 10.79
50............... ........... 13.38 13.31
55............... ........... 18.03 17 94
60............... ........... 25.92 25.79
65............... ........... 3S.96 38.77
70............... ........... 60.19 59 90
75............... ........... 91.62 91.18
80............... ........... 140.26 139.58
85............... ........... 228.69 227.59

Net single premium (five-year term policy). We have previously
seen that there are various ways of paying premiums. If the premiums
above were collected from each person in full at the beginning of the
five-year period (in the form of a “net single premium”), it is plain that
the total amount collected and the amount collected per person would
be considerably smaller by reason of (1) the extra interest earned for the
longer periods for which many of the premiums would be on hand, and

' Using h for the number alive at the age the policy is issued, dx for the number dying
during the age the policy is issued, v for the present value of SI due 1 year hence, the
calculation in symbols appears as

(dr+i)v (dx+f)v etc^ for an insurance of SI.
L L+i

The premium for a SI,000 policy can be found by multiplication. The premiums in
Column 6 of Table 5 are single premiums for one-year insurances.
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(2) the fact that the entire 92,637 persons would pay the single premium,
whereas when the premiums are paid annually the number of premium
payers is constantly being decreased by death. To calculate the cost per
policyholder if the premium is paid in a lump sum at the beginning of the
period, let us refer again to Table 5.

For the death claims due at the end of the first year, §701,941.90 must
be collected at the beginning of the five-year period because the money
is in use by the company for one year. The funds for the second year’s
death claims, if collected at the beginning of the five-year period, will be
in the hands of the company for two years, and two years’ interest may
be reckoned on. The sum that will produce §722,000 (the second year’s
death claims) at 3 per cent compound interest for two years, is §722,000
multiplied by .9426 (the present value of §1 discounted for 2 years) or
8680,554.31. To have the third year’s death claims by the end of the
third year, the company need collect at the beginning of the period only
$721,000 multiplied by .9151, or 8659,817.38. Similar calculations for the
fourth and fifth year’s death claims are shown in Table 7:

Zrf X 1000 X if’

TABLE 7
Five-Year Term Policy—Single Premium Plan—Age 20

(0 W) (d X 1000) (d X 1000 X if) \< I
Number Number Death Total amt. nee. A mount

Pear alive dying claims al start of period per person
1st year.... .. 92,637 723 $ 723,000 $ 701,941.90 $ 7 58
2nd year.... .. 91.914 722 722,000 6S0.554.31 7 35
3rd year.... .. 91192 721 721.000 659,817 38 7.12
4th year.. . .. 90,471 720 720 000 639,710.64 6 90
5th year.... .. 89,751 719 719.000 620,215.87 6 70

$3,302,240.10 $35.65

Since we collect this total at the beginning of the period from every
person insured, a division of the total by 92,637 shows that §35.65 per
person is sufficient to cover the mortality cost.2

The calculation above may perhaps be more easily visualized by a
calculation diagram, as follows:

Death Claims Payable
Present 1 Year 2 Years 3 Years 4 Years 5 Years
value hence hence hence hence hence

$701,941.90 <-5723,000 

639,710.64 <_ S720,000
620,215.87 <_......................................................................... $719,000

Total $3,302,240.10
No. Living 92,637
Per Person $35.65

1 For $1 insurance, in symbols we have
W,)t> + (tL+i)"2 + (M"1, etc.
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That the total amount collected will he exactly sufficient can be shown
by tracing the total fund as it is paid out, year by year, as follows:

Total net single premiums collected  S3.302,240 10
Interest at 3 per cent for one year  99,067.20

3,401,307.30
Less first year’s death claims  723,000.00

2,678 307.30
Interest at 3 per cent for one year  80,349.22

2.758,656.52
Less second year’s death claims  722,000.00

2,036,656 52
Interest at 3 per cent for one year  61,099.70

2,097,756.22
Less third year’s death claims. . ........................ 721.000.00

1,376,756.22
Interest at 3 per cent for one year  41,302.69

1,418,058.91
Less fourth year’s death claims  720,000.00

698,058.91
Interest at 3 per cent for one year  20,941.77

719.000.6S
Less fifth year’s death claims  719,000.00

Discrepancy due to rounding off  S . .68

The two plans of paying premiums we have been discussing, the nat­
ural premium plan and the single premium payment, are not plans in
current use, because of very apparent defects. The natural premium
is a constantly increasing amount, whereas a person’s earning power very
rarely continues to increase throughout life. Although mathematically
quite feasible, the plan is practically unadaptable to most persons’ needs.
The single premium is not desirable because the insured’s means do not
ordinarily permit of his paying the cost of insurance in a lump sum. A
level or decreasing annual premium accords with the needs of the major­
ity of persons, but the level or decreasing annual premium is easily found
from the net single premium. We shall therefore continue to consider
the net single premium for different types of policies and later translate
these single premiums into practicable annual level premiums.

Net single premium (whole-life policy). The uses of the term policy
are limited; we shall now consider the whole-life policy, which is much
more commonly purchased. The same method of calculation may be
used. Whereas under the terra policy the company insures the person
only for a terra of five, ten, or fifteen years, the whole-life contract in­
sures the person as long as he lives. Since authenticated instances of
longevity beyond 96 years are extremely rare, the table stops at age 96.
The whole-life policy may, therefore, be regarded as a term policy for
the length of life or up to age 96; in fact, at age 96 the policy face amount 
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is paid even if the person is still alive. The calculation of the single
premium on a whole-life policy taken at age 20 is shown in the accom­
panying table, only a few of the first and concluding calculations being
given:

TABLE 8
Whole-Life Policy—Net Single Premium Plan—Age 20

Year
1
2
3
4
5

Age
20
21
22
23
24

(<D
No.

dying
723
722
721
720
719

(d X 1000)
Death claims

8723 000
722,000
721,000
720,000
719,000

i>n
Present value
of $1 at 3%

30.9709
.9426
.9151
.8885
.8626

(d X 1000 X v")
Amount required

at beginning
of the period

3701,941.90
680,554.31
659,817.38
639,710.64
620,215.87

etc. etc. etc. etc.
t

etc. etc.
74 93 58 58,000 .1122 6,508.39
75 94 18 18,000 .1089 1,961.01
76 95 3 3,000 .1058 317.32
77 96 0 0

Total..................330,657,288.78

Dividing the total §30,657,288.78 by the number of persons from whom
it is to be collected at the beginning of the period, 92,637, gives the single
premium per person as S330.94.3

Net single premium (endowment policy). We may now consider
the endowment policy, which promises, for example, §1,000 upon death
within a stipulated period, say ten years, or §1,000 at the end of the
period if the insured is still alive. Two probabilities are involved here,
the chance of death and the chance of survival. Some of those insured
will collect under one contingency and some under the other; in either
event the insurance policy amount will be paid. We can compute the
cost to the insurance company on the persons who live and the cost on
those who die; the sum of these costs is the total cost of the insurance.
Dividing this total among the people alive at the beginning of the period
gives the net single premium for each person. Table 9 shows the cal­
culation.4

By analysis and the application of the same principles, the net single
premium for any type of policy may be computed. A ten-payment life
policy has the same single premium as an ordinary whole-life policy, be-

1 For 81 insurance, in symbols we have
(drill + (dI+l)v* + , ,,. (to end of table)  ,

‘ The cost for those who survive (A'z) is = A'„ and the cost for those who
As

die is —- + ((kf)1' + m nef, single premium is

A't + A, for $1 insurance.
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$6,139,440.33

TABLE 9

10-Year Endowment Policy—Net Single Premium Plan—Age 20

DEATH CLAIMS

(Z)
No.

(<*)
No.

(d X 1000)
Death

(»")
Present Value

(d X 1000 X vn)
Amount necessary at

Age Living Dying Claims of SI al 3% beginning of period
20.......... .... 92,637 723 8723,000 $0.9709 8701,941.90
21.......... .... 91,914 722 722,000 .9426 680,554.31
22.......... .... 91,192 721 721,000 .9151 659,817.38
23........... .... 90,471 720 720,000 .8885 639,710.64
24..:... .... 89,751 719 719,000 .8626 620,215.87
25.......... .... 89,032 718 718,000 .8375 601,313.51
26.......... .. .. 88,314 718 718,000 .8131 583,800.06
27.......... .. .. 87,596 718 718,000 .7894 566,795.66
28........... .... 86,878 718 718,000 .7664 550,287.41
29........... .... 86,160 719 719,000 .7441 535,003.59

SUMMARY

MATURED ENDOWMENTS

No.
(Z x 1000) ■

Matured
vn

Present Value
(Z x woo x *>“)

Amount necessary at
Age Living Endowments of SI at 3% beginning of period
20........... .... 92,637
30........... . ... 85,441 $85,441,000 81.3439 $63,576,135.45

Net Single
Present Value No. Alive Premium

Death Claims................................... ................. $ 6,139,440.33 92,637 66.27
Matured Endowments................... ................. 63,576,135.45 92,637 686.29

Total............ 752.56

cause the present value of future death claims is the same. A ten-year
term policy will cost more than a five-year term policy, because a longer
period of protection is granted, but the method of calculation will be the
same as that previously explained. A premium for an endowment ma­
turing at age 80 would be computed in the same manner as the endow­
ment just described, except that the calculations would extend to age 80.
The cost of an annuity is computed in a similar manner, except that,
since it is payable to the living, the numbers surviving are used in the
calculation.

Net single premium (life annuity). Suppose it is desired to find the
net single premium necessary for a life annuity of 8100 ft year, issued at
age 80, first annuity payment to be made at the end of age 80. At the
end of age 80 (age 81) there are living 12,383 persons, to each of whom
8100 must be paid, the total amounting to 81,238,300. At the beginning
of the insurance period this amount has a present value of 81,238,300 X
.9709, or 81,202,233.01, interest making up the balance. At the end of the
second year annuities of $1,041,900 will be payable to those living, which
sum, discounted for two years, equals 8981,048.87. This calculation is
continued to the end of the table, as shown in Table 10, because the an­
nuity is payable for life. Thus the total cost of all the annuity payments
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is ascertained, and this total divided by the number of persons alive at age
80 when the annuity was issued, gives the net single premium per person.5

TABLE 10

Net Single Premium—Life Annuity—Age 80

(x)
(l)

Number
(Z X 100)
Annuity

(«")
Present Value

(I x 100 X Vn)
Amount necessary at

Feer Age tiling payments of SI beginning of period
........... ... SO 1-1,474

$1,238,300 S0.97087379 $1,202,233.011......... ... SI 12,383
2......... ... 82 10,419 1,041,900

860,300
0.94259591 982.090.68

3......... ... S3 8,603 0.91514166 787,296.37
.......... .............. ................... .....................
.......... .............. .................. ......................

12:”7. 77 92 216 21.600 0.70137988 15,149.81
13......... ... 93 79 7,900 0.68095134 5,379.52
11............. 91 21 2,100 0.66111781 1,388.35
15....... . 3 300 0.64186195 192.56
16........ .... 96 0

$5,629,300
................... ...................... 1

$5,059,581.44
Net single premium per person. S 349.56

Thus by the same methods and the table of mortality the net single
premium for a life annuity has been found, although in practice special
tables are used for annuity purposes because annuitants at the older ages
tend to be long-lived. If the problem had been to find the net single
premium for an annuity running for a term of years, instead of through­
out life, the calculation would have been made in similar fashion for the
term of years in question. If the premium were to be paid at age 50,
the annuity payments to begin at age 80, the present value at age 50 of
the annuity payments would have to be found.

Whatever the type of policy involved, and however complicated the
promises made to the insured or beneficiary, the entire solution of net
single premium problems may be boiled down to the general principle:
find the present value of the future benefits promised by the policy and
divide this present value among the persons who pay the premiums.
Every insurance feature costs something, but this cost may always be
calculated in advance by the principles of probability, the mortality
table, and the interest.

Annual premiums. We may now consider how the single premium is
translated into an annual or limited-payment premium. It will be ob­
served that the cost of the benefits has been measured by the net single
premium, and the present problem is merely to find for the net single
premium various equivalents that correspond to the insured’s notion of
how he desires to pay. The problem is exactly similar to that faced by
a retail store that sells an expensive article on the plan of “$50 down and
§50 a year.”

6 For a 81 annuity for life, in symbols, we have
(4n-i)v + (Z»+:)i4 + (h^i)n3 to end of table

Z.
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Suppose an article sells for S4.72 “cash.” A buyer wishes to pay for it
in five equal installments, and the retailer charges him 3 per cent interest
for the privilege. What will be the amount of each installment if the
first installment is paid immediately? Suppose the buyer pays SI down
and four subsequent payments of SI each. To the retailer the down pay­
ment is immediate and worth SI, the second payment is delayed one year
and worth only SO.97, the third payment is worth 80.94, the fourth pay­
ment S0.92, and the fifth payment SO.89. The sum of these five values
is S4.72—equivalent to the cash price. Therefore the annual payment on
this article would be: cash price 4- 4.72 or SI.00 a year.

Having found that five payments of SI each are equivalent to S4.72
cash, the retailer can sell any article on the five-payment plan, the in­
stallment payments being in proportion to the price of the article. For
a S47.20 article there will be required five payments of 810 each, the
figure being obtained by the calculation S47.20 4- 4.72. For a 894.40
article there will be required five payments of S20 each, by the calcula­
tion S94.40 4- 4.72. To find the amount of each installment payment,
divide the cash price by the present value of five SI installments.

The annual premium plan in life insurance is merely selling life insur­
ance on the installment plan instead of for “cash.” 0 We know how to
find the “cash” price of insurance and we need to know how to calculate

- the installments. The calculation might be done as in the installment
problem, except that the life insurance company goes farther and con­
siders the article paid for if death intervenes. But the chance of death
is known from the mortality table and allowance can be made for it in
computing the present value of the installments. Such a computation
involves finding the present value of an annuity due. This is not a
policy, but merely a mathematical value (like the 84.72 used above),
which is useful for translating single premiums into annual premiums.

If a buyer pays premiums in installments the first premium is paid
immediately and is worth its full amount. The subsequent premiums
must be “discounted” according to the rate of interest assumed and the
time delayed. In the case of the five-year term policy issued at age 20,
the net single premium or “cash” price was found to be S35.65. Suppose
this price is paid in five annual installments.

If the buyer paid five 81 premiums, they would be equivalent to a single
premium of 84.65. This figure is found as follows:

8 Incidentally it is a very liberal installment plan, involving a very small interest
charge, very small forfeitures for failure to complete payments, full release if death
prevents continuance of payments, pro rata title to the part of the article paid for
and privilege of exchanging the article for a higher-priced one if desired later.

(J.x 1)
Paid Each SI Discounted Present

Age Living A O1 — Year K at 3% Value
20 92,637 SI S92.637 SI.0000 S92,637.00
21 91,914 1 91,914 .9709 89,236.91
22 91,192 1 91,192 .9426 85,957.21
23 90,471 1 90,471 .9151 82,793.81
24 89,751 1 89,751 .8885 79.742.60

Total.............. ...S430,367.53
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five certain annuity-due payments of SI each, which proves to be S4.72.
Thus by division (SI,000 -t- 4.72) it is found that SI,000 of present value
is equivalent to five equal annual payments of S211.86 each.

New bases for premium calculations. The basis of calculation of net
premiums for new policies will probably be considerably affected by the
adoption in at least 16 states, including some of the important Eastern
states, of the Standard Nonforfeiture and Valuation Laws recommended
by the National Association of Insurance Commissioners in 1942.

These are discussed more fully in the chapters on Reserves, Surrenders
and Surplus, and it is sufficient to say here that they involve the use in
the calculation of reserves (and probably therefore of premiums) of the
Commissioners 1941 Standard Ordinary Mortality (CSO) table, a table
based upon modern death rates. Many companies have also lowered
their assumed rate of interest to 3 per cent and some to 2% per cent.

These modifications will not change the total cost of life insurance,
which depends upon actual future experience rather than upon assump­
tions used in premium calculation, but may produce greater equity
between policies at different ages and of different types. The chapter on
Surplus will show that while substantial equity in the past has usually
been claimed by actuaries, exact equity was difficult to verify.

Summary

I. Premiums on policies vary with the cost of the policies, depending upon
age, type of policy, and interest rate.
A. The total cost depends upon mortality cost and expenses.
B. The estimated net premiums for all types of policies are mathematically

equivalent to their mortality costs.
1. The mortality .post is estimated from mortality , tables.
2. The actual mortality cost may differ from the mortality cost esti­

mated from standard tables.
a. Nonparticipating vs. participating policies.

3. To the mortality table are applied the principles of probabilities, and
an allowance for interest at an assumed rate.

II. The natural premium on a five-year term policy has been calculated as an
illustration, but the natural premium plan is unsuited to general conditions.

III. The net single premium for a five-year term policy has been calculated by
finding the present values of the death claims and dividing this total among
the persons who pay the premiums.
A. 1 he net single premium is not the common method of paying premiums,

but from it the annual premium can conveniently be computed.
. B. By tracing the operations of the insurance company after the single

ptemium has been collected it can be shown that the single premium
suffices exactly to pay death claims.

II. The net single premium has been calculated for a whole-life policy, a ten-
yea r endowment, and a life annuity.

A • From 91e ne1 single premium the net annual level premium can be found
by dividing the former by the present value of an annuity-due.
A. The calculation of the present value of an annuity-due has been illus­

trated.
VI. Installment proceeds problems may be solved by the application of the

preceding principles.
A. If the amount of each installment is given, the necessary face value of

the policy can be found.
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B. If the face value is given, the amount of each installment can be found.
VII. All policies are made up of, or are combinations of, term, endowment, and

annuity features.
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Problems

1. Find the natural premium for one year’s insurance at age 80, according to.
the American Experience table and 3 per cent interest. Check the result with
Table 6 on p. 139.

2. How is it that the second year’s insurance costs S7.63 under the natural
premium plan (Table 5) and the second year’s insurance under the net single
premium plan at the same age costs S7.35 (Table 7) ?

3. Why is it that in the calculation of the net cost of a five-year term policy
(Table 7) the fifth year’s insurance appears to cost less than the first year’s?

4. Find the net single premium for a five-year term policy issued at age 30.
5. Find the net single premium for a five-year endowment policy issued at

age 30.
6. Find the net single premium for an ordinary life policy issued at age 92.
7. Find the net annual level premium for Problem 4.
8. Find the net annual premium for Problem 5.
9. Which is cheaper, the natural premium plan or the level premium plan?

10. What would be the net annual level premium for the five-year term policy
on page 140 if paid for in two annual premiums beginning at the age of issue?

11. Show that the net annual level premiums for a five-year term policy at
age 20 (page 140) have a present value equal to the death claims on this policy.

12. What would be the net annual level premium for a five-payment life
policy issued at age 20? (One arithmetical operation is all that is required;
other necessary figures can be obtained from this chapter.)

13. What advantage is there, aside from acceptability as a risk, in taking out
life insurance at an early age?

14. If the insured under the 10-year endowment policy in Table 9 chose to
take his endowment in five installments certain, beginning at age 30, what would
be the amount of each installment?

15. Why does a 20-year endowment at age 30 cost more than a 20-payment
life policy at the same age?

16. Why does a 10-year endowment at age 30 cost more than a 20-year en­
dowment at the same age?



CHAPTER 9

Gross Premiums

Addition to net premium for expenses. We have thus far considered
life insurance premiums as furnishing a fund merely for the payment of
beneficiaries’ and annuitants’ claims. The operation of such a fund en­
tails expenses, however, which must also be covered by the premium.
These expenses are met by means of an addition to the net premium,
frequently termed the “loading.” Thus, although the net premium on an
ordinary life policy at age 25 is §15.10 on a 3y2 per cent basis, a nonpar­
ticipating contract is quoted to the policyholder at S18.90, the loading
consisting of §3.80.

The true loading consists of the difference between the gross premium
and the true net premium, not the difference between the gross premium
and the valuation net premium, for the latter is often more than sufficient
to cover the risk, and such excess is as truly loading as if a specific amount
were added for the purpose by formula.

Life insurance expenses. The expenses of a going life insurance com­
pany consist of (1) the cost of obtaining new policyholders, (2) the ex­
penses of collecting renewal premiums, (3) the expense of settling claims,
and (4) general expenses, which are difficult to allocate. A fifth item,
expenses of an investment department, is taken care of by deducting it
from the gross income on investments; it need not, therefore, be con­
sidered in connection with loading. Conservatism may suggest that the
loading shall cover also an allowance for possible unfavorable mortality
or deficiency in expected interest earnings, and expediency may dictate
that a sum be added to insure larger dividends than would otherwise be
payable on a participating policy. .

Two problems of expenses. The provision for expenses involves two
problems. The first is to assure that the loading is adequate for the
purposes. Such assurance involves more than simply estimating the
total expenses for all policies and adding a sum for safety. The Ameri­
can commission system entails much greater expense during the first
policy year than in subsequent years, and it is necessary to find some way
of utilizing during the first year some of the loading that will not be
received until later years. Insurance companies meet the problem by
borrowing from the reserve, but this method cannot be discussed until
we have considered full net reserves in the next chapter.

We are here concerned with a second expense problem, that of making
the additions to the net premiums equitable for all classes of policy-
holders. American life insurance has been built upon the principle that

150



GROSS PREMIUMS 151

each policyholder shall pay in proportion to the risk and expense he
occasions. This principle involves an estimate of the correct amount to
be added, for example, to the net premium of §7.67 on a five-year term
policy at age 20, as compared with the loading on a net premium of
§100.10 for a 10-year endowment at the same age. One company adds
§3.93 to the former and §11.28 to the latter; upon what does the differ­
ence depend?

Factors in attaining equity. In order to be equitable, the system of
loading must pay due regard to the principal elements that distinguish
policies with respect to expense. These elements include (1) the age of
issuance, e.g.: an ordinary life policy issued at age 20 with a net pre­
mium of §14.41 as compared with the same policy at age 45 with a net
premium of §29.67; (2) the type of policy, e.g.: an ordinary life policy
issued at age 20 with a net premium of §14.41 as compared with a 20-
year endowment issued at the same age with a net premium of S40.77;
(3) the size of policy, e.g.: a §5,000 policy as compared with five §1,000
policies; (4) the fixed costs of a policy, e.g.: costs regardless of the
characteristics named above.

Theoretical basis for expense provision. In order to make equitable
provision it is necessary to know what expenses are increased when the
net premium is higher, whether because of age or type of policy, and what
expenses vary with the size of policy. It is also necessary to know
whether expenses incurred are a fixed per cent of the premium, varying
per cents of the premium, or flat sums irrespective of premium amount.

The elements composing the expenses of a life insurance company are
five in number:

1. Cost of obtaining new business.—This consists principally of the
commission paid the agent, which is a percentage of the gross premium
and therefore varies with the net premium, and the medical examination,
which costs a fixed sum. Advertising may be neglected as a minor item.

2. Cost of collections or renewal premiums.—This consists principally
of the commissions paid the agent for a period of years after the first,
usually a percentage of the premiums, and taxes, which are usually a per­
centage of premiums.

3. Settlement expenses.—These are for the payment of losses, princi­
pally investigation of claims and legal expenses. The size of the pre­
mium has no effect upon these, but it costs more to settle ten §1,000 claims
than one, and probably more for a §10,000 policy than for a §1,000
policy.

4- General expenses.—These include salaries, clerical expenses, travel­
ling expenses, rent, bureau memberships, printing, stationery, postage,
telephone, telegraph, insurance, and the like. Allocation is possible only
approximately and therefore it is difficult to define such expenses as a
function of anything. It may be questioned whether they vary among
policies of different sizes, but certainly they are little affected by the size
of the premium.

5. Investment expenses.—These are provided for out of income on
iiivestments and so are not a factor in expense loading.
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Although the exact allocation of many forms of expense propounds a
a difficult accounting problem, and the amount of expenses that falls in
each category must be found as best may be, it is evident that:

1. Certain expenses vary with the premium and should be charged
against policies in proportion to their premiums by the addition of a
percentage of the net premium.

2. Other expenses vary with the amount of the policy, irrespective of
its premium rate, and can be taken care of by the addition of a flat sum
per §1,000 of insurance.

3. Other expenses are the same for each policy, regardless of premium
or amount, and can be provided for by the addition of a fixed sum to
each policy.

Participating and Nonparticipating Contracts

The conditions of participating contracts are quite different from those
of nonparticipating contracts. In the former the insured is charged at
the outset more than the anticipated cost, with the understanding that
the excess will be returned to him as dividends. Any inequity in the
original assessment of expenses may therefore be corrected by the divi­
dend scale that the company uses in returning dividends at the end of the
year.

The nonparticipating contract, on the other hand, has but one oppor­
tunity to distribute costs equitably, and that is in the original premiums
quoted. It follows, therefore, that the loading on the nonparticipating
contract must be more closely determined for premium purposes than
that on the participating contract, because the nonparticipating contract
must compete with the ultimate cost of the participating. These plans of
operation, therefore, will be discussed separately.

Nonparticipating policies. The first step toward a gross premium is
to calculate a net premium based upon present-day mortality under
actual conditions. Ordinarily a select table is used, to allow for the
benefit of medical selection, and either a modern table such as the Amer­
ican Men table, or the company’s own experience table, or a combination
thereof is relied upon. The “true” net premium so derived is low’er than
the net premium that would be found from the American Experience
table.

The second step is to assume a rate of interest that probably can be
depended upon over a considerable period of years. The rate decided
upon is a matter of judgment, depending upon the present rate being
earned as well as the prospects for the future, and is, let us say, between
3% and 4 per cent. As this is higher than the 2% or 3 per cent used in
participating contracts, the net premium is still further reduced below the
valuation net premium. In fact the gross premium based on this “true”
net premium may be lower than the net valuation premium.
■ The net premium thus found is adjusted by the addition to it of an
allowance of one half year’s interest, because although in calculations it
has been assumed that premiums are paid at the beginning of the year 
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and death claims at the end of the year, in practice death claims are paid
almost immediately.

The third step is to analyze the expenses and add them to the net pre­
mium by per cents or flat sums, according as they vary with the premium
or with the size of the policy. An example of this procedure follows.

Using a whole life policy as an illustration, suppose that the commis­
sion paid is 50 per cent of the first gross premium, and 5 per cent of the
renewal premiums for nine years thereafter. The medical fee averages
$2 per SI,000 policy, we shall assume. Of the management expenses
the portion that varies with the premium amounts to 3 per cent of the
gross premium, and the portion that is constant averages $1.50 per $1,000
insurance.

We have assumed that the commission system is to pay 50 per cent of
the gross premium as initial commission, but only for one year, and to pay
5 per cent of renewal gross premiums, but only for nine years. These
two items, although expressed as per cents of the gross premium, do not
endure throughout the life of the policy and therefore their total amount
can be spread over the entire premium-paying period. For example,
the initial commission is, say, $8.50, and if distributed over the premium­
paying period will be much less on each premium.

Let us assume, then, that the net premium, according to the American
Men Select table and 4 per cent, at age 35 amounts to $16.36, an amount
just slightly in excess of requirements to cover the true risk. Applying
the expense assumptions made above, we have

1000 G = 1/.97 { (1000 2V + S1.50) + S2/a, + 1000 G(.50d + ,05d') j

in which G — gross premium per SI of insurance (to be found)
1/.97 = allowance of 3% of total gross premium for expenses that vary with

the gross premium
Ar = net premium per SI of insurance

SI.50 = constant addition for expenses that vary with size of policy
S2.00 = medical fee, which is paid but once and spread over premium-paying

period
a, = present value of annuity due, used to spread fee over the premium

period
d = factor used to spread initial commission over premium period
d' = factor used to spread nine renewals of .05 each over premium period

.50 = initial commission, 50% of gross premium

.05 = renewal commission, 5% of gross premium

Thus in figures the equation becomes

1000 G = l/.97/(16.36 + S1.50) +S2/18.19 + 1000 G[.50(.055) + ,05(.245)]}
1000 G = 19.321

Factors ignored. In the calculation above no consideration is given
to the fact that medical fees are fixed amounts and therefore amount to
less per $1,000 of insurance on large policies than on small ones. The
average amount per $1,000 is added to every policy. The difference in­
volved is not considered sufficient to justify premium scales for different
amounts of insurance.

No consideration has been given to the fact that a smaller expense is
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involved in a §10,000 policy than in ten SI,OOO policies. If this fact were
taken into consideration and commissions were the same or less, buyers
of insurance in bulk could obtain lower rates than small buyers. How­
ever, there are legal restrictions against rate concessions for large pol­
icies; occasionally, such policies involve extra expense for consideration
of the risk; and it is questionable social policy to give special concessions
to wealthy buyers. The excessive mortality experienced for large pol­
icies, furthermore, is at least a partial offset to any saving in expense.
Nevertheless there are a few examples of policies issued only in certain
minimum amounts or multiples thereof, at somewhat lower than ordi­
nary rates.

No consideration has been given to any possible profit on surrenders
by reason of a cash value less than the reserve during early policy years.
Examination of the actual accumulations from premiums compared with
surrender values shows that such profits are less than might be supposed.

No consideration has been given to the effect of competition. If it
is found that the formula produces a rate that makes competition impos­
sible on certain types of policies or at certain ages, some modification
must be introduced in order to obtain business.

No consideration has been given to cases in which the formula pro­
duces premiums lower than the net valuation premiums; in such cases
the net valuation premium is generally used to avoid complications in
reserve requirements.

Participating policies. As the participating policy is entitled to a
dividend at the end of the year, inequities produced by the system of
loading may be corrected by the dividend scale. The participating
policy need not calculate as closely the amount to be added for expenses,
and numerous methods of loading have been employed. Whether some
of these produce inequities that are only partially corrected by the divi­
dend scale is difficult to say.

1. The constant method. This consists of adding the same sum for
each §1,000 of insurance to every net premium, regardless of the rate of
premium. Thus we would have, for example, say

Whole-life Policy, Age S6
Net Premium... $16.11
Plus Fixed Sum . 4.03

';Gross Premium $20.14

Whole-life Policy, Age Jfi
Net Premium.. . $24.75
Plus Fixed Sum. 4.03

Gross Premium $28.78

This method is equitable as to expenses that vary with the amount of
insurance, but makes no provision for variations in expenses due to
higher premiums. Thus the high-premium policy'pays less than it
should, and the low-premium policy more than it should. In such simple
form the method is seldom used.

2. The percentage method. This consists of adding a fixed per cent
of the net premium to every net premium. It would work out, for illus­
tration, as
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Whole-life Policy
Age 25

Net Premium.................................... S16.ll
Plus 25% of Net Premium.......... 4.03

Gross Premiums..................... S20.14

20-Year Endowment
Age 25

$41.01
10.25

$51.26

This method is equitable as to expenses that vary with the premium, but
makes no provision for expenses that vary with the amount of insur­
ance. Thus the low-premium policy is favored at the expense of the
high-premium policy.

3. Constant and percentage method. This consists of adding to the
net premium a percentage of itself and a flat sum. Thus the calculation
would be

Term
Policy
Age 25

Net Premium  S7.96
Plus Flat Sum................................. 2.00
Plus 12^% of Net Premium.... 1.00

S10.96

Whole-life
Policy
Age 25
$16.11

2.00
2.01

$20.12

20- Year
Endowment

Age 25
$41.01

2.00
5.13

$48.14

This method makes some provision for expenses that vary with the pre­
mium as well as expenses that vary with the amount of insurance,
although no effort is made to attain the exactness striven for in the non­
participating formula. The loading increases as the premium increases,
but not at as fast a rate. Thus a change from term to whole-life in­
creases tire premium in the illustration 102 per cent and increases the
loading only 33 per cent.

4- Modified percentage method. A method quite commonly employed
for participating contracts consists of adding to the net premium on
ordinary life policies a fraction of itself, say %, and to other policies a
fraction of the ordinary life net premium and a fraction of the net pre­
mium on the policy in question. Thus we would have, for example,
some such calculation as the following:

Ordinary Life
Policy
Age 25

20-Payment
Life Policy

Age 25

20- Year
Endowment

Age 25
Net Premium........................... $16.11 $24.98 $41.01
1/4 of Ordinary Life.............. 4.03
1/8 of Ordinary Life............. 2.61 2.61
1/8 of Limited Payment....
1/16 of Limited Payment...
1/^6 of Endowment...............

3.13
1.56
2.56

Gross Premiums............. $20.14 $30.12 $47.14

The particular fractions used vary with different companies. Thus in
one case a company uses as loading on ordinary life policies % of the
net premium, on 20-payment policies % of the ordinary life premium
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and ]/s of the net premium on the 20-payment life, and on 20-year
endowments % of the ordinary life and % of the 20-year endowment.

The modified percentage system is a rough-and-ready approach to the
results attained by the formula. The amount of loading increases with
the premium, but not at as fast a rate. Thus high-premium policies
pay higher loading, but not as much as they would pay under the
straight percentage system. The results approximate those achieved by
the constant and percentage method. Additional loading is usually
charged against term policies under any system, partly to take care of
initial adverse selection, partly to cover the cost of the option of re­
newal and conversion, partly because it is argued that term policies show

Fig. 9. Comparison of Various Methods of Loading

The modified percentage method makes adjustments for policies whose
premiums are higher because of the type of policy, but not for differences
in premium that are due to age. Thus on ordinary life net premiums
of S16.ll at age 25 and S24.75 at age 40, the loading under this system
varies wholly and exactly with the premium. The answer is that mor­
tality savings are likely to be smaller at the older ages and therefore the
discrepancy is corrected by the dividend distribution.

It necessarily follows that certain expenses of the company are in­
creased by the redundant premiums collected by participating contracts,
such as taxes and commissions, which are based on gross premiums.
Although the financial safety of the company is thereby promoted,
increased emphasis is placed upon the equitable apportionment of divi­
dends on participating policies, because the mortality charge, the load­
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ing, and the interest allowance all contribute to the redundancy of the
premium.

Figure 9 shows graphically the effect of these loading plans upon an in­
creasing premium.

Limitation of expenses. In several states laws have been passed
to regulate the extravagant race for business in which companies might
be impelled to engage, entailing excessive commissions and expensive
advertising. In New York, for example, the statutes restrict acquisi­
tion expense, total expense, and amounts of new insurance. These
limitations are dealt with more fully in a subsequent chapter.

Incidence of expense. Although the amount of loading is usually
uniform throughout the life of the policy, the insurance carrier’s expenses
are much heavier the first policy year than in any subsequent year.
These initial expenses require that the loading of later years be antici­
pated in some way, but as the process used depends upon modification of
the reserve requirement it is discussed in the chapter on the Reserve.

Expense ratios. Companies are required to furnish in all states a
so-called “gain-and-loss exhibit,” which states the total loading on all
policies and the insurance expenses incurred. As a result the ratio of
expenses to loading may be computed, and is often supposed to be an
indication of the degree of economy in the operations of life insurance
companies. Frequently, also, comparisons are made between results for
different companies. Although such information is highly desirable, the
present form of report does not furnish it, because the statement of load­
ing contains figures so different in character and sometimes so unrelated
to actual allowance for expenses as to render them useless for this pur­
pose. For example, suppose that the ratio of actual expenses to loading
for Company A is materially greater than that for Company B. The
difference may be due to (1) a smaller loading used by A or (2) more
first-year policies written by A. In either of these cases the comparison
of the ratios gives no indication of the comparative economy of opera­
tion. The exhibit does show the increases and decreases in surplus from
various sources, however, and is discussed in Chapter 12.

Practices respecting loading. Various methods of loading are em­
ployed by companies, as might be expected, and the methods of the same
company are not necessarily uniform from year to year. In partici­
pating companies, inequities in loading may be corrected by the method
of figuring dividends and, vice versa, the method of figuring dividends
may affect the system of loading. Although it is true that excess loading
is returned to the policyholder, it is necessary that the system of figur­
ing dividends should be such as to return to him his equitable share. It
must be borne in mind also that competition between policies may affect
the loading, it being desirable, possibly, to encourage the sale of some
types of contracts. In addition to the constant-and-percentage and
modified percentage methods previously described, illustrations are given
on the next page of other methods that have been used. The following
will illustrate the practice of one participating company whose problem
is comparatively simple:
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Ordinary life policies: one half of net premiums (often one third or one
fourth).

20-payment life policies: one eighth of the ordinary life net premium and
one eighth of the net premium for the 20-payment life.

20-payment endowment policies: one eighth of the ordinary life net premium
and one eighth of the net premium for the 20-year endowment.

The following will illustrate the method employed by a stock com­
pany that pays 7 per cent on its capital stock, and shares the balance
with the policyholders. This company has changed its premium bases
several times: '

Issues of 190S-1916: Net American Experience 3% per cent premium plus
12% per cent of itself plus 13 per cent of corresponding ordinary life net
premium.

Issues of 1921-1924. (Reducing premium policies): First Year, Net American
Experience SVe per cent premium plus 1/6 of itself plus 1/6 of ordinary life
premium. Subsequent Years, Net American Experience 3% per cent
premium plus 7% per cent of itself plus 7x/2 per cent of corresponding
ordinary life premium.

Issues of 1924-1928 (Level Premiums): Net American 3% per cent premium
plus 16.13 per cent of itself plus 16.12 per cent of ordinary life premium.

For nonparticipating policies, Sprague’s loading formula, involving the
idea of a constant and percentage combination, is quite frequently used,
inasmuch as necessary adjustments can be made through dividends. ■ As
the American Experience Table mortality is in excess of the actual mor­
tality, it is possible to issue some policies at net rates and pay the ex­
penses out of mortality savings.

Industrial gross premiums. Industrial life insurance premiums, in
a typical mutual company, for example, are computed for the death risk
on the 1941 Standard Industrial Mortality Table at 2*4 per cent interest.
The net premiums are added for double indemnity and total disability,
computed from accident and disability experience tables. The same
constant and per cent loadings are added as for ordinary insurance.
The premium thus found for monthly industrial policies is increased, say
12 per cent, for weekly payments. Rates are expressed as so much face
value for a given weekly payment, as for example, §75 for §.05 a week.

Summary
I. To the net premium must be added an allowance for anticipated expenses;

but no allowance need be made in this way for investment expenses.
II. The amount added for expenses must

A. Provide sufficiently to cover the heavy expenses of the first year.
B. Be equitable as among types of policies and ages of issuance.

III. For the loading to be equitable the expenses must be analyzed and classi­
fied as those that
A. Vary with the premium;
B. Vary with the amount of the policy;
C. Are constant for each policy.
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IV. Analysis and classification are more necessary for nonparticipating con­
tracts, because original costs are not corrected by dividends.
A. The nonparticipating contract therefore attempts to estimate closely

the actual mortality, future interest earnings, and future expenses.
V. Participating contracts can use less exact methods.

A. The constant method.
B. The percentage method.
C. The constant-and-percentage method.
D. The modified percentage method.

VI. Expense ratios.
VII. Loading practices.
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Problems

1. If the fixed expense of a life insurance company is 82.25 per $1,000 of
insurance and the variable expenses are 12 per cent of the net premium, what
is the gross annual level premium for a whole-life policy issued at age 20?

2. If a company follows the plan of loading every premium 25 per cent for
expenses, which of the following policies is this system unfavorable to—(a)
81,000 policy or 810,000 policy? (b) Term policy or 10-payment life policy?
(c) Policy issued at age 20 or policy issued at age 40?

3. Is the plan of loading every premium 12% per cent of itself and 12% per
cent of the ordinary life net premium at the same age equitable to all policies?

4. What- is the effect of adding on a loading greater than required for actual
expenses in a mutual life insurance company?

5. The following are given as the net and gross premiums at age 35 for $1,000
of insurance:

Gross
Ordinary life................................................ $27.40
20-payment life.......................................... 37.31
35-ycar endowment................................... 31.90
20-year endowment................................... 47.57

Net
$21 OS

29.85
24.54
41.97

Assuming the correctness of the calculations, do you consider them equitable?
Why?

6. What system of loading is employed in the following table:

Age
Ordinary Life 20-Payment Life 20-Year Endowment

Net Gross Net Gross Net Gross
20.............. ...... $14.41 $19.21 $23.13 $29.39 • $40.77 $48.48
30.............. ........... 1S.28 24.38 27.19 34.76 41.37 50.13
40.............. ........... 24.75 33.01 33.14 42.79 43.01 53.49
50.............. ........... 36.36 48.48 42.95 56.17 48.24 61.90



160 LIFE INSURANCE

V> hat would be the gross premiums in this table if the first system described on
p. 155 were employed?

7. If it yere necessary to provide for investment expenses in the loading,
what form of provision would you suggest?

8. If the gross premium on a policy is $30, explain how to find the “true
loading.”

9. A company that issued policies based on the American Experience Table
and 4 per cent interest decided to change to a 3 per cent interest basis. If the
constant and percentage loading system previously in use were maintained, what
would be the effect upon gross premiums?

10. A company whose gross premiums were based upon the American Expe­
rience Table and 3 per cent interest and a modified percentage system of loading
decided to change to the American Men Table and 3 per cent interest, but to
keep the gross premiums the same as before. What would be the effect upon the
loading?

11. A company issues an ordinary life nonparticipating policy for an annual
gross premium of S13.90, although the net premium is S13.48 on this policy.
The same company issues the same contract (but participating) at the same age
for S1S.40, although the net premium is $14.41. Give possible reasons for the
difference in loading.

12. Assuming a company pays 40 per cent initial commissions and ten renewals
of 7 per cent each, medical expense $3.00, and management expenses equal
to $2 per $1,000 insurance and 3 per cent of gross premiums, compute the
gross premium from a net premium of $22 at age 40 on an ordinary life policy.

13. As expenses are heavy the first policy year, why do not companies add a
loading large enough to meet first year’s expenses and then give larger dividends
in subsequent years?

14. Using the net rates given in Problem 6, can you find the system of loading
employed to get the gross rates given in Chap. 6, p. 86?



CHAPTER 10

Reserves

Purpose of the reserve. The life insurance company collects premi­
ums in advance and promises to pay future death claims. In order to
exhibit correctly the financial position of the company at any time it is
necessary to set up on the liability side of the balance sheet an estimate
of the present value of these future liabilities. This estimate is, although
somewhat misleadingly, called the “reserve.” 1 On the asset side of the
balance sheet there should be sufficient assets, in some form, to offset the
estimated liabilities. These assets, which constitute a reserve fund, are
frequently themselves called the reserve.

The reserve is an amount that, together with future premiums, will
equal future death claims.

In any event the insurance company would have to make some esti­
mate of this future liability, either for its own information or for the
information of the policyholders. As insurance is a business necessi­
tating public confidence, as it has attained a scope so vast as to become
a vital part of the country’s financial system, and as the carrier has
possession of large sums that morally belong to the policyholders, the
state governments have prescribed the basis upon which such liabilities
are to be estimated. The estimate arrived at by the method prescribed
by statute is the legal reserve.

Legal reserves. The legal reserve prescribed is a standard to which
all companies must conform, and requires that the liabilities be estimated
according to a stated mortality table and rate of interest. The process
of estimation is known as “valuation.” Within certain limits, companies
may collect what premiums they please, provided they possess sufficient
assets to pay future claims as estimated by the prescribed method. Thus
the statute may require the American Experience Table and 3% per
cent interest as the method of valuation, but nonparticipating premiums
may be calculated from the American Men Ultimate Table and 4 per
cent interest.

Originally the most dependable American table was the American
Experience Table, and it was considered that the most satisfactory basis
of valuation was the full net reserve shown by this table to be necessary.
Later this standard was modified, partly because it was considered un-

1 The reserve discussed in this chapter is a certain and unquestionable liability
(because in the future deaths are sure to occur) as distinguished from “contingent
liabilities,” such as unfavorable mortality experience, variations in taxes, losses in
market value of securities, and so forth. The funds used to cover the latter con­
tingencies are also termed “reserves,” however.

161
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necessarily strict and partly because it interfered with the American
system of commissions to agents. A variety of modified systems de­
veloped, and few companies now conform to the full net valuation stand­
ard. In order to understand the modified systems described hereafter,
however, it is necessary to study the original system upon which they
are based, and this chapter at the outset therefore deals only with the
full net reserve.

Reserves on individual policies. Strictly speaking, it cannot be said
that any particular part of the total reserve belongs to any individual
policy, because life insurance is conducted on the basis of averages.
However, it may be said that an average policy of a certain type has a
reserve of a given amount. One of the advantages held forth to the
prospective buyer of life insurance is that he may borrow on his policy,
and another is that he is entitled to its surrender value if he decides to
discontinue paying premiums. Thus in practice each policy is con­
sidered to have a reserve value, and upon this value depends the amount
the policyholder can borrow and the surrender value. The reserve, and
consequently these values, depend in turn upon (1) the face of the policy,
(2) the age at issuance, (3) the length of time the policy has been in
force, (4) the kind of policy, (5) the manner of paying premiums, and
(6) the rate of interest.

Effect of different kinds of premiums on the reserve. In order that
the reserve majj be clearly understood, a review of the different kinds of
premiums is necessary. Life insurance may be purchased by natural,
single, level, or decreasing premiums. The natural premium is based
on the mortality cost for one year at the age concerned and, with in­
terest, is just sufficient to meet all death claims at the end of the year if
the actual experience is the same as the expected experience. This basis
of charging premiums is most frequently used in connection with the one-
year renewable-term plan. As the sum on hand at the end of each year
is sufficient only to meet the maturing policies, there is no fund placed
in reserve.

The single premium is exactly what its name implies, one premium of
an amount that, when compounded at the assumed rate of interest, will
be sufficient to meet all the losses and expenses that will ever be charged
against the policy. One lump sum thus paid has to be so large that it
is even more impractical than the natural premium method and, there­
fore, is rarely used. If premiums were paid by this method however,
evidently the reserves would be large. The net single premium on an
ordinary life policy at age 21, 372 per cent, is §289.40. The interest for
one year at 3Vt per cent is alone more than enough to pay the death
claims that year, with the result that the reserve is §293.99 at the end
of the first year.

When the same amount is deposited with the company each year dur­
ing the premium-paying period of the policy, we have what is called a
level premium, which is superior to either natural or single premium be­
cause it is moderate and is never increased. The policyholder, it will
be noted, pays to the company a larger sum in the earlier years than is 
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necessary to pay mortality costs. This difference, with compound in­
terest, goes into a fund known as the reserve and takes care of the later
years when the mortality cost has risen so as to exceed the amount of
the level premium and when a natural premium, as we have seen, would
be so high as to be unattractive and almost impossible to collect. Thus,
the net annual level premium on an ordinary life policy at age 21, 3%
per- cent, is S13.77. With interest for one year, this amount is more
than sufficient to pay the death claims that year, and provides a reserve
of S6.45 at the end of the first year. It is this level premium idea, vari­
ously applied, which makes possible the many types of policies that are
written. Under the decreasing premium plan, which has never attained
great popularity, the premium paid decreases with advancing age and
the anticipated decline of the policyholder’s earning power. In the
early years such a decreasing premium is larger than the level premium
and the reserve correspondingly greater. As the later premiums de­
crease the reserve grows at a slower rate.

It can be seen that a reserve will accumulate only under the single,
level, and decreasing premium plans, because under the natural premium
plan, although some infinitesimal reserve may exist during the year, by
the end of the year it is exhausted by the death claims. In the case of a
single premium, the sum is increased each year by the interest, and then
from the total the current mortality cost is deducted. The remainder
is the reserve. This process is repeated year after year, the factor of
interest making the reserve per policy grow larger and more rapidly, as
shown in Table 11.

The reserve per policy under the level premium plan is not as large
at first, in actual amount, as under the single premium plan, but it grows
with greater speed, because it is increased each year, not only by the
interest but also by the amount of the level premium, although reduced
each year by its share of the matured policy claims. .At the end of
the table, age 96, the reserve on an ordinary life policy must be SI,000,
because at this age death is considered certain.

The reserve on a group of policies and also on the individual policy,
taken at age 21, on the ordinary life plan, in which premiums are paid
for the whole of life, is illustrated in Table 11.

It was assumed, in this table, that there were 91,914 persons insured on
the ordinary life plan at age 21, for SI,000 each, the net annual level
premium at that age being S13.7725, according to the American Experi­
ence Table on a basis of 3*zt per cent. Since the assumption is that all
premiums are paid at the beginning of the year, we have total premiums
collected: 91,914 X §13.7725, or $1,265,885,565. At 3% per cent interest
this sum amounts to SI,310,191.559 at the end of the year. However,
722 persons have died, and for calculation purposes it is assumed that all
claims are paid at the end of the year. Therefore, S722,000 is deducted
from the above total, and we have S588,191.559 remaining. Since w&
began with 91,914. persons and 722 died during the year, there are only
91,192 survivors. The sum now on hand belongs to these individuals,
or approximately S6.45 per policyholder.
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During the second year of the business 91,192 persons paid $13.7725
each, or $1,255,941.82. There was a reserve of $588,191,559 from the
previous year; therefore, the total on hand to start the new year is $1,-
844,133.38, and 3 Vo per cent interest is earned on this amount. Since
721 die this year, only $721,000 will be deducted at the end of the year,
the remainder belonging to the surviving policyholders. This operation
is repeated year after year in the same manner until age 96 is reached, the
calculator always keeping in mind the changing yearly mortality.
Whereas Table 11 shows the process by which the individual reserve
grows, Table 12 shows the reserve increasing on individual policies of
different types, the method of calculation being the same as in Table 11.

Whole-Life

TABLE 12

Individual Terminal Reserves on Various Kinds of Policies

Amount of Insurance SI,000. Age 21. American Experience Table of
Mortality and 3p£ per cent

Year of Whole-Life Net Annual 20-Payment 20-Ycar 5-Yr. S50 Life
Insurance Single Premium Premiums Life Endowment Term Annuity

1......... S293.99 S6.45 S14.05 S32.71 SO. 10 S993.89
2......... 298.73 13.13 28.65 66.78 0.15 986.88
3......... 303.65 20.04 43.84 102.28 0.16 979.61
4......... 308.73 27.21 59.64 139.27 0.11 972.09
5......... 314.01 34.63 76.07 177.82 0.00 964.29

10......... 343.28 75.82 168.60 396,13 921.01
15......... 377.95 124.61 281.29 666.00 869.74
20......... 418.69 181.94 418.69 1,000.00 809.51
25......... 466.00 248.52 466.00 739.55
30......... 519.67 324.05 519.67 660.21
40......... 639.24 492.31 639.24 483.42
60......... 859.40 802.15 859.40 157.88
75......... 1,000.00 1,000.00 1,000.00 0.00

It will be noticed that on all life policies the reserve equals $1,000 by
the end of the table, because death is then considered certain. On the
endowment policy the reserve reaches $1,000 at the end of the endowment
period because the company is then obligated to pay the face value to
the survivors. On the term policy the reserve is zero at the end of the
term because the company’s liability then ceases, and, since the annual
premium is very small, little more than enough to meet the current death
claims, the reserve is at all times insignificant. On the life annuity the
reserve diminishes, because the annuity is a method of expending a previ­
ously accumulated capital. These facts are illustrated in Figure 10.

Effect of interest rate on the reserve. Another factor affecting the
size of the reserve is the rate of interest assumed by the company. The
higher the rate of interest, the less it will be necessary to collect in the
form of premiums, because the interest will make up the difference,
Since the premiums and the reserve vary inversely with the interest rate,
the higher the interest assumption, the lower the reserve and the pre­
mium, and vice versa. When the interest rate is 3 per cent, the reserve
at the end of the fifth year on an ordinary life policy issued at age 21
is $39.20. If 3% per cent is the rate, the reserve would be $34.63, and if 
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4 per cent, the reserve would be S30.60. A comparison of the reserves
based on these different assumptions is shown in Table 13.

Comparison of Terminal Reserves on Ordinary Life Policies of
SI,000 Each Issued at Age 21

American Experience Table of Mortality and Different Interest Rates

making comparisons among the reserves, surrender values, and loan

TABLE 13

Nd Annual Premiums.
Reserves al

314.72 813.77 313.24

End oj Policy Year 8 Per Cent Sy/2 Per Cent 4 Per Cent
1.................................. S7.36 S6.45 S5.65
2.................................. 14.95 13.13 11.53
3.................................. 22.79 20.04 17.64
4.................................. 30.86 27.21 23.99
5.................................. 39.20 34.63 30.60

10................................. 84.91 75.82 67.70
15.................................. 138.00 124.61 112.51
20................................. 199.17 181.94 166.17
30................................. 346.53 324.05 302.92
40................................. 515.49 492.31 470.02
60.................................. 815.47 802.15 788.80
75.................................. 1,000.00 1,000.00 1,000.00

The difference in interest assumptions is frequently lost sight of in

Fig. 10. Individual Reserves on Various Types of Policies

values of different companies. Since these factors depend on the as­
sumed rate of interest, fair comparisons are obviously made only when
similar assumptions prevail. It is also evident that in participating
policies the reserve basis makes little difference to policyholders collec­
tively because, although a higher assumed interest rate enables lower 
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premiums, other factors being equal, it implies the probability of smaller
dividends.

The cost of insurance depends, not upon the interest rate assumed and
the mortality in the table, but upon interest actually earned on invest­
ments and mortality actually experienced.

Size and importance of the reserve. This important fund, the re­
serve, is the backbone of the level premium plan, although it has been
the subject of attack by individuals and organizations that do not believe
in a conservative method of conducting an insurance company and that
see no reason for piling up a huge sum to take care of the future. State
regulation has been necessary to safeguard the reserve as a trust fund
and to prevent its misuse, for it will be needed in the future to pay claims.
In order to maintain a safeguard the states require each insurance com­
pany to file periodical reports with a designated public official, so that
he can determine whether or not the company is being safely operated.
A company to be solvent must at all times have enough in its reserve
so that the reserve supplemented by future premiums will be able to
meet all future claims. A company that wishes to go out of business and
have its policies reinsured by another company must likewise possess an
adequate reserve.

The possession of this reserve makes life insurance companies im­
portant factors, in the financial world. When the sums held as reserve
by all life insurance companies are totaled, they reach into billions of
dollars, and any business that has at its disposal so large an amount of
money necessarily exerts considerable financial influence. The reserve
must be invested safely for the policyholders in order that the assumed
rate of interest may be earned; and, recognizing the character of the
reserve, the laws of the states have restricted the types of investments
that may be made with this fund.

A better idea of the importance of the reserve in an individual life
insurance company may be gained by a comparison of the amount of the
reserve with the admitted assets. The balance sheet of any old and
reliable life insurance company will show that the reserve constitutes
about four fifths of the liabilities. The company is responsible to policy-
holders for it, and a corresponding amount of assets belongs to them
collectively. If sufficiently detailed the balance sheet will also show the
conservative nature of the securities in which the reserve is invested.

From the standpoint of the individual policyholder, the reserve is his
savings fund, on which he is receiving interest. If he needs cash, it is
the basis of the sum he may borrow or receive as a cash surrender value
from the company; if he lapses, it may be used to purchase paid-up
insurance, or extended insurance; if he wishes to'convert the policy to a
higher premium form, it determines the additional amount he will have
to pay. Just how rapidly this fund increases is illustrated in Table 12,
which shows the terminal reserve on individual policies.

Calculation of the reserve. There are various ways in which the
reserve may be calculated, but they fall in two classes, (1) the prospec­
tive method and (2) the retrospective method. The American Expert- 
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once Table and 3y2 per cent interest will be used for illustrative purposes.
1. Prospective method. This method is so called because the calcula­

tion proceeds by anticipating what will happen in the future. The re­
serve must be sufficient, with future premiums, to pay the anticipated
future death claims.2 In the form of an equation it may be expressed as:

(Reserve) + (Future Premiums) = (Future Death Claims)
or, transposing terms,

(Reserve) = (Future Death Claims) — (Future Premiums)
which allowing for interest to be earned, becomes

- I Present Value of 1 j Present Value of 1
( Future Death Claims J ( Future Premiums j

For illustration purposes, suppose that it is desired to find the net
terminal reserve at end of age 93 on a whole life policy issued at age 21.
The present value of the future death claims at the end of age 93 is
found to be: I

Age No. Dying Death Claims Present Value Per Policy »
;94......... 18 18,000 17,391.30 1 961.52 I
95......... 3 3,000 2,800.53 j 5

The present value of the future premiums is found to be:

Age No. Living Premiums Present Value Per Policy J
94....... 21 289.17 289.17 ) 15.6795...... 3 41.31 39.91 J

The difference between 8961.52 and $15.67, or $945.85, is the reserve.
A less tedious operation is possible if tables are available for finding

the net single premium and present value of an annuity-due. The pres- ;•
ent value of future claims will be recognized as equal to the net single
premium at age 94, since this value is the amount that, with interest,
would cover such claims. The present value of future premiums of $1 is
the present value of an annuity-due, or at this age, $1.1380; and since
we know the net annual level premiums on this policy to be $13.77, we
multiply the present value of annuity-due of $1, or $1.1380, by $13.77,
giving the present value of future premiums as $15.67. When this sum
is deducted from the present value of future death claims (which are
always equivalent to the net single premium at the attained age), the
reserve is found to be 8945.85.

In the form of an equation, iLwill appear as:

Reserve = / Net Single Premium
( at attained age

Present Value of .. Net Annual Level 1
81 annuity-due x Premium J

’Using x to represent the age at issue, t the number of years since issuance, x + t
■ the attained age, A the present value of future death claims, P the annual level pre­

mium, a the present value of a 81 annuity-due, and V the reserve
+ (Pj) (ax+t) — A

|Fx = Axn—^Px) (a-x+t)
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The net single premium at age 94 is §961.52 and the present value of
an annuity-due of §1 at that age is SI.138. Since §13.77 is the level
premium on the policy that was taken at age 21, the reserve at 94 is
§961.52 — (§1.138 X §13.77) or §945.85.

2. Retrospective method. The reserve may also be regarded as sur­
plus premiums collected, the operation of the method being shown in
Table 11. It is then known as the “retrospective reserve,” because it is
found by looking back over the results of the past. To calculate this
reserve it is merely necessary to find the past premiums collected plus
interest thereon, and subtract past death claims.3 If the premiums and
the death claims used are those indicated by the mortality table, the
result will be the required reserve.

Expressed in the form of an equation:

{’■"btoXT cm™} - a™™

Obviously, if the premiums are improperly small or the claims un­
usually large, the reserve so calculated will be inadequate and below the
sum reached by the prospective method. The retrospective method,
using the figures given in the mortality table, the same premium, and the
same interest rate, gives the same result as the prospective method.

In Table 11 it is shown that the annual premium collected from 91,194
persons at age 21 yields about §1,265,886. When increased at 3% per
cent interest for one year this sum grows to about §1,310,192. When the
death claims of that year of §722,000 are paid, there will remain §588,-
192 as reserve. As there are then 91,192 persons alive, the reserve is
equivalent to §6.45 per person. The following year this reserve is in­
creased by the second year’s annual premium and by the interest on the
total sum, and decreased by the death claims of §721,000. The result is
a reserve of §13.13 per person at age 23. The same process applied to
the third year results in a reserve at age 24 of §20.04. Let us test the
reserve as shown in Table 11 at the end of the third year by the prospec­
tive method. The retrospective reserve of §20.04 should be “that
amount” which, if added to future premiums, will equal future death
claims. The present value of future death claims at age 24 is §303.6499,
which is the same as the net single premium at that age. We can find
the present value of the future premiums by multiplying the annual
premium (§13.7725), which these persons are paying, by the discounted
value of the probability of collecting it. The latter value is, of course,
the same as the present value of a life annuity-due of §1, which we find
at age 24 on a 3% per cent basis to be §20.5922. Multiplying §13.7725
by §20.5922, we have §283.60607, which is the present value of future
premiums on one policy. Deducting this amount from .the present value

3 Using x to represent the age at issue, t the number of years since issuance, P the
annual level premium, u the accumulated value of past SI premiums, k the sum of past
insurance benefits, and V the reserve

tVz = PzQuz) - tkT
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of future death claims, we arrive at a figure of $20.04 reserve per policy,
the same as shown by the retrospective method in Table 11.

Terminal, initial, and mean reserves. In life insurance problems,
the terminal reserve (just illustrated), the initial reserve, and the mean
reserve are all useful. The terminal reserve is the reserve at the end of
the policy year, after the payment of death claims and before the receipt
of the following year’s premium. Our calculation showed that the ter­
minal reserve at the end of the first year of insurance, on an ordinary life
policy issued at age 21, was $6.45. This is a useful figure for calculations
made as of the end of the year, such as computing loan and surrender
values, effecting conversions of policies, and providing for extended
insurance.

If we add to the terminal reserve the premium immediately subse­
quently paid we have the initial reserve of the following year. Thus to
the terminal reserve at age 21 ($6.45) add the annual premium of §13.77,
and we have $20.22 as the initial reserve at age 22. This figure is useful
in calculating dividends on participating policies, because it is frequently
considered that the policy is entitled to interest earnings on the initial
reserve.

The mean reserve is the average of the initial and terminal reserves.
Thus we have, for the above illustration, one half of the sum of $6.45
and $20.22, or $13.34. On a given date, let us say December 31, a com­
pany must prepare a statement of its financial condition. Very few
policies end or begin their policy years on that date, some having their
anniversary dates but a few days prior and some nearly a year prior.
On the average it may be assumed that the policies are within six months
of their anniversary dates, and that therefore the mean reserve may be
considered a satisfactory approximation of their reserve values on the
date the statement is prepared.

Special methods of valuation. The annual premium charged the
policyholder by participating companies is, say, $18.40 for an ordinary
life policy at age 21. But we have been using throughout these reserve
illustrations the net premium of $13.77, because the net premium is the
basis of valuation prescribed in the United States, the question of ex­
penses being ignored. Such valuation involves the assumption that the
expense of conducting the business will be fully covered by the loading
added for that purpose. Past experience has shown that the total loading
charged by American companies has been amply sufficient to cover total
expenses, over the life of the policy as a whole. It has not, however, been
sufficient to provide for the extraordinarily heavy expenses of the first
policy year. This situation has led to permissible legal valuations that
differ greatly from the full net valuations we have been discussing.

First-year expenses. If a participating company charges $18.40 for
an ordinary life policy at age 21, we may make the following estimates
of first-ycai costs. The death claims take $7.59, the agent receives 40
per cent commission or $7.36, and the other expenses incidental to policy
issue amount to $2.00. The remainder is $1.45 for the reserve, whereas
the full net reserve required is $6.45. If the full net reserve is to be on 
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hand at the end of the year the expenses must come from some other
source than ordinary level premiums, for the above estimates of expenses
are not exaggerated. If the full net reserve were insisted upon, a com­
pany might even make itself insolvent by writing too much new business.

In a large and old company expenses may be borrowed from surplus,
but in a young, small company this source is not available. The other
possibilities are:

1. To charge an initiation fee or specially large first-year premium.
To do so, however, is a violation of the level-premium idea and necessi­
tates a difficult explanation to the insured.

2. To borrow funds that would otherwise be devoted to paying surren­
der values and dividends. But this possibility is precluded by the ne­
cessity of maintaining a consistent dividend policy and reasonable
surrender values. The latter, as stated, are regulated in some states.

These difficulties are further complicated by the necessity of meeting
competition. There remains the reserve, if some method of legally bor­
rowing from it can be devised.

Modern reserve systems. The reserve is evidently the logical re­
source for temporarily obtaining the funds for first-year expenses. At
first it was used by evading the law through subterfuges. One was to
“lend” the first year commission to the agent, but a more popular method
was the preliminary term plan. The latter was sanctioned by some state
insurance departments, soon became a matter of course, and ultimately
was set up as a permissible legal reserve system. Today every state
permits modifications of the full net reserve, some of which are described
below.

1. The preliminary term plan. Under this plan the first year of the
policy’s term is considered as term insurance; the policy then goes into
effect in its own name at an age one year higher and for a term one year
less. Take, for example, a 20-year endowment policy at age 35 with a
net premium of §41.97. Of this, on a 3 per cent basis, §34.59 should be
in the reserve at the end of the first year. But consider this as a one-
year term policy plus a 19-year endowment policy, an assumption that
will not in any way change the company’s obligation to pay SI,000 upon
death, and the reserve at the end of the first year is zero. Thus §34.59 is
available for expenses. The full net legal reserve in the second year is
§70.40, but the reserve at the end of the first year on a 19-year endowment
policy issued at age 36 (that is, preliminary term plan) is only §37.10.
As the years elapse the preliminary term reserve catches up with the full
reserve until, as shown in Table 14, by the end of the twentieth year the
reserves are the same.

If death does not occur until after the twentieth year, there is obviously
no difference in the two plans. If, however, death occurs prior to that
time, the reserve of the individual policyholder does not contribute to the
extent it should, and the funds must be procured elsewhere.

The preliminary term plan permits the company to anticipate the load­
ings of future years and to meet first-year expenses out of the reserve.
Figure 11 will aid in comprehending how this system operates. In
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this diagram the area CDKJ represents the net level premium, cover­
ing death claims and reserve, ABDC the loading on the'full net valua­
tion basis, and the two combined (ABKJ) the gross level premium.
AEFGHB represents the loading on the preliminary term basis. CEFI
is the amount borrowed from the reserve for the first-ycar expenses, and
GIDH the anticipated loadings by which it will be replaced. While the
loading anticipated by the full preliminary term plan on life policies and
long-term endowments may not be unreasonable, on high cost policies
it permits extravagance and may reduce amounts receivable from future
loadings to less than is necessary for expenses. Such loading, of course,
is favorable to new companies, whose acquisition cost is normally high.

2. The modified preliminary term plan. This plan is less lenient than
the full preliminary term plan. So far as the ordinary life policy is con­
cerned, there is no difference between the two, because the ordinary life
reserve at the end of the first year may be borrowed in full. But to
permit the borrowing of the full reserve on an endowment policy (S34.59)
would be to encourage unnecessarily heavy expenses, and so there may be
borrowed only the excess above the sum of the preliminary term reserve
on an ordinary life policy and an amount sufficient to provide the endow­
ment element in the contract. Thus, the reserves on limited payment
and endowment policies under the modified plan are always somewhat
higher than under the full preliminary term plan, and not so much can
be borrowed for first-year expenses on these policies as would be avail­
able under the preliminary term plan. This is shown in Table 14.

3. Select and ultimate method. The mortality table deaths are in
excess of the actual deaths for the first few years of the policy by reason
of medical selection, and by the select and ultimate method the company
is permitted to discount this saving in advance. The benefits of medical
selection are presumed to endure for five years, the first year’s mortality
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being 50 per cent of the tabular or expected mortality; the second year’s
mortality 65 per cent; the third year’s mortality 75 per cent; the fourth
year’s mortality 85 per cent, and the fifth year’s mortality 95 per cent
of what is expected. These savings the company may anticipate, and
borrow from the reserve. Thus, on the twenty-year endowment above
mentioned, the full net reserve at the end of the first year is 834.59; but
86.24 may be used, leaving 828.35 in the reserve. Table 14 will show
that by the end of the fifth year, the savings having been exhausted, the
reserve on the select and ultimate plan equals the full net reserve.

Table 14, which follows, summarizes the results of the full net reserve
plan and the various modifications thereof, on a 20-year endowment
policy at age 35.

TABLE 14

Reserves on 20-Year Endowment Policy at Age 35

Amount of S 1,000. Age 35. American Experience Table, 3 Per Cent.
End of
Policy
Year

Preliminary
Term Reserve

Modified
Preliminary
Term Reserve

Select and Ulti­
mate Reserve

Full Net
Reserve

1.... $22.00 S28.35 S34.59
2.... 837.10 5S.27 66.92 70.-10
3.... 75.52 95.85 105.93 107.50
4.... 115.31 134.77 145.50 145.91
5.... 15G.33 175.08 185.71 185.71

10.... 386.21 399.71 407.45 407.45
15.... 662.33 669.73 674.00 674.00
20.... 1000.00 1000.00 1000.00 1000.00

Further modification of preliminary term. The law of New York
permits valuation on either the select and ultimate basis or the modified
preliminary term basis. Other states have introduced their own individ­
ual variations of the preliminary term system, and their plans have
become known by the state names. Two of these are (1) the Illinois
Standard 4 and (2) the New Jersey Standard.

The Illinois Standard divides policies into two groups: those that cost
less than a 20-payment life policy and those that cost as much or more
than a 20-payment life policy. The first group may have full pre­
liminary term reserves, and the second group may have reserves that
meet the full net reserve by the 20th policy year. The 20-payment life
criterion makes a rather sharp dividing line, and some types of policies
issued at one age fall below this dividing line, whereas the same type of
policy issued at an age one year higher falls above. In order to eliminate
this sharp division, the New Jersey Standard makes three groups of
policies and introduces still further modifications in the valuation proc­
ess, modifications that take us, however, beyond the scope of this book.

It will be seen that even the full preliminary term plan merely permits
the company to anticipate the loadings of subsequent years and to use
these anticipated loadings to pay first-year expenses. All the reserve

‘Used in Illinois, Alabama. Delaware, Idaho. Indiana. Maiyland, Michigan, Mis­
souri, Montana, New York, North Dakota, Oklahoma, Wyoming. District of Colum>
bia.
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methods described are in this sense “safe,” but some are more conserva­
tive than others. It should be pointed out also that the public has
depended to a large extent upon competition to regulate life insurance
prices. Because their first-year expenses are heavier than those of old
companies as a rule and their surplus funds smaller, new companies find
the more liberal reserve requirements easier’ to get started with, and

Fig. 12. Deficits in Modified Reserves as Compared
with Full Net Reserves. 25-Year Endowment Policy, Age
35, American Experience, 3%

* Not applicable to thia policy, but included for illustrative pur­
poses.

competition is therefore promoted. At the same time larger expenditures
are permitted for securing new business thus facilitating increased ex­
penses, unless other checks upon expenses exist, as in New York and
Wisconsin.

Direct expense limitations. Any reserve system serves as some
limitation upon total operation expenses, but when surplus is available
it can be used in addition to borrowings from the reserve, and large
expenditures for obtaining new business may be charged against old
policyholders, or volume may be increased at the expense of cost. Sev­
eral states impose more effective expense limitations upon companies by
directly regulating both first-year expenses and total expenses. New
York may be cited as an example, but for simplicity the details must ba
condensed.5

‘Sect. 213, New York Code of 1939.
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The “first-year expenses” regulated by the law are mainly commissions
and other compensation to agents for writing policies. No company
may spend more than the law provides for such disbursements. The
total limit of first-year expenses consists of two general allowances,
irrespective of policy type, plus separate additional allowances for spe­
cific forms of insurance. The general allowances are SI per SI,000 of
new life insurance written and SI per SI,000 of such insurance in force
at the end of the year.
■ The specific allowances are as follows: On single premium life and
annuity contracts the additional allowance is 3 per cent of the gross
premiums, and on other annuities 30 per cent of the first-year premium.
On whole life and endowment policies the additional allowance is 20 per
cent of the first year’s premiums on new insurance plus 35 per cent of
the premiums on an equal amount of whole life insurance. On other
life insurance the limit is 37.5 per cent of the gross premiums on the
given policy plan plus the difference between 35.5 per cent of the gross
premium on the particular form and 17.5 per cent of the whole life
premium.

It will be observed that a company can increase its expense margin by
increasing its loading and gross premiums, but it does so at the competi­
tive disadvantage of higher rates.

In addition to the above limitation upon all first-year expenses, restric­
tions are placed upon agents’ commissions as contrasted with such items
as advertising. Furthermore, the maximum first-year commission that
may be paid for any individual life insurance policy is 55 per cent of the
gross premium.

The “total expenses” of a company are also regulated, such total ex­
penses including all expenses other than taxes and investments. The
limit in this case is the limit on first-year expense plus the smaller of
these two figures: either (a) the percentage of loading when applied to
renewal premiums, or (b) 6 per cent of renewal premiums, 82 per thou­
sand of new insurance in force, and 82.50 per thousand of insurance in
force.

The first-year expenses and total expense limits thus arrived at are
set upon a sliding scale basis, according to size of company, by increas­
ing each limit by 50 per cent of itself for a company with less than
SI,000,000 of insurance in force, 49.9 per cent for a company with less
than 82,000,000 in force, 49.8 per cent for less than 83,000,000, and so on.

Limitations of new business. Of somewhat similar character is the
regulation of the total amount of new business that a company may
write in any calendar year.6 This restriction consists of a diminishing
percentage of the total amount that was previously in force, as follows:

Amount in Force
{millions)
50-100

100-300
300-600
600 or over

TABLE 15
Percentage of this per­
mitted as new business

35
30 or at least $35,000,000
25 or at least $90,000,000
as described below

Sect. 212, New York Code of 1939.
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For companies with insurance in force aggregating more than $600,-
000,000, limitations are either (a) the largest amount of new business
written in any one of the three preceding years, or (b) the percentage of
the company’s first-year expense limit in the preceding calendar year
to the actual first-year expenses, applied to the largest amount of new
business written in any one of the three preceding years, or $150,000,000,
whichever is larger.

Additional reserves. Various activities of a company make other
reserves necessary or desirable. Thus, one company has a reserve for
accelerative endowments that policyholders have paid for, for policies
on which a return of premium is guaranteed on certain events, on policies
not reported by agents and paid for by notes, on waiver of fractional
premiums due at death, on extra premiums charged for substandard risks,
on certain policies with a guaranteed value higher than the net value,
on dividend additions, on annuities, on permanent and total disability
benefits, on accidental death benefits, and so forth.

Recent interest assumptions and reserves. As interest rates in re­
cent years have tended to decline, companies have correspondingly
lowered the rate of interest assumed in the calculation of reserves. Vir­
tually all companies using rates higher than 3 per cent have reduced their
rates to 3 per cent, some to 2% per cent, in the calculation of premiums
and reserves on new’ policies.

The reduction in assumed interest rate results in higher reserve values.
The American Men or CSO Table when substituted for the American
Experience Table, as in some companies, further contributes to increase
the reserve slightly for many policies. The increase in reserve values
carries with it the problem of the increased amounts thereby made
available to withdrawing policies if the basis of nonforfeiture values

- remains the same.
A company may also increase its reserve on outstanding policies, but

such a process raises two difficulties. The increase might be considered
as surplus, rather than reserve, under some state law’s, and thus subject
to the legal limitations on surplus. In some cases, also, the increase
in reserve might necessitate an increase in the nonforfeiture values spe­
cified in the contract in order to have them attain the nonforfeiture values
required by law, as the legal requirements are at present tied to reserves.

Summary

I. The reserve is necessary to meet future obligations.
A. Therefore legal standards of adequacy have been promulgated.

1. Modifications of the full net reserve are permitted.
II. Reserves on individual policies are greatly influenced by

A. The manner of paying premiums
B. The assumed interest rate.

III. The reserve is important because
A. It is necessary for solvency.
B. It makes the life insurance company a power in the investment world.
C. It equals at least 80 per cent of the assets.
D. It is the basis for policy privileges of the policyholder.
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IV. The full net reserve may be calculated.
A. Prospectively, by anticipating the future.
B. Retrospectively, by examining past tabular results.

1. Terminal, initial, and mean reserves are all useful.
V. Full net reserves are modified in modern reserve systems.

A. This is necessary to provide for heavy first-year expenses.
B. The more important modified systems are

1. Preliminary term plan.
2. Modified preliminary term plan.
3. Select and ultimate method.
4. Illinois and New Jersey standards.

VI. Although the reserve requirements impose some limitation upon company
expenses, other limitations are imposed in some states.
A. Direct limitations upon amount of expense.
B. Limitations upon amount of new business. • ,

VII. Recent interest rates tend to increase reserves.
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Problems

1. Would there be a reserve on a 5-year term policy, if paid for by a single
premium?

2. If an assessment society charges premiums on the step-rate plan, how
would the reserve on an ordinary life policy during the early policy years com­
pare with the reserve on the same policy by the annual level premium plan?

3. Could a company become insolvent, even though charging the tabular net
premiums and keeping the calculated required reserve? If so, how?

4. On the diagram of reserves (Figure 10), how would the reserve appear
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for (a) 10-payment life policy, (b) endowment at age 85, paid for by an annual
level premium, (c) endowment at age 85, paid for by 20 annual premiums, (d)
deferred life annuity to begin at age 60, purchased by a single premium at age
31 ?

5. From the balance sheet of a life insurance company find the per cent of
total liabilities represented by the reserve. How does this percentage agree
with the statement in the text?

6. Brown claims that the reserve on a 30-payment life policy issued at age
20 at the end of the 30th policy year will be equal to the net single premium on
an ordinary life policy issued at age 50. Is he correct? Why?

7. Why is the reserve on a 20-year endowment policy just prior to the end of
the 20th year equal to $1,000?

8. Which policy has the larger reserve values, the limited-payment or the
ordinary life policy? Why?

9. Which company will show the larger cash values, X on a 3 per cent,
American Experience basis, or Y on a 4 per cent, American Experience basis?
Why?

10. How would the reserve during the life of the policy appear on a whole life
policy, Figure 10, if the policy were paid for by decreasing annual premiums?

11. Given the following figures, verify the reserve at the end of the second
year, as shown in Table 11, for an ordinary life policy issued at age 21, Ameri­
can Experience, 3y2 per cent.

P.V. of Life Net Single
Age Annuity Due Premium
21........... ........ $21.01 $289.40
22........... ......... 20.88 293.99
23........... ........ 20.74 298.73
24........... ........ 20.59 303.65
25.................... 20.44 308.73

(With these figures other results in the same table may be worked out. One
should bear in mind that the results will not check exactly because of insuf­
ficient decimal places.)

12. On a 3 per ednt basis the net annual level premium on a whole life policy
issued at age 21 is $14.72. Find the terminal reserve at age 93. Explain why it
differs from the reserve given for a similar policy on p. 164.

13. What will be the initial reserve and mean reserve at age 23 for the policy
illustrated in Table 11?

14. To what extent is the following argument correct? “If a man buys a
20-payment policy at age 35 and dies at age 50 the company pays his bene­
ficiary $1,000, but $418 of this is the insured’s own money, which has been
accumulated by then in the reserve. Therefore the company has been over­
charging him. If he could buy renewable term insurance throughout his life
he would have at low cost $1,000 at death and in addition the accumulated value
of whatever he could save. While living, on the other hand, he has at all times
the accumulated value of his savings, without affecting his insurance policy.”

15. The net annual premium for an ordinary life policy at age 35, American
Experience, 3 per cent, is $21.08. Assume loading of 32*4 per cent, expenses of
$17.00, claims of $6.95. Can the first-year deficit be covered by the preliminary
term plan?

16. The net annual premium for a 20-year endowment policy at age 35, Ameri­
can Experience, 3 per cent, is $41.97. Assume loading of $10.17, expenses the
first year of $17.00 and cost of first year’s claims $7.50. Can the deficit be cov­
ered by the preliminary term plan? By the modified preliminary term plan?
By the select and ultimate plan?
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17. What would be the effects of requiring valuation by all companies on the
select and ultimate plan?

18. What relation exists between modified reserve systems and restriction of
expenses ?

19. What logical basis is there for setting up "general allowances” and "specific
allowances” in the regulation of first-year expenses?



CHAPTER 11

Surrenders, Loans, and Investments

Causes of termination. If the insurance contract is carried out to its
conclusion, it fulfills its purposes by (a) payment of a death benefit,
(b) maturiy of an endowment, (c) expiry (in the case of a term policy
that has ended) or (d) disability, if the contract pays for this contin­
gency.

In other cases, however, there is a default on the part of the insured
by failure to pay premiums, causing the contract to terminate as the
result of (a) mere failure to pay premiums, or (b) surrender, the insured
signifying his intention to discontinue the original contract.

Unfortunately a large proportion of contracts terminates in the latter
two ways. Statistics show that the terminations by lapses in one year
amount to somewhat over 6 per cent of the number of policies in force,
and equal slightly more than half the policies issued in a year. Of all
terminations the figures show that about 60 per cent are due to lapse or
surrender. The large number of lapsed and surrendered policies is ad­
mittedly one of the problems of the life insurance business.

Some of the lapses are due to the insured’s lack of further interest in
the policy, because his circumstances have changed, but most of them are
due to inadvertence, disinclination to pay further premiums, or financial
inability. Financial inability is probably a more potent cause than has
been generally recognized.

Optional methods of termination. In early days, lapse or surrender
entailed the loss by the insured of all he had paid in, on the ground that
his failure to continue premiums broke the contract. Later, companies
found it unnecessary to confiscate the reserve value credited to the
insured. It was better policy, they discovered, to return a large part of
the savings element in the policy. So-called “non-forfeiture law’s” in all
states now’ make it obligatory for the companies to give surrender values,
except for term insurance, and although none of these law’s requires sur­
render values prior to the third year, there are no restrictions if the
company desires to grant them earlier. In practice companies com­
monly afford the insured his choice of four forms of surrender value:

1. Cash. The insured may no longer desire the policy, or have defi­
nitely concluded that he cannot pay for it, and request that the reserve
value (less a surrender charge) be paid to him in cash.

2. New insurance policy. He may request that the cash value be
utilized as a premium to buy for him, at net rates (a) a policy of the same
amount for as long a period as the cash value will pay for (extended term
insurance), or (b) a reduced amount of “paid-up insurance” for the same

180
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term as the original policy, on which no further premiums are necessary.
3. Premium loan. In many companies he may request that the cash

value be used to provide loans out of which future premiums are paid,
thus continuing for a time the original policy.

4- Default. The insured may merely default in the payment of pre­
miums, without giving any evidence of his future intentions, or availing
himself of the above options, in which case he is automatically given ex­
tended term insurance.

Cash surrender values. The surrender values on policies are made
possible by the level premium system and the existence of a reserve, and
the surrender value of a policy depends upon the reserve. The most
that the company could give would be the full net reserve on the policy
plus any dividend additions that had accumulated and minus any exist­
ing loans against the policy. It is generally considered that withdrawing
policyholders have no claim upon the company’s surplus. ,

The minimum surrender value is prescribed by state statutes, which
require that after the first three years the company must allow at least
the reserve less a surrender charge of a specified per cent or a specified
amount. For example, the law of New York provides that after three
years’ premiums have been paid a policy shall have a cash value of not
less than the reserve minus a surrender charge equal to 2.5 per cent of the
face value. Some laws permit a surrender charge of 20 per cent of the
reserve; others allow either of the two forms of deduction to be used.

The companies usually give cash values that are more liberal than the
statutes require. No surrender value is usually available to the insured
until the end of the second or third year of the policy. After that time
the surrendering policyholder receives an increasing amount, but in some
cases does not obtain the full reserve value until the twentieth policy

TABLE 16
Illustration of Cash Values

Ordinary Life Policy, issued Age 25.
American Experience, 3 per cent basis

End of Full Net Surrender Cash
Year Reserve Charge Vallies

1 S 8.60 S 8.60 0
2 17.47 10.00 S 7.47
3 26.61 10.00 16.61
4 36.04 10.00 26.04
5 45.76 10.00 35.76
6 55.77 9.00 46.77

10 98.94 5.00 93.94
15 160.36 0.00 160.36

year. In other companies he receives the full reserve value by the fif­
teenth year, and in a few at the end of the third year. In the latter com­
panies the early lapses are not contributing their share of the expenses.

The surrender charges of a number of companies do not exceed $10 per
SI,000 of insurance and decrease as the policy grows older. Other com­
panies make a charge of $12 in the third year, diminishing one dollar a
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year thereafter, and still others charge §25 per $1,000 of insurance up to
the fifteenth or twentieth year. A few companies give no surrender
values for the first two years and make no surrender charge thereafter.

To charge a constant per cent of the reserve value would unnecessarily
penalize withdrawals in the later policy years, as the principal reason
for the surrender charge is the heavy expense and numerous withdrawals
in the early years. For the same reason a flat amount furnishes less than
necessary in the early years and more than sufficient in the later years.
Some form of diminishing amount per $1,000 of insurance is desirable, and
the rule-of-thumb methods previously described are an approach to this
result. Another solution is suggested by the law of Massachusetts,
which limits the surrender charge to 5 per cent of the present value of the
future net premiums to be paid on the policy in question, and some Mas­
sachusetts companies follow’ this in practice.

Justification for surrender charge. Some form of surrender charge
is justified for a number of reasons. The early policy years entail heavy
company expenses and several years must elapse before these expenses
are recouped from premiums, with the result that for several years the
policy has no actual cash value. It has been claimed that persons in poor
health are less likely to surrender than those in good health. An adverse
selection is therefore created against the company. The reserve is repre­
sented by assets of various kinds, some of uncertain value, whereas the
recipient of the full reserve W’ould be paid in cash. On the other hand,
however, he forfeits his share of the surplus. Large cash values in early
years make it easier for the policyholder to be induced to surrender one
policy to take another, a practice known as “twisting,” and usually
inimical to the policyholder. Agents sometimes emphasize cash values
as an argument for the purchase of insurance. Policyholders may pay
three years’ premiums and then borrow the cash value to pay for several
more years.

Aside from whatever competitive purposes the policy cash values serve,
if they are higher than justified by the actual financial results, the with­
drawing policyholders benefit at the expense of persistent policyholders;
if the cash values are too low’, the persons who withdraw' (often involun­
tarily) are penalized to reduce the cost of insurance for those w'ho con­
tinue. A company may consider that sales are promoted by offering
large cash values, but such offers may be at the expense of the persistent
policyholders who continue to pay premiums.

These problems were emphasized during the period from 1930 on by the
desire of companies to increase reserves on policies, a desire more or less
frustrated by the reluctance to increase cash values. Accordingly, the
National Association of Insurance Commissioners proposed in 1942 to
divorce cash values from reserves by setting up instead an “asset share
theory.” Thereby cash values w'ould depend upon the difference be­
tween (1) premiums and interest, and (2) mortality costs and expenses.
As shown in the chapter on Surplus, many groups are not large enough for
reliable averages, and results for small groups w'ould be absurd. A given
group might easily have a minus “asset share.” Under this proposal sur­
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render charges need not be named such. By 1945, however, 12 states had
adopted modern mortality tables and the computation of withdrawal
values independently of policy reserves.

Twisting. The cash value of a policy is directly connected with the
process of “twisting,” which may be defined as inducing a policyholder to
surrender one form of insurance in order to replace it by another, w’hen
the change is not justified by changed circumstances. The more com­
mon twisting operations are as follows:

1. To surrender an ordinary life, 20-payment life, or endowment policy
in order to substitute term insurance plus some “investment program.”
Since the term policy is usually more heavily loaded than other forms of
policies, and since the proposed “investment plan” generally cannot com­
pare with the investment results of life insurance, the fallacy is evident.

2. To surrender one policy, say an ordinary life, in order to purchase
an ordinary life for a reduced amount at the attained age. The usually
higher cost of the new' policj' at the attained age is supposed to be more
than made up by interest earnings on the cash value of the old policy,
which is invested elsew’here. Although yearly comparisons of cost w'ould
be necessary for each individual case, it has been calculated that slightly
more interest than the companies earn W'ould be required in interest on
the invested amount in order to make the change profitable. The diffi­
culty of an individual investor’s earning that much consistently on in­
vestments as safe as those of life insurance companies is evident. In
addition the cash value of the old policy would be greater than that of
the new' policy plus the investment fund.

3. To surrender an old policy on which the insured has borrowed heav­
ily for a new policy of reduced amount at the attained age. Here the
comparison is superficially more favorable. The insured’s current ex­
penditure under the old policy is increased because the interest rate on
the loan is higher than that earned by the insurance company on
average investments. The usual result is that the current cost of the
new' policy is slightly less than the old one; but the cash values of the old
policy are higher than those of the new policy. The difference in current
cost W'ould disappear if the loan wrere repaid.

In all these substitutions the insured loses any valuable privileges that
may have existed under the old policy, such as completion of the incon­
testable period, a favorable and perhaps irreplaceable disability clause,
possibly special premium rates, and an accelerated rate of increase in
cash values and dividends. Changed circumstances, of course, may mean
that an old policy no longer serves the purposes for which it wras orig­
inally intended, and that a policyholder may be justified in reconstructing
his insurance program. Unfortunately, changes are sometimes urged by
unscrupulous persons, agents, or others, w'ho are chiefly interested in ob­
taining a commission or fee by the change. Many states have passed
statutes designed to eliminate twisting by forbidding incomplete com­
parisons, but they have not been fully effective.

Extended term insurance. The insured may take his surrender value
in the form of a new policy for the same amount as the original contract,
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the new policy to continue for as long a period as the cash value will pay
the premiums. Thus if an ordinary life policy taken at age 25 has a cash
value of 835 at age 30, and the natural premium for one year’s insurance
at age 30 is 88.18, it is evident that the cash value will continue the
insurance for one year and leave a balance of 826.82. This balance, to­
gether with interest, in turn is applied to the next year’s insurance cost,
and so on.

In this illustration the cash value is sufficient for four years of insur­
ance and such fraction of a year as 83.47 will pay for, about half a year.

If the policy is an endowment policy, the cash value may be more than
enough to carry on the insurance for the full term of the policy and leave
a balance, to be paid to the insured if still surviving, in the form of a pure
endowment, because the original premium is high in relation to the cost
of the death-claim feature of the policy.

If dividends have been used to purchase additional paid-up insurance,
the total insurance will exceed the face of the policy by that much, and
the cash value of such additions is available to purchase extended term
insurance. If there is a loan outstanding against the policy, the face of
the policy is reduced by the amount of the loan, and there is also less cash
value to pay premiums on the extended term insurance. The term of
extension is consequently reduced by an equivalent amount.

Paid-up insurance. The insured may use the cash value of the policy
as a net single premium to purchase paid-up insurance on which no fur­
ther premiums are payable. Naturally the amount of paid-up insurance
will be less than the face of the original policy. If an ordinary life policy
taken at age 25 has a cash value of 835 at age 30, and the net single pre­
mium at age 30 is 8385.64 per 81,000 of insurance, the cash value will buy
3500/38564 of 81,000 or 891 of insurance.

The amount of paid-up ordinary life insurance that the cash value of
a surrendered policy in its early policy years will buy is, as shown by the
above example, quite small. This option therefore is less frequently
exercised in such cases. When the policy is older and the cash value
larger, this option appears more attractive, as it does in limited payment
and endowment policies, in which the cash values are likewise larger.

Whether the insured will use the extended term insurance option or the
paid-up policy option depends upon his judgment of the future. If he
concludes that he is likely to die soon he will utilize the extended term
option, as he probably will if the cash value is insufficient to purchase
much paid-up insurance. If his health is good and the cash value is
large, the paid-up insurance option is likely to be adopted.

If no choice is made by the insured, the general but not universal prac­
tice is to make extended term insurance automatic. This practice is
required by law in some states. A few companies make the paid-up
insurance option automatic when permissible.

Premium loan option. Under this option the original premiums, as
they come due and are not paid, are considered to be loans against the
policy. Thus the original policy is kept in force, whereas under the op­
tions previously discussed the insured must give evidence of insurability 
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to reinstate the original contract. The face value of the policy is con­
stantly diminishing, however, by the amount of the loans and interest,
and in some cases the amount and duration of insurance protection are
less than under the extended term option. Some companies provide this
option in all policies, and others furnish it upon the insured’s request at
the time the policy is issued.

Since the automatic premium loan is more expensive to the company
than the other systems described, and the premiums charged are gross
instead of net, it might be supposed that it would always prolong the
protection for a shorter period than the extended term option. There are
also involved, however, the relations among premiums, dividend rates,
and cash values in the given company. These factors sometimes bring
about the result that a longer term of insurance is obtained from the pre­
mium loan option than from the extended term option, especially when
the lapse would otherwise occur in an early policy year under a rela­
tively low-premium policy such as an ordinary life. Such a result de­
pends upon how much the increasing dividends and cash values offset the
consumption of cash value by the increasing loan.

The premium loan method is especially applicable to cases in which
the premium is not paid because of mere inadvertence or delay. The in­
sured may resume premium payments without evidence of insurability,
pay off the loan or continue interest payments thereon, with the result
that the policy may be restored to full standing. On the other hand, the
very ease of the system may encourage defaults in premium payments,
with a consequent rapid diminishing of the face of the policy.

Policy loans. As a general rule, not only may the insured obtain the
cash value by surrendering the policy, but he may also borrow at any
time after the payment of two annual premiums an amount not exceed­
ing the cash value, at a rate of interest specified in the policy. The rate
commonly used was formerly 6 per cent, but it was reduced by a New
York statute in 1940 to 5 per cent payable at the end of the year. The
amount borrowed, together with any unpaid interest, is deducted from
the face of the policy if the loan is not repaid before death.

Some companies have for years incorporated in their policies the option
of the company to defer surrender values or loans for a period of 60 or
90 days. This practice has now become general, and the deferment
period has been extended to three or six months. The necessity for such
protection to the company was made evident by the moratorium found
necessary in 1933, during which surrender values and loans were tem­
porarily suspended by state intervention.

Extent of policy loans. The extent to which the privilege of borrow­
ing on a policy is used can be understood from the fact that in 1932 more
than 20 per cent of the reserves available for policy loans were being
used for that purpose. The present system of guaranteeed loans did not
really come into operation until after 1884. From 1892 until 1915 the
extent of loans increased steadily, with some acceleration in the 1907
panic. Then with fluctuations up and down the proportion declined to
14 per cent by 1928. The depression following 1929 and the bank crisis
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of 1933 brought the figure up again to more than 20 per cent in 1932 and
1933, and from then to the present time the proportion has receded to 8
per cent. It is therefore evident that policy loans depend to a consider­
able degree upon business conditions.

The extent of use of policy loans is evidenced also in the part these
loans play in the investment portfolios of the companies. At the present
time about 4 per cent of all the assets of life insurance companies are in
the form of policy loans, and the proportion has been as high as 18 per
cent.

Advantages and disadvantages of policy loans. The loan privilege
has usually been regarded by the public as a promise by the company to
furnish funds upon demand, especially since loans have never been denied
save during the 1933 moratorium, regardless of delay clauses in the con­
tracts. Certain characteristics of such loans serve to popularize them,
namely (1) no collateral other than the policy is required, (2) the loan
is quickly and easily obtained without publicity, (3) no time for repay­
ment is specified, and (4) the rate is sometimes lower than the same
borrower could obtain elsewhere.

The loan privilege has often served useful purposes. In times of finan­
cial stringency, loans on life insurance policies have prevented financial
embarrassment and possibly bankruptcy. Examples are cited of a con­
tractor who needed money for his payroll because a trust company closed
its doors, of a borrower who was suddenly required to repay a call loan,
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of the sudden necessity created by a war emergency, and so on. Many
less striking but equally important examples could be collected in the
ranks of small policyholders.

On the other hand the disadvantages of policy loans are numerous. A
loan constitutes borrowing from the estate that the insured intended for
the protection of dependents. Loans are rarely repaid and thus in time
cause the loss of the insurance. It has been estimated that only about
8 per cent of the loans are ever repaid prior to the maturity of the policy.
As has been shown previously, a loan-burdened policy often appears so
unattractive as to encourage its cancellation to make way for a new pol­
icy. Such cancellation relieves current pressure at the expense of cash
values and other features, and affords an opportunity for twisting.

Loans are also frequently used for other than extreme emergencies
with the result that policies fail to serve the original purpose. Insurance
companies, inasmuch as such loans are viewed as potential demand lia­
bilities, carry a certain proportion of liquid assets to meet them, thus
reducing the interest earned, with consequent increased cost of protection
to all policyholders. The demand for loans is greatest in a panic period,
being augmented even by “wise people” who do not really need the
money. Companies are consequently threatened by an incalculable
menace to financial solvency, with the possibility of having to sacrifice
investments at low prices if the emergency is sufficiently severe.

Moratorium of 1933. The problem of emergency demands became
acute in 1933, when the banks were closed for a few days by Presidential
order and general confidence was shaken. There was an immediate de­
mand upon life insurance companies for funds, and the insurance com­
missioners of the states found it necessary to prohibit temporarily the
lending of money on policies or the granting of surrender values. After
approximately two weeks, restrictions were relaxed somewhat to permit
securing money for certain named purposes, and in six months all restric­
tions were removed. The situation would have been more severe except.
that (1) the demand for funds never exceeded the excess of company cur­
rent receipts over current disbursements, (2) the proportion of new to old
business made the drain less than would have been present under a static
insurance economy, and (3) prompt restrictions kept the drain within
bounds. The results were sufficient, however, to illustrate that the pro­
tective purpose of life insurance might be endangered by the collateral
feature of liberal loan and surrender privileges.

There have been suggested, as remedies, the following alternatives:
1. That payment of loan or surrender value be made, at least in part,

in insurance instead of cash;
2. That surrender value payments or loan payments be spread out

evenly over a period of a year;
3. That loan and surrender values be available only on the anniversary

dates of the policy;
4. That a life insurance company be permitted to pay loans and sur­

render values in cash in any one week not exceeding the average weekly
excess of receipts over disbursements other than investments.
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Standard Nonforfeiture and Valuation Laws. The decline in interest
rates since 1930 has led to an attempt to divorce the calculation of re­
serves (a conservative resource to assure solvency) and of nonforfeiture
values (an equitable share in the assets for terminating policies). Past
premium calculations in many cases have been upon assumed interest
rates difficult to attain in recent years.

To continue calculations for new policies upon such assumptions means
that actual earnings will fall below the assumed rate and that there will
consequently be a “deficit in interest” instead of the “excess interest”
referred to in this chapter. The excess interest, increasing with the
policy duration and increasing reserve, is usually necessary to offset the
decline in mortality saving that occurs as the policy duration increases.
The result would be a diminishing scale of dividends, an idea repugnant
to companies and policyholders alike. On the other hand, to reduce the
assumed rate of interest would increase the reserves and the nonforfeiture
values granted to withdrawing policyholders, as long as nonforfeiture
values are tied to the reserve value, as required in many states.

The Standard Nonforfeiture and Valuation Laws that have been
adopted since 1942 by at least 16 states provide:

(1) That minimum nonforfeiture values must be provided for with­
drawing policies, both as cash values and as paid-up insurance.

(2) That minimum nonforfeiture values required by law should be
calculated by the “adjusted premium method” on the basis of the Com­
missioners 1941 Standard Ordinary (CSO) Table (or the 1941 Standard
Industrial Mortality Table) and interest not exceeding 3% per cent.

The adjusted premium method consists of calculating factors that
measure the amount which a company should have accumulated to the
credit of the average policy of its kind, on the basis of “logical and realis­
tic assumptions,” if it operates according to the experience of “well-
established and widely recognized companies operating on relatively high
expense rates.” Not all actuaries agree that the method will produce
satisfactory results.

(3) That nonforfeiture values are to be given whenever the method
shows such values to have been accumulated.

(4) That a new modified preliminary term method (Commissioners
Reserve Valuation Method), intended to be universal, be established and
the CSO table with a maximum of 3% per cent interest be required. A
company can increase its reserves on outstanding policies by dropping
from 3% to 3 per cent, for instance, subject to the disadvantages referred
to in the chapter on Reserve.

(5) That if the rate of interest used for reserve valuation is less than
that used for nonforfeitures by more than one half per cent, an equitable
adjustment approved by the insurance commissioner shall be made.

It should be borne in mind that on old policies the contract premium
in a participating contract cannot be increased by any change in valua­
tion. Reduction in dividends, however, is caused by reduced interest
earnings, and thus net cost is increased. In nonparticipating policies the
net cost for outstanding policies remains the same as previously. Many
companies, both participating and nonparticipating, have modified their
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contract premiums on new policies to accord with modern conditions,
sometimes assuming as conservative a basis as the American Men Table
and 2 Vo per cent interest.

Bank loans. In 1938 and 1939, when interest rates became very low,
advertising was done by banks offering to lend money on life insurance
policies. Because these offers held out rates as low as 2% per cent in
some instances, although the lowest rate charged by insurance companies
was 5 per cent, they seemed very attractive to the insured. Some banks
apparently could even afford to pay a broker’s commission for the busi­
ness. There was, however, another difference between these loans, other
than the difference between 2% and 5 per cent, an intangible difference
of indeterminate importance. This difference in the terms of the loans
escaped the general attention of policyholders and the public.

Although procedure was not uniform with all banks, a number of them
required a change in the contract when contingent beneficiaries had been
named, required a change in the contract when proceeds were payable in
installments, required interest and amortization monthly, and prescribed
a form of assignment to the bank that granted the bank the right to
borrow, to exercise nonforfeiture privileges, and to surrender after notice
to the insured. About the only powers left to the insured were (a) to
change the beneficiary and (b) to have the policies reinstated in a certain
order as the loan was paid. Of course such loans interfered seriously
with insurance 'programs built up by life underwriters. Policies in­
tended for definite purposes were changed to meet the wishes of the
lending bank, thus throwing a carefully planned program into confusion.
Although sometimes this borrowing was due to a need for money, in many
instances policyholders thought it was an opportunity to obtain “cheap
money” with which to speculate.

Investments

Importance of life insurance investments. As we have seen, the
life insurance company, under the single, annual level, and limited pay­
ment premium plans, holds an immense fund of the policyholders’ money
for the payment of future death claims. Stock companies have also a
stock investment and surplus belonging to the stockholders. Unlike
industrial and commercial companies, whose assets are-largely land,
equipment, merchandise, and accounts receivable, life insurance com­
panies hold the great bulk of their assets in the form of investments, that
is to say, bonds, mortgages, and secured loans to policyholders. Upon
the safety of the investments of a life insurance company depends the
security of the policyholders. In this respect the insurance company is
more like a bank than any other type of business enterprise.

With the number of policyholders approaching 100 million, the assets
of United States companies are in the neighborhood of 30 billion dollars.
New investments and reinvestments consequently amount to more than
100 million dollars a week, distributed over government bonds, railroad,
public utility, and industrial enterprises, real estate mortgages in all
sections of the United States, and loans to policyholders. Life insurance 
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companies are therefore giants among the investors of the country and
exercise a tremendous influence upon the diversion of capital into various
channels of business and public enterprise.

Investment considerations. The annual income from life insurance
premiums and interest earned usually exceeds annual disbursements by
nearly 45 per cent. In a growing company, therefore, the ordinary de­
mands of policy claims, expenses, cash values, and loans on policies may
all be met without difficulty out of current income. It is not necessary
to sell invested assets in order to meet these demands, and, except for
loans to policyholders, they can be approximately predicted in advance
and investments can be regulated accordingly. Policy loans are sub­
ject to sudden increases over relatively short periods, but on only one
occasion have they created serious difficulty. Life insurance assets are
therefore primarily devoted to long term investments.

The premiums charged, as we have seen, are predicated upon the
assumption that accumulated funds can earn on the average from 3 to 4
per cent interest, most of the outstanding policies being upon a 3 or 3.5
per cent basis.

The principal qualifications for life insurance investments are:
1. Safety of principal. Owing to the size of the amounts involved, the 

number of persons affected, and the long period of time over which obliga- :
tions extend, it has generally been the viewpoint that life insurance
assets should be of very conservative character. Life insurance com­
panies have generally been debarred from investments in stocks and
confined to bonds and mortgages. 1

2. Yield. The average yield obtained, after deduction of expenses and
losses, must equal 3 or 3.5 per cent, as the case may be. Consistent with
safety, however, companies try to earn as much more as possible, for
additional interest earnings increase the annual dividends that can be
paid and thus reduce the net cost of insurance. Until 1930 it was a
comparatively easy matter to obtain a rate over and above expenses of
nearly 5 per cent, but Table 17, which gives the results for companies
operating continuously in New York state from 1928 to 1938, shows that
in recent years the margin has been greatly reduced.

TABLE 17
Investment Results of 42 Life Insurance Companies Operating

Continuously in New York State 1928-1938
Rate Gross Interest Net Interest

Year Required Actually Earned Actually Earned
1928  3.05% 5.40% 4.98%
1929  ’3.05 5.37 4.94
1930  3.05 5.32 4.90
1931  3.05 5.24 4.79
1932  3.05 5.06 4.53
1933  3.05 4.80 . 4.20
1934  3.05 4.68 3.92
1935  3.05 4.57 3.71
1936  3.05 4.54 3.65
1937  3.05 4.57 3.70
1938  3.05 4.41 3.53
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After 1938 the basis for reporting the figures shown in Table 17 was
changed somewhat so that figures of later years are not comparable.
The net interest earnings of 150 companies in the United States from
1939 through 1944 were as follows:

1939...............................
1940...............................
1941...............................
1942...............................
1943...............................
1944...............................

3.70%
3.G0
3.41
3.40
3.2S
3.19

3. Diversification. The laws of most states recognize that investments
should not be restricted to one type of security or one enterprise. In
practice, companies have far exceeded any state requirements by dis­
tributing investments over different enterprises, different types of securi­
ties, different maturity dates, and different geographical divisions.'

4- Liquidity. Although under ordinary conditions liquidity is a minor
factor in life insurance investments, a proportion of such investments in
readily convertible form is desirable in order to meet emergency demands
for loan and surrender values.

State regulation of investments. All the states regulate by law the
investments of life insurance companies. Such regulation is justified for
the following reasons:

1. For practical purposes, although not legally, the life insurance com­
pany is in the position of a trustee, being entrusted with vast sums that
belong in reality to the policyholders.

2. Life insurance reserves are a guarantee for the future fulfillment of
contracts, and the assets representing these must be adequate for this
purpose.

3. Companies engaged in the life insurance business should not be
permitted to divert their attention to acquiring control of other types of
business enterprises.

4. If the company retires from business, a large part of the reserve, at
least, will be required to reinsure the risks in another company.

State regulation operates in two principal ways: (1) by making certain
that sufficient assets are on hand, through periodic examinations of the
companies; and (2) by prescribing the nature of the investments that
may legally be made. In this latter connection, some states prescribe
the classes of investment that are permitted, and others enumerate the
classes that are prohibited. We shall now discuss the groups of invest­
ments that are usually legal, either by prescription or by omission from
the prohibited list.

Bonds and Stocks. Companies are almost universally permitted to
invest in bonds of the United States, bonds of the individual states, and
bonds of other governmental subdivisions, such as cities. Of all long­
term investments these types of securities can be most readily realized
upon. Because of the scarcity in recent years of other satisfactory in­
vestments there has been a great increase in investments in United States
bonds. Although in 1932 U. S. bond investments represented about 2
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per cent of the companies’ assets, in 1939 they represented over 18 per
cent of the assets, and in 1945, 46 per cent. Government securities, how­
ever, give a lower interest return than most other forms of investment.

Although state and municipal bonds are almost universally permitted
as investments, restrictions are sometimes imposed, such restrictions re­
lating to defaults in principal or interest, market value of the bonds, and
extent of indebtedness of the debtor. Bonds of the Dominion of Canada
are permissible investments in nearly half of the states. Foreign govern­
ment bonds are permitted in nearly one third of the states, with restric­
tions.

Corporation bonds form the second main division in the bond and stock
group, and include the bonds of railroads, public utilities, and other cor­
porations. In 1932 these bonds comprised about 29 per cent of life in­
surance assets; now they form about 24 per cent. Railroad bonds have
diminished in importance, but public utility and industrial bonds have
increased. All these bonds yield a fairly good return with a fair possi­
bility of realization. Restrictions in the state laws are very common,
relating to defaults, earnings, dividends, percentage of the insurance
company’s funds that can be so invested, and confinement of investments
to mortgage bonds.

The stock investments of life insurance companies are relatively small.
In New York, only preferred and guaranteed stocks may be held, and in
most of the states, investment in the more speculative enterprises are for­
bidden. Restrictions in the state laws that permit stock investment are
very common, relating to confinement of investments to surplus only,
percentage of the insurance company’s assets that may be so invested,
percentage of the purchased company capital that may be acquired, and
he market value of the securities purchased. For these reasons and
Iso by virtue of the prudence of the investment departments of insurance
ompanies, stocks represent less than 2 per cent of insurance company

assets. There has been increasing pressure in recent years to relax the
restrictions upon stock investments, particularly since the return on
other forms of investment has been diminishing. The speculative char­
acter of many stocks, the possibility that insurance companies may be­
come interested in enterprises other than life insurance, and the abuses of
minority stockholders have all been urged as reasons against the invest­
ment of life insurance funds.in this manner.

Mortgage Loans. Next to bonds, these have formed the largest class
of life insurance investments. Up to 1929 they yielded good returns and
a high degree of safety, with the result that 42 per cent of the assets were
invested in them. With the 1929 depression confidence in them was
greatly diminished, and the return thereon also was reduced. As a result
the companies’ holdings diminished to about 14 per cent of the assets.
They are less liquid than many other forms of investment, but are
generally satisfactory as to security and rate of return.

All the states permit this form of investment when loans are on title,
a few when loans are on leasehold, and about half when loans are on
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bonds. Usually, however, loans are restricted to first mortgages Hot ex­
ceeding from 50 to 70 per cent of the value of the property.

Policy Loans. These represent about 4 per cent of the assets, and in­
asmuch as their characteristics have already been discussed, no more
need be said than that their security is superior to any other investment,
and the gross return is as high as on other investments.

Real Estate. This is not considered a suitable form of investment for
insurance funds because of its speculative character and difficulty of con­
version into cash. In all states a company is permitted to own its princi­
pal office buildings, real estate conveyed to it for previous loans, or debts,
and real estate necessarily purchased at foreclosure. The latter pur­
chases are merely to protect the company on loans made on real estate
security. In all states companies arc prohibited from owning other real
estate, except that the law of 1938 of New York permitted companies to
purchase city land and erect housing accommodations, in order to meet a
housing situation. Real estate now represents about 2 per cent of the
assets.

Collateral Loans. Loans on pledges of stocks and bonds are permitted
by most of the states, but are confined to collateral security of the same
type as the company is permitted to invest in, and restricted to from 80
to 95 per cent of the market value of the securities. Such loans amount
to less than 1 per cent of the companies’ assets.

Miscellaneous. A few states permit investment in bank acceptances,
bills of exchange, collateral trust notes, mortgage notes, ground rents,
warehouse receipts, loans to savings-and-loan associations, equipment
trust obligations, and “other securities approved by the commissioner of
insurance.” These all amount to less than 2 per cent of the assets.

Cash. Because’of the excess of receipts over disbursements of a grow­
ing company, the possession of liquid assets, and the ability to foresee
probable demands, companies require only small bank balances. These
are now equal to a little more than 1 per cent of the assets.

TABLE 18

Distribution of Assets of Life Insurance Companies*
1906 1911

Real Estate  5.4 3.9
Real Estate Mortgages.... 28.5 32.3
Bonds and Stocks**  50.0 46.3
Policy Loans***................... 8.9 12.9
Collateral Loans.................. 1.8 .4
Cash  2.3 1.5
All other  3.1 2.6

Total Assets  100.0 100.0

1917 1922 1927 1932 1937 197,2 1945
2.7 1.9 1.9 4.0 8.0 4.5 1.8

32.0 35.2 43.1 35.7 19.7 18.6 14.1
46.6 44.3 37.8 36.7 55.2 65.3 76.0
13.8 12.9 12.1 17.9 12.6 7.4 4.2

.3 .2 .2 .1 .0 .0 .0
1.5  1.2 ,8 1.5 2.8 2.0 1.5
3.1 4.2 4.1 4.1 1.7 2.2 2.4

100.0 100.0 100.0 100.0 100.0 100.0 100.0
’ Comprising over 90 per cent of life insurance assets in the U. S.
w Less than 2 per cent are stocks.
** Including also premium notes.

State valuation of assets. The nature of recognized assets having
been determined by state statutes, it devolves upon insurance super-
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intendents to see that the amount of such assets is at least equal to lia­
bilities. A valuation must therefore be placed upon assets held by life
insurance companies.

Face value assets. Cash and bank deposits arc considered to be worth
their face value, except under very unusual circumstances. Loans on
mortgages, on collateral security, and to policyholders on policies are
considered to be worth the amount lent. All of these, therefore, may be
referred to as “face value assets” and create no difficulty.

Real estate. This may be carried at book value, i.e., purchase price
less depreciation or estimated market value.

Bonds. Bonds are evidences of debt and promise to repay the face
value at the date of maturity. At the date of maturity bonds of solvent
corporations will be worth the face value, but the market value varies
from time to time, being sometimes above and sometimes below the face
value. The book value may also differ from the face value, for if the
bond is bought at a premium the premium must be gradually written off
on the books so as to bring the book value down to the face value by the
date of maturity, and if the bond is bought at a discount the book value
gradually increases so as to equal the face value at the maturity date.

The process of gradually writing up or writing down the book value so
as to accord with the face value at maturity is called “amortizing,” and
the book values so arrived at are known as “amortized values.” For
many years it has been the custom to permit life insurance companies to
use amortized values for bonds that are not in default and are amply
secured. The calculation of such values is described in many books on
investment and financial mathematics.1 The use of such amortized
values, which do not coincide with the prices of the bonds if sold on the
market, is justified by the arguments that life insurance companies are
not compelled by circumstances to dispose of bonds on the market before
maturity and that the market prices represent fluctuations around an in­
trinsic value that will be realized at the date of maturity. In the great
majority of cases continual writing up and writing down book values in
order to adjust them to the fluctuations of the market values would be
useless labor, and in abnormal times when market values are very low
the market values do not represent “fair market values” but rather
“liquidation values,” which a seller would have to take under compulsion
of circumstances.

Amortized values have been the’subject of much debate, and numerous
arguments have been made against them. The most obvious argument is
that market values are “real values” and amortized values are “fictitious
values.” This argument, however, begs the question because the whole
subject under dispute is, “What constitutes real value?” Other argu­
ments are that the system may be adopted merely for the purpose of
exaggerating values, that when amortized values are in excess of market
values a sale will develop a sudden loss, that companies will be en­
couraged to persist in holding bonds with amortized values in excess of

'See, for example, Badger, Investment Principles and Practices, 192S, Chap.
XXVII, or Moore, Handbook oj Financial Mathematics, 1929, Chap. XIV.
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market values and thus retain poor securities, and that amortized values
themselves are not consistent because the same bond owned by different
companies appears at different amortized values. But no system has
been suggested that promises to be any better than the amortization sys­
tem, the benefits of which are generally considered to be greater than the
evils.

The general rule is that a bond which is in default as to payment of in­
terest or principal, or which is not “amply secured,” shall not be valued
at more than the market value.

Stocks. Stocks are certificates of participation in an enterprise and,
strictly speaking, have no face value. Market values are therefore the
only indication of value available. In the state statutes the descriptive
terms' vary, some laws using simply “market value,” others “current
market value,” “actual market value,” “cash market value,” or “reason­
able market value.” These securities are as a rule sold-daily on stock
exchanges and for years it was the custom to use the quoted prices on
December 31 as the basis for valuation.

In 1906, however, when stock prices were abnormally high, Mas­
sachusetts employed an expert to “appraise” the securities, and this sys­
tem was continued for several years. In 1907 stock prices crashed and
the question became acute. The National Convention of Insurance
Commissioners, a voluntary association of officials, whose decision is not
binding in individual states, decided to use the sum of the twelve monthly
values and the value on December 31, divided by 13. This was the first
general, semiofficial recognition that market values at the end of the year
were not satisfactory criteria for valuation, and compromises, which we
shall hereafter call “Convention values,” were substituted. From 1907
to 1922 the market value test was departed from on six occasions. From
1922 to 1930 market values were adhered to because no emergency arose.
In 1930 stock prices tumbled and the question of valuation became again
acute. Since prices had fallen only to about pre-boom levels, however,
quotations at the end of the year were adhered to. In 1931, stock prices
having continued to decline, the system of compromises was again begun
and has continued to the present time. Thus it may be said, in general,
that valuation of stocks is in accordance with “Convention values.”

It is questionable whether such Convention values are legal or justifi­
able. There is little doubt that the legislatures in framing the laws in­
tended that stocks should be valued at current quotations, unless some
qualifying word was introduced to indicate otherwise. Such was the
current accounting and financial practice, and stocks were thus differ­
entiated from bonds. To set arbitrary ex post facto values was to favor
weaker companies, for the stronger ones needed no such protection.

Determination of rate of interest. During the year- investments
show certain gains and losses. The gains consist of appreciation in mar­
ket value of securities held, gain from sale or maturity of assets disposed
of, interest and dividends received, and minor gains. Losses may result
from all but one of the same sources. The difference between profits and 
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losses represents the gross interest earnings for the year, from which may
be deducted the investment expenses, in order to ascertain the net earn­
ings.

Net earnings are to be compared with the invested assets in order to
ascertain the rate. As the investments of a life insurance company vary
during the year, it is necessary to take the average invested funds during
the year, an approximation of which is furnished by the average of the in­
vested assets at the beginning of the year and at the end of the year.
Before taking the average, the interest earnings and gains during the
year should be deducted from the assets at the end of the year. Using e
to represent the earnings, a the assets at the beginning of the year, and a
the assets at the end of the year, we have the following formula:

-------~------v =--------------- = actual ratea + (a — c) q + a  e
2 2 2

Thus, using the appropriate figures from the hypothetical case given in
the next paragraph, we have:

. 12,168,722 =
295,657,461 - 6,084,361

The net actual rate just described must be distinguished from the net
effective rate, which is required for purposes of dividend calculation.
The net effective rate is based upon the gross assets minus liabilities not
required by their nature to earn interest, such as unsettled surrender
values and policy claims, interest in advance, commissions due to agents,
accrued expenses and taxes, unpaid dividends, and reserve for unreported
death claims. Thus we have some such calculation as the following:

Dec. 31,1950
Total assets  3285,207,461
Noninterest assets  2,800,000
Interest-bearing assets  282,407,461

Mean
3295,657,461

292,407,461

Dec. 31, 1951
8306,107,461

3,700,000
302,407,461

Gross earnings and gains  12,968,722
Investment expenses............................................................................................. 800,000
Net earnings  S12,168,722

One half net earnings  6,084,361

Mean effective assets 8286,323,100

Effective Rate = = ••°425

Summary

I. Policies terminate,' other than through completion of the insurance contract,
through lapse or surrender, in which case the insured has the option of
A. Cash value
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B. New insurance policy
C. Preminin loan.

II. Cash surrender values
A. Determined by reserve less surrender charge

1. Legal regulation of surrender charges
2. Other factors governing surrender charges

B. Justification of surrender charges
C. So-called “twisting” involves the surrender of an old policy in order to

purchase a new one, a step that is seldom desirable.
III. Extended term insurance is obtained by using the cash value as a net single

premium to purchase a term policy.
IV. Paid-up insurance

A. The cash value can be used as a net single premium to purchase a
paid-up policy.

B. The relative advantage of extended term or paid-up insurance depends
upon future, rather than present, circumstances. '

V. Premium loan option
A. Some companies permit the original policy to be continued by taking

loans out of the reserve to pay current premiums.
B. The term of insurance this option provides may be more or less than

under the extended term option.
VI. Policy loans

A. Interest on policy loans
B. Provisions for deferment as a protection to companies
C. Extent of policy loans affected by business conditions
D. Advantages and disadvantages of policy loans

1. Loans in a period of financial stringency
2. Proposals for restrictions upon loans

VII. Life insurance investments form over 90 per cent of the total assets.
A. The character of the business makes the following considerations most

important:
1. Safety,
2. Yield,
3. Diversification,
4. Liquidity.

B. State regulations govern the classes of investments.
C. State valuation of assets
D. Determination of rate of interest

1. Actual rate
2. Effective rate
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Problems
1. What system of surrender charges is employed by the company whose

values are given in Table 16?
2. Green purchased an ordinary life policy at age 25. At age 30 his depend­

ent had died and Green ceased to pay premiums and thought no more about the
policy. What will become of the surrender value of this policy?

3. If the policy referred to in Table 16 is surrendered at the end of the fifth
year, how much 10-year term insurance can the insured obtain?

4. The ratebook of one company shows that a 20-year endowment policy,
issued at age 20, at the end of four years has a value of S48 pure endowment and
S225 paid-up insurance. At the end of 19 years it has a value of $958 endow­
ment and S958 insurance. How do you explain the fact that at all times except
the last year the amount of insurance exceeds the amount of pure endowment?

5. Should any distinction be made between “business” policies and “personal”
policies in considering the advisability of policy loans?

6. Does the extent of policy loans tend to vary with the conditions of general
business ?

7. Would it be desirable to eliminate the policy loan privilege from life in­
surance contracts?

8. Why is it sometimes said that “policy loans constitute borrowing from
widows and orphans”?

9. What would be the minimum surrender value on the policy in Table 16,
according to the New York law, at the end of the third year?

10. Prior to 1905, it was reported that the controlling stock interest in one of
the large fife insurance companies was purchased for several million dollars, yet
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the dividend on the stock was only 7 per cent on $50,100 of par value. What
possible reasons were there for this price?

11. Why do life insurance companies’ statements usually show less than 2 per
cent of the total assets in the form of stocks?

12. Why are not the bonds owned by a life insurance company valued at the
purchase price?

13. What important changes have taken place in the character of life insurance
investments since 1931 ?

14. Since the interest return on mortgages is usually higher than on bonds
purchased by life insurance companies, why do not these companies use this
form of investment exclusively?

15. In 1939 banks advertised that they would make loans on life insurance
policies at 3 per cent interest, (a) Why are banks so willing to lend on life
insurance policies? (b) Why do life insurance companies charge 5 per cent on
loans?

16. What objection is there to valuing bonds at their market prices when the
market prices are above the amortized values?

17. From the figures given in Table 16 show the inadvisability of a surrender
charge of 10 per cent of the reserve.

18. In Table 16, what would be the maximum surrender charge on this policy
at the end of the fifth policy year, according to the Massachusetts’ law, if the
net single premium at age 30 on the same mortality and interest basis is $385.76?



CHAPTER 12

Surplus and Dividends

Dividends. As we have seen, participating policies differ from non­
participating contracts by distributing periodically to policyholders a
dividend. The dividend is possible because the original premium
charged is redundant, and there usually remains a surplus at the end of
the year. This surplus is not a profit, as in the case of commercial and
industrial corporations, but an excess collected from the insured.

Definition of surplus. The surplus of a life insurance company on a
given date is the excess of its assets over its liabilities. As an illustration
we may take the balance sheet of a typical company, simplified by omit­
ting unimportant items and combining others:

Assets
Investments  S2G9,614,7O5
Cash  3,499,857
Other assets  4,762,812

5277,877,374

Liabilities
Reserve
Other liabilities
Surplus

5235.780,770
11.335,044
30,761,560

5277,877,374

If this company were a stock company, of course, the additional item of
capital stock ■would appear among the liabilities. The gross excess of
assets over liabilities, or surplus before declaration of dividends, is
S30,761,56g.1 The expression “surplus to policyholders” would include 

'The statement is not reported in this form to the insurance department, for the
Convention blank used for the purpose is arranged as follows:

Ledger Assets, January 1
Plus Income
Less Disbursements

Ledger Assets, December 31
Plus Non-Ledger Assets

Interest and rent due and accrued
Uncollected and deferred premiums
Claims on reinsurance companies
Additions to book values

Gross Assets
Deduct Assets Not Admitted

Deductions from book values
Interest overdue on mortgage loans
Doubtful assets

Admitted Assets
Less Liabilities

Surplus
201
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not only the surplus as defined above but also the capital stock liability,
if the company were a stock company.

Before apportioning dividends to policies, however, conservatism dic­
tates that some portion of this surplus should be set aside for contingen­
cies. Whatever name may be attached to these earmarked funds (such
as reserve for security losses, reserve for dividend equalization, contin­
gency reserve, and so forth) we shall call them in the aggregate the “con­
tingency fund.” If §20,583,946 is thus segregated and reserved by this
company, there remains §10,177,614 available for dividends.

Sources of the surplus. The same figure as above may be arrived at
if we take the company’s surplus on hand at the beginning of the year,
which was §20,583,946, and add to it the gains or losses accruing during
the year. The principal sources (in which some insignificant other items
have been included for brevity) were

Previous surplus  S2O,5S3,946
Transactions during the year

Saving in Expense Loading  SI,564,681
Excess Interest Earned  3,610,740
Saving in Mortality  4,884,08'2
Gain from Forfeitures  118,111 $10,177,614

Total Surplus (as above)  830,761,560

This statement is useful because it reveals the origin of the so-called
“surplus” from which “dividends” may be declared. It will be noticed
that only “excess interest” resembles the “profits” made by an industrial
corporation. The other savings and gains are simply returns to the
policyholders of amounts that exceeded requirements. This fact is re­
vealed more clearly when they are individually described in detail.

Saving in loading. In the gross premiums collected during the year
was included a total loading for expenses amounting to §7,974,491. The
actual expenses, however, totaled only §6,409,810. Thus the balance of
§1,564,681 was saved for the policyholders. In a mutual company, as
already explained, the loading can be overestimated, for conservatism,
and the balance returned at the end of the year in dividends. The stock
company issuing nonparticipating policies, however, must endeavor as
closely as possible to estimate the actual expenses, and even anticipate
other sources of savings, because no dividend adjustment is available at
the end of the year. For instance, in the same year in which the figures
above were collated, a company issuing mostly nonparticipating contracts
showed a deficit in loading of §14,000,000.

Excess interest earned. In the calculation of premiums an interest
rate of 3 or 3% per cent may be assumed, whereas a life insurance com­
pany may actually earn, say, 4.25 per cent. This interest represents the
net per cent earned including gains or losses resulting from sale or ma­
turity of real estate, bonds, mortgages, or stocks, and gains or losses re­
sulting from adjustment of book values of real estate, bonds, or stocks.
This company received §13,005,281 interest and rent, which was modified
by capital losses and gains as follows:
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Gross interest and rent received  513,005,281
Net loss on bonds sold  —20.385
Net loss on stocks sold................................................... — 1 000
Decrease in book value of bonds  —765,107
Decrease in book value of real estate  —50,007

Net earnings 12,168,722

The amount actually needed to maintain the assumed rate on the reserve
was §8,557,982. The excess interest, therefore, was S3,610,740. What
rate of interest this figure represents will be explained later.

Saving in mortality. The American Experience Table of mortality,
as previously explained, shows an excessive death rate at many ages, and
the actual mortality rate in practice does not equal the tabular rate.
Companies frequently show an actual mortality only 70 per cent of the
“expected.” As a result, fewer death claims are paid in the early years,
and the company not only has the use of this money for a longer period
of time but receives more premiums from survivors than would be ex­
pected from the table.

Suppose for example that on 81,822 ordinary life policies issued at age
35, 400 deaths result the first year instead of 732. The company pays
332 less claims or 8332,000 less. This amount is not all saving, because
a reserve of SI 1.76 (SVa per cent basis) must be held against each of the
332 policies still in force, or 83,904.32 in all. Thus the mortality saving
on this group of policies is about 8328,096.2

Similarly computed for the company we are dealing with, this mortal­
ity saving for the year amounted to 84,884,082.

Gains from forfeitures. In case of lapse or surrender of a policy dur­
ing the period when there is a surrender charge, the insured receives less
than the reserve to his credit. Usually a surrender charge is collected
during the first ten years or longer. How much of this difference is real
gain to the remaining policyholders provokes discussion, but there is at
least a transfer to the surplus thereby. The company used in the illus­
tration is an old company and grants liberal surrender values, so that
only 8118,111 or about 1 per cent of the total gains accrue from this
source. The average, however, would be nearer 15 per cent.

Possible methods of apportioning the surplus. The total surplus of
810,177,614 saved during the year is to be divided among the individual
policyholders in a manner that will do substantial justice to each. It
will be instructive to discuss two possible attempts to accomplish this
purpose.

1. Individual account method. Superficially it seems an easy matter
to keep an account for each policy, or at least for each class of policy.
The individual policy or class would be given credit for its own pre­
miums and charged with its own mortality cost and expenses. As far as

3 The same result may be arrived at by comparing the tabular “cost of insurance*1
with the actual “cost of insurance.” The reserve on each policy at the end of the
first year is SI 1.76. so that there is S98S24 “at risk.” On 732 deaths the amount
would total S723.391.68. and on only 400 deaths the amount will be S395.296.00.
The difference is S32S.096, as above. (See also footnote to Table 19 in this chapter.) 

I
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individual policies are concerned, however, it is easy to see that there
would be no combination of risks and no opportunity for the law of large
numbers to operate. Although one individual lives for years and ac­
cumulates to his credit far more than the face of his policy, another dies
the first year and his fund is inadequate to do more than pay the expense
of writing the policy. Nor would it be possible to invest his reserve
separately and credit him with the actual interest received on his par­
ticular funds.

The same difficulties apply to separate accounting for classes or groups
of policies. A class would have to comprise only policies which were
similar in every essential respect, i.e., type, date of issuance, length of
existence, age at issue, and so on. If classes were so constituted, with
due regard for the necessary qualifications, it would be found that many
of them did not include a sufficient number of policies to constitute an
insurable group. The difficulties of investment stated above would also
apply.

Contrary to the notions of those who are familiar with bank depositors’
,accounts, customers’ accounts, and similar commercial systems, this

method is impracticable for life insurance.
In one instance, revealed as the result of a lawsuit, a classification of

policies of a particular type showed only 65 such contracts issued in a
given year. In the third policy year of these contracts’ history, one
policyholder died who held §41,500 of the total of §192,500 insurance in
the class. The class did not have enough funds by §20,000 to pay his
claim, and never thereafter was “solvent.”

2. Crude percentage method. Another method, and one more fea­
sible, is to find the surplus to be divided and then to distribute it among
policies in proportion to some single criterion, such as face value, reserve,
premiums paid, and so forth. One of the earliest methods used in the
United States was to credit each policy with an additional amount of in­
surance equal to 52 per cent of the gross premiums that had been paid.
Such crude methods have been abandoned, however, because it has been
recognized that no single criterion such as premiums paid is equitable for
all classes of policies. More improved methods of surplus distribution
have been developed.

3. The pro rata plan, described in the next paragraph.
Pro rata or contribution plan. This plan is to be called the “contri­

bution” plan because as first introduced by Sheppard Homans in 1863 it
considered that a company could find a policy’s contribution to surplus
by crediting the policy with the initial reserve at interest, the excess of
the gross premium over the actual expenses, at interest, and debiting it
with the terminal reserve and the cost of insurance at the actual rate of
mortality. The policy was credited with interest at the actual rate
earned. This process amounts to giving the insured credit for the excess
interest earnings, the excess loading, and the saving in mortality, in pro­
portion as his policy may be calculated to have contributed to these sav­
ings.3 Nearly every company has modified the original formula to serve 

* In its original form the formula provided directly for only two factors, interest
and mortality. Later modifications provided directly for loading as well. In early
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its own purposes; therefore, present variations in practice are diverse and
numerous.

Essentially, however, the principle is to give each policy its pro rata
share from each source of surplus. In calculating the pro rata shares, a
company can use no one basis satisfactorily for all sources. For ex­
ample, a policy that has been in existence for many years has a large re­
serve and contributes greatly to the interest earnings, but probably con­
tributes little to mortality saving. On the other hand, a new policy has
only a small reserve, but has the benefit of recent medical selection in
diminishing the mortality. If some policies are more heavily loaded
than others, they are entitled to more credit for excess loadings. It is
therefore more equitable to use a different basis for each source of sur­
plus.

Let us assume the surplus on a given policy is to be found at the end
of the fifth policy year by a simple system of distribution applied to an
ordinary life policy issued at age 25, American Experience Table, 3 per
cent. The net annual premium on such a policy is 816.11, and we shall
assume the gross premium to be 820.14. The fourth and fifth terminal
reserves are 836.04 and 845.76, respectively. If we were to credit the
policy on the assumed interest rate, the assumed expenses of loading, and
the tabular rate of mortality and, by assuming that the actual experience
of the year duplicates the assumptions, debit the policy with the mor­
tality as per table, loading, and terminal reserve no surplus would be
developed by this calculation because we have assumed that what the
insured pays is exactly what is needed to meet claims and expenses. In
fact, however, the cost of insurance is probably less than the tabular cost
because of mortality savings; the loading is not all used for expenses; and
the interest earnings are more than the assumed 3 per cent. To find to
what degree these statements are true'we must go back to our hypotheti­
cal company on pages 202-203.

Expense. Out of a total loading of 87,974,491 there was saved
$1,564,681 (p. 202), or about 20 per cent. On the policy in question,
therefore, it may be assumed that 20 per cent of the loading is saved, or
20 per cent of 84.03 (80.81).

Interest. The interest earned was $12,168,722 (p. 203), and if we
compare this sum with the aggregate reserves of $235,780,770, the rate is
found to be 5.16 per cent, which is 2.16 per cent in excess of the assumed
jate. It may be assumed, therefore, that the rate on the policy in ques­
tion is 2.16 per cent greater than the assumed rate. If the policyholder
is credited with interest on the initial reserve and net premium at this
excess rate, the credit amounts to $1.13.

Mortality. The company in question saved on tnortality during the
year $4,884,082 (p. 203). We have seen previously how the tabular cost
of mortality on a policy for a given year was arrived at, and by similar
calculations for all policies we will assume that the aggregate tabular
cost of mortality for the year was calculated at $19,536,328. The mor­
tality saving for all policies is thus 25 per cent of the aggregate mortality
years American companies distributed surplus either arbitrarily or on the basis of
premium payments.
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cost for all policies. The same rate of saving may be assumed to have
occurred on any particular policy, and since the tabular cost of mortality
on our policy is 87.96 (Table 19), it should be credited with 81.99.

The company gained from forfeitures 8118,111 (p. 203). Since this
gain results from not returning to surrendered policies their full share of
the reserve, it may logically be compared with the aggregate reserves that
were subject to demand, or 8235,780,770, yielding the result .04 of 1 per
cent. Applying this to the reserve on the particular policy of 836.04 we
get .01.

When the above four sums have been credited to the policy, the ac­
count appears as follows:

TABLE 19
Surplus on Ordinary Life Policy- Issued at Age 25

at the End of the Fifth Policy Year

American Experience Table, 3%, Gross premium, S20.14, Net premium, S16.ll

Debit

Cost of insurance (tabular)*.............. S7.96
Loading................................................. 4.03
Terminal reserve, age 29..................... 45.76

Balance (surplus)................................. 3.94

61.69

Credit

Terminal reserve, age 28................§36.04
Net premium..................................... 16.11
Loading............................................... 4.03
Interest on reserve and net

premium (3%).............................. 1*57
Saving in loading (20%)................ .81
Excess interest (2.16%)................. 1*13
Saving in mortality (25%)............ 1*99
Gain from forfeitures (.04%)........ 01

61.69

♦ As explained in Chapter 10 on the Reserve, the cost of insurance is arrived at by multiplying the chance
of death by the difference between the face of the policy and the terminal reserve. In this case 719/86100
X (S 1.000 - §45.76) = S7.96.

t

In practice, therefore, it is evident that the method is to credit each
policy with its pro rata share from each source of surplus, on the respec­
tive bases of reserve, cost of insurance, and loading, as may seem most
logical. Although we have here set this process up in the form of a debit
and credit account, in fact, no such accounts are kept, but a formula is set
up for application to distinct types of policies. This formula achieves
the same purpose with greater convenience.

As has been stated previously, there is a close connection between the
method of loading and the method of dividend distribution. The for­
mula may, therefore, take into consideration the effect of previous load­
ings. It may also be assumed that mortality savings are not exactly in
accord with the cost of insurance, and that they diminish with advancing
age. Then we may have some such formula as the following:

(1) Interest
(a) On all policies, allow 2.16% of initial reserve

(2) Loading
(a) On whole life policies, allow 20 per cent of loading
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(b) On limited payment policies, allow 2216 per cent of loading
(c) On endowment policies, allow 25 per cent of loading

(3) Mortality
(a) At age 20, allow 28 per cent of cost of insurance
(b) At age 25, allow 25 per cent of cost of insurance
(c) At age 30, allow 21 per cent of cost of insurance

Modifications of the contribution plan. At the present time so many
modifications of the contribution plan are in operation that probably no
two companies distribute dividends by the same method. In crediting
the interest earned, either the initial reserve, the mean reserve, or the
terminal reserve may be used. The saving in mortality may be applied
as a flat percentage of the cost of insurance, or as a graded percentage
varying with attained age, age at issue, or policy age. Some companies
utilize a two-factor formula that combines the treatment of mortality
and loading, considering interest separately; others treat interest and
mortality separately, but ignore loading. Some companies accord first-
year dividends special consideration; others pay no dividend at the end
of the first year. Even the most complicated plan can accomplish sub­
stantial equity only on the basis of averages, for complete equity would
require the consideration of varying face values, policies issued under
different tables, varying mortality in different geographical districts,
differences in occupations, and so on.'1

Dividend scale. On the basis of the results of the calculations by the
contribution formula, a dividend scale is constructed in which the profit
from loading is graduated according to the type of policy and the num­
ber of years in force, and the percentage savings on mortality graduated
so as to decrease with increasing age. Allowances may be made for the
special treatment of the effect of medical selection and the exceptionally
high expense on policies the first year. The process results in a series of
dividends graduated by policy years so as to form an ascending scale,
such as in Table 20.

Although it is undesirable to have frequent changes in the dividend
scale, it will vary from time to time as is necessary to adjust it to actual
experience. Falling interest rates from 1930 to 1943 caused some com­
panies to introduce a scale of dividends diminishing with the duration of
the policy.

' The following is a description of the method actually used by one company.
It had in existence three classes of policies, annual dividend contracts, deferred
dividend’contracts, and nonparticipating policies. On old annual dividend policies,
dividends were a percentage of multiples of the gross premium. On later annual

- dividend policies, dividends were distributed on the contribution three-factor plan.
The loading element consisted of the loading less an expense charge, the expense
charge varying with the age of the policy. The interest element was computed by
applying to the mean reserve the excess of the earned rate over the valuation rate,
the excess rate being graded according to the age of the policy, with the maximum
for policies 20 years old or older. The mortality element was computed by taking
70 per cent of the excess mortality in the American Experience Table at 3 per cent
over the corresponding rate for the American Men Ultimate Table, and applying
it to the sum at risk according to the American Experience Table. The maximum
credit, however, was reached at policies issued at age 45. Substandard policies
issued with an advance in age received dividends based on the rated-up age. On
policies issued within recent years the same dividends were paid on policies with
total disability benefits as on those without.
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TABLE 20

End of
Year

Ordinary- Life 20-Pay. Life

Age at Issue Age at Issue

25 30 25 30

1......... . 86.30 $6.75 $6.40 $6.85
2......... 6.45 6.90 6.70 7.15
3...:.. . 6.60 7.10 6.95 7.45
4......... . 6.75 7.30 7.25 7.75
5......... . 6.90 7.50 7.50 8.10

10........... 7.80 8.40 9.10 9.70

Dividend estimates. The prospective purchaser of a participating
policy wishes to make some estimate of the net annual cost to him of a
policy, after allowance has been made for probable dividends. The laws
of many states prohibit incomplete or misleading representations as to
dividends, by companies or agents, but anyone may use the past experi­
ence of a company as an estimate of the future. A company’s dividend
scale may be utilized for this purpose.

The following is an example of the information available for tl)is pur­
pose, being the results on an ordinary life policy issued at age 35.

TABLE 21
Ordinary Life Policy-

(issued at age 35)

Dividend Scales for the Years

192fl|/980|;93/|l932|/.933|w34|/985p986p9S7|193s|/939 

4.61
4.73
4.83

4.61
4.73
4.83

11-Year
Average

Policy
Duration

(years)

4.73
4.83

4.61 4.18
4.33
4.47

5.54
5.68
5.81
5.95
6.08
6.25
6.40
6.58
6.72
7.42
7.03
7.13
7.23
7.34
7.44
7.55
7.68
7.80
7.91
8.02

6.30 6.30
6.45 6.45
6.60 6.60

1 |6.30 6.30 6.30 6.30
2 6.45 6.45 6.45 6 45
3 6.60 6.60 6.6016.60

5.12
5.25
5.37

4 6.75 6.75 6.7516.75|6.75 6.75 5.50 4.95 4.95 4.95 4.61
5 6.90 6.90 6.90 6.9016.90|6.90 5.60 5.04 5.04 5.04 4 73
6 7.10 7.10 7.10 7.10 7.1O|7.1O 5.74 5.17 5.17 5.17 4.87
7 7.25 7.25 7.25 7.25 7.25 7.25 5.91 5.32 5 32 5.32 5 00
8 7.45 7.45 7.45 7.45 7.45 7.45 6.07 5.46 5.46 5.46 5 18
9 7.60 7.60 7.60 7.60 7.60 7.60 6.22 5 60 5.60 5.60 5.30

10 7.80 7 80 7.80 7.80 7.80 7.80 6.38 5.74 5.74 5.74 5.45
11 7.95 7.95 7.95 7.95 7.95 7.95 6.49 5.84 5.84 5.84 5.58
12 8.05 8.05 8.05 8.05 8.05 8.05 6.60 5.94 5.94 5.94 5.70
13 8.15 8.15 8.15 8.15 8.15 8.15 6.70 6.03 6.03 6.03 5.83
14 8.20 8.20 8.20 8.20 8.20 8.20 6.89 6.20 6.20 6.20 6.04
15 8.25 8.25 8.25 8.25 8.25 8.25 7.04 6.34 6.34 6.34 6.26
16 8.35 8.35 8.35 8.35 8.35 8.35 7.17 6.45 6.45 6.45 6.48
17 8.45 8.45 8.45 8.45 8.45 8.45 7.31 6.58 6.58 6.58 6.70
18 8.55 8.55 8.55 8.55 8.55 8.55 7.45 6.71 6.71 6.71 6.92
19 8.65 8.65 8.65 8.65 8.65 8.65 7.59 6.83 6.83 6.83 6.98
20 8.75 8.75 8.75 8.75 8.75 8.75 7.76 6.98 6.98 6.98 7.04
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These results might be utilized in any one of three ways:
1. The current dividend scale. For 1939 an estimate might be made

by using the scale in operation in 1939, as shown in the 1939 column of
Table 21. On this basis the purchaser of a policy in 1939 might expect
a dividend of 84.18 in 1940, 84.33 in 1941, and so on. This estimate will
be based, however, on the hypothesis that current conditions will con­
tinue, and present conditions may be so unusually good or unusually
poor that their continuance is unlikely. The advantage of the method is
that it considers only up-to-date experience.

2. Actual divideyid record. By the use of all the dividend scales em­
ployed in the past, or as many as are available one can trace the divi­
dends actually paid on a policy issued in any given year from the time of
issuance to the present date. For example a policy issued in 1928 received
in 1929 a dividend of 86.30 (Col. 2), in the second year of its existence
(1930) a dividend of 86.45, and so on down to 85.58 in 1939. If a policy
issued in 1939 should have the same experience in future years, the re­
sults would be as shown by the diagonal in Table 21. Such an estimate
would be based upon the assumption that the 11 years following 1939
would be a duplication of the period 1929-1939. Some of this experience
may now be out of date, however, because of the removal or introduction
of certain important economic factors.

3. Average dividend record. A method seldom used, but which ap­
pears to have some advantages, is to average the first-ycar results on all
polices issued over the period available, giving the first figure in the last
column of the table. Second-year results can be averaged in the same
way, and so on.

It will be noted that this company maintained the same dividend
scale from 1929 to 1934, inclusive, reduced its dividends in 1935, again
in 1936, and again in 1939. The results by the three different estimates
would be as follows:

Current
Dividend

Scale

A dual
Dividend

Scale

A verage
Dividend
Record

Premiums for 11 years ($22.85 X 11)........
Dividends for 11 years...................................

.... .8251.35
53.70

S251.35
68.39

8251.35
69.46

Estimated net cost......................................
Cash value at end of 11 years......................

197.65
110.55

182.96
110.55

181.89
110.55

Estimated cost of protection....................
Cost per year................................................

87.10
7.92

72.41
6.58

71.34
6.49

It is of interest to note the net cost of the ten largest participating com­
panies from 1929 to 1941, in the form of premiums less dividends for
twenty years, minus cash value:5 6

1929......... ........ $30 1936......... .........886
1930......... ......... 30 1937......... ........  86
1931......... ......... 31 1938......... ........  84
1932......... ........  46 1939......... ......... 88
1933......... ......... 59 1940......... ........  87
1934......... ........  78 1941......... ........  94
1935......... ........  SO

6 Rydgren, A. A., “THe Significance of Reduced Interest Earnings,” Life Insurance
Trends and Problems. Philadelphia: University of Pennsylvania Press, 1943.
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This comparison is the kind usually made by life insurance agents and
supplied in agents’ manuals, but it is very misleading in one respect.
Absent in the calculation is any allowance for interest or mortality. The
cash value exists at the end of 11 years, whereas the premiums have been
paid as much as 11 years earlier. The cost per year is thus grossly
minimized, as can be seen from the fact that the net natural premium,
exclusive of all expenses and with no reserve, at age 35 is over §8.00.
As a consequence, absurd conclusions are reached at times such as that an
endowment policy at the end of 20 years has cost less than nothing.

In a period like 1942 a lowering-of a company’s assumed interest rate
will increase cash values more than the net payments are increased, with
the misleading result that cost appears to have been reduced, although
the opposite is true.

Past and even present dividend scales become of little value in a trying
period like 1939-1942, at least as predictive factors, for a temporary
high net cost may reflect merely conservative company management in
the form of more savings put into contingency reserves, assets written
down, or reserves put on a lower interest basis.

The following table shows the premium on a nonparticipating contract
issued in 1918; the premium, dividends, and net cost of a participating

TABLE 22

Comparison of Cost—Ordinary Life Policy

Co. B

Net Cost

1918.
1919.
1920.
1921.
1922.
1923.
1924.
1925.
1926.
1927.
1928.
1929.
1930.
1931.
1932
1933
1934
1935
1936
1937

Policy
Year

821.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78
21.78

Non­
participating

Premium

$22.85
22.70
22.45
22.25
22.05
21.80
20.15
19.90
18.15
17.90
17.75
17.60
17.45
17.25
17.05
16.80
18.14
18.80 ■
18.51
18.22

Participating Contracts

Co. A

Pre/Mtuzn Dividend Net Cost

S26.76 S3.49 $23.27
26.76 3.69 23.07
26.76 3.81 22.95
26.76 3.95 22.81
26.76 4.09 22.67
26.76 4.24 22.52
26.76 4.39 22.37
26.76 4.57 22.19
26.76 6.32 20.44
26.76 6.41 20.35
26.76 6.49 20.27
26.76 7.20 19.56
26.76 7.39 19.37
26.76 7.09 19.67
26.76 3.65 23.11
26.76 3.76 23.00
26.76 3.88 ' 22.88
26.76 4.01 22.75
26.76 4.13 22.63
26.76 4.25 22.51

contract issued by the same company, and the net cost of a participating
contract issued by a second company, all on a 3 per cent basis. The
table shows that results depend upon (a) the particular company and (b)
the yearly variations in mortality, expense, and interest. As an illustra­
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tion of the latter, the net cost in 1934, the 17th year of the second com­
pany’s policy, is higher than in 1933, the 16th year of the policy.

Recent dividend practices. From 1919 to 1929 experience was very
favorable and dividend rates were generally increased, as a result of in­
creased interest earnings and favorable mortality experience. Even
after the beginning of the 1929 depression dividend scales were to some
degree maintained but by 1934 nearly all companies had reduced their
dividend scales by some method.

At first they accomplished the reduction most frequently by computing
the dividends as a percentage of the highest scale recently in use, the per­
centage depending upon the reduction in the surplus. The use of this
method was probably influenced by its ease of application and the hope
of soon restoring the original scale. This method, however, involved the
unjustified assumption that the earnings from each of the important
sources of surplus decreased in the same proportion.

A later method of revising the dividend scale was to change the mortal­
ity, interest, and loading factors, or at least two of them. In addition
to the increase in net cost for all policy durations, the customary decrease
in net cost with policy duration was generally reduced. Other methods
used were to change one factor in the dividend formula, to omit the
usual increase that would occur with an additional year of duration, and
to postpone the payment of first-year dividends. Some companies also
reduced dividends on policies containing liberal disability clauses be­
cause of their unsatisfactory experience with this clause.

Effect of recent low interest rates. The reduction in the actual rate
of interest earned in recent years not only reduced the dividends that
could be paid to policyholders but made it difficult to deal equitably with
different classes of policies, under existing methods of surplus distribu­
tion. Excess interest earnings tend to disappear, savings in expenses re­
main approximately level as the policy grows older, and mortality sav­
ings usually decrease with the age of the policy. The mortality savings
may bear little relation to the deficiency in interest which they offset,
and thus equity to all policies becomes difficult.

Not only are dividends in total reduced but the prospect is faced of
dividends decreasing with the age of the policy. Such decrease is con­
trary to custom and tends to discourage persistence of policies. A more
modern mortality table, coupled with a lower interest assumption, will
probably make dividends less of a factor in attaining equitable relations
between various types, durations, and ages of policies, as far as new poli­
cies are concerned.

In outstanding participating contracts the contract premium specified
is unchanged, although net cost is increased by lower dividends. On
outstanding nonparticipating contracts, of course, net cost is unaffected
by changing conditions. On new contracts many companies have modi­
fied their contract provisions so as to increase the contract premium, both
participating and nonparticipating, by using a lower assumed interest
rate, and have taken advantage of the opportunity to introduce the use
of a more modern table.
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Inception of dividend payments. Subject to such restrictions as are
imposed by law, the payment of dividends is a matter of contract, and
practices therefore vary. The most common provision in leading com­
panies is to pay a dividend at the end of the first year provided the in­
sured pays the second year’s premium. In a few instances the dividend
is allowed eyen without the payment of the second premium. The next
most common practice is the payment of a dividend at the end of the sec­
ond policy year, without requirement of payment of third premium.
Various other practices exist, and a few “companies even pay dividends
at the end of every fifth year when state laws permit.

As previously shown, no policy shows any profit at the end of the first
year. The stress of competition, however, dictates that dividends should
be paid as soon as possible, and if it is justifiable for a company to bor­
row from the full net reserve by operating on the modified preliminary
term system, by considering that expenses are spread evenly over the en­
tire premium paying period, the same reasoning justifies the payment of
dividends at the end of the first year. The requirement that the second
premium be paid in order to receive the first dividend, however, saves
some of the loss that would result from a lapse at the end of the first
year.

Periodicity of dividend payments. The laws of New York and many
other states require that the surplus shall be ascertained and distributed
annually to participating policies. In the absence of such legislation it
is possible to issue policies on the deferred dividend plan. There are a
number of such policies in existence, most of them issued before the
above-mentioned statutes were passed. In its original form the deferred
dividend plan provided that dividends would be1 accumulated for a long
period of time, say 20 years. The individual who died in the interval
lost his dividends for that period. Policies that lapsed during the period
not only lost the accumulated surplus but also received no surrender
value. Later, liberal surrender values were given to the lapsed policies,
but they forfeited their share of the surplus for the period.

After a short initial success the popularity of the system declined. In
spite of arguments that might be urged in its favor, it penalized the un­
fortunate needy who found themselves unable to continue premium pay­
ments, it deprived the beneficiary of part of the death benefits that would
otherwise have accrued, and it permitted companies to accumulate large
surpluses over which officers and directors exercised control, although
these surpluses were withheld from policyholders. The anticipated gains
to surviving policyholders who were able to continue payments were
rarely realized because, after policyholders experienced the operation of
the system, new business had to be written at an increasing expense rate.
On this rising expense rate there was little restraint because the accumu­
lated surpluses could be drawn upon to pay exorbitant rates of com­
mission. V

State regulation of surplus. The apportionment and distribution of
dividends annually to participating policies is now required by law in
many states, and has become an almost universal custom. As we have 
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seen, however, a company is permitted by law to accumulate and main­
tain a “contingency reserve,” which is really a surplus for emergencies.
If this surplus were permitted to increase without restriction, it might
be used to nullify at least partially the requirement for annual distribu­
tion. A number of states therefore restrict the size of the contingency
fund to a certain percentage of the reserve, the percentage varying with
the size of the company from possibly 20 per cent for small companies to
10 per cent for the largest companies. The company used as an illustra­
tion, at the beginning of this chapter, with a reserve of about 236 million
dollars could maintain a contingency fund of about 523,600,000.

Methods of using dividends by policyholder. The dividend appor­
tioned to a policy is the equivalent of cash placed to the policyholder’s
credit, and companies permit him to use it in a number of different ways.
He may decide upon his method at the time the policy is issued, or later,
and the option he selects will continue in operation until revoked. The
common options are as follows:

1. To reduce premiums. This option allows the insured to deduct the
dividend for the current year from the following year’s premium. The
balance is usually referred to as the “net cost.”

2. To accumulate at interest in the hands of the company. The com­
pany agrees to pay annually such rate of interest as is determined by the
company, but not less than the rate on which the premium is calculated
(say, 3 per cent). This accumulating so-called “dividend deposit” may
be used in several ways:

(a) It may be withdrawn at any time by the policyholder, together
with accumulated interest.

(b) It may be left with the company until death or maturity of the
policy, and collected at that time by the beneficiary in addition to the
face of the policy.

(c) It may be accumulated until it is sufficient, together with the re­
serve, to purchase a paid-up policy on which no future premiums are
necessary. It is sufficient for this purpose when, together with the re­
serve, it equals the net single premium at the attained age.

(d) It may be accumulated until it is sufficient, together with the re­
serve, to equal the face of the policy, in which case the policy matures as
an endowment. Thus an ordinary life policy issued at age 20 may ma­
ture as an endowment at age 70. In case of prior death the beneficiary
will receive the original face of the policy plus the dividend accumula­
tions.

(e) In an “accelerative endowment” policy, it may be added year by
year to the reserve, each addition bringing the maturity nearer. In case
of death, however, the company pays only the face value of the policy.
This plan causes quicker maturity than plan (d).

3. To purchase paid-up additions to the policy. Except in the case of
term policies the insured may use the dividends as a single premium to
purchase additional paid-up insurance. This paid-up insurance is sold
to the policyholder at the net rate, and over a period of 20 or 30 years
may add as much as 50 per cent to the original face of the policy. It is 
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important- to the policyholder to note whether a medical examination is
required for exercising this privilege, and whether the additions are
themselves participating. If the additions are participating the policy-
holder will, in future years, receive dividends on dividends, with the re­
sult that the amount of insurance and its reserve value will increase
faster than if additions were nonparticipating. If the paid-up additions
method is followed, the beneficiary will receive a larger amount upon
death than under the accumulation at interest method, but the surrender
value is less because only the reserve on the paid-up additions is avail­
able.

It should be noted that the paid-up additions may subsequently be
used, like the dividend deposit, to cause a policy to become full-paid or
to mature as an endowment, but the amount available for these pur­
poses is limited to the reserve on the paid-up additions.

From what has been previously said it will be seen that the accumula­
tion at interest method leaves the control of the fund at the disposition of
the insured. In case of withdrawal he obtains a larger surrender value
during the early years than under the paid-up. additions plan. On the
other hand his beneficiary receives less in death benefits if he dies. The
paid-up additions plan produces more immediate insurance, whereas the
accumulation at interest produces more surrender value.

4- To receive cash. This is the equivalent of reducing premiums.
5. To purchase additional annual premium-insurance. This is a varia­

tion of the paid-up additions plan, involving the purchase of new insur­
ance, but not of the paid-up variety. It is expected that the annual
premium on such insurance will be paid by the future annual dividends
on the old policy. The objections to the method are (1) that future
dividends may be insufficient to cover the premium on the new insurance,
and (2) that this insurance is sold at gross rates, whereas paid-up addi­
tions are sold at net rates. The dividend used as an annua? premium
will, of course, purchase more insurance than when used as a net single
premium, and thus the insured does obtain more immediate insurance.
In the long run, however, he may have less than under the paid-up addi­
tions plan, because of the higher cost.

6. Other options. Sometimes the option is afforded of periodically
adding the dividends to the reserve in order to reduce the number of
annual premiums to be paid, i.e., to hasten the paid-up date. This option
is similar to the accelerative endowment provision. Some deferred-
dividend policies permit the dividend to be used for the purchase of an
annuity. It has also been used for the purchase of one-year term insur­
ance.

Comparison of results. The application of these plans for the utiliza­
tion of dividends may be illustrated by some actual figures from an
ordinary life policy on the 3 per cent basis, issued at age 25, with a gross
premium of §20.70. The dividend at the end of the first year was §3.45,
which the insured might take in cash, or might apply to the second year’s
premium, making the net cost for the second policy year §17.25. If this
and all subsequent dividends were left with the company to accumulate 
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at interest they would amount to §282 in 26 years (age 51). If used to
purchase additional paid-up insurance the first year’s dividend of 83.45
would have purchased 810 of paid-up ordinary life insurance.0 The
dividends in this illustration are participating. By the end of the 26th
policy year the paid-up additions purchased in this way amounted to
S429, and in case of death the beneficiary would have received $1,429.
By age 49 the dividends would accumulate to sufficient to make the policy
entirely paid-up for a face value of $1,000, or by age 61 would be suffi­
cient to cause the policy to mature as an endowment. With the dividend
at the end of the first policy year the insured could have purchased
annual premium insurance amounting to 8167, as compared with 810
paid-up insurance, and subsequent dividends would have been more than
sufficient to carry this insurance. By age 46, the paid-up additions
would have totaled $375.

Industrial life insurance dividends. The large companies begin the
payment of dividends on industrial policies after the policy has been in
force three years. Dividends are credited in only one form. Some com­
panies credit dividends against future premium payments, and all poli­
cies in the same dividend “group” receive credit for the same number of
weeks’ premiums. Other companies add the same amount of additional
paid-up insurance to all policies in the same dividend group. The divi­
dend group is not classified on the basis of as many characteristics as in
ordinary insurance, and may consist, for example, of all premium-paying
policies in force the same number of years. Thus all policies issued in
1937 and 1938 might be credited in 1942 with five weeks’ premiums.
Each of these two methods has advantages and disadvantages. The
granting of various dividend options to industrial policyholders would
entail inordinate expense.

Summary
I. Dividends are the return of surplus funds collected.

II. Surplus is the excess of assets over liabilities.
A. A portion is set aside for contingencies, and the .balance is surplus

available for dividends.
III. This surplus is derived from

A. Saving in loading,
B. Excess interest earned,
C. Saving in mortality,
D. Gains from forfeitures.

IV. Possible methods of apportioning surplus
A. The individual account method is nob feasible.
B. The crude percentage method is not equitable.
C. The pro rata or contribution plan is used.

V. The contribution plan distributes the savings, by sources, according to each
policy’s contribution thereto.
A. The result can be shown, for illustration, in the form of an account.
B. A formula is a more convenient way of making the calculations.

VI. Modifications of the contribution plan

"The net single premium at this age (26) is S361.72, and the exact amount of
insurance purchasable for S3.45 is S9.41, but the additions are given in even dollars
for convenience.
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VII. The dividend scale is a statement of dividends distributed to different
types of policies at different ages and policy years.
A. Dividend estimates for the future may be made from such scales,
B. Or from actual results of the past.

VIII. Results of participating policies depend upon the dividends that will be
paid in the future, whereas nonparticipating contracts afford a fixed cost.

IX. Recent dividend practices
X. Inception of dividend payments

A. Dividends are usually paid at the end of the first or second policy year.
XI. Annual dividends are the general rule.

XII. The regulation of surplus
A. Laws usually require annual distribution of dividends,
B. And limit the contingency fund.

XIII. Methods of using dividends are at the option of the policyholder.
A. Receiving in cash
B. Reduction of premiums
C. Accumulation at interest
D. Purchase of paid-up additions
E. Purchase of annual-premium insurance

XIV. The application, of these methods illustrated

Readings

Dawson, M. M., Elements oj Life Insurance. New York: Spectator Co., 1911,
pp. 101-118.

Maclean, J. B., Life Insurance. New York: McGraw-Hill Book Co., 1945,
Chap. VIII.

Moir, Henry, Life Assurance Primer. New York: Spectator Co., 1912, Chap. 12.
Hunter, A., “Life Insurance Surplus.” Transactions Actuarial Society of Amer­

ica, 1923, Vol. 24.
Dawson, M. M., Business of Life Insurance. New York: Barnes & Co., 1906,

Chaps. 8, 9, 23.
Rydgren, A. A., “The Significance of the Decline in Earnings,” Life Insurance

Trends and Problems. Philadelphia: University of Pennsylvania Press,
1943.

Knight, C. K., Advanced Life Insurance.
XL

New York: Wiley & Sons, 1926, Chap.

Rietz, J. C., “Surplus Distribution.” The Record of American Institute of
Actuaries, Vol. XI, Part I, No. 23, 1922.

LeVita, M. H., An Arithmetic of Life Insurance. New York: Life Office Man­
agement Assn., 1936.

Superintendent of Insurance, New York, Annual Report, Part III, Reports on
Examinations.

Hollenberg, M. R., “Recent Developments in the Distribution of Surplus.”
Transactions Actuarial Society of America, October, 1933.

Maclean, J. B. and Marshall, E. W., Distribution oj Surplus. New York: Actu­
arial Society of America, Actuarial Studies No. 6, 1937.

Lochhead, R. K., Valuation and Surplus. London: Cambridge University Press,
1932.

Problems
1. What are the various ways in which a company’s investment earnings

may amount to more than the assumed interest rate in a given year?
2. If savings banks, under the savings-bank life insurance plans of Connect!- 
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cut, New York, and Massachusetts, can sell life insurance cheaper than ordinary
companies, what are the possible reasons? Which of these would appear to you
most likely to be realized in practice?

3. Assume two groups of policies, each consisting of 100 policies issued at the
same time and at the same age, each policy for SI,000. One is a group of single­
premium life policies, the other of twenty-payment life policies. The expected
number of deaths in each group in a given year is 10 less than expected. Which
group will show the largest mortality saving?

4. If the total surplus accumulated for the year were distributed to policy-
holders in proportion to the amounts insured, would this distribution be equitable
to an endowment policy? Explain.

5. Given the following information, what would be the dividend at the end of
1946 on a policy which had a duration of 5 years, issued at age 30, ordinary
life, 3 per cent, gross premium S34.38, net premium $18.28, reserve at the end of
four years 843.92, reserve at the end of five years $55.73?

(000’s)
Surplus, after distribution of dividends, end of 1945.... 558,930
Surplus, before distribution of dividends, end of 1946. .. 112,222
Gains during 1946

On mortality.............................................................  32,783
On interest ..................................................... 7,472
On expenses  10,240
On forfeitures.........................................................  2,797

Total reserve, end of 1946  1,835,486
Total loading, 1946 ■.......... 42,710
Expected mortality cost, 1946  78,356

6. Explain why the dividend could not be satisfactorily computed from the
first two items of “surplus” in Problem 5.

7. An ordinary life policy is issued at age 35, American Experience 3 per
cent, with a gross premium of $27.00, net premium $21.08. Find the possible
dividend at the end of the fifth policy year, assuming that the initial reserve is
$74.85, fifth terminal reserve is $68.06, actual mortality cost is $7.14, interest
earned is 4.5 per cent, and expense is 15 per cent of gross premiums.

8. What is your conclusion with respect to a verj' common method of taxa­
tion, taxing gross premiums of life insurance companies?

9. A company on the American Experience 3% per cent basis issued a policy
9 years ago, ordinary life, age 35, gross premium $25.88, participating. Another
company on the same mortality and interest bases, issued a nonparticipating
policy at the same time, at the same age, for $21.90.

Assume figures for the two companies are as follows, the figures being imagi­
nary for discussion purposes: .

Policy
Year

Dividends Surrender Values

Portia. Non-Partic. Parlic. Non-Partic.

1................. S2.25
2.75
2.85
2.95
3.05
3.15
4.10
4.20
4.35

500.00
00.00
30.00
4-1.00
59.00
73.00
89.00
97.00

104.01

S00.00
00.00
20.00
34.00
49.00

ibs.bo

2..................
3..................
4.........
5..................
6.................
7..................
8..................
9.................
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How long before the net cost of the participating contract is below that of the
nonparticipating (a) in the event of continuing the policy? (b) in the event of
surrendering the policy? Compare the net costs at the end of 8 years.

10. In your own case, assuming you had an ordinary life policy in a participat­
ing company, how would you use the dividends, and why?

11. Is it consistent for a person to condemn endowment policies, and at the
same time utilize dividends to mature a life policy as an endowment?

12. If the reserve on a policy is S160 and the insured receives upon surrender
only 8140, which accounts on the balance sheet are increased and which are
diminished? Is it possible that, after half of a company’s policyholders sur­
rendered on the same basis, the company’s condition would be worse than
before?

13. Is it good policy for companies to pay dividends at the end of the first
policy year?

14. Suppose an individual used his dividend each year, as in the dividend scale
given in Table 21, to buy additional paid-up insurance. How much additional
insurance would he have on a policy issued in 1936, after he used three dividends
in this way, if net single premiums on a 3 per cent basis are as follows:

Age Premium Age Premium
35....... .... S419.88 38........ .... $442.95
36... . .... 427.36 39........ .... 451.07
37.. . . .... 435.04 40........ .. . . 459.42

15. From the dividend scale given in Table 21, what would you estimate to
be the net cost, by the actual dividend basis, on an ordinary life policy taken at
age 35 in 1939, if the surrender value at the end of the fifth year is $68.16?

16. At the present time would you consider it better to buy a participating or
a nonparticipating policy? Why?

17. A participating 20-payment life policy is issued at age 25, with a net
premium of $22.53 and a gross premium of $32.13. At the end of the fourth
policy year, on a 31/2 per cent basis, the reserve is $65.12, and at the end of the
fifth policy year the reserve is $83.19. The “cost of insurance” for the fifth
policy year is $7.65.

What is the policy’s share of the surplus available for dividends on the pro
rata three-factor plan, assuming figures for the company’s operation during the
fifth policy year as follows:

Total loading included in gross premiums  $3,980,000
Gross interest and rent received . ............ 5,504,500
Mortality saving  2,342,400
Total reserve (end of fifth year)  117,890,000
Actual expenses  3,184,000
Gain on securities sold.............................................. 10,000
Increase in book value of securities  380,000

18. Suppose a 20-payment life policy is issued in 1952, to a man aged 25,
with a gross premium of $28.00 per year. The following is a record of the com­
pany’s dividend experience:

20-Payment Life Policy—Issued at Age 25

Policy
Duration

(years)

t Dividend Scales for the Years
5-year

Average1945 1949 1950 1951 1952

1................................ 6.40 6.40 6.50 6.60 6.60 6.50
2................................ 6.70 6.70 6.81 6.91 6.91 6.81 ■
3................................ 6.95 6.95 7.06 7.17 7.17 7.06
4...................... .. 7.25 7.25 7.36 7.48 7.48 7.36
5................................ 7.50 7.50 7.62 7.74 7.74 7.62
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If the cash value of the policy at the end of five years is S83.19, make an esti­
mate of the so-called five-year cost to the policyholder, and give reasons for the
method you have used.

19. X bought a 20-payment life policy, participating, but he now wishes it
were an endowment. What two procedures are available for bringing the policy
more in accord with his wishes?

20. Harrub has been using his dividend to buy paid-up additions to his ordi­
nary life policy. He now wishes to use dividends so as to make his policy full-
paid as quickly as possible. What can he do about his past dividends, which
have been already used as described?



CHAPTER 13

Special Forms of Life Insurance

* Fraternal Insurance

History and description. Fraternal insurance is possibly the oldest
form of life insurance, and its origin may be traced back many centuries
to the time when organizations were first formed for mutual benefit.
Although these historic unions and guilds never applied the word “insur­
ance” to their operations, they nevertheless performed the functions
associated with the name. At the present time, however, a “fraternal
association” has acquired the legal significance of an incorporated society,
without capital stock, for mutual benefit and not for profit, and with a
lodge system and a representative form of government.

Period oj development, 1854-1890. In the United States, the growth
of fraternals for the purpose of insurance has been parallel with that of
the old-line (legal reserve) companies, and today, although they have in
force less than one tenth of the insurance possessed by the latter com­
panies, they have over six million members. The first fraternal society
proper was formed in 1854, but it was not until after the Civil War that
the really phenomenal increase took place. One of the chief reasons was
the fact that the legal reserve companies had just entered upon their
period of expansion, furnishing great stimulus to the fraternals. The
latter supplied keen competition, although their schemes were then often
based on fallacious arguments, for they were part of a great social move­
ment of the time. They maintained that the legal reserve companies
were charging a high level premium much larger than current mortality
costs, and including an element of reserve, but that since the average age
of membership and average death rate did not change much, year after
year, this reserve was unnecessary. Therefore, all they ■would collect
from their members wras the average annual cost. The dates given for
this period mark off, in the main, three decades and a half of increasing
membership and little difficulty.

Period oj pressure, 1890-1900. At first sight, the argument of “keep­
ing the reserve in your pocket” seemed quite plausible, because it was
commonly observed that the average age was constant in a given com­
munity. Although this observation was true of a particular locality, a
child having no choice in the matter of being born, and births and deaths
balancing each other, it did not necessarily apply to individual groups
and associations in the community. As the members grew older the
probability of death increased rapidly, and young men preferred to join 
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new societies in which the average age and mortality rate were lower.
These increases in the rate of mortality soon had many of the societies
in financial difficulties, and they were then compelled to cut down their
benefits and in many cases to dissolve. One society showed a member­
ship of 62,000 in 1890 and only 17,000 in 1901. The mortality rate of
this society had increased from 12.5 deaths per 1,000 to 34 per 1,000.
The latter figure is about the equivalent of an average age of 63. It was
during this period that fraternalists began to realize that the system of
“keeping the reserve in your pocket” did not work out properly. Many
of the societies that had continued to exist formed the National Fraternal
Congress, which in 1892 proposed a uniform legislative bill known as the
National Fraternal Congress Bill. By 1898 they had constructed a table
of mortality from their combined experience, the National Fraternal
Congress Table. The National Fraternal Congress advocated a law
prohibiting the formation of new societies and refusing admission of old
societies to new states except upon adequate rates founded upon the Na­
tional Fraternal Congress Table and 4 per cent interest, but otherwise
placed no restrictions on old societies. Naturally there was tremendous
opposition to this law by those who desired to form new societies and
gain admission to other states.

Period of uncertainty, 1900-1910. There followed a period of criticism
and reply, proposal and counterproposal, which served no purpose other
than to disseminate considerable education with respect to the safe con­
duct of the life insurance business. Some societies, realizing the situa­
tion, undertook on their own initiative to remedy their condition, usually
meeting with intense opposition from their own membership. No laws
could be enacted, although their necessity was now clearly seen, because
one third of the voters, possibly, were members of some society or other
and no legislator could afford to incur their enmity. One of the largest
societies, for example, started in 1877 with a system of post-mortem
assessments. In 1897 this was discarded for a system of definite annual
payments of largely increased amounts and the creation of an “emer­
gency reserve.” In 1912, nevertheless, the society became actuarially
insolvent and found itself unable to meet the requirements of the Mobile
Bill, which had been instituted in 1910. It was then compelled to charge
nearly double its rates and consequently lost thousands of members. In
1916 it went through an elaborate reorganization, as a result of which
a report to the members stated that “solvency is an accomplished fact
for the first time in the order’s history of 39 years.” This experience is
cited not because it is exceptional, but because it is typical of the experi­
ence of many societies.

Period of reorganization, 1910 to date. The stronger of these associa­
tions, however, were able to pull through by increasing their rates, a
measure made possible only by the nature of their organization. Since
the societies were founded on the basis of fraternal spirit, the members
often felt that they were united by a bond stronger than mere financial
relationship and stood by their brothers through financial difficulty. In
this type of organization the social feature was nearly as important as the
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benefits. In 1910 the Mobile Bill, designed to replace existing legislation
regulating fraternal societies, was adopted by 13 states. Later, the New-
York Conference Bill was promulgated and largely superseded the Mo­
bile Bill. These two laws, which are more fully described later, exerted
a gradual pressure upon societies to become actuarially solvent and fur­
nished them with a means of educating their membership to the necessity
of reorganization. Many of the societies accomplished this reorganiza­
tion very successfully. In 1945 the fraternal life insurance premiums
totaled over §150,000,000.

Characteristics of policies. The idea that a reserve was necessary has
always been the chief difference between the old line companies and the
fraternals, but on this point they are now a unit. Other differences still
exist, however, and should be mentioned.

1. The fraternals grant a “benefit certificate” or “life certificate” in
place of a policy, the latter being a long term contract with a fixed pre­
mium wherein the company is bound but the insured is not. The certifi­
cate, however, specifies that the benefits are dependent not only on pay­
ment of dues but on compliance with the bylaw's and constitution of the
society, and members are not usually assured that there will be no change
in the premium. The bylaws may contain restrictions upon occupation
or other activities of the members. In some states such restrictions
must be enumerated in the policy.

2. Another customary restriction is that only relatives may be named
as beneficiaries, and assignment to persons outside of this category is
prohibited.

3. The beneficiary acquires no vested right in the insurance and may
be changed at any time, the insurance being solely the property of the
member.

4. The cost of fraternal insurance in the past has been low, partly be­
cause of inadequate rates and partly because of low expense rate. Socie­
ties are now finding it desirable to pay a compensation to “deputies” for
the acquisition and retention of business, a practice that increases the
business-getting expense; but the overhead expenses still remain lower
than for most old line companies.

5. Most fraternal societies do not offer the variety of policies furnished
by the commercial companies. '

6. A number of the certificates, issued in the past, have no loan,
paid-up, or extended insurance features.

7. The “whole family protection” bill, first passed in 1916, has been
adopted in many states, permitting fraternal orders to insure the children
of members for limited amounts.

Financial status of societies. From W'hat has been said previously,
it is evident that a fraternal society cannot be technically insolvent, be­
cause it has the privilege at any time of collecting higher rates or scaling
down benefits. From an actuarial standpoint, however, a society is in­
solvent w’hen it appears probable that it will not be able to pay the bene­
fits expected without a reorganization, in other words, when the amount 
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on hand, together with what is expected in the future, is insufficient to
meet the probable future claims.

The Mobile Bill, the first productive effort to promote actuarial sol­
vency, was promulgated in 1910, and provided that if, by 1917, assets of.
a society equaled less than 90 per cent of the reserve required and other
liabilities, the deficit was to be reduced at least 5 per cent every three
years thereafter, or the society might be dissolved. Societies were also
permitted to group their membership, thus allowing new members to
come in on an actuarial basis while old members continued as before, in
a segregated group.

In 1912, however, the New York Conference Bill, an amended Mobile
Bill, was proposed, and has been adopted in most states. This legisla­
tion provides that new societies, and societies applying for admission to
a state, must charge rates based on the National Fraternal Congress
Table and 4 per cent interest. If an old society showed in 1920 an in­
creased deficit over 1917, new members might be admitted only at ade­
quate rates, or the society might provide for increasing the contributions
of members whose share of the annual losses exceeded their annual con­
tributions. Thus while societies were permitted to exercise their discre­
tion as to how they would deal with old members, the continuation or ex­
pansion of insurance at inadequate rates was effectively prevented.

According to the present law of New York, whenever the superintend­
ent of insurance finds that the admitted assets of a society are less than
the sum of its required reserves and accrued liabilities, he is required to
order the removal of the deficiency and, if this order fails, prevent further
transaction of business in the state. For the purpose of regulation, fra­
ternal certificates are divided into two classes, old (issued prior to 1939)
and new (all others). In the case of new certificates the annual state­
ment must show the tabular reserve value according to either the Amer­
ican Experience Table and 4 per cent or American Men Table and 3%
per cent.

- In the case of old certificates the society has two options, (a) It may
compute the tabular reserve required by the National Fraternal Con­
gress Table and 4 per cent interest, by any higher standard, or by its own
experience table for at least 20 years and covering at least 100,000 lives.
(b) The society must show the difference between the present value of
the benefits in future and the present value of future net “stated periodi­
cal contributions.” In the latter figure are not to be included “any value
for the right to make extra payments or to require additional insurance
contributions.”

In 1941 it was reported that “there has been a considerable trend
among the fraternal societies in the adoption of better reserve standards.
This is illustrated by the . . . distribution of the aggregate amount of
insurance in force in all societies at the end of the years 1935 and 1940
according to various reserve bases.” 1

1 Superintendent of Insurance, State of New York, Reports, 1941 and 1944.
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TABLE 23

1985 1940 1942
American Experience.................. -■ 4% 38.9% 37.1% 29.0%
National Fraternal Congress...,.. 4 14.2 9.2 7.4
Own Experience......................... , .. 4 30.6 11.7 12.2
American Experience.................... ay2 15.6 20.5 19.5
American Men (5)... ■ ■ 3^ 5.6 8.1
American Experience................. .. 3 14.0 18.8
American Men (5)...................... .. 3 6.0 0.0 3.6
Miscellaneous............................. 0.7 1.9 1.4

100.0 100.0 100.0

At the present time the situation is that some societies are on a 100 per
cent solvency basis, and others have reorganized so as to place a portion
of the membership upon a sound basis. The above table shows, however,
that 48 per cent of the insurance in force is on a 4 per cent basis, which
is too high in comparison with present interest rates. There is nothing
inherently wrong with fraternal insurance and its future possibilities are
great. It must be borne in mind that the fraternal society is something
more than an insurance-company, for it combines social, educational, and
business features. Under intelligent and efficient management it has low
expenses; its fraternal bond helps to hold the membership together and
reduce the lapses; and it furnishes small amounts of insurance at con­
venient monthly payments for persons of small means.

Assessment Insurance

Assessment insurance has furnished glaring illustrations of the fallacies
that have been prevalent in regard to insurance. Its most extensive use
has been by organizations definitely of the assessment character, and by
the so-called business assessment associations, which usually confine their
membership to particular trades. The earliest assessment plan provided
that each and every member be assessed a flat amount, so that the total
collected was just sufficient to meet the current costs, collections being
made each time a member died.

A modification of the flat assessment was to scale it on the basis of the
attained age at entry. Although this was a slight improvement, it only
postponed the inevitable. Another attempt to stave off the approaching
difficulty was to collect the assessment in advance; but this measure
merely delayed the imposition of extra charges. Although the plan is
now in disfavor, it is by no means extinct.

At the present time assessment associations operate upon a variety of
plans. The policies issued contain a provision for additional assessments
to be paid by members when the premiums collected are found insuffi­
cient (hence the name “assessment associations”) and the bylaws usually
provide that not more than 25 per cent of the premium is to be spent for
expenses, which, as we have seen, is about the amount of loading by old
line companies. Most associations now issue contracts of at least two
types, one a “level premium policy” (including the assessment feature), 
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and the other yearly renewable term insurance with a step-rate premium
increasing annually up to a certain age, say 65. Originally, as previously
stated, these associations (as a group) did not believe in the maintenance
of a reserve but now most of them carry some sort of fund for the same
purpose, in some cases the full preliminary term reserve.

In New York state no new life insurance organizations of the assess­
ment type can be licensed, and the law now requires already-existing or­
ganizations to charge all new members adequate cash rates and to segre­
gate the funds of such members. When the contract reserves the right
to collect assessments, the organizations must retain a modified prelim­
inary term reserve on the basis of the American Experience Table and
4 per cent interest, and in the absence of the assessment provision upon
a 31/2 per cent basis. In other important states similar legislation exists.

In states where effective regulation does not exist, the prospective in­
sured would do W’ell to investigate any proposed association in the
insurance reports.2 An organization that is actuarially solvent is always
glad to state the fact.

Industrial Insurance

Origin and purpose. Industrial insurance was first introduced into
the United States in 1875, having had its origin in the recommendations
of a Parliamentary committee investigating insurance for the working
classes in England about 1854. This committee found that wage earners
were in greater need of insurance than the class of people who were
already insured but, owing to the system of premium payments, the
workingman was unable to take advantage of the existing plan. Trade
guilds, burial clubs, and some fraternals were available to him, but these
organizations were not managed on a scientific basis. To solve these
difficulties it was suggested that insurance companies, conducted on a
scientific reserve basis, provide ordinary insurance for the masses by
charging a weekly premium and sending a personal representative of
the company to collect it. This plan was attempted by several com­
panies and the results were most gratifying. Its extension into other
countries, including the United States, followed, and it has met every­
where with practically the same success. In the United States its growth
has been phenomenal; in 70 years it has grown until it now involves over
100 million policies with a face value of about 27 billions of dollars.

The system explained. Virtually the same policies that are written
in the ordinary business, except for involved “special” contracts, are
included in the industrial plan, i.e., ordinary life, limited payment, en­
dowments, and so on. Paid-up insurance and extended insurance are
granted and cash surrender values after the fifth or tenth year. Both
participating and nonparticipating policies are issued.

There are, however, some important differences, which are described
below:

1. Medical examination. This has been found to be very costly when
’See, for example, “Best’s Life Reports,” A. M. Best Co., N. Y. 
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compared with the size of the average industrial policy. Consequently,
either the agent or superintendent makes a report as to the health of the
person to be insured and this report is used as the basis of acceptance or
rejection. Occasionally, if the size of the policy warrants, a medical
examination is given. In 85 per cent of the cases there is no medical
examination. The death rate among industrial policyholders has'been
in recent years 20 to 30 per cent higher than among ordinary policy­
holders, thus increasing the cost of this form of insurance. A special
mortality table is used, the Standard Industrial Table.

2. Insurance on children. Children are accepted under the industrial
plan for a limited amount, although as the child grows older the amount
may be increased in accordance with special infantile tables constructed
for the purpose. It might be mentioned that the child’s endowment is a
very popular policy in this type of business. Insurance on children is
now restricted by law in New York to from 8100 on those under six
months of age on a graduated scale upward to $1,500 on those between

• 13% and 14% years.
8. Size of policy. The size of the industrial policy averages about

$250. However, it is not customary to express the amount of an indus­
trial policy by its face value, but rather by the weekly premium, i.e., 3-,
5-, 10-, 15-cent policy, and so on. On a child aged five years a premium
of 25 cents a week might purchase an endowment policy of $500, maturing
in 34% years, death benefits gradually increasing from 848 to $500.

4- The premium. The premium differs both in the manner of pay­
ment and the annual cost per $1,000 of insurance.

(a) Manner of payment. Instead of having the premium sent to a
designated office, the companies have it collected by agents who call once
a week. For this purpose, a very large force of agents is maintained,
supervised by a superintendent or assistant superintendent who has
charge of a specified territory. Each agent is given a “debit,” ■which is
the total amount of weekly premium collections he is to make. In
addition agents are supposed to solicit new business, prevent lapses, and
promote the interests of the company. The agents’ remuneration is
usually a commission on the weekly collections, a commission on the new
business written and a weekly fee varying inversely with the lapse rate,
as explained in Chapter 4.

Two methods have been adopted to diminish collection expenses: (1)
the encouragement of the monthly policy as a substitute for the ■weekly
collection policy; and (2) a discount of 10 per cent for 52 payments on
time at the district office. The law of New York now requires that all
new policies contain the latter privilege. These methods have been only
moderately successful.

There is no doubt that in individual companies at particular times
there has been too much pressure upon the agency force to sell without
regard to policyholders’ interests. Until recently no state required
industrial agents to have even a license; many agents had only an elemen­
tary knowledge of life insurance. Whereas agents formerly were penal­
ized for lapses on their books, such a penalty is now prohibited by law 



SPECIAL FORMS OF LIFE INSURANCE 227

in New York, except when a new policy is written. The companies in­
stead have reversed the process by awarding an extra commission for a
good “persistency record.” Naturally the collection method is very
expensive and greatly enhances the cost of this form of insurance.
Nevertheless, no other private plan has been successful.

(t>) Cost per $1,000 of insurance. The cost is considerably higher
than for ordinary insurance, principally because of the expense of col­
lecting the premium, the higher rate of mortality among industrial work­
ers, the higher lapse ratio, and the differences in the policy contract.
The higher mortality has been'the subject of much investigation, and
analyses show that the chief causes are unsanitary homes, inadequate
food, hard work, close confinement, necessary exposure, lack of best
medical skill, attention secured only in the last emergency, and ignorance
of simple laws of hygiene. The lapse rate is very high, many policies
that are written lasting only a few months. In the 10-year period end­
ing 1937 only slightly more than 5 per cent of the policies terminating
were ended by death or maturity payments. The system for premium
collection is expensive, but it has been learned by experience that as far
as wage earners are concerned premiums must be collected by a personal
representative and at frequent intervals. As a result of these factors
the gross cost is at least 20 per cent higher than for the ordinary annual
premium policy. The New York law now places some restriction upon
the total expense of conducting the business. In 1937 the New York
Insurance Department made a study of industrial insurance. In its
report it was shown that in 20 years the net cost of industrial insurance
averaged at age 30 §25.91 a year, as compared with 813.13 for ordinary
insurance. The comparison allowed for interest at 3% per cent.

5. Deferred benefits. It is sometimes provided that if death occurs
during the first six months of the policy only one half of the face value
will be paid. In the case of policies on children the face is frequently
on an ascending scale, and as the child grows older the amount of the
insurance increases, although the premium remains the same.

6. Policy provisions. It is difficult to compare the cost of industrial
insurance with that of ordinary life insurance, savings bank life insur­
ance, or group insurance because the industrial policy varies from these
contracts in a number of characteristics. Comparing it with ordinary
life contracts we discover these principal differences or features: (a) It
may be an endowment at age 75 instead of an ordinary life contract
(endowment at age 96). The New York law now prohibits the writing
of industrial endowment policies on New York residents, (b) It is
incontestable after 1 year, instead of 2 years—this provision is now
required by law in New York on all new industrial policies, (c) Ex­
tended term insurance is given for lapses after 6 months on the industrial
policy instead of 2 or 3 years as on the ordinary life contract, (d) Total
disability benefits are included in the premium, whereas ordinary policy-
holders have had to pay extra for such benefits, (e) The double indem­
nity provision may be operative until age 70 in the industrial contract
and only until age 65 usually in the ordinary life contract, (f) No addi-
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tional industrial premium is charged for women. These are general
statements, of course, and do not mean that all contracts have the char­
acteristics stated. • ‘ •

On the other hand: (a) The industrial contract provides cash values
upon lapse or surrender only after premiums have been paid for 3 to 5
years, (b) Industrial policyholders have been offered only one method
of receiving dividends. In some companies this is in the form of a pre­
mium credit, and in others in the form of additional insurance, paid up.
(c) The industrial contract does not provide the settlement options of
the ordinary contract, (d) The industrial policy has not, until recently,
been payable to a definite beneficiary because of the “facility of pay­
ment clause” it contains, authorizing the company to make payment of
the proceeds (within certain limits) to anyone who appears to be entitled
to them. In the main the clause has been used for the benefit of persons
who have supplied money for the insured’s illness or burial. The New
York law now permits this procedure only if the beneficiary named “does
not surrender the policy with due proof of death within the period stated
in the policy, which shall not be more than 30 days.” (e) Industrial
policies can be converted into ordinary policies only if the insured passes
a medical examination. Although this provision protects the ordinary
policyholders, whose death rate is lower, it makes it more difficult for the
industrial policyholder to escape the high cost of industrial insurance.

Standard policy provisions. The New York law now contains a
statement of certain provisions that must be included in every industrial
contract, and certain provisions that are prohibited. Some of these have
been indicated above; others pertain to grace period, apportionment of
surplus, misstatement of age, nonforfeiture after 3 years, reinstatement,
cash values after 5 years, right to change weekly to monthly policies or
ordinary policies, right to assign to a bank. A similar law was recom­
mended as a standard for all state legislation by the National Association
of Insurance Commissioners in 1941. It was not recommended, however,
that policies of the endowment type be prohibited, as in New York.
Most policies already contain the provisions recommended, and some are
more liberal, giving extended insurance after 6 months and cash values
after 3 years.

Criticisms of industrial insurance. No branch of the life insurance
business has received as much criticism or as much praise as industrial
insurance, because the purpose is noble and the execution thereof diffi­
cult. It was sharply criticized in the TNEC inquiry and recently inves­
tigated by the New York Insurance Department. The following is a
brief summary of the principal points of the discussion.

1. Cost. It is said to be an anomaly that insurance intended for the
low-paid 'worker costs relatively more than that bought by the wealthy.
The extra cost cannot be denied, but the causes have been already in­
dicated. The mortality cost could be reduced, but stricter selection
would mean less widespread service. The expensive premium collection
system is the only method which has in the past demonstrated its suc­
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cessfulness. Whenever agents and collections have been eliminated, the
result has been no insurance sold.

2. Lapses. The lapse rate has been very heavy and constitutes a great
social waste. Too many policies are sold in proportion to those that
remain on the books. The'New York Insurance Department found that
the lapse rate was greatly reduced in 1939 as compared with 1935, but it
is doubtful if this reduction was any more than a reflection of altered
economic conditions. The lapse rate has been compared with standard
tables in ordinary insurance and found to be worse than the “good”
table and better than the “poor” table. The influence of economic con­
ditions upon lapses is greatly accentuated in industrial insurance, in
which adversity is so keenly felt. This point raises the veiy vital ques­
tion: “Has the average workman enough income to pay for life insur­
ance?”

3. Insurance of children. About 24 per cent of weekly industrial pre­
miums have been spent for policies on children under 10 years of age at
the time of the policy issuance. The most popular form of children’s
policy has been the high priced endowment form. Inasmuch as the prin­
ciple of insurance is to indemnify the dependents for the loss of earning
power, children’s policies do not usually serve the principal purpose.
Much of this insurance was written when ordinary companies did not
wish child risks. The New York law now prohibits the writing of indus­
trial endowment insurance and restricts the total insurance permitted on
children. Unless some differential in commission is provided, children’s
policies will probably continue popular, for in the New York investigation
“97 per cent knew they had endowment policies on their children and 92
per cent preferred it so.”

4. Agency methods. It is charged that industrial agents have been
induced and even compelled to be “high-pressure” salesmen, without con­
sideration for the needs of the insured family. Undoubtedly pressure
was exerted on agents to sell, and probably this pressure was often car­
ried to excess. One method employed was to charge them heavily for
lapses not replaced by new business. But critics complain also about
the high lapse ratio. The solution of this difficulty probably lies in (a)
a more farsighted attitude on the part of the companies, and (b) more
education for industrial agents. The high turnover among the latter has
already been reduced, and the number of agents is diminishing. Re­
quirement of a license in all states would be beneficial.

The public generally is not aware that there are more than twice as
many industrial as ordinary policies outstanding, although they repre­
sent only % as much face value. The industrial business is highly cen­
tralized, 75 per cent being in the hands of the four largest companies,
although there are altogether about 35 companies writing such business
in the United States.

Industrial life insurance has served a very useful purpose. Some of
its defects are inherent in its character. Insurance through post offices,
savings bank life insurance, state life insurance funds, and mail-order 
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life insurance have not been able to take its place. The only alternatives
that could be suggested by a bitter critic3 were “extension of federal and
state social security programs to provide a lump sum death benefit for
all the populace in an amount sufficient to cover burial . . . and last
illness ... or a system for selling burial benefits through the facilities
of the postal system.” The latter was tried by Gladstone in England in
1864 and failed. In Japan, however, it grew to 14,000,000 policies as a
government monopoly, with face values from §10 to §125.

Group Insurance

Nature of the plan. Group insurance, as it exists today, is of recent
origin, and may be defined as the insurance of a changing group of in­
dividuals by means of a single or blanket insurance contract. This type
of contract, because of its very nature, has been applied to groups of em­
ployees, when the employer assumes the responsibility for the payment
of the premium, it having been found impractical to grant insurance on
a group without having some central responsibility. The definition sug­
gested by the insurance commissioners, and adopted in New’ York, limits
the term to a group of at least 50 lives. The lives may consist of 50
employees of a common employer, 50 members of the same labor union,
50 debtors of one financial institution, 50 debtors of one vendor, or an
association of 50 civil service employees or state police.

Since 1911, when the first policy of this kind was written, its popularity
has grown with remarkable rapidity, until now we find 107 companies,
many with separate departments created to handle group insurance. In
1942 this insurance covered about 12% million employees, half of them
persons who had no other form of life insurance. The policies written
are often of tremendous size, General Motors Corporation having sub­
scribed to a policy which recently amounted to §500,000,000 and covered
300,000 employees. At first- only insurance promising payment in case
of death was written, but now various types of policies, including limited
payment life and endow’ment policies, are sold under the group contract.
Group insurance now includes (a) life insurance, (b) annuities or pen­
sions, (c) accident and health insurance covering either all nonoccupa-
tional disability, death and dismemberment, hospital expenses, or surgical
benefits. Group life insurance in the United States amounted to §25
billions in 1944, an increase of more than 130 per cent over 1929. About
34,000 concerns provide this protection to employees. Annuity contracts
in 1942 covered 978,000 persons, compared with 279,000 in 1935.

Common features. In all these forms of insurance except when other­
wise noted there are the following similar features: (1) The premiums
are collected and the business handled by some central medium, such as
the employer or association. This centralization is necessary to reduce
expenses., (2) A general policy is issued to the group, and each employee
receives a certificate as evidence of insurance. (3) The usual policy is a
one-year term policy, except-for annuities. (4) The insurance is on

’S. T. Pike, Statement on Life Insurance, before the TNEC, 1941. 
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either a contributory or noncontributory basis. (5) Rates are based
partly on the experience of the particular risk.

On the noncontributory basis the policy is entirely paid for by the
employer, and all employees of a given class or type are automatically
covered. The only requirement is that there be 50 lives, in order that an
average experience be attained. On life policies the employer must pay
at least some part of the premiums. On the contributory basis some part
of the premiums are paid by the employees, and all in the given class may
make application for coverage without medical examination. At least
75 per cent of the eligible employees must elect the plan, in order that
there shall not be an adverse selection against the company.

Method of insuring a group. When an employer desires to insure his
employees he, or the insurance company representative, fills out a pre­
liminary inspection blank. This form describes the occupation of the
various employees, and states the sex, age of each employee, and whether
the employees are examined regarding health and other personal details.
On the basis of this information a rate may then be quoted, and the em­
ployer files his application and a promise to pay the premium, along with
the individual applications of each of the employees to be included in the
group. All arrangements having been made and the premium paid, the
policy is delivered to the employer and each employee receives a certifi­
cate of insurance. When a loss occurs the proceeds are either paid to
the employer, who pays the beneficiary named in the policy or, when the
state laws compel, directly to the beneficiary by the insurance company.

Policy form. Although it would be possible to issue other types of
contracts the one-year renewable term is almost universal. The other
types of policies create difficulties of cost, reserve, and investment. An
employee who leaves the group is usually given the privilege of converting
the term insurance into a life policy if he assumes the payment of the
premium on some permanent policy at the attained age.

Rate factors. The computation of the premium that is quoted is based
on numerous factors. They can, however, be divided into two groups:
(1) those elements that are primary to all insurance contracts, such as
the amount of the policy, the kind of policy, and the ages concerned;
(2) those that are secondary or miscellaneous, i.e., elements that may or •
may not affect the particular contract.

1. Primary factors. One of the most important items is the amount of
insurance. Each employer has his own particular problem to solve, and
so the face values of the policies vary considerably; but most contracts
are on one of the following bases:

(a) Same amount for each employee.
(5) An amount based on length of employment, starting at a certain

minimum and increasing yearly to a certain maximum; e.g., S500 mini­
mum and increasing S100 each year until it reaches SI,000.

(c) An amount equal to the annual wage of an employee or a per­
centage thereof.

Regardless of the method adopted, it is customary to have a waiting
period of from three months to one year before an employee becomes 
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entitled to participate in the group plan. This precaution, obviously, is
to eliminate “floaters.”

The kind of policy may be any one of those described previously, or a
combination of life, accident, and health. The usual policy, however, is
for insurance covering loss of life only, for the term of one year. Al­
though the term policy is impractical in individual insurance, it works
very well in a group, since the contracts usually specify a minimum and
maximum entering age and the employees usually maintain a compara­
tively low average age.' The entrance of the young and the retirement
of the old result in an almost stationary age. The premium, however,
cannot be calculated on the basis of the average age because the rate
of death is much lower at age 35, for example, than the average of death
rates at 20 and 50, and the premium would thus be too low. Conse­
quently the premium is figured on every individual employee of the con­
cern and then totaled.

The cost of the group policy will vary from year to year as the dis­
tribution of the ages insured changes. This variation is taken up by the
employer’s contribution, which thus performs a useful stabilizing func­
tion and prevents dissatisfaction over increased rates as far as employees
are concerned. In groups formed solely for insurance purposes and in
which no employer’s contribution exists, a single year’s increase in cost
may cause an exodus of younger members with consequent raising of the
average age, necessitating another increase, and so on. However, the
rate so ascertained will in all probability remain about the same year
after year if the labor turnover is not abnormal. For an average cor­
poration the annual premiums each year on a one-year renewable term
policy at various ages are about as follows:

Age Premium
20............... ..............S 5.90
30............... .......... 6.40
40.............. .............. 7.90
50.............. .............. 13.80
60.............. .............. 29.00

Expressed in other terms, it is said that the cost of a standard group of
lives, not including unusual ages or occupations, may be relied upon to
be in the neighborhood of 90 cents a month for SI,000 insurance.

At one time competition for group business became so keen that the
New 1 ork Superintendent of Insurance was forced to fix minimum rates
below which companies now cannot write. These consisted of the net
premium (American Men Table and 3% per cent), plus a flat loading of
SI.70 per $1,000 of insurance and 6x/2 per cent of the gross premium.
In all cases, however, final cost depends upon experience, as described
below.

Some group contracts are “participating” and others “nonparticipat­
ing,” but such labeling is more of a distinction than a difference because
both modify the cost in accordance with experience after the end of the
policy year, one calling the readjustment a dividend and the other a rate
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credit. The modification may be based solely upon the experience with
the individual policy in the case of very large policies, but in most cases
the experience of both the individual risk and other risks of the same
classification are taken into consideration. The latter method allows
the experience of the individual risk a weight in accordance with the size
of the risk, as is done in experience rating in compensation insurance.4

2. Secondary factors tending to vary the rate, (a) Possibly one of the
most important factors is the question of medical examination. An as­
sumption in group insurance is that a large enough number will be cov­
ered so that no medical examination is necessary. The insurance com­
pany, by accepting only those who are actively engaged in the employ of
a company, and then in groups of not less than fifty or one hundred,
actually working on a given day, limited to age 15 or 16 as the minimum
and to age 55 or 60 as the maximum, automatically eliminates the type
of person that causes a high death rate.

This point was at one time the subject of strongest attack on group
contracts as a plan of insurance, it being argued that the insurance com­
pany by this method would be subjected to an adverse mortality selec­
tion. This prediction has not been borne out by experience. As a mat­
ter of fact, it has often been said that if an insurance company would
insure the lives of all the persons walking past a given street corner, it
could dispense with medical examinations.

When the nature of the group is difficult to ascertain by a general sur­
vey, the entire group may be given a medical examination, and if found
to be inferior, may be rejected or rated up. In the same manner, if there
are unusual dangers attached to the occupation or if the locality is un­
healthy, an additional loading may be put on the premium.

(5) Another factor’ that may cause a higher premium is the presence
of the conversion privilege. Some policies permit the employee to con­
vert the policy into an individual contract for the same amount of insur­
ance in case he separates from the concern that was paying his premium.
If this privilege is exercised within a certain period, no medical examina­
tion is necessary in most cases. This provision is now required for group
life policies filed with the New York Insurance Department.

(c) An accident and health clause is sometimes included in the cover­
age of these policies and an extra premium must therefore be charged.
It should be mentioned that many separate group policies covering acci­
dent and health only are now being written.

Extensions of group insurance. In recent years two other forms of
group life insurance have developed. Banks that make personal loans
purchase group policies to cover the payment of the note upon the death
of the borrower. The same idea can be applied to installment buyers
who are customers of the same vendor. No conversion privilege is incor­
porated in such contracts, of course.

For groups of less than 50 lives “wholesale insurance” is available.
This is similar to group insurance except that (a) applicants must make
statements concerning their physical condition and history, (b) the com-

4 See Chapter 15.



Methods of Funding Pensions

TABLE 24

Method of General
Nature

Need for
Trust

Type of Contract
Discounting

for
Mortality

Funding

A Group
' Annuity

Plans
(Insured)

Mastergroup
contract with
insurance
company-

Trust ordi­
narily not
used.

Single premium de­
ferred annuity con­
tract purchased
each year for each
employee to cover
retirement pay for
year’s service.

Discounted in
advance.

S°add^

B. Individ­
ual Pol­
icy Plans
(Insured)

Separate con­
tract pur­
chased for
each covered
employee.

Trust ordi­
narily used.

Level annual pre­
miumindividualpol­
icies. Usual forms:
retirement annuity
or retirement in­
come with life in­
surance. Any other
permanent form,
such as endowment,
limited payment
life, or ordinary
life, may be used.

Not discounted
in advance. ^Ot^iscounted

in advance. d

C. Group
Perma­
nent
Plans
(Insured)

Master group
contract pro­
viding insur­
ance and
annuity
benefits.

Trust ordi­
narily not
used.

Level annual pre­
mium usually on
group income en­
dowment form.
Also available on
group ordinary life,
endowment or lim­
ited payment bases.
Group retirement
annuities used for
retirement income
in excess of insur­
ance limits.

Discounted in
advance. Not discounted

in advance.

D. Self-
Admin­
istered
Plans
(Unin­
sured)

Contributions
made to trust
are invested as
prescribed in
trust agree­
ment.

/

Trust must
be created.

No contracts. But
plan may provide
for investment of
trust funds in group
annuities, individ­
ual retirement an­
nuities, individual
retirement income
policies, or other
forms of permanent
individual insur­
ance contracts.

Optional to
discount in
advance.

Optional to
discount in
advance.

E. Combi­
nation
Plans

2. Individual poh^ii and wTfldmP° \Cy c.ont<£act8- See A and B.
3. Pension triSts inveSn, iJ™inj8teyed. See B and D.
4. Pension trusts investing inQ;^°U-Pi co.ntr£lcts. See D, A, and C.
5- Any other combination retlr.emf policics.See D and B.

TABLE 24
Methods of Funding Pensions (Coni.)

Retirement
Benefits

Death
Benefits—Life

Insurance
Disability

Benefits
Severance Benefits Suspension and

Discontinuance

■5Zedoo“nYof
Sual formulae.
Benefits equal

of units pur­
chased. Maybe
received in van-
ety of ways de­
pending on op­
tion selected.

Usually no
death benefits.
Employees’ con­
tributions,
if any, returned
with or without
interest.

Not usually pro­
vided. Employee contributions

returned as reduced
paid-up deferred an­
nuity or in cash with or
without interest. Em­
ployer contributions, to
extent vested, as re­
duced paid-up deferred
annuity payable at
normal retirement age.

Purchase of annui­
ties may be sus­
pended, when earn­
ings do not permit
payments. On dis­
continuance, em­
ployee gets paid-up
reduced annuity
covering all
employer and em­
ployee contribu­
tions.

“Based on any of
usual formulae.
Benefits equal
amounts pro-
vided in contract
or contracts.
May be received
in variety of
ways, depending
on option se­
lected.

Retirement an­
nuity: usually
return of em­
ployee contribu­
tions only. Life
insurance poli­
cies: SI,000 or
more per S10
monthly pen­
sion depending
on underwriting
limits and policy
form.

Not usually pro­
vided. Can take
form of actuarial
equivalent of
normal pension
if disability oc­
curs after stipu­
lated employ­
ment.

Employee contributions
returned. Employer
contributions to extent
vested as provided in
plan. Employee may
obtain policies by pay­
ing excess of cash value
over his contributions
and vested interest.

If premium pay­
ments not made,
contract is com­
muted to paid-up
contract for reduced
benefits. On discon­
tinuance, employee
may obtain cash sur­
render value, reduced
paid-up annuity or
may continue entire
contract at own ex­
pense.

Based on any of
usual formulae.
Benefits equal
amounts pro­
vided in con­
tracts. May be
received in vari­
ety of ways de­
pending on op­
tion selected.

Within under­
writing limits,
SI,000 per S10
monthlypension
onretirementin-
come endow­
ment, plus value
of any group re­
tirement an­
nuity units used.

Not usually pro­
vided.

Options for taking termi­
nation value may in­
clude: cash, reduced
paid-up insurance, or
continuation of insur­
ance by paying premi­
ums. Difference be­
tween reduced paid-up
and original amount
may be continued on or­
dinary life or higher
premium plan at at­
tained age. Options ap­
ply to employee contri­
butions and vested in­
terest in employer con­
tributions.

Major part of premi­
ums may be sus­
pended during lean
years and insurance
continued on group
term basis with
privilege of rein­
statement on full
premium basis in
reasonable time. On
discontinuance, em­
ployee may obtain
substantially the
same benefits as on
severance.

Based on any of
usual formulae.
Benefits equal
amount pro­
vided in trust.
Employee may
be given various
optional benefits
in lieu of regular
benefits.

Depend on pro­
vision of plan.
Trust may in­
vest in life insur­
ance contracts.
Employees’ con­
tributions, not
used for life in­
surance premi­
ums, returned.

Disability bene­
fits readily pro­
vided. Method
is to allow
normal pension
that would be
paid at retire­
ment age, actu­
arially dis­
counted, if em­
ployee becomes
disabled after a
certain number
of years of serv­
ice.

Depend on vesting pro­
visions. If vesting: plan
indicates manner of pay­
ment. If no vesting:
employee contributions
returned.

If contributions not
made, plan need not
terminate immedi­
ately. On discon­
tinuance, employer
and employee con­
tributions are dis­
tributed among
participants in cash,
annuity contracts,
or as provided in
plan.
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pany reserves the right to make medical examinations if desirable, and
(c) initial rates are about 30 per cent higher, but final costs depend upon
experience.

Annuities and pension trusts. Annuities may be purchased for em­
ployees, thus providing a pension plan without the trouble of administra­
tion or the danger of insolvency. In New York the issuance of annuities
under a group plan is confined to groups of employees of a common em­
ployer or association of employers. Usually the contributions of em­
ployer and employee each year purchase a unit of deferred annuity for
each employee. Amounts anticipated under the Social Security Act may
or may not be taken into consideration in setting up the unit scale. Em-.
ployees already retired may be included for immediate annuities. The
annuity contract may include certain optional privileges for the em­
ployee, such as acceptance of a reduced annuity at an earlier age, or
certain payments in the event of death. The premium is determined by
the age and sex of the employees plus the cost of any special features in
the contract.

Pension plans must meet the requirements of Section 165 (a) of the
Internal Revenue Code, which is designed to prevent discrimination by
an employer in the eligibility, contribution, and benefits of the pension
plan. Only certain groups of employees may be excluded from a pension
plan, such as those who have not worked for the employer for more than
a minimum stated period (not exceeding five years), part-time employees,
or seasonal employees. Such plans have increased in popularity con­
siderably in recent years.

Advantages of group insurance. The advantages of group insurance
are many, but may be classified as they apply to the group, the employer,
the insurance company, and the community.

1. The group. Group insurance is not intended as a substitute for
individual insurance, but merely as a supplement. However, it has been
found that approximately 40 per cent of industrial workers carry no pro­
tection, and group insurance adequately meets this urgent need. As
previously mentioned, a medical examination is seldom required, with
the result that many persons obtain insurance who. could not obtain
individual policies. It should not be concluded that the 40 per cent
referred to are individually uninsurable, for the larger part of them could
secure policies if they so desired. Group insurance renders a great ben­
efit to the individuals of the group and more especially to the dependents
of those who are negligent of their responsibilities.

2. The employer. The employer is really the one to whom the con­
tract is sold and there are many inducements from his standpoint, al­
though as the number of group policies increase, the advantages to the
individual employer decrease. Nevertheless, he usually buys insurance
for one or more of the following reasons:

(a) It attracts efficient labor.
(5) It creates a better feeling between him and his employees.
(c) It reduces labor turnover.
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(d) If the insurance is based on an annual wage it supplies a stimu­
lus for higher efficiency.

(e) It makes better workers by alleviating distress among employees
and their families.

(/) It gives him publicity and advertising.
3. The insurance company. As has been indicated, these policies are

of large size, and a company may thus quickly increase the insurance on
its books from this source. At the same time group insurance can be
written at lower proportionate expense, for medical examinations and a
good percentage of overhead cost are dispensed with. Agents’ initial
commissions are about 20 per cent on premiums under 85,000 but decrease
rapidly to, say, 21/2 per cent on §50,000 or over. Renewal commissions
begin at 5 per cent and decrease to as little as 1 per cent on the larger
policies. With the growth of concerns insured, furthermore, the insur­
ance company derives an increased volume of premiums without addi­
tional effort. At the same time insurance is popularized, which is an
incalculable and indirect, but at the same time valuable, advantage.

4- The community. The burden of caring for an insured employee’s
family, instead of falling on the community, is carried by an efficient or­
ganization. Much suffering and misery is in this manner prevented and
the community becomes a much better one in which to live.

Consequently group insurance serves a great need and becomes more
important each year. This growth in all probability is destined to con­
tinue, because there is a demand for insurance of this kind.

Substandard Insurance

Its purpose. A substandard risk is one that a company will not accept
by its regular method of selection and at its regular rates and policy
forms. This definition, of course, must be viewed from the individual
standpoint of each company, because rates and methods of selection differ
considerably among the several companies, and a risk that may be
classed as substandard by one company may be considered normal by
another. There is a point, however, below which any given company
considers a risk as undesirable according to its regular standard.

In order to distinguish such subnormal risks it is necessary to define
a normal risk. Sometimes a company does so by indicating the limits of
weight, family histoiy, occupation, blood pressure, and so forth, within
which the risk must come, and sometimes by considering a normal risk
as indicated by the mortality table. The subnormality of the risk may
then be indicated as a percentage of the mortality table. In one com­
pany which did a large volume of subnormal business the mortality was
found to average from 120-150 per cent of the mortality table.

Nevertheless, these risks are possibly in greater need of insurance than
the more fortunate who can pass the regular medical examination. The
development of insurance on such cases dates from 1890 and has been 
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steadily increasing. Undoubtedly a great service is rendered by those
companies that adjust their premiums to take care of this class of individ­
uals, and it is stated on good authority that, of the 10 per cent of appli­
cants who fail to pass the regular examination, a majority can secure
substandard insurance.

The nature of impairment. The more important impairment cases
may be listed under five heads:

1. Occupation. A risk may be subnormal because of his occupation,
because the occupation produces exceptional mental strain, because the
conditions of employment are unsanitary, because there is risk of poison­
ing, because accidents are frequent or severe, or because the occupation
tends to produce irregular living. Thus a company may discriminate
against speculators, lead workers, firemen, and so forth.

2. Physical defects, such as heart murmur, albumin, abnormal blood
pressure, abnormal weight, intestinal ulcers, and so forth.

3. Habits, such as alcoholism.
4. Heredity and susceptibilities, such as tubercular family history.
5. Climate, such as residence in tropical or semitropical zones.
It will be evident that these impairments may be divided into three

general types. (1) Increasing impairment, as might possibly result from
rheumatism or blindness, in w’hich the defect is accentuated by increasing
age. (2) Decreasing impairment, which is the more common type, such
as results from underweight, surgical operations, tubercular family his­
tory, and so forth. (3) Static impairment, which is unaffected by the
passage of time.

Classification of risks. Information regarding subnormal risks is
furnished by the records of risks rejected by insurance companies, the
experience on accepted risks of individual companies, joint mortality in­
vestigations, and hospital and health data. The individual risk is rated
either on an empirical basis/by general judgment of the conditions found
to exist, or on the statistical basis, that is, from the classified experience
of companies on different types of risks. In the latter case, the procedure
is frequently carried to the point of using a “numerical system,” by which ■
the normal risk is indicated as 100 per cent and various important char­
acteristics are assigned approximate values. For example, to 100 per
cent may be added 15 points for overweight, 10 points for habits, and 30
points for personal history. If 5 points for favorable family history are
then deducted the risk is given a rating of 150 per cent of the usual mor­
tality. The advantages of such a system are the same as for the use of
any schedule, for instance, the fire insurance schedule, described in
Chapter 23. The mere use of a numerical system for stating results, of
course, without the use of statistics, does not remove the method from
the field of judgment rating.

Methods of rating substandard lives. There are a great variety of
methods and combinations of methods for rating substandard lives, an
investigation of 92 companies several years ago showing as many as 28
different variations, but those principally used are: (1) to treat the divi­
dend specially; (2) to place a lien against the policy proceeds; (3) to 
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charge a flat extra premium; (4) to grant only a restricted type of policy;
(5) to charge a premium as of some more advanced age; (6) to construct
a special mortality table. A brief description of each follows:

1. Special treatment of dividends. One of the first methods employed
was not to pay a dividend until the policy had been in force for 15 or 20
years. Thus only after a long period of time could the impaired policy-
holder participate in the savings of the company. This method is now
abolished in New York, and the system has changed to the creation of a
special dividend class for impaired lives. The limit of the provision for
the extra mortality under this method is the savings in mortality, loading,
and interest, and although it may be useful for occupational hazards, it
is not as widely used as other methods. It may, however, be used as a
supplement to correct inequities produced by other methods.

2. Placing a lien against the policy. Under this system a lien (say
$300) is placed against the policy proceeds and deducted if death occurs
within a certain period. The lien may be constant at all policy years, or,
as is more frequently the case, it may diminish until it disappears after
a certain number of years. Sometimes the lien is decreased by equal an­
nual amounts, sometimes by the annual premium paid, and sometimes by
such an amount that the existing lien is equal to the net single premium.
Obviously such a system is appropriate for a decreasing impairment; it
offers no inducement to the policyholder to lapse the policy; it produces
the normal reserves and premiums; and it may be combined with other
plans to fit an increasing or permanent hazard. It is generally admitted
that most impairment (excluding overweight) is of a decreasing character.
But this system provides only for a small extra mortality, for other­
wise the lien becomes prohibitive; it reduces the beneficiaries’ insurance
unless the insured provides an extra amount; it affects the unfortunates
who die early, although insurance purports to spread the risk over all;
the insured sometimes has the policy delivered to him without being
aware of the existence of the lien; there is often dissatisfaction at the
time of death because of reduction in the face value; and the method is
impracticable when the extra mortality has its incidence in old age.

8. Charging an extra premium. The extra premium is frequently a
flat extra premium for a given occupation or status, but may be varied
to consist of a percentage of the normal premium, an extra charge chang­
ing with age, or an extra charge for limited periods of time. It is obvious
that such a system is appropriate for a hazard of constant character, or
for a temporary hazard that will disappear entirely. It is also usable
when to increase the age on an endowment would make the premium so
prohibitive as to destroy the saleability of the policy. On the other
hand, the system frequently bears no relation to the age of the policy, it
is plainly not applicable to an increasing hazard, and it may result in the
company’s collecting an excess premium when the risk decreases.

4- Restricting the type of policy. This plan causes less objection from
the insured, and if the defects of the individual are slight it is possibly a
good form of rating. A limited payment policy or an endowment policy
may be granted safely in cases in which ordinary life or term insurance 
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could not. If there is decided impairment, however, this method is
neither safe nor proper.

5. Advancing the age. The manner of rating is to estimate the extra
mortality and charge a premium as of the appropriate advanced age.
For instance, a person aged 25 may have to pay a premium as of age 30.
The advantages of the method are that it provides for an impairment of
long duration, that it is simple in operation for office purposes, that it is
easily explained to the insured, and that it gives the insured increased
surrender values and participation in savings. The disadvantages are
that the insured is willing to drop the policy when he learns of better
terms elsewhere, that the insured wants a re-rating when he believes he
has improved, that the future mortality on an impaired risk is not neces­
sarily the same as that of an older age, and that the method does not
sufficiently affect the premium on short term endowments.

6. Substandard tables. Under this method the company prepares a
substandard mortality table on which rates are computed. Although
this table bases rates upon actual experience, all substandard risks are
thrown in a common class, with the result that injustice is done to some
unless other means are taken to remedy this defect.

Thus it is seen that no single method is appropriate theoretically for
the three types of increasing, decreasing, and static impairment. In
practice, companies frequently adopt a combination of two or more
methods. In considering the method of premium treatment they find it
necessary not only (1) to make the premiums equitable as between differ­
ent substandard risks, but also (2) to treat standard risks fairly, and (3)
to make the substandard policies sufficiently attractive to sell.

The greatest advantage of such a system is that those people w'ho need
insurance the most are able to secure it. It is also- urged that the ordi­
nary standard of medical selection may be better maintained by those
companies which have substandard methods available. On the one
hand, of course, persons who believe themselves to be good risks like to
insure in a company that will show a favorable mortality, in order to ob­
tain their insurance at low cost; on the other hand, if this tendency is
catered to beyond a certain point the great bulk of the population will be
unable to procure insurance or will pay prohibitive premiums. The
solution seems to be some compromise between the two extremes, in the
form of an equitable substandard insurance system.

Nonmedical Life Insurance

A satisfactory medical report has been so long considered as a pre­
requisite to insurance that it is generally overlooked that the primary
purpose of the medical examination is to prevent adverse selection
against the insurance company. A considerable amount of life insur­
ance without medical examination is now being written, however, for
small, amounts of insurance, without any medical examination.

This has been done for many years in England and was originated on 
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the American continent by Canadian companies, some say because of the
scarcity of medical advice during war and some say because of a move­
ment to increase medical fees. The idea was gradually adopted by
numerous companies in the United States.

The plan does not dispense with the selection of risks but eliminates
the medical examination as part of the method and places a greater re­
sponsibility upon the agent. Consequently, only responsible agents who
fulfill certain eligibility requirements are granted the privilege of writing
such risks. The application form is more extended than the one com­
monly used. In addition to the agent’s statement, and the statements of
the insured, there is also a confidential inspection report procured from
the inspection department of the company or from a private inspection
company or bureau. If any doubt arises as to the applicant’s fitness, a
medical examination is required. The conditions of the policy issued to
nonmedical cases are the same as in the ordinary life contract, even to
the disability clause, except that term insurance is not ordinarily issued
and the amount of insurance is restricted to .$5,000 or less. Because of
shortage of physicians in World War II, companies extended nonmedical
insurance considerably by (1) permitting additional agents to sell it, (2)
increasing the amounts and age limits, and (3) extending its geographical
limits to larger cities.

The arguments in favor of the plan are:
(1) The difficulty of securing medical examinations is eliminated, a

factor especially important in rural districts.
(2) Policies may be issued quickly, and the prospect, therefore, has

not time to lose the “desire.”
(3) Agents feel a greater responsibility toward the companies they

represent.
(4) The expense of medical examination is saved, a saving that helps

to offset any unfavorable mortality that may develop.
(5) The mortality experience so far is as good as on medically ex­

amined lives.
(6) Life insurance is extended to many persons who would not other­

wise be reached.
Against the plan it may be urged that:
(1) The insured risks may be diluted with a number of substandard

risks.
(2) The results thus far are an inadequate indication of the final ex­

perience.
(3) The individual policies that can be written on such a basis are

necessarily small.
Disability Benefits

Nearly all American life insurance companies have issued policies.
that contain a clause insuring against total and permanent disability.
The benefits promised vary from exemption of disabled persons from
payment of premiums to the payment of a monthly income during dis­
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ability, in addition to the policy value upon death. This subject is
discussed at greater length under Accident and Health Insurance, Chap­
ter 14.

Salary Deduction Insurance

Since medical examinations have been eliminated on some life insur­
ance, virtually the only distinctive features about salary deduction, pay­
roll deduction, salary budget, or salary allotment insurance, as it is var­
iously called, are that usually five or more policies must be taken and
that premiums are payable monthly and collected by the employer.
The advantages claimed are: (1) many prospects will be reached who
have not the energy or time to investigate insurance; (2) it provides a
convenient and economical basis on which to buy insurance, eliminating
the expensive collection method of industrial insurance.

Savings Bank Life Insurance

This is the issuance by mutual savings banks of life insurance con­
tracts under a system supervised by the state government. It now
exists in three states, Massachusetts, New York, and Connecticut. The
methods of operation in all three states are almost identical, the laws be­
ing copied from the Massachusetts law. The object of the system is to
provide a limited sum of insurance at low cost for the lower income
groups.

Organization. Any mutual savings bank in the state may, by the
vote of its trustees, organize an insurance department by providing a
85,000 expense guaranty fund and a §20,000 insurance guaranty fund.
The expense guaranty fund covers expenses that cannot be,met out of
income, and the insurance guaranty fund covers any deficit in funds
available for death claims. These funds are provided by subscriptions
to interest-bearing bonds, which will be redeemed when conditions make
redemption possible. The savings department and the insurance depart­
ment of the bank are entirely separate, with complete segregation of
funds and responsibility, and this fact is stated on-the policy.

Each year an individual bank earns a surplus it shall set aside from 20
to 75 per cent until §20,000 has accumulated and the insurance guaranty
fund is retired. Thereafter it shall not set aside more than 15 per cent
of profits each year, and the surplus is further limited to 10 per cent of
the reserve.

Policies. Savings banks have issued all the ordinary types of policies
issued by private companies and may issue others with the consent of the
superintendent of insurance. No person may purchase more than SI,000
of insurance or S200 per year of annuities from any one bank. In Mas­
sachusetts this limitation is the only one of this character, w’ith the result
that a buyer may purchase as many thousands of insurance as there are
banks in the system. In New York a total limit is placed of S3,000 in
all. The limitation upon amount is a concession to the private com­
panies.
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Policy provisions. In some respects bank policies are more liberal
than those of private companies. For example, surrender values are
given after 6 months instead of after 1 or 2 years; cash values to the ex­
tent of the full reserve value are given after 6 months instead of after 3
to 5 years; loans may be made on policies after 1 year instead of after
2 or 3 years. Furthermore, bank policies contain an automatic loan fea­
ture only occasionally found in private contracts. On the other hand,
the savings bank policy does not afford to the beneficiary any of the op­
tions usually contained in the policy of the private company, nor the
semitrust functions sometimes performed by the private companies. No
supplementary benefits, such as disability and double indemnity benefits,
are available. The policy is more liberal than industrial policies except
that the latter provide total disability benefits, double indemnity for ac­
cidental death, and maturity at age 75. All savings banks policies are
participating.

Pooling provisions. A general insurance guaranty fund is created as
a central body under the jurisdiction of the department of insurance,
with a medical director and an actuary. Each bank pays 4 per cent of
its premium income to the central guaranty fund. When the surplus ex­
ceeds 8100,000 or 5 per cent of the total reserves, the contributions of the
individual banks may be reduced. The central fund (a) guarantees the
payment of benefits, (b) equalizes mortality rates, and (c) provides nec­
essary technical service.

At the end of each year the central fund compares the ratio of actual
to expected mortality of each individual bank with the same ratio for all
banks in the system. If the individual ratio is lower than the average,
i.e.,  if the individual bank has experienced a favorable mortality, it
must pay the difference into the fund. Those banks whose experience is
worse than average are entitled to draw upon the fund proportionately.
Thus all banks have a common mortality rate, although their expenses
and investment income may differ. The dividends paid to policyholders
by an individual bank will therefore be based upon (a) its own ratio of
actual to anticipated expenses, (b) its own ratio of interest earned to the
assumed rate, and (c) the general mortality experience of all banks.

Rates. The net cost of savings bank insurance is lower than that of
private companies, principally1 because of the elimination of acquisition
expense—banks have no agents. The gross rates quoted by the Massa­
chusetts, New York, and Connecticut systems differ somewhat, as can be
seen from the following table:

TABLE 25
Comparison of Gross Rates

Ordinary Life Massachusetts New York Connecticut
Age 20........... .... S14.S5 S16.49 S16.ll
Age 30........... 19.11 20. S2 20.74
Age 40........... 26.23 2S.07 2S.6S
Age 50........... 39.00 41.07 42.53

The New York and Connecticut systems have not been in existence long
enough to furnish any net cost comparisons, but a comparison of net cost
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based upon actual dividend histories was published in a government re­
port in 1935,6 showing the results for seven banks in the Massachusetts
system and for ten private companies. An extract is as follows:

7 Banks
10 vears’ net cost if surrendered

Ordinary Life, age 35........................... S22.SS
20-Pay. Life, Age 35.......... .................. 2.54
20-year Endowment, age 35................ —50.01

10 Companies

S53.28
35.07

3.49

A recent life insurance rate manual gave the following results, for an or­
dinary life policy surrendered after 10 years, for 10 companies and the
Massachusetts banks, based on prevailing dividend scales:0

Private Co. A..........
B.................. 7.64 << ll

C........... ........... 7.43 ll Cl

D................... 5.0S 11 Ct

E.................. 6.48 Cl It

F................... 6.23 Cl Cl

G.................. 5.32 ll It

H......... Cl It

I.................... 4.0S Cl It

J................... 3.00 ll it

Mass. Banks..................... 3.00 Cl It

Advantages and disadvantages of the system. The advantages
claimed for the savings bank plan are the following: (1) it eliminates
expenses and can therefore provide cheap insurance; (2) it offers simple
policy forms that meet ordinary needs. The complaints made against
the system are: <14 it constitutes competition by the-stare with a private
business: (21 the saving in expense is achieved by sacrificing the service,
advice, and planning that is part of an insurance program; (3) the sav­
ings banks profit by the hard work done by the agents of private com­
panies. The latter is a difficult point to deal with. Experience has
shown that insurance does not sell itself: even the Massachusetts savings
banks have found it necessary to have “instructors" and associations to
promote its popularity. On one hand, there is no reason why an agent
should receive a selling commission from a person who has decided to buy
lite insurance and knows what he wants: on the other hand there is no
reason why the savings bank policyholders should profit at the expense of
work uouo bv the life insurance scouts.

Savings bank life insurance grew in Massachusetts from one bank m
190$ with $100.t\M in force to insurance in force of $240 million in 1943.
In this growth it has been assisted by employers, labor unions, credit
unions, and the Savings Bank Insurance League. The insurance total
cited, however, represents only about 2 per cent of the total life insurance
in force in Massachusetts after more than 35 years. In New York State 

* Vnited Stites Bureau et t Statistics. Bui. No. 615, “Trie Massachusetts
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in 1943, at the end of three years of existence, there were 44,000 policies
in force aggregating §36 million insurance.

Summary

I. Fraternal insurance is mutual insurance conducted by associations operat­
ing on the lodge system, with representative government.
A. After a reorganization period, most societies are now solvent.
B. A fraternal certificate differs from an ordinary life policy.
C. Fraternal societies aim at a low expense rate.
D. Present laws of important states restrict fraternal operations to stand­

ards of solvency.
II. Assessment insurance originally charged low premiums and depended upon

assessments if needed.
A. Some societies now operate upon partial or modified reserve plans.

III. Industrial insurance is intended to supply small policies, with frequent
premium collections, for persons with small incomes.
A. There are important differences from ordinary life insurance, especially

in
1. The manner of premium payment,
2. The conditions of the policy.

B. Industrial insurance has been criticized because of cost, lapses, policy
types and agency methods, but some of its difficulties seem to be in­
herent in its nature.

IV. Group insurance is a single contract covering a group of persons, with
centralized premium payments.
A. There are both contributory and non-contributory plans.
B. Usually the protection is of the one-year renewable term type.
C. The cost depends upon coverage for each member, perils insured

against, age distribution of group, experience on individual risk and
similar risks.

D. Annuities and pension trusts provide benefits for employees who reach
retirement age.

E. All forms of group insurance afford certain benefits to the insured, the
employer, the company, and the community.

V. Sub-standard insurance provides insurance for risks of more than normal
hazard.
A. Statistical experience is available for rating these risks and different

types of impairment require different treatment;
1. Six different methods of treatment are used

B. Sub-standard insurance serves persons who need insurance very much,
because of impairment.

VI. Non-medical life insurance attempts to eliminate a factor of expense where
conditions are favorable.

VII. Disability benefits are provided by many outstanding life insurance polices.
VIII. Salary deduction insurance minimizes expense by centralizing premium

payments.
IX. Savings bank life insurance attempts, under state sponsorship, to provide

life insurance for persons of limited incomes, at reduced cost, through the
the elimination of agents.
A. The policies are in some respects more liberal and in others less liberal

than those of private companies. »
B. The policies are sold through mutual savings banks, which pool their

mortality experience.
C. The elimination of agents enables a net cost below that of private com­

panies.
’ D. The insured loses the services rendered by agents.

E. No large proportion of insurance has thus far been sold by this method.
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Problems
1. What is your opinion of a plan of insurance to be operated by an assess­

ment association, consisting of term insurance'up to age 60, with the option to
the insured of paying additional premiums so as to keep the premium under
$50 for any age, however advanced?

2. If many' fraternal societies failed because they were unable to maintain a
given average age, how can it be expected that group insurance will succeed?

3. What advantages and disadvantages, if any, has fraternal insurance, as
compared with insurance in an “old line” company?

4. Would you insure the life of your child, aged 10, in a fraternal society or
under an industrial life policy? Why?
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5. Franta was a member of a fraternal society. He failed to observe certain
religious duties imposed by the bylaws of the society and was expelled, after
having been a member for five years. Shortly afterward he died and his bene­
ficiary claimed the benefits under the insurance contract. Can the beneficiary
recover?

6. What are the advantages or disadvantages of fraternal insurance certifi­
cates as compared with “old line” insurance policies, as a means of raising money
in an emergency?

7. Martin took out a fraternal insurance certificate and named his wife as
beneficiary. He also purchased an insurance policy in an “old line” company, in
which his wife was named as beneficiary without right of change. His wife and
he have disagreed and his wife has secured a divorce. He no longer feels under
any obligation toward her and does not want her to profit in any way by his
death. What would you advise with reference to his insurance?

8. Axel is an employee of the Bright Stove Works, which has taken a group
life insurance policy covering each of its employees for SI,000. Axel is asked
to whom this insurance is to be paid in the event of his death. He asks that it
be made payable to “his estate.” Do you think he is'wise?

9. What forms of life insurance are commonly issued without medical exam­
ination? Why is the medical examination dispensed with in each case?

10. Would you be in favor of prohibiting the sale of industrial insurance?
Would you be in favor of limiting the expense element in the premium?

11. James is 25 years of age and has a heart affection that renders him unac­
ceptable for standard life insurance. This heart affection will probably gradu­
ally improve up to age 45, but thereafter, if still remaining, will neither improve
nor grow worse until age 75. What plan or combination of plans of substandard
insurance will best fit this case?

12. Is the same plan equally good for a case of alcoholism?
13. What is the relation between the statistical department of a life insurance

company and the “numerical system” of rating substandard risks?
14. What are the advantages and disadvantages of the deferred dividend plan

of treating substandard risks?
15. Why do state laws require that the evidence of insurance in a fraternal

society be called a “certificate” rather than a “policy?”
16. Jones insured in a fraternal society in 1920. The society is at present

operating in New York State. What estimate can Jones obtain of the financial
status of his certificate? What protection is there for persons who insure now
in this society? '

17. The originator of the idea of savings bank life insurance thought that it
would eliminate the need for industrial life insurance. Has it in fact done so?
What reasons are there for the existence of industrial life insurance? How do
its policy provisions compare with the provisions of the savings bank life in­
surance policies?

18. What is the advantage to the employee of group life insurance?
• 19. (a) What financial “backing" has a savings bank life insurance policy?

(b) From what you have learned in the chapter on Surplus and Dividend^
lower rates in savings bank life insurance must be from one or more of three
sources. In which of these three sources do you believe the reduction occurs?
(c) Some critics say savings bank life insurance is life insurance without service.
Is this criticism justified? (d) What is your opinion of the argument that “If
there is an unusual number of deaths among the policyholders of the Fanners
County Savings Bank the solvency of the bank will be threatened”?.

20. Compare the premiums for yearly renewable term insurance under the
group plan with the tenn premiums on the ordinary plan (Chap. 6). What is
responsible for the difference?
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21. It is stated that a 20-year endowment policy issued at age 35 in the
Massachusetts savings bank life insurance system had a ten years’ net cost, if
surrendered, of —S50.01. What produces the minus sign? How can this policy’
cost less than nothing?

22. Does the Social Security Act in any way diminish the need for industrial
insurance?

23. Why not reduce the cost of industrial life insurance by stricter medical
examination of applicants, thus reducing the element of mortality cost?

24. In case of lapse on industrial life insurance policies, what feature is more
liberal than in the ordinary life policy and what feature is less liberal?



Part III

INSURANCE AGAINST DISABILITY

CHAPTER 14

Accident and Health Insurance

Losses caused by accident and disease. Life insurance protects a
man’s dependents from poverty if he dies, and protects him from pov­
erty if he lives, economically, too long. The suffering and financial
hardship that may accompany injury or illness on the part of the head of
the family can be greater than the financial hardship caused by his death,
for not only is loss or depletion of income to be reckoned with,, but also
hospital and medical expenses.

In a recent year, it is estimated, over 81,500,000 in wages was lost as
a result of accidents to the American people, and over $300,000,000 of
medical expenses accompanied this loss. According to the National
Safety Council, the total cost of accidents to the nation exceeds $3,000,-
000,000 annually. The economic cost of sickness is impossible to com­
pute, and certainly far exceeds the accident figure. The seriousness of
these two factors of loss are all the more evident when compared with
the annual loss by fire in the United States of about $250,000,000. For
each thousand homes in the country, for instance, there are five fires re­
ported annually, but for each thousand people in the nation 120 accidents
occur.

The National Safety Council reported for a recent year 32,000 deaths
and 4,700,000 injuries caused by home accidents. The cost of these two
figures in wage losses, medical expenses, and insurance overhead was es­
timated at $600,000,000. Occupational accidents resulted in 16,000
deaths, and 1,300,000 injuries either of a permanent or temporary dis­
abling nature. The cost in wage losses, medical expenses, and insurance
overhead here totaled about $650,000,000.

What disability insurance does. Disability insurance substitutes
for the income lost by an individual because of injury or sickness. It
provides funds not only for the subsistence of the injured person and his
family, but also for the cost of medical care. In performing this serv­
ice, disability insurance has broad social aspects, reducing dependency
and contributing to the spirit and health of convalescents.

It not only alleviates the mental strain that aggravates the effect of
injury or illness, but enables a family’s savings account to remain intact
against the day when some other type of tragedy may strike.

Meeting disability’s economic effect. Of the measures that help to
alleviate the financial effect of accidents and sickness the most important
are: workmen’s compensation laws and insurance; employee benefit
plans; disability benefits of life insurance policies; fraternal society ben-
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efits; accident and health insurance contracts of various types; hospitali­
zation plans.

Workmen’s compensation. Only a small proportion of the accidents
and illnesses occurring each year are covered by workmen’s compensa­
tion laws. Even many of the “industrial” accidents are not covered
under these laws because the occupations are excluded from the scope of
the law. Nevertheless, the insurance provided to meet the requirements
of workmen’s compensation laws is a highly important part of the effort
to meet the economic losses resulting from disability. The subject of
compensation insurance is discussed fully in Chapter 15.

Employee benefit plans. These are associations covering disability
from accident, sickness, or both, comprising either (1) employees of a
given industrial establishment or (2) members of a trade union. The
establishment funds are either self-supporting or assisted by the em­
ployer, and about half of them receive aid in some form such as (1) a
cash sum, (2) a contribution equaling the dues paid by the employees,
(3) payment of administrative expense, or (4) donation of group life in­
surance to members. Sometimes membership in the sickness fund is a
condition of employment, either because of the insistence of the employer
or the desire of the employees to obtain a greater spread of risk.

The degree of employer control over such associations varies natu­
rally with the individual establishment and the degree of assistance fur­
nished by the employer. In many cases the assistance of the employer
is desired and necessary. Restrictions upon membership also vary
greatly, some of the common unacceptables for particular plans being
(1) women, (2) those over or under certain ages, and (3) those receiving
over a certain compensation. There is usually no medical examination,
but the member makes affidavit that he has no chronic disease.

Establishment funds are so varied in character that no two of them
are similar in benefits or operation, and classification is impossible. The
benefits provided may cover death and funeral expenses, sickness, non­
industrial accidents, additional benefits for compensable industrial ac­
cidents, specific diseases common in the industry, and often other miscel­
laneous benefits such as medical attention and supplies, but all of these
are seldom found in the same fund. The death benefits seldom exceed
§200; the disability benefits range from §5 to §15 per week for a term
limited to 26 weeks, and frequently a shorter period. In half the asso­
ciations benefits last for 13 weeks or less. As a variation from the fixed
benefit per week, about one third of the associations pay half the weekly
wage.

Premiums are covered by regular dues, often deducted from the wages
by the employer for convenience of collection. A common figure is §.50
per month. In 60 per cent of the associations all members pay the same
rate, regardless of age or occupation, a feature that is necessary for sim­
plicity and economical management. A few associations establish age
groups.

No widespread financial difficulties have ever appeared among these
mutual associations, in spite of the simple method of doing business, 



ACCIDENT AND HEALTH INSURANCE 251

probably because of close acquaintance with applicants, low cost of op­
eration, and assistance from employers. There seems to be little tend­
ency for the number of associations or the membership either to increase
or decrease, although group insurance will probably ultimately decrease
the membership. The chief defect of these associations, however, is the
inadequacy of benefits, which is apt to be overlooked by persons in good
health.

The amount of accident and sickness insurance furnished by trade
unions is impossible to estimate with any accuracy. There are only
seven or eight national bodies that have insurance plans of this nature,
but many local unions, for which no figures are available, handle them.

It has been estimated that about 1,250,000 union members have avail­
able some sort of union disability protection. Permanent disability is
covered by (1) commutation of the death benefit in life insurance poli­
cies, (2) inclusion in the superannuation fund, (3) discretionary allow­
ances by the union, or (4) sick benefits. The benefits for temporary
disability and the premiums are substantially the same as described for
the mutual associations above, although premiums are sometimes 'in­
cluded with the union dues. .

The existence of such funds is to be encouraged, because they relieve
the immediate distress of thousands of families without other assistance;
but it is evident that (1) they cover a very limited number of families,
and (2) their benefits are inadequate to cope with the contingencies in­
volved. Insurance tends to be a minor feature of labor unions in recent
years, partly because of other overshadowing issues, and partly because
of an increasing demand for governmental insurance.

Disability benefits in life insurance. The inclusion of benefits in case
of disability within life insurance policies was almost a natural conse­
quence of the growing realization that most people undergo a long period
of disability preceding death. In 1896 a disability clause was first intro­
duced into a life insurance contract, and its appearance was soon followed
by a host of similar and later broader clauses.

The first type of disability clause gave the disabled policyholder the
option of receiving a paid-up policy contract with no further premiums
required, or of receiving an income over a period of years which operated
to diminish and finally exhaust the face amount. This latter form not
only had the advantage of keeping part of the life insurance policy in
force but also provided the insured with some means of support during
the period of disability. Of course the principal objection to this plan
is that it finally defeats the primary purpose of life insurance, protection
for dependents, by paying out the entire face amount of the policy before
death. The next type of clause provided only for waiving the premiums
on the policy from the time when the insured became disabled.

Finally this type of clause broadened into the more liberal provisions
for payment of a monthly annuity as long as disability lasted, with no
deduction of these payments from the face of the policy. Among these
provisions there was great variance in w.ording, some companies allowing
disability benefits to start 9() days after the disability started, and others 
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holding off the commencement of payments until, in some cases, a year
and a half after disability started. Annuity benefits usually were §10
monthly for each §1,000 of insurance.

Benefits under such clauses, whether they include only the waiving of
the premiums on the life insurance contract or include as well a monthly
annuity, are paid only when the insured is totally and permanently dis­
abled. The disability must occur before the insured reaches an age which
was originally designated as 65, but then became 60, and recently 55.
Total disability is often interpreted to mean the inability to perform any
work or to follow any occupation, not merely the insured’s usual occupa­
tion. Permanency of disability is difficult to determine, especially at or
near the time of occurrence of the disability. The best solution was
found in the “90-day” provision, which is an agreement by the company
that a disability would be presumed to be permanent if it existed con­
tinuously for 90 days. Without such a provision the insured might be
kept waiting indefinitely if the company w’ould not acknowledge the
permanency of the disability. The age limitation is due partly to lack
of reliable statistical information and partly to the fact that disability
after these ages merges imperceptibly into old age infirmities.

The period of liberality in the granting of these clauses by life insur­
ance companies has probably been most responsible for the very unprofit­
able results of the life insurance companies with disability business.
In the early 1930’s the excess of losses over premiums by New York’s
licensed companies ran about §50,000,000 per year, and even in 1940 this
excess totaled about §25,000,000.

At the present time the handful of companies still writing the annuity
benefit in conjunction with their life insurance policies have limited
sharply the amount granted, have reduced the proportion to either §7.50
or §5.00 per month for each §1,000 of insurance, and have lowered the age
limit before which the disability must occur to 50 or 55. Nearly all life
insurance companies have continued the benefit providing that the life
insurance policy premium be waived in case of total and permanent dis­
ability before the age of 60. The premium for this clause is small, and it
has become a very popular feature with life insurance buyers. Recent
charges by companies for the waiver of premium clause on an ordinary
life policy at age 30 average about S.85. -The waiver of premium phis a
§5.00 monthly annuity costs -from §2.50 to §3.50 in different companies,
when added to an ordinary life policy at age 30.

Thus the disability benefits of life insurance contracts offer partial
protection against the effect of some accidents and sickness. Since no
hospital and allied expense benefits are included, since no partial dis­
abilities or temporary total disabilities are included, since benefits are
limited because of the required proportion of annuity income to life insur­
ance taken out, since the annuity feature is not widely available today,
other agencies must be looked to for a more general spread of benefits.

Industrial life insurance contracts almost invariably contain a dis­
ability clause promising waiver of premiums and a lump sum equal to
one half or all of the face value of the policy, without reduction of the 
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death benefit, in cases of specific disablements. These are usually lim­
ited to loss of sight, loss of both limbs, both feet, both hands, or one hand
and one foot. No separate charge for this clause is made; the cost being
small, it is included in the premium. The disability clause in some
cases is effective throughout the life of the policy, instead of terminating
its coverage at age 60. The disability benefit thus provided is, of course,
woefully inadequate, meaning merely the payment of several hundred
dollars in a lump sum and excuse from future premiums. The net cost
and expense of administration of a monthly annuity payment, however,
would probably be beyond the means of the average industrial policy-
holder.

Fraternal societies. The fraternal societies frequently offer accident
and health insurance in addition to life insurance. Sickness insurance
is frequently afforded by local lodges without centralizer! control, the
volume of which cannot be estimated. The plans all vary with respect
to duration and size of benefit, waiting period, age limits, and premiums.
Some of the premiums are graded by age, and some are not. Benefits
range from 85 to S15 per week, and assessments from 8.25 to SI.00 per
month. Benefits usually do not run for more than 26 weeks, and fre­
quently for less. In most instances no medical examination is required
for entrance. This form of insurance also helps to fill the gap, but is
inadequate in scope.

Commercial accident and health insurance. Although early acci­
dent and health policies and some of the present-day contracts seem
formed rather to avoid the payment of claims than to provide indemnity,
they nevertheless provide the best means by which the individual can
obtain protection against the effects of accident and illness. The first
accident policies were in the form of an extra stub on the railway ticket
issued by an English company in 1848, which promised payment in case
of accidental death or severe injuries during the passenger’s railroad
trip. This same company soon extended its activities to all types of
accident coverage. In America the first accident policies, also in the
railway ticket form, were written about 1850.

Competition among companies during the years of development of this
form of insurance was especially keen, and even to this day standardiza­
tion of forms has not yet been achieved completely. Present-day acci­
dent and health insurance contracts may be divided into the following
groups:

1. Commercial policies. The scope of these policies is more or less
general, and the protection afforded is very liberal. They are usually
available only to individuals whose occupation is not hazardous. This
group of policies is the subject of detailed discussion later in this chapter.

2. Industrial policies. Like industrial life insurance policies, indus­
trial accident and health policies provide somewhat more restricted bene­
fits to individuals, with the smaller premium arranged to be paid on a
weekly or monthly basis. These policies are usually sold to the manual
workers. In the South there are more than 32 companies writing com­
bination life, accident, and sickness policies, with about 20 per cent of 
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the premium going for life insurance, and 80 per cent for disability.
Numerous limitations are often inserted, and there is little uniformity in
these contracts.

3. Non cancelable policies. Most forms of accident and health policies
may be canceled by the insurance company at any time, and are renewed
each year subject to the wishes of the insurance company. There is a
wide need for a policy that permanently guarantees the income benefits
in case of accident or illness.

About 1915, efforts in this direction began, and soon two types of poli­
cies were being written. The first provided much the same benefits as
the usual commercial policy, but omitted the cancellation privilege and
provided for automatic renewal for a specific term of years. The second
confined its protection to indemnity for loss of time, and received most
general approval. One such policy defined total disability with great
liberality and had a broad insuring clause, the cost being kept within
bounds by a long waiting period. It was especially suited to the condi­
tions of professional men, executives, and those in good economic circum­
stances.

The experience of companies with noncancelable policies has been
almost uniformly bad, because of the lack of basis for ratemaking, in-,
creasing liberalization of benefits, overinsurance, adverse selection, and
moral hazard. As a result they were given up by nearly all companies.
Today there are only a handful of companies writing noncancelable con­
tracts—with more limited coverage and restricted amounts. Some poli­
cies are called “noncancelable” because they merely omit the cancellation
provision in the policy, but it is evident that this omission means little
in a one-year contract unless the insured is sure of being able to renew.
The true noncancelable policy also provided a life indemnity for dis­
ability, whereas many .of the present-day contracts are merely for a
limited number of weeks or a certain aggregate amount. This latter
provision means that the face of the policy is reduced as the insured col­
lects weekly indemnities, and that at every renewal the same premium
is being paid for less insurance, until the policy is automatically ex­
hausted or lapses. Athough in 1942 there were still aggregate premiums
paid for noncancelable policies of $18,600,000, the broad form continues
to be unattractive to most insurance companies.

4- Limited policies. Under this head is included all those policies
that drastically restrict the conditions under which they pay for acci­
dents or disease. All policies of course contain some restrictions, as we
have seen.

(a) General. These are policies sold for general use but which cover
only certain contingencies or contain important exclusions. It is impos­
sible to give any description that will apply to all of them. Some have
insuring clauses that cover only injuries which “begin after thirty days
from the premium payment.” Some require the attendance of a physi­
cian “at least every seven days.” Others cover only cases in which the
injury or disease “necessarily and continuously confines the insured
within doors”; still others, after specifying indemnity weekly for 12 
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months on page 1, reduce the indemnity period to one month on page 3
for “heart disease, diabetes, rheumatism, tuberculosis, any nervous trou­
ble, paralysis, dyspepsia, stomach ulcers, etc., etc.” But it is useless to
elaborate, for every policy must be individually examined. Some are
more liberal than others. It is debatable whether many of the policies
should be permitted to be sold to buyers, most of whom do not understand
what they are buying. The effect upon reasonably liberal contracts sold
at a fair price is bad.

(b) Railway or aviation ticket policy. This is a policy covering death
or injury by accidental means from any cause and is issued for periods
of a day, a week, 30 days, or 90 days. It can be obtained at the ticket
office of many railroad stations. The payments promised for ordinary
accidents are usually §2,500 if death occurs within 90 days, §1,250 for
loss of both hands or both feet, §12.50 a week for 52 weeks for total dis­
ability, and §6.25 a week for 26 weeks for partial disability. If the loss
occurs while being transported by a common carrier the payments are
doubled. The premium for such a policy is §.25 a day, §1.50 a week and
§10 for 90 days. . . ■

A similar policy, obtainable at airports, is issued for travel by air, at
the price of §.25 per four hours of flying. It is useful to persons whose
policies do not cover aviation risks or who desire temporary increased
protection.

The value of such protection is difficult to estimate, because the rail­
road policy, for example, does not cover disappearances, injuries in which
there is no visible wound or contusion on the body of the insured, medical
or surgical treatment, hernia, poisoning, sunstroke, freezing, injuries re­
sulting from firearms, fireworks, racing or games, accidents while enter­
ing or leaving any moving conveyance, and numerous other contingencies.
In other words some important causes of accidents are eliminated, al­
though on the daily basis the insured is paying §91 a year for the insur­
ance. A reasonably liberal annual policy would cost about §18.00 a year.

(c) Automobile accident policy. This covers the insured against the
results of accidents suffered under certain circumstances, such as oper­
ating, driving, or riding in an automobile, adjusting or cranking a car,
being run over or struck by a car, and so forth. Certain exclusions are
also enumerated. Although the nature of the accident is very limited,
the benefits are quite large, in many cases including payment for medical
expenses. The premium ranges from §3 to §10 per year.

(d) School policy. This covers a child between the ages of 6 and 19,
against injuries incurred while going to, attending, or returning from
school. Injuries from sports may or may not be included.

(e) Miscellaneous. Accident policies are sold by newspapers for §1
per year, are given away with subscriptions, given to tire purchasers to
protect them in case of blowouts, to installment purchasers to help tide
them over their payments, and even sold by slot machines. These poli­
cies are usually sold for very small premiums, and of course their cover­
age is infinitesimal compared with the total risk of accident. Whether
they are worth what they cost is a question no one can answer; appar­
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ently companies do not lose money on them. Of course there is nothing
wrong with the sale of such policies if the purchaser understands what
he is getting.

5. Group accident and health. The general nature of group accident
and health insurance will be readily comprehended from the previous
description of group life insurance. For groups of 25 persons or more,
commercial accident and health companies and the accident departments
of life insurance companies can afford to issue contracts at a lower rate
than for individuals. These contracts arc sometimes paid for entirely by
the employer, sometimes by employer and employee jointly, and some­
times by groups of employees.

The policy covers nonoccupational accidents and diseases, with a wait­
ing period before benefits start of usually one week, and a maximum
period of payment varying from 13 to 52 weeks. The employee as a rule
receives one half his weekly wage over the payment period. The pre­
mium rate varies with the probability of sickness in the occupation and
the percentage of women employed. For 52 weeks indemnity at S10.00
per week for industries in. the preferred class, the cost is about §10.00 a
year per person.

Group accident and health policies, like all group policies except an­
nuities, are purely temporary protection; there is no guarantee of renewal
and no conversion privilege. The rule restricting insurance to only those
actually at work is obviously even more important in accident and
health groups than in life insurance. Except in a few states, such as
New York and Iowa, there is no legal minimum number of persons, but
most companies and these states require at least 25.

Hospital expense benefits” cover daily hospital expenses and certain
special hospital services for a period of 30 or 70 days. It may be ex­
tended to cover members of the employees’ families. “Surgical expense
benefits ’ cover the actual cost of surgical operations up to a certain
prescribed maximum for each type of operation. It may be extended to
cover members of the employees’ families.

Hospitalization and medical expense insurance. Group hospitali­
zation is furnished by nonprofit corporations or associations, and also by
commercial insurance companies. The growth of the nonprofit or co­
operative plan has been phenomenal. From the first plan, introduced
by a Dallas, Texas, hospital in 1929 for a group of schoolteacher’s, the
association idea grew until today it is estimated there are about 20,000,000
people covered in the nation. The group-associations, usually initially
formed by a group of philanthropic persons, arrange with a hospital oi;
group of hospitals to supply hospital service at a fixed rate of say, §4, $5,
or S6 per day. The insured, when a patient at a hospital, simply pre­
sents his card, and the hospital collects its prefixed charges from the
association. The premium for a single individual is often around $10.00
a year, and for a husband, wife, and .children, usually around $26.00
a year, rhe policy, available most often only in groups through pay­
roll deduction arrangements with employers, is a 1-year policy that
promises 21 days or more of hospital care in a semiprivate room, and a 
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25 per cent or more discount if the hospital stay exceeds that number of
days. In addition it covers the cost of use of operating room, anaesthet­
ics up to a certain money amount, X rays up to a limit, and sometimes
even the cost of drugs and dressings.

The group association today usually has a city-wide arrangement with
hospitals, so that members may have the choice of a hospital. The New
York law restricts the services to licensed physicians and qualified hospi­
tals, forbids the same associations from writing both hospitalization and
medical benefits, but permits the issuance by two associations of a com­
bined policy. The operations of an individual association are confined to
not more than 18 counties within the state, and a certain premium amount
must be collected in order to commence business. Contracts are re­
stricted to a 1-year period, and certain standard provisions are required
for the protection of the insured. Investments are restricted to those
allowed for life insurance companies. After the first year every associa­
tion is required to build up a contingent surplus at the rate of 2 per
cent of its premium income each year up to $100,000, and to maintain
an unearned premium reserve.

The medical payments mentioned directly above refer to similar plans
through associations formed to provide' medical and surgical care. They
may include the cost of visits by the doctor to hospital or home, special
medical care such as X rays and laboratory fees, and scheduled opera­
tions at a hospital. A typical plan would cost an individual $24 per
year, and a husband, wife, and children $54 per year.

The commercial insurance company hospitalization policy pays the
individual directly a cash benefit, and the individual pays the hospital
himself. This policy also is a 1-year form, which promises to pay
$2.00 to $7.00 a day toward hospital bills actually incurred for a period
up to 30, 70, or 90 days. The limits, of course, depend upon the amount
of premium paid. Other services such as nursing care and medical ex­
penses may be included in this form. The usual requirement for a group
is 50 persons.

Commercial insurance companies in recent years have made available
on an individual basis forms giving hospitalization and allied benefits.
A typical policy might provide benefits of $5.00 a day for hospital room
up to 70 days, $5.00 for each day of nursing care, payment for surgical
operations according to a schedule in the policy, and miscellaneous hos­
pital expenses up to $25. The form is usually written for about $25
for males up to age 49, and $42 for females up to that age. Individual
policies generally cover only a single insured, and not, as do the group-
association plans, an individual and his dependents.

Compulsory health insurance. The feeling that the wage earner is
unable to meet the cost of adequate medical service, and that adequate
insurance against illness is beyond his means has led to a strong demand
for governmental health insurance. The most recent manifestation of
this trend is the agitation to have health insurance included as part of the
Social Security program.

Governmental plans for health and accident insurance exist in at least 
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39 foreign nations. Some of these are voluntary plans restricted to low
income groups supported by contributions from employers, premiums of
persons insured, and subsidies from the State. Benefits are small as a
rule and reach probably less than 10 per cent of the population involved.
The principal advantage gained is a low cost of operation and the sub­
sidies obtained from the State.

In 25 countries a compulsory system of accident and health insurance
exists. Manual workers and low salaried clerical workers are covered
as a rule. In Russia the cost is paid entirely by the employer, but in
most countries the system is supported by the employers, employees, and
a State subsidy. The benefits are frequently one half the wages and
usually do not extend beyond 52 weeks. The great advantages of the
compulsory system are: (1) a large volume of business is assured, with
consequent saving in expense rate; (2) the problem of adverse selection
is eliminated.

In 1946 an Act was passed in Great Britain to provide medical, hos­
pital and nursing service for every citizen of England and Wales, to­
gether with medicines, hospitalization, surgical appliances, spectacles,
etc., without charge. Physicians and hospitals are to be employed by the
government for this purpose, and patients are to choose their own physi­
cians. This is the most far-reaching medical treatment plan ever in­
stituted, but it provides no compensation for loss of time.

Rhode Island in 1942 instituted the first comprehensive sickness com­
pensation insurance system in any of the United States. An employee
is required to contribute 1 per cent per year of his annual wages up to
33,000. No contribution is made by the employer. In return the worker
receives a weekly benefit when he is unable to work because of his
physical or mental condition. A table of weekly benefits and of total
maximum benefits receivable in a single fiscal year by a sick employee,
graduated in proportion to earnings, is part of the law. The ■weekly ben­
efits range from S6.75 for a person earning $100 a year to a maximum of
$18 for a person earning $1,260 and over. The total benefits payable in
any one benefit year in the first instance might be $34, and in the case
of an employee earning $1,260 a year, $255.

The employee may receive these benefits even though his employer
continues to pay him full or partial wages. He may not receive benefits,
however, if he receives benefits under any unemployment compensation
law. The system is administered by the same body that administers the
state unemployment act, the Rhode Island Unemployment Compensation
Board. Up to Sept. 30, 1944 the contributions by employees totaled
$9,720,474. Up to Oct. 31, 1944 benefits totaling $7,216,743 had been
paid out.

This sickness insurance system is of interest as a possible model for
other state laws.

Distribution of accident and health premiums. The total premiums
for accident and health insurance in the United States in 1942 slightly
exceeded $327,000,000, of which 12 per cent was written by multiple-line
companies, 33 per cent by companies specializing in accident and health, 
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and 55 per cent by life insurance companies. Of the premiums, 63 per
cent went to stock companies, 33 per cent to mutuals and 4 per cent to
assessment organizations and reciprocals.1

Commercial Accident and Health Insurance

Companies. By far the greater part of the accident and health busi­
ness is conducted by accident departments of life insurance companies
and by stock and mutual accident and health insurance companies.
About 14 life insurance companies and about 50 accident and health
companies do the bulk of the business, which amounts to well over 320
million dollars in annual premiums. Accident and health insurance,
however, is not very prevalent, only one out of every seven or eight per­
sons having this protection. Among the companies writing this business,
aside from the life insurance companies, may be distinguished multiple­
line companies, in which accident and health is only a minor line, and
accident companies which specialize in this branch.

Intercompany organizations. For many years the accident and
health insurance business was almost totally unorganized, various asso­
ciations being unable to obtain adherence to any standard policies or
rates. Of late years this condition has considerably improved. There
are now two principal associations of companies: (1) the Bureau of
Personal Accident and Health Underwriters, comprising 50 stock com­
panies, and (2) the Health and Accident Underwriters Conference, in­
cluding about 85 stock and mutual companies, associations and fraternal
societies, mostly in the West. These associations have standardized
policy provisions to some extent, collected statistics of experience, pre­
pared manuals of occupational classifications, and prepared advisory
rates that are not yet generally followed.

Types of policies. The policies issued by companies are almost in­
finite in variety, and comprehensive classification, even excluding indus­
trial and group forms, is impossible. One writer discovered 800 different
contracts among 90 companies, and another 500 different policies among
30 companies.

We shall deal here with the principal provisions of a typical accident
and health contract of the commercial type giving broad coverage. Ac­
cident insurance is sold separately, but health insurance is seldom written
except in combination with accident. In fact companies write health
insurance under many more restrictions than accident insurance.

Accident policy benefits. The printed appearance of the accident
policy has become too much a matter of form and not enough of a help
to the inexperienced reader. In spite of the seeming multiplicity of
clauses, however, there are only four important basic benefits in the full
coverage accident policy. They have been grouped here by function,
rather than in the order of their appearance in the policy form, to lessen 

1R. H. Blanchard, “Survey of Accident and Health Insurance,” Social Security
Board Memorandum No. 62, Washington, November, 1945.
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confusion. The four basic benefits are: (1) indemnity for loss of time;
(2) reimbursement for medical and hospital costs; (3) indemnity for loss
of limbs or sight; and (4) indemnity for death.

•The insuring clause. This clause defines the responsibility of the
company with respect to the manner in which the disability is brought
about, and therefore is of great importance to the insured. The typical
clause reads, . . against loss, resulting directly and independently of
all other causes, from bodily injuries effected solely through accidental
means.”2 Any bodily injury the insured sustains will be considered in
relation to the insuring clause of his accident policy, before it can be
determined that the company has any obligation to him.

There are two parts to this clause. The bodily injury received must
be:

(1) Brought about solely by accidental means.
(2) The direct and only cause of the disability (or death) sustained

by the insured.
(1) An injury brought about by accidental means is an accidental

(unexpected) injury as the result of an accidental (unexpected) hap­
pening. Both the cause and the result must be wholly accidental.

A clear illustration of this point is a court decision in which the fact
that the immediate means, or cause, of the injury had not been accidental
was the deciding factor. The insured had been sitting in an armchair
and, seeking to show how strong he was, he raised his body off the chair
seat by holding the arms of the chair. In doing so he ruptured a blood
vessel. Since he had been doing what he intended to do, in exactly the
way he had planned, the event that caused his ruptured blood vessel was
not an accidental event. Only the result of his intention, his injury, was
unexpected and accidental.

If he had, for instance, lost his grasp of the chair arms and slipped, or
if the chair had slid and he had fallen, and as a result had ruptured a
blood vessel, the event that caused the accidental injury would have
been accidental, and the full definition of “accidental means” would
have been satisfied.

The phrase, “brought about solely by accidental means,” rules out any
contributing factors to the cause for the injury. If, for instance, a per­
son suffering from diabetes has a dizzy spell while walking downstairs,
and falls and breaks his arm, it is clear that the injury was not brought
about solely by accident. The dizzy spell was brought on by the disease
from which the insured was suffering.

(2) The second part of the insuring clause provides “against loss re­
sulting directly and independently of all other causes.” The injury that
the insured has sustained (through accidental means) must be the reason,
apart from all other reasons, for the disability (or death) resulting. To
take an extreme case, assume that a man who has diabetes suffers a severe
cut. He is required to remain away from work until the wound is healed
completely. Because of his diabetic condition the ■wound does not heal
for a month, although ordinarily it would have healed completely in a 

1 Standard form of the Bureau of Personal Accident and Health Underwriters.
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week. The company states in the policy that in such an instance it does
not intend to pay the insured for the long period of disability, which re­
sulted not so much from the cut as from the diabetic condition.

That these are not unimportant, imaginary situations is evidenced by
the hundreds of court cases that have arisen from the wording of insuring
clauses. Companies have pointed with pride to the fact that their in­
terpretation of such provisions has been liberal, but the insured should
not be forced to rely upon generosity in such an important matter.

The clause cited, however, is liberal compared to some that have been
used and a few that are being used. It may be found that the contract
requires the disease or accident to bring about the result exclusively of
all other causes. In still other contracts it may be necessary for the
result to occur by “external and violent means.”

The policy exclusions in the liability of the company are: injury,
death, or loss caused by: (a) hernia, not considered an accidental injury;
(b) happenings of war; (c) disease and bacterial infections; (d) attempts
at suicide; (e) air travel in other than regular passenger lines; and some­
times (/) medical and surgical treatment, except that resulting from
operations necessary because of injuries covered under the policy. Pyo­
genic (pus-forming) infections originating in an accidental wound are
covered.

Loss of time provisions. When an injury prevents us from working
as we normally do, income will tend to decrease or perhaps stop com­
pletely. The accident policy, therefore, proposes to replace this loss of
income with payments called the “weekly indemnity” for each week thus
lost. The income provision of an accident or a health policy, inciden­
tally, does not depend on an actual money loss by the insured. If time is
lost the policy benefits are paid. There may be complete inability or
only partial inability to work. The policy, therefore, contains two pro­
visions for the payment of weekly benefits, one in the case of total dis­
ability, and one in the case of partial disability.

“Total disability” exists when the insured is unable to perform all the
duties pertaining to “his occupation”—in other words, when he can’t
attend to his business at all. When this situation exists the company
pays the amount of weekly indemnity named in the policy as long as
disability lasts, but not exceeding 52 consecutive weeks. After the 52
weeks, if the insured is still totally disabled and unable to be active in
“any occupation,” he will continue to receive the weekly indemnity pay­
ments as long as he remains disabled, even, if necessary, for the rest of
his life.

There should be noted the distinction made between “his occupation”
and “any occupation.” In the days of very liberal policy forms no dis­
tinction was made. In present-day policies, however, the distinction is
made in order to limit the liability of the company. A violinist, for
instance, may break two fingers, which, after healing, may remain stiff
and unsuited to the adept fingering a violinist must employ. He is pre­
vented, then, from engaging in his occupation for a very long period,
perhaps forever. Yet he is perfectly healthy, energetic, and capable of 
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many kinds of work. The companies, therefore, feel that they should
not be obligated to pay a weekly income in such an instance without any
limit of time. Although it would then seem that the insured might not
be able to collect under this “any occupation” clause if he could earn
even a mere pittance by selling newspapers or running errands, the
courts have interpreted on numerous occasions “any occupation” to
mean “any occupation of a similar nature.” They have held that a per­
son does not have to demean or lower himself in order to live up to that
policy term. These qualifications do not appear in the policy contract
itself.

The United States War Risk life policies, in World Wars I and II, have
defined total disability as “impairment of mind or body which makes it
impossible for the insured to engage in a substantially gainful occupa­
tion.”

The full commercial policy total disability clause reads:

If such injuries, directly and independently of all other causes, shall, within
twenty days from the date of the accident, wholly and continuously disable the
insured and prevent him from performing any and every duty pertaining to his
occupation, the company will pay weekly indemnity at the rate hereinbefore
specified for the period of such continuous total disability, but not exceeding.
fifty-two consecutive weeks.

After the payment of weekly indemnity for fifty-two weeks as aforesaid the
company will continue the payment of weekly indemnity of the same amount
thereafter so long as the insured shall be wholly and continuously disabled by
such bodily injuries from engaging in any occupation or employment for wage or
profit.

“Within twenty days from the date of the accident” protects the in­
sured by not requiring him to be disabled immediately after the accident.
A man may get a splinter in his foot which a week later may become in­
fected and necessitate his remaining away from work.

It will be noted that the disablement must be continuous, a point that
raises the question of an injury or disease involving recurrent attacks.
The insured may be unable to earn a living and yet not be continuously
disabled in the strict sense of the word.

“Partial disability” exists when the insured is unable to perform at
least one important duty of his occupation, but can attend to some of his
usual business activities. When this situation arises, the company pays
two fifths of the amount of weekly indemnity for a period not exceeding
26 weeks.

The condition of partial disability can occur as the result of a bodily
injury, or as the aftermath of a period of total disability. A superin­
tendent of a paint factory may so injure his hand that it does not neces­
sitate his staying awray from work completely, and he reports to work
regularly even though his hand is bandaged. He cannot, however, at­
tend to his written reports, nor to his supervision of work in one part of
the factory. He is entitled to partial disability payments.

On the other hand, the situation pictured above may arise after he has
been home for three weeks. Anxious to return in order to have his regu- 
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Jar earnings begin again, he goes back to work even though his hand is
still somewhat of a hindrance. He would receive total disability pay­
ments for the three weeks he was away from work, and partial disability
payments for the period starting with the day he returned to work, until
his hand was healed completely and did not interfere with his work at all.

The partial disability clause reads:

"Or, if such injuries, directly and independently of all other causes, shall,
within twenty days from the date of accident or immediately following a period
of total disability covered under (total disability clause), continuously disable
and prevent the insured from performing one or more important daily duties
pertaining to his occupation, the company will pay for the period of such dis­
ability, but not exceeding twenty-six consecutive weeks, a weekly indemnity of
two fifths of the amount payable for total disability.”

Reimbursement provisions. Two forms of expense provisions may
appear in an accident policy. The first, or reimbursement type, pays all
sorts of medical, hospital, nurse, and surgical expenses the insured may
incur, up to the amount named in the policy. The second type pays
specific amounts named in the policy for each kind of expense, namely:
expense incurred by reason of confinement in a hospital or the employ­
ment of a nurse; specified amounts for surgical operations as listed in the
policy; or, if necessary, payment toward the medical expenses of a non­
disabling injury.

The specified medical expense provisions are these:
Hospital or nurse. If the injury requires hospitalization, or the em--

ploymcnt of a nurse, the company pays an additional amount (that is, in
addition to the weekly indemnity payable for loss of time) of one half
of the weekly indemnity, for a period not exceeding 20 weeks for either
hospital or nurse or both.

Operations. If the injury necessitates a surgical operation, the com­
pany pays in addition to all other benefits, the amount listed in the policy
for that operation. The amount paid is in proportion to the amount of
weekly indemnity; the higher the weekly indemnity, the larger the addi­
tional payment for operations. If more than one operation is performed,
payment of only the largest amount is made.

Nondisabling injury. If the injury does not cause any disability, and
does not require an operation listed in the schedule of operations, but
does require medical treatment, the company pays the expense of treat­
ment, not exceeding the amount of weekly indemnity benefit. A sales­
man, for instance, gets a steel splinter in his eye. The doctor extracts
the shaving of steel and makes a charge of S20. The salesman is not
disabled, since he loses only a few hours’ time. The bill for S20 would
be paid under this provision.

The second type of specified expense provision calls for a lower charge,
of course, than the first, or “blanket” type.

Loss of limbs or sight provision. When an accident results in loss
of limbs or sight, the injured person faces not only large expenses, but in
most cases either a change of occupation or permanent disability. The 
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accident, policy provides for a lump sum payment, instead of a continu­
ing weekly indemnity, under the conditions stated.

Sum Equal to
Loss of Weekly Indemnity

for
Both hands, or feet, or sight of both eyes  200 weeks
One hand and one foot............................................. 200 “
Either hand or foot and sight of one eye.............. 200 “
Either hand or foot.................................................... 100 “
Sight of one eye......................................................... 65 “
Thumb and index finger of either hand................. 50 “

These losses may occur under two conditions:
(1) The insured may be disabled as the result of an accident and,

during disability, suffer one of the losses listed above. In this case, he
would be paid total disability benefits until the date of the loss of limb or
sight, and then be paid the lump sum. If the loss of limb or sight occurs
any time within 200 weeks during the period of disability, he will receive
payment under this provision.

(2) The insured may suffer no disability at all immediately after the
accident, but at some later time suffer one of the losses listed above, as a
result of the accident. He would be paid the lump sum listed, if the loss
of limb or siglrt occurred within 90 days of the date of accident. The
policy also gives the insured the option, in the event of loss of both hands,
both feet, or the sight of both eyes, of receiving the weekly indemnity for
life, instead of taking a lump sum payment.

This list may be added to or subtracted from in other policy forms,
but the differences are usually only for selling points.

Loss of life provision. This benefit provides for payment of what­
ever sum is named in the policy to the beneficiary of the insured, if the
insured dies from a bodily injury brought about through accidental
means. The cost is small. No examination is required. Life insurance
companies limit the amount of insurance for accidental death to the
amount of regular life insurance involved’. (In order to buy $5,000 of
accidental death insurance, the applicant must buy $5,000 of regular life
insurance.) But accident insurance is available in amounts (subject
to underwriting limits) not related to other insurance.

The provisions of this benefit, under the accident policy, are exactly
the same as those governing payment for loss of limbs or sight. The
word “death” is simply added to that clause in the accident forms which
contain the loss of life provision. The amount of accidental death insur­
ance selected by the insured is called the “principal sum.”

Miscellaneous provisions. Frills are often added to accident con­
tracts, to make them more attractive and thus more saleable. Such
additions do not have very much economic justification, and are simply
interest-getting devices remaining from the old time policy forms.

Double indemnity benefit. This clause states that the amounts pay­
able under total and partial disability, and the loss of life, limb or sight
provision, will be doubled if the injuries are sustained by the insured 
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while he is a passenger in or upon a public conveyance or passenger eleva­
tor; by collapse of the outer walls or the burning of a building, if the
insured is therein at the time of the collapse or commencement of the fire;
by explosion of a steam boiler, by hurricane or tornado, or by a stroke
of lightning.

Identification benefit. A feature of many accident policies is the
provision that if the insured is injured away from home and physically
unable to communicate with relatives or friends, the company will pay
the expenses necessary to put the insuredpn their care, up to the limit of
§100.

Elective indemnity benefit. On policies carrying a weekly indemnity
for disability, the elective indemnity provision is often found. It en­
ables the insured, if he desires, to receive a lump sum for certain injuries
listed in the schedule, rather than weekly indemnity for the period of
disability resulting from that injury, as he ordinarily would. The sched­
ule of injuries and lump sum payments appears in the policy.

Accumulation clause. This provides an automatic small increase in
the benefits for each year the policy is renewed by the holder.

Health policy provisions. Health insurance provides benefits to
cover financial loss incurred by the policyholder as a result of sickness.
It completes the disability protection that insurance offers to the in­
dividual. In form it has become more simple than the accident policy
that it accompanies.

The basic benefits are: (1) indemnity for loss of time, and (2) reim­
bursement for medical and hospital costs.

Waiting period. Modern health insurance policies are characterized
by the waiting period that governs the disability benefits. The “waiting
period” is the time that elapses between the commencement of disability
and the commencement of income payments under the policy. ■ The in­
clusion of this provision in health insurance policies does away with all
claims for short-term sickness, such as colds, grippe, and the other com­
mon respiratory conditions. In addition, it prevents the insured, when
he “just doesn’t feel right,” from considering himself disabled enough to
stay at home and enjoy the benefits of his insurance. Health insurance
is designed to protect income and help pay expenses of illness, but only
of illness that disables an individual physically, rather than subjectively.
Waiting periods are sometimes found in accident contracts also.

The waiting period is an important factor in adapting the policy to the
needs of the insured. A salaried person, or one with a moderately large
income, may very well himself carry the burden of disability for the first
few weeks. In many cases he is taken care of by his employer. The in­
clusion of a waiting period reduces the cost of the insurance considerably,
because short disabilities make up a large part of the cost of insurance.
Large policies can be written for a moderate cost by inserting a 30- or
60-day waiting period. For example, a 30-day waiting period will
reduce the cost of a combined accident and health policy by nearly 50
per cent.
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On the other hand if the insured is a wage earner to whom an uninter­
rupted weekly income is almost a necessity, he will probably want a
policy with benefits that commence almost immediately upon disability.
By a proper selection of the waiting period the policy may be more
closely adapted to the needs of the insured. The waiting period also
serves as a protection for the insurance company against fraudulent
claims, for it gives opportunity for investigation, and the absence of
immediate income removes the temptation to fraud. The waiting period,
therefore, is especially important in connection with noncancelable poli­
cies.

The applicant for health insurance must carry accident insurance of
an equal or greater amount in the company to which he applies for the
coverage. Since accident business is easier for the companies to ad­
minister, this requirement is enforced strictly.

The insuring clause. This reads simply . against loss resulting
directly and independently of all other causes from disease contracted
during the policy term, subject to the provisions, conditions, and limita­
tions herein contained.”

The “provisions, conditions, and limitations” referred to are these:
(1) The insured must be treated by a physician in order to be eligible

for the policy benefits. This condition is, of course, a protective meas­
ure for the company and the policyholder.

(2) The insurance does not go into effect until 14 days after the date
of the policy’s inception. This condition is to prevent a person from
applying for a policy because he has just been exposed to a disease, or
because he feels he is about to become ill. The period of 14 days is
ordinarily long enough to permit a disease contracted shortly before ap­
plication for the policy was made to develop openly.

(3) The insurance does not cover any loss suffered while the insured
is entitled to indemnity for accidental injuries. This provision is to pre­
vent overlapping of policy benefits.

(4) The insurance docs not cdver disease resulting in disability while
the insured is engaged in military or naval service in time of war.

(5) Diseases contracted, or disability sustained, outside the limits of
the United States, Europe, and Canada “north of the sixtieth degree of
north latitude,” are not covered.

(6) In some forms loss due in any way to, or connected with, the
organs peculiar to women is not included in the coverage.

Loss of time provisions. If the sickness disables the insured so that
he cannot engage in his occupation, the company will pay the named
weekly indemnity as long as he is disabled, up to a limit of 52 weeks pay­
ment. Payments begin with the fifteenth day of disability.

This policy clause does not require that the disability suffered by the
insured confine him to the house in order to entitle him to the full weekly
indemnity payments. All that is required is that the insured be unable
to engage in his stated occupation. It is the broadest form of health
policy in its requirements as to the physical condition of the policy-
holder, since the only requirement is that the insured be treated by a 
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physician (to guarantee that the insured is receiving proper medical
attention, and to avoid unjust claims due to malingering).

The full clause reads:

If such disease, directly and independently of all other causes, shall wholly and
continuously disable the insured and prevent him from performing any and every
duty pertaining to his occupation the company will pay, beginning with the
fifteenth day of disability, weekly indemnity at the rate hereinbefore specified
for the period of such continuous disability, but not exceeding fifty-two con­
secutive weeks.

No payment shall be made for disability resulting from any disease for which
the insured is not treated by a physician, nor shall indemnity be payable for the
first fourteen days of any period of disability.

Another form of health policy insuring clause that is common is called
the “house confining form.” Many illnesses do not necessarily confine
a person to the house. Among these are nervous and mental disorders;
infections of the hands, neck, or face; boils; and a number of others.
This policy form pays full weekly benefits when the insured is confined
within doors, but pays only one half of the weekly indemnity amount
when he is not so confined. In either case, of course, total disability
must exist. In all other respects the benefits are identical with the
unlimited form. Hospital and nurse indemnities, and payments for
operations, are both part of the policy.

The limitation of coverage makes possible a lower premium for a
house-confining policy with the 14-day waiting period. This low cost
is its greatest advantage. Many are of the opinion that the availability
of this form makes possible a greater market for personal health insur­
ance. Companies that originally thought it had value in determining the
existence of total disability have realized that house-confinement is not
always a satisfactory test of the existence of total disability.

Reimbursement provisions. The health policy provisions that help
the policyholder meet the expenses of disabling illness are two: payments
for hospital or nurse expenses, and payments for surgical fees.

(1) If the policyholder requires hospitalization, or the attendance
of a nurse, the company will pay an additional amount of one half the
weekly indemnity for each week he is so confined, or for each week he
requires a. nurse at home or at the hospital, up to the limit of 20 weeks,
for either or both combined. The only condition is that hospitalization,
or the nurse’s services, be required within 90 days of the beginning of
the disability. This additional benefit is not subject to the waiting pe­
riod, as is the total disability weekljr benefit.

(2) If the disease or illness requires an operation that is listed in the
schedule in the policy, the company will pay, in addition to all other
benefits, the amount provided in the schedule as a contribution to the
surgical expenses of the policyholder. The only condition is that the
operation be performed within 90 days from the date disability begins.
If more than one operation listed in the schedule is required, the com­
pany will pay the largest amount for any one operation. The amount of 



268 INSURANCE AGAINST DISABILITY

the payments varies proportionately with the amount of weekly indem­
nity.

To summarize, a typical commercial accident and health policy con­
tains the following benefits:

Accident Insurance
Accidental death, SI,000
Dismemberment, S250 to SI,000
Total disability, S5 per week for first 52 weeks, if disabled from his occupa­

tion, and beyond 52 weeks S5 per week for life if disabled from any
occupation

Partial disability, S2 per week for a period not to exceed 26 weeks
Specified benefits for hospital and surgical expenses
Premium about S5 per year in nonhazardous occupations

Health Insurance
Total disability, $5 per week, whether confined to house or not, for 52 weeks
Total disability, S2.50 per week, if not confined to bouse, for 52 weeks
Medical benefits

Hospital or nurse, S2.50 per week for 20 weeks
Operation, amounts as per schedule in policy

Waiting period, 2 weeks (other periods may be arranged)
Premium about $5 per year

Statutory Standard Provisions. The Standard Provision laws passed
in most states in 1914 prevented abuse in the loss settlement practices of
companies, and afforded protection to the policyholder. The laws re­
quire that every commercial accident and health policy form shall con­
tain 15 provisions of standardized wording, and any of five optional
standardized provisions, covering subjects such as change of occupation,
payment of claims, and so forth. These provisions are summarized as
follows, numbered as in the statute and in the policy:

(1) Change of occupation. The insurance is not voided when there
is a change to a more hazardous occupation, but the claim is settled by
prorating for the change. Under health policies, since occupation is not
the basis for premium, the provision states that benefits sluall not be
reduced because of a change of occupation.

(2) Changes in policy. Statements by the insured, not appearing in
the application, cannot be used to void the policy. For this reason a
copy of the application is included in the policy form the insured receives.

(S) Reinstatement oj policy. Earlier policies stated that reinstate­
ment after lapse did not occur until the head office of the company, actu­
ally received the late payment. Neglect on the part of the agent, in other
words, might invalidate the protection of the insured. This provision
eliminates that possibility. It also makes clear, that any reinstatement
.puts the policy in force only for accidents sustained after reinstatement
is made, and only for sickness that may commence “more than ten days”
after the date of reinstatement. Accidents or illness occurring between
the time the policy was lapsed and reinstated are not covered.

(4) Time of notice of claim. The company is entitled to prompt
notification, so that it may have the opportunity to investigate the claim. 
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In most states the time limit for accident policies is 20 days, for health
policies 10.

(a) Sufficiency of notice. This provision protects the policyholder
if a situation makes it impossible to notify the company within the time
limit specified in Provision 4.

(6) Forms for proof of loss. This requires the company to provide
the proper forms within 15 days after it is notified. Otherwise the in­
sured is given the right to provide his own forms, and file them.

(7) Proof papers. These must be given the company within 90 days
after any loss or after the termination of any period of disability.

(3) Medical examination. Protection for all honest claimants is pro­
vided by giving the company the opportunity to discover unwarranted
and false claims.

(3) Payment of indemnities. The company is required to make pay­
ment for all claims, except those for loss of time, immediately on receipt
of due proof of claim.

(10) Payment for extended periods of disability. These are to be
made every four weeks. For a short disability period, payment is re­
quired immediately upon receipt of due proof.

(11) Indemnities payable to insured. All indemnities are payable to
the insured except that payment for loss of life,is made to the beneficiary
named in the policy, and if no beneficiary survives the insured, to the
insured’s estate.

(12) Cancellation by the insured. To balance the prorating provision
for more hazardous occupations, the insured is given the privilege, if he
should change his occupation to one less hazardous than that named in
the policy, to cancel his policy and receive the unearned premium. In
no other way may the policyholder cancel an accident or health policy
during its term.

(13) Control of policy. This provision makes clear that the insured
has entire control over- the death benefit as respects any beneficiary. The
consent of the beneficiary is not required for any changes made in the
policy or in the designation of the beneficiary.

(14) Limitation of time for bringing suit. No legal action may be
started until at least 60 days after the proof papers have been filed with
the company. Similarly, a reasonable time of 2 years is provided for
legal action.

(15) Limitations controlled by statute. This provision acknowledges
that should any particular state have laws different from those appearing
in the policy, with respect to giving notice or furnishing proof of loss, the
policy is automatically amended to comply with the particular state laws.

The five optional provisions are as follows:
(16) Cancellation by company. This optional provision appears in

every cancelable form of accident or health policy. Several states re­
quire that a definite number of days elapse after notification before the
policy is actually canceled.

(17) Other insurance. “If the insured shall carry with another com­
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pany, corporation, association, or society other insurance covering the
same loss without giving written notice to the insurer, then in that case
the insurer shall be liable only for such portion of the indemnity promised
as the said indemnity bears to the total amount of like indemnity in all
policies covering such loss, and for the return of such part of the premium
paid as shall exceed the pro rata for the indemnity thus determined.”

This provision docs not appear in the usual commercial accident or
health policy. It seeks to protect the company by giving it the oppor­
tunity of knowing exactly how much insurance is in force on any policy-
holder, and provides a penalty for the insured if he does not notify the
company of any insurance he may carry at present or at any later date.

(IS) Deduction of premium. “Upon the payment of claim hereunder
any premium then due and unpaid or covered by any note or written
order may be deducted therefrom.”

(19) Other insurance in the company. “If a like policy or policies,
previously issued by the company to the insured, be in force concurrently
herewith, making the aggregate indemnity for loss other than that of
time on account of disability in excess of S------, or the aggregate indem­
nity for loss of time on account of disability in excess of S------weekly,
the excess insurance of either kind shall be void and all premiums paid
for such excess shall be returned to the insured.” This limitation of pay­
ment on any claim by a policyholder does not appear in the usual com­
mercial accident or health policy of the broad type discussed here.

(20) Age limits. “The insurance under this policy shall not cover any
person under the age of------years noi' over the age of-------years. Any
premium paid to the insurer for any period not covered by this policy
will be returned on request.” ’ Most companies omit this clause from
their policy forms and depend on their own underwriting practice to keep
a check on the age limits of their policies.

Accident and health rates. The variety of forms and benefits have
so far made impossible standardized rates in accident and health insur­
ance. As previously stated there are intercompany associations which
attempt to standardize rates and policy forms; but they are not in posi­
tion to enforce their recommendation, many companies are' not members,
and commercial companies must compete with nonprofit associations.
It is easier to discuss the accident rates separately from the health insur­
ance rates.

The best effort in the direction of stabilization has been made by the
Bureau of Personal Accident and Health Underwriters in pooling the
experience of the member companies under the policy forms that are
standard for the members. This accumulation of statistical material has
been the closest approach to scientific ratemaking in this field.

Accident rates. Accident insurance rates have tended to become
more standard than health insurance rates because the business is more
profitable and easier to administer. The principal factors affecting the
premium charges are:

(I) Occupation.' Broadly speaking, companies distinguish between
(a) the commercial policy, which is intended for risks engaged in selected 
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or preferred occupations such as businessmen, professional men, and
clerical workers, and (b) the semicommercial policy, which is intended
for risks in any insurable occupation, but is usually written on wage
earners in manufacturing, agriculture, transportation, and the like. The
commercial policy gives liberal benefits with a few restrictions and is
paid for by annual premiums. It is the type that has been described in
this chapter. The semicommercial policy gives a wide coverage but is
for smaller amounts and has lower limits. Premiums may be paid quar­
terly or monthly.

Within these two main classifications are subdivisions of occupations.
The subdivisions, even in the two intercompany organizations, are not
the same. The Bureau of Accident and Health Underwriters, which
includes 30 large stock carriers, provides 14 classes of occupations, indi­
cated by the letters A to M. The commercial group includes the letters
A to D inclusive, and the semicommercial group the letters E to II inclu­
sive. Classification A is a highly selected type of risk and receives the
lowest rate. Many companies do not insure beyond Classification I.

Companies belonging to the Health and Accident Underwriters Con­
ference, which consists of all types of carriers active in the accident and
health field, may use either the 1931 extensive manual or the 1936 sim­
plified manual. The former contains 11 occupational classifications
indicated by letters AA to J, and the latter contains only four classes,
AAA, AA, A, and B. The confusion arising from the use of three clas­
sification systems is not as great as might be supposed, because 80 per
cent of the business is in the first five classes, The simplified system
seems to be gaining in popularity because of the tendency toward stand­
ardization of policies and rates.3

In the Bureau classification A, for example, a “basic policy” including
one unit of each type of indemnity would cost about $21.35 a year,
whereas the same policy in the H group would cost $91.30. This differ­
ence explains why the benefits on the seraicommercial policies are usually
limited. In the first four classes, A to D, the relation between the rates
for death benefit is, respectively: A. 100 per cent, B. 112.5 per cent, C.
125 per cent, D. 140 per cent; and for weekly indemnity A. 100 per cent,
B. 125 per cent, C. 150 per cent, D. 190 per cent.

(S) Extent of indemnity. In the past the tendency of companies has
been to set an annual premium and then see how much could be offered
for that set amount. Now the effort is to establish definite prices for
definite benefits. The Conferences recommend that the companies quote
prices per unit of indemnity. The unit for death benefit, for instance, is
$1,000. Other units are S5 a week for 26 weeks for partial disability, $5
a week for hospital and surgical expense, $500 for 52 weeks for medical
costs. A policy could thus be built up to suit the circumstances of the

’The simplified manual reduces the tendency toward false classification of appli­
cants in order to secure business, but the information given is inadequate for proper
grouping of occupations. Some of the best business may be mixed with the
mediocre. Other arguments in favor of the simplified plan: (1) very little of the
business is found in classes lower than the fifth; (2) the occupational hazard is los­
ing importance in comparison with the general public hazard. 
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case, by combining so many units of each benefit and charging for each
unit.

These various benefits do not bear the same relation to each other
within occupational groups. Death is more than 2.5 times as expensive
as partial disability in the highest occupational group, but in group H
it is about 2.3 times as expensive. Since the recommended rates do not
rest on a very satisfactory statistical basis, it is useless to discuss the rela­
tive costs of these units of indemnity in different occupational groups.

(3) Sex. Accident rates for women are, as a rule, slightly higher than
those for men in the same occupation. Policies for women are seldom
retained after age 60.

(4) Age. As a rule, flat rates are charged irrespective of age, but a
few companies grade the rates according to the age of entry. Insurance
after age 50 or 55 is usually charged with extra rates. New risks are
accepted between the ages of 18 and 60. Policies may ordinarily be
renewed up to age 65 and sometimes 70.

(5) Waiting period. Premiums are lowered by the inclusion of a wait­
ing period. For example, it is said that 32 per cent of accident claims are
terminated within 7 days, and consequently a 20 per cent reduction in
rate can be given for a 7-day waiting period. Noncancelable policies
with liberal total disability provisions are usually reduced in cost if a
longer waiting period is required.

(3) Aviation hazard.' For traveling on regular air lines the cost of
aviation accidents has been included in the regular premium, although the
risk is greater than for some other forms of travel. Extra rates are
charged, however, for airplane pilots. These rates are left in the hands
of the aviation underwriters, for which see Chapter 30.

(7) Geographical location. It is known that geography is a factor in
losses, but its only effect in ratemaking has been the attempt of individual
companies to establish rough geographical differentials.

Health insurance rates. The system of rates for health insurance is
much more simple and crude than for accident insurance. The principal
features are:

(1) Occupation. This is less important than in accident insurance,
and most companies use two divisions, occupational groups A to D being
included in the first division. The second group is rated about 50 per
cent higher than the first group.

(2) Age. Age is more important in health rates than in accident rates.
The first age division includes the ages 18 to 50. After age 50 the rates
are increased about 50 per cent in the preferred occupations, and not
quoted for other occupations.

(3) Sex. Women arc charged rates about % higher than men, and
their policies are not retained after age 55. ,

(4) Definition of illness. The policy which requires that the insured
be confined to the house in order to collect benefits is written at lower
rates than one which does not require house confinement.

(5) Waiting period. It is estimated that 20 per cent of all health 
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claims are terminated in 7 days. Therefore companies can afford to give
a reduction of about 20 per cent for a waiting period of 1 week, and 27
per cent for 2 weeks.

((?) Geography. This is undoubtedly an important factor but has
been given no consideration except by individual companies.

Gross rates. The rates quoted above are gross rates, including both
the benefits paid and the cost of operating the insurance company. The
cost of operation is added to the cost of benefits in accordance with the
following distribution of the gross premium:

Accident Health
Cost of benefits............................. ........ 45.0% 50.0%
Claim expense............................... ........ 3.6 4.7
Acquisition..................................... ........ 30.8 25.8
Other acquisition expense........... ........ 4.9 4.9
General administration............... ........ 10.0 9.0
Inspection....................................... ........ 0.4 0.4
Taxes............................................... ........ 2.8 2.7
Profit................................................ ........ 2.5 2.5

100.0 100.0
Pure Premium............................... ......... 45.0 50.0
Loading........................................... ........ 55.0 50.0

The present-day tendency is to build up the premium for accident in­
surance on the “unit” system, by estimating the cost of each type of
benefit. An illustration of the make-up of a gross rate is as follows:

One Unit
DeathSl.OOO........................................ $1.75
Dismemberment.......................................... 10
Total Disability $5............................ 1.67
Partial Disability S2.................................. 66
Double Indemnity...................................... 50
Surgical Benefits (old type)...................... 32

or
Medical Reimbursement.................. 2.32

$5 or $7

Five Units
8.75

.50
8.35
3.30
2.50
1.60

6.40

825 or $29.80

Reserves. The reserve required for the cancelable policy is an un­
earned premium reserve, for most claims do not run for more than 52
weeks. At the end of the year, 50 per cent of the gross premium on poli­
cies written during the year is assumed to be earned, and one half must
be carried in the reserve. When a policy involves the payment of life
benefits or long term benefits, a claim reserve, equivalent to the present
value of the future benefits to be paid, must be carried in addition. Since
noncancelable contracts are life contracts, they must, in addition, pro­
vide a reserve for any increase in claims that may occur in the future,
and must have what may be called a “level premium” reserve, since the
payments at early ages are more than sufficient and the premiums, col­
lected at later ages are inadequate for the losses at such later ages.
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Suggestions on Buying Accident and Health Insurance

A discussion of the principal features of an accident and health con­
tract will give the policy buyer some basis upon which to choose his
policy with discrimination. In this connection we must consider the
actual obligations of the company, and not what it may do out of gen­
erosity. Nevertheless the character of the company is very important.

1. Standard provisions. Those numbered 1 to 15 are required by
law, but provisions 16 to 20 are optional. Numbers 17, 19 and 20 are for
the company’s protection.

2. Insuring clause. The more restrictions in the clause (such as
losses resulting “directly and independently,” injuries being effected
“solely through external, violent and accidental means,” and the like)
the less liberal the contract. A good test is to consider whether the
policy would have cohered some accidents or illnesses you are familiar
with. Note that there is a technical meaning to the words “accidental
means.”

8. Total disability, (a) The requirement that the claimant be un­
able to follow “any gainful occupation” is less liberal than “any substan­
tially gainful occupation” or “his occupation.” Provisions may be in­
serted requiring confinement to the house. The expression “continuous”
total disablement or illness is open to various interpretations, (b) Look
at the period of time for which indemnity is granted—it may be for 52
weeks or it may be for life. See whether an ill person must be confined
to the house.

4- Partial disability, (a) Look at the definition of partial disability.
(b) The period of indemnity may be as long as 500 weeks or as short as
10 weeks.

5. Lump sum benefits. These are usually without pitfalls, but some­
times there are qualifications on the manner in which the injuries are in­
curred, or on the time within which these losses must occur.

6. Hospital and surgical benefits. These may be of the “specific”
or “blanket” form. The blanket form gives more but costs more.

7. Death. Usually death must occur within a definite period after
the accident. Obviously the longer period is more desirable for the
insured. No indemnity is paid for death from disease.

8. Excluded risks. Examine carefully what risks are excluded for
they may be widespread accident hazards or prevalent diseases. Some
policies list what is included in the coverage; these as a rule are less lib­
eral policies. Some policies offer very large indemnities but with so
many exclusions that the company’s chance of having to pay is very
small. For example a policy may offer §5,000 for death, but only if in­
curred while the insured is riding as a passenger on a common carrier.

9. Waiting period. If the insured does not need indemnity for the
first few weeks of disablement, he can reduce his premium by incorporat­
ing a waiting period in the policy.

10. Renewal. Except .under a “noncancelable” policy the insured
may find his insurance not renewed by the company at a time when he 
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needs it most—after he has lost a leg or an eye, for example. On the
other hand, noncancelable insurance is expensive. Few well-known com­
panies now write noncancelable policies. The buyer must choose be­
tween the two evils.

11. Frills. Some policies seek to attract by unusual benefits not con­
tained in other policies or large indemnities for particular cases. The
buyer is likely to place a higher value upon these benefits than they
deserve.

12. Form of policy. In general, the more confused and difficult to
understand the policy is, the more carefully it should be examined.
Policies that have little to offer are often purposely drawn in confused
form to discourage examination.

13. Character of company. Although we have emphasized only the
obligations of the company and the possible undesirable interpretations,
nevertheless the insured is justified in giving full consideration to the
company’s past record in the settlement of claims.

Summary
I. Accidents and disease cause great economic loss, the consequences of which

are partly avoided by
A. Workmen’s compensation, which covers only work accidents and not all

of them,
B. Employee benefit plans, which provide only limited benefits and are not

widespread,
C. Disability benefits of life insurance policies, which cover only total per­

manent disability and are small in amount,
D. Accident and health insurance, at present the most effective plan of pro­

tection, and written under the following plans:
1. Commercial policies with liberal benefits,
2. Industrial policies, with low benefits and small premiums,
3. Noncancelable policies, now comparatively rare,
4. Limited policies, with restricted benefits, covering only specific con­

tingencies,
5. Group accident and health policies,

E. Hospitalization plans, which have grown fast in popularity,
F. Fraternal society benefits, which are usually of limited amount.

II. Compulsory and voluntary health insurance under government auspices,
available in foreign countries, is not yet in operation here generally.

III. Commercial accident and health insurance
A. A typical accident contract provides

1. Payments for loss of time away from work,
2. Reimbursement for medical and hospital costs up to the limits stated

in the contract,
3. Lump sum payments for loss of limbs or sight,
4. Lump sum payment to beneficiary if death occurs.

B. A typical health policy provides payments for
1. Loss of time away from work, usually with a limit of one year for such

payments,
2. Additional benefits of stated amounts if the illness requires hospitaliza­

tion or an operation.
C. Standard provisions are contractual provisions, which the states require

be made part of the policy, for the protection of the insured,
D. Accident insurance rates are determined chiefly by

1. Occupation,
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2. Extent of indemnity,
3. Waiting period.

E. Health insurance rates are determined chiefly by
1. Occupation,
2. Age,
3. Waiting period.

F. Reserves are required for
1. Unearned premium on all policies,
2. Claims still in process of payment,
3. Level premium in noncancelable policies.

G. Suggestions to buyers.
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Problems
1. What advantages has a company providing a total disability clause in a

life insurance contract, compared with a company selling an accident and health
insurance contract, when moral hazard is involved?

2. Brown states that he does not need accident or health insurance because
he works in Wisconsin, where there is a liberal workmen’s compensation act.
What exceptions would you take to his conclusion?

3. Compare the protection given by an employees’ benefit association with
that afforded by an accident and health policy.

4. Are all the arguments in favor of group life insurance also applicable to
group accident and health insurance?

5. Compare the benefits of (a) life insurance total disability clause; (b)
protection against disability in an accident and health policy; (c) disability
protection in an industrial life policy; (d) disability protection by a fraternal
society life policy.

6. White was formerly a salesman, but an accident paralyzed one side and one
leg. He formerly made about $6,000 annually in commissions and now earns S9
a week selling newspapers. How would the total disability clause described in
this chapter apply to this case?

7. Why is a ticket accident policy unsuitable as a means of permanent
protection?

8. What is the proper function of "limited” accident and health policies?
Under what conditions is the sale of such policies harmful?

9. If the following clause were eliminated from a cancelable policy would
the omission make it what is ordinarily meant by “noncancelable policy”?
Why?

“The Company may cancel this policy at any time by written notice to the
insured or mailed to his last address as shown by the records of the Company,
together with cash or the Company’s check for the unearned portion of the
premium actually paid............”

10. Would you be in favor of including in the Standard Provisions Law (1)
a definition of total disability, (2) a definition of partial disability, (3) a pro­
vision requiring all accident policies to be noncancelable, (4) a provision
restricting all policies to a waiting period of one week?

11. Compare the following two accident and health policies:
A. Total Disability.—While the insured is continuously prevented from

engaging in any labor the company will pay, etc......................
Accidental Injuries.—This policy indemnifies for results occasioned
solely bv accidental bodily injuries

B. Total Disability.—While the insured is prevented from engaging in any
substantially gainful occupation the company will pay, etc. . . . ._ .
Accidental Injuries.—This policy indemnifies for results of visible in­
juries resulting from external, violent and accidental means...............
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12. The insured ate a hearty meal, and 15 minutes later went in swimming.
He sank without a sound or struggle. Can the company contest the claim
under the conditions of Problem 11-B?

13. As the train was approaching his station, the insured went up to the
baggage car to get his dog, so as to be prepared to get off. While he was
untying the dog there was a collision, and the insured had to have both legs
amputated as a result of injuries received. Can he recover under a “ticket acci­
dent policy”?

14. The insured was killed by gas escaping from a defective gas meter while
he slept. Can his claim be contested under policies like those in Problem 11?
Suppose he was drunk at the time of asphyxiation?

15. The insured was asked by his brother-in-law to assist him in carrying a
heavy bureau downstairs and as a result incurred hernia. Can the insured
recover under a policy that covers “bodily injury from accidental means”?

16. Why is it that, although many fraternal societies have had financial
trouble with their life insurance, very little trouble has been encountered with
their sick benefit funds?

17. Why is a noncancelable accident and health policy desirable, from the
insured’s point of view? Why are not more such policies written?

18. If a person carries a noncancelable accident and health policy for four
years and then discontinues it, should he receive any surrender value?

19. If a company issuing a cancelable accident and health policy proposes
to encourage renewals, how would you, as a policyholder, prefer to receive
this encouragement—iu the form of accumulative benefits, or as reduced pre­
miums?

20. A noncancelable policy (accident and health) was at one time issued
containing a two-year incontestable clause. This clause was soon dropped from
later policies. What do you suppose was the reason for the elimination?

21. What are the various plans by which an individual may provide in advance
for the payment of hospital expenses?

22. How can the insured, in health insurance, obtain the maximum protec­
tion for serious illness at the lowest cost?

23. What is the difference between the tests for temporary total disability
and permanent total disability in the usual broad form of accident policy?

24. Assume that an insured has S200 expense for hospital and S400 expense
for surgical operation. Explain why the indemnity he collects might be dif­
ferent under a “blanket” reimbursement provision and under a “specific” re­
imbursement provision.

25. Outline the accident and health policy which you think would fit your case,
and estimate what its cost would be.



CHAPTER 15

Workmen’s Compensation Insurance

Risk covered by compensation insurance. An employee in industry
may (a) suffer an accident or (b) contract a disease, arising out of the
occupation he is engaged in and during his employment. He then has a
legal right to claim compensation (or damages) from the employer.
Compensation insurance (or employers’ liability insurance in some in­
stances) agrees to reimburse the employer for amounts which he is legally
liable for, and also furnishes valuable services in connection therewith.
It is actually, therefore, a security to the employee for the payment of
compensation benefits he may be entitled to under the law.

Industrial accidents. It is estimated that industrial accidents com­
prise annually about 17,000 deaths and nearly 1.5 million nonfatal acci­
dents. The total of killed and injured would exceed the population of
any but our larger cities.

The most important desideratum, of course, is to prevent these acci­
dents, and experience has shown that many of them are preventable by
(a) mechanical safeguards and protection, (b) education and improve­
ment of morale, and (c) proper organization and management. There
will, nevertheless, always remain a residue of unprevented or unprevent-
able accidents, and for these the injured workman has a legal right of
action, or a statutory claim for compensation, against the employer. In­
surance not only indemnifies for accidents but is very closely connected
with accident prevention, because (1) the more efficient the prevention,
the smaller the loss claims to be paid by insurance companies, and (2)
the safer the working conditions, the lower the insurance rates. The
economic incentive strongly promotes prevention and protection.

Industrial diseases. An industrial disease is one contracted pri­
marily from specific conditions of the occupation, such as respiratory
diseases from dust in mining, skin diseases from acids in manufacturing,
lead poisoning in pottery work, poisoning from volatile solvents, diseases
of joints from the use of steam hammers, and so on. There are no re­
liable figures on the extent of industrial disease, an unfortunate lack,
since disease under many conditions is often virtually a certainty al­
though disease is more easily preventable than are industrial accidents.

As in the case of accident, the diseased employee has a legal claim
against the employer. But fewer states have statutes providing com­
pensation for disease than for accident, and at common law an employee’s
chances of recovery are much less than for industrial accident.

The losses entailed by industrial accidents and diseases fall: (1) upon
279 
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the employee, through loss of time, loss of wages, and medical expense;
(2) upon the employer, through labor turnover, friction with employees,
and legal expense; (3) upon society, through decreased productivity and
the expense of caring for dependents of the injured.

Legal basis of compensation insurance. In 47 states and five terri­
torial possessions, an injured workman is entitled by statute to compen­
sation for industrial accidents.1 A qualification upon this statement is
that none of the laws include in their scope (a) all employers and (b)
all employments. It is estimated that the compensation laws cover only
one half of the employees with the result that many workers still have to
rely on the liability system.

Employers’ liability system. Prior to 1837, the employee, if he had
any rights against the employer for injury, at the most had no more rights
than a stranger. Even many years later he could not recover damages
from the employer unless he could clearly prove definite negligence on
the part of the employer. The law later imposed certain obligations
on the employer, such as to provide a safe place to work, safe tools and
appliances, and reasonable carefulness in engaging workers. But certain
legal defenses developed during the succeeding fifty years for the em­
ployer’s protection, mainly the following:

(n) Contributory negligence. If the employee’s negligence contrib­
uted to the accident in the slightest degree, he lost all right to collect
damages. I

(b) Fellow-servant doctrine. If the employee was injured as a result
of the negligence of a fellow worker, he was barred front right to recovery
on the assumption that by.working with such a person he assumed the
risks of the latter’s actions.

(c) Assumption of risk rule. An employee entering an employment
was presumed to accept all the ordinary and customary risks of the em­
ployment, on the ground that he was paid for accepting such risks.

(d) Death limitation. In some states the right of action against the
employer ceased with the death of the injured party. It was a personal
right, and if action was not begun by the injured party it could not be
asserted by his dependents after his death.

(e) Burden of proof. The burden was on the plaintiff (the employee)
to show that the employer was guilty of negligence, that the accident
was the direct consequence thereof, and that his own negligence did not
contribute to the result.

In addition to using these defenses, it became a common practice for
employers to insist that the employee, as a condition of employment,
sign a waiver relieving the employer of all liability and thus contracting
away his legal rights.

Beginning with the English law of 1880 these defenses were modified
by court decisions and statutes so as to alleviate slightly the hard lot of
the workman. The contributory negligence rule was changed in some
states to the comparative negligence doctrine, whereby the workman re­

1 Mississippi is now the only state where he must sue the employer for negligence
and try to recover damages by court action.
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covered in inverse proportion to his own negligence. The fellow-servant
rule was restricted in application to those who worked in the same de­
partment, and foremen and managers were no longer considered fellow
workers. Failure to comply with safety statutes was made prima-facie
evidence of an employer’s negligence, and increasing burdens were placed
upon the employer. Nevertheless, the system was, and still is, most un­
satisfactory from every standpoint, as is shown later.

Employer’s liability insurance. Since the injured employee might
sue the employer and recover damages it was necessary for the employer
to protect himself against the consequences of such suit. He purchased,
therefore, a liability policy, under which an insurance company partly as­
sumed the risk of paying such judgments as injured workmen might ob­
tain. This type of contract is still valuable where compensation has
not supplanted the negligence system, for it furnishes insurance against
liability to workmen not covered by the compensation statutes. In com­
pensation states, however, separate liability policies have largely dis­
appeared.

Defects of the liability system. The liability system was most un­
satisfactory for the following reasons:

1. It was based upon personal fault, although many accidents were
due to no personal fault.

2. No damages were recovered by injured workmen in from 25 to
33 1/3 per cent of the cases.

3. The compensation paid bore no relation to the needs or justice of
the case. Juries gave notoriously uncertain verdicts.

4. Under the contingent fee system, on the average, one fourth of the
damages recovered by workmen went to lawyers as fees.

5. Damages were aw'arded only after lengthy litigation, and in the
meantime the workman or his dependents often suffered severely.

6. Employers were forced to spend large sums of money in the de­
fense of suits, some legitimate and some groundless.

7. Unpleasant relations -were frequently created between employers
and workmen because of suits and their results.

8. Insurance was for the benefit of the employer and not the injured
party. In fact, the insurance company was obligated to defend suits
brought by workmen.

9. The community was assessed for the exorbitant cost of the legal
machinery necessary to handle the multitude of cases.

10. Inability to recover damages for injuries led to destitution, reliance
upon charity, and a lowered standard of living. It is worth noting that
many of these criticisms apply to automobile accidents today.

The compensation, theory. Compensation scraps the theory of negli­
gence and holds the industry responsible for an industrial accident. It
provides by law a definite coinpcnsation for injuries instead of leaving
the case to be determined by a lawsuit, and it makes the employer, as
the representative of the industry, liable for the payment.

Jurisdiction over compensation. Although generally the regulation
of employer-employee conditions belongs to the state, in several instances 
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such relationship is subject to federal jurisdiction. All employees ex­
cept the following are covered by state compensation acts:

(a) Federal employees covered by the Federal Compensation Act.
(b) Employees engaged in interstate commerce. (The most numerous

group, railroad employees, are covered by the Federal Employers’ Lia­
bility Act.)

(c) Maritime employees. (Stevedores are covered by the Longshore­
men’s and Harbor Workers’ Compensation Act. Seamen must sue under
common law in the Admiralty courts.)

The Federal compensation acts are not hereafter specifically referred
to, but in character they are essentially similar to the state statutes dis­
cussed.

Nature of compensation laws. Compensation laws are broadly di­
vided into two groups, the compulsory and the optional. In 18 states
compensation for employees of private industry is compulsory and in 29
states it is optional. In 18 of the states here classified as compulsory,
however, the compulsion principle is applied only to certain enumerated
“hazardous” industries and is optional for “nonhazardous” industries.

In 23 states compensation is compulsory for public employees.
In states where acceptance of the compensation principle is optional,

the privilege is usually more nominal than real, because in the absence
of acceptance the employer loses certain legdl defenses and the workman
loses certain benefits. It is therefore to the interest of employer and
workman to accept the compensation act. An employer who belongs in
one of the specified groups or who voluntarily elects the compensation
system thereby accepts a specified and limited liability under the com­
pensation law in exchange for his liability to suit for damages. Failure
to accept the compensation law, however, usually subjects the employer
to the loss of the common-law defenses previously referred to. The em­
ployee is presumed to accept unless he specifically declines.

The inclination is toward universal or general coverage as the best
form of law. It is very common, however, to find that state laws do not
apply to casual labor, workers who perform duties at their homes, domes­
tic servants, and farm laborers. Some state laws do not cover what are
considered as nonhazardous industries, especially agriculture and domes­
tic service, and small establishments. These exceptions have little to
recommend them except expediency and are rarely founded upon any
sound reasoning. As a result of exclusions and exemptions such as have
been mentioned, it is estimated that not more than one half the employees
in the United States are covered by compensation.

Accidents covered by the laws. Although state laws differ, a com­
mon definition of the injuries covered is: “disability or death resulting
from an accidental personal injury sustained by the employee arising
out of and in the course of his employment, except where the injury is
occasioned by the willful intention of the injured employee or where the
injury results solely from intoxication.” In the two exceptions no com­
pensation is payable under the acts. In some states the laws cover acci­
dents in the course of employment, whether arising therefrom or not, 
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and in 25 states the laws cover industrial disease. The acts apply to
accidents occurring within or without the state in about two thirds of
the states; in other states the laws are not explicit in this respect.

Beneficiaries. If the employee is injured, the benefits go to him per­
sonally; in case of death, they go to his beneficiaries. In many states
the amount of compensation varies with the number and character of
dependent persons. Children are provided for in many cases until they
are 16 to 18 years of age, and widows until remarriage. A limitation is
usually placed upon the number of dependents; for example, an act may
include only dependent parents, widow or widower, and children who are
under 16 years of age. If none of these exists, brothers and sisters may
be brought within the scope of the act.

In order to reduce the costs of. the act to a reasonable figure, many
minor injuries are eliminated from consideration by the provision of a
“waiting period.” Usually the loss of time must amount to at least one
week before compensation becomes payable. In some states compen­
sation begins from the date of the injury and in others from the expira­
tion of the waiting period. The waiting period provision is often a hard­
ship upon the workman, but it seems necessary to prevent the otherwise
high cost of the act, to reduce administrative work and to prevent pre­
tended injury.

Benefits paid. The laws vary widely as to the scale of benefits paid.
Six contingencies are practically universally covered: total disability,
partial disability, specific injuries, death, medical expenses, and burial ex­
penses. The law of Pennsylvania furnishes an example that is neither
extremely liberal nor exceedingly strict.

1. Temporary total disability. Sixty-five per cent of the average weekly
wage, for not more than 500 weeks and for a maximum sum of S9.000.

2. Permanent total disability. Sixty-five per cent of the average weekly
wage, for life or until recovery, with a maximum of SIS a week for 500 weeks
and S30 a month thereafter.

3. Temporary partial disability. Sixty-five per cent of the difference between
the wages of the employee before the injury and his wages after the injury,
with a maximum limit of SIS a week for 400 weeks.

4- Permanent partial disability. For specific injuries 65 per cent of wages
for a limited number of weeks, as e.g., Loss of one hand, 200 weeks; Loss of one
arm, 265 weeks; Loss of one foot, 175 weeks; Loss of one leg, 250 weeks; Loss
of one eye, 200 weeks; Loss of two members, the aggregate of the periods
specified for each.

For other permanent partial disabilities, 65 per cent of wages for each week
of disability, with a maximum of 400 weeks.

5. Death.
(a) To a child or children if there be no widow or widower entitled to com­

pensation—33 per cent of the wages of the deceased with 11 per cent additional
for each child in excess of two. The maximum is 75 per cent of wages for
500 weeks.

(b) To a widow or widower without children—44 per cent of wages.
(c) To a widow or widower with children—from 55 to 65 per cent of wages.
(d) In the absence of any of the above dependents, then to a dependent

father or mother—25 per cent of the wages if such person is partially dependent
and 45 per cent if tvholly dependent.
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(e) In the absence of any dependents described above, then to a dependent
brother or sister—15 per cent ot the wages of the deceased and 5 per cent
additional for each additional brother or sister, up to a maximum of 25 per cent.

6. Burial expenses. In all cases the reasonable expenses of the last sickness
and the burial of the deceased are to be paid, up to the amount of S200.

7. Medical and surgical aid. During the first thirty days after disability
occurs the employer is required to furnish reasonable surgical, medical, and
hospital care, medicines and supplies up to the amount of 8200, and with per­
haps extension and increase at the end of three months.

It will be noted that the indemnity promised to the injured party de­
pends not only upon the wages that he was earning at the time of the
injury, and the seriousness of the injury, but also, in case of fatal acci­
dents, upon the number of persons dependent upon him, the closeness of
their relation, and the degree of dependency.

Administration. The provisions regarding administration may be
grouped under four heads: reporting of injuries, agreement between em­
ployers and employees, hearings of disputed claims, and appeals to the
courts. The laws of the states are veiy varied with reference to acci­
dent-reporting. Several require all accidents to be reported, whereas
many require the reporting of accidents resulting in over two or three
days’ disability. In some states all employers are required to report
accidents; in others only a few are so required. In addition accident­
reporting laws are often inadequately enforced. Administration is, of
course, equally as important as legislation, but the scope of this book
does not permit a discussion of it.

Insurance requirements. One of the most important provisions of a
compensation act is that relating to insurance. It would not be suffi­
cient to make employers liable for compensation without providing some
guarantee that the compensation will be paid. Some degree of protec­
tion is given by the statutory provision in 29 states that a compensation
award be given preference against the assets of the employer similar to
that of claims for wages. The provisions in 15 other states offer some
lesser priority of payment.

The principal protection/ for the injured employees’ claims, however,
is some form of insurance. In every state where compensation laws
exist, 47 in all, some form of insurance is required.

Methods of insurance. In 41 states, it will be noted from Table 26,
the employer may satisfy the statute by insurance in an insurance car­
rier, or by “self-insurance.” The latter means either the deposit with
the state of funds as a guarantee that the employer is able to carry his
own risk, or the filing of a satisfactory financial statement. The privi­
lege of such compliance is unquestionably a weak feature of the laws,
as will be shown later.

There are two other methods of insurance specified in the laws: (1)
insurance in a private carrier, stock, mutual, or reciprocal; (2) insurance
in a state fund. A state fund in compensation insurance is a mutual
association supervised and operated by the state. In seven states the
state fund is the sole acceptable form of insurance carrier, and the state
has a monopoly of the compensation insurance business. In nine other 
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states the employer may choose between the state fund and private car­
riers. Where such a “competitive state fund” exists, it theoretically acts
as a “regulator” of the private insurance carriers through the optional
form of insurance it furnishes. Table 26'shows the whole situation very
clearly.

TABLE 26
Compensation Insurance Requirements

Type of Insurance Number of Slates
Monopolistic state fund.......................................................... 6
Monopolistic state fund, or self-insurance.......................... 1
State fund, private company, or self-insurance................. 11
Private company or self-insurance........................................... 29
Insurance not required............................................................ 1

48

All of these methods of insurance have been discussed in Chapter 3, and
we need mention now only certain aspects pertaining to the compensation
business.

Of the workmen’s compensation premiums written in the United
States, stock companies write 52 per cent, mutuals 28 per cent, state
funds 18 per cent, and other types of organization 2 per cent. It will be
remembered that state funds exist in only 18 states, whereas private
carriers operate in 40 states. On the other hand in seven states the state
fund has a monopoly of the business. In compensation insurance few
aggregate figures can be taken at face value, as can be seen in the follow­
ing paragraph.

During the last 10 years stock carriers have expended about 66 per
cent of their earned compensation premiums for losses and loss expenses,
and the mutuals’ corresponding figure was about 65 per cent. The pres­
ent relation is about 65 per cent for stock companies and 67 per cent for
mutuals. But the commissions paid by stock companies amounted to 11
per cent of premiums as compared with 2 per cent paid by mutual com­
panies.

It might be supposed that an individual could at least ascertain what
his premium for a certain risk would be in one type of carrier as com­
pared with another. But prospective mutual dividends, experience rat­
ing, Retrospective rating, and so forth, must all be considered, and then
the service element still remains.

Another factor that enters into comparisons between types of carriers
is the "undesirable risk,” which, through one circumstance or another,
continually has accidents and consequently draws claim payments from
the insurer. State funds are obliged to accept such risks; private car­
riers accept them reluctantly and endeavor by various plans to distribute
them more or less evenly. They are generally believed to increase costs.
State funds, however, secure much business automatically and at a very
low acquisition rate; they have the prestige of the state’s name, the con­
fidence engendered by a nonprofit organization, and in some cases
financial aid.
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There is no conclusive evidence that one type of insurance carrier is
more liberal than another in making settlements with the injured em­
ployees.

These remarks are sufficient to show the difficulty of arriving at any
conclusion as to the superiority of one type of carrier over another, from
the published figures available. Furthermore it must be borne in mind
that any such conclusion would apply only to the average carrier of each
type and would therefore be of little consequence to the insured, who has
to select a particular company to insure in.

Self-insurance deserves some mention because it varies so widely with
different state laws and supervision. In one state it may merely mean
the formality of filing financial reports, whereas in another the strictest
supervision may be exercised. There is no comprehensive information
on how self-insurance is conducted in the United States, and the follow­
ing statements are largely based on an investigation in Pennsylvania.2
What is the extent of self-insurance? If Pennsylvania is any indication
self-insurers include only % of 1 per cent of the number of employers in
the state, but they represent 30 per cent of the total number of employees
subject to the compensation act.

In Pennsylvania 6 per cent of the self-insured liability was secured by
reserves represented by assets placed in trust; 13.6 per cent by funded
reserves, represented by particular assets set aside for this purpose; 0.4
per cent by surety bonds; 2.3 per cent by reserves covering other risks
and risks in other states; 45.5 per cent by mere liability entries on the
concerns’ balance sheets; and 32.2 per cent not secured at all. In ten
states a surety bond or the deposit of securities is required. In spite of
these statistics, self-insurers have had a very good record for solvency
in Pennsylvania, with exceedingly few failures to pay compensation to
the injured.

Some self-insurers carry excess loss reinsurance on single accidents to
reduce the catastrophe hazard, and a few use reinsurance for excess loss
on total payments for the year.

Standard policy form. The following extracts are from the Standard
Workmen’s Compensation and Employers’ Liability Policy. After a
period of great difficulty in attempting to conduct compensation insur­
ance efficiently under a variety of forms so as to satisfy state commis-

. sions, company officials demanded the adoption of a standard form that
would provide a basis for all compensation insurance contracts with a
minimum of change necessary to satisfy requirements in different terri­
tories. This goal was achieved with the general adoption of the stand­
ard policy form, to which an endorsement is attached that brings the
policy into accord with the requirements of the state involved.

The policy. Although the insurance policy is a contract ordinarily
between the insured (here, the employer) and the insurance company, in
the instance of workmen’s compensation insurance two additional parties
are read into the contractual arrangement: the employee, and the state.

’Teaf, H. M., “Self Insurance of Workmen’s Compensation Insurance in. Penn­
sylvania,” Department of Labor and Industry, Harrisburg, 1934.
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The Standard Workmen’s Compensation and Employers’ Liability Pol­
icy states that the company agrees:

One (a) To Pay Promptly to any person entitled thereto, under the Work­
men's Compensation Law and in the manner therein provided, the entire amount
of any sum due, and all installments thereof as they become due,

(1) To such person because of the obligation for compensation for any
such injury imposed upon or accepted by this Employer under such
of certain statutes, as may be applicable thereto, cited and de­
scribed in an endorsement attached to this Policy, each of which
statutes is herein referred to as the Workmen’s Compensation Law,
and

(2) For the benefit of such person the proper cost of whatever medical,
surgical, nurse or hospital services, medical or surgical apparatus
or appliances and medicines, or, in the event of fatal injury, what­
ever funeral expenses are required by the provisions of such Work­
men’s Compensation Law.

It is agreed that all of the provisions of each Workmen’s Compensation Law
covered hereby shall be and remain a part of this contract as fully and completely
as if written herein, so far as they apply to compensation or other benefits for
any personal injury or death covered by this Policy, while this Policy shall
remain in force. Nothing herein contained shall operate to so extend this
Policy as to include within its terms any Workmen’s Compensation Law, scheme
or plan'not cited in an endorsement hereto attached.

The entire compensation law is thus added to the policy provisions.
Each state law usually provides for a commission, under one name or an­
other, to administer the law, a part of whose duties is to supervise and,
in some states, to regulate claim payments. The state, therefore, be­
comes in effect a party to the contract.

The policy provisions also state, under Condition D, that the company,
even though its written contract is with the employer, agrees that the
obligation to pay benefits is a direct obligation on the part of the com­
pany to the employee himself:

D. The obligations of Paragraph One (a) foregoing are hereby declared to be
the direct obligations and promises of the Company to any injured employee
covered hereby, or, in the event of his death, to his dependents; and to each
such employee or such dependent the Company is hereby made directly and
primarily liable under said obligations and promises. This contract is made for
the benefit of such employees or such dependents and is enforceable against the
Company, by any such employee or such dependent in his name or on his
behalf, at any time and in any manner permitted by law, whether claims or
proceedings are brought against the Company alone or jointly with this Em­
ployer. If the law of any state in which the Policy is applicable provides for
the enforcement of the rights of such employees or such dependents by any
Commission, Board or other state agency for the benefit of such employees or
such dependents, then the provisions of such law are made a part hereof, as
respects any matter subject thereto, as fully as if written herein. The obligations
and promises of the Company as set forth hr this paragraph shall not be affected
by .the failure of this Employer to do or refrain from doing any act required by
the Policy; nor by any default of this Employer after the accident in the pay­
ment of premiums or in the giving of any notice required by the Policy or other­
wise; nor by the death, insolvency, bankruptcy, legal incapacity or inability of
this Employer, nor by any proceeding against him as a result of which the 
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conduct of this Employer’s business may be and continue to be in charge of
an executor, administrator, receiver, trustee, assignee, or other person.

The employee is further protected in this instrument by a provision
which states that knowledge by the employer of an injury or death shall
be considered knowledge on the part of the company, and the company
shall be bound by all judgments and awards rendered against the em­
ployer according to the law of compensation.

The further services of the insurance company made a part of the pol­
icy contract are:

One (b) To Indemnify this Employer against loss by reason of the liability
imposed upon him by law for damages on account of such injuries to such of
said employees as are legally employed wherever such injuries may be sustained
within the territorial limits of the United States of America or the Dominion
of Canada. In the event of the bankruptcy or insolvency of this Employer the
Company shall not be relieved from the payment of such indemnity hereunder
as would have been payable but for such bankruptcy or insolvency. If, because
of such bankruptcy or insolvency, an execution against this Employer is re­
turned unsatisfied in an action brought by the injured, or by another person
claiming by, through or under the injured, then an action may be maintained
by the injured, or by such other person claiming by, through or under the
injured, against the Company under the terms of this Policy for the amount
of the judgment in said action not exceeding the amount of this Policy.
Two To Serve this Employer (a) by the inspection of work places
covered by the Policy when and as deemed desirable by the Company and
thereupon to suggest to this Employer such changes or improvements as may
operate to reduce the number or severity of injuries during work, and, (b) upon
notice of such injuries, by investigation thereof and by settlement of any
resulting claims in accordance with law.
Three To Defend, in the name and on behalf of this Employer, any suits
or other proceedings which may at any time be instituted against him on
account of such injuries, including suits or other proceedings alleging such in­
juries and demanding damages or compensation therefor, although such suits,
other proceedings, allegations or demands are wholly groundless, false or fraud­
ulent.
Four To Pay all costs taxed against this Employer in any legal proceed­
ing defended by the Company, all interest accruing after entry of judgment
and all expenses incurred by the Company for investigation, negotiation or
defense.

Agreements One (b), Three, and Four relate to the liability that may
result from an injured employee’s rejection of benefits under the com­
pensation act and his election instead to sue the employer under the
common law for negligence, or from a suit by an employee wdro is not
covered by compensation. The policy is written for a term of one year,
and those accidents occurring within the policy period only are covered.

The employer pays for the policy a premium which is based upon his
payroll, the rate assigned to him' being applied to each S100 of payroll.
At the beginning of the policy year the probable amount of his payroll
is noted in the policy, and the premium based on this estimate is charged
as a deposit premium. Either at the end of the. year, or at three- or 
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six-month intervals, the actual payroll is ascertained and an adjustment
made, the insured paying more or receiving a refund as the actual pay­
roll proves to be larger or smaller than the estimate.

The insured employer agrees to allow the company to inspect the plant
and machinery at reasonable times; to allow the company to examine the
employer’s payroll records at any time during the policy period and for
one year after that date; to give immediate written notice to the com­
pany upon the occurrence of ah accident or a claim.

The policy has no face amount, or maximum limit of loss payment by
the company. Whatever payments are called for by law will be made
by the company, and the amount of insurance is not diminished by any
loss payments.

Like other insurance contracts, this policy is a personal contract.
Specifically, the particular employer’s obligation under the workmen’s
compensation law is insured, and the insured therefore cannot assign his
insurance policy to another, a buyer of his business for instance, without
the consent of the insurance company.

The policy, according to its terms, may be canceled by either party’s
giving not less than ten days’ written notice to the other. This provision,
like all others in the contract, is subject to the conditions of the work­
men’s compensation law in the territory involved.

Workmen’s compensation rates. Workmen’s compensation rates,
like most other insurance rates, are made by concerted action; in fact
they furnish one of the best illustrations of co-operative ratemaking.
The most important rateraaking body is the National Council on Com­
pensation Insurance, a federation of the principal stock and mutual com­
pensation carriers throughout the United States. It furnishes a central
clearing house for statistics and the solution of ratemaking problems.
No state is compelled to adopt the recommendations of the National
Council, and several states have state rating boards of their own. Ex­
clusive state funds also make their own rates. National Council recom­
mendations are, nevertheless, adopted by many states.

Compensation rates may fundamentally be divided into two classes:
manual rates and merit rates. The former are published in a manual
and show for each classification of industries the rate necessary to charge
in order to pay the average losses and expenses of that classification for
the given state and yield a reasonable profit to the company. But the
manual rate, although most important as a starting point for all com­
pensation rates, is not necessarily the final rate charged to the purchaser
of insurance. In order to achieve justice among individual employers,
merit rates have been devised which take into account the tangible fea­
tures of the individual risk, or its past accident history.

Manual rates. A rate, to be adequate, must be sufficient to cover
three item§ of cost: (1) the pure premium, which covers the amount ex­
pected to be paid in benefits; (2) the loading for expenses, which covers
the cost of management and obtaining business; (3) the profit of a stock
company. In computing the pure premium it is necessary for the rate­
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maker to obtain an amount that will be sufficient to cover not merely the
initial benefits paid under policies but the ultimate benefits, which may
extend over a long period of years.

The basis for all compensation rates is the relation of losses to pay­
rolls, which shows the pure premium that must be collected on each S100
of payroll to cover losses (in the paint manufacturing industry, for ex­
ample) . Seven or eight hundred such industries or occupations are rec­
ognized as “classifications” in the making of manual rates. Opposite is
a sample of a classification page of the compensation manual.

The code numbers shown opposite the classifications then appear on a
rate page in the manual, which, of course, varies for each state. A rate
page is illustrated on page 292.

It is not difficult to comprehend that the total losses for the five most
recent years, on paint manufacturing establishments in a given state
(say New Jersey), can be totaled and divided by the total payrolls on
which these losses were incurred.3 This process furnishes the pure pre­
mium for this classification, derived from the experience in New Jersey
alone, and therefore the premium so derived may be called a “state pure
premium.” (See Columns 1, 4, and 6 of Table 27.) Ratemaking would
be simplified if all premiums could be arrived at in this way.

Many industries are so inadequately represented in some states that
the experience of such industries classified by states is too meager for
ratemaking purposes, and a statistical assumption must be employed.
Since, for example, we cannot depend upon the past experience on coal
mining in Michigan to fix a rate for coal mines in that state, the pure pre­
miums on these industries must be determined from their experience in
the country as a whole or at least in several states. To determine the
pure premium for paint manufacturing, for example, means combining
the losses per S100 of payroll in paint manufacturing concerns in several
states. But the various states have different compensation laws, and the
losses will be influenced by the provisions of the acts. In other words, as
the losses stand they are not comparable, and before being added to­
gether to arrive at the general experience, they must be reduced to a com­
mon level. We may, however, take some one compensation law as a
“standard law” and find what the loss experience of each state would
have been if the state were operating under this “standard law.” We
can find this theoretical loss experience by multiplying the actual loss
experience of each state by a differential or reduction factor that ex­
presses the relation of the loss as it would have been under the “standard
law” to the actual loss in the given state, say as 1.10'is to 1.00. (See

’ In Chapter 23, it will be seen that changes in the loss ratio are used as indica­
tions that fire insurance rates should be raised or lowered. If the loss ratio in
compensation insurance normally should be .60 of premiums and has risen from .59
to .63. the rise is an indication that the premiums in the past have tended toward
insufficiency. It will be necessary to raise the “rate level” when the rates are re­
vised. and for this purpose all loss totals will have to be multiplied by the ratio
of the normal loss ratio to past actual ratio. In this instance the multiplier would
be .63/.60 or about 105 per cent. In the illustrative table accompanying this chap­
ter it is assumed that this has already been done before the entries were made in
Column 1.
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Column 2 of Table 27.) In practice, three reduction factors are used',
one for serious, one for nonserious, and one for medical losses, because
the proportion of each of these to total losses varies in different states,
owing to the character of the industries.

When by this method one or more reduction factors have been found

Pyroxylin Plastic Goods Mfg.—(Pyroxylin or Pyroxylin
Plastic manufacturing to be separately rated)  4452

Pyroxylin or Pyroxylin Plastic Mfg  4440
This classification is applicable to the manufacture of
celluloid, and similar compounds having a nitrocellu­
lose base. This classification is not applicable to the
nitration of cellulose for the manufacture of explosives.

Quarries—cement rock—including construction, re­
pair or maintenance of all buildings, structures, or
equipment; installation of machinery; Drivers,
Chauffeurs and their Helpers  1654

Quarries N. O. C.—including the operation of crush­
ers; construction, repair or maintenance of all
buildings, structures or equipment; installation of
machinery; Drivers, Chauffeurs and their Helpers.. 1624

Quilt Mfg.—no mattress or box spring manufacturing 2571

Radiator Mfg.—automobile—N. P. D  3807
Radiator or Heater Mfg.—cast iron  3175
Radio Apparatus Mfg. or Assembling N. O. C  3681

Radio Broadcasting or Commercial Wireless Stations:
Transmitter or Field Employees—including Drivers,

Chauffeurs and their Helpers  7609
Salesmen  8742
All Other Employees—including control operators

confined to studio exclusively, announcers, play­
ers, entertainers, musicians or clerical office
employees.....................................................................  7610

The actual remuneration of players, entertainers or
musicians must be used unless the amount exceeds
$100 per week, in which event $100 shall be used as
representing the actual weekly remuneration of each
player, entertainer or musician.

Radio Receiving Set Installation or Repair—including
erection of antennae; Drivers, Chauffeurs and their
Helpers.................................................................................  5190

Radio Tube Mfg  4112

Fig. 15. Example of Manual Classifications. 
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for each state, the losses for the country as a whole can be grouped to-
gcther for individual classifications (industries and occupations) and
compared with the payrolls of individual classifications. This compari-

NEW YORK
Page 3

Original Printing

CodeNo. Rate
L.&E.Const. Min.Prem.

§Ex-Med.Ratio Code
No. Rate

L. & E.Const. Min.Prem.
8Ex-Med.Ratio

k2531 .98 24. 39. .27 2759 5.52 24. 100. .21k2532 X —- —— __ k2763 2.81 24. 66. .222534 .87 24. 37. , -31 2766 2.22 24. 57. .22k2537 .91 ' 24. 38. .27 2790 1.45 24. 46. .24k2538 2.87 24. 67. .15 2791 1.34 24. 44. .22
2560 .83 24. 36. .30 2802 5.28 24. 100. .17k2570 2.70 24. 65. .20 k2804 2.83 24. 66. .23k2571 2.27 24. 58. .26 28122575 2.57 24. 63. .25 2835 1.67 24. 49. .252576 X — — — 2836 2.49 24. 61. .20

k2578 X — __ 2841 3.38 24. 75. .212585 z — — —— 2881 2.36 24. 59. .26k2586* 1.74 24. 50. .25 2883 2.53 24. 62. .222587 1.68 12. 37. .27 2913 1.72 24. 50. .232600 1.70 24. 50. .20 2915 4.28 24. 88. .23
2623 2.20 24. 57. .19 2916 3.66 24. 79. .242640 5.26 24. 100. .21 2920 1.64 24. 49. .242651 3.10 24. 71. .21 2923 1.64 24. 49. .242654 . 2.37 24. 60. .19 2942 1.12 24. 41. .25k2660 .96 24. 38. .28 2960 7.97 24. 100. .21
2670 .55 24. 32. .31 3002 2.54 24. 62. .232681 1.62 24. 48. .20 3004 2.49 24. 61. .21k2683 1.54 24. 47. .26 3017 3.58 24. 78. .192686 2.39 24. 60. .20 3018 3.95 24. 83. .21k2688f 1.24 24. 43. .32 3022 2.65 24. 64. .23
2702f 14.72 24. ft .26 . 3027 3.11 24. 71. .222710 f 10.56 24. tt •17 3028 3.32 24. 74. .242714 6.05 24. 100. .20 3030 6.42 24. 100. .212731 5.61 24. 100. .18 ’ 3040 5.79 24. 100. .21
2735 4.44 24. 91. .20 3041 2.75 24. 65. .272737 4.04 24. 85. .18 3042 2.72 . 24. 65. .202741 7.62 24. 100. .19 3060 5.84 24. 100. .212747 ■4.60 24. 93. .20 3064 2.83 24. 66. .25

Fig. 16. Example of Page from Rate Manual.

son shows the loss that is to be expected upon each S100 of payroll, on
the average, in each classification. This loss might be S.85 for paint
manufacturing, S.95 for automobile manufacturing, or §1.90 for can man­
ufacturing, to assume figures for illustration. (See Column 5 of Table
27.)

We now have two sets of data, one from New Jersey experience and 
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one from national experience, but the national experience losses must be
made comparable with the New Jersey figures. A process inverse to
that used for combining individual states is now used. The national re­
sults are divided by the state differentials for New Jersey and thus put
upon a New Jersey basis. For example, if the national premium for
serious injuries is computed to be §0.33 and the New Jersey differential
for serious injuries is 1.10,-we have §0.33/1.10 or §0.30 on a New Jersey
basis. (See Columns 5 and 6 of Table 27.)

Now the national and the state results can be combined, but they are
not given equal importance because it is desired to place as much reliance
as possible on individual state results.4 If the volume of state experi­
ence on this classification were sufficient, state experience alone would be
used and that experience would receive a weight of 1.00. If the state ex­
perience is not in sufficient volume to merit 100 per cent reliance, it may
receive the next lowest weight of 75, and so on. These weights are ap­
plied separately to serious, nonserious, and medical costs. Thus the
final pure premium for serious cases may be computed as follows:

Experience Pure Premium Weight
New Jersey  S0.217 X .75 = .163
National................ 0.300 X .25 = .075

Final rate .24

To the final pure premium rate must be added an allowance for ex­
penses and profit, and the result will be the manual rate. Suppose that
in states where ordinary taxation is levied, expenses are found to equal
40 per cent of the manual rate, distributed about as follows:

Acquisition Cost  17.5 per cent
General Expenses and Auditing  9.5 “ “
Inspection and Bureau Expense  2.5 “ “

- Adjustment of Claims...................................... 8.0 “ "
Taxes.................................................................... 3.5 “ “

Total  41.0 “ “

Then the pure premium of §0.62 shown in the table must be increased to
§1.05 in order to cover these expenses. The amount of §1.05 (the manual
rate) is found by dividing the pure premium (§0.62) by (1-.41). In the
rate manual this information may be presented in various ways. For
example, the rate manual will furnish the name and description of each
classification and a special number designating the same. By reference
to separate sheets, the rate for each numbered classification in dollars
and cents may be found for any individual state as in Figure 16.

In some jurisdictions there are modifications of this simple system of
expense loading. One modification is to grade the expense loading with 

* State results would be used exclusively if the volume of experience were large
enough. As the experience diminishes the results fluctuate more and more, and
thus become less reliable for ratemaking purposes. Since the relation between the
experience and reliability is theoretically known, a scale can be constructed showing
the reliability for a given, experience.
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the size of the premium. Another is to add for expense 37.5 per cent of
the gross premium and a $10 constant. This process also reduces the
loading on large premium risks.

TABLE 27
Construction of a Compensation Rate

(1) (2) (3) (4) (3) (0) (7)

Losses*

State
Differ­
ential

(1) X (2)
Losses

on Stand­
ard Base Payroll

100 [(1) 4- (4)]
or

100 [(3) 4- (4)]
Losses

(o
Payroll

(5) 4- (2)
Losses

to
Payrolls

N. J. Basis Weights

New Jersey
Serious..........
Nonserious...
Medical.........

130,000
160.000
100.000

1.10
1.00
1.20

60,000,000

.217

.267

.167

.651

.217

.267

.167

.651

.75
1.00
.25

390.000

State “A”
Serious..........
Nonserious...
Medical.........

303.514
400.000
200,000

960,000

1.40
1.30
O.SO

425,000
520.000
160,000

1,105,000 130,000,000
State “B"

Serious..........
Nonserious...
Medical.........

41,250
50,000
10.000

1.60
1.50
1.20

66,000
75,000
12,000

17,000,000101,250 153,000

National (State
Serious..........
Nonserious..
Medical....

s A and B com bined)
491,000
595.000
172,000

147,000,000

.33

.10

.12

.30

.40

.10

.SO

.25

.00

.75

1.25S.000

Final Pure Premium Rate

Serious (.217 X .75) + (.300 X .25) - .238
Nonserious (.267 X 1.00) + (.400 X .00) ■» .2G7
Medical (.167 X .25) 4- (.100 X .75) = .117

.62

* Figures in this column have already been adjusted for change in “rate level.”

Merit rating. A merit rate is a rate which recognizes that a given
risk is inferior or superior to the average risk in its classification, and in
recognition of this fact is higher or lower than the manual rate for that
classification. The manual rate in compensation insurance may be
superseded by (1) a schedule rate or (2) an experience rate.

Schedule rating. The system of schedule rating is designed to meas­
ure the visible elements of hazard and to fix the rate according to the re­
sults of this measurement. The process includes briefly the following
steps:

(a) The establishment of certain standards of safety in industrial
plants and operations.

(b) The inspection of risks to determine how nearly such risks ap­
proach or excel the standards established.

(c) An increase or decrease in the rate for deviation from the stand­
ards established.

Until about 10 years ago schedule rating was an important device m 
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compensation insurance. With the lapse of time it came to be con­
cluded that its defects overshadowed its advantages, and in 1933 the
National Council abolished it. Four states continue its use, however,
and one well-known schedule is the New York Industrial Schedule.

The advantages of schedule rating are the following: (1) It establishes
different rates for risks that are within the same general classification
but vary from the average risk of that classification; (2) It directs the
attention of the employer to specific defects that require a remedy; (3)
It enables the insured to reduce the rate by remedying the bad fea­
tures of his risk; (4) It furnishes an incentive for accident prevention.

The early schedules, however, overemphasized the importance of struc­
tural and mechanical factors upon losses, partly in an endeavor to pro­
mote industrial safety. When physical conditions had greatly im­
proved, the schedules’ precautionary effectiveness disappeared, and it
was even suggested that by emphasis on the wrong points they interfered
with safety work. In many cases there was no relation between the
schedule rate and the actual experience on the risks. A third factor was
that applications of the schedules always developed less premium than
would have been received on the same risks at manual rates.

Schedules were never applicable to all types of risks: some risks were
excluded because they had few mechanical features to appraise, such as
schools; others because they had no fixed place of business, such as con­
tracting. It had been necessary to restrict schedule rating to risks with
more than, say, $150 premium at manual rates and more than 820,000
payroll. This restriction excluded most of the small establishments, and
schedule rating benefited only 2 to 3 per cent of all the insured risks.

Experience rating. This is designed to measure both the intangible
and tangible elements of hazard by comparing the actual loss experience
of the individual risk with the expected losses, with the idea of modifying
the manual rate favorably or unfavorably as the comparison is favorable
or unfavorable. Ordinarily such a plan is limited to risks with a pay­
roll of a certain size and a loss experience covering two or three years.

A number of different experience rating plans have been in use, all
with the same fundamental idea of comparing actual losses with ex­
pected losses and using this comparison to modify the manual rate.
Thus w’e have

Actual Losses
Expected Losses

= Per cent of manual rate.

Experience rating is applied to all risks that meet the size and time re­
quirements. With few exceptions it is not an elective rating method
chosen by the insurance buyer.

The fundamental equation for one important form of experience rat­
ing, the “multi-split” plan, is

Primary Actual Losses + “B” 4- (“W” X Actual Excess Losses)  Per cent of
Primary Expected Losses + “B” + ("W” X Expected Excess Losses) manual rate
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The numerator is the measure of actual losses, and the denominator of
expected losses. Two kinds of losses appear in the numerator, primary
and excess losses. These are derived from the' total actual losses by
reducing the amount of each claim over 8400 5 in accordance with a table.
Briefly the purpose of the table is to discount larger losses more than
smaller ones on the theory that experience rating should have greater
effect on a risk thgt, for example, has developed 84,000 in losses because
of a large number of small claims than on a risk that has developed
84,000 in losses because of one or two large claims. The losses thus ar­
rived at are the primary losses, and the excess of the total losses over
these primary losses is the excess losses. For example, in a 8400 state,
the computation might appear as follows:

Individual Maximum Primary Excess
, Losses from Table Loss Loss

S 75 S 75 S 75 S 0
2,000 1,0-10 1,040 960

500 480 4S0 20■ ---- --- ___ _ __
S2.575 SI,595 SI,595" soso

This process illustrates two important features of the multi-split plan:
(a) the higher the benefit scale of the state the higher the permissible
primary loss, because different tables are used for $300, $400, and 8500
states; (b) the higher the individual loss the smaller the proportion of it
is considered as primary loss. '

It will be best to consider next the item “AV,” which appears in both
numerator and denominator. It is the weight given to excess losses in
determining the result. The same weight is used in the numerator for
actual losses and in the denominator for expected losses. On a smaller
risk a real catastrophe element of loss cannot be given consideration.
As a risk becomes larger and more nearly approaches the size that would
permit ratemaking solely on the basis of its own experience, greater con­
sideration is given to the catastrophe possibilities, as reflected by excess
losses both actual and expected. “AV” varies for 8300, 8400, and 8500
states, and with the size of the expected losses for the risk. If we as­
sume 86,000 as the basic figure in this state for expected losses, then
risks with less than 86,000 expected losses would use: “AV” = 0.00, and
risks above 86,000 would use “AV” values that increase by .01 until they
reach 1.00 at 860,000. Thus the larger the risk the greater the impor­
tance given to the excess losses. Since most risks are small, the “W”
value -is often zero and the formula is thereby simplified.

The “B” values, on the other hand, gradually reduce as the expected
losses rise. These “B” values are “ballast” or a balancing factor, and
are less needed as the risk increases in size because as the risk increases
in size it becomes better able to stand on its own feet statistically. In
the case of a smaller risk, comparatively more attention must be paid to 6 

6 In some states this might be S300 or S500. States are divided in accordance with
their benefit levels into S300, S400, and S500 states. This classification influences
several of the steps in the rating process.

t
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average experience in that class of risk than to actual experience on the
individual risk. If a balancing factor is not used, a very good or bad
stretch of experience could operate to give a sharp credit or debit to the
rate, which would be out of all proportion and violate the fundamental
idea of insurance.

The denominator is treated in the same way as the numerator and the
only feature that requires explanation is the division into primary and
excess losses. This step is accomplished by applying to each classifica­
tion’s losses a ratio called the “D ratio,” which measures approximately
the relation between classifications of the proportion of large losses to
total losses.

Thus the calculation of the rate might appear as

$6,380 + 84,650 + (.03 X 85,120) $11,184 , .... , . , ,
$5,130 + 54,650 + (.03 X 82,219) = S^847 “ 1136or 113.6 per cent of manual rate.

Advantages and disadvantages of experience rating. The advan­
tages of experience rating are the following:

(a) It enables the owner of a good risk to obtain some reduction from
the rate charged the average risk of the class.

(b) It is a form of merit rating more generally applicable than sched­
ule rating.

(c) It covers both the physical and invisible elements of hazard.
(d) Experience rates, if satisfactorily worked out, give the policyholder

some of the advantage of self-insurance, in that efforts toward preven­
tion directly benefit him by the reduction of his premiums.

The disadvantages of experience rating are:
(a) It can be applied only to larger risks.
(b) It gives no reduction in expense ratio to larger risks.
(c) Its results are felt slowly because the latest year’s results are

weighted down with those of previous years.
(d) The sum total of experience premiums is always less than the same

group of risks would pay on a manual rate basis.
Retrospective rating. This is the fixing of rates upon the basis of the

current year’s experience of the risk for which the rate is made. It
means collecting an initial premium at the beginning of the year and ad­
justing it upward or downward at the end of the year within the limits
of the maximum and minimum set. Along with the plan goes a reduc­
tion in the usual loading for expenses. It is called retrospective because
the premium is fixed after the terra of the policy has expired; other rates
are fixed in advance. The following table will serve as basis for the
explanation of the method assuming a risk developing a standard pre­
mium of §75,000 and incurred losses of §30,000.

The standard premium (1) is merely the manual premium as modified
by schedule rating and experience rating. It can only be estimated at
the beginning of the year and is definitely known after the end of the
year. It is used here not only as a basis for the basic premium but as a
measure of the size of the risk.
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(1) Standard premium (based on audited payrolls) ........^^®’2?2
(2) Basic premium ratio (from table)................................................... 
(3) Basic premium (1) X (2).................................................................. Slo,7oU
(4) Minimum premium ratio (from table)........................................... 500
(5) Minimum premium, (1) X (4)  ®'’Z,5nn
(6) Maximum premium ratio, (from table)......................................... 1-22
(7) Maximum premium, (1) X (6)........................................................ 897,500
(8) Actual incurred losses....................................................................... S30,000
(9) Loss conversion factor of state (from table)  1.120

(10) Converted losses, (8) X (9)
(11) Indicated retrospective premium, (3) + (10)  e-o’a-n
(12) Earned retrospective premium must be between (5) and (7).... §o2,3au
(13) Ratio of earned retrosiwctive premium to standard premium...

The basic premium ratio (2), as well as the minimum premium ratio
(4) and the maximum premium ratio (6), is derived from a table and is
supposed to contain an insurance charge plus the expenses. The basic
premium ratio grows smaller with the increasing size of the risk, as meas­
ured by standard premium. An abbreviation of the table used is:

Basic Minimum Maximum
Standard Premium Premium Premium
Premium Balia Balia Balia
$ '5,000 30.0% 75.0% 175.0%

10,000 30.0 70.0 165.0
25,000 30.0 60.0 110.0
75,000 25.0 50.0 130.0

150,000 22.5 50.0 125.0

The minimum and maximum premium ratios, (4) and (6), are taken
from a table, of which that above is an abbreviation, and both of them
decline as the risk grows larger. Since the acquisition expense depends
upon the minimum premium, larger risks have a lower rate of acquisition
loading. The maximum premium enables a guarantee to the insured
that his premium will not exceed a certain figure, and thus dampens un­
usually large losses.

The loss conversion factor for the state (9) is obtained from a table
that ranges from 1.10 for Maine to 1.25 for Tennessee. It depends to
some extent upon the basic premium ratio (2), for expenses are distrib­
uted between the basic premium and it. Losses incurred, in other words,
would measure only pure premium, but the loss conversion factor in­
creases them to cover some expenses. Inasmuch as the increase is in no
case more than 25 per cent, it can be seen that the customary loading of
40 per cent of the gross premium is not included here.

This method has the following to recommend it: (1) It produces a
rate that is based on the risk’s own experience for the past year; (2) It
produces a rate that responds quickly to changes in condition; (3) It
provides an incentive to reduce losses.

The criticisms of it are: (1) To risks of more than the minimum pre­
mium it allows a lower expense ratio; (2) It is an indirect method of
attacking the expense problem, and from this .standpoint it is a crude
solution of the problem combined with an equally crude method of di­
minishing the effect of large losses.
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In 1943 a group of rating plans was introduced with two important
features: (1) gradation of expense allowance by size of risk, and (2)
the choice of one of four optional rating plans.

All risks developing over SI,000 in premiums annually in the states
where this program has been approved are required to choose a rating
plan at the time the policy is written.

The first of the four rating plans is the Premium Discount Plan.
Under this plan savings made on the larger premium risks out of the
expense allowance in the rates for acquisition, administration, and pay­
roll audit are returned to the insured by means of premium discounts.

The discounts vary according to (1) the total premium, and (2) the
classification of the risk as to whether it is in a 40 per cent or 37% per
cent state, or in some other state, such as New York, which has an ex­
pense loading different from the two generally recognized standard ex­
pense loadings. A 40 per cent state is one in which 40 per cent of the
gross premium is allowed for expenses. A 37% per cent state is one in
which 37% per cent of the gross premiums is allowed for expenses.

Examples of these discounts are:

Standard Premium

M utual Stock

40% State 37y2% Stale 40% Stale 37J^% Stale

First S 1,000 nil nil nil nil
Next 4,000 5% 2% 10.7% 7.7%
Next 95,000 8% 5% 15.8% 12.8%
Over 100,000 8% 5% 17.3% 14.4%

The balance of the new rating program consists of three retrospective
rating plans. The expense gradations, which obtain in the case of the
Premium Discount Plan, also obtain in these three plans, although they
are not evident because the gradation is accomplished by application of
the retrospective rating formulas. Under all three of these plans, sav­
ings over and above expense savings can be earned by the employer who
develops a better-than-average loss ratio. To the extent that the em­
ployer’s loss ratio is better than average, he secures a proportionate re­
duction in premium.

The principal feature of Plan A is one that limits the maximum pre­
mium indicated by experience to the standard premium for the risk. It
rewards the employer for every year of good experience, and does not
penalize him sharply for a year of bad experience.

Plan B is principally the plan illustrated previously in this section,
with a slight variation as regards loading for taxes.

Under Plan C the employer has the opportunity of earning a cost cor­
responding to that of a self-insurer, a cost that will be equal to his actual
losses plus a minimum service charge for the service that the insurance
company renders. In the years when he develops bad experience, he
may be called upon to pay a premium in excess of the standard up to a
stated maximum, as in Plan B. Actually, this plan has no specific mini­
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mum premium; the employer pays the company a basic premium plus a
loading for taxes representing the amount a company must secure to
service a risk developing no losses.

Casualty insurance reserves. As with other forms of insurance, the
state has here intervened for the protection of the policyholders. In the
early days of liability insurance, the reserves kept depended on the
discretion of the insurance company and were based upon the officials’
estimates of what was necessary. The protection afforded to the policy-
holder by the state is intended to assure that the insurance company
shall not use the premiums of the policyholder until it renders the pro­
tection for which such premiums have been paid, an object which the
law accomplishes by two kinds of reserves. These are (1) the unearned
premium reserve, and (2) the loss reserve.

(1) Unearned premium reserve. The unearned premium reserve
consists of the unearned premiums as ascertained by an approximate
method of calculation. This reserve in liability and compensation in­
surance is no different from the reserve in fire insurance. Suppose that
the examination of the company was made in December: some policies
were written in January and some in December, some in February and
some in November, and so on, with the result that the average life of the
policies is six months. All compensation and liability policies are
written for a term of one year, so that in December one half of the pre­
miums written during that year may be considered as earned and one
half as unearned. The unearned premium reserve is therefore that pro­
portion of the premium represented by the ratio of the unexpired policy
period to the total term of the policy.

The New York law reads as follows: “Every insurer authorized to
transact business in this act shall . . . maintain reserves equal to the
unearned portions of the gross premiums charged on unexpired or unter­
minated risks and policies. . . . The liability for unearned premiums
may be computed on the annual pro rata fraction basis. ... In case
the annual pro rata fractions do not produce an adequate reserve the
superintendent may, in his discretion, require . . . the monthly pro rata
fractional basis or, if necessaiy, on each respective risk from the date of
the issuance of the policy.”

In view of the extensive treatment of the subject in the chapter on the
fire insurance reserve, we need only summarize here the reasons for an
unearned premium reserve, which are:

1. The premium for the unexpired term must be considered as held for
the policyholder, the product for which it was paid having not yet been
delivered.

2. It is essential to know the unearned premium and the fund held
• against this liability in order to determine the solvency of the company.

3. The unearned premium reserve would be necessary for reinsurance
premiums if the company desired to suspend business and to reinsure its
risks in another company.

(2) Loss reserve. If it were not for the peculiar nature of the liabil­
ity and compensation insurance business, the reserve indicated above 
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would be sufficient. The liability of a fire insurance company on a pol­
icy is determined when the policy expires; no fire occurring after that
time can increase the company’s liability, and all those that have oc­
curred during the term of the policy are already known. In fact the
claims upon most of them have been settled.

In the liability and compensation business the event insured against
must also occur within the term of the policy, but notices and claims will
be made after the term of the policy has expired, and the future liability
of the company by the nature of the circumstances is somewhat indefi­
nite. The future lifetime of a totally disabled person, the length of
time before a widow remarries, the number of payments that will be col­
lected by dependent children, are all uncertain. Lawsuits may be
started which will be in the courts for years after the term of the policy
has ended. Most of the company’s payments are therefore made on a
policy after the term of that policy has expired, and at the moment of
examination its obligations are mainly in the future and not in the past.
Against these obligations some reserve must be provided and this is the
function of the loss reserve.

The loss reserve therefore must cover: (1) awards already made, (2)
admitted claims, (3) contested claims, (4) reported accidents, and (5)
unreported past accidents. The loss reserve may be defined as that sum,
which, together with interest, will be sufficient to meet the known and
unknown obligations that may arise from accidents which have already
occurred. The obligations on future accidents will be met out of the
unearned premium reserve.

The methods which have been used for compensation and liability re­
serves are as follows:

I. Prospective reserves—based upon estimated future liabilities.
A. Average cost method—in which the number of cases is multiplied by the

average cost per case.
1. Individual costs—in which each company finds its own average costs

from past experience.
2. General costs—in which the average cost is stated in the reserve law

and is the same for all companies.
B. Individual case estimates—in which the expected loss on each case is

arrived at by judgment. (Special tables may be used in conjunction with
such estimates, such as life tables for the totally disabled, remarriage
tables, and so forth.)

II. Retrospective reserves—based upon past premiums collected and past claims
paid.
A. Theoretical loss ratio method—in which the loss ratio and consequently

the total claim cost is assumed to be (say) 65 per cent of the gross
premiums and from this is deducted claims already paid.

B. Actual loss ratio method—in which past experience is used to determine
the loss ratio.

The law of New York will serve as a good illustration of the regulation
now in existence. Although the law of New York can affect only com­
panies doing business within that state, a list of such companies would
include many of the prominent companies of the United States, and the 
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law affects not only their business written in New York State but their
total business. The New York law therefore forms a minimum reserve
requirement for all companies doing any business within its borders.
This law is divided into two parts, the first pertaining to the liability
business, and the second to the compensation business.

With reference to liability insurance, the law provides:
(a) SI,500 reserve shall be on hand for each liability suit being de­

fended under policies written ten years or more prior to the date of the
statement.

(b) SI,000 reserve shall be on hand for each liability suit being de­
fended under policies written five and less than ten years prior to the date
of statement.

(c) S850 reserve shall be on hand for each liability suit being defended
under policies written three and less than five years prior to the date of
statement.

(d) For liability policies written during three years immediately pre­
ceding the date of statement, the reserve on hand shall be 60 per cent of
the earned premiums, less all losses and expense payments made under
such policies.

In all of the preceding instances the reserve must be not less than the
estimated unpaid losses on a case basis.

Items (a), (b), and (c) above are based upon the average cost method,
whereas item (d) is based upon the loss ratio method, 60 per cent of
earned premiums being the assumed ratio of future losses to premiums.
All are checked by the individual case estimate method.

For compensation insurance reserves the law provides the following:
(a) A reserve for all compensation claims under policies written more

than three years prior to the date of statement equal to the present value
of the determined and estimated future payments, on a case basis.

(b) A reserve for all compensation claims under policies written in the
three years immediately preceding the date of statement equal to 65 per
cent of the earned premiums of these three years less all loss and expense
payments made under such policies. It is required, however, that for
such three-year period the reserve shall not be less than the present value
of the determined and estimated compensation claims under the policies
of each year on a case basis.

All of these methods have disadvantages. The average costs are
based upon old experience, which may not be of much value as far as the
feature is concerned, and they will vary for different companies. The
theoretical loss ratio method assumes an arbitrary figure of 65 per cent,
whereas actual loss ratios for individual companies and for the average
company may be higher. It provides no restriction upon inadequate
premiums, having the anomalous result that the lower the premium the
lower the reserve. The individual case method is preferred generally
by company officials but, without a check, it leaves the reserves to be
determined by the judgment of the company.

Security deposits. For many years states have required the deposit
of bonds or mortgages as a condition to granting a license to operate 
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within the state. This idea has now been extended to the requirement
of special deposits to secure the payment of local claims, a demand for
deposits, not of fixed amount, but varying with premiums or reserves.
The objections to such laws are that they create a complex network of re­
quirements, disperse the company assets in parcels over the country, pro­
voke similar laws in retaliation, and sometimes do not bear equally hard
upon all classes of carriers. Furthermore, many of them provide funds
that are not large enough to be of any particular security to claimants.

In New York the law requires the establishment of a compensation
carrier guarantee fund, a sort of insurance-company insurance. Every
private carrier doing business in the state must pay into the stock com­
pany fund or the mutual company fund 1 per cent of net premiums, and
out of the fund will be paid the debts of insolvent companies that w'ere
contributors. The funds will grow until they amount to 5 per cent of
the loss reserves.

Summary
I. An employee may collect compensation or damages from an employer for

injuries arising out of his employment.
A. These accidents and diseases cause great monetary, as well as other,

losses.
B. Compensation for them is governed by compensation laws, but not all

employments and employees are covered.
C. Employees not covered by compensation laws must sue to recover dam­

ages.
1. This is disadvantageous to both employer and employee.

II. Compensation laws vary' in the individual states.
A. Compulsory vs. optional laws
B. There are extensive exclusions from the laws.
C. The beneficiaries entitled to compensation are named.
D. Benefits'depend upon wages, seriousness of injury and dependents.

III. Compensation acts require insurance as a guarantee for payments to bene­
ficiaries.
A. Various states differ as to methods of insurance permitted.
B. Comparisons between insurance carriers is difficult because of the many

variables which must be considered.
IV. Workmen’s compensation and liability' insurance

A. The standard compensation and liability policy
1. The protection afforded includes service as well as indemnity.

B. Workmen’s compensation insurance rates
1. Manual rates and their computation
2. Merit rates

a. Schedule rating
b. Experience rating
c. Retrospective rating

C. Compensation and liability reserves
1. The unearned premium reserve
2. The loss reserve

a. Guarantee funds
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Problems
1. In what ways are present workmen’s compensation statutes inadequate to

protect employees against consequences of disability arising from employment?
2. State the differences among employers’ liability and compensation in­

surance contracts as respects (1) persons protected, (2) face value of policy.
3. Carlson claims that the compensation law of Wisconsin is more liberal

than that of New Jersey. Outline a method by which you would demonstrate
the correctness or incorrectness of this assertion.

4. Davis proposes to compare the gross premiums charged by stock com­
panies in Pennsylvania with those of mutual companies in New York, in order
to demonstrate that insurance costs less in a mutual than in a stock company.
What fallacies are present in this argument?

5. Why should millions of dollars be paid annually for workmen’s compen­
sation insurance, when this money might be spent in preventing accidents?

6. What purposes are served by a waiting period in compensation laws?
7. What is your answer to the argument “Let those responsible for accidents

bear the burden thereof”?
8. How is it possible to make a rate for an industry in a state where such

industry is so inadequately represented as not to furnish a sufficient volume
of its own experience?

9. Brown states that compensation to injured employes is based upon earn­
ing power, White that it is based upon “need.” What is your opinion of these
contentions?
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10. Is the schedule of benefits under the Pennsylvania law (described in the
text) more or less liberal than the law in your state?

11. Wilson employed a boy 12 years of age to carry copy around in his
printing shop. The boy was injured while at work and claims compensation.
What is Wilson’s situation?

12. Discuss the applicability of schedule rating and experience rating to a
contractor’s risk.

13. A compensation insurance company wrote 82,000,000 in premiums in 1942,
on which claims are outstanding of a present value of $400,000. In 1943 the
company wrote $2,500,000 in premiums, all of which is earned; in 1944 $2,200,-
000 in premiums, all of which is earned; and in 1945 $2,400,000 in premiums,
half of which is earned. On the 1943 policies $1,600,000 has been paid in losses
and expenses; on the 1944 policies $1,400,000; and on the 1945 policies $80,000.
What woidd be the premium reserve and loss reserve on this business at the
end of 1945, ignoring the present values of the 1943, 1944, and 1945 claims?

14. What is the purpose respectively of the premium and loss reserves com­
puted in Problem 13?

15. Why should large corporations be required to carry compensation insur­
ance when they have surplus funds so large that they could easily pay for the
results of any accident ?

16. After losses in a certain classification have been adjusted for change in
rate level, and reduced to a standard basis. State A shows $400,000 and all
other states combined show $3,800,000, distributed as follows:

Slate .4 National
Serious  S 140,000 $1,500,000
Nonserious  160,000 1,800,000
Medical  100,000 500,000

State A payrolls are $60,000,000, and national payrolls are $500,000,000. Dif­
ferentials for State A are—-Serious, 1.20; Nonserious, .90; Medical, 1.00. (a)
What is the pure premium for the classification? (b) Could this method of
calculation be applied to fire insurance rates? (c) What is the manual rate, if
expenses consume 40 per cent of the premium the policyholder pays?

17. (a) In multi-split experience rating, why are actual and expected losses'
separated into primary and excess losses? (b) Why does the weight (W) vary
for large risks?

18. (a) What is the purpose of retrospective experience rating? (b) Why
is it called retrospective?



CHAPTER 16

Social Insurance

An Age of Insecurity

The risks of workers. In our present-day society,, most people work
for others. The National Bureau of Economic Research reports show
that in a recent year only 3% million people (excluding agricultural
workers) were self- or independently employed. Whereas in 1910 14
per cent of the employed people (except agricultural workers) tvere self-
employed, by 1930 only 10 per cent of the total were self-employed.
Certain phases of security, therefore, for most people in this country de­
pend upon their employers’ continuing to employ them.

Persons who work for others, and are usually called wage earners, are
subject to insecurity arising from:

1. The risks of business to which the employer is subject, sometimes
culminating in unemployment for the wage earner.

2. Risks of the work or occupation itself, which may result in disability
or death from accidents or occupational disease.

3. Superannuation, or disability because of old age.
In addition, the wage earner and his family are subject to insecurity

arising out of nonindustrial causes. These may be:
1. Nonindustrial illness of any member of the family.

• 2. Nonindustrial accidental injury to any member of the family.
3. Death of any member of the family.
This condition of insecurity, or perhaps marginal security, is in large

part a direct result of our industrial age and our system of wage pay­
ments. Studies of the present-day American wage earner show that in
spite of the alleged high standard of living, the American wage earner is
seemingly never able to rise above the stage of marginal security to the
point where he can meet financial emergencies or afford financial accu­
mulations over a period of years. '

Individual voluntary insurance. Insurance, we know, operates to re­
move risk. All the conditions of insecurity to which the wage earner is
subject, except unemployment resulting from business conditions, may at
present be provided for through private insurance. Accident and health
insurance, life insurance, annuities—all have their place as a means by
which the wage earner may secure himself against those emergencies.
Yet their availability has not eliminated insecurity. In the first place,
the forms of individual private insurance available remain too high in
oost for many wage earners to protect themselves adequately. In the
second place, if the cost were to be brought down to the level of the

306
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wage earner’s ability to pay, the resulting coverage necessarily would be
so restricted as to be of little practical value. In the third place, among
people whose buying dollars are limited, there is a hesitation, even an
unwillingness, to look ahead to the future and provide for it by cutting
down on the present.

The share of industry. Industry for some time has recognized its re­
sponsibility toward the security of the wage earner, beyond that of
simply paying him a wage. At times this responsibility has been forced
upon industry, and other times industry has come forward of its own
volition. As a practical matter alone, it seems that industry should bear
a good portion of this responsibility. The removal of insecurity would
probably result in more efficient operation on the part of individuals and
the machines they operate. In addition, if the present-day industrial
system does not provide enough -wages for economic contingencies, in­
dustry should have some share in any effort to make more security pos­
sible.

Industry has moved in this direction through the use of group life in­
surance plans, accident and health group plans, and hospitalization plans.
These are discussed in other chapters. These provide funds at times of
death and disability. The workmen’s compensation laws of 47 states
thrust upon industry some responsibility for the occupational disability
of the wage earner.

Finally, industry seeks to remove insecurity arising out of old age by
adopting pension plans to provide old age income benefits, and profit-
sharing employee stock ownership plans to provide for the tvage earner’s
share in the successful operation of business.

Industry pays the entire cost of the workmen’s compensation system.
Group insurance pension and profit plans may be shared in cost by in­
dustry and the individual wage earner.

Private actions by employees and industry, however, are not an ade­
quate solution to the problem of insecurity. In the first place, the total
number of employees benefited by these plans is relatively small. In
the second place, in general only the employees of larger, prosperous firms
have an opportunity to participate. The employee of the firm whose
profits are moderate or uncertain is not very likely to have a pension plan
or a group accident and health plan, or the extent of his required contri­
bution makes it unattractive to him.

Social Insurance

Some other source, therefore, must initiate, even if it does not adminis­
ter, a procedure to eliminate insecurity. This movement is called social
insurance. Social insurance may be defined as a system initiated by the
State that protects the individual member of society and his dependents
from' cessation or impairment of earning power beyond the individual
control.

Is it insurance? Social insurance leans upon such insurance prin­
ciples as large numbers of units at risk, a widespread distribution of the 
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risk, and the presence of a real risk; but it is not necessarily based upon
mathematical formulae. It is intended to provide the most protection
possible to meet an economic need of a large mass of individuals. It is
usually inexpensive to the individual. It attempts to establish a floor
under the level of living below which no individual member will fall.
The individual receives the benefits as a right based on clarifying condi­
tions that are determined in advance.

Poor relief is not insurance. There is a difference between social se­
curity insurance and the granting of poor relief. The former seeks to
establish a minimum standard of living for the society insured. Poor
relief seeks only to make available a subsistence payment. Social in­
surance establishes its benefits as a legal right, whereas poor relief is
granted upon supplication and only in cases of demonstrated need. The
rights to benefit in social insurance are certain and determined in ad­
vance of the point at which benefits are made available. Benefits in
the poor relief operation are available in case of indigency only.

Differs from private insurance. Under individual private insurance,
the buyer pays for his protection. Pie chooses the risks he wants to in­
sure and the amount of insurance. Benefits vary with the comparative
amount of premium paid. A social insurance system defines and re­
stricts the risks covered and provides benefits based not upon the indi­
vidual ability to meet the cost but rather upon the individual economic
need with reference to the risk covered. Everyone in the social security
insurance program receives at least a minimum benefit regardless of
ability to pay.

Advantages of compulsory participation. The incentive to make
social insurance compulsory for the group intended stems from two bases.
First, by immediately encompassing a wide group, promotion costs and
overhead are lessened and further reduced by the absence of competitive
effort and its accompanying commissions and profits.

Second, within a group whose economic needs for the future are always
overshadowed by the demands of the present, the pressure of current ex­
pense makes the individual ignore the uncertainties of the future. Those
in the group who might be moved to provide for the future are often dis­
couraged by the small extent of protection purchasable by their avail­
able surplus. Compulsion, therefore, is desirable, or even necessary, (1)
for economy and (2) for effectiveness.

Social Insurance Abroad

Development. A significant development in social insurance in other
countries is the progression from voluntary systems to compulsory plans.
With few exceptions, compulsory plans have been necessary to attain
a wide coverage. For convenience, the development of the various
branches of social insurance is traced separately. There is no value, for
the purposes of this volume, in describing in detail the existing systems
of social insurance throughout the world. It is significant, however, that
the United States was one of the later countries to adopt wide measures 
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for social insurance, and that it, for the most part, appropriated ideas
that had been tried elsewhere.

Unemployment insurance. In the trade union movement is found
the impetus to unemployment benefit systems. Early guilds and later
the trade unions helped their members during periods of unemployment
to discourage them from turning to lower paid work or poorer working
conditions. The individual benefits were small, since the only fund
available was that which the worker himself, through the trade union,
was able to create. As time went on, cities, feeling it was easier to bol­
ster an existing arrangement than to initiate a new system, helped out
the trade unions financially.

Probably the first such municipal action was taken in Ghent, Belgium,
in 1901, by which the unemployment benefits of the trade unions were
increased 60 per cent by the city. The cost under this system thus was
met partly by the worker and partly by the government. The movement
spread to other cities, and later to national governments. France was
the first country to adopt the Ghent plan, in 1905. Other countries fol­
lowed in establishing these voluntary plans, such as Norway, The Neth­
erlands, Denmark, Finland, Belgium, Czechoslovakia, Switzerland. The
system was entirely voluntary. If the worker contributed, so did the
government. The employer had no part in the plan. Usually, eligibil­
ity regulations were prescribed and the period of benefits limited.

Since the trade union membership was small compared to the total
workers, and since many trade union members were not drawn into these
voluntary plans, compulsion was found necessary to spread this insur­
ance.

Great Britain in 1911 demanded contributions from employers and
employees in a limited number of trades. These contributions together
with government funds operated as a fund for the benefit of unemployed
workers. This compulsory form of unemployment insurance spread to
a dozen other countries, such as Ireland, Italy, Austria, Switzerland,
Russia, Poland, Bulgaria, Germany, New Zealand.

Under the original English plan, the employer deducted the employee’s
contribution from his wages, and added his contribution in an equal
amount. To this the government added as its contribution one third of
the total. Benefits were limited to fifteen weeks annually, with a wait­
ing period of six days. The original act, of course, has been extended and
amended with the years. It has served as a model for plans in other-
countries. Unemployment insurance did not enter the United States
until 1934.

Disability. Voluntary systems of protection for the worker during
periods of sickness originated in the workers’ guilds of the middle ages.
These developed into the “friendly society” of later years, and then into
government subsidies to voluntary systems in order to attract people to
them. But no voluntary system of sickness or health insurance really
reached a large number of the working population (except in Denmark,
where more than half of the people were insured on a voluntary basis),
and the way was thus paved for the introduction of compulsion.
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Germany, in the years from 1883 to 1886, was the first nation to in­
stitute compulsory health insurance for all industrial and agricultural
workers and low-paid commercial- employees. Later, coverage was pro­
vided even for domestic servants. The cost of this system was borne by
the employer, the worker, and the state. The worker was allowed to
select his “insurance company,” which was really a mutual insurance
fund under government supervision. The worker’s contribution was de­
ducted from his wages by the employer. The rates at which the con­
tributions were made depended upon the occupation and the industry
classification.

Germany was followed in this field by Austria, Czechoslovakia, Hun­
gary, Great Britain, Estonia, Irish Free State, Latvia, Yugoslavia, Switz­
erland, Russia, and other countries.

Voluntary insurance still exists in about a dozen countries as the sole
system. In additional countries it remains as a supplement for the ben­
efit of workers who may not be covered under the compulsory system.

Insurance systems for compensation for industrial accidents were in­
stituted after the failure of employers’ liability acts and accident insur­
ance to provide adequate security for the w'age earner. The first com­
pulsory' workmen’s compensation legislation was adopted in Austria,
Hungary', Norway, Finland, Great Britain, France, Italy, and Russia.
Today, nearly every major country has in operation a protective system
for the wage earner in case of industrial accident. In many instances,
however, the principle of negligence on the part of the worker may still
be found to preclude him from compensation benefits under certain cir­
cumstances.

Switzerland in 1877 was the first country to recognize the right to com­
pensation for occupational disease. It was not until 20 years later that
another country, Great Britain, added this coverage to its compensation
legislation. At the present time, at least 26 countries make provision for
occupational disease as part of compensation legislation. It is covered
by' a number of compensation acts in the United States.

Old age. A system of social security insurance for old age has re­
ceived wide attention in all countries, 'pvo plans have developed over
the years, the contributory and the noncontributory.

Germany again came to the forefront in the development of social in­
surance, when in 1889 it instituted its system of old age insurance on a
contributory and compulsory basis. Contributions were made by the
employer and the worker. It was not until 1906 that a second country,
Austria, instituted a similar plan but limited to specific classes of sal­
aried workers. Subsequently, old age insurance systems were adopted
by over 40 countries. Most of these systems today provide for a con­
tributory' plan.

The age at which a pension commences is generally 65, but it varies
from 50 in some countries to 70 in others. Pensions are paid either as a
fixed sum per individual or a sum varying with the amount of contribu­
tions paid into the insurance fund. Contributions are usually required
for a minimum period. They are made either as percentages of earnings 
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rated according to certain wage groupings, or as a flat sum for each in­
dividual covered without reference to differences in earnings. Old age
funds are usually administered either by government bodies with a cen­
tral fund or by “district” funds.

The noncontributory type of old age system was instituted first by
Denmark in 1891. The benefit was based upon financial needs rather
than contractual or legal rights. The cost of the system was met entirely
by the government. New Zealand initiated a similar plan seven years
later, Australia ten years later, and Great Britain in 1908. Since these
systems seemed to be available primarily to persons in financial need,
they might be considered more as acts of relief than insurance. Gener­
ally, the age at which benefits are obtainable is 65, although several
countries require the attainment of 70 years, and one country 75 years.
Since a noncontributory plan is usually paid for entirely by the govern­
ment, it is administered directly by the government.

Unity of social insurance. It is not intended by the foregoing dis­
cussion to give the impression that there were separate movements to
establish an unemployment, a disability, and a compensation insurance
system. The conditions that led to agitation for one form of social in­
surance had close kinship with earlier or later agitation for other forms.
Germany, to whom must go the credit of being the first country to initi­
ate an entire system of social security insurance, sought to integrate the
various forms into a rounded, well-fitting program to meet the insecurity
needs of the working population.

Social Insurance in the United States

Social insurance action in the United States came later than it did in
Europe. We have followed European ideas and developments in almost
all respects. Two factors that possibly have been responsible for the
slow development of social security insurance systems in our country are
the character of the American people and the Federal form of govern­
ment. The individualism of the American deterred consideration of
plans such as those under discussion. The existence of numerous state
governments, each maintaining it could take care of its own problems,
each jealous of its own rights, each watching the actions of the other
states, also acted as a deterrent in the formulation of social plans. For
instance, a Massachusetts committee report in 1903, which recommended
that a compensation law be enacted, was rejected, since it was felt that
the cost of this arrangement to Massachusetts industries would result in
their not being able to compete with industries of other states.

Security in case of industrial disability. The previous chapter has
shown that security in case of industrial disability is far from complete,
either in scope, benefits paid, or coverage of disease.

Workmen’s compensation benefits are provided for, under all state
insurance laws, by employers alone. Employers who contribute to a
compensation arrangement must consider their contribution as part of
their cost of doing business. In a sense, therefore, such a compensation 
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plan is not social insurance, for the government and the working man do
not directly share the cost.

Security in case of nonindustrial disability. Although many facts
pertinent here are found in Chapter 14, this summarizing statement is
perhaps significant: the American people up to now have considered non­
industrial accidents or illness more or less a private misfortune, to be met
as best they could be by private resources. Many states have at one
time or another appointed commissions to make studies of health insur­
ance, and many have recommended compulsory health insurance. As
yet only Rhode Island has adopted any such measure. The Committee
on the Cost of Medical Care had by 1932 made quite exhaustive studies of
the cost of illness to the individual and to the public. Its final report cites
the failure of voluntary insurance, but it is nevertheless vague in its view
of compulsory insurance. With the growth of group clinics, Blue Cross,
and similar hospitalization plans, the situation has improved but it has
not been cured completely.

There continues to be disagreement on the compulsory feature, on
what constitutes medical care, on the position of the doctor, and on the
extent of the role the government should play.

Security in case of unemployment. Unemployment benefits were
first established in the United States after World War I by the trade
unions. Perhaps the best example is the Amalgamated Clothing Work­
ers’ Union arrangements with the clothing industry in New York, Chi­
cago, and Rochester.- By about 1930, approximately 40,000 union mem­
bers were included in permanent unemployment benefit plans. Large
companies also have at times set aside unemployment funds, occasion­
ally with contributions from the employees added to them.

The realization finally came in the 1930’s that many circumstances
had so altered the industrial situation that the individual could not al­
ways take care of himself. The depression and its accompanying and
underlying forces of industrial development, increased productive capaci­
ties, technological replacements, and other factors caused awakened in­
terest in plans to alleviate the financial distress caused by unemploy­
ment.

The only unemployment insurance legislation in the United States in
force before the passage of the Social Security Act W’as the Wisconsin
act. The original recommendation was presented to the State of Wis­
consin legislature in 1921, changed in some respects by the American As­
sociation of Labor Legislation, and passed in 1932 to become effective
July 1, 1934.

The Wisconsin act, providing limited benefits, required only the em­
ployer to contribute since, it said, unemployment is caused by the irreg­
ular operations of employers, and a system of unemployment reserves
should induce steady operations. Employers who guaranteed wages for
at least 42 weeks of 36 hours each were therefore not required to make
any contribution. Otherwise, all employers of ten or more employees,
excluding farm workers, domestic servants, public officials, teachers,
part-time workers, railroad workers, and workers engaged in logging op­
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erations, were taxed 2 per cent of the payroll per year, with reductions in
this amount when the reserves for each employee reached certain stipu­
lated figures. Each employer’s contributions were kept in a separate ac­
count, and benefits were paid to the workers of that employer solely
from that employer’s account. Benefits to employees who had worked
for the employer in the preceding 6 months were at the rate of 810 a
week, or 50 per cent of the average weekly wage, whichever was lower,
subject, however, to a minimum benefit of S5 weekly. Partial unem­
ployment benefits were alsac-provided. Benefits, however, were not to be
paid in any one calendar year for more than 10 weeks. It is apparent
from the previous discussion of the requirements of social security insur­
ance that in this plan two fundamental principles were missing: (1)
distribution of the cost, through government participation, among all
strata of society; (2) complete guarantee of benefits (which in this plan
were entirely dependent upon the adequacy of the fund of the employer
concerned).

Security in old age. It had been evident for years that the systems
of public relief and private relief for the needy aged were entirely in­
adequate and disappointing in their result. Public relief, including
financial relief granted to applicants while in their homes, and the opera­
tion of poorhouses, was costly and yet inadequate. Private charity, by
individuals and institutions, was able to contribute little to the needed
financial assistance for old people. The pension systems of various spe­
cial groups, such as trade unions, teachers, churches, and civil service
units, were helpful only to a very limited group.

Congress was asked on a number of occasions to pass legislation pro­
viding for old age pensions of one sort or another. It was not, however,
until 1932 that progress was made. At that time the Dill-Connery Bill
was reported favorably by both House and Senate Committees. It pro­
vided that states which enacted old age pension laws would be given fed­
eral financial aid. The bill, however, did not reach the voting stage before
the session of Congress ended. By 1932, however, 17 states and the terri­
tory of Alaska had instituted old age pension laws, and by the next year
seven more states had done so.

In about half the states, the age at which pensions are paid is 70, in the
others 65. In the majority of these states the maximum monthly pension
is 830, but it varies from §15 in Indiana to 845 for women pensioners in
Alaska. The requirement of residence within the states prior to becoming
eligible'for pension benefits varies from 5 years in Delaware to 35 years in
Arizona. Contributions to the state plan are made by counties or by the
state only, or by both. These plans operate for the relief only of the
aged who are in need, the definition of need varying. Possibly the most
significant point to be made here regarding the state pension laws is the
fact that the total cost of furnishing pensions is less than that of main­
taining poorhouses. If to that point is added the fact that the effect
upon the recipient is much more salutary, the institution of old age pen­
sion laws by the states is recognized as a progressive movement. None
of these laws require any contribution on the part of the beneficiaries. 
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It is not a long jump from noncontributory pensions to a contributor}’
arrangement, compulsory in nature.

Security following death of a breadwinner. In the United States
the problem of a widow with dependent children has received much at­
tention, perhaps as a reaction against the widespread use before 1900 of
orphanages as a depository not only for orphans but for children of poor
widowed mothers. This reaction is seen in the White House Conference
of 1909 on the care of dependent children, and in a variety of local laws
of that time, granting aid for the support or schooling of such children. -
In 1911 Missouri and Illinois enacted laws aiding poor mothers, whose
husbands were dead or prisoners (Missouri), or who were unable to take
proper care of their children (Illinois). By 1920 similar laws were in
force in 39 states and two territories. By 1932 the only states without
such legislation were South Carolina and Georgia. The law's vary in
eligibility requirements and maximum allowances. Most of them de­
pend on non-compulsory county financial support so that in some in­
stances no such assistance is rendered within certain counties.

The majority of the law's have a small requirement as to residence
within the states, varying from tw'o years to five years, with five states
having no such requirement. The maximum allowance to the mother
toward the support of one child varies from §8.66 monthly to §43.33, with
three states making a higher sum available for the family regardless of
the number of children, and fifteen states not specifying any such maxi­
mum. The maximum age of the child assisted varies from 14 to 18. In
the majority of states the funds for these benefits emanate from the
counties. Here, as in the other fields of social aid, the question arises as
to the adequacy of these laws. Studies tend to show that only about half
the children in need of financial aid or home care are receiving such aid.
Other studies show that the amounts of relief granted may w'ell be in­
creased to provide a livable minimum monthly grant. Thus the stage
here too was set for providing more wddely spread and more adequate
security to mothers, dependent children, and orphans.

The Social Security Act

Prelude to the Social Security Act. The Dill-Connery Bill to pro­
vide Federal financial aid to states having laws for old age pensions w'as
not quite the last attempt at social legislation before the birth of the
broad social security movement. Senator Wagner and Representative
Lewis presented a bill to Congress in February of 1934 to encourage state
mandatory unemployment insurance legislation by imposing a 5 per cent
payroll tax on employers, a tax that would be credited instead of col­
lected if the employer contributed to a state unemployment law meeting
certain minimum standards. Hearings upon the bill were conducted and
it is possible that it would have become law if more support had been
given it by the administration.

At any rate, in a message to Congress on June 8, 1934, President
Roosevelt stated that “next winter we shall undertake the great task of
furthering the security of the citizen and his family through social insur­
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ance.” On June 29th the President appointed a Committee on Economic
Security to study and recommend a program of social insurance for the
American people. This committee was composed of the Secretaries of
Labor, Treasury, Agriculture, the Attorney-General, and the Relief Ad­
ministrator. This body in turn appointed many advisory committees,
and by January of 1935 definite legislation was introduced.

In view of the many tremendous problems confronting the committee
and the inexperience of the United States in the field of social insurance,
it is understandable that the bills which were introduced and the final
act could hardly be considered finished products. It was expected that
future amendments would improve the philosophy and administration of
the system. Hearings were held by the Congressional Committees, and
by August 14, 1935, the Social Security Act became law with the signa­
ture of President Roosevelt. Based on further reports made by the Ad­
visory Council on Social Security and the Social Security Board, certain
amendments were made to the Social Security Act on August 11, 1939.

Glimpses at a few of the questions confronting the Committee on
Economic Security may be of help in understanding social insurance leg­
islation. After comparatively brief study, it was found that the cost to
the Government of providing retirement pensions as a matter of right on
a noncontributory basis would be too great. Contributions were there­
fore indicated. Were they to come from a payroll tax or from an addi­
tional tax imposed upon the upper income strata? In the economic dis­
tress of those years, would it be desirable to commence these contributions
at the ultimate full rate or to initiate the system at a lower rate of
contribution? How -were the people who within the next few years
would reach statutory old age to be treated? Should a national system
or state system prevail for old age pensions, considering the movement
of people between states? Should a national or state system prevail for
unemployment benefits? Was a system of health insurance to be. insti­
tuted, or were the legislators to be content at the present time to provide
simply financial assistance to build up public health? These and many
other points loomed large in the formulation of the provisions of the act.
Indeed there are students of social insurance who still decry the decisions
made.

All questions as to the constitutionality of the Social Security Act
were answered by the Supreme Court in 1937. In Steward Machine Co.
v. Davis1 the court upheld the unemployment sections, stating among
other things that states’ rights were not being invaded by the require­
ments that a state unemployment law conform with a standard set up in
a Federal law, and that Federal taxes could be placed upon wages in the
manner of the Act without class legislation resulting. The old age in­
surance provisions were affirmed by the court in the case of Helvermg v.
Davis.2 Finally the constitutionality of the pooled fund form of state
unemployment benefit law wras affirmed in the case of Carmichael v.
Southern Coal Co.3

■301 U. S. 548.
3 301 U. S. 619.
■301 U. S. 495.
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Provisions of the Act. Of the four avenues of social betterment pro­
vided by the Act, two really provide systems of insurance, one provides
relief, and one provides preventive efforts. The original Act was made
up of eleven sections called “Titles.”

In the Titles referring to unemployment and old age benefits the sec­
tions concerning the benefits are separated from those referring to taxes
levied presumably to make possible the benefits. The separation was
made, in the original act, to keep intact the benefit provisions in case the
constitutionality of the taxing provisions was questioned.

In the 1939 Amendments, the two sections relating to taxes (Titles
VIII and IX) were repealed, and then re-enacted to come under the In­
ternal Revenue Code directly, under the jurisdiction of the Treasury
Department. Now, therefore, the Social Security Act does not contain
any provisions for taxes. Former Title VIII became known as the Fed­
eral Insurance Contributions Act. Former Title IX became known as
the Federal Unemployment Tax Act.

General provisions. A Social Security Board, composed of three
members appointed by the President for a term of six years, administers
the Act, and in addition has the duty of making recommendations as to
effective methods of providing economic security through social insur­
ance and related subjects. The 1939 Amendments placed the Social
Security Board under the supervision of the Federal Security Adminis­
trator. The Social Security Board carries on its work through twelve
regional offices that report to the Executive Director of the Board.

Another important general provision is that there is to be no disclosure
of any information in possession of the Social Security Board directly, or
through the Commissioner of Internal Revenue, except in such manner
as the Board may regulate.

Security under the Act in case of unemployment. No direct provi­
sion for unemployment insurance is made under the Act. Instead the
individual states are encouraged to set up such systems by two actions.
First, financial assistance toward the administration of state unemploy­
ment benefit systems is provided. Second, the Federal Unemployment
Tax Act (formerly Title IX of the original Social Security Act), levies
a Federal tax on the payroll of the employers of eight or more persons but
allows as a credit against this tax the contributions by employers to state
unemployment systems.

Every employer must, in any case, pay a tax to provide unemployment
benefits. If his state has not a standard unemployment insurance sys­
tem, the citizen receives nothing in return for this tax. If the state has
a standard system, the state taxes paid cancel, pro tanto, the Federal
taxes otherwise payable. The state therefore has the option of having
a standard system or seeing its contributions spent elsewhere.

Under the Unemployment Tax Act the total credit allowed an em­
ployer toward this Federal tax may not exceed 90 per cent of the tax.
If the Federal tax is computed to be $100, and the state unemployment
law tax is S90, he receives $90 credit, and thus has to pay only $10 to the 
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Federal Government. If the Federal tax, on the other hand, is computed
to be S100 and the state unemployment tax is also computed to be 8100,
the credit he receives against the Federal tax amounts only to S90, and
thus his total Federal and state unemployment taxes would be SI 10.

In addition to the credit allowed for state contributions by an em­
ployer, he is allowed as a credit also any amount by which his contribu­
tion to the state system was reduced because of merit rating. (Some
state laws provide for reductions in taxes if the actual employment rec­
ord of an employer is better than average. However, this additional
credit is still subject to the over-all 90 per cent credit mentioned above.)

A credit toward the Federal tax is allowed the individual employer
only if his contribution is to an “approved” state unemployment com­
pensation law. The Social Security Board, the Federal Unemployment
Tax Act states, shall approve within thirty days any state law sub­
mitted to it if that law provides that:

1. Benefits are to be paid through public employment offices.
2. No benefits are payable until two years after the first contribution under

the law is made.
3. Receipts by the state for unemployment taxes are to be paid into an Un­

employment Trust Fund held by the Secretary of the Treasury.
4. Money taken from the Trust Fund must be used only for the payment of

unemployment benefits, and not for any administrative expenses, etc.
5. Benefits to individuals are not to be denied simply because they do not

accept new employment because (a) the new position offered is vacant owing
to a labor dispute, or (b) it entails a substandard condition of work, or (c)
union membership or resignation is a requirement.

6. Vested rights to benefits for individuals are not created since the benefits
may be changed by action of the state legislature.

The Federal tax is an amount equal to 3 per cent of the total wrnges
paid by the employer during the calendar year. Wages, however, in­
clude only the first S3,000 of remuneration for the purposes of the tax.

To come within the jurisdiction of this legislation, an employe.r must
have had eight persons employed on at least one day of twenty different
weeks during the calendar year.

The Federal tax is applicable to all employers of eight or more persons
performing any except the following services:

1. Domestic work.
2. Agricultural work.
3. Casual work not in the course of the employer’s business.
4. Services of an officer or crew member of a vessel on United States navigable

waters.
5. Service by a minor child for his parent, or by a person in the employ of

his child or spouse.
6. Service in the employ of the United States Government, or state govern­

ment, or any political subdivision.
7. Sendee for a nonprofit or social purpose organization.
S. Service by an individual which is covered by the Railroad Unemployment

Insurance Act.
9. Service in any calendar quarter in the employ of an organization exempt

from income tax under Section 101 of the Internal Revenue Code if the remu- 
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iteration is not more than $45, or performed by a student, or for a fraternal
beneficiary society or association in connection with collection of dues or in
connection with ritualistic services therefor, or in the employ of an agricultural
or horticultural organization, or in the employ of certain types of voluntary
employees’ beneficiary associations.

10. Service in the employ of a school not exempt from income tax, if per­
formed by a student and if the remuneration is not more than $45.

11. Service in the employ of a foreign government or instrumentalities of
certain types wholly’ owned by a foreign government.

12. Service as a student nurse or interne.
13. Service of newsboys below 18 years of age.

• Sen'ce performed by insurance agents or solicitors w’hose remuneration
is solely’ commissions.

Any state law may cover these excepted occupations, as well as others,
but the Federal act exerts no coercion to do so because they are not within
the Federal tax provision.

It will be recalled that the Federal standards for an approvable state
unemployment law include the provision that the unemployment trust
fund may not be used for any purposes other than the payment of bene­
fits. Title III of the Social Security Act assists the state in the adminis­
tration of the unemployment compensation laws by making available
$80,000,000 annually for grants to these states. The amount of grant
given an individual state is based on its population, an estimate of the
number of persons covered by the state law’, an estimate of the cost of
proper administration of the law, and other factors. The grant is actu­
ally paid by the Secretary of the Treasury upon receiving a certification
from the Social Security Board.

The Board may certify such grafits if, in addition to having approved
the state law under the Federal Unemployment Tax Act, it finds that the
state law’ also provides an opportunity for a fair hearing before an im­
partial tribunal for all individuals w’hose claims for unemployment com­
pensation are denied, and that the administration of the law is in accord­
ance with the provisions of the tax act.

Inasmuch as the employer receives Federal credit for 90 per cent of his
tax payment to the state, and for the remaining 10 per cent the state
and its citizens receive only a subsidy for administration, the state is
somewhat loosely tied to a criterion of 10 per cent of premiums for ad­
ministrative purposes.

The result of tax credits and administration subsidies was as desired.
By 1937 unemployment compensation law’s had been enacted in all the
states, the District of Columbia, Alaska, and Hawaii, embracing about
21,000,000 employees. Most of these law’s, as a matter of fact, were
prepared either from Social Security Board “model drafts” or with the
active co-operation of the Board. Because of the variance of details in
the law’s of the individual states, however, no detailed summary can
easily be made.4

Some remarks may be made, however, concerning the types of provi-
* For details with respect to any particular state or type of provision the reader

is refeiTed to publications of the Social Security Board, particularly An Analysis
oj State Unemployment Compensation Laws. 
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sions found in the laws. Workers themselves are required to contribute
under unemployment laws in only eight states, and in the remainder only
employers are taxed. In nearly all states, the tax rate on employers is
2.7 per cent of the covered payrolls. Since that figure represents 90 per
cent of the Federal payroll tax of 3 per cent, the whole amount of the
contribution by the employer under the state law is credited against his
Federal tax. Only 26 state laws adopt the Federal Act’s inclusion of
employers of eight or more. One state provides that employers of six or
more shall contribute; one state provides that the minimum be five em­
ployees; eleven states, four; two states, three; and ten states, one. Even
such a brief summary, however, is too general. For instance, nine state
laws provide that all employers of one or more persons for a period of 20
weeks during the year are subject to the law, whereas the District of
Columbia law provides that employers of one or more persons at any
time during the year are subject to the law.

With reference to the administration of the funds, the provisions of
Section 1602 of the law, paraphrased, are as follows:

(1) Pooled fund. This is an employment fund in which the total con­
tributions of all employers are mingled, and from which unemployment
compensation is paid to eligible employees of any employer. It is, in
other words, a “common fund.” Under the pooled fund system each em­
ployer pays as a tax the same per cent of payroll, regardless of the actual
experience of his firm or his type of business—unless there is a merit
rating system added. A merit rate modifies the employer’s contribution
in accordance with his (or his group’s) actual experience. Accounts are
kept for employers, but only as calculations for the purpose of fixing the
merit rate, and not as separate financial funds. The pooled fund system
is criticized as offering no financial inducement to the individual em­
ployer to reduce unemployment, a defect that is at least partially re­
moved by the use of the merit system. Under the merit plan, however,
an employer may be penalized for unemployment that is entirely beyond
his control.

(2) Reserve account. This is a fund for each employer (or group of
employers) originating from that employer’s contributions, out of which
benefits are to be paid only to the employees of that particular employer
or group, as long as such account is solvent.

(3) Guaranteed employment account. This is a fund in which are
placed the contributions of an individual employer (or group) who (a)
guarantees at least 30 hours of work and pay for 40 weeks in a year to
all the employees in one or more distinct establishments, and (b) who
gives security for the fulfillment of such guarantee. Benefits are paid
from this fund to employees of this particular employer only, whose
guaranteed remuneration has not been paid, until such fund is exhausted.

(4) Partially pooled account. This is a supplement to either the re­
serve account or the guaranteed employment account, consisting of a part
of the contributions of all employers, and it is to be used when any re­
serve account or guaranteed employment account is inadequate to pay
benefits. Part pf the individuality of the separate account method is 
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combined with part of the financial stability of the pooled fund system.
The individual accounts, whether reserve or employment accounts,

attempt to impose the burden for unemployment on the concerns re­
sponsible for it, but, as previously stated, true responsibility is difficult
to fix. On the other hand, under the individual account method, individ­
ual accounts are likely to become exhausted, and employees dependent
upon them lose their benefits. In some states where individual accounts
are optional with employers the best risks tend to adopt the individual
account method and thus increase the premium rate of the central fund.
This action is partially prevented by the states that require a'fraction
of the contributions of such employers to be paid into the pool. In some
states employers are entirely relieved of payments by providing the
promised employment.

By 1942, 44 states and possessions had the pooled fund system. Of
these, nine have straight pools without merit rating (although several
have merit rating under consideration), and 35 have merit rates with
records kept for separate employers. Of these 35 states, five allow (but
do not require) employers to establish individual accounts. There re­
main six states, not previously alluded to, on the separate account sys­
tem, with either reserve accounts or guaranteed employment accounts
for each employer, five of them with a partial pooling system and Wis­
consin with the separate account system exclusively.

In nearly all the states the benefits to the totally unemployed are 50
per cent of the wages. This percentage, however, is subject to a maxi­
mum weekly benefit of §18 in Wyoming and Louisiana, SI6 in Michigan,
and S15 in all the other states. A minimum weekly benefit varying from
SI .00 in Wisconsin to S7.50 in Pennsylvania is found in 12 state laws,
the remainder having no minimum amount payable. Benefits for partial
unemployment (that is, unemployment under which wages earned total
less than benefits for total unemployment) are provided for in 44 unem­
ployment compensation acts.

The period of time during which the worker receives weekly benefits
varies, but in practically all states it depends upon the worker’s previous
earnings. About half the acts set as the duration the time within which
benefits total one sixth of the wages earned during the previous two years,
or 16 weeks, whichever is the shorter period. Benefits start, not from
the first day of unemployment, but after a waiting period, which in the
majority of the laws is two weeks. In addition, before a worker is en­
titled to receive benefits, he must have earned a certain amount of wages,
which in the majority of laws is stated to be an amount equal to 16 times
the unemployment benefit that he would receive, and this amount must
have been earned within three of the four three-month periods preceding
the date of his unemployment.

The state laws are usually administered by specially created boards,
which most often are within the state department of labor.

Employment offices. An essential feature of unemployment insurance
is a system of public employment offices. In 1933 the Wagner-Peyser
Act was passed by Congress, providing that states would receive Federal 
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subsidies for employment offices that conformed to the standards of the
United States Employment Service. There had previously been state
and Federal employment offices but no unified system. Such employ­
ment offices now exist in all states, and in order to receive unemployment
benefits an unemployed person must register with a local employment
office. After the specified waiting period, if no employment has been
provided, he is entitled to benefits. It is evident that the employment
office is a very important part of the unemployment insurance system,
for although the insurance pays benefits, it docs nothing to provide or
fill jobs, whereas the employment office is useful in returning the em­
ployee to work and thus diminishing loss. During World War II the
United States Employment Service was consolidated with the Bureau of
Unemployment Compensation to form the new Bureau of Employment
Security. Its attention during the war was principally occupied with
finding employees for industries essential to the war. Control of em­
ployment offices has now been returned to the states.

Security in old age under the Social Security Act. Old age insurance
provisions in the original Act were found under Title II and Title VIII.
The latter, providing for taxes with which to provide old age benefits, was
eliminated from the Act and reappears under the Internal Revenue Code
as the Federal Insurance Contributions Act. Title II itself was changed
completely by the 1939 Amendments, which placed emphasis upon the
wage earner’s family as a social unit, rather than upon the wage earner
as an individual. The amended Title provided both for old age benefits
to the wage earner and his family, and for insurance benefits to the fam­
ily of a deceased wage earner under certain conditions.

The funds collected under the Federal Insurance Contributions Act
from employees and employers, plus interest on those funds, make pos­
sible the payment of benefits described later. No provisions are made
in the Social Security Act for contributions from the Federal Govern­
ment itself toward the payment of old age insurance benefits or survivors
insurance benefits. To pay for the old age security benefits, a tax is
levied upon both employers and employees, in the form of a per cent of
wages. From 1939 to 1944, inclusive, the employer and employee each
paid 1 per cent, and in 1945 2 per cent, on individual wage payments up
to 83,000, although the original intent of the Act was to reach 3 per cent
before 1945.

Unlike the Unemployment Tax Act, the Insurance Contributions Act
applies to all employers, regardless of the number they employ. Ex­
cluded from the definition of employment is virtually the same list as in
the Unemployment Tax Act,5 with the addition to the list of certain serv­
ices in connection with the fishing industry.

5 The special conditions of work and location existing in the railroad industry led,
long before the planning of the Social Security Act, to the establishment of pension
plans by the individual railroad companies. By 1933, nearly every worker on
Class I railroads was included in a private pension plan. Because the operation
of these plans was unsatisfactory, in 1934 the Federal Railroad Retirement Act was
passed, which was declared unconstitutional. In 1935 two additional Acts were by
a court decision made ineffective. These developments led to the Federal Rail-
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Included in the coverage of the Insurance Contributions Act are em­
ployees of national and state banks that are members of the Federal
Reserve System, persons who continue to work after they reach the age of
65, and employees of American vessels even while outside the United
States.

The taxes received under the Federal Insurance Contributions Act are
kept by the Treasury in the “Federal Old Age and Survivors Insurance
Trust Fund.” At the time of creation of this Fund by the 1939 Amend­
ment the securities and funds of the reserve account set up under the
original provisions of the Social Security Act were transferred to this
Trust Fund. The monies in the Trust Fund, supervised by a Board of
Trustees composed of the Secretary of the Treasury, Secretary of Labor,
and Chairman of the Social Security Board, are intended to meet-current
payment requirements for old age benefits, and the residue may be in­
vested only in interest-bearing obligations of the United States or in
obligations guaranteed by the United States as to'both principal and in­
terest. The Board of Trustees is required to give an annual report of
the Fund to Congress, and to report immediately to Congress if it es­
timates that during the next five years the Trust Fund will exceed three
times the highest estimate of expenditures anticipated during that five-
year period, or if it estimates that the Trust Fund is unduly small.

Old age retirement benefits. The main purpose of Title II of the
Social Securities Act is to provide an annuity for life payable monthly
upon the attainment of the age of 65 by wage earners classified under the
Act. In order to discuss the various benefits described below, it first be­
comes necessaiy to understand the terms used in the Act.

In order to qualify for a retirement benefit, a 65-year-old person must
be a "fully insured individual.” A “fully insured individual” is one who
has at least 40 “quarters of coverage” (3-month periods); or who has
had not less than one “quarter of coverage” for each two of the quarters
elapsing after 1936, or after the quarter in which he became 21 years old
(whichever quarter is later) and up to (but excluding) the quarter in
which he became 65, or in which he died (whichever first occurred); but
in no case is the individual fully insured if he has had less than six quar­
ters of coverage under this arrangement.

The term “quarter of coverage” means a quarter of a calendar year (a
period of three months ending on March 31, June 30, September 30, or
December 31), during which the individual has been paid not less than
S50 in wages.

The term “primary insurance benefit” is the amount equal to the sum
of:

1. 40 per cent of the individual’s average monthly wage up to $50.

road Retirement Act of 1937, covering all workers in carriers and transportation
subsidiaries except trucking service and service for suburban, interurban, or street
electric railroads that were not part of a steam railroad transportation system, and
also all employees of national and local railway labor organizations. This field of
employment is therefore excluded from the coverage of the Social Security Act.

In 1938, the Railroads Unemployment Insurance Act took the railroad employees
out of state unemployment systems, and placed them under the jurisdiction, for
unemployment insurance benefit purposes, of the Railroad Retirement Board.
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2. 10 per cent of the amount by which the average monthly wage ex­
ceeds $50 and does not exceed $250.

3. An amount equal to 1 per cent of the total amount computed in 1
and 2 above, multiplied by the number of years in w-hich 8200 or more
of annual wages was received.

If an individual’s average monthly wage was found to be $250 and he
were covered under the Act for ten years before reaching 65, the calcula­
tion of his old age monthly benefit would appear as follows:

1. 40% of S50 ................................................................................ S20.
2. 10% of (S150 - S50).................................................................. 10.
3. 1% of (S20 + SI0) S30 X 10 .............................................z 3.

Total .................................................. S33.

The average monthly wage for any period is determined by dividing
the total wages up to $3,000 a year, received during the period concerned,
by three times the calendar quarters elapsed after 1936 up to (but not
including) the quarter in which the individual becomes entitled to bene­
fits. Excluded from this calculation is any quarter during which he was
paid less than $50 in wages before he attained the age of 22.

In addition to the monthly life annuity granted to the wage earner
when he reaches the age of 65, the wife of such a pensioned individual is
eligible for a monthly benefit also when she reaches the age of 65. In
order to receive this benefit she must have been living with her husband
at the time of filing her application for benefits, she must have been mar­
ried to him before January 1, 1939, or if later, before her husband reached
the age of 60, or she must be the mother of a child of the husband. The
wife’s benefit is equal to one half of the husband’s primary insurance
benefit. Even if she herself is entitled to receive a primary insurance
benefit because of contributions from her own wages, the total of all bene­
fits received by her may not be more than one half of her husband’s pri­
mary insurance benefit. The wife’s monthly income benefit is payable
either until she or her husband dies, or until they are divorced. The total
benefits thus payable to a pensioned individual and his wife are shown
in Table 28.

Each dependent unmarried child under 18 of a pensioned individual is
eligible to receive a monthly benefit also. The amount is equal to one
half of the parent’s primary insurance benefit and is paid until the child
reaches 18, or marries, or is adopted, or dies.

Survivor’s insurance benefits. Insurance benefits are payable under
Title II of the Act to the family of a deceased breadwinner. For this
purpose, the definition of a “fully insured individual,” explained in the
section on old age benefits, is broadened to include what is termed a “cur­
rently insured individual,”- that is, one who has received wages in em­
ployment covered under the Act of not less than $50 for each of at least
six of the 12 calendar quarters immediately preceding his death.

These insurance benefits are paid to five types of survivors:
1. A dependent unmarried child under 18.
2. A widow having in her care a dependent unmarried child under 18.
3. A widow, 65 years of age.
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4. If there is no surviving widow or child as 'described above, a de­
pendent parent, 65 years old.

5. Relatives, or other entitled persons, if no one else listed above sur­
vives.

In calculating all the benefits above, except those for the last named,
the basis is the primary insurance benefit of the deceased individual,
guides to which are found in Table 28 opposite. A child eligible for in­
surance benefits (a dependent, unmarried child under 18 at the time of
filing application) receives a monthly income equal to one half of the
primary insurance benefit of the deceased. This income continues until
the child reaches 18, is adopted, or dies.

In addition, a widow, who has in her care a child entitled to receive
such an income, herself receives an insurance benefit termed “widow’s
current insurance benefit,” provided that at the time of the husband’s
death she was living with him, and has not remarried. The widow’s
benefit is equal to three fourths of the primary insurance benefit of the
deceased husband. It continues until the child is no longer entitled to
receive the child’s insurance benefit, or until the widow reaches the age
of 65, remarries, or dies.

As an illustration, in Table 28 we see that an individual who has earned
an average monthly wage of 8100 for ten years would be entitled to a
primary insurance benefit of $27.50. Were he to die, leaving a wife and
a child of ten, the family’s insurance benefits would be as follows: the
child would receive a monthly benefit amounting to one half of $27.50, or
$13.75; the widow "would receive three fourths of $27.50, or $20.63
monthly. Therefore, the family would receive a monthly benefit total­
ing $34.38.

A widow 65 years old, who was living with her husband at the time of
his death and had been married more than a year, or who is the mother
of a child of the deceased, is entitled to a “widow’s insurance benefit,”
which is an amount equal to three fourths of the primary insurance bene­
fit of her deceased husband. This monthly amount is paid to her until
she remarries or dies.

If a person insured under the Act dies leaving no widow and no child
under 18, his parent is paid a monthly benefit amounting to one half of
the individual’s primary insurance benefit, if the parent was dependent
upon the individual, and has reached the age of 65. This benefit is paid
to the parent until he or she dies or remarries.

Finally, if no persons described under the other benefit provisions are .
eligible at the time of the individual’s death, a lump sum payment
amounting to six times the deceased individual’s primary insurance ben­
efit is paid to relatives of the deceased, or if there be none, toward the
burial expenses of the deceased.

Regardless of the application of these formulae, no monthly benefits
payable may exceed $85, or twice an individual’s primary benefit, or 80
per cent of the average monthly wage figure, whichever is the lesser
amount. This rule, however, does not permit total benefits to be reduced
below $20 a month. Furthermore, the minimum monthly benefit pay­
able is $10 a month.



326 INSURANCE AGAINST DISABILITY

v

Relief or insurance? One important provision under the section of
the Act referring to retirement benefits is that in order to be eligible to
receive, at age 65, the monthly retirement insurance benefit, an individ­
ual must retire from work in any field covered by the provisions of the
social security law. Even though a worker may earn an average wage
of $200 a month from the time he is 30 until he is 65 and therefore be
entitled to receive a monthly life income of $45.50, if he engages in any
gainful occupation embraced within the term “employment” under the
Social Security Act, and earns SI5 a month in wages or more, he is not
entitled to receive his retirement benefit during that time. His insurance
benefits seem to come to him in the form of relief rather than insurance.
Even though he finds his S45.50 monthly income inadequate for his needs,
he may not go out to earn as much as $16 a month or his annuity is sus­
pended. The retirement benefit thus appears as unemployment relief,
since it seems to be predicated upon the worker’s not engaging in any
substantial gainful occupation.

In the early years of the operation of the Act, it might seem proper
to make the early receiving of a benefit that is out of proportion to the
contributions subject to the provision under criticism. In later years of
the operation of the Act, however, such restriction would seem manifestly
unfair.

The language of this provision indicates an avenue for waiving that
limitation: “deductions, in such amounts and at such time or times as the
Board shall determine, shall be made from any payment or payments
under this Title to which an individual is entitled, until the total of such
deductions equals such individual’s benefit or benefits for any month in
which (1) such individual rendered services for wages of not less than
$15; or (2) a child under 18 and over 16 years of age failed to attend
school regularly and the Board finds that attendance was feasible; or
(3) a widow entitled to a widow’s current insurance benefit did not
have in her care a child of her deceased husband entitled to receive a
child’s insurance benefit.”

Relief provisions of the Act. 1. Old age assistance. As used in the
Act, the term “old age assistance” means payments of money to needy
aged individuals, and it has no direct relation to the old age insurance
of the Act. Presumably it would be possible for the same individual to
receive both an old age annuity and old age assistance. The Secretary
of the Treasury is directed, under Title I of the Act, to make grants of

■ money to be used exclusively for old age assistance, equal in amount to
one half the old age pension (up to $40 per month) paid by a state.
For a $40 monthly old age pension, therefore, the Federal government
reimburses the state to the extent of $20. But if a state were to pay a
pension of $100 monthly, the Federal government’s contribution would
be limited to $20 (one half of the pension up to $40). In addition, the
Federal government contributes 5 per cent of the total sum forwarded to
the state for old age assistance payments, this additional 5 per cent to be
used only for administrative purposes in connection with old age assist­
ance.
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These Federal grants are made only if a state has an approved plan of
old age assistance. Such a plan may not have, for instance, (1) an age
requirement of more than 65 years; (2) a residence requirement that ex­
cludes any state resident who has resided in the state for five years dur­
ing the nine years immediately preceding the application for assistance
and who has resided in the state continuously for one year immediately
preceding the application: (3) a citizenship requirement that excludes
any citizen of the United States.

Although a number of states were providing old age assistance before
the passage of the Act, very few achieved the minimum standards
set forth by the new law. Consequently, existing state laws were
changed and laws in other states were initiated so that by the latter part
of 1937 all states had on their books old age assistance plans approved
by the Social Security Board. For the year 1942, the government’s
contributions to states totaled §298,500,000. This sum represented pay­
ments to 2,200,000 aged individuals in the 48 states, Alaska, Hawaii, and
the District of Columbia.

2. Aid to dependent children. A “dependent child,” as described in
the Federal Act and in state plans, means a needy child under the age of
16 (or under the age of 18 if regularly attending school), who has been
deprived of parental support or care because of the death, the continued
absence from the home, or the physical or mental incapacity of a parent,
and who is living in a residence maintained by a relative as his or their
home. The term “relative” includes parents, grandparents, brothers,
sisters, uncles, aunts, or stepparents, stepbrothers, or stepsisters. The
Act provides, as it does for old age pensions, that the Federal government
will contribute one half of the amounts expended by the state for aid to
dependent children, with a total maximum monthly participation by the
Federal government of §9.00 for the first child in a home and §6.00 for
each additional child. If a state, for example, makes a grant of §18.00
a month toward the support of a dependent child, the Federal govern­
ment will contribute one half that amount, or §9.00. If, however, a state
were to provide §25.00 a month, the Federal contribution would be the
maximum of §9.00.

As does the Title referring to old age pensions, Title IV of the Act pro­
vides that state plans for aid to dependent children must be approved by
the Social Security Board.

3. Grants for aid to the needy blind. Blind people have always been
the subject of special relief from governmental units, and Title X of the
Social Security Act provides that the Federal government will contribute
half the money spent by states under approved plans for giving aid to
the needy blind, with a maximum contribution toward a monthly grant
to an individual of §20. In addition, an amount equal to one half of the
total state expenditures is granted for paying the cost of administering
the state plan or for aid to the blind or both.

Public welfare provisions of the Act. Rounding out a program of
governmental provisions for the welfare of society, the Committee on
Economic Security proposed the inclusion in the Social Security Act of 
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provisions for Federal financial participation in particular avenues of
public welfare.

Under Title VI the Surgeon General of the Public Health Service allots
funds among the states annually to be used in establishing and maintain­
ing adequate public health services, including the training of personnel.
In addition, money annually is given to the Public Health Service to
investigate problems of disease and sanitation and to pay the expenses
of the personnel of the Public Health Service.

The remaining portion of the welfare program of the Act is found un­
der Title V. This first refers to allotments to states, based upon the per­
centage of live births in each state to the total number of live births in
the United States, and upon the financial need of each state for promot­
ing the health of mothers and children, especially in rural areas and in
areas suffering from severe economic distress.

State services are assisted by the Federal government, which provides
medical, surgical, corrective, and other care for crippled children, or chil­
dren who are suffering from conditions that lead to crippling.

Financial contributions to state public welfare agencies are also pro­
vided, especially in predominantly rural areas, for the protection and
care of homeless, dependent, and neglected children, and children in
danger of becoming delinquents.

The final provision of Title V is actually an extension, in the form of
an increase in the Federal appropriation, of the operation of the Indus­
trial Rehabilitation Act of 1930. This Act provided funds to promote
vocational rehabilitation of persons disabled in industry or otherwise.
By now all the states have made arrangements to provide for vocational
rehabilitation work, and therefore receive Federal aid.

General considerations. The provisions of the Social Security Act,
including the 1939 Amendments, can be considered an encouraging start
toward a comprehensive system of social security insurance. In 1945
the government was paying old age and survivors’ benefits at the rate of
§20,500,000 a month to about 1,120,000 persons. Virtually every criti­
cism of- the provisions refers only to their narrowness. But say that
there are only 50,000,000 families covered by the old age insurance pro­
visions; that the unemployment benefits are too low in amount, or too
short in duration; that the retirement age for women is too high; that
there is no provision in the Act for financial aid in case of disability—
these criticisms may be meaningless by the next year.

Not long after the 1939 Amendments were completed, work was al­
ready started to increase the scope of the Act. The Social Security
Board submitted plans, presently supported by bills introduced in
Congress, increasing benefits and adding agricultural and domestic
workers, employees of nonprofit organizations, Federal and other gov­
ernmental employees, and the self-employed to the list of workers covered
under the old age and unemployment provisions of the Social Security
Act. A national system of unemployment and disability insurance is
planned to replace the 51 individual state unemployment systems. Cash
payments are proposed to be made to wage earners in case of permanent 
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disability, to be considered as part compensation for wages lost. Hos­
pitalization benefits are included in the plan. A national program to
provide health and medical services is intended, .even including in this
category a program of construction of hospitals and clinics. It is also
proposed that Federal grants be given individual states for general re­
lief work, on the same basis as grants are now made for the aged, the
blind, and dependent children. An increase in contributions by employ­
ers and workers is asked for in connection with the proposals.

Whether we are on the threshold of security for all citizens from the
“cradle to the grave,” according to the phrase adopted by Sir William
Beveridge in his very complete proposal for social insurance for the peo­
ple of Great Britain, or whether we are to see in the next years only minor
expansion of the social security program here in the United States is at
the moment uncertain.

Recent Developments in Social Insurance

The Beveridge Plan. One of the most important recent developments
in social insurance is the “Beveridge Plan,” a report to the British gov­
ernment in 1942, recommending an almost universal system of social
insurance for all British subjects “from the cradle to the grave.” Its
principal features and their differences from American conditions are as
follows:

1. Comprehensiveness. It proposes insurance not only for employees
of all kinds but for other persons gainfully employed, other persons of
working age not gainfully employed, married women, children, and
superannuated persons. Present American plans do not even include all
employees and only partially protect married women and children. Per­
sons other than employees are not covered at all. As to causes, only
work accidents and diseases, unemployment, old age, and survivorship
are included in the United States. The Beveridge Plan was rejected by
the British government but the government has presented its own plan,
which is equally comprehensive. In the United States the National Re­
sources Planning Board made a report in 1942 that covered much more
than social insurance but was much less specific and less comprehensive
than the Beveridge Plan in its social insurance features. It made no
recommendations as to health insurance, children’s allowances, married
women, persons who own their own businesses, and persons not gainfully
employed. The NRPB emphasized providing work for all, whereas the
British plans emphasize the pooling of risk or insurance.

2. Unification. The Beveridge Plan proposes one insurance system to
cover all types of social insurance benefits, in other words, a single “all­
risk” system. The employer and the insured will each pay one contribu­
tion to cover all benefits. No such unification has been proposed in the
United States, even by the NRPB. The British administration plan is
likewise a unified plan with all programs under a Minister of Social In­
surance.

3. Benefits. In general the Beveridge Plan is intended to provide
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subsistence” in all cases. The amounts are much lower than would be
considered adequate in the United States (after allowance for difference
in costs, for example, S12 a week for an unemployed man and wife).
On the other hand these payments are to continue as long as there is
need, even for life. This liberality far exceeds continuance of nearly all
benefits in the United States, where only old age and work accident ben­
efits are hfelong. The British administration plan departs somewhat
from the “subsistence” benefits in order to provide “reasonable insurance
against want” and a “maximum contribution which the great body of
contributors can be asked to bear.”

4- Flat contributions and benefits. The Beveridge Plan proposes that
the same premiums be paid by all and the same benefits be granted to all
in the same situation. The recipient would get the same benefits for old
age as for a work accident, for example. The British administration
plan provides for more than subsistence benefits, but on the same plan.
In the United States contributions have always been a per cent of w’ages,
and benefits vary with past earnings, with rate of pay, or with period of
employment. The NRPB does not go into details of this kind.

Summary

I. Insecurity is present for wage earners, in spite of their efforts to provide
for the future.
A. It results from the risks of unemployment, occupational accident, dis-

ease, or death; old age; nonoccupational accident, disease, or death.
B. Private voluntary insurance has proved inadequate.
C. Government plans for protection of wage earners are known as “social

insurance.”
II. Social Insurance.

A. It embodies a number of insurance principles and gives benefits as a
legal right, not as poor relief. But it is subject to restrictions as to
amount of benefits, types of benefits, individuals covered, and so forth.

B. Compulsory participation makes governmental insurance more economi­
cal and more effective.

IH. Foreign developments preceded American plans.
A. Unemployment insurance: Great Britain had the first comprehensive

government plan in 1911.
B. Disability insurance: Germany had the first comprehensive system, in­

stituted in 1883-1886.
C tern m^SSQ11™1106' ^erman^ inaugurated the first comprehensive sys-

IV’ a°Cw S?cur'ty ’n t'le United States prior to the Social Security Act:
a. w orkmens compensation was the first effort in this direction and was

left entirely to state supervision.
. Nonindustrial death, accident, and disease protection was left entirely

to private effort.
C. Unemployment insurance originated in Wisconsin, and other state laws

were promoted by the Social Security Act.
' .->aFu security was provided for only by state pensions to the needy

un ti It he Social Security Act made it a Federal responsibility.
B. Assistance to survivors of workers was left to private and public poor

relief until it was embodied in the Social Security Act.
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V. Social Security Act.
A. Preliminary preparation by Committee on Economic Security and

amendment in 1939.
B. Provisions of the Act.

1. General provisions—administration by Social Security Board.
2. Unemployment provisions—Federal government forces the enact­

ment of state laws by means of Federal tax.
' (a) Unemployed persons are paid a per cent of wages for a limited

period.
(b) Employers, alone or jointly with employees, contribute to bear

the expense.
(c) State laws must be approved by the Social Security Board.

■(d) Some states keep individual accounts for employers, and some
have a pooled fund.

(e) Employment offices are an important part of the unemployment
insurance system.

3. Old age provisions.
(a) Employers and employees each contribute a per cent of wages

to the U. S. Treasury.
(b) This fund is invested and used to pay old age pensions and

benefits to survivors.
(1) Old age life annuities are paid to wage earners reaching age

65, varying with their past earnings.
(2) Wives who attain age 65 are also entitled to an annuity,

varying with the husband’s annuity.
4. Survivors, in the form of widows, children, and other relatives of a

deceased annuitant, receive an income based on the worker’s annuity.
5. Relief sections of the act provide for nonguaranteed grants by the

Federal government to state old age pensions, aid to dependent
children, aid to the blind, public health, state maternal and child
health services, state public welfare agencies, and vocational rehabili­
tation.

AT. Recent developments.
A. Current proposals to amend the Act.
B. The Beveridge Plan.
C. The National Resources Planning Board Report.
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Problems
1. Why is it not better to leave insurance provision for future needs in the

hands of each individual, rather than to set up compulsory governmental sys-

2. Can the unemployment compensation system set up by the Social Security
Act properly be called “insurance”?

3. IV hat disadvantages can be set off against the advantages of making social
insurance compulsory?

4. Is the United States system of social insurance the most complete with
respect to (a) persons covered? (b) risks insured against?

5. How were the questions confronting the Committee on Economic Security
(enumerated on page 315) finally resolved in the Social Security Act?

6. (a) Smith has worked for 11 years and has earned an average of $150 per
month during that time. He and his wife are now aged 65 and have no depend-
ents. T° ^ow much are they entitled as old age retirement benefits?
(b) Suppose Smith had died before he reached age 65, after having worked for
two years. To what would his widow be entitled if she had no dependent
children? If she had one dependent child?

7. Why did all the states cooperate so heartily and promptly in the Social
Security unemployment plan by passing unemployment insurance acts?

8. Are teachers in universities covered by the Social Security Act?
9. Critic says that: "The public employment offices offer real aid to the

workingman, whereas unemployment insurance merely gives him back his own
money.” Is this a correct statement, in your opinion?

10. What are the usual benefits to which a worker is entitled, as a result of
unemployment, if he lias been regularly employed for five years in the state?

11. Are the benefits of the Social Security Act fully paid for by the contribu­
tions of those who receive the benefits?
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12. The opinion has been growing that the Federal government should not
collect at the present tune more than is necessary to pay current benefits, even
though any balance is invested by the Treasury in United States bonds as a re­
serve. What is your opinion on this?

13. As the Social Security Act provides an annuity for old age and payments
to survivors of the deceased breadwinner, where is there any necessity for priv­
ate life insurance?





Part IV

INSURANCE OF PROPERTY-FIRE

CHAPTER 17

Insurable Interest in Fire Insurance

Reasons for insurable interest. It is a general principle of insurance
that an insured cannot use the courts to enforce collection on an insur­
ance policy unless he possesses an insurable interest. An “insurable
interest” is an interest of such a nature that the possessor would be finan­
cially injured by the occurrence of the event insured against. For ex­
ample, a lender on a mortgage would be financially injured if the mort­
gaged property were damaged by fire, because the property is part of his
security for recovering the debt. This requirement is justified on two
grounds, namely: (1) to insure a person without an insurable interest is
mere gambling, and it is not public policy to assist in the collection of
gambling gains; (2) without insurable interest a person would be en­
couraged to bring about the very event covered by the policy.

Although an insured and an insurance company may enter into a con­
tract whereby the latter is to pay a determinable sum upon the happen­
ing of a specified event, without the insured’s having any financial in­
terest in the property insured, neither party can enforce performance at
law. Such a contract depends purely upon the good faith of the two
parties.

This principle has probably been more strictly and consistently ap­
plied in fire insurance than in any other form of insurance. In life in­
surance, as we have seen, the insurable interest requirement may be
easily evaded by the insured’s taking a policy on his own life and assign­
ing it. In marine insurance, valued policies are common, whereby the
extent of the insured’s interest is a matter of mutual agreement. Even
in fire insurance it has been held that it is sufficient if an insurable in­
terest exists at the time of the loss, although no such interest existed at
the time of issuance of the policy.

Importance of insurable interest. In addition to considerations of
public policy referred to above, the importance of insurable interest is
heightened by the nature of the usual fire insurance contract. ■ The com­
pany is vitally concerned, not only with the moral character of the in­
sured, but with the nature of his financial interest in the property. In
the absence of knowledge, for example, the company may be insuring a
person who is joint owner or partner with an incendiary. The 1943
New York standard fire policy states that the insurance may not be for
more than the extent of the interest of the insured in the property.
Other forms used state that the nature of the insured’s interest must be
shown in the policy, unless he is the sole and unconditional owner. A
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correct statement of insurable interest is important to the insured be­
cause in many states at present a policy is void unless the insured is sole
and unconditional property owner. The policy is also void if the in­
sured has concealed or misrepresented any material fact or circumstance.
Except in the New York 1943, Massachusetts, and Texas forms, all the
insurable interests later enumerated must be described in the policy if
other than the interest of a sole and unconditional owner.

Classification of insurable interests. It is important to examine the
various kinds of insurable interest because (a) they illustrate the varied
uses that may be made of fire insurance contracts and (b) they indicate
the types of cases in which it is necessary to state carefully the nature of
the insured’s interest.

1. Ownership. The clearest and most common case of the existence
of an insurable interest is that of an owner of property. The owner
has an insurable interest, whether he be the legal or the equitable owner.
IVhen an executory contract of sale exists, the purchaser to pay for the
property in installments, the vendor has the legal title and thus has an
insurable interest, and the vendee has an equitable title and also an in­
surable interest. A partner has an equitable interest in the firm’s prop­
erty. In order to have an insurable interest a person need not be the
sole owner, but may be a joint owner of property. It is not necessary
that the time of ownership be unlimited. A life tenant, entitled to the
use of the property during his lifetime only, has an insurable interest.
A stockholder in a corporation is sometimes alleged to have an insurable
interest in the corporation property, because he is part owner of the cor­
poration.

2. Creditors. A creditor has an insurable interest in property on
which he has a lien for the debt. Examples are pledgees holding prop­
erty as security for debt, transportation companies for the charges on
goods, builders for value of materials, mortgagees for the amount of the
mortgage. Builders, mechanics, and warehousemen have an insurable
interest in property on which they have a lien. These all have a right
in rem, or in the particular property itself. A general creditor has no
property right in his living debtor’s property and hence no insurable in­
terest in it, but he may obtain a judgment for the debt, creating a lien,
and thus an insurable interest.

3. Interest arising from contract. A person may, by virtue of a con­
tract, have a personal claim against another, called in law a right in
personam as distinguished from in rem. Where the contract contains
such a provision so that the claim will be jeopardized by the destruction
of the particular property, the party possessing the claim has an insur­
able interest. For example, an owner may rent his building to a lessee
on a contract which provides that the rent shall cease in case of fire. In
this illustration the rent lost by fire can be insured by the owner. The
holder of a contract promising royalties to be paid him by an oil filtering
works for the use of a patent used there would have an insurable interest
in the oil works.

4- One who is legally liable. If an individual has responsibility for 
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the safety of a property, he is legally liable in case of damage, and has
an insurable interest. For example, a bailee, with whom goods are left
for repair, may assume responsibility for their safety, in which case he
has an insurable interest. The same might be true of transportation
companies, bailees for hire, lessees or contractors. Ordinarily a bailee
is not legally responsible for loss of goods by fire unless he is negligent,
but if he assumes such liability he needs protection against fire loss.
Frequently bailees for hire, such as laundries and dry cleaning estab­
lishments, voluntarily assume the responsibility for goods left with them.
This voluntary assumption of responsibility differs from merely an agree­
ment to procure insurance for their customers, which would fall in class
3 above. Legal liability may also arise merely out of negligence, as, for
example, when it was held that a railroad had an insurable interest in
property along its right of way because it was liable for fires negligently
caused by sparks from locomotives.

5. Representative of owner. There are some cases in which the repre­
sentative or agent of the owner has an insurable interest. For example,
a warehouseman may insure goods stored in a warehouse for the benefit
of the owner, without specifying the owner by name. Usually the rep­
resentative does so by obtaining a policy issued “to whom it may con­
cern” or a policy insuring goods that are “his own, held in trust or on
commission.” Such policies are frequently issued to bailees, transpor­
tation companies, grain elevators, laundries, repair men, and so on. It
might be said with considerable truth that in these cases it is the insur­
able interest of the owner of the goods, rather than that of the representa­
tive, which is insured. But since the policy is procured by the represent­
ative and he can collect the proceeds in some cases at least, it seems best
to mention this type of insurable interest as a separate category.

6. Expectations. In general, a mere expectation is not sufficient to
create an insurable interest. It is generally said that a son who expects
to inherit under a will his father’s property has no insurable interest.
But it is difficult to say how far the recognition of economic interests that
are not legally enforceable may be carried by courts, and therefore bor­
der line cases will arise under this category.

'Extent of insurable interest. In general the extent of an insurable
interest is determined by the amount of loss that will be suffered if the
event insured against occurs. This rule is not difficult to apply except
when there is more than one interest in the same property or when the
prospective loss is difficult to estimate.

A sole owner has an interest in the property to its full value, whereas
joint owners’ interests are indicated by their proportionate shares in the
property. A life tenant’s interest is the present value to him of the use
of the property for the remainder of his life. This value is more difficult
to estimate, but the principle is clear. A stockholder' can recover only
his pro rata share of the value of the property damaged, as measured by
his per cent of ownership in the corporation.

In the case of goods insured by representatives of the owner, such as
commission men, bailees for hire, and so forth, the value of the goods 
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belongs to the owner and may be insured for his benefit by the bailee.
The bailee may also insure the amount of his commission or fee. One
who is legally liable may insure the property for its full value. If the
owner is also insured, the insurance company paying the owner is sub­
rogated to his rights to collect from the person legally responsible.

A secured creditor, in general, has an insurable interest in the property
under the lien, to the extent of the debt and unpaid interest on it. Thus
a mortgagee may insure to the amount of the mortgage. The owner may
also insure for the full value, and the principle of subrogation prevents
overpayment by the insurance company, as described later. When goods
are sold on a charge account, full title passing immediately to the pur­
chaser, and the seller having no lien on the goods, the seller is evidently
an unsecured creditor with no property right in the particular goods, and
therefore no insurable interest. •

Insurable interests arising out of contracts are measured by the amount
that the contracting party will lose by the destruction of the property.
A bailee may assume responsibility for the safety of the goods entrusted
to him, or a builder may contract to deliver a completed building. A
contractual interest frequently arises out of a provision that one party
to a contract will insure for the benefit of the other party.

A more detailed description now follow's of three common commercial
instances of insurable interest other than ownership, namely: (1) vendor
and vendee; (2) bailor and bailee; (3) mortgagor and mortgagee.

Vendor and vendee. If property has been sold under an executory
contract of sale, the terms of the contract being as yet unfulfilled by
cither party, both parties have an insurable interest in the property.
Such contracts are frequently entered into for real estate.

In the case of real estate under such a contract, a vendee who enters
into possession of the property is generally regarded as the sole and un­
conditional owner, with an insurable interest to the full value of the
property. The vendor also has an insurable interest to the extent of the
unpaid balance. If the vendor remains in- possession of the property, he
is regarded as the owner in some jurisdictions, whereas the vendee has
an insurable interest to the extent of his equity only, unless he has con­
tracted to insure for the vendor’s benefit.

Under these circumstances the two interests may be taken care of in
one of three ways. (1) The policy may be written in the names of both
vendor and vendee, stating the respective interests of the two parties.
(2) A policy may be written in the name of the vendee with a loss, pay­
able clause attached in favor of the vendor as his interest may appear.
(3) A policy may be written with a loss payable clause attached (a) in
the name of the vendor when the vendor retains possession of the prop­
erty or (b) in the name of the vendee when the vendee is in possession.

Personal property is often sold on the installment plan through condi­
tional sales agreements or leases. In either case the title usually remains
with the seller and passes only upon, completion of the payments. The
seller thus has an insurable interest to the full value and the buyer for
the equity he has in the goods. If, however, the vendee has contracted
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to protect the vendor against loss by fire, the buyer has an insurable in­
terest to the full value.

The practical significance of this discussion is that when more than ,
one insurable interest exists in the same property the best solution is to
write the policy in both names, with a statement of the nature of the
agreement, making loss payable to each as his interest may appear.
This precaution (a) protects the company against overinsurance, (b)
protects both interested parties, and (c) eliminates the involvement of
the insurance company in legal disputes.

Bailor and bailee. A bailee is a person or company holding goods be­
longing to another called the bailor. A storage warehouse is an example
of a bailee who holds goods for hire. The borrower of a book is a gratu­
itous bailee. A bailee who expects to derive some benefit, such as com­
missions, from holding or selling property, has an insurable interest in
the goods in his own right to the extent of the benefits he would derive.

A bailee, however, except in a few cases, is not responsible for the
safety of the goods unless the loss is due to his negligence, and since he
is not the owner of the goods, he cannot take out a policy as owner for
the full value. Frequently, however, the bailee takes insurance on the
value of the goods for the benefit of the owner, obtaining a policy cover­
ing goods “held in trust or on commission.” When he does so, he is con­
sidered by law to have an insurable interest sufficient to enable him to
collect the proceeds of the policy, the excess of which over his own claims
he holds in trust for the owner. If he has contracted to be responsible
for the safety of the goods, he has, of course, an insurable interest arising
out of his contract liability.

Mortgagor and mortgagee. One of the most frequent cases of two
concurrent insurable interests arises from the relation created by a mort­
gage of real estate. The courts have always recognized the existence of
more than one insurable interest in mortgaged property, the mortgagor
having an insurable interest equal to the value of the property, and the
mortgagee having an insurable interest equal to the amount of the debt.

There have been several methods whereby these two interests have
been protected, and because of their importance considerable space will
be devoted to a description of them. Although under any method the
mortgagee has some protection, its extent is not equal under all circum­
stances or in all jurisdictions. The mortgagee’s status is subject to in­
terpretation by the intermediate courts and the courts of last resort of
the forty-eight states, besides the federal courts, although the tendency
of all of them is to favor him as much as possible. The following are
five principal methods that have been used to insure the mortgagee:

1. Mortgagee’s policy covering his own interest. In this method the
mortgagee takes out separate insurance for his own benefit, in which the
mortgagor has no rights whatsoever. Assume for the moment that the
mortgagor possesses no insurance policy of his own.

In case of loss in this instance and payment to the mortgagee, the insur­
ing company becomes possessed of the contractual right to collect at the
maturity of the mortgage a sum equal to the indemnity paid. To permit
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otherwise would be to grant the mortgagee double indemnification. He
would collect the amount of the loss from the insurance company, and

, his claim on the mortgagor would be undiminished. Therefore the in­
surance company becomes “subrogated” to the rights of the mortgagee to
the extent of the indemnity paid. An illustration will make this point
clearer. Assume that 0 possesses a property valued at $10,000, which he
has mortgaged to M for a loan of $9,000. M insures his interest for
$9,000, and a loss of $8,000 subsequently occurs. The insurance com­
pany pays M S8,000 and by subrogation acquires M’s right to collect
$8,000 from O at the expiration of the term of the mortgage, M retaining
the right to collect at that time the remaining $1,000 due him. The
insurance company, if it can ultimately collect the $8,000 from O, loses
nothing. If O refuses to pay, foreclosure may be made, and if the prop­
erty brings, only, say, $8,500, the company loses $500, since it cannot
legally in the collection of its claim against O prejudice in any way M’s
contractual right to $1,000. An alternative settlement is the payment to
M by the company of the entire mortgage debt, $9,000, and the company’s
acquisition by subrogation of the entire claim for S9,000. This solution
substitutes the insurance company for the mortgagee.

The advantages of this method are few and accrue only to the mort­
gagee. It enables the mortgagee to select the particular insurance com­
pany he desires. If the owner for some reason (such as disappearance of
his equity in the property) refuses to carry insurance, the mortgagee can
carry it in his own name. As will be seen later, however, both mortgagor
and mortgagee may be protected by the same policy at no additional cost,
through the use of a mortgagee clause, under which the mortgagee gets
more rights and privileges than under his own contract. The disadvan­
tages to the mortgagee are that he must supervise the insurance and also
pay the premiums. Such separate insurance is also disadvantageous to
the insurance company, since it increases the difficulty of supervision, the
moral hazard, and the danger of nonconcurrent policies.

The mortgagor, with his insurable interest as owner, may also obtain
a policy on the same property for his own protection if he chooses to do
so. In such a case the insurance company must settle with both mort­
gagee and mortgagor. In the event of a loss it pays the mortgagee the
loss in cash and, being to that extent subrogated to the mortgage, pays
the mortgagor by canceling the mortgage debt to the extent of its lia­
bility to him. If the mortgagor’s policy proves to be void for any reason,
the debt of course is not canceled.

2. Assignment oj the mortgagor’s policy. A second method is the
assignment to the mortgagee of a policy held by the mortgagor, with the
consent of the insurance company. The efficacy of this method is doubt­
ful, since the mortgagee acquires by assignment only such rights as the
mortgagor possesses at the time of assignment. A fuller explanation of
assignment is given at the end of this chapter. These rights depend to
some extent upon the nature of the assignment and the jurisdiction. Vio­
lations or misrepresentations may have voided the policy, and in many
states the mortgagee would then obtain a valueless piece of paper. In 
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addition, the mortgagee often has no legal status as a contracting party
and consequently may not be entitled to notice of appraisal, to partici­
pate in negotiations after a loss, to redress if the mortgagor agrees to an
inadequate settlement of the claim, and so forth.

S. Endorsement of “loss payable clause.” A more extensively used
method of obtaining insurance of a mortgagee’s interest is the endorse­
ment upon the mortgagor’s policy of the so-called “loss payable clause,”
stipulating “loss, if any, payable to------------------, as his interest may
appear.” From the standpoint of the companies this method is desirable
in a number of states because of the liability of the mortgagee for the
acts of the mortgagor, and in general because of the elimination of sepa­
rate insurance of interests in the same property and the reduction of the
moral hazard. But the desirability of such a method from the mort­
gagee’s standpoint, it is to be strongly emphasized, depends entirely upon
the state where it is used; there being two radically different interpreta­
tions of his rights.

One of these is that such an endorsement renders the mortgagee an
appointee and representative of the mortgagor to receive the insurance
money. Where this interpretation obtains, no method could afford him
less protection than the “loss payable clause,” since it subjects him to all
the defenses available against the mortgagor, without the rights of the
latter. Since he is not legally a party to the contract, an award is bind­
ing on him, the election to build or repair may be exercised without notice
to him, and he suffers all the disadvantages of the previous method.

In marked contrast are the states that consider the endorsement of a
“loss payable clause” the creation of an unconditional, independent con­
tract between the insurance company and the mortgagee. When thus
interpreted, this method cannot be surpassed. Since the mortgagee is
not bound by the conditions of the policy, the acts of the mortgagor can­
not be set up as a defense against him, and yet he possesses all the rights
of the mortgagor. The numerous decisions rendered on various policy
forms with respect to differently worded “loss payable clauses” make it
difficult to arrive at any general conclusion as to the law on the subject.
In Texas, a statute provides very broad protection for the mortgagee,
who is not affected by any condition beyond his control.

4- The “standard mortgagee clause.” Of all the methods of protecting
the mortgagee’s' interest, the most prevalent, because of its general effec­
tiveness, is the endorsement on the mortgagor’s policy of a “standard
mortgagee clause.” One form of such a clause is as follows:

STANDARD MORTGAGEE CLAUSE
Loss or damage, if any, under this policy, shall be payable to.......... .as

mortgagee (or trustee), as interest may appear, and this insur­
ance as to the interest of the mortgagee (or trustee) only therein, shall not be
invalidated by any act or neglect of the mortgagor or owner of the within de­
scribed property, nor by any foreclosure or other proceedings or notice of sale
relating to the property, nor by any change in the title or ownership of the prop­
erty, nor by the occupation of the premises for purposes more hazardous than
are permitted by this policy.
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PROVIDED, that in case the mortgagor or owner shall neglect to pay any
premium due under this policy, the mortgagee (or trustee) shall, on demand, pay
the same.

PROVIDED, also, that the mortgagee (or trustee) shall notify this company
of any change of ownership or occupancy or increase of hazard which shall come
to the knowledge of said mortgagee (or trustee) and, unless permitted by this
policy, it shall be noted thereon and the mortgagee (or trustee) shall on de­
mand pay the premium for such increased hazard for the term of the use
thereof; otherwise this policy shall be null and void.

This company reserves the right to cancel this policy at any time as provided
by its terms, but in such case this policy shall continue in force for the benefit
only of the mortgagee (or trustee) for ten days after notice to the mortgagee
(or trustee) of such cancellation and shall then cease, and this company shall
have the right, on like notice, to cancel this agreement.

Whenever this company’ shall pay the mortgagee (or trustee) any stun for
loss or damage under this policy' and shall claim that, as to the mortgagor or
owner, no liability therefor existed, this company shall, to the extent of such
payment, be thereupon legally subrogated to all the rights of the party to whom
such payment shall be made, under all securities held as collateral to the mort­
gage debt, or may’ at its option pay to the mortgagee (or trustee) the whole
principal due or to grow due on the mortgage with interest, and shall thereupon
receive a full assignment and transfer of the mortgage and of all such other
securities; but no subrogation shall impair the right of the mortgagee (or
trustee) to recover the full amount............... claim.

The only obligations assumed by the mortgagee are (1) to pay the pre­
mium, if it is not paid by the mortgagor (failing which the policy would
be canceled by the company) and (2) to notify the company of any'
change in ownership or increase of hazard within his knowledge. In
return he is granted the advantages of (1) having his loss paid, (2) ob­
taining immunity' from any’ act or neglect of the mortgagor, and from
voidanee of the policy by foreclosure proceedings, change in title or
ownership, or increase in the hazard, (3) receiving ten days’ notice of
cancellation’ instead of five, (4) preserving his interest unimpaired by
subrogation, and (5) having the privilege of suing on the policy in his
own name, although he has paid no price for the protection.

Such favorable treatment as is outlined in the clause is accorded mort­
gagees by' insurance companies because of the mortgagees’ inability to
control the acts of their debtors, their recognized right to protection, and
their usual excellence as moral risks. By such a clause, it will further­
more be noticed, the right to subrogation is reiterated and acknowledged
in the contract. An endorsement of this nature creates what is sub­
stantially an independent contract between the insurer and the mort­
gagee. The word “independent” is qualified because tw’o lines of deci­
sions are existent on the liability of the mortgagee for his debtor’s acts.
In four states he has been declared entirely unaffected by' such acts,
whether committed prior or subsequent to the endorsement on the policy
of the “mortgagee clause.” In four other states he has been held exempt
from the consequences of acts occurring after its endorsement. In one
of these states, the provisions of the standard policy that refer to condi­
tions after a loss were held to be inapplicable and not binding on the 
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mortgagee: he is privileged to submit proofs of loss, to receive notice of
appraisal, and to be exempt from the “rebuild or repair” provision.

Illustrations will serve to define distinctly the nature of the settlement
of claims under the “mortgagee clause.” Suppose that the value of O’s
property is S10,000, that it is mortgaged to M for S4,000, and that 0 ob­
tains a fire insurance policy for §10,000 on which a “standard mortgagee
clause” is endorsed for M’s protection. A loss of S3,000 occurs. The
company will pay to M, the mortgagee, S3,000. O, the owner, having an
interest in the policy, however, is entitled to protection, and therefore is
credited by M with S3,000 in liquidation of the debt, being thus reim­
bursed for the S3,000 damage to his property. An equivalent settlement
would have been for the company to pay M 84,000, then to take over M’s
claim against O of S4,000 and credit O with S3,000 toward payment of
the claim.

A situation may exist, however, in which O has violated the terms of
the insurance contract, and the company disclaims all liability to him.
In this contingency, when M receives S3,000 from the insurance company,
instead of O’s being credited with S3,000 toward the payment of the
debt, the insurance company is subrogated to 83,000 of M’s claim against
0 at the expiration of the mortgage. Thus O loses S3,000 because his
policy was void, and the settlement is made as if O has never had an in­
terest in the insurance.

For the ordinary mortgagee the endorsement of the “mortgagee clause”
affords the best protection in most states. Its advantages may be sum­
marized as follows:—

(a) The prejudicial effect of the mortgagor’s acts on the mortgagee’s
rights is considerably diminished in some states and entirely eliminated
in others.

(b) The mortgagee acquires legal rights as a party to the insurance
contract.

(c) The mortgagee is exempt in some states from certain provisions of
the standard policy, such as the “repair and rebuild clause” and the pro­
visions applying after a loss.

It has disadvantages, in comparison with other methods, in only a few
jurisdictions. It appears to be inferior to the “loss payable clause” in a
limited number of states.

Mortgagee clause and contribution. Two types of mortgagee clause
are in use, one “without contribution” and one “with contribution.”
The latter is created by inserting in the former clause the following
paragraph:

In case of any other insurance upon the within described property this Com­
pany shall not be liable under this pobey for a greater proportion of any loss
or damage sustained than the sum hereby insured bears to the whole amount of
insurance on said property, issued to or held by any party or parties having an
insurable interest therein, whether as owner, mortgagee or otherwise.

The significance of this “contribution provision” may be illustrated by
an example. An owner (O) of a property worth S20,000 mortgages it to 
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a mortgagee (M) for 810,000. 0 has a policy for §10,000 in the X insur­
ance company and gets a mortgage clause attached to it for M’s protec­
tion, the clause containing the contribution provision. Later 0 secures
another insurance policy for §5,000 in the Y insurance company, for his
own sole benefit and without il/’s knowledge. A loss of S3,000 occurs.
The X insurance company contends that there is altogether $15,000 in­
surance on the property, of which it has written 810,000, and offers to pay
M 10/15 of S3,000 or $2,000. M objects that this settlement does not
fully protect his interest as the mortgagee clause promises, the loss being
S3,000.

The legal decisions are at variance on this point, some holding that the
contribution provision conflicts with the provision that the mortgagee’s
rights shall not be impaired and deciding in favor of the mortgagee,
others holding that the contribution provision (as was probably intended)
qualifies the mortgagee’s right to collect.1 It is plain that the clause
without contribution is more certain in its protection of the mortgagee,
whereas the clause with contribution at least renders his position debat­
able.

5. Special contracts. An even more satisfactory method of completely
protecting the mortgagee is the formation of a special contract between
insurer and mortgagee, embracing exceptional features for the latter’s
benefit. This method, however, is chiefly used by trust companies and
large lenders, who place a great deal of insurance of this nature. With
the great development of mortgage lending, large financial institutions
have secured special agreements from' the companies, which take prece­
dence over policy provisions and endorsements on policies. Some of these
agreements cover substantially the same features as the standard mort­
gagee clause, but others have secured even greater rights to the mort­
gagee. A typical example of such an agreement provides, in addition to
the stipulation of the usual mortgagee clause, that: (1) the principle of
“contribution” is applied only to other insurance that has come to the no­
tice of the mortgagee, he being obligated to report that to the company;
(2) when a borrower turns over an insurance policy as security for a loan,
that policy is automatically brought within the scope of the special
agreement; and (3) the same procedure is followed when mortgages are
acquired by taking over other banks or trust companies. Insurance
companies sometimes obtain certain concessions in these special agree­
ments, such as (1) exemption of chattel mortgages from the scope of the
agreement, (2) nonliability to the mortgagee for small losses that do not
impair the security’ for the debt (when there is no liability to the mort­
gagor), and (3) additional privileges with respect to subrogation.

Second mortgagees. When second and third mortgages are used in
financing properties, the practices vary. In some cases companies prefer
that the first mortgagee be protected by a mortgagee clause and the 

’See Eddy v. London Assurance Corp., 143 N. Y. 311 (1894) and Bennett y. In­
surance Co., 198 N. C. 174 (1930). as compared with Williams v. Harljord rye in­
surance Co., 63 Fed. 925 (1894). In Hastings v. Westchester, 73 N. Y. 141 (18’ ,
it was held that in the absence of the contribution provision.the mortgagee was e
titled to full recovery.



INSURABLE INTEREST IN FIRE INSURANCE 345

second and subsequent mortgagees be protected by a simple loss payable
clause. Some underwriters have contended that it is better to name all
mortgagee interests in one standard mortgagee clause, describing the
order in which payments are to be made. The first mortgagee, however,
frequently objects to the inclusion of other interests in his clause, and
then the mortgagor procures one policy containing a mortgagee clause for
the benefit of the first mortgagee and another policy endorsed with a
mortgagee clause for the benefit of the second and third mortgagees.

Assignment of fire policies. There are two situations in which an
assignment of a fire policy before a loss may be useful. One exists when
the property covered by the policy is sold or given away and it is desired
to transfer the policy to the new owner. In this case the control of the
property and the interest therein passes out of the hands of the original
insured to the new owner. If the policy could not be assigned it would
be necessary for the original owner to cancel it and thus pay a higher
premium because of the short rate charged for cancellation before the
expiration date named in the policy.

The second situation exists when the original policyholder wishes to use
the fire policy as protection for a loan, and to transfer an interest therein
to a creditor. In this instance the control of the property and some
interest therein remains with the original insured, who is still the owner.
In the case of real estate, as we have seen, this objectfis commonly accom­
plished by means of a mortgagee clause or loss payable clause. In the
case of personal property, other methods are used. The assignment is
convenient in this instance, not only to avoid the short rate that would
be charged for a cancellation, but to avoid the unnecessary issuance of
extra policies. The original policy would have to be canceled, a new
one issued to the creditor (wdiich would be canceled upon repayment of
the loan), and another new policy issued to replace the original policy.

Policy provision relating to assignment. Fire policies, unlike marine
policies, have never been held to be freely assignable because such a
feature has not been thought necessary to meet commercial exigencies.
A restriction is placed upon assignment by an express provision in stand­
ard policy forms. The 1918 New York policy, for example, states:
“This entire policy shall be void, unless otherwise provided by agree­
ment in writing added hereto, if this policy be assigned before a loss.” 2
The 1943 New York form does not state that tlie policy shall be void, but
says that the assignment shall not be valid without written consent of the
company. As a fire policy is a personal contract it has always been held
that the insurance company is privileged to select the persons it desires to
insure. Perfect freedom of assignment would nullify this right.. For
this reason the provision above was made part of a number of contracts,
and with few exceptions it has been enforced by the courts.

It will be noted, however, that the limitation applies only to assign­
ment before a loss. Assignment after a loss is dealt with later. It
should also be noted that when a policy is payable to the insured “or his 

’The old New York, .Michigan, and California forms are the same as the New
York 1918 policy. The Massachusetts form omits the words “before a loss.”
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assigns,” or when the policy is written for the benefit of “whom it may
concern,” or on goods “held in trust or on commission,” the consent of
the company is unnecessary because these endorsements supersede the
policy condition.

Effect of assignment. In the first situation described above, in which
there is a transfer of the property and it is desired to assign the policy,
if the company consents in writing to the assignment the new owner of
the property acquires a new and independent contract. He has a good
contract regardless of any previous violations by the original insured.
The same assertion is certainly true of violations known to the company
at the time of assignment and it has been applied even to violations un­
known to the company at the time of the assignment.

If the assignment is made without the consent of the company, the
policy is void as to both assignor and assignee. The former has no longer
any insurable interest and has also made a change in interest, title and
possession, not to mention possible increase of hazard. With the assignee
the company has no contractual relation.

In the second situation, in which the policy is used simply as collateral
for a loan, the conditions are different. If the consent of the company
is obtained, the policy is of course valid, provided the insurable interest of
the assignee is correctly stated. Even without the consent of the com­
pany in these cases the courts have been liberal in the treatment of the
status of the insured.

Strictly construed, the policy provision previously referred to would
appear to state that any assignment before a loss without consent relieves
the company of all liability. But this view depends upon the interpre­
tation of the word “assignment,” and the courts have often considered
that certain cases of transfer are not “assignments” as contemplated by
this clause. Only instances in which the assignor parts with all his rights
and creates a privity between the assignee and the insurer are considered
assignments. As instances in which the assignor does not part with all
his rights, we have:

1. Assignment for the benefit of a creditor without assignment of assets.
2. Assignment of the amount secured by the policy.
3. Deposit of policy as a pledge.
4. Deposit of policy as collateral for a chattel mortgage.
5. Assignment with a bill of lading as collateral security. In these

instances the assignee does not acquire all the rights against the insurer
possessed by the insured, nor all the rights that would have been obtained
by an assignment with the consent of the insurer. These are merely
cases in which the policy remains in effect and in which the assignee has
a claim upon the proceeds of such policy when paid to the assignor.

One of the most frequent examples is that in which a bank advances
money upon goods stored in a warehouse. The attachment of a loss
payable clause is a method that has been commonly used, but the protec­
tion to the bank is questionable. Although a mortgagee clause would be
more satisfactory, it is customary to use this clause only for real estate.
If the policy is issued to the bank for “account of whom it may con­



INSURABLE INTEREST IN FIRE INSURANCE 347

cern,” any creditor may make claim to the proceeds, and some question
might arise with respect to contribution. Another method that has been
suggested is to issue policies covering owner and/or bank, as interest
may appear, with loss payable to the bank.

There is, finally, the case in which an assignment is made following a
loss. This method amounts to assigning, not the insurance, but merely
the proceeds of the insurance, and is similar to the assignment of a debt,
such as an “account receivable” of a mercantile house. The courts have
even decided that it is against public policy to permit a company to stip­
ulate in its contract that it will not make payment to a person so ap­
pointed, for such a transfer of a chose in action is always permitted in
equity. It should not be deduced, however, that, if the property has been
transferred before a loss, the insurance can always be transferred after
a loss so as to give the purchaser rights thereunder.

Summary

I. An insurable interest is necessary to enforce an insurance contract.
A. A person possessing an insurable interest is one who would be financially

injured by the occurrence of the event insured against.
B. This rule is based on public policy and desire to reduce moral hazard.
C. The insurable interest must exist at the time of the loss.

' II. The insurable interest rule is important to both company and insured.
III. Insurable interests are very varied, but may be classified as

A. Ownership.
B. Creditors.
C. Interest arising from contract.
D. Legal liability.
E. Owner’s representatives.

IV. The extent of insurable interest is, in general, determined by the incidence
and amount of the loss.

V. Three common commercial cases of concurrent insurable interests are:
A. Vendor and vendee.
B. Bailor and bailee.
C. Mortgagor and mortgagee.

1. Mortgagee’s own policy.
2. Assignment of mortgagor’s policy.
3. Loss payable clause.
4. Standard mortgagee clause.
5. The mortgagee clause with contribution.
6. Special contracts.

VI. Assignment of fire policies.
A. Sales v. pledges of property.
B. Policy provisions require consent to assignment.
C. Effect of assignment.

1. In transfer of property, written consent makes a new and independent
contract.

2. Lack of written consent voids the policy for both assignor and
assignee.

3. When property is pledged and policy is collateral, written consent
makes the assignment valid.

4. Even without consent, the tendency has been to protect the assignee,
to facilitate commercial transactions.

D. Assignment after a loss is valid without consent.
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Problems

1. Indicate the correct and incorrect statements among the following:
(a) Insurable interest must exist at the time of the loss.
(b) For a loss to be collected, insurable interest must exist at the time

the insurance is obtained.
(c) Insurable interest arises only out of legal or equitable title.
(d) The amount of all insurable interests in a property never exceeds

. ■ its value.
2. Lawrence owns the machinery, furniture, and fixtures of a printing plant,

which he insures. Lawrence sells a half interest in these articles to Morris.
Should Lawrence report the sale to the insurance company?

3. What is the difference between the doctrine of insurable interest applied
in fire insurance and in life insurance?

4. Naylor is an only son and expects to inherit S50,000 of real estate that his
father owns, upon the death of the latter. Has Naylor an insurable interest in
the property?

5. Smith leaves his overcoat at the Elite Tailors to be dry cleaned. Have
the Elite Tailors an insurable interest in the coat? 0 leaves her fur coat with
Berg, who conducts a business of cleaning and repairing fur coats. What frould
O's situation be if her coat were destroyed by a fire in Berg’s store?

6. 0 is repairing his house. He borrowed S200 from G to buy the material
used and gave G a promissory note for $200 at 6 per cent interest.. Carpenter
L agreed to wait six months for payment of his bill of S400. Has either G or
L an insurable interest in O’s house to support a fire insurance policy? If a
company issues a policy and a loss occurs, what is the position of the parties?

7. Plymouth Rock Company sells an incubator outfit to Apsley for 84,000 on
the installment plan, to be paid for at the rate of 5 per cent a month, Apsley
giving 20 promissory notes. Plymouth Rock Company discounts the notes at

. a bank for $3,900. Has Plymouth Rock Company an insurable interest in the
incubator outfit?

8. How would you protect the interest of Apsley in Problem 7?
9. Adams owns jointly with Bailey a house that stands upon ground leased

from Carey. At the expiration of the lease, the house is to belong to Carey. 
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Adams and Bailey have installed SI,000 worth of plumbing and heating fixtures,
which are to remain theirs at the expiration of the lease. They insure the
building without explaining the circumstances to the insurance company. Is
the policy valid? Give all your reasons.

10. 0 (owner) owns a property worth 510,000. He borrows through a mort­
gage from M (mortgagee) S6,000. O has a S9,000 insurance policy in Company
C and desires to have a loss payable clause endorsed on it reading “Loss if any
payable to M, as his interest may appear.” Is this clause desirable from the
company’s standpoint? From the mortgagee’s standpoint? Why?

11. Compare the protection of a mortgagee’s interest given by an assignment
of the mortgagor’s policy with that given by a mortgagee clause.

12. What are the rights of a mortgagee under the mortgagee clause? What
are his duties?"

13. O owns a property valued at 812,000, uninsured. O mortgages the prop­
erty to M for 86,000. 3/ insures his interest in Company J for $6,000. A loss
of 82,000 occurs. How would this loss be settled?

14. O insured his house in the X Insurance Company for 810,000. On Janu­
ary 12 he sold a half interest therein to his brother B, without notifying the
insurance company. On March 15 O and B mortgaged the property to Hall for
86,000, and assigned the policy to Hall with the insurance company’s consent.
Is Hall protected ?

15. O owns a property valued at 814,000 and insured for 814,000. He bor­
rows 810,000 from Al on a mortgage, and to protect 31 has endorsed on his policy
“loss, if any, payable to 3/ as his interest may appear.” A loss of $4,000 occurs
and the policy is void as respects O because of an unreported increase in hazard.
In what ways may this loss be settled?

16. O owns a property worth 8S,000. He has a policy in the X Insurance
Company for S8,000 covering the property, issued three months ago. O mort­
gages the propertj' to 3/ for a loan of $5,000. (a) How would you advise 3/ to
protect his loan by insurance? (b) Suppose he follows your method and a
loss of $2,000 occurs. Show two ways in which the X Insurance Company may
settle the loss.

17. What would be the settlement in Problem 16 if 3/ were protected by a
standard mortgagee clause?

18. The Alder Trust Co. lends Adams $9,000 on a first mortgage on his $17,-
000 house. Adams protects the Alder Trust Co. by taking a policy for $9,000 in
the Alberta Fire Insurance Co., with a standard mortgagee clause endorsed
thereon. Adams also borrows $3,000 from the Baring Trust Co. on a second
mortgage on the same property, and protects the Baring Trust Co. by buy­
ing a policy for S3,000, with a mortgage clause endorsed, in the Brunswick
Insurance Co. (a) A loss of $10,000 occurs. Show how this loss would be
settled, (b) Suppose each of the mortgagees had its own policy, Adams being
uninsured. A loss of $12,000 occurs. Adams later is unable to pay the interest
or principal on the mortgages, and the property is sold under foreclosure for
$9,000. What is the final situation of the parties?

19. The Alder Trust Co. lends Adams $9,000 on his $17,000 house. Adams
protects the Alder Trust Co. by taking a policy for $9,000 in the Alberta Fire
Insurance Co., with a mortgagee clause endorsed thereon. Adams also procures
a $5,000 policy for his own protection, containing no endorsement for the benefit
of the mortgagee, in the Brunswick Insurance Co. Show how a loss of $9,000
would be settled by these companies.

20. O has a property worth $20,000, on which he borrows on mortgage from'
A $10,000 and from B $8,000. He takes a policy for $10,000 in the Alberta Fire
Insurance Co. and has endorsed thereon for A’s protection a mortgagee clause.
He takes another policy for $8,000 in the Brunswick Insurance Co. and has a
mortgagee clause endorsed thereon for B’s protection. While the policy is valid 
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a loss of $9,000 occurs, (a) Show the settlement of the loss, (b) What differ­
ence does it make in this case whether the mortgagee clauses are without or with
full contribution?

21. 0 owns a quantity of grain in a warehouse, which he pledges as security
for a loan. He desires to assign liis fire insurance policy to the creditor, (a)
What is the process? What is your opinion of the protection to the creditor?
(b) Suppose this case was an instance of sale of the grain to the second party.
Is his protection any better? (c) Suppose the policy was assigned to the
second party after a loss had occurred?



CHAPTER 18

The Fire Insurance Contract

Standard fire policy. Unlike numerous other forms of insurance, fire
insurance is carried on by means of a standard contract, prescribed by
the law of state in which the insurance is written. No other form of con­
tract may be used, but the standard policy may be modified by endorse­
ments to meet the conditions of the particular case.

A policy is the written evidence of the contract between the insured and
the insurance carrier. Although an oral insurance contract would be
binding, an insured is foolish to neglect written evidence of so important
an engagement. As in the case of other contracts there is an offer and
an acceptance. The offer is usually the insured’s request for insurance,
and the acceptance the signification of the carrier, usually through an
agent, that it is willing to accept the risk. There must be a valuable
consideration for the contract, consisting of the carrier’s promise to pay
indemnity and of the insured’s payment of the premium. In order to be
enforceable at law the insurance must be for the furtherance of a legal
object, and the insured must be in such a position that loss or damage of
the property would injure him.

This chapter does not presume to state the law on the fire insurance
policy. Its object is conveniently to classify, illustrate, and show the
reasons for and the probable significance of the terms of the fire insurance
contract.

Development of the standard policy. In the early days of fire in­
surance every company issued a policy that suited its particular needs.
Although at first policies were written largely at the home offices of the
companies, the spread of the insurance idea caused more and more power
to be placed in the hands of the agents, and in dealing with an insured
many miles away, the company ran the risk of the agents’ incompetence
and the insured’s dishonesty. The original simple policy accordingly
became hedged about by a multitude of restrictions, policies lacked uni­
formity, and some companies attempted to devise policies that would im­
pose as little liability upon themselves as possible. As stated in a court
decision of the period, the provisions were of such bulk and character that
they were not to be understood by men in general, even after laborious
study. They were intermixed with subjects in which the premium payer
had no interest, and some of the most material parts were concealed in a
mass of rubbish on the back pages of the policy, where few would think
of looking. As if it were feared that someone would, in spite of these
difficulties, discover the meaning of the contract, the policy was printed
in extremely small type and long crowded lines, so that “the perusal of it

351
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was made physically difficult, painful and injurious.” After a time,
even the companies that issued the policies did not know their meaning
because of the conflicting court decisions that were rendered, and loss
settlements when several policies were written on the same property were
almost impossible. There was therefore considerable agitation to estab­
lish a fixed form of policy.

The first standard policy form was adopted by the Legislature in Mas­
sachusetts in 1873, and in New York a standard form of policy was made
the only permissible legal form in 1887 (although it became known as
the “1886 form”). Eventually other states followed the example of New
T'ork until there were about 17 standard forms in use in various states.
Of these, however, the New' York standard policy w'as the most important,
having been adopted as it stood by several states, and only slightly modi­
fied by others. The National Convention of Insurance Commissioners
recommended a new standard form in 1914 which w'as adopted by three
states, including Pennsylvania, and an amended Insurance Commis­
sioners’ form w’as adopted by New' York and Wisconsin in 1918. Many
provisions of the old New York policy had been nullified by court deci­
sions, and some were considered to be unfair to the insured.

As the years went on, in view' of (1) the leniency to the insured of
court decisions on current policies, (2) the feeling that more modem
conditions rendered older provisions harsh in their application to the
insured, and (3) the desire by many for broader coverage and a more
flexible contract, a committee of the National Association of Insurance
Commissioners wras appointed in 1936 to draft a new fire insurance policy
contract, in the hope of universal adoption. As a result of the work of
many committees and many organizations, the new New York Standard
Fire Policy contract was evolved, which became effective in the State
of New' York July 1, 1943.

At the present time 40 states use the 1943 New York form. The fol­
lowing states do not: California, Iowa, Kansas, Maine, Massachusetts,
Minnesota, New' Hampshire, and Texas.

California, Iowa, and Kansas use their owm special forms of policy,
which differ considerably from the New York 1943 form. Maine, Mas­
sachusetts, Minnesota, and New’ Hampshire use the Massachusetts form,
with each state having certain statutory differences. Texas uses a form
that, although modeled after the 1943 New York form, includes many
conditions usually found in separate forms attached to the policy. The
New York 1943 form will be used here for detailed discussion of contract
provisions because of its use in most of the states. At the end of the
chapter are notes comparing other important standard forms.

The advantages of a standard form are: (1) Every company issues the
same form of contract, which is merely modified by endorsements to
meet the circumstances of the case; (2) The insured becomes educated
to the meaning of the contract; (3) Law suits are greatly reduced in num­
ber; (4) Court decisions gradually fix the meaning of the terminology
employed; (5) Discrepancies between different policies on the. same risk
are reduced and loss settlements made easier.
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Provisions of the 1943 New York Standard Policy

Instead of studying the policy from first line to last, more satisfactory
results will be attained if the policy provisions are grouped in their logical
classifications and considered under the following heads: (1) the parties
to the contract; (2) the premium and consideration; (3) the description
of the property; (4) the extent of protection granted; (5) the inception
and termination of the contract; (6) the suspension and voidance of the
policy; and (7) the settlement of losses (in \later chapter).

Parties to the contract. One party to the contract is the insurance
carrier, a stock, mutual, or other form of organization, as described in
Chapter 3. The other party is the insured, who is’ to be indemnified in
case of loss. The policy reads "Does insure John Doe and legal repre­
sentatives.” The name of the insured is an important part of the policy,
for the contract is a “personal contract.” By this phrase is meant that
the policy is not an appurtenance of the property, following it every­
where and under all conditions, but a contract to reimburse a particular
person or persons for loss under stated conditions.

It is of importance to the insured that the nature of his interest be
fully and accurately stated in the policy. A mortgagee should be insured
as “John Doe, first mortgagee,” the seller under an executory contract of
sale, should be so named, joint owners should be so named, and so on.

Following the name of the insured is the phrase, “and legal repre­
sentatives,” which is intended to cover the administrators or executors of
an insured who dies during the policy term, or the person legally ap­
pointed to supervise the affairs of an insane or otherwise incompetent
person. The inclusion of this phrase enables the insurance to continue
as protection in case of death, insanity, or other incompetency of the
insured.

With the exception of the policy form of Massachusetts, used also in
several other New England states, prior to 1943 all policies in use in the
United States were “sole and unconditional ownership” policies, which
insured only sole and unconditional owners, unless endorsed specifically
otherwise. The New York 1943 policy and other state policies patterned
after it are “interest” policies, which cover any legitimate insurable in­
terest, without special endorsement to that effect, for they contain no
provision that the policy is void if the interest be other than “sole and
unconditional ownership.” The policies of New York, Massachusetts,
and Texas, for example, are interest policies, whereas those of California,
Iowa, and Kansas are sole and unconditional ownership policies.

The premium and consideration. One of the essential elements of a
valid contract is a “consideration.” The consideration given by the in­
surance carrier is the promise to provide indemnity, and the considera­
tion given by the insured is the premium paid. Thus the policy states
that the insurance is granted “in consideration of the provisions and
stipulations herein or added hereto and of S------premium.” The prom­
ises of the insurance company are conditional upon the fulfillment of the
agreements of the insured, and when the policy form is prescribed by the 
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law of the state the insured may reasonably be expected to be acquainted
with the stipulations of the policy.

The policy specifies the amount of insurance, the premium, and the
rate, the latter being the premium per S100 of insurance. While the
policy states the payment of the premium, such statement is not neces­
sary for a valid contract, for, if the insurance company delivers the
policy or binds the insurance, it is considered to extend credit to the
insured for the premium. The amount of insurance merely measures
the company’s maximum liability and not necessarily its actual liability
on any particular loss. The “stipulations” referred to are (1) that the
insured will truthfully furnish certain facts, and (2) that he will avoid
certain acts.

The premium may be paid by the insured in the form of cash or a note,
but frequently he is extended credit by the agent of the company. In
the latter case, as in the former, the contract is in full force and effect
until canceled by the method provided in the policy. The principle that
the company is bound when credit is given has even been extended to
cover the case when the credit is afforded by a broker, if the latter is en­
trusted with the delivery of the policy. The theory of this latter inter­
pretation is that when a person is entrusted with the delivery of the
policy he may be considered as authorized by the company to extend
credit for the premium. In such cases, of course, the agent or broker is
responsible to the company for the premium.

In a mutual company the insured may be liable for an assessment,
frequently limited to the amount of the premium, if necessary for the
payment of losses occurring during the term of the policy.

In most states it is illegal for an agent or broker to return part of the
premium to the insured by sharing the commission with him.

Description of the property. The policy must necessarily describe
what is insured and where it is insured, for the policy is not ordinarily
assumed to follow the property in various locations. This definition of
kind of property and location of property is usually contained in a so-
called form, which is treated of later in the chapter on Forms.

Inasmuch as the form describes what property is covered and where it
is covered, it is a very important part of the contract. It not only is
the principal factor in determining the premium but it also delimits the
insured’s coverage. The agent or broker receives a commission for fur­
nishing experience and knowledge concerning forms, but the insured
should scrutinize the form carefully, for he is often better informed con­
cerning the nature and location of the property than the agent or broker.

The policy states that the insured property is covered “while located
or contained as described in this policy . . . but not elsewhere.” As will
be seen later, however, the protection is also extended to property which
is necessarily removed to preserve it from damage by fire. It is also im­
portant to note that the policy is made void by fraud or misrepresentation
of the insured.

Extent of protection. It will be convenient to consider separately
two aspects of the extent of protection afforded by the contract, namely: 
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(1) the events covered by the policy, such as fire damage, water damage,
smoke damage, and the like; (2) the amounts covered by the policy, i.e.,
the definition of the sums that can be recovered by the insured in case of
loss.

1. Events covered by the policy. The policy insures “against all
direct loss by fire, lightning and by removal from premises endangered by
the perils insured against in this policy except as herein provided.” Loss
means damage as well as destruction. Direct loss means that the prop­
erty which is the subject of insurance must actually be damaged, and
excludes liability for such indirect losses as inability to operate, loss of
sales, loss of possible profit, and the like.

(a) Loss by fire. What is meant by “fire”? It involves a sufficiently
rapid combustion to produce ignition and probably requires the presence
of flame. The radiators of a steam-heated store may become sO hot as to
ruin the candy contained in the store, but there has been no fire.

The protection afforded by the fire insurance contract, furthermore, is
only against hostile fires, as distinguished from friendly fires. The for­
mer is a fire in a place where it is not intended to be, whereas a friendly
fire is one confined to the receptacle intended for it. Silk goods might be
ruined by smoke and soot escaping from a' disconnected or damaged
stovepipe, but since the fire never left the stove, the insurance carrier is
not liable. On the other hand, if a chimney catches fire, the company
is liable for the resultant damage.

The coverage has been extended also to cases in which the fire does not
actually reach the insured property, if a hostile fire is the proximate cause
of the damage. The fire may be considered the proximate cause when
there is an unbroken connection between the fire and the loss without the
intervention of some new and independent cause. In one case an insur­
ance company insured a plant and its equipment, including electrical
machinery. A fire of negligible size and duration occurred in a waste
basket, and came in contact with wires connected with the machinery,
thus producing a short circuit that severely strained and wrecked most of
the machinery in the building. It was held that the fire was a cause of
the loss and, since the company had not limited its liability in this re­
spect, it was compelled to pay. On the other hand, when a fire engine
responded to an alarm of fire and on the way to the fire crashed into and
damaged a building, the damage thus caused was held not covered by a
fire policy.

It is evidently a matter of circumstances whether a fire is or is not the
proximate cause of the loss, but it is evident that the fire need not actually
reach the goods insured in order to cause a loss that is covered by the
policy. Consequently two important and frequent forms of damage are
covered by the policy, namely, damage by smoke from a hostile fire and
damage by water used in extinguishing the fire. Explosions caused by
fire will be considered later.

It is important to notice that there is nothing excusing the insurance
carrier from liability for fires resulting from negligence of the insured,
or negligence of some third party. Of course the company is not liable 
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if the fire results from the intentional act of the insured or such gross
carelessness as may be considered misconduct. Furthermore the policy
provides that the insured must exercise all reasonable means to preserve
the insured property from damage by fire.

(b) Loss by lightning. Previously almost all fire policies were ex­
tended by endorsement to cover loss by lightning. Such coverage is now
part of the 1943 standard form. If real or personal property is struck
by lightning and damaged, regardless of whether or not fire ensues, the
damage is covered under the policy.

(c) Other perils. Provision is made on the policy face for “extended
coverage” perils to be included in the total premium charged for the
policy. What the terms of this extended coverage are will be discussed
later. They relate however to the perils of hail, tornado, earthquake,
riot, riot attending a strike, windstorm, explosion, motor vehicle dam­
age, aircraft damage, smoke damage (from heating apparatus).

Permission for the inclusion of these or any other perils in the policy is
given by the lines:

?S Other perils
39 or subjects.
40
41 added hereto.

Any other perils to be insured against or sub­
ject of insurance to be covered in this policy
shall be by endorsement in writing hereon or

(d) Removal of goods. The policy also covers loss or damage caused
“by removal from premises endangered by the perils insured against.”
This expression must be considered in connection with the provision that
such property is covered “pro rata for five days at each proper place to
which any of the property shall necessarily be removed for preservation
from the perils insured against.” This provision is an additional incen­
tive to the insured to protect the company from unnecessary loss by sav­
ing and preserving goods that would otherwise become damaged. If a
policy for 314,000 of insurance covered a §20,000 stock of goods on which
a S5,000 loss occurred, and $5,000 worth of the remaining goods were
removed to location A, and $10,000 worth to location B, 5/15 of the re­
maining insurance ($9,000) or $3,000, would follow the goods to location
.4, and 10/15 or $6,000 to location B. This insurance coders the property
for five days, which is considered a sufficient length of time for the owners
to obtain a new' policy covering the property in the new’ location.

2. Events excluded by the policy. The losses described above are
covered under the policy “except as hereinafter provided.” Certain
events make the policy of no effect.

11 Perils not This Company shall not be liable for loss by
12 included. fire or other perils insured against in this
13 policy caused, directly or indirectly, by: (a)
14 enemy attack by armed forces, including action taken by mili-
15 tary, naval or air forces, in resisting an actual or an immediately
16 impending enemy attack; (b) invasion; (c) insurrection; (d)
17 rebellion; (e) revolution; (f) civil war; (g) usurped power;, (h)
18 order of any civil authority except acts of destruction at the time
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19 of and for the purpose of preventing the spread of fire, provided
20 that such fire did not originate from any of the perils excluded
21 by this policy; (i) neglect of the insured to use all reasonable
22 means to save and preserve the property at and after a loss, or
23 when the property is endangered by fire in neighboring prem-
24 ises; (j) nor shall this Company be liable for loss by theft.

For losses noted as (a) to (h) the company is not liable because such
losses are not contemplated or charged for at the time the policy is issued.
Separate insurance may be obtained against insurrection, civil commo­
tion, and war risk by payment of additional premium, but most people
do not care to pay a higher rate for fire insurance in order to include those
risks under a fire policy. In some cases, furthermore, the injured party
may have redress against the municipality or state.

Acts of destruction by civil authorities to prevent the spread of con­
flagration are covered, however, unless the fire originated from one of the
perils excluded under the policy. Assume, for example, that authorities
are forced to destroy a building in an attempt to stop the spread of fire
caused by a rebellion. The fire policy on that building would noijmake
good the loss, since rebellion is one of the excluded perils. Loss by civil
authority other than in preventing the spread of a fire would be, for
instance, the action of a health officer in setting fire to a building in
order to prevent the spread of disease.

Losses by theft are specifically excluded from coverage, inasmuch as
the insured might be expected to take means to prevent such losses and
because, under the laws of some states, a fire insurance company cannot
cover this risk. Theft insurance is available for this purpose.

36 (c) as a result of explosion or riot, unless fire ensue, and in
37 that event for loss by fire only.

■ If the fire precedes the explosion or riot, therefore, and the explosion or
riot is caused by the fire, the company is liable for the entire loss. If the
explosion or riot precedes the fire, the company is liable only for the dam­
age done by the fire. This provision has led to great confusion, partly
because it is difficult to establish the facts in such cases and partly be­
cause fires and explosions are merely combustion with different degrees of
rapidity. The exclusion as to riot and explosion losses can, however, be
suspended by the company by written endorsement attached to the
policy.

In addition to the exceptions expressed in the contract certain excep­
tions are implied by law. (1) Losses brought about by the intention of
the insured are not covered, but even gross carelessness is not necessarily
proof of intent to produce a loss. (2) Losses incurred by certain illegal
acts are not recoverable, especially when the property itself is illegally
owned or is used for illegal purposes.

S. Articles excepted by the policy. The form attached to the fire in­
surance policy may insure property not forbidden by the standard policy,
and if general terms are used in the description much property may be 
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included by implication. Such expressions as “stock contained in said'
buildings” and “all such articles as are usually carried for sale” are often
used, but may be either disappointing to the insured because of their
vagueness or embarrassing to the agent because of their inclusiveness.

Certain kinds of property, however, cannot be covered by a fire policy.
Thus it is stated that:

7 Uninsurable This policy shall not cover accounts, bills,
S and currency, deeds, evidences of debt, money or
9 excepted property. securities; nor, unless specifically named

10 hereon in writing, bullion or manuscripts.

An examination of this list of articles shows that either (a) they may
be easily concealed or removed and thus lend themselves to fraud, or
(b) their value is difficult to determine. It would be hard to prove the
amount of money destroyed by a fire, or to trace the removal of money or
securities prior to the fire. The value of a deed to property is problem­
atical, for though the instrument may be on public record it has some
value^n itself. Evidences of debt, such as promissory notes, are of un­
certain value, depending upon the credit of the promisor.

Bullion or manuscripts are included in the coverage only if specifically
named as being included. The reason is the same, that their value may
be very difficult to determine and lead to disagreement in the settlement
of a loss involving them. The company may, howrever, accept liability
on these items, presumably after having agreed in ■writing upon their
value with the insured.

4- Amounts covered by the policy. The contract makes the company
liable “to an amount not exceeding S--------- .” The entry must be con­
strued only as the maximum amount for which the company can be held
liable, its actual liability in particular cases often being much less, even
when total destruction results from the fire. This variance is explained
by the clause following: “does insure to the extent of the actual cash
value of the property at the time of loss.”

(a) Cash value. Nothing could be clearer in theory than the ex­
pression, “actual cash value,” but few things are more difficult to deter­
mine in practice. The circumstances of every case make it seem a special
problem to which no general rule is applicable. It is evident that the
meaning of the contract is not affected by the amount of insurance on the
property or the value of the property at the time the policy was issued,
but depends upon the actual loss suffered by the insured at the time of the
fire.

To allow the insured to recover the original value of real estate that
has depreciated, of machinery that has been subject to wear and tear,
of goods that have lost a large proportion of their value because of chang­
ing styles, of articles that have become almost worthless, would be for
the insurance company to pay for losses that were not caused by fire.
Such prodigality would simply furnish an incentive for the destruction
of property, because more could be recovered as insurance than the un­
damaged property was worth. Even under present conditions it is found 
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that business depressions, which reduce the values of buildings and stocks
of goods, are sometimes accompanied by large increases in the fire losses.
Such conditions furnish an incentive for a fire..

The actual cash value of property is the material value of such prop­
erty and not the subjective value that a particular person may place upon
a piece of property because of affection or sentiment. Scarcity may, of
course, give an object market value, as in the case of a postage stamp de­
sired by collectors, but a high personal valuation is not sufficient.

The actual cash value to the insured is furthermore dependent upon
the stage of ownership that the property has reached in its transfer from
manufacturer to consumer at the time of the loss. In a mill warehouse,
a barrel of flour is valued at the cost of production exclusive of profit,
because the ordinary insurance contract does not cover profit. In the
hands of a wholesaler or dealer, the cost of production of the flour has
been increased by the addition of the manufacturer’s profit (which is
cost to the dealer) and freight charges. When the flour reaches the
retailer, the value has been further increased by the dealer’s profit, and
in the hands of the consumer it is worth its full retail price. *

Cash value often really means the cost of replacing an object with
new property at the time of the loss, less depreciation.

In general, for real property the estimate is based upon the actual
value of the building in the condition at the time of the fire, allowing for
depreciation or appreciation. The estimate is not necessarily the orig­
inal cost, the amount required to erect a new building, or the cost of re­
pairing or replacing the same. For personal property the estimate is
based upon the fair cash price for which the property can be sold in the
market at an ordinary sale, at the time and place of the loss. On raw
materials currently quoted the market quotations are usually considered
as the cash value.

A fact that seldom comes strongly to the attention of the insured is that
the provisions of the policy under discussion throw upon the insured the
burden of maintaining a proper amount of insurance. If he overinsures,
he faces the probability of paying premiums for nothing, because he can­
not collect more than his loss. If he underinsures, he comes in conflict
with the coinsurance clause customarily added to policies, which is de­
scribed later in the chapter on Clauses. Nevertheless the insured, usually
from ignorance or carelessness, seldom keeps any close watch upon the
relation between values and insurance, erring as often in one direction as
in the other.

In spite of the theory explained above, numerous states have passed
“valued policy laws.” A valued policy is one in which the value of the
property is agreed upon when the contract is made and not when the loss
occurs. Although such contracts are common in marine insurance, they
are used in fire insurance only for covering property whose value is diffi­
cult to determine at the time of the loss, such as works of art; instruments,
manuscripts, drawings, and the like. The state laws referred to make
every policy on real estate a valued policy, so that if a property is totally
destroyed the insured is entitled to claim the full amount of insurance 
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regardless of the value of the property at the time of the loss. These
laws do not apply to partial losses. Insurance companies, therefore,
must shoulder the burden of watching the values of all properties insured,
in addition to the incentive for arson provided. Such laws have a
tendency to increase fires. The insurance premium, of course, must be
sufficient to cover these costs. In most of the states where valued policy
laws exist, the right of the company to rebuild the property is denied.

(b) Repair or replacement cost. The amount considered as the loss is
further limited, as to the liability of the company, to “not exceeding the
amount which it would cost to repair or replace the property with
material of like kind and quality within a reasonable time after such
loss.”

Notice, first, that this is simply a limitation upon value for insurance
policy purposes. The phrase quoted is not a requirement to be met by
either party. The company cannot force the policyholder to replace the
property within a reasonable time after the loss or within any time; nor
can the insured demand that the company do so.

What constitutes replacement cost depends upon the property and
circumstances involved, as we have seen in the discussion directly above
of actual cash value.

(c) No allowance for increased costs. The contract provides that the
loss shall be settled “without any allowance for any increased cost of
repair or reconstruction by reason of any ordinance or law regulating
construction or repair.” Many cities have enacted ordinances intended
to prevent the further use of features of building construction that con­
tribute to fire hazard. Roofs might be taken as a good example. In the
event of the destruction of the roof, it may be necessary by reason of
the law to replace it with a type of roof costing considerably more, and
the additional cost is a loss for which the company is not liable. In
places where such laws are strictly enforced, the companies assume the
responsibility by endorsement, charging an additional premium therefor.
In Massachusetts the policy does not contain this exception, and the in­
surer would be liable for the increased cost, but it is customary to attach
a “disclaimer clause” to the policy, exempting the company from liability,
unless the insured secures another endorsement called the “demolition
clause,” in which the company agrees to assume liability.

(d) Consequential losses. The insurance company, as we have pre­
viously seen, assumes liability for direct loss by fire but not for conse­
quential losses. The policy states that the loss will be settled “without
compensation for loss resulting from interruption of business or manu­
facture.” The insured can recover the cash value of the property de­
stroyed, but if it is some time before the property is again in its former
condition and he thereby loses money through inability to operate,
through the loss of contracts or the deprivation of profits that he might
otherwise have made, the insurer is not liable for these latter losses.
Such losses may be protected against by obtaining use and occupancy
insurance, business interruption indemnity, rent or profits insurance, but
are not covered by the usual fire insurance policy. These forms of in­
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surance may be provided for by endorsements on the fire policy or by
separate contracts, and will be referred to in a later chapter.

(e) Interest of the insured. The policy states that, regardless of all
other provisions, it is not liable for more than the amount that repre­
sents the interest in the property of the insured named in the policy.
Suppose, for instance, that a house is owned by a husband and wife as
co-owners. A policy is requested, however, written in the name of the
husband only. Regardless of all other policy arrangements as to the
amount payable when a loss occurs, the company is not liable for more
than the amount of the husband’s individual interest in the property.
If the house therefore is worth and is insured for §10,000, and the hus­
band’s interest is §5,000, in case of a total loss the company would not
pay more than §5,000.

It is important, therefore, that all interests be named in a policy.
(/) Pro rata liability. Finally, in connection with the amount for

which the company is liable in the event of loss, we must consider the
case in which the same property is insured in several companies, as is
frequently done with large risks. Suppose, for example, a property worth
§400,000 is insured in company A for §300,000 and in company B for
§100,000. The policies of both companies provide that

86 Pro rata liability. This Company shall not be liable for a greater
87 proportion of any loss than the amount
88 hereby insured shall bear to the whole insurance covering the
89 property against the peril involved, whether collectible or not.

In our illustration, company A is liable for three quarters of any loss and
company B for one quarter of any loss. According to the last phrase of
the provision, if company A should become insolvent and able to pay
only 50 cents on the dollar, company B cannot be relied upon to make
up the balance, and the insured will consequently receive only three
eighths of the loss from company A and one quarter of the loss from com­
pany B, losing the remaining three eights of the damage because he se­
lected a Tveak company. Were the pro rata provision omitted, the prop­
erty owner would take a small amount of insurance in a strong company
and the balance of the value he would insure with weaker companies at
lower rates, depending nevertheless upon the strong company to pay any
sums that the weaker companies might be unable to pay.

The words “whether valid or not,” contained in the New York 1918
policy in addition to the above, are omitted in 1943, it will be noted.
Whether this will result in any difference in legal interpretation remains
to be seen.

The pro rata liability clause applies to two or more policies covering the
same insurable interest in the same property, and not to two or more
policies covering different insurable interests. The customary methods
of settlement in this latter instance have been described in connection
with the insurance of mortgagees in the preceding chapter. But if the
policies cover the same interest in the same property, it is of no conse­
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quence that this interest be described in different words (for example, as
owner and also for account of whom it may concern), or that some poli­
cies cover more or less of the property than others.

Inception of the insurance. From the standpoint of the insured, the
vital element is the determination of the moment when the contract with
the company takes effect, that is to say, when the insurance begins. The
acceptance of the risk by the company is the act that determines this
moment, and delivery of the policy, although excellent evidence of this
fact, is not essential. An agent may bind the company by the statement
that the policy will be issued, and many cases have arisen in which the
mailing of a policy was considered acceptance of the risk, because the
post office is considered the agent of the insured and acceptance indicated
to it is acceptance indicated to him.

Although an agent can bind the company by an oral agreement, it is
customary, when immediate and temporary protection is desired, to issue
a “binder” as written evidence of the contract. To quote the words of
one case, “The binding slip is a short method of issuing a temporary
policy for the convenience of all parties to continue until the execution
of the formal one.” If the binder merely stated that the company in­
sured a certain interest on certain property, the contract would be con­
sidered to embody the usual terms of a fire insurance policy and the
customary rate. But the printed form used covers this specifically by
stating that the terms of the policy regularly issued in the state are to
govern this transaction, except as otherwise stated in the binder. The
binder is restricted to a short period, usually 15 or 30 days, and it is im­
portant to note that, unlike an oral contract, the insurance ceases at noon
on the day after the risk is declined. Under the formal policy the com­
pany can terminate its liability only after a five-day notice to the insured.

The policy states that the company “does insure for the term of
from the day of

19....at noon, to the day of
19.... at noon, standard time, at location of property involved.”

The word “noon,” without any qualifying adjective in the old forms,
occasioned disputes as to whether it meant solar or standard time.
Earlier decisions held to the former view, but more recent cases decided
in favor of standard time.

Renewal. The New York 1886 policy contained a provision that the
contract might be continued by renewal, but the parties may, of course,
continue their relations without such a provision. No such provision
exists in any of the other forms we have referred to, nor in the present
New York form. It was formerly the practice to issue a renewal receipt
that was a receipt for the premium and also evidence of the continuance
of the contract, but the more common practice now is to issue a new
policy. Especially when changes of amount, location, or hazard have
taken place, a new policy is preferable.

The renewal, by either method, has been said in law cases to be a new
contract on the same terms as the old. If the insured had violated the
original contract, he would have a good contract in the new policy until 
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he had broken its terms. But the precise meaning of the expression “on
the same terms as the old” is left in doubt by somewhat inconsistent court
decisions on particular issues. Although one decision held that the in­
sured could assume that the new contract contained the same clauses as
the old one without reading it, another decision held that an oral consent
by an agent to waive one of the provisions of the original policy did not
operate as a consent under the renewal contract. However this may be,
it is evident that the insured will be wise upon each renewal to examine
the endorsements to see that the new contract comprises the terms he
expects. At the time of renewal the insured is bound to disclose to the
insurance company any increase in hazard that has taken place.

Termination. A policy may be terminated in four ways: (1) by the
occurrence of some event named in the policy; (2) by expiration of the
term without renewal (which requires no further discussion); (3) by
cancellation; and (4) by violations that suspend or void it.

The face of the fire policy, unlike some other insurance policies, •
is diminished by the amount of the loss paid. If a 85,000 policy is issued
on February 1, on which a 82,000 loss is paid on April 1, the policy con­
tinues for only 83,000, unless “reinstated” to its original value by pay­
ment of additional premium. If another 83,000 loss were to be paid on
October 1, the entire policy would be exhausted, and terminate.

The policy provides for cancellation upon the initiative of either the
insured or the company, but with differing conditions in the two cases.
As to the insured the policy provides:

56 Cancellation This policy shall be cancelled at any time at
57 of policy. the request of the insured, in which case
58 this Company shall, upon demand and sur-
59 render of this policy, refund the excess of paid premium above
60 the customary short rates for the expired time.

The notice given by the insured may be either oral or written, but in it
the decision of the insured to cancel must be plainly expressed. The can­
cellation will be effective as soon as the notice reaches the insurer, al­
though the premium may not yet have been returned. An insured is
bound by the acts of his broker, if the latter has general powers to deal
with insurance matters on behalf of his client, but not if the broker’s
authority is limited to procuring insurance.

The insured, if he cancels the policy, must pay the “short rate” for the
expired time, a rate that is higher than the pro rata premium would be
for the same period. If the insured cancels after the policy has been in
existence for four months, he must pay (for example) 50 per cent of the
annual premium, as specified in the established “short rate table” of the
company, instead of the 33 per cent pro rata rate. The additional charge
is argued to be justifiable because of the expense that the company in­
curred in writing the policy. Probably a more important reason for the
large excess is to discourage cancellations.

If an insured has two policies that are similar, except that one has run
longer than another, it would appeal' that it is better to cancel the policy 
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of longer duration, if one is no longer needed. If one is cancelled in order
to replace it with another policy, however, it is better to cancel the policy
of shorter duration.1

It is customary for term policies of 2, 3, 4, and 5 years’ duration to be
issued at 1.75, 2.5, 3.25, and 4 times the annual rate, respectively. The
question naturally arises: how much saving is there for the insured at the
term rates? To pay 32.50 at once, instead of 31.00 a year for three years,
when interest is zero, obviously saves 80.50. If money is worth 30 per
cent a year, however, the reduction for the advance payment does not
compensate for the use of the money.

Whatever the rate of interest assumed, a comparison may be made
either by reducing the advance payment to equivalent annual payments
or by finding the present value of the annual premiums. The latter is
easier for a comparison on an annual basis. For example, 82.50 in ad­
vance is substituted for 81.00 a year in advance for three years. From

* interest tables it is found that at 5 per cent 81.00 a year in advance for
three years is equivalent to 82.85941043. Therefore the term premium
of 82.50 is equivalent at 5 per cent to three annual payments in advance
of 80.8743 (2.50/2.859), or an annual saving of 80.1257 on each annual
premium of 81.00. But at 4 per cent interest the greatest saving would
be a 4-year policy, whereas at 6 per cent interest the greatest saving is on
a 3-year policy.2

1 In the usual short rate table, for example, a short rate of 20 per cent is prescribed for
one month's insurance, and 70 per cent for six months’ insurance. If the rate is SI.00,
the one-month policy, if canceled, will cost S0.20 per month, whereas the six-month
policy, if canceled, will cost SO. 117 per month.

If the canceled policy is replaced by another policy, and it together with the un­
canceled policy is to expire on the same future date, say 30 monlhs hence, we have the
following illustrative calculation, the short rates being marked (SR):

One-month Policy
1 month.......... S0.20 (SR)

12 months........ 1.00
12 months........ 1.00
6 months................70 (SR).

31 months.... $2.90
per month................09354

Six-month Policy
6 months........  SO.70 (SR)

12 months........ 1.00
12 months......... 1.00
6 months.................70 (SR)

36 months........  S3.40
per mouth.................09444

If the canceled policy is replaced by another policy, and both insurances are to run
the same length of time, say three years, we have:

One-month Policy
1 month.........  SO.20 (SR)

12 months........ 1.00
12 months........ 1.00
11 months............... 95 (SR)

36 months........ S3.15
per month............... 08750

Six-month Policy
6 months........  S0.70 (SR)

12 months........ 1.00
12 months........ 1.00
6 months.................70 (SR)

36 months........  S3.40
per mouth.................09444

2 In the absence of a table see the discussion of the present value of an annuity due
on pages 144-145.

1-[1/(1+,■)-.] 1 —(1/1.052) = 1 -.90702,9 = 285£)4
” ’ i T .05 .05

Thus the following table of percentage savings on the annual premium may be arrived
at for various rates of interest:
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As to the company, the contract

61 may be cancelled at any time by this Companj' by giving
62 to the insured a five days’ written notice of cancellation with
63 or without tender of the excess of paid premium above the pro
64 rata premium for the expired time, which excess, if not ten-
65 dered, shall be refunded on demand. Notice of cancellation shall
66 state that said excess premium (if not tendered) will be re-
67 funded on demand.

The notice must be in writing and it must be definite. The period of
notice begins upon receipt of notice by the insured, and is measured from
midnight of the day of receipt to midnight of the fifth day following.
Deitch and Wood states that notice of cancellation served upon a broker
is binding upon the insured only in those cases in which (a) the policy
is as yet in the hands of the broker, awaiting delivery; or (b) the insured,
after knowledge of the cancellation, makes no objection thereto or ac­
cepts other insurance; or (c) the insured delivers the policies to the
broker to be returned.

The principal points with respect to the cancellation by the company
are, therefore: (1) that the notice must be written; (2) that the policy
will be in force until the expiration of the notice period; (3) .that the

‘notice must state that the excess premium is or will be refunded; (4) that
only the pro rata portion of the premium shall be charged for the expired
time; and (5) that all persons named as covered shall be notified if the
cancellation applies to them.

Another situation affecting termination of the contract by the company
exists where a mortgage interest is named as the loss payee, in whole or
as that interest may appear. For the contract states that:

6S Mortgagee
69 interests and
70 obligations.
71
72
73 cellation.

Tf loss hereunder is made payable, in whole
or in part, to a designated mortgagee not
named herein as the insured, such interest in
this policy may be cancelled by giving to such
mortgagee a ten days’ written notice of can-

This advantage given the mortgage interest has already been discussed
in the previous chapter.

Although neither the insured nor the company is required to give rea­
sons for cancellation, the principal reasons for cancellation by the com­
pany are increase of hazard, bad physical or moral hazard, unsatisfac­
tory loss ratio, overinsurance, and nonpayment of premiums.

In addition to termination by fire, expiration, or cancellation, the
policy may be subject to suspension for some violations, and permanent
voidance for others.

3% sy% 4% 4^2% 5% oy2% 6%
2-ycar policy.... ... 11.207 10.995 10.784 10.575 10.366 10.158 9.951
3- “ “ ... 14.192 13.784 15.378 12.973 12.569 12.167 11.767
4- 11 « ... 15.113 14.511 13.909 13.309 12.711 12.112 11.517
5- “ “ .... ... 15.202 14.403 13.605 12.807 12.010 11.213 10.416
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Suspension. Conditions entailing suspension are only three in num­
ber, illustrating the liberalizing effect of the 1943 policy.

28 Conditions suspending or restricting insurance. Unless other-
29 wise provided in writing added hereto this Company shall not
30 be liable for loss occurring
31 (a) while the hazard is increased by any means within the con-
32 trol or knowledge of the insured; or
33 (b) while a described building, whether intended for occupancy
34 by owner or tenant, is vacant or unoccupied beyond a period of
35 sixty consecutive days; or
36 (c) as a result of explosions or riot; unless fire ensue, and in
37 that event for loss by fire only.

As to increase in the hazard, it would seem that this clause was intro­
duced in the policy to cover all the rather obvious changes that might oc­
cur in the physical or moral hazard of the risk, as distinguished from
other changes that might appear inconsequential to the insured. Such
a view has been taken by the courts, except with respect to the moral
hazard. Consequently, changes in occupancy such as renting a store­
room to be used as a printing office, changes in operations such as running
a distillery instead of a brewery, and modifications of exposure such as
putting up a frame shed containing a stove have been held to be pol-.
icy violations. Generally it has been necessary for voidance that the
changes be substantial and more than temporary. Moral hazard has
been differently treated by different courts.

“Vacancy” has been considered as meaning the absence of any person
or thing, whereas “unoccupancy” refers to the absence of persons; but
either of these conditions is sufficient to suspend the policy. This pro­
vision has in the main been held valid by the courts. Experience shows
that the hazard is increased by vacancy or unoccupancy, inasmuch as
under such circumstances there is no one on the premises by whom the
presence of fire may be promptly detected. Vacancy or unoccupancy
also increases the danger of accidental fires caused by irresponsible
persons.

The company insures the property “while located or contained as de­
scribed in this policy, or pro rata for five days at each proper place to
which any of the property shall necessarily be removed for preservation
from the perils insured against in this policy, but not elsewhere.” The
policy is thus suspended, according to its terms, while the property is not
in the location described. Although the language employed could hardly
be stronger or clearer, the courts have been lenient toward the insured.
In different jurisdictions varying decisions have been rendered. For in­
stance, a policy on a carriage destroyed while out for repairs was held
valid on the ground that the company must have contemplated the mov­
ing of the carriage for this purpose when it wrote the policy; but in an­
other case a policy on a fire engine was declared void because the engine
was destroyed while at a fire. In.general, it would seem equitable to
take into account the nature of the subject of insurance, although such
consideration may give rise to difficult cases in practice. An insured 
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desires prompt reimbursement in case of loss, and not a lawsuit, and he
should therefore be careful (1) to see that the location is correctly and
adequately described in the policy, and (2) to secure an endorsement if
the location of goods is changed.

In old policies it was the general practice to provide that the policy was
void if the insured violated certain stipulated conditions. This provision
existed in the New York 1886 policy, which is currently used in some
states. The question has often arisen whether the policy revived and
again became valid when the violation ceased. The companies have
contended that the language meant that the policy was permanently
ended, but the courts have been favorable to the insured and have fre­
quently ruled that the policy was reinstated and the insured’s protection
renewed when the violation ceased. In the New York 1918 policy and
the 1943 policy, therefore, certain violations are stipulated to suspend the
policy while they exist, but not to terminate the insurance.

Another policy provision that may possibly lead to suspension is the
following:

25 Other Insurance Other insurance may be prohibited or the
2G amount of insurance may be limited by en-
27 dorsement attached hereto.

Other policies of insurance on the same property are not prohibited ordi­
narily, but the company may enforce this right of limitation by stating
so in an added endorsement. Violation of the prohibition in the endorse­
ment would void the policy. The underlying reason for giving the com­
pany this right is to prevent overinsurance of particular classes of prop­
erty. As a matter of fact, all previous standard forms prohibited other
insurance without consent, and the company often eliminated this pro­
hibition by endorsement. When the prohibition was violated there was
much dispute about which policies were void and which were valid.

It will be noted that this prohibition refers only to other contracts of
insurance taken out by the insured, and its object is not to prevent sev­
eral different interests in the same property from being insured, but to
prevent the same interest from securing several different policies without
the knowledge of the companies. The clause, if in operation, does not
prevent the owner and a mortgagee from obtaining separate policies, jior
an owner from obtaining separate policies on building and contents, nor
the same party from securing separate fire and tornado policies on the
same property.

Voidance. The policy states that:

1 Concealment, This entire policy shall be void if, whether
2 fraud before or after a loss, the insured has wil-
3 fully concealed or misrepresented any ma-
4 terial fact or circumstance concerning this insurance or the
5 subject thereof, or the interest of the insured therein, or in case
6 of any fraud or false swearing by the insured relating thereto.
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By this clause the 1943 policy is confined to two conditions for voidance,
eliminating five or six other conditions that the 1918 policy contained.
Statements and promises of an insured have different degrees of signifi­
cance, depending upon whether they are representations or warranties.

1. Representations. A representation is a statement made by an ap- .
plicant for insurance to the insurer, before making the contract, about
the subject matter insured. Misrepresentations are stated in the policy
to render the fire insurance policy void. A representation, whether oral
or written, it will be noted, is not part of the contract itself, although it
may be an inducement to enter into the contract. A statement intended
by one party to be part of the contract may, by court decision or statute,
be held to be only a representation.

In order to prove that a statement is a misrepresentation it is necessary
to show that the statement was (a) false (i.e., substantially false) and
(b) material. A statement that the prospective insured had 820,000 in­
surance on the same property in other companies, when in fact he had but
$5,000, is a misrepresentation. That an untrue statement is made in­
nocently does not prevent it from being a misrepresentation. When a
broker, for example, who represented the insured, overstated the existing
insurance on the building, quoting by mistake the amount of insurance
on the contents, his statement was held to be a misrepresentation. State­
ments of belief, opinion or expectation are not likely to be considered
misrepresentations. The New York 1943 policy penalizes only willful
misrepresentations.

Fraud is a misrepresentation known to be false by the person making
the statement, and may occur before the contract is entered into or in
claims made concerning the nature and amount of the loss.

2. Warranties. A warranty is a condition named in the contract, of
such a nature that its nonexistence is a potential cause of loss. It will
be noted that, unlike a representation, a warranty is part of the contract.
One common warranty in a fire insurance contract is that relating to in­
crease of hazard. The fire policy is voided or suspended by a breach of a
warranty.

The warranty is broken if the condition w-arranted to be nonexistent
does in fact exist, as in the example above, or if the condition warranted
to exist is not present, as, for example, when an insured does not main­
tain a watchman service as warranted in an endorsement. The general
principle of the common law is that the warranty need not concern a ma­
terial fact in order for the breach to void the contract ; it is only neces­
sary that the statement be false.

The hardship upon the insured resulting from the obvious opportunity
given to the company to make every statement a warranty has been
softened by the attitude of the courts and by the passage of statutes.
Courts in legal decisions have held that oral statements are inadmissible
as evidence, except as to modifications or renewals of the contract, and
that warranties must be attached to the contract. Informal and descrip­
tive statements must concern matters that are material. To be a con- 
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tinning rather than merely an affirmative warranty, the language must
clearly so indicate, and substantial rather than utterly complete com­
pliance therewith is sufficient. Conditions to be performed after a loss
have been construed more leniently than those applying before a loss.
The knowledge of the insurer of usages and customs and the doctrine of
divisibility of the contract have also been adduced as excuses for the in­
sured. In short, results have been influenced by what is considered to be
a warranty and what constitutes compliance therewith.

To some extent the law on warranties has also been modified by stat­
utes favorable to the insured, although the application of these to fire
insurance is very limited, (a) In some states laws have been passed pro­
viding that all statements of the insured are representations and not war­
ranties, but very few of these statutes apply to fire insurance contracts.
(b) In a few states also there are statutes which provide that the breach
of conditions in a policy does not void the policy unless the breach con­
tributes to the loss or (in other statutes) increases the risk of loss.3 (c)
In one instance a statute provides that the difference between the actual
condition and the condition as represented must contribute to the loss in
order to void the policy, but that such difference will reduce the amount
of insurance to what the premium would have purchased under the actual
conditions.4

Waiver provisions. The policy states:

42 Added provisions. The extent of the application of insurance
43 under this policy and of the contribution to
44 be made by this Company in case of loss, and any other pro-
45 vision or agreement not inconsistent with the provisions of this
46 policy, may be provided for in writing added hereto, but no pro-
47 vision may be waived except such as by the terms of this policy
48 is subject to change.
49 Waiver No permission affecting this insurance shall
50 provisions. exist, or waiver of any provision be valid,
51 unless granted herein or expressed in writing
52 added hereto. No provision, stipulation or forfeiture shall be
53 held to be waived by any requirement or proceeding on the part
54 of this Company relating to appraisal or to any examination
55 provided for herein.

Anyone would justifiably suppose from these statements that in order to
modify the terms of the contract the insured must secure a written en­
dorsement on the policy. Nevertheless the law on the subject is so un­
certain that one writer has said of a similar provision in the New York
1918 form that “this provision might as well have been left out of the
standard form.” The origin of its uselessness lies in the application of 

’For example, the Michigan form of policy includes the statement: “This com­
pany may not base a defense on any broach of the conditions of the policy to be
performed by the insured prior to loss or damage, unless such breach exists at the
time of the loss or damage, or contributed to the loss or damage, or to the amount
thereof.”

‘An amount impossible to estimate in many forms of insurance.
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the legal doctrines of “waiver” and “estoppel.” Since even the courts do
not know what these terms mean, only a few hints can be expected in
this discussion.

An agent’s powers are frequently broader than are supposed. The
principal will be bound, not only by acts of the agent within the scope of
his authority, but also by such acts as are necessary, proper, or customary
in carrying out the authorized agency. Moreover, the agent’s authority
to act in the future may be increased by an implied power to act, sup­
plied by the acquiescence of the insurance company in the past. Fur­
thermore, the insurance company will be bound by the agent’s acts if the
agent has apparent authority for such acts, and the insured is not
affected by limitations on the agent’s authority of which the insured has
no notice.

These statements may be illustrated by a hypothetical case. The X
Insurance Company appoints A its agent, and A negotiates with B for a
policy of fire insurance to cover B’s house. The company has said noth­
ing to A regarding extension of credit to B for the premium, but such
practice is common in the business. If A extends credit, and signs and
delivers the policy, the company is bound. The X company becomes
aware that A is extending credit for premiums and neither orders him
to stop nor warns the insured that the practice is unauthorized. Thus
not only is the past act ratified, but the agent’s powers are strengthened
for the future. The insured B nbw asks A whether B can leave the in­
sured house unoccupied for 30 days, and A says B can do so without void­
ing his insurance. Since A has been given the power by the X company
to sign and issue written documents, surely (the insured thinks) he can
change some small part of what he has created! Thus begins a doctrine
that an agent can abandon a right given to the company by a policy stip­
ulation (waiver) or make a statement or promise that the insurance com­
pany is not allowed later to deny (estoppel).

But the insurance company, in order to notify the insured of the true
situation, has inserted in the policy a provision (previously quoted) spe­
cifically designed (1) to allow’ waiver by agents of only certain parts of
the contract and (2) to allow such waivers only if in writing. Even this
precautions however, may be insufficient to withstand the doctrines of
waiver, estoppel, and ratification. In Federal and in several state de­
cisions the provision has been held effective, but in other state decisions
its effect has been nullified or limited. In New’ York courts, the view' is
held that the insured does not know about the nonwaiver clause until the
policy is issued and that, therefore, unauthorized waivers or estoppels
have no effect thereafter but may be effective before or at the issuance of
the policy.

To extend the possibilities of doubt still further, the policy provision
does not and can not deny that the knowledge of the agent is the knowl­
edge of the company. Finally, some decisions have said that an agent
can orally W’aive the very clause which says that he can not!

1. At the time of the issuance of the policy. Most of the state courts
hold that the agent has power to waive provisions of the policy orally 
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and to bind the company by his knowledge of existing conditions. For
example, if the insured is operating his factory at night and tells the
agent so, and if the agent says, “That is all right,” and issues a policy
whose terms prohibit overtime operation without any endorsement per­
mitting it, the company is nevertheless bound. The Federal courts and
a few of the state courts have held for the insurance company under these
circumstances. A few western states have even held that the issuance of
a policy without inquiry -waives provisions regarding ownership, presence
of a chattel mortgage, or location of the building on leased ground.

2. After the issuance of the policy but before a loss. Here the de­
cisions depend upon (a) the authority of the agent, (b) the nature of the
provisions allegedly -waived, and (c) the circumstances of the waiver.
Although a general agent may have real or apparent authority orally to
waive the conditions of the policy, courts have frequently held that local
agents do not. Even if an agent has power to waive some conditions of
the policy, he may or may not have authority to waive others. For ex­
ample those conditions that are indicated as inflexible, because they are
not accompanied by the words “unless otherwise provided in writing,”
may be more stringently required than those that are not so indicated.
If the agent makes only a vague statement about the breach of a policy
condition, his statement may be insufficient to bind the company, but if
he informs the insured that he has remedied the situation by placing an
endorsement on the policy, the insured is entitled to rely on the statement
without reading the policy.

3. After occurrence of loss. Inasmuch as the event has already hap­
pened, the courts are liberal in recognizing waivers of conditions that
apply after a loss. If an agent denies that the company is liable on the
loss, this denial relieves the insured from presenting a proof of loss within
the time limit specified in the policy. If the agent induces the insured to
refrain from bringing suit within the time specified in the policy, the com­
pany is estopped from requiring compliance with this condition. It has
even been said that anything more than a mere investigation of the facts
and requirement of formal proof of loss may constitute a waiver.

For the purpose of leaving adjusters of losses freer to act, insureds are
sometimes induced to sign nonwaiver agreements, providing that the ac­
tions and words of the adjuster or agent of the company shall not con­
stitute a waiver of any of the conditions of the policy. These agreements
are considered by some not of much effect because of their language and
because of lack of consideration therefor.

Subrogation. This right is a settled principle of insurance.

162 Subrogation. This Company may require from the insured
163 an assignment of all right of recover}’ against
164 any party for loss to the extent that payment therefor is made
165 by this,,Company.

The right of subrogation may be defined as the right of an insurance
company, after paying a loss to the insured, to acquire all rights related
to such loss possessed by the insured against third parties, to the extent 
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of the loss payment. These rights may be legal, equitable, and perhaps
contractual.

The effect of inserting the specific provision into the policy is that the
subrogation right is made a part of it with the result that: (1) the com­
pany may demand from the insured a written assignment of his rights;
and (2) the insured may not part with such rights after the insurance
contract is issued without voiding it. When the insured finds it neces­
sary to waive some of his rights against third parties, as for example in
the case of railroad sidetrack agreements, he may secure at extra expense
an endorsement on the policy in the form of a subrogation waiver.

An example of the right of subrogation is found when a fire is caused
by the negligence of a third party, for which negligence the party whose
property is damaged may recover at law. If the person damaged collects
from the insurance company, however, the right to recover from the neg­
ligent third party passes to the insurance company. A policy of insur­
ance issued to a tobacco company covered, among other items, several
thousand dollars’ worth of unused internal revenue stamps. These, with
other property, were lost and the insurance company paid the loss. Un­
der United States’ statutes the stamps were redeemable from the United
States Government, and the underwriters, having paid the loss, claimed
and received reimbursement from the Government.

There are two principles upon which the doctrine of subrogation rests:
(1) the wrongdoer should suffer the loss, which is applicable only to cases
involving fault; (2) the insured is not entitled to profit from the loss but
should be reimbursed only for the amount of loss suffered.

With respect to provisions relating to mortgage interests, the policy
contract states:

78 If this Company shall claim that no liability ex-
79 istcd as to the mortgagor or owner, it shall, to the extent of pay-
80 ment of loss to the mortgagee, be subrogated to all the mort-
81 gagee’s rights of recovery, but without impairing mortgagee’s
82 right to sue; or it may pay off the mortgage debt and require
S3 an assignment thereof and of the mortgage. Other provisions
84 relating to the interests and obligations of such mortgagee may
85 be added hereto by agreement in writing.

One very common right is the right of a mortgagee who is insured un­
der a separate policy to collect his debt from the mortgagor. Suppose a
property worth 810,000 serves as security for a debt of S8,000 and that a
loss of 84,000 takes place. Naturally, since the security of the mort­
gagee has been decreased by nearly one half, he expects to be, and is, re­
imbursed by the insurance company. But the mortgagee still has the
right to collect his debt from the debtor, and to permit him to retain this
right would be to permit him to collect the same debt twice. Therefore,
by the principle of subrogation, the right to 84,000 is transferred to the
insurance company that has paid the loss. A similar situation arises
when the mortgagor and mortgagee are protected by a policy issued to
the mortgagor with the endorsement of a mortgage clause, and the policy 
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becomes void as to the mortgagor, but is in full force as to the mortgagee.
The company makes payment to the mortgagee to the amount of the
damage and receives an assignment of his rights to that extent, or pays
the full amount of the debt and receives an assignment of the entire debt
and mortgage. The policy provides that rights of the mortgagee are not
to be prejudiced by this method of settlement.

Summary

I. Use of standard policy fonns for fire insurance
II. Development of the standard forms

III. New York Standard Fire Policy, 1943
A. Parties to the contract

1. The insurer, or insurance carrier
2. The insured

a. Policy is a personal contract.
b. Nature of interest should be described.
c. Legal representatives are covered.
d. An “interest” form of policy

B. The consideration
1. By the company, a qualified promise of indemnity
2. By the insured, responsibility for the premium and adherence to

stipulations
3. Credit for the premium may be extended.

C. Description of the property
1. Attachment of a “form”
2. Location of the property

a. Property covered only while located as described
b. Property covered also for five days at new location if removed

for preservation from perils covered
D. Extent of protection afforded

1. Events covered by the policy
a. Direct loss by fire
b. Loss by lightning
c. Other perils
d. Loss or damage due to removal for preservation

2. Excluded events
a. Invasion, order of civil authority, and the like
b. Theft
c. Failure of insured to preserve property
d. Explosion or riot

3. Excepted articles
a. Property not intended to be insured
b. Property covered only by endorsement

4. Amount covered by policy
a. Actual cash value at time of loss

(1) Depreciation considered
(2) Profit not included
(3) Market value and not subjective value considered

b. Cannot exceed cost of repair or replacement
c. No allowance for increased cost by reason of ordinance
d. “Consequential” losses not covered
e. Cannot exceed interest of insured
f. Pro rata liability if more than one company covers the risk

E. Inception
1. The contract is made when the parties reach an agreement.

a. A “binder” is frequently used for temporary protection.
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2. The contract may be renewed by a renewal receipt or a new policy.
F. The contract may terminate by

1. Occurrence of the event.
2. Expiration of the term.
3. Cancellation

a. By the insured without notice, on a short rate basis.
b. By the company, on five days’ notice, on a pro rata basis.
c. Mortgagees are given extra notice.
d. Company agents must be careful to fulfill the requirements.

4. Voidance.
G. Suspension is caused by

1. Vacancy or unoccupancy.
2. Increase of hazard within control or knowledge of the insured.

H. Voidance of the policy is caused by concealment, misrepresentation, or
fraud.

IV. Representations and warranties
A. A representation is a statement connected with the making of the

contract.
B. The policy is voided by a misrepresentation, a representation which

is false and material.
C. A warranty is a condition in the contract:
D. The policy is voided by breach of warranty, and it is necessary only

that the warranty be false.
1. But the effect of warranties has been modified by

a. Court interpretations of
(1) What a warranty is.
(2) What constitutes compliance therewith.

b. Statutes.
V. The waiver clause

A. Policy provision states that only certain parts can be waived.
B. Waivers must be in writing.
C. The effect of such clause is modified by usage, acquiescence, apparent

authority, knowledge of the company, and estoppel.
VI. Subrogation

A. The right of company, after paying loss, to acquire rights possessed
by insured against third parties

B. A right given the company in the contract
VII. Notes on the other standard policy forms (following this Summary).

Notes on Other Standard Policies

Importance of other standard policies. The New York 1943 policy,- al­
though adopted in many states, is not in universal use. The Massachusetts
policy, the oldest standard form, remains in use in several New England states,
and will probably continue to be used for some time. In a few states the older
New York policies are still used. California, Iowa, and Texas in the United
States and Ontario, Canada, have their own policy forms, the only ones legal
in those states. Inasmuch as these policies differ in important respects from
the New York 1943 policy used in this text, some notes are added here on the
differences of these policies. In states where these forms are in use persons
concerned should familiarize themselves with them. The arrangement of these
notes conforms to the arrangement of material in the chapter.

Parties to the contract. In the New York 1886 and 1918 policies, if the
insured is specified merely by name, without any qualifying description of the
nature of his interest in the property, he must be sole and unconditional owner
or the policy is void. The same is true in the California policy. Any legitimate
interest in the property may be covered, however, by an appropriate descrip­
tion of the interest involved. The interest of a creditor, bailee, or vendor under 
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a contract, for example, may be protected by attachment of a mortgage clause,
commission clause, or installment sales form.

The Massachusetts policy contains no such requirement, and thus automati­
cally covers any form of insurable interest, like the New York 1943 form, but
a subsequent sale of the property or increase in hazard without consent of the
company voids the policy. The Texas policy also does not require sole and un­
conditional ownership.

The premium and consideration. The New York 1943 and Texas policies
recite that they insure “in consideration of the provisions and stipulations herein
or added hereto and of ------ dollars premium.” The California, Iowa, New
York 1918 and New York 1886 policies omit the words “or added hereto.” The
Massachusetts form names only the premium as the consideration, and adds
“the receipt whereof is hereby acknowledged,” thus creating the presumption
that the premium has been paid. The Ontario form reads “Whereas . . . the
insured . . . having undertaken to pay to the —;-----Fire Insurance Company
. . . the amount of premium above stated, the Company in consideration of
the material representations, covenants and warranties of the insured, and of the
said premium . . . hereby insures . . .” By such words the important state­
ments and promises of the insured are expressly made part of the consideration
for the contract.

Description of the property. The New York 1943, New York 1918, and
California policies state that the property is insured “while located and con­
tained as described herein and not elsewhere.” The Texas policy reads “only
on the property described and located as provided hereon.” The Massachusetts
and Iowa forms, however, state that the policy shall be void if the property
shall be removed from the location specified in the policy, unless such removal
is necessary for preservation from damage by fire. These policies would there­
fore terminate upon the removal, and would not revive even if the property were
subsequently returned to the original location. The printed portion of the
Ontario form makes no mention of the location except to say that the insurance
is “in respect of the property hereinafter described,” and to provide coverage
in the event of necessary removal for protection from fire.

Extent of protection: Events covered. 1. Direct Loss. The New York
1943 policy covers “all direct loss by fire, lightning and by removal,” whereas
both old New York forms and the Iowa policy say “direct loss or damage,” and
specifically exclude lightning. The Texas policy covers “perils listed below,”
and the fire coverage includes lightning. The Massachusetts and California forms
do not contain the word “direct,” and the Ontario form does not contain the word
"all.” These latter omissions probably have no practical significance.

2. Excluded events. The Ontario policy does not specifically mention theft,
riot, or neglect to preserve the property. It specifically covers the explosion of
coal or natural gas, whether fire ensue therefrom or not. The company is Hable
for lightning losses, except damage to electrical apparatus.

The New York 1943, Texas, Massachusetts, and Ontario policies do not con­
tain the so-called “fallen building clause.” The New York 1918 and California
policies, however, provide that the insurance on building and contents ceases
when “a building, or any material part thereof, falls except as a result of fire.”
This provision has, in the main, been upheld by the courts, with the result that
the insured is not reimbursed when an earthquake precedes the fire, or when a
neighboring explosion blows down a part of the insured buildings. In the 1907
San Francisco fire many buildings were destroyed by earthquake before the fire
reached them. Prior to 1918 the New York policy ceased when “any part” of
the building had fallen, as.in the present Iowa form, but the 1918 New York re­
vision was modified to read “any material part.” For the contract not to cover,
then, a substantial part of the building must fall before any fire occurs, but
whether or not the fall of the building increases the risk is immaterial.

The table on page 376 lists the perils excluded from coverage by the various
policy forms.

As justifying and requiring the removal and preservation of property, the New
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* Acts of civil authority excluded “except acts of destruction at the time of and for the purpose of pre­
venting the spread of fire, provided that such fire did not originate from any of the perils excluded by this
policy.’’

** Acts of civil authority excluded without qualification.
*** "The company will not be liable foi loss by . . . order of any civil authority, but the company will be

liable (unless otherwise provided by endorsement hereon or added hereto) if the property is lost or dam­
aged. by fire or otherwise, by civil authority or .military or usurped power exercised to prevent the spread
of fire not originating from a cause excepted hereunder and' which fire probably would have caused the
loss of or damage to the insured property." Such lengthy verbiage contributes to the failure of the insured
to understand the policy.

Perils
Enemy attack...............

Excluded from Coverage in the Following Policies
.. NY M3 Mass.

Civil war...................... .. NY ’43 Mass. Tex. NY ’IS NY ’S6 Cal. Iowa
Theft............................. .. NY ’43 Mass. Tex. NY ’18 NY ’S6 Cal. Iowa
Insurrection................. .. NY ’43 Mass. Tex. NY ’18 NY ’86 Cal. Iowa
Usurped power............ .. NY ’43 Mass. Tex. NY' ’18 NY '86 Cal.***Iowa
Invasion........................ .. NY ’43 Mass. Tex. NY' ’IS NY' ’86 Cal. Iowa
Neglect to save........... .. NY ’43 Mass. Tex. NY ’IS NY ’86 Cal. Iowa
Resistance to attack. . .. NY ’43 Mass. Tex.................................................................
Rebellion...................... .. NY ’43 Mass. Tex.................................................................
Revolution................... .. NY ’43 Mass. Tex.................................................................
Riot.............................. .. NY ’43'1 Tex. (J NY ’IS NY ’86 Cal. Iowa
Civil commotion......... ....... NY ’IS NY' ’86 Cal...............
Electrical injury.......... Tex.................................................................
Military power............ ... . NY'’IS NY’86 Cal.***Iowa
Explosion..................... .. NY ’43H Mass.V Tex.v NY' T8U NY' ’86V Cal.fl lowaf
Lightning..................... .... NY' ’18 NY' ’86 Cal. Iowa
Civil authority............ .. NY ’43* Mass.* Tex.* NY' T8** NY ’86** Cal.*** ... .f

t Not mentioned.
Unless fire ensue and in that event for loss by fire only.

York 1943 and Texas policies name “the perils insured against,” but the New
York 1918, New York 18S6, Iowa, California, and Massachusetts forms mention
fire only. All the policies except Massachusetts provide for pro rata distribu­
tion of insurance when removal to more than one location is involved. The
language of the older policy forms is ambiguous because they state that they
cover the property only in the original location and later promise protection
in other locations after removal. All forms provide five days’ protection except
the Ontario policy, which furnishes protection for seven days “or the unexpired
term.”

3. Excluded articles. Policies vary considerably in this respect, and the status
can best be seen from the table on page 377.

Other articles, not mentioned in this group in the policy, and not elsewhere
prohibited, are considered to be covered if they come within the general terms
of the property description, but the articles in the table above are not included
under such general terms. They are mostly articles of no intrinsic value (e.g.,
papers), or whose loss might be easily pretended or readily concealed (e.g.,
jewels), or whose commercial value would be difficult to establish (e.g., paint­
ings), or articles easily ruined by slight fires (e.g., decorations), or articles
insured by other policies (e.g., motor vehicles), or articles that may be of much
or little value depending upon circumstances. The value of a mechanical draw­
ing, for example, may be highly doubtful, there being no practical method of de­
termining its market value, whereas a pattern is valuable only if the article
produced from it is salable. These exclusions enable the insurance company to
make specific arrangements for the insurance of such articles. They are some­
times insured under a “valued” policy, in which the value is agreed upon at the
time of issuing the policy, or by making a limited per cent of the insurance appli­
cable to them.

Amounts covered. 1. Cash value. All the policies specify “actual cash
value at the time of the loss” except Massachusetts, which omits the word
“cash.” The New York 1918 and Texas policies add the words “ascertained
with proper deduction for depreciation.” The California form employs die
useful and exact expression, “actual cash value of the interest of the insured.
The Ontario form is well stated as “the amount of such loss or damage to be
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Articles Excluded from Coverage in the Following Policies*
Accounts...........................
Bills....................................
Deeds................................
Evidences of debt...........
Securities..........................
Bills of exchange.............

NY ’43*
NY ’43*
NY ’43*
NY '43*
NY ’43*

Mass.

Mass.
Mass.

Tex.*

Tex.*
Tex.*
Tex.*

NA’ T8* NY ’86*
NA’ ’18* NY ’86*
NA’ T8* NA’ ’86*
NA’ TS* NA’ ’86*
NY ’18* NY '86*

Cal.*
Cal.*

Cal.*
Cal.*

Iowa*
Iowa*
Iowa*
Iowa*
Iowa*

Notes................................. NY ’18* NY ’86* Cal.* Iowa*
Evidences of property... Mass.
Records.............................
Evidences of ownership.
Other documents............

Cal.*
Cal.* .........

Currency..........................
Money...............................
Bullion..............................
Plate..................................
Jewels................................
Medals..............................

NY ’43*
NY ’43*
NY ’43

Mass.

Mass.
Mass.
Mass.

Tex.*
Tex.*
Tex.

NY TS* NA’ ’86*
NA’ TS* NY ’86*
NA’ T8 NY ’86

7 7.'7 NY’86
............. NY ’86

Cal.*
Cal.*
Cal.

Cal.'
Cal.

Iowa*
Iowa*
Iowa

Iowa
Iowa

Dies..................................
Mechanical drawings. . .

NY TS NA’ ’86
NA' TS NA’ ’86

Cal.
Cal.

Iowa
Iowa

Patterns................. .....
Models..............................

Mass.
Mass.

NY T8 NY ’86
............. NY ’86

Cal.
Cal.

Iowa
Iowa

Awnings............................
Store and office fur­

niture and fixtures...
Frescoes............... ............
Decorations......................
Plate glass........................
Signs..................................

Paintings..........................
Sculpture..........................
Pictures.............................

Tex. ............. NA’ ’86 Iowa

.....
............. NY '86

7.77i NY "’86

Cal.
Cal.
Cal.

Iowa
Iowa
Iowa
Iowa
Iowa

Mass.
Mass. 7 77: NY ’86

............. NY ’86
Cai.’
Cal.

Iowa
Iowa

Casts.................................. ............. NY ’86 Cal. Iowa
Curiosities........................ Mass. ............. NY ’86 Cal. Iowa

Animals.............................
Motor vehicles................
Aircraft.............................

Tex.
Tex.
Tex.

Manuscripts.....................
Books................................
Wearing apparel.............
Scientific collections. ...
Scientific apparatus. . . .
Implements......................

NY ’43
Mass.
Mass.
Mass.

NY TS NY '86

77 .7 7 NY ’86
............. NA’ ’86

Cal.

Cal.'

Iowa

Iowa
Iowa

Property in storage or
for repair...................... ............. NY '86 Cal. Iowa

. * Insurance of these articles is prohibited. All the other articles are not covered unless liability is spe­
cifically assumed on the policy. In the Massachusetts policy no articles arc actually prohibited.

estimated according to the actual cash value of the property at the time of the
loss or damage . . .• to an amount not exceeding the sums set opposite the sev­
eral items below and not exceeding in the whole the sum above stated as the
sum insured.”

2. Repairs and replacements. In the New York 1943 policy and all other
policies, the company’s liability is limited by the cost of repairing or replacing
the property. AU the policies except that of Iowa in addition make it optional
for the company to take all, or any part, of the property at the agreed or ap­
praised value, and to repair, rebuild, or replace the property lost or damaged.
In the Massachusetts policy, the company may “replace the property with
other of the same kind and goodness,” or “it may . . . rebuild or repair the 
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same with reasonable expedition.” The Iowa policy does not allow the company
these options.

3. Cost increased by law. The New' York 1943, Texas, California, New’ York
1918, New’ York 1886, and Iowa policies provide that the loss shall be calculated
“without allowance for any increased cost of repair or reconstruction by reason
of any ordinance or law regulating construction or repair. No such provision
appears in the Massachusetts and Ontario policies.

4. Consequential losses. The Massachusetts and Ontario forms do not ex­
pressly exclude such losses from coverage, but the common law principle that
they are not covered by a simple fire insurance policy is generally accepted.
Besides, the New York 1943, New York 1886, New York 1918, Iowa, and
Ontario forms specify direct loss by fire. The California, New York 1918, New
York 1943, and Texas policies specifically exclude from the fire insurance pro­
tection “loss resulting from interruption of business or manufacture,” and the
New York 1886 policy expressed the same intent in slightly different words.

5. Pro rata liability. The New' York 1943 policy limits the liability of an
individual company, in case of other insurance, to the proportion of any loss
that “the amount hereby insured shall bear to the whole insurance covering the
property against the peril insured, whether collectible or not.” The New’ York
1918 policy in addition contains the words “whether valid or not” and the New
York 1886 and California policies are substantially the same, having the w’ords
“by solvent or insolvent insurers” instead of “whether collectible or not.” The
words "whether valid or not” mean that if the insured has policies in two or
more companies, one of which policies is found to be void at the time of the
loss, the insured will lose the amount represented by the void policy. “Collect­
ible” is a broader term than valid, covering both invalid policies and valid
policies that insurers are unable to pay.

The Ontario form provides vaguely that the insurance company is liable for
a “rateable proportion of the loss,” but adds that if there is other prior in­
surance without the knowledge of the subsequent insurer, or other subsequent
insurance without the consent of the prior insurer, the insured cannot recover
more than 60 per cent of the loss, and each insurer is liable for “a rateable pro­
portion of such amounts.”

The Massachusetts policy states that the insured “shall recover on this policy
no greater proportion of the loss sustained than the sum hereby insured bears
to the whole amount insured . . .” No definition is given of “the w’hole
amount insured.” The Texas policy is the same as the New York 1943 policy
except for the addition of a phrase covering adjustment of losses under non­
concurrent policies, which is discussed in the chapter on Settlement oj Losses.
In the Iowa policy the proportion of liability is the ratio of the amount insured
to "the whole amount of valid and collectible insurance covering such prop­
erty,” an important exception to the general rule.

What all these expressions really intend is “the whole insurance covering the
particular interest insured by this policy,” for there may be several insurable
interests insured by different persons on the same property.

Inception of the policy. No notes are necessary on this subject.
Termination of the contract. By the insured. All the forms give the in­

sured the privilege of terminating the policy by cancellation, and all provide for
charging the insured the short rate in such case and refunding the balance.
The Massachusetts and Texas policies express the same meaning as the New'
York 1943 policy in slightly different terminology. The New York 1886 and
low'a policies are less clearly worded, but have the same meaning. The Ontario
form provides that “The insurance may be terminated ... if on the cash plan,
by the insured giving written notice of termination to the insurer, in which
case the insurer shall, upon surrender of this policy, refund the excess of pre­
mium actually paid by the insured beyond the customary short rate for the
expired time.” It will be noted that the notice must be in writing, which is
not required by any of the other forms. The Ontario form also provides that
“Repayment of the excess premium may be made by money, post office order 
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or postal note or by cheque payable at par and certified by a chartered bank
doing business in the Province."

By the company. All policies make some provision for cancellation by thfe
company. The New York 1918 and New York 1943 policies are identical. The
Massachusetts form provides that “The company also reserves the right, after
giving written notice to the insured and to any mortgagee to whom this policy
is made payable, and tendering to the insured a rateable proportion of the pre­
mium, to cancel this policy as to all risks subsequent to the expiration of ten
days from such notice, and no mortgagee shall then have the right to recover
as to such risks.” The Texas policy provides for a notice of five days to the
owner and ten days to the mortgagee. The California form is virtually the
same as the New York 1943 policy, but with respect to the mortgagee provides
for “five days’ written notice to any mortgagee or other party to whom, with
the written consent of the company, this policy is mude payable.”

The Ontario form provides for “fifteen days’ notice of cancellation by regis­
tered mail, or five days’ notice of cancellation personally delivered,” and “re­
funding the excess of premium actually paid by the insured beyond the pro
rata premium for the expired time.” For the manner of payment see page 378.
It also provides that when the company is notified of an increase of hazard it
“may return the unearned portion, if any, of the premium paid and cancel the
policy, or may notify the insured in writing that, if he desires the policy to con­
tinue in force, he must within fifteen days of the receipt of the notice pay to
the insurer an additional premium, and in default of such payment the policy
shall not longer be in force and the insurer shall return the unearned portion, if
any, of the premium paid.” With respect to the mortgagee the Ontario policy
provides that “where the loss, if any, under a policy has, with the consent of
the insurer, been made payable to some person other than the insured, the policy
shall not be canceled or altered by the insurer to the prejudice of such person
without reasonable notice to him.”

The New York 1886 and Iowa policies read “This policy shall be canceled
. . . by the company by giving five days’ notice of such cancellation ... If
this policy shall be canceled, or become void or cease . . . the unearned portion
shall be returned on surrender of this policy or last renewal . . . except that
when this policy is canceled by this company by giving notice it shall retain
only the pro rata premium.” This provision has led to difficulty because a
number of court decisions have interpreted it as meaning that the return pre­
mium has to be actually in the hands of the insured to complete the cancella­
tion. Also there is no requirement that the company shall inform the insured
of his right to the return premium. Difficulty may also arise because of in­
ability of the insured to produce the insurance policy for surrender. The New
York 1886 and Iowa policies further provide, “If, with the consent of this
company, an interest under this policy shall exist in favor of a mortgagee or
of any person or corporation having an interest in the subject of insurance other
than the interest of the insured as described herein, the conditions hereinbe­
fore, contained shall apply in the manner expressed in such provisions and con­
ditions of insurance relating to such interest as shall be written upon, attached
or appended hereto.” It is customary for an attached mortgagee clause to
provide the mortgagee with ten days’ notice of cancellation.

Suspension. Unlike the New York 1943 policy, and the Texas policy, other
policies contain numerous provisions that suspend the policy, provisions relating
to other insurance, alterations and repairs, prohibited articles and processes, fac­
tory operations at night, chattel mortgages, removal from location specified,
and so forth. These are now to be enumerated. Only three were retained in
the New York 1943 policy, namely; (1) increase of hazard, (2) vacancy or
unoccupancy, and (3) explosion and riots not followed by fire. The Texas
policy adds two others: (4) following a change in ownership and (5) violation
of other stipulation or condition of the policy.

Other Insurance. The New York 1943 policy merely states that other insur­
ance may be prohibited or the amount of insurance may be limited by endorse­
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ment on the policy, and the Texas policy contains no prohibition of other in­
surance.

■ The New York 1918 policy provides that "the Company shall not be liable
for loss or damage occurring while the insured shall have any other contract of
insurance whether valid or not on property covered in whole or in part by this
policy.” Consent for other insurance, either at the issuance of the policy or
later, may be obtained from the company and endorsed on the policy without
any extra charge unless there is a specific object in restricting the amount of
insurance. It is sometimes the object not to insure the full value of the prop­
erty in order (a) to compel the insured to exercise greater care or (b) to de­
crease any moral hazard that may exist.

In the Massachusetts form the policy is void if (instead of while) the insured
has "other insurance” without consent, but the form does not specify whether
the provision refers to invalid other policies. The word “insurance” seems to
imply that invalid policies are not included. Nor does the Massachusetts form
contain the words “in whole or in part,” with the result that the divisibility of
the policy is left in doubt.

The New York 1886 and Iowa policies also use the word “if,” but add
“whether valid or not.” Does this apply to a valid policy in an insolvent com­
pany? The Iowa policy, however, in another place states, “It is hereby agreed
that the insured may obtain $  additional insurance in companies
authorized to do business in the state of Iowa.” The California policy uses the
word “if,” refers to the “entire” policy, and specifies “whether valid or not, on
property covered in whole or in part by this policy.”

The companies always insisted that when a policy was stated to be void if
other insurance (and some other conditions) existed, it was made permanently
void and not revived by the removal of the prohibited condition, but the
courts were much more liberal and usually gave the word if only the force of
while. The New York 1943 and Texas policies are even more liberal.

The Ontario form, in meaning though not in wording, is substantially like the
Massachusetts form, but it penalizes the insured for unauthorized other insur­
ance by providing that he shall recover only 60 per cent of the loss. For un­
disclosed other insurance with fraudulent intent, the policy is void.

Except for reinstatement of the policy when the condition was removed, the
courts have upheld this clause, for it would otherwise be easy for a person to
overinsure his property. In regard to the New York 1886 provision three lines
of court decisions exist. One holds that when two policies exist without consent,
the later policy is void from its inception because of the prohibition, and since
the second policy never really existed, the first policy is valid. Another view
is that the subsequent policy invalidated the first policy and might or might
not itself be valid. The third view gave the insured the benefit of one policy,
but not of both; i.e., if the company recognized the subsequent policy, the first
was invalid, and if the second company repudiated the second policy, the first
was valid.

It will be noticed that this prohibition in the New York 1918 and California
policies refers to a property “covered in whole or in part by this policy,” an
expression that brings up the doctrine of “entirety of the contract.” This
doctrine is important not only in connection with the subject of “other insur­
ance” but with other subjects as well. It would seem that the intention of the
company is that when the policy is violated as regards a part of the property,
the insurance on all the property is suspended or void. In other words, the
policy is regarded as a unit and indivisible. The court decisions have shown
a tendency, however, to be lenient toward the insured, and the policy has been
considered sometimes as divisible and sometimes indivisible. One decision
held that when the company acknowledged liability upon one building covered
by a policy it acknowledged liability upon all of them, although the vacancy
prohibition had been violated as to part of the property. In another case, in
which the policy covered 16 tenement bouses, the court held the policy to be
valid in the case of one building which was burned, although at the time eight 
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of the houses were vacant contrary to the policy provision. The tendency has
been to give consideration to the character of the subject matter insured. The
policy should undoubtedly be strictly construed when it covers a building and
its contents, whereas a policy covering several buildings some distance apart
might be considered divisible.

Alterations and repairs. The New York 191S policy provides that the com­
pany shall not be liable for loss or damage occurring “while mechanics are em­
ployed in building, altering, or repairing the described premises beyond a period
of fifteen days.” It is plain that the object of this clause is to cover a building
while such alterations and repairs are being made as are necessary for the
upkeep of the property, but not to cover a building while it is being extensively
remodeled. The latter object constitutes a risk not contemplated when the
policy was issued.

The California policy is the same as above. The Massachusetts form contains
no provision covering repairs; therefore, reasonable repairs may be made in the
ordinary manner without suspension of the policy. The New York 18S6 and
Iowa policies are voided permanently by repairs exceeding 15 days (by use of
the word if), unless the court leniently construes otherwise. In the Iowa policy,
however, there is a stipulation applying to this and the following conditions
of voidance which nullifies the voidance “if the insured shall establish that the
failure to observe and comply with such provisions and conditions did not con­
tribute to the loss.” This statement will not be repeated in subsequent notes
but. merely indicated by the words “if contributing to the loss.”

In the Ontario form the insurer is not liable "during alteration or repair”
without consent for “loss or damage occurring in consequence thereof,” but 15
days are allowed in each year without permission.

The prohibition against repairs and alterations is completely eliminated from
the New York 1943 and Texas policies.

Prohibited articles and processes. In all policy forms except the New York
1943 and Texas, certain dangerous processes and articles are prohibited.

In the New York 1918 policy the company is not liable “while illuminating
gas or vapor is generated on the described premises; or while (any usage or
custom to the contrary notwithstanding) there is kept, used or allowed on the
described premises fireworks, Greek fire, phosphorus, explosives, benzine, gaso­
line, naphtha, or any other petroleum product of greater inflammability than
kerosene oil, gunpowder exceeding twenty-five pounds, or kerosene oil exceeding
five barrels.” The list in the New York 1886 and (if contributing to the loss)
Iowa policies includes in addition benzol, dynamite, ether, nitroglycerine; and
the word if is employed. In regard to kerosene oil, the New York 1886 policy
requires that it be drawn and that lamps be filled by daylight, or at a distance
not less than ten feet from artificial light. Benzol, dynamite, naphtha, and
nitroglycerine are included within the meaning if not the words of the 1918
policy, and ether and kerosene oil have become relatively little used in the
ordinary dwelling or business house. The provision regarding the filling of
lamps was never enforceable. It- should-be noted that nearly every court has
held that when the use of any prohibited article is usual and necessary in the
conduct of the business of the insured or is kept in similar establishments, such
use or keeping does not void the policy, although there are some decisions to the
contrary. In some cases the provision, “any custom of trade or manufacture to
the contrary notwithstanding,” has been held to be in restraint of trade and
contrary to public policy.

The New York 1943 and Texas policies eliminate mention of these prohibited
articles entirely.

It would take too much space and serve little purpose to enumerate the in­
dividual articles and processes that are prohibited or permitted under other
individual forms. The Massachusetts and Iowa and New York 1886 forms are
permanently void by use of the word if, but the other forms are merely sus­
pended by the word while. On the other hand the Massachusetts list is the
smallest, whereas the New York 1886 list is the most comprehensive. Persons 
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concerned should examine the policies used in their states and obtain endorse­
ments when necessary.

Factories operated at night. In regard to manufacturing establishments, in
the New York 1918 contract a factory is not covered “while operated in whole
or in part between the hours of 10.00 P.M. and 5.00 A.M. or while it ceases to
be operated beyond a period of ten days.” In many instances overtime opera­
tion increases the hazard. The ten-day limitation is intended to cover two
cases—one in which a strike occurs, with consequent additional danger to the
premises; the other in which business is poor and the property consequently
becomes worthless in the owner’s estimation, the moral hazard thus increasing.

The New York 1886, Massachusetts, and Iowa forms are permanently voided
by overtime operations after 9 P.M., 10 P.M., and 9 P.M., respectively. The
New York 1943, Texas, and Ontario forms do not prohibit overtime operation.
The California form suspends the policy while a factory is operated after 10 P.M.
As to cessation of operations, the New York 1886 and Iowa policies are voided
by more than ten days, the Massachusetts and Ontario forms by more than 30
days. The California policy is merely suspended by cessation for more than
ten days. New York 1943 and Texas policies contain no prohibition against
cessation of operations.

Vacancy. The New York 1918 form suspends the insurance protection
while vacancy or unoccupancy exceeds ten days. The New York 1886, Iowa,
and Massachusetts forms are permanently voided by vacancy, and the New
York 1886 and Iowa policies also by unoccupancy, if the time exceeds ten days
under the New York form, ten days under the Iowa form, and 30 days under
the Massachusetts form. The California and Ontario policies suspend the policy
while the vacancy or unoccupancy exists, if it exceeds ten days or 30 days,
respectively. The New York 1943 and Texas policies omit this restriction.

Chattel mortgages. Under the New York 1918 form, a company is not liable
for property “while incumbered by a. chattel mortgage, and during the time of
such incumbrance this company shall be liable only for loss or damage to any
other property insured hereunder.” The chattel mortgage is regarded as ob­
jectionable because it frequently indicates the poor financial condition of the
insured, and the property also usually depreciates in value before payment for
it is completed. A custom of business requiring chattel mortgages may induce
a company to waive its objections, but liens on personal property are in general
avoided. It will be noted that the contract is herein specifically stated to be
divisible and not “entire.”

The California policy suspends the policy as to the property mortgaged while
the chattel mortgage exists, but “the liability of the company upon other prop­
erty hereby insured shall not be affected by such chattel mortgage.” The
Iowa policy is voided “if the subject of insurance or a part thereof (as to the
part so incumbered! be or become incumbered by lien, mortgage or otherwise,
created by voluntary act of the insured or within his control.” The New York
1886 form is permanently voided as to the “entire policy” by a chattel mort­
gage. The Massachusetts, Ontario, and New’ York 1943 policies contain no
such provision.

Increase oj hazard. Like the New York 1943 policy, the New York 1918
and California forms merely suspend the policy while the increased hazard exists.
In the Massachusetts, New York 1886, Ontario, and (if contributing to the
loss) Iowa forms, however, the policy is permanently void. Nevertheless these
latter have frequently been interpreted with liberality toward the insured. The
New York 1943 and New York 1918 wordings are identical. The New York
1886 and Iowa policies are more stringent, being void if the hazard is increased
by means within the knowledge of the insured. This provision means permanent
voidance and does not require that the means be within the control of the
insured. The same is true of the Massachusetts policy, although different
language is used. The Texas policy, on the other hand, after using the same
words as the New York 1943 policy, makes the proviso that such increase be
“not usual and incidental to the occupancy ...”

In the California form the risk must be “materially” increased (a provision 



THE FIRE INSURANCE CONTRACT 383

that is not particularly noteworthy in the light of court decisions) and also
must be within the “control” and not merely the knowledge of the insured. In
the Ontario form the increase must be “material to the risk,” "within the control
and knowledge of the insured,” and such increase voids the policy only “as to
the part (of the risk) affected thereby,” a divisibility that would seem to invite
controversy thus being introduced.

Voidance. It has been noted in this chapter that the New York 1943 policy
contains only two provisions for voiding the policy, pertaining to (1) willful
concealment or misrepresentation, and (2) fraud or false swearing. The same
provisions obtain in the Texas policy. Other policies, legally established earlier
and still used in some states, are less liberal, containing sometimes the following
five reasons for voidance.

Concealment, misrepresentation, fraud. The New York 1918, Iowa, and
California policies provide that “This entire policy shall be void if the insured
has concealed or misrepresented any material fact or circumstance concerning
this insurance or the subject thereof.” The Massachusetts form states that
“This policy shall be void if any material fact or circumstance stated in writing
has not been fairly represented by the insured.” The Texas policy is the same
as the New York 1943 policy and applies also to the “interest of the insured,”
and “whether before or after a loss.” The Ontario form provides that “If any
person applying for insurance falsely describes the property to the prejudice
of the insurer, or misrepresents or fraudulently omits to communicate any cir­
cumstance which is material to be made known to the insurer in order to enable
it to judge of the risk to be undertaken, the contract shall be void as to the
property in respect of which the misrepresentation or omission is made.”

The provision in the New York 1918 policy states that “This entire policy
shall be void ... in case of any fraud or false swearing by the insured touch­
ing any matter relating to this insurance or the subject thereof, whether before
or after a loss.” The California and New York 1886 forms are substantially
the same. The Massachusetts policy is void “if the insured shall make any
attempt to defraud the company either before or after the loss.” The Texas
policy is the same as the New York 1943 policy, and the words “before or after
a loss” do not apply to this section.

The following do not appear as conditions voiding the New York 1943 policy,
thus further exemplifying the liberality of that form.

Sole and unconditional ownership. The New York 1918 policy is void “if
the interest of the insured be .other than unconditional and sole ownership,”
unless otherwise provided. According to this provision an insurable interest
other than sole and unconditional ownership is not sufficient for a valid con­
tract, without a statement of its nature in the policy. For illustration, a stock­
holder in a corporation is part owner of the assets of the corporation, but he is
not a sole and unconditional owner. Again, a person may be entitled to the
royalties from the use of certain property, but he is not the sole and uncondi­
tional owner. A partner has an insurable interest in the property of the firm,
but does not comply with the requirement of being sole and unconditional
owner. Joint ownership or tenancy for life are other obvious illustrations. It
has been held by the courts, however, that mortgaging the property does not
deprive the insured of sole and unconditional ownership.

This provision has caused considerable trouble. On the one hand it has been
contended that insurance companies are entitled to know the nature of the in­
terest they are insuring and have seldom refused to cover legitimate insurable
interests. On the other hand insureds are seldom aware of the requirement of
sole and unconditional ownership and thus are led into innocent violations of it.
In a study of 5S1 policies issued in two cities in Illinois it was found that 28
per cent of all fire insurance policies on real estate, and 55 per cent of all fire
policies on jointly owned real property, were void or unenforceable under the
law of Illinois.1 It is argued that loss ratios in states using policies without 

1 Goble, Geo. W., "Proposed Revision of the Standard Fire Insurance Policy.”
Journal of the American Bar Association, March 1941, pp. 164-166.
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this provision are not higher than in states where the provision is employed.
The California, Iowa, and New York 1SS6 forms are identical with the New

Y'ork 1918 policy. The Ontario policy reads, “Unless otherwise specifically
stated in the policy, the insurer is not liable ... for loss or damage to prop­
erty owned by any person other than the insured, unless the interest of the
insured therein is stated in the policy.” The Massachusetts and Texas policies
do not contain this sole and unconditional ownership requirement and are there­
fore like the New York 1943 policy, being available to anyone having an in.
surablc interest, without special description of the nature of the insurable in­
terest.

Ground ownership in fee simple. The New York 1918 contract states that
unless otherwise provided the policy' is void, “if the subject of insurance be a
building on ground not owned by' the insured in fee simple.” This is a title
free from condition or limitation, the largest estate of ownership known to the
law. For example, buildings standing on ground not owned by' the insured may
have their value suddenly diminished by' some action taken with reference to the
ground, or the owner of the buildings may have the value thereof virtually
taken away from him by’ an order to remove them. If the insured buildings
stand on leased ground and become the property of the land owner at the
expiration of the lease, there is an incentive for the owner of the buildings to
burn them as the expiration date approaches. Life tenancy is not ownership
in fee simple.

The same provision as above quoted appears in the New York 1886, and
California forms. Iowa omits the words, “in fee simple.” This condition is
not contained in the New York 1943, Massachusetts, Texas, or Ontario policies.

Foreclosure proceedings. Unless otherwise provided the New York 1918
policy is void “if, with the knowledge of the insured, foreclosure proceedings be
commenced or notice given of sale of any property insured hereunder by rea­
son of any mortgage or trust deed.” The same provision is in the New York
1SS6 and California forms. The Iowa policy prohibits liens created by’ the
voluntary act of the insured. The Massachusetts, New York 1943, Texas, and
Ontario policies omit this condition.

The knowledge of the insured that foreclosure proceedings have begun is
likely to make him less careful in using the property and to create moral hazard.
Foreclosure proceedings frequently lead to quarrels between the parties in­
volved, or the sale of a portion of the property1 may render the remainder less
valuable. The courts have been inclined to leniency toward the insured and
have held, for example, that entry of judgment on a bond without a sale, pro­
ceedings to enforce a mechanic's lien, and foreclosure proceedings instituted
before the issuance of the policy' do not come within the scope of the provision.

Change in interest, title or possession. The New York 1918 policy' is also
void “if any change, other than by' the death of an insured, takes place in the
interest, title or possession of the subject of insurance (except change of occu­
pants without increase of hazard).” The New York 1943 policy omits this pro­
vision, but the Texas policy is void “Following a change in ownership of the
insured property.”

The policy' is voided (by an if clause) in the Ontario form (apparently) and
the New York 18S6, Iowa, and Massachusetts forms. The wording of the New
Y'ork 1886 form is the same as in the New York 1918 policy' above, with the
addition after the word “hazard” of “whether by legal process of judgment or
by voluntary' act of the insured, or otherwise.” In California, the word “while”
is employed to suspend the policy. In the California policy the increase of
hazard must be “material,” and a specifically prohibited change is “transfer by
one or more of several partners or co-owners to the others.”

The Iowa policy' is voided if any' change “other than by death of the insured,
whether by legal proceedings, judgment, voluntary' act of the insured or other­
wise, take place in the interest, title, possession, or use of the subject of insur­
ance, if such change in the possession or use makes the risk more hazardous”—
a very stringent provision were it not for the last saving clause.
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The Ontario policy has no provision of exactly this type, but it is void “after
the interest of the insured in the subject matter of the insurance is assigned,
but this condition is not to apply to an authorized assignment under The Bank­
ruptcy Act or to change of title by succession, by operation of law, or by
death.”

For the same reasons that the insurance company wishes to know the interest
of the insured at the issuance of the contract, this provision attempts to assure
that the company will be kept advised of changes that occur. It is not designed,
however, to prevent an administrator, executor, or heirs from obtaining the
benefit of the insurance bought by the deceased, or to cause unnecessary annoy­
ance to an owner who rents his premises. Examples of violations are the ap­
pointment of a trustee in bankruptcy, an assignment for the benefit of creditors,
and the introduction of a new partner. On the other hand, courts have not
considered as violations the mortgaging of a property, issuance of a bill of
lading on goods remaining in the insured’s possession, a judgment rendered
against the insured, an executory contract to sell real estate when the vendor
has retained possession, or the appointment of a receiver in bankruptcy prior to
the appointment of the trustee. It may be noted that this provision has no
significance if the policy has an endorsement making insurance payable “to
whom it may concern.”

Assignment of policy without consent. The New York 1918 and California
policies provide that “This entire policy shall be void if this policy be assigned
before a loss.” Iowa simply omits the word “entire” and the Massachusetts
policy'- states that “this policy shall be void if, without such assent (by the com­
pany), the said property shall be sold or this policy assigned . . .” The New
York 1943 and Texas policies do not make the policy void in the event of such
act but merely state that “assignment of this policy shall not be valid except
with the written consent of this company.” Assignment has also been dis­
cussed previously on pp. 345-347 of the previous chapter.

Waiver. The New York 1918 policy states that “No one shall have power
to waive any provision or condition of this policy except such as by the terms of
this policy may be the subject of agreement added hereto, nor shall any such
provision or condition be held to be waived unless such waiver shall be in
writing added hereto, nor shall any forfeiture be held to be waived by any re­
quirement, act or proceeding on the part of this company relating to appraisal
or to any examination herein provided for; nor shall any privilege or per­
mission affecting the insurance hereunder exist or be claimed by the insured
unless granted herein or by rider added hereto.” The New York 1886 policy is
substantially the same as above. No such provision appears in the Massachu­
setts policy. The Iowa policy states that “any examination or investigation”
in settling a loss does not contitute a waiver. The Ontario form provides, “No
condition of this policy shall be deemed to have been waived by the insurer,
either in whole or in part, unless the waiver is clearly expressed in writing
signed by an agent of the insurer.” The California form reads, “No officer,
agent, or other representative of this company shall have power to waive any
provision or condition of this policy except by writing endorsed hereon or added
hereto, and no person, unless duly authorized in writing, shall be deemed the
agent of this company.”

The New York 1943 policy reads, “No permission affecting this insurance
shall exist, or waiver of any provision be valid, unless granted herein or ex­
pressed in writing added hereto. No provision, stipulation or forfeiture shall
be held to be waived by any requirement or proceeding on the part of this
company relating to appraisal or to any examination provided for herein.”
The Texas policy provides, “Changes in this policy may be made and perils
added hereon only by written endorsement properly executed by an author­
ized agent of this company and attached hereto; but no provision may be
waived except such as by the terms of this policy is subject to change.”

Subrogation. In the New York 1886 policy the right of the company to
subrogation is introduced by the words, “If the company shall claim that the 
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fire was caused by the act or neglect of any person or corporation, private or
municipal, this company shall be subrogated, etc.,” and the same provision
holds true of the California form. The New York 1943, Texas, New York
1918, and Ontario forms require no such claim as a precedent to subrogation.
In the Massachusetts policy the company is entitled to the insured’s rights
against third parties “excepting other insurers,” and the alternative is added,
“or the insured, if requested, shall prosecute therefor at the charge and for the
account of the company.” When the loss payment is less than the damage, it
has been held in some cases that the insured is the proper party to bring suit
against the third party responsible for the damage. In Michigan a statute
provides that subrogation “shall be deemed to include contractual as well as
tort rights of action, to the extent only of the loss.” This statute adds some­
thing to the company’s rights because several court decisions have held that the
company was not entitled to the insured’s rights arising out of other contracts,
such as a builder’s contract to complete a building, a contract to buy which was
actually completed by the buyer, and the like. The Iowa policy contains no
provision regarding subrogation.

The New York 1943 contract provides that “If this company shall claim that
no liability existed as to the mortgagor or owner, it shall, to the extent of pay­
ment of loss to the mortgagee, be subrogated to all the mortgagee’s rights of
recovery, but without impairing the mortgagee’s right to sue; or it may pay
off the mortgage debt and require an assignment thereof and of the mortgage.
Other provisions relating to the interests and obligations of such mortgagee may
be added hereto by agreement in writing.” The Texas policy provision is the
same. The New York 1918 policy is the same, except that it gives the com­
pany subrogation also to “the mortgagee’s . . . claim upon the collateral to the
mortgage debt.” No such provision as to mortgagees appears in the New York
1886, Iowa, Ontario, or California policies. The Massachusetts policy reads,
“Whenever this company shall be liable to a mortgagee for any sum for loss
under this policy, for which no liability exists as to the mortgagor, or owner,
and this company shall elect by itself or with others to pay the mortgagee the
full amount secured by such mortgage, then the mortgagee shall assign and
transfer to the companies interested, upon such payment, the said mortgage,
together with the note and debt thereby secured.”

Readings
Medlicott, W. B., Lectures on Fire Insurance. Boston: Insurance Library As­

sociation of Boston, 1912, pp. 273-385.
Williams, T. H., “The Fire Insurance Contract.” Underwriters’ Report, San

Francisco, 1913.
Patterson, E. W., Essentials of Insurance Law. New York: McGraw-Hill Book

Co., 1935, Chaps. VI to XII, incl.
Fleming, Reginald, “Revision of the New York Fire Policy.” Proceedings of

American Management Assn., May, 1940.
Smith, C. M., “New York Fire Policy Revision.” Proceedings of American

Management Assn., May, 1940.
Bament, W. N., “Cash and Market Values.” Eastern Underwriter, December

30, 1921.
Bament, W. N., “Losses of Concussion and Explosion.” Eastern Underwriter,

September 2, 1921.
Deitch, G. A. and Wood, D. G., The Standard Fire Policy. Indianapolis:

Rough Notes Co., 1930. i
Brevis, H. W., Glens Falls Handy Book. Glens Falls: Glens Falls Insurance

Co., 1927, Chap. III.
Ackerman, L. J., “What Is a Fire?” University of Newark Law Review, Vol.

II, No. 2, 1937.



THE FIRE INSURANCE CONTRACT '387

Smith, C. M., “Revision of the Standard Fire Insurance Policy.” Journal of
American Insurance, November, 1939.

Insurance Society of New York, The Fire Insurance Contract. Indianapolis:
Rough Notes Co., 1922.

Thornton, H. A., “The California Standard Form.” Fire Underwriters’ Associa­
tion of the Pacific, Lectures to Associate Members, 1915.

Wallace, J. H., “New York Standard Fire Insurance Policy Legally Interpreted.”
Eastern Underwriter, February 5 to March 5, 1926.

Rosenberg, J. M., “Increase of Hazard in Fire Insurance.” Journal of Ameri­
can Insurance, April, 1932.

Reed, P. B., Fire Insurance Underwriting. New York: McGraw-Hill Book Co.,
1940, Chap. V.

Lucas, Julian, The Standard Fire Insurance Policy of the State of New York.
New York: Davis Dorland & Co., 1943.

Rupprecht, C. F., Modern Fire Underwriter, Philadelphia: Spectator Co., 1940.

Problems
1. Would the advantages of a standard policy apply to life insurance as well

as to fire insurance?
2. A policy of fire insurance was issued in which “John Dougherty” was

named as the insured and the property consisted of “residence at 140 Plum
Street.” The agent asked Dougherty if he was the owner, and Dougherty
replied, “How do you suppose I could live here otherwise?” Dougherty in fact
was given the privilege of occupying the house rent free for life, by the terms of
his father’s will. Is the policy valid? Why?

3. Watson died, naming Holmes as executor of his will. The property in­
cluded a factory, owned by Watson personally, on which there was a five-year
fire insurance policy having three years yet to run. Holmes did nothing with
respect to the policy, the premium having been paid for five years in advance.
At the end of one year the factory was sold to Grice, who received the deed
and fire insurance policy from Holmes. Three months after the sale, the factory
was destroyed by fire. Can Grice recover on the fire policy? Why?

4. How is a fire insurance policy adapted to the different circumstances of
the various insureds?

5. Colonel Gore asked French, an agent for the Charity Fire Insurance Com­
pany, to insure his house. Twro days later French mailed him the policy with a
bill for the premium. Receiving no reply French wrote Gore that he would
expect the premium to be paid within three days, for he could not extend credit.
Two days later Gore’s house was burned. ’ Can Gore recover on the policy?

6. In a store and stock insured for 815,000 a fire occurred. $2,000 worth of
goods was burned, $1,000 of damage was caused by water in extinguishing the
fire, and 83,000 of groceries was unfit for sale because of smoke. During the
fire a mob of twenty people carried off $200-of groceries in spite of the efforts
of manager and clerks to prevent them. For a month afterward the company
was not able to carry on business while repairs were being made, and $4,000
profit was lost. What can the insured recover under his fire policy?

7. The insured built a fire in a stove that had a defective stove pipe, and the
soot and smoke escaping from the latter ruined the furniture and hangings in
the room. The contents of the room were further damaged by water used to
cool the ceiling heated by the pipe. What can the insured recover for?

8. The danger of residing near a manufactory of explosives was pointed out
to Edwards, who replied that his fire insurance policy covered the risk. To
what extent is this reply correct?

9. Insured’s house was burning and his goods were thrown out on the side­



388 INSURANCE OF PROPERTY—FIRE

walk.- The policy was for $2,000, and the total value of the goods insured was
$2,500. Insured was told that his goods were being damaged and stolen by
spectators, and he replied, “I have a fire insurance policy; it is not my loss.”
Later he removed $1,000 of the property to a warehouse nearby. A few days
later the warehouse and all his goods that were stored therein were destroyed by
fire. What can he recover from the insurance company?

10. In insurance on a publishing concern what items probably- should be
specifically- mentioned in the description of contents?

11. At the time of the great fire in San Francisco some buildings were thrown
down by- earthquake, some were dynamited by- the fire marshal to prevent the
spread of fire, and some were blown up by- private individuals with the same
object. Which of these cases are covered by the fire insurance policy?

12. Pick out from among the following losses those for which the company-
must pay-:

(a) House blown down by tornado and as a result catches fire.
(b) House set on fire by- lightning.
(c) Goods damaged by an explosion caused by a fire in the insured

property.
(d) House burned down by- strikers during a riot.
(e) Cloth damaged by- water used in putting out a fire.
(f) Building damaged by- a fire engine on'its way to a fire elsewhere.

13. Riley’s cold storage warehouse and contents were insured under a standard
fire policy, without endorsements. Across the street was a refrigerating plant,
also owned by- Riley, which supplied the cold air for the warehouse through
pipes. The refrigerating plant was destroy-ed by fire, and a stock of meats be­
longing to Riley, kept in the warehouse, was ruined. Can Riley recover on his
insurance policy?

14. Rhodes and his wife had a disagreement, and she, in anger, set fire to his
house, which was insured in the Flame Insurance Co. Is the insurance company-
liable on the policy?

15. Wheat was a manufacturer of straw hats, and insured his manufactured
and unmanufactured stock for $2,000. The factory and contents were destroy-ed
by- fire, including a quantity of hats that had been sold, finished, cased for ship­
ment, and marked with the buyers’ names. The delivery would have com­
menced the day- following the fire and continued for four months, and it
would have taken three months to reproduce the hats, too long a time for Wheat
still to get that season’s trade. After diligent effort the insured was unable to
get any- other mill to manufacture them. The actual cost of manufacture was
$1,841 and the selling price was $1,967. What is the insured entitled to on
these hats?

16. Stiles insured his residence, worth $20,000, for $19,000 in 1928. He has
been renewing the same policy ever since. What can he recover if the house is
totally- destroyed by- fire?

17. It is said with reference to public utility regulation that there are three
possible bases for valuation, cost of production, cost of reproduction, and cost of
replacement. Are any of these used in the fire insurance contract?

18. Thomas had a property- worth $12,000, which he insured for $5,000 with
Company- A and for $4,000 with Company B. He believed later that the prop­
erty had increased in value and procured another policy- in Company- C for
$1,000. All of these policies existed with the consent of all the companies in­
volved. The property was totally destroyed by fire and proved to have de­
preciated to a value of $9,000. What are Companies A, B and C liable for,
respectively?

19. Mason instructed his broker Bates on December 10th, to cover his
(Mason’s) property- with insurance. Bates was dilatory and did not obtain the
policy until December 14th, and the policy read, “from the 14th day of Decem­
ber, 1944, to the 14th day of December, 1945.” Mason’s property was located 



THE FIRE INSURANCE CONTRACT 389

in Utopia and was totally destroyed by fire at 11:30 a.m., December 14th,
standard time. The company refuses to pay, but Mason claims indemnity on
two grounds: (1) that by solar time the fire occurred at 12:15 p.m.; (2) that
the insurance company is responsible for the delay by the broker. What is
your opinion?

20. Yost had a fire insurance policy on his house, on which was endorsed a
vacancy permit, allowing the property to be unoccupied for 30 days. When this
insurance expired, it was renewed by a new policy that contained no vacancy
permit. During Yost’s absence the house burned. Can he collect? Suppose
he had left the house unoccupied with the oral permission of the agent, given at
the time the original policy was issued?

21. On April 1st file Flame Insurance Company sends the following cancella­
tion notice to Fox, who holds one of their policies: “This is to notify you that
this company elects to cancel and terminate its liability under Policy No. 857-
624 at noon of April 4th.” No reasons were furnished by the company or the
agent who delivered the notice for desiring to cancel the policy. Give all your
reasons for thinking this is or is not a valid cancellation.

22. Fritz is the owner of two buildings worth respectively S25,000 and $2,000,
both insured under one standard fire policy. Would there be any advantage to
him to have two separate policies?

23. Hotz has a five-year policy on his residence, written by his friend Kircher,
who is agent for the Planet Insurance Company. Hotz goes away to live for
four months every summer in his seashore cottage, accompanied by his whole
family. In the year in question, while the policy was in force, Kircher visited
Hotz’s seashore cottage several times, at intervals of two weeks, and while
Kircher was there Hotz’s town residence was destroyed by fire. The insurance
company refuses to pay the loss. If you were representing Hotz, what would
you urge in support of his claim, and what do you think are your chances of
success?

24. Gasparo had received three letters threatening to blow up his house with
a bomb if he did not pay $300 over to the sender, but at the time that he in­
sur'd his house the agent never asked him about intimidation and he said noth­
ing regarding it. His house was destroyed by a fire, which started from an
overturned lamp next door. Can the company deny liability for the loss?

25. The Merit Fire Insurance Company issues a policy covering $2,000 on a
two-story, frame, shingle-roof house, $300 on household goods contained therein,
and $700 on a frame barn and wagon and farm implements contained therein.
Discuss the effect of the following upon the validity of the policy:

(a) The insured stated that the two-story house was used as a dwell­
ing. On the first floor he maintains a general store.

(b) After the policy is issued, he mortgages the house without disclosing
this fact to the insurance company.

(c) The wagon containing the farm implements and the implements are
destroyed by fire while standing 25 feet away from the barn.

26. Wheat’s barn was insured for $1,000 by the Uranus Insurance Co. The
barn was totally destroyed by fire while the policy was in effect, and Wheat re­
covered $1,000 from the insurance company. Wheat thought the barn was
worth about $2,000. Pie sued a railroad which passed beside his barn, alleging
that the railroad negligently allowed its locomotive to emit sparks that were
the cause of the fire. He was awarded $800 damages from the railroad, and
the railroad paid. Can Wheat keep the SSOO? Why?

27. Carl owned a building and jigsaw puzzle business carried on therein. He
insured the “building at 12 Walnut St., Crater, New York, and stock contained
therein,” under a New York 1943 policy, with no endorsements. He asked the
agent if the policy covered his dies for cutting the puzzles, cardboard stock, and
labels, and the agent asserted that it did. Seven months later he moved to
Maryland and bought a policy from an agent there, containing no endorsements 
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and insuring ‘‘building and stock contained therein.” He assumed the policy
issued in Maryland furnished the same coverage as the previous New York
policy, (a) Was the New York agent’s statement correct? (b) Was Carl’s
assumption about Maryland correct? (c) Suppose Carl had asked the Mary­
land agent and the agent had assured him that these three items of stock were
covered. Would the company be liable?

28. Make a comparison of the Massachusetts and New York 1943 policies
with respect to (a) sole and unconditional ownership and (b) conditions causing
suspension and voidance.



CHAPTER 19

Endorsements: Clauses

Necessity for endorsements. Because the standard policy form is
rigid in nature and not adapted to all circumstances as it stands, it
is frequently necessary to modify it by the addition of endorsements
or “riders.” For example, some endorsement must be made on the policy
to give a description of the property insured, and other endorsements
may be made by which certain policy provisions are waived or additional
privileges permitted. It is in this connection that the fire insurance
broker or agent is in a position to render the greatest service to his client.
He should be able,- by reason of his experience in insurance and his
knowledge of the insured’s business, to suggest endorsements that are
necessary to adapt the standard form to the circumstances of the par­
ticular case. It is necessary, furthermore, that these endorsements be
worded so as to give to the insured the protection he requires and believes
that he is getting.

Classification of endorsements. Endorsements on the standard fire
policy may be divided into two groups: (1) forms, which aim to supply
something that is missing in the standard policy, and which either supply
description or extend the coverage; (2) clauses, which are intended to
alter some portion of the standard policy and are permissive or restrictive
in character. These two terms, forms and clauses, are frequently used
loosely and interchangeably in the business, and confusion is still fur­
ther increased by the fact that a form and a clause are often combined on
the same printed slip or even in the same paragraph.

Nature of clauses. A clause changes the situation that would exist
under the standard printed policy (or the policy and the printed form
attached to the policy). For example, there are certain items of prop­
erty that the printed policy does not cover, but the company may assume
liability for them by endorsement ; the policy makes the company liable
for the cash value of the property, but endorsements may increase or de­
crease this liability; the policy covers only direct damage, but endorse­
ments may extend the protection to indirect results.

Permission to alter the policy provisions is given by the New York
1943 standard contract:

42 Added provisions. The extent of the application of insurance
43 under this policy and of the contribution to
44 be made by this Company in ease of loss, and any other pro-
45 vision or agreement not inconsistent with the provisions of this
46 policy, may be provided for in writing added hereto, but no pro-

391
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47 vision may be waived except such as by the terms of this policy
4S is subject to change.

The company and the insured may modify the provisions of the printed
contract in any way agreed upon if such modification is not contrary to
statute or common law. There is therefore no limit to the variety of
clauses that may be added to a fire policy or the variety of wordings that
may be incorporated in such clauses. Some standardization is intro­
duced by (1) printed clauses that are supplied to agents and brokers,
which are used by them for convenience when suitable, (2) prescription
by rating boards and underwriters’ associations of certain standard
clauses that are required by the rule book or manual, and (3) require­
ment of a number of standard forms by the insurance department of the
state.1

The clauses are classified herein according to the purposes they are
designed to serve. Since it would take an entire volume to give merely
the wording of all the various clauses in use, only the more common are
here included. Books are available that give extensive collections of
forms and clauses.2 There are various policy forms in use in different
states, and the illustrations that follow are not applicable, therefore, in
all jurisdictions.

1. Permits. The standard fire policy, as has been noted, contains a
number of provisions that the insurance company may be quite willing
to waive, and a number of others that cannot be changed. Those pro­
visions that may be waived give rise to various clauses permitting the in­
sured to do something that, without the consent of the insurer, the policy
prohibits. The following are illustrations of such permits, including
some which, though unnecessary under the New York 1943 policy, are
still important in connection with other standard forms:

(a) Removal clause. This permits the insured to move the property
from the location described without voiding the policy. In policies cov­
ering household furniture, such a clause frequently covers the old and
new locations in proportion to the values thereat for ten days.

(b) Alterations and repairs clause. This permits extensive alterations

’In New York it is provided by law that “the superintendent of insurance may
make an examination of the books, records, policies, riders, endorsements, supple­
mental contracts and other documents of any insurer .... and if ... . the super­
intendent determines that any riders, endorsements or other addendum for use in
connection with a fire insurance contract should be uniform in this state .... he
may .... prepare or cause to be prepared a standard form thereof . . . •” Also,
“Any rating organization may at any time present to the superintendent for filing
in his office, forms of riders, endorsements, clauses, permits or other addenda • • • •
If the superintendent finds that such form or forms are not in conflict with law
or with any official regulation, he may approve and file the same .... Unless
and until such form is superseded .... any such form presented by a rating or­
ganization and approved as aforesaid shall be used by every insurer which is ... •
a member of such rating organization .... to the exclusion of any forms not
approved by the superintendent covering substantially the same agreement. (ln-
surance Law of New York, 1939, Sect. 169.) . . .

2 See. for example, “The Underwriter’s Book of Forms,” Underwriter Printing
and Publishing Co., New York, various editions. 
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and repairs to be carried on. It is a customary part of manufacturing
and mercantile forms.

(c) Vacancy clause. This permits the premises to remain vacant for
periods longer than normally allowed. Vacancy clauses granting per­
mission for vacancy, for instance, during eight or ten months of the year
are found in forms covering seasonal dwellings. They may be accom­
panied by warranties that the insured will keep the premises properly
protected against trespassers.

(d) Overtime operations clause. This permits overtime operations or
night work in a manufacturing establishment. It is common in manu­
facturing forms and is unnecessary for mercantile and dwelling risks.

(e) Cease operations clause. This permits manufacturing establish-
'ments to cease operations for 60 days after the period permitted by the
standard policy. It is common in manufacturing forms, usually accom­
panied by warranties as to fire extinguishing equipment and watchman.

(/) Other insurance clause. This permits the acquisition of other in­
surance on the same property. In open cover contracts other insurance
is permitted either without restriction or to the extent necessary to pro­
tect values in excess of the liability limits of the open cover policy.

(g) Gas generation clause. This permits the generation of acetylene
gas on the premises.

(h) Kerosene oil clause. This permits the use of kerosene oil for
lighting and cooking. It is common in farm policies.

(») Brooder clause. This permits the operation of a limited number
of brooders or incubators, notwithstanding that the use thereof within
50 feet of a building is usually prohibited in the farm form.

(j) Dangerous articles clause. This permits the presence on the prem­
ises of certain dangerous articles prohibited by the contract, such as
naphtha, gunpowder, phosphorus, and the like. Of similar character are
clauses permitting the use of appliances or machinery operated by gas,
gasoline, kerosene, and the like.

(k) Work and materials clause. This permits such use of the prem­
ises as is usual to the type of occupancy insured, and permitting the use
of such appliances, articles, and materials as are usual and incidental to
such occupancy. This clause is frequently made a part of the printed
form for the coverage of manufacturing properties.

(I) Inventory clause. This permits the insured to dispense with an
inventory in small losses. It saves making an extensive inventory when
the loss is less than 5 per cent of the face value of the policy.

These clauses, it is evident, are necessary to adapt the policy to the
particular conditions of the risk. One of the services of the agent or
broker should be to see that the insured is properly protected with such
permits as are necessary. At the same time the agent’s responsibility to
the companies he represents restricts him from authorizing conditions
that are exceptionally dangerous. The insured should be familiar with
the policy conditions in order to recognize the necessity of permits for
conditions arising after the policy is written, for otherwise policies may 
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be innocently violated although permits are available free or at small
cost.

2. Decreasing the liability or hazard. In special circumstances there
are some risks that the insurer does not desire to assume, and there are
others that he is willing to assume only under stipulated conditions.
Clauses adapted to meet these conditions are either clauses in which the
insurer disclaims liability or clauses in which he disclaims liability un­
less certain precautions are taken by the insured. The following are
illustrations.

(a) Consequential damage clause. This exempts the underwriter
from liability for certain kinds of consequential damage, such as the loss
resulting from a change in temperature of a cold-storage warehouse, or
the consequential damage resulting from a fall in temperature in a green­
house.

(b) Dynamo clause. This exempts the company from liability for
damage to dynamos, switches, and electrical apparatus caused by elec­
trical current unless it is the result of an outside fire.

(c) Owner occupied clause. This warrants that the premises will be
occupied only by the owner and his family.

(d) Automatic sprinkler warranty. This warrants that in return for
a reduced premium granted because of an automatic sprinkler system,
the insured will maintain the system in good condition and will not make
alterations in the water supply without consent.

(e) Electricity warranty. This permits the use of electricity accom­
panied by certain warranties as to the nature of the installation and its
maintenance.

(/) “Foundations clause.” This exempts damage to foundations from
the coverage of the policy. These are ordinarily little damaged by fire,
and the insured thereby takes this value outside of the scope of the co­
insurance clause (see later).

(?) Dry cleaning warranty. This warrants that only approved dry
cleaning fluids will be used.

(/i) Motion picture equipment clause. This exempts the company
from liability for loss or damage to the motion picture machine, films,
or contents of the projection room.

(i) Iron safe clause. This requires the insured to take an annual in­
ventory and to keep bookkeeping records in an iron safe, the object be­
ing to preserve records for the adjustment of losses. The clause is used
principally for the insurance of store contents in country districts and
villages with little fire protection where bookkeeping methods may be lax
and more fires are extensive.

(j) Personal property exclusion clause. This is used on contents pol­
icies to exclude liability for other persons’ personal property insured else­
where, and for such items as metal ingots, ores, sand, and the like, the
exclusions serving to reduce the amount of insurance necessary to com­
ply with the requirements of the coinsurance clause, which is described
later.

(fc) Exposure clause. This requires the insured to obtain written con­
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sent for any change in other buildings within 60 feet of the insured prop­
erty.

(Z) Storage clause. This limits the company’s liability on furs and
other articles held for storage or repairs to the value upon which the
insured and the owner of the articles agreed at the inception of the bail­
ment.

(m) Watchman and clock clause. This requires the insured to war­
rant that a watchman will be provided on the premises with an approved
watchman’s clock or other recording system.

(n) Clear space clause. This requires the insured to warrant that a
certain amount of clear space will be maintained between piles of lumber
and woodworking buildings. . It is used in insuring lumber.

(o) Brooder clause. This prohibits the use of incubators or brooders
within 50 feet of any building. It frequently appears in farm policy
forms.

3. Clauses increasing the liability. The company may, by specific
endorsement, assume liability for events or property not covered by the
standard policy. Examples are:

(a) Lightning and electrical apparatus clause. This provides that the
company assumes liability for losses from lightning on property other
than electrical apparatus, but limits liability on electrical apparatus to
the loss by fire, if any.

(6) Market value clause. This provides that the measure of indem­
nity is agreed to be the net market value of finished manufactured stock
or the net selling price of mercantile stock.

(c) One-hundred feet extension clause. This provides that the insur­
ance company assumes liability for contents of manufacturing or mer­
cantile risks while such contents are in railroad cars on switches or side­
tracks on the premises or within 100 feet of the buildings described, in
the open on the premises, on platforms adjoining buildings, or on streets
or detached platforms within 50 feet of the buildings.

(cZ) Contents in outbuildings clause. This covers household and per­
sonal effects located in outbuildings to a value not exceeding 10 per cent
of the face value of the policy. It is used in household furniture forms.

(e) Subrogation clause. This consents to a waiver already made by
the insured of his legal rights of action against a railroad for damage
done by the railroad for which it otherwise might be legally responsible.
The waiver is customarily exacted by the railroad as a condition for fur­
nishing the railroad service, although the policy states that the insurance
company is subrogated to all the rights of the insured upon payment of a.
loss, and the insurance clause merely acquiesces to the situation.

It is difficult to draw the line of distinction between these clauses,
which increase the liability of the company, and various other clauses
and supplementary contracts, in which the insurance company assumes
liability for the results of explosion, riot, water damage, windstorm, and
the like, which have been treated as forms. Although the classification
is necessarily to some degree arbitrary, it is sufficiently consistent to di­
rect- attention to the nature of the various endorsements.
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4. Clauses respecting title and interest. These are clauses that are
necessary in order to define the insurance of an interest other than sole
and unconditional ownership, or personal property encumbered by a lien.
The following examples include nearly all of this group.

(o) Mortgagee clause. This gives additional security to a mortgagee
by exempting him from liability for the acts or omissions of the owner,
he in turn promising to do certain things for the benefit of the company.
This clause was fully discussed in the chapter on Insurable Interest.

(b) Loss payable clause. This states that the loss, if any, is payable
to a named party or parties, as their interests may appear. In many
states its protection to a mortgagee is inferior to that provided by a
mortgagee clause. This clause also was fully discussed in the chapter on
Insurable Interest.

(c) Commission clause. This requires the company to assume liabil­
ity for property of similar character to that described in the form,
whether owned by the insured, or sold but not removed, and also to as­
sume the insured’s liability for and interest in property held by the in­
sured in trust or on commission, on joint account with others, or on
storage, or for repairs. This clause, very common in manufacturing and
mercantile stock forms, was discussed in the chapter on Insurable In­
terest.

(d) Chattel mortgage clause. This covers' the insured’s interest on
goods purchased on the installment plan, even though the goods are mort­
gaged in contravention of the standard policy’s prohibition of mortgages
on personal property. This clause is frequently found in policies on
dwellings and contents, and household furniture.

(e) Consent to assignment. The policy contains an assignment
blank, which is accompanied by a form for the consent of the company.
When signed, the form constitutes a clause protecting the assignee.

5. Emergency clauses. These are unusual in the United States.
They provide for the cessation of all insurance upon the occasion of great­
natural disturbances such as earthquake, volcanic eruptions, hurricane,
or other eruption, convulsion, or disturbance of nature.

In this country there is in common use a “binder,” which is an agree­
ment by the company to give immediate protection, pending considera­
tion of issuing a complete written contract, it being understood that the
binder implies all the provisions of the printed standard policy, except
as otherwise stated on the binder. It is thus a convenient substitute for
the policy, affording temporary protection, usually until the policy is
issued. If the company decides to decline the risk, it should be noted,
it may terminate the insurance on one day’s notice, instead of the five re­
quired by the standard printed policy.

The binder has great practical use, enabling an insured to obtain im­
mediate insurance protection without waiting for the company to prepare
the policy in all detail. The brief outlines of location, amount, and
other important points are written on a binder form, presented to the
company underwriter, and on his signing the form the insurance is con­
sidered in force. Binders are used in many fields of insurance.



ENDORSEMENTS: CLAUSES 397

6. Clauses limiting the amount payable. The standard printed pol­
icy obligates the company to pay the cash value for property damaged
by fire. The clauses in this group serve to modify or amplify this con­
dition of the policy. They are used (a) to influence the actions of the
insured prior to a loss, (b) to distribute the insurance equitably over the
property, and (c) to simplify the adjustment of losses.

(a) Three-fourths value clause. This provides that in the event of loss
the company shall not be liable for more than three fourths of the cash
value of the property at the time of the loss. The object of the clause is
to compel the insured to carry a portion of the risk himself and thereby
induce him to exercise care so as to reduce the risk. For example, if a
property is worth .$10,000 and is insured for $7,600, on a $7,800 Ijss the
insured could recover only % of .$10,000 or $7,500. Since the clause
limits the company’s liability only on losses that are 75 per cent or
greater, it is especially useful on properties without fire protection, which
in case of fire would probably be total losses. Inasmuch as in the event
of loss one fourth of it will have to be borne by the insured himself, he is
constrained to exercise care to prevent fires. The endorsement of the
clause enables the risk to be written at a lower premium than would
otherwise be possible.

(t>) Three-fourths loss clause. This limits the liability of a company
to three fourths of the total loss sustained. The object and results of
this clause are similar to those of the three-fourths value clause, but its
provisions are even stricter. The three-fourths loss clause requires that
the insured bear one fourth of every loss himself, however large or small.
This requirement makes it useful for cases in which carelessness or moral
hazard might be involved. For example, if a property is worth $10,000
and is insured for $7,600, on a $7,800 loss the insured could recover only
% of $7,800, or $5,850.

Whereas the three-fourths value clause protects against overinsurance,
the coinsurance clause, next described,1 protects against underinsurance.

(c) Coinsurance clause.3 This provides that the company shall be
liable in the event of loss only in the proportion that the amount of in­
surance bears to the insurance required. Thus, an 80 per cent coinsur­
ance clause requires that insurance be taken to the extent of at least 80
per cent of the value of the property. Having met this requirement as
to amount, the insured has no further problem; whatever his loss, that
much his insurance will pay (not exceeding, of course, the total amount
of his insurance). Otherwise the insured becomes a “coinsurer” for the
difference. An 80 per cent coinsurance clause requires that the insur­
ance taken shall be equal to 80 per cent of the value of the property.
This is a most common and important clause in fire insurance and an
illustration of its operation will be useful.

Assume that a property is valued at $10,000 and is insured for $7,600

’This clause, in different but synonymous wordings, is also known as the per­
centage value clause, reduced rate percentage value clause, average clause, con­
tribution clause, and reduced rate contribution clause. 
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under a policy containing an 80 per cent coinsurance clause. This
clause requires that the insured shall take insurance to the extent of 80
per cent of the value of the property (88,000), but he has taken only
87,600 insurance, and, consequently, in the event of a 87,800 loss, he would
be paid only that proportion of the loss that the insurance taken (87,600)
bears to the insurance required (88,000), or nineteen twentieths. He
would therefore receive 19/20 of 87,800, or 87,410, instead of the full in­
demnity, because he failed to carry the amount of insurance required.
Suppose that under the same circumstances the loss had been total.
Nineteen twentieths of his loss would be 89,500, but his recovery is
limited by the face value of his policy to 87,600.*

Fig. 17. Operation of 80 Per Cent Coinsurance Clause where
Insurance Is 60 Per Cent of Value

The operation of an 80 per cent coinsurance clause for losses of various
sizes is illustrated by the accompanying diagram, in which the value is
$10,000, the insurance required $8,000 and the insurance taken $6,000.
The shaded area shows the portion of the loss which is uncollectible.
Note that this area is equal to the area ABCD.

The clause reads as follows:

* It may be worth while here to compare in a table the operation of the three-fourths
value clause, the three-fourths loss clause, and the SO per cent coinsurance clause, when
a property valued at S10,000 is insured for $7,GOO:

Clause Value
Insur­
ance

Recovery for loss
$7,SOO $780

3/4 Value 510,000 $7,600 7,500 7S0
3/4 Loss 10,000 7,600 5,850 585
Coinsurance 10,000 7,600 7,410* 741'

♦ But it should be noted that if the insurance were SS.000 all losses up to SS.000 would bo paid in full.
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This Company shall not be liable for a greater proportion of any loss or
damage to the property described herein than the sum hereby insured bears to

per cent ( %) of the actual cash value of said property at
the time such loss shah happen, nor for more than the proportion which this
policy bears to the total insurance thereon.

In the event that the aggregate claim for any loss is both less than ten thou­
sand dollars (810,000) and less than five per cent (5%) of the total amount of
insurance upon the property described herein at the time such loss occurs, no
special inventory or appraisement of the undamaged property shall be required.

The object of the coinsurance clause is frequently misunderstood, be­
cause it is usually considered as applying to loss payments, whereas it is
more logical to consider it as a part of the rate-making system. The
reason for its existence lies in the fact that the great majority of losses
are partial rather than total. This fact is illustrated by Table 30.°

1,000

TABLE 30
Finn Losses Classified According to Severity

Per cent of Loss
to Value

No. of
Losses

Average Loss per
$10,000 Property

From 0 to 10%............................ 751 S 500<< 10 “ 20........ ........................ 107 1,500« 20 “ 30................................. 47 2,500
30 “ 40................................. 30 3,500<< 40 “ 50................................. 20 4,500it 50 “ 60................................. 16 5,500it 60 “ 70................................. 12 6,500ii 70 “ SO................................. 9 7,500ii 80 “ 90................................. 5 8,500ii 90 “ 100................................. 3 9,500

Probably at least 70 per cent of the losses are under 10 per cent of the
value of the property, and only one loss out of twenty-five is a total loss
in cities.

The financial operations of an insurance company are based upon the
assumption that it takes in premiums (P) sufficient to cover the total in­
demnity recovered by insureds (P), and in fixing the rate there is con­
sidered a certain per cent of insurance (I) to value (I7). Thus if (r) is
a fraction representing the risk,

P = L = r X V.
But the recovery R = r X I-
It is plain that the recovery (P) cannot equal losses (L) unless the
insurance (7) at least equals value (Tz) or unless (r) is made greater
than in the first equation.

Inasmuch as few losses are total, a lower rate could be quoted to a per­
son taking 100 per cent insurance than to one taking 10 per cent. On a
§10,000 building a loss of §1,000 would be a total loss to the company in
the latter case and only a 10 per cent loss in the former case. Now, if
the same rate is charged these two property owners, there is only one

6 See Whitney, A. W., “The Conflagration Hazard and Coinsurance,” in Fire
Underwriters’ Association oj the Pacific, 1906. 
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other way of protecting the solvency of the insurance company and
maintaining equity between the persons insured—that is to limit the
amount that the underinsured person can collect in the event of loss.
These two methods of (1) adjusting the rate or (2) adjusting the amount
payable for losses can be made mathematically equivalent.

Viewed from the standpoint of the insured the coinsurance clause is
equally necessary. If everyone could take whatever percentage of insur­
ance he pleased and could receive the same rate, the statistics cited
above would show on a moment’s consideration the financial benefit, in
most cases, of taking only a small amount of insurance. The person tak­
ing a large proportion of insurance to value, however, would be paying
part of the premiums of those who were unwilling to take sufficient in­
surance. If, on the other hand, everyone took a small proportion of
insurance to value, all rates would have to be materially increased.

The coinsurance principle may be justified on three grounds, although
the manner in which it is applied may be questioned.

1. It is necessary for justice between property owners. Suppose that
two owners, ?1 and B, each owning a property worth §10,000, are charged
a rate of 1 per cent for the insurance. A takes S10,000 of insurance, but
B takes only S2.000 insurance. A pays a premium of §100, and B pays
only §20. Each has a §2,000 loss and each collects his full loss, although
A has paid five times as much premium as B. If it be argued that 4’s
larger policy will enable him to collect larger losses, it may be said that
85 per cent of the losses are less than 20 per cent losses, with the result
that in 85 cases out of 100 they will both collect on an equal basis.

2. Coinsurance is an integral part of the rating system. Suppose that
the chance of loss on a property is §1 out of §100. If the value of the
property is §20,000, the probable loss will be §200, and the company will
have to collect that much in premiums. If the full value is insured, a
rate of 1 per cent will produce the required premiums, but if only §10,000
insurance is taken, 2 per cent will be required to produce the needed pre­
mium. The following table will illustrate that as the insurance taken is
reduced, the rate must be increased.

Value Prob. Loss
$20,000................ $200

20,000................ 200
20,000 ................ 200

Prem. Required
$200

200
200

Ins. Taken Rate
$20,000 1%

10,000 2
5,000 ' 4

For every per cent of insurance to value there is an appropriate rate
just sufficient to produce the necessary income, as shown by the follow­
ing table. The table demonstrates this for three assumptions, that the
insured carries 100 per cent insurance, 80 per cent insurance and 60 per
cent insurance. Obviously, similar calculations could be made for 90,
70 or any other assumed per cent 'of insurance to value. The distribu­
tion of losses from the table previously given on page 399 has been
slightly’ changed in order to shorten calculations. No reliable figures
have been published to show the actual distribution. A table given in
a report to the New York Legislature some years ago cited no source.
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For illustration assume that 10,000 properties are insured, each worth
§10,000, and that 1,000 are damaged by fire. The 1,000 damaged prop­
erties have losses ranging from SI to S10,000, classified according to
severity in ten classes in Table 31.

TABLE 31
Rates Required for Various Amounts of Insurance

Loss on
Each Property

Number of
Properties

Aver. Loss
on Each

Amount of Insureds9 Recovery Assuming

100% Insur­
ance

80% Insur­
ance

G0% Insur­
ance

S 0- 1 000 .. 730 S 500 S3G5.000 .$365,000 $365,000
1.000 - 2,000.. 110 1,500 165,000 165,000 165 000
2.000 - 3 000.. . .50 2.500 125,000 125,000 125,000
3.000 - -1,000.. 30 3,500 105,000 105.000 105,000
4.000- 5,000. . 20 4,500 90,000 90,000 90,000
5.000 - 6 000... 20 5,500 110,000 110,000 110,000
6 000 - 7,000 10 6.500 65,000 65,000 60,000
7.000 - 8 000.. . 10 7,500 75,000 75,000 60,000
S.000 - 9,000... 10 8.500 85.000 80,000 60.000
9,000 - 10,000.. . 10 9,500 95,000 80,000 60,000

1,000 1,280,000 1,260,000 1.200.000

Total Insurance on 10,000 Properties .. •8100,000,000 .$80,000,000 $60,000,000
Rate per $100 Insurance, therefore is... $1.28 $1,575 $2.00

If, however, the 100 per cent coinsurance clause is placed on each pol­
icy, and the recovery when S8,000 insurance is carried is to be 8/10 of
the loss up to the face of the policy, the insurance can be written at the
100 per cent insurance rate. Or if the 80 per cent coinsurance clause is
placed on each policy, and in the event of S6,000 insurance only 6/8 of
the loss be paid, the rate can be the 80 per cent insurance rate. This
possibility is shown by Table 32.

These tables show that the application of certain coinsurance clauses
to losses produces the same effect as modifications in rates, as far as the
insurance company is concerned. The two processes are not equivalent,
as we shall see, as far as all the individual persons insured are concerned.

3. The fire loss may be regarded as something that the insured com­
munity as a whole has to bear, and something to be collected in the form
of a tax. Taxes are ordinarily levied by applying a rate of taxation to
an assessed value. The nearer the assessed value is to the full value,
the lower the tax rate can be and the more equitable is the taxation.
The person taxed has never been allowed to fix his own assessment. The
fire tax is likewise collected by a rate (rate of premium) and an assess­
ment (face of policy). It is as impossible to allow the insured to fix the
face of the policy as it is to allow the taxpayer to fix the assessment on
his property, unless some increase is made in the rate.

There are several methods by which the coinsurance principle may be
applied. In the first place, insurance companies might require insureds
to take a certain amount of insurance and refuse to write less. Such a 
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requirement, in practice, is impossible, because (a) the company would
have to evaluate every property offered for insurance, and (b) it has the
appearance of a device to increase the company’s premium income. In
a way it may be said that the application of the coinsurance principle is
utilized in reporting forms of policies, in which only reported values are
insured. Examples are some of the open cover contracts in fire insur-

- ance and the accounts receivable insurance endorsements. It is used

TABLE 32
Equivalences of Various Coinsurance Clauses to Rates

Number of
Properties

Aver. Loss
on Each

Recovery by Insured under Application of

100 Per Cent Clause on
88,000 Policy

80 Per Cent Clause on
86,000 Policy

Each Total Each Total

730 8 500 S 400 S292,000 $ 375 8273 750no 1,500 1,200 132.000 1 125 123 750
50 2,500 2,000 100.000 1 875 93 750
30 3.500 2.800 84,000 2,625 78.750
20 4.500 3,600 72,000 3,375 67.500
20 5 500 4,100 88,000 4.125 82 500
10 6,500 5.200 52,000 4.875 48 750
10 7.500 6,000 60,000 5 625 56 250
10 8 500 6.800 68,000 6 000 60,000
10 9 500 7,600 76,000 6,000 60 000

1,024,000 945.000

Total Insurance................... 880,000,000 860.000,000
100% Coinsurance Rate .. 1.28
80% Coinsurance Rate... .S1.575

also in policies that name definite indemnities for specified events, as in
rent insurance forms in which the policyholder must insure 100 per cent
of the rent he expects as indemnity, in forms of rain insurance in which
50 per cent of the anticipated income must be insured, and in the coin­
surance form of use and occupancy insurance, in which at least 90 days’
ordinary payroll must be insured.

In the second place, the company may adjust the rate charged to the
per cent of insurance taken. To an insured who buys 100 per cent pro­
tection the rate may be 81.28 per 8100, whereas to an insured who buys
60 per cent protection the rate may be 82.00 per 8100. But this applica­
tion of the principle requires some verification of the actual value of the
property insured. To make an appraisal of every item of property in­
sured would be difficult (a) because the expense involved would tend to
increase the cost of insurance and (b) because many difficult appraisals
would result although most of them would never incur any loss, and (c)
if graded rates were to be set up for all per cents of insurance to value,- it
would be difficult to obtain satisfactory statistics on which to base the
differentials.

This method has in theory, however, several points to recommend it, 
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namely: (a) that the burden of adequate insurance would be spread over
all policyholders who pay premiums, regardless of whether they have
losses or not; and (b) that the insured would not be penalized for failure
to adjust his insurance taken to value, after the issuance of the policy.
But the expense and difficulty involved preclude its use.

Graded rates can be applied, however, if the valuation of the insured
property and the determination of insurance to value is deferred until
a loss has occurred. This is the easiest procedure, because it is unneces­
sary to evaluate all property insured but only that on which losses occur,
and such evaluation is often necessary anyway. Also, quotation of rates
is simplified, because rates are not affected by percentage of insurance
carried, but only by the amount of insurance required. Only three or
four rates are necessary, say those for 80, 90 and 100 per cent coinsur­
ance clauses. In many instances there are only an 80 per cent rate and
a “flat rate,” meaning a rate requiring no specified per cent of insurance
to value.

The insured who receives an 80 per cent rate has an 80 per cent coin­
surance clause attached to his policy. If he complies with it, his losses
are paid in full up to the face of the policy, but if he does not take the
amount of insurance required, this fact will develop at the time of the
loss and his recovery will be reduced accordingly.

Illustrations of this application of the coinsurance principle are very
numerous. It is applied with few exceptions in all forms of fire insur­
ance. In windstorm insurance, rates are graded for insurance to value
ratios ranging from 50 to 90 per cent. In riot, explosion, and aircraft
damage insurance, a basic rate assumes 50 per cent insurance with credits
and debits for ratios above and below this figure. In the coinsurance
form of use and occupancy insurance, the earnings and fixed expenses
item carries an 80 per cent requirement, whereas the ordinary payroll
item demands only 25 per cent coverage; but the rate for the latter is
much higher. In leasehold insurance, 100 per cent of insurance to value
is obligatory. The effect of a 100 per cent coinsurance clause is achieved
in the per diem use and occupancy form by the specification of a per
diem indemnity. One hundred per cent coinsurance is the universal
practice in ocean marine insurance.

It is an unfortunate method, however, in several respects. The bur­
den of inadequate insurance falls not on those who have inadequate in­
surance, but on those who have losses and inadequate insurance. Only
the unfortunates who have losses pay the additional cost. It also leads
to overemphasis on purely arbitrary ratios of insurance to value, such as
80 per cent, to the exclusion of rate credits for larger per cents. This
tendency is partly due to the natural disinclination to multiply the num­
ber of rates quoted. Furthermore, it establishes as the criterion of com­
pliance with the clause the ratio of insurance to value at the time of the
loss, and not the ratio at the time the insurance is placed. It may there­
fore happen that through unfamiliarity with the coinsurance clause or
neglect, the insured innocently fails to increase his insurance as values
advance or that he fails to reduce his insurance as values decline.
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In some jurisdictions the practice is to quote 80 per cent rates, with a
table showing amounts to be added for insurance without the 80 per cent
clause. These amounts vary somewhat in accordance with the magni­
tude of the 80 per cent rate. Thus an 80 per cent rate of 8.20 becomes a
flat rate of 8.38, an 80 per cent rate of 82.00 becomes 82.20, and so on.
In territories where the Analytic schedule is applied, schedule-rated risks
receive percentage credits according to the coinsurance clause used. For
a policy on a fireproof building, for instance, a 50 per cent coinsurance
clause carries a 56 per cent credit on the rate, a 60 per cent clause 62 per
cent credit, a 70 per cent clause 66.5 per cent credit, and so on. On
dwellings of nonfireproof construction, the credit is usually very small
and the coinsurance clause is often not used. Various other methods of
treatment have been proposed, but these illustrations exemplify the
methods in use in the principal ratemaking territories.

Unfortunately, the “five per cent waiver clause” (shown in the second
paragraph of the clause on page 399) has come to be associated with the
coinsurance clause. The former has nothing to do with the latter, for
it merely waives the right to require a special inventory, and does not
concern the application of the coinsurance principle. Sometimes 2 per
cent is used as the loss limit instead of 5 per cent.

4- The pro rata distribution clause.. The object of the pro rata dis­
tribution clause (sometimes also called the average clause) is essentially
different from that of the three clauses just discussed. They were de­
signed to provide for various kinds of loss adjustments under particular
circumstances, whereas the pro rata distribution clause provides for the
distribution of the insurance in force. It reads, “this policy to attach :n
each building or locality in proportion as the value in each bears to that
in all.” It is true that this clause fixes the limit to which any policy is
liable in any one particular place, or on any specified property, but if
insurance is carried to the full value of all the property, the loss payment
will not be limited by this clause. On the other hand, if the property is
underinsured, then under this clause it is equally underinsured in every
location. If the owner takes 50 per cent insurance to total value he is
50 per cent underinsured in each location that the policy covers, irre­
spective of how the total value is distributed among the different loca­
tions.

The application of the clause is best illustrated by an example. Sup­
pose $20,000 of property to be covered by insurance; $12,000 worth in
location A, $3,000 in location B, and $5,000 in location C. There are
four methods open to the insured.

First, he may take out a specific policy on each location. But if the
value of the goods at the various locations changes, the insurance policies
must be changed to correspond; otherwise he may have too much insur­
ance at one location and too little at another. This process is disad­
vantageous, not only because he runs the risk of not complying with the
coinsurance clause if one is attached, but because it is difficult to watch
the changes in values.

Second, he may obtain a blanket policy, without a pro rata distribution 
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clause. This course has one advantage, that the entire amount of the
policy will be available to cover any location in which a loss occurs, and
if it were not for the coinsurance clause that is almost invariably at­
tached, the insured would need to carry a policy only as large as his larg­
est value. But blanket policies without the pro rata distribution clause
are usually written with a 90 per cent or 100 per cent coinsurance clause,
so that to recover even small losses in full the insured must carry 518,000
or 520,000 insurance, respectively.

Third, if he takes a blanket policy with pro rata distribution clause
attached, an 80 per cent coinsurance clause is frequently used, and he
can, if he desires, take only S16,000 insurance and still'have small losses
paid in full. The following table illustrates how this process would op­
erate in the case mentioned.

Location Properly Proportion Insurance
A......... . . . 512,000 12/20 S9.600
B......... 3,000 3/20 2,-100
C......... 5,000 5/20 •1,000

S20.000 §16,000

Since the insured is carrying the 80 per cent insurance required, he can
recover in full for any loss in location 4 up to S9,600, in location B up to
52,400, and so on. As the values in the different locations change, the
insurance on the locations will automatically change, but the insurance
in each location will always bear the same relation to tire value in that
location. Thus, to take an extreme case, if all the values shift to loca­
tion A, all the insurance will shift to location A.

Last, he may insure the various locations under- a general cover form,
as described in Chapter 20, pp. 418-420.

The pro rata clause is used extensively not only in connection with
blanket policies of fire insurance but also for collateral fire insurance
lines. In windstorm, explosion, aircraft damage, extended coverage, and
war risk clauses, there is a provision that the insurance on each pane of
plate glass is the same percentage of the value of the pane that the face of
the policy bears to the value of the building: that is, the face of the policy
is divided between building and glass in the same proportions as the
values of building and glass.

In profits and commissions insurance, the recovery of profits under one
form is in direct proportion to the amount of damage to the goods. In
extra expense insurance, the extra expense must be distributed over at
least three months and cannot exceed 40 per cent of the face value in any
one month. In burglary insurance, the total insurance must be divided
among the various kinds of property so that not more than a named
amount applies on property subject to heavy loss. In a sprinkler leak­
age policy, the recovery on dies and patterns is limited to 10 per cent of
the face of the policy. All of these are variations of the average or pro
rata clause.

o. Deductible clause. This provides that the insured must bear, say, 
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the first 5 per cent or the first S100, as the case may be, of any loss him­
self. Sometimes a fixed amount is named, and sometimes a percentage.
This provision entails two consequences: (a) that the insured always
loses a small amount in the event of damage to the property; (b) that the
company is relieved of the payment of small losses that do not at least
equal the deductible amount. Since small losses are very numerous and
the total expense of adjusting and settling them is quite large, such a
provision makes possible a considerable reduction in rate. This clause
actually has the same effect as an excess loss provision, the company
contributing only to the extent that the loss exceeds the stipulated
amount.

Strangely enough, it is less used in fire insurance than in other lines of
insurance. In the Pacific Coast form of earthquake insurance, the de­
ductible amount is 5 per cent of the face of the policy. In the endorse­
ment insuring against malicious mischief, a $100 deductible clause is
used. In accounts receivable insurance, the ordinary amount of bad
debts, for which the company is not liable, constitutes the deductible
amount. In credit insurance, in which the deductible amount is known
as the initial loss, the clause is similarly used. Open covers in'fire in­
surance, being excess loss contracts, are similar in operation to a policy
containing a deductible provision, except that another policy is first
drawn upon rather than the insured. It will be perceived that the de­
ductible clause also resembles the “waiting period” in accident and com­
pensation insurance, for which no indemnity is paid. Another variation
of the idea is found in ocean marine insurance, in which the company dis­
claims liability for small losses but pays in full if the loss exceeds the
stipulated amount. In this form, the clause merely eliminates small
losses and the expense of settling them. This variation also has its coun­
terpart in compensation laws, in which compensation is payable for the
first week of disability only if the disability exceeds one week.

6. Two-thirds vacancy clause. ' When vacancy is a serious hazard,
either a charge may be made for a vacancy permit or a two-thirds va­
cancy clause attached. The latter provides that while the premises are
vacant the amount of insurance (or sometimes the amount of any loss)
shall be reduced by one third.

Summary

I. Endorsements are used to adapt the printed policy to the needs of the
insured, namely:
A. Clauses, which change the policy conditions.
B. Forms, which supply something missing in the policy.

II. Clauses are only partly standardized and include, for examples:
A. Permits, which allow something otherwise prohibited, such as,

1. Removal clause.
2. Alterations and repairs clause.
3. Vacancy clause.
4. Overtime operations clause.
5. Other insurance clause.
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B. Clauses decreasing the liability or hazard, ,
1. Consequential damage clause.
2. Dynamo clause.
3. Owner occupied clause.
4. Automatic sprinkler warranty.
5. Electricity warranty.

C. Clauses increasing the liability,
1. Lightning and electrical apparatus clause. z
2. Market value clause.
3. One-hundred feet extension clause.
4. Contents in outbuildings clause.
5. Subrogation clause.

D. Clauses respecting title and interest,
1. Mortgagee clause.
2. Loss payable clause.
3. Commission clause.
4. Chattel mortgage clause.

E. Emergency clauses,
1. Binder.

F. Limiting the Amount Payable,
1. Three-fourths value clause.
2. Three-fourths loss clause.
3. Coinsurance clause.

a. If complied with, furnishes full indemnity.
b. Is part of the rate system.
c. Clauses and rates may be made equivalent.
d. Justification of the principle.
e. Different applications of the principle.
f. Arguments for and against the clause.

4. Pro rata distribution clause.
a. Its operation.
b. Combination with coinsurance clause.

5. Deductible clause.
6. Two-thirds vacancy clause.
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Problems
1. A policy contains a “loss payable” clause making the insurance “payable

to mortgagee as his interest may appear.” The insured vacates the property
for 120 days. What is the effect upon the mortgagee?

2. A property worth $20,000, it is estimated, has foundations worth $3,000.
The insurance company will write the insurance on the property only with a
100 per cent coinsurance clause attached. How can the insured reduce the
amount of insurance he is required to carry?

3. A property worth S20,000 is insured for SS.OOO. A loss of $4,000 occurs.
How much can the insured recover:

(a) If the policy contains a “three-fourths value clause”?
(b) If the policy contains a “three-fourths loss clause”?
(c) If the policy’ contains an SO per cent coinsurance clause?
(d) If the policy contains a 5 per cent deductible clause?
(e) If the policy contains a two-thirds vacancy clause and the property

is vacant at the time of the fire?
What would the answers be if the loss is $10,000?

4. If the rate on a given class of properties is calculated to be $1,575 per
$100 insurance, based on SO per cent insurance to value, what discount from
the rate can be given for 90 per cent insurance, provided that there are 1,000
losses on 10,000 properties and that losses are distributed as follows:

Ratio of Loss
to Value

Percentage of
Cases

0 to 10%................................. 73
10 to 20..................................... 11
20 to 30..................................... 5
30 to 40..................................... 3
40 to 50..................................... 2
50 to 60..................................... 2
60 to 70..................................... 1
70 to SO..................................... 1
80 to 90..................................... 1
90 to 100..................................... 1

100

5. Is the coinsurance principle applicable to life insurance? Why or why
not? Why' is it not used in automobile insurance?

6. Goods valued at $30,000 are distributed as follows: location A, $12,000,
location B. $10,000, and location C, $S,000. They are insured for $15,000 under
a blanket policy containing a pro rata distribution clause and an 80 per cent

x coinsurance clause. There is a loss of $6,000 at location C.
(a) What can the insured recover?
(b) On a loss of $6,400 at location C what can the insured recover?

7. Insured covers property’ with $20,000 insurance, policy containing five
per cent waiver clause and 80 per cent coinsurance clause. Loss occurs which
is agreed to amount to $1,470.

(a) If it is agreed that the property had a total value of $25,000 at the
time of the loss, how is the loss settled?

(b) If the insurance company contends that the property had a total
value of $30,000 at the time of the loss, what is the situation?

8. The X Company has lent $200,000 on mortgages. It obtains an errors
and omissions coverage for $30,000, with a 20 per cent coinsurance clause. A
property worth $20,000 and mortgaged for $15,000 is damaged to the extent of
$10,000, and is found not to be covered by' the ordinary fire policy. What can
the mortgagee recover under each form of errors and omissions coverage?

9. The merchandise in A’s store is worth $5,000, and he insures it for $4,000, 
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receiving a reduced rate because the policy contains an 80 per cent coinsurance
clause. He has a fire that damages the merchandise to the extent of $600, and
it is found that the value of the goods in the store at the time of the fire is
•$6,000. What can the insured recover?

10. The 80 per cent coinsurance rate for a retail stationery store is S.20.
Should the insured receive a lower rate if he insures for the full value?

11. Give two examples of “permits.” Of clauses decreasing the liability of
the company.

12. Which of the following clauses may be needed on the New York standard
fire policy? (a) lightning clause, (b) explosion clause, (c) fallen building
clause, (cl) watchman and clock clause, (e) chattel mortgage clause. Which
of these may be needed on the policy used in your state?

13. What clauses would be useful to the insured on a policy insuring house­
hold furniture?

14. Why does a company sometimes attach to a policy a “dynamo clause”?
(Description of clause on p. 394).

15. What is the usual warranty with respect to the electrical wiring in a resi­
dence?

16. On what type of insurance policy would a “storage clause” be useful?
(Description of clause on p. 395).

17. Manus has the residence on his farm covered by a fire insurance policy
without endorsements other than a form that covers “storm doors and windows,
belonging to above-described building, while a part of and attached to the
building.” Manus takes the storm sash off the windows in the spring and stores
them in the barn, which is not insured. A fire in the barn destroys the storm
sash. Can he recover for the storm sash on his residence policy? What is
suggested by this case?

18. Wilkinson’s asbestos insulating concern was insured under a printed policy
form without any endorsed clauses. He requested the Alomissing Railroad Co.
to run a siding on to his property, and, in order to obtain the siding, he signed
a waiver, holding the railroad harmless for any damage which might be occa­
sioned by the operation or presence of the siding. How would you advise
Wilkinson?

19. What is the usefuness of a “commission clause”? (Description of clause
on p. 396).

20. What clause is nearly always attached to policies on summer residences?
21. For what types of stock is a “market value clause” suitable? (Descrip­

tion of clause on p. 395).



V
CHAPTER 20

Endorsements: Forms

In the preceding chapter it was shown that although clauses alter some
portion of the standard fire policy, forms are supplementary to it and
supply something that would otherwise be missing. Forms may be sub­
divided into two classes: (1) those that are intended to describe who and
what is insured and where the property is located, and (2) those that
insure against' risks not covered by the fire insurance policy, such
as profit insurance, riot and civil commotion insurance, consequential
damage insurance, sprinkler leakage insurance, unearned premium in­
surance, and the like.

Descriptive forms. These fall into the following categories:
1. Ownership. This portion of a form is intended to describe who is

insured. The general rule is that the description should be as specific
and accurate as possible except in cases where it is purposely made
general to cover more than one person or interest. The nature of any
interest other than sole and unconditional ownership should be stated.
In the case of a firm whose partners change, or of a partnership that
changes to a corporation, a question may arise as to whether the policy
continues to cover the new arrangement. The words “as now or hereafter
constituted” are therefore frequently added to the form in partnership
policies. But there are many cases in which the interest is not sole or
unconditional.

The insertion of the name of the insured can take various forms and in
these forms the interest of the insured should be very exactly described.
To illustrate, in some state standard policies the policy provision is vio­
lated if the property is owned by a wife, and insured in the name of her
husband, or if the property is owned by a firm and insured in the name
of an individual. Property may be insured in the name of a person s
estate. A form may also be added to the policy stating that it is under­
stood that the building covered by the policy stands on leased ground, if
the form is necessary in order to avoid the prohibition in some state poli­
cies of such a condition.

Policies of a number of states provide that a chattel mortgage shall
not exist without the knowledge and permission of the company. This
fact must in such cases be disclosed in the description of the interest of
the insured. Such chattel mortgages frequently arise from the purchase
of machinery, and their existence must be acknowledged if required by
the policy. The provision against foreclosure in some state policies is
sometimes waived and permission given for the execution of contracts of
sale which are stated not to prejudice the insurance.

410
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It is frequently necessary for a person to insure goods belonging to
others, and the so-called “commission form” is commonly used for this
purpose. A description may be inserted covering goods “either owned
or held by them in trust, or on commission, or sold but not delivered or
removed, or for which the insured may be liable, and the property of
others in storage or for repairs.” For example, a commission merchant
may sell textiles and the manufacturer may deliver to him goods that
are not yet sold. The commission merchant may make advances to the
manufacturer on such goods, holding the goods as collateral for the loan.
They are held by him in trust or on commission. Under the commission
clause, in the event of loss, the loss is payable to the commission mer­
chant, who then returns to the real owner the amount due over and
above his interest as agent or trustee. Insurance companies have grad­
ually realized that such a form may be given a broader meaning than was
intended. The words “in trust” have been construed in their ordinary
mercantile meaning and not confined to the legal definition of “trust.”
The insurance, furthermore, is held to be for the benefit of the owner of
the goods as well as for the person procuring the insurance. The form
is also not without its dangers to the insured. All the property covered
must be included in the computation of the amount of insurance required
by the coinsurance clause; unreasonable claims by the property owner
may delay the adjustment of the bailee’s loss. If the insurance is inade­
quate to cover the loss, the owners will share the proceeds with the bailee,
to the loss of the latter.

A number of forms describe interests of somewhat unusual character,
such as the interest of owners or bailees in the “charges” on grain, includ­
ing storage charges, handling, interest on the money, and loss on hedging,
or the interest in the value of labor expended on furs placed in storage,
and so forth.

2. Description of the property. A part of the form must necessarily
state what is insured. It is essential that a form describing the property
shall cover all that it is intended to include. It is also necessary to be
careful that the descriptive form does not limit a liability that is ex­
pected to be assumed entirely. A descriptive form in the ordinary case
is intended to cover one or more of the following items: (a) buildings, i.e.,
real property; (b) machinery; (c) stock (in the case of a manufacturing
or mercantile property) or contents (in the case of residences or other
noncommercial property). The simplest method would be to use a
blanket form covering as one item buildings, machinery, and stock; but
inasmuch as the stock rate is usually higher than the other rates and
the blanket policy is written at the highest net rate, it is ordinarily
cheaper to write specific insurance on each item, or at least on the stock.

The building can usually be described by citation of number, street,
and city, with such amplifying or restrictive phrases as are necessary to
designate definite structures. The building form usually enumerates as
included in the coverage all fixtures such as “engines, boilers, heating
apparatus, ventilating apparatus, lighting and electrical apparatus, ele­
vators,” and the like.
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Machinery may be described as “machines, machinery, tools, imple­
ments, apparatus, appliances, furniture, signs, awnings,” and the like,
but it is necessary to distinguish sharply between the machinery cov­
ered under the building item and that covered under the machinery item.
The distinction is enforced by a statement that the machinery covered
under the building item is not covered under the machinery item. Other­
wise it might be difficult to determine which item or policy covered a
particular machinery loss and difficulties would arise in adjustment of
losses.

The stock may be described by such words as “stock, samples, ma­
terials, boxes, cases, labels and supplies, unmanufactured, in process of
manufacture, and finished,” or in the case of a mercantile risk by “mer­
chandise,-samples, materials and supplies.” A dwelling form and house-

. hold furniture form, reproduced in this chapter, give examples of the
terms used in this connection.

In ■■all these cases it is advisable to avoid indefinite expressions.
“Fixed machinery,” “machinery pertaining to the business,” “such goods
as are usually carried for sale,” “contents,” and the like are expressions
that are very general in character and their meaning is difficult to define
accurately. Texas reduces the use of descriptive forms by defining in the
printed standard policy “building,” “household goods,” “stock,” “furni­
ture, fixtures and machinery,” and “contents.”

For the sake of convenience, as well as uniformity, agents and brokers
are supplied with printed forms to cover common cases. There are
dwelling and household furniture forms, seasonal dwelling forms, apart­
ment house and church forms, mercantile building, mercantile stock,
automobile garage, printing plant, school, theatre, warehouse, farm prop­
erty, and other forms. Reproduced here are a dwelling form and mer­
cantile form, as examples.

The advantages of printed forms are: (a) comprehensiveness—most of
the necessary points to be covered are already printed or indicated, in­
cluding also customary accompanying clauses; (b) convenience—the
agent or broker is not forced to invent his own expressions to indicate
coverage; (c) uniformity—many sets of forms are substantially similar
in wording.

The disadvantages of printed forms are: (a) they may be used auto­
matically for cases in which they are inappropriate; (b) the broker or
agent may not appreciate the significance of the expressions used and
may include or omit coverage unintentionally; (c) they are somewhat
inflexible and therefore not adapted to peculiar circumstances.

Dwelling House Form (Building and Contents)1
On the following described property, all only while situate 

1. 8  On the  roof building and its additions (if any)
communicating and in contact therewith, while occupied only for

‘On this printed form appear also a lightning clause, vacancy permit, and other
clauses discussed previously and not reproduced here.
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dwelling house purposes; and on awnings, wall and ceiling decora­
tions, frescoes and permanent fixtures, all while attached to and
forming a part of said building, and on lumber and other materials
while contained therein and/or on the premises and streets immedi­
ately adjacent thereto for use in constructing, altering and/or re­
pairing said building. This insurance shall also cover under this
item (if the property of owner of building) awnings, door and
window screens and storm doors and windows, belonging to above
described building, while stored in outbuildings on the above de­
scribed premises.

2. S  On household furniture, family stores and provisions and personal
effects of every kind and description, including casts, curiosities,
drawings, dies, implements, jewels, medals, models, musical instru­
ments, patterns, pictures, scientific apparatus, sculptures, signs and
tools (but excluding accounts, bills, bullion, currency, deeds, evi­
dences of debt or other documents, manuscripts, merchandise kept
for sale, held on storage or for repair, motor vehicles of any de­
scription, money, notes or securities); all being the property of iii-
stired or of any member of insured’s household, all only while con­
tained in the above described dwelling house building and its
additions (if any) communicating and in contact therewith, and,
if not separately insured for a specific amount under this, or any
other policy, while stored in outbuildings on above described prem­
ises. This insurance shall also cover under this item (if the prop­
erty of tenant and not otherwise insured) awnings, door and
window screens and storm doors anti windows, while contained in,
or attached to, above described building, or while stored in out­
buildings on the above described premises.

3. S On the  roof building and its additions (if any)
in contact therewith, occupied as a private garage and/or private
stable.

Building, Merchandise and Fixtures Form

On the following described property, all only while situate 

1. S  On the story . . . roof  building and its
additions (if any) of like construction communicating and in con­
tact therewith, while occupied only for purposes, including
foundations, sidewalks, plumbing, electrical wiring and stationary
heating and lighting apparatus and fixtures; also all permanent
fixtures, awnings, wall and ceiling decorations and frescoes, station­
ary scales, machinery and elevators, if belonging to and constituting
a part of said building.

2. $ On merchandise of every description, consisting principally of
manufactured or in process of manufacture, and on mate­

rials for manufacturing same, including packages, labels, cases,
boxes and all wrapping and packing materials, all being the prop­
erty of insured or sold but not removed; all only while contained
in, on, or attached to the above described building and its addi­
tions (if any) of like construction communicating and in contact
therewith, situate as above, and in or on cars and vehicles while
within 300 feet of said building, and also while in, on and/or under
sidewalks, platforms, alleyways and open space, provided such prop­
erty be located within 25 feet of said building and be not otherwise
specifically insured.

3. $, On store, office, workshop and business furniture and fixtures and
equipment; and on awnings (if not belonging to and constituting
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a part of building), casts, curiosities, drawings, dies, implements,
jewels, medals, models, patterns (other than machine shop or
foundry patterns), pictures, scientific apparatus, sculptures, signs
and tools; and on supplies incidental to the business of insured;
all only while contained in, or attached to the above described
building and its additions (if any) of like construction communi­
cating and in contact therewith, situate as above, and in or on cars
and vehicles while within 300 feet of said building, and also while in,
on and/or under sidewalks, platforms, alleyways and open space,
provided such property be located within 25 feet of said buildings
and be not otherwise specifically insured.2

Mention should also be made of certain other descriptive forms not
connected with particular classes of property.

(a) An “automatic cover” form will protect for 90 days additions to
buildings, equipment and contents, and new buildings, equipment and
contents on the premises insured, up to 1 per cent of the value of the
original property.

(b) A “foundation” form excludes from coverage items that are not
likely to be damaged by fire, such as foundations, piling under water,
cost of excavations, railroad tracks, pipes, drains, and the like. Wien a
coinsurance clause exists, this form makes it less expensive to comply
with its requirements.

(c) An “accounts” form will cover the actual cost of books, binders,
card index systems and records, and the labor cost necessary to reproduce
the accounts and records.

(d) An “errors and omissions” form protects a mortgagee against the
lack of insurance, invalid or insufficient insurance, which would prejudice
his interest in the property in question and make the collection of the
debt less likely. Trust companies, banks, savings-and-loan associations,
and other large lenders have so many properties to look after that by
carelessness or oversight property intended to be insured may be acci­
dentally overlooked or a mistake made. This insurance is written on a
20 or 25 per cent coinsurance basis, so that for full protection the insured
must carry insurance equal to at least that percentage of his mortgage
loans. This form contributes to pay losses only to the extent that other
insurance is lacking, and is therefore a form of excess insurance. Two
types of errors and omissions coverage are written: (1) a form that agrees
to pay only to the extent that the fire damage impairs the mortgagee’s
interest, which means that the loss must exceed the owner’s equity in the
property' before the mortgagee can recover; (2) a form that agrees to pay
the amount of any loss less the amount due under other valid insurance.
The latter is broader and naturally more expensive.

3. Location of the property. It is also necessary to state clearly the
location of the property, inasmuch as the policy covers only while the
property is in the location described. A portion of the form therefore
describes where the property is insured. Usually the street address,
county, city, and state are sufficient. In rural districts, however, pains
must be taken to describe the location so as to identify the property 

2 Here follow certain permits and warranties discussed in the chapter on Clauses.
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easily. For instance: “West- side of road leading from Florida School
House to R.R. Station in Florida District, 100 ft. north of memorial
statue, Ridgefield, Conn.” A common description is: property “con­
tained in and on buildings, additions, and extensions situated at” a
given location. This expression is sometimes extended to read also,
“about the buildings, additions and extensions,” which greatly extends
the scope of the coverage. In one case it was held that a building un­
connected with the main building was an “extension” thereof. Policies
covering household furniture frequently include the property of guests
while in the house. If the latter is of considerable value it may happen
that the insurance taken will not reach the required percentage of the
value, in which case the owner of the furniture becomes subject to the
provisions of the coinsurance clause referred to later. In describing the
location, there is the same objection to the use of loose and inaccurate
expressions such as “premises,” “adjoining,” “communicating,” the mean­
ing of which may be called in question after the loss occurs.

Classification of descriptive forms. According to the nature of the
form, policies naturally classify themselves in several groups. Before
discussing these classifications, however, we must consider a dichotomous
grouping which has no connection with forms, but is necessary for later
discussion. This classification depends upon the liability for payment of
losses:

(1) An “excess loss” policy is one whose liability begins only when
other insurance has been exhausted. It is responsible for the payment
of the excess of the loss over the indemnity provided by one or more other
policies. The errors and omissions form, previously referred to, is one
example of this type of policy, and other examples discussed later are
the excess floater and some general cover contracts.

(2) A “contributing” policy is one whose liability begins with the first
dollar of loss, and its name arises from the fact that if other insurance
exists this policy must contribute pro rata with other policies to the
payment of any loss, however small. This is the common type of policy.

The types of policies, as determined by the form attached, are classified
here as to: manner of coverage, location of property, face value of policy.

1. Manner of coverage. With respect to manner of coverage there are
(a) “specific” policies, (b) “schedule” policies and (c) “blanket” policies.
A specific form is one in which a definite amount of insurance applies to
each single item or kind of property insured. Insurance of 810,000 on
stock is a specific form, but insurance of $30,000 onj'building and stock”
is not.

A schedule form lists several items or kinds of property and specifies
the amount of insurance applying to each, so that it is in reality merely
a particular species of specific policy. In the budding, merchandise, and
fixtures form reproduced in this chapter, for example, it will be noticed
that separate spaces are provided for the respective amounts of insur­
ance on building, on stock, and on furniture and fixtures.

A blanket policy is one covering by a single amount of insurance two
or more buildings at different locations, two or more collections of stock 
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at different locations, or two or more kinds of property at the same loca­
tion. Insurance of a building and its contents together for §40,000 would
constitute a blanket form, as would insurance of a warehouse in Philadel­
phia and one in New York for $500,000, or of stock and machinery for
$30,000, or of cardboard boxes at two locations for $20,000.

The rules of rating bureaus and underwriters’ associations set up in­
dividual definitions of a technically specific policy in their individual
jurisdictions, e.g., by permitting signs and awnings to be considered part
of the building item, by allowing stock and machinery to be covered as
a single item, by permitting clothing and jewels to be included with
household furniture, and so forth.

It is simple to lump all items together in a blanket form, and avoid
the necessity of computing separate values, but if one of the combined
items takes a higher rate, as is the case with building and stock, and per­
haps with two different buildings, the cost is thereby increased. In the
case of stock insured at two or more locations, a blanket form will give
leeway for variations in values at the two locations, if not restricted by
coinsurance and pro rata clauses. Frequently, however, 90 per cent in­
surance to value is required on blanket policies, as contrasted with 80
per cent on specific forms.

In insurance of stock, a blanket form permits one policy to cover stock
contained in more than one location, the values of which are subject
to variation. A 90 per cent coinsurance clause does not prevent such
coverage, but does prevent the insured from accomplishing it by merely
carrying one blanket policy equal to the largest probable value in any
one location. In the absence of any coinsurance requirement, an insured
with stocks of goods at two locations aggregating $10,000 might estimate
that the most unequal division likely is $6,000 at location A and $4,000
at location B. He could then protect the entire stock with little proba­
bility of loss to him by taking out a blanket policy for $6,000 covering
)oth locations. It would be very unlikely that two fires would occur
it two different locations at the same time.

If 90 per cent of insurance to total value is required, however, he would
have to take at least $9,000 insurance or risk the possible consequences
described later. Rating organizations promulgate blanket average rates
for cases in which they consider blanket forms justifiable.

If two buildings are involved, and the need for blanket insurance is less
apparent, a pro rata distribution clause is usually added to the policy.
This limits the company’s liability at any one location to that proportion
of the face of the policy which the value at that location bears to the
total value at all locations insured. If Building A (worth $100,000) and
Building B (worth $150,000) were insured under a blanket policy for
$150,000, with pro rata distribution clause attached, the insurance car­
rier’s maximum liability on Building A would be 100/250 of $150,000 or
$60,000. Its maximum liability on Building B would be 150/250 of
$150,000 or $90,000.

It might be stated incidentally that the blanket form is also variously
known as “general” or “compound” insurance, and in loss adjustment dis­
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cussions the designation “general” is applied to any policy covering more
items than another policy involved in the same adjustment.

2. Location. With respect to location there are (a) “named location”
forms and (b) “floating” forms. For instance, a form covering goods
while contained in a building “situated at 200 East Street” is a named
location form. Most policies are of this type.

Some property, however, must through necessity be moved about, and
forms to cover such property wherever it may be are therefore required.
Such forms make the policy a floating policy. For example, a tourist
form covers the clothing and personal property of travelers anywhere in
the United States, Mexico, and Canada, and while being transported.
This form is frequently written on individual articles of personal prop­
erty carried about by artists, actors, musicians, exhibitors, and the like.
The inland marine form, described later, covers enumerated perils in
addition to fire and therefore is broader than the fire form.

Another form of floater is an excess loss policy (not frequently used),
which is intended to cover goods of the insured while on the premises of
other persons, such as goods in warehouses and in possession of process­
ing contractors. The rates for this are high and its purposes are usually
better served by the “general cover” described later. The insured’s main
location is excluded from coverage in the same policy. Other properties
for which floaters may be required are rolling stock of railroads, automo­
biles, cotton in shipment, grain from field to warehouse, threshing outfits,
and so forth.

The blanket policy on goods in several locations, in which the goods
move about, is very similar to the floater, but it seems best to confine the
term “floater” to forms that cover in locations unspecified and unknown
when the policy is written.

8. Face value. With respect to face value, forms may be classified as
(a) “fixed face value” and (b) “open” policies. In a policy of fixed face
value, an amount is named in the policy which is the ultimate limit of
company liability (in the absence of more narrow restrictions). Beyond
this amount a company is never liable. The face value also furnishes the
basis upon which tire insured pays premiums, the premium being obtained
by application of the rate to the face value. A policy for 810,000 on a
§50,000 stock, at a rate of 8.85 per hundred, will cost the insured $85 a
year.

The insured should not assume that he is covered to the extent of the
face value (810,000) without looking for other restrictions in the policy.
It is likely that a coinsurance clause on this policy would provide that
the insured can not recover more than S10,000/(.80 X 850,000) or one
fourth of any loss. On a loss of 84,000 the insured would recover only
81,000 because he took too little insurance. But on a loss of S44.000 one
fourth of the loss would be 811,000; nevertheless the insured’s recovery
would be restricted to S10,000 by that ultimate limit, the face value.

The most important form of open contract is the “general cover,” also
known as a “reporting” form, “multiple location” form, and “automatic
coverage.” As corporations have increased in size and it has become
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common for one financial interest to own stocks of goods at numerous
locations, frequently situated in different cities, with the value at the
various locations continuously changing, the need has arisen for an
adequate and uniform method of insuring under such conditions. Gen­
eral cover contracts are the answer.

For example, a retail store corporation of the “chain” type may have
half a dozen warehouses and 150 individual stores, all located at differ­
ent places in the United States. The value of goods in any one of these
warehouses or stores may be as little as §100,000 in one month and as
much as 8500,000 in another month. If these goods are to be covered by
specific insurance, either the insured must insure at least S500,000 in each
location, in order to be sure of collecting any loss in full, in which case he
pays premiums for insurance he can never collect, or he must attempt to
estimate closely in advance the required insurance, and he may find the
amount insufficient to cover a loss completely.

The remedy is a contract that has no fixed face value, the face value
adjusting itself to the changing value at each location. It can be readily
seen that this type of coverage is adapted to department stores, five-and-
ten-cent stores, retail drug and clothing stores, food stores, manufacturing
concerns with numerous factory warehouses and distributing warehouses,
lumber mills, filling stations, and numerous other risks of similar char­
acter.

General cover contracts. Under the “general cover” contract, one
policy covers goods in all locations, the policy really having no fixed face
value, and new locations can be automatically insured simply by a report
of them to the insurance company. The insured estimates the maximum
amount of insurance that can ever be required at each given location, and
a limit of insurance conservatively in excess of this estimate is estab­
lished for each location. These limits individually determine the com­
pany’s liability at each location and collectively determine its total lia-'
bility. The insured agrees to report to the company each month the
value at each location, including new locations acquired, and the com­
pany agrees to pay any losses incurred on the values reported at any of
these locations.

The insured deposits a provisional premium in advance, but the actual
premium paid will depend upon the average of the values reported each
month. One nonreporting form will be referred to later. These policies
are all excess loss contracts if the insured carries any fixed face value,
or specific, policies for any location.

The advantages to the insured of this form of coverage are: (a) that
he is neither underinsured nor overinsured at any time, the premium
being based on the monthly values reported; (b) that he avoids cancel­
lations that would otherwise be necessary to keep insurance adjusted to
value at each location, and for which cancellations he would be charged
the expensive short rate; (c) that he is saved the trouble of watching his
insurance and the danger of being underinsured in spite of his care,
through oversight or mistake; and (d) that the rate is adjusted to 100
per cent insurance, whereas specific policies requiring insurance only to 
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80 per cent of the value give no reduction for amounts of insurance above
this figure.

The following forms of general cover contracts are in general use:
1. 1 U B This is a form issued under the jurisdiction of the

Interstate Underwriters Board, an association that controls the forms,
rules, and rates under which this and the following two forms are "written.
It is applicable only to risks involving five or more locations in two or
more states and requires payment of a certain minimum premium, say
8300 per account. Stocks, furniture and fixtures, patterns and dies, and
certain machinery, when located in mercantile establishments, ware­
houses, or in manufacturing establishments not owned by the insured,
may be covered by this form.

The rate is a weighted average of the rates at the five or more loca­
tions and is applied to the average of the values reported for insurance in
the monthly reports rendered by the insured.

If the risks are all located in one state, the insurance may be written
under a form known as “Single State Form A,” which is substantially
similar in character but does not require handling by an interstate asso­
ciation. This latter form requires only two or more locations and a
smaller minimum premium, say S100 per policy. Insurance companies
arrive at the premium not by applying an average rate to the total insur­
ance, but by applying each specific rate to its respective location and
combining the results.

It is evident that under general cover contracts a wide variety of risks
are eligible and that not only stock but other items may be insured, the
I U B form supplying a coverage for large corporations doing an inter­
state business and the Single State Form A taking care of smaller risks.
Since premiums are computed from average monthly values, these two
forms are suitable for risks that do not vary much within a period of one
month.

2. 1 U B #2. This is a form designed to cover risks whose values vary
considerably within short periods, so that an average of monthly values
might be inequitable. The insured therefore reports each month, not the
value as of a given date but the average of the weekly values during the
monthly period. This form is usually necessary only for manufacturing
concerns of a seasonal character, and stock only is eligible for insurance
under it. Other- property is taken care of by supplementary specific
policies. The same minimum premium is required as for form. If
the risks are located in the same state, Single State Form B may be used,
which is substantially the same in character,’ but requires only two loca­
tions and a 8100 minimum premium as contrasted with 8300 for the
I U B form. Premiums are computed for forms #2 and B as for #1 and
A, respectively.

8. I U B #5. This form will insure the same property as that de­
scribed for I U B #1, but it is not a reporting form and has no provisional
amounts of insurance. The insured is required to maintain insurance of
90 or 100 per cent of the value of the property, or suffer a reduction in
the amount recoverable on any loss. The insurance company’s liability 
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is limited to a certain maximum at each location; but since the policy is
a blanket form, the insured need only have 90 or 100 per cent of the total
value covered. It is suitable for risks in which the total value of prop­
erty is known, but the exact value at each location cannot be kept track
of. New locations are automatically taken care of to the extent specified
in the policy. The #5 form is superior to the ordinary blanket stock
form because of this automatic coverage of new locations and because
the ordinary blanket form usually makes no allowance in the rate for
percentages of insurance taken exceeding 80 per cent of the value.

4- Single location forms. In a few jurisdictions a reporting form simi­
lar to the above types is available for one location. The necessary audit­
ing and other expense militates against the widespread use of such con­
tracts.

5. Interstate class floater. This is in reality a blanket policy similar
in character to I U B #5 with no minimum premium requirement, writ­
ten at average rates furnished by the I U B. No monthly reports are
made. It is a 90 or 100 per cent coinsurance form. It requires five or
more locations and has automatic coverage of new locations but with
small limits of liability at individual locations. The insured’s main
location is not covered in this policy.

Other specialized reporting forms similar in character to those de­
scribed apply to oil companies, tobacco warehouses, cotton compresses,
grain in elevators, storage tanks, and the like.

Forms extending the scope of the coverage. The standard fire pol­
icy provides protection against all direct loss or damage by fire, but:

(1) Certain perils other than fire have come to be considered as sub­
sidiary to the fire insurance contract and are assumed by fire insurance
companies either (a) by the addition of forms to the fire contract or (b)
by collateral policies.

(2) In many cases the fire inflicts as much damage on the insured by
reason of the results following the fire as by the destruction of physical
property during the fire, and these consequential losses must be covered
either by endorsement or separate policies.

The remaining forms to be discussed are divided into these two groups,
i.e., (a) forms covering additional perils other than fire, and (b) forms
covering consequential losses, although for convenience several types of
insurance that are usually written by collateral policies instead of en­
dorsements have been included.

The standard contract of New York gives permission to attach to it
forms extending the scope of the policy:

38 Other perils Any other peril to be insured against or sub-
39 or subjects. ject of insurance to be covered in this policy
40 shall be by endorsement in writing hereon or
41 added hereto.

Perils other than fire. I. Earthquake. An endorsement or separate
policy may be obtained which will protect the insured against damage to 
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property caused by earthquake or volcanic eruptions. Whereas the
standard policy is voided by the fall of a material part of the building,
the earthquake policy also covers fire damage immediately following an
earthquake. It does not cover damage caused by tidal wave, high
water, or overflow.

In the Eastern states earthquake is usually covered by a separate pol­
icy, on which at least a 50 per cent coinsurance clause is required. This
policy contains the fire damage provision referred to above. It also
promises to pay any loss, however small. In Pacific Coast territory the
protection is usually afforded by an endorsement on the fire policy, an
endorsement which differs in some respects from the Eastern policy.
Since the endorsement docs not contain the fire damage clause, it is
necessary also to attach to the fire pol'cy, if required, a waiver of its
fallen building provision. The Pacific Coast endorsement also contains
a 5 per cent deductible provision, which stipulates that the insured can
not recover losses that individually are less than 5 per cent of the face
of the policy. This provision reduces the protection, but at the same
time makes the insurance less expensive, for the insured himself bears
small losses. Since earthquakes frequently include a series of shocks,
all tremors occurring within 72 hours are considered as one earthquake,
and resulting damages may be combined in determining the application
of the deductible provision.

Companies determine rates principally by (a) establishing zones of
territory, according to frequency of earthquake occurrences, and (b)
classifying risks in six groups according to the ground upon which con­
structed and the type of construction.

Earthquake is one of the perils covered by the Extended Coverage
Endorsement referred to later.

2. Windstorm and hail. Protection against these perils may be ob­
tained by either an endorsement or a separate policy. Windstorm and
hail are also included in the group covered by the Extended Coverage
Endorsement. The insured is protected against damage to property
caused by windstorm, cyclone, or tornado. The two latter are fully
covered by the term windstorm. In some states damage done by hail
must be included in the coverage and in other states it may be included
by endorsement.

Three principal forms of coverage are written, usually known as (a)
the Eastern form, (b) the General form, and (c) the Texas form. All
three cover the same perils. They do not include damage by snowstorm,
blizzard, frost, cold weather, cloudburst, theft, water, or rain. Water
damage directly resulting from damage to roof or walls by wind is cov­
ered. All forms exclude from coverage metal smokestacks, awnings,
signs, and similar property appendages, on the ground that the extent
of their potential damage is largely within the control of the insured.

The Eastern form differs from the General form in that (a) it excludes
a more extensive list of forms of property, (b) it does not cover glass
insured under glass insurance policies (whereas the General form is con­
tributory in this respect), and (c) it contains a fallen building clause,
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which provides that insurance ceases unless the fall is the result of wind.
All forms contain a pro rata provision respecting plate glass, stipulat­

ing that the recovery on each pane is limited to that proportion of the
value of the pane that the value of the plate glass in the building bears
to the total value of the building. This provision compensates for the
extreme damageability of the glass as compared with other property.

Blanket forms of policies are written for the protection of mortgagees,
and a clause may be attached covering the expense of removing debris
after a windstorm.

Rates depend principally upon (a) the state and county in which the
risk is located, for maps are available showing dangerous districts, (b)
whether the building is wind-resistive or of ordinary construction, (c)
the type of use, and (d) increasing credits for coinsurance clauses rang­
ing from 50 to 90 per cent of the value of the property.

3. Riot, and civil commotion. Insurance may be secured covering
damage to property from riot, riot attending a strike, insurrection, and
civil commotion. Such protection is afforded by the Extended Coverage
Endorsement or by a separate policy, and the latter supplies in addition
an explosion coverage. This protection is especially useful in businesses
in which strikes are common and for properties of a type likely to be
looted by rioters, such as food and clothing stores, jewelry stores, banks,
and the like.

The riot policy protects the property against that peril which is specifi­
cally excluded by the fire policy, against pillage and looting occurring at
the immediate scene of the riot, and against damage done by striking em­
ployees while occupying the plant (sit-down strike). Only direct physi­
cal damage to property is covered and not consequential loss, unless the
latter liability is specifically assumed. Losses that are due to delay,
deterioration, loss of market, and internal explosion of automobiles and
aircraft are not covered.

A riot is defined in many states by statute and in a few by common
law. For present purposes it may, be considered as a tumultuous dis­
turbance of the peace by three or more persons assembled and acting with
a common intent. Of course, damage may be done by less than three
persons and by quiet, stealthy, but harmful acts, but these latter are
designated in insurance parlance as vandalism and malicious mischief.
If vandalism and malicious mischief are to be covered, separate endorse­
ment is required.

The rates vary from S.05 to $1.50 per hundred, approximately, and
depend upon three factors: (a) the construction of the building (whether
fireproof, brick, or other); (b) the class of occupancy (there being nine
groups according to type of business); and (c) the type of coinsurance
clause used. Basic rates assume a 50 per cent coinsurance clause, with
reductions for an 80 and 100 per cent clause and penalties for the use of
lower percentages. If the insurance is applied for at the time of an im­
pending riot or disturbance, or after one has occurred in the locality, the
rate is trebled-, if the insurance is granted at all.
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Inasmuch as the events covered are susceptible to some degree of pre­
vision, it is provided that the contract cannot be canceled during the first
90 days of the term but can be canceled thereafter by either party upon
notice.

4- Explosion. Explosion insurance may be obtained by (a) endorse­
ment on the fire policy, (b) the Extended Coverage Endorsement on the
fire policy, (c) explosion coverage included in the riot policy, and (d)
the simple explosion policy. Dwelling and household furniture forms,
filling station forms, grain forms, and other special forms may contain
an “inherent explosion clause,” which covers losses by explosions originat­
ing from causes within the insured building. The Extended Coverage
Endorsement cover’s both inherent explosion and explosions originating
outside the building, and the same is true of the riot and simple explosion
policies.

In all cases of explosion insurance, damage from explosions of boilers
and engines is excluded from cpverage, these being left to the steam boiler
and machinery insurance policies. Inherent explosions of automobiles
and aircraft are also excluded. The conditions of the policy are sub­
stantially the same as those of the fire contract, with the addition of the
pro rata clause affecting plate glass. Unless specifically assumed, no
liability for consequential loss is involved nor for the other exclusions
previously mentioned under riot insurance.

The rates are principally dependent upon (a) the class of occupancy,
and (b) the coinsurance clause used. The 50 per cent clause is the basis,
and credits are given and charges added for larger and smaller percent­
ages of coinsurance.

5. Malicious mischief. Insurance against malicious mischief and van­
dalism protects against damage done to property by acts not of a nature
to constitute a riot or by persons insufficient in number for a riot. It is
written in conjunction with riot insurance and the Extended Coverage
Endorsement, because malicious mischief is not covered by these or other
forms of collateral insurance. Liability for small losses is usually ex­
cluded by a deductible provision exempting the company from liability
for losses of less than a specified amount, say S100. There is no lia-
bility under this form for glass damage, fire, explosion, pilferage, theft,
burglary, larceny, depreciation, delay, deterioration, loss of market, con­
sequential loss, enemy attack, or any peril insured under another con­
tract.

6. Aircraft and motor vehicle damage. This protection covers damage
to property of the insured by aerial craft or objects falling therefrom,
and damage by automobiles or other motor vehicles. It does not cover
damage to property outside of building walls, damage by aircraft given
permission to land by the insured, damage to motor vehicles or aircraft
owned or operated by the insured unless the latter are in flight, or dam­
age to automobiles. There is also a pro rata clause applying to plate
glass. This insurance is supplied either by separate policy or by the
Extended Coverage Endorsement.
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Rates depend upon the classification of the property and the percentage
coinsurance clause used. Under this form such things as farmers’ crops
and race horses have been insured.

7. Smoke and smudge. The standard New York policy does not
cover damage from friendly fire. If a fire remains in the oil burner, but
because of faulty operation of the burner, smoke or smudge damages
property, such damage is not within the realm of the contract. This ex­
tended provision covers such damage and has become especially attrac­
tive since the development of oil as a home fuel. This insurance is part
of the Extended Coverage Endorsement and is also written by separate
endorsement. It covers damage from smoke arising from a sudden,
unusual, and faulty operation of any stationary steam, hot water, or hot
air plant pertaining solely to the service of the building, but riot smoke
from stoves, fireplaces, or industrial apparatus. A somewhat broader
form also covers such damage arising from kitchen stoves, but in many
states this form is not permitted. The premium for this coverage is
nominal.

8. Extended Coverage Endorsement. As it became common to cover
other perils than fire by endorsement attached to the fire policy, certain
popular coverages came to be grouped in one form for attachment to
dwellings and contents policies. This form became known as the Ex­
tended Coverage Endorsement or Supplemental Contract, and in 1935
its use was extended to all lines of business. In 1937 it was reduced to
a form that may almost be called uniform, for it is used everywhere ex­
cept in the Southeast and on the Pacific Coast.

This endorsement covers the seven hazards previously discussed,
namely, earthquake, windstorm, hail, riot and civil commotion, explo­
sion, aircraft and motor vehicle damage, and smoke. Since the protec­
tion under each of these perils has already been discussed above, it is not
necessary to refer individually to them here. The coverage of the Ex­
tended Coverage Endorsement may be extended, of course, by the addi­
tion of still other supplementary endorsements, such as malicious mis­
chief and the like.

It is important to notice that the Extended Coverage Endorsement does
ot increase the number of dollars of insurance coverage, but merely ex­
ends the list of perils protected against. If, under a §1,000 fire insurance

contract carrying the endorsement, there should be an explosion damage
of §700 immediately followed by a fire damage of §600, the limit of re­
covery would still be §1,000.

Like the riot and civil commotion policy, this endorsement does not
cover the war risk, that is damage caused by war, insurrection, rebellion,
or warlike operations (whether in a declared or undeclared war), or the
acts of foreign agents. Explosions not occurring in connection with mili­
tary operations are covered. Fires and explosions set by foreign agents
are covered.

The rates for Extended Coverage are low by reason of several factors.
Overhead expense is reduced by the combination of perils and the wider
distribution of insurance. The total limit of insurance is not increased, 
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as shown above. In the payment of losses, all fire insurance contracts
on the same property, whether containing the Extended Coverage or not,
are considered as contributory. A pro rata glass provision is included,
and on glass losses there is contribution by glass policies.

In the Southeast, rental value is also covered by the Extended Cover­
age Endorsement, and on the Pacific Coast, results following the fall of
an insured building are not covered unless there is attached to the fire
contract a waiver of the fallen building provision. It might be pointed
out that the Extended Coverage Endorsement is a step in the direction
of the “all-risk” policy covering all types of perils, which has been ear­
nestly desired by many insureds.

9. Insolvency binder. Under this endorsement, if any stock company
carrying specific fire insurance on the insured’s mortgage interest be­
comes insolvent and is placed in the hands of a receiver or conservator,
the insured will be reimbursed for the loss sustained by the impairment
of his mortgage interest during the 30 days following the court order.
This binder is issued in connection with an errors and omissions endorse­
ment.

10. Fire department service. This is an endorsement by which, for an
additional premium, the insured may recover for charges made by a fire
department for services rendered to reduce possibilities of loss to the
insured’s property when the property is outside the territory normally
serviced by the governmental unit.

Forms covering consequential losses. Since the standard fire insur­
ance contract covers only direct damage by fire, endorsements are neces­
sary to protect the insured from the consequences of fire and other dam­
age to physical property. Use and occupancy insurance, contingent use
and occupancy insurance, rent and rental value insurance, leasehold in­
surance, and profits insurance have become important auxiliary coverages
in the field of property insurance. These are important enough for
separate discussion in detail and are therefore taken up in the next chap­
ter.

Summary
1. Purposes of endorsements

A. To fill in essential missing parts of the contract.
B. To adapt the contract to circumstances.

II. Classification of endorsements
A. Forms add to the standard contract.
B. Clauses modify the terms of the contract.

III. Classification of forms
A.- Descriptive forms

1. Ownership
2. Description of the property covered

a. For different classes of property
b. For improvements of property
c. Other descriptive forms

(1) Automatic cover
(2) Foundation form
(3) Accounts form
(4) Errors and omissions form
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3. Location of the property covered
4. Classification of descriptive forms

a. Excess loss and contributing policies
b. Specific policies, schedule policies, and blanket policies
c. Named location and floating policies
d. Fixed face value and open contracts

(1) General cover contracts
B. Forms extending the scope of the coverage

1. Perils other than fire
a. Earthquake
b. Windstorm and hail
c. Riot and civil commotion
d. Explosion
e. Malicious mischief
f. Aircraft and motor vehicle damage
g. Smoke and smudge
h. Extended coverage
i. Insolvency binder
j. Fire department service

2. Consequential losses (treated in the following chapter)
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Problems
1. What is the difference between a “form” and a “clause”? Is, the use and

occupancy endorsement a form or a clause?
2. What is the relation between forms describing ownership and the pro­

visions of the fire policy?
3. Company A sells an incubator outfit to X for S4,000 on the installment

plan, to be paid for at the rate of 5 per cent a month, X giving the company
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20 promissory notes. A discounts the notes at a bank for S3,900. How should
A’s interest, if any, be protected in a fire insurance policy?

4. X leaves his overcoat at a tailor’s shop for repair, and the tailoring
establishment and all its contents are totally destroyed. X wants to know if
there is any possibility of his recovering the value of the coat, the tailor being
insured.

5. The Braden Company, a partnership consisting of Braden, George, and
Homan, insures the partnership property against fire. George withdraws from
the partnership, and Frank becomes a partner in his place. What should be
done, if anything, with respect to the insurance policy?

6. Williams has a warehouse where he stores his own goods, now worth
$10,000. He has a policy for $9,000 covering them and also has endorsed
thereon a commission form. He also stores goods in the warehouse for others.
His policy requires that insurance equal 80 per cent of the property value, or
losses will be paid proportionately. At the time of the fire he was storing
$5,000 of goods for others, and the loss on all goods was $3,000. What effect
has the commission clause on what Williams can collect?

7. Is there any objection to a form’s covering “on a store on 15th Street,
occupied as a retail drygoods establishment, and such contents as pertain to this
business?”

8. How is it possible to insure property that has no fixed location?
9. X has $8,000 of goods at location A, SI0,000 at location B, and $2,000 at

location C. Show how an excess floating policy would supplement specific
policies at these locations.

10. The X Company has lent $200,000 on mortgages. It obtains an errors
and omissions policy for 830,000. A property worth $20,000, mortgaged to it
for $15,000, is damaged to the extent of $10,000, and is found not to be covered
by the ordinary fire policy. What can the mortgagee recover under each form
of errors and omissions insurance?

11. Explain why blanket forms are not more generally used.
12. For what situation is a general cover or reporting form suitable? A

floating form?
13. Covering a $5,000 property, B has a fire policy for $2,000, on which there

is an extended coverage endorsement covering earthquake, windstorm, riot, civil
commotion, and so forth. There is damage of $S00 because of windstorm, fol­
lowed immediately by $1,300 damage because of fire. How much can B
recover ?

14. Peal has four sporting goods stores in four Pennsylvania cities. He rents
the stores but'owns the stocks of goods. His sales during June, July, August
and September are double those of any other four-month period of the year.
His business is expanding rapidly, and his stock is now worth, in total, $200,000,
on which the average fire insurance rate would be about 40 cents per $100. The
stocks in the different stores vary from a value of $20,000 to $70,000 during the
year. What form of fire policy would be suitable for this situation?

15. Hol] had an automobile service station. Three men who were being served
in front of the station engaged in an altercation, and one retreated into the serv­
ice station building. The other two followed him into the building, and in the
fight which ensued $300 damage was done to furniture, fixtures, and goods.
What form of protection would have covered this loss?

16. Suppose in Problem 10 the $20,000 property had been covered by a $5,-
000 specific fire insurance policy. What can the mortgagee recover from each
form of errors and omissions insurance?



CHAPTER 21

Insuring Consequential Losses

Consequential Losses

The standard fire contract is an agreement to repay the insured for
direct loss. It is apparent, however, that the consequences of a direct
loss may be greater than the direct damage itself. If a manufacturing
plant cannot operate because a fire cripples its machinery or if an explo­
sion destroys the refrigeration facilities of a meat packing plant, it loses
profits during the period of inactivity that it would ordinarily have
earned. If a fire makes half of a building untenantable for six months
(during the period of repair), the owner will lose rents during that period.
The attachment of a consequential loss form, although it does not make
the policy cover different perils, gives the insured a different type of
payment under his policy. It provides payment, as a result of the same
perils, for a different type of financial loss.

Forms of consequential loss. The preceding chapter having been de­
voted to forms attached to fire policies for the purpose of extending the
scope of the protection afforded, this chapter will take up forms attached
for the purpose of covering consequential losses. The following outline
serves to illustrate the scope of such types of coverage:

Risk Form of Protection
As a consequence of direct damage to
property:

A. Loss of future earnings and
continuing expenses Use and Occupancy Insurance

B. Additional expenses necessary
to continue operation Extra Expense Insurance

C. Loss of future profits or com­
missions on finished goods Profits and Commissions Insurance

D. Loss of leasehold value Leasehold Insurance
E. Loss of future rents or rental

value ...Rent Insurance
F. Consequential damage to other

property Consequential Damage Insurance
G. Inability to collect accounts

receivable •................... Accounts Receivable Insurance
H. Loss of unexpired premiums Unearned Premium Insurance
I. Demolition or extra replace­

ment costs Demolition Insurance

Use and occupancy insurance—its purpose. It has been seen that
fire insurance indemnifies only for the direct loss from the peril insured 

428
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against, and that the same is true of tornado, windstorm, explosion, sprin­
kler leakage, riot, earthquake, and other direct property damage policies.
The indirect or consequential loss that results from business interruption
following the fire (or other event) may easily exceed the direct loss, be­
cause inability to operate during the period of repairs may result in lost
income that could have been earned and continuance of expenses that
cannot be cut off. Direct property damage policies are therefore sup­
plemented by a form of business interAiption insurance called “use and
occupancy” insurance.

Basis of insurable value. Visualize the situation of a prospective
buyer of this protection by considering the following table of his ac­
counts for the previous 12 months:

J nnual
Per
Day

Net receipts from production (sale>).................................... $720,000

• r

$705,000

Expenses:
Raw material............................
Salaries.......................................
Taxes..........................................
Labor........................................ ..
Royalties....................................
Interest......................................

Noncontinuing Continuing

$200,000
10,000

420,000

$630,000

$10,000
10,000

15,000
10,000

.$75,000

Net Profit. (+) or loss ( —).............................................................
Continuing Expenses (as above)...................................................

Estimated insurable value..............................................................

+15,000
75,000

$90,000

+50
250

$300

Amount of insurance. From the foregoing table it will be seen that
the manufacturer’s probable loss, if he were entirely prevented from
operating for a period of a year, would be the §15,000 profit and the
continuing expenses of §75,000, or a total of §90,000? This amount is
sometimes called the “insurable value”; but the manufacturer may make
his decision as to the amount of insurance he desires to carry, subject to
coinsurance provisions to be discussed later. In fact, his conclusion
cannot be other than an estimate, with allowance made for possible
future increase or decrease in operations. The premium paid is calcu­
lated on the amount of insurance carried.

If the insured wishes, he may also insure his ordinary payroll, as a

1This calculation always gives the insurable value provided profit is considered
as positive ( + ) and loss as negative (—). Sometimes the computation is given as
net receipts minus noncontinuing expenses, because if R — net receipts. NE = non­
continuing expenses, CE — continuing expenses, and P — profit (or loss)

R - NE - CE = P
R - NE = P + CE

and either side of the equation may be used, for they are equivalent.
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second item, for some part of this is likely to continue in the event of
short interruptions. If he desires to do so, the amount of insurance re­
quired is the total ordinary payroll for 90 days. Thus his insurance
covers:

Item I. $  on (a) the net profit that is prevented from being
earned and (b) such charges and other expenses as must necessarily
continue during a total or partial suspension of business to the
extent that such charges and expenses would have been earned had
no fire occurred.

Item II. S ........... on the insured’s entire ordinary' payroll for a period
of time not in excess of 90 consecutive days, which may continue
during a total or partial suspension of business, but only to the
extent necessary to resume normal business, and which would have
been earned had no fire occurred.

Term of the contract. The event that damages the property must
occur within the term for which the insurance is written. If it does, the
insured will be paid for the entire time required to repair or replace the
property, not exceeding one year, even though the period of interruption
extends beyond the term of the policy. For instance, an insured might
recover for a period of 90 days’ interruption, even though the fire occurred
one day before the expiration date of the policy. The insured might
also recover for the effects of several fires in one year, if the face of the
policy were large enough to cover them all.

Losses. The interruption occasioned by the fire or other event covered
by the policy may result in a period of total interruption or partial inter­
ruption, or both. As a result of the fire, for instance, the plant may be
totally shut down for a period of 30 days, and for another 30 days be
able to do only a fraction of the business otherwise possible. Such total
and partial interruptions are both covered, within the limits of the
policy.

The profit that would have been earned during the 30 days of shut­
down is estimated, say, at a figure of $1,333.33. To this is added an
estimate of the expenses that must necessarily continue, aggregating
$6,666.67, the total amounting to $8,000. For another 30 days the same
profit and expenses continue, but the plant is able to operate enough to
earn $6,000, or at % capacity, and the loss is therefore $2,000. The in­
sured’s total loss of profit and expenses, therefore, is $10,000.

The insured’s recovery for losses is limited by the following factors:
1. Actual loss sustained. The principle of indemnity requires that the

insured shall not recover more than the loss actually sustained. Thus,
although the statement previously set up shows $90,000 profit and con­
tinuing expense in the past, if the loss occurs when the annual rate is but
$60,000, this latter is the basis upon which the insured recovers. Since
the $60,000 is purely an estimated figure, it may easily lead to a differ­
ence of opinion between adjuster and insured. It will be seen, accord­
ingly, that neither the past earnings and expenses nor the estimated future
earnings and expenses control the loss payment, but rather the actual loss
as nearly as it can be determined.
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2. ‘Time required for restoration. The company’s liability is limited
to the time required to repair or replace the damaged property with the
exercise of due diligence. The insured is required to resume operations
as soon as possible. If stock is covered by this form of insurance, the
time necessary for resumption of operations to the point of getting raw
stock into process is likely to be extended, and a higher premium is
required. If the insured makes expenditures for the purpose of facilitat­
ing resumption of business, the insurance covers such expenditures to the
extent that they are effective in reducing the loss. This is an unsatis­
factory provision, for the insured takes all the risk of the inefficacy of the
expenditures. For years in marine insurance, general average and par­
ticular average expenditures, whether effective or ineffective, have been
reimbursed, if made in good faith.

8. Face of the policy. As in many other forms of insurance, the face
value of the policy indicates the maximum liability of the company.
The excess of any loss over the face of the policy must be charged to the
insured’s failure to carry sufficient protection.

4- Coinsurance provisions. One form of use and occupancy insurance
contract, the coinsurance form, requires that the face of the policy repre­
sent at least a certain per cent of the actual profit and continuing expense,
under penalty of a pro rata reduction of the amount recoverable. Other­
wise an insured cotdd estimate that not much time would be required to
repair or replace the damage, and carry only enough insurance for, say,
a 30-day period. If a minimum were not required, rates would have
to be considerably increased. This principle is illustrated by Item II
in the coinsurance form, which is usually about 25 per cent higher in cost
than Item I because it requires insurance of the ordinary payroll for 90
days only. This principle was fully discussed in the chapter on Clauses,
but its application here is illustrated below.

Other than manufacturing risks. In addition to manufacturing
enterprises, use and occupancy insurance may be applied to mercantile,
mining, and educational operations, with such modifications in wording
as are necessary to adapt the forms to these purposes. The forms used
in insuring mercantile establishments may cover finished stock, for this
stock is what such an establishment derives its profit from. Forms
covering the tuition fees of schools or colleges are not limited to the time
required to repair or rebuild but cover the entire school year. Forms
for mining risks are similar to those for manufacturing risks, except that
mine fires are excluded, only buildings above ground are insured, and
no storehouses, commissaries, dwellings, or contents of these are included.

Types of contracts. All forms of contracts with the exception of the
gross earnings form may be used for manufacturing, mining, mercantile
and nonmanufacturing risks. With respect to the nature of the indem­
nity and the amount of insurance, they may be classified into two main
groups, coinsurance forms and limited indemnity forms, as follows:

1. Coinsurance forms. In these forms, until recently called “contrib­
utory” forms, no specified limit of indemnity per day or week is named,
and, consequently, the insured is required to carry a certain per cent of 
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insurance to value. There are three principal coinsurance forms: the
“two-item Eastern” form, the “gross earnings” form, and the “specified
time” form.

(a) The two-item coinsurance form. This is the most common form,
and has served thus far for illustration. It may be used for manufactur­
ing, mercantile, or other risks. Its advantage is that the insured is re­
quired to estimate only his total annual profit and continuing expenses,
and thus not compelled to buy a specific daily amount of insurance, as is
necessary under per diem and weekly limit policies. Even the disadvan­
tage of an annual estimate is largely removed when an “agreed value”
clause is used. It also permits the insurance of only 90 days’ ordinary
wages, thus enabling insurance of this item for short interruptions without
an unnecessary amount of insurance. Because of these features this form
has proved of wider usefulness than others for businesses of a fluctuating
character. A higher rate is charged for this form than for others, but
greater satisfaction is likely to be derived from it.

Although it permits the insured to choose the amount of insurance he
will carry, it contains a requirement that the insured must carry an
amount of insurance equal to a certain per cent (usually 80) of the an­
nual profit and expense, or the loss will be paid in the proportion that the
insurance carried bears to the insurance required. In our previous illus­
tration, the insured should be carrying at least 80 per cent of 890,000. or
§72,000 insurance, in order to recover in full. If he carries only §54,000
insurance, for example, he can recover on a 810,000 loss only 54/72 of
810,000, or §7,500. On a loss of §72,000, his recovery is limited to
§54,000 by the face of the policy. Failure to carry, the required amount
of insurance precludes any chance of recovering losses exceeding the face
of the policy and reduces pro rata the recovery on small losses. On the
other hand, if he estimates his necessary insurance at §100,000 he can re­
cover only the annual amount actually being earned and expended or
890,000, and therefore is carrying too much insurance at the time of the
loss.

A form with 100 per cent coinsurance instead of 80 is available at a
lower rate; but the reduction in rate is sometimes insufficient to counter­
balance the increased amount of insurance required, with the result that
the total cost is higher. The insured must also be able to guess exactly
his future earnings and expenses. Inasmuch as re-operation is not often
delayed a whole year, the 80 per cent form is then preferred.

The necessity for guessing the amount of insurance required is avoided
in some rating jurisdictions by attaching to the form an “agreed amount
clause,” in which, for the purpose of coinsurance, 80 per cent of the profit
and expenses is agreed to be §  The insured can thus be sure that
the amount carried satisfies the coinsurance requirement and will cover
Josses in full up to the face value of the policy. This is a highly desir­
able endorsement, but unfortunately it is frequently limited to nonman­
ufacturing and mercantile risks of fireproof or sprinklered type, adds say
5 per cent to the cost, and requires special application to the rating au­
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thorities and filing of a statement of the operations of the preceding 12
months.

(6) Gross earnings form. This form is a newer development for mer­
cantile and nonmanufacturing risks only. It covers the net sales and
other earnings from the business less all discontinuing expenses. The
insured may select the proportion of gross earnings to be covered, taking
from 50 to 80 per cent of the gross earnings as he may desire. There is
appropriate increase of the rate for lower coverage. The cost of dispen­
sable employees is not covered (as in the coinsurance form above), for
the gross earnings form covers ordinary payroll only to “the extent neces­
sary to resume operations with the same quality of service as before the
fire.”

(c) Specified time form. A new type of coinsurance form, as yet in
use only in Texas and on the Pacific Coast, is the “specified time” form,
which derives its name from the fact that it stipulates a definite period
of time for restoration and resumption of business, and this period of time
serves as a limit upon the company’s liability. This period is expressed
as a per cent of 300 (or 365) days, and the insured may select the period
most appropriate to his case. It differs from the Eastern two-item coin­
surance form, which covers the indefinite period “required with the ex­
ercise of due diligence and despatch to rebuild, repair or replace.” Un­
der the specified time form, the ordinary risk can take the time necessary
to resume, whereas exceptional risks must be insured for longer periods
at additional cost. As a consequence a possible cause of controversy in
the event of loss is avoided.

Another distinctive feature of the specified time form is that it is a
three-item form covering:

(I) Net profits that are prevented by the physical damage,
(II) Fixed charges and expenses, enumerated, item by item, and
(III) Specified amounts per day for a definite number of days, for (a)
light, heat, and power; (b) payroll of department heads not under con­
tract; and (c) labor payroll.

Thus this form is more flexible than the Eastern two-item coinsurance
form.

The third distinctive feature of this form is that it contains a coinsur­
ance clause requiring varying per cents of insurance on Items I and II,
and 100 per cent coinsurance on Item III.

2- Limited indemnity forms. In these forms the insured’s recovery is
restricted by the naming in the contract of a fixed maximum indemnity
for each day, or week, or month of suspension. These are not valued
contracts, however, for the amount specified is merely the maximum
amount of recovery for total suspension and the basis for calculating the
maximum indemnity for partial suspension. The insured’s recovery is
limited to his actual loss. This group of forms includes the “straiglYt
(or steady) per diem” form, the “straight (or steady) weekly and
monthly” forms, and the “fluctuating per diem, weekly and monthly”
forms.
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(a) Straight per diem form. Under this form, which is going out of
general use, the insured must estimate his daily profit and continuing ex­
penses, as has been done on page 429, and this estimate is applied to
every day of the year. Since earnings and expenses usually vary from
time to time during the year, the insured is either carrying more insur­
ance than he can collect, or is underinsured and subject to only partial
recovery. This situation is illustrated by the accompanying diagram.
The per diem form is therefore appropriate only for risks that have a
steady rate of operation throughout the year, but to such risks it offers
a lower rate than any other form. In order to insure any part of the
ordinary payroll a full year’s payroll must be covered, and the cost is
thus increased out of proportion to the benefit to be derived. Otherwise
the form covers only the salaries and wages that must “necessarily con­
tinue.”

Since a daily limit of indemnity is stipulated in this form, insurance
for less than the highest estimated daily amount is likely to result in re­
covering less than the full loss. This statement is also true in case of
partial interruption, because it is agreed that recovery for such losses
shall be in the proportion that the daily limit taken bears to the daily
amount that would actually. have been earned during the interruption
period. In this respect the form operates in a manner analogous to a
100 per cent coinsurance requirement.

(6) Weekly and monthly limit forms. In order to reduce the disad­
vantages of the per diem policy, forms with weekly or monthly limits are
provided. There are only 52 or 12 opportunities, respectively, for the
actual loss to vary from the insured’s estimate. These forms have been
used principally for mercantile risks. Such risks are likely to have daily
variations within a week but fairly steady earnings from week to week,
and to require the insured to cover the highest daily amount would neces­
sitate his carrying an unnecessarily high amount of protection. If week-
to-week earnings are not fairly steady, a policy with nonuniform weekly
or monthly limits is indicated.

(c) Fluctuating limits. In order to take care of risks whose earnings
fluctuate widely by season, a form is provided which allows the insured
to vary the per diem or weekly limit for different periods of the year.
For example, the per diem or weekly limit may be only half as much dur­
ing the slack season as during the busy season, or the limits may be dif­
ferent for every week of the year. Thus the estimate made of periodic
earnings can be brought more nearly in accord with actual conditions.
The uncertainty of excessive or inadequate coverage is not entirely elim­
inated, for the estimates may prove wrong. This form is applicable only
to cases in which, although earnings vary, the variations are known in ad­
vance, as in resort hotels, sport stadiums, and the like.

Comparison of forms. The disadvantage of the limited indemnity
forms is illustrated in the diagram opposite. The first three and last
three months of the year are enough to illustrate the point. The bars
show what the actual earnings would have been for the months indicated,
and we shall suppose that there are two interruption losses during the 
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year, one during January, February, and March, and another during
October, November, and December. The horizontal straight line ex­
tending throughout the year shows the fixed per diem limit that might be
set. In January, February, and'March, the average per diem loss is
$300, shown by the short horizontal line, and since this is below the per
diem limit,, the insured recovers in full. But when the individual bars
are below the per diem limit, the policyholder was overinsured. In the
last three months of the year, the average loss was .$733, but the per diem

, is only 8400; the insured therefore loses the difference. During Novem­
ber and December, the per diem limit left him much underinsured, as

shown by the distance of the bars above the limit line. Under a fluctu­
ating limit form, the straight line is replaced by the dash curve, repre­
senting monthly limits. The shaded portions of the bars represent what
the insured could not collect, for they are above the fluctuating limit
line. During other months the limit is sometimes higher than the in­
sured needs.

Premiums. The premium rates for use and occupancy insurance are
per cents of the fire insurance rates. If the use and occupancy form
covers only the repair or replacement of building and equipment, the rate
used as a basis is the building rate, usually on an 80 per cent coinsurance
ba^is. If the use and occupancy form covers also the replacement of
stock, the rate basis used is the fire insurance rate for building or con­
tents, whichever is higher. In the absence of accumulated use and oc­
cupancy experience, the fire insurance rate is considered the best measure 
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available of the probability of fire occurrence, and is therefore used, al­
though it bears no necessary relation to the extent and duration of inter­
ruption. Risks with low fire insurance rates, in some jurisdictions at
least, are not subject to the published rules and rates, in order to permit
competition with mutuals.

Manufacturing and mercantile rates are both per cents of the fire in­
surance rate, but mercantile rates are only about one half as high as
those for manufacturing risks. The difference is due to the fact that the
resumption of business is not delayed by the necessity of acquiring and
setting up machinery, accumulation of a stock, specially constructed
buildings, and so forth. For each of these two types of risks, rates are
quoted for the coinsurance and limited indemnity types of contracts.
The rates for the coinsurance form are, say, 50 per cent higher than for
the per diem policy. The weekly and monthly indemnity forms are
slightly higher than the per diem form, partly because not as much in­
surance is necessary to cover the probable loss.

The rates for the specified time form are either per cents of the fire in­
surance building rate or per cents of the rate quoted for the per diem pol­
icy in the same jurisdiction.

School use and occupancy. For the use of schools, colleges, and other
educational institutions, a “Tuition Fees Form” for use and occupancy
insurance has been adopted in some jurisdictions. It covers the loss of
tuition fees and other income from students, less noncontinuing expenses,
for the period of interruption ending with the 30th day immediately pre­
ceding the school year, although restoration may have been completed
earlier. It is predicated on the idea that the availability of the school
for use in the middle of a school year would be of little value because no
students could be secured at that time. The 30-day period gives an op­
portunity to organize for the coming school year. This is a 100 per cent
coinsurance form.

When a single building is involved, the rate is the 80 per cent coinsur­
ance building rate. Wien more than one building is involved, the rate
is the average of the 90 per cent coinsurance building rates.

Contingent use and occupancy insurance. This insurance protects
the insured against loss of earnings owing to interruption of business be­
cause of physical damage to the buildings, machinery, or stock of another
concern, the damaged concern being unable to supply the insured with
materials, supplies, parts, or services upon which the insured is depend-

■ ent. A contingent policy may cover one or a number of such auxiliary
concerns. These auxiliary concerns, for example, may be furnishing
motors, bodies, wheels, and so forth, to an automobile manufacturer, and
an interruption to any of them may cause a loss of earnings to the auto­
mobile manufacturer. The insurable value is the same as in direct use
and occupancy insurance. No uniform form of endorsement is in gen­
eral use.

In the eastern states, the contingent use and occupancy rate for the
coverage of an auxiliary plant is the same as the rise and occupancy rate
on the auxiliary plant. When more than one auxiliary plant is covered, 



INSURING CONSEQUENTIAL LOSSES 437

the contingent use and occupancy rate is the highest use and occupancy
rate for any plant, with the addition of a few cents for each plant in ex­
cess of one. In other territories, three rates are quoted: for concerns all
of which take a use and occupancy rate of 8.20 or more, for concerns all
of which take a use and occupancy rate of between 8.15 and 8.20, and for
concerns all of which take a use and occupancy rate of less than 8.15.

Extra expense insurance. Use and occupancy insurance does not
furnish complete protection for a number of businesses because it does
not authorize extraordinary expenditures unless they reduce the use and
occupancy loss. Certain businesses, however, such as newspapers, mag­
azines, milk distributors, public utilities, laundries, and the like, must
continue operations regardless of expense. “Extra expense” insurance
is intended to reimburse the insured for necessary extra expense incurred
in order to continue the normal conduct of his business immediately after
physical damage. It may be necessary, for example, to contract with
another concern to perform the operations or render the service that the
insured himself would have done under normal conditions. In many
instances, therefore, extra expense insurance replaces use and occupancy
insurance. If the earnings will be decreased in spite of the extra expense,
use and occupancy insurance is needed in addition.

The policy does not cover loss of income, extra expense entailed by
building laws or ordinances, cancellation of leases or written agreements,
or repair of physical damage except such repairs as exceed normal cost
and are for the purpose of reducing the total amount of extra expense,
and to the extent that this reduction is effectively accomplished. Extra
expense does include the cost of obtaining property for temporary use
during the period of restoration.

Two forms are used: (1) a form that places no limitation on the time
during which the extra expense is incurred (other than for the resump­
tion of normal operations and not to exceed one year); and (2) a form
that requires that the extra expense be distributed in certain proportions
each month. The rules usually require that in the latter form the face
of the policy must be distributed over at least three months and that not
more than 40 per cent of the face of the policy shall be extra expense in
any one month.

If, for example, an insured wishes to be protected against an expendi­
ture of 840,000 during the first month after the physical damage, 830,000
during the second month, 820,000 during the third month, and 81’0,000
during the fourth month, he must have a policy with a face value of
8100,000. The limits are expressed as 40 per cent of the face during the
first month, 70 per cent during the first two months, 90 per cent during
the first three months, and 100 per- cent during the first' four months.
If the actual expenditures during the four months aggregate only 875,000,
the balance of the face value may be used during the fifth and succeeding
months, if found necessary. The nature of the limitation is due to the
fact that extra expenses are likely to be unusually heavy immediately
following a fire or other damage, and there is unusual incentive to in­
crease the loss at this time.
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For the limited monthly expenditure form, rates are based on the 80
per cent coinsurance fire rate on the building, with multipliers for each
month in which expenditures are to be made. In the illustration above,
if the building fire rate were $.60 per hundred, the premium would be:

Si, 197.00

Month
Fire
Rale M ulliplier Insurance Premium

1............. ............60 X 2.60 X S40.000 = S624.00
2............. ............60 X 1.85 X 30,000 = 333.00
3............. ............60 X 1.40 X 20,000 ' = 168.00
4............. ............ 60 X 1.20 X 10,000 = 72.00

For the unlimited monthly expenditure form, the rate may be from
three to five times the fire rate on the building. In the example above
this would amount to .60 X 3 X $100,000, or 81,800.

Rent and leasehold insurance. This is a form of insurance designed
to protect the insured from the loss of use of a property following fire or
other physical damage to the property. Fire, explosion, windstorm, riot,
and other direct property damage policies cover the damage to the phys­
ical property, but since an interval must elapse for repair of the prop­
erty, its use is lost during this interval. This “use value” (as distin­
guished from the “contract value” or rent that may be stipulated in a
lease) may be covered entirely by rent insurance or partly by rent in­
surance and partly by leasehold insurance, under different circumstances.
Both of these forms of insurance, which are identical in purpose and sup­
plement each other, are written by endorsement to a fire insurance policy.

Insurable interest. Most of the confusion arising in this subject comes
from a failure to analyze the insurable interest of the persons interested
in the property, namely owner and tenant. Such confusion is not
strange, inasmuch as their relationship may be determined by anything
from a vague oral lease, in which the parties probably failed to consider
the loss of use following physical damage, to a complicated written con­
tract provision. A clarification of this problem of insurable interest is
therefore in order.

If a building is owned by O (owner), it may either be used by O, in
which case he is the only party interested, or it may be leased by him to
T (a tenant). In the first case the situation is simple. The result of
physical damage to the property is O’s loss of use of the property, and the
entire insurable interest is O’s. Its extent is measured by the “use
value” of the property, or what it would cost O in the market to obtain
the use of a similar property. This is usually called the rental value, to
distinguish it from an amount of rent that would be named in a contract,
and this rental value may be insured in a rent insurance contract.

In the second situation, O leases the property to T, there being an oral
or written lease. Residences and small properties are frequently rented
without any written contract, whereas valuable properties are usually
rented under a written lease, but although the rights of the parties may
be different, the legal relationship is of the same nature in either case,
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Under the terms of the oral or written lease, various situations may
exist: (a) nothing may be said regarding the status of the parties follow­
ing a fire, in which case their status is determined by common law or by
statute, if one exists in the state;2 (b) the lease may provide that the
lease is terminated if the property becomes untenantable; (c) the lease
may provide that the owner has the option of terminating the lease when
the damage is extensive; or (d) the lease may provide that the tenant
has the option of terminating the lease when the property is untenant­
able or the damage is extensive. It is evident that when an agreement
has been made, the status of the parties depends entirely upon the terms
of the agreement, which may be expressed in any sort of language. But
the result, of interest to us here, if one can determine it in advance of a
court decision, is either (a) that the owner is at a loss or (b) that the
tenant is at a loss-

I. If the loss falls on the owner, the extent of his loss is measured by
the “contract value” or rent stipulated in the lease (less continuing ex­
penses such as taxes). For if there had been no physical damage, this
amount is the most he could have collected. This amount he may insure
under a rent insurance policy.

The “use value” of the building, however, may be more than the “con­
tract value,” because the property may have become more valuable after
the lease contract was entered into. T may lease a building from 0 for
a term of 50 years at an annual rental of S20,000, and the building may,
either at the time of the contract or later, be worth to T 825,000 a year.
The reason may be that a similar building or one just as good would cost
T 825,000 or that T is subletting the building to others and deriving
825,000 from it. In either case the excess of the use value over the con­
tract value is called “leasehold value,” and the tenant may insure it by
leasehold insurance.

II. If, on the other hand, by the terms of the lease, the loss in the event
of physical damage is to fall on T, the extent of the loss is measured by
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hold value is included in the rental value or use value.

III. When the lease gives T the option of terminating the lease, exer­
cise of the option will result in a loss to O. This loss is measured by the
contract value of the building, because an amount equal to that value is
the most O could have collected had there been no physical damage.
There is presumably no excess of use value over contract value belonging
to T or he would not terminate the lease. O could cover this financial
loss with rent insurance.

IV. When O has the option of terminating the lease, exercise of the 

= For example, at common law if nothing is said, the tenant is usually liable for
the continued payment of rent following the fire. In New York State, a statute
exists which provides that the tenant may, at his option, terminate the lease and
be no longer liable for rent, if the property is rendered untenantable. Under this
statute, therefore, the owner loses the rent that the tenant contracted to pay. In
other states, statutes absolutely terminate the lease or suspend the payment
of rent while the property is untenantable, and the owner loses the rent.
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option will presumably result in no loss to him or he would not terminate
the lease, but the excess of the use value over the contract value, which
belongs to T, can be insured as leasehold value under leasehold insur­
ance. The following table serves to summarize all these situations:

Owned
by

Occupied
by

Result t
of Event

Insurable Interest

InsurancePerson Extent

0 0 Loss of use
of property

0 Use value of
property

Rent Insurance

0 T I. Loss to 0
of rent. '

0 Contract value
(rent)

Rent Insurance

Loss to T of
excess of use
value over rent.

T
Excess of use
value over con­
tract value

Leasehold
Insurance

0 T II. Loss to T of
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T Use value
(rental value)
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0 T III. Option of T.
Loss by 0
of rent.

0 Contract value Rent Insurance

Loss by T
of lease­
hold value.

T Presumably zero None

0 T IV. Option of 0.
Loss by 0
of rent.

0 Presumably zero None

Loss by T
of lease­
hold value.

T
Excess of use
value over con­
tract value

Leasehold
Insurance

Rent insurance policies. The rent insurance contract is constructed
by attaching an endorsement to a fire insurance policy (or other property
damage policy), or by inserting rental value as a separate item in a build­
ing form. It protects the insured from loss of rents or rental value on
property rendered untenantable by fire or other physical damage. The
forms used vary in different parts of the country, but the essential fea­
tures are the same.

The number of months for which the company’s liability extends varies
with different forms, but in every case the recovery is limited to the net
income that the insured would have received from the property had no
physical damage occurred. Deduction must be made for any discon­
tinuing expenses, but these are usually of slight importance. As in use
and occupancy insurance, the period of indemnity must begin within the
term of the policy but may extend beyond, the termination of the policy
as long as the extension does not exceed one year.

Three groups of rent insurance, contracts are written. The first group 
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consists of contracts that cover the loss of rents on the entire property,
whether rented or vacant. They completely protect the insured even
though part of the property is not rented at the time of the damage.

The second group covers the loss of rent only on those portions of the
property which are rented at the time of the physical damage.

The third group covers seasonal dwellings or properties customarily
rented only during a portion of the year. This group takes about the
same rates as the first group, for it covers the entire premises whether
rented or vacant., The company is liable only when the physical damage
occurs during certain portions of the year, with provision made for dam­
age occurring at other times when the delay occasioned by repairs will
interfere with the season’s renting.

In each group the insured can select one of two types of limits of in­
surance: (a) a form that requires insurance of a full year’s rental, or (b)
a form that allows the insured to insure less than the full year’s rental,
the amount selected being about enough to cover the estimated time
necessary to repair or rebuild. The first form involves carrying a larger
amount of insurance, but it gives complete protection because it will
cover any time required for repairs up to one year, and it receives a lower
rate than the limited period form.

As in use and occupancy insurance, the rates for rent insurance are
determined as a per cent of the fire insurance rate on the building, for
the latter rate is supposed to measure the probability of occurrence of
fire. For loss of use owing to hazards other than fire, the rate for the
hazard in question is the determining factor. This rate is usually fur­
ther modified when the form that requires insurance of a full year’s rent
is used, because such coverage is analogous to complying with a 100 per
cent coinsurance requirement.

Leasehold insurance. It has already been explained how leasehold
insurance is useful when a tenant has leased a property with a use value
to him greater than the contract value in the lease, whether such excess
be due to his having made a profitable lease, to improved business condi­
tions, to improvements in the building, to improvement in the neighbor­
hood, or to his subletting the premises for more than he contracted to
pay. A loss to the tenant results from either (a) termination of the lease
or, (b) in the event the lease is not terminated, the loss of use of the'
premises during the period of repair. It is important to note that the
extent of the tenant’s loss in the former case depends upon the length of
time the lease has yet to run.

The forms in use differ in different sections of the country, in some ter­
ritories there being no mandatory form, but the essential features do not
vary greatly. The policy promises to pay the discounted value of the
difference between the rental, or “use,” value of the premises and the
rent required by the lease (a) for the unexpired term of the lease if the
lessor cancels the lease, or (b) for the time necessary to render the prem­
ises again tenantable if the lessor does not cancel the lease, if that time
does not extend beyond the expiration date of the lease. If the lease is
canceled and the tenant continues to occupy the premises under a new 
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lease, the payment of rent under the terms of the new lease is the tenant’s
actual loss. In Texas the provisions of rent insurance are incorporated
in the provisions of the standard printed policy.

It will be noted that the policy amount is a diminishing amount, be­
cause as the term of the lease approaches its end the total value of the
lease decreases. As each month elapses the face value of the policy is
reduced by the discounted value of that month’s leasehold value until, at
the expiration of the lease, the face of the policy is zero. Since rental
values frequently change, policies are usually written for short terms,
such as one or three years, and renewed with an adjustment of the lease­
hold value. If the insured does not carry an amount of insurance equal­
ing the value of the unexpired term of the lease, his recovery is reduced
pro rata. In some instances the form requires the amount of insurance
to be the undiscounted value of the lease, with the rate calculated ac­
cordingly, but this requirement merely saves explaining to the insured
the nature of the discounting process, for in the event of loss the policy
pays the discounted value only.

Since the company’s liability for loss is largely determined by the
terms of the cancellation clause in the lease, this cancellation or “fire”
clause of the lease is incorporated as part of the leasehold insurance
form. A number of companies do not care to write the insurance if the
cancellation clause becomes operative at less than 50 per cent damage to
the property, and in some territories adjustment is made in the rate for
the extent of damage specified in the cancellation clause of the lease. If
the lease contains no cancellation provision, the terms of the state statute
are adopted in the insurance contract.

The company is not liable under the leasehold policy for (a) the in­
sured's exercise of an option to cancel the lease, (b) the enforcement of
an ordinance or law relating to the construction or repair of buildings,
or (c) the suspension, lapse, or cancellation of any license.

The leasehold rate is usually the fire insurance rate on the building,
unless a special form is used. In some territories this rate is modified
by a discount for fireproof or other superior construction and an allow­
ance is made for the per cent of damage justifying cancellation of the
lease. For example, 10 per cent discount may be given if the lease re­
quires for cancellation 25 per cent damage to the property, and 25 per
cent discount if the lease requires 50 per cent damage to the property.
The rate is applied to the average amount at risk, that is to say the aver­
age of the face values of the policy at its inception and at its termination.
If a three-year policy were issued on a lease having 90 months to run,
the leasehold interest being 877,863.30 at the time the policy was written
and $49,441.10 at the time the policy expired, the rate would be applied
to $63,652.20

Profits and commissions insurance. This form of protection is de­
signed to cover the profit on finished goods or the commissions earned
from the sale of such goods, i.e., profits and commissions that could not
be realized if the goods were destroyed by fire. Such insurance is
useful because the ordinary fire policy covers no profits, and use and oc­
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cupancy insurance indemnifies only for profits on goods that might have
been manufactured after the fire. It will be seen that profits insurance
is unnecessary on staple goods whose fire losses are usually adjusted on
the basis of market values or on property whose fire policy contains a
specific agreement to adjust losses on the basis of market values.

This insurance may be very useful to a manufacturer whose deliveries
reach peaks at certain seasons of the year and who therefore piles up
finished goods in the factory or warehouse between peaks. A fire might
occur at a time when it would be too late for him to remanufacture for
the season. Similarly, a manufacturer may have on hand stock of spe­
cial style or quality that could not be replaced in time for the season in­
tended. Salesmen frequently operate under contracts by which they are
paid commissions only when the goods have been delivered and paid for,
and destruction of the goods might therefore greatly reduce their com­
missions. A commission man or other middleman may have sold to a
purchaser goods which are awaiting delivery and which he would be un­
able to replace, thus losing his profit or commission. Profits and com­
missions insurance is not intended for the ordinary steady operation of a
retail merchandising or commission business that could be covered by
use and occupancy insurance. In a steadily operating business, if the
goods could be replaced within a period less than the ordinary turnover
period, the profits policy would pay the insured more than the profits ac­
tually lost and would thus be subject to abuse.

The policy promises to pay, on goods destroyed or damaged by fire, the
profits or commissions on the damaged goods located in the factory, in
storage warehouses, or on consignment for sale. The forms do not give
any specific definition of profits or commissions, and vary considerably
in wording in different territories.

Two forms are in common use. Form 1 measures the company’s lia­
bility in the event of loss by the per cent of damage to the goods. If the
goods are damaged to the extent of 50 per cent of their total value, the
company is liable for 50 per cent of the total profits that would have been
made by the sale of those goods undamaged. This form is used in eastern
and southeastern territories only. The goods may be damaged 50 per
cent, and, if the profit margin is greater on the damaged portion than on
the undamaged portion, it could be that 60 per cent of the profits are lost.
Of course, in some instances the insured would recover more than the
profit actually lost, for the loss of profits bears no constant relation to the
loss of goods. Form 2 measures the company’s liability by the actual
profits lost, without regard to the extent of damage to the goods. This
form is available in all territories. Form 1 gives a limited amount of
protection only, but is sold at a lower rate.

The first form is sold in southeastern territory w'ith certain modifica­
tions. The insured can recover only the lowest of the following
amounts: (a) a percentage of profits equal to the percentage of damage
to the goods; (b) the actual profits lost on the damaged goods; (c) the
actual loss of profits resulting from loss of sales; (d) that proportion of
(a), (b), or (c) which this policy bears to 80 per cent of the prospective
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M that proportion of (a), (b), or (c) which this policy
profits, (e) tl I policies. When Form 2 (the actual

st W ren””i 11b“ “’«&!*•form) is us insured>s recovery in numerous ca« P
SoducePea coinsurance requirement that is not used in other terriS
They place the insurance on an indemnity basis rather than a vagj

^The rates for profits and commissions insurance of the limited form
ordinarily the fire insurance rates on the goods. When both forms
in use, this rate is increased oO per cent for the unlimited form. When
the coinsurance requirement is included in the contract, the rate varies
with the percentage of insurance required.

Accounts receivable insurance. This foim of insurance protects the
insured against loss resulting from inability to collect business accounts
owing to him, when such inability arises from destruction of his account-
ing records by fire, explosion, or other direct property damage. The pel-
icy is a reporting form such as was previously described under “general
cover” contracts and is described more fully in Chapter 25.

Unearned premium insurance. One of the results of a fire is that the
insured loses the premium on the amount of the loss for the balance of
the term of his fire insurance policy. When a fire loss is paid, the pre­
mium on the amount of the loss is considered to be fully earned, and the
insured must pay an additional premium to restore the policy to its orig­
inal amount. For example, if there were a total loss on a §400,000 three-
year policy the day after it was issued, the insured would have paid the
entire premium for two days’ protection and would have to pay again the
same amount to continue the original amount of fire insurance. This
demand comes upon him at an inconvenient time, after he has sustained
a fire loss. Unearned premium insurance covers this loss of premium.

Since the amount of unearned fire premium becomes less as the fire
policy term elapses, reaching zero at the expiration of the term, the face
amount of the unearned premium insurance is a decreasing amount. It
averages, during the term of the fire policy, one half of the fire premium.
The rate for the unearned premium insurance should be, of course, the
same as the original fire rate, but one half of this figure is used to compen­
sate for the gradual reduction in face value. Thus if the rate on a
$400,000 policy was $.40 per $100 for three years’ protection and the
premium $1,600, the cost of the unearned premium insurance would be
% X -40 X 16 = $3.20. If at the end of half a year the property
damaged 50 per cent by fire, the insured would receive $200,000 p u-
$666.67 unearned premium.

This insurance is always written as an endorsement on the fire insur
ance policy to which it pertains, except in Texas, where it is an integral
part of the printed fire policy.

Demolition cost insurance. This is an endorsement added to a
insuiance policy assuming liability for any increased cost of repa11
buildings damaged by fire, if such increase be due to legal required
regulating modes of construction. The fire insurance policy disdA 
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any liability for loss occasioned “by ordinance or law regulating con­
struction or repair Although the Massachusetts form is lilent o°n this
point and the courts have held the insurance companies liable for such
losses m Massachusetts, it has been the custom for years to make the
Massachusetts policy conform to the New York policy by adding a clause
disclaiming such liability; in practice, therefore, the policies are the same
in this respect. City ordinances may prohibit the rebuilding of frame
buildings, prohibit the use of wooden shingle roofs, or require particular
types of constiuction in ceitain sections of the city. Such laws may in­
volve: (a) measures that may be ordered at any time in the interest of
public safety, such as the addition of fire escapes, sprinklers, or fire exits;
and (b) structural changes required as a condition for repairing damage
after a fire.

The demolition endorsement promises to reimburse the insured for
the latter losses by providing (a) that the insurance company will be
liable for any additional cost, resulting from such ordinances, of repair­
ing portions of the building damaged by fire and (b) that the insurance
company will pay for the demolition, required by such ordinances, of any
portion of the building undamaged by fire. The Supreme Court of’Mas­
sachusetts has held that the demolition endorsement is inapplicable to
cases of total loss, and thus an insured cannot require the company to
provide him with a $10,000 brick building to replace a $4,000 frame build­
ing, because the reconstruction of the latter-is rendered impossible by
ordinance.

Consequential damage form. In this the company assumes liability
for losses that are not the direct result of fire but are more or less remote
consequences thereof. For example: a fire damages the plant that con­
trols the temperature of a cold storage warehouse, the resulting rise in
temperature damaging the contents of the warehouse. With the conse­
quential damage form, the warehouse contents are covered.

Summary

I. Use and occupancy insurance. .
A. Covers inability to operate after the physical damage occurs.
B. Basis of insurable value is estimated profits and continuing expenses.
C. Indemnity extends over period required to resume operations.
D. Insured’s recovery for loss is governed by

1. Whether interruption is partial or complete.
2. Actual loss sustained. . .
3. Period required for resumption of operations.
4. Face value of policy.

E. .th., a. ™
F. Types of contracts include

1. Coinsurance forms.
2. Limited indemnity forms.

G. Comparison of types of contracts.
H. Premium rates are based on peril mvo v , j f auxiliary
I. Contingent use and occupancy form coven operation y

concerns.



INSURANCE of property-fire
444

M that proportion of (a), (b), or (c) which this policy
profits, (e) tl I policies. When Form 2 (the actual

st W ren””i 11b“ “’«&!*•form) is us insured>s recovery in numerous ca« P
SoducePea coinsurance requirement that is not used in other terriS
They place the insurance on an indemnity basis rather than a vagj

^The rates for profits and commissions insurance of the limited form
ordinarily the fire insurance rates on the goods. When both forms
in use, this rate is increased oO per cent for the unlimited form. When
the coinsurance requirement is included in the contract, the rate varies
with the percentage of insurance required.

Accounts receivable insurance. This foim of insurance protects the
insured against loss resulting from inability to collect business accounts
owing to him, when such inability arises from destruction of his account-
ing records by fire, explosion, or other direct property damage. The pel-
icy is a reporting form such as was previously described under “general
cover” contracts and is described more fully in Chapter 25.

Unearned premium insurance. One of the results of a fire is that the
insured loses the premium on the amount of the loss for the balance of
the term of his fire insurance policy. When a fire loss is paid, the pre­
mium on the amount of the loss is considered to be fully earned, and the
insured must pay an additional premium to restore the policy to its orig­
inal amount. For example, if there were a total loss on a §400,000 three-
year policy the day after it was issued, the insured would have paid the
entire premium for two days’ protection and would have to pay again the
same amount to continue the original amount of fire insurance. This
demand comes upon him at an inconvenient time, after he has sustained
a fire loss. Unearned premium insurance covers this loss of premium.

Since the amount of unearned fire premium becomes less as the fire
policy term elapses, reaching zero at the expiration of the term, the face
amount of the unearned premium insurance is a decreasing amount. It
averages, during the term of the fire policy, one half of the fire premium.
The rate for the unearned premium insurance should be, of course, the
same as the original fire rate, but one half of this figure is used to compen­
sate for the gradual reduction in face value. Thus if the rate on a
$400,000 policy was $.40 per $100 for three years’ protection and the
premium $1,600, the cost of the unearned premium insurance would be
% X -40 X 16 = $3.20. If at the end of half a year the property
damaged 50 per cent by fire, the insured would receive $200,000 p u-
$666.67 unearned premium.

This insurance is always written as an endorsement on the fire insur
ance policy to which it pertains, except in Texas, where it is an integral
part of the printed fire policy.

Demolition cost insurance. This is an endorsement added to a
insuiance policy assuming liability for any increased cost of repa11
buildings damaged by fire, if such increase be due to legal required
regulating modes of construction. The fire insurance policy disdA 

445
INSURING CONSEQUENTIAL LOSSES

any liability for loss occasioned “by ordinance or law regulating con­
struction or repair Although the Massachusetts form is lilent o°n this
point and the courts have held the insurance companies liable for such
losses m Massachusetts, it has been the custom for years to make the
Massachusetts policy conform to the New York policy by adding a clause
disclaiming such liability; in practice, therefore, the policies are the same
in this respect. City ordinances may prohibit the rebuilding of frame
buildings, prohibit the use of wooden shingle roofs, or require particular
types of constiuction in ceitain sections of the city. Such laws may in­
volve: (a) measures that may be ordered at any time in the interest of
public safety, such as the addition of fire escapes, sprinklers, or fire exits;
and (b) structural changes required as a condition for repairing damage
after a fire.

The demolition endorsement promises to reimburse the insured for
the latter losses by providing (a) that the insurance company will be
liable for any additional cost, resulting from such ordinances, of repair­
ing portions of the building damaged by fire and (b) that the insurance
company will pay for the demolition, required by such ordinances, of any
portion of the building undamaged by fire. The Supreme Court of’Mas­
sachusetts has held that the demolition endorsement is inapplicable to
cases of total loss, and thus an insured cannot require the company to
provide him with a $10,000 brick building to replace a $4,000 frame build­
ing, because the reconstruction of the latter-is rendered impossible by
ordinance.

Consequential damage form. In this the company assumes liability
for losses that are not the direct result of fire but are more or less remote
consequences thereof. For example: a fire damages the plant that con­
trols the temperature of a cold storage warehouse, the resulting rise in
temperature damaging the contents of the warehouse. With the conse­
quential damage form, the warehouse contents are covered.

Summary

I. Use and occupancy insurance. .
A. Covers inability to operate after the physical damage occurs.
B. Basis of insurable value is estimated profits and continuing expenses.
C. Indemnity extends over period required to resume operations.
D. Insured’s recovery for loss is governed by

1. Whether interruption is partial or complete.
2. Actual loss sustained. . .
3. Period required for resumption of operations.
4. Face value of policy.

E. .th., a. ™
F. Types of contracts include

1. Coinsurance forms.
2. Limited indemnity forms.

G. Comparison of types of contracts.
H. Premium rates are based on peril mvo v , j f auxiliary
I. Contingent use and occupancy form coven operation y

concerns.



INSURANCE OF PROPERTY—FIRE
446

II. Extra expense insurance covers extra expense required for
sumption of business. k-
A' I'Without limitation on distribution of expense.

2 With limitation on distribution of expense.
TIT Rent and leasehold insurance covers loss of rents or rental values
1 A The need for insurance and extent of insurable value are gov

the contracl relations of lessor and lessee. by
B The policy contract summarized.
C Three groups of contracts are written.
D Rates are based on the peril involved, e.g fire.
e' Leasehold insurance covers excess of rental value over rent.

’ 1. Indemnity depends upon the value of the lease.
2. Rates depend upon rates for the peril involved.

IV Profits and commissions insurance covers the profit on finished goods
' A. One form bases loss payment on extent ol damage to goods. '

B. Another form is based on actual loss ol profits.
V. Accounts receivable insurance protects against inability to collect debfc

owing to physical damage to accounts.
VI. Unearned premium insurance covers prepaid premium lost by physical

damage to the property insured.
A. Rate is based on the fire insurance rate.

VII. Demolition cost insurance covers increased cost of repair owing to
building regulations.

VIII. Consequential damage form covers indirect results of the peril, such as
changes in temperatures of buildings.
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plant has been operating at 50 per cent mninUv ■~?unnS Pohcy period

nrices are approximately the sansasand Msts aad
P p been required for full protection under the t ..mue'’.lnsurance would

much can the insured recover on thei loi?tW°'ltem C01nsuran“ form?

2. In the fire referred to in Problem 1, goods were burned which cost «8 000
to manufacture and were expected to sell for $12,000. How much can be
recovered on uieae.

3. If the concern in Problem I were a textile concern whose production was
15 per cent in each of the months of November, December, January and Feb­
ruary, 10 per cent in March, o per cent in each of the months of May, June
September, and October, and nothing in July and August, what provision should
be made for this variation in a use and occupancy form?

4. On which would the use and occupancy rate probably be higher, a bakery
in a brick building oi a manufactory oi tinsel ornaments in a semifireproof
building?

5- Suppose Culp, insures under a straight per diem use and occupancy policy
for S500 a day profit and expenses. What is the disadvantage if the results
during the policy- year prove to be January- 400; February 400; March 600;
April 500; May 400; June 300; July 200; August 200; September 400; Octo-
ber 600; November SOO; December 900? Would his situation be improved
under a fluctuating monthly limit form specifying $250 a day during June,
July and August and $600 a day- for the other months, provided the actual
results prove to be the same as before?

6. What use and occupancy insurance, in addition to the ordinary manu­
facturing form for use and occupancy, would be useful to (a) the Eagle Air­
craft Construction Co., (b) the Excelsior Weekly Farm Journal Co.? Give
y-our reasons.

7. In Problem 1, if the “ordinary payroll’ amounted to $210,000, how much
insurance would be required on “ordinary payroll” under the two-item co­
insurance form? Why might a business desire to insure it?

8. In Problem 1, the figure for gross earnings less noncontinuing expenses
equals the figure for gross earnings plus continuing expenses. Is this agreement
mere accident?

9. Is there any- difference between a fire policy- carrying an endorsement
that adjustments shall be based upon market value of goods and a policy without
such endorsement but with a profits form attached?

10. Sikes leases his building to Taylor for $12,000 a year, lease to terminate
and rentals to cease in the event of fire. What types of rent insurance are
available to cover Sikes and/or Taylor?

11. Samuels owns a row of 25 garages, one-car capacity each, which he rents
to various automobile owners. What form of rent insurance would be suitable
for this case?12. O leases his apartment house to T for ten years at an annual rent of
$60,000, with a provision that T may terminate the lease if the property is
damaged by fire to the extent of 60 per cent. O’s noncontinuing expenses are
81,000 a year. Assume that T can keep rented 70 of the /5 mdivrdual apart­
ments at $100 a month each, and that his expenses of operation a e $10,000 a
year. (a) What opportunities for insurance arise out of this situation? (b) If
the insurance term extends from June 1 to the following May 31 and a fire
occurs on May 1 13 months being required to repair the damage and render
‘he property usable, how much can be recovered from the insurance company

13. Ackerman, operating on a commission basis for the Apollo Box Co, sold
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D Rates are based on the peril involved, e.g fire.
e' Leasehold insurance covers excess of rental value over rent.

’ 1. Indemnity depends upon the value of the lease.
2. Rates depend upon rates for the peril involved.

IV Profits and commissions insurance covers the profit on finished goods
' A. One form bases loss payment on extent ol damage to goods. '

B. Another form is based on actual loss ol profits.
V. Accounts receivable insurance protects against inability to collect debfc

owing to physical damage to accounts.
VI. Unearned premium insurance covers prepaid premium lost by physical

damage to the property insured.
A. Rate is based on the fire insurance rate.

VII. Demolition cost insurance covers increased cost of repair owing to
building regulations.

VIII. Consequential damage form covers indirect results of the peril, such as
changes in temperatures of buildings.

Readings

Kahler, Clyde, Business Interruption Insurance. Philadelphia- privately
printed, 1930. ’

Kahler, Clyde, “Business Interruption Insurance.” The Annals of the American
Academy of Political and Social Science, Philadelphia, March, 1932.

Stock, Thompson, Applied Fire Insurance. Detroit: Stock Publishing Co, 1939,
Chaps. 19, 20.

Minor, C. D, Outline of Use and Occupancy Insurance.” Royal-Liverpool
Uroups, bales and Service Manual, Section I, March, 193S.

Royal-Liverpool Groups, Sales and Service Manual, Section I, Special Service,
March, 1938.

H°'VSeptImber 7'’1940 ‘<CoveraSes and Modifications.” Weekly Underwriter,

Foster, V. S, Consequential Coverages. Indianapolis: Rough Notes Co, 1936.
^September o^igw'1'1101’®1118 °n the Demo,ition Clause.” The Standard,

HUbCaU930T’’ ^'here FiK Insurance Leaves Off. New York: F. S. Crofts

1943 ^ USC and GccuPancy Insurance. San Francisco: The Author,

a^'’“SOctoLrB 1946SS InterrUpti°n

6 nperiodicluy.and S“rety C°” Aetna AUencrj Guide. Hartford: the Company-

Problems
expenses las^ayear?rere0Praw mot manafacturing plant 300 days a year:fl^

were, raw material, $140,000; taxes, $5,000; interest, $5,1^-
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plant has been operating at 50 per cent mninUv ■~?unnS Pohcy period

nrices are approximately the sansasand Msts aad
P p been required for full protection under the t ..mue'’.lnsurance would

much can the insured recover on thei loi?tW°'ltem C01nsuran“ form?

2. In the fire referred to in Problem 1, goods were burned which cost «8 000
to manufacture and were expected to sell for $12,000. How much can be
recovered on uieae.

3. If the concern in Problem I were a textile concern whose production was
15 per cent in each of the months of November, December, January and Feb­
ruary, 10 per cent in March, o per cent in each of the months of May, June
September, and October, and nothing in July and August, what provision should
be made for this variation in a use and occupancy form?

4. On which would the use and occupancy rate probably be higher, a bakery
in a brick building oi a manufactory oi tinsel ornaments in a semifireproof
building?

5- Suppose Culp, insures under a straight per diem use and occupancy policy
for S500 a day profit and expenses. What is the disadvantage if the results
during the policy- year prove to be January- 400; February 400; March 600;
April 500; May 400; June 300; July 200; August 200; September 400; Octo-
ber 600; November SOO; December 900? Would his situation be improved
under a fluctuating monthly limit form specifying $250 a day during June,
July and August and $600 a day- for the other months, provided the actual
results prove to be the same as before?

6. What use and occupancy insurance, in addition to the ordinary manu­
facturing form for use and occupancy, would be useful to (a) the Eagle Air­
craft Construction Co., (b) the Excelsior Weekly Farm Journal Co.? Give
y-our reasons.

7. In Problem 1, if the “ordinary payroll’ amounted to $210,000, how much
insurance would be required on “ordinary payroll” under the two-item co­
insurance form? Why might a business desire to insure it?

8. In Problem 1, the figure for gross earnings less noncontinuing expenses
equals the figure for gross earnings plus continuing expenses. Is this agreement
mere accident?

9. Is there any- difference between a fire policy- carrying an endorsement
that adjustments shall be based upon market value of goods and a policy without
such endorsement but with a profits form attached?

10. Sikes leases his building to Taylor for $12,000 a year, lease to terminate
and rentals to cease in the event of fire. What types of rent insurance are
available to cover Sikes and/or Taylor?

11. Samuels owns a row of 25 garages, one-car capacity each, which he rents
to various automobile owners. What form of rent insurance would be suitable
for this case?12. O leases his apartment house to T for ten years at an annual rent of
$60,000, with a provision that T may terminate the lease if the property is
damaged by fire to the extent of 60 per cent. O’s noncontinuing expenses are
81,000 a year. Assume that T can keep rented 70 of the /5 mdivrdual apart­
ments at $100 a month each, and that his expenses of operation a e $10,000 a
year. (a) What opportunities for insurance arise out of this situation? (b) If
the insurance term extends from June 1 to the following May 31 and a fire
occurs on May 1 13 months being required to repair the damage and render
‘he property usable, how much can be recovered from the insurance company

13. Ackerman, operating on a commission basis for the Apollo Box Co, sold
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10,000 cartons to the Dickinson Soap Co. for delivery within two weeks. Acker­
man’s contract as salesman provides that he is to receive a commission on “all
goods or merchandise delivered to and accepted by and paid for by the pur­
chaser.” A fire occurs one week after the sale, when 4,000 boxes were finished
and on hand, destroying the 4,000 boxes completely, (a) Can the Apollo Box Co.
recover on its ordinary fire insurance policy, without endorsements, for the
profit it would have.made on the 4,000 boxes? (b) How could Ackerman have
protected his commission?

14. MacKenna insured his office building for 8100,000, under a one-year fire
policy with an unearned premium insurance endorsement. The premium rate
was 8.50. When the policy was exactly two months old, a fire caused $40,000
damage. What can MacKenna recover? How much premium did he pay
for the endorsement?



CHAPTER 22

Settlement of Losses

Classification of Provisions Applying to Loss Settlements

The policy provisions that remain for discussion apply after a loss has
taken place. They may be divided into four groups: (1) those referring
to preservation of the property, (2) those dealing with proof of the
amount lost, (3) those providing for settlement of disagreements, (4)
those determining extent of the company’s net liability. With regard to
the requirements made of the insured, the courts have been lenient when
they apply after a fire has occurred; but the requirements before a loss
have been regarded as more important because they may serve to prevent
a fire. The policy provisions following will be taken up in the order in
which they naturally come into play in the course of the adjustment of a
loss.

L. Provisions referring to the preservation of property. The policy
requires that “the insured shall give immediate written notice:”

90 Requirements in The insured shall give immediate written
91 case loss occurs. notice to this company of any loss.1

That the insurer is entitled to notice of this important event is clear, inas­
much as it enables him to take action to reduce the loss by protecting the
property, to investigate the cause of the fire, and better to determine his
liability. Without such notice it is usually held that he is released from
liability. But “immediate notice” is not always the prompt action that
might be supposed. Although it would be unsafe for an insured to pre­
sume upon the leniency of the courts, it has been held that immediate
notice is notice given within a reasonable time and that a delay of 30
days may be justifiable under certain circumstances. In another case,
however, seven days was held to be an unreasonable delay, sufficient to
release the company from liability.

’The New York 1913, New York 1918. New York 1SS6. Iowa, Massachusetts,
California, and Ontario policies require notice in writing. The Texas policy does
not require written notice. The New York 1943, New York 18S6, New York 1918,
and Texas policies require ‘‘immediate” notice, and Massachusetts and Ontario re­
quire notice “forthwith.” The Massachusetts notice must be sworn to, the reason
being, however, that the provision refers to more than a mere notice, as will be
shown later. Iowa requires notice “as soon as practicable after he ascertains the
fact of such loss,” and the California policy requires notice “without unnecessary
delay.”

449
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The next action required of the insured is to

91 Requirements in protect
92 case loss occurs, the property from further damage,

For such “further damage” resulting from neglect the insurance company
is not liable, according to several decisions, since the fire policy is not
designed to protect the insured against his own negligence or carelessness,
but only against the danger of loss by fire. The cost of protecting the
property is naturally considered a part of the loss.

After this protection has been effected, the insured is required to

92 forthwith
93 separate the damaged and undamaged personal property, put
94 it in the best possible order?

This provision tends to protect such goods as are undamaged and enables
the representative of the company to make an examination of the prop­
erty and to take necessary measures for further protection. The insured
is not required by this provision to restore the goods to the same condi­
tion as existed before the fire.

2. Evidence of amount of loss. The next few requirements are
designed to make possible an estimate of the loss. The insured is re­
quired to

94 furnish a complete inventory of
95 the destroyed, damaged and undamaged property, showing in
96 detail quantities, costs, actual cash value and amount of loss
97 claimed.3

The required inventory is in the nature of a preliminary proof of loss.
The following provision is not a mere direction to the insured of what
his action should be, but is essential to enable him to claim from the
company:

97 and within sixty days after the loss, unless such time
98 is extended in writing by this company, the insured shall render
99 to this Company a proof of loss, signed and sworn to by the insured,

‘The New York 1SSG. New York 1918, Iowa, and California forms are identical
^'ew York 1943 policy, and the Ontario form is substantially the same.

The Texas policy omits the words, “put it in the best possible order.” The Massa-
chusetts policy states that “the insured shall make all reasonable efforts to save
and protect the same.”
’The New York 1886, New York 1918, and California policies merely require

a statement of “the quantity and cost of each article and the amount claimed
thereon.” Iowa makes no requirement as to an inventory. Texas merely requires
a “complete inventory . . . showing in detail all costs.” The Ontario policy and the
Massachusetts policy contain no “inventory” provision (but see later under “proof
of loss”). The California and the New York 1SS6 forms use the expression, “make
an inventory, and the New York 1918 and New York 1943 forms use the expression
furnish,” thus leaving little doubt that the company is entitled to the benefits

thereof. The former two refer to “each article”; the latter two specify the “de­
stroyed, damaged and undamaged property.”
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100 stating the knowledge and belief of the insured as to the follow-
101 ing: (a) the time and origin of the loss (b) the interest of the in-
102 sured (c) and of all others in the property, (cl) the actual cash value
103 of each item thereof (e) and the amount of loss thereto, (f) all en-
104 cumbrances thereon, (g) all other contracts of insurance, whether
105 valid or not, covering any of said property, (h) any changes in the
106 title, use, occupation, location, possession or exposures of said prop-
107 erty since the issuing of this policy, (i) by whom and for what pur-
108 pose any building herein described and the several parts thereof
109 were occupied at the time of loss and (j) whether or not it then
110 stood on leased ground.*

Attention is called here to the policy provision previously referred to
regarding false swearing and fraud, -which are not lightly regarded by
the courts in the proof of loss, whatever may be the attitude at other
times. The object of the proof of loss is to enable the insurance company
to determine whether or not it will assume liability for the loss and to
what extent. A time limit is placed upon furnishing the proof of loss,
but this has been leniently construed sometimes by the courts. A form
is furnished to the insured for the purpose of making a proof of loss. In
several cases it has been held that these requirements are inoperative as
regards a mortgagee because the company’s contract with him is held to
be a new contract. If the owner does not furnish a proof of loss, the
mortgagee may do so for the protection of his interest. The New York
1943 policy provides that:

74 If the insured fails to render proof of loss, such mortgagee, upon
75 notice, shall render proof of loss in the form herein specified
76 within sixty (60) days thereafter and shall be subject to the pro-
77 visions hereof relating to appraisal and time of payment and of
78 bringing suit.”

‘The lettering does not appear in the printed policy but is inserted here for
convenience. The New York 1886, California, New York 1918, and Texas 19-14
policies are substantially the same as the New York 19-13 policy, but the Texas
policy omits the section (h) and allows 91 days for submission. The Iowa policy
requires merely that the insured “shall, within 60 days from date of loss, furnish
this company with notice thereof in writing accompanied by affidavit stating the
facts as to how the loss occurred and the extent thereof, so far as such facts are
within his knowledge.” California uses the words, “after the commencement of the
fire,” and under (a), asks for the “origin” but not the “time.” The Massachusetts
and Ontario forms are so different that they must be quoted. The Massachusetts
form reads: “In case of any loss or damage under this policy a statement in writing,
signed and sworn to by the insured, shall be forthwith rendered to the company,
setting forth the value of the property insured, the interest of the insured therein,
all other insurance thereon in detail, the purposes for which and the persons by
whom the building insured, or containing the property insured, was used, and the
time at which and manner in which the fire originated, so far as known to the
insured.” The Ontario policy provides: “Any person entitled to claim under this
policy shall . . . furnish . . . therewith a statutory declaration declaring: (i) that
the account is just and true; (ii) when and how the loss occurred, and if caused
by fire, how the fire originated, so far as the declarant knows or believes; (iii) that
the loss did not occur through any wilful act or neglect or the procurement, means
or connivance of the insured; (iv) the amount of other insurance and names of
other insurers; (v) all liens and encumbrances on the property insured; (vi) the
place where the property insured, if moveable, was deposited at the time of the fire.”

‘The Texas policy is identical except that 91 days are allowed. The New York
1918 policy is substantially the same. The Massachusetts, New York 1886, Iowa,
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The New York 1943 policy provides further that the insured

HO and shall furnish a copy of all the
111 descriptions and schedules in all policies and, if required, verified
112 plans and specifications of any building, fixtures or machinery
113 destroyed or damaged.0

These “descriptions and schedules” are required to assist the company in
identifying the property destroyed and in estimating the value of such
property. In many cases they save the time that would otherwise be
necessary to examine the property itself.

113 The insured as often as may be reason-
114 ably required shall exhibit to any persons designated by this
115 company all that remains of any property herein described and
116 submit to examinations under oath by any person named by this
117 company and subscribe the same.       *1*****7

This provision enables the company to protect itself against fraud or
the illegal appropriation of any of the goods insured. For the same
reason the insured:

117 as often as may be
118 reasonably required, shall produce for examination all books of
119 account, bills, invoices and other vouchers, or certified copies
120 thereof if originals be lost, at such reasonable time and place as
121 may be designated by this company or its representative, and
122 shall permit extracts and copies thereof to be made.8

and California policies contain no such provision. The Ontario form requires proof
of loss “in case of the absence of the insured and his inability to make the same
... or if the insured refuses to do so, by a person to whom any part of the in­
surance money is payable.”

°The California and New York 1918 forms are substantially the same. The New
1 ork 18S6 form does not mention “verified plans and specifications.” The Massa­
chusetts provisions were quoted in footnote 4 and contained no such requirement.
The Texas and Iowa policies also contain no such provision. Ontario requires only
amounts and names of other insurance, as quoted in footnote 4. •

‘The New York 1918, Iowa, Texas, California, and New York 18S6 policies are
the same as the New York 19-13 policy, except that the California and 1886 policies
omit the word “reasonable.” This provision is not found in the Massachusetts
form. The Ontario form provides that “After any loss or damage to insured prop­
erty, the insurer shall have an immediate right of access and entry by accredited
agents sufficient to enable them to survey and examine the property, and to make
an estimate of the loss or damage, and, after the insured has secured the property.
a further right of access and entry sufficient to enable them to make appraisement
or particular estimate of the loss or damage.” The provision, “submit to examina­
tions under oath by any person named by this company and subscribe the same,” is
identical in all policies except those of Massachusetts and Ontario, where it is not
mentioned.

8 The 1944 Texas and New York 1918 forms are identical with the New York 1913
policy, and the New York 18S6, California, and Massachusetts forms are very similar.
The New York 1886 and California forms do not qualify the word “required” by
reasonably,” the New York 1886 and Iowa forms do not specify a reasonable “time. ’

and the California form does not specify a reasonable “time and place.” The
Massachusetts form reads: “The company may also examine the books of account
and vouchers of the insured, and make extracts from the same.” The Ontario

i
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The time and place of examination of the insured and of his books and
papers must be reasonable. The place of the fire has been held to be a
reasonable place.

As explained previously, the agent must be particularly careful not to
prejudice the rights of the company by (a) admitting liability, or (b)
waiving some of the policy requirements. It has been, held that a for­
feiture of the policy, known by the company, was waived by requiring the
insured to submit to examination or to furnish proofs of loss, and denial
of liability has often been held to waive proofs of loss.9

Adjustment of losses. When a notice of loss is received, the insurance
company makes arrangements to settle the loss by assigning to it a repre­
sentative with considerable authority. The agencies employed in the
adjustment of losses are:

(1) Local agents, who are often permitted to adjust small losses. A
criticism of this practice is that persons engaged in soliciting business
should not also be employed to adjust losses, on the ground that one
duty is influenced by the other. On the other hand, the local agent prob­
ably knows the insured and the subject matter insured better than a
strange investigator.

(2) Special agents and state agents, who combine adjusting with other
duties that have been mentioned previously.

(3) Company adjusters, employed at this type of work exclusively,
usually by individual companies on a salary basis, but sometimes by a
group of companies.

(4) Independent adjusters, who 'will represent any company, usually
being employed by the day or hour, but sometimes on a fee basis.

(5) Adjustment bureaus, which are separate corporations formed and
patronized by groups of companies, and furnishing for a fee complete ad­
justment machinery anywhere within a given territory.

Companies have tried to promote co-operation in adjusting losses (a)
by organizing and financing “adjustment bureaus,” (b) by forming loss
committees in underwriters’ associations, and (c) by encouraging the
voluntary co-operation of adjusters at the scene of a loss. The adjust­
ment bureaus utilize the services of their own, company, or independent
adjusters. Examples are: the Fire Companies’ Adjustment Bureau, Inc.,
which operates over nearly the entire country through branch offices;
Western Adjustment and Inspection Company, covering about 13 states;
Pacific CoaSt Adjustment Bureau, with over 100 member companies and 
form requires that “books of account, warehouse receipts and stock lists” and “in­
voices and other vouchers verified by statutory declaration” be produced “if re­
quired and if practicable.” The word “required” is not qualified by “reasonably”
and a “reasonable time and place” are not mentioned, but the qualification, “if
practicable,” is used.

°The New York 1SS6 form is the only one containing the requirement, “shall
also, if required, furnish a certificate of the magistrate or notary public (not in­
terested in the claim as a creditor or otherwise, nor related to the insured) living
nearest the place of fire, stating that he has examined the circumstances and believes
the insured has honestly sustained loss to the amount that such magistrate or notary
public shall certify.” Compliance has seldom been demanded by the companies, but
when demanded has been enforced by the courts.
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operating in eight states, and the Mutual Fire Prevention Bureau, com­
posed of ten member companies.

Loss committees of underwriters’ associations endeavor to obtain the
consent of companies to assign approved adjusters automatically to losses
that involve three or more companies, thus avoiding duplication of effort.
An illustration is the Loss Committee of the New York Board of Fire
Underwriters.

Public adjusters are persons who are hired by the insured on the theory
that a trained person is desirable to represent the insured in dealing with
the specialists employed by the companies. In few states, however, is
there satisfactory state regulation of the persons engaging in this occu­
pation. Only about one third of the states make any effort to regulate ad­
justers, other than to tax them, and only a few of these states require an
examination for a license. The law of New York (Sect. 123) defines a
public adjuster as anyone who, for compensation, aids an insured in
negotiating the settlement of a claim, excluding representatives of insur­
ance companies and brokers who act for the insured without additional
compensation. Company adjusters and brokers may not advertise as
being public adjusters. Public adjusters are licensed by the superintend­
ent of insurance upon application and examination, and their licenses
may be revoked for cause.

The services of adjusters may be enumerated as follows: (a) furnishing
prompt aid and advice following a fire, for an adjuster usually arrives
very promptly after the loss; (b) aid in preventing further damage; (c)
examination of policies and explanation of contract terms to the insured;
(d) aid in securing promptness of settlement by supplying information
and assistance on repairs, replacements, engineering service, salvage, and
the like; (e) appraisal of values; (f) assistance in making inventories,
securing expert opinions, and preparing necessary documents. Satisfac­
tory service by agents and brokers in writing policies, of course, promotes
satisfactory adjustments.

One of the problems of loss adjustment is that of realizing as much as
possible upon damaged goods. The companies have therefore combined
to establish “salvage companies,” which repair, renovate, recondition, and
sell damaged goods. Examples are the Underwriters Salvage Company
of New York, comprising 70 stock companies and operating in 28 states,
and the Underwriters Salvage Company of Chicago.

The figures available indicate that the expenses of adjusting losses are
about 3 or 314 per cent of the losses, with small losses costing three or
four times this much. Appraisers, experts, and lawyers consume more
than the adjusters.

Fire loss adjustments involve one or more of the following property
items: 1

(1) Buildings. In view of the variety of decisions on the valuation of
buildings, sometimes influenced by the character of the evidence or lack
of evidence introduced in the case, any comprehensive rule is impossible,
but the most general practice is to take the cost of a new building of the
same character and deduct depreciation for age, use, and obsolescence.
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(2) Personal property, either (a) for use, such as furniture, fixtures,
machinery, equipment, supplies and other property intended for con­
sumption rather than sale, or (b) for sale, i.e., stocks of merchandise. A
common practice is to take the cost less depreciation for the former, al­
though it would seem that appreciation should be considered when perti­
nent. For the latter class of goods, stock intended for sale, the replace­
ment cost is generally used as a basis, although when time is required for
replacement or when the goods are staple articles with a continuous mar­
ket, market price is often used instead.

(3) Use values, such as rents, leasehold values, interrupted net earn­
ings, continuing expenses, extra expense, and the like, which have been
discussed previously.

Adjustment of book losses. When the amount of the loss on goods
cannot be satisfactorily arrived at by examination, appraisal, market
values, salvage basis, and so forth, the loss may be estimated from the
accounts. This is often a difficult matter, involving expert accounting
and considerable calculation, but the idea may be illustrated by simplified
figures. The method consists of ascertaining what the books show would
have been on hand at the time of the fire and subtracting the value of
what is saved, as shown by the calculation below:

Merchandise inventory, beginning of year, cost  $55,000
Merchandise purchased to date of fire....................................... 25,000

----------- S80.000

Deduct:

Sales to date of fire...................................................................... 30,000

Less profit, 1G%% of sales*  5,000

$25,000
Merchandise saved....................................................................... 40,000

65.000

Amount destroyed. ..........................................................'... $15,000
Plus freight anil charges at 5%............................................. 750

Net loss  $15,750

* Estimated profit percentage.

Inventory. January 1 of preceding year  $ 50,000
Purchases during preceding year.................................................. 150,000

$200,000
Inventory, December 31 of preceding year  55.000

Cost of merchandise sold during year  $115,000
Sales, as per sales book .............................  17-1.000

Profit (20% of cost; 16%% of sales)  $29,000

3. Agreement and appraisal. The foregoing section has indicated
what the insured is required to do after a loss occurs. When the insured
has complied with these requirements, he and the representative of the
company must endeavor to settle upon the amount to which the insured
is entitled. '

It is to be noted that if the two parties agree, the policy provides that
“the amount of loss for which this Company may be liable shall be pay­
able sixty days after proof of loss, as herein provided, is received by this
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Company and ascertainment of the loss is made either by agreement be­
tween the insured and this Company expressed in writing or by the filing
with this Company of an award as herein provided.” 10

As previously stated, the insured cannot under a fire policy abandon the
property and claim the full amount of insurance. If the parties cannot
agree upon the amount of loss or damage, an appraisal is necessary, as
provided for in the policy.

The New York 1943 policy reads:

123 In case the insured and this company shall
124 fail to agree as to the actual cash value or
125 the amount of loss, then, on the written demand of either, each
126 shall select a competent and disinterested appraiser and notify
127 the other of the appraiser selected within twenty days of such
128 demand. The appraisers shall first select a competent and dis-
129 interested umpire; and failing for fifteen days to agree upon
130 such umpire, then, on request of the insured or this company
131 such umpire shall be selected by a judge of a court of record in
132 the state in which the property covered is located. The ap-
133 praisers shall then appraise the loss, stating separately actual
134 cash value and loss to each item; and, failing to agree, shall
135 submit their differences, only, to the umpire. An award in writ-
136 ing, so itemized, of any two when filed with this company shall
137 determine the amount of actual cash value and loss. Each
138 appraiser shall be paid by the party selecting him and the ex-
139 penscs of appraisal and umpire shall be paid by' the parties
140 equally. **1

The demand for appraisal can not be made until the insured has sub­
mitted the claim to the insurance company and the company has had an
opportunity to make an offer of settlement. Either party may then re­

10 The New York 1SS6, New York 1918, Texas 1944, and California policies are
substantially' the same as the New York 1943 policy, except that the latter two allow
only 30 days. The Massachusetts form provides that the company shall, within
60 days after the insured has submitted a statement, "either pay the amount for
which it shall be liable, which amount, if not agreed upon, shall be ascertained by'
award of referee or . . .” exercise its options as previously discussed. The Ontario
form provides that “the loss shall be payable w'ithin 60 days after completion of
fhe proofs of loss unless the contract provides for a shorter period.”

rhe New York 1886 policy does not specify' that the demand must be in
wntinp, nor provide for selection of an umpire by a court, nor specify that only
differences shall be submitted to the umpire, nor require an award on each item.
In California the company must demand the appraisal, and the insured must name
his appraiser within five day's from demand. The appraisers together shall deter­
mine the sound value and damage on each item. The California policy' contains
no provision for the selection of the umpire by' a judge. The Massachusetts form
requires each party' to select one referee from three named by the other party, these

select a third, andthe award in writing of a’ majority' is conclusive.
i he* Ontario form provides that disputes between the company and the insured

as to value and amount, but "independently of all other questions,” shall be sub­
mitted to the "arbitration” of some person (or three as in the New York policy if
they can not agree upon one). Procedure is to be as provided in The Arbitration
Act. The Texas 1914 policy is like the New York 1943 policy except that upon
selection of appraisers "each shall notify' the other of the appraiser selected within
twenty day's of such demand,” and the judge is the "judge of a district court of a
judicial district where the loss occurred.” The Iowa policy contains no arbitration
provision.



SETTLEMENT OF LOSSES 457

quire an appraisal. The courts of nearly every state have held that if
either party requests an appraisal, one must be had before a suit can be
maintained and a recovery obtained upon the policy. In Pennsylvania
and Nebraska, however, this agreement is held to be revocable by either
party, and the bringing of a suit constitutes such revocation. As to
whether an appraisal may be required in case of a total loss the court
decisions differ, except in states where valued policy laws exist.

The appraisal is not a complete “arbitration” (which would settle all
disputed questions) but merely an arbitration of differences concerning
the amount of the loss. Whether or not the company has any liability
under the policy is not determined by appraisal; in fact in several cases
a policy provision to that effect was held to be void because it deprived
the courts of their proper jurisdiction. The appraisal is concerned
mainly with matters of fact and not with establishing general principles
upon which the loss should be settled, e.g., whether market values or cost
of reproduction should be used. Thus neither party can demand an
appraisal upon the condition that a particular process be followed.

When the award has been made and filed with the company, it deter­
mines the amount of loss, and the parties are bound bjr the conclusion.
The only exceptions occur (a) when fraud is involved; (b) when ap­
praisers are incompetent or not disinterested; or (c) when the loss is total
and a valued policy law exists. If the mortgagee participates in the
appraisal or ratifies it, he is also bound, but the company and the owner
cannot themselves make an agreement that is binding upon him.

Suits. If the question of the liability of the company is involved, the
case may be brought into court regardless of the action of appraisers.
The New York 1943 policy provides that:

157 No suit or action on this policy for the recov-
158 ery of any claim shall be sustainable in any
159 court of law or equity unless all the requirements of this policy
160 shall have been complied with, and unless commenced within
161 twelve months next after inception of the loss.13

The object is to prevent unreasonable delay upon the part of either the
company or the insured, which may make the determination of the rights
of the parties more difficult. In general this provision has been held
binding by the courts if no specific statute to the contrary exists, but in
states where statutes provide a longer period, the provision is void.

4. Net payment of the company. The next question, after liability 
_uIn Iowa, it will be noted, there is no provision for appraisal in the policy. The

New York 18S6 and New York 1918 policies are substantially the same as the New
York 1943 policy. The Iowa policy provides that the suit must be within 12 months
“next after the right oj action for the loss accrues.” Texas provides: “within two
years next after cause of action accrues.” The California form confines suits to
“within 15 months after the commencement oj the fire” The Ontario form says
that suit is “absolutely barred unless commenced within one year next after the
loss or damage occurs.” The Massachusetts form requires suit “within two years
from the time the loss occurred,” but the limitation of time for bringing suit “shall
in no event be less than 90 days after a valid (arbitration) award has been made”
or waived.



458 INSURANCE OF PROPERTY—FIRE

of the company has been determined, is that of determining the net
amount of money for which the company is liable.

Repair or take the property. Lines 141 to 147 of the policy state:

141 It shall be optional with this company to
142 take all or any part, of the property at the
143 . agreed or appraised value, and also to re-
144 pair, rebuild or replace the property destroyed or damaged with
145 other of like kind and quality within a reasonable time, on giv-
146 ing notice of its intention to do so within thirty days after the
147 receipt of the proof of loss herein required.13

If the company avails itself of this contract right, obviously the net pay­
ment made by the company would be the amount paid for the property,
or part of the property, less the realizable value of the property; or the
cost to the company of repairing, rebuilding, or replacing.

Subrogation. It is a settled principle of law, which has also been in­
corporated in all policies, that the insurance company, upon payment of
the loss to the insured, is entitled to his legal, equitable, and (perhaps)
contractual rights against third parties.14

The rights referred to, of course, are only those related to the loss, and
the company is entitled only to the extent of the loss payment. This
principle has already been explained in a previous chapter (pp. 371-373).
If these rights can be exercised by the insurance company so as to produce
a recovery from a third party, as, for instance, when a damage claim or
suit for negligence is successfully prosecuted, the net loss to the insurance
company is reduced thereby.

Another instance of subrogation, and the most frequent one, arises
when an insurance company pays a loss to an insured mortgagee and,
if it has no liability to the mortgagor, acquires the mortgagee’s right to
collect the debt. Such an instance occurs (a) when the mortgagee is
insured under his own policy and (b) when the mortgagee is insured
under a' mortgagee clause but the policy is void as to the mortgagor,
because of his violation of some policy provision.

The company may settle with the mortgagee by (a) paying the loss
and being subrogated to the debt to that extent, or (b) paying the entire
debt and acquiring the whole mortgage. In either case the company’s
net payment on the loss is diminished by the subrogation process. When
the policy of the mortgagor is valid, subrogation to the claim of the mort­
gagee also occurs, but results in no diminution of the net loss to the com­
pany because the mortgage is canceled to the extent of the loss. Numer­
ous illustrations of the subrogation principle have already been given in
Chapter 18.

Subrogation also arises if different mortgagees on the same property
are insured in different companies, but this situation merely extends the
same principle to a more complicated case, the complication arising from
the pro rata liability of the companies.

“Policies of other states were described in the notes of Chapter 21.
The wordings of the various policies were discussed in the preceding chapter.
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Pro rata liability. In many cases the insured has several policies
covering the same interest in the same property. In case of a large risk,
in fact, he is often compelled to seek several companies in order to secure
the total amount of protection desired. To cover this situation the New
York 1943 policy provides:

86 This company shall not be liable for a greater
87 proportion of any loss than the amount
88 hereby insured shall bear to the whole insurance covering the
89 property against the peril involved, whether collectible or not.13

Applying this provision to a specific case, assume that company A
insures a §50,000 property for §30,000, and company B insures the same
property for §10,000. A loss of §4,000 occurs. The pro rata liability
provision of the contract makes A liable for the proportion that its insur­
ance (§30,000) bears to the total insurance (§40,000), or three fourths of
the loss. Company B is liable for the proportion that its insurance
(§10,000) bears to the total insurance (§40,000), or one fourth of the
loss.

The words “valid or not” and “collectible or not” in the policy provi­
sion are far-reaching. Under the first expression, if the insured with two
policies has violated one and it is therefore “invalid,” its amount is never­
theless considered as part of the whole insurance and thus reduces the
amount that would otherwise be collected from the other policy. Under
the second expression, the same is true if the property is covered by two
policies, one in a company that proves to be insolvent. The object of the
second expression is to prevent one company from being placed in the
position of partially guaranteeing the insurance written in other com­
panies. In 1939 a proposed revision of the New York policy planned to
remove both of these expressions, but “collectible or not” was finally re­
tained. The Iowa policy, on the other hand, includes in the total only
valid and collectible insurance.

13The New York 1918 policy is the same with the addition of the words “whether
valid or not.” The New York 1SS6 and California forms mention also “loss by and
expense of removal from premises endangered by fire,” and use the words, “solvent
or insolvent insurers,” instead of “collectible or not.” The Massachusetts policy is,
in slightly different words, equivalent to the New York 1943 policy, with, however, no
mention of solvent or insolvent insurers, collectible or uncollectible policies, valid or
invalid insurance. • The Ontario form makes the insurer liable for a “rateable pro­
portion of such amounts as the insured shall be entitled to recover under clause (a)
of this condition.” Clause (a) provides that the insured is entitled to only 60 per
cent of the loss if there is “undisclosed” other insurance. The Iowa policy is the
same as the New York 18S6 policy, including the loss by and expense of removal,
but incorporating the unusual provision that the proportion for which the company
is liable is that which the “amount hereby insured shall bear to the whole amount
of valid and collectible insurance covering such property.” In the Texas policy,
the denominator of the fraction is the “whole insurance covering the property
against the peril involved,” “whether collectible or not,” but "if any article or piece
of personal property covered hereunder by a general item (i.e., one covering several
articles) is insured specifically (without an excess provision) under this, or any
other policy, then such general item shall apply as excess over the specific insurance
and pay only for any actual loss sustained over the amount of specific insurance.”
The significance of this provision will be appreciated after a study of the next
section of this book.
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Apportionment. When, the policies issued by different companies are
concurrent, that is to say, when all the provisions of the policies arc iden­
tical, the only problem is how much shall each pay, the amount of insur­
ance applicable to the loss being known. But there are some cases in
which the policies differ and it becomes a difficult matter to determine the
amount of the total insurance or the insurance on each item. The poli­
cies, be it noted, supply no rule for settling such cases, with the one ex­
ception of the Texas 1944 policy. “Apportionment” refers to the manner
in which blanket or general insurance is spread over the individual items
it covers.

The policies may differ because the properties covered are in different
locations, because the descriptions of the insured articles vary, because
the interests covered are not identical, or because one policy contains
clauses or endorsements not on the other. This is a situation to be
avoided by both the insured and the company because it results in delay
in the payment of losses and frequently involves complicated law cases.
The methods employed to prevent such a situation, but without entire
success, are (a) to instruct agents to make policies agree, examining prior
policies for that purpose if necessary; (b) to change the terms of policies
found to be nonconcurrent; (c) to cancel policies that appear likely to
cause serious difficulty; (d) to have all policies approved by a central
stamping department; (e) to print on policies the warning, “It is impor­
tant that the written portions of all policies covering the same property
read exactly alike. If they do not they should be made uniform at once.”

Two situations are commonly met with: (a) that in which specific poli­
cies and blanket (or general) policies exist on the same items of property;
(b) that in which certain policies contain coinsurance clauses and others
do not. The methods applied in these situations will serve as a guide in
other cases involving two or more locations, three-quarter value clauses,
and the like.

Cases of nonconcurrency may be divided into two main classes: (1)
simple nonconcurrence and (2) compound nonconcurrence. The rules
to be applied to the first are fairly well established. The second fur­
nishes problems so complicated and debatable that the courts cannot
agree. Some “rules” have derived importance from their application in
leading cases; others have derived it from consistent application by ad­
justers.10 The most common type of case is that in which one policy is
a specific policy covering one item, and another policy is a general policy
covering many items, including the one covered by the specific policy.

1. Cases in which limiting clause is not involved. The situations to be
“Among the rules that do not contemplate the existence of limiting clauses such

as the coinsurance clause are the (1) Page Rule, (2) Cromie (Meigs) Rule, (3)
Albany (Canadian) Rule, (4) Reading (Massachusetts or Blake) Rule, with two
modifications, (5) Finn Rule, (6) Griswold Rule, (7) Kinne Rule, which is an ex­
tension of (5) and (6), (S) Rice Rule, (9) Gradual Reduction Rule, in the Connecti­
cut. Chicago, and Western variations, and (10) Wisconsin Rule. Among the rules
that contemplate the coinsurance clause are (1) Giesse Rule, (2) Morristown Rule
and (3) Limit of Liability Rule. One or two of the first group will work fairly well
under coinsurance conditions, although not designed for that purpose. Rules (3),
(5), (6), (8) in the first group and Rules (1) and (2) in the second group are
virtually obsolete. All of the rules have arisen out of actual cases. 



, SETTLEMENT OF LOSSES 461

considered here are divided into two groups. In the first are included
only those in which no coinsurance or other limiting clause is present in
any policy involved, or in which, if such a clause is present, it does not
reduce the collectible loss on any policy. Among such cases may be
found both simple and compound nonconcurrencies. One example of a
simple nonconcurrency is as follows: several items are covered by a gen­
eral policy; one of those items is covered also by specific insurance; the
loss is confined to the property covered by the specific policy. It is gen­
erally agreed by adjusters and upheld by numerous decisions that the
Page Rule should be followed in this case.

Page Rule: The full amount of the general policy contributes with the
specific insurance to pay the loss.

For instance, suppose that an owner has a stock of goods consisting of
music valued at 8500 and books valued at S3,000. Company G had
insured both these items under a general policy for S2,000, and Company
S had insured the books only for 81,000. The loss by fire is entirely of
books and amounts to 8900. Since the full amount of the G (general)
policy can apply to books and there is an S (specific) policy for 81,000,
there is 83,000 insurance, G supplying 2/3 and S 1/3. G must, therefore,
pay 2/3 of the loss, or 8600, and 8 1/3, or S300.17

Another example of simple nonconcurrency is as follows: two items
arc covered by a general policy; one of those items is covered also by
specific insurance; there are losses on both items.. It is generally agreed
that in this case the Cromie Rule should be applied.

Cromie Rule: The general policy must first pay the loss on the item
not covered by the specific policy, and then its remainder contributes
with the specific policy toward the loss on the other item.

The facts used in the problem above will serve to illustrate this case,
if it is now assumed that there is a loss of S900 on books and also 8300 on
music. The G policy must first pay the loss on music, namely 8300.
This step leaves 81,700 of the G policy to contribute with the S policy
for 81,000 on books, a total of 82,700 insurance. The G policy must,
therefore, bear 17/27 of the 8900 loss, or 8567, and the-S policy 10/27,
or 8333.

Compound nonconcurrency exists where two or more items are covered
by specific insurance and such property is also within the scope of the
general policy. Such cases have caused endless discussion and no rule
is universally acknowledged, but the Kinne Rule has received more ap­
proval than any other.

Kinne Rule: The general policy is divided among the specific items in
the proportions of the respective losses thereon.

The steps are: (1) Classify the items into as many groups as the non-
17 It is interesting to note that the Texas 191-1 policy, the only one referring to

this situation in any way, is in direct opposition to the Page and Cromie rules. The
Texas provision is quoted on a previous page of this chapter. According .to it, the
specific policy must first pay the loss on the specific item to its full capacity before
the general policy becomes liable as excess insurance on the specific item. This
ruling penalizes the specific policy instead of the general policy. Confusion is in­
creased by the fact that the Texas provision applies only to “any article or piece
of personal property.”
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TABLE 33

Operation of the Kinne Rule

Item Value Insurance Loss

Music...................
Books...................
Stationery...........

$5000
6000
9000

C $2500
C 3000
D 1680

A $4500 B S6000
$3500

4500
7000

S20000 $17,680 $15000

APPORTIONMENT OF INSURANCE

Music Books Stationery

A 1% X $4500 = $1050
B X $6000 = 1400
C 2500

$4950

A x $4500 = $1350
B X $6000 = LSOO
C 3000

$6150

zl ,’A X $4500 = $2100
B /A X $6000 = 2S00
D 16S0

Insurance S65S0
Deficit 420

Loss $7000

REAPPORTIONMENT OF INSURANCE

The deficit must be taken from the general policies A and B.

From 4* y ^490  eion / music J J X 180 S tS.t5irom zl. I060% X 8420 - 8180 books y x lg0 = 101 25

From B- y Q490  8940 / music X 240 = $105.001 rom IS. I0,0ff X 8120 - $240 books y x 240 = 135 00

CONTRIBUTION OF EACH POLICY

Music Books Stationery

.4 S1O50 — 78.75 = S 971.25
B 81100 - 105.00 = 1295 00
C 2500.00

A $1350 - 101.25 = $1248.75
B S1800 - 135.00 = 1G65.00
C 3000.00

zt • S2100 + ISO - S22SO.OO
B S2S00 + 210 - 3010 00
D 10S000

$1766.25 > $5913.75 $7000.00

Each policy pays under each item in the proportion that its insurance on
that item bears to the total insurance on that item.

Policy

Music (loss S3500) Books (loss SlfGOO) Stationery
(loss $7000)

Insures Pays Insures Pays Insures Pays

.4............... $971.25
1295.00
2500.00

$713.22
950.96

1835.82

$1248.75
1665.00
3000.00

$950.22
1266.96
2282.82

$2280.00
3040.00

1680.00

$2280.00
3040.00

16S0.60

$7000.00

B...............
C...............
D...............

$4766.25 $3500.00 $5913.75 $4500.00 $7000.00
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concurrency requires. (2) Ascertain the loss on each group of items
separately. (3) If only one group has a loss, all policies contribute pro
rata. (4) If more than one group has a loss and the loss on one or more
groups is greater than the total insurance thereon, the whole amounts of
insurance apply to the losses on such groups. (5) If more than one group
has a loss and the insurance is more than the loss, apportion the amounts
of the general policies among the groups in proportion to the losses thereon.
(6) If this apportionment does not provide enough insurance to cover the
loss of any group, let the deficit be covered by the general policies in the
proportion that each general policy is to all the general policies and let
each general policy’s contribution for this purpose be taken from each item
with a surplus in the proportion that that item’s loss is to the total losses
of all items with a surplus. (7) If new deficits are created by step (6)
repeat step (6). (8) When the insurance on each group is sufficient for
the loss on that group, let each policy contribute to pay the loss in the
proportion that its insurance on that group is to the total insurance on
that group.

In the case illustrated in Table 33 on the opposite page there are two
general policies, A and B, and two specific policies, C and D. The pro­
cedure is clear from the example. Only one reapportionment is required,
but had others been necessary the process could have been repeated.

2. Cases in which limiting clauses are involved. There is a second
group of cases of nonconcurrency, in which several or all of the policies
contain a coinsurance or other limiting clause that reduces the liability
below the face of the policy. There is no agreement on the solution of
such cases, but the Giesse, Morristown, and Limit of Liability Rules may
be used. The last named has been recommended by the National Board
of Fire Underwriters and numerous adjusters.

Limit of Liability Rule: The limit of liability on each policy is deter­
mined by applying the coinsurance or other limiting clause. If the total
of the limits is less than the total loss, each company must pay its maxi­
mum individual limit. If the total of the limits is more than the total
loss, each company is liable in proportion as its limit is to the total of
all the limits. If the insurance, blanket and specific, on any certain
item or group of items is charged with a payment in excess of the actual
loss on the group, this excess must be reapportioned to the other groups,
deducting it pro rata from one group and adding it to another group.

In the following illustration the policies have 80 and 90 per cent coin­
surance clauses (indicated as .80 and .90). Policy D is a general policy
covering all items, and Policy E is a general policy covering stock and
machinery. Policies A, B, and C are specific policies, each covering one
item only. The table on page 464 shows the first tentative apportion­
ment of losses among the five policies.

But the loss on (B) uilding is S14,400, whereas policies A and D are
charged with only S12,610.64, a deficit of 81,789.36. On the other hand,
the loss on (S)tock and (M)achinery combined is 815,680, whereas poli­
cies B, C, and E are charged with 817,469.36, an excess of 81,789.36.
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* 17.000/(.90 X 31,000) X 1-1,400 = 8,000 (as explained on page 397). ,
** Face value is the limit.
5 Loss is the limit.
t Slightly rounded off.
t That proportion of the total loss (30,OSO) which the limit 8,000 is to the total limits of 39,913.

Value Insurance Limits Loss LiabUit'j

(B)uilding...
(S)tock... .
(M)achinery

$31,000
8,000

20,000

A
B
C
E
D

.90) on (B)

.SO) on (S)

.80) on (M)

.90) on (S) & (AT)

.90) on (B), (S) & (M)

$17,000
3,000
9,000

28,000
16,200

$8,000*
3,000**
4,500

15.680?
8,733$

$11,-100
7,680
8,000

as above
as above

$6,029.Ilf
2,260.92
3,39 L’5

11,817.%
6.5M.53

$62,000 $73,200 $39,913 $30,080 $30,080.00

This excess is to be taken pro rata from the latter three policies and given
pro rata to the former two policies, resulting in:

Original Rc-
A pportionment apportionment

.4  56,029.11 + S855.49 = SO,881.60
B  2,260.92 - 231.58 = 2,029.34
C  3,391.38 - 347.37 = 3,044.01
B  11,817.06 - 1,210.40 = 10,606.66
D  6,581.53 + 933.87 = 7,515.40

S30,080.00 530,080.01

The courts have, in general, followed the principle of fully indemnify­
ing the insured when the insurance is sufficient for that result. Policy
provisions are too general to prove the justice of any rule, and the only
rule obtainable is one that will give substantially equitable results in a
large number of cases.

It is obvious that nonconcurrent policies are to be avoided whenever
possible.

Summary
I. Policy provisions dealing with preservation of property

A. The insured must
1. Give immediate notice to the company.
2. Protect the property from further damage.
3. Separate the damaged and undamaged goods.

II. Policy provisions dealing with estimation of amount of loss
A. The insured must

1. Furnish an inventory.
2. Furnish a proof of loss.
3. Supply a description of property.
4. Submit to examination under oath if required.
5. Submit books of account for examination.
6. Furnish certificate of notary—in some states.

B. Adjustment of losses
1. Made by local agents, special'agents, company adjusters, independent

adjusters, and adjustment bureaus.
2. Public adjusters are sometimes employed by insured.
3. Services of adjusters. . x
4. Adjustments may involve

a. Buildings,
b. Personal property,
c. Use values.

5. Books of account are useful in arriving at amount of loss.
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III. Policy provisions dealing with agreement and appraisal
A. Upon agreement on amount of loss, payment shall be made by com­

pany within 60 (or in some states 30J days.
B. Each party selects an appraiser and the appraisers select an umpire to

resolve disagreement.
1. The appraisal decides only the amount of loss.

C. Legal actions must be begun within a limited period after the loss.
IV. Policy provisions dealing with amount of net payment by the company

A. Company may repair, rebuild, replace, or take the property.
B. Company is subrogated to rights of the insured.
C. When several companies cover the same interest, each company is

liable only in proportion to its insurance.
1. The insured loses when an insurer is insolvent or a policy is invalid.

D. When noncurrent policies exist, the loss settlement- is complicated
1. In certain cases of nonconcurrency, policies contain no clauses limit­

ing liability, but do not cover the same items.
2. In other cases, liability is limited by clauses, and policies do not

cover same items.
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Problems
1. The Will & Baumer Company’s building was destroyed by the San Fran­

cisco earthquake and fire. In the confusion after the calamity, the plaintiff was
unable to ascertain what property had been destroyed and consequently notified
the insurance company of the fire 60 days after the loss. Criticize the Will &
Baumer Company’s procedure. Can it recover?

2. Farwell submitted proofs of loss ten days after the fire. The company
received them and retained them 30 days and then objected that they were not
made by the proper person. What is your decision?

3. What is the first thing an insured should do following a fire that damages
his insured goods? What is the second thing?



466 INSURANCE OF PROPERTY—FIRE

4. Wilson mortgaged his house, worth $20,000, for .$18,000. He had a policy
of insurance with a mortgagee clause attached for the protection of Martin, the . t
mortgagee. The properly was totally destroyed by fire and Wilson, thinking
it had depreciated greatly in value, disappeared. What will be done with
respect to the proof of loss?

5. Why, in cases of large loss of valuable business property and goods, are
accountants sometimes employed?

6. What is done if the insured and the company adjuster cannot agree upon
the amount of loss?

7. In an appraisal, the insured’s representative and the company’s repre­
sentative could not agree on the amount of loss, and if was therefore agreed
that each representative and the umpire should make an estimate and that the
three estimates should be averaged. Has the insured any right to object to
the result ?

8. What exceptions are there to the enforcement of the appraisal provision
by the courts?

9. Jamison had a fire on March 1, 1945, and $20,000 of goods were saved
from the fire. His books show the following: .

Purchases January 1—December 31, 1944  S 20,000
Purchases January 1—March 1, 1945  100,000
Sales January 1—December 31, 1944.... (less expenses).. 200,000
Sales January 1—March 1, 1915 (less expenses).. 120,000
Merchandise inventory (cost) January' 1, 1944  200,000
Merchandise inventory (cost) January’ 1, 1945 ...................... 40,000

What is the fire loss?
10. Smith owned a house worth $20,000, which he mortgaged, to Brown for

$10,000. Smith had a fire insurance policy in the S insurance company^ for
$5,000, which made no mention of the mortgagee. Brown had a policy for $10,-
000, in the B insurance company, protecting his interest as mortgagee. A loss
of $3,000 occurred. How is this loss borne by the two insurance companies in­
volved?

11. Metz insured his lumber yard against fire in the M insurance company.
After the policy was issued, he made a contract with the Eastern Railroad Co.
for the latter to furnish him with a sidetrack, but the Railroad Co. was not
to be responsible for damage resulting from operation of locomotives. A spark
from the locomotive set the lumber on fire and there was damage of $12,000.
The M insurance company refuses to pay the loss. Is it justified?

12. During the war it was alleged that Canadian property' was burned by a
fire set by' a German spy. If, after the war, Germany acknowledges responsibil­
ity for the act and pays an indemnity, to whom does the indemnity belong, the
insurance company that paid the fire loss or the owner of the property that was
burned?

13. Companies A and B write identical policies on the same stock of goods, A’s
policy being for $6,000 and B’s for $1,000, neither policy prohibiting other insur­
ance. A loss of $700 occurs, and Company A is discovered to be insolvent.
What is B’s liability on this loss?

14. Jones owned a stock of groceries worth $6,000 and a stock of hardware
worth $6,000. Company A insured the groceries and hardware for $4,000, and
Company B insured the hardware only for S3,000. Neither policy' had any
endorsements limiting liability. What is the liability' of Company A and Com­
pany B under the following circumstances:

(a) Loss of $5,600 on hardware, no damage to groceries.
(b) Loss of $5,000 on hardware, and S1,000 on groceries.

15. Brown has a stock valued and insured under specific policies as follows:
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Value
Corn...................... $5000
Feed...................... 3000
May....................... 2000

Insurance
S10O0

2000
2000

Company
C
D
E

He has also a general policy in Company G covering corn, feed, and hay for
$4,000. All these policies permit other insurance and none contains any limiting
clause on liability. A loss occurs of $4,000 on corn, $2,000 on feed and $2,000 on
hay. Show the application of the Kinne rule to this problem.

16. Green has a stock of furniture worth $8,000, a stock of hardware worth
$4,000, and a stock of drygoods worth $6,000. Companj’ A insures furniture
and hardware for $4,900; Company B insures hardware for $2,000; and Com­
pany C insures hardware and drygoods for $3,000. The losses are $6,000 on
furniture, $1,000 on hardware, and $1,000 on drygoods. Show the application
of the Kinne rule to this problem. Does the insured recover his full loss? Has
he enough insurance to cover the loss?

17. White owned a stock consisting of books valued at $3,000 and stationery
valued at S2,000. Books were insured under a specific policy with an 80 per
cent coinsurance clause for $2,000 by Company A. Stationery was insured under
a specific policy with an $0 per cent coinsurance clause for $1,000 by Company
B. Both were insured under a general policy with a 90 per cent coinsurance
clause for $1,000 by Company G. There was a loss of $1,800 on books and
$1,800 on stationery. Show the application to this problem of the Limit of
Liability rule.

18. Apply the Cromie rule to the problem on page 462 and show that,
although the insured has more insurance than amount of loss, he will not
recover in full. Consider policies A, B, and C as general policies, paying on
music loss; then remainder of A, B, and C as general policies paying on book
loss; then A, B, and D paying on stationery loss.
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CHAPTER 23

Fire Insurance Rates

Nature of fire insurance rates. Fire insurance premiums, in the ag­
gregate, must be sufficient to cover (1) losses, (2) expenses of conduct­
ing business, and (3) (in stock companies) a fair profit to stockholders.
From published figures1 an estimate may be made of the required fire
insurance premium on a national annual basis, as follows:

Losses and loss expenses incurred  $360,091,000
Underwriting expenses............................................ 376,550,000
Profit.......................................................................... 30,382,000

Total expenditures  8767,623,000
Insurance Written ...................................... 8117,623,000,000

Necessary premium per 8100 insurance = Jotal Expenditures sl00 = SQ65
Insurance Written

The premiums actually written were §799,834,000 and the premiums
earned were 8767,583,000, which is a premium per 8100 of insurance writ­
ten of SO.65, the same figure indicated by the losses and expenses. From
tjiis illustration, in which the figures are admittedly crude for ratemaking
purposes and cover but one year’s operations, it may be seen that (1) an
average national premium on all classes of business can be.calculated
from the loss and expense statistics; (2) such a calculation does notindi-'
cate that fire insurance premiums in the aggregate are exorbitant, for the
profit element in it is only 4 per cent of premiums earned;2 (3) this is a
grand, over-all calculation, lumping together all the states of the Union
and all kinds of contents in all kinds of buildings, industrial, mercantile,
and residential.

But much more is demanded of a business than that its aggregate in­
come should be reasonable as compared with its expenditures. It should
charge prices that are equitable among its customers, not overcharging
one group to make up for undercharging another. This problem is diffi­
cult enough for an industrial concern making 50 different articles and
knowing its costs before it sells, but for a fire insurance company, assum­
ing a different degree of risk on every property written, and selling pro-

3 This calculation is based upon combined figures for 339 stock companies in Best's
Fire and Casualty Aggregates and Averages, 1940. New York: A. M. Best Co., 1910.

- In 1921 the state insurance commissioners and the National Board of Fire
Underwriters agreed that a reasonable underwriting profit is not less than 5 per cent
of premiums plus 3 per cent additional for conflagration fund.

468
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tection before it knows the cost thereof, the problem is immeasurably
more difficult.

Not only is the risk of fire loss different from year to year, but it varies
with different geographical districts, with different classes of risks, and
even with every individual risk. The losses paid to insurance written
in 1939 were §.34 per §100 on the average, but as high as S.61 in Arkansas
and as low as §.20 in South Dakota. In one state the ratio of losses paid
to insurance written on one classification of risks was about §2.30 per
§100, and on another classification in the same year in the same state it
was only §0.25 per §100.3

As for individual risks it is commonplace to say that no two are alike.
The variation is evident when one considers the different kinds of con­
struction, the material used, the exposure to surrounding buildings, the
character of fire protection, its availability, the infinite variety of con­
tents in buildings, the multitude of industrial operations that may be
conducted, the character and carefulness of tenants, and so on.

Possible methods of ratemaking. The problem in fire insurance rat­
ing is to make rates that are equitable as to (1) different periods of time,
(2) different geographical districts, (3) different classes of risks, and
(4) different individual risks. Only two distinctive methods of meeting
the problem have ever been seriously considered, and only one has ever
been used. The first is to rely upon aggregate results (such as used to
introduce this chapter) to produce a reasonable total premium and to try
to estimate by judgment the relative influence of the different individual
characteristics that produce losses. This is the method used, one which
the business just naturally “grew into.” The second is to classify the
experience of carriers on different types of risks and base rates on classi­
fied statistics of past experience. This statistical method has never re­
ceived an adequate trial.

The former method results in estimates of the relative importance of
individual factors of hazard which cannot be proved correct by statistical
data. Although a schedule may provide in bold print a charge of §.03 for
each story of height in a building and §.07 for a wood shingled roof on a
light manufacturing risk, no one can produce any statistics to show that
the latter risk is twice as hazardous as the former. The objection to the
statistical method of ratemaking, on the other hand, is the difficulty of
arranging a workable classification adequate to cover geographical dis­
tricts that are distinctive in climate, race, building construction, and
types of industry, and adequate to cover an almost infinite number of
possible combinations of building construction features, household and
industrial processes, and stocks of goods and occupancies.

Types of rates under present methods. It is the almost universal
rule to promulgate (1) class rates, (2) minimum rates, and (3) schedule
rates. The terms, “class rates” and “minimum rates,” are often used
interchangeably.

3The classifications were, respectively, (a) mercantile stocks, household furniture
in mercantile buildings and contents of.offices and banks, and (b) public buildings,
hospitals, museums, and the like.
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1. Class rates. Class rates apply to risks that are so similar in char­
acter that it seems an unnecessary expense to differentiate among them
as to varying factors of hazard. Such rates are usually applied to dwell­
ings, churches, small apartments, farms, clubs, schools, and sometimes
small mercantile and special risks. In each class the risks are of sub­
stantially the same general character, and minor differences are ignored
for the sake of economy. Dwellings are universally class-rated, all in a
given city or rating territory being charged, for example, $.10 per $100
insurance. In addition, they are usually granted term rates, for exam­
ple, 3 years’ protection for 2^2 annual premiums. Sometimes the class
rate is modified for some important factor of hazard, e.g., by imposing
an extra charge for shingle roofs or frame construction.

Such risks make up about 80 per cent of the number of insurable risks
in a large city and an even higher proportion in rural districts. They
are, however, mostly small risks and therefore produce probably not
more than 25 per cent of the premiums. In New York state, 40 per cent
of the fire premiums are from dwellings.4

2. Minimum rates. This name is frequently applied to the class rates
described above, but also in some jurisdictions to a list of rates on miscel­
laneous properties not sufficiently numerous to constitute a class and not
subject to schedule rating. When schedule rating is applied to one of
these risks it loses its minimum rate; until that time it may be written at
not less'than the rate specified in the minimum rate book.

3. Schedule rates. Schedule rates are the results of surveys of individ­
ual risks: the charges and credits are based upon the surveys. The
charges and credits are defined in a “schedule” and are the same for all
risks under the particular schedule. Different schedules are used for
different kinds of risks. There are schedules for fireproof mercantile
establishments, nonfireproof mercantile establishments, grain elevators,
lumber yards, theatres, hotels, light manufacturing, and so forth.

These risks are only about 20 per cent of the total number of risks but
are very important because (a) they produce a large premium volume
and (b) insurance premiums are an important factor in competitive
industrial and mercantile costs.

Although class rates and minimum rates are fundamentally “judg­
ment” rates, and although the debits and credits in the schedules are
mere estimates, results may be checked to some extent by such classified
loss statistics as are kept by the companies. For example, the premiums
received and losses paid on dwellings may be kept account of, and if the
losses exceed the-receipts, the need for higher rates is shown. In some
states the insurance department requires companies to report experience
on certain categories of risks, a uniform classification system being pre­
scribed for this purpose. These classifications are much too crude to be
useful for making rates and furnish only a rough guide to results.

So-called “classified” experience. Since 1870 and earlier, most com­
panies have kept some record of their experience on groups of risks.

4IV. J. Ward, “Rating Simplification.” Proceedings, 6Gth Annual Meeting, Eire
Underwriters’ Association of the Pacific, 1941.
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When there were only eight or ten different rates used, the classified expe­
rience groups corresponded with the rate groups. With the growing com­
plexity of industrial life, the rates quoted multiplied indefinitely, and it
was physically impossible for the “classifications” to keep pace. Each
classification therefore contained a group of risks, very loosely defined,
whose only common characteristic might be the nature of contents, dis­
tinctive building construction feature, or nature of private fire protection.

To bring about uniformity among company classifications, various
“standard classifications” were drawn up and proposed for general use
from time to time, but few received any general adoption. In 1914 the
National Board of Fire Underwriters adopted an elaborate classification
separating building risks and contents risks. This was an approach
toward classifications that would be of some value for ratemaking, but
before sufficient experience could be gained from it, it was superseded by
a much abbreviated system, based primarily upon character of contents
or nature of occupancy, a system that has serious shortcomings for rate­
making.

This latter system, with subsequent modifications, is in quite general
use today. It is copied, with minor modifications, in the system used by
many mutuals, and it is approved by the Federation of Mutual Fire
Insurance Companies. An example is given below of the grouping in this
system, with one grand division (warehouses) itemized to illustrate the
subclassifications. The number code facilitates reference and machine
tabulation.

TABLE 34
Rate Classification Manual

Code No. Classification
1-99  Nonhazardous risks

100-200  Mercantile

201-299  Warehouses
253 Cold storage, buildings
254 Cold storage, contents
256 Cotton, building and contents
259 General storage, inel. furniture, contents
266 Fibres (other than cotton, wool, tobacco)
270 Naval stores in storehouse or yard
272 Oils in barrels, drums or cans
276 Tobacco, building and contents
278 Whiskey and liquors, building and contents
280 Wool, building and contents
290 Potato warehouses, building and contents

300-599  Manufacturing specials
300-320 Woodworkers
322-339 Metal-workers
340-599 Other occupations

600-699 Nonmanufacturing specials

700-799  Miscellaneous

800-999  Automatic sprinklered risks
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Diversion of the discussion into the nature of classified experience has
been made to dispel the illusion that fire insurance rates rest upon statis­
tical data, the supposition usually being based upon a vague notion about
this classified experience. As stated by a late lifetime fire insurance
executive, “ The result now obtainable from each class group is but one
average fire cost of the risks in that class without distinction being given
to the good, bad and indifferent. Classification of fire insurance expe­
rience has never been carried beyond that point, and therefore has as yet
no practical value for ratemaking purposes.” D

Schedule rated risks. 1. Variation in rates by localities. Since sta­
tistical data for adjusting rates to particular localities are lacking, the
National Board Schedule for Grading Cities and Towns has been relied
upon for establishing basic rates in many localities. This Schedule was
not originally designed for rating purposes, according to National Board
officials, but it has been used for this purpose since it was introduced. It
was really intended as a rating of public fire protection, but it results in
a “deficiency point” rating for each city to which it is applied, and there­
fore comparisons between cities is possible with respect to the factors
covered. It will be described in more detail later in this chapter.

2. Variations between individual risks. Inspectors take care of differ­
ences between individual risks by examining each risk and applying to
the inspection report a schedule of deficiency charges and superiority
credits. The rating organization having jurisdiction over the territory'
maintains a corps of inspectors trained in engineering and fire hazards
who visit the individual risks and prepare a report on the conditions
found. A sample of such a report is reproduced on p. 473 for illustration.
Such an inspection is required at the time of the original rating, and
whenever a rerating is required. A rerating may be necessary either
because the insured feels that his rate is unduly high, or because the rat­
ing organization changes its system of rating or believes that the condi­
tions have changed.

The inspection report serves as the basis upon which a rating clerk in
the rating organization applies the schedule in use. The number of
schedules differs in various territories. There are about 20 schedules in
use in the Middle Department and about the same number in New York
City, but in other territories six or seven may be sufficient.

A very' simple and short schedule may be sufficient for rating a wharf or
lumber yard, whereas a long schedule with extensive subdivisions must be
used for large mercantile buildings, manufacturing risks, fireproof build­
ings, and the like. These schedules are adapted as far as possible to the
common types of risks found in the territory: a schedule for rating salmon
canneries may be essential on the Pacific Coast, but a coal mine schedule
is unnecessary. One of the most generally used schedules in all territories
is the one devised for nonfireproof mercantile risks, which is sometimes

‘E. G. Richards, “The Experience Grading and Rating Schedule,” Van Nostrand
Co., N. Y., 1921, and the statement holds true today. For a further discussion of
classifications and the information furnished by them see also E. G. Richards,
"Classification—Discrimination,” an address before the Insurance Society of New
York, National Board of Fire Underwriters,^N. Y., 1913.
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RATING SURVEY

Survey for Application of the Uniform Mercantile Schedule

City, Village, Town of.................................................... File No

Location-!____________________________________ Map No 

 

General Construction_______________________________________ ■______
Walls—______________________________________ Height_____________
Frame Additions_________________________ Roof Cover____________
Floor Construction________________________________________________
Floor Openings, Describe Protection, if any_____________________

Chimneys; Material____  Built from Ground____  Bracket____
Describe Chimney Lining only when chimney' construction is not

of clay brick____________________________________________________
Occupants & Occupancy__________________________________ I----------

Describe Wood Awnings, Bay Windows, Open Verandas & Cornices

on Masonry Wall Bldgs, only----------------------------------------------------

Comm unications_________________ ____________________________________

If risk is protected by fire appliances, Watch & Clock or Base­
ment Auto, sprinkler, report in detail, reverse side. Faults
of Management to be reported on separate sheet

Diagram & Exposures
Indicate Principal Exposures within 125'

also applied to light manufacturing plants. This schedule is used for
illustrative purposes in this chapter.

Although schedules vary in number and character in the various rating
territories, the schedules in a given territory must follow some common
"system or method. The territories in which various rating systems are
used are illustrated on the map in Fig. 19. Analytic territory is
clearly indicated. All other districts may be said to be variations of the
Universal Mercantile system. .The South Atlantic States from Virginia
to Alabama, inclusive, use Southeastern Underwriters Schedules. The
two most common systems are: (1) the Universal Mercantile System,
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developed in 1892 and now used in about 25 states, including roughly the
East and South; and (2) the Analytic System, employed in about 23
states in the West and Middle West.® In individual rating jurisdictions,
the schedules employed may differ so much in detail as to be hardly rec­

UNIVERSAL MERCANTILE TERRITORY, INCLUDING

PACIFIC COAST SCHEDULE TERRITORY

STATE RATING SCHEDULE TERRITORY

Fig. 19. Geographical Distribution of Various Rating Systems

ognizable as the Mercantile or Analytic system. Nevertheless most of
them follow the principles of one or the other of these systems, and there­
fore in this chapter the systems are described rather than the schedules
of any individual rating territory. The student can learn the schedules
of the individual territory only by study, but the description of systems
will make this study' methodical and easy.

Advantages of schedule rating. The use of schedules was an impor­
tant development in fire insurance rating. In the earliest stages all
properties were divided into four or five groups, and different rates were
established for the groups. When greater diversity of risks was recog­
nized and the classified rates became impossible, personal judgment was
substituted, an inspector forming his own conclusions about every' indi­
vidual risk of sufficient importance to be inspected. Numerous local
schedules developed, and finally the Universal Mercantile Schedule re-

’ Other more recent schedules are the Normal Rating System, by G. T. Forbush,
the Daw Schedule, and the L & L (Darter & Lemmon) Schedule. For description
of the latter see R. Riegel, “Problems of Fire Insurance Rate-making.” -.in
of American Academy of Political and Social Science, March, 1917, and the Eastern
Underwriter, March 24 and 31, April 7 and 14, and July 16, 1917. 
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ceived wide acceptance. Later the Analytic System also achieved recog­
nition. The advantages resulting from schedules were:

1. Combined judgment was substituted for individual judgment as to
the relative importance of individual features of hazard.

2. Consistency in rating was maintained among individual risks in the
same locality, among' different localities, and at different times. Under
the individual judgment method similar risks might repeive different
rates, similar risks in similar localities might receive different rates, and
the same rating expert on the same risk might arrive at different rates
at different times.

3. In the absence of schedules important hazards were overlooked.
The schedule serves as a “guidebook” for underwriters. The same haz­
ards are considered in connection with every risk of the same type, and
more careful inspection and rating are promoted.

4. Under the schedule system the insured can be shown exactly what
features of his risk increase his rate and by how much. Previously no
satisfactory explanation could be given for differences in individual rates.

5. Since the insured can see from the schedule what he is penalized for,
he is encouraged to remove the deficiencies and meet the schedule stand­
ards, thus reducing fire losses.

■6. The schedule diminishes rate-cutting and unfair competition, be­
cause of the standardization of rates.

The Universal Mercantile System. Inasmuch as schedules “just
grew,” it is impossible to trace their origin. In New England schedules
covering boot and shoe factories are said to have been first in use. One
writer attaches particular importance to the 1868 woolen mill schedule
of Providence. It is recorded that in St. Louis schedules were first -
adopted and printed in 1875. By 1890 a number of small mercantile
schedules began to appear.

A committee of fire insurance underwriters in 1892 completed a sched­
ule for rating mercantile buildings that was said to be mainly the work
of its chairman, F. C. Moore. It was designed to replace the miscel­
laneous schedules used in various territories and founded upon no general
principles. Although this schedule itself never approached universal
adoption, its methods were widely copied and form the basis for many
modern schedules.

The schedule begins with a basis rate for a “standard” building in a
“standard” city. Its concept of a standard city, however, has been re­
placed by the gradings furnished by the National Board Schedule for
grading cities (see pages 483-484), and each city now starts with its own
basis rate. A city basis rate for a standard building is based upon judg­
ment, supplemented by such statistical data as are available. The basis
rate in a city of the second class might be established, for example, at $.10.

The basis rate would apply only to a “standard” building, and since
the standard established in this system is usually high, most buildings
will not meet the standard. Charges must therefore be made for defi­
ciencies found in individual buildings. On the other hand the risk is
entitled to credit for any super-standard features or protective devices.
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Construction features are first considered, and' charges are made for
deficiencies in walls, roof, floors, ceilings, elevators, stairways, lighting.
heating, and the like. These charges are in the form of cents added to
the basis rate. Credits are then given for favorable construction features,
but these are few in comparison with the items for which charges are
made. The credits are per cents of the rate arrived at up to this point,
on the theory that the more hazardous the risk, the greater the advantage
of favorable features and protective devices. The effect of this arrange­
ment may be seen from the simplified outline of the system in Table 35
and the result is the rate for the building unoccupied.

Since occupancy adds to the building hazard, an addition is made to the
rate at this point for the nature of the occupancy. The amount is deter­
mined by reference to an Occupancy Table, which lists different charges
for different types of occupancies. Stocks of retail clothing may entail
a charge of 8.05; a cotton gin may add 83.00 to the rate. After these
charges, credits are given for protective devices, such as near-by hy­
drants, automatic fire alarms, fire extinguishers, watchman service, cer­
tain types of nonhazardous occupancies, and so forth. These, like the
previous credits, are in the form of per cent reductions from the rate ar­
rived at up to the point at which the deductions are made. The result
is the rate of the building occupied, but “unexposed.”

Inasmuch as the risk to the insured building and contents is increased
by the possibility of the spread of fire from surrounding buildings, called
the “exposing” risks, a charge is made at this point for such exposure
hazard. No specific method was prescribed in the original draft of
the schedule, but in a separate exposure schedule it was suggested that
charges and credits should be dependent upon the characteristics of the
exposing risks and should be varied with their distance from the exposed
risk. These charges and credits were all in percentage form, being per­
centages of the rates on, the various exposing risks after deduction of
their own exposure charges. The result is the rate on the building, oc­
cupied and exposed.

At this point allowance is made for the per cent of insurance carried
to value. The method used is an application of the coinsurance principle,
discussed previously in connection with the coinsurance clause. For each
per cent of insurance to value carried in excess of 50 per cent, % of 1 per
cent of the rate is to be deducted, not exceeding 15 per cent in all, on
building risks.7 The final section of the schedule provides additions in
cents for what are termed “faults of management,” such as rubbish on.the
premises, lack of metal waste cans, and the like. The result is the final
rate on the building.

If the insurance is on contents, the starting point for the calculation is
the “rate of the building occupied.” To obtain-a basis rate for contents, 

‘ This feature of the original schedule is seldom found in the modern adaptations.
An 80-per cent coinsurance rate is usually quoted, and an addition is made to this
rate to produce a “flat rate,” the addition varying with some factor such as the
magnitude of the rate itself. Sometimes the credits are 5 per cent for 90 per cent
and 10 per cent for 100 per cent.
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one fourth of the total deficiency charges on the building is deducted
from the rate of the building occupied. If the rate of the building occu­
pied is 81.54, the rate unoccupied $1.30, and the basis rate $0.10, the de­
ficiency charges are $1.20. Therefore $0.30 is deducted from $1.54 to
give SI.24 as the basic rate on contents. This procedure has the object
of making the difference between the building rate and contents rate
greater in proportion as the building is of substantial construction.8

TABLE 35
Outline of Universal Mercantile System*

Key Rate......................................................................
Construction Deficiencies

SO. 10

Hollow tile-bearing walls....................................... SO. 10
Other deficiencies.....................................................

Hazards
30.09 SO. 19

Additional occupant............................................... S0.03
Other deficiencies.....................................................

Occupancy
30.18 S0.21

Box factory...............................................................
Credits

SO. 10 30.10

Iron fire escape........................................................ 3%
'W atchman and clock............................................... 7%
Basement sprinkler................................................. 20%

30% —80.18
Exposure............................................................................................ 30.20
Faults of Management................................................................... S0.20
Coinsurance Rate............................................................................ SO.72
Flat Rate........................................................................................... 30.79

* This is not a copy’ of the original Universal Mercantile Schedule, but a simplified outline of an Eastern
adaptation of it.

A figure in cents taken from the Occupancy Table (not the previously
referred-to occupancy element in the building rate) is added for the sus­
ceptibility of the contents to damage. After credits in percentage form
for fire appliances and other favorable features, a deduction is made for
coinsurance in excess of 50 per cent, to the extent of Vi of 1 per cent for
each additional per cent insurance, not exceeding a deduction of- 7^2 per
cent of the rate in all. The result is the final rate on contents.

This description, abbreviated as it is, docs scant justice to the scope
and detail of the schedule, but centers attention on the nature of the proc­
ess. Because of the innumerable modifications that have been made of 

“This principle seems to have been adhered to in subsequent modified forms of
the schedule. In one local schedule the same result is attained by starting the
contents rate at 4 to 10 times the building rate (depending on the combustibility of
the contents) and increasing the contents' rate at a slightly less rapid rate than
the occupied building rate increases. Thus, the worse the building rate the closer
are the building rate and the contents rate. There are four contents classes, A. B.
C, and D. The rates for classes A and D are arrived at from the formulas below,
and set forth in tables. In the following formulas, C represents the contents rate
and B the building rate:—

Class A contents C (in cents) = 32 + .91(B)
Class D contents C (in cents) = 104 + .70(B)
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the Universal schedule, it would be useless to describe any particular city
schedule.9

Analytic System. The Analytic System was devised about 1902 by
Mr. A. F. Dean, and is often referred to as the Dean system. Its prin­
ciples are followed in about half the states today, mostly those in the
Middle West and New England. The basis for its application is a “rate
survey” report, as in the Universal Mercantile System. Because the An­
alytic System was copyrighted, it was exempt from the innumerable
modifications the Universal Mercantile suffered and therefore may be
said truly to be uniform wherever used.

The schedule begins with a basis rate for a standard building in the
given city, but there is considerable latitude as to the choice of a basis
rate. A series of basis rates is provided, which vary (a) with the choice
of the rating authority, (b) with the public fire protection of the com­
munity, and (c) with the number of floors in the building. The master
table is one with a basis rate of SI.00 for a one-story brick building in a
sixth-class city, but other tables provide basis rates for the same stand­
ard risk of S 90, S.SO, and so on.

TABLE 36
Outline of Analytic System’

* This is not a copy of the schedule, but a simplified outline of the method.

After the judgment of the underwriter determines the basis table to be
used, there are fixed variations in'basis rate for (a) cities of different
classes and (b) buildings with different numbers of floors. The same 

0 Those sufficiently'interested should obtain a copy of the schedule used in their
community. The preceding description will serve as a guide to the features to be
examined. For the original Universal Mercantile Schedule in full detail, see F. C.
Moore, Standard Universal Schedule for Rating Mercantile Risks, New York: Con­
tinental Ins. Co., 1902, or F. C. Moore, Fire Insurance and How to Build, New
York: Baker & Taylor Co., 1903.

Alternative
Basis Rate

Basis Rate, building, 4 stories........ ..................................... $0.50 $0.60
Structural Charges

Area......................................... 20%
Walls....................................... 6%
Skylights................................. 4%
Floor Opening......................... 24% 54%

Occupancy Charges
Ignilibility charges

Candj' factory................... 25%
Boiler & Engine................ 56%
Candy furnaces................. 20%
Kettles................................ 48%

Combustibility charge............ 40% 189%

243%
Credits

Standard fire escape.............. 2%

S1.22 ' S1.46

Fire extinguishers.................. 5% 7%
Exposures, none.....................................................................

-80.12
$0.00

—SO. 14
$0.00

Flat Rate............................................... ................................ 81.60 $1.92
Coinsurance Rate (85%)..................................................... S1.36 $1.63



FIRE INSURANCE RATES 479

method is employed for fireproof and frame buildings, with different basis
rates. Thus in one territory there are used Brick Table 40 for cities of
the first to eighth classes, and Brick Table 50 for cities of the ninth and
tenth classes, Fireproof Table 25 and Frame Table 95. For a few
types of risks with favorable experience, lower basis tables are used.

In the Analytic System, the basis rate is defined as that portion of the
rate which covers unanalyzed features of hazard. That is to say, after
charges and credits have been made for risk factors that are susceptible
of analysis, some risk will still remain, too obscure, indefinite, or unim­
portant to schedule, and this risk is covered by the basis rate. The basis
rate is therefore no different from any other charge or credit, except that
it is for an unanalyzed residuum.

After the basis rate has been set, the first division of the schedule deals
with construction features, and standards are formulated for important
hazards. The survey will show in what respects the particular building
fails to meet the specifications, and charges therefor are made in the form
of percentage additions to the basis rate.

In the construction division, per cent charges are made for the area oc­
cupied by the building, deficiencies of walls and ceilings, presence of sky­
lights, floor openings, partitions, and so forth.

This step is followed by the charge for the occupancy hazard, which is
obtained from the table of occupancies. Some description of this table
is necessary to illustrate its use. The occupancy table is an alphabetical
list of occupancies each followed by three columns. A small part of the
table would look like this:

Occupancy Table

(1) (2) (3)
101 ADVERTISING Novelties 10% 20% D-3
102 AGRICULTURAL Implement Stocks 5% 10% D-2
103 ALUMINUM Goods 3% 5% D-l

All occupancies have been analyzed from a threefold point of view.
Every occupancy has a tendency to originate fires, and the charge in
Column 1 of the occupancy table is supposed to measure this tendency.
It might be called a measure of causes. All tenancies contribute toward
this risk, and therefore the charge assessed against any building is the
sum of all Column 1 charges for all tenants.

To this are added charges for certain special features of the occupancy,
such as supersize labor force, presence of high-pressure boilers, special
furnaces for industrial work, gas engines, coffee-roasting furnaces, en­
ameling operations, inflammable gases, and so on. These charges may
amount in the aggregate to more than the original Column 1 charge.

The charges in Column 2 of the occupancy table are used to measure
the combustibility of the occupancy. It is evident that cardboard boxes
or drygoods are far more combustible than a stock of hardware. The
facility of ignition, rapidity of combustion, and intensity of combustion
determine the position of the occupancy in a sevenfold classification 
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designated as Cl, C2, C3, and so on. Column 2 of the occupancy table
allots charges for the combustibility classifications ranging from 5 per
cent to over 300 per cent, without designating the combustibility sym­
bols. But the combustibility classification influences the amount of spe­
cial charges for causes, described in the preceding paragraph.

Only the tenant rated highest in combustibility contributes to the oc­
cupancy charge on the building, on the theory that combustibility is
governed by the physical law that transfers of energy are made from
bodies having more to those having less. In other words lesser combus­
tibility is comprehended within the greater combustibility, unlike causes,
which make independent contributions to fires.

Column 3 measures damageability of contents, and need not be dis­
cussed at this point, for it pertains only to insurance on contents.

To summarize, then, occupancy is covered by the addition to the rate
of two per cent figures, one the sum of the Column 1 charges and the
other the highest charge in Column 2 for any occupancy. In addition
there may be charges for special features.

The percentages thus far arrived at are totaled and applied to the basis
rate to determine the total charges, except for exposure. A basis rate of
S.50 might be increased by 300 per cent charges to 82.00. The general
procedure can be followed from Table 36.

At this point, percentage credits are given for features in construction
that are superior to the standard. Credits are given for such items as
fireproof floors, character of floor supports, roofs, mill construction, and
so forth. These credits are totaled and applied to the dollar-and-cents
rate found up to this point.

The premium charge may be reduced by private fire protection. For
such things as watchman service, fire extinguishers, standpipes, and fire
alarm devices, per cent credits are allowed, which are totaled and applied
to the preceding rate. The result gives the rate of the building unex­
posed, that is, if it had no surrounding buildings.

The charge for exposure is based principally upon the risk of the expos­
ing buildings and their distance from the building being rated, which we
shall call the exposed building. . The charge is modified by the grade of
public fire protection and the type of construction of the exposed build­
ing. For fire protection of grades 1 to 3 the standard exposure charge
may be 30 per cent, whereas in a Grade 10 city the charge is 40 per cent.
For example, consider a brick building (B) exposed by a frame building
t(F) 15 feet away. In a sixth class town, the standard ratio of the rate
to be used at less than ten feet distance is 40 per cent of the F rate (say,
$1.50), or $.60. The exposure table then shows that 40 per cent of the
standard ratio is to be used for this type of frame-brick exposure, giving
$.24. Further, for each ten feet of clear space the table shows this mu­
tual exposure to be entitled to a reduction of %, making the exposure
charge in this example $.18.

Space here is insufficient to discuss all the details of the treatment of
radiated, transmitted, and absorbed exposure, or of buildings in rows,
so-called “transparent” and nontransparent buildings, abnormal expo­
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sures, and so forth, but it is evident that an effort has been made to ana­
lyze the exposure hazard feature by feature as far as possible.

As a result of the above analysis, an exposure charge is added to the
rate thus far arrived at, the total giving the rate of the building, occu­
pied and exposed. Certain dollar-and-cents charges may be added for
removable hazardous conditions in the particular risk, such as the pres­
ence of rubbish, dangerous storage of inflammable materials, handling of
ashes, and the like, and the result is the final rate on the building. Dol-
lar-and-cents charges violate the principle of relative charges and credits,
but are excused on the ground that they enter at the end of the computa­
tion and can be removed without disturbing the whole calculation.

The rate thus arrived at is a “flat rate,” i.e., a rate that requires no
particular ratio of insurance to value. If the insured is willing to accept
a 50-, 60-, 70-, 80-, or 90-per cent coinsurance clause, he is entitled to a
reduction in the rate. The amount of the reduction (for buildings) de­
pends upon (a) the type of building and (b) the per cent of coinsurance.
For example, for a 90-per cent coinsurance clause, reductions in the rate
can be obtained of 73 per cent on a fireproof building and 15 per cent on
a frame building. For an 80-per cent clause, these reductions would be,
respectively, 70 per cent and 10 per cent. For contents, the reduction
varies with (a) type of contents, (b) type of building, and (c) per cent
coinsurance.

It remains only to summarize briefly the treatment of contents. The
risk to contents is greater than the risk to the building because of the par­
tial salvage value of the building, and the greater damageability of the
contents. The extent of the difference depends upon the value of the fire
department protection. The damageability of the contents is indicated
by Column 3 of the occupancy table (previously illustrated) as DI, D2,
D3, and D4, in the order of damageability. Boots and shoes are classi­
fied as DI; bonnet and hat frames are classified as D3. Damageability
charges are calculated that vary with the basic table used, the grade of
fire protection, the floor on which the .contents are located, and the dam­
ageability of the contents, and such charges are listed in a series of Con­
tents Tables. For example, by consulting a $.60 basis table for a town
of the third class, a D3 type of contents may be found to have a charge
of $.60 if located on the fourth floor.

In order to obtain the contents rate, to the rate of the building unex­
posed are added (a) such portions of the exposure charges as are appli­
cable to contents, (b) charges for removable dangerous conditions, and
(c) the damageability charge just described.

Comparison of schedules. Although both the Universal Mercantile
and the Analytic schedules have the same purpose and proceed to a final
rate by additions to and deductions from an initial rate, they differ in the
following important respects.

1. Basis rate. The Universal Mercantile Schedule assumes that a
basis rate of $.25 can be established for a “standard city,” and that cities
can be graded and assigned individual city key rates. These cities would
all be tied to a single common standard, and state lines would be ignored 



482 INSURANCE OF PROPERTY—FIRE

in the establishment of rates. The Analytic System also proposes to
grade cities, but for each grade of city a number of different basis rates
are available to the rating bureau. Instead of being a common standard,
the basis rate is varied, with territory and with time, so as to produce a
reasonable premium income. It gives that “over-all” check on results
referred to at the beginning of this chapter.

Apart from the difference in objective just cited, the two schedule basis
rates differ in nature. The Universal Mercantile basis rate of S.25 is a
relatively low charge for a good building, which may be considered as an
ideal to be achieved. The Analytic basis rate is a charge for the un­
analyzed features of hazard on a very mediocre grade of building, indeed
even rather below ordinary. Thus the ideal building conception of the
Universal Mercantile system results in many charges and few credits,
whereas the mediocre building of the Analytic System is subject to both
charges and credits.

2. Charges and credits. The specific values placed by both schedules
upon individual features of a risk are dependent upon underwriting judg­
ment and lack substantiation in figures. In the Universal Mercantile
Schedule the charges are in cents and the credits are per cents. The only
reason for this difierentiation seems to be that when the credit section of
the schedule was reached it was thought that the w'orse the building up to
that point, the greater the credit that should be given for good features.
The great contribution of the Analytic System to the theory of fire rates
was the consistent use of per cents for both charges and credits. This
consistency results in a schedule whose various parts always are in the
same proportion to each other, and these proportions are maintained re­
gardless of differences between, or changes in, basis rates, as can be seen
by reference to the illustration of the Analytic System accompanying
this chapter.

The Universal Mercantile charges and credits bear no consistent rela­
tion to the basis rate and, strictly speaking, any change in basis rate
should be accompanied by a complete revision of all charges and credits,
under this system. . The charges being in flat amounts, it is obvious that
they can bear no logical relation to the different basis rates in different
cities, or, putting it in another way, the grade of city does not influence
the charges for specific defects.

S. Analysis. The Universal Mercantile Schedule, when originally
published, was accompanied by one of the first discussions of reasons for
procedures in fire rating. The discussion was undoubtedly a potent in­
fluence for adoption of the Universal Mercantile System. But the An­
alytic System went further: its analyses of such things as risk in general,
occupancies, relation of charges to grade of city, and exposure, were more
systematic and scientific in character than those of previous schedules.
Whether the end results are of any more practical value than other sched­
ules or not, one is impressed by the method of procedure and reasoning.

4- Occupancy. The Analytic System recognizes the great importance
of occupancy, because human activities are the great cause of fires. In
the Universal Mercantile Schedule, although the authors undoubtedly 
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considered processes, stocks, and other features, their result was one fig­
ure in an occupancy table, with few enumerated principles of analysis.
The Analytic classification of cause, media, and effect puts the problem
in a clearer light, whether or not the solution be accepted.

It should be emphasized that the Universal Mercantile Schedule was
an important advance in fire rating, whose influence is felt even today,
but the Analytic System made two great contributions to rating theory,
namely, the flexible basis rate to enable adjustment of rale levels, and
the system of relative (per cent) charges and credits.

5. Exposure. In both types of schedules, the exposure charge depends
principally upon the distance between the exposing buildings and their
rates. In the Analytic System, however, the per cent of the rate to be
added to one or the other varies with the grade of fire protection, whereas
in the Universal Mercantile Schedule this factor is not specifically recog­
nized.

National Board Schedule for grading cities and towns. As pre­
viously stated, the Universal Mercantile and Analytic schedules origi­
nally defined and employed in the rating method a “standard city” base.
When the Schedule for Grading Cities and Towns of the National Board
of Fire Underwriters was developed, it came into general use as a device
for measuring the relative conditions of cities and, consequently, for es­
tablishing base rates for localities, the starting points for promulgating
premiums by means of the schedules in use in particular localities.

TABLE 37
Outline of National Board Schedule for Grading Cities and Towns*

City Deficiency
Class Points

1  0-500
2  501-1000
3  1001-1500
4  1501-2000
5  2001-2500
6  2501-3000
7.  3001-3500
8  3501-4000
9  4001-4500

10  4501-5000------

Water :.
Fire Dept
Alarm..................
Police
Laws
Hazard Ords
Structural
Climatic
Divergence

Relative
Value

City B City E

Points Class Points Class

1700 113 (1) 253 (2)
1500 290 (2) 705 (5)
550 101 (2) 317 (6)

50 0 (1) 5 (1)
200 78 (4) 19 (1)
300 101 (4) • 166 • (6)
700 186 (3) 308 (5)

91 54
54

■ ■ —■ — —-- -- —---
5000 993 (2) 1881 (4)

* This is not a copy of the schedule but a simplified outline of its method.

The Schedule enumerates nine main divisions of hazard and under each
of these divisions prescribes standards. For example, under water sup­
ply, hydrants must be able to deliver 600 gallons per minute with a loss
of not more than five pounds pressure between the street main and out­
let; they must have not less than two 2(4-inch outlets and also a large 
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suction connection where engine service is necessary, and so forth. The
nine major divisions of hazard are shown in Table 37. Cities are in­
spected by National Board engineers, and to the extent that a city falls
below standard it is assigned points of deficiency, the total of which de­
termines its grade. For example: a deficiency of less than 500 points
enables it to be placed in Class 1; one of over 4500 points reduces it to
Class 10. The deficiency limits pertaining to various classes of cities are
shown in Table 37.

The divisions of hazard are not all of equal weight in determining the
result, the weights being based upon judgment. Out of the total of 5,000
points deficiency for the worst city, 1,700 points are allotted to water sup­
ply, 550 to the fire alarm system, 50 to the police organization, and so
forth. A town may therefore be in Class 1 with regard to the police sys­
tem and in Class 4 with regard to building ordinances, but the total de­
ficiency points establish the grade, and not the average of the divisional
ratings.

Table 37 also shows a simplified summary of the ratings of two cities
at a recent date, as an illustration of the method of operation. Since the
ratings may soon change, names of the cities are omitted. The two cities
are placed in their respective positions on the deficiency scale, and if the
criteria for ranking are valid, their shares of the state loss should be in
the same proportions. City E, with 1,881 points’ deficiency, should pay
rates about twice as high as city B, with 993 points’ deficiency.

In New York State, key rates vary exactly with deficiency points ac­
cording to a uniform Key Rate Schedule, ranging from $.15 for 644-756
deficiency' points to $.70 for 4,528-4,579 points. It has been shown, how­
ever, that in a number of jurisdictions elsewhere, city ratings do not bear
any consistent relation to fire losses per capita or losses per dollar of val­
uation in various cities. By' some, this inconsistency has been attributed
to the fact that the schedule does not fully cover all the physical factors
and covers none of the intangible factors that may contribute to losses.
'More interesting here, however, is the fact that the basis rates of pre­
mium fixed for various cities do not always agree with the National
Board grading of such cities, thus implying that factors other than the
National Board rating are taken into consideration in fixing the basis
rates—possibly the loss experience. But if the implication is valid, we
are leaving the field of schedule rating and entering upon a partial judg­
ment system. It should be mentioned here that in Texas the state makes
the rates, using its own city' rating schedule and inspectors. Each factor
is rated in dollars and cents so that anyone may' readily' see how much
can be saved in premiums by' remedying one or more physical hazards.
The-city' basis rate is also modified by' its actual experience for the past
five years.

Criticisms of fire insurance rates. The following are the most com­
mon criticisms of fire insurance rates, as made at the present time, with
some comments on their validity.

1. Bates are too high. This is a frequent criticism, usually unsup­
ported by any concrete evidence, and has different meanings. If it 
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means that total premiums are excessive, such figures as are obtainable
show that the contention is not justified. If it means that too much
money goes for expenses of operation, as distinguished from losses, it
must be said that this expense is inseparable from the agency system and
the services rendered thereby. Mutuals with salaried agents serve as a
competitive check upon expenses. If it means that the profit allowed to
stockholders is excessive, the excessive profits should, if existing, be re­
flected in dividends and market prices of insurance company stocks.
But these are not excessively high in comparison with the capital and
surplus invested.

2. Rates are too high in particular communities. This situation may
very readily exist. Since no published statistics of combined results for
individual cities are obtainable, comparison is usually made with rates
in other cities. Since no two cities are alike, the comparison is unpro­
ductive. Inasmuch as most city basis rates are founded on the National
Board Schedule, there is probably not much unjust discrimination be­
tween cities in the same rating territory. This statement does not apply
to cities in different rating territories. There is no statistical evidence
to support either the critics or the defenders of the rates.

3. Rates are too high on particular classes of risks. As previously ex­
plained, owing to the heterogeneous nature of classifications, it is difficult
to say just what a so-called “class” represents. One company may find
a class profitable that another company rejects. It is a common impres­
sion that dwelling and other preferred-risk rates are very profitable, pos­
sibly because higher commissions are frequently paid for this business.

■If. Rates have no logical foundation. In the sense that rates are mere
guesses, this criticism is untrue, as shown by the discussion in this chap­
ter. But the ratemaking system, as a whole, is incoherent and incon­
sistent. Dozens of different schedules are used throughout the country
on similar risks. They cannot all be correct in principle, and they would
not yield identical results if applied to identical risks. This diversity
in methods is plain evidence that after 100 years of ratemaking there is
no general agreement on the method by which rates should be made.

5. Rates have no statistical foundation. It is true that data are lack­
ing to substantiate the component parts of rates charged. How much
extra should be charged for a wooden shingle roof or a weak bearing wall,
and what the losses are on retail drygoods stores with watch repairs on the
second floor, in brick buildings adjoining dry cleaning establishments, are
questions on which statistics are not available and under present methods
never will be. Perhaps, as many believe, a satisfactory statistical basis
for fire rates is an impossibility.

6. There is discrimination in favor of particular risks. This situation
is infrequent and unlikely. All efforts are toward standardization of
rates. Stamping departments of rating bureaus or underwriters’ asso­
ciations watch closely the rates at which policies are issued, and agents
and brokers scrutinize the rates that competitors are able to secure.

The statistical method of ratemaking. As previously stated, rates
as now made rest on very slight statistical foundation. The only at­
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tempt to found a system of rates on classified statistics which has re­
ceived any recognition is the Experience Grading and Rating Schedule
(E. G. R.), devised by E. G. Richards. A brief description will serve to
show the nature of the problem of classified experience.

This is a system, rather than a schedule, first printed in 1915. The
ultimate data for rates arc to be derived from a “loss card” and an “in­
surance written card” on every risk. These cards must note the state
or city in which the risk is located, the occupancy class in which the risk
falls, the .amount written, the term of the contract, the expiration, the
grade of building, the grade of occupancy, the grade of internal exposure
and external exposure, and all other information necessary for the sub­
sequent classification process. The cards are to be classified and sub­
classified to arrive at the kind of information desired.

The first step is to ascertain the ratio of losses, expenses, and fair profit
to the insurance written, on all risks in the United States. The crucial
ratio is losses to insurance written, so we may ignore expenses and profits
for the moment. The second step is to obtain a similar ratio for the
average risk in each particular state. These two ratios can evidently
be easily obtained from the cards of losses and writings, and should be
borne in mind, for they will be used later.

The third step, which presents exceptional difficulty, is to ascertain the
average national rate on a risk of a specific kind. The data for ascer­
taining this rate are the actual experience recorded on the cards for all
such risks written throughout the United States. No one state’s records
would furnish a sufficiently large volume of experience for the rate on a
given type of risk.

In order to classify experience for obtaining a specific rate, three prin­
cipal features of hazard are set, up. These are not the common divisions
of hazard (construction, occupancy, and exposure), but are: (a) inherent
hazard, or the danger of loss because of qualities of the occupancy in
question; (b) internal exposure, or the danger from the presence of other
occupancies in the same building; and (c) external exposure, or the danger
of loss from buildings surrounding the risk in question. The total haz­
ard or risk is the sum of these three components. The method of dealing
with each is now to be described.

The experience cards, loss cards in one pile and corresponding insur­
ance-written cards in another, are first classified into ten grades of towns,
the grade of the town being established by standards set up by the Na­
tional Board of Fire Underwriters. Let us take one of these ten piles,
the fifth class city, and trace it further.

All risks in fifth class cities can be subdivided into 530 occupancy
classes, according to an occupancy table and code prepared for the pur­
pose and similar in character to the occupancy table shown on p. 479
(but without the column of charges at the right). The table suggested
for the purpose was the 1914 classification of the National Board, pre­
viously mentioned. 'We now have 530 piles of fifth class city cards, let
us assume. In practice the number would be less, to the extent that all
occupancies are not found in fifth class towns.
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Let us suppose that the risk we are interested in is the contents or stock
of a retail drug store, occupancy code number 123. Cards with this code
number form one of the 530 piles previously referred to, and this pile can
be taken and sorted into retail drug stores in three types of buildings,
fireproof, brick, and frame. Our risk, we will assume, is located in a
brick building. We shall ignore the cards classified as “fireproof” and
“frame,” therefore, and proceed further to subclassify the pack labeled
“brick buildings.”

At this point ordinary fire insurance classifications stop, but to make
a rate, finer subdivisions are necessary. The brick building cards are
therefore divided into five grades of buildings: excellent, good, average,
indifferent, and poor. We shall assume that our retail drug store is in
an average building, and that we are making a rate upon contents. The
losses and writings of the cards we have segregated can now be totaled
and the amount of inherent loss cost per §100 of insurance ascertained.
We shall assume it to be §.3O.10

All retail drug stores in average brick buildings are affected by other
occupancies in the same building, a risk called “internal exposure,” which
may be slight or serious depending upon its nature. The retail drug
stores in average brick buildings are therefore next divided into five
grades of internal exposure, or six grades if zero is counted. If a drug
store were the sole occupant of the building, the internal exposure would
be zero. At this point the cards we have segregated can be totaled and
the amount of internal exposure cost per §100 of insurance ascertained.
We shall assume it to be §.10.

Throw together again the subdivisions of internal exposure and divide
the retail drug stores in average brick buildings into five grades of exter­
nal exposure. Then the loss cost of the external exposure can be ascer­
tained. We shall assume it to be §.35. The final rate can now be com­
puted on a rate sheet as follows:

Retail Drug Store, Contents, Occupancy Code No. 123
Located in 5th Class City

Contained in Brick Building

Cost
Inherent Hazard, Quality Grade Average or A.............................................. 30
Internal Exposure, Quality Grade Nonhazardous or 1................................ 10
External Exposure, Quality Grade Medium or 2........................................... 35

Total average loss cost (55% of final rate)...............................................75
Plus expenses (40% of final rate)...............................................55
Plus profit ( 5% of final rate).............................................. 07

Average rate of this risk in United States....................................... 1.37
Average cost ratio, Connecticut $0.90 y j 3-  gj jq
Average cost ratio, United States $1.12

which is the rate for this risk in the state of Connecticut.

hazard and the contributing factors would be internal exposure (if any) and ex­
ternal exposure (if any).
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In the summary above, the costs of inherent hazard, internal exposure,
and external exposure are added to arrive at the total loss cost. Since
it is known from available statistics that losses, expenses, and profit form
certain percentages'of the total cost (although in recent years not the
percentages used here), proper amounts can readily be added to obtain
the average rate that would have to be charged in the United States.

Losses in some states, however, are considerably lower than in others
and these states should pay less than the average premium. In our il­
lustration Connecticut, with a good loss record, is entitled to a rate lower
than the national rate. The figures for the particular state and for the
United States are the ratios referred to previously, in the third para­
graph of this section (page 486).

TABLE 38
Experience Grading and Rating Schedule

(An outline of the method of sorting Experience Cards)

Card Records
of Writings
and Losses

City
Classes Classes Classes Grades

Class 1
Class 2
Class 3
Class 4

Class 121
Fireproof

E(xcellent)
G(ood)

Fifth
Class
City

Class 123 Brick A(veragc)

Frame

Class 125

Ifndifferent)
P(oor)

0
1

Internal 2
Exposure 3

5

(0
1

External 2
Exposure 3

4
5

Class 6
Class 7
Class 8
Class 9
Class 10

For the grading of quality of buildings, quality of contents, and in­
ternal exposure, the system provides schedules of the same general nature
as the Universal Mercantile Schedule, except that the entries are ex­
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pressed in points. These are the only parts of the system that are really
“schedules,” in the sense that we have been using the term.

Obstacles to the statistical plan. The statistical basis for rates has
no disadvantages; everyone familiar with the subject admits it would be
ideal, “if it could be done.” The E. G. R. system has a good idea in its
modification of rates by states by comparing the individual state results
on all classes of business with the national results on all classes of busi­
ness, and using this ratio as a rate differential. This is an adaptation of
a method developed in compensation insurance rating. The division into
three elements of hazard is also logical and clear.

The test of the whole plan centers, however, on the multitude of clas­
sifications necessary to secure all the desired rates. A rate on contents
for our hypothetical retail drug store seems to involve over 79,000 sep­
arate classes of risks up to the point where internal exposure is con­
sidered. The latter factor would require five times as many separate
classes, or over 397,000, and the same would be true of external exposure.
There is some exaggeration in these figures because not all occupancy
classes will appear in all classes of cities, not all grades of buildings will
contain all occupancies, and so on. The task is nevertheless a tremen­
dous one, and in some classes there might well be inadequate experience to
make a rate.

Great expense w'ould be involved in the application of the grading
schedules all over the United States and in punching the information on
cards. This expense would have to be assumed for a number of years
before any actual rates could be made. Even after the inception of the
classification method there would be some classes of risks on which data
would be insufficient to form a satisfactory basis for rates, and these
would probably have to continue for some time under the old system of
rating.

The National Board of Fire Underwriters established an Actuarial
Bureau to collect this information, adopted the occupancy classification
required, and for several years was thought to be engaged in working on
the method. The whole project quietly died, however, the Actuarial
Bureau taking up the task of supplying such uniform classified statistics
as are required by statute, and no actual rates were ever published.
Thus ended the only organized effort at statistical ratemaking. To make
rates on a statistical foundation is a difficult undertaking, of vast magni­
tude, with results that are problematical.

State regulation of rates. 1. Common law. In the early days before
antitrust legislation existed, the only restraint upon insurance company
methods of ratemaking were suits brought under common law. This is
the situation today in states -where no statutes on the subject exist.
Contracts in “restraint of trade” were not illegal, however, but merely
extralegal, the courts refusing to enforce the rights of one party as against
another. “Conspiracy” was an allegation carrying with it no penalty
unless unlawful means were used or unlawful ends attained, neither of
which practices was true of insurance company co-operation. “Monop-
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oly” was not illegal except with respect to food and other commodities,
and insurance is not a commodity. Common law, therefore, presented
no barriers to the co-operative making of rates, the formation of asso­
ciations for this purpose, the setting up of common rating bureaus, or the
making of agreements to adhere to the rates established.

2. Antitrust laws. With the development of antipathy to large-scale
industrial organizations and the “trusts,” came the enactment in numer­
ous states of laws forbidding combinations intended to regulate com­
petition or maintain or enhance prices. ' These laws specified that they
were applicable to “trade,” “commerce,” “business,” “dealings in com­
modities,” and the like, and attempts were made to bring insurance
within the scope of these terms. Although in one or two states such laws
were held applicable to fire insurance companies, as a general rule insur­
ance was judicially considered as not falling within these categories, and
hence the laws were inapplicable to insurance companies.

3. Anti-compact laws. Since general antitrust laws failed to embrace
insurance, laws were enacted specifically enumerating insurance and for­
bidding combinations or agreements for the purpose of regulating or fix­
ing the “price or premium to be paid for insuring property.” In general,
such laws were effective where enforced, and the decisions held that in­
surance was a legitimate field for state regulation. They also held that
states might forbid combinations of this character without infringing
upon state or federal constitutional provisions guaranteeing the “right of
contract,” “equal protection of the laws,” or “due process of law.” In
1917 there were 22 states having such statutes on the books. A number
of the statutes were not enforced, however, and others had been super­
seded by newer legislation although not actually repealed.

4. Abandonment of the competitive principle. All the preceding laws
were designed to enforce competition. They ■were founded upon faith in
“free competition” and the “law' of supply and demand.” These doc­
trines, however, had already been undermined in the railroad and public
utility fields, and competition was especially inappropriate in insurance
for a number of reasons: (1) Under a competitive system the large prop­
erty owmer, w'ho can exact concessions in rates, profits at the expense of
the little fellow'. (2) If an insurance company cuts rates below' cost, it
weakens its own financial ability to pay losses, which is w'hat the pre­
mium is paid for. (3) Insurance rates obviously should be based upon
cost. (4) Competition for business results in higher commissions io
agents, thus increasing the expense ‘of doing business at the same time
premiums are being reduced. (5) Unrestrained competition leads ul­
timately to monopoly by the few strong companies that are able to sur­
vive the struggle.

5. The co-operative method. As a result the competitive principle in
state legislation began to give w’ay to the co-operative principle, just as it
had already in the actual w’orld. Bctw'een 1917 and 1926 there was little
change in the number of anti-compact law's on the books, but many of
them became “dead letters” and the new type of legislation was already
receiving recognition. In 1940, although all but eight states and terri-
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tories had general antitrust statutes, only 14 states and territories had
anti-compact laws. Many of these are utterly ignored and might just
as well be taken off the books.

6. Modern legislation. New legislation involved two diverse tend­
encies. In Texas the entire rating function was assumed by the state:
the companies no longer have any control over rates to be charged. A
state commission supervises and a state rating board makes the rates.
Texas is the only state that has adopted this method, but it has adhered
to the state rating system since 1910.

In other states, however, legislation was designed to promote co­
operative ratemaking under state supervision and regulation. The fol­
lowing is an outline of the types of legislation most frequently found:

(1) Laws regulating ratemaking organizations. These are most im­
portant because they embody official recognition of the value of co-op­
erative methods. In 1941, 13 states and Hawaii had statutes requiring
every fire insurance company to maintain or be a member of a rating
bureau. Of these, three states established by law a single rating bureau
of which every fire insurance company was required to be a member,11
and eleven required that every fire insurance company must maintain or
be a member of some rating bureau.12 Eleven other states authorize
(i.e., permit) fire insurance companies to maintain rating bureaus.13
Two states permit companies to employ a “common rate expert,” 14 which
amounts to much the same thing. In a number of other states, in the
absence of any regulation, companies naturally use bureaus or common
rate experts.

(2) Laws to secure adequacy and reasonableness of rates, by requiring
their approval by the insurance department, or by giving the insurance
department power to order decreases or increases when found necessary.
In some states the companies are required to file with the insurance de­
partment certain “classified statistics” of results on specified groups of
risks.

(3) Laws requiring publicity of rates and methods by requiring that
rates be filed with the state, that the insured be given a copy of the
make-up of his rate on request, and so forth.

(4) Laws to prevent discrimination in rates, simply by prohibiting it
and by giving the insurance department power to remove any that be­
comes apparent.

The tendency to recognize co-operation in ratemaking is evident, not
only from the number but from the importance of the states that regulate
bureaus. The reluctance of some to part with the revered doctrine of
competition is illustrated in one statute that gives companies permission
to maintain rating bureaus “subject to the anti-monopoly law of the
state.” As explained on pages 67-68, the Supreme Court in 1944 

“Louisiana, Mississippi, and Virginia.
“Colorado, Hawaii, Illinois. Indiana, Kentucky, Minnesota, Ohio, South Carolina,

. West Virginia, Wisconsin, and Wyoming.
“Idaho, Kansas, Michigan, Missouri, New York, North Carolina, Oregon, Penn­

sylvania, South Dakota, Vermont, and Washington.
“Arkansas and New Jersey.
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held that insurance was commerce and subject to Federal regulation. In
1945, Congress passed Public Law 15 deferring application of Federal
antitrust laws to insurance. The issue of “state versus Federal regula­
tion” involves far more than merely ratemaking, of course.

The recognition that ratemaking and other insurance activities must be
supervised by ’some public authority is evidenced not only by the exist­
ence of the numerous present state laws but by the statement of Public
Law 15 of the Federal Government that “the continued regulation and
taxation by the several states of the business of insurance is in the public

1 interest.” The implied request by Congress for the states to enact satis­
factory laws regulating the business of insurance before January 1,19IS15
foreshadows an effort toward uniform state legislation.

The law of New York provides an illustration of the modern tendency
in legislation and indicates the probable direction of future state regula­
tion. It distinguishes between two types of co-operative organizations:
(a) service organizations, which inspect risks, adjust losses, establish
standards, and so forth, but do not make rates, and (b) rating organiza­
tions. An organization of the latter type is composed of members, who
participate in its policy, and subscribers, who merely purchase rates or
services.

A rating bureau must furnish rates and services to all members at a
reasonable charge, do business with any broker who adheres to the rules,
and furnish information to the insured on his rate. It has to file basic
rates and schedule charges with the insurance department, and no mem­
ber may deviate from the rates filed, without notice and permission to
file modified rates. The bureau is subject to examination by the depart­
ment of insurance.

The only fire insurance rating organization in the state at present is the
New York Fire Insurance Rating Organization, which is supported by a
percentage assessment against the premium income of its members, and
by the sales of its services.10 The Rating Organization has jurisdiction
over fire insurance, use and occupancy, demolition, rent, leasehold, and
profits insurance rates. Rates for these incidental lines, roughly speak­
ing, are based on and computed as a fraction of the fire insurance build­
ing or contents rate. In addition to a central office in New' York City
there arc four branches, one for New York City proper, one for New' York
City suburbs, one for Buffalo, and a Syracuse office that covers all cities
other than New York and Buffalo. It has a membership of about 220
stock companies, 25 mutuals, and a few reciprocals.

“Public Law 15, effective March 9. 1915, Sec. 2 (b) states: “No Act of Congress
shall be construed to invalidate, impair, or supersede any law enacted by any Slate
for the purpose of regulating the business of insurance, or which imposes a fee or
tax upon such business, unless such Act specifically relates to the business of in­
surance: PROVIDED, That after January 1, 194S, the Act of July 2, 1890. as
amended, known as the Sherman Act, and the Act of October 15, 1914, as amended.
known as the Clayton Act, and the Act of September 26, 1914, known as the Federal
Trade Commission Act, as amended, shall be applicable to the business of insurance
to the extent that such business is not regulated by State law.”

“The New York State Fire Rating Organization costs about Sl.500,000 a year, and
its assessments have been % of 1 per cent on net premiums written. If this figure
is typical, rating bureau operation in the United States costs S5,000,009 a year.
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The work of a large rating bureau includes much more than just in­
spection and rating. The following are the usual departments, with a
brief statement of their work: (1) Rating department, which inspects and
rates all risks other than sprinklered risks and gives advice on improve­
ment of risks. (2) Sprinkler Risk department, which inspects and rates
sprinklered risks, and examines proposed new installations to see if they
will meet the standards required. (3) Stamping department, which ex­
amines the daily reports supplied by agents to see if the policies described 

REQUIRING MEMBERSHIP
IN SOME BUREAU

BUREAUS PERMITTED

RATE EXPERT AUTHORIZED I I

STATE-MADE RATES

Fig. 20. State Laws Regulating Fire Insurance Rates

on these daily reports are in accord with the rules and regulations and
written at correct rates. Companies are notified of violations and are
subject to fine if they are not corrected within the prescribed period.
(4) Counter department, which furnishes information concerning estab­
lished rates and their composition. (5) Engineering department, which
inspects and grades the fire defenses of small towns by the application of
the National Board schedule, makes recommendations to civil authorities,
and sometimes tests fire apparatus. (G) Supply department, which dis­
tributes rates, forms, endorsements, and so forth, to agents.

The whole country, with the exception of those states where state rate­
making exists, is covered by rating bureaus. Over 30 of these have juris­
diction over one state, the Board of Fire Underwriters of the Pacific
covers four states and Alaska, the Mountain States Inspection Bureau
covers three states, the New England Fire Insurance Rating Organiza­



494 INSURANCE OF PROPERTY—FIRE

tion covers five states, and the Middle Department Rating Association
covers three states. Some of these rating bureaus are apparently gov­
erned in policy by underwriters’ associations, some are ostensibly “inde­
pendent rating bureaus” that sell their rates, and others are directly
managed by the associated companies.

Summary
I. Nature of fire insurance rates

A. Depend on losses and expenses
B. Should be not only reasonable but equitable

II. Possible rating methods
A. By reasonable aggregate results plus judgment of individual factors

contributing to losses
B. By classified statistical experience

III. Present rating methods
A. Three types

1. Class rates
2. Minimum rates
3. Schedule rates

IV. Schedule rates
A. Variations in losses between localities recognized by the National

Board Schedule
B. Variations between individual risks recognized by schedule rating
C. Two basic types of schedules in use
D. Numerous advantages of schedule rating over unassisted judgment

methods
V. Universal Mercantile System

A. Description of the process of applying the schedule
VI. Analytic System

A. Description of the process of applying the schedule
VII. Comparison of the two methods

VIII. National Board Schedule for Grading Cities and Towns
A. Description of the process of applying the schedule

IX. Criticisms of fire insurance rates—comments on criticisms
A. Rates too high considering aggregate results—not proved
B. Rates too high in particular communities—perhaps true, but no proof

either way is at present available
C. Rates too high on particular classes of risks—perhaps true, but there

are few standard classes
D. Rates have no logical foundation—true in the sense that there is no

accepted theory or national uniformity of method
E. Rates have no statistical foundation—true as to individual factors of

hazard
F. Discriminations in favor of particular risks—probably merely tempo­

rary in character
X. The statistical basis of ratemaking

A. The proposed E G R system depends upon classified experience.
B. There are serious practical obstacles to any statistical plan.

XI. State regulation of rates
A. Common law presents no obstacle to combinations fixing rates.
B. Antitrust laws do not, as a rule, apply to insurance.

i C. Anti-compact laws apply specifically to insurance rates, but are now
seldom enforced.

D. Idle co-operative method has come to be recognized as superior to
competition.



FIRE INSURANCE RATES 495

E. Modern legislation pennits, and even encourages, company associa­
tions for common ratemaking.
1. Description of a rating bureau
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Problems
1. Explain what is meant by the statement that a fire insurance rate is de­

pendent upon three principal elements, the risk itself, the location, and the time.
2. Why is the ratio of losses to premiums an unsatisfactory-basis for rate­

making?
3. Is there anything to be said for judgment rating, as compared with

schedule rating?
4. Why are schedules not used for rating all risks?
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5. The ratio of losses to insurance varies from S.65 to S1.00, let us say, per
S100 of insurance. The Analytic Schedule provides a series of base rates that
can be adjusted to the loss ratio. It also provides a table showing the relation
of each component part to the total hazard. Why is the Analytic Schedule not
a complete solution of the rating problem?

6. What relation exists between “building” and “contents” rates?
7. In what respects was the schedule system an improvement over the

judgment system?
8. Would you be in favor of a law forbidding fire insurance companies to

combine for the purpose of making rates and forbidding the formation of
underwriters’ associations?

9. Explain the difference between a specific rate and a class rate.
10. What are the differences between the Universal system and the Analytic

system with respect to: (a) basis rate, (b) system of charges and credits, (c)
occupancy charges?

11. What resemblance is there between the fire rating system proposed in the
Experience Grading and Rating Schedule, and the method of making compensa­
tion insurance rates?

12. Why is it any more difficult to make rates for fire insurance than for life
insurance?

13. What determines whether the key rate for fire insurance in your city is
higher or lower than in other cities?

14. How can a city obtain a reduction in its fire insurance premiums?
15. How can a manufacturer obtain a reduction in his fire insurance pre­

miums?
16. Why were fire insurance companies able to combine for ratemaking pur­

poses in states where general antitrust laws prohibited “combinations in restraint
of trade and commerce.”

17. Would you favor a law that permitted companies to be members of a
rating bureau or one that required membership?



CHAPTER 24

Fire Insurance Reserves

Definition of the reserve. The reserve at any given time is that por­
tion pf the premium income of fire or casualty insurance companies which
is not yet earned, owing to the fact that the policyholders have not re­
ceived the full term of protection for which the premium was collected.
It is the natural result of collecting the price in advance and delivering
the product in the future. As the insured carries “prepaid insurance pre­
miums” as an asset on his books, so the insurance carrier writes them as
a liability on its balance sheet.

The policyholders pay for their insurance in advance for one year,
often for three or five years, or even for longer periods; in fact, it is pos­
sible to secure a perpetual policy by the payment of one deposit.1 In all
these cases the company is holding prepaid premiums on policies for var­
ious terms, and from the time of the payment of the premium and the
inception of the policy to its termination, the insured has a decreasing
and the insurer an increasing equity in the premium. Although the en­
tire premium is in the possession of the insurance company, only that
proportion which is equivalent to the expired portion of the policy has
been earned. The remainder is held by the company as an “unearned
premium reserve” or “unearned premium liability.” It is this sum that
is sometimes called the “reinsurance reserve,” although this term is open
to misinterpretation. “Reinsurance” implies that this sum is necessary
for reinsuring the risks and is held for that purpose, whereas reinsurance
is merely one possible incident. The liability set up as “unearned pre­
mium reserve” may, in fact, exceed or fall short of the amount required
to reinsure outstanding risks.

The unearned premium reserve has frequently been called a ‘‘trust
fund” for the benefit of policyholders. In a technical or legal sense this
appellation is not correct, for (1) there is no “fund,” i.e., specific portion
of the assets, set apart for such purpose, and (2) there is no “trust” be­
cause the holders of unmatured policies cannot trace or identify any
specific property as theirs. The assets to offset the liability are, in
fact, indistinguishably commingled with the other assets of the company.
There is, nevertheless, some justification for the “trust fund” concept
historically and in practice.

When insurance carriers changed from individuals and groups of indi­
viduals to corporations with limited liability for stockholders, experience
showed that safety of operation demanded that some liability be set up

'The plan of Philadelphia Contributionship for Insurance, for example.
497
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in addition to capital and surplus. The assets representing this liability
have been tacitly permitted to be used for the prior benefit of unmatured
policies, the remainder of the assets being left for general creditors. In
five states, receivers are authorized to follow this procedure in case of
insolvency if the plan is approved by the insurance department, but in
three others, loss claimants are preferred to holders of unmatured policies.
In the remaining states no statutes specifically indicate the resolution of
this question, but hundreds of companies have reinsured their policies and
ceased business without any questions being raised. It may be said that,
historically and in practice, the unearned premium reserve is dedicated
primarily to holders of unmatured policies.

Object of the reserve. The reserve, from the standpoint of the state,
may be regarded as a necessity for solvency, which cannot be determined
without a comparison of all assets and liabilities. Among the liabilities,
paid-for protection must be included as a large item. The pro rata pre­
mium, it is true, is a very arbitrary method of evaluating the company’s
contingent liabilities. In life insurance all insurance policies involve
claims, and the temporal incidence of these claims may be approximated
from a mortality table- In fire and casualty insurance relatively few
policies result in claims, and the time of occurrence of losses is much more
uncertain. Thus it cannot be said that the unearned premium reserve
measures future losses with any accuracy. For example, the depleted
assets resulting from the heavy losses of the San Francisco conflagration
were being replenished by the collection of additional premiums from 1906
to at least 1910.

From the standpoint of the insured, the reserve may be regarded as a
liability set up to enable the company to return the unearned portion of
the premium in case of cancellation, provide for the reinsurance of the
risks with other companies, and make some provision for meeting future
losses. It is very important to the insured, for example, to know that
the premiums paid in advance are available for the payment of future
losses and are not used for dividends to stockholders or payment of ex­
penses of operation. In Chapter 18, one of the provisions of the standard
policy discussed was the cancellation clause, which provides that either
the company or the insured may cancel, upon proper notice. It neces­
sarily follows that the company must always be in a position, in such
cases, to return the unearned portion of the premium.

Also, if the company desires to retire from business and to transfer the
risks to another company, the reserve alone makes this procedure pos­
sible. It is not to be inferred, however, that another company will as­
sume these risks under all circumstances for exactly the amount of the
reinsurance reserve, for the transfer depends on the character of the risks
that are being carried. If the underwriting methods of the retiring com­
pany have been conservative, it may be that another’ company will be
glad to assume the business for an amount 40 per cent less than the un­
earned premium reserve. On the other hand, if a reckless or unfortunate
company has accumulated undesirable risks on its books, it may be that
the reserve held will be considered insufficient. In fact, when a company 
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goes out of business, the reason frequently lies in unsuccessful methods
of underwriting, and the accompaniment is usually an inadequate reserve.
In these cases the transfer of the risks often requires a sum exceeding the
reserve.

From the standpoint of the company the exhibit of the unearned pre­
mium reserve as a liability is necessaiy to a correct statement of profit or
loss. If a company wrote §240,000 of one-year premiums during the first
year of existence and at the end of the year losses amounted to $84,000
and expenses to $108,000, it might seem that there was a profit of S48,000.
But if the unearned premiums amount to % of $240,000, or $120,000,
there is in fact a loss of $72,000.

The reserve is necessary, therefore, as (1) a premium as yet unearned,
(2) a necessary element in estimating solvency, (3) an estimate of the
necessary cost of cancellations, reinsurances, or future losses, and (4)
a factor in correctly calculating profits.

Importance of the reserve in regard to premium payment. It is the
maintenance of the reserve that makes it possible to pay premiums in ad­
vance with safety. The insured knows that the portion of his premium
which the company has not earned is covered by the assets on hand and
that he may secure his proper share of it if he surrenders his policy before
maturity. Besides, the knowledge that this sum is subject to state super­
vision reassures him when prepaying the premium for one, three, or per­
haps five years. If, for instance, on July 1st, the company insured prop­
erty for one year and collected $365 premium, on August 1st only $31, or
31 days’ premium could actually be considered earned by the company on
that particular policy. The other $334 belongs to the insured. The
company under this contract is supposed to furnish protection for the
remainder of the year and can claim the premium as its own only in the
proportion that protection has been given; at any time the balance in its
possession is unearned and is held for the benefit of the policyholder. A
calculation as exact as the above, when the premium is reduced to a daily
basis, is seldom made because of the unnecessary detail involved. Meth­
ods of satisfactory approximation will be described later.

Calculation of the reserve. The reserve has been described as the un­
earned premium liability of the company. An accurate application of
this idea would mean that the company would calculate every policy re­
serve separately, taking into consideration the exact proportion of the
policy term that had expired. With perhaps 1,000,000 policies outstand­
ing, this calculation would involve an enormous amount of work. A
method of approximation had to be devised, therefore, and an assump­
tion was made that as much business is written in one portion of the
period under consideration as in another.

State laws prescribe this method of approximating the minimum re­
serve to be carried. Three classes of policies have to be considered, one-
year policies, term policies, and perpetual policies.

(a) One-year policies. On these the laws generally require that the
liability shall be computed as one half of the gross premiums, less pre­
miums for reinsurance in authorized companies. It is assumed that an 
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equal amount of insurance is written in each period of the year, which is
the same as saying that on the average all of the business is written at the
middle of the year, if interest is ignored.2 Policies written January 1st
have expired at the end of the year, and policies written December 31st
have 365 days to run, the average for both groups being about six months.
Policies written February 1st have at the end of the year about one month
to run, and those written December 1st have eleven months, the average
for both groups being six months. It follows that in the case of one-year
policies a company is required to have on hand as legal reserve only one
half of the premium income on those policies.

Fig. 21. Fractions oF Premiums Assumed as Earned
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(b) Term policies. In this group are included two-, three-, four- and
five-year policies written at term rates. For these the laws prescribe a
“pro rata amount.” On all of the two-year policies written the same
year it would be assumed that six months’ premium out of twenty-four
or one fourth is earned, and that at the end of the year the unearned por­
tion is three fourths of the premium income; on three-year policies, five
sixths of the premium would be a reserve liability; on four-year policies
seven eighths and on five-year policies nine tenths, as shown by Figure
21.

aIf interest were taken into consideration the reserve required would be smaller
and the surplus greater. Thus, allowing 4 per cent interest on the figures in the
hypothetical illustration in Table 39 the reserve necessary at the end of 1946 would
be only S1S3.539, instead of 5201,000.
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(c) Perpetual policies. On perpetual policies the requirement is not
less than 90 per cent of the deposit premium.

All of the fractions used for the reserve computation are applied to the
gross premiums, less premiums paid for reinsurance, and consequently
the reserve is based on the expense element as well as the risk element in
the premium. In life insurance, and in some forms of insurance other
than marine, the reserve is based on net premiums.

The approximation method for reserves does not give acciu-ate results,
because business is seldom evenly distributed over all periods of the year.
In the case of a rapidly growing company, for example, it results in an
underestimate of the reserve. In all companies monthly fluctuations
in writings may make the calculated total exceed or fall short of the
actual unearned gross premiums. • Some companies for their own use
divide their business into shorter periods than is specified by law. Their
purpose is to calculate the reserve more accurately, since the smaller the
period the more accurate the result. Frequently the monthly basis is
used, with the assumption that as much business is written the first half
of the month as the last. Thus, on one-year policies written during Jan­
uary, it is assumed that at the end of the month half a month’s premiums
have been earned, or 1/24. At the end of two months, 3/24 have been
earned, and by the encl of the year 23/24. On policies written in Feb­
ruary, 21/24 of the premiums have been earned by the end of the year,
and so on. The New York law (Section 74) permits the superintendent
of insurance to require a monthly calculation if the “annual pro rata
fractions do not produce an adequate reserve.”

The operation of the reserve may be more closely traced in Figure 21,
the curves showing the proportion of the earned premium at given
periods.

It is assumed in Table 39 that the company began business in 1944 and
during the year received a premium income of $40,000 on one-year poli­
cies, $18,000 on three-year policies, and $10,000 on five-year policies.
The second year of business, 1945, the company received $60,000 on new
one-year policies, $20,000 on new two-year policies, $24,000 on new three-
year policies, and $20,000 on new five-year policies. The third year on
new policies written it received $80,000 on one-year policies, $40,000 on
two-year policies, $42,000 on three-year policies, $24,000 on four-year
policies, and $40,000 on five-year policies. Applying the information
shown in Figure 21, we find that in 1944 the company earned one-
half of the premiums received for one-year policies or $20,000, one-sixth
of the premiums on its three-year policies or $3,000, and one-tenth or
$1,000 on the five-year policies. Deducting this from premiums origi­
nally collected leaves an unearned premium of $20,000 on the one-year
policies, $15,000 on the three-year policies, and $9,000 on the five-year
policies, or a total of $44,000 on hand at the end of the first year’s busi­
ness.

In the year 1945 the company earned the remaining one-half of the
premium on the one-yeai‘ policies written in 1944, or $20,000; on the
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TABLE 39
Illustration of Reserve Calculation

’83

ilIs u «

{1 year
3 years
5 years

1

I.I

S40,000
18,000
10,000

a

II
g.g

Q
S20,000

3,000
1,000

$20,000
15,000
9,000

$44,000

1945 Unearned Premium on 1944 business  $16,000

Total Reserve necessary at end of Year 1944

[ 1 year 40,000 1 20,000 none none
1944 < 3 years 18,000 6,000 ? 9,000

I 5 years 10,000 2,000 iV 7,000

1 year 60,000 | 30,000 1
2 years 20,000 J .5,000 -J
3 years 24,000 J 4,000 J
5 years 20,000 fa 2,000 fa

30,000
15,000
20,000
18,000

Unearned Premium on 1945 business $83,000

1916

Total Reserve at end of Year 1946

1944 {1 year
3 years
5 years

40,000
18,000
10,000

 none
6,000 i
2,000 fa

Unearned Premium on 1944 business

1 year 60,000 4 30,000 none
2 years 20,000 J 10,000 |
3 years 24,000 § 8,000 I
5 years 20,000 fa 4,000 fa

Unearned Premium on 1945 business

( 1946

1 year
2 years
3 years
4 years
5 years

80,000 i
40,000 4
42,000 j
24,000 J
40,000

40,000
10,000
7,000
3,000
4,000

5
j
5

Unearned Premium on 1946 business

Total Reserve necessary at end of Year 1946

$99,000

none
3,000
5,000

$8,000

none
5,000

12,000
14,000

$31,000

40,000
30,000
35,000
21,000
36,000

$162,000

$201,000

three-year business written in 1944, it earned two-sixths, or 86,000; and
on the fiye-year business two-tenths, or 82,000. With the premiums
previously earned, an unearned premium of 816,000 on the business
written during the first year of its existence is left at the end of the
second year. During the year 1945, however, the company has written 
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some new policies, and reserves are also calculated for these policies by
the same process and in the manner illustrated in Table 39. In the year
1946 there are premiums of 1944, 1945, and 1946 to be accounted for, but
the calculation proceeds in the same manner as in Table 39. This same
operation is repeated year after year always carrying over the unexpired
portions of the policies written in previous years, with the results indi­
cated by the table.

Financial importance. The total assets of fire and marine insurance
companies in the United States probably amount to approximately
84.5 billion, and of this amount 30 per cent represents the unearned
premium liability item. This sum, about 81.4 billion, is nearly all
invested in securities. Fire insurance companies constitute an important
medium for investment, in which the unearned premium reserve plays an
important part, and such companies are in fact a specialized type of in­
vestment trust.

The following simplified balance sheet, for fire and marine insurance
companies operating in New York state, exhibits the principal types of
assets and liabilities:

Assets
Per Cent

Real estate.......................................... 2.0
Mortgages........................................... 0.9
Collateral loans.................................. 0.0
Bonds................................................... 44.2
Stock....................................................... 36.7
Cash..................................................... 10.5 ■
Uncollected premiums..................... 4.4
Accrued interest & rent................... 0.3
All other assets.................................. 0.9

100.0

Liabilities
Per Cent

Unpaid losses.................................... 8.2
Unearned premiums........................ 32.2
Contingent reserve........................ 2.1
Other liabilities.............................. 5.3
Capital, guaranty funds,

and deposits.................................. 11.2

Net surplus....................................... 41.0

100.0

As in the case of life insurance companies, real estate is limited to that
necessary for the conduct of the business, and loans on collateral security
are negligible. Two outstanding distinctive characteristics of the assets,
however, are the large proportion thereof invested in securities and the
very small percentage in mortgages. Whereas the expenditures of life
insurance companies may ordinarily be predicted long in advance, fire
insurance companies are subject to large emergency losses caused by con­
flagrations and storms. Even in the absence of great catastrophes their
underwriting results fluctuate considerably from year to year. As a con­
sequence the nonliquid mortgage is avoided and securities are preferred
investments.

With regard to the securities item, it is noticed that the proportion in­
vested in stocks is high, forming 38 per cent of the total assets. The high
percentage is explained by the absence of legal restrictions on this form
of investment, because of the fact that fire insurance contracts are short­
term contracts, as contrasted with life insurance policies, and the insured
has the opportunity of shifting his protection from a company that does
not maintain a satisfactory financial position. All of the funds in the 
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hands of the fire insurance company are regarded legally as the property
of the company, and speculation is considered as the normal practice.
Stocks ofler the opportunity of a larger return and a speculative profit.
1 his aspect of the business is almost completely divorced from the under­
writing branch of operations.

State regulation of investments. State laws usually prescribe differ­
ent restrictions on the investment of (a) capital, (b) reserve, and (c)
residue and surplus. The capital may be invested only in bonds of the
United States, individual states, and civil subdivisions thereof, mortgage
loans, and sometimes certain classes of public utility and railroad bonds.
The reserve may be invested in any of the foregoing and also in corporate
bonds that meet certain requirements as to net earnings and security, and
in preferred stocks that meet certain requirements as to net earnings.
The residue and surplus, in addition to the foregoing, may be invested in
common stocks of solvent corporations. The law of New York (1940)
restricts the latter investments by prohibiting investment in its own capi­
tal stock, in corporation stocks whose majority is owned by the investor
or its officers, in companies whose assets arc more than 20 per cent insur­
ance stocks, and in insurance company stocks to the extent of more than
35 per cent of the investor’s surplus to policyholders or 50 per cent of the
investor’s surplus over capital and liabilities. Although a number of
other states do not impose these latter restrictions on stock ownership,
it is common to limit the amount that may be invested in any one cor­
poration.

Not only are the types of investments restricted, but, as in life insur­
ance, the method of valuing investments is prescribed. This subject has
been so fully dealt with in Chapter 11 that no further comment is re­
quired here.

Expenditures and receipts. The investments just referred to con­
stitute one large part of the annual disbursements of a fire and marine
insurance company. The other expenditures are for losses, expenses,
taxes, and dividends. The losses are expected to be met out of surplus,
contingency funds, unearned premiums, and finally, in the case of stock
companies, capital. It follows, therefore, that the financial strength of
a fire insurance company is not to be measured by the size of its capital
alone. In fact, the capital stock equals only about 12 per cent of the
total assets in the case of stock companies admitted to New York State.
The capital, surplus, and contingency funds all represent amounts avail­
able to policyholders for losses, and they, constitute about 55 per cent of
the total assets of stock carriers and 47 per cent of the total assets of
mutual carriers. An individual mutual company may have a surplus
that exceeds the combined capital and surplus of a given stock carrier.

The losses of a fire insurance company consist of (1) ordinary losses
from underwriting during years when no extraordinary catastrophe oc­
curs, and (2) conflagration losses, because of large fires. The latter are
more frequent than commonly supposed and constitute an indeterminable
factor in fixing premium rates.

Expenses are of two types, fixed and variable. Among the first type 
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are salaries, rents, supplies, and rating expenses, which are largely inde­
pendent of the volume of business done. The principal items of variable
expense are acquisition expenses, loss expenses, and taxes.

Insurance companies pay (a) taxes in common with other businesses,
such as property taxes, federal income taxes, social security taxes, en­
trance and incorporation fees, capital stock and registration taxes, and
state income taxes, and (b) special taxes peculiar to insurance, such as
premium taxes, license taxes, fees for annual statements, fire department
taxes, agents’ license fees, publication fees, and retaliatory taxes. These
special taxes totaled over §106,400,000 in the year ended June 30, 1940,
for life, property, and casualty insurance companies, it being impossible
to separate the insurance branches. Of the total, taxes on premiums
formed over 90 per cent. These are, in the last analysis, taxes on in­
sured property only, and thus operate to discourage foresight. The
smaller the economic enterprise, the more essential is insurance protec­
tion and the more certain that it bears the taxation burden. Even if
any economic justification existed for special insurance taxation, pre­
miums furnish no logical basis for the assessment of such taxes. Lest it
might be supposed that the insured receives an adequate return in state
services, it may be noted that only 4.7 per cent of the collected tax was
spent for supervisory service to policyholders, and the remainder went
into general revenue.

Such surplus as is available and need not be retained for emergencies
or the stabilization of dividends may be returned as annual dividends
to the stockholders in a stock corporation.

Profits. The fire insurance company’s profit consists of two parts:
(1) underwriting profit and (2) investment profit. The underwriting
profit consists of the earned premium less incurred losses and expenses.
The earned premium is the proportion of premiums received which has
been earned, as computed later. The incurred losses are those from
fires that occurred during the period in question, as distinguished from
loss payments made during the period, some of which cover losses that
actually occurred in a prior period. Thus we have the calculation shown
in Table 39 A, on page 506.

The underwriting profit is considerably affected by the operation of
the unearned premium reserve. During a period of increasing business,
the additional unearned premium reserve reduces the underwriting profit.
If the increased business is large enough in comparison with the total
business, the accretion to the unearned premium reserve may entirely
cancel any underwriting profit and even extinguish the company’s surplus
and impair its capital.

Investors and security analysts frequently use an “adjusted under­
writing earnings” figure, arrived at by adding to the above result 40 per
cent of the increase or subtracting 40 per cent of the decrease in the un­
earned premium reserve. In the case of reinsurance companies, 35 per
cent is used. This is a rather artificial adjustment, based on the assump­
tion that expenses consume 40 per cent of the fire insurance premium and
that, since unearned premium reserves are calculated on gross premiums
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Total premiums received...............................................
Plus unearned premiums, Dec. 31 of previous year...........
Less unearned premiums, Dec. 31 of current year.............

$1,400,000
1,200,000
1,300,000

Premiums earned during year............................................. $1,300,000
Losses paid during year........... 400 000
Plus unpaid losses, Dec. 31 of current year. . . . 70,000
Less unpaid losses, Dec. 31 of previous year....................... 120,000

350,000
Loss adjustment expenses during current year. 40,000
Plus unpaid loss expenses, Dec. 31 of current year........... 3,000
Less unpaid loss expenses, Dec. 31 of previous year......... 4,000

Loss expenses incurred.................................. 39,000
Underwriting expenses paid during current year 600,000
Plus unpaid underwriting expenses, Dec. 31, current year 82,000
Less unpaid underwriting expenses, Dec. 31, previous year 65,000

Underwriting expenses incurred during year.................. 617,000

Gain from underwriting................................................... $294,000

and include expenses that are already paid, there is a “stockholders’
equity” in the unearned premium reserve of 40 per cent. To put it in
another way, since only losses and loss expenses need be paid out of the
unearned premium reserve, 40 per cent of it is likely to remain after the
payment of losses, and is therefore a “hidden asset,” which swells and
diminishes as the reserve changes.

In addition to the underwriting profit, however, the fire insurance com­
pany also earns income on investments of capital, reserve, and surplus.
This income is known as “banking” or “investment profit.” In the case
of mutual companies, it goes either to reduce the cost of insurance to
policyholders or to increase the financial stability. In stock companies,
it either augments the surplus or is distributed to stockholders as divi­
dends. In the latter case it is regarded as compensating the stockholders
for the funds they have invested in the business, either in the form of
capital or surplus.

In New York State in a recent year, for 368 carriers the results for
underwriting and investment were:

Stock Other Carriers

Underwriting:
Gain
Loss

Investment:
Gain
Loss

Number Amount Number Amount

188
90

54
224

$ 42,317,623
8,947,803

3,959,071 <
224,672,893

81
9

45
45

$36,987,802
50,970

1,319,582
7,305,800

wJw 1943’ 225 stock companies in New York State, out of premiums
ntten of 8889,000,000, paid dividends to stockholders of $65,800,000 on

RnWh 8 ° 3334,000,000. This amount was 20 per cent on the capital.
bul rne surplus of these companies was $1,069,500,000, and therefore on 
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the “stockholders’ equity” conservatively estimated the dividends were
4.7 per cent. The dividends were 7.4 per cent of the premiums, but this
calculation is based on the business of a single year.

Since the question of reasonable fire insurance rates is tied up with
profits, the question of whether fire insurance companies earn exorbitant
profits has always been interesting to the insuring public. The National
Board of Fire Underwriters and the insurance superintendents, through
the National Convention of Insurance Commissioners, after some years
of discussion, arrived in 1921 at the conclusion that the following princi­
ples should be applied to the calculation of underwriting profits.

(1) The investment profit is no part of the underwriting profit, and is
considered as money that the stockholders might have earned equally well
by investing the surplus otherwise than in fire insurance.

(2) The difference between earned premiums and incurred losses and
expenses represents underwriting profit or loss.

(3) A reasonable underwriting profit is not less than 5 per cent of pre­
miums plus 3 per cent additional conflagration losses.

(4) A conflagration is a property loss exceeding §1,000,000.
(5) Five years is the minimum term upon which to base a calculation

of underwriting profits.
In law the question of whether investment earnings should be included

as part of underwriting profit has not been conclusively answered by
court decisions. It has been variously held: (a) that investment earn­
ings were part of underwriting profit;3 (b) that they were not part
thereof;4 and (c) that investment earnings on reserves alone should be
considered as part of the underwriting results.5

It should be pointed out that a reasonable aggregate underwriting
profit does not in any way establish the equity of rates on particular
classes of business, for one classification may be written at exorbitant
rates and help to pay the losses on another classification written at inade­
quate rates. This problem must be considered in connection with rating
mediums and methods.

Criticisms of the fire insurance reserve. The present system of fire
insurance reserves began in 1852 and its fundamental basis has never
been changed. Not much can be said for its scientific character' or logi­
cal foundation.

One of the important functions of a reserve is to pay future losses, and
the present system of fire insurance reserves is not adapted to that pur­
pose. Inasmuch as it is a percentage of the premium, it follows that if
the premium charged is inadequate the reserve will be inadequate. As
a percentage of the gross premium, including expenses as well as losses,
it bears no fixed relation to losses. Nor as a percentage of the premium
charged has it furnished any check upon ruinous competition.

The existing legal requirements work an undue hardship on new and

'Aetna Ins. Co. v. Travis, 259 Pac. 106S (Kans.), for example.
'Bullion v. Aetna Ins. Co., 237 S.W. 716 (Ark.). Aetna Ins. Co. v. Hyde, 273 US.

681, 275 U.S. 440 (Mo.). Aetna Ins. Co. v. Hyde, 34 Fed. 2d 185 (Mo.).
‘Aetna Ins. Co. v. Hyde, 285 S.W. 65 (Mo.). 
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small companies. Although life insurance companies are allowed to
evaluate their, policies on bases less stringent than the full net reserve, to
enable them to meet the early incidence of expense, this privilege is denied
to fire insurance companies.

To see the effect of the requirements upon a new company, assume that
a new fire insurance company with a capital of §100,000 began on Janu­
ary 1st. During the year the policy premiums collected on one-year poli­
cies amounted to 8100,000. Suppose that the acquisition expense was
830,000 (which would be quite low' for the first year of business), and
that the claims paid or accrued amounted to 845,000; there would remain
a surplus of 825,000 on hand to be applied as the unearned premium re­
serve. But the state law specified that the company should have had one
half of its premium income on one-year policies, or 850,000, in reserve;
since it had only 825.000, its capital was impaired to the extent of 825,000.
Originally only 8100,000, the capital is now reduced to S75,000. So even
if the law allowed a 20 per cent impairment of capital this company would
not have met the legal requirements. From this illustration it can be
seen that a reserve requirement may hamper the operation of a young
fire insurance company to a very great extent.

At least two proposals for the modification of the existing system have
been made. One is to divide the fire insurance reserve into two parts,
one part to cover ordinary losses and be based upon average losses, and
the other part to cover the conflagration hazard. The first part would
then be a reserve based upon the risk of loss. There is no scientific
method of ascertaining the reserve except by calculating the present value
of future losses, a method which is at present impracticable because of
the great diversity in classes of risks and the uncertainty of estimating
the probability of future losses, an uncertainty far greater than in life
insurance. In addition the frequent but irregular ocurrence of great
conflagrations makes additional precautions necessary; but fatal epi­
demics, such as a wave of influenza, rarely disturb the even course of
human mortality.

Another proposal is to define the required reserve as the highest of each
of two amounts: (1) the gross unearned premium, less acquisition costs,
or (2) an adjusted claim reserve based upon the application of the loss
ratio to date to the unearned premiums, plus a percentage of the gross
premium to cover expenses other than acquisition expenses. The argu­
ments in favor of this method are: (1) that it will provide sufficient to
pay the claims on the basis of actual loss ratio; (2) that it will give a
truer picture of the company’s financial status; (3) that the reserves
released might be used as a conflagration or contingency reserve.

Further to stabilize insurance companies and prevent insolvencies, the
states frequently require that both domestic and foreign companies make
a deposit of approved securities with the state for the purpose of guaran­
teeing solvency. This sum, however, is usually inadequate as a reserve,
and does not approach the unearned premium liability. A more strin­
gent requirement than a “special deposit” in the form of a flat sum is one 
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that requires approved securities to an amount equal to the unearned
premium liability. This serves the double purpose of subjecting the
assets to close scrutiny and at the same time preventing fraudulent ma­
nipulation by placing this “trust fund” beyond the reach of the individual
officers of the company.

Summary
I. The reserve is a liability representing the unearned portion of premiums

collected in advance.
A. Since the corresponding assets are not segregated, or identifiable, it

is not a trust fund in the legal sense.
B. Its purpose and past treatment, however, have given it this character

in fact.
II. Purposes of the reserve

A. From the standpoint of the state it is necessary in determining sol­
vency of companies, although by a purely arbitrary method.

B. From the standpoint of the insured it is a provision for future losses,
for return of premiums on cancellations, and for reinsurance.

C. From the company standpoint it is necessary to determine profits or
losses.

III. Calculation of the reserve
A. Since valuation of individual polices would be impracticable, unearned

premiums are calculated as a pro rata portion of premiums received.
B. A more accurate approximation is possible when necessary, by using a

monthly instead of an annual basis for calculation.
IV. Financial importance of the reserve

A. The reserves of fire insurance companies equal 30 per cent of the
total liabilities and are represented by assets in the form of invest­
ments.

B. Many small funds are combined to form a large fund for capital
investment.
1. Over SO per cent of the investments are securities, about equally

divided between bonds and stocks.
2. The high proportion of securities is due to the desire for liquidity,

the speculative possibilities of stocks, and the absence of restrictions.
V. State regulation of investments

A. Limits the ways in which (a) capital, (b) reserve and (c) surplus
may be invested, by defining the character of the permissible invest­
ments.

B. Prescribes standards of valuation.
C. Provides periodical examinations.

VI. Expenditures
A. Those not devoted to investment are used for (a) losses, (b) expenses,

(c) taxes, and (d) dividends.
1. Special taxes collected are not used for purposes of supervision.

VII. Receipts qnd profits
A. Underwriting profit is derived from insurance operations.

1. It varies with incurred losses and earned premiums.
B. Investment profit is derived from the income on stocks and bonds,

and variations in the market price thereof.
VIII. Criticisms of the reserve requirements

A. They are an unscientific estimate of future losses.
B. They are based upon gross premiums, although the expenses have been

paid before calculation of reserve is required.
C. They make the rapid expansion of new companies difficult.
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Problems

1. Is the definition of the reserve on the first page of this chapter consistent
with the idea that the purpose of the reserve is to provide a fund for the pay­
ment of future losses?

2. Does the manner in which the fire insurance reserve is calculated insure
(1) the solvency of the company? (2) a sufficient fund for reinsurance? (3)
a fund sufficient for the payment of future losses? How does the fire insurance
reserve compare with the life insurance reserve in these respects?

3- Why might a company reinsure the risks of another for less than the
latter’s reserve?

4. If the one-year premiums collected by a company are steadily increasing
month by month, which is the more conservative basis for calculating the re­
serve, the annual basis or the monthly basis?

5. A newly organized company has a capital of $500,000 and a surplus of
$200,000. It collects $300,000 in premiums on one-year policies and incurs losses
of 30 per cent, acquisition expenses of 30 per cent and other expenses of 10 per
cent of the gross premiums, during the first year of operation. It also earns
$35,000 interest on the investment of capital and surplus and $5,000 interest on
premiums. What is the profit or loss for the year? What is the “underwriting”
loss?

6. A company collects $60,000 of premiums on one-year policies issued during
the year, $18,000 premiums on three-year policies issued during the year, and
$10,000 on five-year policies issued during the year. What is the required re­
serve on this business, computed on the annual basis, at the end of the year?
At the end of two years, assuming no further business to be written? How long
before all the premiums on each of these classes of business will be earned?

7. What would have been the reserve on the one-year policies ($60,000 of
premiums) in Problem 6 at the end of the first year, on the monthly basis, if the
one-year premiums were received as follows:



FIRE INSURANCE RESERVES 511

Total  $60,000

January........... ........ $1,440 July...................... .... $4,800
February.......... ........ 3,600 August................ .... 4,800
March............... ........ 4,800 September.......... .... 6,240
April.................. ........ 4,800 October............... .... 6,720
May................. ........ 5,280 November.......... .... 6,960
June................. ........ 4,800 December........... .... 5,760

8. Why do the laws restrict the extent to which a fire insurance company
may invest in the stock of any one corporation? Why are restrictions on stock
investment less stringent for fire insurance companies than for life insurance
companies? Do fire insurance companies carry a larger or smaller per cent of
assets in cash than life insurance companies?

9. Is the unearned premium reserve designed to cover conflagration losses?
How is it expected that such losses will be met ?

10. What are the arguments for and against taxing fire insurance companies
1 per cent of their gross receipts?

11. What is the calculation by which earned premiums are arrived at? Should
underwriting profit be based on premiums received and losses paid or on pre­
miums earned and losses incurred? Why?

12. Suppose the following figures for a fire insurance company:—
Total premiums received during year  $1,050,000
Losses paid during year ........................................................... 300,000
Loss expenses during year.................................................................... 30,000
Underwriting expenses during year  450,000
Unearned premiums, Dec. 31 of previous year  975,000
Unpaid losses, Dec. 31 of previous year........................................... 52,500
Unpaid loss expense, Dec. 31 of previous year  3,000
Unpaid underwriting expense, Dec. 31 of previous year  . 48,750
Unearned premiums, Dec. 31 of current year  900,000
Unpaid losses, Dec. 31 of current year.............................................. 90,000
Unpaid loss expense, Dec. 31 of current year  2,250
Unpaid underwriting expense, Dec. 31 of current year  61,500

What is the underwriting gain or loss?
13. Why do investors sometimes consider that an increase in reserve of a fire

insurance company contributes to increase the fire insurance company’s earn­
ings?

14. What would be the required reserve for the company described in Prob­
lem 5, if the second system suggested on page 508 were used? What would
have been the underwriting profit or loss with this reserve system?
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CHAPTER 25

Miscellaneous Property Insurance

Nature of these forms. This chapter describes nine forms of in­
surance, against property damage primarily, to several of which is
added also insurance against legal liability. Most of these forms insure
against specific perils only. Sprinkler leakage insurance, for instance,
covers only cases in which there has been discharge or leakage of water
from a sprinkler system. Glass insurance and accounts receivable in­
surance, however, are “all-risk” policies covering damage to glass or to
records of accounts receivable arising from any cause, the coverage be­
ing subject only to enumerated policy exceptions.

Four forms of insurance cover property damage caused by water.
Two of these deal with water harnessed for human use, and two deal with
water as a natural force, uncontrolled by human agency.

Sprinkler leakage insurance. Buildings are equipped with automatic
sprinkler systems as a protection against fire. This protection enables
the insured to obtain a lower fire insurance rate. It sometimes happens,
however, that a system may operate when there is no fire, or that the
pipes carrying this system burst, causing water damage. Pipes of the
sprinkler system are placed along the ceiling (open or concealed) and
fitted at intervals with sprinkler heads containing valves held in place by
fusible links. The valves open at a certain degree of heat whether or not
such heat is caused by fire. Since the fire insurance policy covers dam­
age by water only when fire occurs, sprinkler leakage insurance is neces­
sary to protect against loss resulting from water released from the sprin­
kler system by other causes.

The other causes may be (1) leakage, (2) accidental discharge, or (3)
accidents to the tanks that furnish water to the system. Under the first
heading are included freezing, which is the greatest single cause of dam­
age, failure of equipment because of newness or repairs, vibration, and
deterioration. Under the second heading are high temperatures caused
by escaping steam or proximity to furnaces or dryers, and breakage
caused by corrosion, flying belts, moving objects, and so forth. The
third heading comprises falling, leaking, or bursting supply tanks.

The insurance protects against damage to property resulting from the
discharge of wrater or other substance from the heads, pipes, valves, fit­
tings, and pumps connected with and forming a part of the sprinkler sys­
tem, whether or not such discharge originates in the portion of the build­
ing occupied by the insured. It does not cover losses originating in
hydrants, standpipes, or hose outlets unless such liability is specifically
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assumed. Neither does it cover seepage of water from outside the sprin­
kler system, condensation or deposits on the pipe system, floods, backing
up of sewers or damage that is directly or indirectly due to fire. This
latter damage is covered by the fire insurance and consequential damage
policies.

Damage to buildings, stock, furniture and fixtures, additions and bet­
terments, and the sprinkler system itself may be insured against, but the
property excluded under the fire insurance policy is also excluded here,
namely, accounts, bills, currency, and the like. Liability for manu­
scripts, models, drawings, lasts, dies, and patterns is limited to 10 per
cent of the policy amount unless they are insured as separate items. If
the building falls, all insurance ceases.

The rates for this form of insurance are made by the Eastern Sprinkler
Leakage Conference, covering about 28 states, and the Western Sprinkler
Leakage Conference, covering 18 other states, and are arrived at by the
use of a schedule. The principle of the schedule is to add charges and
subtract credits for certain enumerated features of the risk, these being
applied to a base rate.

The base rate on contents (the most common form of insurance) de­
pends upon the damageability by water of the stock, which is divided into
eight classes. In class D-l, for instance, are items such as bottled drinks,
radiators, iron pipe, and so forth, and in D-8 are easily damaged items
such as millinery, cereals, .matches, photographic film, and the like.

The principal charges are for stock stored in basements, for floors of
nonstandard construction, for inadequate protection of the system against
freezing, for improper location or construction of tanks, and for inade­
quate maintenance. The principal credits are for sole occupancy of the
building, for maintenance of watchman and clock service, for fireproof
floors, for automatic alarm, and for the percentage coinsurance clause.
In the insurance of buildings, all manufacturing and mercantile buildings
take the same base rate, to which the above charges and credits are ap­
plied when appropriate. Although the final rate is dependent upon an
inspection, rate cards are available for every large sprinklered risk in the
principal cities. A coinsurance clause, varying from 10 per cent to 90
per cent, is usually attached to the policy, carrying with it a reduction
from the schedule rate of 60 to 90 per cent.

The protection afforded by the sprinkler leakage policy may be ex­
tended by the use of endorsements covering legal liability for damage to
the property of others, consequential losses such as use and occupancy,
rents, and so forth, losses arising from alterations and repairs, sprinkler
leakage caused by aircraft and objects falling therefrom. General cover
forms are also available of the same nature as previously described for
fire insurance. These forms and their conditions are very similar to
those for fire insurance.

Water damage insurance. Protection of a similar nature is found in
the water damage policy. Damage to property of commercial firms and
to private homes can occur as a result of the escape of water from proper
receptacles and conduits. The water damage form covers against spe­
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cific hazards: accidental discharge, leakage, or overflow of water (or
steam) from the plumbing system and tanks, the heating system, elevator
tanks and cylinders, refrigerating and air conditioning systems, stand­
pipes, industrial and domestic appliances; entrance of rain or snow
through open or broken doors, windows and skylights, defective roofs,
leaders, and spouting. Damage caused by the collapse or fall of tanks
is considered part of the damage caused by water.

The policy does not cover any loss from sprinkler systems, floods,
blocking up of sewers or drains, tides, or rising waters. It does not cover
the seepage or influx of water through building walls, or floors of the
basement, or sidewalks.

Residences and their contents are insured at a flat rate. For commer­
cial risks, the rating system is so similar to sprinkler leakage insurance
that further description is unnecessary. Certain risks are undesirable
because of their great susceptibility to damage from other tenants in the
same building whose use of water is excessive or dangerous.

Flood insurance. Although flood insurance exists and the need for
it, particularly in those geographical regions where floods occur, is great,
only a small amount of this insurance is written.

Inland marine contracts covering transportation risks are the most
common type of such insurance. Real property, crops in the field, and
personal property at permanent locations are difficult to underwrite.

Since flood insurance covers loss by floods, rising waters, or tidal waves,
excluding any leakage hazards referred to above, or weather hazards,
such as rain, sleet, or snow, the geographical concentration of risk and
insurance is very marked. People living outside flood areas rarely are
interested in this coverage. In addition people living within flood areas
are often interested in this coverage only when flood is imminent, usually
canceling their insurance when the immediate likelihood of flood has
passed. As a result, the premiums are very high and, .to complete the
circle, buyers are very scarce.

Rain insurance. Protection against the loss of earnings or expenses
because of weather conditions, popularly called rain insurance, is really
a form of consequential loss and might equally well have been considered
along with use and occupancy, rent insurance, and others of that group.

Many types of events, such as baseball games, fairs, horse races, rodeos,
open-air conventions, and the like, are dependent for success upon the
weather at the time the event is scheduled to take place. Unsatisfactory
weather results at least in loss of the expenditures incurred and, when in­
come is expected, in loss of profit as well. Individuals not directly con­
nected with the event in question, for example owners of refreshment con­
cessions, barber shops, restaurants, transportation companies, and so
forth, may be adversely affected by its failure. It is therefore desirable
to provide insurance (a) against loss of expenditures incurred, hereafter
called expenses, or (b) against loss of anticipated income that will cover
both expenses and profit, or (c) against loss of mercantile gross profit.

The coverage is provided by a group of companies operating under the
rules and rates promulgated by the Rain Association. One basic policy 
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is used for all risks, with six different endorsements, lettered from A to
F, for different types of cases. Forms A and D cover the great majority
of cases.

The insurance protects the insured, not against damage to property
by rain, but against loss of money advanced for expenses, or loss of in­
come, or loss of gross profits on events, if such losses are due to rain, hail,
sleet, or snow. In contrast with the practice followed in fire insurance
and other allied lines, agents are not empowered to bind the company,
and the insured must submit an application for the insurance. It must
be submitted seven days before the event in question, because rates are
based upon average experience, and predictions of the weather as much
as three days in advance are possible. For the same reasons a policy is
usually noncancelable.

The occurrence of the event insured against is established (a) in con­
tracts that specify a definite amount of rain (hail, sleet, and snow), by
readings of a rain gauge by a weather bureau observer or other impartial
individual, and (b) in contracts that do not specify a definite amount of
rain, by the testimony of three impartial observers.

The rules require that the critical period of time named by the insured
shall consist of at least three consecutive hours, the three hours usually
chosen being those immediately preceding the time of the event. Inter­
vals as long as 12 hours may be insured. Events held for a definite pe­
riod of hours at different times on the same day may be insured as sepa­
rate events.

An important underwriting problem is the avoidance of catastrophe
losses arising out of a single rain storm that may extend over a number
of states. By refusing to write too much or by arranging reinsurance,
companies may restrict their liability in theoretical rain zones, but ad­
verse weather conditions on particular holidays may entail large losses.

Form A is used to insure an event from which an income is anticipated
or for insuring the gross profit of mercantile sales. The company is
liable in the event of loss, in the one case for the difference between the
amount of insurance and the amount of income received, and in the other
for the difference between the amount of insurance and the gross profits
received. In this form, the contingency insured against may be a definite
amount of rainfall, such as 1/10 or 2/10 of an inch, or may be no specified
amount of rainfall. Under the definite amount policy, the insured may
insure up to 100 per cent of the anticipated gross income or gross profit,
and under the “no definite amount” policy, from 50 to 80 per cent.

Form D may be used for loss of income, gross profits on mercantile
sales, or expenses incurred, and is an abandonment form or valued policy.
The company is liable for the full amount of insurance named in the event
of rain. All of the net expenses may be insured on events even when no
previous experience on similar events is available, or 60 per cent of the
gross income on similar previous events, or 60 per cent of the gross profit
on mercantile sales shown by previous experience. A definite amount of
rainfall is specified.

Form B is used for events having expenses but no income. If the event
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is abandoned or postponed, the company is liable for the actual expenses
incurred, less any salvage or savings that the insurer may effect by, for
example, holding the event at another time or place. No definite amount
of rainfall is specified in this form.

Form C is used for state and county fairs, and horse races. It specifies
a definite amount of rainfall and states an anticipated gross income. The
company is liable for the difference between the stated anticipated in­
come and the actual income received. The insured’s gross income must
have exceeded a specified amount, and the event must have been held for
not less than three consecutive years preceding. The amount of insur­
ance must be not less than 50 per cent of the stated anticipated gross
income in the case of fairs and 33% per cent in the case of horse races.

Form E is used for the advance sale of reserved seat tickets at football
games. The insured is permitted to refund the purchase price in case of
rain. The company is liable for the amount the insured is required to
refund to ticket holders within 30 days following the event. A definite
amount of rainfall is specified in this form. The amount of insurance
must not exceed the total price of reserved seat tickets sold at least seven
days prior to the date of the event, as shown by a report rendered to the
company by the insured.

Form F covers publishers or advertising agencies against refunds to
advertisers of part or all of the advertising price or against the expense
of reprinting the advertisements free at a later date.

The rates are principally governed by the territory in which the event
is to take place and the month and hour scheduled. Records of rainfall
by thousands of weather stations over a period of years enable the ascer­
tainment of probabilities of rainfall, on which the base rates are founded.
The following outlines the essentials of the rates:

1. The base rate varies by states and counties and also varies with dif­
ferent months of the year in which the probability of rainfall is different.
In certain districts and certain months even the hour of the day affects
the base rate.

2. The base rate also varies with the number of consecutive hours that
are insured, the durations ranging from three to 12 hours.

3. A discount of one third from the base rate is given if %0 °f an inch
is insured against, instead of %0 of an inch.

4. On Form A, varying discounts are given for specified amounts of
rainfall, and charges are added when no specific amount of rainfall is
specified.

5. 'On Form B, the base rate is increased by varying multipliers for
varying durations of coverage.

6. On Forms D and F, base rates are higher by 25 per cent.
7. On Form E, rates are on a per ticket basis determined by special

rules.
8. Regardless of credits there is a minimum rate, approximately 4 per

cent.
Accounts receivable insurance. The fire insurance policy excludes

losses resulting from destruction of accounts and evidences of indebted­
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ness. The business firm whose records of accounts receivable are de­
stroyed or damaged with the result that it is unable to collect money due
from customers may obtain a policy that will repay it for the consequent
loss, if the destruction or damage to those records occurs from any cause
while the records are in the insured’s premises. The policy covers also
the theft or disappearance of these records from the premises resulting
from fire, explosion, earthquake, flood, hurricane, windstorm, cyclone,
strike, riot or civil commotion, leakage or overflow of water in or into
the building, and burglary of the records from the safe in which they are
contained. The records are required to be kept in a fireproof safe, vault,
or cabinet on the premises.

The insured takes a policy with a provisional face value equal to the
average amount of his outstanding accounts. On this policy a deposit
premium is collected, subject to addition or refund on adjustment. The
insured reports each month the total amount of outstanding accounts
receivable, and the premium is adjusted at the end of the year to cover
the average amount of outstanding accounts so reported. All accounts
must be reported, and the form is therefore a 100 per cent coinsurance
form. An amount slightly in excess of the largest amount of accounts
outstanding in any month is named as the limit of liability of the com­
pany.

This form of insurance is not credit insurance because it covers only
losses that are due to destruction of records. As in credit insurance, how­
ever, the contract contains an “initial loss” or “deductible” provision,
which stipulates that the insurance company is not liable for the amount
of ordinary bad debts, as estimated from the insured’s experience for
three years preceding the loss. The company has the privilege of recon­
structing the accounting records, if that will enable the collection of the
accounts, the company paying for the cost of materials and time neces­
sary for that purpose. The company will reimburse the insured for any
accounts that cannot be collected within an agreed time after the physi­
cal damage. Any salvage (accounts subsequently collected) up to the
amount of the loss payment belongs to the insurance company, but
amounts exceeding the loss paid belong to the insured.

The rates used are per cents of the (coinsurance) fire insurance rate on
contents. On all risks in unsprinklered buildings of ordinary construc­
tion, for example, the rate may be 50 per cent of the fire insurance rate
on contents. In fireproof and sprinklered buildings, the rate is from
25 to 33% per cent lower. A minimum rate of $.04 per $100 is charged.

Valuable-papers insurance. A business firm usually has records val­
uable to it in the conduct of business, but intrinsically worth, of course,
only the paper they are written on. A legal office may have files of ab­
stracts of real estate deeds; an architect’s office has files of building plans:
if such records were destroyed, the loss would amount to far more than
the cost of material for reproducing them.

A valuable-papers policy pays for this cost of reproduction if the
papers insured are lost, destroyed, or damaged from any cause. This in­
surance may be written either on a blanket basis at a 50 per cent increase 
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over the 100 per cent coinsurance fire contents rate of the premises in
which the records are located, or on a specific basis (23,000 files at a
reproduction cost of 2% cents each), at a 5 per cent increase over the
fire contents rate. A discount is available if the records are kept in a
fireproof safe when not in use.

This insurance and accounts receivable insurance are underwritten by
the burglary department of a casualty company even though they em­
brace “all-loss” coverage, because the underwriting criteria are so simi­
lar to the burglary and robbery forms.

Boiler and machinery insurance. Boiler and machinery insurance
protects against loss resulting from the accidental bursting or breaking of
a great variety of apparatus, and is often called “power plant insurance”
or “steam boiler insurance.” The collateral service of inspection accom­
panying this policy is equal in importance to its insurance function.

This insurance is written by stock companies and mutuals, but stock
companies collect about 90 per cent of the premiums and two companies
account for over half of the total. The forms and rates are controlled by
the National Bureau of Casualty and Surety Underwriters, a stock com­
pany bureau to which a few mutual companies subscribe for services.

Insurance against explosion or breakdown over the years has been
extended to a great multitude of industrial objects, which may be grouped
for convenience under three headings:

1. Boilers and similar types of apparatus, which involve latent energy
generated by pressure, such as steam cookers, laundry apparatus, devul­
canizers, and refrigeration apparatus.

2. Engines and machinery, including flywheels, governors, gears, steam
and water turbines, and blowers.

3. Electrical apparatus, including motors, generators, and converters.
This list gives only an idea of the scope of articles covered. The causes

of bursting of boilers, disintegration of flywheels, breakdown of machines,
are too numerous to be listed here. Some are attributable to defects of
manufacture, some to negligence of operators, some to deterioration.

In recent years there have been changes in the policy form, and the
present day policy includes an agreement by the company to pay:

1. For the insured’s property damaged by the accident.
2. For the extra cost of repairing the damaged property as expedi­

tiously as may be possible.
3. For loss on other persons’ property damaged by the accident (and

for the accompanying services of defense and investigation), to the
amount for which the insured is found legally liable.

4. For bodily injuries caused by the accident, to the amount for which
the insured is found legally liable.

5. For additional indirect losses, if provided for by endorsements.
The liability for expediting charges is limited to the amount of property

loss liability and to not more than SI,000 on one aebident. If the prop­
erty loss and expediting charges exhaust the policy, the liability claims
will not be covered.

On legal liability for property damage the boiler policy contributes pro 
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rata with other applicable insurance. On legal liability for bodily injury
the boiler policy pays only such loss as is not covered by other policies,
in this respect being almost identical with excess insurance.

The hazards of strike, riot, civil commotion, or malicious mischief are
considered accidents covered by the boiler policy.

A power plant insurance contract consists of the basic policy form, and
a schedule or schedules attached to it describing the objects covered.
The schedule sheet provides the special provisions necessary to adapt the
coverage to the particular type of object insured, and each schedule sheet
contains a definition of the object, and a definition of what is considered
an accident to that object. For example, on the schedule sheet listing
“unfired vessels,” the object is defined as “the complete pressure vessels
designated herein, including all parts subject to pressure or vacuum neces­
sary to the normal functioning of the object and including only such
piping as is used in connecting the various parts of the object, but ex­
cluding all piping otherwise leading to and from the object.”

The accident to an object or any part thereof is defined as (1) a sud­
den and accidental tearing asunder or crushing inward caused by pres­
sure of contents or by vacuum, (2) a sudden and accidental cracking
resulting in leakage of contents, (3) a sudden and accidental bulging
caused by pressure of contents, which makes continued use unsafe.
Leakage at valves, fittings, or joints, the tearing asunder of any safety
disc, rupture diaphragm, or other protective device are not considered
accidents.

Additional objects acquired by the insured subsequent to the policy
date are automatically covered from the time they are first placed in
operation, provided the insured notifies the company in writing within 90
days after that time, and agrees of course to pay the required additional
premium.

The amount of insurance collectible by the insured for one accident is
limited to the amount stated in the policy, but every accident occurring
during the customary three-year term is covered to this extent. Any
number of accidents during the term would each have the benefit of the
total limit.

The company reserves the right to inspect the premises and the objects
at all reasonable times, and upon the discovery of a dangerous condition
or defect may immediately suspend the insurance. This is one of the
most important provisions in the policy. The primary object of power
plant insurance is to prevent loss, and over 40 cents out of the premium
dollar is spent for this purpose. The value of the inspection service,
conducted by trained engineers, and the absence of coinsurance require­
ments probably explain why underinsurance is quite prevalent. The
inspection service may begin, incidentally, as far back as the manufactur­
ing process involving the object, by formulating standards for manufac­
ture.

A deductible loss arrangement is available by endorsement. It reduces
the cost of the policy by providing that certain amounts stated in the
endorsement shall be deducted from the loss on the objects named in the 
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endorsement, or that the largest amount shall be deducted if more than
one object is injured.

Extensions of coverage beyond the basic payment for direct loss may
also be obtained by endorsement. These extensions include:

1. Use and occupancy. Two forms are available. A valued form
stipulates a stated amount per day for total suspension of business and
pro rata for partial suspension. A waiting period is optional with the
insured. A coinsurance form based on actual loss sustained is also
available.

2. Consequential damage. This covers the liability of the insured for
damage to property other- than the injured object, when such loss is only
indirectly due to the accident and defined as due to spoilage from lack of
power, light, heat, steam, or refrigeration. For instance, breakdown of
a heating system may ruin the contents of a greenhouse. Only actual
losses, within the policy limits, are covered, unlike the valued form used
in business interruption insurance.

3. Outage. This is an agreement by the company to pay a stipulated
sum for each hour the object named in the schedule is “out” or not operat­
ing, within a certain specified limit per object. For partial failure to
operate, a pro rata amount is to be paid. Its purpose is to cover the
increased expense of doing business without the damaged object and it
thus corresponds to extra expense or use and occupancy insurance on a
valued basis. The most common case occurs when the explosion of a
steam boiler necessitates the outside purchase of power. It may also be
used in place of use and occupancy insurance or when losses arc not di­
rectly reflected by prevention of operation. All these endorsements of
course require an additional premium.

The policy form for residences insures all the boilers and pressure
equipment in a residence. A residence schedule covers ‘steam heating
boilers, water heaters, supply boilers, storage water heaters, electric 'water
heaters, coil water heaters, water fronts and water backs, incinerators
and garbage burners used for hot water supply sendee, economizers for
heating water, air tanks, water supply tanks, and expansion tanks used
in connection with hot water heating systems.

The rate is based on the number of heated rooms, and not on the num­
ber and type of objects. The premium for this coverage for So,000 limit
per accident is §28 for a residence with ten heated rooms or less. Inspec­
tion service is furnished. There is also a limited residence form, cover­
ing explosion of boilers and water heaters only, available for residences
containing not more than 12 rooms, at a cost of S10 for §10,000 limit per
accident. This rate does not contemplate any inspection service.

Manual rates for boiler and machinery insurance are made by the Na­
tional Bureau of Casualty and Surety Underwriters. Under the present
method of rating, a policy with a standard limit of §5,000 for a term of
three years involves a charge for each object insured, called the “object
rate.” Limits in excess of §5,000 may be bought, and the term of the
contract may be less than three years. The object rate varies with the
type of object insured (e.g., boiler, vacuum tank, water heater, and so 
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forth), and is multiplied by the number of objects of that same type
which are insured.

In addition to the object rate, a “location charge” for each location at
which objects arc insured is added to the premium. This charge is essen­
tially the charge for the expense of making inspections and is levied only
once for each location. Typical premiums might be as follows:

Cast Iron Steam Heating Boiler

(a) One Boiler..............................

Object
Rate

$22.00

Location
Charge
$16.00

Total
Premium

838.00
(b) Two Boilers, each at a different location..............
(c) Three Boilers, two at one location,

44.00 32.00 76.00

one at another location..........................................
(d) Five Boilers, three at one location, one each

66.00 32.00 98.00

at different other locations.................................... 110.00 48.00 158.00

There is no geographical difference in rates.
The premiums referred to above are gross premiums, including a net

premium that covers losses, inspection costs, and unallocated claim ex­
pense, and a loading for expenses in per cent form. The approximate per
cents allowed for the expense items are as follows:

Per Cent of
Gross Premium

Acquisition expense...........'.................. 30
Administrative expense....................... 9
Taxes............ ......................................... 5
Profit....................................................... 5

49

Expenses are therefore $.49 for each $1.00 of gross premium, or $.96 for
each $1.00 of net premium.

Glass insurance. Glass insurance, one of the oldest and simplest ol
the casualty insurance contracts, is intended to indemnify the insured
for the breakage of glass. Over a hundred companies write this insur­
ance, with 90 per cent of the approximately $12,000,000 annual premium
being written by the stock companies. The premium aggregate is com­
paratively small, probably because only about 25 per cent of all glass
is insured, and because the average premium is small (about $25).
Losses, though individually not very large, are frequent. The causes of
glass breakage are too numerous to list, being so widely different as
changes in temperature and the acts of racketeers^

The policy is simple in form, covering the glass described in the sched­
ule attached to the policy, and excluding from the coverage damage
caused by fire. The latter coverage is a function of fire insurance. The
excluded risks are very few. The policy promises to indemnify for dam­
age to the glass, lettering, or ornamentation described in the schedule,
caused by breakage or by acids or chemicals accidentally or maliciously
applied thereto. The policy also covers repairing or replacing sashes or
frames where necessary as a result of the damage, boarding up or protect­



MISCELLANEOUS PROPERTY INSURANCE 523

ing windows when there is unavoidable delay in replacements, and re­
moving fixtures or other obstructions in order to replace the glass. These
latter three coverages are subject to a limit of $75 each, or $150 for more
than one.

The policy promises to replace without unnecessary delay any insured
broken glass, lettering, or ornamentation, or to pay its value in cash.
Although the company is not bound to do so, in 95 per cent of the cases
it replaces the glass, and prompt service in replacement has become one
of the outstanding features of the business. The insurance company
really assumes the position of a glass contractor and the risk of an in­
crease in the price of glass. Glass insurance is not diminished by the
payment of a loss: a plate and its replacement might be paid for several
times over by the company during a year. Subrogation and salvage are
rights of the company, but they are not of great value. Responsibility
for breakage is difficult to ascertain and often little can be recovered from
the guilty party. Also, in about 85 cases out of 100 the cause of break­
age is not known. Although the company is entitled to the smaller pieces
of glass which may be salvaged out of the broken plate, smaller pieces are
much less than proportionately valuable. For instance, 16 square feet is
about 1/9 the area of 144 square feet, but is worth only 1/50 as much. '

Policies may cover breakage of other than “regular” glass, such as neon
signs, half-tone screens, memorial windows, glass bricks, and fluorescent
lights. A rider is also available, in return for a reduced premium, giving
the company the privilege to substitute two panes for one in replacing a
plate of glass at least 100 feet square in size.

Prior to policy issuance, an inspection of the designated glass is made,
either by the company representative or by an inspector from a co-opera­
tive inspection bureau. An outstanding example of the latter is the New
York Plate Glass Service Bureau, which includes nearly all the compa­
nies writing glass insurance in Greater New York as members. This as­
sociation makes inspections for companies on risks in which they are
interested, and also accumulates surveys in advance on important risks
in the territory. It also makes investigations of loss claims. This serv­
ice is accomplished at a cost of about $65,000 a year, partly derived from
charges against individual companies for inspections and investigations
and partly by a per cent of net premiums paid by all companies to cover
overhead expenses.

Until 1917 the plate glass insurance business was greatly disorganized.
In that year a small group of companies agreed with W. F. Moore to use
and adhere to a manual and schedule of rates prepared by him. The
arrangement proved successful and was later joined by other companies.
The ratemaking function has since been assumed by the National Bureau
of Casualty and Surety Underwriters, whose rates are used by both stock
and mutual carriers.

Six principal factors enter into the premium for glass insurance. All
of these except the first consist of multipliers or discounts applied to a
basic premium.

(1) Size. The fundamental factor is the size of the glass, because this
largely determines its relative cost. “Table rates” are listed for differ-
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ent sizes of glass. They are actually basic premiums to which additions
and deductions arc applied.

(2) Cost. The table of basic premiums is not itself sufficient because
the price of glass changes. New rate manuals are made unnecessary be­
cause per-cent changes are promulgated from time to time, in accordance
with the prevailing conditions.

(3) Kind and -use. The table rates are for "plain glass,” but other
tables, such as for art glass and leaded glass in memorial windows, wired
glass and opaque glass in skylights, and so forth, are used. These are
treated in two ways. Glass not set in frames, bent glass, interior glass,
showcases, and the like, are rated by applying multipliers to the stand­
ard glass rate. For example, exterior bent glass may take two to five
times the standard rate. On the other hand, art glass, opalite, Argen­
tine, and other special varieties of glass are insured on a valued basis, the
premium being a per cent of the value. Art glass, for instance, is in­
sured for a premium of 10 per cent of the valuation, and lettering at the
same rate.

(4) Location. It is evident that glass on the grade (or street) floor is
subject to more hazard than glass above the grade floor. Showcases
represent a hazard different from windows. Skylights and canopies of
glass form another category. These differences are taken care of by a
table of percentages of increase or decrease.

(5) Type of occupancy. Most insured glass is located in mercantile
buildings. Residences, churches, office buildings, banks, and so on, have
their glass written at a discount from the premium for the same glass in
a mercantile location.

(3) Territory. The territory in which the insured glass is located
affects the premium in two ways: the freight from the factory is included
in the cost of glass, and in some territories the hazard of breakage is
greater than in others. In the congested district of a city with narrow
streets, there is greater probability of breakage than in a country town.
There is also a difference in hazard between the center of a large city and
the outlying portions of the city. These differences can be allowed for
only partially in the rate, as a practical measure, but different territories
and states, rural and urban communities, cities and zones within cities,
are given rate differentials in the form of per cents that are added to or
subtracted from the table rates.

The manual rates thus obtained contain an expense allowance amount­
ing to 57.7 per cent of the gross premium or 136 per cent of the net
premium. Acquisition costs are high, as will be seen from the following
table:

Per Cent of
Gross Premium

Claim adjustment.................................... 3.4
Acquisition................................................ 35.0
Inspection and bureau............................ 1.5
Administration.......................................... 10.3
Taxes, licenses, fees.................................. 2.5
Profit, contingencies................................ 5.0

57.7
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As in other forms of insurance an effort has been made to introduce ex­
perience rating. Several plans were abandoned as unsuccessful. The
present plan provides that an experience rating is compulsory for all risks
with an annual premium of §200 or more. The experience period is 33
months, and a comparison is made of the actual and expected losses dur­
ing this period. The amount of debit or discount, as the case may be,
which is applied to the manual rate for the experience, is modified by a
table of “credibility factors,” depending upon the number of plates in­
sured and the amount of premium.

War damage insurance. Fire and other physical damage policies do
not include protection against loss caused by war. In ocean marine in­
surance, special provision has always been made in recent years for this
hazard. At the start of World War II it became generally the opinion
that it would be unsound for the commercial insurance companies to fur­
nish protection against wartime perils of invasion, bombing, or other
enemy attacks. It was felt that so to expose reserves that were held for
the security of other forms of protection ordinarily provided might end in
the companies’ being unable to meet their obligations under all their
other outstanding policies. Private companies therefore made little ef­
fort to supply war damage insurance, having little information upon
which to base rates, and the rates charged in some instances were pro­
hibitive.

The United States Government, through the Reconstruction Finance
Corporation, on December 13, 1941, for this and other reasons, estab­
lished a §100,000,000 fund to meet the immediate need for reimburse­
ment for war damage in the United States and its possessions. This fund
was later increased to §1,000,000,000, and provided temporary insurance
for everyone, without premium charge. Subsequently the War Damage
Corporation, with a capital of §1,000,000,000, was established by Con­
gressional Act and empowered to provide protection against property
damage resulting from enemy attack “including any action taken by the
military, naval or air forces of the United States in resisting enemy at­
tack.” The temporary insurance furnished by the R. F. C. ceased, and
the War Damage Corporation commenced operation July 1, 1942.

The War Damage Corporation made agreements with 546 fire insur­
ance companies to have them act as fiduciary agents in receiving applica­
tions and premiums, in issuing policies, and in handling all the other de­
tails of war damage insurance. Accounting duties were handled by the
R. F. C., and the funds were received by the Federal Reserve Banks.
The 546 participating companies were given a 10 per cent interest in the
operating losses or profits, subject to a limit of §20,000,000. Policies
were actually arranged for by individual agents who contacted the pub­
lic, and more than 150,000 agents submitted these applications to the
more than 1,400 policy-issuing offices of the companies. The agent or
broker received a 5 per cent commission, subject to §1.00 per policy min­
imum and §1,000 per policy maximum, and the fiduciary agent 3J/t per
cent commission, subject to §.50 per policy minimum and §700 per policy
maximum.
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At the start, policies covered only properties at fixed locations, speci­
fied vehicles, property in transit, builder’s risk on hull, cargoes stored
afloat, and growing crops. In December 1942, insurance was made
available on money and securities, through 88 casualty and surety com­
panies, who acted as fiduciary agents with the same procedure and serv­
ice fees, subject to a maximum loss or profit of So,000,000. . At the end of
the first year’s operation, over 5,000,000 policies had been issued. The
total issued was reported as 8,700,000. Premiums paid were approxi­
mately $223,987,000, representing SI40,000,000,000 of insurance in force.

Insurance through the War Damage Corporation was not compulsory.
Rates were uniform throughout the country, varying only with the kind
of property, occupancy classification, and construction classification.
Rates ranged from $.10 per $100 on dwellings to S.30 on public utility
properties. All policies in force on March 31, 1944 were extended auto­
matically for one year at no additional premium.

The War Damage Corporation was directed by the Congressional Act
mentioned above to repay property damage sustained during the period
December 6, 1941, to July 1, 1942 (the temporary no-premium protec­
tion period), and by the end of 1944, $323,800 had been paid for losses
sustained during that period, mostly in the Hawaiian Islands.

Before this country entered the war a few commercial companies had
written war damage insurance, but they discontinued their activities
when the War Damage Corporation operations began, except for offering
policy forms that provided consequential damage indemnities, such as
use and occupancy, and rents.

The policies of private insurance companies had covered, in addition
to the strictly war risk, damage resulting from civil war, insurrection,
rebellion, revolution, including fire or explosion directly caused by any of
these perils. On the other hand, they did not cover pillage or looting (ex­
cept as a result of these perils), “clandestine acts,” acts of individ­
uals or groups not connected with military or naval forces, or confisca­
tion, nationalization, expropriation, and so forth, by the insured’s own
government. Rates were dependent upon the territory injtvhich the risk
was located, the nature of the construction of the building, the type of
building occupancy, and the extent of coinsurance clause used.

The War Damage Corporation policy, except for the insuring clause,
was almost identical with the standard fire policy, except for clauses that
were not applicable to this form of protection. But damage from enemy
attack was construed to mean only by armed enemy forces and not se­
cret agents, and resistance to enemy attack to mean only actual or im­
mediately impending attack. The policy did not cover damage done by
United States forces not engaged in resisting attack, as for instance in
the case of damage by the fall of an Army airplane or damage by an
Army truck. Mortgagees received protection only under a “loss payable
clause,” instead of under a standard mortgagee clause, the advantages of
which were explained in Chapter 17.
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Summary
I. Sprinkler leakage insurance protects against damage from water escaping

from sprinkler system.
A. The policy resembles the standard fire policy.
B. Rates are made by the Sprinkler Leakage Conferences.

1. The rate for contents depends principally upon the damageability
of contents.

2. There is a flat rate for buildings, with certain credits for protective
features.

3. By endorsements, the coverage may be extended to consequential
losses.

II. Water damage insurance covers damage from water escaping from any
part of the water system except the sprinkler system.
A. The premium system is similar to that for sprinkler leakage.

III. Flood insurance insures against damage to property by floods, tidal waves,
and the like, but not against damage by rain, sleet, or snow.

IV. Rain insurance indemnifies for loss of earnings or expenses if such loss
is due to prevention of events by weather conditions.
A. The peril insured against may be either a definite amount of rain or

no specific amount.
B. Different policy forms arc adapted to profit-making enterprises, non­

profit enterprises, and mercantile profit.
C. The policy may be an open or valued form.
D. A complicated system of rates depends principally upon the geographi­

cal location of the risk and the time of year.
V. Accounts receivable insurance protects against loss on accounts receivable

if such loss is due to destruction of records from any cause.
A. Rates depend upon the fire insurance rates.

VI. Valuable papers insurance covers the cost of reproduction of valuable
papers destroyed by any cause.

VII. Boiler and machinery insurance protects against property damage and
legal liability resulting from boiler explosions, or similar accidents.
A. The policy’ covers damage to the insured’s property and expediting

charges, and may also include legal liability for property damage and
bodily' injury as excess insurance.
1. By endorsement, it may be extended to cover use and occupancy,

consequential damage, and outage.
B. The inspection service is an important part of the insurance.
C. The premium consists principally' of a charge for each object and a

charge for each location.
VIII. Glass insurance covers the cost of replacing glass damaged from any

cause.
A. Damage resulting from fire is not covered, but there are very few

other exclusions.
B. The face of the policy is not diminished by loss payments.
C. Rates are based upon inspections made by companies or by co-opera-

" tive inspection bureaus.
D. The premium rate depends principally upon

1. Size of glass.
2. Market price of glass.
3. Variety of glass.
4. Location of glass.
5. Ty'pe of occupancy.
6. Territory' in which the risk is located.

IX. War damage insurance protects against property damage by enemy attack.
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A. This insurance was at first furnished without cost by the United State
Government.

B. In 1942 the War Damage Corporation began to insure against this risk
through the agency of commercial companies.
1. Rates varied with the type of construction, nature of the propertv

and occupancy.
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Problems
1. A fire insurance policy covers damage done by water used in extinguishing

a fire, (a) Does a sprinkler leakage policy cover this damage? (b) IIhat
necessity is there for sprinkler leakage insurance?

2. A and B each insures the contents of his store against sprinkler leakage.
A is the sole occupant of his building, B occupies the ground floor of his, the
second floor being leased. A’s store contents consist of hardware and agricul­
tural implements, B's contents consist of haberdashery and men’s furnishings.
A takes insurance to the extent of 60 per cent of the value, and B insures to the
extent of 20 per cent of the value. Which would obtain the lowest rate, and
why?

3. What justification is there for reducing rates to persons who buy more
insurance in proportion to value? In what other way might the same result be
achieved?

4. What factors have operated to prevent increase in the volume of flood
insurance?

5. A county fair is to be held for three days by the Plum County Fair
Association. The association provides horse races and gives prizes at a total
cost of $4,000, and retains the 50-cent admission charge, expected to produce
SI ,500 in receipts. Three concessions are sold to A, B, and C, for $2,000, $2,000
and $1,000, respectively. The Boy Scouts spent S500 to give a free outdoor
camping trip. How can these parties protect their investments by rain in­
surance?

6. Why is Form D a more expensive form of rain insurance than Form A
with no specified amount of rainfall?

7. (a) Explain in what way accounts receivable insurance supplements
credit insurance, (b) Would it be possible for the policy to cover the average
amount of uncollectible accounts?

8. X has a public liability policy with S10,000 and $20,000 limits, and a steam 
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boiler policy for $10,000. His steam boiler explodes and as a result: the SI,000
boiler must be replaced; $200 of temporary power must be purchased; $15,000
was awarded as damages for bodily injury to a visiting salesman; $2,000 dam­
ages for damage to the property of others was awarded; and the plant was not
able to operate for five days. Expenses and profits for these five days amounted
to $400 a day. (a) How much is the steam boiler insurance company liable for
on a policy of standard limit with no endorsements? (b) How could the other
losses have been covered? (c) How will the premium on this insurance be de­
termined?

9. Betz operates a canning factory in which a steam boiler exploded, damag­
ing his machinery to the extent of $5,000, injuring two employees who recovered
$1,000 and $2,000 compensation, injuring an electric meter inspector who was
reading the meter at the time and who recovered $4,000 damages, destroying the
electric meter, which belongs to the electric company, and which is valued at
$75. As a result, $2,000 of food in process was spoiled, Betz had to pay $500
extra to obtain pressure cookers, for the accident occurred in the midst of the
canning season, and the factory was unable to operate for a period of two
weeks, involving a loss of profits and fixed charges of $2,000. (a) Which of
these losses are covered by a basic power plant policy and which of them could
be otherwise covered?

(b) If the total insurance is $7,500, exclusive of the use and occupancy in­
surance, what losses are not covered?

(c) What other benefits does the policyholder receive for his premium?
10. How many separate losses can the insured collect for, under a power

plant insurance policy? Does this feature resemble fire insurance or glass in­
surance?

11. What elements must be covered by the net premium charge for power
plant insurance? By the gross premium?

12. Why can a rider providing for the substitution of two panes for one large
size effect a reduction in premium in glass insurance?

13. How do the acquisition expenses for plate glass insurance compare with
those for power plant insurance?





Part VI

INSURANCE AGAINST TRANSPORTATION RISKS

CHAPTER 26

Ocean Marine Insurance

Nature of the contract. The marine insurance policy was originally
designed to protect the holder against perils of the sea and of fire, but so
extensive is the modern coverage that perils on the land as well are now
by endorsement frequently included within the scope of the contract.
Since the actions of the master and the rights of shippers are governed by
maritime law, such law is in many respects by implication a part of
marine insurance contracts. Like the fire insurance policy, the marine
policy is personal, covering a specified insured.

Unlike the fire insurance policy, which consists principally of the ex­
ceptions or cases in which the underwriter is not liable, the marine policy
stipulates the risks for which he is liable. As a result he has received
more liberal treatment by the courts. The marine contract is designed
to protect the insured against accidents only and does not indemnify for
natural wear and tear and losses that are inevitable.

Factors essential to a valid contract. 1. Good faith and fair dealing.
These have always been strictly required by the courts in respect to con­
tracts of marine insurance because, by the nature of the subject matter,
the underwriter is not in a position to conduct an extensive investigation.
The ship or cargo may be far removed from the place where the contract
is made.

2. Insurable interest. Whether vested, contingent, or expectant, insur­
able interest is required. The doctrine of insurable interest is essentially
the same in fire insurance and in marine insurance, and has been fully
discussed.

3: Seaworthiness of the vessel. It is an implied warranty, by which
the insured is strictly bound, that the vessel is safe and in a condition to
carry the cargo contemplated. With respect to voyage policies on hulls
this warranty is interpreted literally,, but in cargo policies companies
usually waive this warranty by admitting in an endorsement the sea­
worthiness of the vessel, because the cargo owner usually has little or no
control over or knowledge of the condition of the vessel. In time policies
on hull, this warranty is effective only at the inception of the period dur­
ing which the vessel is sent to sea unfit with the knowledge of the insured.
Often the vessel is out of the possession of the owner and beyond his power
to inspect. Like any warranty, this may be and frequently is waived.

4. Condition of cargo. The shipper of cargo impliedly warrants that
the cargo is sound and properly packed.

5. Legality of the venture. The object of the voyage must be of a
character not prohibited by law. A policy, for instance, on a vessel en-
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gaged in smuggling goods into the United States, in violation of the rev­
enue laws, is void.

6. The voyage must be prosecuted without deviation. The vessel must
proceed over the customary route and without unnecessary delay. De­
viation by the master on his own responsibility, without orders from the
owner or in violation of such orders, however, constitutes “barratry”-—
a peril against which the marine policy protects the insured. A devia­
tion arising from the necessity of saving human life, or of protecting the
subject matter insured, is held to be justifiable.

These six essentials are implied warranties, and the added force of a
warranty, as distinguished from a representation, has been explained
previously.

Types of underwriters. Marine insurance, like fire insurance, is
written by stock companies, mutuals, Lloyds associations and interin­
surance associations. These have been described in a previous chapter
and it is sufficient to notice here some minor variations.

1. A distinctive American mutual. Only one marine mutual of any
consequence exists at present in the United States. The original capital
was furnished by the ship-owning and trading organizers, whose promis­
sory notes furnished a source of credit. These notes served as premium
payments to cover risks, and when a sufficient amount was secured, the
company was organized and gradually accumulated a surplus. This was
retained as a guarantee for the payment of losses and in time was divided
among the persons insured; but payment was at first deferred and the
insured received only a redeemable scrip certificate as a dividend. Such
scrip could be sold by the recipient, or retained until it was redeemed,
redemption being in the order of issuance.

2. Mutual insurance clubs. These are mutual organizations in the
form of assessment societies. The claim for a loss is a claim against the
association, the members of which pay an entrance fee and frequently an
initial premium. In the absence or insufficiency of initial premiums, the
members are assessed for the payment of losses incurred during the year.
The contributions by members are usually either in proportion to the
amounts for which they are insured or in proportion to the gross tonnage
of their vessels. Some of these associations are designed to insure the
ordinary marine risks on terms similar to the policies issued by stock
companies, some are intended to insure freight particularly, some cover
deductions made by stock companies in the adjustment of losses, some
insure against loss of time, but the most important are “protection and
indemnity associations.” The latter reimburse the insured for legal
damages he must pay for destruction of life, for loss of or damage to
goods carried, for collision liabilities not covered by the ordinary policy,
for the expense of raising wrecks, and for expenses of quarantine. They
have the customary advantages and disadvantages of assessment mutuals
and are important in the British Isles and European countries, never hav­
ing become very extensive here.

Insurable interest and sales contracts. A person has an insurable
interest if he will suffer in the event of loss or damage to the subject mat­
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ter insured. In the case of a vessel, the insurable interest is commonly
possessed by the owner, and also, if money has been borrowed, by one
who holds a mortgage on the vessel. In some cases, one who leases a ves­
sel may agree to assume responsibility for its insurance, in which case he
has an insurable interest.

In the case of cargo, the insurable interest is in the shipper or the con­
signee, depending upon the terms of sale. The following are some of the
common terms of sale:

1. F.O.B. (free on board)
(a) F.O.B. factory—the buyer assumes responsibility when the goods leave

the factory.
(b) F.O.B. railroad—the buyer assumes responsibility after the goods have

been placed on railroad cars.
(c) F.O.B. vessel—the buyer assumes responsibility after the goods have

been placed on board the vessel.
2. F.A.S. (free along side)—the buyer assumes responsibility after the goods

have been delivered at the steamer ready for loading.
3. C & F (cost and freight) at —the price is for the goods unloaded

from steamer at destination, but the buyer assumes responsibility for all
insurance.

4. C.I.F. (cost, insurance, and freight)—the seller assumes complete responsi­
bility for securing all necessary insurance.

Different classes of policies. The most important features in distin­
guishing classes of policies are (1) the interest of the insured, (2) the
valuation of the subject matter, (3) the term of the policy, (4) the de­
scription of the vessel or cargo, and (5) the scope of coverage.

Policies classified
according to

Interest of the insured............

Vessel (hull) policies
Cargo policies
Freight policies
Policies to cover profits, com­

missions, and the like

Valuation of subject matter... Valued policies
Unvalucd policies

Term of the policy Time policies
Voyage policies

Manner of description

Unnamed or Floating policies
Named policies
Fleet policies
Open cargo forms
Blanket policies
Special policies

Scope of coverage
Customary perils
H’ar risks
Total loss only
Special risks ,

Uses of these policies. 1. Hull, cargo and freight policies. Hull and
cargo policies require no description. The latter are primarily impor­



534 INSURANCE AGAINST TRANSPORTATION RISKS

tant from a premium income standpoint, an investigation some years
ago showing that probably one half of the total number of companies
derive less than one third of their premium income from hull business.
Capital can be turned over much more rapidly in the cargo than in the
hull business, and the cargo business is in general more profitable.

Policies on freight and other interests require a brief explanation. A
carrier who is to receive his recompense upon the delivery of the goods
suffers the loss of his freight if he fails, through some marine peril, to
deliver the cargo. If, on the other hand, the shipper pays the freight in
advance, without right of recovery, the value of the freight is incorporated
in the goods and their loss will also involve the loss of the freight paid.
Either the owner of the vessel or the shipper, as circumstances warrant,
may therefore desire to insure the freight, depending upon the terms of
the bill of lading. A vessel operator may charter or rent a vessel for
a voyage, furthermore, the rental to be paid in advance and without right
of recovery. This rental, then, is another form of freight money which,
by the loss of the vessel, is also lost.

By placing a sufficiently high valuation on his goods a cargo owner may
insure the expected profit on the goods at destination. The arbitrary
figure of 10 per cent is often used for an estimate. “Interest admitted”
or ‘‘policy proof of interest” policies may, furthermore, be used to protect
a contingent benefit, such as the prospective charter of a vessel for which
no contract has as yet been definitely made; a mere expectation.

2. Valued and unvalued policies. Valued policies enable the under­
writer and the insured to agree in advance on the value of the subject
matter and consequently to avoid the controversy and litigation on that
point which might otherwise arise when a loss occurs. The uncertainty
of expenses and profits makes it difficult for the insured to know the real
value of his goods at destination, and it seems reasonable and safe to
agree upon a value that is not excessive, inasmuch as the goods are out
of the possession of the insured and the moral hazard consequently
greatly reduced. The actual value of a vessel is constantly changing
because of the freight market and trade conditions, and under any cir­
cumstances is difficult to compute. If, however, the value of the subject
matter insured cannot even be approximated, the insured or the under­
writer may prefer to leave the settlement of this important question until
a loss occurs and, consequently, may use an unvalued policy. The use
of valued policies enables the inclusion of freight and profits in the valu­
ation of cargo. Valued policies are more feasible than in fire insurance
because the subject matter of insurance, in most instances, cannot be
affected by the personal conduct of the insured.

3. Time and voyage policies. Time policies give protection for a stip­
ulated period and therefore avoid the annoyance of constant attention
to the termination of voyages and to the renewal of policies. On hulls
they are therefore the common type. By means of the time policy the
insured avoids the necessity of continually describing separate voyages,
many of which are over similar routes. Under such policies the warranty
of seaworthiness cannot be so strictly construed as under a voyage policy. 
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To tramp steamers and sailing vessels the voyage policy is particularly
adapted, inasmuch as these do not move over fixed routes, and their
travels may be more easily described by separate voyage policies. Since
cargoes are subject to sea risk for comparatively short periods, the voy­
age policy is frequently used.

4. Special time policies. The port risks policy is a specific variety of
time policy. A considerable period often elapses before a vessel sails;
or, because of the freight market, a vessel may be voluntarily laid up in
port for a short space of time, her operation being unprofitable. To pay
the higher premium required for coverage of navigation risks would be
a useless outlay, and the owner consequently acquires a policy protecting
the vessel “whilst at and or within the limits of the port of------, with
leave to dock, change docks, move about in tow within the prescribed
limits or go on a slipway, gridiron or pontoons for refitting, etc.” When
the policy is canceled, a portion of the premium is returnable.

The builder’s risk policy is also a special time policy, protecting the
builder and owner as their interests may appear, from the time of laying
the keel until the delivery of the completed vessel. Separate insurances
may be issued, one covering the period prior to the launching and the
other the period subsequent to launching but prior to delivery. On large
modern steamers these policies are of considerable size, and the premium
is based upon the maximum liability of the insurer in case of the total
loss of the vessel before delivery. If the construction requires more than
the time anticipated, the policy is renewed; if the vessel is completed
ahead of time, the policy may be canceled with the return of a portion of
the premium.

The policy protects against all the risks covered by the ordinary ma­
rine policy and, in addition, against fire, while the vessel is under con­
struction or at the dock, and against damage from collapse of supports
and risks of launching, including breakage of the ways. After launch­
ing, the hazards of trial trips and collisions, negligence, explosions, break­
age, and latent defects are covered. Such policies commonly contain a
“protection and indemnity clause,” found also in other hull policies, de­
signed to cover the insured’s liability for damage done to the persons and
property of others. This clause does not include the liability of the
insured under a compensation act, hazards incident to a state of war,
strikes, lockouts, labor disturbances, riots and commotions, earthquakes,
and delay.

5. Unnamed and named policies. Unnamed policies, applying to
cargo shipped by any vessel or vessels, are applicable to known ship­
ments on unknown vessels. For example, an American importer may be
aware that goods have been consigned to him from a particular source,
but he may be unaware of the name of the vessel or even of the line on
which such goods are being transported. When the vessel is known, the
fact is communicated to the underwriter and the policy transformed into
a named policy.

6. Fleet policies. A fleet policy is a convenience to a company owning
a number of line vessels, for they are by this means covered in a single 
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policy. In addition, the insured may receive a more favorable rate than
could be obtained on separate insurances, inasmuch as the rate is uni­
form for the entire insurance and based upon the average condition and
character of the vessels. Exceptionally poor risks are thereby counter­
balanced by better vessels. Indeed, vessels that would be uninsurable
separately might be covered by this method, for the underwriter must
take or reject the entire group of vessels.

7. Open cargo forms. The open cargo form is one of the most common
types of policies. It is estimated that 90 per cent of the cargo coverage
is of this kind. The policy usually runs for an indefinite period of time,
and all shipments of the insured during this period are automatically
protected, provided he declares each to the underwriter within a reason­
able time and pays a premium based on the actual shipments made.
There is therefore a constant reporting of new risks to be covered and of
terminations of risks upon cargoes that have arrived safely, a rate sched­
ule attached to the policy serving as a guide to the rates that will be
charged. In order to restrict the extent of risk assumed by the company,
a maximum coverage on any one vessel is stipulated. The open cargo
form in effect provides insurance in advance upon any shipments in which
the exporter or importer is interested. They will all be covered, whether
shipped with or without his knowledge, provided prompt notification is
given to the insurance company. Either party may cancel the open pol­
icy upon 30 days’ notice.

8. Blanket policies. In the blanket policy the maximum amount of
protection that will be required is estimated and then purchased in a
lump sum, the premium being paid in advance and based on this amount.
The nature of the goods and the geographical area' to be traversed are
described, and all goods so designated are covered. As losses are paid,
the full amount of the policy must be reinstated by additional premium
payments entailing additional cost to the insured, whereby the under­
writer is assured of the full amount of business for the period named.
Should the actual shipments exceed or fall short of the estimated amount,
the excess or deficit is covered by an adjustment of the premium made
at an agreed-upon rate.

9. Ordinary and special hazards. It was at one time customary for
marine policies to cover not only ordinary maritime risks but also special
hazards incident to war and piracy. Later such special hazards were ex­
cluded from the ordinary policy and written as “war risk” insurance.
The latter gives protection against capture, seizure, detention, damage
by capture at sea, arrests, engines of war, restraints, and condemnation,
with an agreement by the insured that he will not abandon in case of
blockade or capture until after condemnation.

In some cases the underwriter does not care to write a policy covering
all the customary maritime losses, the majority of which are partial, and
issues a policy protecting against total loss only, at a considerably re­
duced premium. Sometimes partial insurance against all losses is sup­
plemented by an additional policy covering total loss only, the insured 
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thereby receiving protection against great disasters at a very reasonable
premium, as well as protection against partial loss.

Analysis of the policy. This section is an examination of some of
the principal clauses of the policy contract, namely those pertaining to
the description of the subject matter, the beginning and termination of
the coverage, the perils protected against, double insurance, and subro­
gation. The subject of losses is left for separate consideration later.

1. The description. A description of the insured’s interest under the
fire policy has already been given. Much of that description is equally
applicable to marine insurance. Unless both parties are certain of the
trade usage and the legal decisions pertaining to general terms, their use
is dangerous because of their uncertain scope. This uncertainty may be
easily avoided by a definite description of the goods. The description
or name of the vessel is naturally an important part of the policy because
of its influence upon the acceptance of the risk and upon the rate of pre­
mium. A mistake or change in the master of the vessel is not nowadays
considered so important.

2. Inception and termination of the coverage. In the case of a time
policy on hull, the risk clearly begins at a specified date and ends at a
specified date, the vessel being covered while within any geographic or
other restrictions contained in the policy. Various sailing warranties
may be introduced in the policy by endorsement. For instance, a ship
may be warranted to confine its operation to the harbors of a given port,
or not to operate in specified waters, such as the Arctic regions, or it may
be warranted not to ply the Great Lakes between December 2d and
April 15th. If the vessel is at sea on the date when the contract termi­
nates, an automatic extension of the insurance, which protects the insured
until the vessel reaches the port of destination, is provided at a pro rata
monthly premium. In the case of a fleet policy, the location of particular
vessels does not matter, for it is to be expected that some will be at sea
on the date of expiration.

Time policies are in general inapplicable to cargo risks.
' In a voyage policy on hull, the risk begins when the vessel breaks

ground for the given voyage, if the insurance is “from” a port. If insured
“at and from” a port, she is covered while at the port and making prepa­
rations for sailing. In both cases the risk terminates when the vessel has
reached the port of destination and has been moored twenty-four hours
in safety, both physical and political.

A voyage policy on cargo, unless otherwise provided by endorsement,
applies from the time the goods are loaded on board the vessel until they
are safely landed at destination. At present there seems to be a tendency
to hold that if the use of lighters is necessary or customary, the risk is
covered by the policy. In England, the Marine Insurance Act specifi­
cally excludes the lighterage risk. In order to avoid uncertainty, a clause
assuming responsibility for the lighterage risk or one disclaiming such
liability is often endorsed on the policy.

The usual cargo policy form initiates its coverage, however, under the 
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added “warehouse to warehouse clause,” from the time the merchandise
leaves the store, warehouse, or factory at the initial point of shipment;
and the coverage is continued during the due course of transit until the
merchandise is delivered to the warehouse or factory at the destination
of the goods. Such complete coverage is of course a wide extension of
the original cargo policy, which brought the insurance into effect only
when the goods were loaded on board the vessel. Notice that present day
coverage thus includes land risks as well as sea risks.

3. The perils covered by the policy. The marine policy is intended to
indemnify for losses resulting from unforeseen and accidental causes only.
A collision with another vessel, a storm at sea, the striking upon a rock,
stranding, damage of cargo by sea water, are all unanticipated results of
a venture and hence are insured against. The policy does not cover
losses that are natural and customary, such as the ordinary wear and tear
of materials, natural decay through passage of time, damage from the
inherent vice of the article, or the ordinary leakage of liquid cargoes.
The perils assumed by the underwriter may be conveniently grouped as
follows:

(a) Perils of the sea. This group does not include all perils that may
occur on the sea but only those that are of the sea. Seizure, for example,
is a peril encountered on the sea but is not a peril of the sea. This group
includes such perils as the danger of being driven ashore by heavy seas,
of sinking as a result of striking upon a rock or sunken vessel, damage
by lightning, stranding, collision with another vessel, springing a leak in
bad weather, and damage to cargo by salt water.

(b) Fire. Included in the peril of fire is also the danger of loss to ves­
sel or cargo resulting from efforts to extinguish fire. Goods may be dam­
aged by water or by steam used for this purpose. The fire peril includes
also consequential loss, such as damage caused by smoke or odor.

(c) Perils dependent upon the acts of those on board the vessel. Sup­
pose, for example, that the dangerous position of the vessel requires the
master to sacrifice a portion of the cargo for the general safety. Such an
act, called “jettison,” is for the benefit of the owners of the vessel and of
the cargo and, in general, of the insurers. The underwriter is conse­
quently liable for losses so resulting. A long line of legal decisions has
accurately defined acts of this character.

Another situation is found in which the master of the vessel, instead of
acting for the benefit of others, is acting in his own interest and against
the interests of the owners of the vessel and of the cargo. For example,
he may deviate from the course for his own personal interests or sink a
vessel for revenge. This breach of duty is “barratry,” a peril that is
logically a subject for some form of insurance other than marine, being
similar to the hazards encountered in corporate bonding, but it is ordinar­
ily covered by the marine policy.

(d) Perils arising from the actions of persons not on board. This group
of perils was originally covered by every marine policy, was afterward
excluded from coverage by endorsement, and is now covered by a sepa­
rate policy when desired, for an extra premium. In the main, it com­



OCEAN MARINE INSURANCE 539

prises perils peculiar to a state of war or piracy, capture by pirates or
rovers, men of war or privateers, reprisals, restraints, and detainments.
This subject is discussed more fully later in the chapter (page 550).

(e) “AU other perils.” This phrase is not so inclusive as it sounds, be­
cause the courts, following the rule of ejusdem generis, have held that it
covers only perils similar in character to those previously enumerated.
The firing upon a vessel by a war vessel of the same nationality in mis­
take, the throwing overboard of money to prevent capture, the damage
to goods by water entering a discharge pipe that was forced below the
surface by the weight of the cargo loaded, have all been held perils suffi­
ciently similar to those enumerated to justify recovery. Certain types
of explosions have been considered as outside this class, as is true also of
bursting boilers and latent machinery defects, but the latter are usually
covered by endorsement of the “Inchmaree Clause.”

(/) Special perils. As mentioned previously, on certain commodities
underwriters will cover by endorsement many additional perils, such as
the risk of damage by derailment, hurricane, flood, earthquake, damage
by hooks, oil, and other cargo, theft, pilferage, and so on. On other com­
modities the underwriters may restrict the coverage by excluding certain
risks or by reducing the amount of indemnity.

It is not sufficient that a peril shall have been instrumental in causing
the loss, to impose liability on the underwriter; the peril must have been
the proximate cause of the loss. The proximate cause is usually the im­
mediate as distinguished from the remote cause, provided such immediate
cause is a predominating and not a minor- one. Underwriters have fre­
quently been held liable when, after a captain or mate had been negligent,
the subject matter was damaged by accident or fire, even though the
negligence contributed to the disaster. On the other hand, when the
predominating cause w’as gross negligence and subsequent contributory
causes were insignificant in character, the underwriters have not been
held responsible.

4. Double insurance and subrogation. When the same vessel or goods
are insured by more than one underwriter, the liability of such under­
writers is determined by the priority of the contracts. The prior policy
is liable for any loss until it is exhausted, and the subsequent policy is
liable for the balance. The premium is returned on that portion of the
subsequent insurance which is overinsurance.

Upon the payment of a loss to an insured, as has been previously ex­
plained, the underwriter acquires all the rights of the insured pertaining
to that loss. For example, the insurance company would naturally be
subrogated to any claim for negligence that the insured might have
against a carrier. Carriers have attempted to offset their liability by
providing that any insurance recovered should inure to their benefit;
but this attempt was immediately counteracted by the introduction of
a clause in the policy to the effect that the policy would be void if any
agreement that the carrier should receive the benefit of the insurance
existed in the bill of lading or otherwise. Other clauses prevent the in­
sured. from prejudicing in any way the insurer’s recovery by releasing or'
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surance in marine insurance. In fire insurance, a coinsurance clause re­
quiring insurance to the extent of 80 per cent of the value is quite com­
mon, and under such a clause the insured becomes his own insurer to the
extent that he insures for less than the required amount. The higher the
requirement the lower the rate, however, for reasons that have been pre­
viously enumerated. In marine insurance, on the other hand, insurance
to the extent of 100 per cent of the value is required; if less is taken the
company will pay a loss only in the proportion that the insurance taken
bears to the amount required. Insurance of 90 per cent means that the
insured can recover no more than 90 per cent of any loss. The insertion
of such a requirement in the marine policy is unnecessary either in the
United States or England, for the principle is well established in law. It
will be understood in the discussion hereafter, therefore, that the insured
has insured his property for the full value, and that if he has not, he can
recover only on the above-mentioned basis.

(t>) Partial losses. The great majority of losses do not fall in the
preceding category; they are only partial in extent. A partial loss may
be either a general average loss or a particular average loss; but that dis­
tinction need not concern us here, being more important in maritime law
than in marine insurance. The results of disasters have thus far been
referred to exclusively as “losses,” but it is now advisable to distinguish
two groups of results as (1) losses and (2) expenditures, for there are
certain expenditures that the insured is able to recover from the under­
writer. Such partial loss or expenditures may be incurred with respect
to cargo, vessel, or freight, and the different principles of settlement in
these cases make separate discussions necessary.

(c) Partial loss of cargo. This may be manifested as a deterioration
in quality or as a loss of part of the cargo. The two bases of the under­
writer’s liability for such losses are (1) the percentage of damage suffered
and (2) the sum insured. To illustrate the significance of these bases,
let us assume that a quantity of cotton is shipped and insured under a
valued policy for §100,000, its full value. The cotton is damaged 20 per
cent during the voyage; in addition, the market value of cotton has de­
clined. If the cotton had arrived uninjured, it would have sold for only
88,000, owing to the decline in market values; in its damaged condition it
sells for only §6,400. It is by this comparison of sound and damaged
values at destination, in fact, that the extent of damage is ascertained.
It might seem that the extent of the partial loss could be arrived at in this
way: §10,000 was the value insured and the cargo is now worth only
§6,400; therefore the insurance company is liable for §3,600, the differ­
ence. But such reasoning implies that the insurance company is re­
sponsible for the decline in market value, which is not a risk ifisured
against. The correct method of settlement is as follows: The sound
value at destination was 88,000 and the damaged value at destination
86,400; therefore the extent of the loss occurring on the seas was §1,600,
or a 20 per cent damage. Applying this percentage to the amount in­
sured, or 810,000, we get 82,000 as the company’s liability. A series of
examples would serve to show that the method explained is the only one 
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which eliminates the effects of fluctuations in market values. Further­
more, it has been supported by court decisions. In comparing the sound
and damaged values at destination, the gross values are to be taken, in­
cluding freight, for otherwise the constant value of the freight would
affect the amount recovered by the insured.

When the loss is a total loss of part of the cargo, instead of a general
deterioration in condition, the damage is usually more easily ascertained.
For example, if 1,000 bales of cotton are insured for $50,000, and 100 are
totally destroyed, the loss is obviously 10 per cent of the amount insured.

It is essential at this point to consider the limitations placed upon the
payment of partial losses by the insurance company. One of the most
common is the “memorandum clause,” which provides that certain arti­
cles are insured against general average losses and total losses only.
Certain other articles are covered only for partial losses equal to 20 per
cent of the value of the articles or more. On still other articles, the
underwriter is liable only for losses amounting to 7 and 10 per cent, re­
spectively, or more. The greater the susceptibility to damage, in gen­
eral, the higher the percentage named. The clause also provides that
profits are to be subject to the same per cent of partial loss as goods.
Furthermore, the underwriter relieves himself of liability for goods
shipped “on deck,” and for loss to certain kinds of goods carried under
deck, except wdien the loss results from actual contact of sea w’ater.
Ordinary leakage of liquid cargoes is also exempted.

It should be explained that the clause does not mean that the insured
bears, say, 10 per cent of every loss himself, for such a policy is termed
“deductible average.” For losses that do not reach 10 per cent of the
value, it is true that the underwriter pays nothing; but on losses that
reach or exceed the percentage named, the underwriter pays the full loss.
The percentage is therefore simply an arbitrary limit marking off the
minor from the major losses.

The clause has two purposes or results. First, it enables a much lower
premium to be quoted, because the multitude of small losses (which ag­
gregate a considerable sum) are eliminated from consideration on the
theory that they can be covered by an addition to the selling price of the
goods, and thus transferred to the purchaser. Second, it saves the cal­
culation of a large number of rates on separate articles, inasmuch as
articles can be put on a common basis by variations in the memorandum
percentages.

The “average limitation” provision is not peculiar to marine insurance.
In credit insurance exactly the same idea is applied under the name of
“initial loss.” In automobile collision insurance the insured obtains a
lower rate for a $50 or $100 deductible policy. In all forms of insurance
it would, of course, be possible to eliminate the average limitation by in­
creasing the rate, the small losses being covered by the additional pre­
mium collected. But it is questionable whether such a practice is desir­
able, because, although all persons thereby pay additional premiums, the
careful insured on the average has few'er losses than the careless, and
under the deductible provisions he can avoid the cost of small losses.
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A policy may contain a “free of particular average” clause, which spec­
ifics that the insurer is not liable for any particular average losses, the
insurance (except under certain conditions) being against total losses and
general average only. Two types of clauses are in use, being distin­
guished as “F. P. A. A. C.” (American conditions) and “F. P. A. E. C.”
(English conditions). The English clause reads: “free of particular
average unless the vessel or craft be stranded, sunk, burned or in a col­
lision.” The courts have held that the conditions of the clause are satis­
fied if a stranding, sinking, burning, or collision takes place at any time
during the voyage, whether it be the cause of the loss in question or not.
The American clause reads: “free of particular average unless caused by
stranding, sinking, burning, or collision with another vessel,” which word­
ing requires that the stranding, and so forth, be the cause of the loss in
question.

Various modifications of the memorandum and average clauses may be
introduced in order to fit the conditions of the particular case.

(d) Partial loss of vessel. A vessel is not ordinarily bought to be sold
again, and the method of ascertaining cargo losses would be generally
inapplicable for losses on hull. This fact is the more evident when we
consider the size of the article, the fluctuations in its value, and the
difficulty of determining a fair market price. The ordinary procedure,
therefore, is for the owners to have the necessary repairs made and the
underwriters to pay the cost thereof, less any improvement to the owner’s
property resulting from the repairs.

It is difficult to estimate the advantage to the vessel owner of obtain­
ing newr parts in place of old. In the days of w'ooden vessels the estimate
was arbitrarily taken as one third of the repairs. This figure was unjust
to new’ vessels, however, and the injustice became increasingly manifest
when metal vessels supplanted wooden. Modifications of this principle
have, therefore, been introduced, ranging all the way from the elimination
of the one-third deduction dowm to a sliding scale of deductions varying
with the character of the repairs and the age of the vessel.

The settlement of partial losses on hulls is affected also by the use of
average clauses on hull policies and clauses providing for separate valua­
tions of hull, fittings, and machinery. Loss is frequently made payable
on each valuation, separately or on the whole, whether the loss be partic­
ular or general. If the percentage named be 3 per cent, therefore, any
damage to a vessel will be compensated for that amounts to 3 per cent of
an individual valuation, or any damage will be paid that amounts to 3
per cent of the total valuation. Policies are also issued to protect against
total loss only. A deductible average clause makes the owner a self­
insurer for a definite sum on every loss. On all steam vessels a clause
is commonly used providing that the underwriter assumes liability for
damage to the hull or machinery resulting from the negligence of the
master or crew', explosions, breakage of shafts, or latent defect of ma­
chinery. Many injuries to machinery W'ere not, according to the courts,
included in the ordinary perils covered by the policy, and this clause
gives the insured the benefit of such coverage.



OCEAN MARINE INSURANCE 545

Instead of repairing the vessel, however, the owner may keep the vessel
without repairs or he may sell it before repairs are made. In the former
case, the amount of damage must be ascertained by a survey or estimate.
If the vessel is sold unrepaired, the lower purchase price is supposed to
indicate the extent of the damage, and the insured is entitled to the in­
sured value minus the amount received from the sale. This latter prin­
ciple docs not meet with universal approval, since elements are intro­
duced that are foreign to the insurance contract.

(e) Partial loss of freight. Freight, profits, commissions, and so forth,
are all incorporated in the vessel or cargo, and it is difficult to conceive
of their loss except by damage to, or destruction of, the tangible property
in which they are merged. In case of partial loss, the measure of indem­
nity is that proportion of the policy valuation or insurable value which
the freight lost by the insured is to the whole freight at the insured’s risk.
In the very rare cases of unvalued policies on freight, the custom has been
to adjust losses on the basis of the gross, and not the net, freight. The
net figure is difficult to arrive at because it decreases as the voyage pro­
ceeds, as a result of the increasing expenditures incurred.

(/) Expenditures. Not only are actual losses covered by the policy,
but also certain expenditures.

(1) General average expenditures. We have previously referred to
certain general average losses resulting from voluntary sacrifices. Such
sacrifices may result not only in immediate loss but in the necessary ex­
penditure of funds to put the owner in the position that he previously en­
joyed, or in expenditures necessary to attain the desired results. For
example, in attempting to float a vessel it may be necessary to discharge
cargo, fuel, and stores, to store them, and later to reload. In case of
damage to the vessel it may be necessary for the master to put in at a
“port of refuge,” and tn addition to the cost of repairs, to spend money
for the wages and maintenance of the crew, port charges, pilotage, dis­
charging and reloading of cargo, and for the expenses of leaving the port.
Such incidental and “port of refuge” expenses are called “general average
expenditures” and form part of the general average “loss.” They must,
of course, be expenditures directed toward the same end as the voluntary
sacrifice and not unnecessary expenditures for the benefit of some partic­
ular interest.

(2) Sue and labor charges. The policy also contains a so-called “sue
and labor clause.” According to this, it is necessary for the insured and
his representatives to “sue, labor and travel for, in and about the defense,
safeguard and recovery of the said goods and merchandises,” in order to
limit or reduce the loss incurred. Inasmuch as the insured’s efforts are
for the benefit of the underwriter, the latter agrees that anything the in­
sured may do in this connection shall not in any way prejudice his rights
respecting the insurance. The underwriter agrees to reimburse the in­
sured for any expenditures incurred in this effort, in proportion as he is
insured. Such expenditures are termed “sue and labor charges,” and it
is important to note that (a) unlike general average expenditures, they
must be for the benefit of the particular property covered by the policy,
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A policy may contain a “free of particular average” clause, which spec­
ifies that the insurer is not liable for any particular average losses, the
insurance (except under certain conditions) being against total losses and
general average only. Two types of clauses are in use, being distin­
guished as “F. P. A. A. C.” (American conditions) and “F. P. A. E. C.”
(English conditions). The English clause reads: “free of particular
average unless the vessel or craft be stranded, sunk, burned or in a col­
lision.” The courts have held that the conditions of the clause are satis­
fied if a stranding, sinking, burning, or collision takes place at any time
during the voyage, whether it be the cause of the loss in question or not.
The American clause reads: “free of particular average unless caused by
stranding, sinking, burning, or collision with another vessel,” which word­
ing requires that the stranding, and so forth, be the cause of the loss in
question.

Various modifications of the memorandum and average clauses may be
introduced in order to fit the conditions of the particular case.

(d) Partial loss of vessel. A vessel is not ordinarily bought to be sold
again, and the method of ascertaining cargo losses would be generally
inapplicable for losses on hull. This fact is the more evident when we
consider the size of the article, the fluctuations in its value, and the
difficulty of determining a fair market price. The ordinary procedure,
therefore, is for the owners to have the necessary repairs made and the
underwriters to pay the cost thereof, less any improvement to the owner’s
property resulting from the repairs.

It is difficult to estimate the advantage to the vessel owner of obtain­
ing new parts in place of old. In the days of wooden vessels the estimate
was arbitrarily taken as one third of the repairs. This figure was unjust
to new vessels, however, and the injustice became increasingly manifest
when metal vessels supplanted wooden. Modifications of this principle
have, therefore, been introduced, ranging all the way from the elimination
of the one-third deduction down to a sliding scale of deductions varying
with the character of the repairs and the age of the vessel.

The settlement of partial losses on hulls is affected also by the use of
average clauses on hull policies and clauses providing for separate valua­
tions of hull, fittings, and machinery. Loss is frequently made payable
on each valuation, separately or on the whole, whether the loss be partic­
ular or general. If the percentage named be 3 per cent, therefore, any
damage to a vessel will be compensated for that amounts to 3 per cent of
an individual valuation, or any damage will be paid that amounts to 3
per cent of the total valuation. Policies are also issued to protect against
total loss only. A deductible average clause makes the owner a self­
insurer for a definite sum on every loss. On all steam vessels a clause
is commonly used providing that the underwriter assumes liability for
damage to the hull or machinery resulting from the negligence of the
master or crew, explosions, breakage of shafts, or latent defect of ma­
chinery. Many injuries to machinery were not, according to the courts,
included in the ordinary perils covered by the policy, and this clause
gives the insured the benefit of such coverage.
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Instead of repairing the vessel, however, the owner may keep the vessel
without repairs or he may sell it before repairs are made. In the former
case, the amount of damage must be ascertained by a survey or estimate.
If the vessel is sold unrepaired, the lower purchase price is supposed to
indicate the extent of the damage, and the insured is entitled to the in­
sured value minus the amount received from the sale. This latter prin­
ciple does not meet with universal approval, since elements are intro­
duced that are foreign to the insurance contract.

(e) Partial loss of freight. Freight, profits, commissions, and so forth,
are all incorporated in the vessel or cargo, and it is difficult to conceive
of their loss except by damage to, or destruction of, the tangible property
in which they are merged. In case of partial loss, the measure of indem­
nity is that proportion of the policy valuation or insurable value which
the freight lost by the insured is to the whole freight at the insured’s risk.
In the very rare cases of unvalued policies on freight, the custom has been
to adjust losses on the basis of the gross, and not the net, freight. The
net figure is difficult to arrive at because it decreases as the voyage pro­
ceeds, as a result of the increasing expenditures incurred.

(/) Expenditures. Not only are actual losses covered by the policy,
but also certain expenditures.

(1) General average expenditures. We have previously referred to
certain general average losses resulting from voluntary sacrifices. Such
sacrifices may result not only in immediate loss but in the necessary ex­
penditure of funds to put the owner in the position that he previously en­
joyed, or in expenditures necessary to attain the desired results. For
example, in attempting to float a vessel it may be necessary to discharge
cargo, fuel, and stores, to store them, and later to reload. In case of
damage to the vessel it may be necessary for the master to put in at a
“port of refuge,” and tn addition to the cost of repairs, to spend money
for the wages and maintenance of the crew, port charges, pilotage, dis­
charging and reloading of cargo, and for the expenses of leaving the port.
Such incidental and “port of refuge” expenses are called “general average
expenditures” and form part of the general average “loss.” They must,
of course, be expenditures directed toward the same end as the voluntary
sacrifice and not unnecessary expenditures for the benefit of some partic­
ular interest.

(2) Sue and labor charges. The policy also contains a so-called “sue
and labor clause.” According to this, it is necessary for the insured and
his representatives to “sue, labor and travel for, in and about the defense,
safeguard and recovery of the said goods and merchandises,” in order to
limit or reduce the loss incurred. Inasmuch as the insured’s efforts are
for the benefit of the underwriter, the latter agrees that anything the in­
sured may do in this connection shall not in any way prejudice his rights
respecting the insurance. The underwriter agrees to reimburse the in­
sured for any expenditures incurred in this effort, in proportion as he is
insured. Such expenditures are termed “sue and labor charges,” and it
is important to note that (a) unlike general average expenditures, they
must be for the benefit of the particular property covered by the policy, 
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and (b) that they must be expended to avert some peril which is covered
by the policy.

(3) Salvage. It is a maritime custom that any person who rescues
property on the sea from damage or destruction is entitled to a reward
from its owner. If the salvor and the owner are unable to agree upon a
suitable reward, the amount is fixed by an admiralty court. The salvage
of a vessel or cargo is necessarily an act that benefits the underwriter,
and the reward or “salvage” paid is an expenditure for his benefit. As
sue and labor charges are expenditures by the owner to save property for
the underwriter, so salvage is payment by the owner to another for sav­
ing property for the underwriter; and for salvage expenditures, as for sue
and labor charges, the underwriter is responsible.

(4) Collision liabilities. We referred above to the loss resulting from
a collision of vessels. A legal liability may also arise from this event.
Let us suppose that vessel A, valued at §100,000, collides with vessel B,
valued at §200,000, and, as a result, vessel A is injured to the extent of
§20,000 and vessel B to the extent of §10,000. If vessel A is entirely re­
sponsible for the accident the owner of vessel B may recover damages
from A's owner equal to the damage B has sustained. Such legal liability
is not one of the ordinary marine perils against which the policy protects,
although the damage suffered by A’s vessel is covered by the policy issued
by A’s underwriter. To put it in another way, A’s policy protects him
against damage suffered, but not against legal liability for damage done.
It is customary to add a clause to the policy, however, protecting against
such legal liability.

The underwriters under such a clause agree that (a) they will be re­
sponsible for such legal liabilities, (b) they will pay the expense of con­
testing the claim, if a contest is desirable, and (c) when both vessels are
responsible for the accident, the respective legal liabilities shall be settled
on the basis of cross-liabilities.

To illustrate the latter agreement let us suppose that the two vessels
are equally responsible for the accident, with consequent equal legal lia­
bility. The underwriters pay the damages sustained and assume the
rights of the insured parties. Underwriter A pays A §20,000 and as­
sumes A’s rights against B, and underwriter B pays B §10,000 and as­
sumes B’s rights against A. Vessel A was responsible for one half of the
damage to B or one half of §10,000. Underwriter A is therefore respon­
sible to underwriter B for §5,000. Vessel B was responsible for one half
of the damage to A or one half of §20,000; underwriter B is therefore re­
sponsible to underwriter A for §10,000. Crossing these liabilities or set­
ting one off against the other, underwriter B is responsible to underwriter
A for the net sum of §5,000.

Documents required for losses. In making claims for losses on ves­
sels it is usually necessary for the claimant to produce (a) the policy, (b)
affidavit that the vessel was insured at the time of the accident, (c) cer­
tificate of ship’s registry, (d) statement of the captain.

In a claim for loss on cargo the documents usually required are (a)
invoice, (b) bill of lading, (c) insurance policies or certificates of in­
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surance, (d) shipowner’s certificate that goods were on board at the time
of the accident, and (c) statement by the captain of the vessel.

Marine insurance rates. Although the factors that affect marine in­
surance rates seldom operate separately but usually modify and exag­
gerate others by association, it is convenient for purposes of study to
divide them, as far as possible, into groups. These factors may be con­
sidered in their relation to the following topics: the subjects of insurance,
the insured, the nature of the trade involved, the results revealed by sta­
tistics, the various phases of competition, the policy conditions, and,
finally, the extent to which judgment is a factor.

The subjects of insurance. 1. The type of vessel. As the means of
transportation, the vessel must necessarily occupy an important place in
the making of rates. Size, type, adaptability to the trade, motive power,
material, and structural strength are always given consideration. It is
evident that wooden and steel vessels must differ considerably in hazard,
that large vessels are less subject than small vessels to certain perils and
more subject to others, and that, in strength, vessels will vary as much
as individuals; but space will not permit of a discussion in detail of var­
ious types of vessels and their uses.1 To some extent the underwriter will
be guided by the results arrived at by prominent classification societies
formed for the purpose of testing and surveying vessels and reporting
upon their strength and condition, as, for example, Lloyds’ Register and
the Register of the American Bureau of Shipping.2 These are especially
valuable when risks are offered that cannot be personally inspected.

2. The class of commodity. In both hull and cargo insurance, the
cargo is an important consideration. Innumerable conditions must nec­
essarily be taken into consideration, such as the processes to which
the commodity has been subjected, its susceptibility to odor, moisture,
weather conditions, and like factors, the method of packing, inherent
vice, and necessity for proper loading. For example, cocoa and coffee
beans may be easily affected by moisture, grain affords problems of load­
ing, fiber products are subject to spontaneous combustion, hides deteri­
orate rapidly, and so on ad infinitum.

The insured. 1. The personal factor. Underwriters insist that they
insure persons rather than property, in the sense that the rate must vary
with the individual. As between two individuals engaged in the same
trade on the same route and using nearly identical vessels, one individual
account will show an underwriting profit and another will show a loss.
Because of carelessness or incompetence, one shipper is constantly pre­
senting claims that occur but rarely in the other case. Likewise, of two
vessel owners in the same trade with similar ships, one devotes consider­
ably more money to maintenance and organization and exercises a more
careful supervision, with a resultant saving in losses. Naturally, also,
an underwriter is more willing to make a reduction in the case of an ac­
count that he has carried profitably for many years than he would be
for a new customer whose business may or may not yield a profit. In 

’See Robert Riegel, Merchant Vessels. New York: D. Appleton & Co., 1921.
2 Ibid. Chap. 13..



548 INSURANCE AGAINST TRANSPORTATION RISKS

addition, a moral hazard may have to be taken into consideration. Some
shippers persist in making unfair claims for losses, others do not furnish
the information necessary to make a fair estimate of hazard, and at the
extreme arc those who practice positive deception and fraud.

2. Brokers’ accounts. As the underwriter relies to some extent upon
his past experience with shippers, so also must he place some dependency
upon his past experience with brokers. Accounts with certain brokers
will show far less benefit to the underwriter than others and there will
naturally be some discrimination against the business offered by them.

3. A ationality. Experience has shown that hazards of navigation vary
with the nationality of the vessel and the crew, some nations seeming tc
produce, on the average, persons who are far better fitted to engage in
ocean trade and vessel operation than others. The standard of business
honor will also vary greatly, thus affecting the decision on the acceptance
of risks and the adjustment of losses.

Nature of the trade. 1. Natural forces and topography. Experience
as well as deductive reasoning shows that certain geographic regions
and trade routes.offer hazards that are nonexistent or modified in others.
Off the British Isles and Newfoundland, fogs are prevalent; the northern
waters contain floating ice; in the Baltic Sea, the nights are longer; river
harbors frequently have bars or shallows; the typhoons of the Pacific and
the monsoons of the Indian Ocean are proverbial; many regions are far
better equipped with aids to navigation than others; and the conditions
of ports vary as greatly as those of vessels, cargoes, and individuals. As
a result, no matter what the vessel or cargo, the trade route and geo­
graphic region will exert an influence on the rate.

2. Seasons. The seasons of the year and the business “seasons” both
affect the rate. The influence of winter is too obvious to require more
than mention; the cotton movement in the South tends to a congestion at
shipping ports thus increasing the danger from fire and bad weather.
On the Great Lakes, rates on sailings between March 15 and 31 are
from two to three times the regular season rate applicable after April 15.
Seasonal demands for tonnage will attract vessels to trades for which they
are little suited. Temperature may be an important element in ship­
ments of oil and grease.

3. Trade customs. The underwriter, in order to form satisfactory
judgments of risks offered, must be acquainted with the world’s com­
merce. Cotton is shipped from Egypt in small bales 'well wrapped,
whereas American exports of this commodity are frequently inadequately
protected and often poorly baled. At some ports, cargoes are unloaded
directly on the wharf or pier; at others, lighterage is used. Rubber may
be shipped from Brazil unpacked; the same product comes from Eastern
countries carefully packed.

Statistical experience. Many of the elements in a marine rate cannot
be measured in figures, but in some cases the experience acquired by years
of operation is sufficiently broad to afford some basis for judgment.
Many companies, therefore, maintain statistical departments designed to
furnish material that the underwriter may use to assist his general knowl­
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edge. Combined statistics, however, are very limited as yet in the ma­
rine field.

Competition. 1. An international market. There is virtually no co­
operation among the various marine insurance markets of the world in
regard to rates, and as a result of modern cable and radio facilities and
the intangible character of the commodity dealt in, the insurance may be
readily “exported.” A buyer may obtain his insurance abroad if he
finds a sufficient inducement, and the American underwriter, therefore,
must meet the competition of foreign underwriters. At various periods,
perhaps 20 per cent of the premiums on American business has gone to
unadmitted companies and foreign underwriters, and the proportion in
the hull insurance field has been as high as 50 per cent. The broker,
ordinarily anxious to do well for his client, seeks the best market.

2. Brokers’ accounts. Since brokers occasionally follow the practice of
combining risks and offering them as a whole, insurance companies are
sometimes inclined, because of competition, to give better terms than
could have been obtained on the individual units in the groups.

3. Rate agreements. Unlike those in fire insurance, rate agreements
in marine insurance have been confined to limited classes of business.
This regulation is partially accomplished through the medium of under­
writers’ associations, which promulgate rates that are purely advisory in
character and that companies are free to use or not as found desirable.
In practice, of course, such rates are quite generally adopted. The organ­
ization of such associations, a number of which recommend rates, is much
more informal than the organization of fire underwriters’ associations.
A second method by which uniformity in rates on certain commodities is
arrived at is through reinsurance exchanges, in which companies ex­
change business that is written at agreed-upon rates. As instances,
there may be cited the “Cotton Reinsurance Agreement,” the “Cotton
Fire and Marine Underwriters,” the “Burlap Agreement,” the “Lumber
Reinsurance Association,” and the “Inland River Agreement.” Rates
on the Great Lakes are established by the Great Lakes Underwriting
Syndicate, which insures about 50 per cent of the lake insurance. The
underwriter's’ associations are principally concerned with rates on hulls,
and the agreements relate primarily to cargo risks.

Policy conditions. It has previously been explained that various
arrangements may be made to adapt the insurance to the vessel or com­
modities to be covered and that the ordinary provisions of the policy are

, generally modified by special agreements and clauses. The under­
writer’s liability is thereby extended or reduced, and naturally the rate
varies accordingly. Obviously the hazard in a cargo policy is increased
considerably by the addition of the “warehouse to warehouse clause,”
and reduced considerably by the restriction of coverage to total losses
only. It is impossible and unnecessary to enumerate all the possible
variations and their effects.

Underwriting judgment. Finally, when we come to the end of the
specific factors that have been enumerated, there remains an intermi­
nable list of unclassified, unanalyzed, and untabulated considerations to 
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which only an underwriter’s experience can enable him to give proper
weight. The ability to evaluate properly these considerations and to
apply them to specific cases is commonly called “underwriting judg­
ment.” Indescribable, yet clearly recognized, it has enabled some in­
dividuals to obtain positions of such pre-eminence in this respect that
testimony shows that their acceptance of a risk is sufficient to induce
others to write on the same risk. This factor is present to some extent
in all forms of insurance ratemaking. It would be possible to construct
a list in which the various forms of insurance were arranged in order as
they depended upon underwriting judgment as contrasted with statistics.
Among those at the head of the list would appear marine insurance, and
at the bottom of the list life insurance. Underwriting judgment is es­
pecially important in the marine field because the event insured is un­
certain, the hazards are many and peculiarly difficult to measure in fig­
ures, and co-operation among underwriters is limited.

War and marine insurance. When war exists, the shipping of both
belligerents and neutrals is exposed to unusual perils arising out of the
acts of the warring nations. Even neutral ships are subject to capture,
sinking, and detention, together with extended voyages to avoid these
perils. There naturally arises a greatly increased demand for (a) pro­
tection against ordinary marine perils and (b) protection against war
risks. At the same time, the relative supply of insurance is diminished
because enemy companies cannot be dealt with, belligerent countries
need all of their own facilities, and hazardous risks are declined by in­
surers.

The first effect of war is to limit the risks that private underwriters are
willing to cover. Wartime insurance cannot be secured against capture
of friendly vessels, or on goods before loaded on vessel, or against con­
fiscation or requisition, and so on, because underwriters cannot write
such risks at commercially practicable rates.

The second effect of war is to create a demand for marine insurance
beyond the ability of private companies to supply. Increased values, an
augmented merchant marine, and concentration of values all contribute
to this situation.

In World War I, Great Britain was the first to meet these difficulties by
the establishment of government insurance facilities. A War Risk In­
surance Office was established to insure cargoes in British and neutral
vessels against war risks. Inasmuch as the rates quoted were relatively
low, a large part of the eligible war risk business was done in the govern­
ment office. In the United States, rates fluctuated to high levels and in­
surance became unobtainable before a Bureau of War Risk was set up in
1914 to insure American and Allied vessels and cargoes against marine
and war perils. Its operations were conducted without loss, although it
was never considered as an insurance proposition, but rather as a govern­
ment subsidy to shippers and hull owners for war losses, regardless of
profit or loss.

The situation in the United States during World War II was in some
respects worse and in some respects better than in World War I. During 
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the period of our neutrality, commerce could be carried on virtually only
with the permission of Great Britain. The latter, during World War I,
restricted neutral shipping mainly by an ever-expanding “contraband”
list. In World War II, Great Britain required permission to operate on
the ocean, in the form of a “navicert.” Since the British navy controlled
the seas, insurance could not be obtained against any acts of Britain.

On the other hand, as regarded insurance available, conditions were
much better than in the former conflict. In 1920, three syndicates had
been formed with the approval of the government, Syndicates A, B, and
C. Syndicate A was merely to provide an inspection and salvage serv­
ice for Shipping Board vessels. Syndicate B was to provide insurance
for vessels sold by the Shipping Board to private purchasers. Syndicate
C, the most important of these syndicates, is a voluntary association of
insurance companies, not more than one third of the underwriting inter­
est being open to foreign companies. This syndicate may insure Ameri­
can steel hulls, each of the syndicate members assuming its proportionate
share of the insurance. It is therefore an insurance pool, having an un­
derwriting capacity of §4,000,000 on a single hull. This syndicate
helped to provide adequate hull insurance during the early period of the
war. . Later its efforts had to be supplemented by the facilities of the
United States Maritime Commission. Associated with Syndicate C are
several similar smaller syndicates, the Builders’ Risk Syndicate, the Tug­
boat Syndicate, the Great Lakes Syndicate, and the American Syndicate
for Insurance of Foreign Hulls.

The cargo situation was helped out by the formation in 1939 of the
American Cargo War Risk Reinsurance Exchange. This pool includes
nearly all the companies doing business in the American market and has
a capacity of §6,000,000 on a single vessel’s cargo. All the members
write their own insurance, at rates and conditions controlled by the>E.x-
change, and these risks are reinsured by the Exchange. The net result
of this reinsurance pool is divided among the member companies in fixed
proportions. Most of the reinsurance is on a facultative basis. Thus,
uniformity of rates is achieved, the labor of placing large risks is greatly
reduced, and loss settlements are simplified. Every member of the syn­
dicate has behind him the entire capacity of the American marine
market.

The United States Maritime Commission is authorized to provide ma­
rine insurance and war risk insurance for American ships and cargoes
and other ships and cargoes in American trade, whenever adequate in­
surance cannot be secured on reasonable terms from private companies.
A fund of §50,000,000 was provided as a guaranty fund for the purpose.

The War Shipping Administration became, therefore, an important
factor in war risk insurance under war conditions. Insurance was pro­
vided by this government agency for both hulls and cargo. For instance,
after the outbreak of the war, because of justifiable successive increases
in war risk rates by the insurance companies, the efforts of the govern­
ment to preserve proper price ceilings on various commodity prices was
hampered. The War Shipping Administration at this point therefore 
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began to write war risk insurance on imports to the United States and
on exports to United States possessions at subsidy rates, and on an open
policy basis, and did so until June 1945, at which time the program was
terminated. The insurance companies themselves, by agreement with
the War Shipping Administration became underwriting agents for the
government, and handled the details and placing of this business for it.
This action meant almost the elimination of private war risk insurances
on imports. The War Shipping Administration also found it proper to
accept insurance on exports, on a voyage basis, a decision that set it up
as a competitor of the private companies in the export market also. In
1942 the agency also entered upon the direct writing of insurance of hulls.
with the result that it wrote nearly all hull risks.

In World War I, incidentally, the government insurance fund made
little effort to vary rates promptly in accordance with changing condi­
tions. As a result the government rates were sometimes below and
sometimes above the private rates. In World War II, however, the gov­
ernment rates were generally lower at all times.

War risk policies. The original basic marine insurance policy con­
tained a “capture and seizure clause,” which gave protection against acts
of pirates and capture or seizure in war time. In later years pirates had
disappeared and this protection was unwanted in time of peace. Every
policy, therefore, automatically had attached to it a “free from capture
and seizure clause.” This denied any liability by the insurer for losses
resulting from war perils and thus nullified the effect of the capture and
seizure section in the policy. Up to 1938 it was the custom, when insur­
ance against war risks was wanted, to attach to the policy a second
clause, the “war risk clause,” assuming once more the responsibility for
losses occasioned by war perils. Thus war risk insurance was a part of
and connected with insurance against ordinary marine perils.

In 1938 it was agreed by companies operating in the American market
to cease the use of the war risk clause and to write war risk insurance in
a separate policy. The war risk policy makes reference to the marine
policy but is not a part of it. The war risk policy refers to the descrip­
tion of the risk and the manner of paying losses in the ordinary marine
policy, to which it is usually attached; states that it is otherwise a sepa­
rate contract; and assumes the war perils now to be described. Not all
of the perils covered by the basic marine policy have been assimilated in
the modern war risk contract.

The insurance is not to cover until goods are loaded on the overseas
vessel nor after discharge from said vessel or 15 days after arrival at
port of destination. It covers only for 15 days in port in cases of trans­
shipment, because companies do not care to face a great catastrophe risk
in connection with cargoes that accumulate on docks or in harbors
through inability to unload.

The perils covered may be summarized as (1) loss or damage resulting
from (a) attack by men of war or pirates, (b) aerial bombs, (c) contact
with mines and similar devices, and (d) collisions and similar perils at­
tributable to war operations; (2) capture, seizure, and takings at sea; 



OCEAN MARINE INSURANCE 553

and (3) arrest and detainment by governments in prosecution of hostil­
ities.

Summary
I. The contract states what the underwriter is liable for, rather than the

exceptions.
II. In certain characteristics marine insurance differs from fire insurance.

III. The factors essential to a valid contract are good faith, insurable interest,
sound vessel and cargo, and a legal venture prosecuted without deviation.

IV. Types of underwriters are the same as in fire insurance, with the addition
of a distinctive mutual company and mutual insurance clubs.

V. The insurable interest in the vessel is usually in the owner; the insurable
interest in cargo may be in seller or buyer, depending upon the contract
terms.

AT. Types of policies presented in outline form
VII. Uses of different types of marine contracts

A. Vessel, cargo and freight policies
B. Valued and open policies
C. Time and voyage policies
D. Special time policies
E. Unnamed and-named policies
F. Fleet policies
G. Open cargo forms
H. Blanket policies
I. Ordinary and special hazards

VIII. Analysis of the policy terms
A. Description of subject matter
B. When coverage begins and ends
C. Perils covered by the policy

1. Perils of the sea
2. Fire
3. Perils from the acts of those on board
4. Perils from the acts of those not on board
5. “All other” perils
6. Special perils

D. Double insurance and subrogation
IX. Types of losses covered

A. General average losses; particular average losses
B. As to character and extent the losses are

1. Total loss, actual or constructive.
2. Partial losses

(a) Of cargo.
(b) Of vessel.
(c) Of freight.
(d) Expenditures

(1) General average expenditures
(2) Sue and labor charges
(3) Salvage
(4) Collision liabilities

X. Documents required to establish losses
XI. Rates in marine insurance are influenced by

A. The subject of insurance
1. Type of vessel or class of commodity

B. The insured
1. The personal factor
2. Brokers’ accounts
3. Nationality
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C. Nature of the trade
1. Natural forces and topography
2. Seasons
3. Trade customs

D. Statistical experience
E. Competition

1. International market
2. Brokers’ accounts
3. Rate agreements

F. Policy conditions
G. Underwriting judgment

XII. In war periods, marine insurance is subject to strain and difficulties.
A. National aid is invoked for its assistance.
B. The method in the American market at present is to use a separate

policy to cover war risks.
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Problems

1. Murphy bought a vessel from Lewin for 8137,000 and leased it to the
Brill Trading Company on Feb. 21, 1941, for $14,000 a month, owners to pay
insurance, wages, and provisions and to keep vessel in serviceable condition.
When the vessel began to operate,- $40,000 was owing for repair bills covering
repairs made by Murphy since he acquired possession. In January, 1942, an­
other bill of $40,000 for repairs was incurred. The total disbursements on this
vessel during 1941 were $130,000, and in December, 1941, new repairs were
started that would cost about $20,000. In February, 1942, the vessel was in­
sured for $143,000 with the South American Insurance Co. Murphy’s broker,
in placing the insurance, stated in response to inquiry of the underwriters that
“vessel was enjoying a very profitable charter which meant a net income to the
owners of 6 per cent on $500,000.” The vessel was lost, because of a peril
covered by the policy. Can Murphy recover from the South American In­
surance Co.? Why?

2. Jones operated a tramp vessel during World War I. He insured his
vessel in an American insurance company against war risk, "except British and
French capture,” for a voyage “from New York to Sweden and return.” He 
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safely made the voyage to Sweden, a neutral country, and started to return to
New York, but had to secure additional coal at an English port. Coal was
under the control of the British government, which he claimed refused to give
him any unless he first made a trip across the Channel to France and back.
Coming back his vessel was sunk by a German submarine. The marine insur­
ance company refused to pay. What do you think was the legal decision in
this case and why?

3. J buys goods from K, to be shipped from New York to Atlanta, Ga.,
“C. & F. at Atlanta.” The goods were lost off Cape Hatteras, after being
shipped from New York. J forwarded proofs of loss to K and asked him to
collect on his open cargo policy. K answered that he had not reported this
shipment, for he assumed J would insure it. Can J obtain any reimbursement
for his loss?

4. Under a maritime bill of lading, freight for cargo carried on steamer
lines is usually payable in advance without right of recovery. By whom is this
freight to be insured, and how is it usually covered in marine insurance?

5. During the War many vessels were built for the United States govern­
ment by private builders, payment to be made after the vessel was launched.
What protection can the builder obtain for the vessel during building and
launching?

6. The Perryman Coal Co. had a policy of marine insurance covering
against perils of the sea on “all shipments on barges of coal consigned to itself
or to others for its account and in which it might have an insurable interest.”
The policy provided that each and every shipment should be reported to the
insurance company as soon as the Perryman Co. had knowledge thereof, and
in any case within 72 hours. What kind of a policy is this and what ad­
vantage is it to the Perryman Co.?

7. A cargo of $50,000 worth of jewelry was insured for $50,000 and valued at
$50,000. A package worth S5.000 was stolen by the captain. Is the underwriter
liable, and if so, to what perils is the loss due?

8. (a) In what respect does the marine insurance policy cover the honesty of
an employee? (b) A recent newspaper story’ stated that a “mystery’ vessel”
was “without ownership.” It had gone aground, and experts had stated that it
would be impossible to save it. The insurance company had paid the full
amount of the policy. Later the vessel was gotten afloat by’ a group of men
without much trouble—the event that gave rise to the story. Is the vessel
“without ownership”?

9. Coffee on board a vessel was insured by lonides in the Universal Marine
Insurance Co., “free from all consequences of hostilities.” It was during the
Civil War, and the vessel went ashore because the Confederates had extin­
guished Hatteras Lighthouse. Salvors saved part of the cargo and might have
saved more but for the interference of Confederate troops. In a day or two
the vessel was lost, together with what coffee remained on board. Can lonides
recover from Universal?

10. Compare the situation in which a loss occurs to cargo covered by two
policies of marine insurance with the case in which a loss occurs on a house
covered by two policies of fire insurance.

11. All the interests in a marine enterprise are insured under valued policies
as follows:

Interest
Vessel
A’s cargo
B’s cargo
C’s cargo

Values
S200.000

50,000
100,000
150,000

3500,00(

Insurance
8200,000

50,000
80,000

150,000

3480,000



556 INSURANCE AGAINST TRANSPORTATION RISKS

The vessel runs aground and a stoma arises, which causes the captain to throw
overboard $25,000 of B’s cargo—sufficient to get the vessel off and enable it
safely to reach port. How much can B recover from his underwriter and other
parties concerned?

12. A vessel was insured for $87,500 in a policy in which the value was
stated as SS7,500. The ship was surveyed after injury by storms, and the
necessary repairs were estimated at $52,500. When repaired the vessel would
have been of the marketable value of $45,000. The insured claimed $$7,500 as
a total loss, (a) How much can the insured claim from the underwriter if the
policy' provides that “in ascertaining whether the vessel is a constructive total
loss, the insured value shall be taken as the repaired value”? (b) How much if
the policy contains no such provision? Why?

13. A cargo was shipped that was valued in the policy at $20,000, but market
values dropped, so that if it had all arrived in sound condition, it would have
been worth only' $12,000 in the open market. As a result of sea damage covered
by the policy' (particular average) the cargo was only' worth $8,000 on arrival.
It had been insured for $18,000. What is the insurance company’s liability?

14. Five hundred bags of coffee valued at S20,000 were insured for $18,000
under a policy' “free from average under 10 per cent utdess general.” The cargo
was damaged by' sea water, and upon arrival at destination it was found by
the adjuster that the sound value of the cargo would have been $18,000 and
the damaged value was $16,020. What can the insured recover from his under­
writer and why?

15. Compare the sue-and-labor clause in marine insurance with the provision
in a use-and-occupancy fire insurance policy that the insured will be reimbursed
for expenditures that reduce the tune necessary' for resumption of operations.

16. What personal elements enter into the marine insurance rate?
17. What geographical factors affect the marine insurance rate?



CHAPTER 27

Inland Marine Insurance

Development from marine insurance. Inland marine insurance in
part is insurance against the risks of transportation. In the development
of this field of insurance, the transportation element came to involve not
only actual transporting but the technical “state of transportation.”
Historically, inland marine insurance picked up where marine insurance
left off.

The marine policy originally, it will be remembered, primarily fur­
nished insurance against perils while property was on board the vessel,
and its development increased the scope of the insurance to cover cargo
from the time the property left the premises of the shipper until it was
delivered to the premises of the consignee. This coverage involved, of
course, insurance protection while the property wras on land during
transit. At the same time the development of the land forms of trans­
portation—the railroads, the motor trucks, and finally the airplane—
called for insurance against the risks of land transportation only. Thus,
inland marine insurance, as separate from ocean marine insurance, origi­
nated.

Land transportation insurance was given great impetus when, during
World War I, the government took over the railroads as part of the war
effort. Shippers of property found themselves lost in red tape when they
presented claims for property that had been damaged or lost. It was
natural for them to turn to the insurance companies for prompt reim­
bursement of their losses, leaving the insurance companies to take up the
claims with the railroad operators.

The second surge of development came about with the rise of the motor
truck as an important property carrier. The owner, or shipper, of goods
by this type of carrier was particularly interested in transportation in­
surance because some motor carriers did not have the financial stability
of the railroads.

Extension of inland marine scope. As business and commerce grew
in the United States, particularly after World War I, many activities
seemed to be served best by extension of land transportation insurance to
cover property while awaiting shipment, while being prepared for ship­
ment, while being pocessed, and while in storage after shipment. Then
inland marine insurance protection came to apply when the act of trans­
portation itself became incidental to the true use of the property in­
volved. The personal use of jewelry, or furs, for instance, ordinarily in­
volves no use of the transportation agencies; yet an inland marine
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insurance form insures articles of jewelry or furs wherever they may be,
even if they are kept within the home of the owner for twelve months
during the year.

The original coverage under inland marine insurance gave protection
to the policyholder in case of loss or damage resulting from the perils oi
transportation. The scope was broadened until finally “all risks” pol­
icies were reached, an unlimited insurance that appears in very many oi
the inland marine forms. The business of inland marine insurance was
developed quite naturally by the marine insurance companies, which bad
experience in the underwriting of transportation risks. With “all risks”
coverage, and with a very free description of “transportation,” either ac­
tual or technical, marine insurance companies received complaints from
the casualty and the fire insurance companies, which considered that
their special fields were being invaded. These complaints were resolved
in 1933 in the acceptance of the insurance companies’ definition of the
insuring powers of marine and transportation underwriters by the Na­
tional Convention of Insurance Commissioners. Companies that under­
wrote inland marine insurance accepted the definition, and at least 35
individual states have incorporated it in their statutes.

This “definition” and later bulletins interpreting it have been the guide
to the forms of insurance that may be considered as being within the
scope of inland marine insurance.

Present status of inland marine business. The Nation-wide Defini­
tion previously mentioned merely defines the powers of marine insurance
companies, as distinguished from fire and casualty companies, and does
not distinguish between ocean marine and inland marine risks. There is
no satisfactory definition of inland marine insurance. It includes, how­
ever, at least the following classes of business:

(1) Property insurance on goods in transit by railroad, express; mail,
motor truck, aircraft, and (partly by) water. The majority of entirely
water-borne shipments are not covered by inland marine policies, but
protection against the water-transit peril is sometimes included along
with protection against other contingencies. This protection is afforded
in inland marine insurance because fire, casualty, and ocean marine pol­
icies do not completely cover all the risks involved in land and air trans­
portation.

(2) Property insurance on goods of certain types, wherever they may
be, against any risk, even though not in the course of transportation.
An example is a jewelry floater covering “all risks.” The only require­
ment is that “the storage risk must be incidental to the transportation
risk,” in the words of the interpretive paragraph. Such contracts are
much broader policies than could be issued by either fire or casualty com­
panies.

(3) Property insurance on fixed property such as bridges, tunnels, and
the like. These properties are incidental to transportation, and their
complete protection is beyond the legal power of fire and casualty com­
panies.

(4) Property insurance on a few of the means of transportation, such 
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as small boats, railroad cars, and the like. The more important risks of
this character are insured by other agencies, such as vessels by the ocean
marine departments, airplanes by fire and casualty companies, and mo­
tor vehicles by fire and casualty companies.

(5) Liability insurance, to protect transportation carriers, warehouse­
men, processors, and other bailees from the consequences of legal respon­
sibility.

Scope of inland marine insurance. Inland marine insurance policies
may be conveniently divided into two groups, one a form of property in­
surance, covering damage to property, the other a form of liability in­
surance, insuring against the consequences of legal liability.

Property damage insurance gives two classes of coverage: (1) for prop­
erty in transit, for example, by railroad or truck; and (2) for property
irrespective of transit, wherever it may be—for example, a fur coat at
home, in storage, on a trip. The liability forms are insurance policies
for carriers and other bailees, who may be legally liable for property in
their hands.

Further subdivisions of these classes will develop as each class is dis­
cussed. The following outline will serve to show the order of treatment:

I. Property insurance policies
A. Transportation risks

1. Policies on goods
(a) Transit policies, such as truck transportation policies, railroad

policies, all risks of transportation, and so on
(b) Securities and valuables insurance, such as the registered mail

policy
2. Policies on instrumentalities of transportation, such as bridges and

tunnels
B. Risks not primarily transportation

1. Bailee’s policies
(a) Processing and storage policies, such as furriers’ customers’ policies,

laundry policies, and the like
2. Owner’s policies

(a) Business floater policies covering patterns, films, signs, and so forth
(b) Personal floaters for personal effects, baggage, silverware, and so

forth
II. Liability insurance policies

A. Policies for carriers
B. Other liability policies

Property Insurance

This is the most extensive branch of inland marine insurance and in­
cludes many subdivisions. It insures against damage to or destruction
of property, without any reference to legal liability. Under this head­
ing are included: (1) transportation policies covering goods in transit
and instrumentalities of transportation, and (2) policies covering pri­
marily nontransportation risks.

Transportation policies. Transportation policies may be divided into
three groups. One group, insuring the means or instrumentalities of
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transportation, is relatively unimportant because most of what it might
otherwise contain is insured under ocean marine, fire, and casualty pol­
icies. It does include policies on small boats, railroad cars, bicycles,
horses and wagons, and miscellaneous vehicles, such as road rollers’
cranes, mine strippers, ditch diggers, and the like.

The second group is very important and includes policies on goods in
the course of transportation by land, sea, air, or combinations of these.
These policies may be further divided into two classes. The first class
consists of policies that indemnify for physical damage to the goods,
without involving any question of legal liability. They are property
damage policies. Such policies may be purchased by owners and ship­
pers, or by transportation companies for the benefit of owners and ship­
pers. A second class comprises polices that cover legal liability rather
than property, such as the liability of a truckman for goods he trans­
ports, of a railroad on bills of lading, of an express company, and so on.
These policies are solely for the benefit of the transportation agency, and
are deferred for later consideration.

A third group .of transportation policies insures securities and valuable
articles carried by' express, parcel post, or registered mail, the insurance
being purchased by the shipper for his own benefit.

Liability of common carriers. A survey of the responsibility of the
various types of common carrier for property entrusted to their care will
show' the reason for the W'ide development of the transportation forms.
Early actions on the part of carriers of persons and property were nearly
all in the direction of limiting their liability for injury' or damage. The
Interstate Commerce Act, passed by Congress in 1887, was the first step
in defining the liability of the common carrier. Section 20 stated that
all disputes over matters involving commerce between a point in one
state and a point in another state were to be decided by Federal Courts.

This step, how'ever, was only a start. For years the railroads, the
leading type of transportation, had used bills of lading forms w’ith “loop­
hole clauses” limiting their liability to shippers. One in particular re­
lieved the carrier of responsibility' in case a loss occurred after that
freight shipment had been delivered to the next carrier in the line. Most
often freight w'as handled, from origin to destination, by more than one
railroad, often by many lines. When damage or loss did occur, the
shipper found it almost impossible to ^designate the point at which it
happened, and thus which line w'as responsible. If that hurdle were
passed, suit had to be brought at the point of damage, which many' times
W'as so far distant from the shipper that the attendant expenses made
legal action impractical.

The Carmack Amendment to Section 20 of the Interstate Commerce
Act, effective in 1906, improved this situation. Every common carrier
accepting property for interstate transportation w'as then required to
issue a receipt or bill of lading, and w'as' declared to be responsible for
any damage caused by the railroad. Furthermore, this original carrier
was made responsible for damage caused by any other carrier involved,
during the shipment of the property. Finally, this liability of the origi­
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nal carrier could not be avoided by any contract, regulation, or rule.
This latter phase of the amendment ended any question of conflict by
state laws with Federal jurisdiction.

Another former practice that operated against shippers was the in­
clusion in shipping receipts and bills of lading of clauses limiting the ex­
tent of liability of the carriers to specified small amounts unless higher
rates of freight were paid. This practice led to the passage of what is
known as the First Cummins Amendment to Section 20 of the Interstate
Commerce Act, effective in 1915. A common carrier, it stated, was liable
to the lawful holder of a shipping receipt or bill of lading for the full
damage to the property regardless of any limitation in the document.
Moreover, in the next year the Second Cummins Amendment made limi­
tations of liability on the part of the common carrier dependent upon ,
values declared in writing by the shipper, with respect to certain classes
of property set forth by the Interstate Commerce Commission. Freight
rates for these classes of property, became dependent upon the declared
value.

The Bill of Lading Act of 1916 was another step toward better regula­
tion of common carriers. By 1922 the Interstate Commerce Commission
had pres'eribed uniform wordings for the straight bill of lading and the
order bill of lading. Of particular interest is the clause referring to the
carrier’s liability, which is Section 1 in the terms of the bill of lading:

(a) The carrier or party in possession of any of the property herein described
shall be liable as at common law for any loss thereof or damage thereto, except
as hereinafter provided.

(b) No carrier or party in possession of all or any of the property herein
described shall be liable for any loss thereof or damage thereto for delay caused
by the act of God, the public enemy, the authority of law, or the act or the
fault of the shipper or owner, or for natural shrinkage. The carrier’s liability
shall be that of warehouseman only, for loss, damage, or delay caused by fire
occurring after the expiration of the free time allowed by tariffs lawfully on
file (such free time to be computed as therein provided) after notice of the
arrival of the property at destination or at the port of export (if intended for
export) has been duly sent or given, and after placement of the property or for
delivery at destination, or tender of delivery of the property to the party
entitled to receive it, has been made. Except in case of negligence of the carrier
or party in possession (and the burden to prove freedom front such negligence
shall be on the carrier or party in possession), the carrier or party in posses­
sion shall not be liable for loss, damage, or delay occurring while the property
is stopped and held in transit upon the request of the shipper, owner, or party,
entitled to make such request, or resulting from a defect or vice in the property,
or for country damage to cotton, or from riots or strikes.

It is apparent, therefore, that the liability of the common carrier under
the uniform bill of lading is far from absolute. Losses caused by acts
of God (among which may be named cyclone, tornado, flood, earthquake,
hurricane), losses caused by war, or the authority of law are not the re­
sponsibility of the carrier. In addition, a railroad’s liability as a com­
mon carrier ceases usually 48 hours after the shipment has arrived at
its destination and notice of its arrival has been sent to the consignee.
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From that moment on, the carrier’s responsibility is that of a warehouse­
man only—which, practically speaking, means that negligence on the
part of the carrier must exist before it is liable for damage.

The Interstate Commerce Commission regulates the Railway Express
Agency, which is a consolidation of almost all of the previously existing
railroad express services in the country. The receipt given the shipper
by the Railway Express Agency, Inc., is considered equivalent to the
railroad freight bill of lading. The Commission and the courts have ac­
cepted the practice of the Railway Express Agency to limit its liability
on property accepted by it, so long as the shipper is given the alternative
of paying an additional rate in order to have the Express Agency assume
full responsibility.1

The uniform express receipt provides, therefore, that the carrier will not
pay over §50 in case of loss, or §.50 per pound actual weight, for any
shipment in excess of 100 pounds, unless a greater value is declared and
charges for that greater value paid by the shipper. The charge for dec­
larations of values over the stipulated limits is S.10 per §100 of value.
Since the insurance company transportation floater rates on express ship­
ments are considerably lower than §.10 per §100, it is additional protec­
tion as well as economical for the shipper to buy the transportation pol­
icy and to declare only the minimum value to the express company. It
must be remembered that here too the carrier is not considered respon­
sible for loss caused by acts of God or war.

Shipments by air express, of which there has been a tremendous in­
crease in the past few years, and to which many more shippers will turn
in the years to come, are governed by virtually the same receipt forms
as those of the Railway Express Agency, Inc., of which Air Express is a
division. In air shipments, moreover, the charge of §.10 per §100 for ex­
cess values applies to each segment of a complete trip, one segment being
the air flight and another segment the trip to or from a city not on the
direct air route.

Shipments by interstate motor truckmen, which also are under the
jurisdiction of the Interstate Commerce Commission, are governed by a
bill of lading very similar to the railway form.

Shipments by local truckmen are the least regulated. Although a
number of states do regulate intrastate carriers, the amount of insurance
they are required to hold is usually low. A variety of receipt forms are
used by this class of carriers, since there is no standard form. Although
some truckmen use wording similar to that of the railway express receipt,
others state that regardless of weight or number of packages their total
liability is §50 per shipment. Generally speaking, the shippers’ rela­
tions with these motor carriers must be cautious, and based on definite,
preferably written, understanding as to liability for shipments.

The basic policy. The general transportation policy is issued to a
merchant or manufacturer to insure shipments made to him and ship­
ments made by him to customers or others. Because there is such a wide
variety of forms, the policy usually is made up of a basic contract, to

1 Adams Express Co. v. Croninger (1913), 226 US. 491. 
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which is attached an appropriate form meeting the particular needs of
the insured. The basic form states that the insurance company covers
shipments, made during the policy period, of goods and merchandise
usual to the insured’s business. The property covered may be his own,
or held by him in trust or on commission or on consignment, or on which
he has made advances, or which he has sold but not yet delivered. The
insurance company, the basic form states, shall not be liable for more
than the named amount in any one loss. The single loss limit includes
salvage charges and expenses.

The policy bears the general clauses applicable to all transportation
insurance. The territorial limits, for instance, are named as the con­
tinental limits of the United States and Canada. Procedure in case of
loss requires that the insured notify the company, usually within four
months from the date of loss; that the insured protect the property from
further damage after a loss, w’ith the company bearing the reasonable
charges for this action; that the insured submit to examination under
oath when necessary in connection with a claim; that the insured may
accept the bills of lading ordinarily issued by the carriers without losing
the insurance protection, but that the insured may not make any other
agreements releasing or impairing his right to recover any damage or loss
to property in the custody of a carrier or other party liable for its safety.
The rights of subrogation, reinstatement of the amount of insurance to
its original amount immediately after a loss, cancellation by the com­
pany on ten days’ written notice, and cancellation by the insured at any
time, also appear as clauses in the basic policy.

The “Benefit of Insurance” clause deserves special attention. The're-
ceipt of merchandise by a common carrier is evidenced by a bill of lad­
ing containing the conditions under which the carrier accepts and trans­
ports the goods. The wording of these documents is governed by the
Bills of Lading Act of 1916. One of the provisions is that the carrier
shall receive the benefits of any insurance on the goods described by the
document if that condition does not make the policy proceeds uncollecti­
ble. It can be seen that if the insurance company makes payment to the
owner-policyholder, the insurance contract itself is’ not void, and since
the bill of lading states that the carrier shall have the benefit of any
insurance that is not void, the insurance company w’ould have no right
of subrogation against the carrier, even though the carrier was ultimately
responsible for the loss.

The insurance company therefore states in the transportation policy
that, “It is warranted by the insured that this insurance shall in no wise
inure directly or indirectly to the benefit of any carrier or other bailee or
their insurers.” To be safe in its rights of subrogation against the car­
rier, the insurance company pays the claim for a damaged or lost ship­
ment as a loan to the insured. Since the loan arrangement means that
technically no payment of a loss was made to the insured, the carrier in­
volved cannot maintain any claim to the proceeds or exemption from
responsibility. The insurance company may therefore proceed, in the
name of the insured, against the carrier and seek to obtain damages from 
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the carrier. If this action is successful, as the loan-payment agreement
provides, the insurance company is reimbursed to the extent of the re­
covery in the action (not exceeding the amount of the loan), and the en­
tire loan is canceled. If the action is unsuccessful, the loan is also
canceled, since the terms of the loan arrangement provide that repay­
ment of the loan is to be made only but of any recovery.

One of the more common broad forms states that the insurance covers
while the property is in the custody of any railroads, railway express
companies, or motor vehicle common carriers, engaged in interstate or
foreign commerce, connecting carriers, and other public truckmen and
land transportation companies. The insurance applies from the time
the property leaves the initial point of shipment (store, warehouse, fac­
tory, and so on) until delivered at the destination. The insurance usu­
ally is against all risks of physical loss or damage. Theft and pilferage
risks may or may not be included. The policy does not insure, however,
any accounts, evidences of debt, documents, money, securities, precious
stones, jewelry, manuscripts, and so forth. Only direct loss is insured,
the company not being responsible for loss of market, or damage arising
out of a delay in transit. Loss caused by breakage, leakage, marring, or
scratching is included only if caused by specified incidents such as fire,
tornado, flood, collision of the vehicle, and several others.

More restricted forms may limit the coverage to shipments made
through railroad and railway express companies only, or may include
shipments made by regular coastwise steamer lines, or may name certain
specified perils as the insured hazards rather than the comprehensive ‘‘all
risks of physical loss” coverage.

When the transportation policy includes the perils of carriage by
water, either as specified hazards or under a broad “all risks” designa­
tion, it has some distinctive features not otherwise found in inland ma­
rine forms.

(1) If the policy covers water transportation, it includes the perils of
the sea, and covers general average losses, particular average losses, sal­
vage charges, and expenses under the sue and labor clause. These have
been fully described in the chapter on ocean marine insurance.

(2) The policy may be for a single voyage or cover a period of time.
(3) The policy may be either a valued policy, in which the value of

the property insured is agreed upon in advance, or an open policy, in
which the value is' left for determination until the time of the loss.
Valued policies usually contain an addition to the value of the goods to
cover freight charges and prospective profit.

(4) A machinery clause limits the insurance company’s liability for
part of a machine to the value of the part, even though its loss may ren­
der the entire machine useless. Of similar nature is the labels clause,
which limits liability for labels to the value of the labels, though their
damage may depreciate the value of the canned goods.

The transportation policy is arranged on either an annual basis, or an
open reporting basis. In the annual form, a deposit premium is called 
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for at the policy inception, and at the end of the policy period the total
value of all shipments made within the protection of the policy is charged
for at the agreed rate, with either the company or the policyholder mak­
ing good the difference between this actual earned premium and the de­
posit premium. Occasionally an annual transportation policy is written
at a flat premium with no adjustments made at the year’s end. Under
the open form, a monthly report is made of the values shipped under the
policy’s protection, and a premium paid based on each monthly report.
The open or reporting policy has no expiration date, continuing as long
as the insured and company are agreeable.

Owner’s truck policies. Manufacturers and dealers often own their
own trucks, in which they transport their own goods. Special forms of
policies cover the trucks of the insured and also the goods sold by him
in the course of delivery, while the goods are in his trucks.. The risks
insured against are those usually covered by transportation policies, with
substantially the same exceptions. These policies frequently contain a
100 per cent coinsurance clause.

Trip transit policies. A single shipment of property may be insured
under these forms, which usually cover a list of specified perils: fire,
tornado, flood, overturning of trucks, collapse of bridges, and so forth.
Breakage of goods is not included unless it occurs as a result of one of the
perils insured against. The same condition applies to damages by mar­
ring or scratching or leakage. The greatest use for these policies is with
respect to the shipment of household furniture, heavy machinery, and
livestock. The perils insured against may be extended by the payment
of an additional charge to cover theft of an entire package, but not to
include loss by pilferage. Rates vary with the mode of shipment (motor
truck, railroad, air express) and the distance in miles.

Parcel post policies. Although there is a tremendous amount of parcel
post shipping, the government parcel post system does not insure all the
packages given to its care. Parcel post insurance by insurance com­
panies is less expensive for business firms than government insurance.
In addition, since the private insurance procedure of insuring packages
going by parcel post is much simpler than the government arrangement,
the burden of clerical work and of waiting in line at the post office during
the busy hours is cut down considerably. This feature is as much a
reason for the popularity among shippers of the commercial parcel post
policy as is the cost difference.

The policy insures the merchandise against all risks of loss from the
time the shipment is placed in the custody of the post office until it is
delivered to its destination. Merchandise shipped ‘‘on consignment” to
customers is not covered, nor are any shipments that are not properly
addressed or wrapped or stamped. Other exclusions in the form refer
to packages that bear descriptive labels pointing out to a dishonest per­
son that they are worth stealing, shipments that do not contain the
wording “return postage guaranteed,” and shipments made to transients
at hotels unless the packages are sent by registered mail or government 
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insured parcel post. Shipments of perishable articles, such as butter,
eggs, green fruits, are insured only against nondelivery, fire, theft, and
pilferage.

By special arrangement, incoming shipments to a firm may be insured
in addition to outgoing shipments.

There are two forms of the parcel post policy: the coupon form and
the open form. Under the coupon form, a coupon book is issued for a
term of one year, but it may be extended upon request for an additional
term if all the coupons in the book have not been used up. A book is
issued with 100, 200, 500, or 1,000 coupons. The form is similar to a
check book, with a numbered certificate or coupon, that is torn from the
book and is included within the wrapped package. The stub, which re­
mains in the book, contains a corresponding number and is filled out with
the name and address of the party to whom the shipment is addressed,
the date of shipment, and the value of the shipment.

One coupon is used for any package valued up to §25. For a shipment
valued between §25 and §50, two coupons are inserted. For a shipment
valued between §50 and §100, five coupons are inserted. Packages over
§100 in value up to §500 must be shipped either by registered mail or by
government insured parcel post to come within the coverage of the policy.
Varying numbers of coupons are inserted in this type of shipment also,
depending upon the value. Each coupon costs the policyholder §.05.

The open policy form, usually used by those firms whose annual parcel
post shipments total more than §10,000 in value, carries the same cover­
age and exclusion provision as the coupon form. The rate, however, is
applied per §100 of values shipped and usually will vary between S.10
and §.30 per §100, depending upon the volume of shipment, the type of
merchandise being shipped, the average value of each shipment, and the
loss record of the insured. The minimum premium is §50.

With this form no coupons are inserted in each package. A list of the
shipments each day corresponds to the information entered on coupon
stubs of the coupon form. At the end of each month the total value of
shipments is reported to the insurance company. A deposit premium of
§50 usually is paid at the beginning of the year, and adjustments made
monthly or annually. This form thus is much simpler in operation and
cheaper in cost than the coupon method. For instance, a series of five
packages worth §5.00 each insured under the coupon form would cost
§.25, for five coupons would be used. If the rate under an open policy
was even as much as §.30 per §100, the total cost to insure the five
packages valued at §5.00 each would be only % of §.30, or §.075.

Registered mail policy. This insurance protects fiduciary institu­
tions, such as security brokers, banks, trust companies, investment cor­
porations, and even state governments. Shipments of securities and
currency, checks, drafts, and other negotiable instruments, postage and
revenue stamps, express and money orders, gold, silver, platinum, and
other valuable metals or precious stones, are insured under this policy.
Jewelry manufacturers or distributors, however, may not use this form.
Packages sent by government registered mail, airmail, air express, or reg-
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istered railway express are insured against all loss from the time they
leave the premises of the insured by messenger until they are delivered
to the party addressed, or returned if delivery cannot be made. Loss
caused by theft on the part of an employee of the insured or the addressee
is not covered, nor are the risks of war.

Under the government registered mail arrangement, such mail may be
accepted by the post-office department up to a maximum liability of
SI,000 for any one package, with the registry fee for this assumption of
liability ranging from S.15 to S1.00. Since the shipments of fiduciary in­
stitutions usually go beyond a 51,000 limit, the registered mail policy is
a necessary part of their business. The insurance procedure is similar
to that of the parcel post open policy form, and reports of total values
of shipments are made daily or monthly or annually. Nonnegotiable
securities may be reported for their full value, in which case they are
charged for at one third of the regular shipment rate, or they may be re­
ported for a percentage of their value large enough to encompass the
cost of reissuing the nonnegotiable securities and providing the usually
required surety bond.

The rates vary with the distance of the shipments, with the type of
carrier, that is land shipments or airmail shipments, and with the city in
which the insured is located.

Armored car and messenger policy. This is similar to the registered
mail policy. It covers shipments of valuable documents, currency, and
precious metals by armored cars or messengers from the time they enter
the possession of the carrier until delivery to the addressee or return to
the shipper. The policy covers “all risks” with, of course, certain ex­
ceptions such as war risk, employees’ fidelity risk, and so forth.

Instrumentalities of transportation. Section I [d] of the “Nationwide
Definition,” (an interpretation of the insuring powers of marine and
transportation underwriters) permits bridges, tunnels, and other instru­
mentalities of transportation and communication to be insured under an
inland.marine form, unless fire, tornado, sprinkler leakage, hail, explo­
sion, earthquake, riot, and civil commotion are the only hazards covered
by the insurance. Usually the extensions of protection granted include
floating ice damage, rising waters, flood, collision, collapse, malicious
damage and explosion. These extensions qualify the policy to be written
by an inland marine carrier.

Piers, wharves, docks, and slips may also be insured under an inland
marine policy, if the risks of fire, tornado, sprinkler leakage, hail, explo­
sion, earthquake, glass, and civil commotion are excluded from the scope
of the policy. Drydocks, marine railways, and other aids to transporta­
tion and navigation may be insured against all risks under an inland
marine form.

Bridges and tunnels particularly represent an investment of a consid­
erable sum, either by a governmental unit or by a private company. In
most instances such structures are financed by the marketing of secu­
rities based on the completed project. The demand for this form of in­
surance, therefore, is present at all times. That bridges may suffer more 
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than minor damages is evidenced by the collapse of the Puget Sound
Narrows Bridge. This $6,400,000 structure buckled during a high wind
on November 7th, 1940, just four months after construction had been
completed. The property damage loss agreed upon between the insur­
ance companies and the Bridge Authority amounted to $4,000,000.

Losses caused by any law violations, governmental acts, or acts of war
are not covered. In the event that the use of the structure is suspended
(by court procedure, for instance, or operation of law'), the insurance be­
comes void. The bridge owmer agrees that the structure is of sound con­
struction at the policy’s inception date, and also that it will be properly
maintained while in use.

In addition to direct property damage insurance, business interruption
(use and occupancy) insurance may be obtained, with indemnity for 3
loss of this nature at a specified amount per day for a period not to ex­
ceed a specified number of days. It is interesting to note that became
of the peculiar nature of this type of insured property, bridge and tunnel
policies usually contain a coinsurance clause, unlike most other inland
marine policy forms.

Risks not primarily transportation. In spite of its name inland ma­
rine insurance includes some important groups of policies that arc not
marine and that involve transportation risks only incidentally, if at all.
Some of these policies are bought by bailees for the protection of their
customers. Others are policies bought by owmers for the protection of
their own goods (and sometimes those of others).

Bailee policies. When property is given over to the care of another
party a legal relation of “bailment” arises. Although the ownership of
the property is unchanged, it enters the control of the party to whom it
is entrusted, known as the bailee. Bailment occurs constantly today.
A man takes a suit to the cleaners, stores furniture in a warehouse, sends
shirts to the laundry; or a business firm sends silk goods to a throwster,
to a printer, to a finisher.

Usually the bailee is charged w'ith ordinary and reasonable care of the
property entrusted to him, and his liability for the safety of the goods
does not go beyond such care. Negligence or carelessness on the part of
the bailee would establish his liability in case the property w'ere dam­
aged, lost, or destroyed. Under modern business conditions, however,
it has become quite customary for a bailee to assume voluntarily com­
plete responsibility for the safety of the property while it is in his care.

• By assuming this responsibility the bailee acquires an insurable interest
in the total value of the property, even though he is not the owner.
Insurance policies are usually carried by bailees for good w'ill purposes,
that is, to attract customers who might otherwise hesitate to leave prop­
erty to the care of the bailee, and to prevent trouble with customers if a
loss should occur. Still another advantage is that, with such insurance
in force, the insurance company has been created as a responsible party
in case of trouble, and the owmer of the article can proceed directly
against the insurance company if the bailee does not do so.

Popular forms of bailee policies are those for laundries, dry cleaners, 
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and carpet cleaners. The insurance protection commences when the
bailee receives the property and does not end until it is returned to the
owner. The bailee’s charges to customers on the property at risk also
are insured. Specified perils are insured against—most often, fire, light­
ning, explosion, collision, theft, burglary, holdup, tornado, cyclone, wind­
storm, sprinkler leakage, flood, earthquake, strike, riot, civil commotion,
the risks of transportation by public carriers or mail service, and the
confusion of goods that may result from one of the perils enumerated.

Losses resulting from misdelivery, or unaccountable losses accompanied
by no evidence, or losses of goods while in the custody of other laundries
or cleaners, are not covered. Coverage for the storage of customers’
goods may be added to the policy, at an additional charge.

For small shops a fixed premium is charged, but normally the premium
is determined from monthly reports of the gross business, which is
charged for at a rate per S100 of earnings. The basis for the rate is the
fire contents rate, to which are added charges for experience, number of
trucks used, burglary protection, and so forth.

Furriers’ customers policy. The furrier who stores fur garments over
the warm season is also a bailee. This field is one in which competition
for business has caused the trade to seek complete insurance protection
for the garments left in storage. Basically this insurance policy is one
that insures the storage risk and the transportation risk involved in
bringing fur garments to storage and restoring them to the owners. Fur­
riers, department stores, storage warehouses, and many dry cleaning es­
tablishments provide a fur storage service. When they take custody of
the garment they issue a receipt to the owner in which usually they
agree, among other things relating to the care of the coat, to insure the
property up to the limit of liability named in the receipt. The original
of this receipt is given to the customer, the duplicate constituting the in­
sured’s record. Most fur storage establishments accept furs for storage
below their actual value, depending upon the receipt to limit liability to
the amount named. There have been many instances in which, how­
ever, when losses have occurred that were attributable to the negligence
of the storage house, a value beyond that named in the receipt has been
collected. The possible liability incurred in this situation may be in­
sured for an extra charge by endorsement attached to the furriers’ cus­
tomers’ policy contract.

The basic form grants protection against all risks from the moment
the fur garment is taken into the possession of the bailee-insured, and
while in storage and while in transit to and from the owner. A storage
receipt as described above must be issued for each garment intended to
be insured. Incidentally, as long as a storage receipt is issued to the
owner, the fur may be accepted for repairing, cleaning, remodeling, or
altering instead of storage, and therefore the coverage under the furriers’
customers form is much broader than the specified perils included under
other bailee customers forms.

Furs owned by the furrier may not be included in this coverage.
Losses occasioned by moths, vermin, deterioration, inlierent vice, re­
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suiting from any process or work, war, invasion, and so forth, are ex­
cluded. The storage and repairs charges made by the furrier may also
be insured by a supplementary policy, granting the same protection. In
a number of states the furrier is permitted to issue certificates to his
customers that give the same coverage as the master contract, but con­
tinue during the entire year, while the furs are being worn. There is no
minimum premium for any single certificate, but the personal fur floater
policy, bought by an individual owner of furs, is subject to a §5 minimum
premium. Since the most general rate charged for certificates issued in
conjunction with a furriers’ customers policy is §.50 per S100, an owner
by this method can insure a §200 coat at a cost of §1. Under the per­
sonal fur floater form, the same individual would have to pay §5 for the
same insurance.

The furriers’ customers policy is an open form. The total liability
named on all outstanding receipts is reported to the insurance company
each month, and charged for at a rate per S100 of value. The rates will
be found to vary considerably, depending upon the construction of the
storage vaults, the burglary protection, the fire contents rate, and other
factors. A minimum annual premium of §50 is the rule.

Processors’ policies. With the many specialized processes involved in
the manufacture of articles, an important field in industry is processing.
Business organizations that are specialists in a certain process do that
work for a number of manufacturers, receiving the partly finished article
from the manufacturer, adding the work done by their process, and
either returning the processed article to the manufacturer or sending it
along to still another processor. Thus the owner of the goods has values
constantly moving between his premises and the premises of the proces­
sor. Cotton bleachers, silk throwsters, wool spongers and shrinkers,
leather tanners, nickel platers, printers and finishers of textiles are a few
of the many types of processors.

In the absence of any special agreement or contract, the legal liability
of the processor for the goods he works on is limited, being that of a
bailee for hire. If the processor assumes responsibility for the safety of
the merchandise, he goes beyond his common-law liability of bailee for
hire. The degree of responsibility thus assumed by the processor varies
by custom in the different fields of work, and according to whether the
processor insures merchandise belonging to his customers or whether the
owner insures that merchandise.

In many cases the processor- buys an inland marine policy to insure his
customers’ goods and perhaps also his own charges for processing. In­
surance of this nature is proper in inland marine when the situation
involves the movement of property. In the effort to benefit by the
broad “all risk” coverage afforded under inland marine forms, many
processors whose work did not actually include any transportation ap­
plied for this type of insurance. This trend necessitated the issue by
the Joint Committee on Interpretation and Complaint of an interpretive t
bulletin (No. 104), which lists the types of processing considered as in­
cluded in inland marine insurance, and those types considered not within 
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this realm. Several examples of the latter are the assembly of parts of
switchboards into a single unit, the repairing and overhauling of electric
motors and refrigerators, the drying of eggs to produce egg powder, and
the assembly of airplane landing gears.

The policy usually covers the perils of fire, lightning, sprinkler leakage,
explosion, burglary, holdup, cyclone, tornado, strikes, and riots, while
the property is on the premises of the processor; and either these speci­
fied perils or all risks relating to the transportation to and from the proc­
essor.

The processors’ charges for labor and material are usually included in
the policy in addition to the values attached to the property of his cus­
tomers. Either a flat premium or a reporting form is used. If the re­
porting of values at monthly intervals is difficult, the flat premium pol­
icy is used, with the premium being based upon the average amount of
risk at the premises over the year. The reporting policy arranges for
monthly statements of the values at risk on a specified date in each
month.

Owners’ policies. Property insurance policies are also sold to owners
to cover goods in the hands of others, either (1) because the bailee has no
insurance policy for the owner’s protection, or (2) because the bailee’s
policy is inadequate, or (3) because the owner desires this hazard in­
cluded among other risks against which his property is protected.

The discussion so far has related to policies issued in the name of the
processor covering merchandise not owned by him but held by him to be
worked upon. Since the actual legal liability of a processor is limited,
and customs as to insurance carried vary with each trade, it is prudent
for the owner to obtain an inland marine policy issued in his name as
owner and covering his property sent to and worked upon by processors.
The processor accepts work from a number of customers and the values
at risk at his premises may at times far exceed the amount of the policy
he carries. The amount ultimately collected by the owner, if a loss
should occur at such a time, might therefore be far below the actual
value of his goods. Furthermore, the owner has no guarantee that the
policy shown him by the processor will continue in force unchanged,
that conditions of the contract will not be violated by the processor, that
the policy will not be canceled by the company, that the premium will
be paid, or that the amount of the policy will be adequate at any par­
ticular time. To be completely certain of proper protection for his own
property while it is on the premises of processors, and while it is in transit
to and from the premises, the owner buys a processor’s policy in his
own name. It insures his property in the same manner as the processor’s
policy form bought by the bailee himself. In it are usually listed all the
processors used, although often this list is not required to be set forth in
the policy contract. Either a flat premium is charged, based on esti­
mated total shipments to processors, or a monthly reporting form is used.

Garment contractors’ floater. The owner of wearing apparel goods
in the course of manufacture can buy a floater policy insuring it during
transportation to and from contractors and subcontractors and during 



572 INSURANCE AGAINST TRANSPORTATION RISKS

its temporary stay on the premises of contractors or subcontractors dur­
ing processing. The perils insured against on the contractor’s premises
include fire, water damage, lightning, and holdup. Theft coverage may
be added for an additional charge, as may also the perils of riot, strike,
malicious mischief, and explosion other than boiler explosion. No pro­
tection may be granted while the merchandise is on the premises of the
insured.

During transportation the insurance includes fire, lightning, tornado,
floods, collision, derailment, overturning of vehicles, theft of an entire
package. While waterborne the property is covered against fire and
marine perils.

Here also the rate is a percentage of the total valuation, varying from
3 to possibly 8 per cent, according to the merchandise. The policy may
also be arranged to include consequential damage. This feature is at-

'tractive to manufacturers who send portions of a garment to a contrac­
tor for work. For example, a suit manufacturer may send jackets to one
contractor, trousers to another, for work to be done. Should a portion
of the jackets be destroyed, the matching trousers may have no value to
the manufacturer. Consequential loss insurance pays the policyholder
the difference between the value of the completed garment and the value
that can be realized on the remaining portion of the garment by either the
insured or the company. It is the duty of the insured to attempt to re­
place the damaged portions of the whole garment for at least 21 days
after the date of loss.

Property floaters. The term “floater” is used loosely in the field of
inland marine insurance. A floater policy can best be described as one
which insures property that cannot be covered properly by specific in­
surance because the property is constantly changing in either value or
location. The Nation-wide Definition makes property floater risks suit­
able for inland marine policy forms. Although the basis for eligibility
is the fact that transportation or movement of the property is often pres­
ent, this condition need not necessarily occur. For instance, the per­
sonal fur floater insures a fur coat wherever it may be, even if it is kept
in a bedroom closet for 12 months in the year. Floater policies arc most
conveniently described under two classes: one for business property pro­
tection (the first class to be described here), and the other for personal
property protection.

Attention may be called here to the fact that some of the policies now
to be described are written on blanket forms and some on schedule forms.
Blanket policies cover all articles coming within a general description
set forth in the policy; schedule forms specifically enumerate the items
of property covered. A schedule form is useful when it is possible and
desirable to define sharply the company’s liability and to keep the
amount of insurance commensurate with the value of the property in­
sured. Blanket policies are useful when the items of property are fre­
quently changing and when individual description would be burdensome.
They permit a small amount of insurance to protect a considerable
amount of property against partial losses. The blanket and schedule
forms are indicated in the following descriptions.
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There is a wide variety of property floaters. The inland marine field
has so wide a horizon in this respect that almost any sort of property
may be insured under a property floater. The whole gamut of such
property, from false teeth to boardwalks, could not possibly be described
or even listed in this volume. Since the form of policy varies only with
the special requirement of the nature of the property insured, there are
described here enough varieties of floater policies to give the reader some
idea of their application.

Salesmen’s sample floater. Business firms employing salesmen often
supply them with valuable samples of merchandise. A supply of such
samples may be sent to salesmen on the road. A floater form insures
these samples while they are in the custody of the salesmen anywhere in
the United States and Canada, and also while they are in transit between
the firm and the salesmen. The trunks and containers in which the
samples are kept or shipped are also included. The insurance is most
often against all risks except theft by the salesmen, theft from an unat­
tended automobile, and several other similar risks. Coverage while in
automobiles may be extended to include unattended automobiles pro­
vided the car is a closed body type and all doors and windows and trunks
are kept locked. A blanket form is used.

A more limited form is also used covering the perils of transportation,
including theft and fire in any hotel, business office, dwelling, and auto­
mobile used by a salesman.

The rate is a percentage of the property value, and may vary from 1%
to 10 per cent depending upon the type of merchandise and the perils
covered.

Contractors’ equipment floater. Road constructors, general contrac­
tors, and builders use a variety of equipment in their work, which is
moved about from one location to another. A bulldozer may be used at
one job one week, and at another the next week. The equipment floater
insures against loss or damage, during transportation, from fire, light­
ning, windstorm, flood, collision, derailment or overturn of conveyances
that are transporting the equipment, and collapse of bridges. The risks
of fire and lightning at any job location are covered. The company may
assume other risks while on location. Coverage is not assumed while the
equipment is in storage at premises leased or controlled by the insured
unless this storage is incidental to the frequent use of the equipment.
Also excluded from coverage are collapse of derricks or booms while in
any structures in the course of construction, loss from infidelity, losses
caused by load weights that exceed the registered capacity of any ma­
chine, property that has become a permanent part of any structure. A
blanket form is used.

The rates vary with each risk, factors considered including the nature
of the work performed, the past experience of the insured, the value of
the equipment, the type of equipment, and the fire contents rate of tem­
porary storage places.

Installment sales floater. Annual sales of merchandise under install­
ment payment arrangements constitute an important portion of total re­
tail sales. Normally the contracts of sale state that the buyer is to in­
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sure the property so that the seller can, in case of loss, obtain the unpaid
balance. This requirement, however, is rarely adhered to, for it is one
of the things not brought forcefully to the attention of the buyer at the
time of sale. As a result, the merchant or distributor or manufacturer
who makes large numbers of unit sales under the installment plan con­
tinues to have a large total unsecured exposure.

With the installment sales floater, therefore, sellers obtain insurance
against the perils of fire and extended coverage wherever the merchan­
dise thus sold may be, including during transportation. The existence
of other specific insurance on any such merchandise makes this floater
form excess insurance.

One form of policy insures only the interest of the seller in the unpaid
balance, the insured reporting monthly the total outstanding unpaid bal­
ances at the end of each month. Under another form, the “double in­
terest” form, the entire value of the merchandise is insured for the benefit
of both the buyer and the seller, their respective interests in the in­
surance changing as the unpaid balance diminishes. This latter form
requires that a certificate be given to each customer, evidencing that in­
surance for the value of the merchandise is in force for the term of the
sales contract. The double interest policy form is widely used by re­
tailers of house furnishings and home appliances. Generally speaking,
it is a means of assuring the seller of a replacement sale in case of loss
of the original merchandise, because the purchaser with his equity in the
insurance, proceeds can buy a new article from the dealer on the same
terms.

Jewelers’ block policy. The jewelry industry, which comprises re­
tailers, pawnbrokers, manufacturers, wholesalers, jobbers, importers, and
jewelry departments of department stores, follows practices that require
a particular and broad form of policy. Briefly stated, the policy covers
the jeweler’s entire stock of merchandise, including that of others en­
trusted to him, as for example, watches left for repair. Property en­
trusted to the insured jeweler by others in the jewelry trade is covered,
however, only to the extent of the insured’s actual interest arising out of
legal liability or money actually advanced on the goods..

The protection is against all risks, subject to the following exclusions:
dishonesty of employees or anyone to whom property is entrusted;
strikes, riots, wars, hurricane, tornado, cyclone, earthquake, flood, ty­
phoon, or convulsion of nature; loss of shipments other than by registered
mail or sealed railway. express; loss of automobiles left unattended be­
cause the property is being worked upon; loss of articles worn by the in­
sured, his employees, those in the jewelry trade, friends or relatives; un­
explained shortage; loss of articles on public exhibition promoted by
public authority or trade associations; loss of articles sold on the install­
ment plan after they have left the assured’s custody; breakage of brittle
articles unless caused by thieves or accident to a conveyance in which
the articles are being carried. Only 80 per cent of the value of any
articles stolen by burglary from show windows is paid.

Each request for insurance is rated separately, on the basis of answers 



INLAND MARINE INSURANCE 575

to a detailed proposal form submitted to the insurance company in dupli­
cate over the insured’s signature. The proposal form becomes part of
the policy, and the answers to the questions constitute warranties. Min­
imum premiums are $150 for retail stores, $300 for manufacturers and
wholesalers whose average inventory is not more than $10,000 and whose
policy limit is not more than $10,000, $400 for other manufacturers and
wholesalers, and $750 for any applicant who has an inventory consisting
of 50 per cent or more of loose diamonds. Subject to these minimums, a
reduced premium is granted for policies to jewelers whose inventory con­
sists of articles costing $25 or less each. The contract bears a limit of
liability, with a smaller limit named for property while it is transported
by means other than express or registered mail.

Installation floater. Sales in many businesses involve installing the
property or equipment sold, and title to the property usually does not
pass to the purchaser until the installation is completed. Sales of air
conditioning equipment, or heavy machinery, or heating apparatus are
examples. The installation floater meets the needs of these fields of
business by providing insurance from the time that the property leaves
the seller’s premises, through transit, until installation is completed on
the purchaser’s premises and the purchaser has taken title. The cover­
age can vary from all risks to only specified perils such as fire, extended
coverage, burglary, and theft. The scope and the rates vary with the
particular type of property, the mode and length of transportation, and
the physical hazards at the places of installation. The policy may be
arranged to cover single installations or, on an open basis, all installations
over a period of time.

Miscellaneous floaters. To give the reader a further idea of the nu­
merous and varied uses to which inland marine floater forms may be
put, brief descriptions are now given of a number of other forms. Again
it is emphasized, the floaters described in this chapter represent only a
few of those used by American business.

A floater insures wool, mohair, and sheep pelts while at and in transit
from shearing plants to premises of buyers. Apparatus and equipment,
such as X-ray equipment, microscopes, and so forth, used by physicians
and surgeons and dentists may be covered against all risks. Radium,
$100,000 or $150,000 worth of which may be contained in a tube or cap­
sule, may be insured against all risks. Manufacturers may insure their
own patterns, dies, or molds while these materials are away from their
own premises for casting, for instance, or other processing work. Death
or necessary destruction of horses and mules may be insured against, as
well as damage or loss to wagons, harness, and saddlery equipment caused
by the perils of fire, lightning, collision, overturning of conveyances
while in transit, and so on. The embalming apparatus, instruments,
chairs, racks, material, and supplies usual to the undertaking profession
may be insured while anywhere in the United States, including the in­
sured’s premises, against the perils of fire, lightning, explosion, earth­
quake, windstorm, theft, collision, derailment or overturning of convey­
ance, and so on. The owners of neon and electric signs may protect 



576 INSURANCE AGAINST TRANSPORTATION RISKS

themselves against financial loss with a neon sign floater, which provides
coverage against all risks except breakage during installation or disman­
tling, and electrical disturbances. Theatrical properties such as scenery,
costumes, and other equipment may be insured against named perils
while in any business or theatrical building, and during transportation.

Property floaters for individuals. Similarly there is a large group
of floater policies adapted to the needs of private individuals and their
personal property. Some of these are discussed below.

Personal effects floater. The articles usually carried by travelers and
tourists are covered against all risks except accidental breakage of brittle
articles. The property of the entire family, including that of the wife
and unmarried children permanently residing with the insured, are cov­
ered under one policy. Since it is a blanket policy with a broad defini­
tion, a wide variety of articles is insured, from whisk brooms to golf
clubs, but only while they are not on the permanent residence premises of
the policyholder. It covers, for example, a suit of clothes sent to the
cleaners, articles lost in a theatre, property damaged in a railroad acci­
dent, theft of a hat at a ball game, and so on. Money, securities, docu­
ments, bicycles, automobiles, boats, furniture, animals, artificial teeth
or limbs, automobile equipment, and business property are excluded.
Jewelry and furs are included only up to 10 per cent of the total policy
amount, subject to §100 limit for any one article. Property stolen from
unattended automobiles is insured only if all doors and windows were
locked and evidence exists of forcible entry, and then only up to a limit
of 10 per cent of the policy amount and subject to a maximum limit of
§250. This automobile loss restriction may be removed from the con­
tract for an additional §10 charge. The property of students while in
dormitories or on the premises of schools is insured against the peril of
fire only. This limitation may be removed for an additional charge of
§2.50 per §1,000, subject to a §5 minimum charge.

Because of the existence of outside theft coverage in the residence theft
policy form, arrangement is provided to eliminate from the personal effect
floater the risks of theft, mysterious disappearance, vandalism, and mali­
cious mischief, with a consequent reduction by 50 per cent of the pre­
mium otherwise charged for the floater.

In a number of states it is permissible to endorse the personal effects
floater to cover property on the premises of the insured. A high coin­
surance requirement, however, makes that extension comparatively un­
popular. The basic personal effects floater contract, despite its limita­
tions, remains one of the most popular floater forms for individuals. The
rate at present is §15 plus 1 per cent of the desired amount. A §1,000
policy would cost §15 plus §10, or §25 a year. A §25 deductible clause
may be attached, with which the rate becomes §7.50 plus 1 per cent of
the policy amount.

Tourist baggage floater. This form, similar to the personal effects
floater in intent, is much more restricted in coverage. It covers wearing
apparel, trunks and suitcases, sport equipment, and certain personal
property. In spite of its name, however, it covers not only baggage but 
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enumerated classes of property belonging to the insured and his family
while the property is not on the premises of his permanent residence. It
is a blanket policy that covers fire and lightning at all times; theft, trans­
portation, and navigation risks when the property is in the custody
of transportation, steamboat, or licensed public truckmen companies;
stranding, sinking, or collision of the yacht on which the insured is a
guest; and theft of an entire package or trunk from any hotel or parcel
room.

Again as with the personal effects floater, a number of states permit
property to be covered while it is on the premises of the insured’s resi­
dence. The rate is low, SI per $100, subject to a $2 minimum premium.

Fur floater. The widespread ownership of fur coats has brought this
small premium policy to the forefront in the inland marine field. Con­
taining very few restrictions, the policy insures an individual’s furs
against all risks anywhere in the world, including at home and in storage.
The only exclusions refer to deterioration, moth damage, inherent vice,
damage sustained while a coat is being worked upon, arid war risks. The
furs of several members of a family residing together may be grouped on
one policy. Because it is a schedule form, the furs are listed in the policy
with the applicable amount of insurance noted for each garment. Since
a bill of sale or a furrier’s appraisal is usually submitted at the time the
insurance is issued, there is little question as to value beyond that of de­
preciation when a loss occurs. The rate for this form is $.85 per $100,
subject to a $5 minimum annual premium.

Jeivelry floater. This all-risk floater policy is similar in form and
treatment,to the fur floater and is also a schedule form. Virtually the
only difference is the addition of a clause stating that the company is not
liable for more than the value of the particular part lost out of a set of
jewelry articles. If a pair of earrings are valued at $100, for instance,
and one earring is lost, the company limits its payment to $50. No
credit is given in the rate when articles are kept in safe deposit vaults,
but the items involved may be eliminated from the coverage on a pro
rata basis during the time they are in a vault. The rate varies with the
total value of all the jewelry, with the first $5,000 being charged for at
the rate of $18.75 per $1,000 at the present time, the next $5,000 at $13.12
per $1,000, and the next $40,000 at $7.50 per $1,000. A deductible clause
may be used, allowing a 10 per cent premium credit and subjecting each
loss (not the value of each article) to a $50 deduction.

Fine arts floater. Owners, whether they be individuals, collectors, or
art museums, of articles of artistic or historical value may insure these
under the fine arts floater policy. This form grants all-risk insurance
while the articles are on the premises of the insured and whenever they are
sent anywhere in the United States or Canada. It is a schedule policy,
and usually the articles insured are listed in the policy, unless the list
is so long that it is more convenient to file it with the insurance company.
The classes of property that may be insured under this form include
paintings', etchings, pictures, tapestries, statuary, marbles, bronzes, porce­
lain, rare glass, antique silver, china, books and manuscripts, rugs, and 
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similar articles. The only important limitation is the fact that breakage
of fragile articles is covered only when it results from specified events
such as fire, windstorm, malicious damage, and so forth. Bronzes are not
considered fragile articles. Breakage coverage on other articles, how­
ever, can be included by the payment of an additional rate based on the
value of the fragile articles.

The premium for a fine arts floater is determined by adding specified
loadings, which decrease as the policy amount increases, to the fire con­
tents rate of the location or locations covered by the policy.

Camera floater. Typical of the floater form covering any specific type
of property or equipment for individuals is the camera floater. Intense
interest in photography prompts the acquisition of an expensive variety
of camera equipment. All sorts of equipment are included in the ciunera
floater: enlarging and printing apparatus, special lenses, filters, project­
ing machines, and so on. The policy covers all risks for the articles
listed for stated values, and is thus a schedule form. A blanket insurance
amount may be added, up to 10 per cent of the total policy amount, to
cover miscellaneous items, including film. The important exclusion in
this form is the infidelity of persons to whom the property may be loaned
or rented, but even this exclusion may be deleted for an additional charge.
The rate of premium is usually 2 per cent of the value, although if the
articles total more than S3,000 in value, special rates may be applied.

Musical instruments floater. Originally this schedule form of floater
was meant for insurance of very valuable instruments, such as rare vio­
lins, but its use has been broadened to include all sorts of musical instru­
ments used or owned by either professional or amateur musicians. Not
included, however, are household instruments, such as radios, phono­
graphs, pianos, and organs, since these are not ordinarily moved away
from the premises of the insured, and therefore may not be subjects of
inland marine insurance.

The instruments insured are listed in the policy, and, as in the camera
floater, miscellaneous equipment used in connection with the instruments
may be insured for a blanket amount constituting not more than 10 per
cent of the policy. The policy ordinarily covers in the insured’s residence
and everywhere else in the United States and Canada, with world-wide
coverage available at an increase in rate. Insurance for the instruments
of orchestras and bands is specially rated. A broad form floater covers
all risks, and a limited form written at a 10 per cent discount in rate
covers only in the event of fire, lightning, cyclone, tornado, flood, theft,
and accident to a conveyance in which the instrument is being trans­
ported.

Ordinarily a bill of sale or appraisal is requested by the insurance com­
pany when the insurance is issued. The rates are lower for the amateur
musician than for the professional musician, decreasing for both cate­
gories as the insured amount increases. The important exclusions refer
to damage resulting from weather dampness, extremes of temperature,
wear and tear, deterioration, breakage of strings, infidelity, war risk, and
damage caused by any process of refinishing, renovating, or repairing. 
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The limited form in addition excludes losses while the property is in an
unattended automobile.

Stamp collection floater. Collectors of postage stamps may insure
their collections, including albums and equipment, against all risks in
the United States and Canada. Because of the fragility of postage
stamps, the exclusions in this form are important to keep in mind—
namely, damages from such causes as fading, creasing, tearing, thinning,
transfer of colors, dampness, extremes of temperature, wear and tear, in­
herent defect, gradual depreciation and deterioration, moths and vermin,
and damage occurring as a result of handling or being worked upon. In
addition, mysterious disappearance of individual stamps is not covered,
unless the stamps are specifically listed in the policy with definite values
placed upon them, or unless they are mounted in a volume and the page to
which they are attached is lost. Shipments of the stamps are insured
only if made by registered mail, insured parcel post, railway express or
armored car. Infidelity of persons to whom the property is entrusted,
theft from an unattended automobile, and water perils are the other ex­
clusions in the policy. It is possible on occasion, however, to delete these
last three exclusions by payment of an additional premium. In the prep­
aration of this policy for an individual, a general description of the col­
lection or portions of the collection is ordinarily sufficient, as for ex­
ample: “blue album of foreign air mail stamps—81,500.” Individual
stamps, envelopes, or covers having high values should, however, be
itemized and insured separately for specific amounts. If the insured
agrees that when the collection is not in use it will be kept in a fireproof
safe bearing a combination lock, a 10 per cent premium credit is allowed.
Special rates usually are arranged for special expositions of stamp col­
lections, or for private collections insured for more than §10,000. Poli­
cies are written on both blanket and schedule forms.

Wedding present floater. Even the wedding presents sent to a be­
trothed couple may be insured under an all-risks form for a period begin­
ning a reasonable time before the wedding and ending 90 days after. In
the blanket form, all presents received are included except automobiles,
airplanes, bicycles, boats, motors, motorcycles, currency, documents, rail­
road tickets, and real estate. The property is covered anywhere in the
world. Breakage, marring, or scratching of chinaware, glassware, furni­
ture, and brittle articles, unless caused by a specified event, may or may
not be included in the policy, the rate being set accordingly. This floater
is issued subject either to 50 per cent or 100 per cent coinsurance. Occa­
sionally it will be written on a schedule basis, that is with a list of articles
and their values agreed upon, in which case there is no coinsurance
requirement.

Personal property floater. This policy is probably the most compre­
hensive form available for personal property. It provides in one con­
tract all the property insurance protection an individual ordinarily re­
quires for himself and his family. It is an all-risks form, subject to
certain limitations and exclusions.

At the present time this contract may be used in 44 states. Since it 
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provides insurance for property on the premises of the policyholder, it
is not included in the Nation-wide Definition, and, technically speakinz,
therefore, it is not considered a subject of inland marine insurance. It is
permitted in the number of states mentioned only by special permission
of the state insurance departments.

The property covered under this world-wide floater can include per­
sonal property owned, used, or worn by the insured and members of his
family who live with him, the personal property of servants while they
are working for him, and the property of others while they are on his
premises. The policy form bears a declaration by the insured (which is
not signed at the time it is made out by the insured) stating the approx­
imate values of his property at the time the policy is issued in the cate­
gories of silverware, linens, clothing, rugs and draperies, books and
manuscripts, musical instruments, paintings and objects of art, china
and glassware, and all other personal property. The insurance granted,
however, is not broken up into separate amounts for each category' but
is blanket in form. The contract bears no coinsurance clause; instead
the insurance company requires that the policy amounts bought be not
less than 80 per cent of the total value of the property listed for the cate­
gories mentioned above.

Articles of high value, such as jewelry, furs, fine arts, and other prop­
erty that ordinarily is the subject matter of individual floater policies
such as were described in the previous subheadings of this section, are
then listed individually with specific amounts of insurance applying to
each.

The limitations of coverage in the policy are four: a limit of 10 per cent
of the policy amount on property situated throughout the year at a resi­
dence other than the principal residence of the insured; a limit of S25O
on any one loss of jewelry and fur articles not listed specifically' in the
policy; a limit of 8100 on any one loss on money; and a limit of 8500 on
stamps, securities, documents and tickets.

The exclusions may be grouped under two headings, those relating to
excluded property, and those relating to excluded perils. The property
exclusions are animals, automobiles, and other conveyances (not includ­
ing baby carriages, bicycles, invalid chairs, and so forth); the equipment
or furnishings of automobiles, boats; and similar conveyances unless they
are actually on the premises of the insured; property of any government
or unit thereof; property not specifically listed in the policy, (a) which
is ordinarily situated during the year in those states where the personal
property form is prohibited, (b) which pertains to the business or occu­
pation of the insured, other than professional books, instruments, or
equipment owned and within the residence of the insured, and (c) which
is on exhibition at fairs or expositions.

The perils excluded from the coverage of the policy are wear and tear,
deterioration, moths, vermin, inherent vice, damage resulting from the
work of refinishing,.renovating, or repairing (but this exclusion does not
apply to jewelry and watches); extremes of temperature or dampness of
atmosphere unless the damage is directly caused by rain, snow, sleet, hail, 
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or bursting of pipes (mechanical breakdown); damage to electrical ap­
paratus caused by electricity (other than .lightning) unless fire results;
war, invasion, and so forth; seizure under customs regulations; marring
or scratching of any articles not specifically listed in the policy, unless
such damage is the result of theft, vandalism, malicious mischief, fire,
lightning, windstorm, flood, explosion, falling aircraft, riot, strike, col­
lapse of building, accident to conveyance, or similar casualties; breakage
of eyeglasses, glassware, statuary, marble, bric-a-brac, porcelain, and
similar fragile articles unless that breakage results from the events listed
directly above. Breakage of jewelry, watches, bronzes, cameras, and
lenses is covered in any event.

Additional amounts of insurance are available against the perils of
fire. Extended coverage in any location and against burglary and holdup
in the principal residence of the insured may be secured for jewelry, and
for fur articles that are not scheduled in the policy. Additional coverage
is also available on money and securities. Additional amounts of insur­
ance may be purchased to cover within a secondary residence beyond the
10 per cent policy limit. Each of these extensions of coverage necessi­
tates an additional premium.

The figuring of the premium for this policy is done in two steps. First
the fire insurance premium based on the policy amount is computed at
the contents rate for the principal location. A loading is then added
according to a table that divides the country into eight territories each
with its loading rate. The loading rate decreases as the amount of insur­
ance increases. The sum of the fire contents premium and the loading
charge becomes the premium for the blanket portion of the policy. Next,
the premium for specifically listed articles is determined by applying the
rates listed for each type of article. Jewelry and furs, for instance, are
figured at the regular jewelry and furs floater rate. The sum of these
blanket and specific charges becomes the premium for the scheduled por­
tion of the policy.

This policy form may also be bought with a S15 or S25 deductible
clause at a reduction in the premium.

A personal property floater policy is not low cost insurance. It repre­
sents, however, the broadest form of insurance protection for personal
property. For that reason it is becoming more and more attractive to the
insuring public, and should continue to do so. The time is not long dis­
tant when the individual insurance buyer will prefer this or some similar
comprehensive form to a group of individual policies for his compara­
tively simple insurance needs.

Liability Policies

Entirely distinct from the preceding policies are those that protect the
policyholder against the loss arising out of his legal responsibility for
the property in his possession. One group of these policies includes in­
surance for transportation carriers against legal liability for goods trans­
ported.
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Railroads have little need for such policies because individual ship­
ments are small in comparison with the railroads’ financial ability, and
catastrophes for which they are liable are relatively unlikely. Likewise
this insurance is not needed to bolster the confidence of shippers. Valu­
able shipments and concentrations of risk are sometimes insured under
special policies.

Common carriers by motor truck are usually required by law to possess
liability policies. Such policies may cover only the truck transportation
or include also protection against storage risks. Similar insurance is also
available for express companies and air transportation companies.

Another group of policies covers the liability of bailees for goods in
their possession.

Public truckmen policy. Motor truck carriers of merchandise doing
an interstate business are required by the Interstate Commerce Commis­
sion to insure, for at least §1,000, their liability for the merchandise on
each vehicle they operate. This minimum does not, of course, limit the
liability of a public truckman to that figure in case transported property
is lost or damaged. He may be held liable for the entire value of the
loss. The regulation was made necessary by the large number of un­
reliable motor carriers who carried no insurance and depended upon their
carefulness and their luck. If a large loss did occur, through collision,
fire, overturn of the truck, or other event, the shippers of the merchandise
were not able to collect for their loss, for often the irresponsible motor
carrier at this point became insolvent.

The policy form used by the public motor truckman is a liability policy
form. It insures the carrier’s liability for property in his custody, and
not the property itself. Damage to truck-carried goods for which the
truckman is not legally liable, such as breakage of improperly packed
goods, robbery, acts of God, would not come within the scope of the
policy.

The policy covers the truckman’s liability for loss or damage to cargo
caused by fire, explosion, flood, overturning of the truck, collapse of
bridges or culverts, and accidental collision of the truck other than with
a stationary object while the truck is backing or loading or unloading.
Theft and holdup coverage is granted at an additional charge for truck
operators who equip their vehicles with alarm systems. If the type of
merchandise carried is of low value, this additional coverage is some­
times granted without the requirement of an alarm system.

The Interstate Commerce Commission requirement of insurance is met
by filing with the Commission a certificate stating that insurance is in
force under the liability form and that the insurance proceeds will be
available directly to claimants in the event the truck operator does not
meet his obligations to them after a loss. Under the insurance contract
the insurance company is responsible only to the motor truckman; under
the certificate filed with the Interstate Commerce Commission, the insur­
ance company goes beyond that contract and is directly liable to claim­
ants from the truckman. The certificate also provides, however, that if
the insurance company must make payment to a customer of the truck­
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man, the insured truckman becomes legally obligated to reimburse the
company for any amounts paid by it that were not covered under the
basic policy originally issued.

Public truckmen doing an intrastate business are now required by
many states to insure for a minimum amount. In a number of instances
this insurance is a prerequisite to obtaining a license to operate the truck.
Since each state has different requirements, however, it is difficult to
make further general statements.

Other bailee policies. Another group of policies covers the liability
of bailees, such as laundries, hotels, cleaners, check rooms, parcel rooms,
and so forth, for goods in their possession. These policies must not be
confused with property insurance policies on such goods, described pre­
viously.

Methods of Ratemaking
The Inland Marine Underwriters’ Association is t?n association of about

150 companies that transact at least 90 per cent of the inland marine in­
surance business in the United States. It was organized in 1931. It has
jurisdiction over, and regulates, (1) policy forms and underwriting rules,
(2) acquisition costs of members by means of a basic commission scale,
(3) inland marine insurance rates, where rates are standardized. The
association does not completely control the business, for some portions of
it are not standardized, but it controls many of the more important types
of policies and rates.

General underwriting and rating considerations. It is difficult to
make any statements as to underwriting procedures that would apply to
the inland marine insurance as a whole. The applications are so varied
and the spheres of industry served so wide that different factors prevail
with the underwriter on different classes of risks. When considering the
insurance of a bridge under construction, he.gives his entire attention to
the physical hazards and the experience of the contractors involved;
when considering the application for a personal jewelry floater, he is con­
cerned almost 100 per cent with the moral rating of the applicant for
insurance.

Similarly, rating considerations are innumerable. Jewelers block poli­
cies, for instance, are under the jurisdiction of a special committee of the
Inland Marine Underwriters’ Association, and rates for each individual
risk are developed by the application of a formula based upon the ex­
perience in the trade of the applicant, and the special requirements of
insurance. A variation of §10,000 in the policy amount will produce a
disproportionate difference in the premium. Rates for transportation
policies, however, are based almost purely on the judgment of the in­
dividual underwriter concerned. Often, for instance, a proposal for
transportation insurance submitted to one underwriter will receive a
different rate from the one placed upon that same application by another
underwriter in the same company a short time before.

At some time in the future methods of rating may be formulated for 
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all classes of inland marine risks, but in many cases today, the apprecia­
tion by the underwriter of all the factors involved remains the most im­
portant ratemaking device.

Inland marine rates. Although certain divisions of the business are
not standardized, inland marine rates in general are effectively controlled
by laws requiring the filing of rates, by reinsurance pool requirements,
and especially by the Inland Marine Underwriters’ Association.

Uniform class rates. One group of risks includes those written at flat
class rates, these rates being uniform for all risks of the same description.
These risks are, as far as known, of similar hazard, and individual differ­
ences are so small as to make individual rating uneconomical. Examples
are the fur floater, personal effects floater, parcel post coupon policy, and
tourist baggage policy. When the policy is not large, there should also
be included in this group the musical instruments floater, stamp collection
floater, wedding presents floater, camera floater, and so forth. Uniform
class rates are all controlled by the underwriters’ association.

Loaded rates. A second group of risks comprises those whose rates
consist of the fire insurance rate with a uniform loading for all risks of
similar type to take care of additional hazards. This group includes
many cases in which the risk is primarily a fire risk with certain addi­
tional hazards that are covered by the loading. Again the expense of
individual rating is a consideration. The loaded rate is applied to the
personal property floater, fine arts floater for individuals, and the furriers’
customers policy.

Discretionary rates. On a third group of risks, rates are left to the
discretion of individual carriers, and a certain degree of competition en­
ters. In some cases experience has shown that at least a certain mini­
mum premium is necessary, and in others the necessity of obtaining re­
insurance supports the rates. In still other cases rates depend upon
underwriting judgment. In this group are found, for example, sales­
men’s sample floaters, silverware floaters, registered mail policies, laun­
dry and diy cleaners’ policies, processing floaters, and parcel post open
policies.

Merit rates. When the insurance desired attains a sufficiently large
volume, the insured is often entitled to a merit rate based upon the ex­
perience of the company with that line of risk or with the individual in­
sured. This rate is sometimes arrived at by a formula for debits and
credits or by a competitive allowance based upon underwriting judgment.
Merit rates are applied to large amounts on musical instrument floaters,
camera floaters, wedding presents floaters, radium floaters, furriers’ cus­
tomers policies, and fine arts floaters for individuals. All risks regard­
less of size are merit-rated in jewelers’ block policies, bridge policies, and
garment floaters.

Summary
I. The scope of inland marine insurance, an outgrowth of ocean marine in­

surance, was extended by government operation of railroads and growth
of motor truck transportation.
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II. The Nation-wide Definition defines marine business, but does not distin­
guish between ocean and inland marine.
A. The definition protects fire and casualty companies.
B. Inland marine is found to include both property insurance and liability

insurance, the former in many different forms.
III. Transportation policies.

A. The exact extent of the common carrier’s liability shows that there is
a place for insurance by shippers.

B. Transportation policies usually consist of basic policies, with modifica­
tions to fit the circumstances.

C. Public truckmen required to have liability policies.
D. Reporting, annual, and trip forms of policies.
E. Other transportation policies.

1. Parcel post policies are used because of low rates and convenience.
2. Registered mail policies are used by fiduciary institutions because of

limitation upon government insurance.
3. Armored car and messenger shipments may be protected.
4. Instrumentalities of commerce, such as bridges and tunnels, are in­

sured.
IV. Risks not primarily transportation.

A. Bailees’ policies protect the goods for the benefit of both the owner
and the bailee.
1. Furriers’ customers policy
2. Processors’ policies

B. Owners’ policies to cover goods in bailees’ hands
1. Goods in the hands of processors
2. Garment contractor’s floater

C. Property floaters cover changing locations or values.
1. Salesman’s sample floater
2. Contractor’s equipment floater
3. Installment sales floater
4. Installation floater

D. Jeweler’s block policy is a very broad form of protection designed to
cover all risks of the trade.

E. Property floaters for individuals are of every variety.
1. Personal effects floater covers goods carried by travelers.
2. Tourist baggage floater is a similar policy of more restricted cov­

erage.
3. Fur floater insures fur garments everywhere against all risks.
4. Jewelry floater is similar to'the fur floater.
5. Fine arts floater insures valuable objects of art against all risks.
6. Camera floater insures cameras and photographic equipment against

all risks.
7. Musical instruments floater is similar to camera floater.
8. Stamp collection floater.
9. Wedding present floater.

10. Personal property floater is a personal block policy protecting all
forms of personal property against all risks in all locations.

V. Liability insurance covers merely the legal liability for property of others.
A. Motor truck operators are required by law to provide liability insurance.
B. Other carriers use it to some extent.
C. It may be employed by bailees who merely wish to protect their own

interests.
VI. Ratemaking methods.

A. The Inland Marine Underwriters’ Association membership writes the
bulk of the premiums.

B. This association controls the forms, commissions and rates for some
branches of the business.
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C. Some branches of the business are not standardized and subject to
competitive rates.

D. Inland marine insurance rates are of four types.
1. Uniform class rates.
2. Loaded rates.
3. Discretionary rates.
4. Merit rates.
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Problems

1. Inasmuch as a shipper is entitled to make a claim on a railroad company
for goods which are damaged in the course of transportation, what need is there
for an inland marine transportation policy to cover shipments by rail?

2. Rice shipped 1,000 cartons of breakfast food from Buffalo to Scranton by
rail. The train was stopped by a fallen bridge, due to a flood in the Susquehanna
River, arid the breakfast food was considerably damaged by rising flood waters
while the train was halted. Korn told Rice (1) that Rice had no claim on the
railroad for the damage to the shipment; (2) that Rice could have recovered if
he had had an inland marine transportation policy. Is Korn correct?

3. As the personal property floater is a blanket policy, of the “all-risk” type,
covering nearly all forms of personal property, what is to prevent the insurance
company from being responsible for large losses because of the theft of very
valuable personal property which can be easily carried off, such as money and
jewelry ?

4. There was a strike at the Scrubb Laundry, and in the course of a struggle 
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between union and non-union workers several sprinkler heads in the automatic
sprinkler system on the fourth floor were discharged, and a fire was also started
on the second floor. As a result (1) $600 of damage to customers’ laundry was
done by water from the sprinkler system; (2) $300 of damage was done to cus­
tomers’ laundry by the fire; (3) $100 worth of customers’ laundry disappeared,
having apparently been stolen; (4) $100 damage was done to laundry- by dye
thrown on it while it was in a laundry truck waiting for delivery, (a) is the
laundry responsible for any of these losses if it has not specifically assumed re­
sponsibility? (b) If the laundry has assumed responsibility, what form or forms
of insurance would afford it protection? (c) If it has a bailee’s inland marine
policy, how much can it recover on it under the above’circumstances?

5. How- is it that a personal fur floater, covering such perils as theft, water
damage, and fire, can be issued by a marine insurance company?

6. If a truck operator is responsible for negligence in connection with his
transportation of a shipper’s goods, why does a shipper need an inland marine
transportation policy?

7. When a shipment by rail is damaged, J says, the railroad is entitled in the
bill of lading to the benefit of any insurance covering the damages, and the in­
surance company in the policy is subrogated to the claim of the shipper against
the railroad, so the shipper may be without any right of recovery. Is this true?

8. Brown strings tennis rackets for individuals and his business is mostly by
mail. He makes over 500 shipments a year, (a) What factors might induce
him to purchase parcel post insurance from a private insurance company? (b)
What form of policy would best meet his needs?

9. West is moving from Philadelphia to Buffalo and has in his safe deposit
box in Philadelphia S100,000 worth of stock certificates and bonds. He does not
wish to carry these securities personally and yet fears their loss if sent by mail.
What can he do?

10. A sporting goods store accepts tennis rackets for restringing at $6 per
racket, but contracts with R to do the work at $5 per racket. What form of in­
land marine insurance is suitable for this situation?

11. How can the Oak Furniture Store, which sells furniture on the instalment
plan, protect itself against damage to the goods which are not yet paid for by
customers? Will its action provide any protection for the customers?

12. A tells B that if he intends to purchase a personal property floater (inland
marine), he can reduce the premium on his burglary insurance. Is this correct?

13. Jackson purchased an inland marine personal property floater but failed
to list on the policy schedule a jeweled stickpin worth $150. This was stolen,
along with other articles, during a burglary of his premises. Can he recover for
the stickpin?

14. What are the principal differences between a motor truck cargo floater,
issued to an owner of cargo on an owner’s form, and a motor truck cargo policy
issued for the benefit of a truckman?





Part VII

INSURANCE AGAINST LEGAL LIABILITY AND
PROPERTY DAMAGE

CHAPTER 28

Liability Insurance

Introduction. Liability involves the commission of a “tort,” which
is, at law, a civil injury, as contrasted with a crime, which is a public
injury, or in other words an injury to the common good. The conse­
quences of a tort evoke an action by a private party to recover for the
damages suffered—a civil action. A crime evokes an action by the State
to punish the wrongdoer by imprisonment or fine—a criminal action.
If a person drives an automobile into a store window, a tort is committed,
and the storekeeper acts at law to have the driver pay the cost of replac­
ing the window; whereas if a person robs a grocer of the day’s proceeds,
a crime is committed, and the State acts to punish the robber. An act
can involve the commission of both a tort and a crime.

Negligence. Negligence may be a tort, and its results therefore may
be subject to civil action by the injured party. Negligence is determined
under two principles: (1) an individual should act at all times with
reasonable care; (2) a “master” is responsible for the acts of a “servant.”
The latter point has already been discussed in Chapter 15. The first
point warrants emphasis here.

Negligence for which a person is held liable results when the following
< elements are present: there exists a legal duty to exercise reasonable care;

there is failure to exercise that care; this failure is not accompanied by
an intention to cause injury; as a proximate result of the failure, an in­
nocent party is injured. All these conditions must be present in the cir­
cumstances contributing to negligence. If they are, the injured party is
entitled to recover for damages suffered.

“Reasonable care” is the care an ordinaiy, prudent person would take
in a given situation. For instance, a home owner is expected to keep his
sidewalk in safe condition. He would not ordinarily be expected to go
out and clean his sidewalk at the height of a sleet storm. He would,
however, be expected to clear it within several days after the storm.
Failure to clear it might lead to his being held negligent in connection
with injury suffered by a person who fell on the uncleared and therefore
slippery walk.

The action or lack of action must be without harmful intent. For in­
stance, an automobile driver starts across an intersection and injures a
child. There is no intent to cause harm to the child. On the other hand,
a group of people, seeking to find the source of a broken water main that
is likely to cause tremendous damage, break into the cellar of a house and

589
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damage property knowingly. In the emergency, damage was caused,
with intent, but the action is not considered negligence.

Finally, the injured party cannot have contributed to the injury by
his own action. For example, a person cannot walk along the top of a
fence guarding a property, slip on a loose fencepost, and blame the prop­
erty owner for negligence, because he certainly contributed to his injury
by walking on top of the fence instead of on the sidewalk. In some legal
jurisdictions, the smallest degree of contributory negligence entirely de­
feats the action to recover by the injured party. In many jurisdictions,

• however, the comparative degrees of negligence exhibited by the two
parties are taken into account in fixing liability or the amount of damages.

In all these situations the injured party has the burden of proving
that the defendant was negligent. There are situations in which the very
fact that damage was caused implies that negligence did exist with no
positive proof being demanded of the injured party. If a person opens
the entrance door of a hotel and the door fails off its hinges onto the
head and face of the prospective guest, the hotel would have to prove that
negligence was not involved, rather than the injured party’s having to
prove that negligence was involved. The applicable doctrine is known as
res ipsa loquitur, “the thing speaks for itself.” True accidents do not
carry with them the stigma of negligence. Damages from actions com­
mitted under the stress of grave danger or emergency are not caused by
negligence. Furthermore, no responsibility is indicated in case of dam­
age resulting from “acts of God,” such as tornado, lightning, flood, and
the like.

Legal liability. The remaining condition necessary in a case of legal
liability is that the injury must be a proximate result of the failure to
exercise care: the carelessness must be the direct cause, and the injury
the direct effect. If this continuity is broken by the intervention of an­
other causal event, no legal liability for negligence exists.

The liability hazard. The person held legally liable for negligence is
directed by the court to pay to the person who suffered the injury what­
ever damages the jury sets. The term, “injury,” used in this present
discussion refers to either bodily injury or property damage. An elevator
accident may cause a jury to direct the negligent owmer to pay the in­
jured person §120,000, because the injury leaves the victim permanently
unable to work. Yet the cost of replacing the wrecked elevator may be
only 83,500. Therefore, in liability and liability insurance, no limit of
liability as the result of a single occurrence is predeterminable. In addi­
tion, liability may be imputed repeatedly at intervals to the same person,
and in each instance the amount of his liability is not predeterminable.
The total amount of his possible liability over a period can never be fore­
told. On the other hand, a building, a car, or a stock of merchandise has
a limit to its value. The policy used can be based in amount on the
estimated value of the property, and its loss limit so may read. But who
can tell for how much to insure the liability hazard connected with a
building or a car? A single suit may take away not merely the profits, 
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but the entire income derived from the property concerned for many
years in the future. In addition, there may be more than one suit in con­
nection with the ownership or maintenance or operation of the property.
It can readily be seen that liability hazards of an individual are therefore
a great unknown.

Legal damages are not the entire story of the legal liability finan­
cial hazard. If a building owner, or a baker, or a coat manufacturer is
haled into court by an irate party who maintains he suffered an injury
because of a broken stair, or a foreign substance in bread, or a blow
from a rack of coats that rolled off the manufacturer’s truck, the owner
must undergo expense in defending himself against the charge. The cost
of investigation at the scene of the accident, fees for witnesses, attorneys’
costs, various court costs—all must be added to arrive at the final cost of
an act of negligence. These expenses will have been incurred in most
instances regardless of the outcome of the claim by the injured party.

The cost factor is important not only in the defense of actions in which
the opposing party honestly believes he has suffered an injury, but also in
fighting the many false claims made by organized groups with intent to
defraud. The false claim loss each year reaches tremendous proportions.
It has increased the premiums for insurance of legal liability, since all
insurance rates are based upon the loss experience of the insurer.

Because personal or business actions are constantly exposed to the
financial hazard of legal liability, insurance exists to protect an individual
or a business unit against such loss. Liability insurance was originally
written to cover the liability of employers for injuries to their employees.
With the development of other responsibility to the public, however, came
the evolution of insurance forms to cover all individual and business ac­
tivity.

Liability insurance. A liability insurance policy promises to pay on
behalf of the party insured the amount (up to the policy limit) which the
insured becomes obligated to pay because of the liability imposed upon
him by law for damages. A policy covering the liability imposed on ac­
count of bodily injury is called a bodily injury liability policy. A form
referring to liability for damage to property is called a property damage
liability policy. All forms of liability insurance are the same in purpose
and protection. The differences are found only in the description of the
specific liability insured. In each of the liability insurance forms listed
below, the nature of the protection to the insured is the same, namely, a
promise is made by the insurance company to pay on the insured’s behalf
damages assessed by law. The differences are to be found only in the
specific liability insured, the exclusions in the contract because of that
specific liability, and the premium basis for the contract.

I. Business liability
A. Owners’, landlords’, and tenants’ public liability
B. Elevator public liability
C. Manufacturers’ and contractors’ public liability
D. Teams public liability
E. Products liability
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F. Contractual liability
G. Contingent liability
H. Other liability forms

1. Water damage legal liability
2. Sprinkler leakage legal liability
3. Innkeepers’ liability
4. Safe depository liability
5. Libel liability

IL Professional liability
A. Physician’s, surgeon’s, and dentist’s malpractice liability
B. Hospital liability
C. Druggist’s liability
D. Optometrist’s liability
E. Beauty parlor public liability
F. Accountant’s liability

III. Personal liability
A. Residence liability
B. Sports liability
C. Other personal liability

An understanding of the policy provisions common to all forms will
preclude the necessity for detailed study of a wide variety of liability
policies.

Policy provisions. The insurance company agrees to pay on behalf
of the insured all sums that the insured shall become obligated to pay by
reason of the liability imposed upon him by law for damages because of
bodily injury or damage to property (whichever may be insured), caused
by accidents and arising out of the specific liability insured. The owner
of a building is insured against damages arising out of the ownership,
maintenance, or use of the property described in the policy, and all opera­
tions necessary or incidental to it. The owner of an automobile is in­
sured against damages arising out of the ownership, maintenance, or use
of the automobile described. The latter type of insurance is in itself so
large a subject that a separate chapter is devoted to it. A druggist is in­
sured against damages in consequence of any error or mistake made in
preparing drugs or medicine.

Damages because of bodily injury include damages for care, for loss
of services, and for sickness, disease, or death. If a housewdfe is hurt,
for example, the person causing the injury may be liable not only to her
for the injuries caused, but also to the husband for the loss of services of
his wife and the consequent extra expenses devolving on the husband.
Damages imposed by law because of property damage include liability
for loss of use of the damaged property. The policy covers the insured’s
liability only for accidents occurring during the policy period. This
clause holds even if claim is made against the insured after a policy period
expires because of an accident alleged to have occurred within the time
the policy was in force.

Other coverage provisions. In addition to reimbursing for all sums
that the insured must pay for damages, the company agrees:

1. To pay the expenses incurred by the insured, in the event of bodily
injury, for whatever- immediate medical and surgical relief to others is 
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imperative at the time of the accident. This agreement does not imply
liability, but is simply a matter of common decency.

2. To defend on behalf of the insured and in his name any suit alleging
bodily injury or damage to property, even if the suit is groundless or
fraudulent. In many instances this provision is as important to the in­
sured as is the damages provision, because great inconvenience and ex­
pense are thereby avoided. The company has the right to investigate
the claim, negotiate settlement, and settle any claim or suit it wishes.

3. To pay all premiums on bonds to release attachment for an amount
not in excess of the policy limits.

4. In connection with the defense of suit, to pay all premiums on appeal
bonds regardless of the amount that may be required, but the company
has no obligation to apply for or to furnish such bonds.

5. To pay all costs taxed against the insured in any such suit.
6. To pay all expenses incurred by the company in connection with its

investigation, defense, or settlement of the accident.
7. To pay all interest accruing after judgment in a suit has been en­

tered against the insured, until the company has deposited in court its
obligated amount. If, for instance, a judgment is rendered for $10,000,
and the company liability is limited to $5,000, the insurance company
will pay all interest accruing until the day it deposits in court $5,000.

All the provisions listed above involving expenditures by the insurance
company are available to the insured in addition to the limit of liability
for the accident named in the policy.

Exclusions. All policies exclude obligations of the insured under
workmen’s compensation laws. All except contractor’s forms exclude lia­
bility for injuries arising out of construction, alterations, or additions to
or demolition of existing structures. All policies exclude liability as­
sumed by the insured under contract, except those forms specifically writ­
ten to cover this liability.

The other exclusions in the liability policy are usually those necessary
under specific liability policy forms. The policy form for a building
owner, for instance, excludes liability for operation of elevators, for
ownership of animals, and so forth.

The insured. The expression, “the insured,” wherever it appears in
the policy without the qualifying word, “named,” includes, if the insured
is a corporation, any executive officer or director of the corporation, and
if the insured is a partnership, any partner, while he is acting within the
scope of his duties as such. Often when a corporation or a partnership
is sued, suit is also brought against an officer or partner personally. The
liability policy protects these individuals in addition to the partnership
or corporation. However, this feature does not act to increase the policy
limit applicable. If a corporation is liable for S5.000 damages, and its
president personally for $5,000, the company will pay $10,000 only if
that sum is within the policy limit. Were the policy limit $5,000, that
would be the extent of its obligation.

The liability insurance contract is essentially a two-party contract, a 
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contract between the insured and the insurance company. The claimants
of damages as a result of an accident are usually not connected with the
contract, nor are their rights changed by its existence. In one situation,
however, the injured party may have rights under the insurance contract:
after the insured becomes obligated to pay an amount determined by
judgment after trial, or by written agreement among the insured, the
claimant, and the company, the person who has secured such judgment
or written agreement may recover in the same manner and to the same
extent as the insured. If the insured, for instance, does not pay a judg­
ment rendered against him, the injured party who has secured the judg­
ment may recover directly from the insurance company. The liability
policy, being a contract of indemnity to the insured, did not originally
contain this provision. Since a contract of indemnity makes good a pay­
ment made by the party insured, in those instances in which an insured
did not pay a judgment rendered against him, the insurance company
formerly' was not required to pay that amount to the insured or the in­
jured. This technicality had the result many times that the injured
party, who had obtained a judgment, was unable to collect the amount
due him, because the insured was, or made himself (often in collusion
with the insurance company). “judgment proof.” The inclusion in lia­
bility policies of the provision discussed in this paragraph gave the in­
jured party the protection of being able to recover directly from the
insurance company.

Bankruptcy or insolvency of the insured, or of the insured’s estate,
moreover, does not relieve the company of any of its obligations under
the contract to injured parties.

Limit of liability. Liability policies in most instances provide for
separate liability limits applying to each person and to a single accident,
but do not restrict the number of accidents for- which payments may be
made during the policy period. The standard minimum limits for pay­
ments in connection with a single accident are $5,000 for any one person,
and $10,000 in case of injury to more than one person in one accident. If,
in the same accident, one person recovers $6,000 damages and another
$4,000, the company’s liability is $9,000. If a third injured person had
recovered $8,000, the company’s liability would have been $10,000. The
property damage minimum limit is usually $1,000 applicable to all prop­
erty' damage resulting from a single accident. Strictly speaking, there­
fore, one liability' policy could obligate the insurance company to make
payments of a fantastic amount of money, if by some quirk of fate a vast
number of accidents were to occur while the policy was in force. It is
thus vastly different from the policy forms that insure against destruction
or damage of property. The minimum (and standard) limits mentioned
may be increased if the insured pays an additional charge. This addi­
tional charge is quoted as a percentage of the premium for the standard,
or as they are called, “5 and 10,” limits, and diminishes as the limits are
increased. Varying limits are purchasable, as will be noted from the
following table.
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Limit Limit per Person

TABLE 40

Increased Liability Limits Table

per
Acci~.
dent 5 7.5 10 15 20 25 30 40 50 100 200 500 1000

10 1.00 1.05 1.08
15 1.03 1.0S 1.11 1.13
20 1.04 1.09 1.12 1.14 1.15 -
25 1.05 1.10 1.13 1.15 1.16 1.17
30 1.00 1.11 1.14 1.16 1.17 1.18 1.19

40 1.07 1.12 1.15 1.17 1.18 1.19 1.20 1.21
50 1.0S 1.13 1.16 1.18 1.19 1.20 1.21 1.22 1.23

100 1.09 1.14 1.17 1.19 1.20 1.21 1.22 1.23 1.24 1.25
200 1.10 1.15 1.18 1.20 1.21 1.22 1.23 1.24 1.25 1.26 1.27
300 1.11 1.16 1.19 1.21 1.22 1.23 1.24 1.25 1.26 1.27 1.28

500 1.12 1.17 1.20 1.22 1.23 1.24 1.25 1.26 1.27 1.28 1.29 1.30
1000 1.13 1.18 1.21 1.23 1.24 1.25 1.26 1.27 1.28 1.29 1.30 1.31 1.32

Inspections. There is usually a provision in the liability policy that
permits the insurance company to inspect the subject matter of the insur­
ance at any time during the policy period. This provision is more im­
portant in some forms than others. Elevator liability insurance policy
owners consider the inspection service to elevators rendered by the in­
surance company extremely important, from a safety and loss prevention
viewpoint. The insurance company is interested in examining the sub­
ject insured, not only to prevent accidents through its analysis and in­
spection of operations and conditions, but also to discover insureds who,
because of their mismanagement or careless management, are not good
risks.

Claim procedure. Upon the occurrence of any accident, regardless of
its extent, the insured is required to give written notice to the company as
soon as practicable, so that the company may have the opportunity
to investigate, and prepare any defense necessary. Upon claims being
made, or suit being brought against the insured, the insurance company
requires that it be given, immediately upon receipt by the insured, every
demand,z notice, summons, or other process. The insured also must col­
laborate with the company in its defense, attending hearings and trial,
assisting in effecting settlements, securing and giving evidence, and ob­
taining the attendance of witnesses. The company reimburses the in­
sured for expenses, other than the loss of earnings, which may be incurred
at the company’s request. But the insured is not empowered to incur
any expense or assume any other obligation in connection with accidents
(except immediate imperative medical and surgical relief at the time of
accident, for -which the company will reimburse him).

Other general conditions. Liability is prorated in case of other insur­
ance. Subrogation is given the company to the insured’s right of re­
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covery to the extent of a loss payment, and the insured is required to do
everything necessary to secure this right. A clear example of the opera­
tion of subrogation under a liability policy is the payment by the insur­
ance company on behalf of the insured of damages in connection with an
accident occurring in a building owned but not occupied by the insured.
The insured owner may have a lease agreement with his tenant that con­
tains a provision whereby the tenant is to reimburse the owner for any
payment or expense in connection with injuries sustained by people in or
about the building. The insurance company, therefore, upon payment
on behalf of the insured owner, proceeds to recover under the terms of
the lease agreement from the tenant.

The policy may not be assigned without the company’s consent, nor
may changes in the policy be made except by endorsement signed by offi­
cers of the company. Cancellation privileges are available to both com­
pany and insured in the usual manner.

These general conditions may now be supplemented by a brief con­
sideration of the protection given under the major specific liability in­
surance forms.

Owners’, landlords’, and tenants’ liability policy (O. L. and T.).
Under this form, the company insures liability arising from the owner­
ship, maintenance, or use of the premises or property named in the policy,
liability arising from any operations occurring in connection with that
ownership, maintenance, or use (including pickups and deliverics/instal-
lation, servicing, removal, or demonstration), liability arising from any
accidents occurring after abandonment of operations caused by the opera­
tions or the existence of tools, uninstalled equipment, abandoned or un­
used materials.

Office buildings, theaters, retail stores, wholesale stores, hotels, and
similar risks are insured under this form. The hazards covered embrace
accidents occurring both on anjl about the premises, and away from the
premises in connection with the business of insured. For example, liabil­
ity imposed because a customer slips on a shoestore floor, or because an
employee who is delivering furniture to a customer’s home pushes the
piece of furniture along the sidewalk and injures a child, is covered under
the policy.

The policy protection does not cover:
1. Bodily injury to, or sickness, disease, or death of any employee of

the insured while engaged in the business of the insured.
■ 2. Injuries from escalators, elevators, hoists, and all appliances thereof

including cars, platforms, shafts, hoistways, stairways, runways, power
equipment and machinery, at premises owned, rented, or controlled in
whole or in part by the insured, except (a) elevator shaftways in which
there are no elevators, (b) dumbwaiters, (c) hoists within a building not
operated through a hatchway or manually operated hoists located outside
the walls of a building, (d) hydraulic or mechanical hoists used for rais­
ing or lowering automobiles for lubricating and servicing, (e) special
platform lifts, (f) escalators, elevators, or hoists not operated or con­
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trolled by the insured, provided the insured is not the owner, lessee, or
tenant of the entire building (unless a description thereof is given in the
policy and an extra premium provided).

3. Injuries from the ownership, maintenance, or use of (a) aircraft by
or in the interest of the insured, (b) boats or dogs while away from the
premises insured under the policy, (c) draft or saddle animals; animal­
drawn or power-driven vehicles, or the loading or unloading thereof;
vehicles from which merchandise is sold, and any other vehicle while
rented to another, all while away from the premises insured under the
policy.

4. Injuries from the handling, or use of goods or products manufactured
or sold by the insured, or from the existence of any condition in such
goods or products, if the insured has relinquished possession thereof to
others and the accident occurs away from the premises, unless the equip­
ment or other property has been rented to, or located for use of, others,
but not sold.

5. Injuries from the use of premises alienated by the insured or from
the existence of any condition therein, if the accident occurs after the in­
sured has relinquished possession.

6. Injuries from operations other than pickup and delivery, and from
the existence of tools, uninstalled equipment, and abandoned or unused
materials after such operations have been completed or abandoned and
if the accident occurs away from premises owned, rented, or controlled by
the insured.

The situation in exclusion 1 would be covered under a workmen’s com­
pensation policy, in exclusion 2 only if the elevators are described in the
policy or are written under a separate elevator liability policy, in 3 under
separate and appropriate liability policies, in 4 under a products liability
policy, in 5 under a grantor’s protective liability policy and in 6 under
a contractor’s policy.

Premiums. The principal bases upon which rates are formulated are
as follows:

(1) Territory. Rates vary with different sections of the country for
two reasons: (a) the difference in hazard, i.e., in the frequency with which
accidents occur; and (b) the difference in the cost of similar accidents, re­
flecting the law and the severity of juries. Separate rate sheets are pre­
pared and supplied in the manual for the individual states. Since the
first factor, accident frequency, is principally dependent upon the density
of population, rates vary less between states than between different parts
of the same state. These factors are of little importance in connection
with property damage insurance rates.

(2) District. Within each state the rates vary with the nature of the
district. In New York State, for example, Territory I comprises Man­
hattan, Bronx, Brooklyn, and Queens boroughs, Territory II comprises
the medium-sized cities, such as Buffalo, Syracuse, Utica, and .so forth,
and Territory III the remainder of the state. On a retail grocery store
in New York City, the rate for bodily injury coverage is S3.56 per 100 
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square feet of area, in Utica 82.05, and in small towns and rural districts
SI.68. The property damage rate is 8.10 per 100 square feet in all dis­
tricts of the state.

(3) Occupancy. Since the O. L. and T. policy for tenants comprises
a variety of risks, rates vary with the nature of the occupancy. In Utica
the retail grocery store rate is 82.05 per 100 square feet of area, and the
rate for a retail hardware store in the same city is only 8-46. Of course,
certain occupancies cannot satisfactorily be rated by the area unit or they
may have accompaniments for which additional charges are made.
These are referred to in (4) below.

(4) Exposure units. The principal basis for rating O. L. and T. poli­
cies for tenants is the number of square feet of floor space in the premises
insured. For example, if the grocery store in Utica referred to above
were 40 feet wide and 150 feet deep, it would include 600 square feet of
area and would pay 6 times 82.05, or 812.30, for a policy with standard
limits. This charge is based on the theory that the area is a crude meas­
ure of the hazard created by employees, public use, structural defects,
fire, maintenance conditions, and so forth.

Frontage, or the number of lineal feet abutting on a street or highway,
was formerly an important element, along with area, in nearly all ordi­
nary O. L. and T. risks. It was supposed to measure the danger to those
passing by, outside the building, on the sidewalks and outside passage­
ways and driveways. In recent rate revisions its importance has steadily
declined, and now it is applied in conjunction with an area charge only
to such risks as department stores, hotels, hospitals, and day nurseries.
A hotel in Utica, for example, pays 8.58 per 100 square feet and 8-12 per
front foot. The property damage premium depends only upon area.

Other units of exposure are used where appropriate. O. L. and T.
risks are frequently accompanied by advertising signs charged for on the
basis of the area of each sign, by slot machines with a charge for each
machine, by teams with a charge for each team or driver. Summer
camps or residences are often accompanied by risks from canoes, with a
charge for each canoe; saddle horses, with a charge for each animal;
motorboats, with a charge for each depending upon its size and speed;
and dogs, with a charge for each dog.

For certain types of risks, units other than area units must be used as
the principal basis of charge. Examples are’ (a) admissions or persons,
a charge being made for each 100 persons admitted in a year (or per
event) for horseracing, theatres, baseball parks, automobile races, and
so forth; (b) receipts, a charge being made for each 8100 of gross receipts
for automobile shows, church bazaars, archery ranges, restaurants, and
so on; and (c) objects or persons, a charge being made for each slot ma­
chine, each camper in a summer camp, each day of cooking school, each
city block of Christmas decorations, each 100 vehicles over a toll bridge,
and so forth.

(5) Limits. As previously explained, policies with larger than stand­
ard limits may be obtained at less than a proportionate increase in rate.

(6) Additional interests. In a policy issued to one party, another 
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party may frequently be joined for an additional 25 or 50 per cent pre­
mium, as in the case of members of a teaching staff, a municipality on a
lessee’s policy, employees other than executive officers, and so forth. In­
terests added without additional charge are executors, executive officers,
owners of land on lease, trustees, children under 21 on residence policies,
and so forth.

In order to reduce the space necessary to present rates, occupancies
are given code numbers, of which there are about 150, each representing
a “classification.” A retail delicatessen store, for instance, may have
the code number 135. A store selling dairy products has the same code
number because of its similar hazard, but as a rule different occupancies
have different code numbers. A “classification list” is consulted to as­
certain the appropriate code number, and a rate sheet furnishes the rates
for the respective code numbers.

Elevator liability policy. In this policy the company insures liability
arising out of the ownership, maintenance, or use of elevators and all ap­
pliances—the cars, platforms, shafts, hoistways, stairways, runways, fire.
equipment, and machinery'—at premises either owned, rented, or con­
trolled in whole or in part by the insured and described in the policy.
Although elevator insurance may be provided under the 0. L. and T. pol­
icy by definite stipulation to that effect, it may also be provided under
this separate elevator form at the same cost. Property damage liability
coverage for elevators covers liability for damage to the property of
others, including property in the insured’s care and custody.

The primary object of elevator insurance is to furnish an inspection
service to prevent accidents. Several states and many cities have re­
quired by law the regular inspection of elevators. The inspection serv­
ice of the insurance company meets this requirement and is a large factor
in the present-day safe operation of elevators.

Construction, alterations, or demolition operations may be covered by
attachment of an endorsement that describes the operations. A premium
must be paid for this extra hazard. Coverage under the liability form
may also be extended by the attachment of an elevator collision endorse­
ment, providing payment for damage to the insured elevator or other
owned, rented, occupied, or used property, caused by accidental collision
of the elevator dr of anything carried on the elevator with anothei- ob­
ject. This endorsement covers damage from a fall in the shaft.

A building owner who leases the entire building to one lessee may pro­
tect against his elevator liability by means of a landlord’s protective
liability policy at a reduced rate, and in most cases the owner may be
named as an additional insured in a lessee’s policy for 25 per cent of the
lessee’s premium. A tenant operating the elevators is insured in the
same way as an owner operating the elevators, and when the tenant
“holds harmless” the owner, the tenant needs a contractual liability pol­
icy. A tenant may be included in the owner’s policy for 25 per cent of
the owner’s premium, if the tenant does not operate the elevator.

Premiums. For the purpose of rating elevators for bodily injury pro­
tection, 20 rate territories are provided, each including from one to six 



600 INSURANCE AGAINST LEGAL LIABILITY

states. Territory 1 is New York City, and Territory 20 is Delaware,
Maryland, Michigan, Pennsylvania, and the District of Columbia. The
number of the territory has no necessary significance in connection with
the size of premium, however, for the territory that has the highest rate
for one type of elevator may have a lower one for another type. A de­
partment store elevator is rated at §75 in Territory 1 and §50 in Terri­
tory 20, but has a rate as high as §122 in Territory 3. On the other
hand, an escalator in Territory 20 costs S235 as compared with §217.50 in
Territory 1.

Different classes of elevators and elevators in different types of build­
ings receive different rates. In New York city, for example, a depart­
ment store elevator costs §75, but an apartment house push button eleva­
tor costs §46.50, and a non-push button costs §50. There are only about
30 classifications, and the rating system is consequently very simple.

The bodily injury rates receive a discount of 10 per cent for the instal­
lation of hoistway door interlocks, 4 per cent for car-door contacts or in­
terlocks, and 14 per cent for both. Thirty-two per cent of all elevator
accidents are door and gate accidents.

Property damage and collision insurance rates are the same for all ter­
ritories. For all except six or seven classifications the rate is S8 for prop­
erty damage and §5 for collision insurance. The usual arrangements are
made for increased limits and additional insured interests.

Manufacturers’ and contractors’ liability policy. This policy is sim­
ilar to the owners’, landlords’, and tenants’ form, but is designed to cover
the insurance needs of the manufacturer and of the contractor. The in­
suring clause is the same. The exclusion applying to construction, alter­
ation, or demolition does not appear in this policy form, but the other
exclusions are the same. There does appear here an exclusion for liabil­
ity in connection with operations performed for the insured by independ­
ent contractors, and in connection with omissions or supervisory acts of
the insured relating to work performed for the insured by independent
contractors. This exclusion, however, does not refer to maintenance or
ordinary alterations and repairs on premises owned or rented by the in­
sured.

The policy covers liability for delivery people, salesmen, seekers of
employment, and other members of the public who may be injured at the
place of business of the insured. In addition it covers liability for dam­
ages arising from operations of the business anywhere, not only on the
insured’s premises.

A description of the business operations is inserted in the policy, and
the locations where such operations are conducted are listed. The basic
liability limits are §5,000 and §10,000, and the basic property damage
limit is §1,000; but there is also a §10,000 aggregate limit during the pol­
icy term on property damage liability. The premium for this form is
based on the payroll of the business, as in workmen’s compensation in­
surance. An estimated premium is paid, and a company representative
audits the payroll at the end of the policy period to determine the exact
proper premium to be paid. The policy may be written to apply to op­
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erations in connection with one particular job of a contractor, or one par­
ticular location of a manufacturer, rather than to cover all the operations
or all the locations.

Premiums. The following factors are important in determining the
premium for manufacturers’ and contractors’ policies.

(1) Extent of payroll. Since the activity of a manufacturing plant,
and consequently the hazard, cannot be determined from its area, and
since construction work normally has no fixed location, another unit of
exposure must be useef. The unit employed for this purpose is §100 of
annual payroll. Thus, the larger the payroll in a given classification the
greater the premium. Payrolls of office employees and others are usu­
ally rated separately.

(2) Territories. Ten rate territories have been set up, each compris­
ing from one to 17 states. Territory 1, the highest rated territory, is
New York City. Here the bodily injury insurance rate for corn products
manufacturing, for example, is §.15 per S100 of payroll, whereas in Ter­
ritory 10 (Louisiana) it is only 8.08. New York State, outside of New
York City, is Territory 6. Property damage rates are the same for all
territories.

(3) Nature of business operations. The principal factor in the rate
is the nature of the operations carried on. Rate classifications are based
sometimes on the nature of the business and sometimes upon the nature
of the occupations or operations. All operations are lumped together
under “acid manufacturing,” “shoe manufacturing,” and so forth. Office
payrolls may be separately treated, but a contracting risk has its pay­
rolls separated into “carpentering,” “concrete work,” “roofing,” and so
on. Each of these classifications is given a code number in the manual,
and the code rate is applied to the payroll under each classification. In
New York State, iron or steel erection, which is hazardous, costs S2.96
per 8100 for bodily injury protection, whereas the manufacture of agri­
cultural machinery costs only 8.03.

(4) Policy limits. Policy limits larger than standard may be had for
less than proportionate increases in premium.

(5) Additional interests. These are treated in the same manner as in
O. L. and T. policies.

Teams liability policy. This policy form refers to liability arising
out of the ownership, maintenance, or use of horses, other animals, and
vehicles for use therewith. Coverage is provided in this form, for in­
stance, for horse and wagon delivery, teams of bakeries, or saddle ani­
mals at a riding academy. The rates are per team or per horse, and vary
somewhat with the type of work. The classification of the teams, the
type of work for which the teams are used, and the places where teams
are used are noted in the policy.

Products liability policy. This form arranges to pay on behalf of the
insured for liability imposed for damage arising out of:

1. The handling or use of goods or products manufactured, sold,
handled, or distributed, by the insured, or the existence of any condition
therein, if the accident occurs after the insured has relinquished posses­
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sion thereof to others, and occurs away from premises owned, rented, or
controlled by the insured.

2. The use of premises that are alienated by the insured, or the exist­
ence of any condition therein, if the accident occurs after the insured has
relinquished possession.

3. Operations (other than pickup and delivery and the existence of
tools, uninstalled equipment, and abandoned or unused material) if the
accident occurs after such operations have been abandoned at the place
of occurrence, and if it occurs away from the premises owned, rented, or
controlled by the insured.

These provisions serve to protect the insured for whatever damage
might be caused by his goods or products when they have passed from his
control. For example, a shoe manufacturer may be sued because a mis­
placed nail caused injury to a wearer’s foot, a radiator manufacturer may
be sued because the radiator installed by his workmen toppled over,
hurting a child, a cosmetic manufacturer because his product caused a
disfiguring rash when used by a purchaser, a distributor because his em­
ployee delivered gasoline in a container marked “kerosene.” The ques­
tion naturally arises: what covers liability for products consumed on the
premises of the vendor? Risks other than restaurants and drug stores
are covered in the 0. L. and T. policy. Restaurants and drug stores
arrange to have this coverage included in their 0. L. and T. policies for
an additional premium.

Coverage is not granted, however, with respect to any article or prod­
uct containing any substance in violation of a Federal, state, or munici­
pal law. No coverage is provided for equipment or other property
rented to, or located for the use of, others but not sold to them, or for
premises over which the insured has any right of control. Special ar­
rangements may be made by manufacturers to protect, under the manu­
facturer’s policy, certain retailers, or even, to a limited extent, all re­
tailers selling their products. In 32 states, there is a “Uniform Sales
Act,” which makes sellers responsible for articles that are represented as
fit for human use or consumption. In addition, state pure food and drug
laws facilitate claims for negligence against vendors.

The policy limit arrangement under the products liability policy dif­
fers from the usual liability form. The limit in case of injury to one
person in any one accident, and the total limit for all injuries sustained
by more than one person in any one accident, are the same. There is an
aggregate limit, however, subject to the foregoing limits, for all damages
occurring during the policy period.

Premiums. No territorial divisions are established for product liabil­
ity rates, and all parts of the country receive the same rates. Different
types of businesses, however, are differently rated. A retail candy store
pays S.65 for bodily injury and §.03 for property damage on each §1,000
of sales. The rates for a bakery store are §1 and §.03. Other bases are
used where appropriate: for example, 1,000 wheels for auto wheel man­
ufacturers, 10,000 fillings for beer bottlers, 10,000 pounds for sugar re­
finers, and so forth.
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Contractual liability policy. Any liability assumed by a policyholder
through an agreement with another party is excluded from all liability
forms, as has been already noted. Specific insurance coverage, there­
fore, is necessary in such instances. The contractual liability policy
covers the liability, assumed by the insured under any contract or agree­
ment, for damages because of bodily injuries or property damage (de­
pending upon the coverage required) caused by accident and arising out
of the subject matter of such contract or agreement. A copy of the ap­
plicable provisions of the contract, which is the subject of insurance, is
usually attached to the policy. No other pliability assumed by the in­
sured is covered, nor is any liability to parties other than those men­
tioned in the contractual agreement. The only standard exclusion in
this policy form relates to obligations under any workmen’s compensa­
tion law, in connection with bodily injury liability provisions, and to in­
jury to or destruction of property owned, rented, occupied or used by or
in the custody of the insured, in connection with property damage lia­
bility.

A common arrangement under which liability is assumed by a business
firm is in connection with leasing railroad sidetracks. The wording of
the standard form of liability clause adopted by the National Industrial
Traffic League is:

It is understood that the movement of railroad locomotives involves some
risk of fire, and the industry assumes all responsibility for and agrees to indem­
nify the railroad company against loss or damage to property of the industry or
to property upon its premises, regardless of railroad negligence, arising from
fire caused by locomotives operated by the railroad on said track, or in its
vicinity, for the purpose of serving said industry, except to the premises of the
railroad and to rolling stock belonging to the railroad or to others, and to ship­
ments in the course of transportation.

The industry also agrees to indemnify and hold harmless the railroad com­
pany for loss, damage or injury from act or omission of the industry, its em­
ployees, or agents, to the person or property of the parties hereto and their
employees, and to the person or property of any other person or corporation,
while on or about said track; and if any claim or liability other than from fire
shall arise from the joint or concurring negligence of both parties hereto it
shall be borne by them equally.

This liability on the part of a firm renting a railroad sidetrack is pro­
tected through a contractual liability policy. The premium is S12.50 per
agreement everywhere, for the standard sidetrack agreement. Such an
agreement, as a rule, imposes great liability upon the industry served by
the railroad. The premium for the insurance is usually a flat sum per
agreement, the amount depending upon the liability imposed by the
agreement upon the industry.

Other examples of liability assumed under contract are (a) leases, (b)
sales contracts, and (c) servicing contracts, as well as warranties of goods
and products, easement agreements, and elevator maintenance agree­
ments. In leases, the lessee frequently agrees to protect the lessor from
any consequences arising out of the premises leased. Such an agree­
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ment may be so stringent as to shift the responsibility of the lessor en­
tirely to the lessee. In this case the premium charged is nearly as much
as the premium would be for the owner’s 0. L. and T. policy.

The manufacturer or distributor of a product may furnish the buyer
with a “hold harmless” agreement, protecting the buyer from any con­
sequences arising from the product sold. The liability assumed by the
seller in this case is usually insured in conjunction with a product liabil­
ity policy, and a percentage is added to the premium of the latter to cover
the cost. A less customary form of agreement is one supplied by a serv­
icing concern, rendering service on oil burners or refrigeration apparatus
—for example, to protect the customer against the results of the services
performed. Insurance against such assumed liability is also written in
conjunction with product liability insurance.

A “hold harmless” agreement may perhaps benefit some individual
buyers, landlords, or railroads, but is an economic loss, because, if both
parties are properly insured, the agreement is unnecessary, and the addi­
tional insurance to cover the liability created by the agreement is a
waste. Such an agreement also raises the question of whether the seller’s
insurance company is not being deprived partially of its subrogation
rights on the compensation risk or the public liability risk. To obtain
protection, because contractual liability is not covered, by the ordinary
public liability policy, the executor of “hold harmless” agreements must
report every agreement made to his insurance company, a requirement
that is a great inconvenience. The shifting of responsibility by these
agreements does not reduce the premium of the buyer, lessor, or railroad,
but does increase the premium of the maker of the agreement, the result
therefore being a higher cost of the product. It would appear that the
“hold harmless” agreement is demanded only by someone who is desirous
of evading his proper legal liability.

Other business liability policy forms. Only the first of the forms
briefly described below is usually supervised by the liability department
of a casualty company.

A. Grantors’ protective liability policy. In 1939 in the case of Pharm
v. Lituchy,1 a property owner was held liable for an accident that oc­
curred after he had sold the property. As a result there arose a demand
on the part of property owners for protection against liability for acci­
dents occurring after the sale of a property and before the new owner was
sufficiently familiar with and in control of the premises to be held re­
sponsible in case any negligence caused an accident.

This coverage is usually arranged by endorsement on the regular 0. L.
and T. and elevator liability policies. Two forms are used. One applies
to properties alienated during the policy period and covers injuries aris­
ing from conditions existing at the time of alienation and not intention­
ally concealed by the insured. The other applies to properties alienated
by the insured before the insurance attaches, but covers only accidents
occurring within the policy period arising from conditions existing at the

9 N. Y. Sup. 2d 657. 
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time of alienation and not intentionally concealed. The insurance does
not apply to any premises over which the insured has any right of con­
trol. This insurance is not available to contractors, real estate develop­
ment companies, or others in connection with properties constructed for
sale and sold by such firms.

B. Water damage liability policy. A tenant, lessee, or owner may
maintain premises in such a way that the property of others is damaged
by water from faucets left running, water pipes allowed to remain in
damaged condition, and so forth. A water damage liability policy pro­
tects the insured against liability imposed upon him by law for damage
caused by the hazards described in the regular water damage policy
form (described, in Chapter 25). All the other liability policy provisions
are included. This form is usually written by the department in the
casualty company that administers water damage insurance, rather than
by the liability department of the company.

C. Sprinkler leakage liability policy. This form has the same appli­
cation^ and the same coverage as the water damage liability policy, ex­
cept that it is confined to liability for damages in connection with sprin­
kler systems. It is purchased most often by a building owner to protect
his liability to tenants. It is written by the sprinkler leakage depart­
ment, often as a part of a direct damage sprinkler leakage policy.

D. Innkeepers’ liability policy. A hotel operator has a legal obliga­
tion to exercise care in safeguarding the property of guests. In some
states this liability is defined and limited in the law. The innkeepers’
liability insurance policy pays, up to the policy limit, the amount the
insured becomes legally obligated to pay because of injury to, destruc­
tion of, or loss of property belonging to a guest of the hotel while the
property is within the premises or is in the possession of the insured.

The policy does not cover loss to property of guests while in the cus­
tody of the hotel for laundering or cleaning, or if the loss is due to the
spilling or leaking of any food or liquid. Nor does it cover loss of prop­
erty carried by a guest as samples or for sale or for delivery after sale. In
general, no liability is assumed by the insured for loss of a guest’s prop­
erty unless a written agreement is made between the hotel keeper and
guest before the occurrence of a loss. Such an agreement increasing the
hotel keeper’s statutory liability is permissible. The insurance does not
apply to any vehicle or its equipment or any property inside the vehicle.

The policy limits are expressed as a loss limit for the property of any
one guest, and a total limit of liability for all damages during the policy
period. The form is most often written with a small deductible clause,
usually $20 or $25, to avoid the investigation of and liability for petty
claims. It is often written by the burglary department of a casualty
insurance company.

E. Safe depository liability policy. This coverage is available to
banks, trust companies, safe deposit box companies, and other operators
of safe deposit vaults. People storing valuables in safe deposit boxes
for a charge may in some circumstances hold responsible the vault owner
in case of loss of the valuables. Legal liability on the part of the vault 
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owner may be imputed by a customer in case of water damage, theft by
a vault employee, burglary, the granting of entry to the deposit box by
the vault owner to the wrong person, and other situations. Claims may
be based upon negligence of the owner or upon breach of the contract
between the owner and customer under which the owner assumes the
position of a bailee. The policy covers both actions.

The safe depository liability policy covers the insured’s legal liability
for the loss, damage, or destruction from any cause of property of cus­
tomers, such as money, securities, jewelry, and the like, either within the
deposit boxes in the vault, or within that part of the premises occupied
by the insured in connection with the safe deposit vault, such as booths,
reception rooms, and so forth.

F. Libel liability policy. This is one of a number of unusual forms of
liability coverages. A publisher may be held liable for damage arising
out of the publication of articles or statements that are libelous or even
malicious. The libel liability policy, written by only a few companies,
makes good this loss. It is ordinarily written to cover only losses in ex­
cess of a certain amount. Ordinarily, too, the insurance company does
not provide for the defense or expense of defense of suits, simply reserv­
ing the privilege of joining in the defense at its own expense. Rates are
usually quoted specifically upon each application, and depend upon the
nature of the publication and its average circulation.

Advertisers, radio stations, and book publishers, are but a few of the
other business interests for which protection is afforded by libel liabil­
ity contracts in connection with negligence or alleged negligence.

Contingent liability insurance. Until now discussion has been of
situations in which one party is responsible to another because of his own
actions or the actions of his employees or agents. Responsibility for the
actions of independent contractors, however, is a different matter. An
independent contractor, who generally does a specific'piece of work for
another party, controls the manner, methods, and details of the work.
He is not subject to the detailed control of the one who hires him. The
independent contractor is responsible for his own work, and ordinarily the
hiring party is not' liable for the contractor’s negligence. Such is the
situation that arises when an owner of property engages a contractor to
do a piece of work on the property, or when a contractor sublets a por­
tion or even all of a job to subcontractors. In the latter case the sub­
contractor is'the independent contractor in relation to the primary con­
tractor.

Even though ordinarily the owner or original contractor is not liable
for the negligence of the contractor, there are nevertheless situations in
which liability may be ascribed to the owner or original contractor, if the
work or a method used in it is held unlawful, or if the accident occurs
through omission of a duty that the law does not allow to be delegated,
or if the work is inherently dangerous and the accident is a consequence
of that danger. Such accidents may occur, for example, when im­
proper scaffolding is used, when excavations are made under a street
despite the fact that a duty exists to keep the street in a safe con­
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dition for traffic (a duty that cannot successfully be delegated to a con­
tractor) , and where safety measures are not properly taken in blasting
operations. In each of these instances the owner may be held liable,
even though this work was done by a contractor, or a contractor may be
held liable if the work was done by a subcontractor.

The owners’ and contractors’ protective liability policy covers liability
of the insured arising out ,of operations performed for him by independ­
ent contractors, and arising out of omissions or supervisory acts of the
insured in connection with such operations. Ordinary maintenance, al­
terations, and repairs on premises owned or rented by the insured are not
covered. The policy does cover liability for accidents (unless they are
due to misdelivery) which occur after the completion or abandonment
of the work, if they are caused by pickup or delivery operations or by
the existence of tools, uninstalled equipment, and abandoned or unused
materials.

Exclusions under bodily injury coverage refer to obligations under
workmen’s compensation laws, assumed liability, and accidents arising
out of operations (other than pickup and delivery and the existence of
tools, and so forth), if the accidents occur after such operations have been
completed or abandoned at the place of occurrence of the accident.
Property damage coverage excludes in addition injury to property owned,
rented, occupied, or used while in the custody of the insured.

The defense provisions of this liability form come into prominence as
a reason for purchasing the policy. In most instances, when a contrac­
tor is sued in connection with a claim arising out of an accident, the
owner becomes a codefendant. The policyholder is saved the investiga­
tion and the expense of defense in many possible claims against contrac­
tors he hires for various operations.

Another policy of this type is the principal’s protective policy. A need
for protection has developed in situations in which the status of certain
workers is in .dispute—newsboys, magazine agents, brush salesmen,
bakery wagon drivers, and others whom employers would like to regard
as independent contractors. Whether they are independent contractors
or employees, these persons are working for the principal (corporation,
firm, or businessman) in his own business, and usually come within the
scope of workmen’s compensation laws. They must therefore be cov­
ered by the workmen’s compensation policy. The insured, however, ob­
jects to having compensation for these workers included in-the employees’
payroll, which is the basis for premium, contending that they are not
employees and that the current insurance rate on employees’ wages only
already includes an allowance for any awards that may have to be paid
to such persons. On the other hand, insurance companies know that
such persons, if injured, usually succeed in recovering compensation ben­
efits as employees.

At present the solution of this problem is a principal’s protective pol­
icy. This policy covers the liability of the principal for the acts of these
persons that injure the public. As protection against ordinary public
liability the policy need not concern us here. But it also covers the lia­
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bility of the principal to independent contractors for damages (not com­
pensation) , as well as “any liability imposed upon the principal by law,
other than for violation of a statute or ordinance, against which he is
not otherwise indemnified.” The principal executes an agreement to re­
imburse the insurance company for any compensation on these persons
that the insurance company may pay. He thereby comes within th'e
scope of the quoted provision. Under it he can recover the sum for
which he reimbursed the compensation insurance carrier. All of these
complications illustrate that he who threads the legal maze must incur
the risk of dizziness.

Most of the premiums are furnished only upon application. For con­
tractors in construction work, however, the rate is given per §100 of cost,
and diminishes with the size of the contract. The first 8500,000 costs
8.08 and 8.03 per §100 of cost, for bodily injury and property damage,
respectively, whereas for the next 8500,000 the rates drop to 8.04 and
8.02.

The principal’s protective policy for newspapers costs 8.40 for each of
the first 100 newsboys, S.30 for each of the next 400 boys, 8-20 for each
of the next 500 boys, and so on.

Comprehensive general liability policy. This comprehensive method
of insurance protection is offered to the buyers of business liability forms,
rather than the separate O. L. and T., elevator, and other individual spe­
cific coverages. The comprehensive general liability policy in its bodily
injury coverage arranges for the company to pay those sums for which
the insured becomes legally liable because of damages sustained by any­
one and caused by accident. All actions and operations of the insured
at all locations are covered, except those specifically excluded. These
exclusions are limited to three in number.

The comprehensive policy arose out of the defects of the separate pol­
icy system. (1) The insured endeavored to save money by buying only
certain selected coverages and thus was frequently inadequately insured.
(2) Rates were higher than would otherwise have been necessary because
persons bought insurance only in those fields in which they were afraid
losses would be experienced—a process of adverse selection. (3) In­
sureds who desired complete protection might have bought numerous
policies and still have been without assurance that all the hazards were
covered. (4) It required an expert to tell the insured what policies he
needed, and inconvenience was experienced in handling them.

The comprehensive policy wras prepared by the National Bureau of
Casualty and Surety Underwriters and the American Mutual Alliance,
and the rates for it are administered by the National Bureau and the
Mutual Casualty Insurance Rating Bureau. It exemplifies co-operation
of stock and mutual companies in the acceptance of a standard policy,
standard rules, and standard rates.

To arrange coverage, the company .makes a “survey on exposures, as
it is called, of the insured, and sets down in the policy the known and
apparent operations under the headings that ordinarily would require
separate policies. The type of manufacturing operations or occupancy 
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is described, as are the elevators connected with the risk, the teams used,
the contractual liability assumed by the insured, the products liability
hazard, and the work let or sublet to independent contractors. Based on
this survey of present exposure, the rates for each usual coverage are ap­
plied to the units listed under that classification. The total of these
separate premiums is increased by S5.00 for bodily injury and S2.50 for
property damage and this amount becomes the advance premium de­
posited by the insured with the insurance company. At the end of the
policy period, by a similar survey of the past year’s operations, the com­
pany determines with the insured the actual exposures that existed, and
the proper charges for those become the final premium payable. No
minimum premium for this policy form is required.

Under' this inclusive policy form, therefore, all locations owned, leased,
or controlled by the insured, all operations in which the insured may en­
gage, and all equipment in connection with operations are insured, with
the exception of the following policy exclusions: (1) assumed liability
agreements other than those described in the policy declarations, (2) ob­
ligations under workmen’s compensation laws, (3) operations of boats,
airplanes, and automobiles.

Property damage liability from any hazard is not included in the basic
contract but may be added in connection with operations or locations of
the insured. It would apply to all types of property damage, including,
for instance, water damage and sprinkler leakage liability. The same
procedure as to advance premiums and rates is used for the inclusion of
property damage liability coverage.

By this method of comprehensive, or, in a sense, “all-risks” coverage,
the insured receives automatic protection during the policy period for
changes in operations or other exposures to loss, a feature that represents
a considerable improvement over the hitherto accepted method of insur­
ing only specifically named hazards on a “when-applied-for” basis.

The liability limits are the same as in the specific liability form, with
an aggregate limit also named for products coverage. A comprehensive
policy for both general and automobile liability is available. It com­
bines the comprehensive general liability policy just described and the
comprehensive automobile insurance policy to be described in Chapter
29. In it, two definitions of the “insured” are used, and the insuring
clauses cover respectively (a) bodily injuries by automobiles or other­
wise, (b) property damage by automobiles, and (c) property damage by
other than automobiles. Otherwise the policy is simply a combination
of the two policies named.

Future coverages. The tendency toward comprehensive forms of
coverage is encouraging evidence of the possibility of providing broader
avenues of protection to the public by developing new policy forms to
meet varied business and personal activities without imposing too many
qualifying conditions. There would then be eliminated such anomalies
as that, in the inland marine field, the owner of a valuable piece of antique
furniture can obtain a “fine arts floater” giving him all-risk protection,
whereas the owner of an expensive building can not, and that a tunnel or 
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bridge can be insured under an all-risk inland marine form, although a
store, factory, or elevator can not.

Professional liability insurance forms. The professional practitioner
is required to use diligence and care in the practice of his profession just
as the businessman is in the conduct of his business. Liability insur­
ance meets his need for protection against errors, mistakes, or negligence
that .may result in his being held liable for damages, and for protection
also against many false claims. Although the policy provisions of forms
in this category generally follow the liability insurance contract form,
property damage coverage is not provided for obvious reasons. The
liability limits also differ in the professional liability form.

A. Physicians’, surgeons’, and dentists’ liability policy. Liability im­
posed because of injury that is caused by malpractice, error, or mistake
arising from professional services is covered by this form. The mal­
practice, error, or mistake must occur during the policy period and be
committed either by the insured personally or by an assistant acting un­
der- the insured’s instructions in the course of caring for a patient. All
the other supplementary coverages of the liability form are also part of
this professional liability policy, except that reimbursement for expenses
incurred by the insured for medical relief necessary at the time of acci­
dent obviously does not apply. The policy cannot cover property dam­
age liability.

Another distinguishing feature of this form is the agreement by the
insurance company not to compromise or settle any claim or suit without
the written consent of the insured. The reason for this agreement is that
any settlement in a claim alleging malpractice may easily damage the
professional standing of the insured in his community. The company,
therefore, agrees not to put the physician, surgeon, or dentist in the posi­
tion of admitting a mistake on his part without the doctor’s consent.

No insurance applies under this contract to any agreement made by
the insured which guarantees the result of a treatment or operation.
Nor does it apply to the use of X-rays for therapeutic treatment, al­
though X-rays used for- diagnosis or picture work are covered.

The liability limits in the malpractice policy are on a different basis,
the standard limits being §5,000 as to each claim or suit, and, subject to
that limit, §15,000 as a total limit of payment during the policy period.
Increased limits are available on a table of percentage increases differ­
ent from that for other forms.

The malpractice policy is available either for an individual doctor or
for a group forming a recognized professional society. It is usually re­
quired by the issuing company that the insured be a member of a local,
county, or state professional society. A group policy is issued to a min­
imum of 15 members of a professional society, or 25 per cent of the
membership. Each insured member receives a certificate, the master
group policy being held by the society.

Premiums for this contract are shown as a specific charge for each doc­
tor, with a lower charge for each assistant. The charge varies with the 
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territory. The use of X-ray apparatus for therapeutic purposes may
be included in the coverage of the policy by an increase in rate.

B. Hospital liability policy. Claims are made upon hospitals alleging
injuries as a result of treatment, improper use of equipment, defective
equipment, or acts of such employees as orderlies, internes, nurses, and
others rendering service to patients. The hospital liability policy pro­
vides insurance against damages arising out of bodily injury, shock, or
mental anguish sustained by anyone while being treated at the hospital,
and caused by malpractice, error or mistake, or because of an autopsy at
the hospital. Treatment given in connection with ambulance service is
considered treatment at the hospital.

The coverage does not apply to agreements under which the insured
assumes any liability by guaranteeing the result of an operation or treat­
ment. Nor does it apply to acts appearing from evidence to have been
caused by a person in consequence of or while engaged in the performance
of a criminal act. The insurance protects only the hospital named, and
no one else. As in the doctors’ malpractice form, the insurance com­
pany agrees to settle claims only with the written consent of the insured.
Expenses incurred by the insured for necessary medical relief at the time
of accident are not part of the coverage. The liability limits are the
same as in the doctors’ malpractice form. For the purposes of premium
determination, hospitals are classified as (a) for profit, (b) not for profit,
(c) clinic. The rate for the first two classifications is a rate per bed ap­
plied to the average number of beds used by patients. The third is rated
according to the number of outpatients, who do not receive bed or board
service. This latter rate may be applicable to the additional service at
a “for profit” or “not for profit” hospital that operates a clinic or dis­
pensary in addition. In policies issued to “not for profit” hospitals, no
additional charge is made for coverage of X-ray therapeutic treatment.

The hospital liability policy of the malpractice type, it must be noted,
does not include the liability coverage that the hospital would be pro­
vided with under the owners’, landlords’, and tenants’ liability and eleva­
tor liability policy. Even though the hospital may be charitable in
function, it still requires these protective policies against claims by mem­
bers of the public.

C. Druggists’ liability policy. The errors or mistakes to which drug­
gists and their prescription clerks are subject are covered under the
druggists’ liability policy. Whether two drugs are confused in filling a
prescription, or almost illegible handwriting on a prescription is misun­
derstood, or prescription boxes are mislabeled or refilled in error, this
form provides coverage for liability arising from injuries caused by the
preparation, compounding, dispensing, sale, or misdelivery, either at or
from the store, of any drugs, medicines, or merchandise that is custom­
arily for sale in retail drug stores.

The coverage does not apply to such injuries as appear from evidence
to have been caused by willful violation of a law committed with the
knowledge or consent of the insured or a store manager employed by 
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him. The liability limits are the same basic $5,000—§15,000 as in other
malpractice forms.

Since a retail drugstore usually keeps for sale miscellaneous merchan­
dise, from tobacco to books, in addition to drugs and medicines, the de­
fense and investigation portion of the druggist liability form is impor­
tant whenever the druggist may be named as a codefendant in an action
for damages involving such types of merchandise, although the manu­
facturer may be primarily liable.

The druggist liability policy form is dependent for its premium upon
a rate applied to the average number of persons employed as managers,
prescription compounders, assistant pharmacists, sales people, and soda
fountain clerks. An audit is made at the end of the policy period to de­
termine the actual average number of employees. To the premium is
added a location charge for each store operated by the insured. The
coverage provided under the O. L. and T. policy is not provided under
the druggists’ liability policy.

D. Optometrists’ liability policy. This contract follows the form of
the physicians’, surgeons’, and dentists’ malpractice policy, covering the
liability for professional error or mistake on the part of a registered op- j
tometrist. Employees who are licensed optometrists are not covered un­
der the basic policy, but must be insured individually. The liability ■
hazard in connection with the business premises of the optometrist is not
covered under this liability form and must be covered under an O. L. and
T. contract. The optometrist liability policy is available on an individ­
ual basis or on a group basis for named members of an optometrical
society.

E. Beauty parlor liability. The beauty parlor is protected from loss,
under this form, in case of bodily injury caused by error, mistake, or
malpractice in the operation of the beauty shop. The policy docs not
cover illegal actions of any sort, injuries arising out of plastic surgery,
injuries caused by employees under the minimum statutory age or in any j
case under 14, or injuries caused by the use or the consumption of mer­
chandise away from the beauty shop premises.

This form of insurance is considered a hazardous one for a company,
and is available only in a limited number of companies. The premium
is arranged either on a basis of payroll or receipts, audited at the end of
the policy period.

F. Accountants’ liability policy. An accountant is subject to claim or
suit for alleged loss because of error committed by him in his professional
services. The accountants’ liability policy gives the professional ac­
countant or firm protection in case of any claim made for damages as a
result of neglect, error, or omission in the performance of accounting,
auditing, or tax determination services during the period of the policy.
This protection is for anyone by whom the insured is employed.

Acts of any officer, partner or employee of the insured are covered.
No insurance is provided, however, against loss on account of any dis­
honest, fraudulent, or criminal act. Liability under the Securities Act
of 1933, which governs reports rendered for corporations issuing secu­
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rities under certain conditions, is provided for only if such liability is en­
dorsed on the policy contract and an additional premium is paid. The
company agrees not to make any settlement in a claim against the in­
sured without the consent of the insured. In the policy form used by
the company that originated this form of insurance, loss payments reduce
the amount of the policy. A single limit of liability for the policy period
is specified.

The premium is based upon the average number of employees, includ­
ing partners or officers, determined at the end of the policy year by audit.

In recent years claims of substantial size have been successfully made
against accounting firms, and a real need exists for this form.

Personal liability insurance forms. Just as the businessman is liable
to the public in the operation of his business, so the private individual may
be held liable if his actions or negligence involve bodily injury or prop­
erty damage. He may have this liability imposed upon him if a delivery
man slips on a misplaced electric cord in his house; if he hooks a golf
drive and injures another player; if he pushes a revolving door around
too fast and causes injury to someone going through the door; if he hires
a maid and initiates an injury by having her work with defective equip­
ment.

A. Residence liability policy. This policy for a private home or farm
residence is one variety of the 0. L. and T. policy. It protects not only
the named insured but, if they reside with him, his wife and the relatives
of either under the age of 21 years. The insurance applies to the resi­
dence premises, to garages and stables incidental to the premises, and to
individual or family cemetery plots or burial vaults. Liability for the
use of bicycles that are not used for business purposes is covered. Lia­
bility for injuries from dogs, if such injuries occur on the premises, is also
covered. For complete protection against the consequences of owner­
ship of dogs, however, a dog liability policy covering the dog’s acts away
from the premises is required. Structure alterations, new construction
operations at the premises (except if the purpose is to change the use of
the premises), and demolition of the premises are also within the scope
of the coverage.

Maintenance or use of elevators or escalators is not included, however,
nor property on which a business is conducted, nor property held for
rental (except a dwelling used for the accommodation of not more than
two boarders, and except garages and stable in which not more than three
spaces or stalls are held for rental). Farming is not considered a busi­
ness in the exclusion referring to use of the premises for business pur­
poses. Since the “residence premises” is defined in the contract as in­
cluding the land and buildings thereon, if a family, or a two-family
dwelling, or a farm comprises a number of buildings, each of the build­
ings comes under the protection of the single residence liability form.
In addition, on policies applying to farms, liability protection is included
for farm implements, tractors and trailers (except while being used for
hire to others), draft animals and the vehicles used with them (except
while rented to others), saddle animals away from the premises (except 
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while rented to others or while participating in any contest), dogs, and
bicycles.

The usual liability policy provisions prevail in the coverage applying
to the ownership, maintenance, and use of the residence. The premium
is per residence unit, varying in different territories throughout the coun­
try. Standard limits are 85,000—810,000 for bodily injury and 81,000
for property damage liability.

Premiums for residences are in the form of a flat charge of 85 per resi­
dence in most territories, and 82.50 for each additional residence on the
same premises. The rate on two-family dwellings is higher. Premiums
in New York City are slightly higher than elsewhere. If the residence
is on grounds of more than 50 acres, an additional charge is made for
each acre. Farms take the same rates and are also charged for acreage.
Property damage costs 81 to 81.50 per residence. To cover the acts of
dogs away from the premises costs 87 per dog for bodily injury and S3
for property damage.

Employers’ liability, covering the liability of the residence owner or
tenant toward people employed by him in connection with the residence,
may be included by endorsement at an additional charge. This protec­
tion may be desirable even if employment of domestic help is only oc­
casional and temporary. Most workmen’s compensation laws do not
apply to domestic help, and the employer is liable to the employee only
for negligence. An employer’s liability policy protects against the lia­
bility imposed upon the insured by law for damages sustained by any
employee of the insured while engaged in employment. The policy re­
imburses the insured for only immediate and imperative medical atten­
tion to the injured party. The coverage of the policy may be extended
by extra premium to provide in addition, without respect to any liabil­
ity, payment to each residence employee injured of the reasonable ex­
pense for necessary medical and allied services (and in the event of
death, of reasonable funeral expenses) incurred within a year from the
date of the accident, such payment being subject to a stated limit of
either 8250 or 8500 per employee.2

The premium is charged for each employee covered, and outside of
New York State the cost, for employer’s liability alone, is 81 for inserv­
ants and 81.50 for outservants. When a 8500 medical reimbursement
provision is added, the cost is increased to 83.50 and 86, respectively.

This medical payment arrangement may also be endorsed on the resi­
dence policy to cover anyone—other than an employee—injured while on
the premises with the insured’s permission or even elsewhere if the accident
arises out of the premises. A home owner can thus provide definite pro­
tection for a guest or anyone else who may be injured on.the premises
regardless of the liability involved. This extension of coverage, called
“premises medical payment,” does not apply to anyone to whom ben­
efits are payable under a workmen’s compensation law, to the insured
himself nor to anyone regularly residing at the premises, nor to any em­
ployee.

“This extension is not permissible in New Jersey, only workmen’s compensation
insurance being permitted.
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B. Personal liability policies. At the time the game of golf became
widely popular, a liability policy, attractive because its price was only
about S3 a year, was devised to cover claims for damages arising from
the insured’s .playing or participating in golf. This coverage was later
expanded into a policy that embraced other sports, including athletic
games or sports, fishing, hunting, target practice, bicycling, and use of
nonowned saddle animals, canoes, rowboats, iceboats, sailboats, and
powerboats. This policy sold for $5 a year. The next move broadened
the definition of the insured, for an additional premium, to include the
spouse and minor relatives under the protection of the policy.

A further advance in the development of liability coverage for the in­
dividual was made with the introduction of the “personal liability pol­
icy,” which combined the residence form and sports liability form, with
several improvements. This policy costs about $12 a year everywhere
except in very large cities.

This type of policy still remained, however, “piece of pie” insurance,
insurance of specific, picked liabilities, with exclusion of other liabilities
that might just as easily lead to financial loss on the part of the insured.
The movement in recent years has been to make available broad, inclusive
policies covering spheres of financial losses instead of only selected por­
tions of those spheres. The development of broader coverage for the
individual culminated in the comprehensive personal liability policy.

Comprehensive personal liability policy. The comprehensive form, as
its name indicates, seeks to lump together within one insurance contract
what heretofore had been available only under a number of separate con­
tracts in terms not so broad. This policy has an all-inclusive insuring
clause, under which the company promises to pay for the insured the ob­
ligations imposed upon him as the result of legal liability, including em­
ployer’s liability, or the liability of others assumed by him under a written
contract relating to his premises. It covers liability for bodily injury or
property damage sustained by anyone. Any act of the insured, unless
it is specifically excluded in the contract, is provided for. The definition
of the insured is extended to include, if they are residents of the house­
hold, the spouse and the relatives of both insured and spouse. In addi­
tion, with respect to any animal owned by an insured, the protection ex­
tends to any person or organization legally responsible for the dog or
horse.

The coverage exclusions are: (1) liability assumed by the insured un­
der any contract except a written contract relating to the premises; (2)
ownership or use of aircraft; (3) business activities unless necessary or
incidental to the business use of the premises and described as such in
the policy; (4) rendering of any professional service; (5) other premises
owned, rented, or controlled by the insured with reference to any act or
omission concerning those premises; (6) ownership or use of watercraft
over 21 feet long, motor vehicles, or trailers, all while away from the
premises.

“Premises” includes all the premises where the insured maintains a
residence, including all other buildings incidental to the residence except
business property and farms, and in addition, includes premises in which



616 INSURANCE AGAINST LEGAL LIABILITY

an insured may be residing temporarily, and vacant land other than farm
land owned by or rented to the insured. Although the residence or resi­
dences are declared at the inception of the policy period, and an addi­
tional premium is paid for more than one residence, automatic coverage
for additional premises bought or rented during the policy term may be
granted with no additional charge being made until the next policy re­
newal period. The inclusion of temporary residences in the coverage
protects the insured while he is living in a rented summer cottage, in the
home of friends, in a hotel, or at a school.

Besides covering the liability of the insured in connection with these
residences and the premises, the policy covers all his personal acts, ex­
cept those listed in the paragraph above relating to exclusions. The in­
sured is protected, for example, if he hits someone accidentally with a
bowling ball, if a child of the named insured injures another child during
play, if he puts down a suitcase so that someone trips over it, or if the
insured’s dog chews up a neighbor’s laundry.

Premises and residence employees’ medical payments are also included,
with a limit of §250 per person. The medical payments benefit is pay­
able to any occasional residence employee. Full-time employees are
covered under the liability section and the medical payments section
only upon payment of an additional premium.

The standard limit in this policy is §10,000 per accident for liability
for bodily injury and property damage. The annual premium for the
basic liability and medical payments protection is §10 anywhere in the
country. If incidental office, or professional or studio occupancy is
involved, the premium is §15. Additional residence and full-time em­
ployees require additional charges. Higher limits for liability and medi­
cal payments are available.

The comprehensive personal liability policy is the most modern in­
strument of insurance against the results of liability imposed upon an
individual' by law for damages as a result of accident. Its counterparts
for liability imposed on business firms are the policies called “compre­
hensive general liability” and “comprehensive automobile liability.”

Another development of the package-policy type is the “combination
residence form,” usually written by casualty companies. It combines in
one policy the coverages to be found in the forms for comprehensive per­
sonal liability, residence theft, breakage of residence glass of a perma­
nently fixed nature, water damage, and explosion. Different insurance
limits applying to the various coverages are permitted, and it is not even
necessary to buy all the coverages listed in the policy.

Premium rates in general. The factors determining the manual pre­
mium for each class of insurance have already been indicated. For
stock companies the manual rates in all the important liability fields ex­
cept aviation are made by the National Bureau of Casualty and Surety
Underwriters, and for mutual companies by the Mutual Casualty Insur­
ance Rating Bureau. These organizations collect the experience of nu­
merous companies and analyze and combine the results. The gross rate
consists of a pure premium plus a loading for expenses and profit. For
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owners’, landlords’, and tenants’ liability policies and several other im­
portant liability fields, the division of the gross premium is given in
Column 2 below, and for elevator insurance in Column 3:

(U (2) (3)
Per Cent Per Cent

Loading
Acquisition cost  25.0 25.0
Claim expense (unallocated)  8.0 8.0
Administration..................................................... 7.5 7.5
Taxes  2.5 2.5
Profit  2.5 2.5
Inspection and bureau  3.5 ...*

Loss and claim expense 51.0 54.5

100.0 100.0

* This item is included with losses in elevator insurance.

The “pure premium,” which covers losses and claim expenses, is ob­
tained by comparing the losses with the exposure. The latter is ex­
pressed in the units appropriate to each form of insurance: square feet
of area for owners, landlords, and tenants; dollars of receipts for theaters;
dollars of payroll for contractors; and so on. The average results for a
five-year period are considered as one indication of what the rate should
be, and present rates are considered as another. The two are averaged
with weighting, and the weight given to each is determined by the num­
ber of claims for each manual group in the territory being rated. For 11
to 42 claims in the group, for example, the five-year experience receives
a weight of 10, and the current premium a rate of 90. For 43 to 97
claims, a weight of 20 is given to the experience, and for 1084 claims,
full “credibility” or 100 per cent weight is given to the experience. This
system will be recognized as an adaptation of that used in automobile
rating.

The effect of the credibility factor, or weighting, is to modify rates
from year to year in accordance with experience, but less rapidly when
the experience is limited in extent. The weights are derived from theo­
retical principles of statistical variation too complex for discussion here.
Since the table above shows that the expenses and profit amount to 49
cents out of every dollar of gross premium, the net premium is divided
by (1 — .49) to arrive at the quoted rate.

Reserves. Liability insurance companies must maintain (1) unearned
premium reserves and (2) loss and claim expense reserves. The un­
earned premium reserve is the unearned portion of the premium com­
puted on an approximate pro rata basis. On annual policies written
during the year, one half of the annual premium is assumed to be earned
by the end of the year. On three-year policies, one sixth of the premium
is assumed to be earned by the end of the first year, one half by the end of
the second year, five sixths by the end of the third year, and all by the
end of three and one half years.

Loss and claim expense reserves are divided into (a) those for personal
injury liability insurance and (b) those for other forms of liability. 
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Personal injury reserves are based upon rough approximations to the
amounts shown to be necessary by past experience to pay claims and
suits. The requirements are, on suits being defended under policies (1)
ten years old or more, §1,500 per suit, (2) five to ten years old, 81,000
per suit, (3) three to five years old, §850 per suit, and in all of these cases
not less than the estimated unpaid losses and expenses on an individual
case basis. • Under policies less than three years old, the requirement is
60 per cent of the earned premiums less losses and expenses already paid,
but not less than the estimated unpaid losses and expenses. On out­
standing losses other than personal liability insurance, the requirement
is the estimated amount of such losses, based upon the company’s ex­
perience or the experience on similar business in other companies.

Summary
I. Negligence may be a tort, and persons are liable for the results of torts

they commit, and for torts committed by their employees.
A. These may result In damage suits against the person responsible.
B. There is no known limit to the damages that may be assessed in such

cases. ,
C. In many instances false suits are brought.
D. Damage actions may result from the ownership of property, use of

property, or personal acts.
II. Protection against such liability is afforded by the public liability insur­

ance policy, classified under the divisions of
A. Business liability.
B. Professional .liability.
C. Personal liability.

III. General provisions of liability policies
A. Indemnity for damages assessed by law because of

1. Bodily injury
2. Property damage

B. Services in the form of inspection, investigation, and defense of suits
C. Payment of miscellaneous costs
D. The common exclusions are

1. Insurance usually provided by other forms of policy.
2. Obligations to injured employees.
3. Obligations assumed under contract.
4. Extensive alterations or repairs.

IV. Among the principal forms of liability policies for business purposes are
A. Owners’, landlords’, and tenants’ liability policy, covering office build­

ings, stores, hotels, theaters, and so on.
B. Elevator liability policy, covering passenger and freight elevators.
C. Manufacturers’ and contractors’ policy, covering factories, bottling

establishments, builders, roofers, and so on. . >
D. Products liability policy, covering products sold and services rendered.
E. Contractual liability policy, covering obligations assumed under con­

tract.
F. Miscellaneous liability policies such as

1.'  Grantor’s protective liability policy.
2. Water damage liability policy.
3. Sprinkler leakage liability policy.
4. Innkeeper’s liability policy.
5. Safe depositorj' liability policy.
6. Libel Lability policy.



LIABILITY INSURANCE 619

G. Contingent liability insurance, protecting against remote responsibility
for damages.
1. Owners’ and contractors’ protective policy
2. Principal’s protective policy

V. Among the principal forms of professional liability insurance are
A. Physicians’, surgeons’, and dentists’ liability policy, covering alleged

injuries to patients.
B. Hospital liability policy.
C. Druggists’ liability policy.
D. Optometrists’ liability policy.
E. Beauty parlor liability policy.
F. Accountants’ liability policy.

VI. Personal liability insurance forms
A. Residence liability policy, covering liability for accidents on the

premises
B. Personal liability policies

1. Sports policy
2. Combined residential and sports form
3. Comprehensive personal liability policy

VII. Comprehensive general liability policy covers legal liability to anyone in
any accident, covering all hazards and all locations.
A. There are but three exclusions:

1. Contractual liability.
2. Liability for workmen’s compensation.
3. Liability for operations of vehicles.

VIII. Premium rates are made by associations of companies.
A. The pure premium is based upon past- experience and current cost.
B. Loading for expenses and profit is added.

IX. Reserves
A. Premium reserves, consisting of the unearned premiums
B. Loss reserves, of a stated amount on each suit or claim
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Problems

1. Assume that C owns and operates a summer camp for boys, at which he
boards and lodges 100 boys for eight weeks. He supplies without charge motor­
boat rides, use of rowboats, horseback riding, baseball, weaving instruction,
and so on. The property consists of one large dining hall, one large recreation
room, and 30 cabins. The activities of the boys are supervised by 20 college
students, employed as “guides.” State the various kinds of insurance that
might be needed for protection against the public liability risk, and illustrate
in each case the need for such protection.

2. (a) Give an illustration of a case in which the owner of the camp in
Problem 1 might be liable for the results of an act by one of the “guides” em­
ployed. (b) Suppose one of the horses shies and throws one of the boys, and
the boy sustains a broken collarbone. Is the owner of the camp responsible?

3. Assume that the owner in Problem 1 buy's a public liability policy with
policy limits of 810,000 and $30,000, and has three accidents during the policy
year as follows: June 10, injury to one boy who recovers Sil,000 damages;
August 21, injury to three boys who recover, in all, $1,500 damages; August 25,
injury to a man employed as waiter in the dining room, $500 damages. For
how much of the losses will the insured be reimbursed by his public liability
policy?

4. A beam in X’s house was unsafe, and a portion of the ceiling finally fell
on one of his guests. The guest suffered a broken hand, was unable to work
as a musician for 30 weeks, incurred $500 of medical expenses, and had his
$1,500 violin destroyed. To what extent would' an owners’, landlords’, and
tenants’ liability policy with ordinary limits have protected the insured in this
case?

5. Why is inspection more important in connection with elevator insurance
than with other forms of liability insurance? '

6. Why does the O. L. and T. policy provide that “the insolvency or bank­
ruptcy of the assured shall not release the company from any' payment for which
it would otherwise be liable under this policy”?

7. Give an example of how an insurance company, under an elevator in­
surance policy, might find the right of subrogation of some value. How might
the party from whom the insurance company recovers have protected himself?

8. X is a department store that sells refrigerators and installs them in the
homes of purchasers. A refrigerator was sold to R, and was taken in X’s truck
to R’s residence'. While it is being unloaded from the truck it falls on a child.
Does the O. L. and T. policy' provide indemnity? Would it provide indemnity
had the accident occurred after the article had been unloaded from the truck
and was being set up in the house ?

9. W is the owner and operator of a brick-manufacturing concern. He uses
tw’o of his employees in this concern to construct a brick addition to the factory.
One of them drops a hod of bricks on a passer-by, who recovers $500 damages.
Will the manufacturing form of liability policy cover this accident?

10. B, a customer of a restaurant, is injured by slipping on a newly waxed
floor. Customer C is injured by biting on a piece of glass in a mince pie. How
could the restaurant owner have protected himself against liability for these
accidents?

11. Which is the best basis for the premium on a theater’s public liability
insurance: wages, seating capacity, receipts, or attendance?

12. In what way' can an insured reduce his premium for elevator insurance?
13. In what types of liability insurance contracts is there a limit on the total

liability of the company' during the policy year?
14. A sold an unused gas works to B for its demolition value, and the settle­

ment was made on June 3. On June 4, a ten-year-old boy climbed a ladder at 
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the gas works, there being no watchman on the premises, and the rusted ladder
gave way under him. On what ground might A be held liable for damages?
Does A’s public liability policy protect him in this case? If not, how could
he have avoided liability?

15. 0 enters into a contract with C, an independent contractor, to erect for
him a building at a cost of $40,000. C sublets the roofing job to R, a subcon­
tractor, for $2,000. Enumerate the insurance policies that would be necessary
to protect all parties against legal liability for injuries to the public.

16. What- are the advantages and disadvantages of a comprehensive general
liability policy, as compared with separate policies for each hazard? How is
the rate on the comprehensive policy arrived at? How is the premium ad­
justed for new locations?

17. IT the five-years' experience indicates a pure premium for a given classi­
fication of 20 cents per square foot of area, based on 52 claims in this classifica­
tion, and the current pure premium is 22 cents per square foot, how is the
gross premium on the classification calculated? (Other necessary figures are
given in the text.)

18. A liability insurance company has the following data on personal injury"
insurance. How much loss and claim expense reserve would be required on the
basis of the provisions described in the chapter?

Policies 10 yrs. old
and over

No. Suits Pending  2
Earned Premiums  .$-100,000
losses and Claim

Expenses Paid  $200,000
Est. Unpaid Losses

and Expenses  $ 20,000

5-10 yrs. 3-5 yrs. Less than
obi obi 3 yrs. old
20 40 200

.$600,000 .$800,000 $1,200,000

$300,000 $400,000 $ 300,000

$ 20,000 $ 30,000 S 350,000

19. What forms of policy' would be necessary to cover the following cases?
(a) Mrs. M was visiting Mrs. J at J’s home, a two-family flat. A carpet at

the top of the stairs was loose, and Mrs. M fell down the stairs, sustaining an
injury for which she recovered $3,000 damages.

(b) Mrs. J employed Mr. B to clean the snow off the roof of her garage.
B was working on the roof when he fell to the ground, subsequently recovering
$500 damages.

(c) A druggist’s boy attempted to deliver medicine to Mrs. J, following a
telephone request by her. He arrived during a terrific windstorm, which blew
down a tree on him, severely injuring him. The tree was found afterward to be
perfectly' sound.

(d) Mrs. J was playing doubles in tennis when her racket slipped from her
hand in attempting to make a stroke and hit her partner above the eye. He
sued her for $1,000 damages.



CHAPTER 29

Automobile Insurance

Automobile risks. Everyone who owns an automobile assumes a risk
because the property is subject to damage and the law imposes upon
owners responsibility to the public. Those who drive cars are even more
subject to this latter responsibility. The risks involved are of two
kinds: (1) legal liability for damages for bodily injuries or property
damage caused to others; (2) damage to or loss of one’s own automobile.
The former is covered by bodily injury and property damage insurance,
and the latter is covered by fire, theft, and collision insurance. The first
group of coverages is written principally by casualty companies, and the
second by fire insurance companies, because state laws impose restric­
tions upon combinations of types of business. Groups of affiliated com­
panies are in a position to furnish all forms of coverage by writing a
“combination policy,” which is really a two-in-one policy.

Legal Liability
Even in the absence of any statute the owner or driver of an automo­

bile is required to use reasonable care with respect to such vehicle to
safeguard the public from injury. If it can be shown that the owner or
driver has been negligent and that as a result a person or his property
is injured, the injured party can probably bring suit successfully against
the negligent party. Such suits are often brought without any founda­
tion, in the expectation that the “nuisance” will cause the party sued to
settle without a contest. Even well-founded claims for damages are
often exaggerated. The frequency of automobile accidents makes ob­
vious the need for insurance protection.

Automobile legislation. The legal liability of motorists is modified
and emphasized by the passage of special statutes. There are three
main types of legislation to be considered: (1) financial responsibility
laws, used in 34 states; (2) compulsory insurance law's, used in one
state; and (3) automobile compensation, which has not yet been tried.

Financial responsibility law's themselves are of three kinds. In all of
them, “proof of responsibility” in actual practice means nearly always
a form of insurance. The law's require either an insurance policy as
proof of financial responsibility, or a deposit of cash with the state, or
some other requirement impracticable for the average person. The New
York law’, for instance, states that acceptable proof is either an insur­
ance policy, a deposit of §11,000 in cash, or a deposit of a bond for that 
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amount. Insurance therefore becomes the only practical means of meet­
ing the law’s requirements.

(a) The first group of financial responsibility laws includes those
which suspend the operator’s license or the registration, after an acci­
dent, judgment, or violation of law, unless proof of financial responsibil­
ity is furnished for the future. A man can have an accident, be sued and
lose, fail to pay the judgment, furnish proof of responsibility for the fu­
ture, and continue to operate a car. This type of law exists in three
states.1

(b) The second group includes laws that suspend the license or reg­
istration, after an accident or violation of law, unless the judgment re­
sulting from that accident is satisfied and, in addition, proof of responsi­
bility for the future is furnished. This type of law is slightly more
stringent because it does not permit the offender to escape payment of
the current judgment without penalty. It is the most common and
exists in 27 states.

(c) The third group includes laws that suspend the license or registra­
tion when an operator is involved in violation of law or in an accident
resulting in bodily injury or property damage exceeding a stated sum,
unless the operator has previously or immediately thereupon furnished
proof of financial responsibility. This type of law exists in six states,2
arid probably represents the prevailing tendency in immediate legisla­
tion. It is slightly more stringent than the other two types because any
accident of any consequence involves the suspension penalty unless the
operator has insurance.

The second main type of legislation is compulsory insurance, which
exists only in Massachusetts. With few exceptions, no automobile may
be registered unless the application blank is accompanied by proof of
financial responsibility.

Automobile compensation has long been advocated but as yet has been
adopted by no state, although there was strong support for it in New
York a few years ago. Such legislation would make any operator pay
compensation on a fixed scale for bodily injury or property damage
caused, without raising any question of liability in a legal sense. It is
the workmen’s compensation system applied to automobile accidents.

Comparison of legislation. Inasmuch as all three kinds of financial
responsibility laws are weak, the best is the third, which takes action upon
any serious accident unless responsibility has been shown. Despite such
laws, there is a considerable proportion of motorists who have no insur­
ance, either because of poverty or because of adherence to the fallacy that
an individual can avoid accidents by his own careful driving. The Mas­
sachusetts law is a step in the right direction, provided of course that the
public pays adequate rates for the insurance and private companies are
not compelled to operate at a loss. Rates in Massachusetts appear to
have been low in numerous instances. Private insurance companies and
their agents have been the principal critics of the law, partly because

'Connecticut, Minnesota, Rhode Island. 
'Maine, New Hampshire, New York, Vermont, Michigan, Indiana. 
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permissible acquisition costs have been reduced from 25 to 12 per cent of
premiums, but also partly because of the rate situation and its possible
consequences.

There are three aspects of the automobile accident problem: (a) reduc­
tion of accidents or safety promotion; (b) financial responsibility for re­
sults of accidents; (c) the legal system governing such accidents. It is
conducive to clarity to separate discussion of safety promotion from
financial responsibility and compensation. There is insufficient evidence
on automobile accidents to supply any conclusion as to the relative effi­
cacy in accident reduction of various laws. There is plenty of evidence
that a great variety of other factors are of greater significance. A clear
appraisal is beclouded by discussion of an object for which none of
these laws is primarily designed.

It is important to notice that even the most extreme of responsibility
laws, the compulsory insurance act, deals with only one side of the auto­
mobile accident problem. It, like all the other laws, leaves untouched
the annoyance, loss of time, delay, personal embarrassment, parasitic
lawyers, individual leghl expense, inadequate recovery for injury, in­
equitable verdicts, and social cost of the liability system. A compensa­
tion law would substitute the compensation principle for the liability
principle.

Standard liability and property damage policy. Since bodily injury
insurance and property damage insurance are almost invariably sold
together, they’ will be discussed together in this section. By agreement
of the National Bureau of Casualty and Surety Underwriters, the Amer­
ican Mutual Alliance, the American Bar Association, and the National
Association of Insurance Commissioners, a standard automobile policy
for private cars, commercial cars, and public vehicles has been adopted.
It is used in all states except Texas and Massachusetts, and by’ nearly all
stock and mutual companies. The policy covers accidents that occur in
the United States and Canada.

Definition oj insured. The “insured” is (a) the individual or the busi­
ness firm named in the policy, (b) any person while using the automobile
with the permission of the named insured, and (c) any person or organ­
ization legally responsible for the use of the automobile.

The insurance coverage of persons or organizations other than the
named insured, however, does not apply to: (a) injury or death of a per­
son who is a named insured; (b) use of the insured car with any trailer
not insured in the same company; (c) an automobile repair shop, ga­
rage, sales agency, service station, or public parking place with respect to
an accident arising out of the operation of that business and involving the
car insured; (d) an employee who may cause injury’ to another employee
of the same employer cluring the course of his employment if such injury
arises out of the use of the automobile named in the policy in the busi­
ness of the employer.

Insuring agreements. The company agrees to pay on behalf of the
insured whatever amount (up to the policy limit) the insured becomes
legally obligated to pay because of bodily injury or property damage 
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caused by accident and arising out of the ownership, maintenance, or
use of the automobile.

Damages include the amounts necessary for care and for loss of serv­
ices. Bodily injury includes in its scope death as a result of the accident.
Property damage includes the loss of use of the property involved.

In addition to this basic coverage, the following protection is provided:
(1) Defense in the insured’s name of any suit alleging injury or dam­

age, including suits that are fraudulent or groundless. The company
reserves the right to investigate, negotiate, and settle any claim.

(2) Reimbursement to the insured for all reasonable expenses that he
may incur at the company’s request in connection with the protection of
the insured’s interests. Loss of earnings by the insured for time thus
spent, however, is not reimbursed.

(3) Payment of all expenses incurred by the insured for medical re­
lief to injured people for whom care is necessaiy at the time of the acci­
dent.

(4) Payment of all premiums on bonds to release attachments on the
insured car, up to the policy limit. Thus the insured is not deprived of
the use of the car.

(5) Payment of all premiums on appeal bonds required in any suit
being defended.

(6) Payment of all costs taxed against the insured in any suit.
(7) Payment of all expenses incurred by the company for investiga­

tion, defense, appeal, or settlement.
(8) Payment of all interest accruing after entry of a judgment against

the insured and until the company has paid all or its part of the amount
of the judgment.

(9) Payment of the cost, up to 8100, of bail bonds, in case of accident
or traffic law violation.

Extension of coverage. Although the automobile is described whose
maintenance, use, or ownership by the insured is covered by. the policy,
the insurance protection granted the insured can apply in case he operates,
owns, or uses other automobiles, under the following conditions:

(1) If the use of that car is described in the policy as “pleasure and
business,” the insurance applies as well to the insured or spouse (and to
the employer of the insured or spouse) while either is driving any other
automobile of any type, or while any such automobile is used in behalf
of the insured or spouse. The exclusions from this coverage refer to
automobiles owned, registered or hired frequently in the name of the
insured; to accidents arising out of operation of a repair shop, service
station, garage, sales agency or parking place; to automobiles not of the
passenger type used in the business of the insured; and to injuiy or death
of the named insured.

(2) While an automobile covered under the policy is not being used -
because of its breakdown, repair, servicing, loss, or destruction, the in­
surance applies to a substitute automobile used by the insured. The in­
surance protection does not apply however to the owner of the substitute
automobile.
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(3) If the insured replaces the automobile described in the policy with
another car and notifies the company within 30 days of the date of its
delivery to him, the insurance also applies to that car. If there is an
additional automobile and the company insures all cars owned by the
insured, it is covered.

Exclusions. There are a number of situations under which the cover­
age of the policy does not apply.. With respect to the bodily injury
coverage these exclusions are:

(1) Use of the automobile as a public or livery conveyance, unless,
of course, such use is declared in the policy and a premium for it charged.

(2) Liability assumed by the insured under any contract.
(3) Use of an insured automobile to tow a trailer that is not insured

in the same company; or use of an insured trailer with an automobile not
insured in the same company.

(4) Bodily injury or death of an employee of the insured while he is
in the employment of the insured (other than domestic employment) or
while he is operating or repairing the automobile. This clause excludes
situations that ordinarily are covered under workmen’s compensation
insurance forms. For instance, if an employee is injured by the in­
sured’s car while the employee is loading a truck just outside the insured’s
plant, the accident is covered not by the automobile policy but by the
workmen’s compensation policy. If, however, the employee is struck
down by the insured’s car on the highway on a holiday, that accident is
covered by the automobile policy.

(5) Any obligation for which the insured may be held liable under a
workmen’s compensation law.

With respect to the property damage coverage, the exclusions are the
same as (1), (2), (3) above, and as follows:

(4) Injury to or destruction of property owned by, rented to, in charge
of, or transported by the insured. If the insured damages his own prop­
erty, he obviously cannot sue himself and have the insurance company
pay, on his behalf, money to himself. Similarly, property in his custody
must be given the same position as property he owns. He controls it
and therefore is, in a legal sense, responsible for its safety. It must be
remembered also that this clause operates when the “insured” (under the
extension of that term) is someone other than the named insured, and
damages property belonging to the named insured.

Policy limits. The basic policy covers to an amount not exceeding
$5,000 for one person and $10,000 for any one accident, as far as bodily
injury is concerned, and $5,000 on property damage for one accident.
Inasmuch as damage verdicts frequently exceed these figures, ordinary
“limits” do not provide complete safety for the motorist. Higher limits
can be obtained at a small increase in cost. For example, the insured
pays 15 per cent additional premium for $10,000—$20,000 limits in bodily
injury. In an effort to insure persons who are unable to pay for this
much protection, the companies have been (a) selling the basic policy on
an installment premium plan and (b) offering a special $1,000 single limit
policy.
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Medical payments coverage. This additional coverage is added to the
standard policy as an option, which the policyholder may buy or not as
he prefers. The insurance company agrees to pay the reasonable ex­
pense of medical and funeral services in case of death for any person, in­
cluding the named insured, who sustains accidental bodily injury while
in, entering, or alighting from an automobile operated by the named in­
sured, spouse, or their chauffeur or servant. The availability of this pro­
tection has recently been extended to commercial, livery and garage risks,
in addition to private passenger cars.

No mention is made in this agreement regarding the liability of the
insured. It is not a liability coverage, but simply a clause stating that
if people riding in the insured’s car are hurt in an accident, the company
will pay the attendant medical, ambulance, nursing, surgical, and hospi­
tal expenses up to a limit named in the policy (which varies from 8250
to 82,000 per person according to the extra premium paid). It is a form
of limited accident medical reimbursement insurance that does not spec­
ify the people covered or their number. The expense limit applies per
person. The cost of this additional insurance varies from S3 to 810, de­
pending upon the basic premium for the policy coverage of bodily injury,
and the expense limit per person selected, on private passenger cars.

The policy exclusions as to public livery use, assumed liability, injuries
to employees in course of employment, and injuries covered by workmen’s
compensation law apply to this coverage also.
. Duties of the insured. In case of accident the first thing to be done
after supplying aid to injured parties is to secure names and addresses of
witnesses. Since the verdict may exceed the policy limits, this step is
often a matter of self-protection. The second thing is for the insured to
give notice to the company (and to the police) as soon as possible, how­
ever slight the accident may appear. The insured also promises to for­
ward to the company any legal documents with which he is served, and
to co-operate with the company in the settlement of and defense of the
suit. Naturally the insured is not to admit liability, assume any obliga­
tion, or incur any expense other than for immediate and necessary medi­
cal and surgical aid.

Regardless of the contract between the company and the insured,
financial responsibility laws impose an absolute liability upon the com­
pany to pay the injured party. It may have to pay an injured party
even though it has no legal obligation to the insured because of violation
of the policy. In this event the policy provides that the insured shall
reimburse the company for sums that otherwise the company would not
have to pay.

.Comprehensive liability policy. The standard form of comprehen­
sive policy differs from the coverage previously described in two respects.
(a) It insures against liability for all hazards not specifically excepted,
and thus leaves no unknown contingencies uncovered, (b) It applies
automatically and without advance notice to the company to almost any
and all cars operated by or for the insured for any purposes during the
policy term.
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Rating agencies—bodily injury and property damage. Automobile
premiums undergo general revisions more frequently than any other form
of insurance premium, changes taking place almost every year. The
figures used here are merely for illustration. The statistical experience
upon which rates for bodily injury, property damage, and collision in­
surance are based is collected by the National Board of Casualty and
Surety Underwriters for the stock companies, and by the Mutual Cas­
ualty Insurance Rating Bureau for the mutual companies. These two
associations work in co-operation to establish rates that are recommended
for adoption in many states.

Basic rates for private passenger cars. The basic data for making
automobile insurance rates are (1) amount of losses and (2) number of
cars insured. This information must be available for all ratemaking dis­
tricts, called “territories,” for rates are made for each territory. The
denominator, number of cars insured, is expressed in terms of one car
insured for one year. This unit is called a “car-year.” To the loss-cost
so obtained must be added an allowance for expenses.

1. Pure and gross premiums. A premium consists of an amount suffi­
cient to cover losses and loss expenses. This amount is called the “pure
premium,” and the allowance for expense is called the “expense loading.”
The premium dollar collected for coverage of bodily injury on passenger
cars is divided into S.55 pure premium and S.45 expenses and profit. The
expenses consist of

Acquisition and field supervision........................ S.250
General administrative expense.................................074
Unallocated claim expense.......................................... 061
Taxes, licenses, and so on........................................... 030
Profit...............................................................................025
Inspection and bureau expense..................................006

S.446

It will be noticed that when the pure premium is known, and the per
cent of expenses to gross premium, the gross premium can be arrived at
in the manner described for compensation insurance,

816.50j = 830 gross rate

2. Projection and development. Rates were being made in 1944 for
use in 1945 and were based partly on the experience of 1943. A number
of policies not written until December 1943 had not yet expired. Since
it was desirable to use this 1943 experience because of its recent character,
the losses were “stepped up” or projected to what they would be at the
expiration of the policy year. The projection was of course merely an
estimate based on past experience. If the rates were also based partly
on the experience of 1940, allowance had to be made for the fact that, even
after the term of a policy expired, claims were being made and suits were 
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being contested in court. The ultimate loss might therefore have been
greater than the loss indicated at the end of the policy year, and allow­
ance was made for this possibility by multiplying losses by a development
factor, based on past experience.

3. Combinations of territories. In certain instances it may be desir­
able to combine territories that have virtually the same conditions and
experience. For example, in one rate revision, Binghamton, Auburn, and
17 other districts in New York were considered as one territory.

4- Two experience bases. In a given rate territory, say Buffalo, the
loss-cost, or pure premium, is found by dividing the total losses and ex­
penses incurred by the number of car-years. The numerator and de­
nominator of this fraction are derived from the experience during the
two-year period 1942-43, for example. Assume that the figure is 817.
But the experience in this territory for the five-year period 1939-43 indi­
cates a result of S18. The first result has the advantage of being more
recent, whereas the latter has the advantage of being more stable, because
it is based upon more experience.

5. Adjustment factor. Since the S18 is based on a five-year period, it
is not quite comparable with the 817 derived from the two-year data.
It is made so by multiplying it by the relation of the state pure premium
for the two-year period to the state pure premium for the five-year period.
The computation is: (815.97/817.81) X $18 = .90 X $18 = 816.20.

6. Present rates. Another indication of what the new rate should be
is the existing pure premium, in the given territory. This figure can be
found by taking the existing average gross rate and multiplying it by the
permissible pure premium percentage, indicated on page 628 as .554. If
the present gross rate is 831.60, the pure premium element in it is 817.50.

7. Three approximations to the rate. We now have three approxima­
tions to the correct rate: (a) 816.20, based on five years’ experience; (b)
817, based on two years’ experience; and (c) 817.50, based on present
rates. The median of these is selected, or S17.

8. Rate levels. It would be of little use to develop a set of rates based
on past experience if it were known that present conditions differ from
the past. In the majority of rate revisions, therefore, underwriters estab­
lish a desired level of rates, and the revised rates are supposed to produce
results at this level. This practice insures that the new rates will be at
a level believed to be adequate. Suppose, for example, that the rates are
to produce the rate level of 1941-43. If the 817 rate selected above does
not do so, it must be multiplied by a factor that will produce this result,
say by .95, the result being 816.15 pure premium.

9. Gross rate. Inasmuch as the total of expenses constitutes 44.6 per
cent of the gross premium, the gross rate can be found by applying the
method described in paragraph 1 on the preceding page:

What has been stated above may be summarized in the following table:

S16.15  S16.15 
1 - .446 .554 5
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(1) 1939-43 Experience, Territory Pure Premium................................................. 818.00
(2) Relation of state losses 1942-43 to state losses 1939-43.................................. .90
(3) 1939-43 Experience, Territory Pure Premium, adjusted to 1942-43

[Row (1) X Row (2)J............................................................................................. 16.20
(4) 1942-43 Experience, Territory' Pure Premium................................................. 17.00
(5) 1944 Pure Premiums, underlying present rates [Gross rate X .554]......... 17.50
(6) Selected Pure Premium [Median of Rows (3), (4) and (5)]......... ,........... 17.00
(7) Lowered to 1941-43 rate level [Row (6) X .95].............................................. 16.15
(8) Gross rate [Row (7) -t- .554]................................................................................. 29.15

The same procedure is followed for property damage rates.

Manual rates—private pleasure cars. There are several hundred ter­
ritories in the United States, 45 in New' York State alone. At one time
rates were made in each of these territories for groups of cars distin­
guished (at various times) by differences in.list price, or in horsepower.
Now' these distinctions have been given up and there is in use a three­
fold classification based on the nature and extent of use:

Class A Any car owned by an individual and not customarily involved in
the duties of the occupation.

Class A-l Any Class A car: (a) not operated during the past year and not
operated during the current year more than 7,500 miles; and (b)
not driven by more than two persons in the insured’s household,
under the age of 25 years.

Class B Any car not in classes A or A-l, and private passenger cars owned
by corporations and partnerships.

The manual3 appeared as follow's:

Territory 9 Territory 44

Bodily
Injury

Property
Damage

Bodily
Injury

Properly
Damage

A-l..................... $26.00
34.50
35.00

$11.75
14.05
15.65 ’

$23.00
27.50
31.00

$8.40
9.65

10.65
A.........................
B.........................

The basic rates were for B automobiles. There was not sufficient ex­
perience to show' the relations of the three classes, but, by judgment, A
cars W'ere given a discount of 10 per cent from the B-car rate and the A-l
classification a discount of 15 per cent.

War emergency methods. During World War II private passenger
cars w'ere rated on the basis of the type of gasoline ration card issued to
the car, a method which terminated with the end of the rationing system
in 1945. During the w'ar emergency fellow employees were permitted to
“share rides,” a practice which continued- permissible after the end of
hostilities because of shortage of transportation facilities. Another rate

“All rates used in this chapter are for illustrative purposes only, and do not
purport to be actual current rates.
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factor which was temporarily employed was “merit rating” for private
passenger cars, a discount from the rates for the absence of accidents
during a given preceding period, but this has been discontinued.

Other modifications of manual rates. An automobile can be insured
at rates differing from the manual rates only under the following condi­
tions:

(1) If it is rated among five or more automobiles used for business
purposes, on a “fleet” basis, as described later.

(2) If it is one of a group of cars rated under the “more automobiles
than operators” rule, which prescribes full premiums for the number of
cars equal to the number of operators, and 25 per cent of the premium on
the balance of the cars.

(3) If it is a hired automobile, insured on a “cost of hire” basis.
(4) If it is used for business and rated on the fleet basis plus experience

rating, as described later.
(5) If it is rated under an operator form, which protects nonowners

when driving the cars of others.
(6) If the owner is an employer and receives special protection against

liability because his employees drive their own cars.
(7) If suspension endorsement is obtained, providing for pro rata re­

turn of premium when a car is taken out of service for 30 consecutive days
or more. This endorsement became important because of restrictions on
cars during the war.

(8) If it is a group of five cars insured under a property damage de­
ductible policy, with §25, 850 and $100 deductible provisions, at 25 per
cent to 65 per cent off the standard rates. Bodily injury deductible in­
surance is also available under certain conditions.

Commercial cars—basic rates. In addition to territorial divisions,
commercial cars are divided into five classes, in accordance with the
fields of business in which they are used. For example, an ambulance
falls in Class 2, whereas a milk or laundry delivery vehicle falls in Class
4, at a lower rate. Each of these classes is subdivided into heavy (CB)
and light (CA) groups of cars, according to their load capacity or weight
of the vehicle (this basis being different among the states.) About 75
per cent of the total experience on commercial cars has been on light
Class 4 vehicles. The same general method is applied to these as was
described for private, passenger cars. If the light Class 4 cars are con­
sidered as 100 per cent, the other classifications bear approximate per
cent relations to them. The rates in the manual may appear, therefore,
as:

Heavy (CB) Light (CA)

Class (2) (3) (4) (5) (6) (2) (3) (4) (5) (6)

Terr. 9 120 118 80 73 32 97 53 39 36 32

Terr. 44 68 68 47 41 20 30 30 23 20 20
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Commercial vehicles operated beyond a 50-mile radius from the limits of
the city where garaged pay an extra charge of 10 per cent, with a few
exceptions.

Of the total premium income on commercial cars, approximately 45
per cent is derived, however, from the insurance of commercial cars on a
“fleet basis.”

Long-haul trucking. For rating purposes, trucking (the business of
transporting goods for others) is divided' into “local” and “long-haul,"
with the latter further subdivided in accordance with the radius of opera­
tion. Trucks with a radius of 50-100 miles, for example, take Class 3
rates plus 10 per cent of the highest-rated territory through which they
operate. Others are rated on a zone system, there being nine zones cover­
ing the country. The zones are mostly specified by state boundaries,
with a few large cities as exceptions. Zone rates are based at present
partly on judgment and partly on experience. Trucks with a radius of
100-150 miles take the average rate for the two highest zones through
which they are operated, less 25 per cent. Local trucking involves not
more than a 50-mile radius of operation.

If the insured has five or more trucks, he may be rated on a basis of
gross receipts or earnings. The basic rate is determined by finding the
specified car premium per S100 of gross receipts. To this rate is added
a percentage that is graded according to the average number of miles per
truck, from 25 per cent decrease for 25,000 miles to 25 per cent increase
for 75,000 miles.

Fleet rating. This method of rating is generally used for commercial
purposes only, although it is applicable to private passenger cars used for
business purposes, public cars, and commercial cars other than long-haul
trucks. Five or more automobiles under one management is considered
a “fleet.” The number of cars in a fleet determines the discount from the
manual rates. For six cars, for example, the reduction is 1.7 per cent, for
50 cars 12 per cent, and for 100 cars 16 per cent. These reductions are
based on the assumption that all the cars are not in operation at the
same time. Another rate reduction factor lies in the reduced expense of
large-scale business.

Other bases. Commercial cars may also be rated under (1) the “more-
automobiles-than-operators” rule, and (2) the “experience-rating” plan,
described later. Hired trucks also may be insured on the “hired-car”
basis.

Public automobiles. This group is subdivided into “taxicabs,” public
and private “livery vehicles,” and “buses.” Outside of New York City,
there is frequently no distinction between taxicab rates and public livery
rates. Rates, however, vary by territories, and private livery vehicles
take a much .lower rate than public livery. Territorial distinctions are
principally based on private passenger car experience. Many public cars,
however, are insured on a per car basis, but large operators frequently use
a mileage or earnings basis, for which any group of five or more cars is
eligible. All of the cars under common management are covered, and
the premium is arrived at by applying the mileage rate in the manual to 
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the total mileage. An advance premium is paid, subject to later adjust­
ment.

The private livery vehicles and buses may be insured either on a per­
car basis or on an earnings basis, if three or more cars are under one
ownership. On the per-car basis, buses are rated in accordance with the
passenger capacity of the bus, nature of use and the territory. A dis­
tinction is made between school buses and those used by the general
public, the latter rates being much higher.

Garages and dealers. Insurance requirements for garages, service
stations, automobile dealers, and repair shops are unique, since such busi­
nesses entail the operation of a changing number of cars, most of which
are not owned by the insureds (except by dealers). The type of insur­
ance designed for these risks provides coverage for all work necessary to
the conduct of the business operations of the insured, including the opera­
tion of motor vehicles and trailers. In the case of dealers and repair
shops, coverage includes automobiles owned by the insured. In the case
of storage garages and service stations, automobiles owned by the insured
are excluded. Since protection is granted for “all work necessary” (with
certain named exceptions), the policy includes “public liability” cover­
age in addition to the usual automobile coverage, and thus covers results
of accidents on the premises not involving automobiles and some products
liability.

The policy premium is based on payroll, a rate being applied to each
S100 of annual payroll of the insured under a three-fold classification.
The policy may be written on a specified “car-rate” basis or on a “named-
driver” basis, if the insured employs one or two drivers or operates but
one or two automobiles.

Nonowned automobiles. The liability hazard exists for an employer
even if he does not own a car, if his employee uses a car in the perform­
ance of duties relating to the employer. The doctrine of respondeat
superior is involved: a master is responsible Tor acts committed by his
servants in the pursuit of his business. This principle applies not only
when an employee (a chauffeur, for instance) operates his employer’s
automobile in connection with the employer’s business, but also when an
employee (a clerk, for instance) operates his own automobile in connec­
tion with the employer’s business. Ownership of an automobile, there­
fore, may actually have little to do with placing the responsibility for
damages. /

The employer’s responsibility was upheld by the Supreme Court in the
case of Singer Manufacturing Co. v. Rahnd The Court here held that,
“A master is liable to third persons injured by negligent acts done by his
servants in the course of their employment, although the master did not
authorize or know of the servant’s act or neglect, or even if he disapproved
or forbade it.”

Insurance has therefore been devised to protect an employer against
claims arising out of the operation of automobiles by employees in con­
nection' with the employer’s business even though the automobiles are

‘ 132 U. S. 158.
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not owned or hired by him. The policy is similar to the regular automo­
bile liability and property damage policy, but it protects the employer
only: it does not extend any protection to the employee driving the car.
An employer can arrange for insurance of this type by specifically nam­
ing either the employees whose duties usually require the operation of
personally owned automobiles or all his employees.

The rates are per person, and are lower than the regular bodily injury
and property damage rates in the territory.

Experience rating. This general method of rating may be applied to
private passenger cars used for business purposes, commercial cars, or

-.233(18)
(19)

(11)
(12)
(13)

(14)
(15)
(16)
(17)

$ 5,665
2,700

Actual less expected losses, (12)-(6)
Ratio of Row (15) to Row (14). . ..
Weights (importance)........................

Results for normal and excess........
Net reduction from manual rates. .

8,365
— 3,575
-.427
X.545

+.064
-.169

Per cent of pure premium (.55) S10,395
Row (11) divided into normal (.545) and excess (.455). .
Add balance factors...................................................................

S 4,730
15,300

20,030
+2,810

+.140
X.455

TABLE 41 ,
Experience Rating Illustration

(1) (2) (3) (4) (5)

Actual
Losses

Adjust­
ment

Factors
Adjusted

Losses
Normal
Losses

Excess
Losses

Actual Losses

Year 1942
(1)........................................
(2)........................................

Year 1943
(3).......................................
(4)........................................

Year 1944
(5)........................................

(6) Totals.......................

8100
1,000

600
3,000

4,500

.90

.90

1.00
1.00

1.12

$90
900

600
3,000

5,040

’ $90
500

500
500

500

$ 00
400

100
2,500

4,5-10

. $7,540$9,200 S9.630 S2,090

Expected Losses

(7) 1942 Premium..........
(8) 1943
(9) 1944

(10) Totals.......................

$ 5,000
6,000
7,500

| $18,500

.90
1.00
1.12

$ 4,500
6,000
8,400

$18,900

public vehicles. All risks that qualify for experience rating must submit
their records annually. Eligibility requirements are: (a) at least ten
automobiles must be insured for the first nine months of the current­
policy year and for the 12 months of the year immediately preceding; or
(b) at least five automobiles must be insured for the same time period
with a premium of at least §1,000 for standard limits. A garage with an
annual payroll of at least §20,000 also is eligible.



AUTOMOBILE INSURANCE 635

The plan consists fundamentally of finding out how much greater or
less the actual losses over the past three years have been as compared
with the expected losses for the same period. In Table 41, opposite,
it has been assumed that the actual losses were §9,200 (Row 6). These
losses must be adjusted to a 1943 level. The process used is to multiply
each year’s losses by the factors shown in Column 2. The total adjusted
actual losses then total §9,630.

The expected losses can be found from the premiums collected during
these years. It must be remembered that 55 per cent of the total pre­
mium is for loss costs and 45 per cent for expenses. The total premium
for the three years w.as §18,500 (Row 10, Col. 1), and -when the individual
yearly premiums are adjusted to a 1943 level, they total §18.900 (Row’
10, Col. 3). Fifty-five per cent of this total is §10,395 (Row 11, Col. 3).

Both actual losses and expected losses must be split5 into “normal”
and “excess” losses. For the actual losses the split is accomplished by
considering every single accident amount over §500 as “excess.” The
results are shown in Columns (4) and (5), and amount to §2,090 normal
and §7,540 excess for the three years combined. The expected losses'are
split into normal and excess by assuming that the normal losses amount to
.545 of the total and the excess to .455 of the total. The total adjusted
premium is thus split into §5,665 normal and §4,730 excess.

At this point it would be possible to compare the actual losses with the
expected losses were it not for two factors: (a) It is desired to allow large
risks more' credit for their own experience than small risks. This is ac­
complished by use of a balancing factor, (b) It is desired to give more
weight to normal losses than to excess losses. This is accomplished by
use of a weighted average. The method of making the calculation is
shown in the table (Row’s 12 to 19) and may be set out here in slightly
different form:

Normal Actual Losses — Normal Expected Losses . . „T . , . , 2090 — 5665 _. —-------—-----------------------, , , „ , ---- p—:------- X Weight 1 - , n-M X .54oNormal Expected Losses + 1st Balance ractor 566o + 2/00

and
Excess Actual Losses — Excess Expected Losses ryeiffhf 9 = ?540 — 4730
Excess Expected Losses + 2nd Balance Factor 4730 + 15300

= +.064
- .233 + .064 ----- .169

Fire, Theft, and Collision Insurance

In addition to insurance against his legal liability, the automobile
owner or operator needs insurance to cover damage to his own automobile.
He may buy protection against fire only, or against fire and theft, but not
against theft only. He may buy protection against collision damage or
against all three of the hazards stated. Fire insurance and theft insur­
ance are usually purchased together. Collision insurance is most often
purchased in a deductible variety.

5 Those who have studied the compensation split rating plan will recognize the
similarity in the procedures employed.
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The insuring clause. Fire coverage insures against direct and acci­
dental loss of or damage to the automobile (including equipment) caused
by (a) fire or lightning, (b) smudge or smoke from heating equipment
when the car is stored, or (c) the stranding, sinking, burning, collision, or
derailment of the conveyance carrying the car during transportation by
land or water. Theft coverage protects against direct and accidental loss
of or damage to the automobile (including equipment) caused by theft,
larceny, robbery, or pilferage. Collision coverage protects against direct
and accidental loss of or damage to the automobile (including equipment)
caused by collision with another object or by upset of the automobile.

In addition to these main hazards, the insured-may buy protection
against: (a) windstorm, earthquake, explosion, hail, and external water
leakage; (b) flood, riot and civil commotion, and damage done by air­
craft; (c) emergency costs for towing after disablement; and (d) glass
breakage (which is included in collision but may be bought separately).

Restrictions upon coverage. (1) The insured is not covered (a)
while operating a car outside the United States, Canada, and Newfound­
land; (b) while the automobile is subject to an undisclosed lien-or mort­
gage; (c) while the car is being used as a public or livery vehicle. (2)
The policy does not cover the following property: (a) robes, wearing ap­
parel, and personal effects; (b) tires unless they are damaged by fire or
theft or unless the damage is suffered coincidentally with other insured
damage to the car. (3) The company is not responsible for losses caused
by: (a) war, invasion, insurrection, and the like, or riot and civil commo­
tion; (b) wear and tear, freezing, or mechanical breakdown; (e) failure
to protect the insured property after a loss; (d) conversion or embezzle­
ment by persons holding the car under a conditional sale, lease, mortgage,
and so forth (for example, removal of the car from the state by a buyer
on the installment plan).

Amount of policy. The company is responsible for the actual cash
value of the property at the time of the loss, with allowance for deprecia­
tion, and with the option of repairing or replacing the property. Two
forms of policy are written, the “stated amount” form and the “'actual
value” form. The actual value form has no face value named in the
policy, and the company pays on the basis of the car’s actual value at the
time of the loss. As a result there is no rate per §100 of insurance, but
a premium is charged per car.

The stated amount policy names the maximum amount for which the
company is liable, and in this sense may be said to have a face value.
The premium is found by applying to the face value a rate .per $100 oi
insurance. There is a mistaken idea that the amount named establishes
the amount for which the company is liable, but the policy provides that
liability is limited to the actual value at the time of loss. In certain ter­
ritories a monthly reduction endorsement is added, in which the face of
the policy is reduced 2 per cent per month, and the policy becomes in
effect a valued form.

Most policies are written with deductible provisions for collision claims,
under which a sum such as §25, §50, or §100 is subtracted from every loss 
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payment. Such provisions greatly reduce the cost of the insurance, for all
small claims are eliminated and all claims fall partly on the insured.
Another variety of deductible provision is the “convertible collision”
arrangement: the insured pays half the full coverage premium, with the
understanding that upon the first claim he makes for loss he shall pay
the other half of the premium. Succeeding claims are paid in full. An­
other arrangement is the “franchise” clause, by which the company pays
the entire loss if it exceeds a certain amount, such as 8250. A variation
of the franchise clause is a provision whereby the company pays 80 per
cent of all losses up to the franchise figure and 100 per cent of losses
amounting to this figure and over.

Rights of insured and company. The rights of the parties arc no dif­
ferent in character from those described in the bodily injury and prop­
erty damage policy.

Comprehensive policy. The comprehensive policy represents the
most modern type of automobile physical damage insurance. It is a
standard form agreed upon.by stock and mutual companies, and covers
all loss to the automobile except such losses as are specifically excluded.
The insuring clause states that the coverage is for “any loss of or damage
to the automobile including damage by missiles or falling objects and
glass breakage from any cause.” It may be written with or without the
inclusion of collision insurance. It may be written with or without
deductible provisions. It eliminates the necessity of buying numerous
policies or endorsements to cover all the hazards the insured may think
of. Its possessor eliminates any possibility of discovering unexpectedly
that he is not covered against even remote contingencies, such as dust
storms, stains from tree spray, or damage by a falling airplane. Com­
prehensive policy premiums, without including collision, are higher than
the cost of combined fire and theft insurance by from 81 to S4 per car, on
a cheap car, but nevertheless are rapidly replacing the fire-and-theft
coverage.

Fire, theft, and collision rates. Fire, theft, and collision rates are
made by the National Automobile Underwriters’ Association and its four
affiliated regional associations, Eastern, Southern, Western, and Pacific
Coast. The National Association is an association of about 175 stock
companies. Mutual companies are not admitted as members, but they,
like nonmember stock companies, may buy the rates as “subscribers.”
There are approximately 75 subscribers, of whom nearly half are mutuals.
The National Association .(a) collects statistical information; (b) cal­
culates rate differentials0 for fire, theft, and collision insurance, and for
the miscellaneous coverages such as windstorm, earthquake, and so on;
and (c) promulgates commission rules for agents and brokers. Its an­
nual expense of about 8230,000 is defrayed by assessments of something
less than 1 per cent on the premiums of member companies. The general
rate levels for the Eastern, Southern, Western, and Pacific Coast rate ,

° Information concerning the manner in which fire and theft rates are made is
unusually difficult to obtain. There is exceedingly little published information on
the subject.
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territories are apparently under the control of the regional associations,
subject to the approval of the board of directors of the National-Associa­
tion, on which the regional associations are represented.

Private passenger cars—basic rates. In a recent revision7 of rates,
three years’ experience was used, with greater weight given to the more
recent years. No mutual data entered into the experience, contrary to
the practice in bodily injury and property damage rates. The total fire
and theft hazard was considered as composed of (a) self-ignition fire
losses, (b) fire losses in garages, (c) theft of the entire car, and (d) pil­
ferage. Statistics showed what these losses were on every important
make of car in every rating territory. When put together the average
loss for all makes of cars was about .493 per §100 of liability. Since this
figure, however, is not a convenient basis for comparative purposes, the
average of .493 was considered as 1.00, and the loss on* each make related
to this base. Thus, if the losses on Plymouths were, say, .498 and the
average of".493 was considered as 1.00, the rate on the Plymouth would
be expressed as ,498/.493, or 1.010. c

These results were classified on the basis of similar rates into five
groups, and the application of the scale of rates to these groups showed
the amount of revenue that would thereby be produced. Since separate
rates are made for “new'” and “old” cars, it was assumed that 70 per cent
of the net liability w'as on new cars and 30 per cent on old cars, and it was
further assumed that the rate on old cars should be 50 per cent higher
than on new' cars. If the Group I rate was .753, it was applied to 70 per
cent of the net liability of this group, and 1.130 was applied to 30 per cent
of the net liability. The total revenue thereby produced wras found to be
equivalent to an average rate of 81.151. For convenience this average
w’as reduced to a base of 81.00, and all group rates were reduced pro rata.
Group I, consequently, w’hich had an average premium on new' cars of
.753, W'as reduced to .654, and the premium on old cars in the same group
of 1.130 w'as reduced to .981. Inasmuch as each figure w'as divided by
1.151,  the ratios were preserved intact.

From these results, scale tables were drawn up giving what the rates
on old and new’ cars w’ould be, not only upon the 81 premium basis, but
upon a whole series of levels from 8.30 to 81.80. These tables w’ere used
by the regional committees in fixing the rates for each region. As to the
exact method, no information.is available to the authors, but presumably
the loss statistics indicated whether the current rate should be raised or
low’ered. In the manual, rates arc rounded off to convenient figures.
The rates for stated amount policies w’ere translated into premiums per
car for actual value policies, by taking percentages of the list prices of
cars and applying thereto the appropriate rates.

The procedure for theft rates w’as similar, except that there wasjio dis­
tinction between new arid old cars.

Of the total collision business, the 850 deductible collision policy is
responsible for 75 per cent. This policy was taken as the base for rates,
therefore, and other varieties of coverage were expressed as per cents of 

7 See footnote 6.
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it. The S25 deductible coverage, for example, was to take a rate 50 per
cent higher than the 850 deductible. ' The territorial divisions used are
not very numerous, there being four for New York State. A distinction
was made between high-priced and low-priced cars. The relationship
between four age groups was found to be approximately as follows: Group
1 (cars not more than six months old), 100 per cent; Group 2 (cars six to
18 months old), 80 per cent; Group 3 (cars 18 to 30 months old), 60 per
cent; and Group 4 (cars more than 30 months old), 40 per cent.

By a series of trial schedules the rates were fixed as nearly as possible
in the relations or proportions described above. The results showed the
average premium on each kind of car for the various territories. From
this point on the premiums were determined by the regional committees,
subject to approval by the central body.

Manual rates—private passenger cars. Rates for fire and theft are
quoted per S100 of insurance for the stated amount form, and in dollars
and cents per car for the actual value form. Territories are set up within
the state for fire, for theft, and for collision. In New York, for instance,
there is one territory only for fire, three for theft, and four for collision
rating.

The stated amount rates are arranged first according to the list price
of the car when new, each group of prices being given a letter symbol,
from A (the lower prices) to H. Each symbol group is then divided into
the age groups pf “new” (not more than 18 months old) and “old” (all
others). Each age group then carries its fire rate as to territory. Theft
rates are the same for old and new cars, but vary by territory. The
actual value form of rating shows premiums in place of rates in the same
manner, with the exception that the age groups used are “1,” “2,” “3,” and
'“4” for both fire and theft, instead of “old”'and “new.” Collision rates
follow the same procedure, using the 1, 2, 3, and 4 age grouping.

Minimum premiums are ignored in the illustrative table of manual
rates on the next page.

Commercial cars—rates. 1. Stated amount policies. The basis for
making rates is the “stated amount” policy. Experience shows the dif­
ferences among territories, and rates for different territories are fixed by
the regional committees as in the case of private passenger cars. As re­
gards fire rates, the central rating authority distinguishes among three
types of use: local (50-mile radius of operation), intermediate (50-150
miles), and long-distance hauling. Rates are also adjusted for “new”
and “old” cars. As far as “types” of cars are concerned, only three are
recognized: (1) gas and steam, (2) diesel, (3) electric.

Theft rates on the stated amount basis are even simpler. No attention
is paid to type of hauling or age; the electric cars receive a lower rate.
Windstorm rates are a flat charge on the stated amount rates.
. Comprehensive policies are issued on the stated amount plan only, and
the rate is the sum of fire and theft rate plus 8.25.

2. Actual value policies. “Actual value” premiums are derived from
stated amount rates by applying the rates to the list price of the car or
to a fraction thereof, the fraction depending upon the age of the car. The
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* All rates used in this chapter are for illustrative purposes and do not purport to be actual current rates.

Example of Manual Rates*

Actual Value Premiums Symbol A Symbol B

Fire and Theft Combined A(?e 1 Age 2 Age 8 Age 4 Age 1 Age 2 Age 3 Age 4

Territory A-A.......... S3 $2 S2 SI S3 $2 S2 SI
“ "A-C.......... 6 5 4 2 7 5 4 3
“ A-E.......... 10 7 5 4 10 7 5 4

Comprehensive (excl. Coll.) Age 1 Age 2 Age 3 Age 4 Age 1 Age 2 Age 3 Age J,

Territory A-A.......... S4 S3 S3 S2 S5 S3 S3 S2
“ ' A-C.......... 7 6 5 3 8 6 4
“ A-E.......... 11 8 6 5 11 8 6 5

Collision, S50 Deduct. Ape 1 Age 2 Age 3 Age 4 Age 1 Age 2 Age 3 Age 4

Territory 1............... S42 S38 S3 4 829 S50 S45 $40 S35
- “ 2............... 31 28 25 22 36 32 29 25

“ 3............... 28 25 22 20 33 20 26 23
“ 4............... 25 23 20 18 30 27 24 21

fractions are not uniformly applied, but it is unnecessary detail here to
discuss the exceptions. The results of this principle are seen in the man­
ual, which indicates plainly the factors that enter into the rates.

Local Hauling

Price Class S0-500 Price Class S501-600

Age h Age 2 Age 3 Age 4 Age 1 Age 2 Age 3 Age 4

Fire Premium....................... $2.95 $2.20 $2.20 $1.60 $3.60 $2.70 $2.70 $1.95

Theft Premium
Territory A, C, E .. .90 .70 .45 .30 1.10 .85 .55 .40

Comb. Add. Coverage.... .70 .50 .35 .25 .85 .60 .40 .30

Collision charges are all in the form of premiums per car, and have been
much simplified as compared with previous years. New and old cars are
distinguished on an a priori basis, although statistics throw some doubt
on the distinction. The rates differ for each “original cost” group. The
only other factors affecting rates are the type of deductible provision,
length of haul, and the territory.

Public automobiles—rates. Only stated amount rates need be dealt
with, for actual value and comprehensive forms are used only for special
cases. In the determination of fire rates, territories are ignored, and
factory-price groups and age of car are the only factors involved. Rates
are based on judgment to a large extent. Theft rates are merely a flat
charge for all cars. For collision insurance, twice the private passenger
rate is charged.
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Fleet rates. Special fire, theft, and collision rates are available for
“fleets” of automobiles. Dealers’ cars are excluded. Comprehensive
policies on a stated amount basis may be written on fleets of private pas­
senger cars, commercial cars, and certain buses and livery vehicles.

Three formulas are used, (1) Formula A, (2) Formula B, and (3) the
Collision Formula.

Formula A is for fleets of 100 or more cars previously insured for at
least two years. The initial rate is generally based on expiring Formula
B rates. The rate of the insurance last carried is increased or decreased
by a per cent based upon the experience of the last three years. If the
loss ratio experienced was between 0 and 39 per cent, for example, the rate
is reduced by an amount varying from 2 to 35 per cent ; if between 40 and
51 per cent, the rate is unchanged; and if the loss ratio is 52 per cent or
higher the rate is increased by from 2 to 40 per cent. When the losses are
over 100 per cent of the premium, they are considered as “catastrophe
losses,” and such losses are reduced to the amount of the premium.

Formula B requires an enumeration of particular cars insured. Dif­
ferent rules are used for (a) private pleasure cars, (b) commercial cars,
and (c) public cars. The method used for private pleasure cars is typical.
The list price of each car is multiplied by the stated amount rate appli­
cable to private pleasure cars in that territory. The sum of these prod­
ucts is divided by the number of cars to get the average rate. This aver­
age is reduced by a 25 per cent quantity discount, an experience discount
of 10 to 30 per cent depending upon the loss experience, and a 15 per cent
discount if repair shop is maintained by the insured.

Theft rates are simply 60 or 75 per cent of the manual rates.
The Collision‘Formula requires that five or more cars comprise the

fleet and that all in the fleet be insured. Discounts are given from the
manual rates of 10, 15 or 20 per cent, depending upon the number of cars
in the fleet. These reduced rates are further changed to the extent of 90
per cent credit to 90 per cent debit on account df an experienced loss ratio
of from 0 to 91 per cent or more. For example, a fleet of 20 cars would
receive a 15 per cent basic credit. If experience showed a loss ratio of
35 per cent, the fleet would receive a further credit of 30 per cent of 15
per cent, or 4 per cent. The net discount, therefore, would be 19 per cent.

Experience rating. Experience rating for automobile physical dam­
age insurance, as at present conducted, is too complicated for the com­
prehension of anyone but a specialist. It is hard to believe that the re­
sults can be justified by statistical experience or that the complicated
system does not give opportunities for rate advantages to those who can
afford to figure out the various possibilities.

Dealers’ cars. These include cars owned by dealers, cars held for sale,
and cars used for demonstration and service to customers. Under Form
1 each automobile must be reported to the company for specific coverage.
Form 2 is a blanket policy covering all cars at all locations, but with lia­
bility limits at each location and a pro rata distribution clause. Form 3
is a monthly reporting form in which the insured reports the amounts of
value at risk and pays a premium on the average amount.
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The fire insurance rate is the rate charged on contents by fire insurance
companies, less a discount as specified in the manual. The theft rates
under Form 3 vary with the amount of value covered by the policy. The
first $15,000 costs $.25 per $100, whereas coverage over $100,000 costs
$.05 per $100. The same system is applied to the collision rates. Drivc-
away cars, driven over the roads from distributing points to dealers'
showrooms, are charged on the basis of factory list prices and the mileage
to be driven.

Summary
I. Automobile ownership and operation involves risks of

A. Legal liability for injury to persons or property, fixed by
1. Financial responsibility laws,
2. Compulsory insurance laws,
3. Automobile accident compensation laws (proposed),
4. Common law liability.

B. Damage to own automobile.
II. Bodily injury and property damage insurance protects against the liability

risk.
A. Standard policy

1. Covers persons driving the car with permission of the owner or
legally responsible for the use of it.

2. Obligates company to defend suits, pay costs, reimburse for damages,
and affords other services.

3. To some extent extends to other cars than the one described.
4. Exempts company from liability under certain conditions.
5. Names limits to company’s liability.
6. May include medical payments for persons in insured car.
7. Imposes certain duties on the insured when accident occurs.

B. Comprehensive liability policy is broader than the standard policy and
covers all perils not specifically excepted.

C. Basic rates consist of
1. Pure premium, determined by statistics of losses,
2. Loading for expenses.

D. Manual rates are those usually paid by the insured.
1. Private pleasure car rates depend upon territory and extent of use.
2. Commercial cars are classified by fields of business and size.

a. Trucking and fleet rates
3. Public automobile rates vary with territories and mileage.

a. The “per car” or “earnings” bases
4. Garage and dealers’ premiums are calculated on payrolls.

E. Operation of nonowned automobiles
F. Experience rating methods

III. Fire, theft, and collision insurance covers damage to own car.
A. Standard policy

1. There are conditions under which the car is not covered.
2. The company is responsible for the cash value not exceeding the pol­

icy limits.
3. Many provisions resemble the bodily injury policy.
4. Deductible collision policies are common.

B. Comprehensive policy is broader than the standard policy and covers
any loss not specifically excluded. • .

C. Basic rates are based on past experience on different types of fire ana
theft losses.
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D. Manual rates
1. Private pleasure car rates depend upon territories, list prices, age

groups.
2. Commercial car rates vary with territory, type of use, and age.
3. Public automobile rates vary only with price groups and age of ears.
4. Fleet rates and experience rates are available if the requirements can

be complied with.
5. Dealers’ rates depend upon the fire insurance building rate and the.

territory.
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Problems

1. What is the essential difference between the laws relating to financial
responsibility in Connecticut and in your state? Which do you consider the
better system, and why?

2. What are the defects of the present legal system with respect to auto­
mobile accidents? What are the objections to a system of compensation similar
to that used for industrial accidents?

3. Watson sued Lentz for damaging Watson’s automobile in a collision, and
recovered $500 for damage to the car and $100 for the loss of the use of the
automobile while it was being repaired. Does the property damage policy cover
this contingency?

4. What is the difference between the events covered by a "property damage”
and a “collision” policy?
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5. A is responsible for a collision in which B’s expensive car is damaged to
the extent of S2,000. B and his passenger C are injured, and sue A. B re­
covers 86,000 damages and C 83,000 damages, and the legal costs amount to
$2,000. A is injured and loses four weeks from work, his usual wages being $45
a week. It costs 8900 to repair A’s car.

(a) Which of these losses are covered by A’s bodily injury and property dam­
age policy with standard limits?

(b) Suppose at the time of the accident A’s car was being driven by his wife
and he was riding as a passenger. Would your answer to (a) be the same?

(c) Which of the losses in (a) are covered by B’s bodily injury, property
damage, and collision policies?

(d) If the damages in (a) were not completely paid, what would be the
result under the Connecticut law? The New York law?

6. D was insured against bodily injury and property damage in the Con­
servation Insurance Co. During a streetcar strike in Pittsburgh, he carried
three men to work and home every day in his car for 25 cents each. One day,
while doing so, he damaged X’s car to the extent of $200.

(a) Is he protected by his policy?
(b) Under the financial responsibility law of New York, the Conservation

Insurance Co. is responsible for paying the injured party. If, then, the company
pays X, what is the status of D1

(c) Suppose D had carried the men free of charge, and during a trip a survey­
ing transit belonging to one of his passengers was damaged to the extent of $50.
The passenger sued D. Is D protected by his property damage policy?

(d) Suppose D had a medical payments endorsement on his policy and while
carrying the passengers free of charge one of them was injured and subjected to
8100 surgical expense, which he demands from D. Is D protected by his
policy?

7. Upon the occurrence of a collision between tw’o cars, what are the first
three things the insured should do?

8. Fire insurance has been described as a “personal contract.” Is auto­
mobile bodily injury and property damage insurance a personal contract?
Why?

9. A’s car is insured under a standard automobile bodily injury and prop­
erty damage policy. B asks A to tow B’s trailer, which is not insured, from
B’s house to a neighboring town for repairs. A does so and on the way A’s car
has a collision with X’s car, in which both cars are damaged. A tells X, “It is
all ray fault; I am insured and I will see that you are paid for the damage.
Is A protected by his insurance policy in this case?

10. K works on a commission basis, selling calculating machines for the Gauss
Calculating Machine Co. He is told by his employer to see the Brown Co.
about the purchase of some machines and, finding all the company cars in use,
he takes his own automobile for the trip. He hits M’s car and damages it to the
extent of $400. M sues jointly K and the Gauss Co. (a) Is the Gauss Co.
protected by K’s bodily injury and property damage policy? (b) If K has
no insurance, is the Gauss Co. protected by its own bodily injury and property
damage policy?

11. What are the advantages of a comprehensive policy?
12. Suppose Wilstan, an agent of the Roman Insurance Co., tells you that he

can positively guarantee to get you a lower rate than you can obtain in any
other company, on the Simplex automobile which you own. Do you believe he
can do so? If so, how?

13. Why has list price been generally abandoned as a factor in fixing manual
rates for liability and property damage insurance, although in collision insur­
ance a distinction is still made between high-priced and low-priced cars.

14. According to the figures given in the chapter, what would be the manual
rate, standard limits, for property damage insurance on an A car in Territory 44.
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15. Assume statistics are given as follows:
State

Aver, annual loss, past 5 years  .$10,000,000
“2 “  11,250,000

Aver. no. cars insured, past 5 years  500,000
“ “ “ “ “2 "  625,000

Territory A
$500,000

600,000
20,000
25,000

Average pure premium past 5 years...................... $20.00
“ “ “ “ 2 years...................... 18.00

Present gross premium  .$ 40.00
Factor for desired rate level  .90

If expenses consumed 45 per cent of gross premiums, what would be the gross
premium indicated by these figures?

16. What are the principal factors which govern the fire and theft rates on
a commercial vehicle?

17. M has 75 cars and is therefore eligible for experience rating, for bodily
injury and property damage insurance. His actual losses, all adjusted to the
same level, have been as follows: 1942, S90 and $900; 1943, $600; 1944, .$200
and $3,000. During these three years his premiums were the same each year,
$6,000 per year. Of the gross premium, 45 per cent is for expenses. It is as­
sumed that of the expected losses 60 per cent are normal and 40 per cent excess.
The balance factors are S2,000 for normal loss and $10,000 for excess loss.

If the normal losses are given a weight of 60 and the excess losses a weight
of 40, what would be the per cent reduction from the manual rate for this
experience?

18. In what respects does the experience rating plan for automobiles resemble
the “multi split” plan in compensation insurance?

19. What are the advantages of experience rating in automobile insurance?
20. What is an “actual value form” for fire and theft insurance?
21. Slate’s car was covered for $2,000 by a standard stated amount fire and

theft policy with a $25 deductible provision. While standing on the street his
car was struck by lightning, and damaged to the extent of $500, including $20
damage to tires, and during the excitement a bystander stole his $100 automobile
robe from the seat.

(a) How much can Slate recover on his policy?
(b) Suppose the cause of the damage had been a windstorm and flood; how

much could Slate have recovered? If the policy had been a comprehensive
form ?

22. What would be the premium on an actual value fire and theft policy,
comprehensive form, for a B-price car, age 1, in Territory A-C, according to
rates given in the chapter?

23. A milk wagon is placed in Class 4 according to the manual. What would
be the rate for a “light” wagon of this class, in Territory 44, according to
the rates in the chapter?

24. (a) It is sometimes argued that compulsory automobile insurance makes
drivers more reckless because' they know they are protected against the con­
sequences of damage suits. Do you believe this argument is sound?

(b) It is argued that an automobile compensation law, providing fixed sums
for persons injured by automobiles, would be more expensive than the volun­
tary automobile liability insurance. Do you believe this argument?



CHAPTER 30

Aviation Insurance

Scope and nature. Aviation insurance is not a distinctive form of
protection, but a combination of well-known types of insurance adapted
to the conditions of flying. Persons concerned with the operation of air­
craft may have need of the following types of insurance:

I. Property insurance, covering damage to the insured’s aircraft.
II. Liability insurance, to protect against legal liability for damage to

A. Passengers,
B. Persons other than passengers, which may involve

1. The liability of an airplane operator.
2. The liability of an airport or air meet.
3. The liability of a hangar keeper.

C. The property of others, including possibly
1. Liability for property carried in the airplane such as baggage and

cargo.
2. Liability for property outside the airplane.

III. Accident insurance, purchased by pilots, crew, students, or passengers, to
indemnify for their own injuries.

IV. Various forms of insurance such as workmen’s compensation, employer’s
liability, products liability, and so on, which are not in any way peculiar to •
aviation and need nbt be discussed further in this chapter.

All the services performed by insurance companies in other fields of
insurance are afforded in the field of aviation insurance. In addition to
the improvement of policy forms, inspection and engineering service for
ground liability exposures, and fire prevention and control service for
hangars and other properties are rendered regularly. Federal super­
vision and state legislation have aided the development of policy forms
and underwriting practices. In view of this aid, some observers say that
aviation underwriters have been blessed by their lack of past experience
and thus have enjoyed a freedom of thought and movement that is lack­
ing in other insurance fields.

The Civil Aeronautics Administration governs civil (as contrasted
with military) flying by Civil Air Regulations. It-grants airworthiness
certificates and issues pilots’ licenses. A standard airplane for insurance
purposes is one marked NC, followed by the registration number. Civil
Air Regulations govern the conditions under which aviation insurance is
written.

Background and present organization. The first aviation insurance
policy, covering liability for damage to third parties only, was written by
London Lloyds in 1912. Little progress was made in aviation insurance

646 -
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until the close of World War I. There was considerable experimentation
in aviation insurance following the close of that war, but by 1922 most
American companies had retired from the field, having had unsatisfactory
results. The number of daring long-distance flights and the Air Mail
Act of 1926, encouraging air transportation and travel, influenced com­
panies to expand aviation insurance into the writing of liability insurance,
fire insurance, and accident insurance. From 1928 on, companies asso­
ciated in “pools” or “groups,” a type of organization that has since dom­
inated the aviation insurance market. The first American group was
established in 1928.

The types of aircraft for which aviation insurance can be sold are (1)
airplanes of scheduled airlines, (2) airplanes available for charter for
occasional trips, (3) private passenger airplanes, not for hire, (4) freight
carriers operated by industrial corporations for their own goods, and (5)
student training airplanes. Aviation insurance is usually considered to
include property insurance on airplanes, liability insurance against legal
liability for injuries done to others, and personal accident insurance.
Thus both fire and casualty companies are involved in the business.

There are at present five large pools that transact the great bulk of the
aviation insurance business. A pool consists of a group of associated
companies, which agree to assume definite proportions of the risk on each
policy issued by the “underwriting agency” representing the pool or
group in the transaction of business. One group has an underwriting
agency that acts as a general agent for the individual companies com­
prising the group, but other underwriting agencies operate as separate
entities, managing the business of the pool. One such pool, for example,
includes 19 “member companies,” doing a fire, marine and casualty busi­
ness, and 17 “affiliated companies.” The pool somewhat resembles the
reinsurance pools described in an earlier chapter, except that it is engaged
in the direct writing of risks. The Board of Aviation Underwriters acts
as a statistical agency to compile and file experience, and through the
medium of the pools rates are well standardized. Out of the perhaps
700 fire and casualty companies in the United States only about 20 per
cent are engaged in aviation insurance. Table 42, on the next page, based
on reports of the Board on five groups for five years, gives a fair idea of
the distribution of the various types of business.

Types of policies. There are two basic forms of aviation insurance:
(1) against physical damage; (2) against legal liability. Both forms
are patterned after the policies used in automobile insurance, although
the physical damage policy is known as a “hull policy,” a term borrowed
from marine insurance. The hazards are unique because of the peculiar
characteristics of aircraft as compared with other forms of transporta-

f tion.
The hull policy. The aircraft hull policy (written by fire insurance

companies) indemnifies for damage suffered by the insured’s own air­
plane and may be either (1) a “named perils” policy, which protects
against only the perils specified in the policy, or (2) an “all-risk” policy
(which, despite its name, does have limitations). Each of these con-
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Per Cent Distribution of Net Premiums Written
1938-1942 .

TABLE 42

Hull
Passenger

Liab.
Public
Liab.

Property
Damage

Scheduled Airlines......... 23.9
5.0

19.3
39.7
10.0

2.1

100.0

87.0
3.1
4.1
2.4
3.0

.4

100.0

12.3
4.1

15.5
9.8

10.8
25.1

3.4
13.0
4.3

.3
1.4

100.0

16.4
5.0

18.4
12.8
11.4
25.2
2.3
8.5

100.0

Industrial Aid Risks....
Flying Services...............
Manufacturers................
Private Pleasure............
C. A. A.............................
C. A. P.............................
Airport.............................
Products..........................
Hangar Keeper...............
Baggage...........................

Personal
Accident

All
Policies

Individual..............
Group.....................
C. A. P...................
C. A. A...................

43.1
23.0

2.4
31.5

100.0

Hull........................
Pass. Liab.............
Pub. Liab..............

Prop. Dam...........
Pers. Acc...............

56.2
19.3
6.7
5.1

12.7

100.0

tracts may be written (a) to cover the risk of damage from a “crash” or
collision in flight, or (b) to exclude crash and collision in flight. There
is also available (3) a special policy for light airplanes, with distinctive
features designed to lessen its cost.

All of these policy contracts have certain common features, which may
be discussed at once. The policy bears the description of the aircraft,
engine, license number, type of plane (land, sea, or amphibian), and the
passenger seating capacity excluding the crew. The use is noted as either
(1) “private pleasure and business,” which excludes operation for hire,
or (2) “commercial,” which refers to all operations incidental to the
business of the insured including operations for hire but excluding student
instruction, or (3) “commercial use,” which includes student instruction.
A list of pilots who use or may use the airplane is attached, and loss in
flight is covered only for these operators. The aircraft named is covered
anywhere in the United States and Canada, and in Mexico within 100
miles of the Mexico-United States international boundary. The aircraft
is defined to include the hull, installed engine, and equipment attached
to the plane including navigation and engine instruments.

Exclusions. The hull policy does not cover any loss occurring while
the aircraft is used for any unlawful purpose with the knowledge and con-
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sent of the insured, or any loss caused by wear and tear, mechanical
breakage or structural failure (unless resulting from the perils insured
against), war, invasion, warlike operations, strike, riots, civil commotion,
malicious mischief, sabotage, or intentional injury or destruction by any­
one. Losses resulting from capture, seizure, arrest, restraint, or deten­
tion, or any taking of the property or damage to it by any government
or military, naval, or usurped power are also not within the scope of the
contract.

Extent of liability. The company’s liability for total loss or destruc­
tion of the aircraft is stated in certain hull policy contracts as “the actual
cash value at the time of loss” or “the cost to replace.” Other hull poli­
cies are valued policies providing that the company will pay the value
stated in the policy to the insured in money. Depreciation is applied in
either case, however, being figured at 20 per cent per year for new air­
craft and at 15 per cent per year for craft over three months old at the
policy inception date. Depreciation is not a factor in partial losses.

In case of partial loss, if repairs are made by the insured to his own
airplane, the total of the following items becomes the measure of loss pay­
able by the company: (1) the actual cost of material or parts, (2) the
wages paid for labor (but not at overtime rates), (3) 50 per cent of the
actual wages paid (in lieu of overhead charges or overtime charges),
(4) the cost of the least expensive transportation for the aircraft or parts
to a place of repair and the cost of the return of the repaired aircraft to
the place of accident or the hull airport, whichever may be nearer.

If the repairs are made by someone other than the insured, the com­
pany pays the bill for repairs plus the transportation charges mentioned
directly above. In any case the total amount payable in case of partial
loss, regardless of the total or items listed above, may not exceed the
amount that would have been paid for a total loss.

A payment of a loss by the company reduces the amount of insurance
under the policy pro tanto. After repairs have been completed, the in­
surance may be reinstated for an additional pro rata premium.

Other provisions. In the event of loss, the insured is required to notify
the company by telegraph, giving proper description and identification
of the aircraft and the damage, and thereafter to co-operate with the
company by making available all records and logbooks that may be re­
quired. The insured must also, upon request by the company, submit
to examination under oath.

Named perils hull policy. A description of the perils covered, at­
tached to the body of the contract discussed above, constitutes the named
perils hull policy. The perils listed are one or more of the following:

Fire, explosion and lightning. This includes all losses by fire, explo­
sion, and lightning while the aircraft is on the ground (either exposed or
in a hangar) and while it is in flight, except losses by fire and explosion
resulting from collision while in flight. If loss from fire or explosion
resulting from collision while in flight is covered, it is so covered under
the collision section in order to avoid the necessity for separating the
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amount of damage caused by a collision from the amount of damage
caused by the fire following the collision, at many times an impossible
task.

Transportation. This peril includes any accident to the conveyance in
or upon which the aircraft, properly dismantled and prepared for ship­
ment, is being transported, other than on coastwise, gulf and ocean-going
vessels, and lighters.

Tornado, cyclone, and so on. Tornado, cyclone, windstorm, hail, sleet,
snow, earthquake, or flood (except if these occur and cause damage while
the aircraft is in flight), and the collapse of any hangar, shop, or other
place of housing, are insured against.

Land damage. This peril is described as two items. The first is loss
resulting from the aircraft’s being struck by or striking any aircraft,
vehicle, vessel, building, or other object (except while in flight). The
second item includes breaking, denting, marring, and scratching of the
aircraft, and also damage suffered while in the custody of a hangar
keeper, repair or service organization, or while being stored or serviced
or overhauled, if the aircraft at the time of loss is not under the control
of the insured and the loss is not caused by any act or omission by the
insured.

Theft, robbery, or pilferage. These perils are insured against, except
when such losses are permitted by anyone in the insured’s employ. The
damage done to the aircraft by thieves is also covered.

Crash or collision during flight. This means loss arising from collision
during flight, including fire or explosion resulting therefrom caused by
collision with the ground, water, or other object. It also includes loss
caused by hail, sleet, rain, or snow during flight. The damage caused
by water, sinking, or stranding following a forced landing on water is
covered, including whatever towing and salvage charges may arise. The
policy provides that if an aircraft is unreported for 60 days after its
takeoff it will be assumed lost from one of the perils in this section.
Losses payable under these perils are usually subject to a clause provid­
ing that 10 per cent of the insured value is deductible from each loss,
subject to a minimum of S100.

General average and salvage charges. These charges, which were de­
scribed in the chapter on Ocean Marine Insurance, are covered without
additional premium charge. v >

Comprehensive form. When all of the above-named perils are insured
against in one policy, it is known as the “comprehensive form,” and when
all except the hazards of “crash or collision during flight” are covered, it
is called the “comprehensive form, excluding crash.”

All-risks .hull policy. The all-risks form covers any direct loss or
damage to the insured’s property, subject only to specific exclusions.
The distinctive feature of any all-risks policy, as explained in other chap­
ters, is that the insured can be certain that no hazard is left uncovered,
anticipated or unanticipated, except those enumerated in the policy.
There are generally available three degrees of protection in aviation all­
risks policy forms.
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The first covers all risks including crash or collision, and subject only
to the general conditions and exclusions of the policy, thus protecting the
aircraft anywhere on the ground and anywhere in the air, subject to the
geographical limits, from every peril.

The crash or collision indemnity, however, is subject to a deductible
amount, usually 10 per cent of the insured amount but not less than §100
for each loss. Damage by fire or explosion resulting from crash or col­
lision while in flight is also considered a collision section peril and there­
fore subject to this same deduction.

The second variety of policy is “all risks except while in flight.” Perils
such as crash or collision in flight, fire in the air, and fire or explosion re­
sulting from collision in flight are not included, nor are any other possi­
bilities of damage from the time the airplane starts its takeoff run until
it completes its landing run. This form is written with- no deductible
feature.

The third form covers “all risks while not in flight” and also fire, ex­
plosion, and lightning while in flight if not the result of crash or collision.
This is the same as the previous form, except that loss by fire, explosion,
or lightning during flight is added to the coverage. This form is written
with no deductible amount, and its rate is but slightly above that for the
coverage without indemnity for “fire in the air.”

Light plane policies. Physical damage coverage for all hazards in­
cluding collision is provided for light planes, which usually belong to
private owners. The rate is reasonable because the insured bears a part
of all collision .and land damage losses. An aircraft weighing less than
2,000 pounds gross is classified as a light plane. There are two policy
forms, each available either on a named-perils basis or an all-risks basis:
the deductible and the participating forms. These derive their names
from the treatment of collision losses.

The deductible policy provides that the windstorm (tornado, cyclone,
and so forth) and land damage loss payments are subject to §50 deduc­
tion for each loss, and that collision loss payments are subject to a deduc­
tion from each loss of 30 per cent of the insured amount. The losses from
other perils are subject to no deduction. In the named-perils form, these
“other perils” are fire, transportation, and theft, and in the all-risks form,
they are all risks other than the ones enumerated as subject to the deduc­
tion.

The participating policy makes windstorm and land damage loss pay­
ments subject to §25 deduction for each loss, and in collision losses the
first 20 to 40 per cent of each loss is borne by the insured. The per cent
varies in private policies with the hours of flying experience, and on com­
mercial policies with the presence or absence of the “instruction hazard.”
In this, as in the preceding forms, the other perils have no deductible or
participating limitations on loss payments.

It is important to recognize the difference between the deductible pol­
icy form and the participating form. Under the deductible policy,' if an
aircraft insured for §2,000 suffers a §1,000 collision damage, the insured
would bear 30 per cent of the insured value as the amount deductible



652 INSURANCE AGAINST LEGAL LIABILITY

from the loss payment by the company, or $600, and a claim would be
paid by the company of 8400.. Under a 30 per cent participating policy,
if the airplane insured for 82,000 suffered a 81,000 collision damage, the
insured would stand 30 per cent of the loss, without regard to the insured
value. Thus 8300 would be deducted, and the insured would receive
8700. Inasmuch as the deductible form bears more heavily upon all
losses other than total, rates are higher for the participating form.

Fire coverage hull policy. An owner sometimes wishes to insure his
aircraft against the peril of fire without adding the land damage, theft,
windstorm, or collision protection. One policy form insures against fire,
explosion, lightning, and transportation, under all circumstances (on the
ground and in flight), except fire and explosion resulting from collision
while in flight.

Another form covers fire, explosion, and lightning (except while the
aircraft is in flight), and transportation. In this form, fire and explosion
resulting from crash or collision while in flight are naturally excluded
also.

Aviation liability. Owners and operators of aircraft assume not only
the risk of physical damage to their own planes but also the responsibility
for legal damages to those whose personal injuries or property damage
results from the ownership or operation of airplanes. This latter re­
sponsibility depends upon the law governing the rights of injured parties
against the owner or operator, and protection against it is afforded by
liability policies.

It is convenient to discuss separately the legal liability of airplane car­
riers (a) operating within the United States and (b) engaged in inter­
national transportation.

United States. The question of whether all the legal principles apply­
ing to liability for torts arising out of land transportation accidents apply
to aviation accidents has been a matter of discussion since aviation be­
gan. Whether liability for all classes of persons and property (such as
passengers, goods transported by plane, persons and property on the
ground, and persons and property in other aircraft) should be the same,
is another field for argument. The earliest decisions involving liability
of aircraft were based on the common-law rules of negligence. It was
soon realized, however, that there was no opportunity for persons or prop­
erty on the ground to avoid injury from the aircraft or other falling ob­
jects. In these instances, therefore, operators tended to be regarded as
liable regardless of the circumstances of the accident in accordance with
a doctrine called “absolute liability.” A proposed Uniform State Law
for Aeronautics (U S L A) was prepared in 1922 by the American Bar
Association and the National Conference of Commissioners on Uniform
State Laws. By 1944 it had been adopted by 21 states and Hawaii, but
only 14 states and Hawaii adopted the full text of the law, others failing
to include Section 5 on absolute liability.

(1) With respect to bodily injuries to persons other than passengers,
the U S L A provided in Section 5 for absolute liability of carriers. This
section states that the owner and operator are “absolutely liable for in-
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juries to persons or property on the land or water beneath, caused by the
ascent, descent, or flight of the aircraft, or the dropping or falling of any
object therefrom, whether'such owner was negligent or not, unless the
injury is caused in whole or in part by the negligence of the person in­
jured, or of the owner or bailee of the property injured.”

(2) In case of damage done to property on the ground, Section 5 of the
US L A, as seen from the quotation above, provided for absolute liability
of the carrier.

(3) Injury to passengers is not covered by any state or Federal law on
aeronautical operation and therefore is governed by the law of negligence
of the state in which the accident occurs.

(4) The U S L A made no provision for liability for damage to cargo
and baggage.

(5) The U S L A provided that the liability for damage to other air­
craft by collision was to be determined by the rules of law applicable to
torts on land.

There being lack of general satisfaction with the present situation,
various proposals have been made by the American Bar Association, the
National Conference of Commissioners on Uniform State Laws, and the
American Law Institute. The Commissioners on Uniform State Laws
proposed in 1938 a uniform liability act that was unsatisfactory to avia­
tion interests. Later in 1938 the Civil Aeronautics Authority ordered a
full study of the matter, the amended uniform act remaining meanwhile
in abeyance. This proposal involved absolute liability for the owner of
the aircraft for injuries or damage to passengers, cargo carried, persons
on the ground, and property on the ground, with limits upon the amount
of recovery. In 1941 a report by the legal department recommended the
adoption of a comprehensive Federal aviation liability statute, to define
liability in aircraft accidents and authorize a Federal agency to compel
all aircraft operators to carry liability insurance. The report criticized
present state laws governing accident liability as not well adapted to the
characteristics of travel by air.

An act pending in the House of Representatives in 1945 provided that
carriers should be liable for injuries to passengers unless the carriers
could show that the result was not due to failure to use the highest de­
gree of care. Limits are placed on the amount of liability. Carriers are
liable for damage to persons or property on the ground, entirely outside
of airport areas, and, in case of negligence, within such areas. They are
liable for loss or damage of baggage or cargo and for unreasonable delay
in delivery, but with limits on baggage of 850 per passenger and on cargo
of 850 for the first 100 pounds and 8.50 per pound additional on weights
exceeding that figure.

International transportation. Because of the international character
of aircraft flight, the need for international rules as to liability was rec­
ognized in 1925 at the First International Conference on Private Air
Law. At the Second International Conference in 1929 at Warsaw, rules
were established that were ratified by 29 countries, including the United
States. These rules are referred to as the Warsaw Convention. In 1933 
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another convention was held in Rome “for the unification of certain rules
relating to damage caused by aircraft to third parties on the surface,”
hereafter called the Rome Convention. This was to come into force
after ratification by five countries. As yet only four have ratified it, and
it has not yet been ratified by the United States.

(1) For bodily injuries to persons on the ground, the Warsaw Con­
vention took no action, but the Rome Convention provided that carriers
should be absolutely liable, with a limitation of 200,000 francs for one
person and 2,000,000 francs for one accident. Carriers were to be re­
quired to provide insurance or other guarantee for the satisfaction of
claims.

(2) For damage to property on the ground, the Rome Convention pro­
vided for absolute liability.

(3) For injury to passengers, the Warsaw Convention provided that
the carrier was presumed to be liable, but might escape liability by prov­
ing that it had taken all necessary measures to avoid the injury, or that it
was impossible to take measures to protect the property, or that the neg­
ligence of the injured person contributed to the injury. The limit of lia­
bility was fixed at 125,000 francs per person.

(4) Damage to cargo and baggage was established as the responsibility
of the carrier by presumption, but the carrier might escape responsibility
by proving the exercise of necessary care. A limit of 250 francs per kilo­
gram was fixed unless a declaration of value was made and the addi­
tional value paid for.

Liability policies. Protection afforded. The aircraft liability policy
follows generally the form of the liability and property damage policies
in other fields of insurance. The insurance is against the liability im­
posed upon the insured by law on account of injury or damage suffered
by any person as the result of an accident and in consequence of the
ownership, maintenance, or use of the aircraft described in the policy.
In addition, the company agrees to pay the expenses incurred in provid­
ing immediate surgical relief necessary at the time of an accident, to in­
vestigate all accidents reported under the policy, to defend suits against
the insured, and to pay court costs, the premiums on attachments or ap­
peal bonds, and interest accruing after the entry of judgment.

Omnibus clause. The “insured” in an aircraft liability policy is not
only the individual or firm named (known as the “named insured”) but
also any passenger, any pilot (except a student or renter pilot) while op­
erating the aircraft with permission of the named insured, and any per­
son legally responsible for the operation of the aircraft. The protection
of this “omnibus clause” does not apply, however, to the liability of peo­
ple in the aviation field, or to the liability of an employee of the insured
who may cause injury or death to another employee of the insured, or to
liability of anyone for injury or death suffered by the named insured.

The protection afforded by the aircraft liability policy includes three
types of insurance, for each of which a separate premium is charged.

(1) Public liability. The first is protection against liability for bod­
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ily injury or death suffered by members of the public other than passen­
gers, executives, employees, and students of the insured, while engaged in
their duties of employment or training. A passenger is a person carried
in, boarding, or alighting from an airplane other than a pilot, co-pilot or
a member of the crew’ while in the course of employment by the insured.
This protection is subject to a limit of payment for one person, and a
limit for one accident. The basic limits are §5,000 for one person and
§10,000 for one accident. '

(2) Property damage. The second form of protection is against lia­
bility for damage to or destruction of property of others, including loss
of use thereof. Excluded, however, are property belonging to or in the
custody or control of the insured or his employees, property rented and
for which the insured is legally responsible, and property carried on any
aircraft belonging to or in the custody of the insured. For this type of
insurance the company sets a limit per accident. The basic limit is
§1,000.

(3) Passenger liability. The third protection is against liability for
bodily injuries or death to passengers, w’hether carried for hire or as
guests. As in the public liability section, the insurance is subject to a
limit per person, the basic-limit being §5,000 per person, and an overall
limit per accident, the latter being the single passenger limit multiplied
by the number of seats in the plane.

Other provisions. The policy names and describes the aircraft insured
by make and model of the engine, identification or license number, pas­
senger-seating capacity, and nature (land plane, seaplane, amphibian).
The names and ratings of pilots who will operate the aircraft are listed
in the policy. The basic policy is for §5,000 and §10,000 public liability
limits, §1,000 property damage, and §5,000 per seat passenger liability.
There is also available a §5,000 single limit liability policy providing up
to §5,000 insurance for all coverages combined, with a premium less than
the combined premiums for the separate coverages.

Exclusions. Liability assumed by the insured under any contract or
imposed by a workmen’s compensation act is not included in the scope of
the policy. Nor does the policy protect against any liability resulting
from violation with the insured’s consent of the conditions of the air­
craft’s Federal Airworthiness Certificate or of the Federal regulations for
civil aviation as to acrobatics, instrument flying, night flying, repairs,
alterations, and inspections. Other uninsured operations are: any use
for an unlawful purpose with the knowledge and consent of the insured;
any operation outside the United States, Canada, and that part of Mex­
ico w’ithin 100 miles from the Mexico-United States boundary; any op­
eration in connection with closed course racing; use other than that spe­
cified in the policy, unless permission is given by the company; any
operation by a pilot not named in the policy, except that starting and
running of the engine and taxiing by licensed pilots or mechanics holding
a Federal airplane or engine mechanic license are permitted. Liability
resulting from war, invasion, military or naval or usurped pow’er, or con­

1
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fiscation by order of any government or civil authority is not covered.
Other policies. Reporting forms. Liability insurance and hull in­

surance policies may be issued as ’‘open” forms covering all operations
of all aircraft of the insured, provided such operations are reported pe-

- riodically to the insurer. New aircraft acquired by the insured are usu­
ally covered automatically. These forms are available to (1) operators
of airlines and fleets of airplanes, (2) aircraft manufacturers, and (3)
aircraft distributors.

Manufacturers’ policies. Manufacturers may obtain insurance against
physical damage to experimental planes during the testing period. The
crash risk, which is of course the greatest, is insured against for a speci­
fied number of flying hours, at from 5 to 20 per cent of the insured value
for, say, 20 flying hours. Additional hours of protection may be ob­
tained later at a reduced rate. Liability protection may be obtained
also, arranged in the same manner. Risks to the hull on the ground are
covered by a policy rated on a per diem basis, in force only while the air­
plane is outside the manufacturing plant. Much lower rates are quoted
for similar models following the original model. z

Airport liability policy. This form indemnifies the owner or operator
of an airport when liability to third parties is imposed upon him by law
on account of bodily injury or property damage arising out of the owner­
ship, maintenance, or control of an airport. It is an owners’, landlords',
and tenants’ public liability policy containing an endorsement that cov­
ers accidents resulting from the use, maintenance, or operation of air­
craft. The policy does not cover liability arising out of air meets, and
the like, for which admission is charged, or liability for damage caused by
aircraft owned by the airport operator.

Air meet liability policy. This form indemnifies the sponsors of an air
meet for liability imposed upon them by law to third persons because of
bodily injury or property damage during the conduct of an air meet for
which admission is charged. Participants in the air meet may not re­
cover under this policy.

Hangar keeper’s liability policy. This form indemnifies the owner or
lessee of a hangar in case he incurs any legal liability because of damage
to the property of others while the property is in his care or custody.

Employer’s aviation indemnity policy. This form reimburses an em­
ployer for the amount paid under a voluntary contract made by an em­
ployer with his employees for death or dismemberment sustained by the
employees while flying as passengers on scheduled airlines.

Admitted liability insurance. This form agrees to pay to a passenger
(or his dependents) who suffers bodily injury certain stated benefits, if
he will release the insured from any other liability, and if he will not, the
form indemnifies the insured for any legal damages he may be forced to
pay to such passenger, not exceeding the stated benefits mentioned above.
This policy does not cover passengers carried for hire, and is useful prin­
cipally to business concerns that use planes in the course of .their busi­
ness and to private owners w'ho wish to protect guests.

Workmen’s compensation and employer’s liability policy. This is the 
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usual policy for this purpose, written at the usual rates, but the opera­
tions that involve pilots, mechanics, and other essentially aircraft classi­
fications are handled by the aviation groups.

Accident insurance. Since the general features of accident insurance
have been fully dealt with in Chapter 14, there are noted here only a few
features peculiar to aviation policies.

(1) Ordinary accident policies tend more and more to permit unlim­
ited travel by passengers on scheduled airlines without additional pre­
mium. Passengers without such policies or with policies excluding, the
air hazard may obtain individual airline accident policies that protect
against accidents while traveling as a passenger on any domestic sched­
uled airline and on certain specifically named scheduled airlines operat­
ing outside the United States. For a policy paying $1,000 for death and
dismemberment, $50 medical reimbursement, and $5 weekly indemnity
(used hereafter for all premium illustrations), the cost is about $1.90 a
year.

Two forms of group policies for passengers on scheduled airlines are
issued, one indemnifying an employer if he pays the amount scheduled
in the policy to the injured employee if the latter is injured on business,
and the other paying the injured person directly, whether or not he was
on business at the time. Both of these policies indemnify only for death
or dismemberment.

Passengers flying on nonscheduled-trips (such as in chartered planes,
private planes, and so forth) can obtain policies similar to those for
scheduled airlines at a cost of about $11.10.

(2) Private pilots or student pilots may obtain a policy covering their
-pilot flights and also .their travel as passengers for about $19.50.

(3) Commercial pilots and crew may obtain a policy covering their
pilot operations and also their travel as passengers for about $26.80.

Premium rates. Hull insurance rates are quoted per $100 of insur­
ance and depend upon the following factors:

(1) Perils. The all-risk policy costs slightly more than the compre­
hensive policy including all named perils, the difference being evident
from the illustrative table of rates on page 658. The most important
factor in the rate is whether or not the crash hazard is covered. On
commercial airplanes, the all-risk rate including crash is about 185 per
cent of the rate excluding crash, and on private planes, the former is
about 135 per cent of the latter. The crash premium is more than this
difference, however, for the crash losses are subject to deductible pro­
visions.

(2) Character of use. Planes are classified as (a) “private business
and pleasure,” which includes individual owners and business firms which
use planes to transport executives and salesmen, (b) “commercial, ex­
cluding instruction” and (c) “commercial, including instruction.” The
rates for an all-risk policy, including the crash hazard, on a new, heavy,
land plane, insured for its full value, for these three kinds of use, respec­
tively, are about $10.50, $11.75 and $12.75.

(3) Size of plane. Planes are divided into (a) light planes, weighing
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under 2,000 pounds gross, and (b) heavy planes, weighing more. Rates
for the light planes are higher than for heavy planes because they are
often flown by beginners and make more takeoffs and landings in pro­
portion to the mileage flown. For the all-risk policy on a new, land
plane, used for private business, the light plane is charged §13.50 and
the heavy plane §10.50.

(4) Type of plane. Rates for seaplanes are higher than for land
planes, because on the former there is the mooring risk to be considered.
From §1.00 to §1.75 is added to the land plane rate.

(5) Age of plane. The basic hull rates assume that the plane is new
and is insured for the full value. If the aircraft is more than three
months old at the inception of the insurance, it is not classified as new
and the basic rate is increased by a “loading factor.” This is also true
when the amount of insurance is not equal to the full value new. The
loading is a rate per §100 applied to the difference between the original
list price and the amount of insurance. On an all-risk policy including
crash, for example, for a private business land plane over 2,000 pounds,
in commercial use excluding instruction, the basic rate is §11.75. For a
§10,000 airplane insured for §8,000, the basic premium would therefore
be §940. To this is added a loading of §58.60, making the total premium
§998.60.

The loading is designed to cover (a) the coinsurance factor in the case
of a new plane not fully insured, or (b) in the case of a used plane, the
substitution of new parts for old parts in the course of repairs. On par­
tial losses the used parts are replaced with new parts and the partial loss
exposure is increased in proportion to the amount of insurance written.
In the case of ground risks the loading is about 25 per cent of the basic
rate, and on policies insuring against “fire only” the loading is about 15
per cent of the basic rate. In the latter there is less risk of partial loss
than from other perils in the ground risk policy.

* These rhtes are for illustrative purposes only, and do not purport to be current rates.

Basic Aircraft Hull Rates Per $100 Insurance*

All Risks Named Perils

Excl. Crash Incl. Crash Incl. Crash

Private business and pleasure
Land plane (light)......................
Land plane...................................
Seaplane (light)...........................
Seaplane........................................

Commercial, excl. instruction
Land plane...................................
Seaplane........................................

Commercial, incl. instruction
Land plane...................................
Seaplane........................................

S3.50
3.25
5.25
5.00

3.50
5.25

3.50
5.25

S13.50
10.50
15.00
12.00

11.75
13.25

12.75
14.25

$13.00
10.00
14.25
11.25

11.25
12.50

12.25
13.50

Liability rates. Rates for public liability and property damage are a
flat sum per airplane, with reduction for limits above the basic limits, 
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because the higher the limits the less likely that the damages will reach
such limits. Rates for passenger liability are on a per seat basis, with
similar reductions for higher limits. Several factors are influential in
determining the rate charged.

(1) Type of liability. For the basic limits, the same rates are charged
for both public liability and property damage protection. Foi’ passen­
ger liability, however, the rates are higher because the danger of injury
to the passenger exists during the entire flight, whereas the danger of
damage to the public exists principally when the plane is at airports and
over thickly populated sections. , *’

(2) Type of use. Public liability and property damage rates are
higher for commercial airplanes than for private business and pleasure ■
airplanes. The former use airports more frequently and are likely to use X.
the larger airports. In passenger liability the responsibility of the com­
mercial carriers to fare-paying passengers makes rates higher than for
private .owners, whose responsibility to nonpaying guests is less.

(3) Number of seats. Although the charge for passenger liability is
on a per seat basis, th? rate per seat declines as the number of seats in­
creases, to allow for the fact that the average occupancy of the airplane
is usually less than the number of seats. No reduction is made for seats
exceeding four.

A table of illustrative rates is given below.
For the 85,000 single limit policy, the premium charge is one half the

combined rate for 5/10 limits on public liability, $5,000 property dam­
age, and the seat charge for $5,000 passenger liability.

For fleets of planes, in which records are kept for the purpose of pre­
paring reports of operations, a reporting form policy may be obtained,
on which the premium is paid on the number of flying hours. The rate
per hour is usually taken as the flat' annual rate divided by 500, on the
assumption that this figure is somewhat less than the average number of
flying hours per aircraft for a typical operator.

Airport liability policies are written for $50 to $400 for public liability
and for $25 to $200 for property damage protection, depending upon the'
area, highway frontage, number of hangars, types of flying, and a num­
ber of other factors.

Illustrative Liability Rates

(for basic limits)
Public Properly Passenger

Liability Damage Liability
Private business

and pleasure  $20 325 $35 (1 seat)*
Commercial  35 40 50 (1 seat)**

♦Additional seats call for about $15 increase per seat.
** Additional scats call for about $25 increase per seat.

Summary
I. Aviation insurance includes property insurance, liability insurance, and

personal accident insurance.
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II. It is principally transacted by groups of companies, through underwriting
agencies.
A. Hull insurance accounts for more than half of the premiums.

III. The principal types of aircraft policies are
A. “Hull policies,” which cover physical damage to the aircraft itself, in­

cluding either
1. Named perils.
2. All risks.

B. Liability insurance, which covers responsibility for bodily injury or
property damage to others. •

C. Aviation accident insurance is also considered part of the aviation field.
IV..  Aircraft hull policies

A. Provisions common to all policies
1. Exclusions
2. Extent of liability
3. Other provisions .

B. The named perils form protects against losses from
1. Fire, explosion and lightning.
2. Transportation perils.
3. Windstorm, hail, earthquake, flood, and so forth, when not in

flight.
4. Land damage, or collisions, and so forth, on the ground.
5. Theft, robbery, or pilferage.
6. Collision or crash during flight.

F. The all-risks policy is of three forms, covering
1. All risks (with specific exclusions).
2. All risks except perils of flight.
3. All risks while not in flight, and fire, explosion, and lightning in

flight if not resulting from crash or collision.
G. Light plane policies

1. The deductible form
2. The participating form

H. Fire coverage form includes fire, explosion, lightning, and transporta­
tion perils.

V. Aviation liability law
A. In the United States
B. International transportation

VI. Liability policies
A. Protection afforded includes property damage and liability.
B. Omnibus clause covers numerous persons.
C. Perils covered
D. Other provisions
E. Exclusions

VII. Other policies
A. Reporting forms
B. Manufacturers’ policies
C. Airport liability policies
D. Air meet liability policies
E. Hangar keeper’s liability policies
F. Employer’s aviation indemnity policy
G. Admitted liability insurance
H. Workmen’s compensation and employer’s liability insurance

VIII. Accident insurance
A. Many ordinary policies permit travel on airlines.
B. Special rates apply to

1. Travel on nonscheduled aircraft.
2. Private pilots and students.
3. Commercial pilots and crew's.
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IX. Premium rates
A. For hull insurance depend upon

1. The perils covered.
2. Character of use.
3. Size of plane.
4. Type of plane.
5. Age of plane.

B. Liability rates depend upon •
1. Type of liability covered.
2. Type of use.
3. Number of seats.
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Problems

1. A’s plane, which he rents to business firms, crashed because of ice on the
wings, damaged the roof of a bank building to the extent of $1,000, killed an
employee of the bank, and damaged itself to the extent of $4,000. The bank
sued A for the damage done, and the wife of the employee sued for S10,000 for
the death of her husband.

(a) Can the bank probably recover for the damage if the accident occurred
in a state where the Uniform State Law for Aeronautics is in force?

(b) Under a liability policy with ordinary limits, is A protected against the
consequences of the suit by the bank? Against the consequences of the suit by
the employee’s wife? •

(c) Under what forms of the all-risk physical damage policy can A recover
for the damage to his plane? How much can he recover under each?

2. If A’s plane were used for private business and pleasure, would the pre­
mium be higher or lower than the premium for commercial purposes?

3. What effect has the weight of the plane on (a) hull policy rates? (b)
liability policy rates?

4. B’s plane, used for private pleasure purposes, weighs 1,800 pounds and
is insured under a light plane hull policy, all-risk form, deductible type.

(a) If the plane is damaged to the extent of $100 by being struck by' an
automobile while taxiing to the runway, how much can the insured recover?

(b) Suppose that the damage was due to a collision with another plane while
the insured plane was on its takeoff run. What can the insured recover?

(c) What would be the indemnity due if the policy were of the participating
type?

’ (d) "What advantage does the insured derive from using the all-risk form
rather than the named perils form of policy? How much extra does it cost
him?

1
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5. What are the reasons for using deductible provisions in hull policies?
Is this practice also followed in (a) fire insurance? (b) credit insurance?
(c) title insurance? (d) marine insurance?

6. How does the treatment of depreciation in connection • with partial losses
on aircraft hull policies differ from the treatment of depreciation in ocean
marine hull policies?

7. Do you believe that liability insurance for aircraft should be compulsory?
8. What resemblance is there between the aircraft liability policy and the

automobile liability policy with respect to the persons insured by the policy?
What difference between them?

9. Public liability and property damage policy forms for regularly estab­
lished airlines resemble what kind of fire insurance policy?



Part VIII

INSURANCE AGAINST DISHONESTY

CHAPTER 31

Theft Insurance

Introduction. Stealing has been estimated to involve about 850,000,-
000 in money, securities, and property a year. The forms of insurance
that repay victimized individuals or firms are therefore important as well
as numerous.

Even though theft insurance was attempted as far back as 1787, no
substantial amount of insurance of this type was sold until about 1890.
After a slow start the business developed into an important part of the
insurance field.

The avenues of loss through criminal or dishonest acts are mainly as
follorts: (1) burglary; (2) robbery; (3) theft; (4) forgery; (5) other dis­
honest or fraudulent acts, such as embezzlement, misappropriation, will­
ful abstraction, and willful misapplication. In recent years there have
been extensions of coverages beyond these specified acts, a subject that
will be discussed later. Policies covering the hazards listed above may
include one or a combination of these hazards for specified types of prop­
erty. In the present chapter discussion will be limited to the hazards
of burglary, robbery, theft, and forgery.

Burglary, robbery, and theft insurance. All but one of the policies
used for these forms of insurance apply to the hazards of business enter­
prises. The “residence and outside theft” policy, which is the exception,
affords protection to the individual for personal possessions of nearly all
types. The business policies form two classes, one for mercantile estab­
lishments and the other for banks.

By policy classification these coverages are mainly as follows:

I. Burglary, robbery, and theft policies
A. Personal

1. Residence and outside theft
2. Safe deposit box

B. Mercantile
1. Open stock burglary and theft
2. Safe burglary
3. Interior robbery
4. Outside (messenger) robbery
5. Payroll (paymaster) robbery
6. Combination forms >.

C. Bank
1. Burglary and robbery
2. Safe deposit box

663
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II. Forgery '
A. Mercantile

1. Depositors’ bond
2. Depositors’ and commercial forgery bond
3. Family forgery policy

B. Bank
1. Blanket- forgery and alteration bond
2. Limited forgery bond ■,
3. Clause D of fidelity bond 8-R
4. Securities forms

Definitions. Since the various policy contracts covering crime haz­
ards depend for loss payment upon whether a burglary, a robbery, a
theft, or a forgery was committed, and since the statutory definitions of
these terms vary with geographical jurisdictions, insurance companies
include in the policy forms definitions of the crimes covered in order to
avoid dispute after a loss and to achieve uniformity of coverage. The
right of the insurance company to abide by its policy definitions even
when they differ from statutory definitions has been upheld by the courts.

Burglary means the forcible entry into premises for the purpose of
stealing. It is defined in the (mercantile) stock burglary policy as “any
person or persons making felonious entry into the premises by actual
force and violence when the premises are not open for business, of which
there shall be visible marks made upon the exterior of the premises at
the place of such entry by tools, explosives, electricity or chemicals.”
The only limitation is that the premises be closed for business when the
burglary occurs, even though that may be during the daytime. Evi- ■
dence of entry by force is required in order to exclude losses occasioned
by a person who secretes himself on the premises before closing time and
later simply walks out with booty. This requirement also eliminates
losses that result from the stealing of keys to the premises. It may make
it difficult for an insured to prove his loss, however. “Felonious entry”
means unlawful entiy. The addition of “explosives, electricity, and
chemicals” to “tools” is testimony to the technical progress of criminals.

Virtually the same definition is used in the safe burglary policy, except .
that felonious entiy must be made into the safe or vault insured, when
the doors of the safe are closed and locked. In addition, the visible
marks of entry must be found on either the doors, or the top, bottom, or
walls of the safe. The bank burglary policy definition follows generally
that of the safe burglary contract but requires no “visible evidence.”

Robbery is the taking of property from a person by force or threat of
force. In robbery policies it is defined as a forcible, felonious taking of
property from its'custodian (1) by violence; or (2) by putting him in
fear of violence; or (3) by any other “overt felonious act committed in
his presence and of which he was actually cognizant, provided such other
act is not committed by an officer or employee of the insured”; or (4) by
“taking the property from the person or custody of a custodian who has
been killed or rendered unconscious by injuries inflicted maliciously or
sustained accidentally.” Robbery is what is usually meant when the
description “holdup” is used, but under the policy definition a robbery
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may occur without the use by the criminal of a gun or other weapon.
The commission of an “overt felonious act,” such as the snatching of a
moneybag from a messenger’s hand, or the grabbing of fur skins from
the sorting desk of a furrier, as long as it is “committed in his presence”
and is an act “of which he was actually cognizant,” would constitute a
robbery. The inclusion of losses occasioned when a custodian is killed
or rendered unconscious refers most particularly to robbery on the high­
ways or street.

Larceny, in law, is the unlawful abstraction of the personal property
of a person with the intent to defraud the owner. Theft and larceny are
presumably used interchangeably in insurance policies. Theft rarely
has a statutory definition but is a general term covering all acts involving
the unlawful taking of a person’s property. When theft and larceny are
also covered in policies, burglary and robbery are not usually defined.

Other terms are found used without definition in the policy contract.
For instance, in the residence theft form the coverage also includes losses
resulting from vandalism and malicious mischief, but these terms are not
explained.

• Personal Insurance

Residence and outside theft policy. A. Hazards included. The com­
pany agrees to pay (1) for loss of property by theft, and (2) for damage
to the premises and to the insured property caused by theft, attempted
theft, vandalism, or malicious mischief. Mysterious disappearance of
property is presumed to be caused by theft, the contract states.

B. Property insured. There is no definition or limitation of the prop­
erty insured, other than the divisions by class of property discussed be­
low. There is no statement in the contract, for instance, that the prop­
erty on the premises includes only property owned by the insured. All
property on the premises of the insured or within a bank or safe deposit
company, public warehouse, or dwelling not occupied by the insured is
covered whether it belongs to him personally, to members of his family,
to employees of the residents, or to his guests, or is property that has
been left with him but does not belong to him. The policy does, how­
ever, exclude property owned by a person unrelated to the insured who
pays him board or rent. The absence of any limitation presumably
makes the word “property” apply to real property in addition to personal
property.

Insurance of losses by theft away from the premises applies only to
personal property owned or used by the insured or by a permanent mem­
ber of his household, or owned by a residence employee. Property per­
taining to the business of the individual concerned is not insured. Prop­
erty is insured in a temporary residence either owned, occupied, or rented
to tire insured or a permanent member of his household.

C. Places covered. As may be gathered from the paragraph above,
there are two main divisions regarding coverage location. Section I of
the policy refers to theft from within the premises, and if the property

<1
i
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has been placed therein by the insured for safekeeping, from within any
bank, trust, or safe deposit company, public warehouse, or from an oc­
cupied dwelling not owned or occupied by or rented to the insured. Sec­
tion II of the policy refers to theft away from the premises, within the
Western Hemisphere.

In addition, if the insured moves to other- permanent living quarters
and notifies the company within 30 days after he has moved, the prem­
ises coverage (Section I) will apply during the moving activities, not ex­
ceeding 30 days, at the old premises, at the new premises, and while the
insured property is in transit. When .the moving is completed, the in­
surance applies wholly at the new premises.

D. General exclusions. The policy does not apply at all to losses from
theft, vandalism, or malicious mischief committed by a relative of the
insured who lives with him. Nor does it apply to damage of any prop­
erty by fire, to the loss of automobiles, trailers, motorcycles, aircraft, or
their equipment; to articles carried or held as samples or for sale or for
delivery after sale; or to animals or birds.

E. Limits of liability. As in all property insurance contracts, the pol­
icy states that the company’s liability for loss is not more than the ac­
tual cash value of the property at the time of loss with allowance for
depreciation, the limit not to exceed what it would cost to repair or re­
place the property. The company may pay the loss in money or at its
option may repair or replace the property. The reimbursement for
money is limited to §100, and for securities and war savings stamps to
§500. Under the outside theft coverage, §500 is the limit for reimburse­
ment of both.

F. Other provisions. The premises coverage applies even while the
premises are rented by the insured to someone else as a home, but it is
subject to three limitations: it applies only to property owned by the in­
sured, a permanent member of his household, or his residence employees;
it does not apply at all to money, securities, or jewelry; it does not apply
to loss caused by the tenant or his household. Since a loss occurs under
this policy only upon the commission of a crime, the insured is required
to give prompt notice of the loss to the police and may be required to take
legal action for the arrest of the thief. An insured may be away from
his home as much as 12 months and suffer no limitation or suspension of
coverage. There is no reduction of insurance .in case of a loss; the policy
is automatically reinstated to its full amount as of the date of receipt of
loss by the company, without any additional charge.

The residence and outside theft form has been discussed in some detail
mainly because it represents the trend in the crime insurance field, a
desire on the part of carriers to broaden coverage. The acceptance of
mysterious disappearance as theft, and the inclusion of outside theft cov­
erage for no additional charge if the premises coverage equals §1,000 or
more on Sections I and II, are examples.

The policy divides personal property into three classes, namely: (a)
jewelry, watches, necklaces, bracelets, gems, precious and semiprecious
stones, articles of gold, platinum, sterling silver, furs, and articles con-
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taining fur that represents their principal value; (b) all other household
goods and personal property, except (c) specified articles, which are sep­
arately listed, described, and insured under this section of the policy.

Types of residence policies. There are three forms of residential pol­
icies, differing mainly in the proportion of the total insurance applicable
to class (a) property, which is valuable and easily stealable.

Of the three forms, the blanket policy is the most expensive per $1,000
of insurance. The entire amount of the policy, however, is applicable
to either class (a) or class (b) property, as it may be needed. Even if
a loss consisted entirely of class (a) property it would be covered to the
full amount of the policy, as is shown in the illustrative example of loss
given later. The fact that the total insurance applies to all the property
tends to cause insureds to underinsure.

Only slightly less expensive than the blanket policy is the half-blanket
policy, which provides that not more than 50 per cent of the total insur­
ance shall apply to class (a) property. It is used mainly when the in­
sured has small values of class (a) property. If the loss on class (a)
property exceeds one half of the insurance, the insured will not be reim­
bursed in full, as is shown in the loss example below. The full face of the
policy applies to class (b) property. In a $1,000 policy, there is up to
$1,000 insurance on class (b) property, and up to $500 on class (a) prop­
erty, the total not to exceed $1,000.

The divided-coverage policy specifies exactly how much of the total
insurance applies to each class of property, but the insured can arrange
the distribution as he pleases. He may place $100 on class (a) and $900
on class (b) or vice versa. The maximum indemnity on each class of
property, of course, is the amount of insurance named on that particular
class, as is shown in the loss example below. Since each class of prop­
erty is separately insured, this policy has a tendency to encourage ade­
quate insurance. For the same reason it is the cheapest per $1,000 of the
three forms.

Example of Loss Settlement

Property Value Loss

Di vidcd -coverage Half-blanket Blanket

Insur­
ance

Indem­
nity

Insur­
ance

Indem­
nity

Insur­
ance

Indem­
nity

Class (a)...
Class (b)...

siooo
1000

S700
100

S600
■100

S600
100

to S500
to 1000

$500
100

to S1000
to 1000

S700
100

S2000 S800 SIOOO S700 SIOOO S600 siooo SSOO

The cost of the divided-coverage policy may be further reduced if the
insured will accept an 80 per cent coinsurance clause applying to class
(a) property. This clause gives him a discount in the premium on this
class of goods of, say, 30 per cent. If he insures for 80 per cent of the
value of class (a) goods, he can recover in full up to the amount of the
insurance specified on these goods. If he insures for less than 80 per
cent of the value, he can recover only in the proportion his insurance

J

1
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bears to the 80 per cent required. The following example will show the
effect upon premiums and loss payments of policies “with” and “without”
the coinsurance clause.

Effect of Coinsurance

Properly FaZ»e-
Insur­
ance

Premium

Loss

Indemnity

Without
Coins.

With
Coins.

Without
Coins.

irw
Coins.

Class (a).... SI 000 $500 $12.00 $8.40 $200 $200 $125
Class (b).... 1000 500 9.00 9.00 100 100 100

$2000 S1000 S21.00 $17.40 $.300 $300 . $225

Specific insurance. In any of the policies just described, the rate per
81,000 may be reduced by taking certain articles out of the (a) and (b)
classes and specifically insuring each. Each such article is described,
valued, and insured for its full value. Since full insurance is thus car­
ried on each article, the rate is lower. Insurance against burglary only
may be obtained at a reduction in premium of about 20 per cent.

Premiums for residence policies. Premiums for residence theft pol­
icies are determined by the following factors:

(1) Territory. The country is divided into 12 rate territories, num­
bered from 1 to 12, and the rate varies among these territories in accord­
ance with the loss experience in each. They are not numbered in pro­
portion to hazard. The highest rated territory, for example, is Kings
County, N. Y. (No. 10), but New York County, N. Y. is about 8th in haz­
ard. The lowest rated territories are Hawaii and upper New York State
(No. 11). In the highest rated territory a blanket policy for 81,000 costs
834.50, whereas in the lowest rated territory the premium is 814.50.

(2) Type of building. Residences are divided into two classes: (a)
private and two-family houses; (b) apartments, flats, hotel rooms, and
penthouses. In Philadelphia, Pa., the first class receives a rate for
81,000 blanket insurance of 815, whereas for the second class the same
policy costs 818.50. In addition, insurance may be written upon offices
in office buildings at an increase of 66 2/3 per cent in the rate.

(3) Amount of insurance. In all territories a higher rate is charged
for the first 81,000 of insurance than for the succeeding units of 81,000.
The second 81,000 of insurance usually costs only 50 per cent as much as
the first, the third 81,000 about 40 per cent as much, and so on. .

(4) Type of policy. Insurance on class (b) property costs less than
insurance on class (a) property (jewelry and the like). As a rule, the
(b) property is written for % the premium on (a) property. In addi­
tion, the (b) property is considered as additional insurance over 81,000,
with the benefit of the lower rates on additional thousands, as is shown
in the illustration below. The 50 per cent blanket policy is written at
the class (a) property rates. The 100 per cent blanket policy rates, on
the other hand, are naturally higher than class (a) rates, by about 25
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per cent. Rates on specific insurance are about % the rate on class (a)
property.

(5) Discounts. From the premium on the premises, 10 per cent dis­
count is allowed for a satisfactory burglar alarm; and 20 per cent for
insurance against burglary only. In divided coverage, the premium on
class (a) property may be reduced 30 per cent by the attachment of an
80 per cent coinsurance clause, as explained previously.

(6) Endorsement. Endorsements at an additional premium are pro­
vided (a) for additional insurance of money and securities, (b) to cover
boarding houses, (c) for materials used in professional offices, (d) for
professional or business occupancy of residential premises, (e) to cover
house furnishings in public entrances and hallways, (f) to cover fixtures
and fittings of houses, (g) for insurance of clubs and churches, and (h)
for world-wide insurance of jewelry, furs, and silverware.

The following is an illustration of the premium on 83,000 insurance
under the three types of policies:

Divided Coverage
o0 Per Cent

Blanket Blanket(a) (&)

(1) Theft within premises
(2) First 81,000................................
(3) Second SI,000............................
(4) Third 81,000 on (t)..................

S 12.00
6.00

83.50

312.00
6.00
4.75

815.00
7.50
6.00

(5) ......................................................
(6) Specific Ins. ($1,000)...............

18.00 3.50
5.00

22.75
5.00

28.50
5.00

(7) .......................................................
(8) Theft away from premises
(9) First $1,000................................

(10) Second 81,000............................

18.00 8.50

0.00
3.00

27.75

0.00
3.00

33.50

0.00
3.00

(11) ......................................................
(12) Burglary only, 20% oil
(13) on item (7).................................

18.00

3.60

11.50

1.70

30.75

5.55

36.50

6.60

(14) ......................................................
(15) Coinsurance, 30% oil..............

(16) ......................................................
(17) Burglar alarm, 10% off...........

(18) ......................................................

(19) TOTAL.................................

14.40
4.32

10.08
1.01

9.07

9.80 25.20 29.90

9.80
.98

25.20
2.52

' 22.68

29.90
2.94

8.82 26.96

$17.89 822.68 826.96

Mercantile stock burglary. This insurance provides repayment for
loss of the merchandise of a business by burglary of the premises. The
term “open stock burglary” is generally applied to it because the orig­
inal intent was to cover burglary of stock exposed to view. Today all
stock is included in the scope of the policy, whether it happens to be in
a locked steel cabinet, on a cutting table, or on stock shelves.



670 INSURANCE AGAINST DISHONESTY

A. Hazards included. Payment is promised the insured for (1) loss of
property by burglary, as previously defined in this chapter, and (2) dam­
age caused by the actual or attempted burglary. The damage covered
may be to merchandise or equipment in the premises, or to the premises
themselves if the insured is the owner or is liable for the damage. The
premises are described in the policy as not including public entrances,
halls and stairways, showplaces, or show windows opening directly into
the interior of the premises.

B. Property insured. Originally only merchandise was considered as
within the coverage of the form, but now loss or damage of furniture, fix­
tures, and equipment in addition to merchandise is included. The policy
covers property owned by the insured, or held by him at his premises even
though not owned by him. Merchandise held by him as a bailee, or sold
but not yet delivered, or kept on his premises as an accommodation would
be covered.

C. Exclusions. Several circumstances, which change the desirability
or the physical hazards of the subject of insurance, make the company
not liable for loss. Losses that occur during a fire in the building, or that
are contributed to by fire; losses that occur when the assured or an em­
ployee is a party to the crime or attempted crime; and losses that occur
when the burglary protection listed in the policy is not kept up, are not
covered at all. There is no liability if the insured does not keep business
records that enable the amount of loss to be determined. Very few busi­
nesses use a perpetual inventory method of stock control. In most in­
stances, however, changes not only in amounts but in values occur daily,
and the most the company can hope for is a close approximation of the
exact amount of stock involved plus the honesty of the insured. Loss
of furs, or articles whose value consists principally of fur, as a result of
removal from within a show window by breaking the glass from outside
the premises, is not covered. Othei' articles in a show window that opens
into the interior of the premises are included in the coverage, and the
exclusion of fur losses may be removed by an endorsement for an extra
premium. Finally, loss contributed to by any change in the condition of
the risk involves no liability on the part of the company. A change, for
instance, in the physical arrangement of the premises might affect the
desirability of underwriting the insurance.

D. Insurance amounts. The amount of insurance is stated in the pol­
icy, the minimum amount generally being SI,000.

E. Limits of liability. The usual property insurance clause limiting
liability to the actual cash value at the time of loss or the actual cost of
repairing or replacing the property is contained in the stock burglary
form. Likewise, the company may repair or replace any property at its
option, or may pay for it. Payment of a loss reduces the policy amount
to that extent.

Loss payment on any jewelry article is limited to S50, for small articles
of great value are supposed to be kept in a safe. Liability for articles
held by the insured as a pledge or collateral for a loan is limited to the
value of the article at the time of making the loan. If the value is not
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on record, liability is limited to the unpaid amount of the loan plus ac­
crued interest. The jewelry limitation, important mainly to jewelry
firms, may be increased for an extra premium.

F. Coinsurance. The stock burglary insurance form is the only bur­
glary form in which coinsurance is compulsory. The coinsurance clause
used (called in this policy an “average clause”) is similar in wording to
that found in fire insurance contracts. The coinsurance percentage re­
quired in the policy varies with the territory in which the insured’s prem­
ises are located. The United States is cut for this purpose into six Terri­
tories, Territories 1 and 5 requiring 80 per cent coinsurance; Territory 2,
60 per cent; Territory 3, 50 per cent; and Territories 4 and 6, 40 per cent.
These varying per cents are apparently based on the theory that small
losses are more frequent in places with better protection.

A firm having a stock of 810,000 in Territory 1 is therefore required to
carry at least 88,000 of burglary stock insurance. There is, however,
another point to be considered—the “coinsurance limit.” It seeks to
recognize the existence of differences in chances of loss among different
business types. For instance, a bakery shop with a 81,000 stock has no
greater chance of total loss than a furrier with a 840,000 stock. Further­
more the total loss probability for a corset manufacturer with a 820,000
stock is not necessarily half that of one with a 840,000 stock, since there
is certainly some limit to the amount of stock that can be physically re­
moved from a firm’s premises by burglary. The naming of a coinsurance
limit is an attempt to name a probable maximum loss for different kinds
of business. Table 43 provides an illustration of the various classifica­
tions.

TABLE 43
Typical Classifications for Stock Burglary Insurance

Trade
Coinsurance Limit Classification Group

S5,000.................... Children’s and infants’wear (manufacturer) 2
1,000.................... Clocks 1

20,000.................... Films 1
2,000.................... Five-cent to SI.00 stores 1
5,000.................... Hats and caps (men’s and boys’, jobbers, retailers, and

wholesalers) 2
10,000.................... Hats and caps (men’s and boys’, manufacturers) 3
1,000.................... Spices, tea and coffee 1

10,000.................... Watch chains 2
1,000.................... Wool (raw) 1

10,000.................... Woolens (raw materials and piece goods only carried) 3
5,000.................... Wines and liquors (retail) 5

This dollar amount of the coinsurance limit becomes a limitation upon
the . per cent of the actual cash value of the merchandise” required
by the policy. For instance, a manufacturer of children’s and infants'
wear with a stock of 810,000 in Territoiy 1 would be required to carry
88,000 of insurance in order to recover his full loss. Since the coinsur­
ance limit is 85,000, however, this amount or more satisfies the coinsur­
ance requirement. A wholesale drug concern with a stock of 810,000 in
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the same territory would be required to carry $8,000 insurance, and since
the coinsurance limit is $15,000, the requirement for this particular con­
cern is not reduced. If its stock had amounted to $18,751 or more, the
coinsurance limit would have been operative.

G. Rates. Coinsurance per cents and limits, although they affect the
amount of insurance carried and sometimes the company’s liability, have
no relation to the premium rate per $1,000. Rates are based on three
primary factors: (1) territorial divisions, of which there are six, as men­
tioned previously, with Territory 1 carrying the highest rate and Terri­
tory 6 the lowest; (2) the “trade group” within each territory, each kind
of business being assigned to one of six trade groups, with Group 6 con­
taining the most hazardous business types and therefore the highest rate,
and Group 1 the least hazardous and therefore the lowest rate; (3) insur­
ance amount, since the rates per $1,000 for insurance over $5,000 decrease
by 85,000 blocks.

It will be well to recall at this point the policy exclusions referring to
nonmaintenance of supplementary protection for the premises. For
burglar alarm systems and watchmen services, percentage discounts from
the basic premium are available. These discounts help to measure the
physical hazard differences among particular risks. The discount de­
pends upon the extent of the protection installed. It can vary from 10
per cent discount for a watchman who is on duty when the premises are
not open but who does not register on a watchman’s clock, to 70 per cent
discount for a complete burglar alarm system in an establishment above
the grade floor. A good many of the stock policies written enjoy one or
more of these discounts, either because the insured desires the protection
or because the insurance company requires it as a prerequisite to accept­
ing the risk.

H. Other provisions. Since the hazard insured against constitutes a
crime, the insured is required to give immediate notice of burglary or at­
tempted burglary to the police and to the company and to take necessary
legal action. The policy will pay pro rata with other valid and collect­
ible insurance covering the same type of loss.

Mercantile theft insurance. Theft of stock is covered by means of
an endorsement on a stock burglary policy. This protection is not avail­
able separately. The endorsement extends the burglary policy to cover
loss by theft, robbery, or larceny within the premises. Mere disappear­
ance of stock, however, is not considered a loss: the loss (including any
loss disclosed by inventory) must be reasonably shown to have been
brought about by theft, robbery, or larceny. Moreover, in the case of a
loss disclosed by inventory, the amount of average inventory shortage
over the last five years (increased or decreased by the relation of current
sales to the past five years’ sales) is deducted from the shortage revealed.
The insured must take a physical stock inventory once a year; otherwise
the loss is not covered.

The additional premium for this endorsement is 75 per cent of the bur­
glary rate. The coverage is granted only by endorsement because it is
considered a hazardous risk to underwrite. It is important to note that
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since the coverage applies only to stock, it is necessary for the insured to
buy mercantile.robberj' insurance if he wishes to cover loss of money,
securities, and property other than stock.

Safe burglary insurance. Many business establishments use safes in
which to store their money, securities and, often, merchandise or other
property. But the safes used are generally more fireproof than burglar­
proof. Since the ordinary office safe can be entered easily by a criminal,
safe burglary insurance finds a market. The policy form is similar to
the stock burglary contract, except that there is no coinsurance provision.

Perils covered. The hazard covered is burglary, which is defined in
the policy. The policy indemnifies for forcible entry into the safe and
the vault in which the safe is kept (if any), entry of which there is visible
evidence. It also indemnifies for all damage to the safe, vault, and in­
sured property, for all damage to the furniture, fixtures, equipment, and
merchandise in the premises caused by the actual or attempted burglary,
and for damage to the building if the insured is legally liable for such
damage. ,

Property covered. Coverage includes not only property owned by the
insured but that ’held by him in bailment, in trust, on commission, for
safekeeping, and as collateral, as well as property for which he is legally

•liable. It does not include damage to property owned by the United
States government or held by the insured as postmaster, damage to plate
glass and its lettering or ornamentation, or damage resulting from, or
occurring during, a fire on the premises. It docs not cover goods stolen
by opening a safe or vault with a key or by manipulation of the lock, or
goods stolen while protective services are not maintained. Nor are losses
cohered unless proper books and accounts are kept by the insured. The
insured must take reasonable means to prevent realization on stolen se­
curities.

Losses. When a loss is paid by the company the face of the policy is
reduced immediately by the amount of the loss. The policy may be re­
stored to its original value, after the damage to the safe, vault, and prem­
ises has been repaired, by the payment of an additional premium. Dur­
ing the time of repairs the policy is suspended. It may be suspended
by written notice from the company whenever the premises and safe or
vault are impaired.

Types of safe burglary policies. (1) Specific insurance. This form
provides a definite amount of insurance on each safe described. If the
insurance is divided among two or more safes at the same location so that
not more than 75 per cent applies to any one safe, a discount is given
from the manual rate of, say, 10 per cent. For a similar arrangement to
the extent of only 50 per cent in one safe a discount of 20 per cent is given.

(2) Blanket policy. This type is one whose full face value applies to
loss on any one or more of a number of safes. It allows the insured to
distribute his property as he pleases among his various safes. Usually
he insures the largest amount in any one safe and hopes that not more
than one safe will be opened by the burglars. If the safes are of different
quality, however-, the highest rate is applied to the total insurance.



674 INSURANCE AGAINST DISHONESTY

(3) Schedule insurance. When two or more safes in different prem­
ises are insured in the same policy, the full manual premium is charged
for the highest-rated safe, but each of the other safes receives a discount
of, say, 10 per cent. Moreover, the sum of the minimum premiums need
only aggregate S750, whereas the sum of the separate minimums might
amount to much more. This type of policy is helpful for insureds with
a large number of small risks.

On schedule risks of 200 safes or more, automatic insurance may be
obtained, providing up to SI,000 on each. The initial premium is paid at
the beginning of the policy year on the number of safes then covered.
Any new locations obtained during the year are automatically covered,
and at the end of the policy year the insured pays an additional premium
if the number has increased, or the company refunds part of the premium
if the number has decreased.

(4) Extra and fluctuating insurance. Certain businesses may have
unusually large receipts on certain days of the week. Extra coverage for
these days may be obtained by payment of additional premium. The
same is true for businesses with unusual amounts on hand in certain
months of the year. An automatic increase of 25 per cent in the amount
of insurance on each safe may be provided if a “payroll robbery” policy
is purchased with the same provision. This feature is to cover cases in
which the payroll varies with the seasons or fluctuates for other reasons.

(5) Securities only. If the property covered is limited to securities,
a reduction in rate is offered, for securities are comparatively less attrac­
tive to thieves, because of the difficulty of disposal.

Rates. The country is divided into four rate territories, each includ­
ing parts of the country having approximately the same loss experience.
The risks in each territory are further subdivided into three classes:
“preferred,” “ordinary,” and “hazardous.” All businesses except those
enumerated are in the first or preferred class. In each risk class, the
premium is determined by (a) the character of the safe and equipment,
(b) protective devices. The great majority of concerns are equipped
with a “fireproof” safe, which offers small resistance to safebreakers and
is designated as Class B equipment. Other types of safes are classified
and lettered from, C to G. Reductions in rates are given for Under­
writers’ Laboratory labels certifying that the safe will resist opening with
tools for 20 minutes, 60 minutes, and so on, and for devices intended to
lock the safe when the handle is knocked off. Other per cent credits are
allowed for (a) watchmen and (b) burglar alarm systems. There are
also discounts for policies covering securities only or merchandise only.
For large risks there is a system of experience rating.

Mercantile robbery insurance. Robbery can be of two types as ap­
plied to mercantile establishments: (1) inside the premises, and (2) out­
side the premises. Robbery of payroll money or checks of the firm may
also be separately insured. The forms of insurance differ in the type and
the location of property covered, but in other respects their similarity is
great. The general provisions of the insurance contract covering these
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types of loss are the same. For this reason discussion of them is grouped
here under the single heading of “mercantile robbery insurance.”

A. Outside (messenger) robbery. Under this form the hazard of rob­
bery or attempted robbery is insured while the property is being conveyed
by the insured’s messenger anywhere outside the premises within the
United States, Canada, or Newfoundland. The property insured is the
money, securities, and other property specified in the safe burglary form.
“Messenger,” as used in this policy, means the insured, or a partner, offi­
cer, or regular employee authorized to take charge of the insured prop­
erty outside the premises. The messenger may or may not be accom­
panied by a “guard,” who is defined as a male 17 to 65 years old whom
the insured directs to accompany the messenger. Guard service entitles
the insured to a premium discount.

The company’s limit of liability (actual cash value, and so on) and the
exclusions are also the same as in the safe burglary policy. Additional
protection is given the insured in this and the other two robbery forms,
in that if an unforeseen contingency makes it impossible to maintain any
guard service for which the insured receives a premium discount, the ex­
clusion of liability because of nonmaintenance is waived. Instead, the
liability is limited to the amount of insurance that the premium paid
would have bought at the rate without the guard service.

B. Premises (interior robbery). In this form repayment is promised
the insured for loss occurring through robbery, or attempted robbery,
from a custodian within the premises. The policy also reimburses when,
by violence or threat of violence, a custodian or messenger who is outside
•the premises is compelled to aid the thief in entering or to admit him to
the premises. This coverage, called “kidnapping,” applies only if the
kidnapping occurs when the premises are closed for business and the loss
occurs before the premises are next open for business. Coverage includes
also the stealing of property, while the premises are open for business,
from a show 'window after the glass has been broken from the outside.

“Custodian” is defined in the policy as being the insured, or a partner,
officer, or other employee who is authorized to have custody of the prop­
erty insured within the premises. The definition does not include a per­
son acting as a watchman, porter, or janitor. All the other terms and
conditions are the same as in the outside robbery form. The supplemen­
tary protection services, which entitle the insured to a premium discount,
may be guards who have no other duty, alarm systems, bandit-resisting
enclosures, or tear gas equipment.

C. Payroll (paymaster) robbery. This policy covers the robbery haz­
ards to money or checks intended for payroll purposes, whether that prop­
erty is inside or outside the insured’s premises, anywhere within the United
States, Canada, or Newfoundland. The property insured is listed as
money and checks intended solely for the payroll, and the wallet, bag,
satchel, safe, or chest in which the property is contained. The robbery
must be from a custodian while he is engaged in his regular duties in con­
nection with the payroll. Kidnapping of the custodian is also part of
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the coverage. Damage to furniture, fixtures, or other property in the
premises, and damage to the premises if the insured is either the owner
or liable to the owner, are also covered. If, at the time a robbery from
the custodian is committed, money or checks are taken by the criminal
from any of the insured’s employees within the premises on the day or
night on which they were paid, such loss is included within the scope of
the policy. Finally, 10 per cent of the insured amount can apply to
robbery or attempted robbery from a custodian outside the premises, of
money or securities not intended solely for the insured’s payroll. This
provision does not increase the total amount of the insurance. The other
terms and provisions are generally the same as in the other robbery in­
surance forms. For an additional premium, however, the insurance cov­
erage can be extended from “robbery” to the comprehensive “all direct
loss or destruction of, or damage to, money and checks intended solely
for the payroll.” This extension of coverage is becoming increasingly
popular.

Since the similarity of these forms is so great, they are often found
written as a combination contract, and safe burglary may also be in­
cluded. In these robbery forms, robbery is defined as usual but is ap­
plicable to a “custodian” or “messenger.” Under all present robbery
policies there is no limitation of insurance to specified hours of coverage,
as there was in former years.

Rates. For outside, inside, and payroll robbery rating, the country is
divided into seven different territories. A district is usually, but not
necessarily, in the same territory for the three kinds of rating. The de­
termining factor is whether or not the hazard is approximately the same.
For example, a mercantile outside robbery policy for $2,500 may cost 837
in Territory 3 and only $12.50 in Territory 5. ■ The rates for outside and
payroll robbery also vary with the number of guards accompanying the
custodian, each additional guard reducing the rate per $1,000 of insurance.

The rates for inside robbery vary not only with the seven territories
but with the nature of the business. Class 1 includes nonhazardous risks,
Class 2 ordinary risks, and Class 3 hazardous risks such as jewelers, fur­
riers, and pawnbrokers.

For both outside and inside robbery, discounts from the rates are given
for protective arrangements. On outside robbery rates, for example, a
reduction is given for carrying property in an approved satchel or in a
vehicle; on inside robbery rates, a reduction is given for push-button
alarm, tear-gas system, bandit enclosures, and so forth.

Combination forms. Since many insureds do not need all the forms
of protection that have been described, and since many others wish to
buy complete protection with as little trouble as possible, limited, com­
bination, and “all-risk” policies are sold. A number of these are de­
scribed below.

Money and securities policy. An extension of the safe burglary and
robbery.form is found in what is known as the “broad form” of money
and securities policy. This newer development provides full protection for
the insured against losses occasioned by dishonest acts of nonemployees.
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On money and securities the coverage is for loss caused by destruction,
disappearance, or wrongful abstraction. “Destruction” includes any oc­
currence, such as fire, windstorm, flood, explosion, resulting in the physi­
cal loss of money or securities. “Disappearance” covers loss without any
visible evidence of forcible entry into the premises or safe, and without
evidence of any messenger’s having been accosted or put in fear of vio-

'lence. “Wrongful abstraction” means the taking of money or securities
from a custodian by any illegal means, whether or not force is involved.
As to property other than money and securities, the insurance is for loss
by safe burglary or robbery inside or outside the premises.

All the other details of the safe burglary and the robbery policy forms
are included. Actually, therefore, it is a policy that provides the buyer
with safe burglary insurance, interior robbery insurance, outside robbery
insurance, and additional protection for money and securities because the
insuring clause refers to “actual destruction, disappearance, or wrongful
abstraction” of money and securities.

This policy fills a need because it gives comprehensive protection to
money, checks, securities, stamps, and other articles that are usually ex­
cluded from direct damage policies. (The fire insurance contract, for
instance, excludes money and securities from its coverage.) It provides
insurance against sneak thieves wdio leave no evidence of their work ex­
cept the disappearance of money or other valuables.

Loss of money and securities is hot covered if caused by the actions of
an employee of the insured. Loss resulting from forgery is not included
in the coverage. The premium is the sum of the safe burglary and in­
terior robbery premiums, plus §5 per 81,000, and 107 per cent bf the mes­
senger robbery premium.

Storekeepers’ burglary. It has always been difficult to sell the small
and medium-sized store or mercantile establishment the various burglary
coverages on the usual policy forms, because the minimum premiums are
too high. Realizing this difficulty, the companies made available a com­
bination form with a limit under each coverage of 8250 instead of the
usual 81,000 minimum limit. It has become increasingly popular among
storekeepers.

The policy covers up to 8250 on each of the following: (1) inside rob­
bery; (2)t outside robbery; (3) kidnapping coverage after the premises
are closed for business; (4) safe burglary; (5) burglary from the home
of the custodian or from a night depository in a bank; (6) stock burglary,
with liability for cigars, cigarettes, tobacco, fountain pens, and narcotics
being limited to a total of 850; and (7) property damage by burglary or
robbery, including damage to glass and lettering. The amount of insur­
ance is not reduced by loss payments. The premium for this form varies
from 819 in the lowmst of six territories to 850 in the highest. Additional
limits may be obtained under the storekeepers’ form by purchase of an
additional policy at 50 per cent discount in the rate.

Office burglary and robbery policy. The acceptance of the store­
keepers’ form led insurance companies to introduce a similar policy for
professional offices, such as those of real estate brokers, accountants,
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physicians, dentists, and so on. The §250 limit of insurance applies to:
(1) inside robbery, (2) outside robbery, (3) kidnapping, (4) safe bur­
glary, (5) premises burglary, and (6) property damage. The rate for
this policy varies over three territories from §15 to §20. In this field, too,
additional policies may be purchased at a 50 per cent discount to increase
the limit under all coverages.

Other burglary and robbery policies. There are several other com- ‘
bination forms of policies that have a more limited appeal than those
already discussed. Three such forms, named respectively “merchants’
fraud,” “merchants’ crime,” and “merchants’ protective” policies, cover
a variety of hazards, some of which, such as embezzlement, are not actu­
ally any part of burglary insurance. The protection under these forms
varies from insurance against safe burglary to insurance against bad
checks and counterfeit money. Rates for these policies vary from about
§21 to §43 per S1,000 insurance in different territories.. There are also
special forms for churches and for fraternal orders. Under these forms
§200 each is applicable to loss by burglary, inside robbery, outside rob­
bery, embezzlement, and forgery. In the church form the premises in­
clude the parish house, rectory, and home of a church officer in charge of
the property. The property covered in addition to money and securities
includes sacred equipment and vessels and church furnishings. Both
these special forms carry a premium anywhere in the country of §15
annually.

A “comprehensive dishonesty, disappearance, and destruction policy”
is described in the next chapter on Fidelity Insurance. It is a combina­
tion of a fidelity bond, certain all-risk policies covering theft (premises,
outside robbery, safe deposit), and forgery insurance. The fidelity insur­
ance must amount to at least §25,000. The premium is a combination
of the premiums for commercial blanket bond, premises all-risk policy,
messenger all-risk policy, depositors’ forgery bond, and securities insur­
ance on safe deposit box.

Bank Burglary and Robbery Insurance

Various forms utilized. Banks and a few other financial institutions
in the same class have need for (1) burglary and robbery insurance, (2)
safe deposit box insurance, and (3) forgery insurance.

Burglary and robbery insurance. In view of the broad protection
afforded by the bankers’ blanket bond (to be described in the next chap­
ter), other insurance at first sight appears superfluous. A number of
banks, however, still carry their fidelity insurance in the form of individ­
ual or schedule bonds, which do not furnish any protection against bur­
glary and robbery losses. Then, too, a bank may be carrying a form of
blanket bond that is, upon a loss payment, depleted with reference to
prior, undiscovered fidelity losses.1 Moreover, the reinstatement of the
blanket bond requires the payment of the pro rata blanket premium,

’Although Form 8-R, described in a previous chapter, is reinstated to full amount
as regards both subsequent and prior losses, Form 2, which is still in frequent use,
is reinstated only as to subsequent losses.
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which is indivisible as to burglary, robbery, fidelity, and so forth. On
the other hand, when a burglary and robbery policy incurs a loss, by bur­
glary, for instance, only a burglary reinstatement premium (which is
much lower) is necessary.

Hazards covered. The policy is a standard form approved by the
American Bankers’ Association, and gives banks more protection than
is given to other businesses by any mercantile form. Its burglary portion
covers loss of money and securities stolen by forcible entry into a safe or
vault. No mention is made of the requirement of “visible evidence.”

The robbery section of the policy covers loss of money or securities by
force or threat of force to the persons having charge of them. The cir­
cumstances constituting robbery are the same as defined for mercantile
inside robbery, except that there are included also the words, "persons
having rightful access to” the money or securities.

The damage section of the policy covers loss by damage to money and
securities through actual or attempted burglary or robbeiy, and also loss
by damage to the premises, furnishings, fixtures, equipment, safes, and
vaults. t>

Scope of policy. It will be evident that the bank form is somewhat
broader than the mercantile form of policy, though the difference in
liberality docs not extend to such a length as in fidelity coverage. It is
not surprising that there is incorporated in the bank burglary and rob­
bery policy a “full salvage” provision, whereas no such provision ap-'
pears in the mercantile form. It is an unescapable conclusion that (irre­
spective of premium rates) co-operative action on the part of banks has
extracted from insurance companies more liberal forms than are avail­
able to mercantile customers. If the bank policy is more than sufficient
to cover the loss of the bank’s property, the balance may be applied to
the loss of money and securities of others held by the bank, whether or
not the bank is legally liable.

The insured may purchase protection against property damage only,
protection against property damage and burglary, or against all hazards
combined. Robbery insurance is seldom sold without burglary insurance.

Form of policy. (1) Blanket policy. Two or more safes or vaults
at the same location may be covered by a blanket policy, the full insur­
ance applying to any safe. The rate, however, depends upon the weakest
safe.

(2) Specific policies. Several safes or vaults may be insured by sepa­
rate policies specifying the coverage on each. The premium is the sum
of .the premiums on the individual safes.» If not more than 50 per cent
of the total insurance is on one safe, a 20 per cent discount in rate is
given, and if not more than 75 per cent, a 10 per cent discount. When
the insurance covers money in a burglarproof safe, there is automatic
coverage to the extent of 15 per cent of the policy on money and securities
in any other vault or safe on the premises that is locked by a combination
lock.

(3) Schedule policy. A bank may insure several locations under a
schedule policy describing the situation at each bank. The full premium

J
1
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is paid for each location, however, unlike the mercantile schedule policy.
(4) Securities only. If no money is insured a discount of 50 per cent

is given from the rate.
(5) Excess insurance. The burglary and robbery policy may be writ­

ten as excess insurance over and above a blanket bond, which is then con­
sidered as primary insurance responsible in the first instance for the pay­
ment of losses. If this practice is followed, a discount of from 6% to 60
per cent is given from the rate, depending on the size of the blanket bond.
On the other hand, writing the policy as excess destroys one of the prin­
cipal reasons for burglary and robbery insurance previously mentioned,
the preservation of the blanket policy for fidelity losses to avoid the
higher restoration premium on the blanket bond.

If the burglary and robbery policy is not written as excess insurance,
it is concurrent with a blanket bond the bank may carry. If the blanket
bond is for §25,000 and the burglary and robbery policy covers §20,000 on
burglary and §30,000 on robbery, the burglary and robbery policy will
pay 20/45 of any burglary loss and 30/55 of any robbery loss. In this
case, of course, no discount is given ♦or excess insurance, certain other
rate discounts are lost, and no three-year policy discount is available,
for the policy is written only on the yearly basis.

(6) Outside robbery only. The blanket bond covers outside robbery
losses, but its use for this purpose depletes the insurance available for

•fidelity losses. As explained previously, a Separate outside robbery pol­
icy may be considered as a “buffer” for the blanket bond. For outside
robbery only, the same form is used for banks as for mercantile concerns.
This policy, it should be noted, is applicable only between 7 A.M. and
7 P.M., unless extended protection is purchased. Premiums are based
on territory, number of guards, protective features such as special wal­
lets, use of vehicle, armored car, transportation only within a building,
and so forth.

Premiums. The total premium consists of the sum of the burglary
and robbery premiums. The rate for burglary depends primarily upon
the classification of the safe and vault. From the combination of the
poorest safe and vault to the best safe and vault, the basic premiums
range from §.70 to §25 per §1,000 of insurance. To these rates territorial
discounts are applied. As in mercantile insurance, rate territories are
set up on the basis of the experience. In burglary insurance, five terri­
tories with high losses are charged the highest rates, and four other groups
of states are 10 per cent to 40 per cent lower. A further discount, called
a “population discount,” is given which differs in proportion to popula­
tion. Towns of from 1,000 to 1,999 receive a 10 per cent discount, and
towns of over 25,000 a 40 per cent discount. Separate territories are set
up for robbery insurance, four in number, with rates ranging from §1 to
§10 per §1,000. Banks in cities of over 100,000 population all take the
same robbery rate, regardless of territory. Rates also depend upon the
number of guards.-

The second principal factor in burglary rates referred to above is the
type of safe and vault in which the property is kept. The various types



THEFT INSURANCE 681

of safes and vaults are defined by the manual, with the rate for each com­
bination. The rate to which the equipment is entitled is decided either
by the agent’s examination, plans and specifications supplied by the bank
or the manufacturer of the equipment, or by examination of other insur­
ance policies that contain descriptions thereof.

The rates thus arrived at are modified by discounts for protective de­
vices appropriate for burglary and robbciy. The burglary rate is re­
duced, for example, by credits for (a) a relocking device on the door of
safe or vault, (b) presence"of a watchman, (c) burglar alarm system, (d)
tear gas system, (e) county auxiliary protective unit. In robbciy insur­
ance discounts are given for (a) guards, (b) bandit-resisting enclosures,
(c) holdup alarm system, (d) tear gas system, (e) county auxiliary pro­
tective unit.

Safe deposit insurance. Two forms of safe deposit insurance are
available to banks. One is principally for the benefit of customers who
rent safe deposit boxes, and the other protects the bank itself against
legal liability.

Loss of property from safe deposit boxes rented by customers is not
covered by a blanket fidelity bond unless the loss occurs through the dis­
honesty of an employee. It is also not covered by a bank burglary and
robbery policy except under veiy unusual circumstances. Such losses
may be insured against under a safe deposit box policy, either (a) pur­
chased by the bank or (b) purchased by the customer. We are now con­
cerned with the bank policy.

This is a blanket policy covering all the boxes rented by the customers,
but with a limit on the coverage of any one box of 10 per cent of the face
value. If the face value is insufficient to cover the entire loss, each cus­
tomer shares in proportion as his loss is to the total loss, subject to the
10 per cent limitation referred to previously.

It is important to notice that the policy covers securities, jewelry, and
silver (but not money) belonging to the renters of the boxes, but does not
cover any such property owned by the bank. The hazards covered are
burglary and robbery. The only protection it offers the bank is cover­
age of damage done to the premises, equipment, furniture, fixtures, and
the like, of the bank, by actual or attempted burglary or robbery, or by
vandalism or malicious mischief. The company also agrees to defend
the bank against any splits that may be brought against the bank for loss
or damage. Strangely enough, therefore, under some circumstances the
insurance company may be found opposed to legal recovery by the cus­
tomer of the bank.

The burglary rate depends upon the territory, the type of safe and
vault, the population of the city, and the usual discounts for protective
devices. The robbery rates are the same for all territories: $.50 per SI,000
for the first §200,000 of insurance, and S.25 per $1,000 for the remainder,
with the usual discounts for protection. A policy for $250,000 on both
burglary and robbery may cost the bank about $190 a year.

As previously stated, the insured may buy his own safe deposit policy.
This step may be necessary, indeed, if the bank has no policy or if the
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bank’s policy is not large enough to cover the property of the customer.
It will be recalled that a mercantile burglary and robbery policy covers
securities only to the extent of §50. The safe deposit policy does not
cover money. The rate for burglary insurance is usually a flat amount
per §1,000 insurance, say §.65. For robbery insurance, the first §200,000
costs §.50 per §1,000 and half that rate for amounts above §200,000. If
the insured can secure an adequate description of the bank equipment, he
can obtain the same rate as for the blanket policy sold to the bank.

The second form of bank policy protects the bank against legal liability
for loss by customers of property in safe deposit boxes. This protection
is available in two forms: (1) against losses arising out of burglary or
robbery; (2) against losses, including destruction, arising out of any
cause. Money is the only type of property not within the scope of this
insurance.

The insurance company will defend any suits brought against the bank,
pay legal costs, and so forth. The bank cannot voluntarily assume lia­
bility in order to protect the customer. As nearly as can be stated in a
few words, a bank is likely to be held liable if it does not protect its cus­
tomers’ property to the same extent as its own, or if its supervision of the
boxes is careless. This policy is in fact a liability policy of a special
limited type.

For the purpose of fixing premiums for the'second form (liability for
loss from any cause), banks are divided into two classes, those with less
than 2,500 boxes and those with more than that number. For the former,
rates range, from §.08 per box on §50,000 insurance, upward, depending
upon the amount of insurance. For banks with 2,500 or more boxes, the
rate is from §.05 per box on §100,000 insurance, upward to §.08, depend­
ing upon the amount of insurance. In every case, however, there are
rather high minimum premiums prescribed.

The rates for the first form (liability for loss caused by burglary or
robbery) are % of the rates applicable to bank safe deposit box burglary
and robbery insurance.

Underwriting considerations in burglary insurance. Probably in no
other type of insurance is the moral hazard so important a consideration
to the underwriter. The desire for burglary insurance often arises be­
cause of a concentration of value in small articles or a small number of
articles. It would not be far wrong to say, for instance, that half the
thefts from private residences and apartments are of silver, jewels, and
furs, principally because of their easy conversion into cash. Conceal­
ment from the police and insurance company representatives is not diffi­
cult. The situation may be the same with certain stock used by a manu­
facturer oi’ stored in a mercantile establishment.

In addition, the breadth of coverage afforded under many burglary
forms presents difficulties in compiling claim department statistics. The
residence theft form is the most obvious case in point. Any mysterious
disappearance of property insured under this policy is considered a theft,
and calls for a claim payment. Then, too, individuals wrho keep a proper
record of personal property and have such a record available when arti-



Example of Premium on Bank Policy

(1) Burglary
(2) 520,000 on money and securities
(3) $20,000 at $1.80 per $1,000 (based on safe and vault)...........................  $36.00
(4) Territory, 20% discount.............................................................................. 7.20

(5)   28.80
(6) Population, 35% discount........................................................................... 10.08

(7)  ................................................................................................. 18.72
(8) Relocking device, 10% discount................................................................. 1.87

(9)  -......................................................... . ............... 16.85
(10) County auxiliary unit, 10% discount........................................................ 1.69

(11)   15.16
(12) Rate per $1,000: .758
(13) Additional 815,000 on securities only
(14) $15,000 at 50% of .758................................................................................ 5.68

(15) Total......................................................... 20.84

(16) Robbery
(17) 520,000 on money and securities
(18) .$5,000 at $7.00 per thousand (based on territory).................................. 35.00
(19) $15,000 at $2.50 per thousand (based on territory).............................. .' 37.50

(20)   72.50
(21) County auxiliary unit, 10% discount.............................. ......................... 7.25

(22)   65.25

(23) Additional 820,000 on securities only
(24) $20,000 at 50% of rate on line 22.............................................................. 32.63
(25) Total......................................................... 97.88

(26) . Safe Deposit

(27) Burglary, 5200,000
(28) $200,000 at $.90 per thousand (based on vault)...................................... 180.00
(29) Territory, 20% discount.............................................................................. 36.00

(30)   144.00
(31) Population, 40% discount........................................................................... 57.60

(32)   86.40
(33) Watchman, 15% discount........................................................................... 12.96

(34)  . ................................... 73.44

(35) Robbery, 8200,000
(36) $200,000 at $.50 per thousand..................... ............................................... 100.00
(37) Guard, 10% discount................................................................................... 10.00

(38)   90.00 ’
(39) County auxiliary unit, 10% discount........................................................ 9.00

(40)  81.00
(41) Total......................................................... 154.44

(42) Grand Total.......................................................................................................  273.16

683
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cles are stolen arc rare. As a practical matter, the claim adjuster, having
little evidence, must often rely upon the honesty and sincerity of the
policyholder. Inasmuch as all thefts are covered under the residence
form, it encompasses hazards faced by few other forms: the constant and
unchallenged visits to different parts of the residence by delivery people,
salespeople, guests, servants, and all types of workmen.

The total number of people or firms who buy burglary, robbery, or
theft insurance is very small, and the buyers are usually those who are
most exposed to the chance of loss. A cycle affecting rates therefore be­
gins. The smaller the number of buyers, the higher the rates, since the
spread of the risks insured is not great. The higher the rates, the smaller
the amounts of insurance bought. Since buyers wish to keep the cost of
their insurance down to a comfortable level, they choose to insure against
only the most frequent partial losses. The result is that a dispropor­
tionate relationship exists between the amount of insurance bought and
the value of property insured. Thus the company’s hazard per unit of
insurance becomes greater, and the rates must be high. The cycle there­
fore continues endlessly. Generally (because the possibility of total loss
is greater) insurance of money and securities in payroll, outside robbery,
and safe policies is likely to be more in proportion to the total value in­
volved than in other forms of theft insurance.

Typical Premiums for SI,000 Insurance

Form Insured
Residence—dwelling (100% blanket)..
Residence—apartment (100% blanket) 
Open stock—women’s wear
Safe—fireproof—women’s wear
Interior robbery—grocery store
Outside robbery
Payroll........................................................
Bank burglary
Bank robbery

Buffalo, -V. V. Tucson, Aril.
S14.50 S18.75

18.00 22.50
26.50 35.00

8.25 13.50
6.S0 13.50
3.75 • 10.00
3.75 10.00
9.00 18.00
1.00 5.50

(Minimum policy premiums not considered)

Safety measures to reduce loss of course reduce crime. Insurance com­
panies encourage such measures by giving reductions from the rates above
for protective devices such as: (1) guards, changing of the messenger,
changing of the messenger’s route—against robbery; (2) alarm systems,
secondary ironwork, which is protection of openings to streets and alleys,
skylights with grillwork, or metal bars—against theft of stock; (3) alarm
systems, time locks—against breaking into safes.

Forgery Insurance
Forgery. Forgery is one of the most profitable crimes, probably cost­

ing its victims more than §300,000,000 annually. Forgery is the false
making or altering of any written instrument so that it can be used
fraudulently with intent to defraud. It can refer to any writing, whether
it be art, literature, or the negotiable instruments of business, but discus­
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sion here is concerned with forgery of business or credit instruments.
Forgery is not only the counterfeiting of signatures but also the changing
of figures, names, or other details with fraudulent intent.

Insurance contracts covering forgery losses are forms of casualty in­
surance, even though their titles include the word “bond,” and they may
be written by surety departments and surety companies. They may be
discussed under the heads of (1) “mercantile insurance,” available to all
persons or firms except financial institutions; (2) “bank insurance,”
available to financial institutions.

Mercantile forgery policies. Forgery insurance may be required by
a concern for the following reasons: (1) banks are not always liable for
forgeries or alterations on checks; (2) in certain cases the responsibility
for loss is divided between the bank and the depositor; (3) the bank may
not have an adequate amount of its own insurance to cover the loss; (4)
the customer desires to avoid possible controversy with his bank and
possible delay in recovering the amount of the loss. In short, the bank
is not liable if it can be shown that the depositor was negligent.

(1) Depositors’ bond. This policy protects against the forging or al­
teration of certain types of financial instruments specified in the bond.
The financial instruments covered are virtually only outgoing instru­
ments, including checks, drafts, promissory notes, bills of exchange, or
similar orders to pay money. Although the drafts and bills of exchange
are incoming documents, they are usually authorized in advance and
therefore included. The instruments covered must be drawn by, drawn
upon, or drawn up as a direction to, the insured, or purport to have been
so drawn.

Two cases are also specifically mentioned as covered, namely, checks
drawn in the name of the insured and payable to a fictitious payee, and
checks or drafts obtained from the insured by impersonation of the payee
and false endorsement.

The promise of indemnification is extended to the insured’s bank, and
the bank is thus made a beneficiary in order to avoid any controversy as
to responsibility; but priority is given to the losses of the depositor. The
company also promises to reimburse the insured for expenses incurred in
defending suits that may result from refusal to pay any instruments on
the ground that they are forged or altered. A discovery period of 12
months after the expiration of the bond is provided.

The company assumes no liability for registered or coupon bonds issued
by the insured; travelers’ checks; cablegrams, telegrams or radiograms;
or instruments in lead pencil unless an indelible pencil is used.

The insured agrees that.he will notify the company as soon as prac­
ticable of any of the contingencies insured against. The face value of
the insurance would be reduced upon payment of loss were it not for an
automatic restoration provision, which restores the full face value as far
as future acts are- concerned. Either party may cancel the contract. If
any funds lost are recovered, the insured is first indemnified up to the
amount of his loss and the balance belongs to the insurance company—a
“full salvage” provision.

I
1
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Premiums are determined by use of a diminishing rate per SI,000 of
protection as the face value of the policy increases. The charge is S3.75
per SI,000 per year for amounts up to S10,000, but for the next S10,000'the
rate is only S2.50 per SI,000. For amounts above S75,000, the rate is
fixed at S2 per SI,000. When the main office is insured, branch offices
may be covered at a rate of §.75 to S-50 per SI,000, depending upon the
amount of insurance at the main office. There is also a method of uni­
form automatic coverage, under which each branch is automatically in­
sured for the same amount, on a scale of rates diminishing with the num­
ber of branches and the amount of insurance. For example, S10,000
insurance costs S5 for the first branch, S10 for two to five branches, and
S1.80 for each of the next ten branches. Whereas S10 is charged for five
branches for S10,000 insurance, S25,000 may be obtained for S18.75.
Rates assume the use of safety paper and mechanical checkwriter. For
the lack of either of these, 10 per cent is added to the premium, and if
both are lacking, 20 per cent is added.

The following is an illustration of a rate computation: t

Premium Computation, Depositors’ Forgery Bond

S20,000 Insurance

Head Office
UptoSlO.OOO...................................................................... S37.50
Additional S10,000 at S2.50............................................. 25.00

S62.50
Branches, 4 at S5,000 each

S20.000 at S.50 per M....................................................... 10.00*

S72.50
Absence of safety paper, 10 per cent..................................... 7.25

§79.75

* Or automatic coverage for $5,000 each, $20,000 at $16.25.

(2) .Depositors’ and commercial forgery bond. This contract consists
of two insuring clauses, A and B. Clause A provides the same insur­
ance as the depositors’ bond just described and receives the same rates.
Clause B is intended to cover incoming financial instruments that are re­
ceived in payment for property sold or for services rendered. The com­
pany is liable for not more than 75 per cent of the insured’s pecuniary
interest in these documents. It is important to note that unless docu­
ments arise out of cash transactions they are not covered. If the insured
wishes protection against credit losses, he should seek credit insurance.
(See Chapter 34.)

The premium for Clause A is the same as for the depositors’ forgery 1
bond. For Section B, a flat charge of §10 per §1,000 of protection is
made. Branch offices are insured at the rate of §2 per §1,000, but the
automatic branch coverage is not furnished. The rates for Clause B are
relatively high, and there is room for controversy as to liability. The
following illustrates the computation of premium:
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Premium for $20,000 Depositors* and Commercial Bond

Clause A (same as for depositors’ bond)......................... 372.50
Clause B

Head Office, S20.000 at 810...................................... 200.00
4 Branches, $20,000 at $2......................................... 40.00

3312.50

(3) Family forgenj policy. This form is applicable to the needs of
a wealthy individual. It comprises three insuring clauses, A, B, and C.
Clause A furnishes the same protection as the depositors’ forgery bond,
except that the bank is not protected. Clause B protects against losses
occasioned by the insured’s giving value or, credit for any negotiable
instrument, check, draft, or money order, which proves to be forged,
counterfeited, raised, altered, lost, stolen, or acquired by false transfers
or assignments. Clause C protects against loss by acceptance of coun­
terfeit United States paper money to the extent of §50 in one transaction
and §100 in the aggregate.

The rate of premium varies inversely with the face value of the policy,
the first §1,000 costing §10, the next §9,000 costing §2 each, and so on, un­
til each §1,000 above §50,000 costs only §.50. Thus a §50,000 policy
costs §33 a year.

Bank forgery policies. Since banks are continually paying out money-
on the checks of depositors, for forgeries of which they are generally lia­
ble, and are using checks of their own that may be forged or altered, as
well as engaging in many other transactions involving written instru­
ments representing money, the need for forgery protection is evident.

(1) Clause D. A bank that buys a Form ,8-R or Form 24 fidelity
bond (described in the next chapter) may, at its option, purchase for an
extra premium a Clause D in the 8-R policy. This furnishes such com­
plete protection at so little cost that it has almost replaced other forms
of bank forgery policies. It covers the cashing or paying of forged or
altered checks, withdrawal orders or receipts, certificates of deposit and
drafts, express or money orders. It also covers establishing a credit for
any customer or giving value for such checks, drafts, and so forth, and
transferring or paying funds upon forged or altered instructions from any
customer, other than cablegrams, telegrams and radiograms.

It has a retroactive restoration clause,’ and its coverage is broad.
Clause D covers the following cases, which are not covered by the bank­
ers’ blanket forgery policy: (1) paying a check drawn by anyone upon
any bank; (2) paying cashiers’ checks drawn upon the insured bank it­
self by itself; (3) paying a savings account withdrawal order or receipt;
(4) paying certificates of deposit; (5) paying any certified check drawn
by anyone upon any bank; (6) payment of money and express orders;
(7) payments upon written instructions from customers. On the other
hand, it does not cover a few items covered by the bank forgery blanket
bond, as shown below.

The cost of this policy depends principally upon the number of check­
ing accounts in the bank, but also partly upon the deposits of the insured
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bank. For example, the first $10,000 of insurance costs from $.15 to
$.23 per account, the rate depending upon the total deposits in the bank.
A bank with 500 accounts totaling $250,000 can secure $10,000 insurance
for $75, whereas a bank with 500 accounts totaling $500,000 would pay
$80. Above $10,000 insurance, the cost depends solely upon the amount
of protection, the cost per $1,000 decreasing as the size of the policy in­
creases. Thus $20,000 insurance for the bank under discussion would
cost $75 plus $37.50, or $112.50. The following illustrates the premium
computation:

Premium for Clause D, Deposits $2,000,000, Insurance $50,000

First 810,000, 2,000 accounts at S.1S  S360.00 '
Second 85,000, at $5 per M.................................................... 25.00
Third S 10,000, at 82.50 per M.............................................. 25.00
Fourth $25,000, at $1 per M  25.00

$435.00

(2) Blanket forgery and alteration bond. This bond covers princi­
pally losses occurring through paying or cashing checks. Its automatic
restoration clause is not retroactive. There are instruments covered by
Clause D of the 8-R bond which are not covered by this blanket bond.
On the other hand, the blanket bond covers (1) the payment by any de­
pository of the insured bank of the insured’s check upon its branch de­
pository; (2) the paying of a promissory note payable at the insured
bank; (3) the paying of accepted drafts at the insured bank out of the
credit of the debtor on the instrument; (4) the paying of accepted drafts
made or accepted by the insured.

The premium cost, if the bank has less than 500 accounts, varies solely
with the amount of insurance. Thus $5,000 insurance costs $100, and
$20,000 costs $300. If the number of accounts exceeds 500, there is added
to this basic charge a further charge of $.15 per account for the accounts
over 500. Inactive accounts are insured at a lower rate. If the bank
agrees to bear the first $200 of any loss itself, a discount of 20 per cent
is given from the rate. The following is an illustration of the premium:

Premium for a Blanket Forgery and Alteration Bond
($2,000,000 deposits, $50,000 insurance, 1,100 accounts)

(with and without $200 deductible provision)
Without With

First 500 accounts, basic rate  $500.00 $500.00
500 additional accounts, at S.15 or S.09  75.00 45.00
100 inactive accounts at $.075  75.00 75.00

$050.00 $620.00
Discount for deductible provision, 20 per cent  124.00

$650.00 $496.00

(3) Limited forgery bond. This bond is primarily designed for banks
doing a savings account business. The chief protection is against forged
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withdrawal orders and forgeries and alterations of the bank’s own out­
going checks. It covers losses on withdrawal orders for savings ac­
counts, certificates of deposit and certified checks issued by the insured
bank, certified checks drawn by a depository or the insured, payment by

, any depository of a check drawn by the insured upon itself, United States
bonds with forged endorsements, forged receipts, or interim certificates
for securities.

The premium is a flat rate of, say, §3.75 annually per §1,000 of insur-'
ance. Insurance of §50,000 face value costs §187.50.

(4) Securities forms. Two forms of policies (numbered 3 and 4) are
in use to protect banks (or any other business concern) from losses aris­
ing out of buying, selling, or handling securities. Policy Form 3 divides
securities into three classes for the purpose of insurance: (1) bonds,
stock, and w'arrants; (2) mortgages, warehouse receipts, certificates of
deposit, and trade acceptances; (3) promissory notes. It will be noted
that the policy covers only the securities specified, and the insured may
find that the forged or altered security on which he lost money is not in­
cluded in the list.

The policy contains three insuring clauses. Clause A protects against
losses resulting from forged, altered, counterfeited, lost, or stolen securi­
ties purchased or received as collateral or accepted as a fiduciary. Clause
B indemnifies for losses from certain types of securities sold for another
person, the insured acting as broker or agent. Clause C indemnifies for
losses incurred as a result of the guarantee by the insured of signatures
on transfers and assignments of title to certain types of securities. It
should be noted that the policy protects only against losses connected
with securities enumerated and. arising out of the circumstances stated in
the policy. To ascertain the exact coverage of this and other forgery
policies requires a reading of the policy. The insured can purchase, at
different rates, specific amounts of insurance on each of five insuring
clauses: Clause A, including security groups 1, 2, and 3; Clause B; and
Clause C.

The other type of securities policy, Form 4, contains insuring clauses
A, B, C, D, E, and (at the insured’s option) F. Clause A protects the
bank against forged or altered securities while the bank is acting as
transfer agent or registrar. Clause B protects the insured against losses
on securities turned in when called for retirement or redemption. Clause
C provides the same protection as Clause A for the transfer offices of
corporations doing their own transfer work. Clause D protects a com­
mittee for the protection of stockholders or bondholders from losses on
securities turned in or forged receipts and the like accepted. Clause E
protects the issuing- company, using a bank as transfer agent and regis­
trar, against the same losses as stated in Clause A. Clause F, which is
optional, protects the insured while, acting as fiscal agent for another
for the purpose of accomplishing the transfer, redemption, retirement,
or exchange of securities. This policy is really a “package policy,’
containing several different kinds of coverage in one contract for con­
venience.
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Summary

I. The hazards in theft insurance are: burglary, robbery, larceny, and theft;
damage to property caused by attempts thereat; and forgery.

II. The burglary, theft, and robbery insurance business is conducted under
three divisions.
A. Personal insurance
B. Mercantile insurance
C. Bank insurance *

III. Residence insurance
A. Property insured is that of the insured and members of his household.
B. Perils covered include burglary, inside robbery, theft within the prem­

ises, theft outside the premises, theft from within a bank vault.
C. Types of policies

1. Blanket policy
2. Half-blanket policy
3. Divided coverage policy
4. Specific insurance

D. Miscellaneous policy provisions
E. Premiums depend upon territory, type of building, amount of insurance,

type of policy, and discounts.
IV. Mercantile insurance,

A. Open stock burglary insurance covers goods not kept in safe.
1. Coinsurance is a distinctive feature.

a. Coinsurance percentages vary with territories.
b. Coinsurance limits vary with businesses.

2. Premiums depend principally upon territory, type of business, and
size of policy.

3. Mercantile theft insurance
B. Safe burglary

1. This covers burglary, and damage to equipment, merchandise, and
premises.

2. Coverage includes the property owned and held in trust by the in­
sured.

3. Types of policies
a. Specific insurance
b. Blanket insurance
c. Schedule insurance »

4. Premiums depend principally upon territory, character of safe, and
type of business.

C. Robbery insurance
1. Outside robbery (messenger) and inside robbery (committed on the

premises)
a. Property covered is the same as in safe burglary insurance.
b. It covers robbery within the premises, robbery from a messenger,

kidnapping, and stealing from a show window.
2. Payroll robbery insurance is useful to concerns that do not keep bn

hand other large amounts of money and securities.
3. Premiums depend principally upon the territory, number of em­

ployees and guards, and nature of business.
D. Money and securities policy (broad form)

1. This covers money and securities.against any form of damage or dis­
appearance. .

2. It covers other property in case of safe burglary or robbery, inside
or outside.

E. Combination policies
1. Storekeepers’ burglary policy
2. Office burglary and robbery policy
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3. Merchants’ fraud, crime, and protective policies
4. Comprehensive dishonesty, disappearance, and destruction policy

V. Bank insurance
A. Burglary and robbery insurance •

1. This covers loss of money or securities stolen by forcible entry' or.
inside robbery.

2. It is a very' liberal form of policy.
3. Premiums for burglary and robbery' are computed separately.

a. Burglary premium depends principally' upon territory’ and type of
safe and vault.

b. Robbery' premium depends principally' upon territory and pro-.
tective devices.

B. Safe deposit insurance
1. Blanket policy covering customers
2. Legal liability policy protecting bank
3. Customer’s own insurance policy

VI. Forgery' insurance
A. Mercantile

1. Depositors’ bond
2. Depositors’ and commercial bond

B. Family forgery policy'
C. Bank insurance

1. Blanket forgery and alteration bond
2. Limited forgery bond
3. Clause D, form 8-R
4. Securities forms
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Problems
1. What form of insurance is necessary' to protect against the following

losses? . ' .
(a) A grocer sends his money' receipts to the bank for deposit. The messenger

carrying the money' is hit on the head, and the money' is taken from him.
(b) The store of a dealer in books and pictures is broken into and 40 valuable

engravings kept in a back room are taken.
(c) A gown shop sent its messenger to deposit money in the bank. The

1
Mi.
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messenger was forced at the point of a gun to give the combination of a safe.
The robbers subsequently opened the safe and stole money and securities
from it.

(d) The employees of a bank were held up by four robbers who blew open
several safe deposit boxes and obtained 8200 in money and 84,000 in securities.

(e) A “second-story man” entered the second-floor window of A’s residence
anti stole two necklaces and a fur coat belonging to A’s guest, worth in all 82,000.
How much insurance would be necessary to cover the loss?

(f) A burglar jimmied open the back door of a shop and blew open the door
of a safe. He obtained nothing, but damaged the safe to the extent of 8200.

(g) A man enters a fur store, points a gun at the proprietor, picks up three
fur coats, and escapes in an automobile.

2. What special feature of the residence burglary policy is applicable to
those who live in apartment houses?

3. B has a residence policy for 85,000. He believes it covers 81,000 of silver­
ware and 810,000 of securities, which he keeps in a safe deposit box. Is he
correct?

4. (a) J insures property in his private residence. He insures 84,000 worth
of class (a) property for 82,000, and 82,000 of class (b) property for 81,000, un­
der a split coverage policy with an SO per cent coinsurance clause. There is a
burglary loss of jewelry worth 8640 and class (b) property worth 81,200. What
can J recover on his policy?

(b) Suppose he had insured this property under a S3,000 half-blanket policy
and the same loss had occurred. What can he recover?

(c) How does J reduce his premium on the split coverage policy by using the
coinsurance clause?

5. How much insurance has the insured after the payment of the losses in
ProbLm 4 (a)?

6. How would specific insurance apply to the case illustrated in Problem
4(a)?

7. What are the various ways in which an insured may obtain a lower pre­
mium in residence theft insurance?

8. What theft insurance policies indemnify for the following?
(a) Damage to furniture as a result of attempted safe burglary.
(b) Damage to furniture by persons who entered the premises by breaking

a window but who stole nothing.
(c) Loss by burglary of property being held by the insured as security for

a debt.
(d) Loss of securities kept in a safe deposit box.
9. What indemnity is afforded for goods taken from a show window by

breaking the glass in the case of (a) mercantile inside robbery, (b) mercantile
open stock burglary policy?

10. A fur store has two safes in which furs are kept at night, 812,000 worth
in one safe and 810,000 in the other. Compare blanket and specific insurance as
methods for insuring this risk against burglary.

11. If' the two safes in Problem 10 were in different premises, could the in­
sured obtain a reduction in rate?

12. If the safe burglary policy in mercantile insurance covers securities only,
a reduction in rate is given. Why?

13. What two principal factors influence the rate charged for mercantile out­
side robbery insurance?

14. Why do jewelers keep valuable watches in a safe at night, even though
they have open stock burglary insurance?

15. A merchant purchased mercantile open stock insurance that contained a
60 per cent coinsurance clause with a 810,000 coinsurance limit. The stock 
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insured was worth 820,000, and is insured for $9,000. If a loss occurred of $800
what could the insured recover?

16. In what way may a payroll policy be used to reduce the cost of inside and
outside robbery insurance?

17. Why would the insurance provided by the “storekeepers’ policy” cost too
much if the insured bought each form of insurance separately?

18. (a) What argument is there for a bank with an 8-R blanket bond to carry
burglary and robbery insurance?

(b) Does this argument apply if the burglary and robbery insurance is written
as excess insurance?

(c) What advantage is there in having burglary and robbery insurance
written as an excess policy? . ' "

19. Assume concurrent bank blanket bond and bank burglary and robbery
policies, the blanket bond being for $100,000, burglary insurance $30,000, and
robbery insurance $20,000. In case of a $36,000 robbery loss, what will the
various policies pay?

20. (a) What need has a bank for safe deposit insurance if it has a burglary
and robbery' policy?

(b) What need for a safe deposit policy has the person who rents a safe
deposit box if the bank has a safe deposit policy?

(c) A, who rented a safe deposit box, lost bls key, which was found by B.
B presented himself at the bank, was not required to show his signature, was
admitted to the vault, opened A’s box, and stole $4,000 of bonds payable to
bearer. A sued to recover from the bank. What forms of insurance would
have protected (a) the bank, (b) the customer, A?

21. F w'orked for the Bee-Jay Construction Company', and one of his duties
was to sign checks to pay bills for material purchased. He made out checks
payable to concerns that did not exist, wrote the names of said concerns on the
backs of the checks, and deposited them to his own account. What policy
would have protected the Bee-Jay Construction Company? What policy would
have protected the bank that paid the checks?

22. What protection furnished by the depositors’ and commercial forgery
policy is not supplied by the depositors’ forgery' policy? Why is the latter
considered less hazardous to write than the former?

23. What is the most liberal form of forgery' protection available to banks?
Why' are other forms of bank forgery' insurance supplied?

24. Why is the limited forgery bond inadequate for the protection of a com­
mercial bank?

25. A obtained a loan of $8,000 from the Great Western Bank, depositing a
counterfeit stock certificate for 500 shares. He was unable to repay' the loan
and told the bank to sell the certificate and credit bis account with the differ­
ence. The -bank did so. lie withdrew the money, the certificate yas dis­
covered to be counterfeit, and the buyer sued the bank for the amount involved.
How could the bank have protected itself against this loss?

1



CHAPTER 32

Fidelity Bonds

Nature of fidelity bonds. Bonding companies issue contracts that
may, in general, be divided into two classes, “fidelity bonds” and “surety
bonds.” A fidelity bond is- a contract under which any losses sustained
by an employer because of the dishonesty of an employee covered by the
contract are made good by the insuring company (called the surety).
The employer is sometimes called the “obligee” and the employee the
“principal.” Fidelity bonds are distinguished from surety bonds by the
following characteristics: (1) they involve only the relationship of em­
ployer and employee; (2) the hazard insured against is the dishonesty of
the employee; (3) they are more in the nature of insurance, with nu­
merous risks of the same type and losses expected based on averages.
They are therefore discussed in this chapter, separate from surety bonds,
which are not usually concerned with acts of employees, which do not
often involve dishonesty, and which have the nature of guarantees of
very varied character. Surety bonds, taken up in the following chapter,
deal with failure to act as required, often without any element of dis­
honesty.

Since the practical procedure is for the surety to investigate the em­
ployees whom the employer wishes “bonded,” there are collateral advan­
tages to the employer in addition to the reimbursement guarantee. The
knowledge that such a contract is in force and that a large company is
able and willing to prosecute offenders often makes a tempted employee
hesitate before committing an act of dishonesty such as embezzlement.
The investigation by the insuring company prior to the issuance of the
bond prevents, or at least reduces, the exposure to such losses by bring­
ing to the attention of the employer the past bad records of present or
prospective employees. In addition, an efficient surety helps prevent ex­
posure to financial losses by examining the business methods of the em­
ployer, and indicating to him physical or business arrangements that
might facilitate the prevention or uncovering of dishonest activities on
the part of employees.

Development of fidelity bonds. A contract covering an individual
employee is the oldest form of what are known as fidelity' “bonds.” The
surety and the employee sign a statement, which constitutes the fidelity
bond, that if the employee acts dishonestly, with the result that the em­
ployer loses money or property, the surety will make payment to the
employer if the employee does not himself make good the loss. It is,
therefore, a three-party contract. In the early days employees were in­
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dividually bonded, with the employee, the surety, and the employer each
signing the bond. To this day the same arrangement prevails for indi­
vidual employee bonds.

For large, or growing, staffs of employees, this individual method of
course was unwieldy. A bond form was therefore placed in use which
listed in the schedule of a single contract the names of all bonded em­
ployees. The individual employees listed were not required to sign the
bond, but were required to sign an application containing the agreement
that the employee ■would make good to the surety any loss caused by him.
The schedule bond later developed a variation, known as a “blanket
bond,” in which all employees of a business firm are bonded without be­
ing listed, and without signing individual applications.

Today, the fidelity bond in form resembles an insurance policy. Other
tests as to whether the fidelity bond field may be considered insurance
are also met. The party for whom the bonding procedure provides a
guarantee against loss is subject to an important hazard. There is a
large exposure involved. The risk is capable of approximate mathe­
matical calculation. Rates may be considered as based on experience
rather than judgment. Indeed, a number of insurance companies them­
selves have in recent years changed the title of this phase of their activi­
ties to the descriptive term, “dishonesty insurance.” Seemingly the
only point of difference is that many losses in this field are undisclosed.
Although an employee may have committed a dishonest act involving
$10,000 only six months after a fidelity bond is placed in force, this
dishonesty may remain undisclosed for years. Statistical experience in
this field, therefore, is always subject to that unknown factor.

The acts included. The insuring clauses of most of the present-day
forms provide coverage for loss of any property or money through “lar­
ceny, theft, embezzlement, forgery, misappropriation, wrongful abstrac­
tion, willful misapplication, or other fraudulent or dishonest act or acts.”
Although the interpretations of these individual actions have been the
subject of discussion, it seems apparent that the categories of “fraud”
and “dishonesty” are almost all-inclusive, and that the other terms used
are explanatory rather than broadening. Any acts on the part of an em­
ployee which are deliberately unfaithful and committed with improper
intent would be fraudulent or dishonest. For instance the unauthorized
application of funds of the employer becomes willful misapplication only
when a dishonest intent accompanies the act. It should be noted that
the resulting act need not be a crime to be covered by the fidelity bond.

“Embezzlement” exists when property, properly in the hands of a per­
son not its owner, is taken by that person for his own use. “Forgery” is
the false making or material alteration of an instrument in writing with
the intent to defraud. “Misappropriation” is the wrongful taking of
property for one’s own use. “Wrongful abstraction” is an unauthorized
taking of funds from the possession of the owner, without his knowledge
and consent, for another’s use. “Larceny” is a broad term referring to
the illegal taking of another’s property with dishonest intent and without
force. 1
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In all the applications of these terms to fidelity coverage, the fact that
the employer suffers a loss governs the payment by the company. That
the employee involved may not himself profit by the dishonest act is of
no consequence; he may have committed the acts for the benefit of an­
other, but the insuring company is still liable under the contract.

Features of fidelity bonds. The following is a resume of the principal
features of various fidelity bonds, several of which are later discussed
more fully:

1. Broad and narrow insuring clauses. Whereas the narrow form of
clause covers only “larceny and embezzlement,” the broad form covers
all fraudulent and dishonest acts. The broad form bonds also have other
more liberal provisions, in general.

2. Group coverage.' Blanket bonds cover acts not fastened on any
particular individual; in other’ bonds the guilty individual must be iden­
tified. Blanket bond coverage is called “group coverage.”

3. Automatic coverage. Some, but not all, bonds automatically cover
new employees, positions, or changes, and the employer has a period of
time (60 to 90 days) in which to notify the surety of the desire to have
these covered.

4- Property of others. A number of bonds cover money and other per­
sonal property held by the employer as collateral, or as bailee, trustee,
or agent, whether or not the employer is legally liable for the loss.-

5. Notice of loss. The bond requires that the employer give prompt
notice of the discovery of the loss. In the narrow form, the period al­
lowed for notice may be as little as ten days; in some broad forms, the
only requirement is: “within a reasonable time.”

6. Warrants and audits. In several narrow forms of policy, the em­
ployer may be required to swear out a warrant for the arrest of a dis­
honest employee and to have an audit of the books of each employee
every year.

7. Discovery period. A dishonest act may be committed by an em­
ployee years before his employer discovers it. Nearly all fidelity bonds
cover the loss of the employer through a dishonest act committed by an
employee during the term of the bond. Only one type of bond, called
the “discovery bond,” covers losses discovered during the term of the
bond, regardless of the time when the acts were committed.

Since the commission must occur during the term of the bond, and since
an employee acting dishonestly usually endeavors to conceal his act, time
must be given the employer- to discover the dishonesty. A clause in the
contract refers therefore to the “loss discovery period,” which may vary
in different forms from 60 days to three years after the'termination of
the bond applicable to that employee. This discovery period does not
apply to each year’s insurance, but starts from the date of final termina­
tion of the policy.

8. Continuous limit of liability. The amount of coverage for the em­
ployees involved remains the same, even though the bond continues in
force over the years, and even though losses may be due to acts of the
same employee at different times. The loss limit is per individual. If
a bookkeeper, for example, were covered for §5,000 by a bond running
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over a period of ten years, and during each of those years the bookkeeper
embezzled S3,000, with the result that in the tenth year the employer dis­
covered that his losses totaled §30,000, the bond would pay only §5,000.

9. Salvage. Inasmuch as situations like the above occur very fre­
quently, most firms carrying this form of coverage are probably under-
insured. The provisions in the bond referring to the “salvage,” which is
the amount recovered from the employee causing the loss, therefore be­
come important when the loss is greater than the amount of coverage
under the bond. In many bonds of the broad form the employer is given
the benefit of the salvage until he is completely reimbursed for his loss.
Only after that does any salvage go to the insurance company. The
company first deducts, however, the expenses of the salvage. In other
forms the salvage is prorated between the employer and the insurance
company. In still others, there is no provision regarding salvage, pre­
sumably each party being left to maintain his legal rights.

10. Superseded suretyship. When a fidelity bond in one company is
replaced by a new bond in another, or evep if the same company rewrites
the bond in new- form, the employer would be in danger of losing part of
his protection unless adequate provision was made. After the loss dis­
covery period on the previous bond elapsed he would have no coverage
for a loss committed during the term of the previous bond but not dis­
covered until some time later, even though he had continued to pay pre­
miums without interruption. The remedy is an endorsement know-n as
"superseded suretyship rider,” w'hich is attached to the new contract.
This states that any loss occurring under the prior bond, which w’ould
have been paid if that bond had continued in force, will be paid by the
new bond. This retroactive coverage is subject to the terms of the new’
bond, even if the terms differ from the original bond.

Types of fidelity bonds. Fidelity bonds may be conveniently divided
into twm classes, “commercial bonds” and “bank bonds.” Commercial
bonds are written for commercial concerns, and also hospitals, educa­
tional institutions, fraternal orders, clubs, and so forth, and in general
may be said to cover dishonesty. Bank bonds are w-ritten for financial
institutions and cover much more than employees’ dishonesty, e.g., losses
through the acts of outsiders.

Commercial bonds may be divided into three classes, “name bonds,”
“position bonds,” and “blanket bonds.” In a name bond, the employees
w'hose acts are covered are specified by name, for instance, as “John Doe,
Richard Roe,” and so forth. In a position bond, the positions to be cov­
ered are specified, as, “office manager, clerk, cashier,” and so forth. In a
blanket bond, all employees of a given employer are covered, or all those
at a given location are covered, without specification of names or posi­
tions. Each of these classes will be discussed more fully below- but the
following outline will be an aid:

I. Commercial bonds
A. Name bonds

1. Individual bonds
2. Schedule bonds



TABLE 44
Provisions of Commercial Fidelity Bond Forms*

Provision! Individual
Narrow Form

Individual
Broad Form

Name
Schedule

Position
Schcdub

Discovery
Name

Schedule

Employees
Included. ... ..............

Named em­
ployee in posi­
tion specified

Named em­
ployee in any
position at any
location.

Employees
listed in any
position at any
location.

Employees oc­
cupying posi­
tions listed in
the U.S. or
Canada.

(a) Any em­
ployee listed
(b) any em­
ployee not
listed but qual­
ified for tem­
porary auto­
matic coverage
by succeeding
listedemployee
(c) any former
employee pre­
viously bonded
if successor
listed.

Bond
Amount.........................

Amount speci­
fied.

Amount speci­
fied.

Amount speci­
fied for each
employee.

Amounts spe­
cified for such
positions.

Amounts spe­
cified for such
employees.

Insures
Against.........................

Pecuniary loss
of money,
funds, or other
personal prop­
erty of obligee
by reason of
dishonest acts
in connection
with the du­
ties of the spe­
cified position,
amounting to
embezzlement
or larceny.

Pecuniary loss
of money or
other personal
property
through fraud,
dishonesty,
forgery, theft,
embezzlement,
wrongful ab­
straction, mis­
appropriation,
or other dis­
honest or crim­
inal act involv­
ing dishonesty

Same Same

Loss of money
or property
whenever sus­
tained but dis­
covered while
bond in force
caused by any
dishonest or
fraudulent act.

Automatic
Coverage..................... None None None

Additional po­
sitions of same
designation —
60 days. New
positions of
different des­
ignation 60
days with cov­
erage not ex­
ceeding S5.000.

90 days with
same limit for
employee suc­
ceeded or for
a position sim­
ilar to one
newly cre­
ated, otherwise
limit is SI,000.

Period for
Discovery of
Loss After
Termination.............. 6 Months 36 Months 36 Months 36 Months

Immediate
when cancelled
by employer;
60 days when
cancelled by
Surety.

Cancellation
by Company..............

15 days’
Written Notice

30 days’
Written Notice

30 days’
[Written Notice

30 days’
Written Notice

30 days’
Written Notice

698



TABLE 44
Provisions of Commercial Fidelity Bond Forms*

Blanket
Position

Primary
Commercial Blanket

Excess
Commercial Blanket

Any employee in U.S., Hawaiian
Islands, Alaska, Canada, or New­
foundland, but not brokers, fac­
tors, commission merchants, con­
signees, contractors, or other
agents or representatives of the
same general character.

Same

Any employee covered under pri­
mary fidelity suretyship located
within territory specified.

Bond penalties in multiples of
$2,500 up to and including
$25,000 applicable to each em­
ployee. Over S25,000 in multiples
of $5,000 up to and including
$100,000.

Bond penalties of S10,000,S12,500
etc. in multiples of $2,500 up to
$25,000, and in multiples of $5,000
for penalties over $25,000. The
bond penalty is the maximum lia­
bility on a loss caused by one or
more employees.

Bond penalty in multiples of
$25,000 as excess over primary
fidelity suretyship.

Loss of money or personal prop­
erty belonging to the insured, or
held as collateral or held by him
as bailee, trustee, or agent and
whether or not the insured is
legally liable, through larceny,
theft, embezzlement, forgery,
misappropriation, wrongful ab­
straction, willful misapplication
or other fraudulent or dishonest
acts committed by one or more
employees.

Same

Loss or losses in excess of primary
fidelity bonds through any act or
default covered under such pri­
mary fidelity suretyship but not
broader than larceny, theft, em­
bezzlement, forgery, misappro­
priation, wrongful abstraction,
willful misapplication or other
fraudulent or dishonest acts.

Unlimited Unlimited
Subject to
primary

bond

24 Months 12 Months 12 Months

On any employee 15 days
Entire bond—30 days’ written
notice, or 35 days’ Registered

Mail notice.

On any employee—15 days' writ­
ten notice or 20 days’ Registered

Mail notice.
Entire Bond—Same as Blanket

Position |

Same as Primary Commercial
Blanket Form A

'Chart reproduced by courtesy of the Aetna Casualty and Surety Company.
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B. Position bonds (schedule)
C. Discovery bonds
D. Blanket bonds

1. Blanket, position bond
2. Blanket primary bond
3. Blanket excess bond

E. Comprehensive (3-D) policy
II. Bank bonds

A. Schedule bonds
' B. Blanket bonds

III. Miscellaneous fidelity bonds

Commercial Fidelity Bonds

Name bonds. In the name bond, each employee named in the bond is
bonded for the amount agreed upon, no matter what position he occupies
or where he is located. If he changes positions during the period of the
bond, he is still covered. If a new employee is added during the year,
his name must be added to the list by an addition endorsement, and if he
replaces another employee no additional premium is charged. For risks
of inferior character bonding companies prefer to write name bonds of
a restricted type. This practice enables prior investigation of every
employee bonded and a knowledge at all times of the individuals for
whom the surety is responsible. Many employers prefer this type of
bond because it is flexible, because every employee intended to be bonded
is covered, and the liability on each is known. It permits the employer
to fix any amount as the bond on an individual employee. Name bonds
may be either (1) individual bonds or (2) schedule bonds.

1. The individual bond. This is the oldest form of bond and is still
indispensable. It covers one individual, by name, and is thus a form of
name bond. The individual to be bonded fills out an application, and
in certain cases the employer- is asked to furnish a statement about the
employee. The bond covers only the individual named, and if there are
several employees to be bonded a separate bond must be issued for each.
The narrow form of individual bond, used for hazardous risks, as con­
trasted with the broad form, covers only dishonest acts in connection
with the duties of the specified position, amounting to embezzlement or
larceny, provides a shorter discovery period, and allows shorter notice
for cancellation by the surety.

The premium for an individual bond may in most cases be ascertained
from a manual of rates. All manual rates are promulgated by the
Towner Rating Bureau, a private rating bureau supported by the sub­
scriptions of companies that use the rates. These rates vary with (a)
the position occupied by the individual and (b) the type of business. A
clerk may have a rate of $.55 per $100 of liability (coverage), and a col­
lector a rate of SI. Certain types of employees, however, such as col­
lectors and drivers, are usually issued only a narrow type of bond. If
the risk is particularly hazardous, a deductible provision makes the em­
ployer bear the first $25 or $50 of loss on each employee. On the other
hand, per cent discounts and additions are applied to particular busi-
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ncsses specified in the manual. For example, the rate for a treasurer
(unclassified) of, say, §.50, is increased to §.68 if he is a treasurer of a
hotel or a grain elevator. The treasurer of a religious organization is,
on the other hand, given a rate of §.25. A chain store manager has to
pay §1.50, as docs a clothing store manager, and the bond of an insur­
ance local agent to a general agent costs §1. If there are less than six
employees, with a total liability of less than §30,000, individual bonds
may be cheaper than other forms.

2. The name schedule bond. The issuance of an individual bond for
each employee becomes inconvenient when an employer has numerous
employees. In addition, certain schedule bonds afford even more liberal
protection than the broad form of individual bond. Convenience and
extent of protection may therefore both suggest that the employer use
a name schedule bond. In this form the employees covered (two or
more) are listed in a schedule by name, with the limit of the surety’s
liability opposite each name. The names and amounts on the schedule
may be changed during the term of the bond by notification of the surety,
who supplies an endorsement on the bond for the purpose. The employer
furnishes a statement, and the employee to be covered signs an applica­
tion. Statement and application are part of the contract with the surety.
The applications are checked against the surety’s file of persons pre­
viously bonded, and by interchange of information all companies are
aware of persons upon whom a loss has been paid in the past.

Like the rates for individual bonds, rates for name schedule bonds de­
pend upon (a) size of the bond, and (b) character of the business; but
the nature of the employee’s position is disregarded, and each employee
is charged the same rate. Thus each employee may be charged a rate
of §.50 for a total liability on all employees of §30,000-850,000, §.40 for
a liability of §50,000-§100,000, and so on down to §.25 for bonds of over
§500,000. Inasmuch as with individual bonds certain positions require
rates considerably in excess of the §.50 rate, and few are below this figure,
the use of a schedule bond with a general rate of §.50 often provides the
employer with a larger amount of protection for the same total premium
he would have paid for individual bonds. At the same time he may ob­
tain a bond with more liberal coverage. From what has been said above,
it is also evident that whereas §45,000 of schedule liability at §.50 costs
§225, §50,000 of liability at §.40 would cost only §200. In the illustration
of premium computation, therefore, the bookkeeper’s bond could be in­
creased to §10,000 and the premium thereby reduced! Some types of
businesses are classified as “hazardous,” and the “classified” businesses
and positions are written at higher rates, as noted under “Individual
bonds.”

The name schedule bond is written in both narrow and broad forms of
coverage. In general, the difference between these has already been
explained, but certain broad forms written only as schedule bonds pro­
vide more liberal protection than even the broad form of individual bond.
A name schedule bond, for instance, may provide for a three-year dis­
covery period, a reasonable time for notice of loss, full salvage,'and also
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90-day automatic coverage. As previously noted, there are numerous
“classified” lines of business, taking rates higher or lower than the un­
classified lines.

Illustration of Premium Calculation
Individual and Schedule Bonds

Position Amount

Individual Schedule

Rate Premium Rate Premium

Treasurer....................................
Secretary.....................................
Purchasing Agent.....................
Shipping Clerk.........................
Bookkeeper.................................
Clerk............................................

S10,000
10,000
10,000
5,000
5,000
5,000

.50

.50

.75
1.00

.55

.55

S50.00
50.00
75.00
50.00
27.50
27.50

$280.00

.50

.50

.50

.50

.50

.50

S50.00
50.00
50.00
25.00
25.00
25.00

S225.00

Position bonds. In the position bond the positions named in the bond
are covered for the amount specified after- each position, regardless of
which employees occupy them, or how often the occupants change. No
additional premium charge is made for changes except that the company
must obtain the minimum earned premium (say, SI) for each occupant
of a position. Positions newly created during the year are added by en­
dorsement, and the pro rata premium is charged for them. For positions
abolished during the year the employer is credited with a return pre­
mium.

In the position bond it is intended that there shall be an application
for each new occupant of a position. The employer, however, may fail
to name and furnish an application for a new employee, and at the time
of the loss he may therefore prove to have four clerks instead of three.
The employer can recover only up to % of the original liability on each
in that case, even though the entire loss is due to the unnamed employee.
In such an event, the company is paying for an employee it never in­
tended to cover and for whom it received no premium, and the position
bond satisfies neither the employer -nor the company. With a name bond
this situation cannot occur. To obtain full coverage under a position
schedule bond for losses occurring in a given position, say, bookkeeper,
the employer must bond all bookkeepers, and each for the same amount.
The position bond is advantageous to the employer in that it permits the
shifting of employees, but it must be used in strict compliance with the
assumptions upon which it is based. If a concern has a large turnover
of employees, the position bond is obviously convenient.

One of the advantages of the position schedule bond is that it contains
an automatic coverage provision insuring new positions and new occu­
pants of positions for a period of 60 or 90 days without notice to the
surety. The employer should be careful to-give notice within the period
allowed. The position bond is intended for the best classes of business
and for concerns that produce a large premium. Concerns with heavy
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turnovers, those employing temporary help, and those with salesmen on a
commission basis are not desirable risks from the surety’s standpoint.

The rates on position schedule bonds are arrived at in the same man­
ner as the rates on name schedule bonds. Executive officers receive in­
dividual rates, and the general rate applied to all other inside employees
varies with the total liability on the bond, decreasing as the total liability
increases. The larger bond costs more total premium, therefore, but the
rate per §1,000 of liability is less.

Discovery bond. This form, arranged on either a name or position
schedule basis, is the only one that pays for losses “whenever sustained
but discovered while the bond is in force.” All other bond forms, as dis­
cussed above, pay for losses caused by dishonest acts committed while
the bond is in force and discovered within a certain time after cancella­
tion. With this contract, even though a dishonest act were begun six
years before, and discovered only a month after the bond went into effect,
coverage up to the bond limit for the dishonest employee would be avail­
able. On the other hand, unlike the other bond forms, the company is
not liable for any loss discovered after the date of cancellation by the
employer. If the company cancels the bond there is a 60-day loss dis­
covery period.

Blanket bond. As fidelity coverages developed, it became obvious
that a form covering all the employees of a firm without requiring a list
of their names or positions would gain favor, since it would eliminate
much work as well as the possibility of errors and omissions. Such a
blanket, or group, bond form for financial institutions became available
in 1915. It will be discussed later in this chapter. Ten years later, a
blanket form of bond for commercial firms was devised. There are. defi­
nite possible advantages in the use of a blanket form of fidelity cover.

Blanket position bond. This bond, standard in form for all com­
panies, covers all the employees of the employer, each for the same
amount. No schedule of names or positions is necessary, for the bond
extends over all employees. Each employee may be covered for 32,500,
35,000, and higher multiples of 32,500 up to 3100,000. All new employees
are automatically included in the bond without notice to the surety, and
changes make no difference since all employees are covered. A premium
is paid annually on the basis of the number of employees at the beginning
of the policy year, with no adjustment for employees added or dropped
during the year. Property owned by the insured or held by him in any
capacity is included. ■ The blanket bond covers all the dishonest acts
covered by the schedule bond, allows full salvage to the employer, and
has a discovery period of two years. It gives automatic coverage on new
employees, allows four months for filing proof of loss, pays the loss within
two months after proof of loss, but allows only 15 days for notice of loss.
There is no reduction in the bond amount when a loss arises, the contract
remaining in force for its original amount as of its inception date without
any additional premium being necessary. Its distinctive feature, how­
ever, is group coverage.

Individual and schedule bonds provide no group coverage. In order
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for the employer to recover, the dishonest act must be shown to be that of
an individual who is bonded or who occupies a named position. Under
the blanket position bond, if a loss is discovered that could have occurred
only through the dishonest act of an employee, the loss is covered even
though the particular employee responsible cannot be discovered. A
loss, for example, may obviously be laid to the bookkeeping department,
but the responsibility cannot be fastened on any particular bookkeeper.
Protection in this event can be provided only by a form of blanket bond,
inasmuch as it covers all employees.

For the purpose of calculating premiums, all employees are classified.
Class A includes executives, officials, and all employees whose regular
duties include the handling of money, securities, or merchandise, such as
managers, bookkeepers, timekeepers, clerks, and the like. Class A Spe­
cial includes certain employees of special types, such as outside salesmen,
demonstrators, and so forth. Class B includes all inside employees who
do not regularly handle money, securities, or merchandise. Class C in­
cludes factory workers, elevator operators, mechanics, and so forth, who
do not regularly handle money. In practice, employees are classified by
means of detailed classification sheets issued by the rating authority.

The rates on Class A employees vary according to the number insured.
Thus, for a $2,500 bond, the first five employees or fewer may cost S63,
the minimum premium, -whereas 25 employees may cost $157.40. Class
B employees are charged a flat amount for each, regardless of number, the
rating being much lower than for Class A employees, say $.90 each. No
charge is made for Class C employees. Some businesses require an extra
premium, applied as a per cent of the total Class A premium, and other
risks of a nonhazardous character receive discounts from the Class A pre­
mium.

The premiums arrived at are also modified by the size of the bond.
A 85,000 bond for the same employees as described above might be ob­
tained for 25 per cent extra, a 810,000 bond for 75 per cent extra, and so
on.

Premium Calculation, $7,500 Bond

Class
A...............

A Special.

Employees
. First 5 employees

Next 13 employees
. 10 employees

Rate

15.00

Premium
$109.00

106.21
150.00

$365.21
Hazard of business, 25% 91.30

B............... . 20 employees 1.00 20.00

$476.51

Specific excess indemnity. An employer who desires to bond certain
employees for amounts higher than the average can do so with a specific
excess indemnity endorsement, in which such employees are treated as
they are on a schedule bond. An employer with a $2,500 bond, for exam­
ple, may desire $2,500 additional coverage on two cashiers. These posi­
tions are listed with the amount of excess indemnity applying to each.
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Changes may be made during the year, as in the schedule bond. With
respect to this excess indemnity there is no group coverage. Such an
endorsement enables the employer to obtain higher liability on important
positions without increasing the average bond on employees generally.

Commercial blanket primary bonds. This bond covers all employees,
without naming them or the positions they occupy, for a single maximum
sum. This sum is the maximum liability on a loss, whether caused by
one employee or by more than one. In all respects except one this bond
is similar to the blanket position bond. It covers the same property
(and, in addition, property of others), allow's the same discovery period,
grants the same reinstatement after a loss, provides the same salvage,
gives the same automatic protection and group coverage, provides the
same time for notice of loss, and so on.

It is different from the blanket position bond in that it provides no
separate coverage for each employee. The total amount of the bond,
however, say §20,000, is available to cover any one loss. The difference
between the two types of bond is shown by the contrasting results found
■when, on the one hand, many positions are bonded in a blanket position
bond for §10,000 each, and, on the other hand, a commercial blanket bond
is written for tile single sum of §20,000 on all employees. In the case of
four thefts of §6,000 each within the term of the bond, by different em­
ployees, the blanket position bond would pay §24,000, whereas the com­
mercial blanket bond would pay only §20,000. In the case of one loss
of §15,000 through a single employee, however, the blanket position bond
would pay only §10,000, whereas the commercial blanket bond would pay
§15,000. Thus the blanket position bond provides the greater protection
against small thefts by numerous employees, and the commercial blanket
bond covers a larger single loss through one employee.

Rates depend principally upon: (1) the number of employees; (2) the
amount of the bond. The rate per employee diminishes as the number
of employees increases and also as the face amount of the bond increases.
A bond with a face value of §10,000 for five employees or fewer costs
about §90; for 25 employees, §270 is charged. For a §10,000 bond cover­
ing five employees or fewer, §90 total premium is charged; for a §15,000
bond, $135; for a §20,000 bond, §180. The classification of employees
into Class A, Class A Special, Class B, and Class C is the same as for
the blanket position bond. The following illustrates the premium on a
§25,000 bond.

$25,000 Primary Commercial Blanket Bond

First 5 employees, Class A, minimum premium  $225.00
5 additional employees, Class A, at S16.S5..................... 8-1.25

$309.25
25 per cent charge, for class of business.......................... 77.31

Class A premium
15 employees, Class B, at $0.90  13.o0
10 employees, Class C, at no charge  0.00

$400.06
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Commercial blanket excess bond. In addition to its use as a primary
bond, the commercial blanket bond may be used as an excess bond, that
is, a bond which applies after another is exhausted. Tlie underlying
bond may be an individual bond, a schedule bond, or another blanket
primary bond. A special excess form is also provided for this purpose,
however. An excess bond applies after the primary bond has fulfilled its
function, and protects against catastrophe losses, greater responsibility
of certain groups of employees, and so forth.

The excess bond, for example, covers no acts other than those covered
in the primary bond, applies only while the primary bond is in force, can­
not have its liability increased by any reduction in the primary bond, and,
in general, is so arranged as to be liable after the primary bond is ex­
hausted. This bond is written for §25,000 and multiples thereof. In­
asmuch as not all employees are covered, there is no group coverage. In
other respects it resembles the commercial blanket primary bond.

The premiums are so arranged as to induce the carrying of large under­
lying bonds, by the quotation of a total premium for excess and primary
coverage. Assume, for instance, that 20 employees are bonded under a
schedule bond for a premium of §500. If the cost of excess insurance of
§25,000 is added to this premium, the total premium is, say, §625. The
insured cannot pay less premium than this, however low he may reduce
his premium on the underlying bond. If he desires to pay less for the ex­
cess insurance, he must pay the difference for underlying coverage. Fre­
quently, if the employer is willing to increase his total premium, he can
obtain more extensive insurance by increasing the underlying bond than
he can by buying additional excess protection. He can, for example, pay
as little as the minimum excess premium for 20 employees, say §180, and
use §445 to buy underlying protection. Since this process enables him
to buy over §100,000 at the schedule rates, he obtains a rate of §.33 per
employee per §100, and can therefore buy about §135,000 of underlying
protection and have §25,000 blanket coverage for §625.

Bonds for higher amounts are written at a decreasing rate. Thus
§50,000 excess insurance may cost only 1.15 times the premium for
§25,000 on the same employees.

Comprehensive dishonesty, destruction, and disappearance policy.
All the preceding bonds cover only fraud or dishonesty on the part of
employees, and the employer has to buy other policies if he wishes to
cover losses not due to employees. Called the “3-D” policy form, this
comprehensive policy, in addition to covering acts of employees, provides
the coverages found in the mercantile safe burglary policy, interior rob­
bery policy, outside robbery policy, premises all-risk policy, money and
securities destruction policy, messenger all-risk policy, securities insur­
ance policy, and depositors’ forgery bond. These are grouped under five
insuring clauses.

Insuring Clause 1 provides the same protection as either the commer­
cial blanket bond or blanket position bond, whichever the buyer chooses.
Insuring Clause 2 provides for loss of money and securities inside the
premises caused by-destruction, disappearance, or unlawful abstraction. 
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It also provides for loss or damage of other property by robbery of the
premises or by safe burglary.

Insuring Clause 3 relates to loss of money and securities in charge of a
messenger outside the premises, if the loss is caused by destruction, dis­
appearance, and wrongful abstraction, and to loss of other property in
such charge, if the loss is caused by robbery. Insuring Clause 4 provides
insurance against loss of securities caused by destruction, disappearance,
or wrongful abstraction of that type of property from within a leased safe
deposit box in a burglarproof vault in the premises of the safe depository
named in the policy. It also covers loss from within the premises of the
safe depository while the securities are temporarily outside the safe de­
posit box itself. Insuring Clause 5 refers to forgery of outgoing instru­
ments and in general follows the protection afforded by the depositors’
forgery bond.

Any combination of insuring agreements 1 to 5 may be bought under
this form. No protection is afforded under Clauses 2, 3, and 4 if the loss
is caused by forgery (since this would be covered by Clause 5), dishonest
acts of employees (covered by Clause 1), or the giving or surrendering of
money or securities in any exchange or purchase.

Bonds for Financial Institutions

Schedule bonds. Financial institutions may make use of the name
schedule bonds described previously, and sureties may sometimes refuse
to grant any other types to some small banks. If a schedule bond is de­
sired by the employer, however, the best form is the American Bankers’
Association Standard Form, which can be used by all banks with six or
more employees. It covers all the acts enumerated in other schedule
bonds and, in addition, includes “criminal acts” and “omissions.” It
provides full salvage but no automatic coverage, and has a discovery pe­
riod of two years. It will cover “faithful performance of duty” for an
extra premium, if such a clause is required.

The bank schedule bond premium is based solely upon the amount of
the bond. The rate is 8.70 per 8100 of liability for bonds under 810,000,
and S.65 per 8100 for bonds between 810,000 and 820,000. The rate is
reduced as the size of the bond increases until for bonds between 850,000
and 8500,000 the rate is 8-50. For federal reserve banks the cost is a
flat 8.25 per 8100.

Schedule bonds for financial institutions, how'ever, do not provide the
very broad coverage furnished by blanket bonds at better rates.

Blanket bonds. Blanket bonds for banks and similar businesses w’ere
originally offered in America by English companies. They included in
a single contract dishonesty insurance, burglary, robbery, and theft in­
surance, transportation insurance, and forgery insurance. These forms
were adopted by American companies in 1915 because they were an im­
provement over the separate coverages that banks otherwise were obliged
to buy. Under supervision of the Surety Association of America, forms
became standardized, as well as rates, and forms were prepared jointly 
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by the American Bankers’ Association and the Surety Association.
There are now about 30 blanket forms in existence, but only about a
dozen are in common use. The most popular forms for commercial banks
are standard Form No. 2, Form No. 8, revised, and Form No. 24. Other
forms are No. 16 and No. 22 for savings-and-loan associations, No. 12
(resembling No. 2) and No. 14 (resembling No. 8) for stockbrokers and
investment bankers, No. 5 for savings banks, No. 23 for credit unions.

Some of these forms are always in a state of change but the principal
characteristics of all such blanket bonds are: (1) the combination in one
policy of a fidelity bond with numerous forms of burglary, robbery, and
forgery insurance; (2) coverage of all employees for the same amount of
liability; (3) group coverage; and (4) elimination of clerical detail with
respect to employee changes and premiums. A comparison of two of the
more widely used bank forms will illustrate the important points in­
volved.

The Form 2 bond is available in amounts from 810,000 up. It has a
discovery period of one year, and a full salvage clause. It provides for
notice of loss within ten days and proof of loss within 90 days. It con­
tains the usual restoration clause. Form 8-R is the same, except that the
notice of loss must be given “as soon as possible,” and that it has an
unusual restoration provision, known as a “Retroactive Restoration
Clause,” which is not found in any other type of contract. Under this
clause, upon payment of the additional premium, the policy is restored
to its original amount, not only as to losses occurring subsequent to the
restoration but also as to losses occurring prior to the restoration date.

In Form 2, in case the bond ceases as to any one employee, there is a
one-year discovery period as to his acts. Under Form 8-R, the discovery
period for such acts extends for one year after the termination of the en­
tire bond, which may be many years later.

The property covered by Form 2 is money (including currency, coin,
bullion, bank notes, and uncanceled stamps), and securities (including
mortgages, instruments of the nature of mortgages, assignments of mort­
gages, money orders, bonds, scrip, warrants, checks, coupons, drafts, bills
of exchange, acceptances, promissory notes, certificates of deposit, cer­
tificates of stock, warehouse receipts, bills of lading, and other instru­
ments of a negotiable character for loss of which the insured would have
no recourse against an innocent holder). Form 2 covers only property
owned by the insured, property of others held as collateral, or property
held by the insured in his capacity of bailee, trustee, or agent. Form 8-R
covers all of the above, and, in addition, gold nuggets, gold dust, car trust
certificates, interim, receipts, interim certificates, rights, and transfers.
The instruments covered are both negotiable and nonnegotiable. It is
generally agreed that Form 8-R makes the surety liable for any prop­
erty, whether enumerated or not. The property, under Form 8-R, may
be held in all the capacities covered by Form 2, and, in addition, in the
capacity of pledgee, custodian, or any other capacity. Whether or not
some of these terms are unnecessary, they illustrate what care has been
taken to make 8-R an all-inclusive form.
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There must be considered four insuring clauses, describing the acts
covered by the bonds. Clause A in Form 2 is a broad form of fidelity
coverage proper, and covers loss of the property defined in the bond re­
sulting from “any dishonest act of any of the employees.” Form 8-R,
in addition, insures against “any fraudulent or criminal act” of an em­
ployee.

In Clause B, Form 2 insures against loss of the defined property
through robbery, burglary, larceny, theft, holdup, damage, or destruc­
tion. These, it will be noted, are contingencies occurring on the premises
of the insured. In effect, Clause B superimposes burglary and robbery
insurance upon a fidelity bond, and without the qualifications found in
separate policies. There are no definitions of robbery and burglary, no
descriptions of safes and vaults, no requirement of protective devices.
It is interesting to contrast the few lines in the fidelity bond with the
pages required for a burglary and robbery policy. In Form 2, insurance
against misplacement of property may be obtained by endorsement and
extra premium. Form 8-R goes even further, and, in addition, covers
misplacement, mysterious disappearance, damage to the property enu­
merated, and any loss of subscription, conversion, or deposit privileges
through the misplacement of interim certificates, warrants, rights, or
other securities.

Form 2 covers the offices of the insured covered by the bond, any regu­
lar .place of safe deposit in the United States, premises of correspondent
banks in the United States, and premises of any registrar or transfer
agent. Form 8-R covers, in addition, places of safe deposit anywhere,
any banking institution wherever located, the United States Treasury and
Subtreasuries, the United States Mint and Assay Offices, and any author­
ized office of security issuers for the purpose of issuance, validation, ex­
change, conversion, endorsement, transfer, or registration.
z Clause C of Form 2 is another form of insurance, insurance against
loss through robbery, larceny, theft, and holdup, committed by employees
or others, ■while the property is in the custody of an employee or armored
motor vehicle company in transit within the United States, or in transit
outside the Uniteci States within 20 miles of an insured branch office.
Negligence on the part of an employee who has custody of the property is
covered, whether he is the employee of the insured or of the motor vehicle
company. Form 8-R covers all of the above and, in addition, insures
against misplacement, mysterious disappearance, damage, destruction,
and loss of subscription, conversion, or deposit privileges through mis­
placement. It protects the property anywhere in the United States and
Canada and within the territorial limits of any country in which any
office of the insured is located.

Clause D, embodying forgery insurance, is not in Form 2, but is in
Form 8-R. It may, however, be added to Form 2, or deleted from Form
8-R. When an employee is guilty of the forgery, the employer is cov­
ered by all blanket bonds because it is an act of dishonesty. Form 8-R,
however, also covers forgery losses that are not caused by the dishonesty
of the insured’s employees, but that result from (1) cashing or paying 
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forged or altered checks or checks bearing forged endorsements, accept­
ances, or certifications; (2) cashing or paying forged or altered with­
drawal orders or receipts for the withdrawal of funds; (3) cashing or pay­
ing certificates of deposit or drafts, money orders, orders upon public
treasuries that are forged or altered or have forged endorsements; (4) the
establishment of credit or the giving of value on the faith of the above-
named instruments; and (5) forged or altered written instructions from
any customer or any banking institution.

Form No. 24 resembles Form 8-R and in some respects is even more
liberal.

Premiums. Premiums are computed in much the same manner as for
a schedule bond. A minimum premium is charged for the first 35 em­
ployees. This minimum varies with the size of the bond. An additional
charge is made for additional employees on a reducing, graduated scale
specified in the manual, and the sum of these charges is the basic rate.
To this is added a charge for the type of form used. For Form 2, 5 per
cent of the basic rate may be added, and for Form 8-R, 40 per cent of the
basic rate. When experience rates are applicable, these premiums may
be decreased if the actual losses are .less than the expected losses. No
experience rate increase is made if experience is bad, the situation then
becoming an underwriting consideration.

Other financial institutions. Financial institutions other than com­
mercial banks are in some instances eligible to use the bank forms; in
other instances they use forms very similar in coverage but adapted to
their particular requirements; in still other instances they must use the
regular commercial forms. For example, title companies that conduct a
banking business, and savings-and-loan associations are eligible for bank
forms; investment bankers and stockbrokers use forms adapted to their
businesses; but small loan companies, chattel loan companies, agents for
the sale of travelers’ checks, loan agents for insurance companies, and
so on, are restricted to commercial forms or other special forms.

Miscellaneous fidelity bonds. Other bonds commonly classified as
fidelity bonds are written for labor unions, fraternal orders, agents, bro­
kers, fiscal agents, consignees, ticket agents, and so forth. Some of these
do not involve the relationship of employer and employee, and some of
them involve something more than dishonesty. For example, the officer
of a labor union is not an employee in the sense used in a fidelity bond
and may exercise a wide discretion in the handling of funds. An officer
of a fraternal organization is in a similar position, and in addition is re­
quired to act in conformity with the bylaws of the order. Sureties do not
ordinarily guarantee the performance of contractual obligations assumed
by consignees of goods but merely attempt in such cases to cover dis­
honesty and fraudulent misappropriation or conversion.

Summary

I. Nature of fidelity bonds
A. Fidelity bonds are contracts by which losses of an employer through the

dishonesty of an employee are reimbursed by a third party.
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B. Such bonds are now considered insurance contracts.
C. Dishonest acts include larceny, theft, embezzlement, forgery, misappro­

priation, wrongful abstraction, willful misapplication, and so on
II. Types of fidelity bonds

A. Commercial bonds are used by all except financial concerns.
1. Name bonds cover employees specified by name.

a. Individual bonds, their uses and premium rates
b. Schedule bonds, their uses and premium rates

2. Position bonds cover positions specified in a schedule.
a. Their uses and premium rates

3. Discovery bonds
4. Blanket bonds

a. Blanket position bonds, their uses and premium rates
b. Blanket primary bonds, their uses and premium rates
c. Blanket excess bonds, their uses and premium rates

5. Comprehensive dishonesty, destruction, disappearance policy
a. A combination of fidelity bond with other types of insurance

B. Bank bonds are used by banks and financial institutions.
1. Schedule bonds are sometimes used, but broader protection is given

by blanket bonds.
2. Blanket bonds >

a. Forms 2 and 8-R compared
3. Bonds for other financial institutions

C. Miscellaneous fidelity bonds

Readings
See references at end of Chapter 33, Surety Bonds, pages 734-735.

Problems
1. Name three advantages usually found in a broad form bond as compared

with a narrow form.
2. (a) Which do you consider the broadest form described in the text? (b)

What features has it that are not possessed by any other bond described herein?
3. Why should fidelity bonds with high liability be written at a lower rate

per S100 than bonds with small liability?
4. Why is group coverage possible under a blanket bond although it is not

provided for in schedule bonds?
5. A is bonded for S5,000 and steals 88,000. Subsequently $6,000 is re­

covered as salvage. How much of this salvage is the employer entitled to (a)
under1 a pro rata salvage provision? (b) under a full salvage provision? (c)
if the theft amounted to $4,000 and $3,000 were recovered as salvage?

6. When A applied for a position as cashier, the employer suggested that he
obtain a personal surety to "go Iris bond,” because the personal surety would be
acquainted with A and therefore the personal surety’s guarantee would be worth
more than that of a corporation. What would be your reaction to this request
if you were A?

7. Is there any necessity for bonding employees who do not ordinarily han­
dle money or securities?

8. State the features that an employer would consider advantageous to have
hi his bond.

9. Explain why a superseded suretyship endorsement is necessary when an
insured terminates a bond with one surety and buys a bond in another.

10. An employer terminates in December a schedule bond providing $10,000
coverage for each employee. He immediately takes out another bond pro­
viding $20,000 coverage for each employee and containing a superseded surety­
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ship endorsement with a provision against cumulative liability. An employee
who is covered under both bonds steals 825,000 in January. How much can
the insured recover?

11. (a) An employer has a store where he employs ten regular sales clerks
and adds ten others every summer as temporary help. What type of bond will
be most convenient for him? (b) Is it advisable for him to report the name
of every new employee? Why?

12. Wilson bought for $5,000 an individual bond covering his employee Wat­
son for a term of one year, running from January 1, 1933-to December 31, 1933.
After December 31, Wilson did not renew the bond, and on February 1, 1944,
he discovered that Watson had stolen S3,000. Is Wilson protected if (a) the
theft took place in November, 1933? (b) the theft took place in January, 1944?

13. Under what type of bond can an employer recover for a loss even though
he is unable to show which employee caused the loss?

14. If a blanket bond covers every person employed for the same amount,
how can the employer obtain higher liability for certain specific employees?

15. An employer secured a blanket position bond for $5,000 on each employee.
It covered, among other positions, three bookkeepers. On one bookkeeper he
also obtained $5,000 specific excess indemnity. A loss of $6,000 occurred that
was traceable to the bookkeeping department but not to any particular book­
keeper. Can the employer recover? If so, how much?

16. Explain the difference between a restoration clause and a retroactive
restoration clause.

17. When a person leaves the employ of a bank, what is the discovery period
applying to his acts (a) in the case of a Form 2 bond? (b) in the case of a
Form 8-R bond?.

18. Why is the discovery period provision in an 8-R bankers’ blanket bond
more liberal than in any other form of bond?

19. What forms of insurance are provided under the bankers’ blanket bond
that are not furnished by the usual commercial schedule bond?



Part IX

INSURANCE AGAINST FAILURE OF OTHERS

CHAPTER 33

Surety Bonds

Suretyship in general. In view of the fact that a person may be un­
able to fulfill the terms of a contract he has entered into, the other party
to the contract has, as far back as history extends, sought to have the
fulfillment guaranteed by a responsible third party, called a surety. The
surety becomes responsible for the honesty, or ability, or financial
strength of the principal, -who is bonded for the protection of the obligee.
One contract for which such protection is frequently desired is the con­
tract of employment, and in the preceding chapter fidelity bonds for this
purpose were dealt with. In this chapter, the discussion is of surety
bonds, which guarantee such varied acts as the appearance of a defendant
in court, the execution of his duty by a state treasurer, or the completion
of a contract by a builder.

Background of corporate suretyship. In very ancient times it was
the practice to take hostages from tribes who were under obligation by
treaty or force, as a guarantee of good conduct or fulfillment of promises.
Biblical references show that suretyship was common in those days, and
in England it reached such proportions by the time of Cromwell’s ad­
ministration as to give rise to a burdensome number of court cases. Per­
sonal sureties were used exclusively until a society was formed in 1720
to insure masters against loss through the dishonesty of their servants,
although the first real fidelity insurance company began business in Eng­
land in 1840.

In 1853 New York authorized the formation of companies to accept
fidelity and surety risks, but no company took advantage of this privilege
until 1876, and in 1872 a Canadian company had begun a fidelity busi­
ness of limited character. The United States company organized in 1876
actually began writing policies in 1879, confining its activities to fidelity
bonds. In 1884 another American company began the issuance of bonds
for contractors, fiduciaries, and court proceedings. Corporate sureties
were found superior to individuals in many respects, and thus corporate
bonding (fidelity and surety) grew to a business of about §89,000,000 in
premiums annually.

Comparison of Surety Bonding and Insurance. There are several
noteworthy differences between bonding and insurance. Insurance is a
co-operative method of indemnifying for losses, some of which are certain
to occur and can be more or less accurately predicted. Bonding is sell­
ing the use of the surety’s name and credit; the risks are carefully
selected, and, with the possible exception of fidelity risks, it is assumed

713
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that there will be few losses. There are, of course, some losses, but they
occur because it is not always possible to distinguish safe from unsafe
risks. The insurance contract is between two parties and may be termi­
nated at any time by mutual consent; a bond is given for the protection
of a third party and often can be canceled only with the consent of the
obligee, and, when subject to statute provisions, sometimes not then.
Whereas in most insurance contracts, the company can insert such re­
strictions as it desires, in the surety business statutory bonds contain no
restrictions and others contain relatively few. The term of the bond
is often indeterminate; the insurance contract runs for a specified period
of time. In some cases even the charge for a bond is prescribed by law.
In insurance the company is subrogated to rights that only occasionally
enable it to reduce its losses; in bonding the principal is nearly always
legally liable for the losses the surety is called upon to pay, and the latter
can always have recourse against the former, though in practice this
privilege may not be worth much. The situation has been well expressed
by the statement that “There is always a person between the surety and
its liability.”

Suretyship other than, fidelity bonding. Bonds other than fidelity
bonds do not involve the relation of employer and employee (other than
in public offices), and they insure against more than dishonesty. Fidelity
bonds can be terminated by cancellation by either the obligee or the
surety, but other bonds frequently can be ended only with the consent of
the obligee, and the exact terms of the bond are sometimes fixed by the
obligee or by statute, without consulting the principal or the surety.
These types of bonds may cover (a) financial strength of the applicant,
(b) financial strength and honesty of the applicant, (c) ability and hon­
esty of the applicant, or (d) financial strength, ability, and honesty.

The contract. Surety bonds are, as a rule, brief and simple. A bond
will state that the principal and the surety “are held and firmly bound
unto John Doe, obligee, in the penalty of §5,000, and to the payment
whereof, well and truly to be made and done, the principal binds himself,
his heirs, executors, and administrators, and the surety binds itself, its
successors and assigns, jointly and severally, firmly by these presents.”
The condition of the bond is that “whereas, the principal has (been
elected tax collector) (made an agreement to erect a building) (appealed
a decision to a higher court) (etc., etc.) now, therefore, if the principal
shall . . . well and faithfully perform all and singly the duties incum­
bent upon him, etc., etc., then this obligation shall be null and void.”

The sum named as the penalty may be either fixed damages actually
payable in full upon default, or merely the maximum for which the surety
is liable, depending upon the circumstances of the case. The bond is a
joint and several obligation of both principal and surety and is signed
by both of them, except when the contract is in the nature of an “under­
taking.”

Divisions of the subject. Although fidelity bonds in general guaran­
tee that the principal will not do certain undesirable things, the surety
bond guarantees the willingness and ability of the principal as well as his 
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honesty, and promises that the principal will perform certain obligations.
Surety bonds may be further classified as

I. Bonds covering financial strength only, i.e., court bonds of various kinds
A. Appeal or supersedeas bonds
B. Bonds for costs
C. Attachment bonds, and the like

II. Bonds covering honesty and ability
A..  Public official bonds, covering the honesty and ability of those holding

public offices
B. Fiduciary bonds, covering the honesty and ability of legal representa­

tives, such as trustees, receivers, and the like
C. License bonds, covering the honesty and ability of persons licensed by

the state
III. Bonds covering honesty and financial strength

A. Bonds protecting against reappearance of lost instruments
B. Custom house bonds, guaranteeing compliance with customs regulations
C. Miscellaneous credit guarantees, such as mechanics’ lien bond, rent

guarantee, bonds for freight, bonds for future deliver}' of merchandise,
and the like

IV. Bonds covering honesty, ability, and financial strength
A. Contract bonds, guaranteeing accomplishment of a piece of work
B. Franchise bonds, guaranteeing compliance with the terms of a franchise
C. Depository bonds, guaranteeing compliance with duties owing to de­

positors

Bonds involving financial strength only: court bonds. All bonds of
this type involve virtually a guarantee by the surety of the principal’s
ability to pay; honesty is presumed. They include all “court bonds,” as
they are termed, or bonds required in connection with legal procedures.
Such bonds enable the principal who is bonded to secure certain legal
benefits that he could not obtain without the bond. Some of these bonds
are procured by plaintiffs in legal actions and some by defendants.

They are usually required of plaintiffs if the plaintiff desires to seize
or restrain the use of certain property of the defendant. In many cases,
there may be considerable basis for believing that the plaintiff has the
law on his side, and the bonds involve little risk. In other cases, how­
ever, the risk may be so great that the surety will not issue a bond unless
the principal deposits securities as collateral for its protection. De­
fendants need such bonds usually for the purpose of releasing their rights
in some property. In this event, the bonds are definitely financial guar­
antees, for, if the defendant loses the case and is unable to pay, the surety
must do so. Defendants’ bonds are considered by some companies as so
hazardous that full collateral security is always required.

When a bond of the “court” type is issued, the surety is irrevocably
bound and cannot cancel the obligation without the consent of all the
parties for whose benefit the bond was executed. There are no statutes
for the release of sureties on court bonds, as is true of several other types
of bonds. 1 ...

1. Appeal bonds. When there is a judgment at law against an indi­
vidual and he desires to appeal the case to a higher court, it is necessary
for him to give a bond to avoid the execution of the judgment. The surety 
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undertakes that the principal will execute the orders of the court or, in
the event of his failure to do so, the surety will satisfy the resulting dam­
ages. Although the court fixes the amount of the bond, it is usually for
double the amount of the judgment. Such a bond is for the protection of
the party who has won the case in the lower court, and the hazard varies
with the financial resources of the principal. The premium is usually
based on a flat charge per §1,000 liability, such as $20 per $1,000, on the
amount of the judgment but collateral is almost invariably required and
this reduces the rate by one half.

2. Bonds for costs. It is frequently necessary to deposit a bond for
court costs in order for nonresidents to institute a suit. The surety
agrees that the litigant will pay the costs of the suit, if required, or will
himself pay them. The bond required is usually for not more than $500,
and the cost is about $10 per $1,000 on the penalty of the bond, with a
minimum premium of $10.

3. Attachment bonds. Under certain circumstances, as a protection to
a litigant, property may be attached in advance of a decision on the case.
A writ of attachment, however, is not issued unless a bond is furnished
guaranteeing that if the writ is unjustifiably issued the defendant shall
be reimbursed for any damages he sustains by reason of such issuance.
What the damages are likely to be depends upon the character of the
property seized. If the property is a vacant lot, for instance, the dam­
ages are not likely to be very great. The rate is about $10 per $1,000 of
liability, annually, if the bond is for a fixed amount, or $20 per $1,000
on the amount in controversy, if the bond is open as to penalty.

4- Injunction or mandamus bond. When an order of the court is re­
quested preventing a certain act or requiring a certain act, a bond is
required to cover the possible damage to the party against whom the
mandamus or injunction is issued, in case it is wrongfully issued. Such
a bond is frequently used in cases involving patent infringements and in
rate cases of public utilities. Evidently in some cases the damages may
reach high figures. In ordinary cases the cost is $20 per $1,000 of penalty
per annum on the bond, which charge may be reduced by the deposit of
collateral.

5. Replevin bonds. This type of bond covers damages for wrongful
seizure of property by the sheriff. It guarantees the return of the prop­
erty to the defendant or the payment of its value. Again the character
of the property is important. This bond is much used by finance com­
panies, and installment houses, which are desirable risks from the surety’s
standpoint. The rate is $10 annually on each $1,000 of bond penalty, or
$20 per $1,000 on the amount in controversy for open bonds.

6. Bonds for distraint of rent. These cover damages in case a ten­
ant’s goods are wrongfully distrained for rent.

7. Indemnity bonds to sheriff in seizing property. These protect the
sheriff against damages resulting from the seizure of the wrong property.
The rate may be, say, $20 per $1,000 of penalty for bonds covering exe­
cutions of judgments, and half that much for oth’er writs. The premium
is not annual but covers the term of the bond. Twice the rate is charged
when the penalty of the bond is indefinite or “open.”
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8. Release of attachment (or garnishment) bonds. These enable a
defendant, whose goods have been attached or garnisheed, to recover pos­
session of the goods. Such bonds guarantee either the value of the prop­
erty or (in some cases) the payment of the judgment irrespective of the
value of the property. The rate is about §20 annually per §1,000 of
liability, or about double the rate for attachment and replevin bonds, and
is §40 per §1,000 in “open” bonds with 50 per cent reduction for col­
lateral.

9. Counter replevin bonds. These are similar to release of attach­
ment bonds, but apply to goods possessed by a replevin action. The
same rate as for release of attachment bonds usually applies.

10. Bail bond. This type of bond is necessary in order to enable a
person arrested for crime to obtain his release. It guarantees that he will
appear for trial, and failure of the defendant to do so makes the full pen­
alty of the bond payable. In some cases the bond may also guarantee
the payment of fines. In ordinary cases the charge is §20 per §1,000 on
the bond penalty. As a rule, deposit of collateral is necessary in order to
obtain such a bond. Civil bail bonds are occasionally required in juris­
dictions ■where the plaintiff has the right to cause the arrest and deten­
tion of the defendant under certain circumstances.

11. Removal bonds. These are required of litigants who desire to have
suits removed from a state court to a Federal court, or from an inferior
to a superior state court. They guarantee the production of a copy of
the record and copies of all papers, together with costs if the suit was
wrongfully removed. The amounts involved are usually not very great,
and the bonds do not exceed §500. The premium is, say, §10 per §1.000
of liability for the term of the bond.

12. Release of libel bond. Under admiralty law, a claim against a
ship may be enforced by securing a libel, which ties up the ship. The
shipowner may remove the libel by filing a bond that guarantees pay­
ment of the judgment obtained by the libellant. A premium of §10 per
year per §1,000 of liability is charged, but the term is extended to three
years without additional cost if collateral or insurance company indem­
nity is deposited by the shipowner.

IS. Other court bonds. Many other court bonds might be named, such
as a libellant’s bond in admiralty, a bond for the appointment of a re­
ceiver, a bond for a petition in bankruptcy, a bond on the sale of real­
estate of a deceased person before the expiration of time for filing claims,
a bond of legatee to pay the debts of the testator, dissolution of injunc­
tion bond, discharge of mechanic’s lien bond, supersedeas bond, Pure
Food and Drug Act bond, and so forth. A general average bond, referred
to in the chapter on Marine Insurance, costs §10 per §1,000 of penalty.

In the underwriting of a court bond the following elements must be
taken into consideration: (1) the honest}' of the applicant; (2) the time
during which the surety will be liable before the termination of the bond;
(3) the financial responsibility of the principal; (4) the amount of pos­
sible liability under the bond; and (5) the accompanying protection ob­
tained by the surety, such as (a) collateral, (b) indemnity agreements,
(c) co-principals, and so forth.
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In many instances sureties require the deposit of cash, securities, or
other property by. the principal, as a condition to issuing the bond. The
collateral may be either partially or fully equal to the estimated liability
of the surety on the bond, and is regarded by the surety in the same light
as the deposit of collateral for a bank loan, the surety lending its reputa­
tion and financial resources. The property deposited must be in negoti­
able form, and an agreement is executed defining the rights of the parties
with regard to the collateral. Such collateral should not be mingled with
the general assets of the company.

In certain cases the surety may be' willing to accept the deposit of
property in escrow in place of a deposit of collateral. If so, the prop­
erty is placed in the hands of a third party, to be delivered to the surety
if the principal defaults on his obligation. In connection with many
bonds, the deposit of cash or United States government bonds obtains for
the principal a discount of 50 per cent from the premium rate, provided
the resultant premium does not fall below S25 a year.

Courts may sometimes be willing to accept the deposit of money in­
stead of the filing of a bond. This method may appear more attractive
than the deposit of collateral and payment of a premium for a bond, but
several factors are worth consideration. The court clerk is entitled to a
fee for his services; the clerk may, through lack of ability, negligence, or
no fault of his own, lose the deposit; the court clerk and his surety, not
the government, are responsible for the money so deposited; and the de­
positor may encounter delay in recovering his deposit when it has served
the purpose.

Another protection obtained by sureties is an indemnity agreement
executed by persons other than the principal. The person providing the
indemnity agrees to be responsible for the payment of the premium and
to hold the surety harmless from all loss. If a bond is required in an
automobile damage case, for example, the defendant may possess an in­
surance policy, and the insurance company may furnish to the surety an
indemnity agreement. In the case of insurance companies and other fre­
quent buyers of bonds, a general indemnity agreement, covering all trans­
actions, is sometimes executed.

In some cases, co-principals exist in connection with the bond, and in
case of necessity either principal may be held liable for the obligations of

•the other, the risk of the surety thus being decreased.
Court bonds in general are designed to protect the opposing party in

litigation from damage in case the plaintiff fails to make out the case
alleged, and the surety engages to do that which the unsuccessful plaintiff
should do, which is usually to pay damages. Naturally the surety at­
tempts to force the plaintiff to perform his legal duty, and if he is finan­
cially able to do so, no loss falls on the surety. These bonds, therefore,
are little concerned with the moral hazard and are dependent almost en­
tirely upon the financial strength of the principal.

Bonds involving honesty and ability. 1. Public official bonds. The
law requires that persons elected to fill public positions of trust (such as
a state treasurer, a tax collector, or a sheriff) shall deposit bonds for the 
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faithful performance of their duty. Under such bonds the surety ob­
viously guarantees more than on either fidelity bonds or court bonds, for
the first group involves honesty only, and the second involves financial
strength only. A bond on a public official not only protects against fraud
and dishonesty, but guarantees that he will do those things which are re­
quired by law, and his failure may be due to omission to perform duties
specified, commission of acts not authorized, or performance in a form
other than that prescribed. These unfortunate contingencies may hap­
pen either through his dishonesty, negligence, or lack of ability. A pub­
lic official is a person with a fixed and certain term of office who owes a
duty to the public. By custom, however, bonds for deputies, book­
keepers, assistants, and the like, are also called public official bonds and
rated as such, although such persons have no definite term of office.

Public officials, in this broader sense, may be subdivided into those
who handle money, such as tax collectors, treasurers, controllers, cashiers,
and those who do not, such as managers, superintendents, commissioners,
inspectors. Premium rates are usually higher for those who handle
money.

The bonds of some officials are statutory and of others common-law.
A statutory bond is one required by statute, the form of the bond fre­
quently prescribed by law, and the obligee entitled to all the legal proc­
esses required by the statute. The statutory bond usually provides for
faithful performance of duty, whereas the common-law bond may merely
require honest accounting for all moneys received. Nevertheless the
surety always runs the danger that the bond will be construed by a court
to be a bond for faithful performance, regardless of its language.

The risk assumed by the surety is increased by two facts:
(a) The liability of the surety is prescribed by law and cannot be

reduced by any provisions inserted in the bond.
(b) The bond usually covers the full term of office, and since the

surety is protecting the people of the state the bond cannot be canceled
without their consent, which is difficult to obtain, although statutes for
this purpose exist in some states.

The public official bond, like the fidelity bond, obviously involves two
groups of hazards, the personal and the physical. The first question re­
lates to the honesty of the applicant. His efficiency, however, is equally
important, and yet, in many cases, persons are elected to offices entailing
work with which they are absolutely unfamiliar and are sometimes even
taken from farms and workshops to fill positions requiring clerical ability,
accounting knowledge, and financial experience. If the person has finan­
cial resources of his own, the risk is greatly lessened, because he will take
more care if he runs the risk of losing his own money. The physical as­
pect of the hazard includes his opportunities, temptations, and liabilities.
The amount of money handled and the system employed are obviously
very important. Take, for example, a tax collector who, before he is
required to account for the first fund collected, begins to receive second
payments. Nothing is easier than to cover a shortage.in the first fund
with amounts collected on second payments, and to cover second short­
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ages with third collections, until the defalcation reaches an enormous
sum. This process, in fact, is the way in which most large losses occur,
as any accountant will testify. A similar situation arises when it is pos­
sible for an officer to transfer sums from one fund to another, so that any
one fund audited will be found intact, any shortage being temporarily
supplied from another fund, which in turn is reimbursed when necessity
arises. A principal may hold office two terms, and a shortage in the first
term may be made good by sums abstracted from second-term funds.
The surety on the second term would be liable for this loss.

In regard to his liabilities, the officer usually gives bond that he will
account for and pay over all moneys received. If, therefore, a bank fails
in which he deposits money, even though he exercised care, his surety
would be liable. Sometimes it is provided that the funds must be de­
posited in certain named and bonded banks and the officer relieved of
responsibility; in such a case the only supervision necessary is to see that
every detail of the law is complied with. The principal is usually liable
for the dishonesty of his subordinates; the protection against such defal­
cation is to require bonds from them. As an example of the possibility of
inefficiency, there is the possibility that a recorder who is unfamiliar with
clerical work may fail to record or record improperly a judgment or legal
paper, and through loss to a third party his surety will become liable.
The surety may become liable also because of the inefficiency of a tax
collector and consequent failure to collect taxes due; or the inefficiency of
a sheriff, resulting in damage to a third party.

The surety on a public official bond does not intend, as a rule, that such
bond should guarantee the financial soundness of banks in which the
official may deposit public moneys; but in many instances the surety
is liable on the bond. In some states the public official is virtually an
insurer of the safety of the money; in others he need merely follow cer­
tain legal regulations that relieve him from liability. Between these two
extremes are many variations.

Sometimes bonds will not be accepted which exclude losses through
bank failure (or the depository hazard as it is called), and sometimes ex­
clusion of the depository hazard may not be effective even if attempted.
When coverage of the depository hazard is required and corporate sure­
ties refuse to cover it, the principal sometimes resorts to a personal surety
and the bonding company issues a “re-indemnifying bond” to protect the
personal surety. This latter bond does not cover the principal’s responsi­
bility for depository liability, and may not cover uncollected taxes and
fees, or responsibility for acts of deputies, agents, assistants, and the like.

Public official bonds may be divided, according to condition, into (a)
those for faithful performance and (b) those for honest accounting; ac­
cording to cancellation, into, (a) those cancellable by the surety and (b)
those not cancellable; according to depository liability, into (a) those
which include it and (b) those which exclude it.

To eliminate the necessity of using individual bonds for the many em­
ployees of the states, counties, and municipalities who are not required
by statutes to file bonds, the companies made available in 1943 a public
employees blanket bond. This may be used to cover employees who are 
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not required to furnish bonds for “faithful performance of duty,” who
are not responsible for bank deposits or for collection of taxes, who are
not engaged in serving writs and processes or preserving the peace, and
who are not on the governing bodies of certain kinds of public enterprises.

When public officials are required to file bonds annually instead of
filing one bond running through their term of office, the liability of the
surety is increased because of the continuing liability under previous
bonds for losses discovered after expiration. The principal might lose or
steal §10,000 in each of four years and the surety would be liable for
§40,000, as compared with, say, §20,000 on a single bond covering the
entire term of office.

The rates of premium in the case of tax collectors vary with the local­
ity. In other positions the cost of a bond runs from §1 to §5 per §1,000
of penalty, depending upon the position. For a paymaster in the Na­
tional Guard, for instance, the charge is §5 per §1,000 of penalty, for an
executive of a Housing Authority §2.50, for a collector of internal reve­
nue (Federal) §1.00. For United States employees in general the rate
is §1.35 per §1,000.

2. Fiduciary bonds. There is a great variety of these bonds, all char­
acterized by the fact that the principal is in each case an individual who
is entrusted with the safekeeping of funds for the benefit of another.
There arc bonds for administrators, executors, trustees, guardians, re­
ceivers, trustees in bankruptcy, assignees for the benefit of creditors, and
conservators. Such trust relations are described as “long-term trusts”
and “short-term trusts,” the latter being duties that can ordinarily be
completed within twro years.- The really distinguishing feature between
these bonds, however, is that in the long-term trusts the fiduciary’ has to
invest the assets and pay out or accumulate the income, whereas under
the short-term bond his responsibility is merely to bring together the as­
sets and, after the payment of debts, distribute the assets to the benefi­
ciaries.

It will be apparent that most of what has been said regarding public
officials is applicable to fiduciaries. A receiver, for example, is an officer
of the court required to administer the property in his possession in the
manner directed. The surety binds itself to see that this is done or to
pay the damages. This involves honesty and ability’ on the part of the
principal. The principal is required to follow’ the direction of the court
or the statutes of the state, but he may be entirely’ unfamiliar with the
method of settling debts, collecting the assets, preparing an inventory of
property, rendering accounts to the court, investment of funds, and re­
leasing himself from liability. It is very’ easy, therefore, for him to take
some action that will render himself and his surety liable. It is now’ a
common practice, however, for sureties to require of such principals that
the estate or trust fund be placed under the joint control of the principal
and the surety, in which case securities are placed in a safe deposit box
subject to their joint order, and funds are similarly safeguarded by de­
posit in a bank.

Collection and distribution bonds include twro principal groups: bonds
necessary for handling estates, and bonds required in cases of insolvency.
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In the handling of estates an executor may be named in the will of the
decedent to administer his estate in accordance with the terms of the will.
A bond may be required by the will or by the law of the state. An ad­
ministrator is appointed by a court to administer the provisions of a will
in which no executor is named, or when there is no will. His duties cor­
respond closely to those of an executor. The rates of premium for ex­
ecutors and administrators are in general the same as described below for
guardians.

Insolvency bonds form another group of bonds that are usually of
short term. Receivers are appointed to take possession of the assets of
persons claimed to be bankrupt, until the appointment of a trustee is ob­
tained by the creditors. One safeguard in this type of bond is that the
checks drawn by the receiver are countersigned by the referee in bank­
ruptcy appointed by the court. Receivers are also appointed to take
charge of real estate during mortgage foreclosure proceedings for the
purpose of managing the property. Trustees for debtors are appointed to
take charge of and operate business concerns that take advantage of
Chapter X of the Bankruptcy Act to restrain creditors until the concerns
can reorganize. The premium for receivers and trustees is $4 per §1,000
per year on the first S100,000 of liability, §2.50 per §1,000 for additional
amounts up to §250,000 and diminishing rates for additional amounts.
Assignee for creditors is a person to whom a debtor assigns his assets by
common consent to preserve and distribute the assets to the creditors.
The premium is usually §10 per year per §1,000 of liability.

Investment and management bonds include bonds for guardians and
for trustees, who not only bring together the assets involved but preserve
these assets, manage them, and invest them, over considerable periods of
time, and distribute the income from time to time to persons entitled to
it. In some states the investments legal for such persons are specifically
enumerated, and in others nothing is said on this matter. Between the
two extremes are many variations.

Guardians for minors, insane persons, aged persons, and others con­
sidered by law as unable to Inanage their affairs, manage the assets as
the ward would do if he were competent, subject to such regulations as are
laid down by statute. The rate is, per §1,000 of penalty, §10 per year on
that portion of the penalty under §2,000, §5 on that portion between §2,-
000 and §50,000. A bond for §35,000 would cost §185, for example. The
rate per §1,000 diminishes as the size of the bond increases.

Trustees may be appointed by a will or by a deed of trust, and must
act in accordance with the terms of the will or the deed of trust. The
will or deed of trust may approve of investments not generally legal for
trustees and usually makes definite provisions for the disbursement of
the income and principal of the fund. The rates are, in general, the same
as for guardians’ bonds.

Sureties are often able to obtain one or more of the following forms of
protection in the W'riting of these bonds: (1) joint control, under which the
fiduciary must be accompanied by an agent of the surety in disbursing
money and handling the assets; (2) periodic inspection of assets by the
surety; (3) co-fiduciaries, who can only act jointly; (4) joint-and-several 
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bond for the co-fiduciaries, so that each may be held liable for the other’s
defaults; (5) indemnity agreement, as described previously; (6) super­
vision by an attorney of the acts of the fiduciary; (7) co-surety bonds,
by which several bonding companies share the risk.

In most cases a surety can obtain release on a fiduciary bond either
through a definite statutory provision for the purpose or by permission of
the court.

3. License and tax bonds. Many Federal and state licenses are re­
quired for manufacturing, tax, and occupational purposes, and usually a
bond must be deposited in order to obtain a license. The Federal gov­
ernment, for example, requires bonds for liquor and tobacco manufac­
turers, and states require licenses for moneylenders, employment agents,
auctioneers, nurserymen, plumbers, warehousemen, users of explosives,
electricians, draymen, theater operators, engineers, and other occupa­
tions. The object of these bonds is to protect the state and the public

■ from damage arising from the manner in which the business is conducted
or to guarantee the collection of taxes.

The proper conduct of business in these cases is usually dependent
upon the honesty and ability of the principal, which is the reason for
placing these bonds in this class. There is perhaps an element of finan­
cial responsibility, but this is usually a minor one. Of the various bonds
some will be recognized as much more hazardous than others, and some
are so risky that corporate sureties almost invariably decline them with­
out special protection of some kind.

The bonds considered in this connection may be divided into Federal
and state bonds. There are two subgroups of Federal bonds. Those
required to guarantee the payment of a manufacturers’ tax include bonds
for crude petroleum producers, liquor manufacturers, gasoline refiners,
tobacco manufacturers and dealers, and manufacturers of oleomargarine
and similar products. For oleo manufacturing the rate is So per SI.000,
for example. Other bonds are required in connection with the Federal
income tax. No bond is required for the payment of ordinary taxes, but
in case the amount paid is deficient the taxpayer may have to deposit a
bond to secure an extension of time for the payment of the deficiency.
This bond is known as a “deficiency bond.” The rate for a deficiency
bond is $5 per SI,000. If the collector makes a jeopardy assessment be­
cause he believes the government is in danger of losing the tax, the tax­
payer has to file a “jeopardy assessment bond.” Other types of bonds
are less frequently required.

State bonds are of two classes: tax bonds and occupational bonds.
Tax bonds are required in connection with the payment of gasoline taxes.
sales taxes, liquor taxes, and the like. Occupational bonds are required
for security salesmen, retail liquor sellers, dance halls, beauty parlors,
druggists, undertakers, commission merchants, and so on.

Other licenses are required for the placing or construction of material
or objects that may cause injury or inconvenience to the public.

Most of the bonds mentioned in this section may be divided, with re­
spect to the hazard involved, into the following classes:

(1) Those which guarantee that the person licensed will conform to 
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the regulations for the occupation. The principal requisite for the prin­
cipal is ability, and many of the licensees are required to take an exami­
nation for a license. A good example is a bond deposited for a plumber’s
license. Most of these cost $5 per SI ,000. Unlike most other surety
bonds, these may be underwritten on an insurance basis.

(2) Those which guarantee that the principal will conform to public
regulations and also faithfully account for money or property of others
in his possession. The goods are not sold to the principal in these cases,
and the goods and the proceeds of each party are kept separate. An
example is an operator of a storage warehouse for household furniture.

(3) Those which furnish a guarantee similar to (2) but in which the
money or property of third parties is not kept separate but is mingled in
a common fund. A good example is a commission merchant selling prod­
uce, who puts together various lots of the same grade and deposits the
proceeds in a single bank account. The rate for brokers and commission
men is $10 per $1,000, and in certain cases $15.

(4) Those which, in addition to the above, guarantee the ability of
the principal to pay over money collected. For example, various cattle
growers may sell their livestock to the same dealer, who does not pay
immediately. Faithful performance of duty by the dealer requires that
he should ultimately pay the growers, and the surety may be liable for
his failure to do so.

Bonds involving honesty and financial strength. 1. Bonds for lost
instruments: When stock certificates, insurance policies, deeds, bonds, •
checks, and other financial papers are lost or stolen, it is common to re­
quire a bond before issuing a new document. The bond indemnifies the
maker of the instrument against the consequences of the instrument’s re­
appearing in the hands of an unscrupulous person or an innocent holder
for value. As the bond states, it promises to protect the obligee from
“any and all claims, actions and suits . . . and all liabilities, losses, dam­
ages, costs, counsel fees and other expenses of every nature ... by rea­
son of any claim which may be made in respect of said original (docu­
ment) or by reason of the issuance and delivery of a new instrument.

The bond required is usually for double the current value represented
by the lost instrument. Large corporations will often accept only
their own form of bond, which protects them in every way they have
been able to think of, and which is for an unlimited amount. The latter
feature is of no importance in some documents such as bonds, which are
for a fixed amount, but in the case of stock certificates it imposes on the
surety an unknown extent of obligation, for the possible loss will depend
upon the extent of appreciation in value, which is unlimited. Sureties
usually issue two forms that are not so broad in coverage, one for a fixed
amount and one for an open liability.

The risk of the surety depends partly upon the risk of the original
document’s reappearing, partly upon the willingness of the principal to
make good any damages suffered, and partly upon his financial ability to
do so. The chance of reappearance depends in turn upon the condition
of the document when lost and the manner in which it was lost. 1 or ex-
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ample, a stock certificate, registered in the name of the owner and unen­
dorsed, is difficult for an unauthorized person to realize upon,- but a bond
payable to bearer is a negotiable instrument and may easily reappear in
the possession of an innocent party. When a document is destroyed by
fire, there is little risk in issuing a duplicate; but in cases of mysterious
disappearance the document is quite likely to reappear.

The rates depend upon the character of the instrument lost. Life in­
surance policies, certificates of membership in associations, and the like,
cost $12.50 per SI,000 of penalty. Bills of lading, pawn tickets, and
warehouse receipts cost $10 per $1,000. Stocks and bonds, and many
other instruments, cost $20 per $1,000 of penalty and not over $40 per
$1,000 of face value.

2. Custom House bonds. ■ Many different varieties of custom house
bonds are in use. Such bonds are required for guaranteeing the payment
of import duties, guaranteeing the transfer of merchandise to another
port for payment of duty, guaranteeing re-exportation of certain com­
modities, guaranteeing the use of imported articles for specific purposes
that render them free of duty, and so forth. In the same group may be
included bonds required from vessels to guarantee compliance with port
regulations. The rate for an importer’s warehouse bond is $1 per $1,000,
for a consumption entry bond $.50 per $1,000, for a vessel entry bond $1
per $1,000, for the entry of merchandise $3.50 per $1,000, and so on.

8. Miscellaneous. It is apparent that a bond may be required in any
case in which a guarantee is required that a person will fulfill duties re­
quired of him by law or contract. In addition to those already men­
tioned and discussed, there are, for examples, bonds for mechanics’ liens,
bonds guaranteeing rent, bonds given for freight charges, bonds for the
future delivery of merchandise, qualifying bonds required of insurance
companies, bonds of mortgagors to make improvements on mortgaged
premises, and many others, too numerous to mention.

Bonds involving honesty, ability, and financial strength. 1. Con­
tract bonds. The principal in this case has contracted to do a piece of
work for the assured, and the surety makes itself liable if such work is
not completed. This is more of a credit and banking proposition than
an insurance enterprise, because the surety endorses the contract some­
what as a business man .endorses a note. The contractor, in.order to ful­
fill his obligations, must be honest, must make an intelligent bid, and
must have the ability and financial strength to complete his contract, all
of which the surety guarantees. The latter must therefore scrutinize the
nature of the work to be done, the contract price, the proportion of com­
pleted and uncompleted work, the conditions under which the contractor
is to receive his pay, and the age and financial standing of the contractor.
It is customary to require that the available assets of the contractor shall
be five times the amount of uncompleted work for which he is liable.

For this purpose there are two forms of bonds in use, as follows:
(a) One in which the obligation of the surety is void if the contractor

shall “faithfully perform said contract according to the terms, covenants
and conditions thereof”;
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(b) The other in which the obligation is void if the “principal shall
indemnify the assured against any loss or damage directly arising by
reason of the failure of the principal to faithfully perform said contract.”
The first is a bond for specific performance, the second a bond for dam­
ages.

The ordinary provisions of a contract bond are as follows:
(a) The surety shall be promptly notified of any failure on the part of

the principal for which it may be liable. ‘
(b) The surety shall have the right to assume and complete the con­

tract upon default of the contractor and be subrogated to his rights under
the contract.

(c) The surety is to be liable only to the assured, in order that it may
not be proceeded against by mechanics and material men, but in many
states the amount the surety is responsible for includes the payment of
those who furnish labor and material.

(d) The assured shall retain the last payment for the work until the
contract is satisfactorily completed.

(e) The surety shall not be liable for acts of Providence or damage by
mobs, riots, civil commotions, public enemies, strikes, fire, lightning, tor­
nadoes, or cyclones.

(f) The surety must be notified of any changes in the construction
plans.

(g) The bond does not cover- efficiency, wearing qualities, or main­
tenance of the work.

(h) Any legal action under this bond will be taken within a limited
time.

There are four important divisions of contract bonds.
(a) Bid or proposal bonds. These guarantee that if the bidder is ac­

cepted he will enter into a contract and will furnish a contract bond. Ir­
responsible bidders are thus excluded and the person who is letting the
contract is saved the expense of again collecting bids or the loss of the
difference between the low bid and the final contract price. A bid bond
may be required from bidders on construction contracts or supply con­
tracts. In addition to the hazards of the contract bond the proposal bond
has the disadvantage to the surety that his information is much more
restricted than under the contract bond. In granting the latter, for in­
stance, he knows what others have bid on the same contract.

If the bidder is unsuccessful, the surety runs no further risk, and there
is little need for premium. If, on the other hand, the bidder is success­
ful, the surety supplies the contract bond and receives the premium for
that. For amounts less than 82,500, bid bonds are supplied for construc­
tion contracts or supply contracts at S.20 per S100 on the amount of the
bid. For amounts over 82,500, a flat charge is made of 85 each for con­
struction bid bonds, and 82.50 each for supply bid bonds. These pre­
miums are credited toward the contract bond when issued.

(b) Construction contract bonds. These are of two types, designated
as “A” and “B.” Class B contracts are mainly for heavy construction
work entailing foundations or other work in or on the ground. They 
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usually require more time for completion than Class A contracts. The
premium on Class B contracts is calculated on a flat rate per §1,000 of
contract price (say S15 per SI,000), for a period of two years. Longer
periods require a further payment of half the original rate annually on
the uncompleted portion of the contract.

Class A contracts in general run for short periods of time and involve
construction work “in the air,” i.e., requiring no foundations. In many
cases it is difficult to determine the class of a construction job by any
general rule and reference must be had to the manual list. Class A pre­
miums are usually based on half the rate on Class B contracts (say,
S7.50) for a term of one year, with the extension at the same rate annu­
ally on the unfinished portion of the contract.

A relatively recent type of construction bond is the owner’s protective
contract bond, which is especially designed for private individuals, firms,
and corporations (as distinguished from governmental bodies), who con­
tract for industrial, mercantile, or residential projects. The surety guar­
antees the fulfillment of the contract by the contractor and the payment
of all suppliers of labor and materials. The owner is thus assured that
the contract will be completed at the contract price, and the suppliers of
labor and materials can afford to quote low prices because of assurance
of prompt payment. The bond is adapted to the use of private individ­
uals, since it provides for arbitration to determine the surety’s liability
on a default, and for a decision by the surety within 15 days after the
arbitration award as to whether it will elect to complete the contract or
pay the owner in cash the money necessary to complete the contract. It
requires, however, that an architect be employed during the period of
construction.

(c) Supply bonds. These guarantee the satisfactory completion of a
contract to supply labor, articles, or materials, and, in certain instances,
to install the article supplied. .The contract may provide for some main­
tenance by the supplier. For example, a manufacturer may contract to
supply and install oil-burning heaters. In this case the supply bond
closely resembles the Class A construction bond. In other cases the con­
tractor merely delivers the article or material contracted for, as in the
case of furniture, steel lockers, sand, cement, and the like. In general
the cost is §2.50 per §1,000 on the contract price or the penalty, whichever
is greater. Supply bonds are required by the Federal government and by
state, county, and municipal governmental bodies, and often by private
business corporations. Large supply concerns that furnish articles or
material to governmental bodies sometimes file annual bid and supply
bonds covering their activities during the year without a separate bond
for each contract.

(d) Maintenance bonds. These are bonds guaranteeing the quality,
durability, or performance of the building, article, or material supplied.
For example, a roof may be guaranteed to last ten years, a pump may be
guaranteed to do a certain amount of work, a patent floor may be guar­
anteed not to crack or peel, and so forth. Such maintenance promises are
often included in the construction or supply bond, but not always, and 
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in any case additional maintenance beyond the free maintenance period
is sometimes given, and a maintenance bond is sometimes furnished when
no supply bond is required. In general the rate is $1.50 per $1,000 on
the contract price, per year, but not over $7.50 per $1,000 on the penalty
of the bond, whether for construction or supply contracts. If successful
operation is guaranteed, the rate is at least doubled.

Since a bond may be written to guarantee any kind of performance,
manufacturers and selling agents sometimes obtain a bond guaranteeing
the quality, endurance, or safety of a product offered for sale to the gen­
eral public. For example, a bond may guarantee that a certain prepara­
tion will remove dandruff, or that a cleaning compound will not scratch,
or that an automobile tire will last for 20,000 miles, and so on. ■

(e) Advance payment bonds. During World War II contractors were
sometimes awarded contracts for manufactured articles that they were
unable to finance with their own resources. The Government advanced
the contractor a considerable part of the contract price to enable him to
buy materials and meet payrolls. To protect the government against the
misuse of the money the contractor was required to supply an advance
payment bond. On the other hand, the government dispensed with bonds
for government contracts to a considerable extent during the war, be­
cause, in the event of failure, the surety would no more be able to deliver
the required products than the contractor, and the government was not
interested then in collecting indemnity.

2. Franchise bonds. It is usually the practice to require the corpora­
tion to whom a franchise is granted for the operation of a public utility to
deposit a bond guaranteeing the construction or operation of the utility
within a specified time. The entire amount of the bond is considered ps
liquidated damages in case of default. It is customary to require col­
lateral security for such a bond unless a contract for the work is given to
a contractor who is bonded. The hazard is great because the franchise
may be sold to a third party, the original grantee may be financially or
otherwise unable to produce the utility within the time required, and,
in case of default, the whole amount of the bond may be lost. This type
of bond, like the contract bond, therefore involves the honesty, ability,
and financial strength of the principal. In ordinary cases the charge is
$5 per $1,000 on the penalty.

8. Depository bonds. These bonds are required by depositors to
guarantee that their money will be promptly paid to them on legal de­
mand, the principal reason for failure to pay on demand being the insol­
vency of the bank. This insolvency of the bank, which is the principal,
may arise from dishonesty on the part of the management, lack of abil­
ity, or want of financial strength. Depository bonds belong therefore, in
the class of contract and franchise bonds. They are usually required
where public funds are deposited, and the state is often made by law a
preferred creditor in case of failure, with the privilege of receiving its
entire deposit before all other payments. This preference very greatly
reduces the surety’s chance of loss. There are two other instances, how­
ever, in which the surety is not so favorably treated. In the case of the 
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ordinary depositor, the surety shares with the other depositors in the dis­
tribution of the assets. A depositor whose funds in a bank exceed the

■ amount of the bond is entitled to the payment of the full amount of the
excess before the surety is entitled to anything; notwithstanding the fact
that the latter pays the full amount of the bond. The surety, therefore,
usually provides in the bond that it shall be entitled to its share of any
salvage.

Bonds of this character may be divided into two classes according to
the scope of protection they afford:

(a) Prompt payment bonds, which guarantee payment by the surety
upon the failure of the institution and involve no waiting by the depositor.

(t>) Deferred payment bonds, which guarantee payment by the surety
of the eventual loss, which cannot be ascertained until the affairs of the
insolvent bank are finally adjusted and the extent of salvage determined.

The rate varies with the capital and surplus of the bank. For banks
with less than §50,000 capital and surplus, the charge is S20 per SI.000,
whereas for banks with between $500,000 and $1,000,000 capital and sur­
plus, the charge is $12 per $1,000. These charges are based on the lia­
bility in the bond, but if double liability^ is required the charges per $1,000
are cut in half.

4- Mortgage guarantee bonds. Whereas formerly money was bor­
rowed from individual lenders on specific properties, it has now become
common to finance large real estate operations such as stores, hotels, and
apartment houses by selling bond issues, all the bonds being secured by a
single mortgage on the premises. Such bonds or mortgage certificates
may be secured, in addition to the mortgage, by a bond issued by a surety
company. Usually the bonding company obtains a premium of of 1
per cent a year on the face of the guarantee for insuring the regular pay­
ment of principal and interest. The bonding company protects itself
from loss by (1) avoiding undue concentration of risks, (2) specializing
on business of a nonhazardous character, or (3) examining and apprais­
ing carefully the risks offered.

5. Installment note guarantees. The sale of automobiles, vacuum
cleaners, washing machines, and so forth, on the installment plan, calls
for the supply of capital to finance such purchases. The manufacturing
or selling company usually obtains its capital from a “finance company,”
either independent or affiliated, but this company in turn usually must
borrow money from some other source in order to conduct a profitable
business. The security accorded by the notes of the individual purchasers
and by the credit of the finance company is sometimes supplemented by
a bond furnished by a corporate surety. This sendee appears in three
forms: (a) a finance company borrows from a bank, and the surety com­
pany guarantees to the bank payments of installments as they mature;
(b) the purchasers’ notes are deposited with a trustee as security for col­
lateral trust notes, the surety company guaranteeing the trustee payment
of the purchasers’ notes or the collateral trust notes, (c) the purchasers
notes are made payable to a bank and the surety company guarantees the
bank the payment of the notes, the bank deducting from the proceeds of 
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each note an amount constituting a loss fund out of which losses are paid.
This latter is, in effect, an excess loss policy.

Factors in ratemaking. Rates in general for fidelity and surety bonds
are made co-operatively. In 1909 the Towner Rating Bureau was formed
and since that time has made rates for nearly all forms of bonds, supply­
ing these rates to companies that are subscribers to the bureau. A few
companies make competitive rates, but approximately 40 companies are
subscribers at the present time, and these write about 95 per cent of the
bonding business, charging uniform rates. The majority of the rates are
embodied in a manual, but on a few special risks premiums are supplied
upon application.

The premium in the surety business consists of (a) a service charge,
(b) a provision for losses, and (c) an addition for overhead expenses,
commissions, and so on. The proportions of these elements vary greatly
in the individual premiums. In some, most of the amount goes for
service, as in several types of court bonds; in others, a considerable por­
tion is required to cover losses, as in many types of fidelity bonds. Often
a large part of the services rendered by the surety consists of investiga­
tions conducted before the bond is issued. It is impossible to determine
satisfactorily what is a fair compensation for these services. The serv­
ice charge is intimately connected with the loss fund, because by satis­
factory investigation plus good underwriting judgment and deposit of
collateral for hazardous risks, the payment of losses may be much re­
duced.

Loss ratios on corporate bonds vary from low figures on certain forms
under which the principal deposits collateral, to high figures on fidelity
risks, in which losses occur frequently and the business is conducted
largely on the insurance principle. Under these circumstances it is im­
possible to classify risks and ascertain rates for such classifications by
formulae. The situation is further complicated because: (a) certain
premiums are fixed arbitrarily• by statute; (b) limitations vary in the
contracts, since there are few standard forms; (c) new types of risks and
factors of hazard are constantly introduced.

Rates are based upon experience in that the amounts received must ap­
proximately equal disbursements over a period of years. Experience
only can hardly be applied to rates for different kinds of risks, however,
for new types of bonds are frequently introduced, statutory requirements
compel variations in the character of coverage, there is no standard for
valuing deferred losses, and the element of moral hazard is difficult to
measure. Furthermore, -whereas in other forms of insurance current ex­
perience can be relied upon to modify rates constantly, current experience
counts for very little in the bonding business, for a number of reasons.
In the first place, bonds are frequently continuous and long discovery
periods are permitted, with the result that hidden losses may develop
many years after the bonds are issued. Losses on certain types of bonds
are strongly and abruptly influenced by business conditions. On de­
pository bonds, for instance, losses from 1926 to 1929, inclusive, were
extremely low; but if premiums had been accordingly modified, losses in 
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1930 would subsequently have been revealed as ten times the 1929 losses.
After a loss has developed there is always the possibility of recovery
fiom the principal. Many bonds run for an indefinite term and cannot
be canceled by the surety. All of these features cause judgment to play
the principal part in most bonding premiums, rather than recorded statis­
tics of experience. In fact, it might almost be said that the rates are
fixed and the bonding companies attempt to adjust the losses to the rates,
by investigation, terms of the bond, safeguards required, and diligent re­
covery from principals^

The rates promulgated in the manual are on various bases. Rates are
fixed, for example, both per unit of exposure (as in the case of a number
of officials who handle money), and per unit of penalty involved (as in the
case of court bonds), and sometimes also on the basis of the price in­
volved in a contract (as in construction contract bonds). On large
schedule fidelity bonds, the rate is reduced as the number of principals in­
creases. Thus, some rates are based upon the penalty involved in the
bond, some upon the number of employees covered, some upon a flat price
per bond, some upon the number of branch houses, some upon the geo­
graphical dispersion of the business units involved, and so forth.

The rates fixed upon bankers’ blanket bonds are a good illustration of
the various factors involved, being dependent upon (1) the face of the
bond, (2) the number of employees, (3) the number of branches covered,
(4) the location of branches, (5) the zone or radius of protection, (6) the
terms of the contract, and, sometimes, (7) the forgery hazard. Some
rates are made for one year, and others for the term of the bond.

Premiums may be divided into two broad classes:
1. Those which must furnish the principal fund out of which losses are

to be paid, as is the case with most fidelity bonds. The deposit of col­
lateral is not generally required, and the recovery in case of loss is usually
limited, with the result that premiums must largely provide for the losses.
The premiums in these cases more nearly approach the nature of true
insurance premiums.

2. Those which contribute but little to the payment of losses, the prin­
cipal usually being required to deposit collateral or security in some form.
The security deposited is presumed to cover most of the loss incurred, and
the premiums cover variations in the loss ratio and expenses and provide
a reserve for future unfortunate experience. In these cases the premiums
for the most part cover the expense of service rendered, such as investiga­
tion and supervision, and the fee for lending the name and credit of the
surety.

Rating methods are most highly standardized in commercial fidelity
bonds. The general principles involved are: (1) an extra charge is made
for hazardous types of business; (2) in individual bonds the position oc­
cupied is an important factor, whereas in schedule and blanket bonds
positions are crudely classified; (3) the rate diminishes as the size of the
bond increases, i.e., as the number of employees or the number of posi­
tions increases; (4) the rate diminishes as the amount of liability in­
creases.
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Experience rating methods are applied to modify certain manual rates.
Types of bonds eligible for experience rating are blanket position bonds,
commercial blanket bonds, and bankers’ blanket bonds. It is necessary
that the risk develop a certain amount of premium, for instance, §500
premium in the case of commercial bonds. The experience of the past
five years is used to indicate the credit that may be allowed for experi­
ence.

Reserves. The reserve required by law consists of the unearned pre­
mium, estimated at the end of the year as 50 per cent of the premiums
collected during the year and similar in character to the fire insurance re­
serve, and a loss reserve “sufficient to cover the estimated amount due or
to become due on notices of loss received.” The latter is provided for by
individual estimates made by the companies on claims and notices of loss,
each company using its own method of estimation. In New York State
it is further required that such loss reserves shall be (a) not less than 10
per cent of the net premiums in force on fidelity risks, and (b) not less
than 5 per cent of the net premiums in force on surety risks.

Reinsurance. Reinsurance is extensively practiced by surety com­
panies. Three methods are employed, facultative arrangements for in­
dividual risks, treaties, and co-suretyship. Facultative reinsurance is
more common than treaty reinsurance because rapidly changing condi­
tions are not well adapted to agreements made in advance. An individ­
ual risk that is acceptable today may be absolutely rejected tomorrow.
Such treaties as are made are usually written with strict limitations on
the character and amount of risks included in their scope, and are ad­
ministered as in other forms of insurance, by bordereaux and monthly
statements.

For treaties no standard form of agreement exists, but facultative ar­
rangements usually follow a standard form drawn up by the Surety As­
sociation in 1930. The reinsurance contract is an insurance contract and
not a surety bond, and deals with the surety’s liability and not the con­
tract between the principal and the obligee. The obligee has no rights
in the reinsurance agreement. It protects the reinsured company against
losses, costs, expenses, and interest. The premium belonging to the re­
insuring company is that proportion of the original premium which the
amount reinsured bears to the total insurance. If the original bond pro­
vides for restoration of liability, the reinsurer is similarly liable. The
reinsurer requires the reinsured to retain insurance to an amount not less
than it cedes to the reinsuring company.

The reinsured must promptly notify the reinsurer of claims and take
charge of their settlement. Its decision as to liability and the amount to
be paid is binding on the reinsurer. The reinsured may7 give notice of its
intention to pay a claim and require the reinsurer to pay its share on that
date. The reinsurer may make its payment in the form of a check in
favor of the obligee on the original bond, if it prefers. No change may
be made in the original bond without the consent of the reinsurer, and the
latter is entitled to share with the reinsured any salvage recovered.

In co-suretyship two or more companies sign the same bond and are 
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responsible jointly and severally to the obligee for the full amount named
in the bond, if the bond contains no stipulation to the contrary. Usually,
however, there is in the bond a provision limiting the liability of each
co-surcty, and making the bond a joint-and-several obligation only for
the purpose of allowing the principal to sue any or all of the sureties.
Obligees such as the Federal government, large banks, municipalities,
and so on, sometimes demand unlimited co-suretyship for greater safety.
It is used also as a means of dividing political patronage. When the
obligee insists upon unlimited co-suretyship, a “side agreement” dividing
the responsibility is entered into. This agreement simply puts in writing
the principle of contribution, which has been affirmed by the courts as
an equitable right of a co-surety.

Summary
I. Surety bonds other than fidelity insure faithful performance of duty.

II. Bonds involving financial strength—court bonds
A. Types of bonds

1. Appeal bonds
2. Bonds for costs
3. Attachment bonds
4. Injunction or mandamus bonds
5. Replevin bonds
6. Distraint of rent bonds
7. Sheriffs’ bonds
8. Release of attachment bonds
9. Counter-replevin bonds

10. Bail bonds
11. Release of libel bonds
12. Removal bonds

B. Protection of the surety
1. Deposit of collateral

a. Deposit in escrow
b. Deposit of cash in court is an alternative to a bond.

2. Indemnity agreement stands between the surety and loss.
3. Use of co-principals

III. Bonds involving honesty and ability
A. Public official bonds

1. Statutory and common-law bonds
2. Unusual features of official bonds
3. The depository hazard

B. Fiduciary bonds
1. Short term—collection and distribution bonds

a. Executor’s bond
b. Administrator’s bond
c. Receiver’s bond
d. Trustee for debtors bond

2. Long term—investment and management
a. Guardian’s bond
b. Trustee’s bond

3. Forms of protection for the surety
C. License and tax bonds

1. Federal bonds—manufacturers’ tax bonds
2. State bonds

a. Tax bonds
b. Occupational bonds
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IV. Bonds involving honesty and financial strength
A. Bonds for lost instruments
B. Custom house bonds
C. Miscellaneous

V. Bonds involving honesty, ability, and financial strength
A. Contract bonds

1. Provisions of the bond
2. Four types of contract bonds

a. Bid bonds
b. Construction contract bonds /
c. Supply bonds
d. Maintenance bonds

B. Franchise bonds
C. Depository bonds
D. Mortgage guarantee bonds
E. Installment note guarantees

VI. F.actors in rate-fixing
A. Co-operative rate-fixing
B. Factors in rates

1. Service charge
2. Provision for losses
3. Expenses

C. Loss ratios vary with different types of bonds.
1. Current experience is an inadequate index of losses.
2. Loss ratio diminishes in proportion to

a. Increase in size of bond.
b. Increase in number of persons covered.

D. Experience rating
VII. Reserves

A. Premium reserve of 50 per cent of current premiums
B. Loss reserve, by estimation, with a minimum based on premiums in

some states
VIII. Reinsurance

A. Facultative methods are most common, with a standard contract very
generally used.

B. Treaties are used to a limited extent and with strict limitations.
C. Co-suretyship provides for joint-and-several liability of the co-sureties
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Problems
1. Compare the promises of an insurance company under the fidelity bond

and under the contractor’s bond.
2. Why is it necessary for the defendant who has lost a civil case and ap­

pealed it to furnish a bond?
3. What important differences are there between a fidelity bond covering a

cashier in a gas company and a bond covering a state treasurer?
4. Why is it said that a contract bond involves honesty, ability, and financial

strength?
5. Which requires the higher premium, “prompt payment” or “deferred

payment” depository bonds?
6. Why is a surety bond purchased to guarantee a construction contract, if

the latter contract is itself binding upon both parties?
7. What is the greatest factor of hazard to the surety in a bid bond?
8. What are the features distinguishing the fidelity bond from other surety

bonds as regards: (a) relation of principal and obligee? (b) actions of the
principal which are covered by the bond? (c) theory of premiums and losses?

9. Name a bond that guarantees honesty, ability, and financial strength, and
one that guarantees only honesty.

10. What forms of insurance provided under the bankers blanket bond are
not furnished by the ordinary commercial schedule bond.’

11. Name one type of surety bond that'can not be canceled except by con­
sent of all the obligees.
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12. What factors make a counter-replevin bond cost twice as much premium
as a similar replevin bond?

13. Why is a court bond considered as involving principally financial ability?
14. What is the purpose of placing collateral in escrow?
15. Ar keeps his stock certificates in his home and says that he has no fear

of losing them because the corporation will issue him duplicates. Is this argu­
ment a good one?

16. In what respect does the problem of fixing surety rates resemble that of
fixing automobile liability rates?

17. What are the various protections that a surety may adopt for the pur­
pose of reducing losses?

18. What is meant by the “physical hazard” in connection with surety bonds?
19. (a) What is meant by the depository hazard? (b) How can this be

avoided by a reindemnifying bond? (c) Is this a satisfactory solution of the
difficulty, in your opinion?

20. (a) X establishes a life insurance trust, naming his lawyer Y as trustee.
Is this a “long-term trust”? Why?

(b) Name two types of fiduciary bonds of the “collection and distribution”
variety.

21. When Builder made a contract to erect a building for Owner, Builder
found that plans and specifications had to be filed with the Division of Building
Permits and that a license had to be obtained to deposit sand and stone on the
adjoining streets. Builder had obtained the contract under competitive bidding.
The hammered iron work to be used was imported from England and the con­
tractor guaranteed the roof for ten years. A workman was killed during the
operation and his wife was appointed administrator of his estate. There was
a dispute about another mechanic’s wages, and the mechanic involved obtained
a mechanic’s hen. Builder kept his funds on deposit in the First National
Bank.

Explain the nature of the various bonds that might be employed as the result
of these transactions and relations.

22. Sureties have various methods of protection against loss in the case of
fiduciary bonds. Classify these according to (a) those which are intended to
prevent losses before they occur and (b) those which are intended to divide the
loss if one is incurred.

23. Why is a lost stock certificate endorsed in blank more of a surety hazard
than a registered bond? Does a warehouse receipt for wheat resemble the
stock certificate or the bond in this respect ?

24. Explain why current experience is of little value in fixing premium rates
for surety bonds.



CHAPTER 34

Credit Insurance

Business failures. Modern business is conducted upon a credit basis,
less than 5 per cent of our commercial transactions being made for cash.
In most instances commercial credit, in the sense used here, is a loan that
is to be repaid by the borrower’s transforming of part of his present assets
into liquid form. For example: a manufacturer sells goods to a whole­
saler who already possesses a. building, an inventory of goods, and some
accounts receivable, and allows him 30 days in which to pay for the goods.
It is expected that within 30 days the wholesaler will have either sold
sufficient of his inventory or collected sufficient of his accounts receivable
to pay for the goods he has purchased. As long as this system is retained,
since men are human and fallible, it may be expected that the individual,
firm, or corporation extending credit will meet with losses, because of the
inability or refusal of the debtor to pay for the goods.

Whether the risk of loss through failure (the ratio of failure liabilities
to total business assets) becomes greater or less, the uncertainty of credit
losses (the variations of this ratio from year to year) remains. Unusu­
ally large losses may result from (1) the character of customers, (2) in­
efficiency of debtors, (3) desire of the creditor to expand too rapidly, (4)
conditions affecting particular debtors, (5) unusual circumstances in the
industry in general, (6) general business conditions, and so many other
factors that space does not permit enumeration.1

A business concern may adopt one or a combination of the following
methods for meeting credit losses: (1) endeavor to prevent losses by sell­
ing only to concerns that may be expected to pay their bills; (2) estimate
the probable losses and add the cost thereof to the price of the goods;
(3) purchase indemnity for credit losses from a credit insurance company.
To what extent these methods are efficacious may be seen from an exam­
ination of business failures.

The method of preventing losses is much more difficult in practice than
in theory. Failures result from a great variety of causes, many of which
are impossible to foresee. Since businesses are operated by human be­
ings, it may be expected that mistakes will be made, some of which are
necessarily serious and result in failure. Numerous important judgments
have to be made with respect to price policies, styles, merchandising
methods, methods of production, and so on, any one of which may be
sufficient seriously to endanger solvency. Some businesses are ruined by 

1 For an imposing list of causes of failures, see L. P. Starkweather, “Why Business
Failures,” in Credit, and Financial Management, May, June, July, 1941.
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prosperity, the manager being encouraged by success to extend the busi­
ness unwisely or to take extraordinary risks. In addition, there are
many influences that cannot be foreseen by the owner of the business, let
alone his creditors. Industrial changes may revolutionize demand, in­
ventions may modify economic habits, or poor general business may cre­
ate individual business difficulties.

Thus far we have been dealing with events occurring after’ the goods
have been sold, and assuming that the customer was a good risk at the
time of the sale. This is a common assumption, but frequently incorrect.
Experience demonstrates that large and well-established businesses fail,
as well as new and small ones, and their failure, being the most unex­
pected, frequently entails the greatest loss to creditors. Large and well-
established businesses are precisely those about which detailed inquiry is
often most difficult and embarrassing. Again, even where statements may
be readily obtained, concerns in danger are sometimes moved to falsify
statements, not necessarily through any conscious motive of fraud, but
through the instinct of self-preservation. It is for these reasons that
creditors can never be certain of their customers’ condition, even at the
time of sale, and, as previously indicated, many contingencies are possible
between the time of sale and the time of payment.

Not knowing what their credit losses will be, yet wishing to make some
preparation in advance, many concerns maintain a reserve for “bad
debts” or “doubtful accounts.” If this provision is to be something more
than a mere bookkeeping entry on the liability side, the amount set aside
for the purpose is guessed at in various ways, usually being the amount
ascertained by experience to be the average annual loss. This method is
satisfactory in a normal or average year, but when least expected the
losses may far exceed the amount for which provision was made. The
loss of one large account, for instance, might wipe out the profit on a hun­
dred others, and if the loss is very heavy it may result in financial em­
barrassment or even ruin. A reserve is the only method of providing for
normal, usual, expected, average losses, but beyond these it is either in­
effective or impossible. It should also be noted that the amount set
aside for bad debt losses cannot, under competitive conditions, be fixed
entirely at the discretion of the individual firm.

Functions of credit insurance. From the description given above,
some of the functions of credit insurance are evident, but it may be well
to summarize its purposes:

(1) Credit insurance provides indemnity for unusual credit losses.
(2) It improves the financial standing of the insured. Some banks are

now recommending credit insurance to their borrowers to reduce the pos­
sibility of loss to the bank, and large industrial concerns are insisting
that credit insurance be carried by their customers.2

(3) It mitigates the usual disastrous consequences of price changes and
business depressions by giving merchants confidence in their book ac­
counts.

(4) It enables a business to secure protection for accounts receivable
“This aspect of insurance in general was discussed in Chapter 1.
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(an important asset) in the same way that it obtains insurance protection
for plant, equipment, stock of goods, and other assets.

(5) It substitutes a small, known, and certain loss for the large and
uncertain credit loss a business would otherwise be subject to. Such
small, known losses are more likely to be added to the cost of the goods
than large and uncertain losses, which often come out of the legitimate
profits of the business.

(6) Through policy restrictions it encourages businesses to be more
careful in the extension of credit.

(7) Through collection services and assistance in settling overdue ac­
counts it reduces losses on bad and doubtful accounts.

Credit insurance companies. The annual premium income for credit
insurance increased from §1,665,000 in 1917 to §4,925,000 in 1926, or over
190 per cent in ten years. In 1930 it reached a high point of $5,400,000
and then declined to §2,000,000 in 1935. Since that time it has shown
a slow and intermittent improvement. The premium income today is
about §4,000,000, all of which is confined to two companies. There were
at one time eight companies offering credit policies. The two leading
companies work in close co-operation with regard to types of policies
issued.

General plan of credit insurance. Credit insurance provides a con­
tract of indemnity promising to reimburse a wholesaler, manufacturer, or
jobber for the unusual losses incurred by him through the failure of his
customers to meet their obligations.3 Indemnity is accomplished in two
ways, by specific and general policies. The former are intended for use
by an insured who may have occasional, high-class accounts to whom
considerable credit is to be extended for short terms. Coverage of these
accounts is dependent upon investigation and acceptance of each risk by
the insurance company. General policies cover the accounts of the in­
sured as described in the policy (usually all customers who have the
credit rating required by the policy) without the investigation and ap­
proval of individual accounts. Investigation can be dispensed with be­
cause the general policy describes the amounts and quality of accounts
covered by specifying credit ratings and account limits. One concern
might require a policy covering only risks rated at $50,000 net worth or
more, and with the highest credit ratings; another might need a wider
range of capital and credit ratings included in its insurance coverage.
Policies may sometimes be arranged without any rating being required,
but only under exceptional conditions, and the premium is necessarily
higher because of the lack of restriction. It is necessary to provide a
method of preventing the insured from relying solely upon mercantile
ratings to the exclusion of detrimental information from other sources.
This is done by providing that the insured shall bear some part of the
annual credit loss himself; such loss is called the normal loss. This is
not the only purpose served by the normal loss, as will be seen hereafter.

Indemnity for losses is not the sole purpose of credit insurance, because
it is intended that it shall promote prudent selling, either (1) by insuring 

Insurance of retail dealers is not considered feasible.
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only those accounts that have a good credit rating for a limited amount
on individual debtors, or (2) by charging a higher premium for inferior
ratings and large amounts on individual debtors. Another purpose is to
furnish a collection service for its policyholders. This is conducted for
the protection of the insured as well as for the insurance company and
has proven a valuable means of minimizing losses. In credit insurance:
(1) the contract must fit very varied conditions; (2) the moral and per­
sonal element is great; (3) less emphasis is placed upon rates of premium
than upon the arrangement of the coverage. The company representa­
tive must be well trained, because he must have a good general knowledge
of various phases of business, must be able to understand the business
problems of a variety of clients, and must liave sufficient underwriting
ability to adjust the contract to the hazards.

Types of policies. There are four principal features that distinguish
one policy from another: (1) the coverage, or nature of accounts covered;
(2) the losses covered by the policy; (3) the collection of overdue ac­
counts; and (4) the extent of coinsurance.

With respect to coverage, policies are either general policies, for debtors
who have prescribed credit ratings, or specific policies, for one or a few
special debtors who must be specified by name and approved by the com­
pany. Every general policy contains a schedule of “mercantile ratings”
covered 4 and the maximum coverage on each class of rating. In specific
policies, each individual debtor is approved at the time the policy is
issued, sometimes by name and rating, sometimes by name without men­
tion of rating.

In the general policies, the mercantile ratings covered may be confined
’ to fairly good ratings (called “regular”) or include both good and inferior
ratings (known as a “combination”). In such a combination policy the
coverage on regular and inferior ratings may be combined.

The table of limits on individual accounts may be “graduated” by hav­
ing each higher rating’s limit exceed that of the next lower rating, or the
insured may fix the limits on any particular rating without regard to
coverage on any other ratings, a process that is termed “selective cover­
age.”

Some policies cover losses arising out of insolvencies occurring during
the policy term, whereas others cover losses arising from sales during the
term. In the first case, if the last month of the policy term was Decem­
ber and a shipment was made in December to a customer who did not fail
until February, the insured could not recover (unless he had taken out a
renewal). In the sales type of contract, this particular loss would be
recoverable. In practice it makes little difference which type of con­
tract is used if the insured carries continuous protection.

It may be well, before discussing policy provisions, to attempt a bird’s-
eye view of policies classified according to some of their principal provi­
sions. The meaning of any phrase not obvious will appear from the sub­
sequent discussion.

‘Except one; but this has stringent protective provisions for the company, such
as 25 per cent coinsurance, and would not suit the average concern.
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TABLE 45
Classification of Credit Policies

Coverage
features

Losses

Collection
features

Coinsurance
features

Specific
policies

Single debtor—premium based on the account limit and rating
of the debtor

Approved risks—premium based on shipments
Excess loss policies—covering excess loss on individual debtor

above the primary loss

General
policies

Ratings

Regular—1st and 2d
credit ratings

Combination—includ­
ing inferior ratings
with separate aggre­
gates

Graduated coverage

Selective coverage

Small inferior limits—
00% coverage

Large inferior limits—
75% coverage

Flat table and full key coverage—including inferior
ratings without separate aggregates

Open—no ratings required; restricted coverage and indemnity

Term policies—losses on sales made during policy term, even if insolvency
occurs later

Continuing policies—losses on shipments made and insolvencies occurring
during term

Compulsory—past due accounts required to be filed for collection
Optional—optional filing of past due accounts ( \Vith°penalty

Non-collection—no collection service offered

10 per cent
Regular rating coverage
Inferior rating coverage with small limits
Flat table policy credit ratings in Groups 1 and 2

Q1- . / Flat table policy credit ratings in Groups 8 and 425 per cent | Qpen policies
10 per cent extra on accounts more than 90 days past due when covered

by renewal

A large number of policies could be constructed from combinations of
the above features, but the principal contracts used are the following
nine:

Policies
Rat­
ings

Insolvency
or

Sales Collection
Coinsur-
■ ancc Cancellation

General
1.................. Yes Sales Compulsory

Optional
Optional
Optional

Noncollection

10%-25% Noncancellable
2........... Yes Insolvency

Sales
Insolvency
Insolvency

Sales

10%-25% Noncancellable
3. . . 10%-25%

25%
Noncancellable

4........... No Noncancellable
5.................... 10%-25% Noncancellable

Specific
6. (one debtor)........... Yes Compulsory 10%-20% Cancellable
7. (one debtor)............ No Sales Compulsory normal loss Cancellable

8. (several debtors)...
9. (one debtor)............

No
No

Sales
Sales

•

Compulsory
Noncollection

instead of
coins.
10% Cancellable

Cancellable
Excess loss
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The policy analysis. The usual provisions of credit indemnity con­
tracts are listed below, and, at the proper places, the variations in con­
tracts.

1. The application. When credit insurance is desired, an application
is made to the insurance company containing statements on the basis of
which (a) rejection or acceptance of the insurance is made, and (b) the
policy conditions are arranged. The most important points covered by
the statements are:

(1) The mercantile agency whose, ratings are used as a credit basis by the
firm;

(2) The line and nature of business and how long in it;
(3) Territory covered;
(4) Maximum terms of sale;
(5) Possession of information detrimental to existing debtors’ credit;
(6) Contemplated changes in method of doing business;
(7) Gross sales and losses over the last five years;
(8) Acceptance of some mercantile agency for ratings.

2. Insolvency. The insuring clause promises indemnity against “loss
due to insolvency, as hereinafter defined, of debtors.” The definition in­
cludes not merely legal insolvency but also the more frequent unwilling­
ness or inability of debtors to pay, and appears in most credit insurance
policies as follows: “Insolvency shall be deemed to have occurred when

(1) A debtor shall have absconded;
(2) A sole debtor shall have died;
(3) A sole debtor shall have been adjudged insane;
(4) A receiver shall have been appointed for a debtor;
(5) A debtor shall have transferred or sold his stock in trade in bulk;
(6) A writ of attachment or execution shall have been levied on a debtor’s

stock in trade, and said stock sold thereunder, or the writ returned unsatisfied;
(7) A debtor shall have made a general offer of compromise to his creditors

for less than his indebtedness;
(8) There shall have been a recording of or taking possession under a chattel

mortgage given by a debtor on his stock in trade;
(9) A debtor’s business shall have been assigned to or taken over by a

committee, appointed by a majority in number and amount of his creditors;
(10) There shall have been a recording of or taking possession under an as­

signment or a deed of trust made by a debtor for the benefit of Iris creditors;
(11) A voluntary or'involuntary proceeding shall have been instituted to

adjudge a debtor bankrupt;
(12) A proceeding for the relief of a debtor shall have, been instituted in a

Court of Bankruptcy;
(13) The policyholder files with the company for collection a claim against a

debtor whose account is due and payable at the date of filing, but not over
ninety (90) days past due under the original terms of sale.

S. Termination of the contract. Most general policies terminate, if
not renewed, at the end of the specified period, usually one year. Sev­
eral types of general policy and all specific policies, however, do not cover
shipments made after the end of the term, but do cover insolvencies oc­
curring after the end of the term on shipments made during the term. 
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The policy also terminates if the insured becomes insolvent as defined in
the policy, or if a partnership is dissolved. Upon such termination,
claims for losses are treated in the same manner as if the policy period
had expired. Temporary suspension because of fire, strike, or death, or
withdrawal or admission of a partner does not affect the term of policy.

General policies were formerly issued which were cancellable by the
company upon ten days’ written notice with adjustment of the premium,
but such contracts have been abandoned because they made it possible
for the company to evade responsibility when a particular business or
line of business seemed likely to get into financial difficulties. Under
present general contracts neither company nor insured can cancel, but
specific contracts permit the insured to cancel at the short rate and the
company at the pro rata premium.

4. Mercantile ratings. Nearly all credit insurance policies5 are de­
pendent upon a table of mercantile ratings, selected by the insured, and
incorporated as a part of the contract. Most of the policies are written
on Dun & Bradstreet, Inc., ratings, but nine or ten trade mercantile agen­
cies of national scope are acceptable also. The credit insurance company
cannot insure indiscriminately, and, therefore, no debtor is covered ex­
cept to a limited extent unless he has a capital and credit rating in the
given mercantile agency. The capital rating expresses the estimated net
worth of a concern, and the credit rating indicates promptness in pay­
ment and credit standing. A concern may have a verj’ high capital rat­
ing and a poor credit rating, or a low capital rating but a very high credit
standing. The following is a key to the ratings given by Dun & Brad­
street, Inc.

Dun & Bradstreet, Inc.

Estimated Pecuniary
Strength

General Credit

High Good Fair Lt’d

1)4AA

A

B

C

21

2
2)4
3
3
3
3
3

9
2
2
2)4
2)4
1Y1
3
3
3
3)4
4
4
4
4
4
4
4
4

500,000..
300,000..
200,000..
125,000..
75,000..
50,000..
35,000..
20,000..
10,000..
5,000..
3,000..
2,000..
1,000..
500. .

1'2

2
2)4

K
L
M
Blank

2
2
2
‘”4
2)4

D
E
F
G
H

Over .$1,000,000........
Over $750,000...........
$500,000 to $750,000.

300,000 to ............
200,000 to
125,000 to
75,000 to
50,000 to
35,000 to
20,000 to
10,000 to
5,000 to
3,000 to
2,000 to
1,000 to

500 to
Less than

Al
Al
Al
1
1
1

1
1
1
1)4
1)4

3
3)4
3)4
3)4
3)4
3)4
3)4
3)4
3

"Some policies specify no credit ratings, as explained later, and some cover a few
accounts without capital ratings.
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The current standing of any given concern may be ascertained from
the book of ratings published periodically by the mercantile agency and
from special reports furnished to subscribers. The point emphasized
here, however, is that the only debtors covered by the policy are those
that come within the limitations of the mercantile ratings adopted by the
insured and incorporated in the policy.® For example, if the policy
covers only first and second credit ratings, the insured sells to third credit
customers at his own risk, and with no insurance protection.

In general, credit insurance is properly applied only to “regular” rated
customers, with the intent of covering the uncertainty of the customers’
current condition. If a poor credit rating indicates inferior credit stand­
ing, the proper procedure is to endeavor to limit the possibility of risk by
examination and inquiry or by securing some guarantee of the account.

With respect to the credit of customers covered by the policy, contracts
may be divided into two groups: general and specific. General policies
cover groups of customers in the insured’s line of business, subject only
to such general limitations as may be contained in the policy. The pol­
icy limits the coverage in either of two ways: (1) in “rating policies” by
specifying the mercantile ratings that debtors must possess; (2) in “open
policies” by restricting coverage to those “dealing in the above described
merchandise” without reference to credit standing and setting up a max­
imum coverage without regard to rating. The latter policy seems a very
liberal one, but in fact it is little used because it has serious drawbacks
for both underwriter and insured.7

The specific policies referred to are of two types, single account cover­
age and approved accounts coverage. Both forms require approval by
the insurance company of the account, the amount of coverage and the
terms of sale. Coinsurance is required to an extent varying with the
individual risk. The single account policy is used to cover regular or
frequent shipments to the same customer, the premium being based upon
the policy total loss limit.

The approved accounts policy is really an agreement to insure a per­
centage of the loss incurred on such accounts as are submitted for and
receive approval. The insured submits an application for coverage on
each debtor, and acceptance by the company is evidenced by a “certifi­
cate of insurance.” The insured pays a stipulated minimum premium,
and any excess is provided by a percentage charge on the total amount of
invoices insured by the company. Such a policy may be used by an in­
sured who has a number of isolated transactions during the period or who
has particular accounts he desires covered on terms other than those of
the general policy.

“Under special conditions a debtor whose name does not appear in the book of
ratings may be covered with some limitations.

’When credit ratings (the only control the insurer has over the character of
customers) are eliminated, the underwriter must substitute protective provisions
such as arbitrary single account limits, higher rates of premium, higher normal loss,
maximum total liability, large coinsurance, and restricted lines of trade, limitations
which may prove either insufficient to protect the underwriter or burdensome to the
insured.
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A special policy is sometimes issued when an individual account is con­
sidered too doubtful to be accepted on other forms. In this policy, plac­
ing of claims for collection before they are 60 days overdue is compulsory,
a gross amount of coverage is stipulated, and 20 per cent of the gross
coverage as normal loss is substituted for the usual combination of nor­
mal loss and coinsurance. The insured has no claim on amounts real­
ized as salvage unless they exceed the loss payment, and the premium
rate is high.

Credit insurance policies usually cover only the better credit risks.
Policies may be obtained, however, which also cover less desirable risks,
but the premium rates and normal loss are higher. Under some policies
the insured may select the ratings that he wants covered, but under others
he cannot cover a credit rating for more than the next highest credit rat­
ing, which prevents selection. , The former may be termed “selective
coverage” and the latter “graduated coverage.” Inferior as well as good
mercantile ratings can be covered by means of “flat table” or “full key”
coverage, without a separate aggregate for inferior ratings being required.
This type of coverage, however, necessitates a total face value of at least
a certain amount, costs a higher rate of premium, and may require a
higher coinsurance rate. The full key coverage permits higher individual
account limits than the flat table form, does not require graduated cover­
age, and gives somewhat more liberal coinsurance .terms. It is well
suited to concerns that do not have exceptionally large accounts in the
lower ratings.

5. Single account limit. The total gross amount for which each debtor
is covered does not exceed the amount set opposite the corresponding rat­
ing of the debtor in the table of ratings attached to the policy. Thus, if
the table of ratings and coverages for the highest class of risks is as fol­
lows :

Gross Amount
Credit Rating Covered

AA-A1  850,000
AA-1........................................................ 35,000

and the insured loses §40,000 through the failure of a customer with Aa-1
rating, the insured cannot recover his full loss because it exceeds the
single account limit stated in the policy schedule of ratings.

The single account limit varies with the mercantile rating, a set of
maximum limits being prescribed by the manual for first credit ratings,
another for second credit ratings, and a third for inferior credit ratings.
The table on page 746 is an illustration of some of the limits prescribed.

The purpose of the single account limit is to encourage conservatism in
extending credit and to insure that the credit extended to a customer will
be proportionate to his net worth and credit standing. It is obvious that
a credit of §20,000 to a customer with a net worth of §10,000 is unsound
and that a customer with first grade credit is entitled to greater liberality
than one with second grade credit. The credit insurance policy thus
helps to set a standard for the operation of the credit department. The 
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insured may believe a customer is entitled to more credit than the single
account limit permits in insurance coverage; if so, he is free to extend it,
but he does so at his own risk.

Maximum Single Account Limits in Regular and Combination
Policies

Capital
Hating

First Credit Rating Second Credit Rating

Rating Limit Rating Limit

AA...................
• A+...................

Al
Al
Al

1
1
1

V/2
V/2
V/2

2
V/2

1

S200,000
190,000
100,000

75,000
50,000
30,000

25,000
20,000
15,000

10,000
5,000
2,500

1,500
1,000

500

50,000

1
1
1

V/2
V/2
V/2

2

2

V/2
3
3

3
3
3

2

S50.000
40,000
30,000

30,000
25,000
20,000

15,000
12,500
10,000

5,000
3,000
1,500

750
500

25,000

A.......................

B +...................
B.......................
C+...................

• C.......................
D+..................
D......................

E.......................
F.......................
G...................

H.......................
J........................
K.......................

Blank...............

The single account limit may be varied to some degree to suit the cir­
cumstances of the individual business. This flexibility enables a concern
that sells large amounts to a limited number of high-class risks to obtain
higher limits. On the other hand, a seller with many customers of low
credit rating may obtain coverage of inferior ratings for higher limits
than usual, through a higher percentage of coinsurance and a limit upon
the aggregate loss on inferior accounts. A full key coverage may also be
placed on policies, which removes the aggregate limitation upon lower
ratings at the expense of a higher normal loss and additional premium.

6. Coinsurance. The use of the term “coinsurance” is an unfortunate
one in this connection, because the principle involved is really that of
“deductible average,” as used in marine insurance—a stipulated deduct­
ible percentage for each class of rating. Every credit insurance policy
provides that the insured himself shall bear the first portion (an agreed
percentage) of the net loss. The usual policy provides for 10 per cent,
but higher per cents are used for open policies, full key coverage, and
inferior ratings. The 10 per cent may be regarded as a means of reduc­
ing the indemnity to cover only the actual loss, this percentage being
considered as approximately the amount of profit included in the invoice
price. Since the same percentage is used in policies adapted to many dif­
ferent lines of business, it is only an approximation. The higher per­
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centages, however, are for the purpose of reducing the hazard and com­
pelling the insured to exercise more careful judgment in extending credit,
inasmuch as he himself loses at least the average profit. The term “co­
insurance, therefore, is justified only in the sense that it makes the in­
sured bear some part of the loss. The “coinsurance charge,” so-called,
in addition, comprehends a premium for additional risk, and, unlike the
object in other insurance lines, is not for the purpose of inducing the in­
sured to carry additional protection.

7. Normal loss. The idea of normal loss is not peculiar to credit in­
surance, the same underwriting practice being applied to marine insur­
ance, automobile collision and theft insurance, workmen’s compensation
legislation, a number of plate glass insurance policies, steam boiler in­
surance, forgery insurance, and accident and health insurance. In some
of these forms of insurance the deduction from the loss payment to the
insured is for the purpose of reducing the expense of adjusting small
losses, in others for the purpose of reducing premiums, and in others for
the purpose of promoting carefulness on the part of the insured. The
lattei- two purposes are responsible for its use in credit insurance.

The “normal” loss is that amount which is usually lost in a particular
line of business because of bad accounts and is expressed as a percentage
of the gross annual sales. In some lines, it is very low (less than % of
1 pei- cent), and in others, quite high (2 per cent). Thus the normal loss,
in credit insurance, is an amount, specified for the policy year (not for
each loss), expressed as a percentage of the gross sales, which the insured
is responsible for himself, before the company’s liability begins. The
normal loss is intended to discourage the granting of credit solely on the
basis of ratings to the exclusion of detrimental information from other
sources, and enables coverage of accounts without' the supervision of in­
dividual credits or accounts by the insurance company.

The extension of credit by the insured is largely beyond the control of
the insurance company, and there are certain circumstances in which an
insured might actually profit by recklessly extending credit. The insur­
ance company, therefore, relies upon the normal loss, or participation in
loss by the insured, to induce care in the extension of credit by the in­
sured. In specific policies, in which accounts are approved by the com­
pany, normal loss is unnecessary.

The normal loss, of course, could be covered in a credit insurance pol­
icy, but only by increasing the premium now charged. The premium can
be adjusted to take care of any extent of hazard, and there might be some
psychological benefit to credit insurance companies if they were able to
tell the insured that all his loss was covered. Credit underwriters, how­
ever, feel that abuse of this freedom would also involve great detriment
by removing the control of credit and by including in the premium the
normal losses of careless, as well as careful, merchandisers. If the nor­
mal loss were covered by all policies, the careful creditor would have to
pay for a portion of the losses of the careless. Under the present sys­
tem, each creditor assumes his own normal loss, stays below it, and thus
saves, if he can; but he has the insurance protection if he needs it.

II'
IM

"
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Since the purpose of the normal loss is to induce care on the part of the
insured, the amount of normal loss must bear some relation to the various
principal factors of risk, which are enumerated below.

(a) Line of business. The basis figure for normal loss is determined
by the line of business insured. The manual supplies a list of normal
losses for various business classifications. The advertising business, for
instance, may fall in Class I, on which, for §50,000 of sales, the normal
loss is §500 or 1 per cent; the plumbing supply business in Class IV, on
which, for the same volume of sales, the normal loss is §600; and so on to
Class V, on which, for the same volume of sales, the normal loss is §690.

(5) Class of accounts. If accounts with inferior credit ratings are in­
sured, however, for example under a combination policy, the basic nor­
mal loss must be increased. Thus the Class I normal loss of §500 re­
ferred to above would be increased to §750.

(c) Volume of sales. Under average conditions the percentage of
normal loss bears a definite relation to sales volume, being relatively
larger on small sales volume than on larger volumes, on the theory that
the risk does not increase in proportion to the aggregate sales. In a given
business, the normal loss is 1 per cent for §50,000 sales and only % of 1
per cent for §500,000 sales.

(d) Past credit loss record. The figures so far referred to are based on
the statistics of average results, but any individual concern may show by
its own experience that its usual loss exceeds the average. In this case
the normal loss used cannot be less than its own usual loss for past years.
On the other hand, some businesses are so operated that their normal
losses are less than the average for that line of business, and these are
entitled to merit rating on normal loss proportionate to the excellence
shown. Thus, if the actual ratio of losses to sales in the past has been
only 70 per cent of the manual figure, the manual figure may be reduced
20 per cent. Reductions from the manual normal loss are purely dis­
cretionary, however, and are granted only to unusually desirable con­
cerns, which also have selected customers, prompt collections, and effi­
cient organizations.

(e) Premium desired. For the benefit of those who wish a smaller
premium and are willing to bear a higher proportion of normal loss, it is
possible to arrange a division of the combined premium and normal loss.
In this way the premium may become either % or % °f the combined
total, with the remainder, as normal loss plus corresponding loadings of
10 per cent or 15 per cent, respectively. An illustration of this arrange­
ment will be found in the calculated example on p. 752.

A more recent arrangement dispenses with normal loss on certain
classes of accounts for an additional premium. An endorsement pro­
vides that the normal loss otherwise deductible on accounts in the first
four credit rating groups shall not be so deducted in the loss settlement
if the insured pays an additional 50 per cent of the premium on these
groups.

8. Occurrence of loss. Credit insurance policies may be written either
(a) to cover all sales occurring during the term of the policy or (b) to 
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cover insolvencies occurring during the term of the policy. The first is a
“term policy,” more suitable for temporary than permanent protection.
The second, or “continuing” form of policy, is most generally used and is
written with the idea that the contract will be renewed at the end of the
policy year. Such claims as are not filed under the existing policy will
be covered by the succeeding policy. Although the contract has a defi­
nite term in order to permit readjustment of premiums, in practice if the
policy is renewed annually the protection is continuous, since the renewal
covers outstanding accounts on shipments made during the preceding pol­
icy year. The term policy covers only losses resulting from shipments
made during its term although the insolvency may occur after the policy
expiration date. It is referred to as a “forward coverage” policy. The
continuing form has several advantages. An unusually heavy aggregate
credit loss is more likely to consist of many insolvencies occurring during
a given interval than of many sales concentrated in the same period.
Also, if a loss occurs in a given year, partly on shipments of that year and
partly on shipments of the preceding year, two normal losses would be
deducted under the two term policies, whereas only one normal loss would
be deducted under the continuing form. There may also be a penalty on
the terra policy for failure to file claims within 90 days after the claim is
due.

9. Face of the policy. The face of the policy is the total net amount
for which the insurance company will be responsible as the result of all
losses sustained under the policy during the policy period. If an insured
had three covered losses of §10,000 each, 10 per cent coinsurance, with a
normal loss of §2,000, the net covered loss would be S30,000 less §3,000
coinsurance and less §2,000 normal loss, or §25,000; and if the face of the
policy was §25,000 or more, the comptftiy would pay the full §25,000.

What may be called the “natural face” of a policy is an amount about
25 times the basic premium; thus if the premium were §1,000 the natural
face would be §25,000. If, however, there should be a single account
covered in the policy for §30,000, the face could not be less than this
amount, and should be more, in order to cover other possible losses in
addition to the one §30,000 risk. In all cases, when the natural face
must be increased, the additional amount of face value is charged for.

When it is desirable to procure additional insurance on particular ac­
counts, or if the creditor is not interested in a general coverage policy, an
excess loss policy may be purchased. This, of course, covers only losses
that exceed the primary loss specified in the policy. The rate varies in­
versely with the amount of primary loss assumed by the insured.

10. Collection. One of the useful collateral services of credit insur­
ance is to furnish to policyholders a collection service for collecting the
accounts due them. , The specific policies previously referred to are pol­
icies with compulsory collection of accounts due, because the insured, in
order to recover for a loss other than bankruptcy or acts of bankruptcy,
must file a claim for collection within generally 60 days after it is due
under the original terms of sale. Another type of policy requires that the
claim be filed within 90 days from the due date, under penalty of dimi­
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nution of the recoverable amount, a penalty so high as to be serious. A
third type of policy makes the filing of a claim for collection purely op­
tional with the insured; he may file a claim irrespective of the date when
due. Some policies are also written that are pure insurance, providing
no collection service.

The collection service is a constructive benefit rendered by credit in­
surance. Insurance proper docs not prevent loss on the account but
merely reimburses the loser; collections make the responsible parties pay.
The collection service, however, to be useful must be such as will not em­
barrass the insured’s business by unduly harassing his customers. For
this reason the optional filing of claims has appealed to a number of
credit insurance buyers. If the mere collection of debts were the sole
desideratum, it would be more efficient to,- compel the insured to file all
claims for collection as soon as due, but such a practice might result in
loss of valuable customers.

The collection service of credit insurance companies is claimed to be a
distinct advantage to policyholders because:

(a) The insurance company, being a partner with the insured in the
liability for credit losses, is as interested in preventing and reducing
losses as the insured himself.

(b) The insurance company can afford to devote more time, energy,
and expense to collection than anyone else. For example, although the
maximum collection fee for a $100 account may be §15, the insurance
company can afford to spend $50 worth of time in order to protect its lia­
bility. Furthermore, the more difficult to collect a claim appears to be,
the greater is the insurance company’s incentive to collect it.

(c) The insurance company, being interested in the preservation of the
assets of the debtor, as well as in* the collection fee charged, will handle
many claims in such a manner as to collect the most money ultimately,
and, possibly, will even maintain the debtor in business, preventing any
loss.' When an extension of time is asked for an undeserving debtor, on
the other hand, the insurance company makes a searching investigation
and may save the client the loss of additional money by refusing to ap­
prove the extension. Such investigations also prevent the acceptance of
fraudulent compromise offers of settlement.

In other words, although there is a schedule of fees for collection serv­
ice, the interest of the insurance company is far greater than the fee
charged.

11. The premium. In general coverage policies, the size of the indi­
vidual coverages on the various credit ratings, the character of credit
ratings covered, and the volume of annual sales are the three principal
factors in determining the premium. The following five factors, how­
ever, may enter into the calculation: (1) the credit rating of the custom­
ers to be covered governs the rates per $1,000 of coverage charged; (2)
the total of the single account limits determines the sum to which these
rates are applied; (3) the volume of sales is charged for at a nominal
rate, say, $.25 per $1,000; (4) any extra total maximum liability involves
extra premium; (5) additional charges may be made for riders or en­
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dorsements. The operation of these factors will be better understood
from an illustration of the computation of the premium on a Class 1 busi­
ness with estimated sales of 83,000,000, policy face value of §100,000.
This is a continuing policy with optional filing feature.

/
TABLE 46

Computation of Premium

Groups Total
of Maximum Actual for

Accounts Ratings Limits Limits Group Rate Premium
(1) Group 1: AA Al... . ............ 8200,000 $80 000
(2) A- Al.... ............ 150,000 SO,000
(3) A Al.... ............ 100,000 80,000
(4) .............. ............ $240,000 $4.00 $960.00
(5) Group 3: C IM. . . ............ 25,000 40,000
(6) D-1M--- ............ 20,000 20,000
(7) D IM... ............ 10,000 10,000
(8) .............. ............ 70,000 6.00 420.00
(9) Group 6: AA 1......... ............ 50,000 50,000

(10) A- 1......... ............ 40,000 30,000
(ID A 1......... ............ 30,000 10,000
(12) .............. ............ 90,000 14.00 1,260.00
(13) Group 11: AA 1J4. .. ............ 10,000 8,000
(14) A- IM... ............ 10,000 8,000
(15) A IM... ............ 10,000 8,000
(16) ........... 24,000 28.00 672.00

(17) Total coverage ...................................... 8121,000
(18) Conditional exemption of coinsurance (10% on Groups 1-10)  264.00
(19) Total inferior ratings, Rider A............................................... 100.00
(20) Sales factor (S3,000,000 estimate) S2,000,000 25 500.00
(21) 1,000,000. ........................... 20 200.00

(22)
(23)
(24)
(25)
(26)

(27)
(28)
(29)

(30)
(31)

(32)
(33)

(34)

Basic Prejhum.*.................................................................. 84,276.00
Normal policy amount (25 X basic premium).... $106,900
Policy amount reduced to 8100,000 by................ 6,900 5.00 - 34.50
L-rider............................................................................................ 50.00
Coverage over general single limit on specified accts  25.00 

Total Basic Premium....................................................... $4,211.50
Date of shipment rider (or goods in process) add 10% for each  424.15
Governing rating rider [add 5% of (27)].............................................  

Total Premium...................................................................
Interim adjustment rider [add 5% or 10% of (30)]

$4,665.65
233.28

Ascertained Premium..................................................
Terms of sale [deduct 3% of (32)—1% for each 10 days]  14b.Jo

Premium  $4,751.97

It will also be useful to calculate the normal loss on this risk, as shown
on page 752, to illustrate the discussion on normal loss and to serve as a
basis for the illustration of loss adjustment.

The methods of ratemaking are available to the public only through
manuals and schedules filed with state insurance departments. Statis­
tics of losses underlying these rates are the trade property of the insur­
ance companies involved in the business. There is no national associa­
tion of underwriters as in compensation and automobile insurance, and 
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no local ratemaking bodies as in fire insurance; but the most important
policy forms are substantially similar in their provisions, and the same
rates and underwriting rules are followed generally by all the companies,
except that wide latitude is permitted with respect to renewals of policies
because of the different types of policies written in the past.

Normal Loss Calculation

(1) Manual figure for $3,000,000 sales  $6,060.00
(2) Actual losses for past 3 years (Ifs per $1,000 of sales)  4,000.00
(3) Basic normal loss [the higher of (1) and (2)]  6,060.00
(4) .Reduction for merit rate (20 per cent)  —1,212.00

(5) Normal loss so far ascertained  $4,848.00
(6) Discretionary increase......................................................................................... 0.00
(7) Ascertained normal loss before division  4,848.00
(8) Basic premium before division (from Table 46)  4,276.00

(9) Combined premium and normal loss  $9,124.00
(10) If division of premium and normal loss
(11) x/3 for premium $3,041.33 
(12) for normal loss $6,082.67 plus 10 per cent of itself  6,690.94
(13) Discretionary increase........................................................................................ 0.00

(14) Normal loss after division  $6,690.91
(15) Premium after division  S3,041.33

Loss adjustment. Some light will be thrown upon the operation of
credit insurance by an illustration of the adjustment of losses. Assume
for this purpose that the concern for which premium was computed on
Table 46 loses on three customers in three different credit rating groups
as follows:

Settlement of Loss

(1)
(2)
(3)
(4)

Gross loss............................................
Less discounts (deduct)...................
Amounts collected (deduct)...........
Agreed salvage (deduct).................

Customer
“X”

Rating
Aa Al

$54,000
500

Customer
“P”

Rating
D 1^

$27,000

\ • • •

Customer
“Z”

Rating
Aa 1

$20,000

3,666
3,000

$101,000

(5)
Single account limits........................

$53,500 $27,000 $14,000 94,500
(6) 80,000 10,000 50,000

77,500(7) Allowable loss.................................... $53,500 $10,000 $14,000
(8)

(9)

Coinsurance, deduct 10 per cent. . — 7,750

$ 69,750
(10)

(11)-

.Normal loss (deduct) see table above.............  .

Loss payment due assured..................................

— 6,690.94

$ 63,059.06
(12)

(13)

race oi policy...................................

Excess loss not covered..................

S100,000.UU

none

Salvage. It is quite possible that something may be recovered from
the losses involved in the above adjustment. Suppose, for example, that
there is recovered from customer Y $5,000 on the debt he owes. Since
§17,000 of this debt was not covered by the policy by reason of the single 
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account limit, the policyholder is entitled to 17/27 of the salvage, or
S3,148, and the company to 10/27, or SI,852. But since the 10 per cent
coinsuiance provision belongs to the insured and not the company, the
company also allows him 10 per cent on the SI,852 it recovers, or $185.20.

The policy ordinarily provides that if the net amounts realized by the
company on the claims assigned to it shall, in the aggregate, exceed the
total amount paid to the insured, the company will also refund such net
excess to the insured. No matter how much the salvage, therefore, the
insured will never receive any less than he would have received if the ac­
count had not been insured.

Endorsements. Special riders and endorsements are sometimes nec­
essary and desirable, and can be obtained for an additional premium.
The most important are the following:

1. Interim adjustment of insolvent or both insolvent and past due
accounts. This permits the insured to obtain part of the loss in advance
of final settlement.

2. Back sales. This covers additional sales made prior to the com­
mencement of policy.

3. Goods in process rider. This provides that if the insured can show
a signed, written order, the insurance company will indemnify for the
cost of manufacture only, on goods manufactured for but not shipped to
a debtor who fails.

'4. Conditional exemption of normal loss. This dispenses with the nor­
mal loss' on high-rated accounts, for an additional premium. Condi­
tional exemption of coinsurance similarly dispenses with the coinsurance
deduction.

5. Construed date of shipment rider. This allows the rating at date of
acceptance to be used, instead of rating at the date of shipment, provided
goods are shipped within 120 days after acceptance.

6. Concurrent governing agency endorsement. Under this, a subsid­
iary mercantile agency’s ratings can be used when the principal agency
furnishes no rating. >

7. L-rider. This permits the coverage of accounts without ratings at
a high premium, high coinsurance deduction, and with an aggregate cov­
erage not exceeding the policy amount or 21/? times the normal loss.

Summary

I. Bad debt losses are inevitable.
A. Prevention plus insurance is the best method of dealing with them.
B. The functions of credit insurance

II. General plan of credit insurance 
A. General policies covering a number of debtors are common!) used.

1. These define by ratings the accounts covered.
2. Single account limits are set on the coverage of each group of ac-

3. Policies may cover losses on either sales or insolvencies during the
policy term.

B. Specific policies are issued for unusual requirements.
III. Principal features of the policy ,. , .. . .

A. An application furnishes information upon which the policy is issued.
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B. Insolvency is given a broad definition by the policy.
C. Mercantile ratings are used as a basis for limits of coverage of indi­

vidual accounts.
D. A deductible provision is applied to every loss, the deduction being

called “coinsurance.”
E. The policy is intended to cover unusual losses, over and above the

“normal loss,” which is deducted from each loss payment and is deter­
mined by
1. Line of business.
2. Class of accounts.
3. Volume of sales.
4. Past losses on bad debts.
5. Premium desired.

F. Face of the policy is ordinarily about 25 times the basic premium.
G. The insurance company furnishes a collection service to the insured.

IV. The premium is principally determined by
A. The amounts for which individual accounts are insured.
B. The credit ratings of the accounts covered.
C. The total of the amounts for which individual accounts are insured.

V. Loss adjustments
A. Liability of the company is determined by

1. Net loss after
a. Deduction of discounts.
b. Deduction of salvage.

2. Deduction of coinsurance.
3. Deduction of normal loss.
4. Face of the policy.

AT. Salvage is divided pro rata between company and insured.
VII. Endorsements

Readings

Ackerman, S. B. and Neuner, J. J., Credit Insurance. New York: Ronald
Press, 1924.

Federal Reserve Board, “Credit Insurance.” Federal Reserve Bulletin, June,
1922.

Millians, P. M, “Credit Insurance.” Weekly Underwriter, June 21, 1941.
Kulp, C. A., Casualty Insurance. New York: Ronald Press, 1942, Chap. 14.
Huebner, Amrhein & Kline, Property Insurance. New York: Appleton-Century

Co, 1938, Chap. XXXVII.
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Versicherungswissenschaft, July, 1930.
Riegel, R. and Loman, H. J, Insurance Principles and Practices. New York:

Prentice-Hall, Inc, 1929, Chap. XXVII.

Problems

1. Why should a firm buy credit insurance if the insurance does not cover
“normal loss” and the firm has a credit man to prevent any extraordinary losses?

2. Is there a fallacy in the statement that “credit insurance is no good, be­
cause it does not cover the losses which are most likely to occur”?

3. Do you agree that, “If the average of all bad debt losses could be reduced
to 14 of 1 per cent, credit insurance would be unnecessary”?

4. Should a credit manager oppose the buying of credit insurance by his firm?
5. Why are gross sales and losses for past years asked for in the application?



«
CREDIT INSURANCE 755.

6. What purpose do mercantile ratings serve in the credit insurance policy?
7. In what respects is the “approved accounts policy” in credit insurance

similar to the “open cargo form” in marine insurance?
8. Explain the difference between the “term policy” and the “continuin''

policy.” '
9. Would it be possible to eliminate “coinsurance” by basing all calculations

upon the net sales and net losses instead of gross sales and losses?
10. Blank & Co. has a normal loss'of $2,000 and a premium for credit in­

surance of $1,900.. Jt desires to reduce the premium to $1,500. How can it do
so?

11. What influence has the face of the policy upon the protection afforded by
the policy? If the sales of a concern are estimated at $500,000 but in fact prove
to be $700,000, what effect will this disparity have upon the premium? Upon
the face of the policy?

12. Steel Bros., a Class 1 concern, has estimated sales of $200,000, and its
average annual loss has been $800. The normal loss given by the manual is
$740. It obtains a credit insurance policy with no endorsements, no inferior
ratings covered, no flat table or full key coverage endorsement. The ratings
covered and the single account limits on each are as follows. The rate for
normal limits on E 2 and F 2% is S7 and on G 3 is $10 per $1,000, and the
following limits are all less than the maxima. Consult the illustration in the
text for other necessary figures.

C \y  $10,000
D+ 1^................................. 10,000
D \y2.......................... 10,000
E 2. ................................. -1,000
F 2J4................................. 4,000
G 3.7  2,000

What will be the premium on this policy?
13. Suppose that the manual shows for a concern like Steel Bros. (Problem 12)

a normal loss of .37 per cent, and that Steel Bros, desires the normal loss made
as high as possible. Calculate the normal loss that can be allowed on Steel Bros.’
policy, conditions being as in Problem 12.

14. On the policy issued to Steel Bros, three losses occur. A “C l%”-rated
customer is insolvent for $8,000, but it is agreed that $1,000 can be recovered.
An “E 2” customer is insolvent for $6,000. A "G 3” customer owes a bill for
$3,000, on which $300 discount would be payable. Show what the adjustment
of loss would be, assuming that after the adjustment, salvage of $1,000 is re­
covered on the “E 2” customer.

15. In minimizing credit losses, what is the function of the credit department
and what is the function of credit insurance?

16. Does the fact that little or no credit loss has been sustained by a firm have
any bearing on its need for protection? Why? Do short terms of sale eliminate
the need for insurance protection?

17. What is the essential difference between general coverage policies and
specific policies?

18. Distinguish between the face value of the policy and the single account
limits. What effect has one on the other?

19. As between extending credit to well-rated concerns and poorly rated con­
cerns, is the essential difference in risk a matter of degree or kind or both?

20. (a) The Vigilant Co. purchases a credit insurance policy that covers credit
rating Aa Al for an actual limit of $250,000, rating AA 1 for an actual limit
of $50,000, and rating D 1%' for an actual limit of $10,000. Coinsurance is
to apply' on all these credit ratings. No Rider A is used for ihe inierior rating.
The estimated annual sales of the concern are $1,500,000, on which the policy 
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amount taken equals the normal policy limit of 25 times the basic premium.
What is the “total basic premium”? (There being no special privileges of any
kind added as endorsements, this is also the final premium.)

(b) Suppose that the normal loss figure in the manual is S2 per SI,000 sales,
that the concern has had an actual loss during the past three years of SI.50 per
SI,000, and that there is 20 per cent discount on the normal loss for the merit
rate. What is the concern’s normal loss “before division”?

(c) Suppose the concern’s losses are: on Customer X (Aa Al rating) S20,000;
on Customer Y (Aa Al rating) S10,000; on Customer Z (D IV2 rating) S15,000.
Coinsurance is 10 per cent on all these accounts. What can the insured recover?

21. Is a policy with “graduated limits” more or less restrictive than one with
“selective < veragc”?

22. In the “specific policy,” every individual debtor must be approved by the
insurance company in order to be covered by the policy. In the “general
policy,” what takes the place of this approval?

23. For what purposes is coinsurance used in credit insurance?
24. What results would follow if credit insurance policies covered the “normal

loss”? Compare normal loss in credit insurance, memorandum clause in marine
insurance, deductible coverage in automobile collision insurance, waiting period
in compensation insurance, “exceptions” in title policies.



CHAPTER 35

Title Insurance

Land titles. The value of real estate is partly dependent upon the
security of the owner’s title. To safeguard and secure titles the law
prescribes certain formalities in all transactions affecting the ownership
of real estate and also provides a recording system for real estate trans­
actions. The formalities thus necessitated are so detailed and so techni­
cal that, in addition to falsely recorded statements, unintentional errors
are inevitable, with the result that titles become defective. Experience
has shown that these defects have frequently resulted in serious financial
loss. Everyone, therefore, who buys land or lends money on the security
of land should ascertain that the title to the property in which he has an
interest is marketable and protect himself from unknown incumbrances.

The lawyer’s abstract and its defects. The early method of obtaining
the desired information concerning the title was to have the records ex­
amined and an abstract or an opinion or both, obtained. In urban dis­
tricts this method has been supplanted by the guarantees of title
companies, but it is still used in many parts of the country. The defects
of this procedure become apparent upon consideration of the exact signifi­
cance of the abstract and opinion. The examination, in order to be com­
plete, must be a history of the land from the time of the original grant by
the state to the time of the abstract, as shown by the records. These
records, in most counties, run for well over a century, involve a thousand
or more books containing copies of deeds, mortgages, and the like, thou­
sands of law suits, records of wills, administration, partition, and
incumbrances of various kinds, including tax records. In the examination
of these documents, even though the abstractor is diligent in his search
and the lawyer competent to pass upon the legal complications that ap­
pear, the method is imperfect and open to objection because: (1) a deed
regular on its face may be a forgery; (2) the marital state of the grantor
may be falsely recorded; (3) the heirs of a deceased owner may be erro­
neously entered; (4) there may be numerous other false statements or
errors impossible to detect. For example, errors are made by land
surveyors, by various tax departments, by attorneys and courts in actions,
by recording clerks, by title examiners.

If the abstractor or lawyer is not guilty of negligence or of a dishonest
opinion, he cannot be held liable even if it is later found that the property
has a bad title. If, however, he is guilty of negligence, the probability of
the client’s being indemnified for his loss is often remote. Particularly
in connection with urban real estate, in which transfers are numerous, the

757
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chance for error and fraud is great. As a result, there has developed an
institution larger and more capable of handling title questions, an institu­
tion known as a “title insurance company.”

Guarantee of title by an insurance company. Title insurance com­
panies are usually corporations with considerable financial resources and
adequate facilities for searching titles. A land owner with his title in­
sured by one of these companies, therefore, has no fear of an adverse
verdict arising from unknown defects, because he knows that the guaran­
tor has adequate resources from which to indemnify him.

The operations of a title company. Most title insurance companies
are local in their scope and insure titles only within a limited territory,
because of the enormous cost of building up what is called an “abstract
plant.” This is the most important asset of the business and consists of
classified indexes of facts that make up the history of every tract of land
in the area covered by the company. It is known as the “tract” system.
All conveyances are recorded and generally kept up to date, and by
means of maps and locality indexes it can be quickly ascertained what
conditions affect any given plot of ground. The application for insur­
ance gives a description of the interest to be insured and the property.
The property is then located on a general map, and its position on the
map indicates a book that contains the references to deeds, proceedings,
judgments, unpaid taxes, mortgages, previous insurances, and so on, in
fact a complete history of the property. The records of the company are
kept up from day to day, so that when an application is received most of
notes necessary for the searching of records have already been assembled.
Any developments since the last title search are examined. If there are
no questions, the title guarantee is given. If there are questions, the
 necessary documents are given to a lawyer who writes an opinion on the
title. This opinion is usually placed before a board of company officials
for final action, and such matters as constitute important objections be­
come “Schedule B” in the policy, referred to later. Some objections are
so vital, of course, that they cause the rejection of the insurance.

This system, although involving a very great investment, is desirable
because (1) title insurance can be granted more promptly than would
otherwise be possible, (2) the records are frequently better indexed than
in the public record office, (3) most of the work can be done in the com­
pany’s building and the work of employees supervised. Title companies’
records occasionally prove very valuable as duplicates when public rec­
ords are destroyed.

Extent of the guarantee. The guarantee given by the policy relates
to the past and in this respect differs from all other insurance, which
deals with the future. The losses that are insured against in a title pol­
icy must be caused by an undisclosed defect in the title which existed
before the issuance of the policy. Upon first thought this requirement
would appear to be a great disadvantage; but defects occurring after this
time result from the wilful act or negligence of the insured, for which he
should not be compensated. The title insurance policy for an owner
usually runs for the period during which the land is owned by the interest
insured, and for a mortgagee while his mortgage remains a lien on the 
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premises. It insures against loss in the future caused by undiscovered
objections created in the past.

Extent of the title business. The insuring of land titles originated in
the last quarter of the nineteenth century, coincident with the growth of
cities and the rise of land values. When insurance companies began to
invest in mortgages and the sale of securities based on real estate became
general, a financially guaranteed title became important. At the present
time title insurance companies are operating in at least 70 large cities.
In fact, in some urban districts there are several such companies covering
the same territory, with an economic waste because of the duplication of
expensive “abstract plants.”

The operations of title companies are especially valuable in urban
communities where real estate sales are frequent and land valuable.
Where title difficulties are simple, land values low, lawyers not too busy
to furnish rapid sendee, and the standard of marketability not high, the
title company may not secure enough business to exist or the added se­
curity of title insurance may not be worth the added initial cost. In
rural districts title insurance is frequently unobtainable at reasonable
cost. Most companies operate in not more than a few counties, some
cover an entire state, and at least one company formerly attempted to do
a national business.

It was impossible for one company to maintain an abstract plant for a
territory so large, and therefore the tract system was not used. Wren the
company received an application for insurance outside of its regular terri­
tory it relied on the information obtained from local title examiners or
organizations. The'principal advantages of this plan of “national” title
insurance accrue to persons and institutions investing in real estate in
different parts of the country, for example, life insurance companies, who,
in their mortgage loan activities, make many demands for title policies.
Such large lenders are sometimes supplied with blanket agreements,
supplemented by certificates for individual properties.

Types of policies. The business of title insurance has not yet been
completely standardized, and various forms of contracts exist.1

The so-called “full coverage” policy, insisted upon by some large lend­
ers, and standard in some few sections of the country, insures against
“unmarketable” titles as well as other hazards not covered by more re­
stricted forms. The principal differences will appear from the subsequent
discussion of policy provisions.

Title policy. An analysis of a typical policy of this kind, is given be­
low:

A. The insuring clause. The usual policy protecting the title of the
owner or mortgagee of property promises indemnity against all

loss not exceeding . . . dollars, which the insured shall sustain by reason of
any defect or defects of title affecting the premises described iu Schedule A, 

1 Separate contracts are issued to owners, mortgagees, successors, beneficiaries, and
so forth. Policies differ considerably in different states as regards years of protection
granted, transfer and reissue of policies, percentage of value required to be insured,
hazards insured against, and so on.
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hereto annexed, or affecting the interest of the insured therein, as described
in said schedule, or by reason of unmarketability of the title of the insured to
or in said premises, or by reason of liens or incumbrances charging the same at
the date of this policy; saving all loss by reason of the estates, interests, defects,
objections, liens and incumbrances excepted in Schedule B, or by the conditions
of this policy, hereto annexed and hereby incorporated into this contract, the
loss and the amount to be ascertained in the manner provided in said conditions
and to be payable upon compliance by the insured with the stipulations of said
conditions, and not otherwise. It is expressly understood and agreed that any
loss under this policy may be applied by this Company to the payment of any
mortgage mentioned in Schedule B or hereafter made by the insured, the title
under which is or may be insured by this Company, or which is or may be held
by this Company, and the amount so paid shall be deemed a payment to the
insured under this policy. The aggregate liability of this Company under this
policy and any policy issued to the holder of any such mortgage on said
premises, shall not exceed the amount of this policy.

The words “unmarketability of the title” are especially to be noted, be­
cause restricted policy forms do not insure against this hazard.

The “Schedule A” referred to sets forth:

(1) The estate or interest of the insured covered by this Policy. (2) Descrip­
tion of the property the title to which is insured. (3) The deed or other means
by which title or interest is vested in the insured.

The interests most commonly insured are those of (a) owner or (b)
mortgagee.

“Schedule B” is a statement showing

estates, interests, defects or objections to title, and liens, charges and incum­
brances affecting said premises or the estate or interest insured, which do or
may now exist, and against which the Company does not insure or agree to
indemnify.

If the abstract shows defects in the title, they are inserted at this point,
for example, as follows:

(1) Accuracy of description: no official survey having been furnished and
any objections which an official survey should show.

(2) Mortgage S8,000. — Elmer J. Heinz to Leo Bailey, dated 9/28/22, re­
corded 10/6/22.

(3) Alley in rear not built over—Gate into alley.
(4) Attached and overhanging wires.

In the restricted policy forms a printed list of generalized reservations
may appear here which weaken the insured’s protection.

B. The policy conditions. The policy conditions contain limitations,
stipulations, definitions, promises, and explanations, which may be
grouped as follows:

(I) Defend insured against suit. The policy promises to defend the
insured in all actions or proceedings founded on a claim of title or in­
cumbrance prior in date to the policy.

(2) Conditions under which loss must arise. The specific conditions
under which loss may arise are enumerated in the policy, which provides 



TITLE INSURANCE - 761

that no claim shall arise under the policy except in the case just men-
tioned in regard to suit, and in the following cases:

. (I) Where there has been a final determination in a court, of competent
jurisdiction, under which the insured may be dispossessed or evicted from the
premises covered by this policy or from some part or undivided share or interest
therein.

(II) Where there has been a final determination adverse to the title, as in­
sured, in such a court upon a lien or incumbrance not excepted in this policy.

(Ill) IVhere the insured shall have contracted in good faith in writing to'sell
the insured estate or interest, and the title has been rejected because of some
defect or incumbrance not excepted in this policy, and notice in writing of such
rejection shall have been given to this company within ten days thereafter. For
thirty days after receiving such notice this company shall have the option of
paying the loss, of which the insured must present proper-proof, or of maintain­
ing or defending either in its own name or at its option in the name of the in­
sured some proper action or proceeding, begun or to be begun in a court of
competent jurisdiction, for the purpose of determining the validity of the objec­
tion alleged by the vendee to the title, and only in case a final determination is
made in such action or proceeding, sustaining the objection to the title, shall this
company be liable on this policy.

(IV) Where the insurance is upon the interest of a mortgagee, and the
mortgage has been adjudged, by a final determination in a court of competent
jurisdiction, to be invalid, or ineffectual to charge the premises described in this
policy, or subject to a prior lien or incumbrance not excepted in this policy.

(V) Where a purchaser at a sale under the judgment or order of a court of
competent jurisdiction has been relieved by the court from a purchase of the
insured estate or interest by reason of the existence of some lien, incumbrance
or defect of title not excepted in this policy'-.

(VI) Where the insured shall have negotiated a loan on the security of a
mortgage on an estate or interest in land insured by this policy, and the title
shall have been rejected by the proposed lender, this company, if there is no
dispute as to the facts, will consent to the submission of the question of the
validity of the title, as insured, to the Appellate Division of the Supreme Court
in the Judicial District in which is situated the property affected by this policy,
if said property be in the State of New York, and, if said property be elsewhere,
then to some court of competent jurisdiction, and upon the judgment of such
court shall then depend the liability of this company, but in no event shall this
company be obligated to make any loan in place of the one so rejected.

(VII) Where the insured shall have transferred the title insured by an in­
strument containing covenants in regard to title or warranty thereof, and there
has been a final judgment rendered in a court of competent jurisdiction against
the insured, or the heirs, executors, administrators or successors of the insured
on any of such covenants or warranty, and because of some defect of title or
incumbrance not excepted in this policy.

The' conditions are often expressed very briefly, as "actions of ejectment
or other proceedings founded upon a claim of title, lien or incumbrance
prior in date 'to this policy,” or “dispossession or eviction.”

(3) Effect of misstatement. If any untrue statement affecting the in­
surance was made by the insured or his agent, or if there was any sup­
pression of a material fact, the policy is void.

(4) Assignment of policy. No transfer of the policy is permitted:

except that a policy held by the owner of a mortgage or other incumbrance
may be transferred to the purchaser at a foreclosure sale where the property 
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sold is bought in by or for the insured, and except also in such other cases as
the Company may, by special agreement, permit.

Even in these cases, the transfer must have the approval of the company
before it is valid. The more general practice, however, is to permit as­
signment with the consent of the company, and some companies even
provide that the contract is valid in the hands of any assignee. Patter­
son2 states in this connection that “the insertion in policies of title insur­
ance of a prohibition against assignment, as is commonly done, seems to
be only an excuse for charging an additional fee. The insurer’s risks re­
late to defects in title down to the date named in the policy and cannot
be increased by the act or omission of any subsequent transferee of either
the title or the policy.” The companies sometimes contend that an as­
signee is led to believe that he has more protection than is actually the
case, and that therefore assignments are to be discouraged.

(5) Reduction of premium on renewed policy. Most, but not all poli­
cies contain a provision for the reissue of the policy at a reduction in
premium within a specified time from the original insurance. A typical
provision regarding this is:

Whenever the holder of a policy of this company, provided the estate or in­
terest insured thereby is a fee or leasehold, shall within seven years from the
date of that policy, sell or mortgage any or all of the real estate therein de­
scribed, and shall within thirty days thereafter apply for a new policy on the
same title, to be issued to the grantee or mortgagee, then if the risk be again
accepted by this company, the former policy shall be surrendered and cancelled
and the new policy will be issued upon payment of the then scheduled reissue
rate therefor.

The reissue rate is often 30 or 40 per cent below the original rate.
(6) Duties of insured if title is attacked. The insured, in this event,

is required:
(a) To notify the company within ten days, in writing, of any action

questioning the validity of the title.
(b) To permit the company to use the insured’s name in all defense

proceedings.
(c) To give all reasonable aid to the defense of the action.
An assignee is not held to the notice requirement if his failure to no­

tify the company is due to his ignorance of an action’s having begun.
(7) Adjustment of a loss. The policy states that:

In every case where the liability of this company has been definitely fixed in
accordance with these conditions, the loss or damage shall be payable within
thirty days thereafter. Provided, however, that in every case this company
may demand a valuation of the insured estate or interest, to be made by three
arbitrators or any two of them, one to be chosen by the insured and one by this
company, and the two thus chosen selecting an umpire; and then no right of
action shall accrue until thirty days after notice of such valuation shall have
been served upon this company, and the insured shall have tendered a convey­

- Edwin W. Patterson, Essentials oj Insurance Law. New York: McGraw-Hill
Book Co., 1935.
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ance or transfer of the insured estate or interest to a purchaser to be named by
this company, at such valuation, less the amount of any incumbrance on said
insured estate or interest not hereby insured against, and this company shall
have failed within that time, said tender being during that time kept good, to
find a purchaser for the estate or interest upon such terms. And provided,
also, that this company shall always have the right to appeal from any adverse
determination; but no appeal shall operate to delay the payment of the loss, if
the insured shall give to this company satisfactory security for the repayment to
this company of the amount of such loss in case there shall be, ultimately, a
determination in favor of this company. And provided, further, that in every
case, this company shall have the option of settling the claim or paying this
policy in full; and the payment or tender of payment to the full amount of this
policy shall determine all liability of this company under it.

A loss payment reduces the insurance by the amount of the loss.
(S) Subrogation. When the company pays a claim, it is entitled to

all the rights and remedies.that the insured may possess against any
other person or property. In enforcing such rights the insurance com­
pany may use the name of the insured. The insured warrants that no
act of his shall adversely affect the rights of the company.

(3) Items not covered. The policy provides that:

Defects and incumbrances arising after the date of this policy or created,
suffered, assumed or agreed to by the insured, and taxes and assessments which
have not become a lien up to the date of this policy or which are payable in
future instalments, are not to be deemed covered by it; and no approval of any
transfer of this policy shall be deemed to make it cover any such defect, in­
cumbrance, taxes or assessments. The term ‘'the insured” wherever it is used in
this policy includes all described on its first page as those whom it insures.

Narrow policy forms may contain numerous other important general
exceptions such as zoning laws, boundary locations, and so on, which un­
duly restrict the insured’s protection.

The objections and exceptions enumerated in Schedule B should also
be kept in mind.

The premium. The premium varies with the company and depends
largely on local conditions. A company’s rate card will show two col­
umns of rates, one headed “original fee,” the other headed “reissue fee.”
The terms are self-explanatory, the second referring to the premium to
be charged an applicant when the companjr issues him a title policy on a
property it had previously insured. The reissue fee applies only to the
amount of insurance originally granted and not to any increase in the
face of the policy. Thus a §10,000 owner’s policy may cost, say, from
§75 to §125, depending upon locality, liberality of policy, extent of service
rendered, and competition, and a reissue policy 70 per cent of these rates.
Of this a large part is a fee for examining the title and possibly extra
services, such as conveyancing and escrow, and the charge for insurance
has been estimated variously at from 5 to 50 per cent of the total. As a
consequence the rate per §1,000 decreases by steps as the amount of in­
surance increases. On the owner’s policy the rate is applied to the maxi­
mum liability of the policy, which on owner’s policies is usually required
to approximate the value, and on the mortgagee’s policy to the amount of 
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the mortgage. In some localities the same rate is charged for both types
of policies, while in others the rates are lower for the mortgagee form.

Guaranteed mortgages. Until recently, title insurance companies al­
most everywhere were permitted to engage in guaranteeing mortgages
and even to do a general investment business. They are still so per­
mitted in many states. *

One common form of activity was and is the mortgage guarantee busi­
ness. In this, the insurance company lends money on first mortgages on
real estate, and then sells and assigns these mortgages to the public with
a guarantee that (a) the title is free from defects, (b) the principal and
interest of the mortgage will be paid, and (c) the company will perform
services for the mortgagee, such as collection of the interest, supervision
of tax payments and insurance, and the like. The mortgage company
retains, usually,' % per cent from the interest collected. If the mortgage
carries 6 per cent interest, for example, the buyer of the mortgage re­
ceives 5^ per cent and the mortgage company retains % per cent.

The insurance company carried on this business in two forms, namely:
(a) by selling whole mortgages selected by the purchaser from a list fur­
nished by the company; (b) by selling participation certificates for a
share in a large mortgage or group of mortgages.

In several states, notably New York and Pennsylvania, during the de­
pression of 1929 some of these guarantors of mortgages were unable to
fulfill their guarantees and ultimately had to be reorganized. In New
York, the law now prevents title insurance companies from engaging in
the guarantee of mortgages or the sale of participation certificates.

State regulation. Except in a few7 states there is inadequate state reg­
ulation of title insurance companies. In some states, these companies
are required only to possess a certain capital and surplus, sometimes as
little as §50,000, a deposit of securities with the state, and the retention
of a percentage of the premiums as a reserve. In many instances there
are not satisfactory requirements as to types of business permitted, re­
serves, regulation of rates, affiliations with other companies, segregation
of the title insurance business, limits on single risks, policy provisions,
and other regulations familiar to the public in other forms of insurance.

The law of New York (1939) provides that title insurance companies
shall be organized under the insurance laws of the state with at least
§250,000 capital and §125,000 surplus. They may guarantee against de­
fective title and encumbrances on real estate, search titles and guarantee
the correctness of searches, furnish title abstracts, buy and sell mortgages
without guaranteeing them, and act as agents for mortgagees. They
may not guarantee mortgages or sell certificates of participation.

One of the few satisfactory reserve laws is that of New York, 1945,
Chapter 635. This amends the previous New York law on reserves for
title companies. It also makes trust companies transacting a title insur­
ance business subject to the same requirements in this respect as title
insurance companies, a desirable and important objective.

On policies written prior to 1938 an accrued loss reserve must be pro­
vided, equal to three times the average annual losses for the 20 years pre­
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ceding 1938. This provision takes care of older policies, on which no re­
serve has previously been required. To fulfill the provision for unearned
premium reserves, on policies written between 1938 and 1945 there is re­
quired 3 per cent of the gross premiums collected on such policies. Such
a reserve has already been built up, for it was a requirement of the pre­
vious law. On policies written from 1945 on, there is required §1.50 for
each risk written, plus .000125 times the face value of the policies. In
addition there is required 3 per cent of the premiums collected during the
years from 1938 on, not exceeding 15 years’ premiums. Every company
must have, in addition to all these, an unpaid loss reserve, consisting of
the estimated amounts due on unpaid losses and claims of which it has
written notice.

The Torrens System. The only proposed alternative to the present
system of title records and title insurance is the “Torrens System,” the
basis of which was originated by Robert Torrens in Australia. “Tor­
rens laws” now exist in voluntary or optional form in 19 states in this
country.

In brief, the theory is that an owner of real estate can obtain through
a court procedure a certificate of title. He applies to the courts to have
his title registered. He then attempts to prove his title by submitting an
abstract, survey, recital of interests, and so forth. A hearing is held, and
if the owner is successful the title is “registered” and he is given a certifi­
cate. The registry contains a summary of the conclusions of the hearing,
and later transfers of title may be recorded on the same page.

Out of fees collected for registration an insurance fund is created, and
if any party can subsequently show a claim on the property, he receives,
not a title to pr lien on the property, but reimbursement for his loss out
of the fund.

The advantages claimed for such a system are several: (1) Under the
Torrens System, the registrant (and supposed owner) gets an unquestion­
able title to the property, whereas the title insurance policy would simply
indemnify the supposed owner, who is deprived of the title. (2) All titles
can be definitely improved, whereas title insurance does not improve the
title, but merely provides compensation, and, furthermore, in many
regions is not available. (3) Ultimately much legal controversy and ex­
pense are eliminated. (4) Title transfers are simplified and ultimately
would be speeded up.

In spite of the above advantages, however, the Torrens idea has not
proved popular in the United States, probably because no adequate, or­
ganized effort has been made to promote it. The method has been used
to some extent in four states, but is nowhere compulsory, and no new
Torrens law has been passed in 25 years. Questions of constitutionality
and law prevent Torrens acts from conferring that finality of title that
was claimed as their principal virtue. Legal proceedings are required
(to which ordinary individuals are always averse) and these increase the
costs and delays. Considering a single transaction, a given seller often
finds it more troublesome and expensive to use the Torrens system than
the usual method of transfer, and the buyer does not insist upon a Torrens 
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certificate if a satisfactory proof of title is furnished to him at the seller’s
expense. Because of legal obstacles the system cannot be made compul­
sory for all transfers and those persons who are financially interested in
present methods are of course not desirous of seeing a change.

Advantages and defects of title insurance. From the foregoing ex­
planation it can be seen that title insurance differs from other contracts
of insurance in that it deals more with the possibilities of unforeseen
events of the past than with the future. This difference, however, is due
to the nature of the risk and does not deprive the insurance of its princi­
pal advantage, which may be briefly stated as follows:

It protects an owner against loss in case a previously unknown defect
appears in the title to his property. That this possibility is not a re­
mote one may be seen from the following list of common defects that are
disclosed at inopportune times and vitally affect the title:

(a) The records may not show a deed or mortgage, which could not
therefore be found in the ordinary examination, but nevertheless may
affect the title.

(b) One of the deeds in the chain of title may be a forgery.
(c) A deed may have been made under a power of attorney after the

death of the principal, a circumstance that renders it void.
(d) A deed may have been made by an insane or otherwise incompe­

tent person.
(e) A deed may have been made by a person of the same name as the

owner, but having no interest.
(f) A husband may not have united in the conveyance with his wife,

in which case her deed is void.
v (g) .A wife may not have united in her husband’s deed, leaving her

dower right outstanding.
(h) A testator may have had a child born after the date of his will, and

the child might eventually claim his share, notwithstanding the will.
(i) A will subsequent in time to the will probated may appear.
Title insurance obviously does not provide complete protection for real

estate titles, because of the following shortcomings:
(a) It does not preserve possession of the property, but merely gives

a certain maximum compensation for loss.
(b) For some properties and in some geographical districts, title in­

surance is not available.
(c) The title policy does not remove title defects but merely enumer­

ates those which can be discovered and protects against others. It pro­
vides no remedy for the known defects.

(d) Up to the present time, state regulation of title insurance com­
panies has been inadequate.

Summary
I. A good title is essential to the value of real estate.

II. Methods of avoiding defective titles
A. Lawyer’s abstract of title and opinion

1. Lawyer is responsible only for ordinary' care and diligence.
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2. Imperfections of title may exist, not disclosed by the records.
3. The lawyer’s abstract is not financially guaranteed.

B. Title insurance
III. Title insurance (title guarantee) is a common method of protection.

A. Operations of a title company
1. System of records is kept for quick reference.
2. Defects of title are listed.
3. Title is guaranteed against unknown defects existing at the time of

issuance of the title policy.
B. Provisions of the title policy

1. Insurance is provided against defects orunmarkctability of the title,
other than as enumerated, to the extent of the face value.

2. The specific conditions that constitute a defect or unmarketability
are defined by the policy.

3. Known defects of title are listed and are not covered.
4. Other provisions apply to

a. Misstatements by the insured.
b. Assignment of policy.
c. Duties of insured.
d. Adjustment of loss.
e. Subrogation.

C. Premiums are not standardized.
1. The premium covers primarily the service of examining the title, and

the charge for insurance is minor.
2. Reissues of the policy are made in some cases at a reduced premium.

D. Title insurance and guaranteed mortgages
1. The title policy is accompanied by the guarantee of principal and

interest on a mortgage, and an interest collection service is furnished.
E. State regulation of title insurance

1. Most state laws supervise merely capital and surplus requirements.
2. The law of New York requires a premium and loss reserve.

IV. The Torrens System
A. The landowner who obtains, by. court procedure, a Torrens certificate of

title retains possession of a clear title against all comers.
B. Others with just claims against the property are reimbursed out of a

fund created by fees for certificates.
C. Reasons for Torrens system’s lack of popularity

V. Advantages and disadvantages of title insurance'
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768 INSURANCE AGAINST FAILURE OF OTHERS

Problems
1. In what, respects is title insurance superior to the abstract usually pre­

pared by a title abstracter?
2. Why does a mortgagee usually require title insurance as a prerequisite to

granting a loan?
3. Is it desirable to require title insurance companies to carry a reserve?
4. Explain the differences in nature between the contingencies covered by

fire insurance and by title insurance.
5. Why is it that title insurance companies maintain expensive abstract

plants when the public records are always available for the searching of titles?
6; How much advantage would accrue to a buyer of real estate if assignment

of the title policy were permitted?
7. What good is title insurance, when all the known defects in the title are

not covered by the policy?
8. What constitutes a “bad title” sufficient to enable the insured to collect

from the title insurance company?
9. It has been said that withdrawal of the “reissue” privilege by some com­

panies amounts to an increase in title insurance rates. Why? What was the
theory upon which “reissues” were made?

10. 0 bought a property for $40,000 and had it insured by the X title insur­
ance company for $40,000. Three years later he was dispossessed by order of
the court. He claims $40,000 from the X insurance company. The company
maintains that the value of the property has depreciated to $35,000. What can
the insured recover from the company?

11. Jones owned a property, and in 1920 he sold it to Brown. Brown died in
1925, without a will, so that the property descended to his wife and three sons,
one of whom was William Brown. Smith bought the property from the Browns
in 1930, the deed not being signed by William Brown, who was not known to
Smith and who had disappeared. X bought the property from Smith in 1940
and purchased at that time a title insurance policy from the Certified Title Co.
for a premium of S150. (a) Will this policy protect X in the following cases:

(1) It is determined by a court that Smith, who sold to X in 1940, never
obtained any release of the interest of William Brown. No mention of William
Brown’s interest is made in Schedule B of X’s policy.

(2) X finds a buyer for the property in 1944, but at the time for settlement
the buyer refuses to pay for the property because he finds there is a right of way
across the property to an adjoining tract, a fact that was enumerated in Schedule
B of A’’s policy.

(3) X finds a buyer for the property in 1944, but at the time for settlement
the buyer refuses to pay for the property because an assessment levied against
the property in 1941 is still unpaid.

(b) If X sells the property in 1945 to Y, and Y insures the title with the
Certified Title Co., how will the amount of premium paid by Y compare with
the premium X paid in 1940?

12. O is the owner of a property, the title of which was insured under a title
policy. O desired to borrow on the security of a first mortgage on this property,
and found a lender, L. When the time came to advance the money, L refused,
on the ground that the title was not “good.” How will this case be settled,
according to the provisions of the policy?

13. How does the provision for the arbitration of amount of loss in the title
policy differ from the provision in the standard New York fire insurance policy?
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American Cargo War Risk Reinsurance

Exchange, 551
American Experience Table, 41. 133, 134,

135. 136. 161, 176. 203
American Men Ultimate Table, 133, 134,

152. 153. 161. 176
American Mutual Alliance, 60S, 662
American Schooner and Barge Commit­

tee. 65
American Syndicate for Insurance of

Foreign Hulls. 551
Annual premium insurance, purchasing,

with dividends, 214
Annuities. 8-9. 96-98

advantages of. 97
and dependents, 98
defined. 96
disadvantages of. 97-98
present status of. 98
settlement of claims. 127
single premium life and. combination.

101
special. 100-102
types of, 96-97

Annuity certain, 97
Annuity due. 145
Anti-compact laws. 490
Antitrust laws, 490
Appeal bonds. 715-716
Apportionment. 460
Armored car and messenger policy, in­

land marine insurance, 567
769
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Assessment:
insurance, 224-225
of cost, equitable. 3-4
societies, ocean marine insurance, 532

Assets:
distribution, in life insurance com­

panies. table, 191
state valuation of, 194-196

Assignment:
consent to, 396
fire insurance policy, 345-347
of policies:

clause, 121-122
method of. 122
release of, 123
to creditors. 122-123

Association of Casualty and Surety Ex­
ecutives. 62

Association of Life Insurance Counsel,
59, 123

Association of Life Underwriters, 59
Associations:

and agreements, group, 5S
commission-regulating, 63-64
educational, 62-63
fire underwriters, 60

map, 61
functions of:

commission-regulating, 63-64
ratemaking. 64-66
technical and educational, 62-63

government and organization, 59-60
in life insurance. 58-59
membership of. 60-61
ratemaking, 64-66
state regulation of, 66
technical, 62-63
territory, 61-62

Attachment bonds, 716
Automatic sprinkler warranty, 394
Automobile insurance, 14, 16, 622-645

accident policy, 255
fire, theft, and collision insurance, 635-

642
amount of policy, 636-637
comprehensive policy, 637
dealers’ cars, 641-642
experience rating, 641
insuring clause, 636
manual, private passenger cars, 639,

640
rates, 637-638

basic, private passenger cars, 638-
639

commercial cars, 639-640
public automobiles, 641

restrictions upon coverage, 636
rights of insured and company, 637

legal liability, 623-635
automobile legislation, 622-623
comparison of legislation. 623-624
comprehensive policy, 627
dealers, 633
experience rating, 634-635
garages, 633
nonowned automobiles, 633-634

Automobile insurance (Cont.'):
legal liability (Cont.):

rates:
basic, commercial cars, 631-632
basic, private passenger cars, 628-

630
manual, private pleasure cars, 630

rating agencies—bodilj' injury and
property damage, 628

standard liability and property dam­
age policy, 624-627

war emergency methods. 630-631
Aviation insurance, 14. 16, 646-662

accident insurance, 657
background, present organization, 646-

647
liability, 652-654
policies:

admitted liability, 656
air meet, 656
airport liability, 656
employer’s aviation indemnity, 656
hangar keeper’s, 656
hull, 647-649

all-risks, 650-651
fire coverage, 652
named perils. 649-650

liability. 654-656
light plane, 651-652
manufacturing, 656
types of, 647
workmen’s compensation and em­

ployer’s liability, 656-657
rates:

liability, 658-659
premium, 657-658

scope, nature, 646
Aviation Insurance Underwriters, 65
Aviation risks, 111-112
Aviation ticket policy, 255

B
Bail bond, 717
Bailee policies, inland marine insurance,

568
Baltimore, Fire Underwriters’ Associa­

tion of. 60
Bank bonds, 707-710

blanket, 707-710
financial institutions using, 710
schedule bonds, 707

Bank burglary and robbery insurance,
678-684

forms used, 678
hazards covered, 679
policy:

form of, 679-681
premium on, table, 683
scope of, 679

safe deposit insurance, 681-682
Bank deposit insurance, 95
Bank loans, 189
Banks, closing of, in 1933, 187
Beauty parlor liability policy, 612
Beneficiaries, 113-116

creditors of, 127
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Beneficiaries (Coni.):
definitions and description, 113, 119
murderers as, 116
naming, methods of, 115-116

creditors. 116
estate of insured, 115
partnerships and corporations, 116
trust estates, 116
wife, 115
wife and children. 115-116

reserving right to change, 114-115
revocation right:

not reserved, 114
reserved. 113

vested rights of. 114
workmen’s compensation, 2S3

Benefits:
commercial accident and health policy,

259-260
community, 9
deferred (see Deferred benefits)
disability, in life insurance, 251-253
employee. 250-251
paid, workmen’s compensation, 2S3-284

Best’s Reports, 37
Beveridge Plan, 329-330
Bill of Lading Act, 561
Blanket bond. 703

bank, 707-710
Blanket position bond. 703-705
Blind, aid to, Social Security Act. 327
Board of Aviation Underwriters, 617
Board of directors, corporation, 47
Bodily injury liability policy, 591. 592
Boiler and machinery insurance, 16, 519-

522
extensions of coverage, 521

Bonds:
assets, state valuation of, 194-195
fidelity (see Fidelity bonds)
investment, state regulation of, 191-192
surety (see Surety bonds)

Bookkeeping department, 50
Book losses, adjustment of, 455
Branch office system, agency organiza­

tion, 55-56
Broker, 60

differentiated from agent, 57
Brokers’ accounts, and ocean marine

insurance, 518, 549
Brooder clause. 393, 395
Buffalo Fire Underwriters’ Association,

64
Builders’ Risk Syndicate. 551
Bureau of Employment Security, 321
Bureau of Personal Accident and Health

Underwriters, 65
Bureau of War Risk Insurance, 40, 550
Bureaus, defined, 64
Burglary: '

and theft insurance, 14, 16
defined, 664

Business. 11-12
efficiency, insurance increases, 2-3
failures, 737-738
retirement from, 73 \

Business (Cont.'):
undertakings, insurance introduces se­

curity into, 1-2

C
Camera floater, 578
C & F, 533
Capitalization of earning power, 5-6
Capture and seizure clause, 552
Carlisle Table, 133
Carmack Amendment. 560
Carmichael v. Southern Coal Co., 315
Cash:

dividends, 214
payment, termination of policy, 180

values. 181, 182
value, fire insurance contract, 377

Casualty insurance. 14, 15
agency organization, 53-54
associations. 62
branch office system, 56
direct reporting system, 56
general agency system. 53-54
ratemaking associations, 65
reserves, 300-302

Catastrophes, large, 24
Cease operations clause, 393
Certain and continuous life annuity,

101
Certificate differentiated from policy,

222
Chance. 22
Chatham Phoenix Bank v. Crosney, 126
Chattel mortgage:

clause, 396
fire insurance policy, 382

Children:
dependent. Social Security Act. 327
industrial insurance on, 226. 229
wife and, beneficiaries, 115-116

C.I.F.,  533
Civil commotion insurance, 422-123
Claims:

department, 50
life insurance, settlement of, 127-128
of creditors, life insurance policies, 125-

126
Class rates, fire insurance, 470
Clayton Act, 67
Clear space clause, 395
Climate, substandard insurance, 238
Cohen v. Samuels, 125
Coinsurance:

clause, 397-404
credit insurance, 746-747
theft insurance:

divided-coverage policy, 667-668
rates. 672 _ .
stock burglarv insurance form, 671-

672
use and occupancy insurance forms,

431-432
specified time form, 433
two-item form. 432-433

Collateral loans, state regulation of, 193
Collection, cost of, 151
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Collection and distribution bonds, 721-
722

Collision, fire, and theft insurance (see
Automobile insurance: fire,
theft and collision insurance)

Collision liabilities. 546
Combination policies. 102
Combined Annuity McClintock’s Table,

133
Commercial accident and health insur­

ance, 253-256, 259-273
accumulation clause, 265
companies. 259
disabling injuries, 263-264
double indemnity benefit. 264
elective indemnity benefit, 265
health policy provisions. 265
identification benefit. 265
insuring clause, 260-261, 266
intercompany organizations, 259
loss of life provision, 261
loss of time provisions, 261-263, 266-

267
policies:

benefits, 259-260
types of. 259

rates. 270-273
reimbursement provisions, 263, 267-268
reserves, 273
statutory Standard Provision laws,

26S-270
waiting period. 265

Commercial blanket excess bond. 706
Commercial blanket primary bonds, 705
Commercial cars, rates. 631, 639-640
Commercial fidelity bonds, 697

blanket bond. 703
blanket position bond, 703-705
commercial blanket excess bond. 706
commercial blanket primary bonds

705
comprehensive dishonesty, destruction,

and disappearance bond, 706-707
discovery bond, 703
forms, provisions of, table, 698-699
name bonds:

individual, 700-701
name schedule. 701-702

position bonds, 702-703
Commission clause, 396
Commissioners’ Reserve Valuation

Method. 18S
■ Commissioners’ Standard Table, 133, 134,

148, 188
Commission-regulating associations, 63-

64
Commissions, 55

agents’, 52, 53, 54, 55, 56
brokers’, 57

Committees. 50
Common carriers, liability of, 560-562
Common ownership and management,

group, 58 ,
Community:

and group insurance, 237
benefits of insurance, 9-12

Compensation:
insurance, risks, how rated, 25
jurisdiction over, 281-282
theory, 281

Competitive principle, abandonment of,
490

Compound interest, 135, 137-138
Comprehensive dishonesty, destruction,

and disappearance bond, 706-707
Comprehensive general liability policy,

608-609
Comprehensive general liability policy,

615-616
Comprehensive policy:

automobile insurance. 627
aviation insurance, 650

Compulsory social insurance, 308
Concealment, 383
Conference on Acquisition and Field

Supervision Expense, 64
Consent to assignment, 396
Consequential damage:

clause, 394
steam boiler insurance. 521

Consequential losses, 360-361
Consequential losses insurance, 428-448

accounts receivable, 444
damage form, 445
demolition cost, 444-445
extra expense, 437-438
forms of, 428
leasehold. 441-442
profit and commissions, 442-444
rent and leasehold, 438-440
unearned premium, 444
use and occupancy, 428^137

Conspiracy, 489
Constant method:

and participating method, 155
participating policies, 154

Construction contract bonds. 726-727
Contents in outbuildings clause, 395
Contingent use and occupancy insurance,

436^37
Contract:

bonds, 725-728 ,
surety, 714

in restraint of trade. 489
termination of credit insurance, 742-

743
Contractors’ equipment floater, 573
Contractual liability policy, 603-604
Contribution plan, apportioning surplus,

204-207
modification of, 207

Co-operative effort in insurance, 58
Co-operative method, ratemaking, 490
Corporations as beneficiaries, 116
Costs:

bonds, 716
comparison of, ordinary life policy,

table, 210
elements of, in life insurance, 132-133
equitable assessment of, 3-4
increased, no allowance for, fire in­

surance, 360
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Costs (Cont.):
industrial insurance, 228-229
of insurance, 20

tabular and actual, compared, 203
of production, life insurance premiums

and. 132
repair or replacement, fire insurance

policy, 360
Counter replevin bonds, 717
Court bonds, 715-718

miscellaneous. 717
Crash or collision during flight aviation

insurance, 650
Credit, insurance basis of. 4-5
Credit insurance, 14, 16. 518, 737-756

business failures, 737-738
companies, 739
endorsements, 753
functions of. 738-739
general plan of, 739-740
loss adjustment, 752
policies:

analysis of. 742-752
classification of, table, 741
types of, 740

. Creditors:
as beneficiaries. 116, 122-123
assignment to, 122-123
of beneficiary. 127
premiums paid to defraud, 127
rights of. life insurance policies, 123-127

claims, 123-124
exemption statutes, 125-126
holder of insurance, 124
of change, policies with. 125
of change, policies without, 124-125

Cromie rule, 461
Crossman v. Rauch, 126
Crude percentage, apportioning surplus,

204
Cummins Amendments. 561
Custom house bonds, 725

D
Daily report, 54
Damage, 12
Dangerous articles clause, 393
Daw Schedule, 474
Dealers’ cars, rates, 633, 641-642
Dean, A. F., 478
Dean system, 478
Death, settlement of claims, 127
Decreasing face value, 103
Decreasing premiums, 103, 162
Deductible clause, 405
Default, 181
Deferred benefits, industrial insurance,

227
Deferred dividend policies. 95
Deferred life annuity, 97. 98
Deferred life insurance. 100
Deferred payment bonds. 729
Deferred refund life annuity, 101
Deferred reversionary annuity, 102
Deficiency bond. 723
Demolition cost insurance, 444445

Departments, insurance company, 48-5G
Dependents:

and annuities, 98
children, Social Security Act/327

Depositors’ and commercial forgery
bond. 686-687

Depositors' bond, forgery insurance, 685-
686

Depository bonds, 728-729
Descriptive forms, fire insurance, 410-

418
Destruction, 12
Directors, board of. 47
Direct reporting system, 56
Direct writing system. 57
Disability:

benefits, 241-242
in life insurance. 251-253
workmen's. 283-284

economic effect of, 249-250
insurance, what it does. 249
life insurance policy, 103-104
settlement of claims, 127
social insurance:

abroad. 309-310
in U. S., 311-312

total, 261
types of. workmen’s compensation,

283-284
Disabling injuries. 263-264
Discount, interest and, table, net pre­

miums, 138
Discovery bond, 703
Diseases:

industrial, workmen’s compensation,
279-280

losses from. 249
Dishonesty, 13, 695
Dishonesty, insurance against (.see sepa­

rate titles'):
credit insurance, 737-756
fidelity bonds, 694-712
surety bonds, 713-736
theft insurance, 663-693
title insurance, 757-768

Distraint of rent bonds, 716
Dividends. 201

comparison of plans, 214-215
estimates, 208-210

actual record. 209
average record. 209-210
current scale. 209

industrial life insurance, 215
payments:

inception of, 212
periodicity of, 212

recent practices, 211
scale, 207-208, 209
substandard insurance, 239
using, bj- policyholder, 213-214

Domestic Relations Law, 125-126
Double indemnity benefit, 261
Druggists’ liability policy, 611-612
Dry cleaning warranty, 394
Dwelling house form (building and con­

tents), 412-413
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Dynamo clause, 394

E
Earning power:

capitalization of, 5-6
loss of. 12

Earthquake insurance, 420-421
Eastern Sprinkler Leakage Conference,

514
Eastern Tornado Insurance Association,

62. 65
Eastern Underwriters’ Association, 60, 63
Educational associations, 62-63
Elective indemnity benefit, 265
Electricity warranty, 394
Elevator liability policy, 599-600
Embezzlement, defined, 695
Employees:

benefit plans, 250-251
injured (see Injured employees)
promising, university education for, SS

Employers:
and group insurance, 236-237
liability, compensation insurance:

insurance. 281
system, 280-281

Employment offices, under Social Secu­
rity Act, 320-321

Endowment maturity policy, 100
Endowment policy, 94-95

net single premium, 142-143
twenty year, chart, 94

Endowments:
as gifts to educational institutions, 95
long-term, 95
percentage of all policies, 95

England, suretyship in, 713
English plan, social insurance, 309
Epidemics. 24

x Equity, attaining, 151
Estate, beneficiary, 115
Examination department, 49
Exemption statutes, life insurance, 125-

126
Expenses, 151

addition to net premium for, 150
contribution plan, surplus, 205
direct, limitations, reserves, 174-175
fire insurance reserves, 504-505
first-year. life insurance policy, 170-171
general. 151
investment, 151-152
legal, 151
life insurance, 150
limitation of, 157
problems of, 150-151
provision, basis for, 151-152
ratios. 157

Experience grading and rating schedule,
table, 48S

Experience rating:
automobile insurance:

fire, theft, and collision, 641
legal liability, 634-635

workmen’s compensation, 295-297
Expiry, settlement of claims, 127

Explosion Conference, 62, 65
Explosion insurance, 423
Exposure clause. 394-395
Extended Coverage Endorsement, 424-

425
Extra expense insurance, 437-438

F
Face value:

assets, state regulation of, 194
life insurance policies:

decreasing, 103
disability, 103-104
multiple indemnity, 103

Factories, operated at night. 382
Facultative reinsurance. 75-76
Failure, business, 13. 14, 737-738
Family forgery' policy, 6S7
Family income policy, 99-100
Farm mutuals, 30
F.A.S., 533
FDIC (Federal Deposit Insurance Cor­

poration), 40
Federal Bankruptcy Act of 1898, 124
Federal Crop Insurance Corporation. 40
Federal Deposit Insurance Corporation

(FDIC). 40
Federal government, Social Security, 39
Federal Insurance Contributions Act, 321
Federal Railroad Retirement Act, 321,

322
Federal Savings and Loan Insurance

Corporation, 40
Federal Trade Commission Act, 67
Federal War Damage Corporation, 41
Fidelity bonds, 14, 16. 694-712

acts included in, 695
commercial (see Commercial fidelity

bonds)
development of. 694-695
features of, 696-697
miscellaneous, 710
nature of, 694
types of, (597

Fiduciary bonds, 721
Filing department, 50
Financial institutions using bank bonds,

710
Fine arts floater, 577-578
Fire, explosion, lightning, aviation in­

surance, 649-650
Fire, peril of, ocean marine insurance,

538
Fire, theft, and collision insurance, auto­

mobile insurance, 635
Fire and Casualty Aggregates and Aver­

ages, 37
Fire department service endorsement,

425
Fire insurance, 14, 15, 16

agency' organization, 54-55
associations:

commission-regulating, 63-64
local, 62

branch office system, 56
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Fire insurance (Coni.):
“classified” experience, 470-172

manual. 471
clauses, 341-344
consequential losses (see Consequen­

tial losses insurance)
contract, 351-390

amount covered. 376-378
assignment, without consent, 385
history of, 351-352
1943 New York Standard (.see 1943

New York Standard fire insur­
ance policy provisions)

standard fire. 351-352
endorsements (see Fire insurance en­

dorsements)
general agency system. 51-55
insurable interest in, 335-350

assignment of policies, 345
bailor and bailee. 339
classification of. 336-337
effect of assignment, 346-347
extent of, 337-338
importance of, 335-336
mortgagor and mortgagee, 339-344
provision relating to assignment,

345-346
reasons for, 335
second mortgagee, 344-345
vendor and vendee, 338-339

rates. 46S-496
Analytic System, schedules, 474, 478-

481
class, 470
comparison of schedules, 481-483
criticisms of. 484-485
making, methods, 469
minimum, 470
nature of. 46S-469
ratemaking associations, 64
rating bureaus, 60
rating survey, 473
schedule, 470

rated risks. 472-474
rating, advantages of, 474-475

state regulation of, 489-494
statistical method of ratemaking,

485-489
types, under present methods, 469-

470
Universal Mercantile System, sched­

ules, 473, 475-478
variations in. 472-474

reserves, 497-511
calculation of. 499-503
criticisms of, 507-509
defined, 497
financial importance of, 503-501
importance of, 499
object of. 49S-499
profits, 505-507

risks, how rated, 25
settlement of losses (see Settlement of

losses)
Fire insurance endorsements, 391

clauses. 391-409

Fire insurance endorsements (Cent.):
clauses (Coni.)-.

decreasing liability or hazard, 391-
395

emergency. 396
increasing liability, 395
limiting amount payable, 397—106
nature of, 391-392
permits. 392-394

forms. 410-427
building, merchandise and fixtures

413-414
descriptive, 410-418
dwelling house (building and con­

tents), 412413
extending scope of coverage, 420
gencial cover contracts. 418-120
interstate class floater, 420
perils other than fire, 420-125
single location, 420

Fire Underwriters’ Association of Balti
more, 60

Five-year term policy:
natural premium, table, 139
net single premium. 139-141
single premium plan, tabic. 140

Flat and contingent commissions, 55
Flat commissions. 55
Fleet rating, automobile insurance, 632,

611
Floaters, inland marine insurance:

defined, 572
miscellaneous. 575-576
property, 572-576

for individuals, 576-581
Flood insurance. 515
Fluctuating limits, use and occupancy

insurance, 434
F.O.B., 533
Foreclosure proceedings, 381
Foreign lands:

old age insurance in, 310-311
social insurance in. 309-311
state insurance in. 44

Forfeitures, gains from, 203
Forgery, defined. 695
Forgery insurance, 684-689

bank forgery policies. 6S7-6S9
mercantile forgery policies, 685-6S7
nature of, 68-1-685

Forms:
consequential losses, 428
fire insurance endorsement (see Fire

insurance endorsements: forms)
rating survey, fire insurance, 473

Foundations clause. 394
Franchise bonds. 728
Fraternal insurance. 220-224

accident and health, 253
financial status of societies, 222-224
history of, 220-222
policies, characteristics of, 222

Fraternal societies, 15
Fraud, 3S3. 695

fire insurance contract, 367-368
Funded trust, 120
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Fur floater, 577
Furriers’ customers policy, inland ma­

rine insurance, 569

G
Gambling, and insurance, 23
Garment contractors’ floater, inland ma­

rine insurance. 571-572
Garnishment bonds. 717
Gas generation clause. 393
General agency system, 51-55
General agent. 51-52

fire insurance, 54
Germany, social insurance in, 311
Glass insurance, 14, 16, 522-525
Government associations. 59-60
Government insurance, 39-44
Graded commissions. 55
Grantors’ protective liability policy, 604-

605
Great Britain, and neutral shipping.

World Wars. 550-551
Great Lakes Syndicate, 65. 551
Gross earnings, use and occupancy in­

surance, 433
Gross premiums, 150-160

expenses, 150-152
industrial. 15S
nonparticipating policies, 152-154
participating policies, 154-157

constant and percentage method, 155
constant method, 154
modified percentage method, 155-157
percentage method, 154-155

Group:
calculating insurance for, 1
defined, 58

Group insurance. 230-237
advantages, 236-237
common features, 230-231
extensions of, 233, 236
funding pensions, methods of, table,

234-235
methods, 231
nature of, 230
policy, accident and health insurance,

256
rates, 231-233

Guarantee, strong, 73-74
Guardians, 722

H
Hail insurance, 42W22

state, 39
Hangar keeper’s liability policy, aviation

insurance, 656
Hazard, liability insurance, 590-591
Health insurance, 14. 15, 16

compulsory, 257-258
policy provisions, 265
rates, 270. 272-273

gross, 273
Hedge, insurance as, 6
Helvering v. Davis, 315
Heredity, substandard insurance, 238
High-pressure salesmanship, 229

Holden v. Stratton, 125
Homans, Sheppard, 204
Hospital care, reimbursement, 263
Hospitalization and medical expense in­

surance, 256-257
Hospital liability policy, 611
Hospital service, 15
Hull, cargo, and freight policies, 533-534
Hull insurance, rates, 657. 658
Hull policy, aviation insurance, 647-649

all-risks. 650-651
named perils, 649-650

I
Identification benefit. 265
Illinois Standard plan, reserves, 173
Immediate annuity, 96
Immediate refund life annuity, 100-101
Impairment cases, substandard insurance,

238
Inchmaree clause. 539
Income tax bond, 723
Indem'nity:

bonds to sheriff in seizing property, 716
double, benefit, 264
limited, use and occupancy insurance,

433
multiple, 103
principle of, 26

Individual account method, apportioning
surplus, 203-204

Individual voluntary insurance, 306-307
Industrial accidents, workmen’s compen­

sation, 279
Industrial diseases, workmen’s compen­

sation, 279-280
Industrial gross premiums. 158
Industrial insurance. 225-230

criticisms of, 228-230
life insurance, dividends, 215
origin and purpose, 225
policies:

accident and health. 253-254
provisions, standard. 228

system explained, 225-228
Industry, share of. social insurance, 307
Initial reserves, 170
Injunction bonds, 716
Injured employees:

state insurance for, 38-39
states making employers responsible

to, 2
Injuries:

disabling, 263-264
nondisabling, reimbursement, 263

Inland marine insurance, 14, 15. 16, 557-
587

development from marine, 557
extension of scope, 557-558
liability policies, 581-583

other bailee policies, 583
public truckmen. 582-583

policies, types of, 559-583
present status, 558-559
property insurance:
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Inland marine insurance (Cont.):
property insurance (Cont.):

basic policy. 5G2-568
floaters, 572-576

for individuals. 676-581
liability of common carriers, 560-

562
policies, 559-581
risks not primarily transportation,

568-572
transportation policies. 559-560

ratemaking methods, 583-581
rates. 584

Inland Marine Underwriters’ Association,
65, 583

Innkeepers’ liability policy, 605
In Re Messinger, 126
Insane murderers, as beneficiaries, 116
Insolvency:

binder endorsement. 425
credit insurance policy, 742
of insurance company, 73

Inspection bureaus, state, 64
Inspection department, 48
Installation floater, 575
Installment note guarantees, 729-730
Installment option, 118
Installment policies, net premiums, 147-

148
Installments, 145
Installment sales floater, 573-574
Installment settlements, 103, 116-119

advantages of, 117
disadvantages of, 117
effecting, method of, 117-119

Insurable interest, 21
defined, 109
in own life, 109
of relative, 109-110
pecuniary', 110-111

Insurable risks, 25
Insurance:

accounts receivable, 517-518
boiler and machinery, 519-522
community benefits of, 9-12
co-operative effort in, 58
cost of. 20
defined, 19
essential requirements for, 19-20
factor in business, 1-12
flood, 515
forms of, principal,'16
glass, 522-525
legislative divisions of, 14-16
nature of, 23-25
plan, 10-11
rain, 515-517
scope of, 12-14
social (see Social insurance)
types of, 16
uses of, 1-18
valuable papers, 518-519
war damage, 525-526
water damage, 514-515

Insurance business:
is commerce, 67

Insurance business (Cont.):
organization:

intercompany, 58-68 (see also Inter­
company organization)

internal, 47-58 (sec also Internal or­
ganization)

regulation. 66-68
Insurance company:

activities of. 48-50
departments, 48-50
insolvency of, 73

Insurance Law. 126
Insurance organizations. 2S-16

Lloyds associations, 35-36
mutuals, 30-33
private carriers, relative position of.

37
profit-sharing companies, 36-37
reciprocals, 33-34
self-insurance, 28-30
state insurance, 37—44
stock companies. 31-35

Insurance Yearbook, 37
Inter-company organization, 58-68

co-operative insurance effort:
associations and agreements, 58
common ownership and manage­

ment, 58
Interest:

accumulating dividends at, 213
and discount table, net premiums, 138
compound, net premiums, 135, 137-138
contribution plan, surplus, 205
excess, earned. 202-203
insurable, 21, 109-111
option, 118
rates:

determining, 196-197
effect on reserve, 165-167
low. effect of. 211

Interior robbery. 675
Internal organization, 47-58

agency, 50-58 (sec also Agency sys­
tems)

board of directors, 47
committees. 50
departments:

accounting and statistics, 49-50
investments, 49
policy' writing. 49
rating. 49
sales, 48
selection, 48-49

legal services, 50
officers, 47

Interstate Commerce Act. 560-561
Interstate Commerce Commission, 561-

562
Inventory clause, 393-394
Investment, 48. 49

and management bonds, 722
expenses, 151-152

Investment department, 49
insurance as, 7-8
rate of interest, 196-197
state regulation of, 504
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Investments, life insurance, 189-197
considerations, 190-191
distribution of. 1860-1912, graph, 195
importance of, 189-190
in life insurance policy, 95-96
miscellaneous, state regulation of, 193
qualifications for:

diversification, 191
liquidity, 191
principal, safety of, 190
yield, 190

results of 42 companies in New York,
table, 190

state regulation of, 191-193
Iron safe clause, 394

J
Jewelers’ block policy, 574-575
Jewelry floater, 577
Joint-and-several policies, 79-80
Joint and survivor annuity, 101-102
Joint life annuity, 102
Joint life insurance, 100

K
Kerosene oil clause, 393
Kinne rule, 461, 463

operation of, table, 462

L
Land damage aviation insurance, 650
L. & L. Schedule, 474
Land titles, 757
Land transportation insurance. 557
Lapse, settlement of claims, 127
Larceny, defined, 664, 695
Large numbers, law of, 22-23
Last survivor insurance, 100
Law of average, 71

consequences of. 23-25
Law of large numbers, 22
Laws: ■

compensation, 2S2-2S3
regulating ratemaking, 491-194

Leasehold insurance, 441-442
Legal basis, compensation insurance, 280
Legal department, 50
Legal expenses, 151
Legal liability, 13, 14, 590
Legal liability insurance:

automobile. 622-615 (see also Automo­
bile insurance)

aviation insurance, 646-662 (see also
Aviation insurance)

liability insurance, 5S9-621 (see also
Liability insurance)

Legal reserves, 161-162
Level premiums, 162
Liability:

employer’s, 280-281
legal, 13, 14
of common carriers, 560-562
pro rata (see Pro rata liability)
rule, 463

Liability insurance. 589-621
contingent liability, 606-608
defined, 589
hazard. 590-591
legal liability, 590
negligence, 589-590
policies:

claim procedure, 595
comprehensive general liability, 608-

609
contractual liability. 603-604
elevator liability, 599-600
exclusions, 593
future coverage, 609-610
grantors’ protective liability, 604-605
innkeepers’ liability, 605
inspections, 595
insured, the, 593-594
libel liability, 606
limit of liability, 594-595
manufacturers’ and contractors’, 600-

601
outlined, 591-592
owners’, landlords’, and tenants’, SOO-

SO?
owners’ and contractors’ protective

liability, 607
personal liability, 613-616
principal’s protective. 607-608
products liability, 601-602
professional forms, 610-613
provisions, 592-506
safe depository liability, 605-606
sprinkler leakage liability, 605
teams liability, 601
water damage liability, 605

premiums, 597-509
rates, 616-617

Libel liability policy. 606
License and tax bonds, 723-724
Lien, placing against policy, sub-stand­

ard insurance, 239
Life annuity, 97

net single premium, 143-144
Life expectancy contract, 100
Life income option, 118-119
Life insurance, 1-2, 14, 16

agency organization. 51-53
and national income, 9-11
associations in, 58-59
branch office system, 56
commission-regulating associations, 63
companies, 14

distribution of investments, chart,
193

differentiated from other forms, 25-26
direct reporting system, 56
for soldiers and sailors, 42-43
general agency system, 51-53
installment payment of, 8
premium rates, 4
ratemaking associations, 64
reserves:

expenditures and receipts, 504-505
state regulation of investments, 504

savings bank, 37-38
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Life insurance (Cotd.):
special forms (see also under separate

titles):
assessment, 224-225
disability benefits, 241-242
fraternal, 220-224
group. 230-237
industrial, 225-230
nonmedical life. 240-241
salary deduction, 242
savings bank life, 242-245
substandard insurance, 237-240

World Wars, 42. 43, 112-113
Life Insurance Association of America,

59
Life insurance policies, 85-108

annuities, 96-98
application. 85
endowments, 94
face value of, 103-104
five years’ premiums and reserves on

various types, graph, 97
fraternal insurance, 222
investment element in, 95-96

table, 96
limited-payment, 92-94
modified, 102
new, 180-181
ordinarj'-life, 91-92

chart, 92
premiums, 103
purchasing paid-up additions with div­

idends. 213-214
regular contracts, 86-98
selecting proper, 85-86, 104-105
single-premium, 86-87
special contracts, 99-105

annuity contracts, 100-102
characteristics of, 102
insurance, 99-100
paying proceeds, manner of. 103

special features in policies, 103-104
term insurance, 87-91
twenty-payment, chart, 93
types of. changing tendencies, 104

Life insurance trusts, 119-121
company, services of, 119
funded. 120
methods, comparison of, 120-121
personal insurance, 119-120
unfunded, 120

Lightning, loss by, 356
Lightning and electrical apparatus clause,

395
Light plane policies. 651-652
Limited indemnity, use and occupancy

insurance, 433
Limited policies, accident and health,

254-256
Limit rule, 463
Limits on size of risk, 72-73
Lloyds of London, 646-647

nature of, 35-36
Loading:

comparison of methods, graph, 156
practices respecting, 157-158

Loading (Cont.):
saving in, 202

Loans:
bank, 189
collateral, state regulation of, 193
emergency demands, 187
moratorium of 1933, 187
mortgage, state regulation of, 192-193
policy, 185

advantages and disadvantages of,
186-187

extent of, 185-186
premium, 181

option, 185-186
standard nonforfeiture and valuation

laws, 188-189
Local agents, fire insurance. 54-55
Local banking rates, automobile insur­

ance. table, 640
London. Lloyds of. 35-36, 646-647
Loss department, 50
Losses:

appraisal of, 455-457
caused by acts of God, 561
consequential, 428-129

insurance (see Consequential losses
insurance)

from accidents and disease, 249
maritime (see Maritime losses)
number of, 22
probability of, 22
settlement of, credit insurance. 752
use and occupancy insurance, 430-431

Loss of life provision, commercial acci­
dent and health insurance. 264

Loss of time provisions, commercial ac­
cident and health insurance, 261-
263, 266-267

Loss payable clause. 396
Lost instruments bonds. 724-725
Louisiana insurance rates, 61
Lump sum settlements, 103

M
Mailing department, 50
Maintenance bonds, 727
Malicious mischief, 665

insurance, 423
Malpractice policy, 610
Management, common ownership and,

group, 58
Mandamus bonds, 716
Manual rates:

classification, 471
workmen’s compensation, 289-294

Manufacturers’ and contractors’ liability
policy, 600-601

Manufacturers’ policies, aviation insur­
ance, 656

Map department, 48-49
Marine associations, 61
Marine insurance. 2, 14, 15, 16

associations, 62
determining premium rates, 4
ratemaking associations, 65
risks, how rated, 25
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Maritime losses, 510-547
documents required for, 546-547
expenditures:

collision liabilities, 546
general average, 545
salvage. 546
sue and labor, 545-546

general average, 540-541
partial, 541

of cargo, 542-544
of freight, 545
of vessel, 544-545

particular average, 541
total, 541-542

Market value:
defined, 196
clause. 395

Massachusetts system, state insurance, 38
Mathematical calculation of hazard, 20
Maturity, settlement of claims, 127
Mean reserves. 170
Medical department, 48
Medical examination, 25

industrial insurance, 225-226
Medical expense insurance, 256-257
Medical payments coverage, automobile

insurance, 627
Medical service, free, 22
Membership of associations, 60-61
Mercantile department, 48-49
Mercantile forgery policies, 685-687
Mercantile ratings, credit insurance, 743-

744
Mercantile stock burglary, 669-672
Mercantile theft insurance, 672-673
Merit rating, workmen’s compensation,

294
Messenger, armored car and, policy, in­

land marine insurance, 567
Messenger robbery, 675
Middle Department Fire Underwriters’

Associations, 61
Misappropriation, defined, 695
Misrepresentation, 383
Modified life policy, 99
Money and securities policy, theft insur­

ance. 676-677
Monopoly, 4S9-490
Monthly report, 55
Moore, F. C., 475
Moratorium of 1933, 187
Mortality:

contribution plan, surplus, 205-206
saving in, 203
tables, 133-134

Mortgagee, fire insurance, 339-344
and contribution, 343-344
second mortgagee, 344-345
special contracts, 344
standard clause, 341-342

Mortgages:
clause, 396
guarantee bonds, 729
guaranteed, 764
loans, state regulation of, 192-193

Mortgagor, fire insurance. 339-344

Motion picture equipment clause, 394
Motor truckmen, shipments by, 562
Motor vehicle damage insurance, 423-424
Multiple indemnity, 103
Multiple line companies, 15-16
Murderers as beneficiaries, 116
Musical instruments floater, 578-579
Mutual Casualty Insurance Rating Bu­

reau, 608
Mutual insurance clubs, ocean marine

insurance, 532
Mutual Marine Conference, 65
Mutuals:

nature of, 30-33
organization of, 47

N
Name bonds:

individual, 700-701
name schedule. 701-702

National Association of Automotive Mu­
tual Insurance Companies, 62

National Association of Insurance Com­
missioners, 148. 506

National Association of Mutual Casualty
Companies, 62

National Automobile Underwriters’ As­
sociation, 62. 65

National Board of Fire Underwriters, 61,
62. 506

Actuarial Bureau, 489
National Board Schedule for Grading

■Cities and Towns, 472, 483-484
National Bureau of Casualty and Surety

Underwriters, 60, 61, 65, 519, 521,
608

National Council on Workmen’s Com­
pensation Insurance, 65

National Fire Protection Association, 62
National fire underwriters associations,

61
National Fraternal Congress Table, 133
National income, volume of life insur­

ance and, 9-11
National Industrial Traffic League. 603
Nationality, and ocean marine insurance,

548
National Safety Council, 62, 249
National Service Life Insurance Act, 43
Natural-premiums, 88, 162

5-year term policy, 138-139
Negligence, 589-590
Net payment of company, settlement of

losses, 457-464
Net premiums, life insurance, 132-149

addition to, for expenses. 150
and cost of production, 132
annual, 144-147
calculations, new bases for, 148
collecting, 146
compound interest, 135. 137-138
cost, elements of. 132-133
installment policies. 147-148
mortality tables, 133-134
natural premium, 138-139
probability, principles of, 135
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iset premiums, life insurance (Cont.):
single (see Net single premium)

Net single premium:
endowment policy, 142-143
five-year term policy, 139-141
life annuity, 143-144
whole-life policy, 141-142

New business:
cost of obtaining, 151
limitations of, reserves, 175-176

New England Fire Insurance Exchange.
63-64

New England Rating Bureau. 64
New Jersey insurance rates, 62
New Jersey Standard plan, reserves, 173
New York:

exemption statute, 125-126
insurance rates, 61-62
system, state insurance, 38

New York Board of Fire Underwriters,
Loss Committee, 454

New York Fire Insurance Exchange, 60.
64

New York Fire Insurance Rating Bu­
reau, 62, 64-65. 492

IV. Y. Plumbers Specialties Co. v. Stein,
126

1937 Standard Annuitants Mortality
Table, 133

1941 Standard Industrial Mortality Ta­
ble, 188

1943 New York Standard fire insurance
policy provisions. 353-373, 449 ff.

cancellation of policy, 363
concealment, fraud, 367
description of property, 354, 275
inception of insurance, 362
mortgagee interests and obligations,

365
on appraisal of losses. 456
parties to contract. 353
premium and consideration, 353-354,

375
protection, extent of, 354-362, 375-376
renewal. 362-363
subrogation, 371-373, 385-386
suspension of policy, 366-367, 379-383
termination of policy, 363. 378-379
voidance of policy, 363-369. 383-385
waiver provisions, 369-371. 385

Noncancelable policies, accident and
health, 254

Nonconcurrency, 460-464
Nonforfeiture and Valuation Laws,

Standard, 188-189
Nonmedical life insurance. 240-241
Nonprofit medical indemnity, 15
Normal loss, credit insurance, 747-748
Normal Rating System, 474
Numbers, large, law of, 22-23
Nursing care, reimbursement, 263

O
Ocean marine insurance. 531-556

losses, maritime (see Maritime losses)

Ocean marine insurance (Cont.):
policies:

analysis of, 537-540
blanket, 536
classes of, 533-537
coverage, inception and termination

of. 537-538
description of, 537
double insurance and subrogation,

539-540
fleet. 535-536
hull, cargo, and freight. 533-534
insurable interest and, 532-533
nature of. 531
open cargo forms. 536
ordinary and special hazards, 536-

537
perils covered by, 538-539
special time. 535
time and voyage. 534-535
unnamed and named, 535
uses of. 533-537
valid, factors essential to. 531-532
valued and unvalued, 534
war risk. 552-553

rates. 547-550
competition, 549
insured, the, 547-548
policy conditions, 549
statistical experience, 549
subjects of, 547
trade, nature of. 548-549
underwriting judgment, 549

terms of sale, 533
underwriters, types of, 532
war and, 550-553

Occupational bonds. 723
Occupational classification, 25
Occupational risks, 238
Office agents, 54
Office burglary and robbery policy, 677 .

678
Office of Price Administration, 41
Officers, corporation, 47-48
Old age:

assistance, 326-327
benefits, annuities to supplement,

98
pensions. 39
security in, 313-314

Old age insurance:
abroad, 310-311
in U. S., 310 ff.
retirement benefits,- 322-323
Social Security Act, 321-322

One-hundred-feet extension clause, 395
One-year policies, fire insurance reserve,

499-50Q
Operations, reimbursement, 263
Options, settlement. 117-119
Optometrists’ liability* policy, 612
Ordinary-life policy, 91-92
Outage, steam boiler insurance. 521
Outside robbery. 675
Overtime operations clause, 393
Owner occupied clause, 394



782 INDEX

Owners’, landlords’, and tenants’ liability
policy, 596-597

Owners’ and contractors’ protective lia­
bility policy, 607

Ownership:
and management, common, 58
fire insurance policy, 383-384

Owners’ policies, inland marine insur­
ance, 571

Owner’s protective contract bond, 727
Owner’s truck policies, inland marine in­

surance, 565

P
Pacific, Board of Fire Underwriters of, 61
Page rule, 461
Paid-up insurance, surrender of policy,

184
Parcel post policies, inland marine in­

surance, 565-566
Participating policies, gross premiums,

154-157 (see also Gross pre­
miums: participating policies)

Partnerships as beneficiaries, 116
Passenger liability insurance, aircraft lia­

bility policy, 655
Paul v. Virginia. 67
Payments, dividends:

inception of, 212
periodicity of, 212

Payroll robbery, 675-676
Pensions:

old-age, 39
state insurance, 42

Percentage method:
modified, 155-157
participating policies, 154-155

Perils, ocean marine insurance, 538-539
Perpetual policies, fire insurance reserve,

501-503
Personal effects floater, 576
Personal insurance trusts, 119-120
Personal liability policies, 613-616

comprehensive, 615-616
Personal property exclusion clause, 394
Personal property floater, 579-581
Personal Property Law, 126
Pharm v. Liluchy, 604
Philadelphia Fire Underwriters’ Associa­

tion, 64
Physical defects, and insurance, 238
Physicians’, surgeons’, and dentists’ lia­

bility policy, 610
Plate glass insurance, 14
Policies:

accident and health insurance:
commercial, 253, 259
group, 256
industrial. 253-254
limited, 254-256
noncancelable, 254

fire insurance (see Fire insurance: con­
tract)

provisions of, industrial insurance, 227-
228

Policies (font.):
restricting type of, substandard insur­

ance, 240
savings bank life insurance, 242-243
size of. industrial insurance, 226
standard fire, 351

development of, 351-352
Policyholders, 47

reinsurance, benefit to, 74-75
Policy loan department, 49
Policy loans, extent of, 185-186
Policy proceeds, life insurance, 109-131

beneficiaries, 113-116 (see also Bene-
. ficiaries)

coverage, restrictions on, 111-113
creditors’ rights, 123-127
installment settlements, 116-119
insurable interest, 109-111
settlement of claims, 127-128
trusts, 119-121 (see also Life insurance

trusts)
Policy record department, 50
Policy writing department, 48, 49
Pools, reinsurance, 78-79
Poor relief, 308
Position bonds. 702-703
Power plant insurance. 519
Preferred risk policy, 99
Premises robbery, 675
Premiums:

accident and health insurance, distri­
bution. 258-259

as savings, 104
blanket bonds, bank, 710
charging extra, substandard insurance,

?39
credit insurance, 750-752
different kinds of, effect on reserve,

. 162-165
. elevator liability policy, 599-600

gross (see Gross premiums)
industrial insurance, 226-227
liability insurance, 597-599, 616-617
life insurance policies, 103
Joan option, 1S5-186
manufacturers’ and contractor’s liabil­

ity insurance, 601
natural, 88
net, life insurance (see Net premiums,

life insurance)
New York Standard fire insurance, 353-

354
paid to defraud creditors, 127
rates, 49

aviation insurance, 657-658
determining, 3-4
fixing, 48, 49

title insurance, 763-764
use and occupancy insurance, 435-436
using dividends to reduce, 213

Price Administration, Office of, 41
Principal, safety of, as investment, 190
Private carriers, relative position of, 37
Probability:

of loss, 22
principles of, 21-22, 135



INDEX 783

Processors’ policies, inland marine insur­
ance. 570-571

Products liability policy, 601-602
Professional liability insurance forms

610-613
Profits:

and commissions insurance. 442-444
life insurance reserves, 505-507
reinsurance, 74
stabilization of, 74

Profit-sharing companies, 36-37
Prompt payment bonds, 729
Property, loss of, 12-13
Property damage insurance:

aircraft liability policy, 655
policy, automobile insurance, 624-627

Property depreciation insurance, 15
Property insurance:

fire (see Fire insurance)
inland marine. 559-581 (see also In­

land marine insurance: property
insurance)

nature of forms. 513
sprinkler leakage, 513-514

Pro rata distribution clause, 404-405
Pro rata liability, 378

fire insurance policy, 361-362
settlement of losses, 459

Pro rata plan, apportioning surplus, 201-
207

modification of, 207
Prospective method, calculating reserve,

168-169
Public adjusters, 454
Public automobiles, rates, 632-633. 640
Publicity, advertising and, department.

48
Public Law 15, 67, 68, 492
Public liability insurance, 14. 16

aircraft, liability policy. 654
Public official bonds, 718-720
Public welfare, Social Security Act, 327-

328
Puget Sound Narrows Bridge, 568
Pure Food and Drug Act bond, 717

R
Railway Express Agency, 562
Railway policy, 255
Rain insurance, 515-517
Rain Insurance Association, 62. 515-516
Ratemaking:

associations. 64-66
fire insurance, 469
inland marine insurance, 583-584
statistical method. 485-489

obstacles to, 4S9_
surety bonds, 730-732

Rates:
accident insurance, 270-272
automobile insurance, 628-635, 637-642
fire, theft, and collision, automobile in­

surance, 637-638
fire insurance, 46S-496 (see also Fire

insurance: rates)

Rates (Cont.):
gross:

accident and health, 273
participating, approximate, 86

group insurance. 231-233
inland marine, 584
interest:

determining. 196-197
effect on reserve, 165-167
low, effect of, 211

in various states, 61-62
mercantile robbery insurance. 674-676
ocean marine insurance. 517-550
premium (sec Premium: rates)
reduced, for preventing losses, 22-23
safe burglary policies. 674
savings bank life insurance, 243-214
single-premium, 86
survey report, 478

Rating:
automobile insurance:

fire, theft, and collision, 637-642
legal liability. 628-635

bureaus. 62. 493-191
fire insurance. 60

mercantile ratings, credit insurance,
743-711

substandard lives. 238-210
survey, fire insurance, 473

■ systems, geographical distribution of.
174

workmen’s compensation:
experience. 295-297
manual. 289-291
merit. 294
retrospective, 297-300
schedule, 294-295

Real estate:
assets, state valuation of. 194
investment, state regulation of, 193
loan department, 49

Receipts, fire insurance reserves, 504-505
Receivers, 722
Reciprocals:

advantages of, 31
disadvantages of, 31-32
nature of, 33-34

Reconstruction Finance Corporation, 525
Records, dividend. 209
Refund life annuity:

deferred. 101
immediate. 100-101

Regional agents, 54
Regional fire underwriters’ associations.

61

Registered mail policies, inland marine
insurance, 566-567

Reimbursement, commercial accident
and health insurance, 263, 267-
26S

Reinsurance, 24. 71-83
as source of new business, 74
benefits to policyholders, 74-75
companies, retrocession by, 80
defined, 71
department, 48-49
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State regulation (Cont.):
dividends, 212-213
fire insurance, rating, 4S9-494
of insurance, 66-6S
of investments, 191-193

life insurance, 504
of stock investment, 191-192
title insurance, 761-765

States:
having exemption statutes, 125-126
making employers responsible to in­

jured employees, 2
State valuation of assets, 193-196
Statistical department. 50
Statistical method, ratemaking, 4S5-4S9

obstacles to, 4S9
Statutory Standard Provision laws, com­

mercial accident and health in­
surance, 26S-270

Steam boiler insurance, 519
Steward Machine Co. v. Davis, 315
Stock:

assets, state valuation of, 196-197
convention values. 196
investment, state regulation of, 191-192

Stock companies:
board of directors, 47
nature of. 34-35
organization, 47

Stockholders. 47
Stockholders’ equity, 506
Storage clause, 395
Storekeepers’ burglary insurance, 677
Straight per diem form, use and occu­

pancy insurance, 434
fire insurance policy, 371-373, 385-386

Subrogation:
clause, 395
settlement of losses, 458-459

Substandard insurance, 237-240
impairment cases. 238
purpose of, 237-238
rating lives, methods of, 238-240
risks, classified, 238
tables, 240

Sue and labor clause, 545
Suicide clause, 112
Supply bonds. 727
Supply department, 49
Supreme Court decisious 67. 68
Surety bonds, 14, 16, 713-736

collection and distribution bonds, 721-
722

comparison with insurance, 713-714
contract bonds, 714, 725-728
court, 715-718
custom house, 725
depository bonds. 728-729
divisions of. 714-715
fiduciary bonds. 721
franchise bonds, 728
installment note guarantees, 729-730
investment and management bonds,

722
license and tax bonds, 723-724
lost instruments bonds, 724-725

Surety bonds (Cont.):
mortgage guarantee bonds. 729
public official bonds, 718-720
ratemaking, 730-732
reinsurance. 732-733
reserves, 732
tax and license bonds, 723-724

Suretyship:
compared with insurance, 713-714
corporate, background of, 713
in general, 713
other than fidelity bonding, 714

Surplus:
apportioning, possible methods of. 203-

207
crude percentage method, 204
individual account method. 203-204
pro rata or contribution plan, 201-

207
state regulation of, 212-213

defined, 201-202
on ordinary life policy, age 25, table,

206
sources of, 202

excess interest earned, 202-203
gains from forfeitures, 203
saving in loading, 202
saving in mortality, 203

Surrender of policy:
cash values, 181

table, 182
charge, justification of. 182-183
extended term insurance, 183-184
paid-up insurance, 184
twisting, 183

Survivor’s benefits under Social Security
Act, 323-325

Suspensions, fire insurance policy, SOO-
SO?, 379-383

Syndicates, 65, 551

T
Tables:

mortality, 133-134
substandard, 240

Tax, 133
Tax bonds, 723-724
Teams liability policy. 601
Technical associations, 62-63
Terminal reserves, 170 ,
Termination:

causes of, 180
fire insurance policy. 363-365, 378-379
optional methods, 180-181

Term insurance. 87-91
advantages of, 89
disadvantages of, 89-91
extended. 183-184
policy, ten-year, 90

Term policies, fire insurance reserves, 500
Texas:

insurance rates, 61
1944 policy, 449 ff.

Theft, fire, and collision insurance, au­
tomobile insurance: (see fire,
theft, and collision insurance)
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Theft, robbery, pilferage, aviation insur­
ance. 650

Theft insurance, 663-693
bank burglary and robbery insurance,

678-6S4 (see also Bank burglary
and robbery insurance)

burglary, robbery, and, 663-664
definitions, 661-665
forgery insurance, 6S4-6S9 (see also

Forgery insurance)
mercantile, 672-673

robbery, 671-676
stock burglary, 669-672

policies:
combination forms. 676
money and securities. 676-677
office burglary and robbery. 677-67S
residence and outside theft, 665-669
safe burglary. 673-674

safe burglary. 673
storekeepers’ burglary. 677
underwriting considerations in, 6S2,

684
Three-fourths loss clause, 397
Three-fourths value clause, 397
Thrift, insurance promotes. 8-9
Title insurance, 14. 15, 16, 757-768

advantages and defects of, 766
business, extent of. 759
guarantee:

extent of. 75S-759
of title, 758

guaranteed mortgages, 764
land title, 757
lawyer’s abstract, defects of, 757-758
operation of company, 758
policies, 759-763
state regulation, 764-765

Tornado, cyclone, etc., aviation insur­
ance, 650

Tornado Insurance Association, Eastern,
62

Torrens, Robert, 765
Torrens system of titles, 42, 43, 765-766
Total disability, 261
Tourist baggage floater, 576-577
Trade, ocean marine insurance, 518-549
Transportation:

aviation insurance, 650
■ instrumentalities of inland marine in­

surance, 567-568
Transportation risks insurance:

inland marine. 557-587
ocean marine, 531-556

Treaties, reinsurance, 76-77
Trip transit policies, inland marine in­

surance. 565
Trucking, long-haul, automobile insur­

ance, 632
Truckmen, shipments by. 562
Trustees, 119, 120-121, 722-723
Trust estates, as beneficiaries, 116
Trust res or corpus, 119
Trusts:

defined, 119
elements of, 119

Trusts (Coni.):
life insurance, 119-121 (see also Life

insurance trusts)
terms, 119

Tubercular history, and insurance, 238
Tugboat Syndicate, 551
Twisting, 183
Two-thirds vacancy clause, 406

U
Uncertainty. 2

degree of, 22
Underwriters, ocean marine insurance,

532
Underwriting department, 48
Unearned premium insurance, 444
Unemployment insurance:

abroad, 309, 312-313
in U. S., 309
security under Social Security Act, 316-

320
state systems, 41-42

Unemployment Tax Act, 321
Unfaithfulness, 13
Unfunded trust, 120
Uninsurable property, 358
Unin.-urable risks. 25
United States Employment Service, 321
United States government, Social Secur­

ity, 39
United States’ Life Table. 133
United Stales Maritime Commission. 551
U. S. v. Southeastern Underwriters' As­

sociation, 67
United States War Risk life insurance

262
Universal Mercantile System, 473, 475-

478
outline of. 477

Unoccupancy, defined. 366
Use and occupancy insurance, 428-137

amount of. 429-430
basis of insurable value. 429
comparison of forms, 431-435
contingent, 436-437
contract:

term of. 430
types of. 431-434

losses, 430-131
other than manufacturing risks, 431
premiums. 435-136
purpose of. 128-129
school. 436
steam boiler insurance, 521

V
Vacancy, 382

clause, 393
defined, 366

Valuable papers insurance, 518-519
Valuation Law, 148
Vandalism, 665
Veterans Administration, 42
Voidance, fire insurance policy, 363-369,

383-385
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Voluntary insurance, individual, 306-307

W
Wagner-Peyser Act, 320
Waiver:

fire insurance policy, 369-371, 3S5
of premiums, 103

War and marine insurance, 550-553
War Damage Corporation, Federal, 41,

525-526
War damage insurance, 525-526
War emergency methods, automobile in­

surance, 630-631
Warranties, fire insurance contract, 368
War restrictions, 112-113
War Risk Insurance, Bureau of, 40-41
War Risk Insurance Act, 42
War Risk Insurance Office, 550
War Risk policies, 552-553
War Shipping Administration, 41, 551-

552
Watchman and clock clause, 395
Water damage insurance, 514-515
Water damage liability policy, 605
Wedding present floater. 579
Weekly and monthly limit forms, use

and occupancy insurance. 434
Western Sprinkler Leakage Conference,

514
Western Underwriters’ Association, 61, 63
West Virginia, insurance rates. 62
Whole family protection bill. 222
Whole-life policy, net single premium,

141-142
Wife:

and children, beneficiaries, 115-116
beneficiary. 115

Windstorm and bail insurance. 421-422
Wisconsin, state insurance in, 38
Wisconsin Act, 312-313
Work and materials clause, 393
Workers, risks of, 306

Working conditions, reductions for im­
provements of, 23

Workmen’s compensation and employ­
er’s liability policy, aviation in­
surance, 656-657

Workmen’s compensation insurance, 16,
250, 279-305

beneficiaries, 283
benefits paid, 283-284
disability, types of, 283-2S4
industrial accidents, 279
industrial diseases, 279-280
insurance methods, 284-286
insurance requirements, 284
jurisdiction over compensation, 281-

282
laws:

accidents covered by, 282-283
compensation, 282

legal basis of. 2S0
policy. 286-289

standard form. 286
requirements, table, 285
risk covered by, 279
security deposits, 302-303
theory, 281

World War I:
life insurance, 42, 43
war restrictions, 112
war risk insurance in, 40^1, 550-551,

552
World War II:

automobile insurance, 630-631 p
life insurance, 43
nonmedical life insurance, 241
ocean marine insurance in, 551-553

war risk policies. 552-553
war restrictions, 112-113
war risk insurance, 41

Wrongful abstraction, 695

X
X-ray therapeutic treatment, 610-611






