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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 naturc that the possessor would be finan-
cially injured by the occurrcnce 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 cnter 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, ncither 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, whercby 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 cxists 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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336 INSURANCE OF PROPERTY—FIRE

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 cxamine 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 clearcst and most common casc of the existence
of an insurable intcrest is that of an owner of property. The owner
has an insurable interest, whether he be the legal or the equitable owner.
When 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 necd 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, mortgagces for the amount of the
mortgage. Builders, mechanies, 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. Intcrest 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 s 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 wy 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 cascs in which the repre-
sentative or agent of the owner has an insurable intcrest. For example,
a warehouseman may insure goods stored in a warchouse 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 policics 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 cxpects
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 unsccured 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 follows 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 exccutory
contract of sale, the terms of the contract being as yet unfulfilled by
either party, both parties have an insurable interest in the property.
Such contracts are frequently entered into for real estate.

In the case of rcal estate under such a contract, a vendee who enters
into possession of the property is gencrally 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 cquity 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 (¢) eliminates the involvement of
the insurance company in legal disputes.

Bailor and bailee. A bailec 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 cstate. 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 scveral 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 mecthod 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 cxtent of the indemnity paid. An illustration will make this point
clearer. Assume that O 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 $8,000 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-
crty 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 altcrnative scttlement 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 $9,000. 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 policics.

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
s0. In such a case the insurance company must scttle 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 of 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.

3. 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 ————————, .3 his intcrest 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 gencral 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 elcction 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 yct he possesses all the rights
of the mortgagor. The numerous decisions rendered on various policy
forms with respcet to differently worded “loss payable clauses” make it
difficult to arrive at any gencral 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 cffec-
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-
seribed 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
pl;‘emium 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 sum 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 incrcase 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
voidance 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 two 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



INSURABLE INTEREST IN FIRE INSURANCE 343

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 $10,000, that it is mortgaged to M for $4,000, and that O ob-
tains a fire insurance policy for $10,000 on which a “standard mortgagee
clause” is endorsed for M’s protection. A loss of $3,000 occurs. The
company will pay to M, the mortgagee, $3,000. O, the owner, having an
interest in the policy, however, is entitled to protection, and therefore is
credited by M with $3,000 in liquidation of the debt, being thus reim-
bursed for the $3,000 damage to his property. An equivalent settlement
would have been for the company to pay M $4,000, then to take over M’s
claim against O of $4,000 and credit O with $3,000 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 $3,000 from the insurance company,
instead of O’s being credited with $3,000 toward the payment of the
debt, the insurance company is subrogated to $3,000 of M’s claim against
O at the expiration of the mortgage. Thus O loses $3,000 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.

(¢) 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 policy 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 $20,000 mortgages it to
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a mortgagee (M) for $10,000. O 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 O secures
another insurance policy for $5,000 in the Y insurance company, for his
own sole benefit and without M’s knowledge. A loss of $3,000 occurs.
The X insurance company contends that there is altogether $15,000 in-
surance on the property, of which it has written $10,000, and offers to pay
M 10/15 of $3,000 or $2,000. M objects that this settlement does not
fully protect his interest as the mortgagee clause promises, the loss being
$3,000.

The legal decisions arc 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.! 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
agrecments 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 v. In-
surance Co., 198 N. C. 174 (1930), as compared with Williams v. Hartford Fire In-
surance Co., 63 Fed. 925 (1894). In Hastings v. Westchester, 73 N. Y. 141 (1878),
it was held that in the absence of the contribution provision the mortgagee was en-
titled to full recovery.
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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 object is 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 (which 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 the 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 becn 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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isigns,” or when the policy is written for the benefit of “whom it may
ncern,” or on goods “held in trust or on commission,” the consent of
le company is unnecessary because these endorsements supersede the
blicy condition.

Effect of assignment. In the first situation described above, in which
iere is a transfer of the property and it is desired to assign the policy,

the company consents in writing to the assignment the new owner of
1e property acquires a new and independent contract. He has a good
mtract regardless of any previous violations by the original insured.
he same assertion is certainly true of violations known to the company
b the time of assignment and it has been applied even to violations un-
nown to the company at the time of the assignment.

If the assignment is made without the consent of the company, the
olicy is void as to both assignor and assignce. The former has no longer
ny insurable interest and has also made a change in interest, title and
ossession, not to mention possible increase of hazard. With the assignee
1c company has no contractual relation.

In the sccond situation, in which the policy is used simply as collateral
or a loan, the conditions are different. If the consent of the company
i obtained, the policy is of course valid, provided the insurable interest of
1e assignee is correctly stated. Even without the consent of the com-
any in these cases the courts have been liberal in the treatment of the
:atus of the insured.

Strictly construed, the policy provision previously referred to would
ppear to state that any assignment before a loss without consent relieves
1¢ company of all liability. But this view depends upon the interpre-
wtion of the word “assignment,” and the courts have often considered
1at certain cases of transfer are not “assignments” as contemplated by
1is clause. Only instances in which the assignor parts with all his rights
nd creates a privity between the assignec and the insurer are considered
ssignments. As instances in which the assignor does not part with all
is 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
wstances the assignee does not acquire all the rights against the insurer
ossessed by the insured, nor all the rights that would have been obtained
iy an assignment with the consent of the insurer. These are merely
ases in which the policy remains in effect and in which the assignee has
. 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
noney upon goods stored in a warehouse. The attachment of a loss
iayable clause is a method that has been commonly used, but the protec-
ion to the bank is questionable. Although a mortgagee clause would be
nore satisfactory, it is customary to use this clause only for real estate.
f the policy is issued to the bank for “account of whom it may con-
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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 shoyld 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.
I1I. 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.
(¢) 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 $50,000 of real estate that his
father owns, upon the death of the latter. Has lelor an insurable interest in
the pmporty?

5. Smith leaves his overcoat at the Elite Tailors to be dry cleaned. Have
the Elite Tailors an insurable interest in the coat? O leaves her fur coat with
Berg, who conduets a business of cleaning and repairing fur coats.  What would
O’s situation be if her coat were destroyed by a fire in Berg’s store?

6. O is repairing his house. Ie borrowed $200 from ¢ 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 $400. 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 oceurs, what is the position of the parties?

7. Plymouth Rock Company sells an incubator outfit to Apsley for $4,000 on
the installment plan, to be paid for at the rate of 5 per cent a month, Apaley
giving 20 promissory notes. Plymouth Rock Company discounts the notes at
a bank for $3,000. Has Plymouth Rock Company an insurable interest in the
incubator outfit?

8. How would you protect the interest of Apsley in Problem 77

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 $1,000 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. O (owner) owns a property worth $10,000. He borrows through a mort-
gage from M (mortgagee) $6,000. O has a $9,000 insuranee policy in Company
C and desires to have a loss payable clause endorsed on it reading “Loss 1f any
payable to M, as his interest may appear.” Is this clause desirable from the
company’s standpoint? I'rom the mortgagee's standpoi .t? 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 $12,000, uninsured. O mortgages the prop-
erty to M for $6,000. A insures his interest in Company J for $6,000. A loss
of %2,000 occurs. How would this loss be settled ?

14. O insured his house in the X Insurance Company for $10,000. On Janu-
ary 12 he sold a half interest thercin to his brother B, without notifying the
insurance company. On March 15 O and B mortgaged the property to Hall for
$6,000, and assigned the pohey to Hall with the insurance company’s consent.
Is Hall protected?

15. O owns a property valued at $14,000 and insured for $14,000. Ile bor-
rows $10,000 from 3 on a mortgage, and to protect M has endorsed on his pohey
“loss, if any, payable to M as his interest may appear.” A loss of $4,000 occurs
and the policy s void as respeets O heeause of an unreported inerease in hazard.
In what ways may this loss be settled?

16. O owns a property worth $8,000. He has a policy in the X Insurance
Company for $8,000 covering the property, issued three months ago. O mort-
gages the property to M for a loun of $5,000. (a) How would you advise M to
proteet his loan by insurance? (b)) Suppose he follows your method and a
loss of $2,000 occurs.  Show two ways i which the X Insurance Company may
settle the loss.

17. What would be the settlement in Problem 16 if M were protected by a
standard mortgagee clause?

18. The Alder 'I'rust, Co. lends Adams $9,000 on a first mortgage on his $17,-
000 house. Adams protects the Alder Trust Co. by taking a pohiecy for $9,000 in
the Alberta Fire Insurance Co., with a standard morteagee elause 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 $3,000, 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 itx own policy, Adams being
uninsured. A loss of $12,000 oceurs.  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
rotects the Alder Trust Co. by taking a policy for $9,000 in the Alberta Fire
nsurance Co., with a mortgagee clause endorsed thereon. Adams also procures

a $5,000 policy for his own protection, containing no endorscment 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 thercon for A’s protection a mortgagee clause.
He takes another policy for $8,000 in the Brunswick Incurance 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. O owns a quantity of grain in a warehouse, which he pledges as security
for a loan. He desires to assign his 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 sccond 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 the state in which the insurance is written. No other form of
contract may be used, but the standard policy may be modified by en-
dorsements 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 firc in-
surance cvery 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 weuld 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”). Iventually other states followed the example of New
York until there were about 17 standard forms in use in various states.
Of these, however, the New York standard policy was the most important,
having been adopte(l as it stood by scveral states, and only slightly modi-
fied by others. The National Convention of Insurance Commissioners
recommended a new standard form in 1914 which was adopted by three
states, including Pennsylvania, and an amended Insurance Commis-
sioners’ form was 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 modern
conditions rendered older provisions harsh in their application to the
insured, and (3) the desirc by many for broader coverage and a more
flexible contract, a committec of the National Association of Insurance
Commissioners was 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 effcctive in-the State
of New York July 1, 1943.

At the present time 40 states usc the 1943 New York form. The fol-
lowing states do not: California, Iowa, Kansas, Massachusetts, Minnesota,
New Hampshire, and Texas.

California, Iowa, and Kansas use their own specml 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
sesults will be attained if the policy provisions are grouped in their logical
¢lassifications 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 a 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 Doc 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 IEngland 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 $ 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 $100 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
assumced 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 deseribes 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 mcans 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 storec 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 disconnccted 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 proximatc 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 nced 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:

38 Other perils Any other perils to be insured against or sub-
39 or subjects. ject of insurance to be covered 1n this policy
40 shall be by endorsement in writing hereon or

41 added hereto.

(d) Removal of goods. The policy also covers loss or damage caused
¥py 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 $14,000 of insurance covered a $20,000 stock of goods on which
a $5,000 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
A, and 10/15 or $6,000 to location B. This insurance covers 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 firc 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 not make
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 cvent 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.

3. 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



358 INSURANCE OF PROPERTY—FIRE

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,
8 and currency, deeds, evidences of debt, money or
9 excepted property.  securities; nor, unless specifically named
0 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 in 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 disagrcement in the settlement
of a loss involving them. The company may, however, 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 $ . 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.

(¢) 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 sccures 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.

(f) 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 donc 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 hear to the whole insurance covering the
89 property against the peril involved, whether collectible or not.

In our illustration, company A is liable for threc 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 reccive only three
eighths of the loss from company A and one quarter of the loss from com-
pany B, losing the remaining three cights of the damage because he se-
lected a weak 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
moement, 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 Lim.

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 rencwal 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 cvent 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 $5,000 policy is issued
on February 1, on which a $2,000 loss is paid on April 1, the policy con-
tinues for only $3,000, unless “reinstated” to its original value by pay-
ment of additional premium. If another $3,000 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 cither 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 cstablished “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 appear 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.

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 $2.50 at once, instead of $1.00 a year for three years,
when interest is zero, obviously saves $0.50. 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
casicr for a comparison on an annual basis. For example, $2.50 in ad-
vance is substituted for $1.00 a year in advance for threc years. From
interest tables it is found that at 5 per cent $1.00 a year in advance for
three years is equivalent to $2.85941043. Therefore the term premium
of $2.50 is equivalent at 5 per cent to three annual payments in advance
of $0.8743 (2.50/2.859), or an annual saving of $0.1257 on ecach annual
premium of $1.00. 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.?

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 $1.00,
the one-month policy, if canceled, will cost $0.20 per month, whercas the six-month
policy, if canceled, will cost $0.117 per month.

Tf 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 months hence, we have the
following illustrative calculation, the short rates being marked (SR):

One-month Policy Siz-month Policy

1 month...... $0.20 (SR) 6 months. . ... 20.70 (SR)
12 months. .. .. 1.00 12 months. .. .. 1.00
12 months. . ... 1.00 12 months. . ... 1.00

6 months. .. .. .70 (SR) 6 months. .. .. .70 (SR)
31 months. .. .. $2.90 36 months. .. .. $3.40
per month. .. .. .09354 per month. .... .09444

If the canccled 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 Six-month Policy

1 month...... $0.20 (SR) 6 months. .... $0.70 (SR)
12 months. .... 1.00 12 months. . ... 1.00
12 months. .. .. 1.00 12 months. . ... 1.00
11 months. .... .95 (SR) 6 months. . ... .70 (SR)
36 months. .... $3.15 36 months..... $3.40
per month. . ... .08750 per month. . ... .09444

2In the absence of a table see the discussion of the present value of an annuity due
on pages 144-145.
1=/ 49, 1-(1/1.089) o 1-.907029 , . _
= : +1= 05 +1= 05 + 1 = 2.8594

Thus the following table of percentage savings on the annual premium may be arrived
at for various rates of interest:

an = (s
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As to the company, the contract

61 may be cancelled at any time by this Company 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 (e) 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:

68 Mortgagee If loss hereunder is made payable, in whole
69 interests and or in part, to a designated mortgagee not
70 obligations. named herein as the insured, such interest in
71 this policy may be cancelled by giving to such
72 mortgagee a ten days’ written notice of can-

73 cellation.

This advantage given the mortgage interest has already been discussed
in the previous chapter.

Although ncither the insured nor the company is required to give rea-
sons for cancellation, the principal reasons for cancellation by the com-
pany are increasc 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%  8%% 5%  4%% 6% %% 6%

2-year policy. .. .... 11.207 10995 10.784¢ 10.575 10.366 10.158 9.951
3- « “o 14192 13.784 13.378 12973 12,569 12.167 11767
4- « “o 15.113 14511 13.909 13.309 12.711 12112 11.517

5 « “o 15202 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 hercto 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 unoccupicd beyond a period of
35 sixty consecutive days; or

36 (c) as a result of explosion 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. Conscquently, 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, wherecas “unoccupancy’ refers to the absence of persons; but
cither of these conditions is sufficient to suspend the policy. This pro-
vision has in the main been held valid by the courts. Iixperience 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 incrcases 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 cach 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 f 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
rencwed 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
26 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
50 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 climinated this pro-
hibition by endorsement. When the prohibition was violated there was
much digpute 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 intercsts 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, nor
an owner from obtaining separate policies on building and contents, nor
the same party from sccuring 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 $20,000 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 warranted 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 walchman scrvice 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 warrantics 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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tinuing 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-
rantics, 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) inercases the risk of loss®  (e)
In onc 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.*

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 sccure 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 usclessness 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 breach of the conditions of the policy to be
performed by the insured prior to loss or damage, unless such breach exists at the
&me of the loss or damage, or contributed to the loss or damage, or to the amount

ereof.”

¢ 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 rot
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 now 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 poliey 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
precaution, 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 waive 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 recovery 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 cexample 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 issucd 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 isted 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 mmpairing mortgagee’s
82 right to sue; or it may pay off the mortgage debt and require
83 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 $10,000 serves as security for a debt of $8,000 and that a
loss of $4,000 takes place. Naturally, since the security of the mort-
gagee has been decreased by ncarly 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 $4,000 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 reccives 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 forms 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
. 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
¢. No allowance for increased cost by reason of ordinance
d. “Conscquential” 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 1s 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 deseribed herein and not elsewhere.” The Texas policy reads “only
on the property described and located as provided herecon.” The Massachusetts
and Towa 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 deseribed,” and to provide coverage
in the ¢vent 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 Towa policy say *‘direet loss or dumnage,” 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 negleet to preserve the property. It specifically covers the explosion of
coal or natural gas, whether fire ensue therefrom or not. The company is liable
for lightning losses, except damage to electrical apparatus.

The New York 1943, Texas, Mussachusetts, 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 ccased 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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Perils Excluded from Coverage in the Following Policies

Enemy attack.......... NY 43 Mass. Tex. ....... ....... e e
Civilwar.............. NY 43 Mass. Tex. NY'’18 NY’86 Cal. Iowa
Theft................. NY '43 Mass. Tex. NY’18 NY’8 Cal. Jowa
Insurrection............ NY 43 Mass. Tex NY’I8 NY’8 Cal. Iowa
Usurped power. ........ NY 43 Mass. Tex. NY'’18 NY ’'86 Cal.***Jowa
Invasion. ............. NY ’43 Mass. Tex. NY’18 NY’86 Cal. Iowa
Neglect to save. . ...... NY 43 Mass. Tex. NY’'18 NY '8 Cal. Iowa
Resistance to attack. ... NY 43 Mass. TeX. ..vieve covvene eone  oevnn
Rebellion.............. N teseene  seasese seae eeaens
Revolution. ........... Ceeaae  eaeaeee aeee e
Riot.................. NY '18 NY '8 Cal. Iowa

NY’18 NY'’86 Cal. .....

NY ’18 NY ’86 Cal.***Iowa
NY ’18 NY ’869 Cal.| Iowaf
NY ’18 NY '8 Cal. Iowa
NY ’18* NY ’86**Cal.*** ... .t

* Acts of civil authority excluded “except acts of destruction at the time of and for the purpose of pre-

ve?ting’ the spread of fire, provided that such fire did not originate from any of the perils excluded by this
olicy.
v ** Acts of civil authority excluded without qualification.

Fkk “The comrany will not be liable for 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
0% 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 contrigutea to the failure of the insured
to understand the policy.

Not mentioned.
Unless fire ensue and in that event for loss by fire only.

Electrical injury........
Military power .......
Explosion..............
Lightning..............
Civil authority.........

York 1943 and Texas policies name “the perils insured against,” but the New
York 1918, New York 1886, Iowa, California, and Massachusetts forms mention
fire only. All the policics except Massachusetts provide for pro rata distribu-
tion of insurance when removal to more than one location 1s 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 Or’ltario 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 clsewhere
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 cnable 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 the
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 Ezcluded from Coverage in the Following Policies*
Accounts.............. NY ’43* Mass. Tex.* NY ’'18* NY ’86* Cal.* Iowa*
Bills.................. NY 43* ... ..... NY ’18* NY ’86* Cal.* Towa*
Deeds................ NY ’43* . .... Tex.* NY’18* NY’86* .... TIowa*
Evidences of debt. ... .. NY ’43* ... .. Tex.* NY ’18* NY ’86* Cal* Iowa*
Securities. . ........... NY '43* . .... Tex.* NY ’18* NY ’'86* Cal.* Iowa*
Bills of exchange....... ....... Mass. ... e e e o
Notes........ooiivi v, Mass. ..... NY ’18* Cal.* Iowa*
Evidences of property... ....... Mass. ... cieiiie eeeieee e e
Records............... .. e e Tex. ....... e e
Evidences of ownership. ....... ..... ..... ....... Cal* .....
Other documents....... ....... ..... ... ... Cal* .....
Currency............. NY ’'43* ... Tex.* NY ’18* NY ’86* Cal.* Towa*
Money.....ooovevnn.. NY ’43* Mass. Tex.* NY ’18* NY ’86* C(Cal.* Jowa*
Bullion............... NY 43 ..... Tex. NY’18 NY'’8 Cal. Jowa
Plate................. ....... A B
Jewels................ ....... Mass. ..... ....... NY '86 Cal. Iowa
Medals. . ............. ....... Mass. ..... ....... NY '86 Cal. Iowa
Dies......ooooiiiiiiis L s NY’18 NY’86 Cal. Iowa
Mechanical drawings. .. ....... ..... ..... NY’18 NY’86 Cal. Iowa
Patterns.............. ....... Mass. ..... NY’18 NY’86 Cal. Iowa
Models. . ............. ....... Mass., ..... ....... NY 86 Cal. Iowa
AwWnings. ........ooiih iiiiiee aaen Tex. ....... NY 86 ..... Iowa
Store and office fur-

niture and fixtures.... ....... ..... ciie. ceeee.. NY 86 Cal. JIowa
Frescoes. . ... i i s i iien e e e Cal. Towa
Decorations. . .....coo.. Lttt i eiiee e e Cal. Towa
Plate glass. . ... i i it et e i e Towa
1741 NY 86 ..... Iowa
Paintings. ............ ....... Mass. ..... oo aiian.. e eeees
Sculpture. ............ ....... Mass. ..... ....... NY 86 Cal. Jowa
Pilotures. . .. oiviiiits v iiiiee e cieee e NY 86 Cal. Iowa
CaSLS. o ittt ittt i iiee tee e e e e NY ’86 Cal. Iowa
Curiosities. . ...ovvener vennn. Mass. ..... ....... NY ’86 Cal. Iowa
Animals............... ....... ..... TeX. ittt i eeeer eaean
Motor vehicles......... ....... ..... TeX. it it eeer eeaen
Aireraft.......oooiiis Liiiies el TeX.  ciiiiit ciiiiiie eeee eeee
Manuseripts........... NY 43 ..... ..... NY’18 NY'’8 Cal. Iowa
Books................ .. ... MaSS. ...ih it i eeeee e
Wearing apparel. . ..... ....... Mass. ... i i aeiee e
Scientific collections. ... ....... MasS. ..ih e e eeene eaaes
Scientific apparatus. ... ....... ..., ... o...... NY ’86 Cal. Iowa
Implements. .......... ....... ..... e e NY 86 ..... Iowa
Property in storage or

forrepair. . ... ciiiiie ciiie iee e 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 are 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. All 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 sunple fire msurance policy is generally accepted.
Besides, the New York 1943, New York 1886, New York 1918, Towa, 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 Cuhfornia policies are substantially the same, having the words
“by solvent or insolvent insurers” instead of “whether collectible or not.” 7The
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 sustuined than the sum hereby insured bears
to the whole amount insured . ..” No definition is given of “the whole
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 of 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 Mussachusetts and Texas policies express the same meaning as the New
York 1943 policy in slightly different terminology. The New York 1886 and
Towa 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 the
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 mortgagec 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 tu 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 made 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 rcturn 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 1s customary for an attached mortgagee clause to
provide the mortgagee with ten days’ notice of cancellation.

Suspension. Unhke 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
{)olicy.” Consent for other insurance, either at the issuance of the policy or
ater, 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 1s 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 lowa 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 tc
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 rcally 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 im{;ﬁid, 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 houses, 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 1918 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 arc 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 1886 and
Jowa policies are voided permanently by repairs exceeding 15 days (by use of
the word f), 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 alierations 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 excceding twenty-five pounds, or kerosene oil exceeding
five barrels.” The list in the New York 1886 and (if contributing to the loss)
Iowa policics 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. . o . .

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

remises; the other in which business is poor and the property consequently

ecomes 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.

hattel 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 chattcl 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 of hazard. Like the New York 1943 policy, the New York 1918
and Californma 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
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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 sweraring. 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 thcrecof.” 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 msurance or the subject thereof, whether before
or after a loss.” The California and New York 1886 forms are substantially
the same. The Massachusctts 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 wunconditional 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 requircment 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 ana 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 581 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 firc

olicies on jointly owned real property, were void or unenforceable under the
aw of Illinois! It is argued that loss ratios in states using policies without

*Goble, Geo. W., “Proposed Revision of the Standard Fire Tnsurance 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 1886 forms are identical with the New
York 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-
surable 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 thercof 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 proccedings 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
1886 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 property 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 owncrship of the
insured property.”

The policy is voided (by an if clause) in the Ontario form (apparently) and
the New York 1886, Iowa, and Massachusetts forms. The wording of the New
York 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 vety 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-
Euptﬁ};, Act or to change of title by succession, by operation of law, or by

eath.

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 bankruptey, 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.” Towa simply omits the word “entire” and the Massachusetts
policy states that “this pohey 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 agrecement 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 procceding on the part of this company rclating 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 Towa 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-

ressed in writing added hereto. No provision, stipulation or forfeiture shall
ge 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 hercon 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 entitleé) 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.”
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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
Strect.” 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 ITolmes as excceutor 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. IHolmes 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. Two 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 $15,000 a fire occurred. $2,000 worth of
goods was burned, $1,000 of damage was caused by water in extinguishing the
fire, and $3,000 of groceries wus unfit for sale because of smoke. During the
fire a mob of twenty people carricd 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-
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walk. The policy was for $2,000, and the total value of the goods insured wus
$2,500. Insured was told that his goods were being damaged and stolen by
spectators, and he replied, “1 have a fire insurance policy; it is not my loss.”
Later he removed $1,000 of the property to a warchouse 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.
(¢) 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 warchouse 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 destroyed 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 destroyed
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 4, 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

olicy until December 14th, and the policy read, “from the 14th day of Decem-
er, 1944, to the J4th day of December, 1945.” Mason’s property was located
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in Utopia and was totally destroyed by fire at 11:30 am., 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 1s 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 the 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 $25,000 and $2,000,
both insured under one standard fire policy. Would there be any advantage to
him to have two separate policies?

23. Ilotz has a five-ycar policy on his residence, written by his friend Kircher,
who is agent for the Planct Insurance Company. Hotz goes away to live for
four months every summer in his scashore 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 insutance
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-
sured 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. He 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 $300? 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 prev1ous 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 belicves
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
somcthing 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-
crty 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 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-
391
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47 vision may be waived except such as by the terms of this policy
48 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-
went of a number of standard forms by the insurance department of the
state.l

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.> There are various policy forms in use in different
states, and the illustrations that follow are not applicable, thercfore, 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 unnceessary under the New York 1943 policy, are
still important in conncetion 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 houschold 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 insurcr . .. . and if . the super-
intendent determines that any riders, endorsements or other addendum for usc in
connection with a fire insurance contract should be uniform in this state . . he
may . . preparc or cause to be prepared a standard form thereof . J Also
“Any ratmg organization may at any time present to the superinte :ndent for ﬁlmg
in his office, forms of riders, endorsements, clauses, permits or other addenda . . ..
If the s\lpmmtendent 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 orgmxza.tlon .. to the exclusion of any forms not,
approved by the superintendent covering subqtantlally the same agreement.” (In-
surance Law of New York, 1939, Scct. 169.)

9See, 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,

(¢) 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
arc found in forms covering seasonal dwellings. They may be accom-
panied by warranties that the insured will keep the premiscs properly
protected against trespassers.

(d) Overtime operations clause. This permits overtime operations or
night work in a manufacturing cstablishment. 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-
panicd by warranties as to fire extinguishing equipment and watchman.

(f) 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 cxcess of the liability limits of the open cover policy.

(9) Gas generation clause. This permits the generation of acetylene
gas on the premises.

(k) 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 fcet of a building is usually prohibited in the farm form.

(7) 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.

(1) 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 sce 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 diselaims 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 clec-
trical current unless it is the result of an outside fire.

(¢) 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.

(f) “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).

(9) Dry cleaning warranty. This warrants that only approved dry
cleaning fluids will be used.

(h) 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.

(?) 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 distriets 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.

(k) 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.

(1) 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.

(0) 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.

(b) Market value clause. This provides that the mecasure 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.

(d) Contents in outbuildings clause. This covers houschold and per-
sonal effects located in outbuildings to a value not exceeding 10 per cent
of the face valuc of the policy. It is used in houschold 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
13 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.

(a) 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.
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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 (¢) 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 loss the
insured could recover only 34 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.

(D) 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 arc 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
34 of $7,800, or $5,850.

Whereas the three-fourths value clause protects against overinsurance,
the coinsurance clause, next described, protects against underinsurance.

(¢) Coinsurance clause® 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 cqual 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 valuc 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 ($8,000), but he has taken only
$7,600 insurance, and, consequently, in the event of a $7,800 loss, he would
be paid only that proportion of the loss that the insurance taken ($7,600)
bears to the insurance required ($8,000), or nineteen twentieths. He
would therefore receive 19/20 of $7,800, or $7,410, 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 becn total.
Nineteen twentieths of his loss would be $9,500, but his recovery is
limited by the face value of his policy to $7,600.*
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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 requircd $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 80 per cent coinsurance clause, when
a property valued at $10,000 is insured for $7,600:

Insur- Recovery for loss of
Clause Value ance $7,800 8780
3/4 Value $10,000 $7,600 7,500 780
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 $8,000 all losses up to $8,000 would be 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 shall 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 ($10,000) 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 Jogical 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 30.5

TABLE 30
Fire LossEs CLASSIFIED ACCORDING TO SEVERITY
Per cent of Loss No. of Average Loss per
to Value Losses 810,000 Property
From Oto 109% ............... 751 $ 500
10 200 107 1,500
“20 300 47 2,500
“30 % 40..... ..., 30 3,500
40 ““ B0 ... 20 4,500
“OB50 ¢ 60... ... 16 5,500
“O60 70 12 6,500
“OT70 ¢ 80.. ... 9 7,500
“O80 ¢ 90....... ..., 5 8,500
“00 “100... ..., 3 9,500
1,000

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 (R), and in fixing the rate there is con-
sidered a certain per cent of insurance (I) to value (V). Thus if (r) is
a fraction representing the risk,

P=L=17rXV.
But the recovery R =r X L
It is plain that the recovery (R) cannot equal losses (L) unless “the
insurance (I) at least equals value (V) or unless (r) is made greater
than in the first cquation.

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

®See Whitney, A. W., “The Conflagration Hazard and Coinsurance,” in Fire
Underwriters’ Association of 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, A and B, each owning a property worth $10,000, are charged
a rate of 1 per cent for the insurance. A takes $10,000 of insurance, but
B takes only $2,000 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 A’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 Prem. Required Ins. Taken  Rate
$20,000. ........ $200 $200 $20,000 19,
20,000, ........ 200 200 10,000 2
20,000......... 200 200 5,000 4

For every per cent of insurance to value there is an appropriate rate
just sufficient to produce the neccessary 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 arc damaged by fire. The 1,000 damaged prop-
erties have losses ranging from $1 to $10,000, classified according to
severity in ten classes in Table 31.

TABLE 31
RATES REQUIRED FOR VARIOUS AMOUNTS OF INSURANCE
Amount of Insureds’ Recovery Assuming

Loss on Number of | Aver. Loss | 1009, Insur- | 80% Insur- | 609, Insur-

Each Property | Properties | on Each ance ance ance
$ 0- 1000... 730 $§ 500 $365.000 $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 - 4,000.. 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
8,000 - 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 .. $100,000,000 | $380,000,000 | $60,000,000

Rate per $100 Insurance, thercfore 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 $8,000 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 $6,000 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. Taxcs are ordinarily levied by applying a rate of taxation to
an asscssed 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. 1In 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 CrLAUsSES To RaTms
Recovery by Insured under Application of
100 Per Cent Clause on 80 Per Cent Clause on
£8,000 Policy $6,000 Policy
Number of | Aver. Loss
Propertics on Each Each Total Each Total
730 $ 500 $ 400 $292,000 $ 375 $273 750
110 1,500 1,200 132,000 1125 123 750
50 2,500 2,000 100,000 1875 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 4,400 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. . . ................ $80,000,000 $60.000,000
1009, Coinsurance Rate .............. 1.28
809, Coinsurance Rate ............. ....cviveieinee foveiininn.. .$1.575

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 $1.28 per $100, whereas to an insured who buys
60 per cent protection the rate may be $2.00 per $100. 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 reccives 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. Onc 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 $.20 becomes a
flat rate of $.38, an 80 per cent rate of $2.00 becomes $2.20, 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.

d. 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 in
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 $18,000
or $20,000 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 $16,000 insurance and still have small losses
paid in full. The following table illustrates how this process would op-
erate in the case mentioned.

Location Property Proportion Insurance
A $12,000 12/20 $9,600
B 3,000 3/20 2,400
C..oiilll 5,000 5/20 4,000

$20,000 $16,000

Since the insured is carrying the 80 per cent insurance required, he can
recover in full for any loss in location A up to $9,600, in location B up to
$2,400, 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 the 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 contents at the various locations under a general
cover form, as deseribed in Chapter 20, pp. 418-420.

The pro rata clausc 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.

6. Deductible clause. This provides that the insured must bear, say,
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the first 5 per cent or the first $100, 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 cffect as an cxcess 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 reccivable 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 clausc 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.
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 $20,000 is insured for $8,000. 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 80 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 80 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 Percentage of
to Value Cases
Oto 10%......covvvvnnn.. 73

10to 20................... 11

20to 30..........c. e, 5

30to 40...........iiunnn. 3

40to 50....... ... ... ..., 2

50to 60................... 2

60to 70......... ...t 1

70to 80................... 1

80to 90................... 1

90t0100...........oiuennn. 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, $8,000. They are insured for $15,000 under
a blanket policy containing a pro rata distribution clause and an 80 per cent
coinsurance clause. There 1s 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
18 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 830,000 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
groperty 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 $.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, (¢) fallen building
clause, (d) 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).

q 15. ?What is the usual warranty with respect to the electrical wiring in a resi-
ence?

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. Cun he recover for the storm sash on his residence policy? What is
suggested by this case?

18. Wilkinson’s ashestos insulating concern was insured under a printed policy
form without any endorsed clauses. He requested the Alomissing Railroad Co.
to run a <iding 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).



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; unrcasonable 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-
ercd 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 convenicnce, 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-
crty, and other forms. Reproduced here are a dwelling form and mer-
cantile form, as examples.

The advantages of printed forms are: (a) comprchensiveness—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; (¢) they are somewhat
inflexible and therefore not adapted to peculiar circumstances.

Dwelling House Form (Building and Contents)'

.$....... On the . roof . . .. buildiné and its additions (if any)

*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.

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 vehieles of any de-
scription, money, notes or securities) ; all being the property of in-
sured 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 and windows, while contained in,
or attached to, above described building, or while stored in out-
buildings on the above described premises.

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. §

On the . story roof . ”lA)uilAdir.]g é_md 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.

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.

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.?

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. When 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
carclessness 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.

8. 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

*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” thercof. 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 usc 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 therc are
(a) “specific” policies, (b) “schedule” policies, and (¢) “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 $10,000 on
stock is a specific form, but insurance of $30,000 on “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 buillding, 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 increcased. 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 mercly
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 ard $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
both locations. It would be very unlikely that two fires would occur
at 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 4 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.

3. 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 the insured pays premiums, the premium being obtained
by application of the rate to the face value. A policy for $10,000 on a
$50,000 stock, at a rate of $.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 ($10,000) 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 $10,000/(.80 X $50,000) or one
fourth of any loss. On a loss of $4,000 the insured would recover only
$1,000 because he took too little insurance. But on a loss of $44,000 one
fourth of the loss would be $11,000; nevertheless the insured’s recovery
would be restricted to $10,000 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 $500,000 in another month. If these goods are to be covered by
specific insurance, either the insured must insure at least $500,000 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 insurcd estrmates 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 cach 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 #1. 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
$300 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 onc state, the insurance may be written
under a form known as “Single State Form A,” which is substantially
similar in character but docs not require handling by an interstate asso-
ciation. This latter form requires only two or more locations and a
smaller minimum premium, say $100 per policy. Insurance companies
arrive at the premium not by applying an average rate to the total insur-
ance, but by applying cach specific rate to its respective location and
combining the results.

It is evident that under general cover contracts a wide variety of risks
arc cligible 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. 1U B #2. Thisis 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 #1 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 $100 minimum premium as contrasted with $300 for the
I1U B form. Premiums are computed for forms #2 and B as for #1 and
A, respectively.

3. 1 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 expensc 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,
ie., (a) forms covering additional perils other than fire, and (b) forms
covering consequential losses, although for convenicnce 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. 1. 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 does not contain the fire damage clause, it is
necessary also to attach to the fire policy, 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.

Companics determine rates principally by (a) establishing zones of
territory, according to frecquency 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 not 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 (¢) 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. I.osses 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 thesc 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 $.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, (¢) 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 causcs within the insured building. The Extended Coverage
Endorsement covers 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 cxplosions of boilers
and engines is cxcluded from coverage, these being left to the steam boiler
and machinery insurance policies. Inherent explosions of automobiles
and aircraft arc 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 clausc affecting plate glass. Unless specifically assumed, no
liability for conscquential 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.

&. 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 $100. 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 insurcd 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 opcration of any stationary steam, hot water, or hot
air plant pertaining solely to the service of the building, but not 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 Indorsement or Supplemental Contract, and in 1935
its use was extended to all lines of business. In 1937 it was reduced to
& 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 seven of the hazards previously discussed,
namely, windstorm, hail, riot and ecivil commotion, explosion, air-
craft and motor vehicle damage, and smoke. Since the protection
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
not increase the number of dollars of insurance coverage, but merely ex-
tends 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 becn 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 receciver 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 arec 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

I. Purposes of endorscments
A. To fill in essential missing parts of the contract.
B. To adapt the contract to circumstances.
I1. 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
¢. 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
¢. 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
. Earthquake
. Windstorm and hail
. Riot and civil commotion
. Explosion
. Malicious mischief
. Aircraft and motor vehicle damage
. Smoke and smudge
Extended coverage
. Insolvency binder
. Fire department service
onsequential 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 $4,000 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 $3,900. 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 4, $10,000 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 $30,000. 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 $800 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. Ie 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. Holl 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 conscquences 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 interruption 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:

Per
Annual Day
Net receipts from production (sales)....................... $720,000
Noncontinuing | Continuing
Expenses:
w material. .. ........... $200,000
Salaries. .................. 10,000 $40,000
Taxes.......coovvveeenn.. 10,000
Labor..................... 420,000
Royalties.................. 15,000
Interest................... 10,000
$630,000 $75,000 $705,000
Net Profit (4+)orloss (—=).......oviiiiiiiiiiiiiinennn. + 15,000 +50
Continuing Expenses (as above).......................... 75,000 250
Estimated insurable value. . ..................cooooo.... $90,000 $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 (4) 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 1.8 ... ... . 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. & ........ 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 34 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 all expenses
other than ordinary payroll and non-continuing light, heat and power,
under penalty of a pro rata reduction of the amount recoverable. Other-
wise an insured could estimate that not much time would be required to
Tepair 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 $100,000, or
$80,000 insurance, in order to recover in full. If he carries only $54,000
insurance, for example, he can recover on a $10,000 loss only 54/80 of
$10,000, or $6,750. 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 rccovery 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
$90,000, 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
losses 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,

(b) Gross earnings form. This form is now available for both mer-
cantile and manufacturing risks. It covers the loss in gross earnings,
which is defined as the total sales value of production less the cost of raw
material (in the mercantile form, as the total net sales less the cost of
merchandise sold). The insured may select the proportion of gross earn-
ings to be insured, taking from 50 to 80 per cent insurance as he may
desire. There is appropriate increase of the rate for lower coverage. It
will be noted that the entire payroll is covered under this form, if de-
sired.

(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 sclect 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,

(IT) Fixed charges and expenses, enumerated, item by item, and

(II1) 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 IIL.

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 “straight
(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.

(b) 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 weck 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.

(¢) 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
get. 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 $400; the insured therefore loses the difference. During Novem-
ber and December, the per diem limit left him much underinsured, as
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Fig. 18. Comparison of Use and Occupancy Forms

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
basis. 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. When 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 use and occupancy rate
on the auxiliary plant. When more than one auxiliary plant is covered,
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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 $.20 or more, for concerns all
of which take a use and occupancy rate of between $.15 and $.20, and for
concerns all of which take a use and occupancy rate of less than $.15.

Extra expense insurance. Use and occupancy insurance does not
furnish complete protection for a number of busines.es 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 $40,000 during the first month after the physical damage, $30,000
during the second month, $20,000 during the third month, and $10,000
during the fourth month, he must have a policy with a face value of
$100,000. 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 $75,000,
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:

Fire
Month Rate Multrplier Insurance Premium
2.60 X $40,000 = $624.00
1.85 X 30,000 = 333.00
1.40 X 20,000 = 168.00
1.20 X 10,000 = 72.00
$1,197.00

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 $1,800.

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; (¢) 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 pruperty is untenant-
able or the damage is extensive. It is evident that when an agreement
has been made, the status of the partics 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. 7' may lease a building from O for
a term of 50 years at an annual rental of $20,000, and the building may,
either at the time of the contract or later, be worth to 7' $25,000 a year.
The reason may be that a similar building or one just as good would cost
T $25,000 or that T is subletting the building to others and deriving
$25,000 from it. In cither casc 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 cvent
of physical damage is to fall on T, the extent of the loss is measured by
the usc value to T, or the “rental value,” and it may be covered entirely
by rent insurance. No leasehold insurance is required because the lease-
hold value is included in the rental value or use value.

III. When the lease gives T the option of terminating the lcase, exer-
cise of the option will result in a loss to O. This loss is measured by the
contract value of the building, becausec 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

2 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:

Insurable Interest
Ouwned | Occupred Result
by by of Event Person Eczxtent Insurance
0 0 Loss of use (0] Use value of Rent Insurance
of property property
0 T I. Loss to O 0 Contract value | Rent Insurance
of rent. (rent)
Loss to T of Excess of use Leasehold
excess of use T value over con- | Insurance
value over rent. tract value
0 T II. Loss to T of T Use value Rent Insurance
use of property. (rental value)
0 T III. Option of T.
Loss by O (0] Contract value | Rent Insurance
of rent.
Loss by T
of lease- T Presumably zero| None
hold value.
0 T IV. Option of O.
Loss by O 0 Presumably zero| None
of rent.
Loss by T Excess of use Leasehold
of lease- T value over con- | Insurance
hold value. tract value

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 scasonal dwellings or propertics customarily
rented only during a portion of the year. This group takes about the
same rates as the first group, for it covers the entir¢ 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 supposcd 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 busincss 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 uncxpired 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
canccllation 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 lcase, (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 leaschold 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-yecar policy were issued on a lease having 90 months to run,
the leasehold interest being $77,863.30 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 warchouse between peuks. 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 promiscs to pay, on goods destroyed or damaged by fire, the
profits or commissions on the damaged goods located in the factory, in
storage warchouses, 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 I 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 with 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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profits; (e) that proportion of (a), (b), or (¢) which this policy bears to
the total insurance under all policies. When Form 2 (the actual profits
form) is used, the limit (a) is removed. It can be seen that these pro-
visions operate to reduce the insured’s recovery in numerous cases and
introduce a coinsurance requirement that is not used in other territories.
They place the insurance on an indemnity basis rather than a valued
basis. '

The rates for profits and commissions insurance of the limited form are
ordinarily the fire insurance rates on the goods. When both forms are
in use, this rate is increased 50 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 form 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 pol-
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
15 X 40 X 16 = $3.20. If at the end of half a year the property was
damaged 50 per cent by fire, the insured would receive $200,000 plus
$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 fire
insurance policy assuming liability for any increased cost of repair to
buildings damaged by fire, if such increase be due to legal requirements
regulating modes of construction. The fire insurance policy disclaims
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any liability for loss occasioned “by ordinance or law regulating con-
struction or repair.” Although the Massachusetts form is silent on this
point and the courts have held the insurance companies liable for such
losses in 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 construction in certain 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-
sachusectts 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.
5. Coinsurance requirements.
. Insurance also written on risks other than manufacturing risks.
. Types of contracts include
1. Coinsurance forms.
2. Limited indemnity forms.
. Comparison of types of contracts.
. Premium rates are based on peril involved, eg., fire.
. Contingent use and occupancy form covers operation of auxiliary
concerns,

jole]

D@
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IT. Extra expense insurance covers extra expense required for immediate re-
sumption of business.
A. Two forms are used:
1. Without limitation on distribution of expense.
2. With limitation on distribution of expense.
III. Rent and leaschold insurance covers loss of rents or rental values.
A. The need for insurance and extent of insurable value are governed by
the contract relations of lessor and lessee.
B. The policy contract summarized.
C. Three groups of contracts are written.
D. Rates are based on the peril involved, e.g., fire.
E. Leaschold 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 of damage to goods.
B. Another form is based on actual loss of profits.
V. Accounts receivable insurance protects against inability to collect debts,
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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Problems

1. The Cable Co. operates a manufacturing plant 300 days a year. Its
expenses last year were: raw material, $140,000; taxes, $5,000; interest, $5,000;



INSURING CONSEQUENTIAL LOSSES 447

royalties (continuing), $11,000; labor, $310,000; salaries, $30,000. Its gross
earnings were $600,000. A use and occupancy policy for $120,000 insurance is
obtained, and during the policy period a loss by fire causes a total suspension
for 60 days and 25 per cent operation for 120 days. During the policy period
the plant has been operating at 50 per cent capacity, it is agreed, and costs and
prices are approximately the same as previously. How much insurance would
have been required for full protection under the two-item coinsurance form?
How much can the insured recover on the loss?

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. liow much can be
recovered on these?

3. If the concern in Problem 1 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, 5 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 or a manufactory of tinsel ornaments in a semifireproof
building ?

5. Suppose Culp insures under a straight per dicmn use and occupancy policy
for $500 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 800; 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 Weckly Farm Journal Co.? Give
your 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 7 may terminate the lease if the property is
damaged by fire to the extent of 60 per cent. O'’s noncontinuing expenses are
$1,000 a year. Assume that T can keep rented 70 of the 75 individual apart-
ments at $100 a month each, and that his expenses of operation are $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
the 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 $100,000, under a one-year fire
policy with an unearned premium insurance endorsement. The premium rate
was $.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.

1. Provisions referring to the preservation of property. The policy
requires that “the insured shall give immediate written notice:”

90 Requirementsin The insured shall give immediate written
91 case loss occurs.  notice to this company of any loss?

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 thp
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.

1The New York 1943, New York 1918, New York 1886, Iowa, Massachusetts,
California, and Ontario policies require notice in writing. The Texas policy does
not require written notice. The New York 1943, New York 1886, 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 1886, New York 1918, Iowa, and California forms are identical
with the New York 1943 policy, and the Ontario form is substantially the same.
The Texas Folicy 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 1886 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, (d) 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 1If 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 1944
policies are substantially the same as the New York 1943 policy, but the Texas
policy omits the section (h) and allows 91 days for submission. The Towa policﬁ
requires merely that the insured “shall, within 60 days from date of loss, furnis
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; (11) 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

110 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.®

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.’

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®

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
York 1886 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 1886 policies are
the same as the New York 1943 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.

®The 1944 Texas and New York 1918 forms are identical with the New York 1943
R‘ohcy. and the New York 1886, California, and Massachusetts forms are very similar.

he 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
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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 o1 loss, and denial
of liability has often been held to waive proofs of loss.®

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 (&)
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 Burcau, 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 “i 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 1886 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 companics 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) 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 » 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 purcha.sed todateof fire.............c0uuutn. 25,000
$80,000
Deduct:
Sales todate of fire. .......iiiieiiiiiirieenerncannnnns 30,000
Less profit, 16249 of sales*.........coiiiiiinnneeennnn. 5,000
. $25,000
Merchandise saved. .. ....coveiererieieneeecnasenns 40,000
65,000
Amount destroyed. ......... ... iiiiiiiiiiiiienen., $15,000
Plus freight and charges at 5%).....ccvietieieereneenen 750
NEt 1088 o vt ett ittt ittt ittt eerteeeeancsssncanas $15,750
* Estimated profit percentage.
Inventory, January 1 of preceding year......ceveeveeesass $ 50,000
Purchases during preceding year. ..........oceeeeneeonens 150,000
$200,000
Inventory, December 31 of preceding year................ 55,000
Cost of merchandise sold during year................couu. $145,000
Sales, as persales book . ... ...... ... ... ... . ... 174,000
Profit (209, of cost; 1624% 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.” 1°

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 penses of appraisal and umpire shall be paid by the parties
140 equally.®

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 scttlement. Either party may- then re-

*The New York 1886, 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 within 60 days after completion of
the proofs of loss unless the contract provides for a shorter period.”

"The New York 1886 i)olicy does not specify that the demand must be in
writing, 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 days from demand. The appraisers together shall deter-
mine the sound value and damage on each ttem. 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
two to select a third, and the award in writing of a majority is conclusive.

The 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 1944 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 days of such demand,” and the judge is the “judge of a district court of a
judiciat district where the loss occurred.” %‘he Iowa policy contains no arbitration
provision.
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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” (whicii 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 by the conclusion.
The only exceptions occur (a) when fraud is involved; (b) when ap-
praisers are incompetent or not disinterested; or (¢) 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.”

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

11 Towa, it will be noted, there is no provision for appraisal in the policy. The
New York 1886 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 of 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 of 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.
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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.”

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.!*

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 dimirution 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.

2 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.*

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.

3 The New York 1918 policy is the same with the addition of the words “whether
valid or not.” The New York 1886 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 1886 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 are 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; (¢) 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.’® The most common type of case is that in which one policy is
a specific policy covering onc 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 s 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), (8) 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
siwbnally ahenlata A1l af the mlea have arisen out of actual cases.
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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
f9und 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.

Pace 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 $500 and books valued at $3,000. Company G had
insured both these items under a general policy for $2,000, and Company
S had insured the books only for $1,000. The loss by fire is entirely of
books and amounts to $900. Since the full amount of the G (general)
policy can apply to books and there is an S (specific) policy for $1,000,
there is $3,000 insurance, G supplying 2/3 and S 1/3. G must, therefore,
pay 2/3 of the loss, or $600, and S 1/3, or $300.7

Another example of simple nonconcurrency is as follows: two items
are 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 $900 on books and also $300 on
music. The @ policy must first pay the loss on music, namely $300.
This step leaves $1,700 of the G policy to contribute with the S policy
for $1,000 on books, a total of $2,700 insurance. The G policy must,
thercfore, bear 17/27 of the $900 loss, or $567, and the S policy 10/27,
or $333.

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-

Tt is interesting to note that the Texas 1944 policy, the only one referringrto
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 isurance 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........... $5000 | C  $2500 $3500
Books.......... 6000 | C 3000 A $4500 B $6000 4500
Stationery....... 9000 | D 1680 7000
$20000 $17,680 $15000

APPORTIONMENT OF INSURANCE

Music Books Stationery

A A X $4500 = $1050 | A 4% X $4500 = $1350 | 4 70 X $4500 = $2100
B 28 X $6000 = 1400 | B 4 X $6000 = 1800 | B % X $6000 = 2800
C 2500 | C 3000 | D 1680
$4950 $6150 Insurance $6580
Deficit 420
Loss $7000

REAPPORTIONMENT OF INSURANCE
The deficit must be taken from the general policies A and B.
music §§ X 180 = § 78.75
books $§ X 180 = 101.25

music 3§ X 240 = $105.00
books g& X 240 = 135.00

From A: #f¢f X $420 = $180 {

From B: £88% X $420 = $240 {

Music l Books Stationery

$1350 — 101.25 = $1248.75 A
$1800 — 135.00 = 1665.00 g

A 81050 — 7875 = § 971.25 | A
g $1400 — 105.00 = 1295.00 g

$2100 + 180 = $2280.00
$2800 + 240 = 3040.00

2500.00 3000.00 1680.00
$4766.25 $5913.75 $7000.00
CONTRIBUTION OF EACH POLICY
Each policy pays under each item in the proportion that its insurance on
that item bears to the total tnsurance on that item.
Music (loss $3600) Books (loss 84500) Stationery
(loss $7000)
Poricy
Insures Pays Insures Pays Insures Pays
Ao $971.25 $713.22 | $1248.75 $950.22 | $2280.00 | $2280.00
B........ 1295.00 950.96 1665.00 1266.96 3040.00 3040.00
C........ 2500.00 1835.82 3000.00 2282.82
D........ 1680.00 1680.00
$4766.25 | $3500.00 | $5913.75 | $4500.00 | $7000.00 | $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 wn 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 or Liasiuity RULE: The limit of liability on each policy s deter-
mined by applying the coinsurance or other limiting clause. If the total
of the limits 1s less than the total loss, each company must pay its mazxi-
mum indwidual 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 1s 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 4, 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 $14,400, whereas policies A and D are
charged with only $12,610.64, a deficit of $1,789.36. On the other hand,
the loss on (S)tock and (M)achinery combined is $15,680, whereas poli-
cies B, C, and E are charged with $17,469.36, an excess of $1,789.36.
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Value Insurance Limits | Loss Liability
uilding...| $34,000 A (.90) on gB) $17,000 [ $8,000* $14,400 | $6,029.11t
Jtock . .... 8,000 B 280 on (8) 3,000 3,000%* 7,680 2,260.92

(M)achinery 20,000 C (.80) on éM) 9,000 4,500 8,000 3,391.38
E (90) on (S) & (I\2 28,000 15,6809 as above | 11,817.06

D 5.90) on (B), (8) (M) 16,200 8,7331 as above 6,581.53

$62,000 $73,200 | $39,913 $30,080 |$30,080.00

*17,000/(.90 X 34,000) X 14,400 = 8,000 (as explained on page 397).
Face value is the limit.
Loss is the limit.
Slightly rounded off. .
That proportion of the total loss (30,080) which the limit 8,000 is to the total limits of 39,913.

This excess is to be taken pro rata from the latter three policies and given
pro rata to the former two policies, resulting in:

Ortginal Re-
Apportionment apportionment
. S $6,029.11 4+ $855.49 = $6,884.60
B........... 2,260.92 — 231.58 = 2,029.34
C.ooovviinl. 3,391.38 — 347.37 = 3,044.01
E........... 11,817.06 — 1,210.40 = 10,606.66
D........... 6,5681.53 + 933.87 = 7,5615.40
$30,080.00 $30,080.01

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

1. 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.
*1. 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.
. Public adjusters are sometimes employed by insured.
. Services of adjusters.
. Adjustments may involve
a. Buildings,
b. Personal property,
c. Use values.
5. Books of account are useful in arriving at amount of loss.

> 0o
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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 30) 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 repalr, rebuild, replace, or take the property.
B. Company is subrogated to rights of the insured.
C. When several companics 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.

Readings

Insurance Society of New York, The Fire Insurance Contract. Indianapolis:
Rough Notes Co., 1922, pp. 275-638.

Daniéls, %OAILI" Apportionment and Contribution. Indianapolis: Rough Notes

0., .

Richards, George, “The Doctrine of Subrogation,” address to Insurance Society
of New York, November 26, 1912.

Hore, W. H., Apportionment of Fire Losses. London: Layton, 1911.

Bell, H. S., Average and Contribution. London: Layton, 1909.

Laird, J. & J., Theory and Practice of Fire Loss Apportionments. Edinburgh:
Green, 1909.

Reed, P. B., Adjustment of Fire Losses. New York: McGraw-Hill Book Co.,
N. Y, 1929.

Nelson, O. S., Fire Loss Adjustment Problems in the United States. Philadel-
phia: privately printed, 1930.

Stratton, G. F., “Underwriters Salvage Company.” Eastern Underwriter,
February 7, 1930.

Anonymouszz “Underwriters Salvage Company.” Eastern Underwriter, August
12, 1927.

Anonymous, “The Loss Committee of the New York Board.” Eastern Under-
writer, July 23, 1926.

Hall, T., Insurance Adjustments. Indianapolis: Rough Notes Co., 1916.

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?
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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
mortgagee. The property 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?

§. 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 it 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. .. ......... ... $ 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, 1945, . ...... (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 l$3,(1)00 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
’i)nsumcrl]ge company that paid the fire loss or the owner of the property that was

urned ?

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 $3,000. 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 $1,000 on groceries.

15. Brown has a stock valued and insured under specific policies as follows:
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Value Insurance  Company
Corn........... $5000 $1000 c
Feed........... 3000 2000 D
Hay............ 2000 2000 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 stockh of hardware worth
$4,000, and a stock of drygoods worth $6,000. Company 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 $2,000. Books were insured under a specific pohicy with an 80 per
cent coinsurance clause for $2,000 by Company A. Stationery was insured under
a specific policy with an 80 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.



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 figures! an estimate may be made of the required fire
insurance premium on a national annual basis, as follows:

Losses and loss expenses incurred. ........... $360,691,000
Underwriting expenses. . .....cooeeeeeeeenn.. 376,550,000
Profib. o v veseennnn e 30,382,000

Total expenditures. . ................... $767,623,000
Insurance Written. ........................ $117,623,000,000

Total Expenditures

Necessary premium per $100 insurance = Tnsurance Written

X $100 = $0.65

The premiums actually written were $799,834,000 and the premiums
carned were $767,583,000, which is a premium per $100 of insurance writ-
ten of $0.65, the same figure indicated by the losses and expenses. From
this 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 not indi-
cate that fire insurance premiums in the aggregate are exorbitant, for the
profit element in it is only 4 per cent of premiums earned;? (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-

1 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., 1940.

2In 1921 the state insurance commissioners and the National Board of Fire
Underwriters agreed that a reasonable underwriting profit is not less than § per cent
of premiums plus 3 per cent additional for conflagration fund.

448
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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 $.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 $100.2

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 statisties 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.

®The 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 unnccessary 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 cach class the risks are of sub-
stantially the same gencral 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 24 annual premiums. Sometimes the class
rate is modified for some important factor of hazard, c.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.*

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 propertics 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 excced 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.

‘W. J. Ward, “Rating Simplification.” Proceedings, 66th Annual Meeting, Fire
Underwritgrs’ 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 looscly 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 gencral use
from time to time, but few reccived 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 gencral
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. Classtfication
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, incl. furniture, contents
266 Tibres (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...........00000 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.” 8

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 cach 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 bec nccessary -cither
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
canncries 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

CrTY, VILLAGE, TOWN OF .. ........ccveieninnnnn.. FiLe No........
LocaTiON. Mar No.

GENERAL CONSTRUCTION.

WaALLS. HEIGHT

FraME AbppITIONS Roor CovErR

Froor CoNSTRUCTION
FLoor OPENINGS, DESCRIBE PROTECTION, IF ANY

BuiLt FroM GROUND BRACKET.

DescriBe CHIMNEY LINING ONLY WHEN CHIMNEY CONSTRUCTION IS NOT

CHIMNEYS; MATERIAL

OF CLAY BRICK
OccuPANTS & OCCUPANCY.

Descrise Woop Awninas, Bay Winpows, OPEN VERANDAS & CORNICES
oN MasoNrY WALL Brpas. ONLY.

COMMUNICATIONS

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

DiaGrRAM & 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, cmployed 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-
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|
II‘:«\.;"“ MI \

\ JJ"J s

-ANALYTIC SYSTEM TERRITORY | Fj&

X
MISCELLANEOUS RATING METHODS

OO UNIVERSAL MERCANTILE TERRITORY, INCLUDING
ﬂﬂ]ﬂﬂ]}]ﬁﬂﬂw PACIFIC COAST SCHEDULE TERRITORY
3

STATE RATING SCHEDULE TERRITORY

A

.

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 (Larter & Lemmon) Schedule. For description
of the latter see R. Riegel, “Problems of Fire Insurance Rate-making,” in Annal
of American Academy of Political and Social Science, March, 1917, and the Easterr
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 receive 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 “gnidebook” 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
“gtandard” city. Its concept of a standard city, however, has been re-
placed by the gradings furnished by the National Board Schedule for
grading cities (sec 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 diffcrent charges
for different types of occupancies. Stocks of retail clothing may entail
a charge of $.05; a cotton gin may add $3.00 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, 14 of 1 per
cent of the rate is to be deducted, not exceeding 15 per cent in all, on
building risks.” 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 $1.54, 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 $1.24 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.®

TABLE 35
OuTLINE OF UNIVERSAL MERCANTILE SYSTEM*

KeyRate....oooovei ittt $0.10
Construction Deficiencies

Hollow tile-bearing walls. . . ................. $0.10

Other deficiencies. ... ... ... e $0.09 $0.19
Hazards

Additional occupant. . ............ ..., $0.03

Other defictencies. .. ..oovueeeiinnneeeennnn. $0.18 $0.21
Occupancy

Boz factory. .. .....coueiiiiiiiii i $0.10 $0.10
Credits

Iron fireescape. ......cccovviiiiinninnennn. 3%

Watchman and clock..............ccouvne... 7%
Basement sprinkler. . . .. e eeertieeraeae, 209%
309, —$0.18
FXPOSUIE. ...ttt ittt eetiaeieaiie s $0.20
Faults of Management........ooouevenreeeeennnneeeeeanns $0.20
Coinsurance Rate. . ... ......iuuiirnereeeeennneeeeennnn. $0.82
Flat Rate. ...ttt ienenennanenn, $0.89

* 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 14 of 1 per cent for
each additional per cent insurance, not exceeding a deduction of 714 per
cent of the rate in all. The result is the final rate on contents.

This description, abbreviated as it is, does 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

8This principle scems 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' (incents) = 32 + 91(B)
Class D contents C' (in cents) = 104 + .70(B)



478 INSURANCE OF PROPERTY—FIRE

the Universal schedule, it would be useless to describe any particular city
schedule.?

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 (¢) with the number of floors in the building. The master
table is one with a basis rate of $1.00 for a one-story brick building in a
sixth-class city, but other tables provide basis rates for the same stand-
ard risk of $.90, $.80, and so on.

TABLE 36

OUTLINE OF ANALYTIC SYSTEM*
Alternative
Basis Rate
Basis Rate, butlding, 4 stortes. .........covieiiiinnennn.n $0.50 $0.60
Structural Charges
Area.......ocoiiiiiniin.. 209,
Walls. ........ccoovuio.. 6%
Skylights. . ............... 4%
Floor Opening............. 249, 549,
Occupancy Charges
Ignitibility charges
Candy factory..........
Boiler & Engine.........
Candy furnaces. ........
Kettles.................
Combustibility charge

1899
2439, $1.22 $1.46

Credits
Standard fire escape. . ... ... 2%
Fire extinguishers.......... 5% 7% etc., ete. —$0.12 —$0.14

Exposures, mone..........oiiii i $0.00 $0.00
Flat Rate. .o ovviii i et $1.60 $1.92
Coinsurance Rate (85%) . ... ovviiiiiiei i, $1.36 $1.63

* 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

°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.
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method is employed for fireproof and frame buildings, with differcnt 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. Yor 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 featurcs, 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) ©)
101 ADVERTISING Novelties 10%  20% D-3
102 AGRICULTURAL Implement Stocks 5% 10% D-2
103 ALUMINUM Goods - 3% 5%  D-1

All occupancies have been analyzed from a threefold point of view.
Every occupancy has a tendency to originatc 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 thercfore 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 C1, 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
$.50 might be increased by 300 per cent charges to $2.00. 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 arc 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 arc 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
(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 14, 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 t!.. 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 (¢) 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 D1, D2,
D3, and D/, 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
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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 $.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 differentiation seems to be that when the credit section of
the schedule was reached it was thought that the worse 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 scen
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.

8. 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 cf rate levels, and
the system of relative (per cent) charges and credits.

6. Exposure. In both types of schedules, the exposure charge depends
principally upon the distance betwcen the exposing buildings and their
rates. In the Analytic System, howcver, 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 GrapING CiTiEs AND Towns*
City Deficiency
Class Points
1..... 0- 500
2..... 501-1000 City B City E
3..... 1001-1500 Relative
4..... 1501-2000 Value | Potnts | Class | Points | Class
5..... 2001-2500
6..... 2501-3000 Water.......... 1700 | 143 | 1) | 253 | (@
Touin. 3001-3500 Tire Dept....... 1500 290 (2) 705 (5)
8..... 3501-4000 Alarm.......... 550 104 (2) 317 (6)
9..... 4001-4500 Police. ......... 50 0| @) 5 | (1)
10..... 4501-5000—— Laws........... 200 78 (4) 19 (1)
Hazard Ords.. ... 300 101 (4) 166 (6)
Structural....... 700 186 3) 308 (5)
Climatic. ....... e 91 el 54 cee
Divergence. . . .. AN . .. 54

5000 ;)_95 (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 214-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 engincers, 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 firc 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 citics 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 expericnce. 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 sce 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. Rates 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 diserimination be-
tween cities in the same rating territory. This statement does not apply
to cities in different rating territorics. 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 heterogencous 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.

4. 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 burecaus 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 are 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 casily 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 expericnce 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 (¢) 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 $.30.10

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 arc 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 shect as follows:

ReraiL Druc Storg, ConTENTS, OccuraNncy CobeE No. 123
LocaTeEp IN 5TH Crass Ciry
CONTAINED IN Brick BuiLpING

Cost

Inherent Hazard, Quality Grade Averageor A.................... .30
Internal Exposure, Quality Grade Nonhazardous or 1............. .10
External Exposure, Quality Grede Mediumor 2. .. ................ .35
Total average loss cost  (56% of finalrate). ................... 75
Plus expenses (40% of finalrate).................... .55
Plus profit (5% of finalrate). ................... .07
Average rate of this risk in United States. ................... 1.37

Average cost ratio, Connecticut  $0.90 % 1.37 = $1.10

Average cost rt{tio_,-l:‘"nit—ed—b"t-é‘tg‘ “$1.12

which is the rate for this risk in the state of Connecticut.

*If the rate were being computed on the building there would be no inherent
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

FxrERIENCE GRADING AND RATING SCHEDULE
(An outline of the method of sorting Experience Cards)

City

Classes Classes Classes Grades

Class 1

Class 2

Class 3

Class 4

Class 121

Fireproof

E(xcellent)
G(ood)

Internal
Exposure

Sl RN~ O

Card Records Fifth
of Writings Class Class 123 { Brick A(verage)
and Losses City

External
Exposure

Gt R~ O

I(ndifferent)
P(oor)

| Frame

Class 125

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
a8 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 1s 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 secms 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 scparate
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 citics, 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 would 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 continuc 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 specificd that they
were applicable to “trade,” “commeree,” “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 publie
utility fields, and competition was especially inappropriate in insurance
for a number of reasons: (1) Under a competitive system the large prop-
erty owner, who 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 what the pre-
mium is paid for. (3) Insurance rates obviously should be based upon
cost. (4) Competition for business results in higher commissions to
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.

6. The co-operative method. As a result the competitive principle in
state legislation began to give way to the co-operative principle, just as it
had already in the actual world. Between 1917 and 1926 there was little
change in the number of anti-compact laws 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 arc 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,!?
and eleven required that every fire insurance company must maintain or
be a member of some rating burcau.? Eleven other states authorize
(i.c., permit) fire insurance companies to maintain rating bureaus.!3
Two states permit companies to employ a “common rate expert,” 1* 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

M Touisiana, Mississippi, and Virginia.
3 Colorado, Hawaii, Illinoix, Indiana, Kentucky, Minnesota, Ohio, South Carolina,
West Vlrgmm Wisconsin, and Wyoming.
# Idaho, Kansas, Mldugm Missouri, New York, North Carolina, Oregon, Penn-
sylvania, South Dakota Yermont, and \\’Jshmgtou
* Arkansas and New Jcrscy.
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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
interest.” The implied request by Congress for the states to enact satis-
factory laws regulating the business of insurance before January 1, 194815
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 losscs, 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 scrvices.!® 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 are four branches, one for New York City proper, one for New York
City suburbs, one for Buffalo, and a Syracuse office that covers all citics
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, 1945, Sec. 2 (b) states: “No Act of Congress
shall be construed to invalidate, impair, or supersede any law enacted by any State
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, 1948, 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 $1.500,000 & year, and
its assessments have been % of 1 per cent on net premiums written. If this figure
is typical, rating bureau operation 1n the United States costs $5,000,000 a year.
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The work of a large rating burcau 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 inspecls 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 sce if the policies described

REQUIRING MEMBERSHIP ;
IN A SINGLE BUREAU

REQUIRING MEMBERSHIP _
IN SOME BURE AU —

BUREAUS PERMITTED [T
RATE EXPERT AUTHORIZED [
STATE-MADE RATES 2222

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 arc 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. (6) 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 Pacifie
covers four states and Alaska, the Mountain States Inspection Bureau
covers three states, the New England Fire Insurance Rating Organiza-
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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 burcaus” that sell their rates, and others are directly
managed by the associated companies.

II.

III.

Iv.

VI

VII.
VIII.

IX.

XI.

Summary

. Nature of fire insurance rates

A. Depend on losses and expenses

B. Should be not only reasonable but equitable

Possible rating methods

A. By reasonable aggregate results plus judgment of individual factors
contributing to losses

B. By classified statistical experience

Present rating methods

A. Three types
1. Class rates
2. Minimum rates
3. Schedule rates

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

. Universal Mercantile System

A. Description of the process of applying the schedule

Analytic System

A. Description of the process of applying the schedule

Comparison of the two methods

National Board Schedule for Grading Cities and Towns

A. Description of the process of applying the schedule

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. itatr:sdh:we no statistical foundation—true as to individual factors of

azar
F. Discriminations in favor of particular risks—probably merely tempo-
rary in character

. 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.

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.

C. Anti-compact laws apply specifically to insurance rates, but are now
seldom enforced.

D. The co-operative method has come to be recognized as superior to
competition.
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E. Modern legislation permits, 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 $.65 to $1.00, let us say, per
$100 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 of 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 carrics “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.r 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 inecreasing equity in the premium. Although the en-
tirc premium is in the possession of the insurance company, only that
proportion which is equivalent to the expired portion of the policy has
been carned. The remainder is held by the company as an “unearned
premium reserve” or “uncarncd 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 mercly 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 rescrve 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 asscts, 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 cvaluating 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 'pusiness, 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 uncarncd pre-
mium reserve as a liability is necessary 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 scem that there was a profit of $48,000.
But if the unearned premiums amount to 1% 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 uncarned,
(2) a necessary clement in estimating solveney, (3) an estimate of the
necessary cost of cancellations, reinsurances, or future losscs, 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 subjeet 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 ycar 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 uncarned 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 scldom 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) Onme-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.
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Fig. 21. Fractions of Premiums Assumed as Earned

(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-ycar 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 ycar 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
scven eighths and on five-year policies nine tenths, as shown by Figure
21.

*If 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 $183,539, instead of $201,000.
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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 thg 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 accurate 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 carned, or 1/24. At the end of two months, 3/24 have been
earned, and by the end 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 requirc 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 onc-year poli-
cies, $18,000 on three-yecar policies, and $10,000 on five-year policies.
The second year of business, 1945, the company reccived $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 yecar on
new policies written it reccived $80,000 on one-year policies, $40,000 on
two-year policies, $42,000 on thrce-year policies, $24,000 on four-year
policies, and $40,000 on five-ycar 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-year policies written in 1944, or $20,000; on the
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TABLE 39

1LLUSTRATION OF RESERVE CALCULATION
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1 year $40,000 3 $20,000 b $20,000

1944 1944 3 years 18,000 i 3,000 H 15,000

5 years 10,000 2 1,000 2 9,000

Total Reserve necessary at end of Year 1944 ... oovvveee ... 844,000

1 year 40,000 3 20,000 none none

1944 3 years 18,000 3 6,000 § 9,000

5 years 10,000 £ 2,000 70 7,000

1945 Unecarned Premium on 1944 business. . ................. $16,000

1 year 60,000 3 30,000 3 30,000

1945 2 years 20,000 b 5,000 3 15,000

3 years 24,000 b 4,000 l 20,000

5 years 20,000 e 2,000 5 18,000

Unearncd Premium on 1945 business. . ................. $83,000

Total Reserve at end of Year 1946 . ... ...cuveeeiiiiinieneennnnnnn $99,000

1 year 40,000 e e none none

1944 3 years 18,000 3 6,000 3 3,000

5 years 10,000 & 2,000 5 5,000

Unearned Premium on 1944 business. .................. $8,000

1 year 60,000 3 30,000 none none

1945 2 years 20,000 3 10,000 1 5,000

1946 3 years 24,000 H 8,000 3 12,000

5 years 20,000 o 4,000 o 14,000

Unearned Premium on 1945 business.................... $31,000

1 year 80,000 3 40,000 3 40,000

2 years 40,000 i 10,000 H 30,000

| 1946 3 years 42,000 b 7,000 § 35,000

4 years 24,000 by 3,000 3 21,000

5 years 40,000 Js 4,000 £ 36,000

Unearned Premium on 1946 business. .................. $162,000

Total Reserve necessary at end of Year 1946.......couuiiiiinnnnnn. $201,000

three-year business written in 1944, it earned two-sixths, or $6,000; and
on the five-year business two-tenths, or $2,000. With the premiums
previously earned, an unearned premium of $16,000 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. 1n 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
$4.5 billion, and of this amount 30 per cent represents the uncarned
premium liability item. This sum, about $1.4 billion, is nearly all
invested in securities. Fire insurance companies constitute an important
medium for investment, in which the uncarned 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 firc and marine insurance
companies operating in New York state, exhibits the principal types of
assets and liabilities:

Assets Liabilities
Per Cent Per Cent
Realestate..................... 2.0 Unpaid losses. .................. 8.2
Mortgages. . ................... 0.9 Unearned premiums L. 322
Collateral loans. . ............... 0.0 Contingent reserve......... .. 2.1
Bonds......................... 44.2 Other liabilities. ............... 5.3
Stock......... .. ... L 36.7 Capital, guaranty funds,
Cash................cooiii.. 10.5 and deposits.................. 11.2
Uncolleeted premiums. .......... 4.4
Accrued interest & rent.......... 0.3
All other assets. ................ 0.9 Netsurplus.................... 410
100.0 100.0

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
arc negligible. Two outstanding distinctive characteristics of the assets,
however, are the large proportion thercof 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 offer the opportunity of a larger return and a speculative profit.
This 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 carnings.
The residue and surplus, in addition to the forcgoing, 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 are 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 presceribed. 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 firc 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 cconomic 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
scrvices, 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 genecral revenue.

Such surplus as is available and need not be retained for emergencies
or the stabilization of dividends may be rcturned 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 carned 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 uncarned 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 i's capital.

Investors and security analysts frequently use an “adjusted under-
writing carnings” 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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TABLE 39-A
Total premiums received. . .......................... $1,400,000
Plus unearned premiums, Dec. 31 of previous year...... 1,200,000
Less unearned premiums, Dec. 31 of current year....... 1,300,000
Premiums earned during year...................... $1,300,000
Losses paid during year.............ccoiieeininnnn.. 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. . ... oo 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. ........ccoviie ... $294,000

and include expenses that are already paid, there is a “stockholders’
equity” in the unearncd 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 rescrve, 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 cither 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 rccent yecar, for 368 carriers the results for
underwriting and investment were:

STock OTHER CARRIERS
Number Amount Number Amount
Underwriting:
Gain 188 $ 42,317,623 81 $36,987,802
Loss 90 8,947,803 9 50,970
Investment:
Gain 54 3,959,071 45 1,319,582
Loss 224 224,672,893 45 7,305,800

In 1943, 225 stock companies in New York State, out of premiums
written of $889,000,000, paid dividends to stockholders of $65,800,000 on
a capital of $334,000,000. This amount was 20 per cent on the capital.
But the 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;® (b) that they were not part
thereof;* and (c) that investment earnings on reserves alone should be
considered as part of the underwriting results.®

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

2 Aetna Ins. Co. v. Travis, 259 Pac. 1068 (Kans.), for example.

¢ Bullion v. Aetna Ins. Co., 237 SW. 716 (Ark.). Aetna Ins. Co. v. Hyde, 273 U S.
681, 275 U .S. 440 (Mo.). Aetna Ins. Co. v. Hyde, 34 Fed. 2d 185 (Mo.).

®detna 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 effcct 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 $100,000. Suppose that the acquisition expense was
$30,000 (which would be quite low for the first year of business), and
that the claims paid or accrued amounted to $45,000; there would remain
a surplus of $25,000 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 policics, or $50,000, in reserve;
since it had only $25,000, its capital was impaired to the extent of $25,000.
Originally only $100,000, the capital is now reduced to $75,000. 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 opcration 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,
onc 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 cxcept 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 neccssary; 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 sccurities 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.

1L

III.

1v.

A28

VIL

VIIIL.

Summary

. 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. Itsfpurpose and past treatment, however, have given it this character
in fact.

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 1t 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
0sses.

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.

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 80 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.

. 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.

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.

Receipts and 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.

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 pOllClCﬁ 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
prex};iums. 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:
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January........... $1,440 July......... ... ... $4,800
February.......... ,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

Total.......... $60,000

8. Why do the laws restrict the extent to which a fire insurunce company
may invest in the stock of any one corporation? Why are rc.trictions 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. . .....ooeeeeeennein e, 300,000
Loss expenses dUring Year. . ...veeeeeenn oo eennaennnn.. 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,

Unpaid underwriting expense, Dec. 31 of previous year......... 48,750
Unearned premiums, Dee. 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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