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PREFACE

Legal reserve life insurance, viewed at the midpoint of the
Twentieth Century, is closely intcrwoven with the fabric of the
economic and social systems of the United States and Canada.
Embracing virtually half the population as owners of its life
insurance and annuity contracts, providing a modern instrument
for meeting the age-old and inborn quest for economic security,
and holding in a fiduciary capacity more than sixty billions of
dollars in assets, it has attained size and significance unparalleled
elsewhere in the world. Because it is dynamic, it has helped to
shape the direction in which the pattern of life has evolved, at
the same time being shaped by its own environment. As a part
of Amcrican life, it has been confronted with all of the manifold
problems which epidemics, wars, depressions, social conflicts,
political philosophies and scientific discoveries have produced.
It is still in the process of evolution and the trends to which this
volume relates bear testimony to its vitality and its powers of
adaptation.

The presentation of a volume such as this is in conformity with
the policy established by the Administrative Board of The S. S.
Huebner Foundation for Insurance Education, which places con-
siderable emphasis upon the publication of material that will be
especially useful to college or university teachers of insurance in
their instructional work. As elsewhere stated, this publication
policy has been influenced by the following primary considera-
tions:

(1) The conviction that every teacher who keeps faith with the
ideals of his profession wants to be fully informed on all matters
of consequence in the realm of his specialty.

(2) The realization that college and university instruction in
insurance has already reached, and will continue to reach, far
more students in the broad domain of economics, government,

vii



viii PREFACE

sociology and their subdivisions than in such specialized voca-
tional subjects as insurance law, actuarial science and insurance
medicine.

(8) The recognition that a teacher in the social science subjects
must obtain a broad comprehension of the life insurance insti-
tution as a whole in its social setting. This must be an “over-all”
view which not only includes the structure, functions and serv-
ices of this institution but also its manifold interrelationships
with other institutions which make up American life today.

(4) The realization that analysis and thorough study of all the
technical literature in life insurance is a time-consuming process
which is frequently prohibitive for the teacher whose duties re-
quire that he have an equally broad grasp of other important
economic and social institutions. To keep himself conversant
with all the developments and the new ideas which are presented
in the journals of the actuarial socicties, the medical directors,
the agency executives, the insurance lawycrs, the life under-
writers, etc., and to be reasonably well informed on matters of
importance which have not been there presented, is no small task.

Thus far, the Foundation has undertaken the issuance of two
series of volumes, known as “Huebner Foundation Lectures” and
“Huebner Foundation Studies,” the first series comprising a com-
pilation of addresses on selected insurance topics and the second
presenting the results of thorough research in specific areas. This
is the third volume in the “Lectures” series. As was the case with
its predecessors, it contains a series of lectures given under the
auspices of the Foundation at the University of Pennsylvania.
Each of the lectures in the present series was delivered at a dinner
meeting attended by fellows and scholars of the Foundation and
teachers from the Insurance Department faculty. In following this
procedure, members of the Foundation’s Administrative Board
had in mind the desirability of enabling these present and future
teachers of insurance to enjoy the privilege of hearing outstanding
authorities, with a background of broad experience in the life
insurance field, discuss the subjects assigned to them. The pri-
mary directing principle followed in the selection of the speakers
was their capacity to make a worth-while contribution to the
thinking of this teaching group.

Publication of these manuscripts was authorized by the Admin-
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istrative Board of the Foundation with the sincere hope, and in
the confident belief, that their range of usefulness might be exten-
sively widencd through making them available to other teachers
and students of insurance who could not hear the original pre-
sentation. It was felt that such publication would be in full
accord with the policy above set forth.

As was the case with the first two volumes of lectures, this one
is of significance, not alone because of the high standing in the
life insurance world of those who have made it possible and the
inherent quality of their respective contributions to it, but
because it reflects the continuance of an organized effort to pro-
vide a literature especially intended for teachers in the broad
field of the social sciences. Conscious as these teachers are of the
complexitics and ramifications of the subjects with which they
deal and the frequent inconclusiveness of the researches therein,
they are nevertheless zealous to broaden their understanding and
enrich their teaching. To them this volume is dedicated. Through
them it is hoped that research may be stimulated. From them will
be welcomed substantial participation in the subsequent studies,
monographs and other materials which are published under the
auspices of this Foundation.

To each of the various lecturers whose name appears in the
Table of Contents and in the specific chapter which he prepared,
and who has helped to make this volume possible by his gracious,
competent and generous participation, and to Miss Mary Drever
who has rendered valuable editorial assistance, the editor ac-
knowledges his deep indebtedness and hearty appreciation.

It should in no wise detract from the quality of the volume to
point out that expressions of opinion which may appear in pub-
lications of the Huebner Foundation are those of the authors and
not of the Foundation itself.

D. McC.
Philadelphia
September 1950
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CHAPTER 1

THE IMPACT OF LOWER INTEREST
EARNINGS

By A. A. Rydgren, FS.A*

Nothing that has happened during the past twenty years—a
period including the great depression of the 1930’s as well as
World War II, a period marked by extreme social and political
unrest—has affected life insurance in the United States so deeply
or so enduringly as has the concurrent drop in the interest rate.
The direct result of lower intcrest carnings has been an increase
in premium rates, a substantial increase in the nct cost to a
policyholder of providing a given face amount of life insurance
for his family and the even much greater increase in the cost of
providing a given income for it. These results seem likely to
endure for a long time, perhaps permanently.

The interest rate is fundamental to the structure of life insur-
ance. Premiums, rescrves and most policy guarantees are com-
puted on the assumption of a specific rate of interest. It is assumed
that such specific rate of interest will be carned on the reserve
cach and every year as long as the policy remains in force. The
life insurance company expects to receive such interest as well
as the premiums in order that it may mecet policy claims and
expenses. After a policy has been put into cficct, the company is
powerless to increase the premium cven though interest earnings
become less than expected at the time when the policy was issued.
When, therefore, the interest rate drops from 5 per cent, the rate
earned in 1930 and for many years prior thereto, to 2.8 per cent
earned in 1947, the effect on life insurance is indeed profound.

To illustrate exactly what has happened to the interest rate
earned on life company funds, Table I shows the average net
rate of interest carned, according to Best’s Life Insurance Reports,
by the ten largest life insurance companies of the United States

* Chairman of the Board, Continental American Life Insurance Company.
1



2 LIFE INSURANCE TRENDS AT MID-CENTURY

ranked by assets as of December 31, 1940. These are the same
companies used for the same purpose in my paper ‘“The Signifi-
cance of Reduced Interest Earnings” which was presented seven
years ago and published in the 1943 volume of the Huebner
Foundation lectures entitled Life Insurance: Trends and Prob-
lems.

TABLE I
Average Net Rate of Interest Earned by Ten Largest Companies
Year Per Cent
1928 5.0
1929 5.0
1930 5.0
1931 4.9
1932 4.7
1933 4.2
1934 3.9
1935 3.7
1936 3.7
1937 3.7
1938 3.6
1939 3.5
1940 34
1941 3.4
1942 33
1943 3.3
1944 3.1
1945 3.1
1946 2.9
1947 2.8

These ten companies are:

Ordinary Participating Companies
Equitable Life (New York)
Mutual Benefit
Mutual (New York)

New York Life
Northwestern Mutual
Penn Mutual

Ordinary and Industrial Participating Companics
John Hancock
Metropolitan
Prudential

Ordinary Non-Participating Company
Travelers

The loss in interest earnings has reached tremendous propor-
tions. For the year 1947 alone, on the mean assets of the 228 life
insurance companics in the United States included in the com-
pilation of the Unique Manual-Digest, a loss of 2.2 per cent
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aggregates over $1,100,000,000. This loss is twice the total of
policy dividends such companies distributed that year.

Despite this huge loss in interest earnings, the surplus position
of the life companies is almost as good as it was twenty years ago.
To illustrate, the ratio of capital, surplus and contingency re-
serves to liabilities of the ten largest companies (those included
in Table I) averaged 6.94 per cent as of December 31, 1928 and
averaged 6.31 per cent as of December 31, 1947. The drastic
reduction in the rate of intercst earnings has had no significant
effect on the current financial position of these companies.

The companies have met the challenge of lower interest earn-
ings by taking measures which have kept their financial strength
intact. This paper, therefore, deals largely with those measures
and how such mecasures affect policyholders.

IMmpracT oN NEW PoLiciEs

Although the solution of the problem relating to new insur-
ance was quite simple, nevertheless the life insurance companies
were most reluctant to adopt the obvious solution, namely, the
assumption of a lower rate of interest for the accumulation of
reserves and the adoption of a higher scale of premiums. It is
probably true that the higher the premium the more difficult it
is for the average man to carry adequate life insurance, even
though the nect cost of carrying such life insurance is reduced
after a year or two by the application of policy dividends. When
the interest assumption for the calculation of rescrves is lowered,
it is always true, other things being equal, that it becomes more
difficult to carry the same amount of life insurance. The reason
is that when such interest rate is lowered, policy reserves and
cash values increase, and if policy claims, expenses and other
factors be the same, then the nct amount paid by the policyholder,
premiums less policy dividends, must be greater to the extent
of the increase in policy reserves. Although the people of the
United States own most of the life insurance in force in the world,
only a small proportion of them seems able to carry an adequate
amount of life insurance. It is but natural, therefore, that the
life insurance companies were reluctant to increase premium
rates or to lower the interest assumption for the accumulation
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of reserves and, in my judgment, the companies were distinctly
on the late side in taking these corrective measures.

The problem with respect to new policies has, moreover, been
quite different for different companies. Companies which had
been issuing new policies on the assumption that reserves
would be accumulated at 314 per cent intcrest were under more
pressure to reduce the interest assumption for new policies than
were companies which were already on the 3 per cent interest
basis. Companies with a low premium scale, those issuing non-
participating insurance and those issuing participating insurance
at low participating premium rates containing little or no mar-
gin in excess of a minimum policy dividend, werc under greater
pressurc to increasc premium rates than were those companies
which issued participating insurance at a high premium scale
containing very much larger margins for policy dividends.

The measures taken by the ten companies whose experience is
included in Table I illustrate how differently situated companics
solved the problem with respect to new insurance.

High Premium Participating Companics. The six Ordinary Par-
ticipating Companies may all be considercd for this purpose as
having been high premium participating companies twenty years
ago. In 1929, for example, these six companies computed pre-
miums and reserves on a 3 per cent interest basis, and gross
premiums for ordinary life insurance issued at age 35 varicd
from a low of $26.35 per thousand to a high of $28.11 per thou-
sand, averaging $27.32 per thousand. None of these companies
changed its premium scale or interest assumption for the accum-
ulation of reserves until 1944 when one of the companies reduced
such interest assumption to 214 per cent, leaving its premium
scale unchanged for ordinary life policies. The other five com-
panies in this group made no such change until they were ready
to adopt new rates and values based on the new Commissioners’
Standard Ordinary Table of Mortality which became mandatory
on January 1, 1948. At the present time these companies charge
premiums for ordinary life insurance issued at age 35 varying
from a low of $27.61 per thousand to a high of $29.40, with an
average of $28.44. At the present time one of these companies
assumes 215 per cent interest for the accumulation of reserves
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on new policies, three assume 214 per cent, and two assume 2
per cent interest. It is interesting to note that onc of these com-
panies, one which reduced its interest assumption to 214 per
cent in 1944 and then to 2 per cent late in 1947, still continues
its old premium scale for ordinary life policies.

Low Premium Participating Companies. The three companies
described as Ordinary and Industrial Participating Companies
may have been regarded as low premium participating companies
twenty ycars ago. In 1929, for example, their prcmiums for
ordinary life insurance at age 35 varied from a low of $21.40
per thousand to a high of $25.88, averaging $23.83. At that time
cach of these companies assumed 314, per cent interest for the
accumulation of policy reserves on new policies. These com-
panics began increasing premiums for new insurance as carly as
1935. During this period of falling interest rates, cach of these
companices has made at least two increases in premium rates. At
the present time each of these three companies assumes 2145 per
cent interest for the accumulation of reserves under new policics,
and new premiums for ordinary life insurance at age 35 vary
from a low of $25.00 per thousand to a high of $28.75, averaging
$26.38.

Nonparticipating Companies. ‘Therc is only one such company
included in Table I, though in my judgment it is a typical non-
participating company. Twenty years ago, this company accumu-
lated reserves at 314 per cent interest, charging a premium for
ordinary life insurance at age 35, of $19.71 per thousand. It
has likewisc made a succession of changes, both lowering the
interest assumption for the accumulation of reserves and increas-
ing premiums for new insurance. At the present time it is issuing
new policies on a 2145 per cent interest assumption for the
accumulation of reserves and is charging for ordinary life insur-
ance at age 35 a premium of $22.24.

Almost all of the increasc in premium rates is due to the
reduction in the rate of interest earned on life insurance funds.
While it is true that present premium scales are based on a
diflerent mortality table—the Commissioners’ Standard Ordinary
Table of Mortality instcad of the American Experience Table
of Mortality—and while some companies . may have provided
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larger margins for expenses as the result of the depreciation in
the purchasing power of the dollar, ncvertheless it would seem
correct to state that the effect of these two factors on premium
rates has been quite insignificant. There is every reason to believe
that substantially the whole of the increase in premiums during
this period has been due to the fall in the interest rate.

It is interesting to observe that one of the results of these
changes has been a narrowing of the spread between the premium
scales in use by the various companies. Twenty years ago, the
premiums charged by these ten companics for ordinary life
insurancc at age 35 varied from a low of $19.71 to a high of
$28.11, the spread being $8.40. Now such premiums vary from a
low of $22.24 to a high of $29.40, the spread being reduced to
$7.16. On the average, participating premiums now contain less
margin for policy dividends than did the premiums of twenty
ycars ago.

It is interesting to note, too, how narrow is the present margin
between the rate of interest earned and the rate assumed for the
accumulation of reserves in new policies. Twenty years ago, when
the companies were earning 5 per cent interest, reserves on new
policies were being accumulated at cither 314 per cent interest or 3
per cent interest, leaving a margin of excess interest ranging from
114 per cent to 2 per cent. Now when the companies arc earning
only 2.8 per cent interest, according to the most recent experience
available, namely, that of 1947, new policies are being issued
on the basis of accumulating reserves at a rate of interest varying
from 2 per cent to 214 per cent—the present margin of excess
intercst varying from 0.3 per cent to 0.8 per cent. The present
narrow margin of excess interest earnings is concrete evidence of
the reluctance of the life insurance companies to go all the way in
reflecting the actual recent interest rate experience in the terms
at which new policies are being issued.

IMpAcT ON OLD PoLicIEs

The problems created by the fall in the interest rate have been
much more difficult to solve for old insurance. Life insurance
policies are exceedingly long term contracts. A large proportion
of them cover the whole period of life. Moreover, most of the
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old policies guarantec settlement options under which the pro-
cceds at death or maturity may be left with the company under
guaranteces which are far more liberal than are justified by recent
interest and mortality experience. After a policy has been put
in force, the company has no power either to increase the pre-
mium rate or to diminish any of the policy guarantces. As a result,
some old policies are now being carried at a loss to the companies.

With respect to old policies, too, not all companies were
affccted alike. The lower the premium rates and the higher the
rate of interest at which reserves were being accumulated, the
more severely was old insurance affected by the fall in the interest
ratec and the more drastic was the remedy called for. The com-
panies were more severcly affected under nonparticipating insur-
ance than under participating insurance because under partici-
pating policies the lower interest earnings could be offset, at least
partially if not entircly, by lower policy dividends; but under
nonparticipating policics, regardless of subsequent actual experi-
ence, the annual net cost is the annual premium and it is fixed
at the outset.

Net Costs. On participating policies, policy dividends were
promptly adjusted downward in probably all companies which
issued such policies. Table IT shows the twenty year net cost per
$1,000 of the ten largest participating companics, excluding
industrial companies, doing business in the state of New York.
These arc the net costs for an ordinary life policy issued at age
35 based on the then current premium and dividend scales.

The companies included in Table II are the six Ordinary Par-
ticipating companies included in Table I together with the Mas-
sachusetts Mutual, New England Mutual, Connecticut Mutual
and Provident Mutual. Incidentally, the eleventh largest such
company is included instead of the tenth largest because such
data for the tenth largest company arc not published.

For the benefit of those who may want to know exactly how
the figures in Table IT have been computed, each figure is the
unweighted average for the ten companies. The net costs in
column (1) represent twenty annual premiums less policy divi-
dends up to and including that payable at the end of the twen-
tieth policy year. Each figure in column (8) is the difference
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betwcen that in column (1) and column (2) computed to dollars
and cents but shown to the nearest dollar.

The outstanding fact revealed by Table II is that according
to the 1948 premium and dividend scale, it costs a policyholder
$75 more, or 21 per cent more, to maintain such a policy in force
for twenty years than it did according to the 1929 premium and

TABLE II

AVERAGE TWENTY YEAR NET Cost PER $1,000 OF TEN LARGEST
PARTICIPATING ORDINARY COMPANIES

(1) @) 3)
Year Net Cost for 20 Years Cash Value 20 Year Surrendered Net Cost

of (Premiums less End of (Premiums less dividends

Issue dividends) 20 Years less cash value)
1929 $358 $325 $28
1930 353 325 28
1931 354 325 29
1932 362 325 37
1933 378 325 52
1934 400 325 75
1935 403 327 76
1936 408 327 81
1937 408 327 81
1938 406 327 79
1939 410 327 83
1940 408 327 81
1941 416 327 89
1942 419 327 92
1943 422 327 95
1944 422 329 93
1945 417 331 86
1946 418 336 82
1947 413 341 72
1948 428 371 57
Increase in Net Cost

(1929-48) 75 29

dividend scale. In other words, there has been an annual in-
creasc of $3.75 per $1,000 in the net cost of maintaining such an
ordinary life policy in force.

Table II also reveals that part of such increase in the nct cost
of maintaining such a policy in force is due to the increase in the
cash value which, at the end of the twenticth year, approximates
the policy reserve. If the policy be surrendered at the end of
twenty years, the surrendered net cost according to the 1948 scale
is only $29 more than that according to the 1929 scale, or only
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$1.45 per thousand per year. Incidentally, while these sur-
rendered net costs are computed according to the formula com-
monly used by life insurance agents when in competition, this
formula does not produce scientifically accurate results because
it ignores the important factor of interest on the difference in
yearly net costs during the twenty years. The error inherent in
such formulae is part of the explanation as to why surrendered
net costs have been decreasing during the last five years while
net costs to continuing policyholders have even increased slightly,
the last five years being the period when the companies have
been most active in reducing the interest rate for the accumula-
tion of reserves on new policies, thus increasing the twentieth
year cash values thereof.

The really serious difficulties encountered by the companies in
reducing dividend scales applicable to many old policies are not,
however, revealed by Table II. Lower interest earnings have
resulted not only in smaller policy dividends but in a complete
change in the pattern of the scale of policy dividends. As long as
the rate of interest carned on life company funds remained com-
fortably above 4 per cent, as it did during the whole history of
life insurance in the United States prior to 1930, policy earnings
and, therefore, policy dividends tended to increcase with the in-
crease in policy duration as long as the same dividend scale was
maintained. Thus, all past experience confirmed the policyholder
in his expectation that dividends on his policy would increase
from ycar to ycar, except on the rare occasions when adverse
experience required a reduction in the dividend scale. When,
however, a scale of dividends for 314 per cent policies is based
on an actual interest earning rate of less than 4 per cent, then
as long as the same dividend scale is maintained, policy earnings
available for dividends tend to diminish with increase in policy
duration. This reversal of the traditional trend occurred first on
314 per cent policies and later on 3 per cent policies.

We in the company with which I am associated approached
this situation with great misgivings. We were apprehensive as
to how our policyholders would rcact to such yearly diminution
in the amount of dividend apportioned to them. We wondered
whether policyholders might erroncously conclude that the gen-
eral experience of the company was getting worse each year.
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But the principle of maintaining equity among policyholders,
as well as the bald facts of the situation, finally compelled us to
take this unpopular mcasure. Now that a dividend scale which
produces decreasing policy dividends with increasing duration
of the policy has become an old story, it is gratifying to be able
to report that the reaction of policyholders has not been as
unfavorable as we had feared.

Then, as the rate of interest carncd fell below the rate assumed
for the accumulation of policy reserves, many companies began
to be faced with the situation where no dividend at all was being
earncd on some policies and where, in fact, some policies were
actually being carried at a loss to the companies. This situation
raised several new questions: Is it consistent with the funda-
mental principle of participating insurance to declare no divi-
dend at all on such a policy? Where a policy is currently earning
a dividend but where, according to the current dividend scale,
earnings will become negative some years hence, is it consistent
with the principle of equity to ignore such cxpected future
lIosses and to continue to declarc policy dividends equal to cur-
rent earnings?

The companies have adopted different solutions to this prob-
lem. When the company with which I am associated first became
confronted with this problem, we adopted the expedient of de-
claring an arbitrary small minimum dividend for those policies
where application of the dividend formula produced either a
smaller positive dividend or a negative dividend, and we main-
tained that practice until it became manifestly incquitable.
(There is reason to belicve that this is still the practice of some
companies under policies which were originally issued on a 3
per cent interest assumption.) Then some years ago we adopted
our present practice of declaring a dividend of onc dollar per
thousand where the formula produces a dividend from seventy-
five cents to one dollar, and of declaring no dividend at all
where the formula produces a dividend less than seventy-five
cents. You will note that this rule enables the company to re-
cover a small but negligible part of the probable future deficits
under such a policy.

On the other hand, some companics have attempted an en-
tirely different solution of these problems. They equate the
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excess, if any, of probable future diminishing earnings available
for dividends over probable subsequent increasing deficits into
a constant or even an increasing policy dividend. This principle
is exceedingly complicated to apply but it has the virtue of
being probably the most equitable solution of this problem and,
in the long run, the most satisfying to policyholders. Aside from
the complication of application, an important objection to this
solution is that it immediately results in a large drop in policy
dividends, and, if the principle of equity be strictly adhered to,
in a greatly enlarged group of policies on which no dividend at
all is being declared—a result so drastic that unless rightly timed
it is difficult to explain to policyholders.

Reserve Strengthening. When the rate of interest earned on the
funds of a company falls substantially below that required to
maintain reserves on a large portion of its business, the company
is confronted with another serious problem. This situation is
definitely an clement of weakness. Even though such an element
of weakness may be offset many times over by other elements of
hidden strength, yet a company in that situation is exposed to
the embarrassment of having the element of weakness pointed
out by a competitor. It is not surprising, therefore, that in recent
years the life insurance companies have strengthened reserves on
life insurance policies and annuities originally issued on the
higher interest assumptions of the past, assumptions which at
that time scemed conservative.

The ten largest companies included in Table I may be used
to illustrate the extent to which reserves have been strengthened.
Every one of these ten companies has strengthened either life
insurance reserves, or annuity reserves, or has established a
special reserve for future interest requirements, and some have
done all of these things. In 1930, only three of these ten large
companies maintained all life insurance reserves on an interest
assumption of 3 per cent or less; in 1947, six of them maintained
all of such reserves on an interest assumption of 3 per cent or
less. On the average, these ten companies maintained life in-
surance policy reserves on an interest basis of 3 per cent or less
on only 56 per cent of their reserves in the year 1930, on 59 per
cent of their reserves in 1940, and on 81 per cent of their reserves
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in 1947. Much the same picture is applicable to annuity reserves.

Such reserve strengthening has not been confined to 314 per
cent policies and other contracts. One of these ten largest com-
panies has set up 234 per cent rescrves on all of its business
originally issued on a 3 per cent basis. Another has set up 214
per cent reserves on all life insurance policies originally issued
on a 3 per cent basis and has sct up 2 per cent rescrves on all
annuities.

The marked tendency during recent years to strengthen rescrves
is also evidenced by the rate of interest required to maintain all
reserves, both insurance and annuity, in these ten large com-
panics. On the average, the rate of intercst required to maintain
reserves in these ten large companies was 3.23 per cent in 1930,
8.21 per cent in 1940 and only 2.92 per cent in 1947. Note
that most of the reserve strengthening has occurred since 1940.

Reserve strengthening such as has taken place during recent
ycars involves the transfer of huge amounts {rom surplus to
reserves. For example, our company had issued all policies prior
to January 1, 1935 on the basis of a 814 per cent interest assump-
tion. The company now holds 3 per cent rescrves for all such
policies, annuitics and settlement options, including a spccial
reserve for interest requirements on probable future settlement
options guaranteed on an intercst basis excceding 3 per cent.
The amount required so to increase such reserves represented
nearly 4 per cent of total liabilities as of December 31, 1945, the
date when most such reserve strengthening was effected. Inas-
much as life insurance companies usually maintain a surplus
cqual to some 4 per cent to 7 per cent of total liabilitics, you
will appreciate that such a transaction involves the transfer from
surplus to liabilities of a very large proportion of the surplus of
the company.

Some idea as to amounts involved in a reserve strengthening
program consummated by the ten largest companices included in
Table I may be had from their published annual statements in
those cases where a sum has been set aside in a special reservc;
for example, as of December 31, 1947 one had set up $27,000,000
as a “special provision for interest requirements”; another had
set up $19,200,000 for “reserve for change in valuation basis on
insurance and annuities”; another had set up a “special reserve”
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of $41,037,565; another had set up $40,000,000 as “additional
reserve for prospective policy proceeds.”

In his address made December 9, 1948 before the Annual
Meeting of the Life Insurance Association of America, Mr. Leroy
A. Lincoln, President of the Mectropolitan Life Insurance Com-
pany, and then President of the Association, throws additional
light on the huge sums involved in reserve strengthening. He
said:

A factor of much greater importance to the companies and their
policyholders has been the sharp decline in the interest rate over the
past twenty years—a drop in the rate earned from more than 5 per cent
to less than 3 per cent. The resulting decrease in interest made it
advisable for many companies to transfer funds from surplus to
strengthen their reserves. The effect of such an increase in reserves is
illustrated by the fact that if a company’s reserves are all based on the
assumption of carning 314 per cent interest and the company has a
surplus that amounts to 6 per cent of its reserves, a re-determination

of its reserves on a 3 per cent interest basis would entirely eliminate
the surplus of the company.

Reserve strengthening on this scale is obviously a matter of
major importance. It is a stcp which a company is likely to take
only after prolonged and most serious consideration. It is a con-
servative measure, because it removes a weakness from the finan-
cial structure of the company and it strengthens the capacity of
the company to meet the unknown conditions of the future.
A part—and in some companies a major part—of the amount
taken from surplus to strengthen reserves represented recent
non-recurring additions to surplus arising out of investment
profits, such as those realized on the sale or call of bonds, pro-
duced by the same factor which induced such reserve strength-
cning, namely, the decline in the interest rate. Nevertheless, for
most companies such reserve strengthening is accomplished with-
out undue strain on surplus only by apportioning over a period
of years lower policy dividends than could otherwise be appor-
tioned and, therefore, either sacrifices a competitive advantage
or incurs a competitive disadvantage in the quest for new busi-
ness. That reserve strengthening has already been consummated
on so vast a scale is evidence of courageous as well as conservative
management.
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ImPACT ON SETTLEMENT OPTIONS

The interest rate is the all important factor in determining
the guarantees under settlement options; for most settlement
options, it is the only factor. As a rule, settlement option guaran-
tees are computed without any provision for expense, the assump-
tion being made that expenses, which are not inconsiderable,
will be met out of excess interest earnings over and above the
rate assumed in the calculation of such guarantces. In those
settlement options which involve a life annuity, the assumed
mortality rate is also a factor in computing the guarantee; but
the mortality factor involved in the calculation of annuity guar-
antees has almost always, if not always, produced a loss to the
companics—a loss which may or may not have been offset by
excess interest earnings. It follows, therefore, that in order to
avoid a loss a company must carn a higher rate of interest than
the rate assumed for the calculation of settlement option guaran-
tees.

The determination of the rate of interest assumed for scttle-
ment option guarantees in new policics is fraught with the
greatest of difficulties. It involves a forecast of the interest rate
over a great many years in the future. Inasmuch as settlement
options do not become effective until after the termination of
the basic life insurance policy by death, maturity or surrender,
it is the interest rate during the subsequent period that must be
forecast. If a company be too conservative in such forecast, then
it immediately suffers in competition, because liberal settlement
option guarantees are now an important factor in competition
when so large a part of the new business is sold in terms of in-
come for dependents. At no time in the history of life insurance
have life company executives felt so uncertain as to the future
of the interest rate as they have felt in recent years.

In New Policies. It is not surprising, then, that the companies
have drastically reduced the interest rate assumed for settlement
options in new policies. Referring again to the ten largest com-
panies included in Table I, one of the companies did not in
1929 automatically include settlement options in its policies. Of
the other nine companies, in 1929 six assumed 3 per cent inter-
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est for settlement option guarantees, and three assumed 314 per
cent interest; by contrast, in 1948 seven assumed 2 per cent
interest and two assumed 214 per cent interest. You will note
that there has been a greater reduction in the rate of interest
assumed for settlement option guarantees than there has been
in the rate of interest assumed for policy reserves and, for the
reasons already expressed, that is as it should be.

Thus the companies have reduced settlement option guarantees
contained in new policies to the extent called for by recent ex-
perience and future prospects. But how does this affect policy-
holders> We have already seen (Table II) that it now costs 21
per cent more than it did in 1929 to maintain a $1,000 ordinary
life policy. But $1,000 of life insurance produces a lower income
under a settlement option contained in a 1948 policy than did
$1,000 of life insurance under the similar settlement option con-
tained in a 1929 policy.

What has been the increase in the cost of providing a given
number of dollars of income? Let me illustrate by the cost of
maintaining enough ordinary life insurance issued at age 35
so that if the insured dies during the twentieth policy year
when his wife is age 55, she will be guaranteed a monthly income
of $100 a month for life with ten years income certain. This is
a typical settlement option producing a somewhat smaller in-
come if the insured dics earlier and a somewhat larger income
in the event of later death. Using the averages of the ten com-
panies whose cxperience is included in Table 1II, in 1929 it
would have been necessary to buy a $17,500 policy, the net cost
of which for twenty years, according to the 1929 dividend scale,
would have been $6,178, or an average of $309 per year. Under
a 1948 policy, to provide the same number of dollars of income,
the policyholder would have to buy $22,950 of life insurance,
the net cost of which for twenty years, according to the 1948
dividend scale, would be $9,823, or an average of $491 per year.
In short, the cost of providing such a life income has increased
59 per cent.

This 59 per cent increase in the cost of providing a life income
of the same number of dollars is a fair measure of the impact
of lower interest earnings on those policyholders who buy life
insurance for the income it will produce. Substantially all of this
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increase in cost is due to lower interest rates. Although there has
been a considerable improvement in mortality during this
period, the net cffect of such improved mortality is quite small;
for it operates in the direction of reducing the cost before the
death of the insured and then in the dircection of increasing the
cost after his death because of the greater longevity of the bene-
ficiary as well as of the insured. The 1948 Life Insurance Fact
Book, published by the Institute of Life Insurance, shows that
expenses over this period had increased by only 3 per cent of the
premium and interest income; hence little of this incrcase in cost
is due to higher expense rates.

Nor can we dismiss this 59 per cent incrcasc in the cost of
providing the same number of dollars of monthly income with
the statement that it is just part and parcel of the gencral in-
crease in the cost of living and is typical of the increasc which
has taken place in the general price level. In order to provide the
same quantity of food, clothing and shelter that was formerly
provided by an income of $100 a month, it is now necessary to
provide an income which, when expressed in dollars, is increased
in proportion to the increase in the general price level. In other
words, the policyholder who wants to insure his wife an income
for life sufficient to provide the same quantity of food, clothing
and shelter, must now not only provide a larger number of
dollars of monthly income—larger in proportion to the increase
in the gencral price level—but each dollar of such monthly in-
come now costs him 59 per cent more than it did twenty years
ago. This additional 59 per cent increase in cost is the approx-
imatc mcasure of the added burden on a large and incrcasing
proportion of policyholders due solely to the reduction in the
interest rate.

In OIld Policies. Settlement options in old policies pose quite a
different set of problems. Most of the policies issued during the
past forty years or more by the life insurance companies of the
United States included at the time of issue settlement option
guarantees computed on the basis of interest assumptions which
seemed reasonable, even conservative, when they were adopted.
Of course, the companies must fulfill such guarantees regardless
of whether or not a loss is incurred. Quite obviously a company
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which is now earning 3 per cent interest on its funds is losing
money on settlement options computed on a 314 per cent basis;
it is losing money even on 3 per cent settlement options to the
extent of the expense margins which it is failing to recoup out
of excess interest earnings and to the extent that the actual death
rate under annuity settlement options is lower than expected
according to the mortality table at which those options were
computed. Reference has already been made to the extensive
program of reserve strengthening consummated by the life com-
panies with respect not only to scttlement option reserves but
also to settlement options which may in the future come into
being under policies now in full force. The financial problem
arising out of the more liberal settlement options contained in
old policies has, of course, become the more scrious because of
the vastly increased use of settlement options by policyholders
and beneficiarics—a part of which increased usc is probably due
to the liberality of such old settlement options as compared with
current returns on conservative investments.

Poricy LoAN INTEREST

The reduction in the rate of interest earned by the companies
has been reflected in a reduction in the interest rate required on
policy loans. Twenty years ago, the typical policy loan interest
rate stipulated in new policies was 6 per cent; it is now 5 per cent.

CONCLUSION

We have seen that the force of the impact of lower interest
earnings on the life insurance companies and on policyholders
has been indeed severe. We have noted that in falling from 5
per cent earned in 1928 to 2.8 per cent earned by the companies
in 1947, the rate of actual interest earnings has fallen below two
critical points, namely, 314 per cent, the rate of interest originally
assumed by many companies for the accumulation of policy
reserves and then 3 per cent, the minimum rate so assumed prior
to a few years ago.

It has been noted how the companies responded to this severe
challenge. Policy dividends were promptly and repeatedly re-
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duced. Premium rates were promptly increased for nonpartici-
pating insurance, then premiums for low rate participating pol-
icies were increased and more recently high rate participating
premiums were increased. The lower rate of interest earnings
likewise has been reflected in lower settlement option guarantees
and in a lower rate of interest on policy loans. Huge amounts
have been transferred from surplus to reserves in order that re-
serves on old policies as well as on new policies may hereafter
be accumulated at a rate of interest more nearly in keeping with
current prospects. We have seen, too, that by these measures the
companies not only have absorbed the interest losses of the past
but also have allocated vast sums for reserve strengthening,
without significant reduction in the ratio of surplus to liabilities.
The impact of lower intercst earnings has borne heavily on
policyholders and will continue to do so; for we have seen that it
now costs 21 per cent more to maintain a given face amount of
ordinary life insurance in force and, in a typical case, 59 per
cent more to provide a given number of dollars of life income to
the beneficiary.

It is not within the scope of this paper to attempt to predict
the future. Nevertheless, it scems to me that something would
be lacking if it did not briefly call attention to the possibility
that the downward trend in the interest rate has ended, at least
for the time being. During the past ycar and a half, or there-
abouts, the rate of interest obtainable on new life company in-
vestments has not only stopped falling but has increased a little.
Interest obtainable on new investments is for the first time in
many years at just about the same rate as is being realized on
old investments. If the yield on new investments should continue
at about the present rate, then the rate of interest earned on all
life company funds should continue at about the present level.
There is reason to be hopeful, therefore, that the downward
trend in interest rates has at long last come to an end. Although
there is as yet no impressive evidence of an upward trend in the
rate of interest earnings on life company funds, you may rest
assured that if the rate of interest does rise appreciably, the
improvement in interest earnings will be promptly passed along
to the benefit of policyholders.



CHAPTER II

IMPLICATIONS OF THE GUERTIN
LEGISLATION

By Henry H. Jackson, F.S.A,, F.C.AS.*

By WAY OF INTRODUCTION

Authors who set out either to provide what the intelligent man
should know about this or that or to produce the intelligent
woman’s guide to something or other usually come up with a
massive tome and can not even be depended upon to stop short
of the second volume. But be of good cheer—we shall not at-
tempt an exposition of all that the intelligent student of life
insurance should know about the recent Standard Nonforfeiture
and Valuation Legislation, conveniently referred to as the
Guertin legislation. Instead, we shall try to point out some of
the underlying problems with which you must be familiar in
order better to understand that legislation. With these problems
in mind, the diligent student will take a genuine interest in the
solutions offered by recent statutes and may even feel inclined
to hazard an educated guess as to where we are to go from here.

To be more specific, we must do a bit of exploring in the realm
of assumed yearly rates of mortality, assumed yearly rates of
compound interest, and commutation tables, those invaluable
tools of the actuary combining both elements. These are usually
referred to with that awkwardly obscure word ‘“commutation”
deleted. Familiar examples are the Combined Experience Table
with Interest at 4 per cent, the American Experience Table with
Interest at 3 per cent, the C.S.0. Table with Interest at 214 per
cent. We must glance at the nature and meaning of reserves.
We must consider, however cursorily, the guaranteed nonfor-
feiture or surrender values which form a distinctive part of
American life insurance policies. For our purpose, the two terms

* Vice President and Actuary, National Life Insurance Company.
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may be decmed synonymous, since surrender, whether formal or
constructive, produces the nonforfeiture value, whether elective
or automatic. The different types of settlement available on
surrender, though important, need not concern us in the present
broad outline. Comments will be limited almost exclusively to
what is not too happily termed ordinary insurance as distin-
guished from industrial and group, and will refer no more than
casually to any collateral benefits so often associated with ordinary
contracts.

LirE INSURANCE IN THE UNITED STATES

It is not necessary to emphasize to you the importance of life
insurance as a social institution. We are fortunate cnough to
live in a country ideally situated, it would appear, for the con-
duct of that business with the utmost success for all concerned.
In the United States we find extending uninterruptedly across
a vast continent a single monetary system, a universal language,
no tariff barriers, and a popular government dedicated to the
principles of private initiative, frce enterprise, and the dignity of
the individual citizen. Add to this a land of seemingly inexhaust-
ible resources, of unimaginable wealth, and of unparallcled
prosperity, whose scores of millions of inhabitants cnjoy a stand-
ard of living high beyond precedent, and you have a nation where
the opportunities for the beneficent and appropriate application
of life insurance to the needs of all the people, with a minimum
of restrictive supervision and a maximum of ingenious skill, are
unmatched anywhere clse in the world. How unfortunate it
would be il in such a nation, where life insurance is regulated
by different and possibly conflicting statutes and supervisory
authorities in forty-nine separate jurisdictions, this particular
type of public scrvice should be scriously handicapped.

The scriousness of such a handicap because of conflicting
legislation is well illustrated by state laws relating to marriage
and divorce. Under these laws, Mr. W., divorced, as he supposes,
from the first Mrs. W. and living happily with the second Mrs.
W.,, finds himself at a loss to ascertain except through court
procedure whether the first Mrs. W. is still his wife to whom he
pays a settlement allowance or his divorced wife to whom he pays
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alimony. Obviously, the position of the (presumed) sccond Mrs.
W. is more embarrassingly ambiguous, the ambiguity extending
cven to the significance of that initial W, whereas his own status
ranges all the way from lawful domestic bliss to bigamy. Worst of
all, certain states seem to find it to their advantage to take no
steps toward giving us nationwide legislation which is adequate,
cquitable, and uniform in its provisions relating to marriage and
divorce.

THE OBJECTIVES OF INSURANCE SUPERVISION

Insurance legislation and supervision should be made ade-
quate, equitable, and uniform if the benefits of the institution
of life insurance are to be spread as broadly and economically as
possible throughout the United States. It is because thc Guertin
legislation represents an exceedingly important step toward pio-
viding just such insurance legislation and supervision that it
deserves all the solid study you are capable of bringing to bear
on it.

The facts themselves are simple enough. More than ten years
ago, at the instance of the President of the National Association
of Insurancc Commissioners, a committee under Mr. Guertin’s
chairmanship was instituted to study the need for a new mortality
table. It is greatly to the credit of the Association that this pro-
gressive step was initiated long before there was any expectation
that the Supreme Court would render its celebrated 1944 decision
classilying insurance as commerce and therefore, unless it was
strictly an intrastate affair, subject, if necessary, to Federal juris-
diction. The first valuable report of the Guertin committee,
presented in 1939, expressly recognized that the need for a new
mortality table or tables did exist. But it went much further by
suggesting that the whole problem of mortality tables is inex-
tricably combined with the related problems of appropriate valu-
ation standards and satisfactory nonforfeiture requirements. The
committee was accordingly instructed to continue its investiga-
tions. These produced final reports, presented in 1941 and 1942,
suggesting the type of standard insurance legislation which has,
broadly speaking, been incorporated in state laws and has now
become effective.
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As a result, ordinary policies issued since January 1, 1948 in
the United States are based, with negligible exceptions, on the
Commissioners’ 1941 Standard Ordinary Mortality Table (C.S.O.
for our convenience). A maximum rate of interest is prescribed,
but individual companies may adopt any suitable lower interest
assumption—that is, the minimum permissive rate is not fixed by
statute. The minimum valuation standard which may be legally
employed differs somewhat from the measure of solvency previ-
ously in use. The measure of minimum nonforfeiture benefits
required to be included in current issues is likewise new. This
bald statement concerning recent legislation is obviously mean-
ingless unless you have some familiarity with the old pattern.
Indeed, it can not yield its full meaning unless you know how
the old pattern came into being.

SOMETHING ABOUT RESERVES

If you were asked, “What is the most important single func-
tion which a state insurance department should perform?” you
would no doubt answer, “It must establish and enforce valuation
standards strict enough to insure the solvency of any well-man-
aged company maintaining them.” You would be right. And
many of you doubtless know the significant historical steps in the
establishment of such standards, but a review of some of them
might be not unprofitable.

Long before life insurance was commercially practiced in the
United States, British actuaries were well aware that if an in-
creasing risk covering a long period is to be paid for throughout
that period by a series of level premiums, a substantial portion
of the early premiums must be held as a special fund to guaran-
tee the benefits falling due in the later years. Such a fund main-
tained for a large group of policies has come to be termed the
reserve fund, the reserve liability, or simply the reserve.

It is one thing to recognize the necessity for sound reserves on
outstanding insurance contracts and quite another to reach gen-
eral agreement as to the minimum liability that is requisite and
as to the appropriate basis for its computation. Any prescribed
basis must depend on perfectly definite assumptions concerning
future rates of mortality and future rates of interest. That fact
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alone indicates that the number of defensible bases for determin-
ing the reserve on a single group of homogeneous policies is
literally infinite. But if a single measure of mortality is employed
and a single rate of interest is agreed upon, the reserve bases
available thereunder will still be infinite in number. You may
use the full net level premium basis, you may strengthen that
basis in any way you please—should anyone choose to be so
ultraconservative—you may use under a prospective method a
gross premium valuation or any modification thereof; or retro-
spectively you may modify the net level premium basis downward
through a full preliminary term valuation assuming term insur-
ance for any prescribed number of early years; or you may use
what is commonly called the full preliminary term basis recog-
nizing one year only of term insurance; or you may use any of
the recognized modifications of the full preliminary term, or
even make any improvement on thesc modifications which occurs
to you. In short, no serious student of life insurance must ever
permit himself to forget that there exists no “one and only” cor-
rect basis for ascertaining the aggregate reserve on a given group
of policies.

But if a valuation is to be any good at all for supervisory
purposes, it must be strict enough to give reasonable assurance
of continued solvency for the fund in question. Presumably we
still have an infinity of appropriate solutions, but this infinity
belongs to a more restricted universe than that first mentioned.

TuE FurLr Net LEVEL PREMIUM METHOD

It was not until 1858 that the establishment of the “existing
value” of all the policies of any company doing business in the
commonwealth of Massachusetts was prescribed by statute. In
the following year the Commissioners of Insurance (and without
a doubt that means for practical purposes just one man, Elizur
Wright) enforced that establishment by prescribing the full net
level premium method, a specific table of mortality, and a fixed
rate of interest. Their choice was the Combined Experience
Table with Interest at 4 per cent. So wise was this choice concern-
ing mortality that the Combined Experience Table might quite
well have been retained for another half-century. It was just as
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appropriate as the so-called American Experience Table (a title
not claimed for it by its author) which a little later became its
competitor, then won universal recognition in the United States,
and has since maintained its rigid supremacy almost to this very
day. The 4 per cent rate of interest prescribed was also a wisely
conservative assumption in the American 1850’s and for more than
a whole generation thereafter.

Wright’s implementation of the Massachusetts statute seems
an excellent solution of the insurance problems confronting him
when those problems are fairly considered. Certain British com-
panies had been playing fast and loose with a prospective gross
premium valuation method and actually offsetting genuine
liabilities with purely fictitious prospective gains. Instead of
taking at zero the negative policy reserves which such a process
yields in the valuation of recent issues, they deducted these from
the positive reserves on older issues, thercby greatly understat-
ing the true total liability. It was high time to call a halt on
that. Furthermore, in a period when first commissions and
initial expenses were low—comparatively speaking, exccedingly
low—the Wright method was not seriously burdensome even
for young companies, if conservatively managed.

A More ReaLisTiIC RESERVE METHOD

But times have changed in nearly a century. It is now generally
conceded that in an institution which distributes its benefits as
widely as possible over a vast population, initial expenses must
be substantial and must include rather handsome first commis-
sions. The net level premium basis of valuation blinks this hard
fact, since it compels the initial premium to do the impossible:
to meet all first-year claims, to meet all first-year expenses, and
to produce a substantial first-year reserve. Any insurance legisla-
tion prescribing the unmitigated employment of such a standard
is making the establishment of new mutual companies, however
well-managed, quite impossible. In recognition of the failure of
the net level premium valuation method to meet the actual
conditions under which American life insurance is sold, various
states have devised as minimum valuation standards numerous
modifications of the net level premium method, no one of which
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has been universally recognized as satisfactory in all the other
states. The Guertin Committee, wishing to do a workmanlike
job, felt it necessary, thercfore, to secure reasonably uniform
legislation validating the appropriateness not only of the C.S.0.
Table but likewise of some minimum valuation standard ap-
plicable thereto. The result is the Commissioners Standard Valu-
ation method. For practical purposcs this may be described as a
modified preliminary term method very similar to the Illinois
Standard which had already gained recognition in a number of
important states.

SOMETHING ABOUT NONFORFEITURE VALUES

If the new legislation was to be adequate, it must tackle
another problem only indirectly related to the establishment of
a mortality table both modern and conservative and of a valua-
tion standard both sound and practicable. It must seek some sort
of consistency in determining the minimum nonforfeiture values
available to those throwing up their insurance contracts. This
type of legislation is one of the most curious in all the history
of insurance supervision. In its inception it was a unique Amer-
ican product. If a man buys a lot for the purpose of building a
house, gets an architect to draw his plans, hires a contractor to
put in the cellar walls, and then in discouragement gives up the
whole business, I am not aware that any legislation would inter-
vene to protect him against undue loss resulting from his in-
firmity of purposc. Now a life insurance policy may be viewed
as being on precisely the same footing as a projected house. The
ill-starred builder had contemplated not an investment but a
home. Likewise, the applicant for life insurance, properly speak-
ing, is not making an investment. He is buying a service and,
as more than one writer on insurance subjects has pointed out, it
is a service which he presumably will need all his life. Certainly,
a policyholder of 70 whose wife is living has a beneficiary still
very much in need of protection when the relative longevity of
men and women is properly considered.

Competition among the best insurance companies could be
trusted ultimately to compel the equitable treatment of retiring
policyholders. But Elizur Wright, the successful sponsor of the
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first prescribed nonforfeiture provisions, felt that self-regulation
within the business would be too slow. Besides, he had a sharp
eye on companies other than the best. In the resulting legislation
it was no doubt natural that the reserve values already estab-
lished for an entirely different purpose should be linked with
the surrender values to be defined by law.

Reserve values for a group of policies were established to
guarantee solvency, although, as previously indicated, there can
never be a single divinely appointed sum which alone can repre-
sent the “correct” reserve for any particular group. However, an
exact sum may readily be computed which does accurately repre-
sent the legal reserve according to an established standard. It
was perhaps incvitable that once such a recognized basis for the
computation of reserves in the aggregate had been established,
we should come to speak of the reserve per $1,000 as being so
much. Then a tiny, facile step might bring us to think each indi-
vidual policy in some miraculous fashion possessed an individual
reserve. Actually, the phrase “reserve per $1,000” must logically
be interpreted as a short-cut expression referring to that fraction
of the total reserve fund on a group of homogeneous policies
which each unit of $1,000 of insurance must on the average pro-
vide. To me it sccms as absurd to refer literally to the rescrve of
an individual policy as it would be to speak of the average age,
height, or weight of some designated person at a particular
moment of time. However, once the reserve per $1000 is used
as a measure, some relation thereto may be set up as a prescribed
surrender value. Indeed, it might have been difficult when non-
forfeiture laws were first passed to suggest any better mecasure.
Just as soon as the surrender value of a policy was measured by
law in terms of the reserve thereon, less a legitimate deduction
therefrom, it was again perhaps inevitable that this deduction
should be described as a surrender charge, though the terminol-
ogy has proved both unfortunate and extremely misleading.

Since the old, established companies ordinarily employed the
full net level premium valuation method and were forced by
circumstances to describe nonforfeiture values in relation to
reserve values, it was easy for the unscrupulous to insinuate, and
difficult for the policyholder at the moment hard-pressed finan-
cially to doubt, that each individual policy had its own indi-
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vidual reserve—very likely the net level premium reserve, absurd
as that obviously appears—that this reserve was the true measure
of the equity on a policy surrendered in the early years, and that
the surrender charge was, in consequence, some sort of penalty
imposed as a forfeiture on the poor fellow whose resolution to
be thrifty and altruistic had oozed away.

THE NEW STATUTORY MEASURE OF NONFORFEITURE VALUES

The standard nonforfeiture law as proposed by the Guertin
Committee and now so widely enacted attempts to get away from
the old diversity and from the unfortunate connotations of
earlier insurance laws on the subject by omitting in the descrip-
tion of the required minimum nonforfeiture values all reference
to any reserve basis whatever. The language falls back, instead,
on describing this minimum value in terms of the net value of
future insurance benefits under the contract, in accordance with
a prescribed standard of measurement, and the present value,
according to that same standard, of an annuity (for a term of
years or for life as the plan of the particular policy involved
may rcquire) of a stated annual amount. Indeed, a true Guertin
Committee statute does not even require that the basis of re-
serve valuation shall be specified in the policy itself, on the
sound thcory that the measure of liability to be employed is
important to the company and to insurance commissioners but
meaningless and perhaps confusing to the individual policy-
holder. This deliberate omission makes possible on contracts
issued after 1947 a change in the valuation basis from that orig-
inally contemplated, should rather violent future changes in
investment conditions, say, make that course seem desirable to a
particular company and to the commissioners of all the states in
which it operates.

As students of life insurance, you will readily observe that
this approach to nonforfeiture values is simply the establishment
of a modified gross premium valuation formula whereby the
value sought—not now a reserve value but a “take-away value”
to be bestowed on a departing policyholder—is the difference
between the present value of the future benefits, measured by a
perfectly definite formula, less the present value of the future
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premiums still payable under the contract, where such future
premiums have been shorn of part but not all of their loading.
Unfortunately, this concept, plain as it appears to the student of
life insurance, is not one familiar to the insuring public. In
consequence, friendly critics of the new law complain that in the
old days the prescribed surrender values may, indecd, have been
bad but were at least capable of definition, whereas currcnt sur-
render values may be good but are hardly possible to dcfine in
language comprehensible to policyholders. They add that actu-
aries in the old days may have had difficulty in convincing the
public that nonforfciture values were fair, but now are utterly
unable even to cxplain to non-actuarial associatcs in the home
office how they are arrived at. There is still hope that before
long insurance commissioners will think that simpler terms than
those now prescribed by some of them are quitc adequate for
describing the basis of nonforfeiture benefits and that these im-
proved statements incorporated in future policies will cease to
raise any questions at all in the minds of policyholders. Un-
doubtedly the total separation of nonforfeiture benefits from
policy reserves is a happy consummation, not only for the reasons
indicated but also for others at least cqually important.

ACHIEVEMENTS OF THE NEW LEGISLATION

This, then, is the achievement of those codperating to improve
the insurance legislation of the United States: A new standard
for fixing minimum reserves required by law has been set and is
uniformly accepted. A new nonforfeiture standard likewise ac-
ceptable in all jurisdictions has been established. These statutes
afford, respectively, to all permanent policy owners, adequate
protection; to transient purchasers, the guarantee of a suitable
settlement on departure. Possibly the most spectacular feat of
these new provisions is the sctting aside of the antiquated Amer-
ican Experience Table and its replacement by a new measure of
mortality far more appropriately representative of current and
presumably prospective experience. This feat alone, were it all
that had been accomplished, would in itself constitute a minor
triumph of legislation.

As a matter of fact, the Guertin legislation includes several
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other excellent approaches to uniformity. Improved regulations
and a ncw table of mortality for industrial insurance deserve
special mention. Group insurance is another beneficiary of the
Committee’s research. Proper provision for the handling of sub-
standard business has not been overlooked. A minimum basis
for the valuation of annuities according to a prescribed annui-
tant mortality table—an important subject not even glanced at
in the old laws of many states—is provided for in the model
statute. This is true likewise of those special features frequently
incorporated in life contracts which furnish additional benefits
in cases of total and permancnt disability or of death resulting
from accidental means. In short, a full decade devoted to research,
public hcarings, committee reports, and legislative inquiry has
given us insurance legislation adequate, equitable, and uniform
to a degree never realized in this country before 1948—a note-
worthy achievement indeed.

DESIDERATA BEYOND STATUTORY REQUIREMENTS

But onc nced hardly hint that rcasonable adequacy, equity,
and uniformity in statutes alone will not suffice. If insurance
companies operating thercunder arc to have proper freedom of
action in the “practical study and pursuit of perfection” (that is,
in affording policyholders the best possible protection at min-
imum cost), rcasonable uniformity of supervision (that is, the
application of the rules-of-the-game on the part of the individual
insurance commissioners) is likewise important. And when
resort to judicial interpretation becomes necessary, reasonable
uniformity in the decisions handed down by the courts of the
Iand must again be manifest.

In the administration of laws as complex and technical as
thosc relating to life insurance are bound to be, the utmost that
can be hoped for in the way of such uniformity will be approx-
imatc only. Some actuarics may feel that the degrec of uniformity
which they experienced in the consideration of the wording of
new contracts submitted to insurance departments in attempted
conformity with the spirit and letter of the new laws was at best
no more than rough, and that even to call it rough might in
certain jurisdictions be to pay it a compliment. The fact that
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what was believed clear and appropriate had to be supplemented
by a rubber stamp in one state, amended by partial deletion in
another, and completed through special endorsement elsewhere
was both exasperating and disquieting. It is not, however, at all
inexplicable. To meet the deadline of January 1, 1948, generally
set in legislation, companies and state departments alike were
swamped with details, many of them not made familiar by cus-
tom. To iron out all the differences of opinion and interpretation
in the rush of the closing months was bound to be difficult and
certainly proved in some instances impossible. If here and there
some grotesque excrescence in a meaningless endorsement on a
policy is the worst that has resulted, we may all rest content and
look forward to sane reconsideration when there is time for
ampler discussion.

THE SITUATION IN 1948

Chaos Is Come Again is the title of onc of the rather old but
always fascinating novels of Claude Houghton which happened
to lie on my desk the other day. In her dusting rounds, our
elderly housekeeper, an intelligent Vermonter not very familiar
with Shakespeare, noticed the title and thought it so queer as to
deserve comment. “That must be wrong,” she said. “It ought to
be has instead of is.”” (Such dogmatism may remind certain com-
pany officials of scraps of phraseology despotically decreed by
some state insurance department or other.) But even the man
who knows his Othello and remembers all the poignancy of that
tremendous sentence might, if cynically minded, have exclaimed,
“Chaos is come again,” when it seemed so uncertain how many
of the states would enact the proposed legislation, and how soon,
if ever, it could be made uniformly effective. He might have re-
peated the remark in the heat of the process of obtaining depart-
mental approval of new policy forms. He might even reiterate it
today on observing the varied phraseology which almost any
company is forced to employ in its new contracts if it operates ir
dozens of states, or on collating the wording of the contracts ol
one company with that of another, or, above all, on comparing
the premium rates and the nonforfeiture provisions in any fair
sized group of representative companies. Never, I suppose, ha
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the premium structure in such companies revealed wider di-
versity, and that despite the fact that for ordinary insurance the
C.5.0. Table of Mortality is uniformly employed.

This variety in interest assumptions, in loading formulas, in
reserve bases, and in nonforfeiture values is to my mind a favor-
able omen. It means the exploration of new possibilities and the
exploiting of new advantages in rendering an old, thoroughly
established, and well-nigh indispensable service. “How,” one is
frequently asked, “will all these changes affect the old policy-
holder from now on?” Here, at least, we may be sure of the
answer: “Not at all.” As the student is well aware, the new legis-
lation is not retroactive. The companies are just what they were
last December; their objectives are unchanged; the cost of insur-
ance, as in the past, will be determined by those old, inexorable
items of mortality, interest, and expense. If, however, the details
of conducting the business can be worked out nationwide with
less misrepresentation on the part of designing twisters, under
state statutes exhibiting fewer conflicts and fewer incongruities,
gains to policyholders of the future, no matter when they bought
their policies, will be genuine and may well prove substantial.

A SUGGESTED COMPARISON

You must not think me guilty of trying to magnify the im-
portance of life insurance in saying that in one respect the posi-
tion today of all Americans interested in that institution (and
who is not?) is a bit like that of our citizens shortly after the
adoption of the Constitution. If, on some blustery morning while
the first Congress of the Federal era was in process of assembling,
you could have questioned an elderly native of northern New
England concerning his own reactions to the whole complicated
new structure, he might have looked thoughtful a minute and
then replied quizzically, “Waal, I don’t sece as haow it’s accom-
plished much in modifyin’ the March weather.” He could hardly
have foreseen, as one zealous contemporary historian hopes he
foresees, that our Constitutional Convention, in dealing with the
chaos and problems confronting it, was putting on a ‘“great
rehearsal” which one day should guide mankind into the success-
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ful production of a drama grander yet—the federation of the
world.

At any rate, in the far more restricted world of American life
insurance, the recent legislation, brought about through the
study of vast problems and the codperation of countless workers,
should give both the buyer and the seller of an insurance policy
a less chaotic world to live in. If an insurance salesman were to
ask me, “What ought I to do about the Guertin legislation?” I
should tell him very sincerely, “Forget it.” If you, as students of
life insurance, ask me the similar question, “What ought we to
do about the Guertin legislation?” my only helpful answer must
be, “Give your nights and days to the study of the Guertin Com-
mittee Report dated June 21, 1939, and yet more nights and
days to its final report, including the supplement dated June 8,
1942. Next, consult the statutes enacted as the result of these
reports in important representative states. Then, review the
current policy forms issued in compliancc with those statutes by
a few of the excellent companies. Finally, if you are in a very
industrious mood, try your own hand at framing the perfect
modern life insurance policy.”

In conclusion, one ought perhaps to add in the manner of
certain novelists who, however, put their disclaimers at the be-
ginning: “If anything I have said this evening bears the slightest
resemblance to the ideas and suggestions presented in these
reports, these statutes, and these contracts, any similarity to such
actual ideas and suggestions is purcly coincidental and very
likely deplorable.”



CHAPTER I1II

INVESTMENT TRENDS AND PROBLEMS
By James J. O'Leary, Ph.D.*

Onc of the most significant developments in the American
:conomy since the turn of the century has been the rapid growth
of life insurance. The amount of such insurance in force in United
states companies rose from $8.6 billion in 1900 to approximately
$191 billion at the end of 1947, or an increase of twenty-two
times.! Along with this expansion of insurance in force there has
been an cven greater growth in the total assets of United States
life insurance companies, from $1.7 billion in 1900 to about
$51.7 billion at the end of 1947, or a thirtyfold increase.? Therc
is nothing strange about this remarkable record of growth; it is
1 natural fulfillment of the desire for security on the part of an
increasingly large and wealthy American population.

The record of growth in assets of all United States life insur-
wnce companics provides a rough measure of the increcased im-
portance of life companies in the American capital markets.
During the decade 1901-10, the average annual increase in the
total of life company assets amounted to $196 million. The
werage annual increase in the period 1920-29 amounted to over
»ne billion dollars, which was also about the rate of expansion
during the depressed 1930's. However, during the period 1940-47
inclusive, the average annual growth in total lifc insurance
1ssets rose to $2.8 billion. The annual rate of expansion was
§2.9 billion in 19438, $3.3 billion in 1944, $3.7 billion in 1945,
$3.4 billion in 1946, and $3.5 billion in 1947.

But cven these impressive figures do not provide an accurate
sicture of the total funds life insurance companies have had for
investment in recent years. They mercly show the increase in

* Dircctor of Investment Research, Life Insurance Association of America.

1 Life Insurance Fact Book (1948), p. 11.

2 Data on life insurance assets in this and the following paragraph are
aken from ibid., p. 46.
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assets of the companies growing out of the annual excess of
income over disbursements; they do not show the additional
funds life insurance companies have had available for investment
as a result of the “turnover” of their existing holdings. These
additional funds have accrued in part as the result of amortiza-
tion features in, and the maturing of, insurance investments. In
the main, however, they have been the product of heavy debt
refunding operations which accompanied the steady decline of
interest rates from the early 1930’s until quite recently.

The firming of intcrest rates during the past year has sharply
reduced the volume of debt refunding, but it has been estimated
that during 1948 lifc insurance companies as a whole will receive
something like one billion dollars from mortgagors in the amorti-
zation or rcpayment of mortgages, about $200 million from
corporations in the repayment of debt, and approximately $100
million from the Federal Government in the repayment of
maturing debt3 If we add these figures to the cxcess of life
insurance cash income over disbursements in 1948, expected to
be about $3.3 billion, it is clear that the life companies will have
something like $4.6 billion to invest this ycar.

Too much of the current thinking on the investment problems
of the life insurance business is based on a mere recital of the
facts regarding the growth of asscts or funds available for invest-
ment. Impressive as these facts may be, the absolute increase of
funds flowing into the capital markets via life insurance com-
panics means very little unless it is related to the supply of cus-
tomary outlets for these funds. This point will be developed
more fully later in the discussion.

This lecture is divided into two main parts: (1) a rclatively
brief discussion of life insurance investment trends since 1940,
and (2) a longer discussion of current and prospective investment
problems. My views on life insurance investment problems must
be regarded as preliminary in nature and in the process of
development. The only justification for offering them to you at
this time is that they may serve to provoke your own thought.
I would also like to make it clear that any ideas I put forward

3G. L. Harrison, Some Observations in Equity Financing, a speech deliv-

ered before the New York Chapter of the American Society of Chartered
Life Underwriters, April, 1948,
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are solely my own and do not necessarily represent the views of
the Life Insurance Association of America or its Investment
Research Committee. -

INVESTMENT TRENDS SINCE 1940

The War Period. Tracing the investment trends of life insurance
companies during 1940-45 is a simple matter; the companics put
nearly all of their funds into United States Government bonds,
as would be cxpected in wartime. The aggregate assets of all
companies increased by $15.6 billion from the beginning of
1940 to the close of 1945, and their holdings of United States
Government securitics rose by $15.2 billion during the same
period.# Thus, the acquisition of Federal securities virtually
equalled the increase in total assets of the companies. United
States Government securities, which constituted about 18 per
cent of the companies’ assets at the beginning of 1940, repre-
sented about 46 per cent at the close of 1945.

The record for other important assets during 1940-45 shows
that real estate mortgages increased from $5.7 billion to $6.6
billion; recal estate holdings declined from $2.1 billion to $857
million; holdings of the securities of business and industry rose
from about $8.5 billion to $11.1 billion; and policy loans and
notes fell from $3.2 billion to slightly less than $2 billion.

The enormous expansion of life insurance holdings of Federal
debt during the war has had two consequences of great impor-
tance. First, it has been a major factor in the decline of invest-
ment earnings of the companies, as we shall see presently, for
the 214 per cent return on long-term government bonds was a
lower return than the companies had hitherto been earning on
other assets. Secondly, through the tools of public debt manage-
ment and fiscal and monetary policy the Federal Government
is now able to exercise a much stronger direct and indirect
influence upon life insurance assets and the return on such assets.

The Postwar Period. The postwar capital requirements of our
expanding national economy have reopened investment oppor-
tunities in private enterprise for life insurance savings. In sharp

4 Data in this and the following paragraph are taken from the Life Insur-
ance Fact Book (1947), p. 49.
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contrast to the war period, when as we have seen ncarly all life
insurance funds were channeled into Federal securities, the years
1946 and 1947 witnessed an expanding flow of such funds into
the private sectors of our economy, primarily through corporate
securities and mortgage loans.

The figures on life insurance holdings of United States Gov-
ernment bonds are particularly interesting. Largely as the result
of Federal borrowing during the Victory Loan Drive in the early
part of 1946 before private capital needs appcared in heavy
volume, insurance holdings of Federal debt increased from $20.6
billion at the end of 1945 to $21.6 billion at the closc of 1946.
It is noteworthy, however, that in spite of this absolute increase
in life company holdings of Federal debt, the proportion of such
debt to total assets declined from 46 per cent at the end of 1945
to 44.9 per cent at the close of 1946. The shift from Federal bonds
was more cvident in 1947, with an absolute decline in such assets
of about $1.4 billion, so that lifc insurance holdings of Federal
debt amounted to 39.3 per cent of aggregate asscts at the close
of 1947 as compared with 46 per cent at the end of 1945. This
shift from Federal debt in 1947 was a perfectly natural develop-
ment in our competitive economy, reflecting a greatly increased
demand for capital funds in the private sectors of our economy.
By pcacetime standards, life insurance assets arc still heavily
concentrated in Federal debt, and continued reduction of such
holdings is to be expected if the private demand for funds
remains strong.

In response to the postwar capital requirements of corporate
enterprise, the life insurance companics expanded their invest-
ments in corporate securities by about 45 per cent during the
two-year period 1946-47.6 In dollar volumc these rose by over
$1.9 billion in 1946 and by about $3 billion in 1947. The major
part of this expansion is accounted for by an unprecedented rise
in holdings of securities of corporations other than railroads
and public utilities, although public utility investments by life
companies advanced substantially in 1947.

In the mortgage lending ficld also the years 1916 and 1947 were

5 Data in this paragraph are taken from Life Insurance Record for 1947,
a report to the membership of the Life Insurance Association of America
by Bruce E. Shepherd, p. 5.

8 Ibid., p. 6.
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characterized by a high level of activity. The 1946 increase of
$519 million in life company mortgage loans was the first annual
increase of any size since 1942, and it was topped by a 1947
increase of about $1.4 billion.” Although direct investment in
real estate is a relatively unimportant assct item from the stand-
point of size, a great deal of current intcrest attaches to it because
of a developing trend among life companics to acquire real estate
for investment purposes. Primarily as a result of substantial
investments made during 1947 in housing projects and in certain
types of commercial real estate acquired for rental purposes, the
total rcal estate holdings of life companies increased in 1947 for
the first time in a decade. The estimated net increase of $90
million in 1947 contrasts with a decrcase of $122 million in 1946,
and it brought the aggregate amount of real estate owned to
about $825 million at the end of 1947.

There is no nced to discuss other investment tendencies of
minor importance during 1916-47. Let us now turn to some of
the investment problems facing the life insurance business which
arc being discussed currently.

INVESTMENT PROBLEMS

The Equity Capital Problem. A rclatively new investment prob-
lem facing the life insurance business is whether it is essential,
for the smooth {unctioning of our private enterprise economy,
that a larger proportion of policyholders’ savings be directed
into an equity-type investment, and a smaller proportion into
fixed-interest-bearing  debt. Many executives in the business.
acutely aware of their responsibility that life insurance invest-
ment operations be carried on in a manner consistent with the
maximum salcty of policyholders’ reserves, have been concerned
with the argument frequently made that a greatly expanded
volume of life insurance savings must be invested in an equity
form if our national economy is to continue to grow and remair
healthy. This argument, which I would like to summarize for
your considcration, runs as follows.

It is held that in recent years therc has been a persistent tend
ency for a smaller proportion of personal savings to be investec

T1bid., p. 7.



38 LIFE INSURANCE TRENDS AT MID-CENTURY

directly in corporate securities and for a larger proportion to
flow into institutions such as mutual savings banks, life insurance
companies, savings and loan associations, savings departments
of commercial banks, and postal savings departments.® The
significance of the incrcased flow of savings into the various
institutions, it is argued, lies in the fact that savings through
these channels arc only available in large mcasure for investment
in debt instruments. Added to this, it is noted that in the past
several years there has also been a strong tendency for personal
savings to take the very liquid form of cash, demand deposits,
time deposits, and Federal securities, amounting to about $172
billion in these forms at the end of 1947. The conclusion reached
is that the increased flow of savings through the various institu-
tions which confine their investments largely to debt, plus the
tendency for persons to save in a liquid form, goes a long way
toward explaining an alleged dearth of equity funds in the
capital markets today.

It is argued further that there are two serious disadvantages
involved in a continuously heavy rcliance on debt in the financial
structure of American enterprise. In the first place, our financial
practices are such that a substantial amount of equity funds is
needed in the capital structure of business to provide a cushion
for debt. Therefore, it is pointed out, we face the possible danger
that sooner or later an excessively heavy reliance on debt finance
will eventually choke off investment and precipitate depression.
With business concerns heavily burdened with debt, it will be-
come more difficult for them to borrow money, and savings
institutions will find their supply of satisfactory debt instruments
dwindling. In this situation, there is a danger that institutional
savings will flow only sluggishly into investment, thus exercising
a depressing effect on the entire national economy.

Moreover, it is pointed out, there is a sccond disadvantage to
excessive reliance on debt finance in that it introduces a strong
element of rigidity into the capital structure of business and
makes business concerns vulnerable to cyclical downturns in
economic activity. Past experience indicates, it is argued, that

8 See, for example, Survey of Current Business, March, 1948, p. 15; M. W.

Reder, The Theory of Investment and the Stagnation Thesis (mimeo),
pp. 14 and 20.
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heavy dcbt in the capital structure of business sets the stage for
a prolonged downward spiral of prices once a deflationary move-
ment gets started. On the other hand, the greater the reliance
on equity funds, it is contended, the greater the flexibility of our
business system to adjust itself to business fluctuations and the
better the chance for economic stability.

Until we have better factual support, it is difficult to appraise
the thesis put forward above. The best evidence now available
indicates that excessive reliance on debt in the nation’s financial
structure is not an immediate danger, but could be harmful only
eventually. Private debt reduction during the war, lower interest
rates, and inflation have created a situation in which it seems
likely that our cconomy can stand a substantial increase of debt.
Furthermore, we cannot be sure that the apparent scarcity of
equity capital in the financial district is not simply a reflection
of increased reliance by corporations on funds internally gen-
erated through the retention of earnings and the growth of
depreciation accounting. A study by Homer Jones in the spring
of 1947 indicated that, based on the relation of debt to equity
capital in the late 1920’s there was then room for a $30 billion
increase of urban mortgage debt, a $65 billion increase of corpo-
rate debt, and an $11 billion rise of state and local government
debt.® Writing in the Survey of Current Business for March,
1948, Irwin Friend also concluded that,

It is obvious that there is a danger in too great a dependence upon
borrowed capital, but analysis of the present financial structure indi-
cates that the current burden of fixed interest charges is less than in
previous periods of high business activity. Thus for corporations as a
whole it is estimated that the ratio of interest payments to profits before
interest and taxes amounts to 8 per cent at present, compared with 12
per cent in 1941 and 25 per cent in 1929. The total amount of interest-
bearing corporate debt outstanding today is somewhat lower than in
1929, and interest rates are much lower, though profits, prices, and
national income are much higher.?

To a very grcat extent the cause for the scarcity of equity funds
lies in our existing Federal tax system. It is now widely agreed

9 Homer Jones, “Investment Prospects,” The Journal of Finance, April,
1947, p. 19.

10 Survey of Current Business, March, 1948, pp. 15-16. For a similar state-
ment, see the Federal Reserve Bulletin, March, 1948, p. 270.
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that high surtax rates in the upper income brackets, double
taxation of corporate income, a comparatively high capital gains
tax, and other provisions of our tax system have contributed
heavily toward drying up the source of equity funds and Kkilling
off the incentive for individuals to make cquity investments.

Therclore, the first and most important step which should be
taken to releasc the flow of equity funds is a revision of our tax
system designed to encourage cquity finance. This mcans such
measures as a substantial reduction in the surtax rates at the
higher income levels, a plan for permitting individuals to report
their incomes on an average basis over a period of years, elimina-
tion of the double taxation of corporate income, a lower capital
gains tax, and other similar reforms aimed at increasing the sup-
ply of equity funds and encouraging risk-taking by business
entrepreneurs.

Regardless of tax reform, which will undoubtedly be limited
by the hcavy revenue requirements of the Federal Government,
there still remains the possible question of whether a gradually
increased proportion of institutional savings should be made
available in equity form if our private enterprise system is to
remain healthy and vigorous.!! This problem has received increas-
ing recognition in the life insurance business, and the Life Insur-
ance Association of America, through its Investment Rescarch
Committee, is sponsoring research on the past flow of savings into
investment in an effort to procure information to guide future
investment policy.

The Problem of Declining Interest Rates. Other investment
problems of the life insurance business are closcly related to the
one already discussed. The most obvious of thesc is that of de-
clining rates of return on life insurance investments. The ratio
of net investment earnings to mcan ledger asscts for forty-ninc
companies holding about 90 per cent of total insurance company
asscts dropped steadily from 5.03 per cent in 1930 to 2.87 per cent
in 1947.12 As a result, and despite a gradual reduction in the
guaranteed interest rate assumcd in lifc insurance contracts, it
has become increasingly difficult for companies to carn the

11 See, for example, Survey of Current Business, March, 1948, p. 23.
12 Life Insurance Record for 1947, p. 10.
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amount of money needed to maintain policy reserves. The record
shows that only 63.1 per cent of nct investment earnings of the
life insurance business was nceded to maintain policy reserves in
1930, with a margin of excess earnings equal to 36.9 per cent.!3
In 1946, however, 96.6 per cent of net earnings was nccded to
maintain policy reserves, leaving an carnings cushion of only
3.4 per cent. And this occurred, as we have noted, in spite of a
general reduction by the companies in their guaranteed interest
rates.

A great dcal has been written about the causes underlying the
decline in interest rates. One of the most important has undoubt-
edly been the heavy pressure of institutional savings on the
existing supply of interest-bearing obligations. Perhaps of even
greater significance has been Federal monetary and fiscal policy
designed to provide an ‘“easy-money” situation. Some relief is
provided by the recent rise in rates, which has been occasioned
by the heavy postwar demand for capital funds.

Declining intcrest carnings have had one other scrious con-
scquence, in addition to the reduction of guaranteed intercst
rates. They have led to a significant increase in the net cost of
life insurance, estimated to be somewhere between 10 to 30 per
cent higher in 1946 than it was in 1930, depending upon the
type and plan of policy and the age at issue.

Some Problems Involved in Stock Investments. Faced with declin-
ing yields on bonded debt, many life insurance investment officers
have been attracted to the preferred stocks of established corpora-
tions. Because of the better yicld on high-grade preferreds, many
companies would probably increase their holdings substantially
were it not for the valuation problem. This arises from the fact
that life companies in their annual statements to insurance
commissioners must carry their preferred stocks at year-end
market values. Thus, during a period of declining prices for
preferred stocks, companies must take a full write-down on their
preferreds, which in turn reduces surplus. Heavy investment in
preferreds becomes an impossibility under valuation regulations

18 Qur National Debt and Life Insurance, Committee on Public Debt Policy,

p. 10.
14 Ibid., p. 7.
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which could lead to the wiping out of surplus in a declining
market. The solution to this problem seems to be a valuation
method which will smooth out the fluctuations in preferred
stock prices over time, and will thus remove the threat to sur-
plus.15 If this were done, life companies could go forward with
providing more equity funds through the purchase of preferred
stock.

A much more difficult problem is whether life insurance com-
panies should expand their purchases of common stocks. There
has been a great deal of discussion on this subject revealing a
wide variety of opinion both in and outside the life insurance
business.1® Several studies have been made which indicate that
the average return over a period of years on a group of common
stocks selected without hindsight has excceded the return on
high-grade bonds.’” The main problem in the case of common
stocks is again the fact that they must be carried at market value
in company statements, and with their strong propensity to
fluctuate in value there is the constant danger of heavy write-
downs in the value of stocks with consequent reduction in sur-
plus and the threat of technical insolvency. It has frequently been
suggested that individual companies can meet this problem by
establishing special reserves to take care of market fluctuations
in common stock prices, but here also, in the interest of encourag-
ing equity finance, a new method of valuation which would

15 See, for example. A Proposed Method for the Valuation of Preferred
Stocks Held by Life *nsurance Companies, prepared under the direction of
the Life Insurance It estment Rescarch Committee.

18 For support of stock purchases by life companies, see TNEC Monograph
28-A, pp- 33 and 52; S. H. Nerlove, “Should Life Insurance Companics Be
Permitted to Buy Common Stocks?”, The Journal of Business of the Uni-
versity of Chicago, April, 1932, p. 173; B. H. Smith, “Common Stocks_ for
Life Insurance Companies,” address at the meeting of the American Life
Convention, Oct., 1946, pp. 3-4; Homer Jones, “The Optimum Rate of Invest-
ment,” a paper delivered at the meeting of the American Economic Associa-
tion, December 29, 1947, p. 22 (mimeographed copy); R. F. Maine, “Common
Stocks as Life Insurance Investments,” Journal of the American Association
of University Teachers of Insurance, March, 1947, p. 50. For opposition to
stock purchases, see TNEC Monograph 28-A, pp. 8 f.; T. L. Parkinson, Address
delivered at a meeting of the New York Metropolitan Department, September
30, 1941; G. L. Harrison, Some Observations on Equity Financing; “Life
Presidents’ Views on Equities Talk by Harrison,” Eastern Underwriter, April
30, 1948, p. 1.

17See the following: Common Stock Indexes, Cowles Commission Mono-
graph No. 3; Dwight C. Rose, “A Policyholder’s Interest in Equity Invest-
ments,” TNEC Monograph 37-A, pp. 36 ff.; B. H. Smith, “Common Stocks
for Life Insurance Companies,” pp. 9 ff. and 19-20.
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smooth out market fluctuations would be helpful.!® As a matter
of fact, the whole philosophy of valuation of life insurance assets
nceds to be reconsidered to take account of the fact that the
life companies never have had to liquidate their holdings in any
volume because almost invariably their current income has been
sufficient to mect current obligations. Moreover, with the life
insurance business holding a large percentage of corporate secur-
ities, mass liquidation of life insurance holdings of these securities
would be an impossibility in any event. An added factor in the
picture is that the life insurance business now holds some $18
billion of highly liquid government securities.

One last problem, but by no means the least, needs to be men-
tioned in connection with life company purchases of common
stock, namely, the problem of control over corporate affairs in-
herent in common stocks. There is little doubt that heavy com-
mon stock purchases by life companies would eventually place
them in a position of control over much business activity and
might raise the spectre of anti-trust action. You can understand
that this is a matter of real concern both to the life insurance
companies and to the state regulatory authorities. The solution
here might lie in state laws restricting life insurance companies
to a small proportion of any one issue.

Some Problems Involved in Direct Investment in Rental Hous-
ing. Life insurance company investments in rental housing proj-
ects already completed and now occupied provide housing for
100,000 persons and represent an investment of $138 million.1®
An additional $262 million of insurance investments in rental
housing is now under way or planned. There is no denying the
great social importance of life insurance investments in rental
housing, for they not only aid in meeting the housing shortage,
but also contribute to the flow of equity funds in our economy.
However, serious problems now militate against such invest-

18 Robert F. Maine suggests the use of special reserves to meet the problem
of market fluctuations in common stock prices. See “Common Stocks as Life
Insurance Investments,” Journal of the American Association of University
Teachers of Insurance, March, 1947, p. 53. See also, S. H. Nerlove “Should
Life Insurance Companies Be Permitted to Buy Common Stocks?”, pp. 172-173;
B. H. Smith, “Common Stocks for Life Insurance Companies,” pp. 20 ff.

Smith suggests a 5-year average for the valuation of common stocks.
1 Life Insurance News Data, January 28, 1948.
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ments. The basic difficulty arises from the fact that life com-
panies are being squeezed between rising building costs, on the
one hand, and comparatively fixed rental fees on the other.
Rents on new housing arc not, ol course, fixed by law, but are
governed by the gencral public’s attitude on what constitutes a
fair rental charge. Frederick H. Ecker, Chairman of the Board
of the Metropolitan Life Insurancc Company, recently stated
that,

. . . The tremendously increased costs and inability to make firm
contracts illustrate the difficulties and, it must be emphasized, represent
for the present almost insurmountable hurdles to private enterprise,
particularly the investment of fiduciary funds in direct ownership of
real estate. The practical result is that until this condition is corrected,
the investment of fiduciary funds in housing must be largely restricted
to loans secured by insured mortgages or by substantial equity capital.?

Another matter which causes grave concern among life officers
planning investments in rental housing is the fear of a sudden
collapse of the housing market as a result of overbuilding or a
general deflationary development in the national economy. In
an effort to meet this problem life companies are giving carcful
attention to the building of a quality of housing which will in-
sure a lasting demand and to provisions for accelerated amortiza-
tion of the investment. Finally, not the least of the problems
involved is that of insurance company control over housing and
the public relations difficulties which may arise under that con-
trol.

The Purchase of Income-producing Real Estate and Lease-back.
In recent years an increasingly popular investment outlet of
life insurance companies has been the purchase of income-pro-
ducing real estate and its lease-back to the original owners. The
property purchased has consisted of warehouscs and loft build-
ings, department storcs, industrial plants, hotels, and similar
properties. Many of the leases have been for long periods of
time and have been on terms that cast doubt on whether thesc
deals can be considered genuine equity investments.

The main problem faced by the life companies, of course, is

20 Housing, an address at the opening gencral session of the Annual Con-
ference of Mayors, New York City, Feb. 16, 1948, p. 14. See, also, an article by
Jean Wilson, The Journal of Commerce, March 29, 1948, p. 1.
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to take every precaution that the properties purchased give
promise of yiclding the expected income over the period of the
lease. To a considerable extent this has been a matter of restrict-
ing such purchase and lease-back arrangements to the highest
credit risks and to business firms promising the best chances for
continued prosperous cxistence. Another consideration of prime
importance, however, has been careful sclection of the type of
property purchased. The objective here has been to avoid the
purchase of property limited to a single use, as for example a
cotton textile plant. Commercial property having a variety of
uscs has been sought in order to minimize risks.

Other Problems. There are a number of other problems facing
life insurance investment officers which are worthy of discussion
if time permitted. For one, there is the trend in recent years
toward direct placement of loans by life companies. The best
information available indicates that at the end of 1946 the life
insurance companies held about 2,000 directly purchased issues
amounting to approximately $5 billion. This type of purchase
directly from the issuers may be distinguished from securities
purchased through the regular channels of public distribution.
In view of the fact that securities purchased directly from the
issuers are not rated or quoted in the market, perhaps the main
problem for the insurance business and supervisory authorities
arising from the practice is to find a satisfactory method for
valuing direct placements in company statements. This question
will soon be studied by an all-industry committee on valuation
of assets in the insurance business. Some other questions which
are being considered by insurance company officers, supervisory
authorities, and investment students are: (1) How, if at all,
should these loans be restricted in the interest of diversifying
risk to the lenders? (2) Do such loans provide insurance com-
panies with greater control over the affairs of borrowers than
exists in the case of sccuritics purchased through the regular
channels of public distribution? and (3) Does the practice of
direct loans place smaller insurance company lenders at a dis-
advantage with larger companies?

Finally, one of the most difficult problems facing life insurance
investment officers today is to keep themselves fully informed on



46 LIFE INSURANCE TRENDS AT MID-CENTURY

Federal policy as it affects their operations. As pointed out
carlier, in our modern economy with the enormous Federal debt,
the United States Treasury and the Federal Reserve Board have
great power to influence the yield not only on government bonds
but on all securities. Therefore, the investment officers of life
companies are faced with the task of understanding the invest-
ment implications of current public debt management, fiscal and
monctary policy, and if possible anticipating the future direction
of such policy. This is no mecan job in view of the complex rami-
fications of such policy.



CHAPTER 1V

PRINCIPLES AND PROBLEMS
OF SELECTION
AND UNDERWRITING

By Pcarce Shepherd, F.S.A.*

FUNDAMENTAL PRINCIPLES OF UNDERWRITING

Underwriting in its broadest sense includes the determination
of premiums, the fixing of contract terms, the sales and service
operation for the applicant (field underwriting), and the classifi-
cation of the risk (home office underwriting).

We are primarily concerned with home office underwriting,
that is, the processing of applications in the home office to de-
termine whether or not they should be accepted, and if ac-
cepted, on what terms. This process is made necessary by the
principle underlying life insurance that every insured should
contribute his fair share toward the risk involved. Stated another
way, this principle is that only applicants who are exposed to
comparable degrees of risk should be placed in the same premium
class. The fact that mortality varies with age makes it necessary
to have premiums that vary with age for a given plan of insur-
ance; the process of selection and classification of risks is neces-
sary to reflect the fact that individuals of the same age can be
classified into groups that will give widely different mortality
results. The objective in both cases is equity.

In any group of individuals of the same age, some are on
their death beds, some are ailing, some are exposed to greater
risks of death because of occupational or other activity, the great
majority are ‘“normal” (that is, have had some minor illnesses
or have minor physical defects but none that appreciably affect
longevity), and some few are free of even the slightest impair-
ment—are superstandard. It is knowledge of the way the various

* Vice President and Associate Actuary, The Prudential Insurance Company
of America.
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factors influence mortality that enables the underwriter to clas-
sify applicants into groups that will give relative mortality rates
very close to those that are anticipated. Those subject to a higher
than normal mortality are said to be “substandard” or “im-
paired”—their prospect of longevity is impaired.

If you will picture a frequency distribution, you will have an
idea of this classification problem. The rangc of possible mor-
tality classification—theoretically from zcro to infinity—is shown
along the base line. The relative number to be found at each
classification is shown on the vertical axis. The hump in the
frequency curve would center somewhere around a figure repre-
senting 100 per cent mortality. It would have a rather short arm
on the left-hand side, extending down to perhaps a figure repre-
senting 80 per cent mortality, and it would have a long arm
extending out to the right, reaching out far cnough to include
those who are on their death beds. That frequency curve picturcs
in general how individuals of the samc age are distributed with
respect to mortality hazards and why it is possible to classify
them into groups giving widely different mortality results.

Insurable interest is basic to any discussion of selection and
classification of risks. I am going to refer to it in some detail
later but for the present we need only to understand that for an
insurance contract to be sound, the one who is to benefit {rom
the proceeds must be in such a rclationship to the insured that
he suffers a pecuniary loss by the death of the insured, which
loss is only in part compensated for by the proceeds of the in-
surance. Any other basis involves an element ol gambling.

Given such a sound rclationship between the insured and the
beneficiary and between the amount of insurance and the finances
of the insured, the purpose of selection can be stated in several
ways:

1. The standard premiums charged are based on assumptions
as to mortality, interest, and expenses. The mortality assumed is
based on an experience of insured lives which were sclected.
(This has been true ever since the carliest days of life insurance.)
Selection at least as effective must be exercised in the future if
mortality is to be kept within the mortality provided for in the
premiums. (The fact that mortality has been improving for sev-
eral years should not be allowed to obscure the importance of
this general principle. In the late 1920’s insured mortality was
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not improving—selection was not yielding as favorable mortality
as premiums based on prior experience had assumed. Such a con-
dition may possibly occur again.)

As a corollary it may be stated that sclection is not concerned
with hazards that are universal because such hazards are reflected
in the general mortality level assumed. In a community where
everyone has had malaria, little note would be taken of it but
the general level of the mortality would be higher than for a
healthy community. In a community where malaria is compara-
tively rare, a history of it in a given individual would set him
apart from the normal group.

2. The fact that mortality is improving is not a sound rcason
to accept at standard rates groups that will dcfinitely give a
mortality substantially above the normal cven if the addition of
these groups would increase the average mortality only slightly.
If, for example, mortality has improved so that current ex-
perience shows 4 deaths per thousand where 5 deaths per thou-
sand werce anticipated in the premiums, it is not sound to include
a relatively small group of lives expected to show a mortality
of 10 per thousand even if the addition of that group would
raise the mortality only to 4.2 per thousand. It would obviously
be unfair to increase the cost of insurance for the normal lives
by giving some substandard lives standard insurance. Considera-
tions of equity compel an insurer to continue to select applicants
with care even if general mortality is improving.

3. A company which would accept small known substandard
groups at standard rates would be handicapped in comparison
with competitors who securc a better mortality because they do
not follow this practice. Considerations of competition make
selection a continuing necessity in spite of improving mortality.

4. The various groups at a particular age that can be identificd
with respect to mortality—ranging from those who are super-
select to those who are on their death beds—may show relative
frequencies as indicated in the frequency distribution above
described.

As a practical matter the standard class must include a large
percentage of the total—otherwise the percentage of substandard
policies issued and applications rejected would be very large and
dissatisfaction would result. The large normal group should,
therefore, be insured at standard rates. (This presupposes that
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the better than normal group is small and not too much better
than normal. If the mortality is too much better, other considera-
tions might compel an insurer to charge lower rates. In a tropical
country, for example, Europeans and Americans residing in
native communities would be subject to a much lower mortality
than the “normal” native group and should accordingly be
charged lower premiums.)

5. Insurance which is freely offered will attract some indi-
viduals who will conceal information that would lead an insurer
to reject them or classify them as substandard. Experience indi-
cates that others who may be honest but for reasons best known
to themselves seek relatively large amounts of insurance, are
likely to give a higher than average mortality. Selection is neces-
sary to combat “anti-selection”—selection on the part of the
applicant who knows or suspects more about his chances of dying
than a reasonably prudent insurer could be expected to discover.

The true purpose of selection is a composite of all these pur-
poses. Briefly stated, it is to determine a premium rate for the
risk which is satisfactory both to the insurer and the insured.

UNDERWRITING PROCEDURES AND THE FACTORS
INFLUENCING MORTALITY

There has always been some process of securing data for use in
selecting and classifying risks. This process has evolved over the
years from the practice at one time of having the proposed in-
sured personally appear before the Board of Directors of the
insurance organization to the present practice of requiring ap-
plications, examinations, and inspection reports. The informa-
tion sought through these procedures is along lines that will aid
in evaluating the various factors which are known to affect
mortality.

Eleven of these different factors may be listed briefly at this
time. They are:

1. Build, or height and weight and its distribution.

2. Family history, or the background of inherited character-
istics.

3. Physical condition, or characteristics such as pulse rate,
heart sounds and blood pressure, condition of lungs and other
organs.
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4. Personal history of illnesses and ailments.

5. Occupational accident and health hazards, and the hazards
associated with poor environment which is usually dependent on
occupation.

6. Habits with respect to alcohol and drugs.

7. Moral standards.

8. Residence or travel in unhealthy or hazardous areas.

9. Aviation hazards. (These may be connected with occupa-
tion, travel, or avocation.)

10. Avocations.
11. Racc, nationality groups, immigrants.

Sometimes a twelfth factor, plan of insurance, is listed on the
assumption that a desire for low cost protection (term insurance)
is unfavorable and a desire for high cost endowment insurance
is favorable. It is true that the plan of insurance applied for is
one of the things that is considered in evaluating the risk. It is
something that, associated with other information, may have an
influence on the final decision, but it is not a factor affecting
mortality in the same sense that the other eleven are.

We have a considerable store of information about how these
factors influence mortality. Some of this comes from general
knowledge and observation. Some of it comes from experience in
clinical medicine. Some of it comes from statistics accumulated
by industrial groups or by government organizations. The most
valid source of information is mortality studies of insured lives
made by individual companies or by groups of companies com-
bining to pool their experience. There have been a number of
such studies and they have been the principal guide to the
proper classification of risks. Unfortunately, it has not been
possible in recent ycars to make mortality studies, but the com-
panies may be expected to bring their underwriting information
up to date as soon as it is possible to get the help to do it.

ProvisioN FOR EXTRA MORTALITY

It is quite obvious that the effect on mortality of some of the
factors listed are (1) independent of age (e.g., passenger aviation
hazards), (2) temporary and largely independent of age (e.g., the
hazards immediately following some acute illnesses), (3) almost
entirely independent of age (e.g., some occupational accident
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hazards), or (4) presumably a function of age (e.g., most physical
impairments). At a particular age an extra hazard can be ex-
pressed either as n extra deaths per thousand or as m per cent
of standard mortality. For all ages or a group of ages one method
may be more expressive than the other; each oversimplifies the
problem. In practice, the anticipated extra mortality may be
indicated in either way with possibly two or three age groups
needed for particular impairments, whichever method is used.

If only one of the factors listed in the previous section is sig-
nificant in a particular case, it makes little difference how the
anticipated extra mortality is expressed, but if two or more
factors are significant it is necessary to decide how the combina-
tion should be stated. There may be two or more items making
up the physical condition or personal history factors; in addition,
any one of the other factors may be involved. Further, they may
all be interrelated, as, for example, in the case of the overweight
bartender with high blood pressure who occasionally drinks to
excess and who lives in an unsanitary tropical city; or they may
be unrelated, as, for example, in the case of the locomotive engi-
neer who a year ago had one kidney removed because of an
injury. Any method of classifying risks must solve the problem
of assessing as a whole risks that involve two or more factors.
This may be left largely to judgment but a systematic method
is clearly desirable.

The “numerical rating method” is a systematic plan of rating
each of the factors which influence mortality, by a “debit” for
those which are unfavorable, and by a “credit” for those which
are favorable. It was originally described as follows:

The underlying principle in the numerical method of medical selec-
tion rests on the assumption that the average risk accepted by a company
has a value of 100 per cent, and that each one of the factors which
make up a risk shall be expressed numerically in terms of 100 per cent,
and that, by the summation of them, or by some modification of their
summation, the value of any risk shall be determined and expressed
with relation to that standard. . . . Wherever there is clear evidence
that two factors are interdependent so that their addition is not sufficient
or is distinctly too large, allowance is made for that interdependence.

1 Rogers and Hunter: “The Numerical Method of Determining the Value
of Risks for Life Insurance,” Transactions, The Actuarial Society of America,
XX, pp. 274-75.
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The numerical rating method is the one that is most commonly
used and, except for some obvious instances where it does not
apply, has advantages over any other methods. It recalls to mind
the frequency distribution of risks which was previously men-
tioned since it is designed to place an individual in his proper
position on that frequency distribution with respect to each of
the factors affecting mortality.

There was considerable criticism of the numerical rating
method when it was first announced but these criticisms disre-
garded two important points in the original plan. They over-
looked the fact that the summation of the risk wasn’t necessarily
a sum of the individual debits and credits, and that factors which
were interdependent called for special consideration.

After the anticipated extra mortality has been expressed—
numecrically or otherwise—it is necessary to translate that ex-
pression into an extra premium or some other means of provid-
ing for the extra mortality. There are several ways in which this
may be done.

The most common way is to charge an cxtra premium in addi-
tion to the standard rate. Such extra premium may be “flat”—
that is, the same at all ages; or it may vary with age. It may be
tcmporary or continuous. The nonforfeiture values may be
different from those in standard policies. A method more popu-
lar in earlier days than it is now consists in giving a substandard
applicant age x a policy at standard rates for age x plus r. An-
other method, also commonly used in the early days and still
occasionally applied, is to give the applicant a policy issucd at
the regular rate of premium but with a “lien” which reduces the
dcath benefit payable. The lien usually reduces over a period of
years. Hence, the method is best adapted to extra mortality that
presumably disappears after a few years.

A very satisfactory method for a large company treats each sub-
standard class as a special group with respect to premiums, non-
forfeiture values and dividends, and thus reflects the actual ex-
perience of the group.

In exceptional cases such as one involving an aviation hazard
that is difficult to assess to the satisfaction of both insurer and
proposed insured, a policy may be issued at regular rates of
premium to cover the normal hazards, and coverage for the extra
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aviation hazard may be excluded. This method is almost entirely
limited in application to aviation hazards. It is a device that
should not be used too frequently because wherever possible it
is desirable to give full coverage at a proper premium.

The underwriting process results in approval of 85 per cent
of the applications at standard rates, approval of 10 per cent on
some substandard basis, and rejection of 5 per cent. These figures
represent the results of a group of ordinary companies as de-
termined by the Institute of Life Insurance and they are fairly
typical of results for any ordinary company doing a reasonable
substandard business.

SUMMARY OF GENERAL PRINCIPLES

We have covered, up to this point, most of the general prin-
ciples of life insurance underwriting. These principles may be
summarized as follows:

1. The term “underwriting” covers a broad field but our dis-
cussion is for the most part concerned with the home office proc-
ess of selection and classification of risks.

2. The aim of all such processes is fundamentally to attain
equity as among applicants.

3. Insurable interest is basic to sound insurance and has been
assumed to be cleared before the process of selection and classi-
fication is considered.

4. Evaluation of the risk is determined by considering the
various factors which affect mortality in the light of all the in-
formation available with respect to each factor.

5. The final process evaluates the risk as a whole and fixes the
terms of the contract to be offered to the insured.

OTHER UNDERWRITING PROBLEMS

A number of features of underwriting which have not thus far
been discussed should at least be mentioned briefly so that they
will not be passed over completely.

The underwriting of disability benefits issued in connection
with life insurance presents some special problems. The most
common disability benefit provides for waiver of premium. Some
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companies still issue an income disability benefit and are con-
fronted with the difficult task of underwriting applicants who
are interested in securing that coverage. The underwriting of
accidental death benefits has problems of its own.

Non-medical underwriting is simply a problem in economics.
At the younger ages and for the smaller amounts of insurance,
it is possible to underwrite without a medical examiner’s find-
ings because the saving in expenses more than offsets the addi-
tional claims that are incurred.

Establishment of limits for the maximum amount that will be
issued on any one life or establishment of limits for various
underwriting procedures present other types of problems.

Then there are peculiar underwriting problems presented in
handling reinstatements and changes. Most of them concern the
establishment of standards which will be considered reasonable
and adequate.

Up to this point the discussion has been limited to the under-
writing of ordinary policies. Underwriting of industrial insurance
presents some special problems, mostly because of the small
policies involved and the consequent need of less costly under-
writing procedures. The matter of agency organization is a
consideration in industrial underwriting and it may lead to differ-
ent problems in smaller companies than are encountered by the
larger industrial insurers.

Group insurance is a field of its own. In talking of group in-
surance today we are talking of more than group life insurance.
Group insurance, as the term is now used, includes all kinds of
sickness and accident, hospitalization and surgical coverages, and
even medical reimbursement. The group companies in fact are
now underwriting welfare plans.?

Most group life insurance is on a one year term basis. The
principal characteristics which seem necessary in order that such
a coverage can avoid the difficulties that make assessment insur-
ance unsound are:

2The principles of group underwriting were covered fully in an address
“The Social Responsibility of the Group Insurance Industry” by Edmund B.
Whittaker, Vice President in Charge of the Group Insurance Department of
The Prudential Insurance Company of America, given at the Fifth New

York State Managers and General Agents Conference of The Life Und
writers, Saratoga Springs, February 27, 1948.
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(1) The group must be a single cohesive whole, membership in
which is based on some strong motive other than that of obtaining
insurance, and such that the provision of insurance on a group basis
is a natural outgrowth of the relationship of the members of the
group to each other.

(2) There should be a steady strcam of new cntrants to the group,
to offset the increasing age of those remaining and thus keep the
average cost of the insurance within reasonable limits.

(3) There must be a single administrative organization to act on behall
of the insured group without the insurer having to deal separately with
a number of smaller units, thereby avoiding loss of the economies and
underwriting safcguards of regular group lile insurance.

(4) There must be some mechanism for securing and maintaining the
enrollment in the insurance plan of at least 75 per cent of thosc eligible,
thereby avoiding undue adverse selection.

(5) Therc must be a reasonably simple method by which the policy-
holder can collect from the insured members of the group their contri-
butions to the cost.

(6) If at all possible, there should be some party other than the
insured member to pay a portion of the premium, thus reducing the
cost to the insured member and making the insurance more attractive
to him, thereby assuring continued participation in the plan. This is
particularly true because the premium for group lifc term insurance
increases with advancing age, and in order to sccure and maintain a
high percentage of cnrollment, the cost to the younger members of
the group should be no more than the cost of similar insurance on
an individual basis.®

RECENT DEVELOPMENTS

With this gencral background in mind, let us now go on to a
(iscussion of some recent developments and current problems in
underwriting, taking cach of the principal factors affecting mor-
tality heretolore mentioned. At the outset, however, one point
should be made dcar. There has been a marked reduction in
mortality gencerally in recent years. This is especially truc at the
younger ages. Such an improvement in mortality does not make
the selection process unnccessary. It is particularly needed to
maintain cquity among applicants, that being one of the several
conceptions of the purpose of sclection previously stated.

The cvaluation of a risk is generally started with the factor of

3 Interim Report of Group Insurance Committee, Canadian Association of
Actuaries, October 9, 1947.
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build. Most of the present build ratings are based on inter-com-
pany experience published over thirty years ago. A test of this
experience was made in connection with the 1929 Impairment
Study. That test indicated that average weights and, more im-
portant, the effect of under- and overweights on mortality shown
in the earlier study were substantially the same in the later
experience. In other words, the same degree of overweight re-
sulted in the same degree of excess mortality that had been
found in the earlier study. Therefore, ratings based on this earlier
study still seem to be adequate and equitable. There has been an
improvement in the standard mortality, of course, but it means
that, relatively, overweights are still just as bad as they ever were.

There have been some changes in the importance attached to
family history in underwriting. One view of a tuberculous fam-
ily history is that it indicates a hereditary tendency to this disease
and, therefore, is a factor of great importance in underwriting,
cspecially at the younger ages and if the applicant is under-
average in weight. More recently the views of underwriters have
been that tuberculosis is purely an infectious disease, that there
is no recal hereditary tendency, and that the factor of weight is
not as important as the earlier studies indicated.

There is, therefore, a difference of opinion reflected in the
different practices with respect to tuberculous family history
today. The life insurance experience scems to support the idea
that tuberculous family history is important and underweight
is important. The followers of the pure infection approach will
need more time to prove that they are correct.

A family history of cardiovascular renal disease may be of some
importance in underwriting. Striking cases are encountered where
such diseascs are very important in causing relatively early deaths
in a family. On the other hand, insurance experience has failed
to prove statistically that such histories are of much importance.
Neither has there been any evidence that a family history of
cancer is significant.

Just as there has been some change in tuberculous family
history underwriting, so also have there been some changes in
the underwriting of applicants with a personal history of tuber-
culosis. There is some evidence that this is a more serious im-
pairment than the insurance statistics of the past have indicated,
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and that greater caution and heavier ratings are necessary. This
evidence comes mostly from clinical studies. These studies indi-
cate that overweight is not the safety factor that the insurance
experience shows it to be. They indicate that tuberculosis is not
entirely a disease of the younger ages, that the death rate in-
creases with age. There is a suspicion that the group classified as
tuberculous in earlier experience included some who were not,
and diluted the experience of those who were. We believe the
tuberculous group we are getting today is different from that
which we studied a few years ago.

About a year ago an item appeared in the newspapers concern-
ing the Veterans Administration release of a booklet to its
tuberculosis patients, giving them encouragement that the disease
could be conquered. The dispatch included some statistics. It
said that tuberculosis was causing, on the average, 200 deaths per
month in the Veterans Administration hospitals. Later it indi-
cated that the number of such patients in the hospitals as of a
certain date was 13,369. This latter figure may not truly repre-
sent the population from which the 200 deaths per month arise
because many of those who die may be brought into the hospital
in advanced stages, but the figures do tend to support the idea
that there is a very heavy death rate among those afflicted with
tuberculosis.

Although it is customary to speak of curing pulmonary tuber-
culosis, clinical experience indicates that recurrences are quite
common even after a period of years and that there is always a
hazard where there has been a personal history of active pul-
monary tuberculosis.

A number of insurers have in recent years announced that they
are willing to insure diabetics who are well controlled and who
show no complicating factors. This step was taken on the basis
of clinical experience which showed that a great many diabetics
can control their condition and can live reasonably normal lives.
It leaves in the uninsurable class a great many diabetics who
are not well supervised and who do not take care of themselves.
It also leaves in the uninsurable class those diabetics who have
evidence of the complications that are known to follow in the
wake of this impairment.

Some change has occurred in underwriting practice with re-
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spect to gastric and duodenal ulcers. There is more of a tendency
to regard a history of ulcers as representing a chronic condition
—possibly a little more serious than a bad case of “‘chronic indi-
gestion,” but, nevertheless, of the same general permanent char-
acter. In the past there was a tendency to regard such ulcer
histories seriously, if recent, but rather lightly after there had
been an apparent cure for a short time.

The subject of hypertension or high blood pressure is an
important one in underwriting. An extensive inter-company ex-
perience published a few years ago threw considerable light on
the effect of hypertension on mortality. This and previous studies
have led to some tightening up in ratings where hypertension is
a factor. One of our difficulties with this impairment is that
clinical medicine is learning more about it and some of our
applicants for insurance may have learned to control their hyper-
tension within limits. We cannot be sure, therefore, that the
applicant who presents himself today with a blood pressure of
140 over 90 is the same kind of applicant with respect to mor-
tality that we insured ten or fifteen years ago.

The use of X-rays and electrocardiograms in life insurance
underwriting is a development almost entirely of the last ten or
fifteen years. It is a field where there is still a great deal to be
learned. We do not know yet how to evaluate some of the
features that turn up in electrocardiography. We do know that
this instrument enables us to pick out some badly damaged
hearts and that certainly where larger amounts of insurance are
concerned it is a necessary and valuable test for underwriting.

One point about electrocardiograms should be emphasized
particularly. There is a rather general view that a normal electro-
cardiogram means the heart is normal. That is not true. A heart
which has been damaged by rheumatic fever and which has a
definite organic murmur as a result of valve damage may show
a normal electrocardiogram. Even hearts which have been dam-
aged by coronary artery disease may in time show electrocardio-
grams without any significant evidence thereof. Valuable as elec-
trocardiograms are, they are not quite as valuable as the layman
is inclined to think. They are not the complete answer to under-
writing heart cases.

There have been significant developments in occupational
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underwriting. As a result of the progress made by industry gen-
erally in improving accident and health hazards, some occupa-
tions may now be accepted at standard rates that formerly called
for substandard ratings. But industry has developed new products
and these new products have presented new occupational under-
writing problems. The plastics industry is perhaps an outstand-
ing example. We do not know yet how important some of these
new occupations are in affecting mortality but we have a great
deal of confidence in the ability of industry to minimize them.

Development of atomic cnergy has presented special difficulty.
The secrets of processes at atomic encrgy plants have been kept
from us but through the cooperation of the authorities the in-
surance companies were able to have two of their experts taken
into some of the secrets to the extent that we have developed a
system of evaluating the hazards by means of a code applying to
an occupation, which code is transmitted to us through the
Personnel Division of the Atomic Energy Commission. We thus
know how to rate an applicant who is engaged in one of these
occupations but we do not know the exact reason that the rating
is necessary.

There has been a tendency on the part of some insurers since
the war to accept army and navy personnel, cven those in sub-
marine service, at standard rates. Some insurers, on the other
hand, feel that there is still a definite hazard with respect to
submarine service and that those so engaged should not be
thrown into the larger navy group, which in general docs give a
standard mortality in peacctime.

Another tendency has been to offer insurance to persons in
military or naval aviation at rates which to some of us do not
appear adequate. Experience will soon tell what extra premiums
are necessary for these extra hazards.

In the Texas City disaster which occurred a little over two
years ago, the employees of the plants which suffered the heaviest
casualties were considered engaged in nonhazardous occupations.
Nevertheless, they were victims of the disaster which occurred
outside of their plant. This case is cited to indicate that there
may be occupational hazards outside of thosc pertaining to the
individual’s particular duties.

The underwriting of applicants who use alcohol to excess has
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always been difficult. In recent years we have had the develop-
ment of Alcoholics Anonymous. It appears to be an improve-
ment over previous ways of trying to help excessive users of
alcohol. In underwriting we are inclined to give some favorable
consideration to membership in Alcoholics Anonymous but we
are not inclined to consider it assurance of a permanent cure.
You have probably heard the story of the drunk who encountered
a police officer and inquired the way to the headquarters of
Alcoholics Anonymous. He was given the proper directions and
told: “That is the place you should be going. You should be-
come a member.” The drunk replied: “Hic—I'm going down to
resign.”

Moral hazards also present some difficult underwriting prob-
lems. A number of years ago we had bootleggers; then we had
racketeers of one kind or another. Their field of operation
changes from time to time. Currently, one of their favorite fields
is slot machine and pin-ball machine operations. This business
is under fire in New York just now. The newspaper accounts
indicate that 25 per cent of the people in the pin-ball machine
business have criminal records.

There have been some changes with respect to residence or
travel in unhealthy or hazardous areas as a factor affecting mor-
tality. Control of tropical diseases has improved. The mere fact
that an individual can be brought home by air very rapidly
somewhat minimizes the hazard. Air conditioning may help to
keep tropical residents happier as well as healthier. The experi-
ence in tropical areas during the war where conditions were at
all under control lends some support to the idea that the hazards
of tropical residence are not as great as they were a number of
years ago.

There have, of course, been developments with respect to
aviation underwriting because this is a rapidly moving industry.
Pilots of domestic scheduled airlines are generally insured at
extra premiums of $2.50 or $3.00 a thousand today, whereas a
few years ago these extra premiums were $25.00, if coverage was
offered at all. This reduction in rate naturally reflects the great
improvement in safety that has taken place in scheduled airline
transportation. Extra premiums have been established for a
number of the other aviation occupations which are low com-



62 LIFE INSURANCE TRENDS AT MID-CENTURY

pared to those of a few short years ago. These are based on less
certain experience and it remains to be seen whether the phases
of aviation to which they pertain are as safe as the premiums
indicate.

Aviation is, of course, also an avocation and there it presents
aviation’s most difficult underwriting problem because the pro-
posed insured himself knows so much more about what he in-
tends and expects to do than the underwriter can find out. A
great deal of the hazard is within his control. That is why in
these cases an aviation exclusion clause is sometimes the best
way of granting insurance at a satisfactory premium.

There are hazards connected with avocations other than avia-
tion but in general they are not important in underwriting. The
fact that there are such hazards was forcefully brought home to
my company not long ago when we paid $200,000 on a claim on
a young man who lost his life in a skiing accident.

Nationality groups sometimes present special underwriting
problems. A new arrival from a foreign country is something of
an uncertain quantity simply because it is so easy for him to
conceal part of his past. In recent years those who have come to
this country as a result of unrest and war in their homeland have
presented even more difficult problems because we not only have
not known much about their past, but we have realized that they
would have some difficult economic and personal problems in
getting adjusted to their new surroundings. Caution has been
exercised in these cases by requiring them to be in this country
for a certain length of time and to be quite well established
cconomically as well as socially.

Racial background is also sometimes a factor in underwriting.
A number of United States and Canadian companies operate in
the Hawaiian Islands. As you know, the population of the Islands
is made up of a number of racial groups. Those of Japanese
extraction are numerically the greatest but there are other
Oriental and mixed groups. The population mortality in the
Oriental countries, and the early experience on similar lives in-
sured in the United States and the Hawaiian Islands, indicated
that an extra mortality should be anticipated. Underwriting
rules of twenty years ago, therefore, gencrally classified the
majority of persons of Oriental or mixed blood as substandard
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risks. The highest grade were considered standard. Over a period
of years the group acceptable at standard rates has been enlarged
as there has been some accumulating evidence of an improve-
ment in population mortality and an improvement in insured
mortality. These improvements seemed extensive enough so that
something over two years ago underwriting rules for the Islands
and Continental United States and Canada were rather generally
changed to consider practically all Oriental lives on the same
basis as Caucasian lives. This applies to those who have been
born in the Islands or who have been there for a number of
years. There still seems to be evidence that those who were
brought up in the Orient may be subject to some extra mortality,
probably because the native diet habits which they continue are
not entirely adequate.

In this country we have a further problem with respect to the
underwriting of colored risks. Population statistics show that the
colored race is subject to a much higher mortality, particularly
at the younger ages, than the Caucasian race. The problem is
whether it is possible to pick out from this big population group
any part which may be subject to a mortality comparable to
that of Caucasian lives.

If you will picture in your mind two frequency curves, each
similar to that previously described, one centering around 100
per cent mortality and the other with its peak around 140 per
cent mortality, you will have a picture of this problem. The
distribution centering around 100 per cent mortality represents
the way Caucasian lives are distributed with respect to mortality.
The distribution centering around 140 per cent represents the
way the colored lives are distributed with respect to mortality.

It appears reasonable to assume, therefore, that there may be
some small part of the colored race that is subject to a mortality
no greater than a part of the Caucasian race that falls within
standard limits. The great majority, however, are in a group
that gives a substandard mortality.

INSURABLE INTEREST AND FINANCES

Insurable interest is basic to a consideration of the risk, but
underwriting with respect to finances of the applicant is impor-
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tant and should be mentioned particularly because it constitutes
a field in which there is often a difference of opinion between
the home office underwriter and the agent. In fact, it is frequently
quite difficult for the home office underwriter to convince an
agent that a man who is willing to purchase a large policy and
pay the premium may not be safely insurable.

Insurable interest may be defined as the right to collect in-
surance benefits on the death of a person to compensate for other
and greater benefits that would have been received if the person
had lived. Unless the beneficiary stands to losc rather than gain
by the death of the insured, an insurance contract is without
adequate insurable interest, and insurance without insurable
interest is a “mere wager” in law and is prohibited.

In property insurance, such as firc and marine, the contract
provides indemnification for loss or damage which may be easily
and definitely measured in terms of money, and the claim cannot
exceed the value of the property lost. The amount of the loss is
not so easily measurable in lifc insurance and the amount payable
on the death of the insured is always the full amount provided
by the policy—unless the contract is voided as a “mere wager.”
It is up to the underwriter to evaluate the probable loss to the
beneficiary because he cannot plead excessive insurance or lack
of insurable intcrest as reasons for not paying the claim in full.
He must look beyond the purely legal aspects of insurable inter-
est; what may be legal may not be insurable. Legally a man has
an unlimited insurable interest in his own life but an under-
writer would consider as speculative $100,000 of insurance on an
applicant earning only $3,000 a year. The relation which insur-
ance should bear to finances is, therefore, an extension of insur-
able interest because there should be a proper relation between
the amount of insurance and the probable loss. The problem can
be summed up in the statement that “life insurance is essentially
a contract of indemnity based on insurable interest at date of
issue and . . . therefore the aggregate insurance granted should
be limited to some function of the financial loss which would be
caused by untimely death.”+

In financial underwriting we are most frequently concerned

4J. M. Laird, “Over-Insurance,” in Transactions, The Actuarial Society
of America, XXXI, pp. 82-83.
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with valuing earned income. Dr. Huebner has done a great deal
to determine the value of insurance that is reasonable with re-
spect to earned income. Our problem currently in this field is
the matter of what income we should use as a base. Do we use
gross income or do we use income after taxes? Neither base is
entirely satisfactory when we are dealing with large amounts.
Arbitrary rules are out of place. The situation calls for a fine
exercise of judgment on the part of the underwriter to determine
what is reasonable under all the circumstances presented in an
individual case.

The valuation of an applicant’s income from a business pre-
sents further problems. Again the underwriter must depend on
his judgment as to what is reasonable.

Corporations frequently insure a key man. The commonly
accepted rule is that a key man should be insurable for five times
his annual salary. On the other hand, we encounter many cases
where we are quite willing to go much higher than the five-times
rule would permit. Frequently the key man is given bonuses or
rights to buy stock at advantageous prices or is otherwise com-
pensated in such a way that his present salary does not measure
his value to the company or his value for insurance purposes.

The practice of making deferred compensation agreements
with valued employees is a recent development that has some
underwriting aspects. It is very difficult sometimes to determine
whether or not speculation is involved when a large amount of
insurance is required on this basis.

Insurance is sometimes applied for to protect a creditor. Such
a use may be quite reasonable if the repayment of the loan de-
pends on the special ability of the insured. On the other hand,
underwriters are not inclined to consider a man eligible for
insurance just because he is in debt. One sales idea currently
advanced is based on the fact that banks will lend money at low
interest rates and the interest may be a deductible item in com-
puting personal income tax. Such a plan involves the insured
applying for a very large amount of insurance and borrowing a
sum equal to all or substantially all of the premiums to pay for
it. The insurance less the indebtedness gives him the net protec-
tion he desires. Underwriters in general do not look with favor
on the large amount of insurance called for under such a plan.
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Insurance which is based on investment income is difficult
to evaluate. If the insurance is sold, as is frequently the situation,
to take care of estate taxes, there are sometimes difficult questions
in determining how much is reasonable. The answer may depend
on a very thorough analysis of all the circumstances relating to
an estate and its owner. A plan of sclling insurance was recently
advocated on the basis that a man should invest part of his
capital in insurance to produce more estate dollars. Most under-
writers would doubtless look with skepticism on any such pro-
posal.

We frequently have to underwrite insurance where there is no
direct income. Children for the most part fall in this category.
They do not present an underwriting problem, however, because
usually the amounts are very modest and it is a well-accepted
idea that a child’s insurance program should be begun early.

Married women frequently have no income but may apply for
insurance. Amounts must usually be modest before an under-
writer will look upon them with favor. Furthermore, he wants
to be sure that the breadwinner of the family is insured first.
In fact, the primary consideration in underwriting married
women and children is that the father be insured to a rcasonably
adequate extent, then possibly the mother for a small amount,
and then the children.

Financial undecrwriting has for about twenty years been recog-
nized as very important but it was not gencrally so considered
during most of the 1920’s. Mortality on persons insurcd then for
large amounts was very high, cspecially during depression years,
and led to excessive losses. In most recent years financial under-
writing has been on a sound basis and the experience on policies
issued for large amounts has been comparable to that for all
amounts. This, of course, reflects more than just an improvement
in financial underwriting. Electrocardiograms, X-rays and morc
exacting medical requirements have had a part in improving this
mortality.

CONCLUSION

An item in one of the insurance papers not long ago interested
me. It recorded a debate held at the Chartered Insurance Insti-
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tute in London. The topic of the debate concerned the proposi-
tion “That underwriters are born and not made.” The vote after
the debate was 37 in favor of the motion “that underwriters are
born and not made.” The vote against the motion was 43. The
article then concluded:

If there were a debate in the United States as to whether under-
writers are born or are manufactured, the majority vote would be that
able risk passers become such through long experience and study which
generate judgment and that few have what might be called a flair for
the work. Of course, there are some on this side of the watcr who are
marvels in snap judgment, just as one sees many sitting at desks at
Lloyd’s, London, ready to accept a risk apparently without more than
a few moments of hesitation, but the average American home office
underwriter is a man who does it the hard way—background, remem-
brance of situations, knowledge of the world of industry, intensive
study of the risk, fire department and engineering considerations and
knowing a lot about the agency or the brokerage office which places
the business.5

Of course, the writer of that article had in mind underwriting
of types of risks other than just life insurance itself, but the point
is that underwriting—the selection and classification of risks
which takes place at the home office—is both a science and an art.
It is based on scientific principles, and it requires considerable
experience, skill, and judgment. It is one of the most interesting
aspects of life insurance operations. It is vital to the welfare and
standing of the company. It must be sound and progressive to
keep up the morale of the company’s field force, and it is con-
stantly bringing the underwriter into contact with the public
that the insurance companies serve. Home office underwriting
plays an important part in proper relations between the public,
the company’s field force and the administration of the company.

5 Eastern Underwriter, February 13, 1948, p. 21.



CHAPTER V

REINSURANCE OF LIFE RISKS
By Walter O. Menge, F.S.A.*

To introduce the subject of life reinsurance, let us consider the
situation of a newly-organized life insurance company which
has just completed the sale of its stock—let’s say 10,000 shares,
with par value $10 per share. This was sold, we will assume, at
a price of $20 per share, thus creating a fund of $200,000. Of
this $200,000, one-half (or $100,000) is represented by capital
stock, and this amount must be maintained intact if the company
is to avoid insolvency. The other half (or $100,000), which is
referred to as surplus, may be used to defray extra expcnses
required to build up the company in its early years and to pay
death losses if the company should experience an unusually
heavy mortality which is not covered by the mortality margins
in the premiums which it receives. During the first few years of
its existence the company will not have a large income from
other sources, so that the $100,000 of initial surplus represents
practically all of the funds available to pay any cxcess losses.
An agent of this newly organized company has just sent in an
application for a $100,000 life insurance policy. It is apparent
that, if the company were to issue a policy for the entire amount
of this application and the insured should die during the first
year, the company would be required to pay $100,000 to the
beneficiary and the entire surplus of the company would be
wiped out. Common sense dictates that this procedure is unsound.
Carrying all of one’s eggs in one basket is just as foolish today
as it was when Cervantes wrote Don Quixote. It would seem
prudent for this company to limit its issue in this and similar
cases to a nominal amount, say $2,500. If the company refused
to issue a $100,000 policy in this instance, however, its decision
would have an adverse effect on the agent, who would soon dis-

* Vice President, Lincoln National Life Insurance Company.
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cover that the business which was refused by his company had
been issued by another company through another agent. To pro-
tect his interest, the agent would be tempted to broker this
excess business to other companies, even though that procedure
might involve a somewhat lower commission, such as is custom-
ary with respect to business of this type. Furthermore, the ab-
sence of credit toward special prizes and bonuses on such business
might soon tempt him to join some other company which would
be in a position to give him complete service in this type of
situation.

Reinsurance facilities offer a solution to this dilemma. Through
the medium of a reinsurance arrangement it becomes possible
for the company to issue the entire $100,000 on its own policy
form through its agent and at the same time retain only a small
amount at its own risk. Reinsurance affords a convenient and
inexpensive method through which a company may render an
adequate and efficient service to its agency forces, without sub-
jecting itself to the danger of excessive mortality losses which
might arise out of a maldistribution of its policies with respect
to amount.

With this introduction let us progress to-a more detailed
analysis of reinsurance as it is practised today in the life insur-
ance business. The term “reinsurance” relates to an arrangement
under which one insurance company, known as the “reinsurer”
or “reinsurance company,” undertakes to reimburse another in-
surance company, known as the “ceding” or “original” company,
for all or a specified portion of the loss which may be incurred
under a particular life insurance policy or policies. As may be
seen from the illustration previously cited, reinsurance is ceded
from the original company to the reinsurer whenever the former
desires to issue a life insurance policy covering a risk that it is
unwilling to carry itself.

RETENTION LiMITs

Sound management principles would indicate that it is prudent
for a life insurance company to avoid wide variations in surplus
earnings from year to year. Such variations in earnings might
arise out of the occurrence of a few death claims on policies of
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disproportionately large amounts. Consequently, it is common
practice for a life insurance company to establish a schedule of
maximum amounts, called retention limits, which it will retain
at its own risk on individual lives that fall into various categories.
By the adoption of a suitably chosen schedule of retention limits,
the company attempts to keep fluctuations in the cost of death
claims from year to year within rcasonable bounds and thereby
avoids wide fluctuations in mortality costs which would influence
surplus earnings adversely.

In times of relatively low interest earnings, such as companies
are now experiencing, consistent mortality savings are of major
importance to a life insurance company. Conscquently, it is to
a company’s best interest to fix its retention schedule at as high
a level as it deems safe and prudent, in order to retain for its own
account a substantial share of its business.

It is not the purpose of this paper to cnter into a technical
discussion of the method of determining a proper schedule of
retention limits. On a purely theoretical basis this constitutes an
interesting problem in the theory of probability. The factors
which must be taken into consideration include, among others,
the statistical distribution of the number of policies issued at
cach amount level, the distribution of attained ages, and the
amounts of surplus funds available for the purpose of meeting
adverse mortality. The problem of retention limits is complicated
—unusually so—and in the author’s opinion has not been solved
on a theoretical basis to the complcte satisfaction of most actu-
aries.

From a practical point of view, however, we can draw some
general conclusions. If only a few policies arc being issued in
excess of a certain size, it is apparent that little is to be gained
by retaining the excess amounts. On the other hand, much is to
be gained by avoiding the violent mortality fluctuations which
may arise out of deaths among these large policies. The retention
limit should also bear a reasonable relation to the total expected
mortality of the company. If a company’s total expected mortality
for the year is only $50,000, for example, it would not seem wise
to rctain $10,000 on any one life, inasmuch as one maximum
claim would affect the mortality ratio by as much as 20 per cent
and erase a considerable part of the potential mortality margin.
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The amount of surplus which a company has available to meet
adverse mortality is also an important factor in the determina-
tion of its retention schedule. A company with a large amount of
free surplus is obviously in position to establish a higher schedule
than another company with a comparable distribution of busincss
but with a thinner surplus margin.

The position of the small company, particularly one recently
organized, with respect to retention limits is somewhat different
from that of the older well-established companies. The total
expected mortality of such a company in its formative years is
relatively small, and a single claim for an amount four or five
times its average size policy would make a considerable difference
in its mortality savings. On the other hand, such a company
usually has a large surplus in proportion to its liabilities. In such
instances it is not unusual for the company to fix a relatively
high rctention schedule in proportion to the amount of its busi-
ness in force, in order to retain at its own risk as large a propor-
tion of its business as possible. The decision should depend, in
part at lcast, upon the prospects of the company for future
growth, but this is usually uncertain to some cxtent, and in the
final analysis the aggressiveness and courage of the management
carries a great deal of weight. (I have heard it said that the
retention limit should be the maximum amount of a death claim
which the physique of the president of the company can stand
when he discovers such a claim in the mail on a rainy Monday
morning.)

The number of large policies issued at the extreme limits of
insurable ages, that is, on juvenile and elderly applicants, is
relatively small. Furthermore, at these extremities of age the
mortality rate is higher and it can be demonstrated that the
probability of a wide mortality fluctuation is larger at thesc ages.
For these reasons it is common practicc among companics to
have lower retention limits at the extreme lower and upper ages
of issue. This is also true with respect to substandard risks, where
the retention limits generally decrease with the degree of impair-
ment of the risk.

Occasionally a company will establish a lower limit of retention
for a special class of applicants, such as, for example, those pre-
senting aviation hazards. This is usually the result of either an
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adverse experience with this particular class of applicants or a
feeling on the part of the management that current competitive
rates may prove inadequate. Another example of this type is a
group, such as those with diabetes, where available information
as to the proper mortality class is particularly meager. As a third
example, a company will retain less than its established limit of
retention, or perhaps nothing at all on a particular case, because
of a feeling that the underwriting information is not complete.

Retention limits vary considerably among companies, depend-
ing upon the temper of management. This is true even among
companies of approximately the same size and financial status.
Some companies with relatively high limits for standard business
do not retain substandard business, presumably because they feel
that the volume of such business will not support the expense
of training and maintaining the highly specialized medical and
underwriting staffs which are so important in a proper selection
of this business. Smaller companies refrain from substandard
business because they feel that their small volume of such busi-
ness is insufficient to give them a stable mortality experience. As
might be expected, companies doing a reinsurance business are
specialists in the substandard field.

From the foregoing, it becomes apparent that the business
received by a reinsurance company will generally fall into two
classes: (a) excess cases, that is, reinsurance on lives where the
amount applied for is in excess of the ceding company’s estab-
lished limit for the class of risk involved, and (b) special cascs,
where for one reason or another the ceding company retains
nothing or only a part of its usual retention.

Unless the reinsurer is receiving a large volume of reinsurance
from a number of companies with relatively small limits of reten-
tion, the first class of excess business consists primarily of cases
where the total amount applied for and in force on the life in
all companies is relatively large. The mortality experienced on
this class during the last depression was materially higher than
average, although more recent experience on these cases has been
somewhat contradictory. It remains to be seen whether the addi-
tional X-ray and electrocardiographic requirements usually im-
posed by the companies on these “jumbo” cases will prove
effective in keeping the mortality on this class of business down



REINSURANCE OF LIFE RISKS 73

during periods of economic recession. Excess business is, however,
usually of high average size, an important factor in keeping the
unit expenses of the reinsurer at a minimum, and this low expense
rate offsets, to some extent at least, the increased mortality cost
of this type of business.

The second class of reinsured cases is usually free of the
“jumbo” risk problem inherent in the first class. Nevertheless, as
might be expected from the fact that the ceding company retains
little or nothing on each case, standard business in this class is
likely to be of borderline quality. Also, a large portion of this
class consists of substandard risks, upon which the mortality
fluctuations may be relatively large. The average size of the case
is smaller than that of the first class, and the unit expenses of the
reinsurer are higher for this reason and also because the business
is more difficult to underwrite.

REINSURANCE PROCEDURE

Reinsurance contracts are of two general types providing,
respectively, for facultative submission of individual cases to the
reinsurer for approval or for automatic reinsurance. Under a
facultative arrangement the ceding company offers to the rein-
surance company such cases as it desires to reinsure. The reinsurer
docs the underwriting and is free to accept or reject each case as
it sees fit. Under this procedure the ceding company sends copies
of its application, medical examination, and other pertinent
papers to the reinsurance company and then awaits the latter’s
decision before issuing its policy. Many companies prefer to
place their reinsurance in this manner, inasmuch as it gives them
an opportunity to obtain the reinsurer’s underwriting opinion
before the policy is released. Frequently the reinsurance company
may receive several applications for reinsurance on the same life
from different companies, and for this reason it may have more
complete underwriting information than any single ceding com-
pany. Inasmuch as reinsurance decisions are usually transmitted
by telegraph, there is only a short delay involved in handling
reinsurance on this basis.

From the viewpoint of the reinsurer, the receipt of reinsurance
on a facultative basis gives it an opportunity to apply its usual
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underwriting rules. Furthermore, in cases involving large amounts
of coverage from several clients, the reinsurer has the opportunity
to limit the facultative business which it approves to the maxi-
mum which it can handle. In this connection, it should be borne
in mind that a company doing a reinsurance business finds it
necessary to retrocede business in excess of its own retention to
other companies.

Under an automatic arrangement the ceding company agrees
to reinsure with the reinsurance company all cascs accepted by it
for amounts in excess of its usual retention limit and the reinsur-
ance company is bound to accept all such excess up to a prede-
termined maximum. Under this arrangement the ceding company
is enabled to issue its policy without delay and without securing
the prior approval of the reinsurance company. Notification of
automatic reinsurance is sent to the reinsurer by mail within a
specified period after the ceding company issues its policy. By
agrecing to accept all business ceded to it automatically, the
reinsurer is relying on the underwriting judgment of the ceding
company and is bound to accept the case even though it may
not agree with the underwriting action. It is protected by the
requirement that the ceding company retain at its own risk its full
retention limit for the class of business, standard or substandard,
that is involved. In actual practice, when any question of insur-
ability exists, the ceding company usually does not use its auto-
matic facilities, but instead securcs independent underwriting
opinion by submitting the case to the reinsurer on a facultative
basis.

When the original company’s limit of rctention is relatively
small, automatic contracts usually provide for amounts of stand-
ard reinsurance up to four times the limit of retention of the
ceding company. Inasmuch as the rcinsurance company may
receive automatic cessions on the same life from scveral ceding
companies, the reinsurance company protects itsclf by making
a contract, known as a retrocession contract, for placing any
excess reinsurance automatically in another company or com-
panies. Because the amount of automatic rcinsurance on a life
received by the reinsurer may get out of bounds, the reinsurance
contract generally restricts automatic cessions to those cases where
the amount in force and contemplated in all companies does not



REINSURANCE OF LIFE RISKS 75

total more than a specified amount, commonly $500,000 at the
usual insurance ages.

Automatic reinsurance facilities make it possible for the orig-
inal company to issue policies promptly and thus give efficient
service to its field force on applications of large amounts. Because
the original company is bound to cede reinsurance automatically,
it is usual for an automatic arrangement to provide reinsurance
coverage even though death of the policyholder should occur
before the reinsurer has been notified that reinsurance has been
ceded. This fact is particularly important in cases where the
company issues to the applicant for insurance a so-called “bind-
ing receipt,” under which the insurance becomes effective im-
mediately upon completion of all the required application forms
and the payment of the premium, provided the applicant is
found to be insurable under the company’s rules and limits.

REINSURANGE PLANS

There are two general plans for life reinsurance which are
currently in common use, namely, “risk-premium” reinsurance,
usually called “yearly renewable term,” and “coinsurance.”

Under the risk-premium method of reinsurance the ceding
company purchases from the rcinsurer during each policy year
an amount of reinsurance coverage equal to the “net amount at
risk” applicable to the portion of the original policy which is re-
insured. The “net amount at risk” is the technical name for the
excess of the amount of death benefit provided by the policy
over the terminal reserve thereon for the current policy year.
Since the terminal reserve on most plans of insurance increases
from year to year with the duration of the policy, the net amount
at risk under the original policy decrcases from year to year. In-
asmuch as the amount of reinsurance coverage is a predeter-
mined proportion of the net amount at risk under the original
policy, it also decreases with duration. As the alternate name
implies, the risk-premium method provides for yearly renewable
term reinsurance which is renewed from year to year by the pay-
ment of reinsurance premiums annually for the entire period dur-
ing which the reinsurance coverage remains in force, even though
the original policy may be issued on a limited payment plan.
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Inasmuch as the ceding company pays reinsurance premiums
sufficient to cover only the mortality risk, the risk-premium
method enables the ceding company to build up the reserves on
the reinsured portion of the policy. As might be expected, this
consideration appeals to smaller companies particularly, in that
they are able to gain the prestige of increased assets and to retain
the excess interest earned on these assets. Furthermore, when a
reinsured policy terminates, the original company rcceives the
benefit of any differcnce between the reserve on the policy and
the value of any nonforfeiture benefit which it may grant.

The risk-premium method is convenient from the viewpoint
of office procedure. In practice, as each case is ceded it is cus-
tomary to compute a reinsurance schedule, showing respectively
the net amounts at risk to be reinsured and the corresponding
premiums for each policy year for five years initially, and to
compute extensions of this schedule for further periods of five
years as occasion arises. If the original policy is changed to
extended insurance or reduced paid-up insurance in accordance
with its terms, the reinsurance schedule is amended to conform
to the revised net amounts at risk. No accounting is necessary for
commissions or dividends paid, and terminations are handled
easily because no adjustments are necessary for cash values or
reserves.

Premium rates charged for risk-premium reinsurance have been
reduced materially within recent years. The rcinsurance rates
currently used by a typical reinsurance company for standard
business, for policy years after the first, are equal to the net mor-
tality rates shown by the CSO Mortality Table for attained ages
above 30. Slight loadings are added at younger ages. Substandard
rates are usually multiples of standard, increased slightly for the
additional expense of handling substandard business. First year
rates are usually one-half of the corresponding renewal rates.

An alternative general plan used for life reinsurance is coin-
surance. This plan parallels the arrangement under which fire
and marine risks are coinsured. Under this method the ceding
company pays the reinsurer a proportional part of the premiums
collected from the insured, and in return the reinsurer guaran-
tees to reimburse the ceding company for the proportional part
of the benefits provided by the policy, including nonforfeiture
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values, policy dividends, and death claim payments. The rein-
surer also reimburses the ceding company for a proportional part
of the commissions, premium taxes, and other direct expenses,
and occasionally, in totally reinsured cases, grants expense allow-
ances for such items as medical examination and inspection fees.
The reinsurer also accumulates the required reserves for the rein-
sured portion of the policy.

Coinsurance is quite common for reinsurance of participating
policies, and for this class of business the reinsurer reimburses
the ceding company for its full portion of dividends paid to the
policyholder, irrespective of the level which such dividend pay-
ments may take. In determining its schedule of dividends, the
ceding company takes into account only the surplus contribu-
tions of the business which it retains, and the reinsurer is required
to match this schedule with respect to reinsured business.

The coinsurance plan is also used for non-participating poli-
cics, particularly in those situations where there is a severe strain
on the original company’s surplus in the first policy year. For
example, where the original company pays relatively high first
year commissions or where it issues policies requiring full net
level reserves, the premium received by the original company
during the first policy year is usually not sufficient to avoid a
surplus loss. In such instances coinsurance relieves the original
company of the surplus strain occasioned by the reinsured por-
tion of the policy.

A variation of the usual coinsurance arrangement, referred to
as “modified coinsurance,” is one under which the ceding com-
pany retains possession of the full reserve under the reinsured
policy. In remitting premiums under modified coinsurance, the
ceding company deducts from the usual coinsurance premium
each year an amount which, if invested at a specified interest
rate, will be sufficient to accumulate the addition to the terminal
reserve for that year on the reinsured policy. In any settlement
which is made between the ceding company and the reinsurer,
adjustments are made for the fact that the full reserve on the
reinsured policy has been retained in the possession of the ceding
company. In settling a death claim, for example, the reinsurer
pays to the ceding company only the difference between the
gross amount at risk and the terminal reserve, both computed
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on the reinsured portion of the policy. If the policy is surrendered
for its cash value, the original company pays the cash value to the
insured and remits to the reinsurer the difference between the
reserve in its possession and the cash value on the reinsured
portion, thus putting both companies in the same position as
under regular coinsurance.

Quite frequently, however, the modified coinsurance plan is
arranged so as to ignore terminal reserves and to make adjust-
ments for changes in mean reserves on all reinsured policies
simultaneously in one transaction at the end of each calendar
year. This latter arrangement extrcmely simplifies the necessary
computations, not only in connection with premium payments,
but also with respect to death claims, surrender payments, etc.
Transactions within each calendar year are handled in the same
manner as under regular coinsurance. The adjustment on the
basis of mean reserves at the end of the calendar year usually
results in the return at that time of a substantial sum of moncy
to the ceding company, and the investment of these funds may
be delayed with a consequent loss of interest. This disadvantage
is frequently overcome by a special arrangement providing for a
monthly return of approximate amounts with an adjustment at
the year-end for any overpayment or underpayment of reserves.

Modified coinsurance has been used successfully for many years
by European reinsurance companies for reinsurance of foreign
business. Its popularity in Europe is probably due to the fact
that it minimizes, to a considerable degrce, the problems of
foreign exchange. Within recent years it has gained some pop-
ularity in the United States also.

Reinsurance of disability benefits, which are frequently incor-
porated in life insurance policies by means of a rider, is on a
coinsurance basis, even though yearly renewable term reinsurance
may be used for the life portion of the policy. Reinsurance cover-
age is identical with that afforded by the original rider, and the
reinsurance premiums are those charged by the ceding company
less allowances for agents’ commissions. Disability reinsurance is
usually accepted by a reinsurer only in connection with life
reinsurance, because of the relatively small premium involved
and the complicated nature of the benefit.

With respect to reinsurance of additional accidental death
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benefits, however, it is customary for special reinsurance rates to
be charged on an annual basis for the duration of the benefit,
even though the original policy may become paid-up at an earlier
date. Because of the small premiums charged in relation to pos-
sible liability, many companies prefer not to retain any of this
benefit, and reinsure all that they issue. Rcinsurance companies
usually accept such reinsurance without a corresponding amount
of life reinsurance. For convenience, cessions of additional acci-
dental death benefits without life reinsurance are handled auto-
matically by means of cession cards giving details of the
reinsurance, without the usual forwarding of copies of the applica-
tion and other underwriting information. This short cut in
clerical procedure is desirable because of the relatively low
premiums involved.

GENERAL REINSURANCE PROVISIONS

The general rules governing the reinsurance relations between
the ceding company and the reinsurer are incorporated in a mas-
ter reinsurance contract, sometimes called a reinsurance “treaty.”
Such contracts are usually unlimited as to duration, but provide
for discontinuance with respect to the submission of new cascs
at any time following proper notice by either party. Because it
is practically impossible to cover in the master contract all con-
tingencies that may arise, reinsurance relationships depend to a
considerable extent upon the good faith and mutual confidence
of the two companies. In event of dispute, the reinsurance con-
tract usually provides for arbitration by suitably chosen arbitra-
tors, and both sides agree to abide by the decision. It is extremely
rare for this method of settling differences of opinion to be
invoked, inasmuch as it is usually possible for the two companies
to agree upon a fair and equitable scttlement.

As evidence of the basis of good faith and mutual confidence
between the two parties to the master reinsurance contract, it is
usually provided that, if nonpayment of premiums within the
time specified or failure to comply with any terms of the contract
is shown to be unintentional and as the result of misunderstand-
ing or oversight upon the part of either party, the agreement is
not considered abrogated thereby but both parties are to be
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restored to the position they would have occupied had no over-
sight or misunderstanding occurred.

Reinsurance on individual lives is evidenced by a short cession
form which merely recites the necessary details with respect to
the case. This form is completed in duplicate by the ceding
company and sent to the reinsuring company for verification,
following which the original is executed and returned to the
ceding company for its files.

In order to keep accounting expenses at a minimum, reinsur-
ance contracts provide for payment of reinsurance premiums by
the ceding company annually at the beginning of each policy
year, irrespective of the mode of premium payments under the
original policy. In general, the first year reinsurance premium
is not paid until after the original policy has been placed and
the first premium received from the insured. The renewal rein-
surance premiums are payable in the month following that in
which the policy anniversary falls, all payments of reinsurance
premiums due in the same calendar month being handled in
one transaction. In the event of termination of the original policy
within a policy year, the unearned portion of the reinsurance
premium is refunded to the ceding company.

In general, master reinsurance contracts provide that neither
the ceding company nor the reinsurer has the right to terminate
the reinsurance coverage as long as the original policy remains
in force and the reinsurance premiums are paid when due. One
exception to this rule, customarily provided by risk-premium
contracts, is that the ceding company may increase its established
retention limits and make the new limits retroactive with respect
to existing business in force by adjusting all of its outstanding
reinsurance to conform to the new limits. Such increases in reten-
tion result in the cancellation or “recapture” by the ceding com-
pany of blocks of existing reinsurance. In order to avoid selection
against the reinsurer in such instances, it is usual to permit
recaptures only on standard cases where the ceding company
originally retained its full retention limit. Also, because of the
reinsurer’s initial expenses in underwriting, the initial cost of
setting up records, and the lower first year rates, recapture is
generally restricted to those cases which have been in force for
five years or more. It is usual to permit recapture only with
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respect to risk-premium reinsurance, and not with respect to
coinsurance, because of the commission and expense allowances
involved in this latter plan.

A company, which originally retains some insurance on a life
at its own risk and simultaneously or later reinsures additional
amounts, usually desires to maintain its own retention on the
life, even though the total amount of insurance be reduced by
lapse, surrender, or decrease. Consequently, the master reinsur-
ance contract usually provides that any reductions in total
amount be first applied to reduce the outstanding reinsurance,
even though the reinsurance pertains to an original policy other
than the one which is currently affected. Occasionally, however,
it is provided that the reinsurance pertains only to a particular
original policy and no adjustments in reinsurance coverage are
made unless this policy is changed in status.

In settling death claims, the master reinsurance contract usually
permits the ceding company to pay the amount of the claim to
the beneficiary without prior consultation with the reinsurer.
But whenever there is a question as to the validity of the claim,
it is common practice for the ceding company to communicate
with the reinsurer before making any admission of liability. If
a questionable claim is settled by the ceding company through
compromise by the payment of a reduced amount, the saving is
shared proportionately by the ceding company and the reinsurer;
furthermore, any expenses incurred in defending or litigating a
claim are shared in the same manner.

The payment of a death claim in an amount different from that
provided by the face of the policy may also occur when the age
of the insured is misstated. If a misstatement of age is discovered,
the amount of reinsurance is increased or decreased, as the case
may be, in proportion to the change in the amount of the orig-
inal policy. Where risk-premium reinsurance is involved, the
entire schedule of amounts of coverage and reinsurance premiums
is recomputed on the basis of the revised amounts of reinsurance
at the correct age, and retroactive adjustments are made in the
reinsurance premiums.

A third problem in settling reinsurance claims arises when
death occurs during the suicide period of the original policy. In
this event the liability of the original company under the policy
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is limited to a return of premiums. Under these circumstances
the reinsurer refunds to the ceding company its proportional
share of the policy premiums which are paid in settlement de-
creased by the terminal reserve.

When fraud is discovered during the contestable period of the
original policy and the policy is cancclled by a refund of pre-
miums to the insured, an adjustment is made which leaves the
original company in the same position as if the policy had not
been issued. It is customary for the reinsurer to rcimburse the
original company for its proportional sharc of any expenses in-
curred in taking up the policy.

The type of reinsurance which has been discussed herein is
commonly called “indemnity” reinsurance, under which the
obligation of the reinsurer is solely to the ceding company. In
actual practice, the insured usually has no knowledge of the
existence of reinsurancc on his life, inasmuch as the only policy
he receives is that of the original company for the full amount
of insurance which is granted. The reinsurance is a confidential
arrangement between the two companies, and no legal relation-
ship exists between the policyholder and the rcinsurer. The
liability of the reinsurcr is to the ceding company and not to the
policyholder on whose life the reinsurance is based. The funds
paid by the reinsurer to the ceding company in scttlement of a
claim become a part of, and arc merged with, the general funds
of that company and are not segregated for the purpose of paying
the specific claim to the beneficiary under the policy.

No attempt has been madc to cover in this paper a type of
reinsurance called “en bloc” or “assumption” reinsurance, under
which the reinsurance company assumes all the rights, privileges,
and obligations of the original company, such as occurs through
voluntary or involuntary sale of all or a portion of the outstand-
ing business of a company.

REINSURANCE SITUATION ToDAY

Prior to World War I, the bulk of the life insurance business
in the United States was carried on by German companies. The
outbreak of war in 1917 interfered with the ability of these com-
panies to accept new reinsurance, and the resulting vacuum was
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filled by the entrance into the field of several companies domi-
ciled in the United States and Canada, which have continued
since that time to fill the reinsurance needs of companies on this
continent. There is one life insurance company in the United States
which accepts reinsurance only. Also, there are several “reinsur-
ance pools” made up of small groups of companies which ex-
change reinsurance among themselves. The bulk of the life
reinsurance in the United States, however, has been transacted
for the past thirty years by several direct-writing companies
which have established special reinsurance departments.

The Spectator Company reports a total of $3,250,000,000 of
ordinary life reinsurance ceded by United States companies and
in force at the end of 1948 in the United States and Canada. This
is about 2.4 per cent of the total ordinary business in force in
these companies.

In conclusion, may I say that the position of reinsurers in the
life insurance business is unique. The reinsurance aspects of their
business bring them into contact with experienced insurance
cxecutives, and they have an important influence on many facets
of the business, notwithstanding their lack of direct contact
with the original policyholders. By accepting unusual classes of
risks on which no one company can be expected to receive a
sufficient number of applications to give a broad exposure, they
expand the range of insurability for the American public. In
assisting companies to give complete underwriting service, rein-
surers assist their clients in maintaining loyal and satisfied agency
forces, which is beneficial to the institution of life insurance as
a whole.



CHAPTER VI

SIGNIFICANT ANNUITY DEVELOPMENTS
By Ray D. Murphy, F.S.A*

HisTorICAL BACKGROUND

In approaching for the first time in these lectures some of the
modern developments under annuities issued by life insurance
companies, it may be of interest to recall that in dealing with
annuities we are touching upon an old subject which has quite
a fascinating history. The history of the development of annuity
bencfits from the Middle Ages to our own day mirrors some of
the changes in religious tenets, in methods of national finance,
and in economic conditions wrought by the industrial revolu-
tion. And lastly, annuity benefits have a prominent place in the
compulsory social schemes which have been inaugurated by
governments.

To illustrate briefly some points in this history, it may be
remarked that the prohibition as early as the twelfth century
against charging interest on loans of money did not do away with
the nced for capital nor the willingness of the borrower to pay
back more than the loan for the use of capital. Neither was
imagination deadened by the edict. Consequently, a solution was
found in the granting of annuities as compensation for the re-
ceipt of capital sums. In fact, the Church itself found it con-
venient to raise capital by that device.

Developments such as these may well have suggested the raising
of money for war purposes through the sale of annuities by
national treasuries, as was first done by Holland and England
in the sixtcenth and seventeenth centuries. As we trace down
this history, including the unsuccessful issue of annuity contracts
by the British government in the early nineteenth century as a
means of refinancing the national debt, we see the first evidences

* Executive Vice-President and Actuary, The Equitable Life Assurance
Society of the United States.
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of the problems involved in the sound handling of annuity con-
tracts.

At first little was known of the mysteries of mortality rates
and their influence on the proper pricing of annuities. In some
of the early experiments even age was disregarded. Mortality
tables when first used in England were wocfully inadequate for
the purpose. Apparently the first quarter of the nineteenth cen-
tury had passed before much recognition was given in England
to the difference in longevity between males and females. Fur-
thermore, governments have been slow to recognize the losses
involved in their annuity operations even when they have been
pointed out. In these and in other ways many warnings may be
scen of the losses which may be incurred in the issuance of
annuities unless the issuer is cognizant of all the problems which
the self-selection of purchasers presents, and promptly responds
to changes in conditions.

In the United States the common use of annuities as provision
for old age arrived relatively late. When the first investigation of
annuitants’ mortality led to the formulation of McClintock’s
Annuity Tables, which involved the experience of fifteen Amer-
ican companies up to 1892, about three-fourths of the lives on
which the data were based represented contracts issued in Europe
by a few of those companies. It is evident therefore that the
purchasc of annuities in the United States was as yet quite
unpopular. There should be little wonder at this. Capital de-
velopment in the relatively young republic offered the thrifty
an attractive means of saving. Perhaps the speculative instinct
was also strong, encouraged by developing manufactures, mining,
and agriculture. In comparison the assured returns under annuity
contracts may have looked unattractive. But beyond that, our
social habits were different. Family life was stronger and more
stable and many were the households, both in the country and
in the cities, that housed three generations. Provision for old
age was still primarily a family obligation owed by the younger
to the older.

RECENT GROWTH OF ANNUITY CONTRACTS

Shortly after the first World War the sale of annuity contracts
by life insurance companies began an upward movement which
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has brought annuities to a position of prominence never before
attained. That this growth of annuity obligations has been much
more rapid than the growth of life insurance obligations is shown
by the combined figures for fifteen prominent companies. In 1920
the proportion of their policy reserves held for annuity benefits
was only a little over 2 per cent, wherecas by 1945 it exceeded 22
per cent. A corresponding increase was rcflected in the premium
income of these companies.

In examining such premium income two important observa-
tions may be made. At the depth of the depression of the 1930’s
the sale of annuities took an enormous upward bound, especially
in the field of single premium contracts. The confidence of
investors in the securities of private corporations had been rudely
shaken. In contrast, such investors were obviously impressed with
the inherent stability of the life insurance companies to which
their record of weathering wars, epidemics, and now a disastrous
blow to the country’s economy bore emphatic testimony. An
assured return on an investor’s capital and the climination of
investment risk took on a unique attraction. The first year pre-
mium income for newly issued annuity contracts jumped, for a
short interval, to something like fifty to sixty times what it had
been in 1920. While the tide then receded somewhat, it probably
can be assumed that annuitics acquired an emphasis in the
public mind which has been of a lasting character.

The second observation relates to deferred annuities through
which younger and middle-aged persons can lay aside regular
sums annually to provide ultimate annuity benefits when they
reach retirement age. Such contracts found little sale in the early
years of this century. An examination of the renewal premium
income of the companies for such contracts indicates, however,
that from about 1920 on the volume of such contracts grew
rapidly. This plan of regular annual savings for old age during
one’s productive period has now received wide acceptance but
the form of contract by which it is done frequently combines
annuity benefits with some insurance benefit. As the premiums
for such a combination of benefits are not split for the separate
benefits and are reported as insurance rather than annuity pre-
miums, because of insurance laws and regulations, it is not pos-
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sible to gather information through regular company statements
concerning the total amount of money which is currently being
devoted to the creation of the annuity benefits.

In this connection it is appropriate to point out that practically
any form of life insurance policy, other than term insurance,
may be turned into an annuity benefit. The popularity which
sprang up in the 1920’s for these deferred annuities, under which
annuity income was to commence at any one of a series of ages at
the option of the annuitant, through the application of the cash
value to buy an annuity on a fixed mortality and interest basis,
introduced the thought that a person insured under a life insur-
ance policy might wish to do the same thing with his cash value
when he should decide to retire. Hence there was introduced
a corresponding provision in many life insurance policies. This
made it possible for a man to plan his affairs so that his family
might be protected by a substantial amount of insurance on his
life during his working years and at an older age he could decide
whether to continue this insurance or whether to turn the remain-
ing savings represented by the cash value of this insurance into a
guarantecd income for his own old age. In some instances the
basis was guarantecd even for turning the cash value into a joint
and survivor annuity, presumably for himsclf and his wife. Alto-
gether, the introduction of guaranteed annuity benefits to be
acquired through surrendering the cash value of life insurance
made the planning of insurance programs much more flexible
and at the same time emphasized the importance to the insurance
buyer of skilled planning by life underwriters.

So far we have dealt with annuity benefits arising from
individual contracts issued by life insurance companies. Within
the last twenty years, however, the old age benefits, put into
effect through group annuity contracts issued by the companies,
bid fair to take the predominant part in the annuity picture.
Undertaken first in response to the needs of large employers for
the sound financing of pension plans for employees, they furnish
old age protection to that large body of employecs who would
not ordinarily buy deferred annuity contracts themsclves. By
the end of 1948, it is estimated there were 2,175,000 people for
whom such benefits are being purchased or who are currently in
receipt of income from them under contracts issued by United
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States companies.! As a matter of comparison, it is also estimated
that 1,195,000 individual annuity contracts of all kinds were in
force in such companies,? although, as already pointed out, a
very large number of insurance contracts in force are also designed
to provide terminal annuity benefits if desired.

The introduction of group annuity contracts served the needs
of the employers of large numbers of employees, and made it
possible for them to handle their pension plans under expert
guidance and with a guarantee of the benefits purchased at a
very low rate of expense in proportion to the amount of premi-
ums involved. In general, however, the hand tailoring of each
such contract with all the variations in benefits desired was not
a practicable step for small employers. At the same time, small
cmployers in many instances have desired to adopt some similarly
guaranteed plan and to rid themselves of the vagaries of chance
concerning the survival of retired employees, which survival may
be subject to more serious fluctuations than in the case of the
large employer. The small employer also realizes the uncertainties
of any pension plan unless he makes advance provision for it
on some guaranteed basis. As a means of filling this need, life
underwriters adapted individual contracts to what are commonly
known as pension trusts. The employer appoints trustees to whom
he turns over adequate sums to meet the premiums of these indi-
vidual contracts which may be deferred annuities or a combina-
tion of insurance and annuity benefits. The trustees in general
have the responsibility of ownership of the contracts prior to
retirement of each employee and of carrying out the administra-
tive obligations of the trust as they may affect the exercise of
rights embraced in the contracts.

There are many complicated problems in these employer-
employee contracts arising from federal tax laws and regulations
but that is a subject outside the scope of this paper. Details of
such contractual plans have also been affected by the old age
benefits under the Old Age and Survivors Insurance provisions
of the Social Security law, the benefits under which are heavily
weighted in favor of the lower income groups compared with the
employee taxes exacted. If we consider the O.A.S.I. benefits as

11949 Life Insurance Fact Book, The Institute of Life Insurance, p. 25.
2 Ibid.



SIGNIFICANT ANNUITY DEVELOPMENTS 89

essentially a provision for minimum subsistence, we may point
out that the employer plans dealt with by life insurance com-
panies are designed to increase the total old age benefits to a level
which will provide a reasonably comfortable maintenance
through old age.

The important influences upon employer plans of this nature
would not be completely enumerated without reference to the
very recent stress which has been placed upon so-called employee
welfare plans in collective bargaining between unions and em-
ployers. These union sponsored welfare plans may in some
instances be first directed toward group accident and health
insurance or group life insurance, but there are growing indica-
tions that pension plans are of increasing interest to the unions.
It may therefore come about that the character of pension plans,
including group annuity and pension trust contracts, will be
influenced to a greater extent than in the past by the points of
view developed within organized labor. It may be hoped that
employers’ interest and cooperation, not only in inaugurating
such plans but in wishing to do their part toward their successful
administration, will not be lost whatever the developments
may be.

THE CHARACTER OF CURRENT ANNUITY CONTRACTS

It would be well now to review the various types of annuity
contracts which are commonly available today for purchase
from life insurance companies. Not every company sells annuities,
nor docs every company which sells annuities sell every kind men-
tioned here.

I. Individual Contracts

These contracts may be participating or nonparticipating.
Many companies, although mutual in corporate structure, issue
nonparticipating immediate annuities.

Immediate Annuities

(a) Life Annuity: A contract, purchased by a single premium,
guaranteeing payments of fixed amounts at fixed intervals after
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purchase, as a rule annually, semiannually, quarterly, or monthly,
during the remaining lifetime of the annuitant.

(b) Refund Annuity: A contract similar to a life annuity, but
with the additional provision that if the annuitant dies before
receiving an aggregate of fixed payments equal to the single
premium paid, annuity payments will be continued to a benefi-
ciary until such aggregate sum has been paid.

(c) Cash Refund Annuity: A contract similar to a refund
annuity except that if at the death of the annuitant the aggregate
of fixed payments made is less than the single premium paid, the
difference will be paid immediately instead of through a continu-
ance of the periodic payments.

(d) Joint and Survivor Annuity: A contract similar to a life
annuity except that payments continuc as long as either of two
persons is alive. Variations may be made whereby the income is
reduced by some proportion to the survivor after the first death.
Also, theoretically, more than two lives may be involved and
some refund feature may be added, but such variations are not
commonly encountered.

Deferred Annuities

(a) Single Premium Deferred Annuity: A contract, purchased
by a single premium, under which payments of a fixed amount
at fixed intervals commence only after a period of deferment. If
the annuitant dies before payments commence, there usually is
a death benefit having a value not greater than the single pre-
mium paid for the contract, or the reserve at the time of death
if larger. There also may or may not be some kind of refund
feature where the annuitant dies after annuity payments have
begun. The time at which annuity payments are to begin is
specified in the contract but the annuitant is frequently fur-
nished with an option to elect after issue the start of income at
any one of a range of ages.

(b) Annual Premium Deferred Annuity: A contract, purchased
by annual (or semiannual, quarterly, or monthly) premiums
under which payments of a fixed amount at fixed intervals com-
mence only after a period of deferment. The common form of
this contract includes a benefit, in event of death during the
deferred period, equal to the gross premiums paid, or the reserve
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if greater, thereby minimizing the importance of the mortality
rate during that period. Commonly also the annuitant has a
range of ages at any one of which he may later elect to have
income commence. The amount of income is detcrmined by
applying the reserve at that time to purchase an immediate
annuity on a guarantecd mortality and interest basis at net rates.
The annuity is commonly of the kind which has a guarantee that
payments will be made, even if the annuitant does not survive,
for a certain number of years. There may also be given a choice
of a life annuity with all payments dependent upon the annu-
itant’s survival.

Deferred annuities of typcs most commonly issued, with a
death bencfit during the deferred period, have cash values avail-
able as alternatives to income benefits at maturity as well as
during the deferred period. It is theorctically possible to issue a
deferred annuity having no benefit payable at the death of the
annuitant, thus increasing the income per dollar of premium
to the annuitant if he does survive the deferred period; but so
few people wish to hazard paying premiums with a chance of
recciving no benefit that it might be difficult to find a company
which maintains such a contract.?

II. Group Annuity Contracts

These contracts are commonly found in any one of three forms
to be described later. They are participating in character. Pen-
sion credits for future service are covered from year to year as
they accrue, and the sums required may be paid by the employer
alone or jointly by the employer and employees. Any contribu-
tions by employees are normally based upon their compensation.
At the inception of the contract, premiums may be paid in a single
sum or in installments to cover the pension credits due to the
service of employees prior to that time. Such premiums are paid
by the employer, even if the contract is otherwise contributory,
as a matter of practical necessity in view of their large amounts.

3 The survivorship annuity, under which income is payable to B if and
when he survives A, is not included in the description of annuities, as it has
the nature of an insurance rather than an annuity contract despite its name.

It is also seldom called for because of the chance that there will be no
benefit payable.
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Such back service, however, may or may not be included under
the contract. Employees are commonly brought into the plan
after being in the employer’s service for a minimum period.

In the contract a normal retirement age is defined as of which
the normal pension benefit per dollar of premium paid at each
age of any employee may be determined. The contract may also
provide, however, that the employer may require the insurance
company to commence annuity payments earlicr or later than
the normal retirement age for any individual employee. In that
event the contract indicates how the amount of the annuity
payments will be changed so that the value of such payments
will remain the actuarial equivalent of the payments based on
the normal retirement age, although in some cases annuity pay-
ments are not increased by deferred retirement, the employer
receiving credit in his costs for the financial effect of deferment.

The contract will further provide the conditions, usually based
on the individual’s age or service, under which pension credits
already paid for definitely vest in the employce so that if he
leaves his employment he retains the future benefit of such
credits. Prior to meeting such conditions the withdrawing em-
ployee normally has the right to withdraw only the sum of his
own contributions, or such contributions accumulated at a
low rate of interest. If an employee leaves after his credits are
vested and he insists on withdrawing his own contributions in
cash, he must normally give up the credits purchased by the
employer’s contributions. This practice serves to encourage the
preservation of pension provisions. The employer receives proper
credit for forfeited accruals and the company is able to avoid
the difficult and economically indefensible task of trying to
administer very small pension accruals, as many of them would
be, on persons whose subsequent whereabouts would be impos-
sible to trace in many cases.

If an employee dies before pension age, a death benefit equal
to his own contributions becomes payable, with or without
interest. It is not usual for a death benefit to arise from the em-
ployer’s contributions because to include such a benefit would
materially increase the cost of pensions, which are bound to be
expensive even without such a benefit. Death benefits are nor-
mally supplied through group life insurance. Returns at the



SIGNIFICANT ANNUITY DEVELOPMENTS 93

time of death or withdrawal under the group annuity contract
are designed to assure the employee that he will under no cir-
cumstances forfeit his own contributions.

The forms of group annuity contract currently being issued
can be placed in the following general categories: the unit annu-
ity plan, the money purchase plan, and the deposit administration
plan.

Unit Annuity Plan

Under this plan, which is the most used of the three, the
amount of pension credit payable at normal retirement age for
cach year of service is fixed by formula related to each individual’s
compensation. The total premiums paid each year are not of any
pre-determined amount but depend upon the individual ages
and pension credits in accordance with a schedule included in
the contract. Since the employee’s contributions, if any, are fixed
by his compensation irrespective of his age, the employer’s pay-
ments are the balance necessary to produce the proper total pre-
miums. It is important to note that each employee is thus guar-
antced every year that his pension accrual for that year has
become a definite obligation of the insurance company.

In the contract the insurance company usually guarantees for
a period of five years the schedule of premiums showing how
much must be paid for each dollar of benefit at each employee
age. After that the company may alter the rate basis for the pur-
chase of further pension accruals.

If under this plan provision is made for additional payment
of premiums for the past service of employees as of the inception
of the contract, the usual type of pension benefit providing
credits for all years of scrvice can be secured on a completely
guaranteed basis for the employces, subject only to the fact that
future additional pension credits will depend upon the continued
payment of premiums.

Money Purchase Plan

Under this plan, instead of having fixed benefits in terms of
service and compensation and then determining the premiums
required to provide these benefits, the premiums are first fixed,
usually as a percentage of compensation, and the benefit for each
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employee is then determined, depending upon how much pen-
sion the premiums will buy, based on the employees’ respective
ages when each premium is paid. Thus, for example, if employer
and employee each puts in 5 per cent of the employee’s compen-
sation, the pension benefit purchased during each year of service
will depend upon the employee’s age during that year. As it is
evident that during the time when an employee is young each
dollar of premium will buy a greater benefit payable at retire-
ment than it will when he is in middle life or older, the pension
benefits under this plan will be more favorable to those who
enter it at lower ages as compared with those who enter in middle
life, than would result under a unit annuity plan. However, as
each premium is paid, the employce’s corresponding pension ac-
crual becomes definitely guaranteed by the insurance company.

In many instances these future service credits are supplemented
through purchase by the employer of credits for past service. Such
credits often are based on a formula similar to the one used for
a unit annuity plan.

The same sort of right for the insurance company to change
the schedule of rates at which each premium is applied to buy a
deferred annuity benefit is included in such a contract as was
described for the unit annuity plan.

Deposit Administration Plan

When this plan is used, the employcr adopts a definite objec-
tive of the pension benefits which he wishes his employces to
receive, but, instead of definitely purchasing a pension increment
each year for each eligible employee, he makes deposits of an
amount which it is estimated (but not guaranteed) by the insur-
ance company will be sufficient for the purpose, and which will
be improved at a guaranteed rate of interest pending their
application to the purchase of definite benefits. Such application
will be made on behalf of an individual employee when he has
served a stated number of years or reached a stated age, or both.
Only after such application is the employee entitled to a definite
guarantee from the insurance company of his accrued benefit. If,
as the plan proceeds, it appears that the amount of yearly deposit
should be increased, the employer is notified by the insurance
company.
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The rate of interest at which deposits will be improved, and
the scale of rates upon which the application of deposits to pur-
chase accrued benefits will be based, may be guaranteed at issue
for the amount of money deposited within the first five contract
years. For deposits made thereafter the insurance company can
alter the rates.

This type of plan may be desired when the employer expects
a heavy turnover among his employees, particularly during their
carlier service periods, and wishes to simplify his record keeping
and some administrative problems under the contract. It may be
combined with employee contributions applied on the money
purchase plan.

CoMPANY PROBLEMS IN CONDUCTING THE ANNUITY BUSINESS

Any annuity premium, like any insurance premium, is based
upon an assumed rate of mortality and rate of interest, from
which is calculated a net premium, to which in turn is added an
amount, determined by judgment, to provide for expenses and
contingencies. It is, of course, the intent of the insurance com-
pany to make cach class of its contracts selfsupporting and it
therefore plans its assumptions in such a manner that they take
into account some degrec of uncertainty concerning future
devclopments.

Let us consider for a moment the rate of interest that has to
be assumed for the calculations. Perhaps it is well realized that
the relative importance of this part of the assumptions depends
upon the type of contract involved. In life insurance, for examplc,
variations in the rate of interest assumed will make little differ-
ence to a five year term premium but a great deal of difference
in the premium for a ten-payment life policy. In virtually all
forms of annuity contracts the rate of interest assumed is of vital
importance.

When, therefore, the recent unprecedented drop in the rate
of interest earnings on investments occurred, the companies
were quick to realize that their annuity rates needed prompt
adjustment upward to correspond with a downward change in
their interest rate assumptions. A general idea of what these
changes have meant to the price of the immediate annuities
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can be realized from the fact that the upward adjustment in the
single premium for a life annuity at age 65 between 1930, when
the companies were earning about 5 per cent on their assets, and
1948, when they were earning about 3 per cent, can be roughly
approximated as 20 per cent because of the changes in interest
assumption alone. This represents the change in the net premium
by shifting the interest assumption from 4 per cent to 2 per cent.
The corresponding proportionate increase in refund annuity
premiums was much greater, due to the greater influence of the
interest factor on such contracts. As stated, this was the effect
of interest changes only. The total percentage increase in annuity
premiums over the past eighteen years has been substantially
greater, due to the necessity for making more conservative mor-
tality assumptions as well.

Since the companies found it desirable to increase their new
business rates in this way, it will be appreciated that they also
felt it desirable to increase the reserves held on their old annuity
business in order that these reserves might correspond with a
more conservative interest rate than had been assumed in their
original premiums. Over the past ten years this strengthening of
annuity reserves has been substantial. The setting aside of these
additional reserves put no great strain on the surplus positions
of the companies, because as investment interest rates decreased
many corporations whose bonds were held by the companies paid
substantial premiums in order to retire them and to refinance
them at the lower interest rates then current. The aggregates of
the investment profits thus realized by the life insurance com-
panies were very substantial and were the result of the same
conditions, of course, that made necessary the strengthening of
reserves.

It is more necessary with annuities than with life insurance to
adopt an interest rate assumption which will be realized during
the existence of the contracts. History indicates that under a life
insurance contract, when you have once determined the mortality
assumption on a basis which gives the company a reasonable
safety margin over its recent experience, the mortality margin
will increase with the passage of time. This is due to the fact
that, except for temporary interruptions such as come from
epidemics and war, death rates have persistently declined from
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one period to the next. No doubt the reasons for this decline are
the advances steadily made in medical knowledge and skill and
in public health measures. But, however we may apportion the
credit, this process has been going on from the time when data
from the census and death registrations have permitted knowledge
of the facts.

The increasing mortality margins in life insurance policies
have furnished a cushion which is of great importance in the
cvent that the rate of interest earnings falls below the rate as-
sumed in the premium calculations, and this cushion may con-
tinue to make such life insurance policies fully self-supporting
despite a moderate degree of interest deficiency. In the case of
annuities the situation is quite the reverse. If a company bases
its mortality assumption on its recent experience, it can be vir-
tually certain that during the pcriod when the contracts will be
in effect the mortality rates experienced will fall further and
further below the rates assumed. In other words, it will pay more
in benefits than it counted upon. Hence, instead of having a
mortality cushion to rest upon to meet possible interest deficien-
cies, the company will need an interest cushion with which to
meet inadequate longevity assumptions. One may ask at this
point whether a mortality safety margin cannot be used in
annuities, to which the answer may be made that this is the
intention of modern actuaries. But even when such a margin is
used, we know that the margin will narrow throughout the dura-
tion of the contracts and may disappear before they are termi-
nated. It is for such rcasons that, viewing the combined effect
of mortality and interest assumptions and the total safety margins
resulting therefrom, it has become common practice to use a
lower rate of interest in calculating annuity premiums than the
rate used for life insurance premiums. At the present time the
interest rate used for annuities is commonly 2 per cent or 214
per cent.

Despite this practical solution of the problem of maintaining
safety and equity among classes of policyholders, actuaries are
becoming increasingly interested in devising methods by which
annuitants’ mortality can be forecast into the future so that
more accurate methods may be employed if possible. The prob-
lem is quite complex. The mortality to be forecast for immediate
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annuities should apply to the period of twenty-five years or so
following issuc of the contract. For a dcferred annuity of the
common type issued, say, at age 35 with annuity payments begin-
ning at 65, the important mortality period will commence thirty
years after issue and the mortality to be experienced should be
at a lower level than for the immediate annuities issued con-
currently. The possible variations between different forms of
contract and different ages are numerous. In such a situation
any precise method may prove impracticable but the existence
of the dilemma is a strong reason for conscrvative assumptions
in dealing with the interest rate until a better mcthod is devel-
oped.

Having thus dealt with the genceral character of management
problems, let us look somewhat more closely at a few significant
facts about annuitants’ mortality under individual contracts.t
Such annuitants, of course, determine whether to buy or not to
buy and we should expect them on the whole to make intelligent
use of that choice, in terms of their opinions concerning their
own prospects of longevity. And so they do. Experience under
immediate annuities indicates that their mortality is noticeably
low for their ages as compared with the general population. For
two or three years after issue, their mortality is particularly
favorable. Females experience much lower mortality than males,
so much so that to protect itself a company must distinguish
between the sexes in its premium rates. If a company were not
to make that distinction, its rates would become bargains for
females and too high for males, with the result that it might
well become overloaded with female buyers and experience a
scarcity of male buyers. In that event its mortality assumption,
bascd on any averaging of buyers, would become deficient. In
current practice an approximate distinction is made by charging
for a female a rate which is the same as that for a male who it
five years younger.

Purchasers also follow their own self-interest intelligently ir
selecting the type of immediate annuity which they buy. Thu
there is experienced lower mortality among annuitants havin

¢ A more extended reference to this subject is made in the author’s articl

“Mortality Among Annuitants” in The Journal of the American Society ¢
Chartered Life Underwriters, Sept., 1948.
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regular life annuities than among those having refund annuities.
So it will be seen that there is no such thing as an inherent rate
of mortality applicable to all annuitants but that the mortality
experienced will be determined to no small degree by the in-
centives of self-selection.

Occasionally the question is asked why a company does not
give a better annuity return on a physically impaired life than
on one not impaired. The presumption is that such lives would
be subjected to medical examination to determine their condi-
tions. The experiment has been tried but the practice is virtually
nonexistent at present. The fact is that a company would have
great difficulty in protecting itself from being imposed upon,
particularly with respect to subjective symptoms of impairment
which could not be objectively tested; and even when the cx-
periment has been tried, it is reported to have been a disappoint-
ment in view of the few impairments which could be clearly
mcasured for this purpose. It is now practically universal prac-
Lice to quote one set of rates and simply to lecave it to individuals
to buy that contract or not, as thcy may wish.

The home office of a life insurance company, in handling the
applications for annuities, runs into a number of practical prob-
lems. Not the least of these is to be able to confirm authori-
tatively the stated age of an applicant for an individual annuity.
But such problems are matters of detail rather than of principle
and we shall not prolong this paper to discuss them.

Let me conclude by observing that our day is one of great
emphasis upon providing for the retirement period of life. The
mechanisms used for that purpose are already of many kinds, of
which those provided by life insurance companies are a promi-
nent part. In rendering the service of providing for retirement
benefits, the life insurance companies have demonstrated their
capacity to function effectively in a free economy with security
in the results and without subsidy. In a country where that part
of the population which is unproductive because of old age is on
the rise and will continue to increase for a long period at least,
this function of the life insurance companies may become of
ever increasing importance in serving the public interest.



CHAPTER VII

DEVELOPMENT OF DISABILITY BENEFITS
IN LIFE INSURANCE CONTRACTS

By Joseph B. Maclean, F.S.A,, FIA, F.FA*

Company practice in regard to the inclusion of disability bene-
fits in life insurance policies was radically changed in 1932. Only
minor developments have occurred since that time.

DEVELOPMENTS UP TO 1932

Disability benefits, whether waiver of premium only or waiver
of premium and income benefits, were originally payable only in
event of disability that was both total and permanent. Premiums
were at first based on the Hunter Disability Table which was
prepared for that purpose but which, of course, did not reflect
actual experience in the companies since such experience was
then nonexistent. The need for a disability table which would
reflect company experience was realized at an early stage. This
was partly because it soon became evident that the rates of total
and permanent disability experienced by the companies were gen-
erally higher than those in the Hunter Table but chiefly because
of the adoption of the “presumptive clause.”

The presumptive clause under which total disability was pre-
sumed to be permanent (for the purpose of paying benefits) after
it had continued for a specified period (at first ninety days)
completely altered the character of the coverage and rendered
the Hunter Table entirely inapplicable. No table existed, how-
ever, which showed the rates of disability when defined as “total
disability lasting for at least three months.” The companies
which adopted this new and expanded type of coverage had
to make the best estimates they could as to the premium rates

* Former Vice President and Actuary, The Mutual Life Insurance Co. of
N. Y., Past President, The Actuarial Society of America.
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required for that particular kind of disability. In doing so they
made use of available statistics under accident and health policies
and long-term sickness benefits paid by some of the fraternal
orders. One such source was the “Manchester Unity” Sickness
Tables which showed the experience of a large British fraternal
order and which had been analyzed by duration of “sickness.”

None of these sources of information as to the rates of long-
term total disability was satisfactory as a measure of life insur-
ance company experience and it was soon realized that the only
safe basis would be a table constructed from the actual experi-
ence of the companies issuing the new type of disability coverage.
There were, however, two serious obstacles to the preparation of
such a table. The first of these was the fact that policies with a
“presumptive clause” had been issued for only a few years. The
rates of disability under these policies, therefore, reflected only
the experience of the first few policy years following selection
and gave very little indication of what the ultimate disability
rates would be, while there was no adequate experience as to
the duration of claims, i.e., the rates of death and recovery among
disabled lives, since all existing claims under these policies were
of very short duration. It was obvious that these latter rates
would be quite different from the rates of death and recovery
among those who were actually both totally and permanently
disabled.

The second difficulty in constructing suitable tables was the
lack of uniformity which had existed both as to the terms of the
disability provision, and as to the administration of the bene-
fits. For example, under the contracts of some companies there
was no limitation on the dating back of benefit payments where
notice of disability had been delayed, while in other companies
there was such a limitation. Again, some companies had been
much more liberal than others in regard to the admission of
claims under these “presumptive clause” policies, or had exer-
cised less stringency in supervising and terminating claims where
recovery seemed to have taken place. This lack of uniformity
resulted, of course, in substantially different experience in some
companies as compared with others.

New tables were, however, prepared and published in 1926.
The difficulty arising from lack of uniformity in contract pro-
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visions or practice was met by preparing separate tables from
the experience of those companies with a relatively strict admin-
istrative practice (the “Class II Table”) and those with a gen-
erally more liberal practice (the “Class IIT Table”). The Class 1I
Table never came into general use but the Class I1I Table became
the standard table for presumptive clause policies after 1926 and
still remains (in 1949) the standard basis for reserves so far as
the requirements of the various states are concerned. The com-
panies actually used the Class I1IT Table for premium rates for
only a few years because, as experience developed, the rates of
disability by that table were found to be too low. In 1932, as we
shall see later, the companies generally adopted a modification
of the Class III Table under which the rates of disability were
arbitrarily increased by percentages graded by age and which
corresponded to the actual experience.

These difficulties, due largely to lack of uniformity, in obtain-
ing a satisfactory basis of operations, resulted in the adoption
in 1930 by most of the states of the so-called “Standard Provi-
sions” for disability benefits. In addition to the impossibility of
deriving uniform experience rates of disability and of death or re-
covery among disabled lives, where coverage was not uniform,
it was evidently undesirable from a practical standpoint that a
disabled policyholder should be entitled to collect benefits from
one company and not from another. Where this situation oc-
curred because of the greater care or severity of administration
in a particular company (rather than from differences in the
contract provisions), nothing could be done about it since the
company was entitled to administer the benefits in accordance
with its best judgment and in the interests of all its policyholders.
It was, however, possible to make the coverage more uniform so
far as the general terms of the contract were concerned. This
was supposed to be the objective of the standard provisions.

These provisions did eliminate a good many of the elements
of difference in coverage but did not actually require uniformity
in all respects. For example, in one of the most important ele-
ments of coverage, namely, the length of the presumptive period,
the standard provisions are not “standard” but permit any pre-
sumptive period from four months to a year. Obviously, the ex-
perience under a four-month period would be radically different
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from that under a twelve-month period. Fortunately there was,
in fact, a2 uniform adoption of a four-month (later changed to
six-month) presumptive period by practically all companies.

It was believed, no doubt, or hoped, that the adoption of
the Class I1I Table, together with the standard provisions, would
cure all the ills which had troubled the disability business. These
combined changes took effect at the beginning of 1930. Unfor-
tunately, just as preparations wcre being made to put these
changes into effect, the country became involved in the great
economic depression which was to last for several years, and the
results of which forced the companies to revise entirely their
ideas as to disability coverage.

As we now know, disability claim experience is very closely
correlated with the economic cycle and, in times of severe eco-
nomic depression, disability insurance becomes, to a large extent,
unemployment insurance. The companies had been operating in
a long period of economic prosperity and, even so, incurring losses
because of lack of knowledge of the risk, of the cost of coverage,
and of the administrative methods required. When the depres-
sion struck, claims increased enormously. In the early 1930’s the
losses incurred by many companies were such as to call for an
entirely new appraisal of the situation and to convince the com-
panics that the changes just made (adoption of the Class III
Table and the standard provisions) were very far from sufficient
to put the business on a satisfactory basis. It was realized that
much more drastic action was required.

CHANGES MADE 1IN 1932

The most far-reaching changes were made in regard to income
benefits.

A majority of the principal companies ceased altogether to
issue policies with income benefits. Most of those which con-
tinued to provide such benefits made the following changes:

(1) reduction of the terminating age for coverage from 60 to 55;

(2) reduction of the monthly income per $1,000 of face amount
from $10 to $5;

(3) increase in the presumptive period for “permanent dis-
ability” from four months to six months;
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(4) a change in the basis for calculation of premiums from
the Class III Table to the modification of that table referred to
above.

In addition, nearly all of the companies which continued dis-
ability income benefits limited their issue to male lives only. In
the case of group life insurance, the installment disability benefit
—which had become a standard feature of group insurance—was
discontinued.

Experience where the benefit was restricted to the waiver of
premium had been far less unsatisfactory than under the com-
bined waiver and income benefits. Practically all companies de-
cided to continue the issue of policies with the waiver benefit
and to retain for such coverage the same terminating age as
formerly, namely 60, but with the increased “waiting period” of
six months instead of four months. In addition, the premium
rates were increased, as in the case of income benefits, and women
were, in nearly all companics, charged a higher rate than men,
either 150 or 200 per cent of the male premium rate. Waiver
benefits were, in general, limited to single, selfsupporting
women,

In Canada many companies continued to issue policies with
a disability income provision but under which the income benefit
was both decreasing and temporary. In many cases the income
benefit per $1,000 of face amount was $10 monthly for fifty
months, followed by $5 monthly for one hundred months, with
payment of the face amount of the policy at the end of one hun-
dred and fifty months, if the insured were still alive and disabled.
This form of benefit, while having considerable advantage from
the company’s point of view, is obviously not an ideal form of in-
surance protection from the policyholder’s point of view—at least
where total disability actually exists and is of long duration. As
noted later, this type of temporary decrcasing income benefit
was pretty generally abandoned at a later date.

DEVELOPMENTS FROM 1932 To 1948

The period from 1932 to 1948 was marked by (1) a gen-
eral improvement in disability experience with substantial re-
duction in annual losses or, in some cases, even the substitution
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of gains for losses; (2) more or less constant pressure from the
field, and from other directions, on the companies to resume or
to liberalize the issue of income benefits; (3) practically no
change in the attitude of the companies.

Improved experience resulted chiefly from increasingly favor-
able economic conditions during this period and from more
stringent administration both as to the admission and the review
(continuation) of claims. The terms of the contract which had
formerly been interpreted and applied in a rather liberal man-
ner were more rigidly enforced—even where this involved an
increase in the number of lawsuits—and greater care was taken
in checking up on the continued cxistence of disability, so that
many claims have been terminated at an carlicr date than would
formerly have been the case. The companies have acquired more
knowledge of and experience with this type of business and arc
better able to administer it profitably.

The generally lower losses shown by the companies in their
“gain and loss exhibits” have also been due to the gradual
running off of the older and more unfavorable types of contracts
which had been written at inadequate premium rates and also
to the substantial strengthening of disability reserves which has
taken place in most companies during this period. Contracts
issued since 1932 have, in general, not resulted in loss, while the
effect of adding a substantial amount to disability reserves on
older contracts is to reduce the future annual losses under thesce
contracts becausc of provision for higher rates of disability and
the additional interest earnings on the higher reserves.

Improved cxpericnce and the general elimination of large
annual losses have led to some pressure for a more liberal prac-
tice and attitude in regard to income benefits in new policies.
The “standard” monthly income benefit in those companics
which continued to issue income benefits, viz: $5 per $1,000 face
amount, may very well be regarded as too low. Thus, the policy-
holder who can afford to buy, say, a $25,000 policy, is not likely
to consider himself adequately insured against disability by a
monthly benefit of $125. It is natural that life insurance agents,
and the public, should feel that, if the companies are going to
offer this type of insurance protection, it should be on a more
realistic basis in relation to loss of income. There is much to be
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said for that point of view. On the other hand, it is not difficult
to understand that the companies are rather reluctant to embark
again on a venture which was so disastrous in the past, even
where increased knowledge and experience indicate that former
errors could be avoided. At any rate there has, as yet, been very
little indication of an intention on the part of the companies to
expand or liberalize in regard to income benefits. Reference will
be made later to some factors which may affect this situation.

There are a few other developments of this period to which
some reference may be made. The first of these is negative in
character and is the nonadoption by companiecs generally of the
“indemnity” type of disability income provision which was
introduced by one large company. The distinctive features of
this type of bencfit provision are that the amount of income
payable in event of disability (1) is not fixed by the maximum
amount stated in the policy but is related to the earned income
during a specified period prior to claim, and (2) is subject to
“pro rate” on account of any other existing disability coverage.
There is no question that this type of provision is the most
logical and the only onc which will eliminate one of the most
important causes of loss under disability insurance as now prac-
ticed, namely, over-insurance. However, the apparent impos-
sibility of securing the uniform adoption of such a provision by
all companies—which, if not essential, is at least highly desirable
in order to make such a plan workable to a satisfactory extent—
together with other practical objections, has prevented the gen-
eral adoption of an indemnity basis for disability insurance.
There seems to be no inclination to experiment with this type of
disability provision.

A recent change which has been made in the new contracts of
a number of companies relates to the provision in the disability
clause as to the effcct of war service. Contracts issued during or
prior to World War II generally provided that in event of mili-
tary or naval service in time of war, the disability provision
would be automatically terminated, or, in some cases, suspended.
Experience during and since the war showed that such a provi-
sion resulted in some rather serious practical difficulties. For
example, in the case of provision for termination, the company



DEVELOPMENT OF DISABILITY BENEFITS 107

was frequently not notified of the insured’s entry in service and
continued to accept premiums for the disability benefits. This
might not be discovered until after the termination of military
service and sometimes only at a much later date when a claim
was submitted for which the company was not legally liable.
Another difficulty was in connection with the reinstatcment of a
tecrminated provision after termination of service. Many appli-
cants for reinstatement were not then insurable for disability
benefits under the company’s regular rules, but there might be
doubt as to whether the impairment was or was not war-caused.
Such doubts, plus patriotic considerations, made it desirable for
the companics to reinstate benefits on many poor risks and there
was, of course, some “anti-selcction” in the applications for re-
instatement.

In the casc of suspension another difficulty was that, while the
company automatically resumed the risk upon termination of
service, it was not usually {easible to collect any premium until
the next premium due date so that, in the aggregate, a substan-
tial amount of coverage had to be given without consideration.

In view of thesc and similar practical difliculties, many com-
panics are now simply excluding the risk, ie., providing that
benefits are not payable on account of disabilities resulting from
war service—the provision remaining otherwise in full force
with premiums continuing to be payable.

A development of some importance during the period under
consideration has been the apparent establishment by numerous
legal decisions (notably Rhine v. New York Life and Rubin v.
Mectropolitan Life) that since the disability provision is a part of
the life insurance contract, and not a separate contract (even
when the provision is in the form of a “rider” attached to the
policy), dividends on the policy may take into account gains or
losses from disability. In other words, a lower (or higher) divi-
dend per $1,000 may be paid on a policy with disability benefits
than on a policy otherwise identical but not containing provision
for such benefits. The practice of making such a distinction in
dividends was adopted by some of the larger companies in the
early 1930’s and scems to be entircly sound but was not followed
by all companics.
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CURRENT PRACTICE

The current practice of thirty large companies in regard to
the issue of disability benefits is tabulated in the Appendix. This
shows, as already noted, that therc have been no radical changes
since 1932.

It will be noted that none of the ten largest companies issues
policies with income benefits and that only eleven of the thirty
do so. Of the eleven, nine give coverage to age 55 and only two
(of which one is the company having the indemnity type of
clause) give coverage to 60. In seven companies the income bene-
fit is still $5 monthly, payable until death or recovery. One (the
“indemnity” company) pays $10. Two pay a decreasing income
(also temporary in onc company) and one has a temporary income
to 65 with payment of the face amount at that time if the insured
is still alive and disabled.

Three of these companies issue income benefits to women but
at higher premium rates and either with an earlier termination
age, a lower monthly income, or both.

All thirty companics issue policies with a waiver benefit only
and with coverage to age 60. The principal differences, so far as
waiver of premium is concerned, are in regard to the insurance
of women. Three companies now offer women waiver benefits at
the same premium rates as men; seven charge 50 per cent more,
and eightecn charge 100 per cent more. The remainder have
special (higher) premium scales for women. In eight companies
the waiver provision is cancelled in event of marriage and prac-
tically no company issues the waiver benefit to other than single,
self-supporting women.

In Canada, most companies issuing income benefits now
have the “U.S. type” of provision, that is, coverage to 55 and
monthly income of $5 for life. Four Canadian companies pay
$10 monthly to age 65, with payment of face amount at 65,
coverage continuing only to 55.

In regard to group insurance, therc seems to be a tendency
towards recstablishing the “instalment disability benefit” which
was more or less standard in group policies prior to 1932. How-
cver, this benefit is apparently being allowed only in selected
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cases and subject to payment of an extra premium. Formerly no
additional premium was charged for the disability benefit (pay-
ment of the face amount in installments).

FUTURE DEVELOPMENTS

While there are some important factors which may lead to a
more general issue of income disability benefits as time goes on,
and to greater liberality in the terms of the disability provision,
it does not seem very likely that there will be any important
developments along this line in the immediate future. The heavy
losses sustained in the past and the many practical difficulties
inherent in the administration of this type of coverage are still
very much in the minds of company officers and boards of di-
rectors. Although a great deal has been lcarned by experience,
both as to costs and as to the requirements for successful
administration, it is to be expected that those companies which
concluded that income disability benefits were a losing proposi-
tion and abandoned their issue altogether, will go rather slowly
in considering any reversal of that action.

Some of the factors which may affect this situation are: (1)
improved experience, in recent years, even under the older types
of contracts, due chiefly to favorable economic conditions and the
greater strictness in administration and interpretation of con-
tract terms; (2) greater knowledge of the cost; (3) pressure of
competition and the general need and demand for more ade-
quate protection against long continued disablement; and, per-
haps most important of all, (4) the desirability of demonstrating
that this important insurance need can be met by private enter-
prise.

As regards improved experience and reduction in disability
losses, there is, of course, some natural tendency to discount the
experience of the past or, at least, to believe that with greater
knowledge past errors and losses can be avoided. There is a
great deal of justification for that belief. A fundamental require-
ment of successful operation, which was largely absent in the
carlier stages of development, is the ability to measure the risk
and to arrive at adequate premium rates. The comparative uni-
formity in terms of coverage which has existed for about the
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past twenty years, and the volume of statistical data now avail-
able for the construction of reliable disability tables, furnish a
satisfactory basis for dctermining probable cost and, togcther
with greater knowledge of the administrative measures required,
should virtually eliminate the possibility of such losses as were
formerly sustained.

Competition and the general inadequacy of the type of income
benefits now available result also in more or less continuous
pressure for further consideration and expansion and this may
eventually have some effect.

The proposals to extend the Old Age and Survivors Insurance
provision of the Social Security law to include long-term dis-
ability benefits, which are, perhaps, now more likely than before
to be adopted in the near future, certainly require that the com-
panies review all the possibilities very carcfully. No cxtension of
coverage which would be practical or possible for the companies
could, however, cover all the classcs of the population which
would be included in any federal plan, but it is important that
any federal coverage should be limited to minimum benefits and
that the companies should be able to supply, at least to the
majority of applicants, adequate supplementary coverage above
the subsistence lcvel supplied by a federal plan.

Any income disability coverage which is to be rcasonably
adequate and satisfactory would scem to require a monthly
benefit of $10, rather than $5 per $1,000 of face amount, and
to give protection up to age 65 rather than 55. Possibly future
developments may be along that line with provision for a tem-
porary income, ccasing at 65 (and with payment of the face
amount of the policy at 65 if still disabled), rather than an in-
come payable until death or recovery. Under such a benefit the
income scttlements of the face amount available at 65 could
replace the disability income. The benefit described would,
however, be more costly than the present “standard” disability
income benefit, viz., coverage to 55 with a $5 monthly income
until death or recovery.

A minor future development may be in greater liberality in
regard to the waiver benefit for women. Experience under in-
come benefits was definitely much worse for women than for
men but under suitable limitations (c.g., to single sclf-support-
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ing women) the experience under the waiver benefit has, in many
cases, been quite favorable. Some companies have reduced the
extra charge for women and a few now charge the same rates as
for men.

Proprosep EXTENsION oF O.A.S.I.

Although we are considering only disability benefits in life
insurance policics, the cffect on these of any extension of the
Old Age and Survivors Insurance under the federal Social Se-
curity law may be considerable, so that it is not inappropriate
to refer briefly to the proposals for extending O.A.S.I. by the
inclusion of long term disability benefits.

It seems very probable that there will soon be such an exten-
sion. A majority of the Advisory Council on Social Security
appointed by the Finance Committee of the Senate was favorable
to an extension on some basis. Many of those who are best in-
formed on social legislation feel, however, that there are grave
dangers in any such plan on the federal level.

This feeling arises in part from the special characteristics
of the disability risk which call for unusual care in administra-
tion. It is to be remembered that under any federal plan there
would be no selection. All persons within the scope of the law
would be covered, including many who would be uninsurable
for disability benefits on any terms in the companies. The
amount of fraud and malingering, inseparable from this type of
insurance, would undoubtedly be very great under a federal
plan, particularly if the levels of benefits collectible were not far
below the amounts which could be earned by working—after
deducting the various savings made by the non-worker, including
income taxes, payroll deductions and daily overhead. Unless the
margin of net work income over benefits should be large, many
persons would, no doubt, prefer to accept the lower disability
income with its greater security and freedom from the need to
work rather than the larger income obtainable by working.

In addition to these and other similar administrative prob-
lems, there are dangers arising from political considerations.
There would certainly be political pressure on the administrative
officials to allow or continue benefits in many cases where bene-
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fits might not actually be payable under the qualifying condi-
tions of the law. Emphasis would be placed on the legal right to
benefits rather than on the qualifying conditions. In periods of
favorable cxperience or of inflation there would be agitation
to increase the scale of benefit payments beyond what was safe
or appropriate, while under unfavorable economic conditions
the plan would almost certainly function to a large extent as
unemployment rather than disability insurance.

Where experience proves the unsoundness of a disability in-
surance plan operated commercially, the company can modify
the plan or discontinue it—as many companies did in 1932. A
government plan is likely to be modified only in one way, by
increasing the benefits and by greater liberality, while to dis-
continue such a plan is virtually impossible. The solvency or
insolvency of the plan would make little difference in view of
the prevailing idea that federal funds are unlimited.

All this is not to say that a federal plan of disability insurance
is impossible. But it does mean that if the plan is to work out as
originally contemplated, it must be administered intelligently,
honestly and rigorously, and it must be kept “out of politics.”
Otherwise, it could very easily and quickly get out of hand with
serious financial consequences, to say nothing of other, perhaps
equal or more serious, social consequences on the morale of
the nation.



CHAPTER VIII

MODERN INDUSTRIAL LIFE INSURANCE
By Malvin E. Davis, F.S.A,, A.C.AS.*

Literature on the subject of life insurance is quite voluminous,
but the great bulk of it deals solely or principally with the ordi-
nary branch of the business in which life insurance is sold in
amounts of $1,000 or more with premiums on an annual, semi-
annual, quarterly and, in some cases, monthly basis. This insur-
ance, however, docs not fit the circumstances and needs of many
families of modest income.

For such families was the industrial branch of the business
developed and it continues to be the practical means of obtain-
ing the benefits of legal reserve life insurance. In this branch,
insurance is provided in units of hundreds rather than thousands
of dollars. Each individual premium payment is made as small
as possible by having the premium gencrally payable in weekly
instalments, although some companies scll the larger industrial
policies on a monthly-premium basis. Furthermore, the payment
of the premium is made as convenient as possible by providing
the additional service of having agents periodically call at the
policyholders’ homes to collect the premiums. Although the
industrial branch of the life insurance business has received little
specific attention in insurance literature, it is a very important
part of the lifc insurance protection of the American public.

At the end of 1948, legal reserve companies in the United
States werc providing life insurance protection totaling $207
billion. Of this amount, more than $3214 billion was industrial
life insurance. Considering the number of persons protected, the
importance of the industrial branch is even more pronounced.
Of the estimated 78 million American life insurance policy-
holders, about two-thirds own industrial policies—one out of
cvery three persons in the nation.

* Actuary, Metropolitan Life Insurance Company.
115
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Industrial life insurance has brought to a large part of our
population the benefits of individual life insurance. This branch,
which makes life insurance conveniently available to families of
moderate income, provides large aggregate sums to its policy-
holders each year at times when the money is most needed.

During the past five years, more than one billion dollars has
been paid to families in the United States in death benefits on
industrial policies. The value of these sums, coming as they do
in time of great need, can hardly be overestimated. But these
payments at death represent only part of the service rendered by
industrial life insurance.

During these same five years, about three-fourths of a billion
dollars was paid in maturing industrial endowments. These en-
dowment policies have been a popular form of insurance on the
lives of children especially, in order to help further their educa-
tion or aid them in establishing homes of their own.

Even in years when the nation is enjoying a full measure of
prosperity, many individual families are faced with financial
difficulties. In all too many cases the cash values provided by
their industrial policies are their only ready source of financial
assistance. During the past five years companies paid about one-
half billion dollars in cash values to their industrial policyhold-
ers. In times of economic depression there are, of course, many
more families that need financial assistance, and the cash values
provided by industrial policies play an even greater role. In the
year 1932, although the volume of industrial insurance in force
then was little more than half that of today, the companies paid
almost as much in cash surrender values to their industrial
policyholders as they did during the past five years.

Industrial policies also provide a lump sum cash payment in
case of disability arising from blindness or loss of limbs. Each
month the companies make such payments on more than a thou-
sand policies under which the insured becomes thus disabled.

Industrial policyholders and their beneficiaries are receiving as
death benefits, endowment amounts, disability benefits, and cash
surrender values over half a billion dollars a year—a significant
indication of the important role of industrial life insurance in
filling important needs of wage-earning families of the nation.

More than one hundred companies in the United States today
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are transacting industrial life insurance. Although the basic
principles upon which it is conducted are common to all com-
panies, practices and experiences naturally differ somecwhat
among them. About two-thirds of the industrial life insurance
in force is in three companies that have transacted this business
for a longer period and over a much wider area than have the
others. These are the Metropolitan, the Prudential, and the John
Hancock. This presentation will deal mainly with the practices
and experiences of these three companies and will use those of
the Metropolitan for illustrative purposes.

Prior to the middle 1920’s, industrial insurance was written
only on a weekly-premium basis, and ordinary insurance was
written only with premiums payable quarterly or less frequently.
Although the payment of premiums on a weekly basis is essential
to bring insurance within reach of millions of families, it does
involve more expense than if the premiums were payable less
frequently. Even twenty years ago, the income of many wage
earners had increased to the extent that, while still unable to
purchase ordinary insurance on the basis then available, they no
longer nceded to pay their premiums weekly. Some life insurance
companies therefore began the practice of accepting ordinary
premiums in monthly instalments,

When such insurance is serviced on the premium notice and
receipt basis, typical of that used for regular ordinary insurance,
the accepting of premiums in monthly instalments becomes
unduly expcnsive when such premiums are quite small in
amount. Consequently, companies that do not write industrial
insurance, which are commonly referred to as ordinary com-
panies, found it necessary to impose a minimum limit, such as
ten dollars, on the size of monthly premiums that they would
accept.

Companies that transact industrial as well as ordinary insur-
ance, which are commonly referred to as “‘combination” com-
panies, similarly found it necessary to impose that limit in the
case of those policies which are serviced on the premium notice
and receipt basis. However, the combination companies could
also issue policies with monthly premiums of less than ten dol-
lars by servicing them in a manner similar to that used for their
weekly-premium industrial policies. They were thereby able to



118 LIFE INSURANCE TRENDS AT MID-CENTURY

extend the issue of monthly-premium insurance to amounts less
than $1,000. The large combination companies are thus able
to offer insurance in amounts and with premium payment fre-
quencies suited to the needs of every income level of the popu-
lation.

Some combination companies issue their monthly-premium
policies for less than $1,000 as a form of ordinary policy, while
others issue them as industrial contracts. That is more a matter
of administrative facility for the company than of significance to
the policyholders. The cost of this insurance is about the same
in cither case and the provisions of modern ordinary and indus-
trial policies are very much alike.

PoLicy Provisions

An indication of the limited extent to which modern ordinary
and industrial policy provisions differ can be obtained from a
comparison of such policies currently issucd by the Mctropolitan.
Certain provisions which are quite valuable in policies for larger
amounts are unsuited to policies for small amounts of insurance,
and are omitted from industrial policies. For instance, such
policies do not generally contain a provision for policy loans,
since such loans would naturally be quite small and the cxpense
of servicing very small loans would be disproportionate to the
value of loans to the policyholders. In the case of the Metro-
politan, its $750 monthly-premium industrial policies contain
loan privileges and all of its other industrial policies (which are
for smaller amounts) do not.

Similarly, a provision for a choice as to the form in which divi-
dends on participating policics might be taken would increase
unduly the expenses on industrial policies, without compensat-
ing benefit to policyholders. Some policies provide that their
dividends will be paid in the form of a credit toward premiums
and others that the dividends will be paid in the form of paid-up
additions to the sum insured.

Settlement options, which are very useful to the holders of the
larger amounts of insurance, would be of little worth in connec-
tion with policies for small amounts and are generally omitted
from industrial policies. In the case of the Metropolitan, only
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its $750 monthly-premium industrial policies contain options of
this nature, and they are more limited than in ordinary policies.
On the other hand, the fact that industrial policies are for
smaller amounts than ordinary policies makes it possible to grant
certain additional benefits, and in some cases more liberal treat-
ment, to industrial policyholders.

Industrial policies of this company do not include the applica-
tion as part of the contract; they may be contested only within
one year of issue, and then only if the insured has undergone
medical treatment for a serious physical condition within two
years prior to issue and has not disclosed that fact in his applica-
tion. It is not necessary for the applicant to determine whether
an ailment for which he had medical attention was serious or
not. He merely reports the fact that he had medical attention,
giving the date, nature of the ailment or treatment, its duration,
and the name of the attending physician or the hospital. There-
after, it is the responsibility of the company to determine
whether further cxamination is required. This provision for
possible contesting of an industrial claim is considerably more
liberal to the policyholder than is possible for policies of larger
amounts, which contain the application as part of the contract
and may be contested within two years of issue for any material
misstatement in the application. Industrial policies do not con-
tain a suicide restriction since it is not necessary in policies for
these smaller amounts.

Industrial policies provide, without specific extra premium
charge, an additional accidental means death bencfit which is
the same as the double indemnity benefit that can be purchased
with ordinary insurance. The ordinary policies of this company
include a benefit under which the premium payments are waived
when the insured is totally and permanently disabled. Such a
benefit is also included, without specific extra premium therefor,
in its $750 monthly-premium industrial policies. It is not in-
cluded in its other industrial policies because no means has as
yet been devcloped whereby such a benefit could be administered
efficiently and economically when the individual premiums to be
waived are very small. The industrial policies, however, do pro-
vide, without specific extra premium charge, a benefit in the
event of loss of eyesight or limbs. If, as a result of accident or
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disease, the insured suffers the loss by severance of both hands
or both feet, or onc hand and one foot, or the loss of the sight
of both eyes, the company will pay a sum equal to the amount of
insurance and continue the original policy in force for its full
amount without further payment of premiums. If the insured
loses one hand or one foot, then one-half the amount of insur-
ance will be paid in cash and the original insurance continued
without payment of future premiums.

The industrial policies provide for the naming of a beneficiary,
and also contain a facility-of-payment clause which permits pay-
ment to persons of specified classes if the designated beneficiary
is the estate, or a minor or incompetent, or predeceased the in-
sured, or fails to make claim within a period of 60 days. This
clause permits the company to make speedy payment to the
proper parties, without forcing the payee to incur the expense,
trouble and delay of having an administrator or guardian ap-
pointed. A clause is also contained in industrial policics whereby
the insured can return his policy within a few wecks after issue,
if he is not fully satisfied with the contract, and receive a refund
of the premiums paid.

An important service for industrial families is the personal
call of the agent to receive premiums, but this scrvice involves
expense. Although most industrial policyholders need and want
the agent’s service in receiving premiums, there are many who
can and are willing to do without it. The latter may reduce the
cost of their weekly-premium insurance by paying premiums
directly. The policy provides that, if premiums are paid con-
tinuously, without default beyond the grace period, for a period
of one year to an office of the company that maintains an account
for recciving direct payments, the company will refund at the
end of the year 10 per cent of the total year's premiums.

For otherwise identical policies, those with weekly premiums
must cost somewhat more than those with monthly premiums,
principally because of the greater expense of handling the smaller
and more frequent premium payments. Some policyholders for
whom the weekly basis is at first the most suitable may later find
that they can pay in less frequent instalments. The company’s
weekly-premium policies assure the policyholder the privilege of
converting such policies to any policy with less frequent pre-
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mium payments that is regularly issued by the company. In
fairness to those already insured in the class in which the
new policy is to be included, such policyholders must submit
satisfactory evidence of insurability in accordance with the stand-
ards for that class and the amount of insurance involved must
be at least the minimum issued in that class.

Industrial policies, like ordinary, provide for nonforfeiture
values in case the policyholder defaults in payment of premiums.
The nonforfeiture values are determined in exactly the same
way for both classes of policies, except that the ordinary values
reflect mortality experience under ordinary insurance, while the
industrial values reflect mortality under industrial policies.

A nonforfeiture value in the form of extended term insurance
is provided automatically, on both industrial and ordinary
policies, after premiums have been paid for a half-year. After
premiums have been paid for a certain minimum period, the
industrial as well as the ordinary policies provide that the non-
forfeiture value may be taken in the form of cash or as paid-up
life or endowment insurance for a reduced amount, instead of
as cxtended term insurance. In the case of the ordinary policies
the minimum period after which such a choice is offered is two
years; in the case of industrial it is three years, because prior to
that time the amount of cash value on a small policy is neces-
sarily quitc small and the expense of making such payments
would be disproportionate.

This completes the list of noteworthy differences between the
modern industrial and ordinary policy contract. In all other
respects the provisions of the two contracts are practically iden-
tical. The differences that do exist, as just described, arc the
result of developing each contract to best serve its policyholders.

SELECTION OF RIsKs

Members of the lower income groups experience an inherently
higher death rate than those of the same sex and age that are
insured under ordinary policies. In order that industrial insur-
ance may be available to practically everyone who is not in
seriously impaired health, a broader—more liberal—basis of ac-
ceptance is employed for industrial than for standard ordinary
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insurance. Furthermore, for the smaller amounts characteristic
of industrial policies a simple and inexpensive underwriting
procedure is essential. Medical examination is required in fewer
cases, and when required is briefer and less expensive than that
needed for ordinary insurance. Many applicants who are accept-
able for industrial insurance at its standard premium rates would
be regarded as substandard for ordinary insurance because of
their occupation, physical condition, or personal health history.

FIELD FORCE ORGANIZATION

The field force of a company that does not transact industrial
insurance may operate under either a “branch office” or “general
agency” system, but a company that transacts industrial uses the
branch office system. This permits a more direct contact between
the management at the home office and the individual agent, and
a direct control of the many detailed field services that are re-
quired in connection with this branch of the business.

A company transacting industrial life insurance divides the
territory in which it operates into a number of areas that are
called districts. A district may be part of a large city, a medium-
sized city, or a number of neighboring towns. Each district has
a manager (or superintendent) in charge, with one or more
assistants, and has a public office with a small clerical force.

Each district is subdivided into smaller areas, to each of which
an agent is assigned. It is a great help in the efficient servicing
of policies, for which the individual premium payments are
quite small and made at frequent intervals, that each agent have
a prescribed area which is mutually exclusive from areas of other
agents of the company. The area assigned to cach agent is known
as his ““debit.” The origin of this name stems from the premium
accounting system that is used.

PrREMIUM ACCOUNTING SYSTEM

This accounting system is entirely different from that typical
of ordinary insurance. Advantage is taken of the fact that the
weekly premiums all fall due at the same time and that for the
convenience of the policyholders an agent calls at their homes to
receive them. Each family is provided with a premium receipt
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book in which the agent receipts for the premiums. The agent
carries with him a debit book in which there is a page for each
family and which is arranged in the most efficient manner for
him to make his rounds. This book contains information about
the insurance holdings of the family and in this he also enters a
notation about the receipt of the premiums.

The agent does not report the receipt of each premium sep-
arately to the home office. Each week he makes up an account-
ing form in which he begins by charging (i.e., debiting) himself
with one week’s premium on all the weekly-premium policies in
force in his debit. He then reconciles this with the amount of
his cash collections by making the necessary adjustments, such
as adding the premiums that he has received that were not due
in that week, and deducting those that were due but were not
paid. Each weck the agent is officially notified by the home
office of the policies that have been added to his debit or ccased
to be in force in it and the up-to-date amount of his debit, which
then becomes the initial entry in his account for the following
week.

This systcm permits the company to operate without maintain-
ing a running record at the home office of the premium pay-
ments on each individual policy. The home office records do
not tell whether the premiums for the current week have been
paid or not, but only disclose whether the policy is in force or
has been reported for lapse, and if reported for lapse, the date
to which premiums were paid. Periodically the agent submits a
listing of the policies on which premiums have been paid in ad-
vance and those which are in arrears, for audit and other pur-
poses. Audits of each agent’s account are made periodically, and
various controls are used to assure accuracy in the agent’s report-
ing.

For monthly-premium policies serviced on the debit plan, a
similar premium accounting system is used. This debit system
of premium accounting is very important to the efficient handling
of small premium payments.

SELECTION AND TRAINING OF AGENTS

Providing good insurance service depends to a very large degree
on the calibre of the field force. Not every man is suited for such
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work. Careful attention must be given to selecting the men that
are to become agents. They must then be trained for the work
and adequately guided by supervision and management. They
must be remunerated in a manner that does not permit their
financial reward to be in conflict with their giving the best advice
and service to their policyholders, and their compensation must
be adequate for their services and provide them with an incentive
to perform their work well.

Increasing attention has been paid in recent years to the care-
ful selection of agents and to their formalized training before
they go out on the debit. Aptitude tests to aid in selecting qual-
ified applicants have been widely used, and prospective agents
are carefully screened before their appointment. The Metropol-
itan has training schools at several centers where the newly
appointed agent studies for two weeks. After completing his
preliminary schooling, the agent reports to his district office; in
some states he is also required to take a state examination for
an agent’s license. In the district office, training continues under
the supervision of the assistant manager, who accompanies him
on the debit each day for the first few weeks, and gives him such
additional individual instruction as he may require. Then for
the succeeding six months he is closely supervised and given
special additional instruction as may be needed. Special instruc-
tion and correspondence courses are also used in completing the
agent’s training and education. Many agents, as well as managers
and assistant managers, have successfully taken the courses and
passed the examinations leading to the designation of Chartered
Life Underwriter (C.L.U.).

AGENTS’ COMPENSATION

Each of the three largest combination companies has greatly
improved its method of compensating field men for selling and
servicing industrial and ordinary debit policies over the past two
decades. Such compensation includes selling, collection, and con-
servation commissions.

The basis of the selling commission encourages the agent to
sell only insurance that a family can afford to, and probably will,
maintain in force. This commission depends on the continued
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payment of premiums throughout the policy’s first year—the
period when the normal tendency to lapse is greatest. The rate
of sales commission is one-fourth lower for endowments of 30
years or less than for other plans. The sales commission is at the
same rate for weekly- as for monthly-premium debit policies,
which on the average is about the same as that for regular ordi-
nary policies.

The collection commission is a fixed percentage of the pre-
miums received by the agent. This rate is generally 12 per cent
on weekly premiums, and 6 per cent on monthly-debit premiums.

The conservation commission gives the agent a financial incen-
tive to conserve existing insurance. The amount of this com-
mission varies from $3 to $7 a week, depending on the relative
lapse rate of the agent’s debit business as compared with that for
the entire company on debit policies.

During 1948, Metropolitan agents earned an average of about
$88 a week, of which three-fourths was for selling and servicing
debit insurance. The remainder consisted of earnings on regular
ordinary insurance, group insurance, annuities, and personal
accident and health insurance.

FAMILY PROGRAMMING

One of the most far-reaching developments in industrial life
insurance during recent years has been the increasing attention
given to arranging family programs on a sound basis. A basic
step in this direction was the introduction of the methods of
training and compensating agents in current use. But much more
than this has already been done, and constant efforts are being
made to devise even better ways of improving the effectiveness of
wage-earners’ life insurance. Rules have been established to guide
agents in selling, and home office underwriters in approving,
applications for new insurance, so that proper consideration is
given as to whether the insurance would be suitable to the family’s
needs and circumstances. The following practices of the Metro-
politan will illustrate the nature of such programming.

Relation of Premiums to Family Income. A primary considera-
tion in establishing a sound family program of insurance is that
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the premiums do not require an undue portion of the family’s
income. In addition to educating its agents to the disadvantages
of overinsurance and arranging the basis of compensating agents
for new business with the same objective, the company takes
other specific steps to avoid the possible oversale of insurance.
Information given in the application about the family’s income
and its premium outlay is considered at the home office, and if
the premiums exceed a certain percentage of income, approval
of the application is withheld. The limits applied arc more rigid
for low than for higher incomes.

Distribution of Insurance within the Family. In determining how
the money available for premiums should be distributed in pur-
chasing insurance for the various members of the family, a basic
principle that is stressed in the training of agents is that the
insurance program should be centered around the principal wage
earner, since his death will impose the greatest financial burden
on the family. Other cmployed members of the family should next
receive consideration in accordance with the financial loss that
would be occasioned by their death.

It is not sufficient, however, to insure only the wage earners.
In lower-income families the death of the mother of young chil-
dren necessitates temporary expenditures for their care. Hence,
a housewife may well be insured for an amount greater than is
necessary for expenses of her last illness and burial. The final
illness and funeral costs for a dependent child also present a
serious financial problem to these families, which rarely have any
appreciable amount of savings.

Since some protection on dependent members of the family is
highly desirable, limitations are imposed only to avoid dispropor-
tionate amounts. Insurance in excess of $750 on the life of a
housewife is generally permitted only if the husband is insured
for at least twice (in some instances, three times) as much, or if
the housewife’s total premium would require only a very small
proportion of the husband’s income. For other adult dependents,
the total amount of insurance is more severely restricted.

Strict limitations have also been placed on the insurance of
young children. No weekly premium insurance will be issued
on the life of a child under age 10 which would bring the total
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premium in all companies to more than 25 cents a week. Gen-
erally, not even this amount will be issued if the father is not
insured. Monthly-premium policies may be written on young
children only if the person responsible for the child’s support
is insured for specified minimum amounts.

Frequency of Premium Payment. The agents who sell weekly-
premium life insurance also sell monthly-premium policies and
ordinary insurance with premiums payable less frequently.
Hence, the agent is able to recommend the particular policy
which, in amount of insurance and frequency of premium pay-
ment, will be best suited to the amount and frequency of the
family’s income.

To avoid issuing weckly-premium insurance when a less
cxpensive form is within the family’s means, the company will
not issuc more than $750 of weekly-premium insurance (or $500
if on the 20-payment life plan) on an adult within a period of
six months. Limitations are also placed on the total amount of
weekly-premium insurance that will be issued on one person. If
an applicant already has ordinary insurance, or if he would have
more than $1,000 of weekly-premium insurance, the company
will not issue a new weekly-premium policy unless supplementary
information shows it to be more appropriate than one with less
frequent premium payments or the applicant specifically insists
on it. Similar rules are followed if the advance deposit at the
time of application is substantial enough to suggest that premi-
ums could be paid less often than weekly, or if the weekly pre-
mium required for the insurance being applied for exceeds 50
cents. No policy will be issued for more than $1.00 of weekly
premium. All applications received at the home office are
reviewed by trained clerks who verify that these rules have been
complied with.

Plans of Insurance. The two most popular plans of weekly-
premium industrial insurance are whole life policies with premi-
ums payable to an advanced age, such as 65 or 75, and 20-year
payment life policies.

In the past, 15- and 20-year endowment policies were very pop-
ular plans of weekly-premium insurance, particularly for young
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children. However, the low rates of interest which are currently
being earned on life insurance company investments have made
these policies less desirable when premiums must be collected
weekly. The interest earnings are not then sufficient to meet all
expenses and give a reasonable return over the amount paid in
premiums. Accordingly, the largest companics have discontinued
issuing such endowment policies on a weekly-premium basis, and
endowments on a monthly-premium basis are issued only for
terms of 20 years or more. When serviced monthly, these policies
can still be offered at attractive rates despite current low interest
yields, because of the lower expenses involved.

PERSISTENCY

The lapse rate of weekly-premium policies has been character-
istically higher than that of ordinary policics. To some extent
this is a natural consequence of the different frequencies of
premium payment—there are many more occasions for a policy
to lapse if premiums are payable weekly than if they fall due
quarterly or annually. Probably an even more important factor,
however, is the income class of the policyholder. Industrial pol-
icies are bought by the lower-income groups, whose margins of
income over necessary expenditures are usually quite narrow. As
a result, they are more affected by financial ups and downs. Even
temporary loss of income or suddenly increased expenses may
force them to interrupt their insurance programs.

Company efforts to improve the persistency experience on
weekly-premium industrial policies have been particularly effec-
tive in rcducing the lapse rate shortly after issue, when it is most
susceptible to improvement. Emphasis on proper selling methods
and on sound programming has aided materially in this. In the
Metropolitan, the proportion of policies issued which lapse
within the first twenty-six weeks has been reduced from 30 per
cent in 1935 to 18 per cent in 1939, and to less than 8 per cent
in 1948.

At the later policy durations, the persistency rate of industrial
policies follows the trend of cconomic conditions very closely.
When conditions are good, the lapse rate is low; when conditions
deteriorate, the lapse rate progressively increases. Continuous
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attention to proper methods of selling and to the conservation
of existing policies has a beneficial effect on the lapse rate at all
durations, but the business cycle probably is a major influence
in renewal years.

A study of the Metropolitan’s weekly-premium industrial lapse
and surrender rate, excluding policies in their first calendar year,
shows that from 1929 to the depth of the great depression in 1932
the lapse rate doubled, from 6.7 per cent to 13.4 per cent. There-
after, it decreased almost without interruption, except for the
economic recession of 1938, to a low in 1944 of only 1.6 per cent,
or about one-eighth of the 1932 rate. Beginning late in 1945,
postwar readjustment and inflationary conditions have caused
some upswing from the abnormally low rates of 1943-1945, but
the 1948 rate was still only 3.1 per cent, which is well below
prewar levels.

HEeALTH AND WELFARE WORK

Two of the large combination companies are offering exten-
sive health services to their industrial policyholders. Such com-
panics have had exceptional opportunities to render service in
this respect. Their agents arc in {requent contact with the segments
of the population that have most nceded hcalth education, yet
were hardest to reach through the usual educational channels.
The companies have also been able to assecmble and publish
valuable statistical information relating to diseases and causes
of death among their millions of policyholders.

The health and welfare programs have consisted of four prin-
cipal activities: (1) direct health service to sick policyholders by
visiting nurses; (2) health education through popular booklets,
advertisements, exhibits, films, and radio broadcasts; (3) coopera-
tion with hecalth departments, schools, industries, and other
agencies in campaigns aimed at preventing or controlling disease
and accidents; and (4) practical demonstrations of disease con-
trol, research in medical problems, and financial support of
various health projects.

The Metropolitan, which has had the most extensive health
and welfare program, has provided more than 100 million nursing
visits to policyholders, and has distributed 1.4 billion health and
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safcty pamphlets, in the forty ycars its program has been in
operation. No direct charge is made for these services. During
recent years, some curtailment in the nursing services provided
has been made appropriate by the increased health knowledge
on the part of the general public, and the extension of the serv-
ices of other agencies in this field. But even in 1948, more than
one and a half million nursing visits were made. The company
devotes about one per cent of the income of its industrial branch
to this service.

Health cducation and health services by the various interested
agencies have been especially productive in extending life among
the lower income groups. The improvement in mortality among
industrial policyholders has been considerably greater than among
those groups insured under ordinary policies. At the turn of the
century the death rate among Mectropolitan industrial policy
holders was about double that among its standard ordinary
policyholders. By 1940, the industrial mortality had become only
one-fifth greater than ordinary, and there are indications that thi
ratio has declined even further in more recent years.

EXPENSE

The expenses that may be incurred in transacting industria
insurance by companics operating in New York State, whicl
includes the three largest companies, are limited by statute. Be
sides limiting the total cxpenses, the law prescribes ccrtair
limitations as to how they may be incurred. Agents’ compcnsa
tion must be determined in advance, first-year commissions o1
industrial insurance must not exceed those on ordinary monthly
debit insurance, and no bonus may be paid based on the volum
of new business sold.

The expense rate on weekly-premium industrial life insuranc
is, of course, higher than that on annual-premium ordinar
policies becausc of the smaller units of insurance and the mor
frequent payment of premiums. However, for weekly-premiur
industrial policyholders who pay premiums direct to a compan
office and receive the 10 per cent refund on such payments, th
expense charge is little greater than for ordinary policies on whic

premiums are payable monthly.
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For instance, a study of Metropolitan’s industrial business,
made by the New York State insurance department about ten
years ago, indicated that the expense charge for those policy-
holders whose weekly premiums were collected by agents exceeded
that on monthly-debit ordinary policies by 13 per cent of the
premiums. For those policyholders who paid their weekly pre-
miums dircct to the company, the expense charge was greater
than that for monthly-debit ordinary policies by only 3 per cent
of the premiums. Although this study was made ten years ago,
more recent studies have indicated that there has been no signifi-
cant change in the relative expense charges since that time.

Since the last war there has been an increase in the expense
rate of conducting industrial life insurance, just as there has
been in the cost of everything else. This has offset operating
cconomies that were accomplished over a number of years. When
we compare the current expense rate with that at the turn of the
century, however, we find it very materially lower despite the
many additional services to policyholders that have been added.

Two major factors in achieving this have been the introduction
of monthly-premium policies and the introduction of the refund
for dircct payment of weekly premiums. At present, about one-
third of all weckly premiums are paid directly to the Metropol-
itan. Even for weekly-premium business on which premiums are
collected by agents, however, there has been a material reduction
in the expense rate. On such business, the Metropolitan’s expense
rate is about 15 per cent lower than it was at the turn of the
century.

It is interesting to note that even under current conditions of
low interest earnings and inflated costs of doing business, the
interest earnings credited to industrial policyholders pay for the
greater part of the total expense of sclling, servicing and admin-
istering the insurance. In 1948, the expense charge to Metropoli-
tan industrial policyholders (exclusive of taxes) exceeded the
interest credited to their insurance by an amount equal to 4 per
cent of their premiums. When one considers that in most cases
the money devoted to these premiums would otherwise not have
been invested to earn interest, the net cost of obtaining this
insurance is indeed quite low in relation to the extensive service
the policyholders receive and the benefits they derive from it.
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RECENT TRENDS IN WAGE-EARNERS’ INSURANCE

Although monetary incomes of wage earners have increased
substantially in recent years, weekly-premium insurance continues
to be the most appropriate form for a large segment of the
population. While more and more wage earners nced and can
purchase more substantial amounts of insurance on their own
lives, the insurance needs of other members of their families are
being appropriately met through policies of smaller amounts.
The need for at least modest amounts of insurance on the lives
of dependents is greater in these families than in those in more
affluent circumstances.

With the larger incomes prevalent today, heads of families have
been able to purchase insurance in much larger units than
formerly. Of its total weekly-premium policies, the Metropolitan
is now selling only one-fifth on the lives of adult males. These
men are purchasing a substantially greater proportion of their
policies on the monthly-debit rather than weekly-premium basis.
The smaller of these policies are industrial and the larger ordi-
nary. Furthermore, many of the men are now able to purchase
ordinary insurance with premiums payable quarterly or less
frequently, and they are doing so. This is evidenced by the fact
that, although the Metropolitan sells a great number of policies
for very substantial amounts of insurance, about one-half of all
its ordinary non-debit policics are being sold for exactly $1,000
of insurance, the minimum amount in this branch. In many
cases the wage earners also have the additional protection of
group insurance during their working years when their need
for it is greatest.

The large combination companies are well equipped to provide
appropriate insurance to families of all income levels. The con-
tinuing contacts between their agents and their policyholders,
coupled with the fact that these agents can offer a complete
choice of life insurance policies and services, enable families of
modest means to develop and maintain insurance programs that
stay in keeping with their nceds and circumstances. The indus-
trial branch of the business provides an essential part of this
service.



CHAPTER IX

THE GROWING FIELD OF GROUP COVERAGES
By Henry S. Beers, F.S.A.*

Possibly the simplest and most informative way to define group
insurance is to say that it is an employee-benefit plan adminis-
tered by an insurance company. This may be said to define group
insurance from the end opposite that from which other types of
insurance arc usually defined; and it is important to do so. What
group insurance does for the employee and his family, and what
group insurance looks like to the cmployee, is morc important
to a true understanding than an acquaintance with the policy
forms, actuarial formulas, and legal principles that pertain to
this field. On the other hand, you must not get the impression
that an employee-benefit plan is a group insurance plan unless
it has the usual insurance characteristic that a sum of money
(premium) is paid to an insurer in exchange for a promise to
pay contingent upon the happening within a certain time of a
defined event (hazard insured against).

This short definition covers more ground than the limits of
this paper will encompass. In particular, a line of cleavage may be
drawn between pension plans and the other kinds of employee-
benefit plans that are administered by insurance companies.
Frequently group annuities are spoken of as a part of the group
insurance category—how important a part is indicated by the
statistics that, in the United States during 1948, the insurance
companies received some $540 million of group annuity premi-
ums to purchase old-age annuities for almost two million em-
ployees, while for group insurance proper the premiums were
some $840 million to provide benefits for almost twenty million
employees and ten million of their dependents. The line of
cleavage is a natural one; group annuities and group insurance
do not mix readily. They are harder to discuss together than

* Vice President, Aetna Life Insurance Company.
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THE O P Q MANUFACTURING CO.
of Easton, West Virginia

Founded 1900 May 1, 1950

To All Employees:

We are pleascd to announce that arrangements have been
concluded whereby all of our employces may cnjoy the benefits
of Group Insurance. The A B C Lifc Insurance Company of
Norton, South Carolina, will underwrite the plan.

This insurance will become effective as soon as 75 per cent
of our eligible employecs make application. The O P Q Manu-
facturing Company is paying about onc-half of the total pre-
mium. Your contribution will be deducted weekly from your
earnings.

The plan, described on the following pages, has our complete
endorsement and we sincerely hope that all of you will take
advantage of this valuable insurance protection.

Very truly yours,
O. P. Queue, Jr.
President.
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apart. The different types of benefit that go to make up group
insurance plans package themselves together easily, while pack-
ages that also include pensions are harder to hold together. (An
cmployee asks “What happens if . . . ?” The answer is likely to be
“With respect to the pension plan, such and such is the case. For
the group insurance, however, the situation is so and $0.”)

A PARTICULAR GROUP PLAN

It has been the author’s observation that seldom does anyone
achieve a clear idea of group insurance until he has put himself
into the position of the employee to whom a group plan is being
offered—just as one is not likely to reach a sound critical judg-
ment on any question connected with group insurance without
considering how the matter will sound to the employees when it
is explained to them.

On the next few pages you will find the text of the specially
printed announcement booklet that might be distributed among
you, if you were actually the employees of the O P Q Manufactur-
ing Company and we were trying to scll you on the value of
signing up to contribute for a group plan. Following each quoted
section of the booklet will be found some explanatory comments.

As the following pages are read, it would be well to note how
indivisible, or at least how casily packaged, group insurance is.
It can be analyzed into sub-categories, such as group life insur-
ance, group disability insurance, group hospital expense insur-
ance, et celera, but the reader will grasp the essence of group
insurance more clearly if he reads the employee booklet as a
single whole. It is one group plan, even though it provides
scveral different bencfits.

ANNOUNCEMENT LETTER

Considerable attention is usually paid to the matter of making
the employec announcement booklet both attractive and read-
able.

The first inside page is normally devoted to some sort of fore-
word or letter to employces, such as illustrated on page 134. Often
the employer will devote a great deal of thought to the wording
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of such a letter. Not only can a well-written letter help greatly
in persuading the employees to take advantage of the oppor-
tunity to subscribe to the group plan but it can also be a valuable
factor in employee-employer relations.

When a group plan, whether a new plan being submitted for
the first time or a revision of an old plan, is being purchased by
the employer as the result of union negotiations, the employer’s
letter may mention this by saying, “We are plcased to announce
that, pursuant to negotiations with ——— Union, Local No.
777, arrangements have been concluded. . . .” Alternatively, the
letter is sometimes signed by the union instead of by the em-
ployer, or the booklet may contain both an cmployer letter and
a union letter. Other methods that may be followed when group
insurance results from collective bargaining arc discussed on a
later page.

The 75 per cent rule stated in the sccond paragraph on page
134 is all but universal in group insurance. From the purchaser’s
standpoint, group insurance is not worth the trouble and expense
unless a large majority of the employeces want it and, generally
speaking, a plan is seldom considered successful if the participa-
tion barely excecds 75 per cent; percentages in the nineties are
not at all uncommon and are a much surer indication that the
plan will accomplish its main objectives. From the insurance
company’s standpoint, the acceptance of the insurance by a
reasonably high percentage of the cligible employces is necessary
to minimize the probability that the worst risks will have accepted
the insurance and the best risks refused it to such an extent that
the premiums quoted can no longer be cxpected to cover claims
and expenscs.

SCHEDULE OF INSURANCE BENEFITS

The schedule of benefits illustrated on page 138 may be
characterized as a “flat schedule” because every employee is
offered the same benefits. “Graded schedules” offer different
amounts of insurance to different classcs of employees, the clas-
sification being based on salary rate, occupation, or other appro-
priate factor.

Under both types of schedules, an individual employee is
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offered a particular amount of benefits at a specified rate of
employce contribution (unless under that particular plan the
employer is paying the full premium). The employee is not
offered any choice between a greater and a lesser amount of
insurance. This is necessary from the insurance company’s point
of view, in order to prevent too many of the worst risks from
taking the larger amount and too many of the best risks taking
the smaller, which might raise the loss ratio too much. In other
words, the amounts of insurance offcred “must be based upon a
rule precluding individual selection,” to use a traditional ex-
pression.

The illustrative schedule on page 138 is set up as a “package.”
The employec is offered a list of benefits at a contribution of
$2.27 for a single employee, or $4.17 for an employee with a
family. He is not offered the choice of taking any onc or more
of the bencfits at an appropriately adjusted contribution rate.
In some group plans, the employec is allowed to break the pack-
age, but the usual custom is to allow either no breaks or only a
few specificd types of breaks.

It will be remembered from the employer’s letter that the em-
ployce contributions are not the premiums charged by the
insurance company, but only about half. Somctimes the cmployer
pays the full cost. On the other hand, some plans are paid for
entirely by the employees, but this is becoming uncommon, and
always has been so in plans including life insurance bencfits.
(The laws of many states prohibit employee-pay-all group life
insurance.)

DESCRIPTION OF THE PLAN

Eligibility

All present full-time employees who are actively working will be
eligible for insurance on the effective datc of the plan. Employces who
are away from work for any reason will be eligible for insurance as
soon as they return to active duty.

Employees hired after the plan becomes effective may make applica-
tion when employed and their insurance will become effective upon
the completion of three months of continuous active service.



SCHEDULE OF INSURANCE

BENEFITS
For Employees
Life Insurance $1,000
Accidental Death and Dismemberment 1,000
Weekly Sickness and Accident Benefit 20
Hospital Expense Benefits
Daily Benefit for Board and Room 6
Miscellancous Charges 60
Surgical Fee Benefit—Maximum 200
Medical Expense Benefits
Office Visit 2
Hospital or Home Call 3
For Dependents
Hospital Expense Benefits
Daily Benefit for Board and Room 6
Miscellaneous Charges 60
Surgical Fee Bencfit—Maximum 200

Employees’ Monthly Contributions
Employece with No Dependents 2.27
Employce and Dependents 4.17
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The usual rule is that “the plan must be offcred to all em-
ployees or to all of any classes determined by conditions pertain-
ing to the cmployment.” It is usual to require new employeecs
to serve a “probationary period” of three months, more or less,
before becoming insured, but the probationary period is fre-
quently waived for employees in service when the plan is adopted.

Life Insurance

The life insurance is payable in event of your death from any cause
at any time or place while you are insured. Payment will be made in
a lump sum or in installments to the beneficiary designated by you. The
beneficiary may be changed whenever you wish.

If you become totally and permancntly disabled while insured and
before age sixty, your life insurance will remain in force as long as
you remain so disabled, provided proofs of disability are furnished as
required. Your contributions toward this insurance cease upon sub-
mission of the first proof, which should be filed with the insurance
company within threce months after total disability has lasted nine
months. Subsequent proofs of disability must be furnished each year
thereafter.

The life insurance will remain in force for thirty-one days following
termination of cmployment. Within this thirty-one day period, by
making application to the A B C Life Insurance Company, you may
convert your group life insurance to an individual life insurance policy
on any regular plan, except term insurance. This individual policy
will be issued without medical examination at the insurance company’s
regular rates.

The features described above are those customary at the present
time. Prior to about fifteen years ago, group life insurance
policies usually included disability clauses providing for payment
of the sum insured to the employee himself on proof he had
become totally and presumably permanently disabled. In times
of depressed cconomic conditions and widespread uncmploy-
ment, the claim rate under thesc clauses rose prohibitively, and
it proved impossible to restrict payments to those actually dis-
abled in the sense originally intended. While insurance companies
have not generally included such clauses in policies issued for the
past fifteen years, there is still a good deal of permanent total
disability coverage of this nature in force. Many of the policies
issucd before that time still contain the disability clause and
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quite a few have increased greatly in number of employees cov-
ered or have been extended to new groups of employees.

Accidental Death and Dismemberment Benefits

The accidental death and dismemberment coverage provides benefits
for the accidental loss of life, limbs, and sight, including losses resulting
from occupational accidents.

The full principal sum to which you are entitled will be paid for
the accidental loss of:

Life (in addition to life insurance)
Both Hands

Both Feet

One Hand and One Foot

One Hand and Sight of One Eye
One Foot and Sight of One Eye
Sight of Both Eyes

One-half the principal sum will be paid for the accidental loss of
one hand, one foot, or the sight of one eye.

Payments will be made directly to you, if living; otherwise to your
beneficiary.

Frequently this coverage docs not apply to occupational acci-
dents, since workmen’s compensation laws provide bencfits for
deaths and dismemberments arising out of such accidents.

Sickness and Accident Benefits

The weekly benefit is payable to you while you are disabled and
prevented from working as a result of a non-occupational accident or
a disease for which benefits are not payable under the Workmen’s
Compensation Law.

The weekly benefit to which you are entitled will commence on the
first day of disability resulting from accident or on the eighth day of
disability resulting from disease and will be payable for a maximum
period of thirteen weeks for any one disability.

If disability is due to pregnancy, the maximum period of payment
is six weeks. These maternity benefits are immediatcly effective for all
employees whose insurance begins on the effective date of the plan.
However, in the case of female employees becoming insured after the
effective date of the plan, no benecfits will be payable on account of a
pregnancy which results in a childbirth or miscarriage occurring within
nine months following the date the employee becomes insured.

Payment will be made for as many separate and distinct periods of
disability as may occur.
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Successive periods of disability separated by less than two weeks of
active work on full time will be considered one period of disability
unless the subsequent disability is due to an injury or sickness entirely
unrelated to the causes of the previous disability and commences after
return to active work on full time.

It is not necessary to be confined to your home to collect benefits,
but you must be under the care of a doctor during the period of your
disability.

This kind of insurance seldom covers occupational disabilities,
since they are covered by workmen’s compensation laws.

The day on which benefits commence varies from plan to plan.
The four most usual arrangements are for bencfits to commence
on the

8th day for all disabilities,
4th day for all disabilities,
Ist day for accidents, 8th day for sicknesses,
Ist day for accidents, 4th day for sicknesses.

Benefits almost never commence before the 4th day for sick-
ness disabilitics, and seldom commence later than the 8th day
for any disabilities.

The maximum number of weeks’ benefits payable for one
disability also varies. The most usual limit is 13 weeks. Many
plans have a 26-week limit. Other limits are less usual.

Premium ratcs, of course, differ according to the waiting period
before benefits begin, and according to the limit of payment.

Most plans provide a maternity allowance of six weeks’ benefits.
Although plans usually cover pregnancies existing at the time
the insurance is originally installed, new female employees are
covered only for pregnancies which begin while insured. Some-
times there is no maternity benefit—this would decrease the
premium rate, at least for groups containing a substantial per-
centage of female employees.

Hospital Benefits for Employees

The plan will reimburse you for the actual charges made by the
hospital for board and room up to a maximum of $6.00 per day while
you are confined as a result of a non-occupational accident or a disease
for which benefits are not payable under the Workmen’s Compensation
Law. These benefits are payable for a maximum period of 31 days
during any one continuous period of disability.
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The plan also pays for all charges, other than charges for board and
room, made by the hospital up to an aggregate total for any one dis-
ability of $60.00 (ten times the rate of daily benefit).

In order to collect these benefits you must be confined for at least
eighteen consecutive hours in a legally constituted hospital and be under
the care of a doctor. If the hospital makes a charge for board and room,
or in cascs of emergency treatment for non-occupational accidents, bene-
fits will be paid even if you stay in the hospital for less than 18 hours.

If hospital confinement is due to pregnancy, reimbursement will be
made for the actual charges made by the hospital up to a maximum
of $60.00, rcgardless of the number of days of confinement, and regard-
less of whether the charges are for board and room or other services.
In the event of pregnancy, benefits are payable whether the employce
goes to the hospital before or within nine months after termination
of insurance. However, no benefits will be payable on account of preg-
nancy if the hospital confinement commences within nine months
following the date the employee becomes insured, except in the casc of
employees whose insurance starts on the effective date of this Plan.

Hospital benefits are payable in addition to any Sickness and Accident
Benefits to which you may be entitled.

The plan described is a “rcimbursement” plan. There are also
“fixed payment” plans, which pay the stipulated daily benefit
even in cases where the board and room charges arc less, or where
the employee is in a free hospital.

Most plans provide daily benefits up to a maximum of either
31 days or 70 days during any one disability. Some plans provide
half benefits for a further 120 days.

The allowance for misccllancous charges (such as opcrating
room, laboratory, X-ray, or ancsthesia fees) is usually cither five
times or ten times the rate of daily benefit, although larger ratios
arc becoming morc common.

The object of the “18-hour” rule is to avoid a large number of
small claims, which might incrcase costs of administration more
than real insurance value to employees—also to avoid any tend-
ency to influence employcees to go to hospitals for types of treat-
ment normally given in doctors’ offices or elsewhere.

Different plans have different provisions with respect to preg-
nancy or matcrnity benefits, e.g.:

(i) pay the same benefits as would apply to other causes of
hospitalization, but limit the daily bencfit to a maximum
of 14 days;
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(ii) pay up to ten times the daily benefit as reimbursement for
board, room, and all other hospital charges;
(iii) pay no pregnancy or maternity benefits.

Surgical Benefits for Employees

The plan pays you a surgical benefit for any operation resulting from
a non-occupational accident or a disease for which benefits are not
payable under the Workmen’s Compensation Law. The amount of
payment for a particular operation is shown in the “Schedule of
Operations,” but il the actual charges by the surgeon are less than
that, the payment will equal the actual charges. These benefits are
payable whether the operation is performed in the hospital, in the
doctor’s office, or elsewhere.

In the event that several operations are required, payment will be
made for each, but not more than $200 will be paid for all operations
during any one continuous period of disability.

Benefits are payable for obstetrical operations whether they are per-
formed before or within nine months after termination of insurance.
However, no benefits will be payable on account of obstetrical opera-
tions when the delivery or other operation takes place within nine
months following the date the employee becomes insured, except in
the case of employces whose insurance starts on the effective date of
this plan.

Most plans providing hospital benefits for employees also
provide surgical benefits.

Several different fec schedules are in use. The schedule on
page 148 is one insurance company’s “standard $200 schedule.”
Certain fractions (or multiples) of this table may be used, e.g.,
for a 50 per cent increasc in premium rate, each amount in the
schedule would be increased 50 per cent, and the maximum pay-
ment for all opcrations during one disability would be increased
to $300.

Obstetrical benefits are sometimes omitted.

Medical Expense Benefits for Employees

The plan pays you for the amount charged by the doctor for medical
treatments received during total disability resulting from a non-occupa-
tional accident or a disease for which benefits are not payable under
the Workmen’s Compensation Law. Payment will be made up to $2.00
for each treatment in the doctor’s office and up to $3.00 for each treat-
ment at home or in the hospital.

You are entitled to benefits for treatments received on or after the
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first day of disability resulting from an accident, and on or after the
eighth day of disability resulting from disease. All treatments received
on any one day will be considered as a single treatment.

If you are totally disabled for seven days or longer, benefits are
available for as many as three treatments received for the same accident
or disease within thirty-one days after return to work.

The maximum amount payable for all treatments with respect to
any one period of disability, including any treatments covered after
return to work, is $150, and no benefits are payable after the disability
has lasted thirteen weeks.

Payment will be made for as many separate and distinct periods of
disability as may occur.

Since the surgical fee benefits cover surgical operations, the medical
expensc benefits are not payable on or after the date of an operation
except for treatments given by a physician other than the surgeon who
performed the operation. Moreover, no benefits are payable for treat-
ments received in connection with pregnancy or resulting childbirth
or miscarriage, or for any dental work or treatment, or for eye examina-
tions or the fitting of glasses, or for X-rays, drugs, dressings, and
medicines.

This is the newest of the main group coverages. It is not yet
included in many plans, but is growing rapidly in popularity.
A considerable varicty of plans is available. Some pay doctors’
fees only during total disability; some pay regardless of total
disability; some pay only during hospital confinement. Some pay
beginning with the first treatment for cach complaint—others
exclude the first few treatments, or exclude treatments during
the first few days of each disability.

Dependents’ Hospital Benefits

Dependents include a wife, and unmarried children between the
ages of 14 days and 19 years.

The plan pays you for the amount charged by the hospital for board
and room up to $6.00 for each day that your dependent is confined
in the hospital. The maximum amount so payable during any one
continuous period of disability is $186.00.

The plan also pays for all charges, other than charges for board and
room, made by the hospital while your dependent is confined, up to an
aggregate total during any one continuous period of disability of $60.00.

In order to collect these benefits, your dependent must be confined
for at least eighteen consecutive hours in a legally constituted hospital
and be under the care of a doctor. If the hospital makes a charge for
board and room, or in cases of emergency treatment for non-occupational
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accidents, benefits will be paid even if the stay in the hospital is less
than 18 hours.

No benefits are payable for hospital confinement resulting from
accidents or illnesses covered under the Workmen’s Compensation Law.

The foregoing benefits do not apply to maternity cases. In such cases
the benefits are as follows:

Maternity Bencfit for Wives—If, while maternity coverage is in
force, your wife goes to the hospital as a result of pregnancy, childbirth,
or miscarriage, the plan pays you for the actual charges made by the
hospital up to $60, regardless of the number of days of confinement.

Maternity coverage does not commence until nine months after
your wife’s insurance commences but, if her insurance terminates for
any reason, maternity coverage does not cease until nine months there-
after.

The benefit amounts for dependents are sometimes the same
as, somctimes somewhat less than, those provided for employees.
Husbands are sometimes, but not often, included as insurable
dependents.

Sometimes immediate maternity coverage is provided for wives
insured on the date a new group insurance plan becomes effective;
but that is quite expensive (the extra premium charge would
presumably have to be paid by the employer, rather than the
employees, for reasons that become obvious on reflection).

Dependents’ Surgical Benefits

The plan pays a surgical benefit for operations on any of your
dependents. The amount of payment for a particular operation will be
the same as you would rcceive, as shown in the “Schedule of Opera-
tions.” These benefits are payable whether the operation is performed
in the hospital, in the doctor’s office, or elsewhere.

In the event that several operations are required, payment will be
made for each, but not more than $200 will be paid for all operations
on a dependent during any one continuous period of disability.

No benefits are payable for operations resulting from accidents or
illnesses covered under the Workmen’s Compensation Law.

Maternity Benefit for Wives—Benefits for obstetrical operations are
payable if the operation takes place while maternity coverage is in
force. Maternity coverage does not commence until nine months after
your wife’s insurance commences, but if her insurance terminates for
any reason, maternity coverage does not cease until nine months there-
after.
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No Medical Examination

No medical examination is required in order to obtain this insurance
if application is made promptly. However, if you do not make applica-
tion within thirty-one days after you become eligible, the insurance
company will require that you furnish satisfactory evidence of insur-
ability, at your own expense, before you can obtain the insurance.

If employees must be actively at work in order to be cligible
for the insurance, the proportion with health impairments will
be reasonably small. The rules that individual employees may
not choose what amounts of insurance to take, and that 75 per
cent of the number eligible must subscribe to the plan, give
reasonably adequate protection against the danger that the in-
sured group will contain an unduly high proportion of impaired
risks.

Employees applying some considerable timc after they become
eligible may be doing so because of some adverse development
in their physical condition. Health statements signed by these
employees are required in some cases—medical examinations in
others,

Insurance Certificate

The insurance company will issue to each insured employee an
individual certificate describing the benefits of the plan.

There are normally three documents setting forth the benefit

plan:

(1) the announcement booklct, using general language, as
understandable as possible to employees;

(2) the group policy delivered to the employer, using (unavoid-
ably though regrettably) very technical language in many
clauses, and intended to be the final word in the event of
dispute as to meaning or intention;

(3) the employee’s certificate, containing his name, the amounts
of his insurance, and copies of such portions of the group
policy as particularly concern his benefits and the condi-
tions to which they are subject—not easy reading for most
certificate-holders, but technically correct and complete;
morcover, a moderately ornamental document, as befits
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something that in fact ought to be kept carefully amongst
one’s valuable papers.

Payment of Claims

All claims should be reported immediately to YOUR EMPLOYER.
Do not wait until you return to work to make your report.

The sickness and accident, and hospital, benefits will be paid weckly
and will include payments for fractional parts of a week. All other
benefits will be paid promptly upon reccipt of required proofs. Your
employer has the forms for submitting proof.

Some insurance companics pay claims from their home offices
by correspondence. Others have local claim offices in various
cities for the investigation and payment of sickness and accident,
hospital, surgical, and medical expense claims. Occasionally an
insurance company will give a large employer its draft book, so
that some designated member of the employer’s staff can pay
sickness and accident, hospital, surgical, and medical expensc
claims by drafts on the insurance company.

Termination of Insurance

If your employment terminates, your life insurance will remain in
force for thirty-one days. Your other insurance will cease upon termina-
tion of employment.

If you are temporarily laid off, your insurance can be continued
until the end of the policy month following the policy month in which
the lay-off starts. If at the end of that period you are still on temporary
lay-off, consideration will be given to continuing your life insurance
for a longer period. Continuation of insurance during lay-off will be
subject to payment of contributions on or before the pay days on which
they would be deducted if you were working.

The restrictions on continuance of insurance during lay-offs,
or after termination ol cmployment, are necessary because claim
rates arc higher during uncmployment, and only those who
anticipate some claim will be very likely to go to the trouble of
sending in their contributions in cash.

LEffective Date

The plan will become effective as soon as 75 per cent of our em-
ployees apply.
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150 LIFE INSURANCE TRENDS AT MID-CENTURY
PreEMIUM RATES

So far, little has been said about premiums or costs, except to
mention that employees usually contribute part of the cost, with
the employer paying the balance.

The pattern of premium costs in group insurance is tradition-
ally somewhat different from that in other lines of insurance,
although with some possible similarity to participating ordinary
life insurance. It has been the practice of the insurance companies
to quote group premium rates distinctly higher than expected
requirements, at least for what might be described roughly
as the medium-sized and larger groups, for average claims
and expenses plus an appropriate margin for contingency
reserves and surplus or profit. The excess premium collections
are then distributed back to policyholders under dividend and
experience rating plans. The distribution is called a “dividend”
by the mutual life insurance companics. The stock life insurance
companies issuing “nonparticipating” policies make their expe-
rience rating distributions partly in the form of advance rate
credits to reduce renewal premiums, and partly in the form of
retroactive refunds, much like dividends, but not so labcled. In
addition to paying dividends, mutual companics also reduce
renewal rates, but to a lesser extent than do the stock companies.

Dividends or cxperience rating credits allocated by an insurance
company to its individual group policies vary according to the
loss experience under the respective policics, and according to
their size and the other factors that affect expensc rates.

As might be expected, net cost competition among insurance
companies is very strong in the group insurance field. Gross
premium rate competition has been much less strong. In fact,
the different insurance companies have tended to copy each
other’s premium rates more or less closely. Before the South-
eastern Underwriters’ decision there was even more uniformity
(encouraged by the beautiful romance between Paul and Virginia,
not Bernardin de Saint-Pierre’s, but 8 Wall. 168). This uniformity
has never extended to net costs, in which there has been and is
considerable diversity, at least in the details of the different
dividend and experience rating formulas, if not in their average
results. This leads to strong competition, and claborate and
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heated arguments before prospective clients as to which com-
pany’s formulas and practices will probably result in the lowest
net cost.

The usual arrangement under a group policy paid for partly
by employee contributions and partly by employer contributions
is to fix the employee’s rate of contribution in advance, letting
the employer’s share of the premium fluctuate up and down as
dividends or experience rating credits fluctuate with varying
claim rates and other factors.

If, as sometimes happens in a particular policy, the claim rates
and expense charges arc so low that dividends or experience
rating credits exceed the employer’s share of the gross premium,
cither the employee contribution rates are decreased or the
benefits are increased. It is, of course, not contemplated that an
employer would ever make a profit from any excess of employee
contributions over net cost; in fact, it is not usually considered
proper for the employer even to recoup his clerical expenses of
administering the plan.

In most cases nowadays, if dividends or experience credits even
approach the whole of the employer’s share of the gross pre-
mium, it is usual for the employer either to reduce the employee
contributions or to arrange with the insurance company to
increase the insurance coverage so as to rc-establish a substantial
cmployer net cost.

RECENT COLLECTIVE BARGAINING DEVELOPMENTS

For about the first decade of its development, say, from 1912
to 1922, group insurance was adopted by cmployers from what
would today be labeled rather paternalistic motives. In general,
the insurance was bought and paid for by the employer and
presented to the employees as an act of grace.

During the second decade an increasing proportion of group
insurance was offered to employecs on a contributory basis, and
considerable effort was expended on presenting group plans as
attractively as possible. One important objective was that of im-
proving employer-employee relationships. Usually this offer to the
employees was made by the employer unilaterally, without prior
discussion with the employees or their representatives.
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With the last fifteen years’ growth in union strength and activ-
ity, more and more sales of new group insurance or of increased
benefits under present plans have resulted from union pressure.
Still more recently, union demands have matured into detailed
group insurance clauses in collective bargaining contracts. Ac-
tually the precedents for this go back at least as far as a 1926
agrecment signed by a trolley car company and its union to
provide $1,000 of life insurance and $15 of weekly sickness and
accident benefits.

This trend has been strengthened by the Inland Steel and other
National Labor Relations Board and court decisions, indicating
that an employer whose employees are rcpresented by a union
must not act unilaterally, but only after discussion or collective
bargaining, in the adoption, modification, or discontinuance of
a group insurance plan. In more and more cases we find employec
announcements starting out with two letters, one signed by the
employer, and onc by the union; or with a lctter signed jointly
by the employer and the union; or with a letter signed by the
union alone—all indicating that the group insurance plan repre-
sents the conclusion of collective bargaining agreements.

The usual practice, both in cases where the group insurance
represents the employer’s unilateral offer, and in cases resulting
from collective bargaining, is still to have the master group
policics issued to the employer. However, sometimes the master
policy is written otherwise, e.g., in the name of trustecs, one-half
to be appointed by the employer and the other half by the union.
This technique is being devcloped particularly for cases where
scveral employers join in a collective bargaining agreement with
a union or group of unions.

Developments in the collective bargaining aspects of group
insurance arc so rapid that it is hard to say today a great decal
that will be likely to give a correct picture tomorrow.

History

Group insurance started with group life insurance. Shortly
after the first decade of the present century, some (then seem-
ingly ignorant) employers said that they failed to see why a life
insurance company could not make a contract with an employer
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insuring all of his employees, both present and future, according
to some formula. After the amount of resistance usual to new
ideas, some insurance companies decided to experiment in this
field. The companies that did this let themselves and others in for
a lot of trouble—believe it or not, some companies now have
on their books twice as much group life insurance as real life
insurance. Those are extreme instances; on the average, only 19
per cent of life insurance is group life; 16 per cent is industrial;
the other 65 per cent is what is called ordinary, i.e., what seventy-
five years ago would have been considered the only “real” life
insurance.

At the end of 1912, tabulations indicate that twenty-five em-
ployers were carrying group life insurance covering about 12,000
employees for an aggregate of $13 million of insurance. That was
onc-fifteenth of onc per cent of total life insurance in the United
States. For about the first ten years, group life insurance was
something bought and paid for by cmployers as a gift to em-
ployees, usually appreciated, sometimes not—seldom appreciated
to the point of justifying the claims of some exuberant salesmen
that group life insurance was “strike” insurance, or that its pur-
chase would all but eliminate labor turnover.

By 1922 group life insurance had almost reached the $2 billion
mark and covered about 1,600,000 employees. It then represented
between 3 per cent and 4 per cent of total life insurance.

It was rccognized about that time that group life insurance
could be run on a contributory basis with employees paying a sub-
stantial part of the cost. An employee contribution of 60 cents
per month per $1,000 of insurance became traditional; that was
in many instances approximately two-thirds of the average cost,
leaving only the other onc-third for the employer to pay. Not
only was it discovered that group life insurance would work all
right on the contributory basis, but it actually seemed to work
better. The employees seemed to value more highly something
they helped to pay for than something offered them as a gift.

The introduction of the contributory principle in group insur-
ance and the industrial expansion of the 1920’s brought group
life insurance almost to the ten billion dollar point by 1931. Then
the great depression struck. What happened to this new frill in
industrial relations, this “unnecessary” investment by a minority
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of employers in the peace of mind of their employees? There had
been some decrease in group life insurance in the business dis-
location of 1921—but how did group life insurance stand up
during the great depression while payrolls were declining and
unemployment mounting? The answer is that it stood up almost
incredibly well.

In our table of group life insurance in force at the end of each
calendar year, a high point of not quite $10 billion had been
reached at the end of 1931. There was an 814 per cent decline
in 1932; another 2 per cent decline in 1933; a recovery by the
end of 1934 halfway back up to the 1931 peak; and at the end
of 1935 a new high record!

The tragedies of the great depression are not to be made light
of, and this story is of no comfort to the dependents of those who
lost their group insurance in the great depression. But it is to
the everlasting credit of group insurance that it held up during
that awful period so much better than did the average payrolls
or employment. And so group insurance did something to lessen,
rather than to deepen, the gloom of those days.

Since the 1931 predepression high point, ordinary life insur-
ance volume has increased 70 per cent; industrial insurance has
increased 80 per cent; group life volume has quadrupled, until
it now stands at $40 billion, representing 19 per cent of all life
insurance in force. About seventeen million employecs are now
insured.

It would be wrong to infer from the foregoing that the wave
of the future is going to carry group insurance to a height from
which ordinary and industrial will look small. Even during group
insurance’s period of greatest growth, 1938 to 1948, the total
growth of life insurancc was derived 60 per cent from ordinary,
12 per cent from industrial, and 28 per cent from group.

Group life insurance figures have been used above to try and
give an idea of the growth of the group business, because the
ancient statistics are reasonably reliable. Statistics for the other
kinds of group insurance benefits have only recently been gath-
cred systematically. The present picture is indicated by the
following:

Between 1912 and 1948 Group Life Insurance has grown until
it now covers seventeen million employees.
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Between 1917 and 1948 Group Disability Insurance (Weekly
Sickness and Accident benefits) has grown until it covers about
ten million employees.

Since 1935 Group Hospital Expense Insurance has grown until
it now covers about eight million employees, a large proportion
of whom also insure their dependents under the same Group
policies.

Since about 1938 Group Surgical Fee Insurance has grown to
cover about seven and a half million employees, of whom a fair
number also cover their dependents under the same policies.

Since about 1943 Group Medical Expense Insurance has grown
to cover over a million employees and a few of their dependents.

From a slow start during the 1920’s, Group Annuities have
grown until they are now providing pension plans for about two
million employees.

Group insurance is, and will continue to be, a major factor
both in the insurance world and in the industrial world.



CHAPTER X

RESEARCH IN AGENCY MANAGEMENT
By Charles J. Zimmerman, C.L.U.*

The first and most obvious thing that strikes us in connection
with life insurance is that it serves a broad segment of our popula-
tion. A recent Federal Reserve study shows that 78 per cent of all
spending units own life insurance. This life insurance is widely
distributed among these units, being owned by 74 per cent of
all units having an income of between $2,000 and $3,000, and
by over 90 per cent of all units having an income of $3,000
or more. Approximately cighty million policyholders, paying
throughout the current year life insurance premiums estimated
in excess of $7 billion, have accumulated more than $50 billion
of savings through the medium of life insurance. These savings
find their way into every branch of our business and economic
life.

From a social point of view, life insurance cnables the individ-
ual to provide for himself and his family against the hazards of
prematurc death, against the hazards of dependent old age, and
against the hazards of economic death through disability. It does
this more efficiently than does any other vehicle devised by man.
Life insurance enables the individual to underwrite his own and
his family’s financial independence, thus freeing him from de-
pendency upon the state, or upon the community, or upon some
form of charity, whether it is organized or individual. Life insur-
ance contributes to human dignity and human decency. It enables
one generation to pass on to the next the accumulated knowledge
and the improvement in standards of living upon which the
progress of civilization is based. It serves not only the individual
but the community and the nation by relieving the community
and the nation of the burden of caring for dependents.

* Associate Managing Director, Life Insurance Agency Management Asso-
ciation.
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Finally, life insurance makes a great contribution to our
political way of life. Man has ever sought security. He has also
wanted liberty and freedom. Unless he is willing and able to
furnish security through his own initiative and his own efforts,
he must depend upon the state for it. When man becomes de-
pendent upon the state for security, the state inevitably en-
croaches upon his liberty and freedom. He therefore forfeits the
latter whether the state is communistic, fascistic, socialistic, or
paternalistic. All history teaches this lesson. Life insurance is the
most effective means by which man can provide security for him-
self and his dependents through his own efforts. In an industrial
and financial economy, it represents “the good earth.” It is the
author’s belief that life insurance is the most effective weapon
against encroachment of paternalism. It enables man to do volun-
tarily what he would otherwise do by compulsion.

Life insurance is big business because life insurance fulfills a
big basic need in our way of life. When an individual purchases
a sound policy of life insurance, he not only insures his life but
he ensures a way of life, and he ensures a continuation of a
standard of living.

ROLE oF THE AGENCY MANAGEMENT ASSOCIATION

The Life Insurance Agency Management Association has
played a vital role in enabling life insurance to serve better the
general public. It is an unique organization, being the only re-
search organization which has been designed and maintained to
serve the institution of life insurance of which it is an offspring.
This organization came into being in 1921 as an expression of the
idea and of the ideals of several outstanding life insurance leaders
who believed that the tools of science could be applied to the
sale of life insurance. The original organization was known as
the Life Insurance Sales Research Bureau. It was supported by
six companies which contributed dues in a very modest amount.
In 1945 the Life Insurance Sales Research Bureau was merged
with the Life Agency Officers Association. It is now known as the
Life Insurance Agency Management Association, and is supported
by some 200 life insurance companies in the United States and
Canada and, indeed, throughout the world. The United States and
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Canadian companies represent over 95 per cent of the total life
insurance in force in their two countries. Associate-member com-
panies arc located in Central and South America, in Europe, in
Africa, and in Asia. The Association is a nonprofit organization,
located in Hartford, Connecticut. At the present time it has
approximately seventy full-time stafl rcpresentatives.

The Association is composed of four major divisions. Foremost
is the Research Division upon which other functions are funda-
mentally based. Further reference will be made later to its activ-
ities. In addition, there is the Company Relations Division which
interprets research results to member companics and endeavors
to help them put these research findings into practical usc. It also
interprets the needs and the problems of member companies to
the Association. This division is active in the ficld of life insur-
ance sales management and sales education and training. A third
division is known as Institutional Relations. It serves member
companies and the institution of life insurance by keeping these
companies informed of broad, significant institutional develop-
ments both within and without the life insurance business. It
maintains close liaison with other associations in the life insur-
ance business as well as organizations outsidc the business, such
as the Accident and Health Confcrence, and the National Indus-
trial Conference Board. It also has worked closcly with govern-
mental agencies in connection with National Service Life
Insurance, on-the-job training for veterans, and Social Security.
It works in cooperation with colleges and universities in the
further development of sound methods of college recruitment by
the institution of life insurance as well as in the development of
life insurance courses in the colleges and universitics. The fourth
division of the Association is known as the Administrative
Division. It is in charge of personnel, of office procedure, of budg-
eting and finance, and of internal administration of Association
affairs. Thesc four divisions work closely with onc another under
the supervision of the Managing Dircctor and the Associate
Managing Director.

The work which is carried on by the staff of the Association is
greatly supplemented by that done by the twenty-one standing
committees of the Association, which are composed of represent-
atives of the member companies, Committee members contribute
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their time voluntarily to the activities of the Association so that
it may in turn better serve their member companics.

It would not be possible at this time to touch upon the many
activities which the Association, through its staff and committees,
is carrying on to improve the sale and the service of life insurance
to the public. But we can highlight just a few of these activities.

SELECTION

It was recognized early in the history of the Association that the
institution of life insurance could better serve the public if the
men in the field were more carefully selected, were better edu-
cated and better supervised. Therefore, one of the major and
continuing projects of the Association is the improvement in
procedures for the selection of men for the sales and sales manage-
ment end of the business. In order to develop any selection tests
which would be helpful in distinguishing men with potential
success aptitudes from those lacking these qualities, it was first
necessary to define what is meant by a successful agent or a suc-
cessful manager. Certainly we know that the sale of new business
by the individual underwriter or the production of a large volume
of new business by the manager is not the sole criterion of success.
Such new business must be what is known as quality business,
namely, business which when once sold remains sold. That in
turn means that the business has been sold to fit a specific need
of the policyholder. It means that the business remains in force
for a sufficient length of time to be of value to the underwriter
who sold it, to the sales manager through whose office the business
is served, to the company itself, and, most important of all, to
the policy-owner.

In 1932 the Association first began to work on the development
of an aptitude test for the selection of life insurance salesmen.
Much of the early work was done by Dr. A. W. Kornhauser, then
associated with the University of Chicago. After a number of
years of painstaking research, including the testing of thousands
of established agents as well as new agents entering the business,
there evolved what is today known as the Aptitude Index. This
Aptitude Index is now widely used by the member companies of
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the Association. Its purpose is to measurc the aptitude of the
individual for successful life insurance selling.

The Aptitude Index has been in usc since 1938. During that
time the validity of the Aptitude Index has bcen continuously
checked against the actual results of thousands of men brought
into the life insurance business each year. The Association recog-
nized the fact that any sclection test must be constantly chal-
lenged for validity, and for that reason has continued to conduct
experiments for improving the Aptitude Index. It will continue
these experiments, and from time to time changes in the Aptitude
Index will be made as experience proves that they are warranted.

The Aptitude Index is, of course, not perfect. Nor is it the
entire answer to the selection of agents. (No test can be either
perfect or sufficient of itsclf.) The elements of personal judgment
are vitally important in the selection of men for any occupation.
Furthermore, no test is able to measure all of the factors which
are important in predicting futurc success. Such factors as health
and disturbed domestic situations are not measured by an apti-
tude test. There are, of course, other mecans ol acquiring this
information. Nevertheless, the Aptitude Index is of tremendous
value in the selection of life insurance agents. Its greatest value
lies in its predictive ability to de-sclect. Under the Aptitude Index
system of grading, a man may rate from A to E. Continuous
checking of the predictive valuc of the Aptitude Index against
actual results demonstrates without a doubt the fact that those
men who rate below B have the odds definitely against them as
regards future success in the business of selling life insurance. It
is important to bear in mind that the Aptitude Index does not
measure intelligence or sales ability in other lincs of business, or
any other factors; it measures only aptitude for life insurance
selling. The Aptitude Index does tell us that, if we are to predict
intelligently, we will predict future success only for those men
who rate either A or B.

At present the Association is working also on a “selection test”
for life insurance managers. This test, which was first developed
in 1938, is presently known as the Manager’s Evaluation Record.
It has not, however, reached the stage of refinement where it has
the validity of the Aptitude Index test for the selection of agents.
It is important to remember that the development of a selection
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test for managers is more difficult, due to the fact that there are
fewer men by far in management work than in sales work. There-
fore, experimentation is limited to a smaller group. Nevertheless,
the work in the field of research for the development of a valid
test for the selection of managers continues, and with evidence
of progress.

As the Association continued to study the validity of the
Aptitude Index test for the selection of agents, a second basic
factor in the future success of the agent bccame apparent. It
was found that, whereas A and B men enjoyed a greater chance
of success, and in fact actually attained a greater degree of suc-
cess when they entered the life insurance business, there was a
great variation in the success of these men as among companies
and even agencies. This led to the inevitable conclusion that
selection is only one factor contributing to the future success of
the individual. A second and most important factor is the training
given to the individual once he enters the business.

TRAINING

The Association has also been most active in the field of educa-
tion and training. Today the training courses offered by the life
insurance companies are far superior to those offered even a
decade ago. Further improvement, of course, can and will be
made. The Association’s philosophy is that training should em-
brace everything the manager docs in devcloping agents. Train-
ing, therefore, is a continuous process. All companies today have
developed good text material for training the new man. Many
companies have developed text material for so-called intermediate
training to be given to the agent who has been in life underwrit-
ing one to three years. Some companies have also developed
advanced training material to be given to the agent who has
established himself and who has had three or more years’ experi-
ence in life insurance work.

Paralleling these training developments by the life insurance
companies have been similar institutional training programs to
which the Association has given its support. For example, in the
field of basic training for the new man there are available such
courses as are being conducted at Southern Methodist University
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and Purdue University by the Institutes of Life Insurance
Marketing. These have proven to be highly successful, based on
the production results and on other success measurements of
graduates of these courses. In the intermediate field there is the
recent development of the Life Underwriter Training Council.
Its courses, conducted over a period of two years, have already
shown evidence of contributing to the further improvement of
life insurance sales and service. Finally, in the advanced field
there is the education and training offered by the study courses
of the American College of Life Underwriters, culminating in
the attainment of the C.L.U. designation by those candidates who
successfully pass the examinations given by the American College.
It has bcen recognized that as the life insurance business has
become more complex and as the need of the business for better
trained and better educated underwriters has becn more widely
accepted, the training and educational program of the life insur-
ance companies as well as of the institutional organizations must
be improved. Such improvement is being achieved.

Although the business has not made as much progress in the
field of managerial training, nevertheless, this Association for
more than twenty years has conducted training courses for man-
agers which have been outstandingly successful. In addition, a
number of companies have now developed, or are beginning to
develop, managerial training courses of their own. But a great
deal still remains to be accomplished.

SUPERVISION

In addition to good selection of men and good training of
men, there is a third factor which contributes to manpower
betterment. That factor is the supervision which is given to rep-
resentatives after they have completed their preliminary formal
training courses. In this field, too, the Association has been active.

The most recent study which we have made in the field of
supervision developed some very interesting information. In con-
nection with it, we sent questionnaires to 567 men who had
entered the life insurance business with an Aptitude Index rating
of either A or B, but who had left the business within one year
of the time they entered. All of these men had enjoyed better
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than average production records while in the business. What we
were endeavoring to discover was why men who apparently had
the aptitude for success and who, in fact, were showing indica-
tions of becoming successful, did leave the business.

Replies were received from 261 of the 567 so-called early termi-
nators who received this questionnaire. Although this is a high
proportionate return on a questionnaire of this nature, it does
not represent a sufficiently high percentage of replies to enable
us to state that those replies would be typical for the group of
567 as a whole.

The 261 repliers were most friendly and most frank. All of
them still entertained the highest regard for the companies with
which they had been affiliated and for the institution of life
insurance. They gave various reasons as to why they had left
the life insurance business, but three reasons stood out above
all others. One major cause which they gave for early termination
was that they had received inadequate training in the field. On
the whole they were content with the formal office training
which had been given them. However, they were of the opinion
that, once they actually got into the field, they were neither
given sufficient joint work in the field nor sufficient supervision
of their field activities. “Give us more field training,” they said.
Another major reason for early termination was the lack of
sufficient prospects on whom to call. Repliers indicated that
greater emphasis should be placed upon prospecting, at least in
the early training program. The business has always recognized
that prospecting is a problem to many men and that it is solved
only by those men who recognize the difficulties of prospecting,
and therefore make it a continuous process in their operations.
A third major reason for early termination was the lack of suffi-
cient cash earnings received. Men pointed out that, whereas they
were building up future commissions to be payable over a
period of years, nevertheless, the actual cash commissions received
and on which they had to depend for immediate living expenses
were inadequate. Leaders in the business are in agreement on
the fact that we have not made as much progress in the field of
adequate scientific supervision of our sales forces as we have made
in the field of selection and training of these sales forces.
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MORALE

A fourth and final factor determining the success of a life
underwriter is the so-called morale factor. Even with good selec-
tion, good training, and good supervision, a man will not succeed
in this business in proportion to his capacity for success unless
he has a burning desire to succeed. In our Schools in Agency
Management, we ask the question, “Docs he want to—enough?”

What is it that makes men want to—enough? Onc cannot
attend a business meeting of any typc today without hearing a
discussion of the importance of human relations. It is accepted
as a fact that where morale is high, men are more casily motivated
and stimulated to increase their productivity. Good morale is
based in part at least upon sound, strong leadership. This fact
impressed the author particularly during his expericnce of over
four years as an officer in the United States Navy during the
recent war. That experience took him to many parts of the
world and required him to visit many naval stations and to
board many ships of the fleet. The tremendous difference in
morale among these various units was immediately noticcable
even to the casual observer. In all instances where morale was
high, it could be traced directly to the fact that leadership was
sound, strong, and unselfish. In cases where moralc was low, these
attributes of leadership were lacking.

The Agency Management Association was quite possibly years
ahead of business and industry generally when it undertook its
morale studies in 1938. These were completed in 1940, and a
series of four booklets based thereon were then issued. In order
to gather data for the morale studics, a group of trained inter-
viewers went into twenty life insurance agencies, spending any-
wherc from three days to three weeks with each agency. These
skilled interviewers talked to the head of the agency, his super-
visors, his office and clerical staff, and all of the members of the
sales force. The interviews were conducted on a confidential
basis so that each person interviewed might speak with complete
candor and honesty. As a result of these studies, it was concluded
that there are three major principles on which high morale is
based. First, and possibly most important, is the principle of
individual recognition. Men want ego recognition. They want to



RESEARCH IN AGENCY MANAGEMENT 165

be made to feel that they are important as individuals. They
want to feel that their jobs are important. The second principle
on which high morale is based is that of personal security. Men
want to know that they will have a job tomorrow, next month,
next year, as well as today. They want to know that they are in
an occupation in which their earnings will give them a fair re-
turn for their effort and for their ability. The third principle
on which high morale is based is that of professional skill. Men
who know their business and who are skillful in the application
of their business practices are the men who really enjoy their
business.

JoB SATISFACTION

The Association has also conducted for more than twenty of
its member companies what are known as Job Satisfaction Sur-
veys. These surveys, through the medium of questionnaires in
which the individuals’ replies are protected against any pos-
sibility of identification, obtain from sales representatives infor-
mation as to just what they like and what they dislike about their
company’s practices, the life insurance business, their managers,
their associates, and even their competitors. Job Opinion Surveys,
which endeavor to measure attitudes of sales managers toward
the same subjects mentioned in the Job Satisfaction Surveys, are
another indication of the work which has been done by the
Agency Management Association in the field of human relations.

COMPENSATION

The Association has been very active in studying the methods
of compensation existent in the life insurance sales field. These
methods have changed over a period of years. Extremely large
first-year commissions were paid in the early days of life insurance.
Gradually, however, there developed a trend toward lower first-
year commissions, but with the payment in addition of so-called
renewal commissions which generally extended for a period of
nine years beyond the first year. Considerable dissatisfaction
with this method of compensation was voiced in the 1930’s by
life underwriters in the field. Their major criticisms were six in
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number: (1) Too large a percentage of the life underwriter’s total
compensation was based on new sales and, therefore, on first-year
commissions. (2) There was no incentive through compensation
for the underwriter to continue to serve his policyholder beyond
the tenth year, his commission ceasing at that time. (3) There
was very little incentive to serve the policyholder even beyond
the first year, except the incentive of making additional sales to
that policyholder. This was true because the life underwriter
continued to receive his commissions from the second to the
tenth year, whether he served the policyholder or not. (4) The
life underwriter’s income declined as he reached retirement age.
He would then be unable because of physical limitations to con-
tinue to produce as much business as in his younger years, and
there was no pension plan offered by companies to offset this
declining income or to provide for the life underwriter at retire-
ment. (5) Income, particularly in the early years of the life under-
writer’s career, was irregular. Depending on sales volume, an
underwriter might have an extremely high income in one month
but an extremely low one the next. Underwriters preferred to
have these peaks and valleys of income ironed out. (6) The
method of compensation did not sufficiently reward the under-
writer who wrote good quality business which stayed on the
books.

In 1940, the National Association of Life Underwriters,
through its Compensation Committee, made certain recommenda-
tions in connection with compensation as follows: First, that
income be redistributed so as to give greater income to the
career agent, i.e., the agent who remains in the business and
who writes a good quality of business; second, that service fees
for serving the policyholder and servicing the insurance on the
lives of policyholders be granted to agents, such service feces to
continue as long as the policy remains in force; third, that
companies adopt pension plans for their field agents, such pen-
sion plans to replace, at least partially, the loss of earning power
which would be experienced by the agent as he reaches or passes
the normal retirement age of 65. These recommendations, al-
though made by the National Association of Life Underwriters,
were based entirely on the studies conducted by the Compensa-
tion Committee of the Agency Management Association, on
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which were representatives of the National Association. Most
companies have adopted the recommendations.

There is still some criticism of the methods of compensation.
It would be unrealistic to supposc that all men at all times would
be entircly satisfied with either the method or the amount of
their compensation, but it is entirely realistic to say that great
progress has been made in both directions in the life insurance
field.

OTHER RESEARCH

The Agency Management Association is conducting research
in many other fields. One area of such research has had to do
with gencral agents’ compensation as contrasted with agents’
compensation. Then there is the study of so-called quality busi-
ness, or why it is that some policies remain on the books year
after year while other policies go off the books within a com-
paratively short time after they have been sold. Recently we
completed in Philadelphia a study of early lapsers, or people who
purchased life insurance policies and then dropped them within
the first year. It is too early as yet to give you the full results of
this Philadelphia Lapse Study, which was conducted with the
cooperation of the psychology classes of Temple University. The
students in these psychology classes called upon eighty-five lapsers
and eighty-five nonlapsers and asked both groups a number of
questions as to what motivated them to buy life insurance, how
long they had known the agent from whom they bought, how
much they knew about the life insurance they bought, and why
they had dropped the life insurance if they had done so.

The Association conducts what are known as Buyer Studies.
For example, in 1942 we analyzed complete data in connection
with over 10,000 policies which had been sold within that year.
The purpose of this study was to ascertain what types of people
were buying, in what age groups they fell, how they were dis-
tributed by income groups, whether they were married or single,
whether they had dependents, how they paid their premiums, the
amounts of insurance they bought, and many other pertinent
factors. Five years later, at the close of 1947, these same policies
and policyowners were analyzed in an endeavor to learn which
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policies were still in force, which had lapsed without value, which
had resulted in death claims, and which had resulted in cash
surrender, or lapse with value. Much helpful information has
been gleaned from this Buyer Study and others which have been
made subsequently.

The Association has done considerable research in the field of
agency costs in an endeavor to determine what are fair standards
for measuring agency costs. The Association publishes a large
number of research studies, training material, and other printed
matter, such as Manager’s Magazine, Manager’s Handbook, and
sales material. In the future the Association will become more
active in the field of market research and market surveys, an ac-
tivity which has just recently been authorized by our Board of
Directors. It would not be possible to cover or even to mention
all of the activities of the Agency Management Association, but
it would be fair to summarize by saying that the Association has
done, is doing, or contemplates doing, research in every phase
of the work and activities connected with the distribution of
life insurance.

SIGNIFICANT TRENDS

A final word should be said about trends in the business which
will have an cffect upon its future growth as well as upon the
form of its growth. The tremendous increasc in taxes, particu-
larly in the field of income taxes since 1930, accompanied by a
marked decline in interest rates has made it more and more diffi-
cult for the individual to accumulate a sizable estate for himself
and for his heirs. For most men, life insurance is the best medium
through which they can provide for themselves and their de-
pendents. For many men, it is the only medium available to make
such provision. This has resulted in the sale of increasing
amounts of life insurance, and in greater emphasis on the type
of life insurance which will provide retirement benefits for the
insured if he lives, as well as death benefits for his dependents
should he not survive to retirement age.

Therc has also been a trend toward the managerial as opposed
to the general agency system. Under the managerial system, the
companies have greater management control over their field
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office managers. The manager is an employee of the company.
The general agent on the other hand is an independent con-
tractor. There are advantages and disadvantages to both types of
system, and quite possibly a combination of the managerial sys-
tem with the general agency system will be the most satisfactory
solution for most companies in the future.

Certainly there is a trend toward a smaller number of agents
in our business, but of higher caliber, with better training, enjoy-
ing larger volumes of sales, and hence increased income, and
rendering better service to the public. Not only is there greater
emphasis upon a smaller number of carecr agents as opposed to
a larger number of full-time agents, but there is a definite tend-
ency to eliminate entirely the part-time agents.

There is a trend toward putting greater emphasis on coun-
seling and less on straight selling in the distribution of life
insurance. Life insurance today is sold to fit a specific nced of the
individual and is arranged to serve best the individual and his
family in relation to his general estate, which may comprise both
real and personal property. The qualified life underwriter of
today must have a knowledge not only of life insurance but of
wills, trusts and estates, of the laws of descent and distribution,
of the income and inheritance tax laws, federal estate and gift
tax laws, of the laws of partnerships and corporations, of business
methods and practices, and of many other related subjects.
Whereas the life underwriter of today must be primarily a sales-
man, he must also be a professional man from the standpoint of
giving counsel and guidance to his clients and prospective clients.

There is a definite trend toward the sale of life insurance and
annuities on either an individual policy or group basis for the
purpose of furnishing pensions. The growth in this particular
field has been stimulated by the introduction of Social Security
as well as by the feeling of insecurity which came to our people
during the decade of the 1930’s. The growth of life insurance in
the pension field will be a continued rapid growth for many years
to come. There is also a definite trend toward the sale of welfare
group coverages. These coverages include not only group life
insurance but group accident and health, group disability, group
hospitalization, group surgical, and group medical benefits. Al-
though our nation already is one of the most healthy nations in
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the world, nevertheless, in certain segments of our population,
particularly the middle income class, the misfortune of serious
illness or accident is still beyond the ability of most individuals
and families to cope with adequatcly. The solution to this prob-
lem lies largely in the field of voluntary prepaid insurance plans
to cover these unforeseen and unforesecable contingencies. In the
future, this form of group welfare insurance will become increas-
ingly important in the life insurance picture. It may have some
modifying effects upon the agency system and the services of the
individual life underwriter as we know them today. However,
most students of the business agree that there will always be a
need for the services of the well-qualified life underwriter. Hu-
man naturc being what it is, man will always require the advice
and urging of the good life underwriter before he takes the
necessary steps to protect himself and his dependents against the
hazards of life and living, through the medium of insurance.

It is entirely realistic to predict that life insurance, which has
now exceeded $200 billion of insurance in force, will continue to
grow at a steady rate in the future. We have not yet begun to
insure adequately our human life values. In this respect, the
percentage of life insurance as measured against total human
resources compares most unfavorably with the percentage of
property insurance in force as compared to our material re-
sources. It is the author’s conviction that the more our citizens
embrace the various forms of insurance, thereby making provi-
sion for themselves and their dependents through their own
efforts and initiative, the greater will be our success in maintain-
ing those prized gifts—freedom and liberty—which our fore-
fathers fought so hard to attain.
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