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PREFACE TO THE THIRD EDITION

Nine years have passed since the publication of the second
edition of this book. In that period, the business of insurance
has grown at an accelerating pace. Policy contracts have been
liberalized, governmental regulations have been changed, and
new problems have arisen. Although basic principles as stressed
in the earlier editions have not altered, practices have changed in
many respects, and the sharp lines of demarcation between types
of carriers have tended to become blurred.

These conditions have indicated the desirability of a new
edition. Advantage has been taken of the opportunity so pre-
sented to revise the entire text. The basic plan of treatment
has not been changed, but each chapter has been thoroughly
revised, in part at least, rewritten and brought up to date. Some
rearrangement has been made in the order of treatment of the
several topics.

The author extends his thanks to those whose com: wnts on
the earlier editions have assisted him in this revision.

A. H. MowBRrAY
BeERrkELEY, CALIF.
August, 1946






PREFACE TO THE FIRST EDITION

After some twenty yecars of active work in the business of
insurance, including technical and executive service in life insur-
ance and workmen’s compensation and liability insurance and
service as examiner and actuary in state insurance departments,
the author, in 1923, undertook to give the insurance courses at
the University of California. The first of these was a general
introductory course designed for two purposes: (1) to give a
general understanding of the theory and practice of insurance
to students of economies and commerce who would do no further
work in that field; and (2) to serve as a foundation for students
who would specialize in insurance, presumably with the intention
of entering the insurance business after graduation.

The various available texts were tried out but were not found
suitable for this course. The broad general principles which
underlie the insurance business in all its branches seemed to be
buried under, or confused with, a mass of details of practice in
the individual branches. In short, it seemed that existing texts
were in the form of a series, loosely strung together, dealing with
the several branches of the insurance business rather than a
unified general treatment.

This situation reflected the attitude of practical insurance
men, among whom the author has found a general feeling that
their own particular branch is unique and has little or nothing
in common with the other great branches of the business. This
view is, of course, fostered by our statutory provisions classifying
insurance into branches and restricting the rights of carriers to
supposedly cognate lines. Such lack of unity in the business,
which the author belicves mistaken and which has been pointed
out by others as inimical to the best interests of the business,
seems to be due in part to the absence of literature emphasizing
the unity of the business in its fundamental economic service and
inherent problems.
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X PREFACE TO THE FIRST EDITION

This book is an attempt to fill that gap. Its plan has been
tried out in lectures over a period of three years with apparent
success. Of necessity, in emphasizing principles common to the
insurance business as a whole, much detail of importance to the
several branches has been forced into the background or omitted
entirely. The author has endeavored in so doing to avoid pre-
senting a distorted picture of any branch of the business.

No claim for originality of material is made. The author
has drawn in part from existing literature, but his principal
source has been his practical contacts with the business, and
with the men in it during his active participation, and from
his work as a consulting actuary since entering the teaching
profession.

Having drawn from such wide and varied sources it is impos-
sible to make adequate acknowledgment to all to whom it is
due. The dedication is an inadequate attempt to give such
acknowledgement. But certain individuals deserve special men-
tion. Messrs. A. S. Holman, Joy Lichtenstein, A. J. Kislitzen,
and Frederic J. Perry, of San Francisco, have each read one or
more of the chapters in Part II and have made valuable sugges-
tions. Mr Lichtenstein also had his assistants read several
chapters on casualty lines. Prof. Felix Fliigel read the entire
manuscript as a check against too technical expressions, and
his criticism has led to improvement in presentation at many
points.

Thanks are also due to the companies and bureaus who have
courteously permitted reproduction of their forms in the Appen-
dices, to Mrs. A. L. Collins for valuable assistance in the typing
and preparation of the manuscript and in reading proof, and to
Mr. William Leslie, who has read the entire galley proof.

The author’s greatest indebtedness is to the editor of this
series, Mr. R. H. Blanchard. But for his suggestion the work
would probably not have been undertaken. His criticisms of
earlier drafts of the manuscript have been invaluable and have
led to clearer expression at many points. His patient urging
has recued the work from the persistent pressure of other affairs.

While acknowledging assistance and inspiration from these
many sources, the author takes sole responsibility for the state-
ments made and the views expressed. He cannot expect all will



PREFACE TO THE FIRST EDITION xi

agrec with him in every particular. He sincerely trusts that no
serious error of factual matter will be found and that none will
feel that he has presented a distorted picture of the great business
to which his life has largely been given.

A. H. MowBRAY

BERKELEY, CALIF,
January, 1930
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Part 1
RISK

INTRODUCTION TO PART I

The insurance business is a social device for eliminating or
reducing the cost to society of certain types of risk. This
statement requires demonstration and explanation, which it
is one purpose of this book to furnish. In order to do so, it
is necessary to consider certain propositions in the theory of
risk, the connection of which with theinsurance business may
not be immediately apparent, but a sound appreciation of
which is fundamental to a proper understanding of the eco-
nomic significance of that business.

These propositions are discussed in the first three chapters
of Part I. Lest the rcader infer from this discussion that the
insurance business is not concerned with loss prevention,
which is socially more desirable than insurance, it has seemed
wise to add a chapter dealing with this subject.

CHAPTER 1
RISK, ITS NATURE AND ECONOMIC SIGNIFICANCE

The view is widespread, even among many who are accustomed
to carry insurance, that only those who suffer loss and receive
indemnity obtain any real benefit from insurance. This view
is quite incorrect. Paradoxical as it may seem, the promise to
pay if a loss occurs may be fully as valuable as reimbursement
after the loss. The reason why this is so is to be found in a
consideration of the nature of risk and its economic significance.

Definition of Risk.—It is not necessary to define the term
“risk” narrowly and precisely. A broad definition is needed to
cover all that may be implied in the use of the term in connection
with the insurance business. For the present it may be said

1
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that risk s the chance of loss.! Two things are implied in this
definition: first, uncertainty as to the outcome of some future
event or events; second, loss as the result of at least one pos-
sible outcome. .

Here arises, apparently, a certain logical difficulty, since this
is an ordered universe in which events take place in accordance
with natural laws in which chance can play no part. But the
contradiction is only apparent. Occurrences may take place in
accordance with fixed laws, but, if those laws are unknown to an
individual or community or if all the forces at work on the
particular subject matter are not known, then to that individual
or community the precise outcome cannot be foreknown. Hence
uncertainty may exist, and if one or more apparently possible
occurrences involve loss, there is risk. An example of risk where
the uncertainty is due to incomplete knowledge of natural laws is
that due to earthquake; of risk where the uncertainty is due to
lack of knowledge of all forces at work, that of destruction of a
garage by fire, which may result from employees smoking con-
trary to orders, spontaneous combustion of oily waste not prop-
erly disposed of, or any one of a number of things which one
might know would cause a fire if present, but the presence of
which cannot be foretold.

It is possible that the outcome may be known to certain
persons or communities and not to others. In the present state
of civilization, however, with present means of communication,
this is not likely to be the case except in a few more or less remote
instances. If the precise outcome of an event is foreknown,
there is certainty and, whether or not it involves loss, it is not
properly termed a “risk.” As knowledge of natural laws expands
and control over the forces that may enter into a given situation
increases, risks tend to be eliminated. For example, when
house lighting by electricity was first introduced, fires due to
electric current were common and there was a considerable
risk involved, but witHf increased knowledge of safe practice and
insistence on such safe practice, fires are much less likely to be

1 This definition is of risk in the abstract. By a common custom of
transfer of meaning the term “risk’ is often used by insurance men to mean
the concrete thing that is subject to the risk, such as a man or house or ship,
on which insurance is desired,
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caused by this hazard. There is still some risk, for occasionally
mice or rats or chafing may remove insulation and cause short
circuits and fires, but the degree of risk is much less than formerly.
This illustration also shows that progress in scientific knowledge
may, at least temporarily, increase hazard by introducing a
new process into general use before all its dangers are known
and proper safcguards worked out.

The discussion of this last point has indicated that risks may
differ in degree. They differ in other ways and, since a working
definition has been adopted that does not involve logical incon-
sistencies, the various aspects of risk may now be considered.
The most important aspects from which the concept of risk may
be studied are (1) its nature, (2) its degree, and (3) its value.

Nature of Risks in Economic Life.—Since the insurance
business is not concerned with all classes of risks, but only
with the particular class which may be called “pure risk,” it is
well to give consideration first to the classification of risks accord-
ing to their nature.

There are two categories into which economic risks may be
divided according to their nature:

1. Speculative risks.

2. Pure risks.!

In both these classes there is uncertainty as to the outcome
of the event under consideration, with at least one outcome
producing loss; in the case of speculative risks, there is also a
possible outcome producing profit which could not result from
pure risks. As an example of the first class may be cited any
new commercial or manufacturing enterprise. Even under

1 This terminology is the author’s and follows from his definition of risk.
The discussion of the theory of risk has not yet reached the stage of a
generally accepted terminology. Willett distinguishes positive and negative
risk. ‘“There is the possibility that cxisting wealth may be lost by its
owner, and the possibility that expected future wealth may never be
obtained. We may distinguish these forms of loss as positive and negative.”
(A. H. Willett, “Theory of Risk and Insurance,” pp. 38ff.) He also
distinguishes between static and dynamie risk, depending on whether or not
the chance of loss arises out of dynamic conditions or would be present
even in a static state. Hardy classifies risks into five types in accordance
with their origin. (C. O. Hardy, “Risk and Risk Bearing,” p. 2.) Other
writers have used other bases of classification.
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the best laid plans there is more or less uncertainty whether
the enterprise will succeed or fail. If it succeeds, it will yield a
profit. Failure means loss. A simpler example of the principle
of speculative risk is the ordinary wager on the toss of a coin
or throw of dice. There is uncertainty as to outcome, and for
either party a chance of gain and of loss. Possession of any
form of destructible property is an example of exposure to pure
risk, since its destruction is always possible but not certain,
and its destruction results in loss while its preservation does
not of itself yield any increase in value or profit.

Degree of Risk.—In dealing with speculative or with pure
risk, one finds different degrees of risk, depending on the uncer-
tainty or the probability of loss or gain. If it is foreknown that
the loss is inevitable and there is no uncertainty even as to the
time when it will occur, then clearly there is no risk however
great may be the loss. Cases involving this type of certainty
are rare except where property is destroyed in promoting some
other cause of gain, as when coal is burned to produce steam
in a boiler. A case is occasionally found, however, where the
certain loss is not brought about as a means of gain. For
example, a number of years ago a portion of the city of Honolulu
was burned by the federal authorities because of infection with
bubonic plague. The loss of the buildings was certain and there
was no risk in respect of those buildings.! There was risk
of loss on surrounding buildings, owing to the uncertainty lest the
fire get beyond control and destroy them, a risk that actually
resulted in heavy loss? for the insurance companies covering
them, for the fire did get beyond control. If, on the other hand,
it is certain that a particular loss cannot occur, for example, the
destruction by fire of a masonry dam, then also there is no risk.

Thus there is a distinction between risk and probability of

1Tt may be alleged that even here the loss was brought about as a means
of gain, namely, the ren'xoval of the plague danger, or that there was no real
loss since the infection Had already destroyed the value of the premises.
These contentions may be admitted as sound but the point is not essential
to the argument. The case is mercly cited as an example of the absence
of risk associated with total loss. It is admitted that such cases are rare
except when the destruction is a part of a large constructive process.

2 About 30 years later Congress by special act provided for reimbursement
to the companies.
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loss. The probability may vary from zero (certainty of no
loss) to 100 per cent (certainty of loss) but at each extreme there
is no risk. The greatest uncertainty exists when the proba-
bilities are evenly balanced, for example, in a wager that a coin
which is to be tossed will fall head. The risk diminishes in
passing from this degree of probability to either extreme. The
entrepreneur usually weighs the risk (chance of loss) against
the chance of gain in forming his decision whether to undertake
an enterprise. This is natural and proper since, if the prospect
of gain is sufficient, he will be justified in assuming some risk.
It would hardly seem that the individual is justified in allowing
his attitude toward protection against a pure risk to be influ-
enced by the degree of risk if the amount of possible loss is, for
him, substantial. For when the event occurs, he suffers, and
the smallness of the degree of risk, owing to the improbability of
occurrence, does not in this case mitigate his suffering. This
false type of reasoning is, however, not uncommon. As an
example, the case of a man whose home adjoined a station
of the fire department of his city may be cited. Feeling that,
owing to the promptness with which the fire would be fought, it
was almost certain that only the smallest losses would be incurred
in the event of a fire, he carried only a very small amount of
insurance, t.e., no insurance against total loss. When, under
conditions of high wind and exceeding dryness, the entire section
of the city in which he lived was destroyed in a conflagration,
he was caught and had to bear alone all but a minor fraction
of his loss. To the insurance carrier, on the other hand, con-
sideration of a degree of risk is important since, as will be shown
later, it is the determining factor in considering whether a pohcy
should be issued and on what terms.

In most pure risks met in economic life, the probability of loss
is so small relative to certainty of total destruction that the
degree of risk and the probability of loss are approximately
equal. Because of the expense involved, the insurance business
cannot effectively deal with risks approaching the maximum
uncertainty, those in which the probability of loss approaches
50 per cent.

Value of Risk.—Risk may also be considered in relation to the
amount of loss that may occur and may be evaluated. There
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are two possible definitions of the value of risks. From the point
of view of both the individual and the society, the importance or
value of any particular risk hinges largely on the amount of
possible loss. It is, however, not the absolute size of a possible
loss that is of controlling importance, but the size in relation
to the available margin for contingencies. If the individual
exposed to a risk is of low economic strength with but a narrow
margin of property beyond that required for adequate sub-
sistence, even a very small loss may be more than he can stand
without evident suffering. On the other hand, a man whose
resources run into the millions might suffer little hardship,
though a loss ran to several thousand dollars. Again, the pres-
sure of loss depends upon its incidence. Even a man of large
wealth might be put to some embarrassment to meet a sudden
immediate need amounting to a relatively small sum. But,
though the cause be sudden and unforeseen, if the liquidation
can be spread over a period of time, often no great difficulty will
be involved in meeting a large loss.

From a different point of view, a very useful measure of a
value of risk, one that, as will be apparent later, lies at the
foundation of the insurance business, is that known as the
‘“expectation of loss,” which is the product of the amount at
stake and the probability of loss. If, for example, $10 is wagered
on the toss of a coin, the expectation of loss is $5, since the
probability of loss is one-half and the amount at stake is $10.
Since by probability of loss is meant the proportion of total
ventures which, according to statistical evidence or a priori
reasoning must result in loss (the definition ordinarily used in
discussions of the mathematical theory of probabilities),! it is
evident that, management expense or profit not being considered,
the expectation of loss is the amount one would expect to pay
another to take his place by becoming exposed to the risk. The
latter Would, if he entered into enough such arrangements, suffer
no loss in the long#sun.

This is the principle underlying the conduct of many gambling
enterprises. If the proprietor of a gambling establishment had
a sufficient fund to cover a temporary adverse run and, for the
time, did not have to consider expenses, he could provide a per-

1 For a discussion of the logical foundation for this definition see J. M,
Keynes, ‘A Treatise on Probability.”
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{ectly fair deck of cards, charge a patron 25 cents for the privilege
of cutting them, agree to pay $1 if a spade (or any other agreed
suit) were cut, and come out even in the long run. Were he to
charge a few cents more, he would be able to pay expenses and
have a margin of profit. He must lose, ¢.e., pay, once in four
times because one-fourth of the cards are of cach suit and the
chance of loss to him is one-fourth. The value of the risk, i.e.,
the net price he must charge, is the product of this chance by
the prize. To the value of the risk he must add a margin for
his expense and profit.

This principle of probability will be discussed further in a later
chapter. The point to be established here is that expectation
of loss is a measure of value of risk.

Risk an Economic Burden.—It has been indicated that, to
the man living close to the poverty line, a loss of a small amount
may be a catastrophe. Even to the man of wealth, any sub-
stantial loss may be a sufficient blow to call for some readjustment
of his affairs. If, for example, it were not possible for one to be
reimbursed by insurance for loss by fire, shipwreck, or similar
occurrence and if one had no other means (surplus), one might
face ruin or at best a serious reduction in economic status. A
classical example of a man of position so brought low is Antonio
in the ‘““Merchant of Venice.” Of course, this would be the
result, whether the risk were a pure risk and unavoidable as a
risk, such as the loss of a home by fire caused by lightning or
earthquake, or one undertaken as a part of a speculative venture
in the hope of avoiding loss and of obtaining a profit. Were
such losses to happen to any substantial part of a community
there would be, it is hardly necessary to point out, a heavy
social loss, a loss greater than the actual value of the property
destroyed, by reason of the consequent general reduction of
community standards.

Prudent men do not willingly expose themselves to such losses
but, if they cannot rid themselves of the risk, accumulate a
surplus or sinking fund to meet the contingency. The plain
common sense of such a policy is expressed in the old adage,
“Put something aside for a rainy day.” Although thrift and
saving are generally useful to society as a means of accumulating
capital, such individual sinking funds are not often employed
in as useful undertakings as are funds not impressed with this
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quasi-trust character. Society then loses to the extent of the
excess of the potential over the actual service value of such
reserved funds. Further, the reserved funds could not safely be
accumulated gradually, for there would be no assurance that the
loss might not occur before sufficient funds had been built
up to meet it, and their purpose thereby be defeated. Rather,
the funds must be available step by step as destructible property
is acquired. Because of the difficulty of making such provision,
men are deterred from entering into ventures that expose
them to risks or, if they do venture, do so only on terms involving
large opportunities for profit. This inability to secure certain
services at a reasonable cost is probably the heaviest social
burden imposed by risk.!

Thus society suffers from the existence of risk, either through
exposure to the chance of reduction in general well-being,
unproductive use of capital, or failure to secure desired
advantages.

Risk and Credit.—Important as the burden of risk upon
society would be under the simplest conditions, its weight is
enhanced in a society living under a highly organized credit
economy. The lender of capital desires a return in the form of
interest on his capital, but, were he to lose it in secking that
return, his condition would be worse than if he had allowed
it to remain idle. Consequently, he will lend it for use only where
the major risks to which it is exposed can be avoided. This is
true of prudent investors, and particularly true of bankers and

. others charged with the investment of funds for the safety of
which they are responsible. For example, bills of exchange in
overseas trade are readily discounted when accompanied by
proper documents, including evidence of adequate insurance,
but not otherwise. Again, banks require, in addition to a

1 As an example, reference may be made to the allegation that rcluctance
on the part of underwriters to furnish aviation insurance retarded the
development of ‘commereial aviation in the United States, because the risks
were too great for individws] entrepreneurs. The underwriters were
reluctant because of the large value of the risk involved which, in turn,
resulted from the large amounts at stake and the high degree of uncertainty
of loss. See The Literary Digest, Sept. 5, 1925, p. 62, for detailed discussion
citing The Eastern Underwriter. Since the time of this comment, the risk
having been greatly reduced, insurance facilities adequate to our develop-
wment of commercial aviation have been made available,
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mortgage on real property, adequate fire insurance with a mort-
gagee clause attached giving them the first benefit of the insur-
ance in all cases where insurable property is part of the security
for their loan. More recently they have been demanding the
elimination from such fire-insurance policies of the fallen-building
clause which, if not eliminated, would leave them exposed to
risk from a fire if the building were previously damaged by
earthquake or other force which ‘caused a material part of the
building to fall before it took fire. Many lenders are also
insisting on insurance protection against other hazards, such
as windstorms, earthquakes, explosion, and falling aircraft.
A large seashore hotel, standing on a bluff well above the water,
has been insured for the protection of interested bondholders
against loss by tidal wave.

It is true that speculatively inclined investors daily put
their funds into enterprises in which the risk is great, sometimes
knowingly, sometimes unwittingly. But the action of the un-
witting can hardly be taken as typical. Where a risk is under-
taken knowingly, there is a prospect of gain which is deemed by
the speculator to exceed the prospect of loss. This may take
the form of a higher rate of current return, a part of which is
compensation for risk.

SUMMARY

1. Risk, which has been defined as ‘‘the chance of loss,”
involves, in varying combination, uncertainty as to the outcome
of conditions, with loss as a consequence of at least some of the
possibilities.

2. Under all circumstances, the existence of risk in itself,
independent of the actual loss that takes place in some instances,
is a social burden.

3. Where credit is extensively used as a basis of economic
action, the burden of risk is increased. ‘

4. Large social gains result if it is possible to reduce or eliminate
rigk, whether or not loss is prevented.
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CHAPTER II

TYPES OF HAZARDS AND THE LAW OF LARGE
NUMBERS

The preceding chapter was concerned with a discussion of the
nature of risk and its character as an economic burden. The
question was not raised whether risk actually exists in human
affairs. That was rather taken for granted. Few, if any, would
care to dispute the existence of risk. But how widespread
isrisk? In what affairs of life does it arise? These are questions
that should not be passed over without comment, for the answers
to them evidently delimit the sphere of usefulness of any device
for reducing the burden of risk.

It is the purpose of this chapter to make some preliminary
analysis of these questions, and also to outline the basis in natural
phenomena on which rests insurance as a scheme for eliminat-
ing risk.

TYPES OF HAZARD

The first step in the analysis is naturally a discussion of types
of hazards, for it is well to have in mind the range of risk-causing
hazards to which business enterprises and personal affairs are
subject, in order to appreciate both the place insurance has come
to have in the economic order and what yet remains to be accom-
plished. In the following brief review of the several types
of hazard to which mankind is subject, those mainly have been
selected which may be covered in whole or in part by insurance.

Classification.—The hazards from which loss may arise may be
classified according to what may be lost. From this point of
view there are two major divisions, each based on the phase of
life that is affected: personal and family risks, and busmess
rigks.!

! In connection with the second clasg it should be borne in mind that this
study is concerned only with pure risk which does not include the entire

range of business risks.
10
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Personal risks may be subdivided into two groups: those of loss
of income and those of loss of property. Loss of i income to the
individual or family may result from

1. Death.

2. Permanent disability.
a. Total.
_b. Partial.

3. Temporary disability.
a. Total.
b. Partial.

4. Unemployment.

5. Superannuation.

Property loss may result from

1. Destruction or damage by
. Fire or lightning.
Windstorm.
Water leakage.
Earthquake.
Glass breakage.
. Explosion.
. Riot and civil commotion.
. Burglary, theft, or robbery.
1. Forgery.
2. Liability to pay compcnsatlon for injury caused to the person or prop-
erty of another where the injury is to
a. The person of an employee.
b. The person of a stranger.
¢. The property of another.
3. Extra expense:
a. On account of illness or injury.
b. For substitute facilities,

S.FQUVNe Ao R

No attempt has-been made to enumerate all the pure risks
to which an individual or his family is subject. The list contains
those which have been thought of sufficient importance to call
for insurance and some for which i insurance is not yet generally
available.

Most of the risks to Wthh personal affairs are subject also
affect business. To these must be added the risk of loss of ca.prtal
and income from several other causes, such as

Perils of transportation of goods on land and sea.
Hail, frost, and other causes of crop failure.
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Defalcation or other misconduct of employees.
Failure of contractors to fulfill contracts.
Failure of depositories.

Unusual credit losses on sales.

LAW OF LARGE NUMBERS

Stability of Mass Phenomena.—The list of hazards to which
mankind is subject is long and formidable. Every individual is
subject to many risks each day from the cradle to the grave.
There is scarcely any action not involving risk, and even inaction
will not avoid it. Were there not qualifying factors, one would
indeed be justified in looking upon the world and its affairs with a
pessimistic eye. But at this point it should be recalled that the
universe is governed by natural laws and that, if all conditions
and forces operating could be foreknown, results could be foretold
with assurance. Loss would still remain, but uncertainty, and
therefore risk, would disappear. In a world so ordered, it
would seem natural that the unknown and unobserved forces
would tend to a balance, if enough cases could be observed, and
that the uncertainty or risk present in the individual instance
would disappear in the mass. This tendency of mass phenomena
toward regularity has been demonstrated by experiment and
has been formulated in the law of large numbers, which is the
basis of all application of that branch of mathematics known as
the “theory of probabilities.”

The term “law of large numbers’’ was used by the eminent
French mathematician, Poisson, in an article on ¢ Researches on
the Probability of Judgments,”! and is defined in terms of proba-
bilities. It is therefore necessary to give a definition of this term.
It would require a lengthy treatise to discuss the philosophical
basis of the concept of probability as applied to the affairs of
life, and this would divert attention from the main purpose of
this book. However, the study of probability began with games
of chance and, in thig connection, probability may be defined
exactly. The concept may then be carried over and applied
within reasonable limits outside this field.

Consider the case of drawing balls from an urn containing a

1 Comptes rendus de I’ Académie des Sciences, Vol. I, p. 473, especially p. 478
" (1835).
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large number of balls, e.g., 100, of which some, say 30, are white
and the remainder red. If the person drawing is unable in
drawing to identify any particular ball, he may draw any one of
the lot. Since there are 100 balls, it may be said that there are
100 possibilities of selection. Under the same conditions there
are 70 possibilities of selecting a red ball and 30 of selecting a
white one. If the balls have been well mixed, all the possi-
bilities are equally likely. It is then said that the chance or
probability of drawing a white ball is 0.30 and that of drawing a
red is 0.70. So, for example, the chance or probability that a
perfect coin tossed at random will fall head is one-half since the
total number of ways it can fall is two, and it can fall head in only
one way. The definition of probability, from this point of view,
is the ratio of chances favorable to success in the test to the
total chances, all being, a priori, equally likely. If 10 red balls
in the above scheme were removed and 10 black substituted,
and the set again thoroughly mixed, the probability for drawing
on a single trial a white ball would still be 0.30, a red, 0.60, and a
black, 0.10. It is customary to designate a probability by p,
and to append subscripts to refer to the particular probability in
mind, as p,, Pw, and ps O Py, P2, and ps, to refer to the probabilities
of drawing a red, white, or black ball. In the example, p, = 0.3,
p, = 0.6, and p, = 0.1. The illustration, of course, might be
complicated by changing the composition of the contents of the
urn between each trial, in which case, the probabilities would also
change on each trial. From this definition it follows that p = 1
means certainty of the occurrence. If all the balls in the urn
were white, it would be certain that any ball drawn would be
white.

~ Using this concept and notation, Poisson’s law may be stated:

If an event be tried repeatedly with probabilities p,p; . . . for success
which may be constant, or may vary with each trial, then if the number
of trials increase indefinitely, the probability that the difference between
the average probability and the observed ratio of success will differ by
less than any assigned quantity approaches 1 as a limit.!

This exact statement of the law is probably confusing to the
nonmathematical student. In more popular but less exact

1 Quoted by J. L. Coolidge, ¢ Mathematical Probability,” p. 65.
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language it means that as the number of trials increases, the
proportion of results approaches the underlying probability.
For example, if a single card is drawn from a well-shuffled deck
it may be any one of 52 but, since one-fourth of the cards are
spades, the probability of drawing a spade is one-fourth. This
does not mean that, if only four cards are drawn, one, and only
one, will be a spade. It can be shown that there is a strong
probability against this exact result. Nor does it mean that, if
40 are drawn, exactly 10 will be spades. It does mean that, as
the number of trials is increased, the ratio of drawings of spades
to the total drawings tends to become one-fourth, though the
actual departure may be great. It will probably help to present
a few illustrations of the operation of the law of large numbers
in several widely separated fields as evidence that there is such a
principle and that it may serve as a means of dealing with
risk. Its operation is not subject to exact proof, as is that of the
law of gravitation, except under purely mechanical and artificial
conditions similar to those used in defining probability, and it
should be borne clearly in mind that it is not put forward as a
universal law. The important point is that, where it has been
found by experiment to hold, the law of large numbers may be
used to meet a situation causing loss, and to reduce, or even
eliminate, the risk that is the cause of the loss. Instances
of its operation will be cited, first from artificial mechanical
schemes and then from the affairs of life.

Illustrations of the Law of Large Numbers.—It is obvious that
no prediction can be made with any assurance whether an
‘ordinary coin tossed at random will fall head or tail. Three
college classes which tried the experiment of each member tossing
10 ‘coins 10 times (equivalent to 100 tossings of a single coin
each), reported the following results:

L .
Nuniber in class | Nusaber of tosses Heads Pem:::;fe of
282 23,200 11,821 51
328 32,500 16,582 51
152 15,200 7,450 49
700 70,900 35,863 51—
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The tabulated results show an almost equal division into heads
and tails in the aggregate for each class separately, as well as
for the grand aggregate. Harald Westergaard, the Danish
statistician,! tried a similar experiment by taking 100 sets of
100 drawings each from a bag containing an equal number of
red and white balls. The mean number of white balls drawn
per set was 50.11. In two cases the number was less than 40
(in one, it was 39), and in only three cases was it more than 60.
In 70 per cent of the trials the number lay between 45 and 55.
In only nine cases, however, was it exactly 50.

The value of a card on a single drawing from an ordinary
whist deck is, of course, entirely a matter of conjecture. Arne
Fisher tried the experiment of making 100 sets of drawings
of 100 each from such a deck, recording the number of times an
ace was drawn in each set. In 21 sets, seven aces were drawn;
in 13 sets, eight; and in 15 sets, nine. According to the theory of
probabilities the mean number should have been 7.69 aces per
set. The actual was 7.45.2 Many other instances of regularity
in the results of a large number of experiments with mechanical
devices could be cited.

Stability in such phenomena, however, has little practical
value except to the gambler. But if the same tendency is present
among risks of the types noted in the first part of this chapter,
a way may be found to improve the situation by transferring
the several risks from the individual to some professional risk
carrier, which, having a very large number of instances of
each, ought to experience such reasonable stability in loss as
practically to eliminate the uncertainity, and destroy the risk
as risk.

Such regularity 7s found in actual life, although events do not:
recur with the strict regularity of games of chance and mechanical
devices. There is also evident in many cases slow steady change
(such change as is known to statisticians as secular trend) and
sometimes a seasonal variation within the year. But seasonal
~variations tend to operate in opposite directions and to counter-
balance each other, as do the variations due to the business

1 “Btatistikens teori i grundrigs,” quoted by Arne Flsher, in “Mathe-
matical Theory of Probabilities,” p. 136
' FisHER, op. cit., p. 142,
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cycle, while slower long-time changes can generally be suffi-
ciently anticipated. With due allowance for these changes,
the law is found to hold with sufficient accuracy for practical
use. Mortality tables used in life insurance, constructed at
different times and places, show close resemblance in their
general results. So do loss records in other lines of insurance.

The operation of this law in actual life with its practical value
and its limitations probably cannot be better shown than by a
study of Tables I and II of coal-mining fatalities in the principal
coal-producing states for a 10-year period.

TasLE II.—FaTaLITY RATES PER 1,000 MEN, BY STATES, COMPARED ON A
UnirorM Basis or 2,000-H0UR WORKERs!

State 1903/1904/1905|1906| 1907 {1908 1909a'1910 1911) 1912 | 1913 A:::'
Ilinoig..oooevnee ++0+]3.40|3.70|4.33|3.37| 3.32(3.40|...../3.06/3.02| 2.68| 2.72| 3.26
Indiana..............|3.86{2.44/2.99/2.10| 3.15/3.51|.....|2.53/3.01| 2.21| 3.80| 2.95
Maryland......... ...|1.94{1.59|2.02| .75{.....]....].....|2.30{2.05| 1.89| 1.88| 1,79
Michigan............[3.04]2.24/3.23|1.82| 1.88|1.71].....{1.98/2.47 3.51| 1.21| 2.26
Montana............ 2.08/3.38/3.67(5.53| 4.43|7.38]...../3.24/4.12| 2.31| 6.00} 4.23
New Mexico........ .19.77(3.85|2.87|9,32| 8.65(7.16|..... 3.18{2.00| 2.99{49.26|11.81
North Dakota........ FO% PR PR PR P 7.55..... 3.83|1.22|..... 8.78| 4.01
Ohio......... eeeas 3.78{3.82|4.11/4.30| 4.11{3.68|..... 4.18/3.28| 3.67| 4.37| 3.94
Oklahoma............|5.44/4.27\7.04(7.97| 5.33|7.67|...../7.80(4.92(16.01| 3.21 6.81
Pennsylvania (anthra- .

(517, 3.71{4,24/4.02|3,91] 4.28/4.33|,....|3.44/3.63| 3.32| 3.04| 3.76
Pennsylvania  (bitu-

minous)...oveeus.. 2.96|4.66(3.25(3.15| 4.45(3.97|.....]2.89(2.99| 2.48] 3.07| 3.34
Texas........ ceevenddinni]oendondeacdoeen e el o f1.6211,63)  (39]  .71] 1.08
Utah........co0nveee 3.20{5.56|5.20|2.21| 2.18{2.06|..... 5.67({3.94| 5.01) 3.73| 3.93
West Virginia........ 3.55/3.33(4.43(5,16{11,40/6.00|...../4.35/4.77| 4.34| 4.07 5.18

Average for the U. 8./3.31(3.97|3.91(3.72| 4.87|4.28|.....[4.03|3.78! 3.32( 3.58] 3.87

a. Complete data not available.
1 Condensed from table in * Coal Mine Fatalities in the United States 1870 to 1914,”
U. 8. Bureau of Mines Bujletin 115, p. 62.

Fatalities in coal mining are influenced by a variety of factors,
such as the type of coal, geological formation, mining practices,
supervision, and care exercised by the individual miner. Table
I shows, for each of the coal-mining states selected, the number
of 2,000-hour workers, the number of fatalities, and the average
fatality rates over a 10-year period. Table II shows similar
rates for each year of the period.
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In such states as Pennsylvania and Ohio, where the numbers
employed are large, the rates from year to year show com-
paratively little change. In West Virginia, a very bad explosion
caused a violent increase in 1907, and there seems to have been a
general upward trend. Yet, even in this field, where condi-
tions have long been notoriously disturbed, the large numbers
involved gave (except for the catastrophe year) fairly stable
results. On the other hand, in the states where the numbers
employed are relatively small, such as North Dakota,, Utah,
and New Mexico, there is much irregularity.

Since these data were compiled there has been great improve-

ment in the conditions of our coal mines as to the safety of the
workers. The fatality rates for the decade 1930-1939 are much
lower but show the same general characteristic—a tendency
toward stability in the average over the years (after adjustment
for trend), which is more marked in the states where the oper-
ations are extensive and the numbers employed are large than
in states where the operations are limited and the numbers
employed are small.!
" Applicability of the Law of Large Numbers.—The principle
of mass stability cannot be assumed to be universally applicable;
in any new case, its applicability must be tested before it
can be relied upon. Only in the case of those risks to which
it is found to apply with reasonable approximation, is it possible
to conduct a sound insurance business which can adequately
eliminateor reduce risk. In view of the ordered character of the
universe the law probably does apply to all physical phenomena,
but some are of such infrequent occurrence that observations
over long periods will be necessary to establish it, probably too
long for practical use. For example, earthquakes seem to oaccur
most irregularly. Yet it seems likely that, observed over a
long period, regularity would be found.

Changes in Hazagd.—It has been observed that, though the
law of large numberS applies in widely scattered fields, some
types of risk show a tendency to growth or decline in hazard.
It may be well at this time to note some of the factors tending to
produce such long-time changes in degree of risk, as well as the

18ee “Coal-mine Accidénts in the United States, 1939,” Bureau of
Mines Bullctm 444 especially Table 76 on p. 103, .



TYPES OF HAZARDS 19

departure of individual cases from the average and, at times, of
averages from their normal value. It will be recognized that
the development of knowledge of processes and conditions tends
to eliminate uncertainty and therefore to reduce risk, though
actual loss may not be decreased. Generally, however, in an
effort to reduce cost, increased knowledge will be accompanied
by greater precautions and safeguards, and losses also will be
reduced.

Changes in economic conditions have an important bearing on
the value of risks, because of their influence on the volition of
those ordinarily subject to risk. The losses of fire-insurance
companies always increase when the number of business failures
increases. The explanation may be partly atendency to economy
which has reduced the safeguards usually present against
accidental fires. But all too often the will to protection has not
been present if, indeed, the policyholder in business difficulties
has not yielded to the temptation to try to realize on ‘“‘frozen
inventories” by ‘‘selling them to the underwriters,” as the
occurrence of convenient, though supposedly accidental, fires has
sometimes suggested. Risk due to volition of the insured
is known among insurance men as ‘‘moral hazard.” This risk
has not been found to be subject to the law of large numbers and
both for this and even more obvious reasons of public policy is
uninsurable on any terms.! In a slightly different category is
the absence of a will to safeguard, which is usually included
under “moral hazard’’ but sometimes distinguished as ‘“morale
hazard.”? Such absence of intent to protect does not prevent
the operation of the law of large numbers but does tend to
increase the degree of risk, making it higher in the individual
case than the average of its class. This tends to make under-
writers reluctant to take risks where its presence can be detected.
The existence of insurance tends to create a certain degree of the
latter type of hazard, by making the insured less concerned in
the preservation of his property.

! Insurance carriers often find that they must pay losses due to moral
hazard in risks they have assumed, but this statement reflects the views of
skilled underwriters passing upon risks in which any considerable degree of
moral hazard is indicated.

* The recent tendency to observe this distinction is to be commended as
leading to clearer analysis.
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SUMMARY

The aim of the present chapter has been to establish in the
reader’s mind:

1. That risk, which was found in Chap. I to impose, of itself
and independent of actual losses sustained, a4n economic burden
on society, is ever present in human affairs.

2. That, when the operations that give rise to risk are taken
in the mass, there is a tendency to regularity such that, were the
risks consolidated as those of a single individual, a high degree of
certainty would replace a corresponding degree of uncertainty,
and risk and the cost of risk would be eliminated or much reduced.

3. That the active desire to profit by insurance! interferes with
the operation of the law and makes the risks of some persons
uninsurable.
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! Although the definition of insurance has been reserved for a later chapter,
it seems reasonable in view of the widespread practice of insurance to assume
that the references to insurance in this chapter will not cause difficulty.
Some of the observations may profitably be reread in connection with
Chap. XXI,



CHAPTER III

ELIMINATION OF RISK THROUGH TRANSFER
AND AMALGAMATION

From the discussion of the law of large numbers as presented
in Chap. II it will be apparent that, if the annual rate of destruc-
tion by fire of railroad freight cars is 3 per 1,000,! a road owning
50,000 cars might expect the destruction of 150 cars each year
from this cause. In some years more would be so lost, in others
less, but 150 would be the average annual loss.

Self-insurance of Large Operations.—Such a road, if it had a
fluctuation fund to absorb irregularities, might charge into its
operating costs each year 150 cars as lost by fire, and transfer
the differences between this and the actual losses to or from such
fund according to the year’s experience. By this method it
would be known that the showing of operating expense on which
rates and dividends are in part based was not vitiated by an
unknown risk. Such handling of a risk is self-insurance.?

Cooperative Risk Carrying.—If the railroad had only 1,000
freight cars, the expected annual loss would be but 3, a number
quite too small to guarantee any appreciable uniformity.
If 50 such roads, all having the same average rate of car loss,
pooled their interests, and other conditions remained the same
after pooling,® the total annual loss of the group would be as
stable as in the case of the road with 50,000 cars. Some of the
roads might lose ne cars, and some 10 or more, but, over a-

1 This is a purely hypothetical figure.

2 From the discussion in the latter part of this chapter it will be apparent
that self-insurance, where there is sufficiently broad volume of isolated
items to give an average experience and where a fluctuation fund is main-
tained is to be sharply distinguished from noninsurance where these con-
ditiqn’: are not present and no other means are taken to nullify the risk
as risk, .

38ee reference in Chap. II (p. 19) to the effect of insurance on morale
and hazard, :

21
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period of time, the average annual loss would be 150 cars, and
the roads could arrange their cost accounts as in the case of the
larger road. In this case, the pool would set up the fluctuation
fund.

Transfer to Professional Risk Carriers.—Instead of 50 roads,
each having 1,000 cars, 500 roads, each having but 100 cars, may
require protection against unusual annual loss. If, as before,
other things are equal, and the risk the same for all, so far as
it can be estimated, a pool might be formed with the same result.
But, with so many members, the management of the pool would
be much more difficult, involving more correspondence, account-
ing, and other similar work. The roads, however, would find
the risk far too great to carry individually, since the expected
loss of each would be but 0.3 per year and the actual loss might
be an entire train of 10 or more cars. Upon the showing that
the average annual rate of loss was 3 per 1,000, some person, or
group of persons in a pool, might be willing, in return for an
annual payment from each road at a rate a little higher than
0.3 per cent of the value of their cars, to assume the risk for
them and, in the event of loss of any of their cars by fire, to
indemnify or reimburse them for the loss; agreeing also that, if
the fund so produced exceeded the actual losses developed and
the expenses of operation, the net profit would be retained, and,
if there were a net loss, that it should be borne by the person
or group by whom the risk was assumed. Such transactions
would, of course, be evidenced by written contracts. Instead
of the arrangement being proposed by the roads it might be
proposed by an individual, an underwriter, who has set himself
up in the general business of issuing such contracts. The net
effect would be the same.

Finally, the underwriter might have organized a corporation
to undertake this work, and the corporation might cover, for
varying rates of consideration, risks of loss by fire for many
different types of perSons and business. If the charges for such
contracts were based on the average rate of loss for each class of
risk, with a reasonable allowance for expense and profit, the
individuals whose risks were assumed would be in the same
position as under the pooling arrangement, though probably
subject to a higher total cost. For them the risk would be
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eliminated. The underwriter or his corporation would be
subject only to the risk of minor accidental variation in the
average annual loss, and to the further risk that the value of the
risks assumed was underestimated. Against this would be set
the chance of profit from a possible overestimate and overcharge.

Redistribution of Actual Loss.—In the last two cases, the risk
has been eliminated, and a relatively small fixed charge sub-
stituted for the contingency of large loss. Something else has
also taken place. The losses that have actually occurred in a
haphazard way have been redistributed in an even load over those
subject to the risk. This is inherent in the elimination of risk
by transfer of the individual risks either to a group, as in the
pool, or to a professional risk carrier, such as the underwriter.
It is also a social gain. For, if the incidence of loss upon those
who are not prepared for it causes them to fall into a reduced
status and to render less worth-while service or (what is worse)
to become community charges, a social loss results. This is
true even though the aggregate loss is not reduced and is known
exactly in advance, if its incidence is not known.

Insurance and Its Major Function.—The last two cases are
instances of the transaction of a true insurance business: on the
mutual or cooperative basis, in the case of the pool; on the pro-
prietary basis, in the case of the individual underwriter or
corporation.!

In the hypothetical cases cited risk has been eliminated, but
not loss. Apparently, where the risk is covered by the under-
writer or corporation, the insured has been saved from loss. In
a sense this is true since, if he does sustain loss, he will be reim-
bursed. Yet, actually, if the relation is continued over a long
time, he may pay for all his losses, with an added margin for the-
expense of conducting the insurance business. In order that
the risk carriers may pay their losses and continue in business,
they must collect an aggregate sum equal to the total of their
losses and expenses. So far as society as a whole is concerned,
there is not even an apparent elimination of loss. The physical
property destroyed can be replaced only by the production of new
property through the application of means of production that

! Further discussion of the various types of organizations for conducting
the business of insurance will be reserved for Part III of this book.
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otherwise might have been employed to produce other beneficial
results. It is true that underwriters and insurance corporations
make considerable effort to prevent loss, but the cost of this work
is met from the funds collected from the public. It is also a
comparatively modern development. The pure insurance activ-
ity, even though it does not eliminate or prevent loss, is beneficial
to society through the elimination of risk and the redistribution
of loss, and the cost of this activity is justified by the value of
these services alone. It is well for the present to keep attention
focused on this fact in order to appreciate fully the principal
service of insurance. '

Insurance and Credit.—Allusion has been made to the extent
of the use of credit in modern economic life, and to the fact that
risk tends to restrict credit. During the past century the use of
credit has become increasingly extensive and in practically all
cases where risk is present and where insurance against that risk
may be had, insurance is insisted upon by the lender before credit
will be extended. Recent discussion among credit officers of
banks has indicated a tendency to place added emphasis on
insurance even in the case of current bank credit for commercial
enterprises of high credit rating.

Perhaps the place of insurance in modern economic life and its
relation to credit transactions may be more clearly visualized
by an analogy with certain physical conditions in transportation.
Persons and-property may be carried over poor roads on vehicles
in which the weight-carrying body rests directly on the axles.
Such vehicles are usually of the two-wheel type. In such vehi-
cles, however, progress is slow, carrying capacity is limited, and
the strain on the motive power, usually animal, is extreme.
Breakdowns are frequent. Any irregularity of the roadway
strikes the wheel with full violence, doing maximum damage to
it, to the axle, and to the body bearing upon it. If the roadway
is smooth and hard, -conditions are better, but far from good.
Such vehicles were used by the ancients whose commerce was
almost entirely water-borne. They are sometimes used in back-
ward regions today.

The intervention of springs brings a material change. The
shock received by the wheel in passing over the bumps and
hollows is now {aken up by the springs and distributed over the
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entire vehicle. No part receives the full force of the blow, yet all
feel part of the resulting strain. Greater speed, heavier loads,
greater comfort to passengers, and less strain on the motive power
are now possible. The better the springs, the greater the
improvement in all these respects. But, even with the best of
springs, transportation over a poor roadway is not so swift or
easy as over a smooth one. For effective transportation, springs
are a great aid, but they do not eliminate the blows sustained
from poor roads. Hence, railroads are steadily trying to improve
roadbed, reduce curvature, and otherwise eliminate the conditions
that make work for springs, with consequent improvement in
service. Since the advent of the automobile even the best of
spring makers are constant advocates of good roads.

The insurance business, in its pure insurance function (ignoring
for the moment its efforts at prevention), may be likened to the
springs of a vehicle. It absorbs the shock and distributes it"
over all risks insured in the same class. It permits a freer func-
tioning of credit and industry generally but does not eliminate
loss. The retarding effect of risk is removed, but the cost and
retarding effect of loss are still present. The burden is still on
society to prevent the loss. The insurance carriers can and do
lend their aid by advice and in other ways, and probably can do
some parts of the work better than any other agency, but the
cost is charged to, and paid by, the public, and the carriers’ power
of accomplishment is limited by the extent of the cooperation
they receive from the public.

As has already been explained, the insurance business is
concerned with pure risk only. Other types of risk also create
burdens for society, and it is desirable that they should be
eliminated as far as possible. The principle of mass stability
may be, and is, applied to this problem through the operations of
speculators and other risk bearers. Were this a general treatise
on risk and risk bearing it would be necessary to discuss these
practices and their relation to economic well-being. This,
however, would lead too far afield from the main subject, and the
student interested in the wider field is referred to the general
treatises on the economic theory of risk and risk bearing for an
adequate discussion of these other practices.!

1 See, for example, C. O. Hardy, “Risk and Risk Bearing.”
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Insurance vs. Gambling.—The transaction by which risk 1s
transferred from the individual to the underwriter resembles in
many respects a bet and is often referred to as such. It is said,
for example, that the householder bets $20 that his house will
burn within a 3-year period against the insurer’s wager of $3,000
that it will not. The resemblance, when the transaction is
stated in this form, cannot be denied, and it is often claimed that
insurance is, in essence, gambling. It is desirable to examine
this point and to establish whether the similarity between
insurance and gambling is esscntial or merely superficial.

Gambling.—A bet on the way a coin will fall, or on the result of
a horse race, will be readily recognized as gambling. Before the
bet is laid, the fortune of neither of the betters can be influenced
by the uncertain future event. Neither is subject to a risk on
account of it. After the bet has been made, each is subject to a
risk of loss—though more thought is usually given to the possible
gain. By the transaction a risk was created for each. A bet at a
gambling table or roulette wheel at the Casino at Monte Carlo
or Deauville is made under different conditions. The gambling
house is daily handling large numbers of such transactions and is
subject to no appreciable risk as the law of numbers applies.
The new bet merely adds one more to the number of transac-
tions, tending thereby further to reduce the small margin of
risk due to slight irregularities in the way the transactions turn
out. Although this is true as to the ‘“house,” it is not true as to
the man who made the bet. He was subject to no risk before he
bet. The bet created the risk. An examination of any number
of gambling transactions would reveal the same condition. The
essence of the transaction that makes it gambling is the arbi-
trary! creation of a risk, either for the thrill it may give or because
it is estimated that the chance of gain exceeds that of loss. Since
risk is imimical to economic progress, gambling is antisocial.
In general, in the nited States, gambling contracts are not
enforceable, and most Torms of gambling are unlawful.

The gambling contract might be in the form of an insurance

L A risk is sometimes created as a necessary condition of social service,
as when one builds a house and creates the risk of loss by its destruction by
fire. But the creation of risk in this case was incidental and not the purpose
of the action. It is, of course, not gambling.
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transaction, as when one takes out a policy of fire insurance on the
property of another in which one has no financial interest, or a
policy of life insurance on the life of another whose death would
not in any way cause one loss. There is a double reason for
prohibiting such contracts; they not only create unnecessary
risk, but they tempt to the crimes of murder and arson. Such
life-insurance contracts were at one time permitted and enforce-
able in England, but recognition of their true nature and danger-
ous character caused them to be prohibited in the eighteenth
century.

Insurance, the Reverse of Gambling.—The true insurance
contract accomplishes exactly the reverse of the gambling
transaction. Prior to its negotiation the individual is subject
to the risk insured against. After its issuance he is not. The
insurance carrier, by combining the risk assumed with that of
many others, destroys it as a risk, a certainty or near certainty
resulting.! This is a high social service, and the activities of
insurance carriers are promoted and safeguarded by wise public
policy.

Speculation.—Some underwriters have in the past taken risks
of which too few existed to permit the operation of the law of
large numbers. As an example may be cited agreements to
indemnify in large amounts famous violinists for loss due to
injury to fingers. It is commonly understood that there are
underwriters at Lloyd’s, London, who are willing to issue policies
insuring against almost any type of risk, however singular or
spectacular, be it only a real risk. This is spoken of popularly,
often with ridicule and contempt, as being mere gambling; but
according to the foregoing analysis and definition of gambling

1 The residual risk in the mass of risks assumed and combined by insur-
ance carriers has a value by definition equal to the probability of loss
multiplied by the amount at risk. This is not the same probability as that
to which the individual was subject, but the probability of a departure
from the average. This varies according to the size of the departure but
is much less than the original probability. It may also be a positive or
negative departure and thus tends to a balance. Further, the burden of
risk, as has already been indicated, is dependent, not on the absolute
possible loss, but on the possible loss in proportion to resources. This again

is much less in the case of a well-managed insurance carrier than of the
average individual.
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such practices are not properly so described. There is no creation
of risk. Violinists of first rank, very clearly, are exposed to risk
of very large loss from injury to their fingers. Neither does it
apparently come within the definition of insurance, since the risks
are too few in number for any underwriter to get a satisfactory
volume to give a reasonable average, t.e., to permit the operation
of the law of large numbers. The qualification should be noted
that underwriters covering such risks usually cover a large
number of risks of varying types, though each may be unusual
in itself. In such a business there is often found a stability
in the mass that resembles in greater or less degree that developed
from a large number of like risks, but, even though there were
not this limited application of the insurance principle, the case
would be quite different from the gambling transaction. Itisa
transfer of already existing risk, not the creation of new risk.
Though no elimination of risk may take place, this transfer is not
inimical to social welfare unless it is from stronger to weaker
shoulders, or promotes such indifference to prevention as to
increase the actual losses occurring. Usually the transfer is
from the weaker to the stronger. Those assuming the risk
divide it among themselves so that they are in a better position
to stand it than he who was originally subject to it. Among
insurance men such transactions are known as ‘speculative
transactions” or ‘speculative insurance,” or more briefly,
““speculation.” It will be apparent that there is considerable
resemblance to those transactions in the commodity markets
usually called “speculative.” Speculation, when used in connec-
tion with insurance, may be defined as the transfer of risk without
amalgamation and without redistribution. 'Such transactions
do not perform the social service of insurance, vzz., the elimination
of risk. The incidence of the actual losses that occur is still
haphazard. The social gain, if any, is the transfer from one less
able to stand the shock to one more able.

If it is not known, when a new type of risk is offered for insur-
ance, what is likely to be the actual average value of the risk and
if its probable volume at the outset is limited, the underwriting of
such insurance is speculative. For example, rain insurance, ¢.e.,
the insurance of the proprietors of outdoor exhibitions against
. loss due to untimely rain, was begun in a very tentative way.
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Although, in the records of the Weather Bureau, there were data
from which the risk could be estimated, the volume of insurance
that could be obtained was felt to be too limited to develop aver-
age conditions. Now, with the data to estimate risk and the
experience of a past volume of business to serve as a guide in
other respects, it has passed from the speculative type to the
true insurance type of transaction.

If, in the speculative transaction, the risk tends, after transfer,
to be greater than before, the transaction tends toward gambling,
and is antisocial because it imposes an additional impediment to
economic advance.

SUMMARY

1. An individual enterprise subject to a very large number of
similar risks may be able to apply the law of large numbers within
itself, requiring no external machinery to eliminate risk.
Although, with the tendency of industry to concentrate in
large units, the numbers of such enterprises are increasing, they
still form a small part of the whole.

2. The law of large numbers may be brought into play on’
behalf of those exposed to one or a small number of risks, either
by cooperative effort and pooling of risk (transfer from individual
to group), or by transfer to professional risk bearers, 2., under-
writers or insurance corporations.

3. In the process of such transfer the loss is also distributed
over all subject to the risk.

4. Although the transaction of insurance has some resemblance
to certain forms of gambling, it is in essence the opposite, gam-
bling always involving the creation of risk, and insurance its elimi-
nation. Between the twoarespeculative transactionshaving closer
resemblances, sometimes to the one and sometimes to the other.

5. Insurance, while eliminating risk and redistributing loss,
does not, in so doing, reduce loss, and the existence of insurance
does not justify inattention to prevention of loss.
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CHAPTER 1V
PREVENTION OF LOSS

The cost of risk, although real, is of a secondary sort. It
arises:largely from the psychological effect upon human action of
possibility of loss, and of uncertainty whether it will actually
befall the individual. In addition to this burden, society must
bear the undiminished burden of actual loss.

Prevention More Desirable than Insurance.—Fven when the
risk cost is eliminated by insurance, the service cost of conducting
the insurance business (and this is not negligible by any means)
is added to the loss. Therefore, though a particular type of loss
cannot be wholly prevented, there will be social gain if it can be
reduced because of the reduction of the loss and the reduction in
the cost of the insurance service, which tends to increase roughly
in proportion to risk. These propositions are axiomatic but
they are generally overlooked or forgotten. “I am insured.
I should worry !’ is all too often the public attitude, and if, after
reading the account of a disaster, one reads the trite falsehood,
““Loss fully ¢overed by insurance,” one sinks back into a com-
placent satisfaction with the workings of the economic organi-
zation and passes to the next item.

American Indifference to Prevention. ——-Th1s is notably an
American attitude. In a country of vast resources only partly
tapped, it is natural for people to try to use what they have to the
utmost and rush ahead to get more, rather than “waste”
précious-time in the slower process of saving and trying to add a
little to the accumulated store. It is, of course, true that =ll
manufacturing consists in the destruction of certain things i
order to change the form of the materials of which they are made
into more useful things. Thus, coal is burned and iron ore
smelted to make steel; trees are cut down and sa.wed up to make
lumber; other materials are used to make glass. Out of these
products houses are built and other useful things are made.

30
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Our purpose would have been defeated and our advance retarded,
if these processes had been interfered with or prevented.

Gain from Prevention.—There is a vast difference between this
destruction of raw materials as such, and allowing the house to
stand without paint until it rots away under the wear of the
elements. The destruction of the raw material in the first case
was not a loss but a gain, for out of the destruction came some-
thing more useful. In the second case there was real loss. As
long as the cost in labor and material of safeguarding what one
has is less than the cost of replacement multiplied by the proba-
bility of loss without such safeguarding or, in other words, as
long as the aggregate annual cost to all individuals of prevention
is less than the average aggregate loss prevented, clearly there is
social gain in prevention.

The general principles of preventive and protective effort may
now be considered. The practical application of these principles
to each of the fields where loss may occur is an engineering
problem related to that field. Discussion of such specific
problems in detail will not be attempted, but an endeavor will
be made to give a sufficient number of illustrations to make clear
the meaning of the general principles discussed and to show the
relation of the specific problems to the insurance business.

Types of Preventive and Protective Efforts.—Preventive a.nd
protective efforts fall into four classes:

1. Truly preventive, the purpose of which is to eliminate the
causes of loss and which is usually structural in nature.' In
the case of physical property it is most effectively applied in
the planning and construction of the house, machine, or other
property.

2. Protective or quasi-preventive, the purpose of which is to
protect. things or persons subject to damage.

3. Minimizing, the purpose of which is to limit damage to as
small a compass as possible.

- 4. Salvaging, the purpose of which is to preserve as much as
passible of the value of damaged property.

The world not being in a series of compartments but a con-
tinwous whole, there is some overlapping of classification so that
some efforts fall into two or more classes but, generally, the
types may be distinguished. Each of these classes may now be
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examined from the point of view of its effectiveness, its agencies,
and its promotion.

True Prevention.—Preventive efforts of a fundamental or
structural sort are the most effective. A fireproof house!
cannot burn. A machine with nonremovable guards which
make it impossible for a person to come in contact with moving
parts cannot injure its operator. It may often be beyond
the limits of practicable efforts to go so far. Much, however,
may be done to prevent loss by proper structural safeguards.
European cities, built largely of brick and stone, have a much
lower fire-loss record than American cities. The old city of
Salem, N. C. (part of the modern Winston-Salem) has had an
almost perfect record, largely because it was built of brick by a
Moravian community, rigidly in accordance with standards of
fire protection. The city of Denver, Colo., has an enviable
record owing to the absence of wooden structures. Much reduc-
tion in industrial accidents has resulted from improved machine

“building under the influence of the safety movement following the

passage of workmen’s compensation laws. Many devices are
now safely used in homes, the predecessors of which in the
factory were regarded as most hazardous, e.g., power ironing
machines and centrifugal extractors. Probably the most strik-
ing example of true preventive effort is the elimination of the
yellow-fever menace in the Canal Zone and the Gulf states by
mosquito control.

The beginning of such efforts must be in community sentiment,
e.g., a demand for an adequate building code and its enforcement.
Such a code should deal with materials, design, and equipment,.?
Likewise an adequate and enforced safety law is the beginning of
industrial safety in machine design. Suitable sanitary codes are
an essential in the prevention of loss due to sickness. The same
principle applies to all fields.

Hazards change with the progress of science and invention,
and such codes, to be effective, must be kept up to date. As

1Tt is said that there can be no completely ﬁrepro.of building, i.e., one
which cannot be damaged to any extent by fire.

* A model code was prepared by the National Board of Fire Underwriters
in 1905. It hasbeen revised from time to time to keep it in line with increas-

ing knowledge of hazards and safeguards. A standing committee of the
Board is charged with constant study 'of the subject.
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legislative machinery is usually cumbersome and slow moving,
some communities have passed general statutes providing
for such codes and have delegated to special commissions,
employing competent engineering and other assistance, the
framing and correcting of the specific codes.! The prime essen-
tial in this respect, however, is an aroused public sentiment in
favor of safe conditions and, consequently, of a good code and its
enforcement. Even better is the ingrained habit of safety as with
the Moravian settlers of Salem. This is not the usual heritage of
our conglomerate American city populations. Of course, the
code of itself is not preventive. It is construction in accordance
with the code, and the efforts of individuals to surpass the code,
that bring progress. '

Insurance Carriers’ Preventive Efforts.—Development of
good practice in preventive effort depends upon knowledge
of hazards gained in the past by experience and by laboratory
tests. The Underwriters’ Laboratories, Inc., which is sponsored
and controlled by the National Board of Fire Underwriters,
makes it its business to test in the laboratory fire-resisting and
fire-controlling materials and devices, and the fire hazards of
various processes. Devices and materials tested by it and
manufactured under its specifications are permitted to carry
labels certifying to their classification in accordance with such
findings. More recently, the Laboratories have undertaken
similar tests of machine design and safety devices. Mutual '
companies not affiliated with the National Board have similar
laboratories, and there are several organizations in different
countries of the world for inspecting and certifying ships.

If efforts along these lines are effective and the loss cost is
reduced, it should be reflected in reduced insurance cost. Expe-~
rience has shown that this is the case. By adjusting rates to
the loss-preventive effect of structural conditions and of other
true preventive effort, insurance carriers encourage better
conditions and, to the extent that such adjustment is accurate,
maydirect effort and expenditure into the most effective channels.

Protection.—Protection is less effective than prevention
and is not a substitute for it; but, if property is subject to loss,

1In New York, for example, the Industrial Board is charged with framing
the Safety Code, and the Industrial Commissioner, with enforcing it.
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proteetive effort is in order up to the limit of practicable cost.
Protective efforts against certain types of risk are undertaken
at large cost by all communities, yet, even in regard to these
types, there is opportunity for the individual owner to supplement
the community effort. As to other types of risk the matter
rests largely with the individual. The most conspicuous pro-
tective efforts are the maintenance of police departments for
protection against loss due to crime, to fire, and more recently, to
vehicular traffic. Elevator and steam-boiler inspection is
undertaken by the governments of most of the states, though
the inspection of authorized insurance companies is usually
accepted in lieu of such public inspection. The purpose of
inspection is to see that conditions are not present which are
likely to cause loss.! Safety inspection of factories is undertaken
both by the state and the insurance companies, with a view to
eliminating causes of loss due to weakened structural conditions
or substandard conditions in buildings and equipment, or to
hazardous processes and unsafe practice. This is true preventive
work, but it takes on also the character of protective work,
since it results, when structural conditions cannot be changed,
in the requirement of protective measures. Periodic watchman
service, especially if checked with a recording clock, is a safe-
guard against loss by theft, fire, and other causes, such as water
leakage. These latter efforts, however, partake also of the
nature of the third class. One of the most potent efforts in the
protective class is the campaign of education in “safety first”
applicable to all types of risk, tending as it does to the discovery
of weak points before they give way. As before, a suitable
allowance in the insurance rate for the effect of these efforts tends

11t is often contended that insurance of steam boilers, a few other similar
types of insurance, and surety bonding are not in essence insurance because
their major purpose is prevention. It is to be said in favor of this argument
that, in these lings; the effort is not to measure the risk but to charge a fee
for inspection and selection service with a margin for the undiscovered risk.
This margin is not fixed, however, and there is a certain measuring of
residual risk in determining it for various classes of risks. In most lines of
insurance it is not feasible to go so far, though all carriers have so-called
“prohibited lists” of types of risk which they will not accept, and some
carriers require risks to meet certain standards of prevention and protection
before they will cover them,
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to stimulate them and turn them into the most productive
channels. This allowance is only equitable since, if the function
of insurance is to combine risks and distribute the loss of the mass
over the individuals, each individual should be charged only
in the proportion that he tends to contribute to such loss. In
certain European cities the citizen on whose premises a fire
originates is held liable to the city for the cost of calling out its
fire fighters, and to his neighbors for damage to their property
unless he can prove the fire was unpreventable.!

Efforts to Minimize Loss.—Probably more community effort
and money are expended in seeking to minimize loss than in any
other direction. For under this head falls the maintenance
of fire departments, of water supplies for fire fighting, and of
other emergency equipment and organizations. Such efforts are
necessary, but a much smaller fire department can effectively
serve a city in which frame exteriors and shingle roofs do not
exist than one where the major part of the construction is of
that type. A much smaller expenditure is required for medical
service when water and milk are properly inspected and safe-
guarded against infection than when such work is not done.
It has been found much more effective in military organizations
to inoculate against typhoid fever and similar causes of disability
than to rely entirely on hospital facilities and quarantine for
those who may become infected. Efforts to minimize loss are
not to be neglected, but the need of such efforts will be much
reduced by effective measures for prevention and protection.

Probably no device for minimizing loss is more important than
the automatic sprinkler system now so widely used in manu-
facturing and mercantile establishments as a protection against
fire. These systems consist of overhead water piping with
valves spaced at about 8-foot intervals. The valves are kept
closed by a lever held in place by fusible material and are faced
by a small baffle plate. When opened they throw a spray
over a circle about 8 feet in diameter. Excessive heat will

1 It is a long-standing rule of the law of this country that one must respond
in damages for the consequences of negligent actions. Technical defenses
as well as insurance against judgments on account of such neglect have,
however, lessened the fear of consequences so that the preventive value of
the rule is somewhat doubtful.
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release the lever and open the valve, usually extinguishing the
incipient blaze or at least holding it in check until the arrival
of the firemen. A thermostatic alarm is usually coupled with
the system to call the fire department or a watchman for, if
this were not done, in many cases the water damage might
exceed the fire damage.

Salvage.—Salvage “operations are profitable if the salvaged
property represents.a value greater than their cost. Whatever
net recovery is had by salvage operation on insured property
directly reduces the loss to be paid by the underwriters. Salvage
operations are conducted by underwriters in many lines of
insurance, notably by marine underwriters in connection with
the recovery of ships and cargo. Salvage operations are seldom
conducted by community efforts, though the police recover
much stolen loot, and fire departments and coast-guard corps
endeavor at great cost to save lives threatened in burning
buildings and marine disasters.

Fighting fire involves more or less water damage to goods,
even if they are not directly damaged by fire. Underwriters in
nearly all communities of any size have organized Underwriters’
Fire Patrols which respond to fire alarms, spread waterproof
coverings over goods, and otherwise prevent further loss. Such
patrols are given the same right of way on the streets as the fire
department apparatus. In some cases they are maintained by
voluntary organizations of fire-insurance carriers; in others, all
fire-insurance carriers are required by law to contribute to their
maintenance. Superficially, such efforts seem to be purely selfish
since they are concerned only with the reduction of the loss to be
paid by the company. But, in the long run, because of competi-
tion or state regulation of rates, or often of both, the rates charged
the public will equal the net loss plus the cost of doing business.
In any event, the preservation of property is a community gain,

Another type of salvage operation, frequently carried on by
special organizhtions is the reconditioning for sale of smoke- and
water-damaged goods.

Similar in nature and result are the rehabilitation efforts
made by insurance carriers and others in behalf of workers
injured in the course of their employment and entitled to benefits
under workmen’s compensation acts. Insurance carriers are
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prompted to offer such claimants the best type of rehabilitation
treatment because it will reduce the cost of the compensation
they are required to pay. But the victims of industrial accidents
and the community profit much more than the insurance carriers
by their restoration to earning power.

Salvage operations, however, are but a negative sort of
preventive effort. Far more importance must be attached to
positive efforts of prevention and protection.

Insurance Carriers and Prevention.—To solve the problem
of fixing a proper rate for each risk presented for insurance,
underwriters must study hazards and the relative effectiveness
of means of reducing them. Naturally, they have come to be
looked upon as experts and leaders of the community in pre-
vention. It is to be said, with regret, however, that until
comparatively recently the underwriters had not fully realized
and responded to their high opportunities. As early as 1764
the underwriters at Lloyd’s, London, had compiled and issued
for their own use ‘“‘books’ (the precursors of the modern shipping
registers) expressing their opinion of the hazard value of existing
shipping. These were carefully guarded by their owners,
however, and there appears to have been no effort to improve
shipping or shipbuilding.

The first efforts at prevention or protection by the insurance
business, of which we have records, were made by the first
joint-stock and mutual fire-insurance companies formed in
London after the great fire of 1666. Since, with fixed premiums,
whatever salvage was made went to the profits of the companies,
their managers early saw the value of salvage efforts. These
companies organized and maintained uniformed private com-
panies of fire fighters, and equipped them with such simple
devices as were available in that day. The companies also
devised markers or house plates to identify the houses insured
by them. When not engaged in putting out a fire in an insured
house or in salvaging the contents, the firemen were free. It is
said that often, on observing a fire, they would run to the house
and; if they found it was not insured by the company by which
they were employed, they would bargain with the owner for the
best reward he would pay for their aid. House plates and private
fire brigades were also used in earlier days in the United States.
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These efforts, it will be recognized, were only of the socially
less profitable classes, though there is record of a company in
Philadelphia which, in colonial days, declined to insure houses
with trees in front of them because trees were found in some
instances to have handicapped the efforts of fire fighters. This
was ‘a crude and probably ill-judged effort at improvement
of the risk, but it can hardly be classed as truly preventive.

In the early part of the last century, the attitude of insurance
company executives was that it was their business only to
measure hazards and collect premiums to cover losses. It was
the owner’s duty to attempt prevention. Thus, when the owner
of a textile mill in Providence, R. I., sought advice on preventive
measures, he was rebuffed. This lack of interest on the part
of the established companies, together with their unwillingness
to cover certain parts of the mills, and their crude rating system
which did not allow credit for protective efforts, led to the
formation of mutual companies among the mill owners for
insuring their premises and specializing in preventive efforts.
The severe competition so developed opened the eyes of company
executives to the error of this policy, and their attitude has since
completely changed. In view of the slowness of the business
world as a whole to abandon the theory of trade secrets as
against high public service as a means of trying for competitive
advantage, this attitude is-understandable.

Fire and Marine Insurance.—In the present day, the leaders in
preventive effort in all lines are the insurance carriers. The
knewledge acquired in investigating losses and their causes
equips them to be leaders in such work. In fact, they have
gone much further and have promoted research to develop
new standards and better practice. Lloyd’s and the various
organizations of marine underwriters in different countries
have representatives in the leading shipbuilding centers and world
ports for the supervision of construction and repair of ships.
They have deveﬁ)'ped' most efficient marine intelligence offices
and have been instrumental in the passage of legislation for
proper loading limits and other safeguards. ‘Among the primary
functions of the National Board of Fire Underwriters are the
prevention of arson and the development of fire prevention
and protection. Attention has already been called to the Board’s
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development of an ideal city building code, and its operation
of the Underwriters’ Laboratories. Of great significance is the
work of the Board’s engineers in surveying and grading the
towns and cities of the United States from the point of view
of their fire hazards and protection against them, including,
among other things, water supply, building construction, street
arrangement, and fire and police departments. Although these
investigations form the basis for establishing insurance rates,
recommendations for improvements are also embodied in such
reports.

Reformation from without is always difficult and distasteful.
The most effective work must be by education so that the desire
comes from the public. The National Board has, therefore,
encouraged in every way the work of the National Fire Protection
Association, which is composed of public officials and others
interested in the prevention and control of fires, and is organized
for the purpose of furthering such work.

Life Insurance.—The life-insurance companies have not, until
within the twentieth century, realized the opportunities which
lie before them for life conservation. At the present time, the
more progressive companies are active in this work in two ways:
first, they have incorporated in their policies (for appropriate
premiums) clauses granting certain benefits in event of total
disability of considerable duration which tend to life conserva-
tion by relieving many invalids of financial worries and by ena~
bling them properly to care for themselves, often resulting in the
checking of diseases like tuberculosis;' second, they are freely
furnishing statistical data to those interested in public health
work. Some of the companies insuring for small sums the mem-
bers of the industrial classes also furnish a free visiting-nurse service:

Workmen’s Compensation Insurance.—With the adoption of
workmen’s compensation laws, which specify benefits and make
rates for the required insurance subject to state regulation,
insurance competition in this field has centered in no small
degree upon service to the insured employer. Rate reductions
can be brought about only by reduction in hazard, and definite

1 The interpretations given these clauses and the tendency to claim benefits

under conditions not anticipated by the compa.mes have resulted in a radical
curtailment of the beneﬁts.
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schedules, allowing- rate reductions for better than average
conditions and requiring penalties for poorer conditions, are
in use in some states.! Insurance rates also are modified in
accordance with the losses experienced on individual risks.
Although inspections are made by central rating offices for the
application of these schedules, the carriers very jealously reserve
to themselves the right to make safety recommendations for
plant improvements; and they vie with each other in the services
they offer.

The insurance carriers liberally support the National Safety
Council, an independent body for the promotion of safety in
factory operations and in life in general, as well as other safety
organizations. Special advice in safe practice and inspection to
find where improvements can be made, with proper rate conces-
sion for the improvements, are offered by the carriers of many
types of insurance.

The loss statistics of insurance carriers furnish essential infor-
mation on hazards. But, as has been well said by the late
Edward Atkinson, President of the Boston Manufacturers
Mutual Fire Insurance Company, a recognized authority on
protection and prevention, “The only persons who can prevent
loss by fire are the owners and occupants of the insured premises.”
The same principle applies equally to other hazards. It has been
said that the best safety device is a careful man. The insurance
carriers show where efforts should be especially concentrated;
they show what is best practice in safeguarding at that point;
they offer suitable concessions from the average rates for superior,
and impose penalties for inferior, conditions or even refuse
coverage if conditions are too bad. Thus they appeal to the
pocketbook, which is said to be the strongest appeal. Beyond
this they cannot go. Thenceforward, prevention.is a matter for
the individual and the community.

Insurance as g Cause of Loss.—In one respect, the existence
of insurance militates against safety: when full, or nearly full,
insurance leads to a spirit of recklessness and develops the hazard

! Schedule rating was formerly in general use, but has beén abandoned in
several states because general improvement has been reflected in basic rates,
and the slight differences in rates were thought not to justify the expense.
Experience rating is now generally applied.
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of a broken morale, or, when overinsurance leads to a true
moral hazard. The carriers have sometimes been criticized
for negligence in permitting overinsurance, particularly in
the case of small amounts of fire insurance on household goods.
One flamboyant exhibit was arranged by a fire department which
had comissioned a man to seck insurance on household furniture
at various locations in the city far in excess of the property on the
premises. A hall was then rented, and in separate booths
constructed about the walls were shown the few poor articles of
furniture which had been in each of the premises, the insurance
policy obtained being displayed beside them. It was intended
to substantiate the charge that neglect to inspect the furniture
had made overinsurance possible and that, therefore, the over-
insured were tempted to arson. That the temptation would be
presented by such conditions can hardly be denied, but the degree
of temptation is not so great as appears at first glance, for the
insured know that their claims will be carefully scrutinized and
that in an apartment or tenement building, total destruction
that would conceal the fraud would be unlikely. Before the
carriers are condemned on these charges, consideration should be
given to the expense involved in complete inspection of every
such risk, and to the probable ineffectiveness of such inspection in
view of the movable character of the property.

That not only fire losses but losses from most hazards exceed
what they should be must be admitted. That a certain amount
of such loss is due to effort to perpetrate fraud on insurance
carriers cannot be denied, but the proportion is probably rela-
tively small. Neither can it be denied that the existence of
insurance and certain insurance practices may have caused in
some cases an increase in hazard. But the major cause is to be
found in public apathy.

SUMMARY

1. Loss prevention is greater in its potentialities for public
service than risk elimination, and has four phases:

a. True prevention (usually structural). )

b. Protection.

¢. Minimizing of loss.

d. Salvage.
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2. Insurance carriers have unusual opportunities for determin-
ing the most effective measures in each of these lines and, in
recent years, they have used them to devclop information and
make it available to the public. They have, where possible,
added inducements of a pecuniary nature for such measures and
have, of their own initiative and at their own expense, maintained
the means for salvage.

3. It is unfortunate that the public is apathetic toward the
problem of fire and other losses, but there are signs of an awaken-
ing of the public conscience in this regard.

References

AMERICAN ASSOCIATION OF ScHOOL ADMINISTRATORS, Commission on Safety
Education, ‘“Safety Education.”

CoMMITTEE FOR FIRE-PREVENTION Epucation, “Fire Prevention Edu-
cation.”

Dowminge, C. C., and W. O. Lincorn, ““ Building Construction as Applied to
Fire Insurance,” 3d ed.

Heinrich, H. W., “Industrial Accident Prevention,” 2d ed.

Heiwvricn, H. W,, “Engineering,” Chap. XVIII in G. F. MICHELBACHER,
Casualty Insurance Principles,” 2d ed.

HueBNER, SoLoMoN 8., “Property Insurance,” 3d ed., 1938, Chaps. XXII,
XXIII.

NamoNaL Boarp oF Fire UNDERWRITERS, ‘‘Regulations.” (Sundry
booklets issued by the Board on specialized topics, e.g., blower and
exhaust systems, sprinkler equipment, ete.)

NarionaL ConsErvaTiON BUREAU, ‘“Handbook of Industrial Safety
Standards.”



Part 11
INSURANCE CONTRACTS

INTRODUCTION TO PART II

To most people, insurance policies are everyday affairs.
They are taken as a matter of course. Few businessmen
read them. Still fewer understand them. When they find
the obligation of the insurer not so full as they belicved it to
be, there is a tendency to assume wrongdoing on the part of
the insurer and, in righteous indignation, to rush to the
legislature for remedy.

Much of this irritation would be avoided if there were a
clearer understanding of insurance contracts. They are not
difficult of comprehension if carefully and systematically
studied. It is the aim of the following chapters to give such
a comprehension by pursuing a systematic plan of analysis.
A foundation has been laid in Part I, in which was developed
the concept of the insurance contract as the means through
which risks are transferred and eliminated.

Chapter V will be devoted to general considerations, and
the remaining chapters to the contracts used to cover the
more important types of hazard.

CHAPTER V
FUNDAMENTALS OF INSURANCE CONTRACTS

By tradition, first, and later by statutory enactments, the
business of assuming pure risks for the purpose of neutralizing
and eliminating them has come to be divided into several
branches, according to the type of risk dealt with. Since the
contract of insurance must do three things clearly: first, define
the risk transferred, second, state the conditions under which the
contract applies, and, third, mzke plain the procedure of settling

43 —
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the loss that may occur, the forms of contracts used in the several
branches differ in a greater or lesser degree. It will, therefore,
be necessary to consider the peculiarities of each major type of
insurance. Fundamentally, the aim is always the same, and
there are broad underlying principles which apply to all branches.
It is the purpose of this chapter to discuss these common
fundamentals.

Only Financial Risk May Be Transferred.—If A is owner of a
property and is subject to risk from its possible loss and the risk
is to be transferred to B, then, upon the transfer, if it is to be com-
plete, A must be free of all risk in the matter and B must be sub-
ject to the same risk to which A was previously subject. In Part
I, it has been tacitly assumed that this was generally possible,
but it is necessary to impose limitations. A few examples will
clear up the matter: Let the property be a house. A might sell
the house to B. Then, A would be free from the risk of the
house’s destruction, and B subject to it. A might enter into a
contract with B that, if the house burns, B would rebuild it.
The transfer is not quite so complete here. For, although A
would have a new house, he would have to wait until B could
build it and, although B would bave to build a house, he would
have none of the other inconvenience A would have. A might
contract with B to furnish the funds for rebuilding instead of to
rebuild. This would leave him perhaps in a better, and perhaps
in a worse, position than before, depending on whether he would
prefer the new house or ready cash. B would be relieved of the
responsibility of having the house built.

Suppose it was an original Corot that A possessed. Could he
transfer the risk? By a sale, yes. He could not contract to have
it replaced because it could ot be replaced. He could contract
for the payment of an indemnity equal to its value. B would
then have a risk of loss of the value. A would still have the risk
- of the physical.loss of the picture but would have it replaced by a
value by means of which he might obtain equal pleasure and
benefit. A would not have transferred to B his precise risk.

Suppose that, instead of a house or a Corot, the property that
might be burned was a crude table, fashioned by the hand of a
boy, his son, who, in his early manhood, had been killed in war.
The father cannot place a value upon it, so precious does it seem.
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He could not sell it for a dime, for to another its value is only
kindling. Can he transfer his risk of loss? How? There is no
contract the mind of man can devise that would take the risk of
that loss from A and transfer it to B.

It is apparent then that it is impossible to transfer every risk.
Risks of loss of sentimental values cannot be transferred. Risk
of loss of unique physical values can be transferred by sale of the
object, but not without parting with the ownership which makes
loss, and hence risk, possible. It cannot be transferred by a con-
tract of replacement of any kind.

Risk of loss of the market or replacement (cash) value of any-
thing may readily be transferred, for such value is expressed in,
and represented by, the medium of exchange.

It is with the latter risk—of loss of cash value—and with this
risk alone that insurance deals or attempts to deal.!

Form of the Insurance Contract.—Stripped of all the verbiage
involved in designating the risk, and in defining how loss shall be
proved and collected, and reduced to its simplest terms,”the
insurance contract is a promise of one pa.rty (the snsurer) that,
in consideration of the ~p.i_a,_‘}iment or the pr promlse of payment t, of a
Sum of money (the premwmf by the other party (the insured),
the first party will, in case the risk even_ty_g@ej_l_r_l 1 loss of a cash
value pay to the oflier party that cash value, usually up to an
agreed maxtmum limit.3 “This 15 cleatly & transter of the risk of
cash-valié Ioss from the one party to the other. Assuming the
maximum was not set at too low a figure, A would be free from
financial risk, and B would have assumed A’s financial risk.

1 An apparent exception is life insurance, since it is often assumed that a
human life cannot have a cash value placed upon it. It will be noted,
however, that the insurance gives a cash benefit only on failure of the life
as though that were its cash value. This matter will be discussed more fully
in Chap. X. Sometimes, when insurance carriers are convinced that moral
hazard is not present, they will insure property of unique or sentimental
value Tor an agreed sum. Thus a quasi-market or cash-value risk is trans-
ferred though, as must be apparent on reflection, the risk of loss of the senfi-
mental value is untouched, for it is intangible. TAM Cau %"’:

2 There are usually also other considerations in the nature ‘?represen
tions and agreed conditions. Sec pp. 52 and 56.

3 Certain types of contracts provide for the rendering of services rather
than the payment of money, but this is not different in principle since they
are the equivalent of the cash value of the expense loss of the insured.
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The remainder of the contract defines the risk transferred, states
the conditions of its transference, determines how a loss shall be
proved, and how it shall be paid. Though the latter points may
be of large importance in a practical case, in considering the
fundamental character of the contract they are merely ancillary
and incidental. The essence is the evidence of transfer of risk
and definition of the risk transferred.

A Contract of Indemnity.—If the essential purpose of the
contract is to relieve the msureMm risk by transferring
it To another (B) and if the form of the contract is a promise of
B to pay A wheg_t_hg@_sgg&g_t_ngpparent that the contract
is one of indemnity, and indemnity only. A is to be paid only
in event of loss. He should be paid only the cash value of his
loss. If he is to be paid more than the cash value of his loss,
something more has been done by the contract than merely to
transfer A’s risk to B. A is offered not only freedom from risk
but the chance of profit. Where, before the contract was
entered into, he was subject to a risk of loss, he now has no
risk of loss but a chance of gain.

It has already been noted that, whatever may be the condition
after a loss, for example by fire, of the owner by reason of his
insurance contract, society is poorer by the loss of physical
wealth. Clearly, if A is to gain by destruction of his property,
by reason of his insurance contract, he will be under constant
temptation to destroy it, to commit an antisocial act. From this
it may be concluded that considerations of public policy also
dictate that the insurance contract must be strictly a contract of
indemnity. It is a well-settled principle of law that the insur-
ance contract is a contract of indemnity and indemnity only.

Valued Polices.—There are, however, certain apparent excep-
tions to this principle, at least one of which is very old. It
is a long-established custom in marine insurance to name in
the policy the value of the property insured and to pay this value
in event of total loss. The insurance carrier will not be heard
to claim a value less than that agreed upon. Such a policy
is a valued policy. Were property often overvalued in such s
policy, serious evils might result. Fortunately such has not
often been the case, though the opportunity exists. The prin-
ciple of indemnity is, however, controlling in insurance law and,
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if it can be shown that the overvaluation was gross and inten-
tional, such as to make the contract essentially a wager, the
contract is unenforceable. The custom was, at the time it was
first adopted, and still is, of importance as an aid to fair and’
proper claim settlements.

The practice of marine insurance began before the days of
steamers, or even of regular lines of carriers and long before
telegraphic and other means of rapid communication. Hence
it might be months after a loss occurred hefore it was known,
especially if the vessel foundered. Sometimes the precise date
of loss could not be fixed. The value of goods varies from time
to time, as well as from place to place. If the date of loss could
not_be fixed, how could the value be fixed? Since goods are
shipped to places where they are expected to be more valuable
than at the point of shipment, clearly the value at the point
and time of departure might be presumed to be too low. Evi-
dently much controversy may be saved if a basis value on which
to adjust the loss can be fixed in advance. So long as the value
is not excessive, this act of convenience does not violate the
principle that the contract is one of the indemnity only.!

Life-insufince contracts are written for a fixed amount and the
weekly indemnity under disability policies is also a fixed amount.
But who can fix a money value on a human life? As most men do
not insure their lives for more than a small fraction of the present
value of their future expected earnings, the chance that the
amount received by the beneficiary would exceed the loss is
remote.

The case of the accident policy is not so plain, but great care is
exercised by insurance carriers to see that the total indemnities
promised in all insurance carried do not exceed the value of the
insured’s time.

Some states prescribe by law that, in the event of total destruc-
tion of property by fire, the insurers must pay the face amount
(maximum limit) of their policies regardless of the value of the
property. Such valued-policy laws are based on the mistaken

1Tt is also to be noted that usually the goods are not in the control of the
insured or his agent during the course of the voyage, and this fact reduces
the moral hazard that might arise under a valued policy covering goods
on land when their actual value decreased.
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theory that as the insured has paid for so much insurance he
should have it. Fortunately few states now have such laws.
Where such laws are in force, the contract cannot be said to be
strictly a contract of indemnity. In general, it is not good public
policy to permit valued policies covering property risks, except in
marine insurance or in the insurance of unique values, such as
art objects and manuscripts.

Insurable Interest Required.—The principle that the insurance
contract is strictly one of indemnity has other implications. One
of these relates to the right to take insurance. It has been
intimated that negotiating an insurance contract where one is
subject to no risk is not really taking insurance, but gambling.
Only those subject to risk should be permitted to take out a
valid policy. Being subject to risk implies that their relation to,
or interest in, the property is such that the destruction of the
property would result in injury to them. Such an interest is an
tnsurable interest, and an insured must have an insurable interest
if the policy is to be valid.! If an insurable interest is not present,
the contract is invalid; it is a gambling contract.?

Examples of Insurable Interest.—Obviously, the possessor of a
sole and unconditional ownership of property has an insurable
interest in that property; this is the simplest type of insurable
interest. But it is far from being the only insurable interest.
A mortgagee to whom the property is mortgaged as security has
an insurable interest to the extent of the mortgage debt. A
lessee required by his lease to surrender the property in as good
condition as he received it (without exemption of fire damage) has
an insurable interest. Independent of any requirement of main-
tenance, a lessee has an insurable interest up to the value of his
lease, whether due to value of established location, rent lower
than current market rate, or other cause. An interest need not
be in actual existence to be insurable. It may be inchoate if
founded on an %existing interest. For example, in the case of

! “Every interest in property, or any relation thereto, or liability in
respect thereof, of such a nature that a contemplated peril might directly
damnify the insured, is an insurable interest.” Insurance Code of Cali-
fornia, Sec. 281.

3 “If the insured has no insurable interest, the contract is void.” Insur-
ance Code of California, Sec, 280.
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property left in trust for a life tenant, not only has the remainder-
man an insurable interest, but a beneficiary under his will would
have such an interest if the will were actually executed. A mere
expectation is not a sufficient basis for an insurable interest.
For example, a kinsman of the remainderman, even though prom-
ised that he will be remembered in his will has not such an interest.

An individual always has an insurable interest in his own life
and may name any beneficiary he chooses.! But there are
insurable interests in lives, as in property, which will justify the
taking out of insurance by one other than the insured. A wife,
for example, has an insurable interest in her husband’s life.
During his presidency, a corporation has an insurable interest in
the life of its president. It could hardly have such an interest in
the life of an office boy, but probably would have in that of a
chief engineer during the term of his contract, for his death
might cause loss to the corporation.

Subrogation.—It is a well-established principle of common law
that, if one person so negligently conducts his own affairs that
another is thereby injured, either in his person or property, the
injured party may claim indemnification from the negligent
wrongdoer. If the injured person has insurance against the type
of loss so caused, he may accept the indemnity from his insurer
without prosecuting the negligent wrongdoer. Such action
would, in a sense, be contrary to public policy, since it would
encourage negligence. It is also contrary to one’s sense of
justice and equity to permit the injured to recover his loss from
two parties, for he would profit by a community loss. His
insurance contract would be the source of his profit. Hence
there has arisen the doctrine of subrogation, which is of general
application in insurance? and generally provided for by specific
clauses in the policy contract.

Under the doctrine of subrogation, the insurer, having paid

1 As will appear more fully in the later discussion of underwriting, there
are certain conditions when the taking of the policy by the insured is really
on behalf of another lacking insurable interest, and such policies should not
be issued. In some jurisdictions they are illegal.

2 The doctrine does not apply to life or disability insurance, since it is
intended only to prevent such double recovery as would constitute profit,

and it is generally held that there is no possible measure of the value of
human life and hence no possible overrecovery or profit.
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the claim, is entitled, to the extent of such payment, to receive
from the insured an assignment of his claim against the tort-
feasor. Recovery in excess of the amount paid under the policy
must be paid to the insured, though the insured may be charged
his share of the reasonable expense incurred in collecting.

For example, the workmen’s compensation laws of most
states provide that, if there is a third party responsible for an
employee’s injuries (assume he is run down by an auto truck
on the street while on his employer’s business), he may elect
to sue for damages and that, if he recovers damages, he has no
claim under the compensation law. Or, he may take the benefit
under the compensation law, but, if he does so, he must assign
to his employer’s insurer his right of action. If the insurer
prosecutes that right and recovers more than the benefit he paid,
he must pay the excess to the injured worker.!

If the compensation benefit in the case supposed amounted in
the aggregate to $1,500 and the company prosecuted a claim
under its subrogation assignment against the truck owner for
damages and recovered $3,000 at an expense for legal fees and
court proceedings of $500, it would retain $2,000 to reimburse
itself for what it had paid in compensation and expense and pay
the remainder ($1,000) to the injured. If the entire compensa-
tion benefit had not been paid by the time the judgment was
received, it would be entitled to retain only the discounted pres-
ent value of the future installments of compensation, plus what
it had already paid and its legal expense, and would pay the
injured somewhat more than $1,000. Perhaps the industrial
commission? would sanction a lump-sum settlement to close the
case. Then the company would retain only an amount equal to
what it had already paid plus $500 for its expenses and pay the
remainder to the injured employee. If the company did not
recover, net of expenses, as much as the compensation benefit it
must pay the injured, it would pay him only his compensation
benefit and nothing additional as the result of the claim against
the truck owner.

1 See Workmen’s Compensation Law of New York, Sec. 29; and Califor-
nia Workmen’s Compensation, Insurance and Safety Act, Secs. 26 and 30f.
2 See Chap. XIII for discussion of workmen’s compensation benefits and

administration.
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Under the compensation law of New York and of some other
states the injured employee or his dependents electing to sue a
third party may preserve the right to compensation by proper
notice to his employer and the industrial commission. If the net
recovery from the third party is less than the compensation
benefit, claim may then be made for the difference, and the
insurer will be required to meet it.

It was alleged that the conflagration in Berkeley, Calif., in
September, 1923, was caused by the falling, during a high wind,
of a negligently fastened highly charged power wire of an electric-
power company into dry grass just outside the city. The
insurance companies, having paid the claims of their policy-
holders, demanded and received assignment of their rights,
pro tanto, and sued the electric company. The attorneys for the
companies notified the citizens of their willingness, on a specified
fee basis, also to represent them in the effort to recover their
uninsured excess losses.!

Apportionment of Loss.—It is always possible that when a loss
occurs there may be more than one policy covering it. If the
insured is to recover no more than his loss, some way must be
found to determine the respective liability of the several insurers.
In the United States this contingency is usually provided for in
the terms of the policy.? With the exception of marine insur-
ance, where g different rule is provided, the usual policy provi-
sion is that each insurer is liable for its prorata share of the loss
in accordance with the respective amounts of the policies. If two
or more policies cover the loss but are not identical in their terms,
there may be a partial overlap. Such situations have led to
much litigation, particularly in the field of fire insurance, and to
several different rules of apportionment, a discussion of which at
this point would lead too far afield. Sometimes the same loss
might be covered by two policies in different fields, e.g., breakage
of glass due to windstorm under a glass-insurance policy and a
windstorm-insurance policy. Underwriters have foreseen this

! The power company carried catastrophe insurance and it compromised
with the insurance companies for 10 per cent of the amount sued for.

2 In the British marine-insurance contract there is no provision, and the
insured may claim under any of his policies. The law provides for proper
adjustment between the insurers.
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possibility and have provided for it in the phraseology of their
prorata clauses. )

For reasons set forth in Chaps. X and XI, such provisions
are not found in life-insurance policies and are relatively infre-
quent in disability policies.

A Personal Contract.—In the discussion of the general subject
of risk it was noted that the degree of risk is, in part at least,
dependent upon the care and protection given by the owner
to the property in respect of which the risk arises. Hence,
the character of the insured is an important factor in determining
both the willingness of the carrier to assume the risk and the con-
sideration for assuming it. Though the insurance contract is
often concerned with property that may be transferred, it is a
personal contract and cannot be transferred to a new owner
without the consent of the carrier. The ceasing of the insured’s
interest in the property terminates the policy, unless it is trans-
ferred with such consent, and the insured may claim such adjust-
ment of the consideration for the contract as is provided by its
terms.!

Insurance Subject to General Law of Contracts.—The insur-
ance contract must conform to the general rules of law relating
to contracts, as well as to those special rules of law applicable
to insurance only, whether developed through judicial decisions
or by statutory enactment relating to insurance.

The most important general rules are

1. There must be an agreement based upon an offer made by one party
and an acceptance of that offer in the same terms by another party.

2. The contract must be legal in form.

3. It must be for a lawful purpose.

4. To be legally enforceable it must be based upon a valuable con-
sideration.

5. The parties must be legally capable of contracting,

6. There must be an equality of knowledge of all material and relevant
facts.

The first three of these requirements do not require discussion
at this point. The several states have enacted statutes laying
down the conditions with which those desiring to conduct an

1 For reasons that will be apparent on reading Chaps. VII and X, this
principle does not apply to life- and marine-insurance contracts.
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insurance business must comply. These will be examined in
considerable detail in Part V of this book. The theory of
insurable interest, which determines the capability of the insured
to make such a contract, has already been discussed. The
monetary consideration for an insurance contract is either a
sum paid down by the insured, or the insured’s promise to
pay a designated sum at a specified future time, or a combination
of both. It is known as the ‘“premium,” and its fixed, or semi-
fixed, character is what gives the insured the certain “loss”
which replaces his risk. Usually, as a precaution for the insurer,
the representations and conditions on which the contract is
based are also referred to as a part of the consideration.

The requirement of equality of knowledge is of highest impor-
tance in relation to the insurance contract. In order to give full
weight to its importance it is desirable, first, to consider briefly
the conditions under which insurance law developed. As this
will lead into the field of special insurance law, there should be
noted, before passing to that discussion, a general principle relat-
ing to the construction of contracts which has had great impor-
tance in its application to the insurance contract: in case of
ambiguity and doubt, a contract is to be strictly constructed
against those who drew it and liberally in favor of the other party
to it.

This rule does not apply to contracts in the drafting of which
both parties took part and which are signed by both, but only to
contracts which are drawn by one party and which must be
accepted or rejected by the other party without alteration.
This is usually the case with insurance contracts. Nor does the
rule mean that the insured, by merely alleging ambiguity and:
giving his interpretation, may have that interpretation. The
court must first consider the disputed language, using the test
of the reading by a reasonably prudent man and the common
understanding of the meaning of the words used, and decide
whether there is a real ambiguity. If it finds the language is
in fact ambiguous, it must then consider what would be the
interpretation that a reasonably prudent man would give it,
disregarding any specialized meaning that the drawer might
contend he intended it should have. If the insured’s contention
met this test, his claim would be recognized. But even in the
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case of ambiguity he would not be permitted a forced and
unusual interpretation in his favor. The rule is not intended to
give any special advantage to the accepter of the contract but
only to deprive the drawer of such special advantage as his posi-
tion as the draftsman might give him.

Development of Insurance Law.—The insurance of ships and
cargoes—marine insurance—the earliest form to be practiced,
had become well established among the London merchants by
the time of Queen Llizabeth. Questions relating to it were
settled in the merchants courts, which they had established
among themselves for determining their disputes in accordance
with established mercantile custom. The general principles of
insurance law were established in considering transfers of marine
risks at a time before any of the modern means of communication
—telegraph, telephone, submarine cable, radio, regular steam-
ship lines—had been invented. Unless he received his informa-
tion by chance, the insurer rarely had any basis for judging the
risk he was asked to assume other than the information furnished
by the insured. Vessels about to sail could be inspected, but
this was not possible if a vessel was on the other side of the
Atlantic or at any foreign port, and the insurance was desired for
the return voyage. Since, in general, the insurer had to rely
upon the insured for his knowledge of the risk, the business of
insuring could not have developed unless the utmost good
faith had been shown in describing the risk. The insurance
contract came to be held, in law, one of the utmost good faith—in
law Latin a contract uberrimae filei—and the doctrines of con-
cealment, representation, and warranty were developed.

Concealment.—The nature of concealment and its effect
upon an insurance contract may probably be best exhibited
by the following provisions of the Civil Code of California!
which attempts tp set forth in brief form the accepted mazxims
of the common law: ~

SEC. 2561.—A neglect to communicate that which a party knows,
and ought to communicate, is called a concealment.
~ 8Ec. -2562.—A concealment, whether intentional or unintentional,
entitles the injured party to rescind a contract of insurance.

placed in 1935 by Sees. 330 to 339 of the Insurance Code.
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Skc. 2563.—Each party to a contract of insurance must communicate
to the other, in good faith, all facts within his knowledge which are
or which he believes to be material to the contract, and which the
other has not the means of ascertaining, and as to which he makes no
warranty. (

Sec. 2564.—Neither party to a contract of insurance is bound to
communicate information of the matters following, except in answer
to the inquiries of the other:

1. Those which the other knows;

2. Those which, in the exercise of ordinary care, the other ought to
know, and of which the former has no reason to suppose him ignorant;

3. Those of which the other waives communication;

4. Those which prove or tend to prove the existence of a risk excluded
by a warranty, and which are not otherwise material;

5. Those which relate to a risk, excepted from the policy, and which
are not otherwise material.

Sec. 2565.—Materiality is to be determined not by the event, but
solely by the probable and reasonable influence of the facts upon
the party to whom the communication is due, in forming his estimate
of the disadvantages of the proposed contract, or in making his
inquiries.

SEc. 2566, —Fach party to a contract of insurance is bound to know
all the general causes which are open to his inquiry, equally with
that of the other, and which may affect either the political or material
perils contemplated; and all general usage of the trade.

Skc. 2567.—The right to information of material facts may be waived,
either by the terms of insurance or by neglect to make inquiries as
to such facts, where they are distinetly implied in other facts of which
information is communicated.

Skc. 2568.—Information of the nature or amount of the interest of one
insured need not be communicated unless in answer to an inquiry,
except as provided by See. 2587.1

SEC. 2569.—An intentional and fraudulent omission, on the part of one
insured, to communicate information of matters proving or tending to
prove the falsity of a warranty, entitles the insurer to rescind.

Skc. 2570.—Neither party to a contract of insurance is bound to com-
municate, even upon inquiry, information of his own judgment upon thg
matters in question.?

1 8ec. 2587 requires that the policy specify the interest of the €Dl
property insured, if he is not the ahsolute owner thereof.

*The term “judgment” in Sec. 2570 means opinion as #niKasegvith
known facts,
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Representations and Warranties.—The information com-
municated by the prospective insured may relate to present,
past, or future conditions. As to the past or present, it may
relate to facts or beliefs. As to the future, it can only be
promissory.

The communication may take either of two forms: (1) repre-
sentation or (2) warranty. If the subject matter concerned is
clearly material to the contract, it makes no difference in which
form it is communicated. Its falsity will vitiate the contract.
Often, however, it is open to dispute whether certain data are,
or are not, material. To avoid such disputes, the form of
communication known as ‘“warranty” was devised. Under
this form the insured bars himself from raising the issue of
materiality. If he warrants that certain things are so or will
be so, the warranty must be literally true as to the past, and
strictly complied with if relating to the future. The latter type
is a promissory warranty. Hence, any falsity in a warranty
entitles the insurer to avoid the contract, whether or not the
warranty relates to a thing that is material to the contract.

The student will perhaps get a clearer impression of the signifi-
cance of warranties if he will substitute for the word ““ warrants”
in the above paragraph the more popular modern term for the
same act, ‘‘ guarantees.”’” As with modern practice in many fields
of insurance, negotiations for the early marine-insurance con-
tracts, actions upon which gave rise to insurance law, were oral.
When the underwriters insisted on conditions relating to the risk
which they were asked to assume and of which the applicant did
not have and perhaps could not have precise knowledge, before
they would undertake the contract, it was customary to note
the condition, preceded by the word “warranted,” and in
marine insurance the practice is still followed.! In other forms
of contracts absolute conditions have been inserted without
specifically design#ting them as warranted. For example, the
California Standard Form Fire Insurance Policy, required by
legislation enacted in 1909 and still in effect, prescribes that
“Utless otherwise provided by agreement endorsed hereon or
. !8ee, for example, several such provisions in the form of the marine-

insurance pohcy shown in Appendix XIV. and the *Free-of-particular-
average” clauses i in Appendices XV and XVI,
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added hereto, this entire policy shall be void . . . (e) if this
policy be assigned before a loss.” Such provisions are also
called ‘“warranties.”” One eminent writer on insurance law
defines a warranty thus:

A warranty, in insurance law, is a clause in the insurance contract
that prescribes a condition of the insurer’s promise, a condition, viewed
as of the time when the contract is made, such that the nonexistence of
the condition is a potential cause of the insured event or of increased
loss resulting therefrom.!

In order to rescind his contract on the basis of a representation,
however, the insurer has to prove both that it was false and
that it was material. It need not relate to a cause of the loss
but must be such that, if the truth had been told the insurer
would not have made the contract on the terms on which it
was made.?

The law with respect to representations and their effect is
shown by the following provisions of the Civil Code of California®
which similar to those relating to concealment are merely a
restatement of the general common law:

SEc. 2571.—A representation may be oral or written.

SEC. 2572.—A representation may be made at the same time with
issuing the policy or before it.

SEc. 2573.—The language of a representation is to be interpreted by
the same rules as the language of contracts in general.

SEc. 2574.—A representation as to the future is to be deemed a
promise, unless it appears that it was merely a statement or belief or
expectation.

SEc. 2575.—A representatlon can not be allowed to qualify an express
provision in a contract of insurance; but it may qualify an implied
warranty.

SEc. 2576.—A representation may be altered or withdrawn before the
insurance is effected, but not afterwards.

SEc. 2577.—The completion of the contract of insurance is the time
to which a representation must be presumed to refer.

1 ParTERSON, E. W., “Essentials of Insurance Law,” p. 238.

2 In some states a defense of misrepresentation is only permitted when the
loss arose from a cause as to which there was misrepresentation.

3 In 1935 replaced by Secs. 350 to 360 of the Insurance Code.
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Sec. 2578.—When a person jnsured has no personal knowledge of a
fact, he may nevertheless repeat information which he has upon the
subject, and which he believes to be true, with the explanation that he
does so on the information of others, or he may submit the information,
in its whole extent, to the insurer; and in neither case is he responsible
for its truth, unless it proceeds from an agent of the insured, whose duty
it is to give the intelligence.

SEc. 2579.—A representation is to be deemed false when the facts fail
to correspond with its assertions or stipulations.

Sec. 2580.—If a representation is false in a material point, whether
affirmative or promissory, the injured party is entitled to rescind
the contract from the time when the representation becomes false.

Sec. 25681.—The materiality of a representation is determined by the
sa1oe rule as the materiality of a concealment.

The representation is the communication required to comply
with the prohibition against concealment. Concealment is the
passive, and misrepresentation the active form of the same thing.

A warranty is of the same nature as a representation though
stronger. It is, of course, a much greater protection to the
insurer against incomplete or misleading information. But the
doctrine of warranty is a very harsh doctrine and, if strictly
enforced, may work undue hardship on the insured. As the
courts are reluctant to declare a forefeiture except as a penalty
for patent bad faith, there is a tendency to be lenient in the con-
struction of warranties but, if it is a clear case of warranty and
not contrary to statute, the warranty will be enforced.!

Abuse of Warranties and Modern Legislation.—When the
doctrine of warranties was first worked out, the practice of
insuring was confined largely to merchants and shippers who,
in many cases, were also underwriiers and who, therefore, fully
appreciated the force and significance of warranties. The
development of fire insurance, covering private dwellings, and of
personal insurance, #ife, accident, and health, however, brought
in a new class of insured unfamiliar with the practice of insurance
in general and with the legal theory of warranties. These

1 Of course, if fraud can be proved, the insurer may repudiate the con-
tract without relying on the doctrines just cited. It is exceedingly difficult
to prove fraudulent intent, and these legal doctrines were developed to
discourage fraud when the fact of fraud could not be proved.
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insured often signed applications for insurance giving their best
understanding of certain matters, and looked upon their state-
ments as representations of no greater importance than would
attach to them as such in ordinary commercial transactions.
Sometimes the printed part of the blank made them warranties.
Under stress of competition, it also was very often the custom
for the agent of the company to fill out a schedule of warranties
on a policy which provided that, by his acceptance of it, the
insured warranted the truth of the statements in the schedule.

These practices tended to produce many unjust forfeitures,
and these forfeitures, in turn, tended to a judicial softening
of the old doctrine. In many states, legislation resulted pro-
viding, in regard to one or more kinds of insurance, that, in the
absence of fraud, all statements should be deemed representa-
tions and not warranties.! This gives the insurer ample pro-
tection, since a misrepresentation of a material fact will make the
contract voidable. Yet the unscrupulous carrier is prevented
from taking technical advantage of the insured. Usually asso-
ciated with such legislation, as an additional protection to the
insured, is a requirement that a copy of the application or other
document purporting to carry such warranties be furnished with
the policy. This legislation does not apply to all branches of
insurance, and in some, notably marine insurance, warranties are
still used and enforced by the courts.

Term of Contract, Cancellation.—Risk, the basis of insurance,
is not an evanescent instantaneous phenomenon but persists over
a period of time, dependent upon the subject matter. Time,
therefore, is an essential feature of all insurance contracts. All
define in some way, usually by a specified date and hour, when "
the contract begins and for most kinds of insurance when it
ends.? Sometimes, notably in life insurance, the contract is of
indefinite duration but provides for periodic payment of premium
as a condition of its continuance. Open contracts are common in

180 required in re life-insurance policies in New York. See also Statute
in re Accident and Health Insurance Standard Policy Provisions found in the
same (Insurance Law §107) and many other states.

2 Some perpetual firc-insurance contracts are issued for which a single
premium is payable in advance. Also some surety bonds run for an indefi-
nite time without payment of additional premium,
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marine insurance but provide for premium settlement at intervals.
In most fields of insurance the great majority of contracts are
for annual terms.

Even over so short a period as one year, interests in insured
objects frequently change, and the insured no longer desire
insurance. Usually insurance contracts are issued by agents
who may accept risks which the carrier for which he is acting
does not wish to carry. Conditions also may change, so that
a risk, acceptable when the policy was issued, is no longer
regarded as safe by the carrier. Insurance contracts, conse-
quently, generally contain provisions for cancellation on equi-
table terms by either party on specified notice to the other party.
Since the premium is usually payable in advance for the policy
term, the insured is entitled to a refund of the premium he has
paid for the insurance that he does not receive. On the general
theory of the constancy of the risk during the term of the policy,
the premium is regarded as earned pro rata over that term, and
the “unearned’’ premium to be returned is the prorata part of the
stated premium for the unexpired portion of the stated term.
The cancellation provision usually specifies that on cancellation
at the option of the insurer this shall be the return. The
insurer, of course, is at some expense in issuing a policy and its
cancellation involves, at least, additional clerical expense.
Hence, it is thought that, if the insured cancels the contract, he
should pay more for the shorter period for which he is insured
than the prorata part of the premium for the full term. This is
specified in the cancellation clause by providing that the refund
shall be the excess of the premium paid over the customary
short rate.! It should be noted that neither party is required to
prove any misconduct of the other or take any other action or
give any reason for so doing to entitle him to cancel. Cancella-
tion is usually set up in the contract as a right for each party. In
this respect it differs from most commercial contracts,

Although most Ansurance contracts contain a cancellation
clause, there are certain types of contract where it would be
improper. Thus, if a marine-insurance carrier had the right to
cancel at its option a voyage policy on a cargo, it might do so

1 The most common short-rate table for annual policies is shown in
Appendix XIL
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when the vessel was at sea and in grave danger because of
stormy weather. The shipper would probably not be able to
procure other insurance at the same rate and perhaps not at all.
Such policies do not contain a cancellation clause. Life-insur-
ance policies are issued at a level premium against an increasing
risk and are not cancelable. The insured, under a life-insurance
or other policy calling for payment of periodic premiums as a
condition of its continuance, may terminate the contract on any
premium-due date by failing to pay. If, as is usually the case,
he has an equity in the policy, the manner of refunding it to him
is provided by the policy terms.

Standard Forms and Provisions.—As the insurer is in the
business of making contracts of insurance, while the insured
enters into such contracts only occasionally and incidentally
to other business or activity, the former is naturally the more
expert in preparing the necessary documents and contracts.
He is in a position to use his knowledge to his own advantage
as against the insured. The record of insurance carriers for
fair and honorable dealing is as good as that of the business
community as a whole; but there have been carriers who have
not had such high standards and, at different times, a majority
of carriers in a particular field have taken advantage of their
position, inserting unjust conditions in their contracts and using
small type to prevent their discovery. The effective preventive
of such practices is a statutory requirement of a standard form.
Such standardization of forms is also highly advantageous
where many carriers are involved in the same loss, as is often
the case in fire insurance.

On the other hand, standardization prevents change and experi-
ment—it is designed to prevent departure from what is pre-
scribed. Change and experiment are the means of progress.
Though standardization tends to check progress as to the items
standardized, it may make for progress in other respects. If the
liberalization of contracts has attained to a high degree, stand-
ardization is an advantage, but if there is yet room for extension,
it will impede progress.

In fire insurance, standard forms have been required in most
states for many years, the earliest having been adopted in
Massachusetts in 1873, and in New York in 1886. In later
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revisions there has been some liberalization, but until 1943 it
has been mainly in minor points. Practice and legal construc-
tion have prevented hardship under the older forms.

Following an important investigation into life insurance by a
committee of the New York Legislature, in 1906, standard forms
were prescribed for life insurance, but, after two years, they were
replaced by a statute requiring that certain provisions be con-
tained in the policies and forbidding the use of others. Present-
day life-insurance contracts are much more liberal than the
forms originally prescribed by statute, so that the public has
gained by the change. Standard-provision requirements are
found in other lines of insurance; and in some, where neither
forms nor provisions are prescribed, policy forms are subject
to the approval of the state authorities.

Where the contract has been drawn by the carriers, the rule of
construction of contracts is that doubts are to be resolved against
the party who drew the contract. This has been true even when
the carriers have drawn the contract in response to a mandate
of law and when the contract so drawn has become the statutory
standard.! There is doubt whether this will be the case where
the contracts or standard provisions were drawn by state offi-
cials, and required by statute.

Special Clauses for Certain Types of Carriers.—In the case of
certain types of mutual, reciprocal, and fraternal-order carriers,?
the contract is required by law to contain specific provisions
relating to (1) the policyholder’s right to vote at an election of
the company, (2) the policyholder’s liability to assessment, if
any, (3) the policyholder’s right to participation in the earnings
or surplus of the company, and the manner of its apportionment
and distribution. These are necessary, as the policyholder, in
taking his policy with such carriers, acquires rights and assumes
duties in addition to those of the insured generally in relation to
his insurer. Sometimes, also, there are special provisions in the
charter of a corporation which have an important bearing on its

1 For example, the New York Standard Fire Insurance Policy of 1886 was
prepared by the New York Board of Fire Underwriters, to whom the law
delegated the task.

2 The characteristics of the different types of insurance carriers and the
distinctions between them are discussed in Part III,
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contracts. Clearly, they should come to the attention of the
policyholder, and generally it is required that they be printed in
the policy. In some cases, if these provisions restrict the benefits
of a standard form, they are required to be made more conspicu-
ous, either by the use. of a particular size and style of type, or
of red ink, or of both.

Modification of Basic Contract.—Although many of the terms
of a contract are subject to standardization and embodiment in a
printed form, the name of the insured and many other particulars
identifying the parties and the risk have to be written in. Often,
certain provisions that are generally desirable are not appro-
priate to a particular case, and further conditions are necessary
to make the general policy fit the particular case. It is cus-
tomary to add such clauses and modifications by endorsement,
either written, stamped, or pasted on the policy. These have
the same effect as though written in the policy, with the addition
that, being subsequent in preparation to the basic contract, they
are controlling in case of any doubt. The forms of few of these
riders and clauses are prescribed by statute, and hence they are
subject to the general rule of construction that doubts are to be
resolved against the drawer.

Binders.—Not infrequently an agreement is reached that a
policy is to be issued and will be accepted, but the insured
desires evidence, before the policy can be issued, that the insur-
ance has been effected. In such cases it is customary for the
representative of the insurance carriers to issue a memorandum
slip showing the risk to be covered, the date from which the
policy is to be effective, the name of the insured, and the amount.
The memorandum, really not a contract of insurance but an
agreement to issue such a contract, is a “binder.” Should loss
occur before issuance and delivery of the policy, the insurance
is recognized by the carrier as though the policy contracted for
had been issued. Binders are not used in some lines of insurance,
notably life insurance, where the acceptability of the risk must
be passed on by the head office of the company. In life-insur-
ance practice, when the applicant pays the first premium with
his application, a binding receipt is given which puts the company
on the risk from approval of the application, without waiting
for the issue and delivery of the policy.
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Another View of the Contract.—The major part of the obliga-
tion of the insured is carried out by the payment of the premium,
while the obligation of the company is not ordinarily fulfilled
until expiration of the policy, either by time limitation, or by
payment of its face or maximum limit on the occurrence of a loss
or losses. The contract is therefore sometimes said to be
“executed”’ as to the insured and ‘““executory’’ as to the insurer.
Such contracts are referred to in law as unilateral. At first sight
this seems untrue, since there are some contracts that are
voided, or at least limited in their scope, by actions of the insured
subsequent to their issuance, or even by his inaction, e.g., failure
to furnish proof of loss or to do other things required to be done
at the time and after a loss has occurred. But only the insurer
is legally bound to do anything. He must hold himself always
in a position to carry out his bargain. It is his conditional and
limited promise to pay—conditional upon the occurrence of the
loss insured against and limited to the cash value of the loss, not
exceeding the face of the policy. This point of view is of value
when considering the financial condition of the insurance carrier,
since such a promise is clearly a liability for the liquidation of
which adequate provision must be made.

SUMMARY
1. The insurance contract in general is

- A contract for the purpose of transferring financial risk.
. A personal contract, even though in relation to property.
. A contract of indemnity.

. A contract of the highest good faith.

Subject to the general rules of the law of contracts, and
to judicial precedents and legislative enactments relating
especially to insurance.

2. It follows from these characteristics that

a. A valid contract may be based only on an insurable
interest, sucl'an interest as is endangered by the contem-
plated risk.

b. The insurance carrier in settlement is entitled to subro-
gation of the insured’s right to claim against those
believed to be responsible for the loss.

® /Ro o8
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c. Concealment or misrepresentation of material facts by
the insured will vitiate the contract.

d. If the insured has warranted the truth of certain state-
ments or the carrying out of certain promises, these
warranties must be literally complied with.

3. Other characteristics:

a. The doctrine of warranties has been modified somewhat
by judicial decision, and the use of warranties, by law.

b. In some lines of insurance, standard policies are pre-
scribed by law; in others, standard provisions are
required. :

¢c. To fit the individual case, it is necessary to fill in blanks
in standard forms and to modify them by riders and
endorsements, which are controlling when in conflict
with the basic form.

d. To meet the requirements of the peculiar character or the
charter provisions of particular carriers, special clauses
are required to set forth fully the rights and duties of the
insured.
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CHAPTER VI
FIRE-INSURANCE CONTRACTS

Speaking before the Insurance Society of New York, David
Rumsey, one of the country’s leading insurance attorneys, said,
“The fire-insurance policy is probably the most important con-
tract in the world.””! He did not elaborate his reasons for the
statement, but the universality of the practice of insurance
against fire supports it, whether from the point of view of the
number of contracts issued or of the values covered by such
contracts.

The ordinary fire-insurance contract insures against a single
type of hazard, viz., the financial loss due to damage or destruc-
tion of physical property by fire or lightning. It might seem that
a single form could be drawn up, perhaps as simple as a promissory
note, which would, in the light of precedent, express the contract
to the clear understanding of all concerned. Such is not the
case, however, because, although the hazard assumed might be
of the same general nature in all cases, the differences in charac-
teristics of the properties subject to the insurance, and of the
interests in such properties to be insured, call for different pro-
visions in the contract to meet the situation in each individual
case. Nor can the form be as simple as might be assumed.
The reasons for this will become apparent later in this chapter as
the analysis of the contract proceeds. Despite these require-
ments, it is possible to use a basic general contract, attaching
endorsements to meet the needs of individual cases. In this
chapter will be discussed, first, the basic contract and, second,
the endorsements in common use.

STANDARD FORMS

History of Standard Forms.—Owing to the heavy congestion of
values in large buildings, accentuated by similar congestion in

1 “The Fire Insurance Contract,” p. 41.
66
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surrounding buildings, and to the desire of insurers to spread
their risks in such a way that excessive losses may not be encoun-
tered in single fires, it is frequently the case that several policies
of different carriers are issued covering the same property.!
In the event of loss, if the terms of the several policies are not
identical, much confusion is likely to result; and, sometimes, the
insured is not able to recover his full loss, though he might have
done so had they all read alike. It is, therefore, desirable that
policies covering the same risk be identical in their terms.

In the early history of fire insurance each company prepared
its own forms, and much fine print was sometimes used, making
restrictive clauses difficult to read. Sometimes the insured,
sometimes another insurer, and sometimes even the shrewd
company itself, was the victim of this practice. From time to
time efforts were made to secure the adoption and use of standard
forms. Earnest efforts along this line were made by the com-
panies at the meetings of the National Board of Fire Underwriters
in 1867 and in 1868,% but without success. In 1867, the Legis-
lature of Connecticut adopted an act for uniform conditions,
but the form was so unsatisfactory that it was repealed the next
year.?

Massachusetts, which has sct the example of reform in so many
ways in regard to insurance, was the first state to pass a law
providing for a standard policy. This was done in 1873,¢ and,
with minor changes, this policy has continued in use until the
present time. The policy was not liked by the carriers and not
generally adopted by them for use elsewhere, though some states
later required its use.

According to Elijah R. Kennedy, chairman of the committee
which drew the first New York form,’ sentiment for a standard
form was crystallized in that state, when an attorney, who was
also a state senator, nearly ruined his eyes and temper trying
to decipher the fine-print clauses and secure a proper settlement

! Perhaps an even more important cause of writing several policies on a
single risk is the desire of the owner to favor friends who are agents of differ-
ent companies, .

? BreaRrLEY, H. C., “Fifty Years of a Civilizing Force,” p. 24.

3 Chapter 121, Laws of 1867; Chaps. 4 and 7, Laws of 1868.

4 Chapter 331, Laws of 1873,

§ “The Fire Insurance Contract,” pp. 20f.
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of the insurance on the building of the Buffalo Y.M.C.A. The
reaction was not delayed by the fact that a fellow member of
the Senate Insurance Committee had not long before been
victimized through the fine-print provisions of one company’s
policy, though the other companies involved had made up that
company’s shortcoming. The result of an interesting lobbying
and legislative battle was the passage of a law calling upon the
New York Board of Fire Underwriters to prepare and file with
the Secretary of State a standard policy and standard modifying
endorsements. This was done, and the policy became effective
in 1887. Many states adopted this form, and it was used by
many companies in states not prescribing any standard form.

At the time of the San Francisco conflagration in 1906, no
standard form was prescribed in California, and difficulties arose
in the settlement of losses in that disaster. Certain companies
flatly denied liability, because of special clauses in their policies
relating to fires caused by earthquakes. A standard policy law
was passed by the Legislature of 1907 but vetoed by the governor,
who appointed a commission representing the various commercial
interests of the state, including in the minority the insurance
carriers, to draft a standard fire-insurance policy. The Insur-
ance Commissioner was appointed chairman. The form recom-
mended by this commission was adopted by the Legislature of
1909 and is still in use in California. It is a revision of the New
York form of 1887 and has some unique provisions, theoretically
permitting a very flexible contract, but the adverse publicity of
red ink and large type required for the use of certain optional
restrictive clauses has effectively prevented their general adop-
tion by the carriers.

The example of the California form, which is considerably
more liberal to the insured than the old New York form, led to a
general agitation for revision of the old form and emphasized to
the underwriters the desirability of a nationally uniform policy.
As insurance had Qeen held not to be commerce within the
meaning of the interstate commerce clause of the Federal Con-
stitution,! this could not be accomplished by federal legislation.
In 1913, however, the Legislature of New York directed the

1 Paul v. Virginia, 8 Wall. 168 (1868). Reversed in United States v. South-
Eastern Underwriters Association et al., 322 U.S. 533 (1944).
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Superintendent of Insurance of that state to request the National
Convention of Insurance Commissioners to undertake the prep-
aration of a new standard fire-insurance policy. This request
was_complied with, and the committee reported finally in 1917.
The policy so prepared was adopted in New York, effective Jan.
1, 1918, and was later adopted in several other states either
officially or by the carriers. It was, however, not made uni-
formly effective in all states, and all the forms mentioned above
were used in one or more states as late as 1943. From early in
the 1930’s there was agitation by many interests for revision
and simplification of the policy and for greater uniformity. But
many, particularly the carriers and their counsel, feared the con-
fusion that a new form might cause while going through the
process of court interpretation.

The National Association of Insurance Commissioners, in
1936, appointed a special committee to prepare a new form.
After 3 years of work, a form was submitted and approved by
the Association but failed of adoption in any state. Agitation
continued, and a new form was adopted in New York, effective
July 1, 1943. This form has since been adopted in 40 states,
and in Alaska, the District of Columbia, and Hawaii, with little
or no modification. It! will be discussed under the following
heads:

1. General considerations.

2. The risk transferred.

3. Loss settlement procedure.
4, Miscellaneous provisions.

GENERAL CONSIDERATIONS

Basis of Issue.—No formal application and no formal repre-.
sentations are required to be attached to the policy. It has
become the practice of owners of city property to permit freely
the inspection of premises by the inspectors of the underwriters.
Most cities also require filing of plans and specifications of pro-
posed buildings before building permits are issued, and these are
available to the underwriters. Insurance carriers have maps
that show the location and types of construction of buildings in
urban centers, and information given by these is generally more

1 See Appendix I.
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accurate than the owner would be able to give. With these
available, the carriers feel able to issue policies without applica-
tions. The need of promptly covering property and the keen
competition for business have long since caused this to become
the general practice.

It is, however, the privilege of any company to insist upon a
written application before it will issue a policy, or upon the attach-
ment of certain warranties to the basic contract. In some parts of
the country it is the practice to require a written application for
insurance on farm buildings and other farm property, since the
carriers have no adequate facilities for otherwise obtaining the
necessary facts. This application is brought into the policy by
the attachment of a warranty referring to it. When under-
writing results have been unsatisfactory, there has been some
suggestion that a more general use of applications would be
desirable, but the practice has not yet been adopted, nor does it
seem likely to be.

Parties to the Contract.—The name of the insurer appcars at
the head of the contract, and the subject of the first sentence is
“‘this company,” implying, of course, the one whose name appears
at the head. The company is bound by the signatures (usually
a facsimile reproduction) of its president and secretary to the
attestation clause on the first page and requires countersignature
by its authorized agent at the place where the contract is issued.
The name of the insured is to be written in as the object of the
verb ““does insure” near the head of the contract and should be
followed by a statement of the nature of his interest, since the
insuring clause limits the amount recoverable to the cash value
of “the interest of the insured.” The insurance also covers his
legal representatives. Thus the policy covers an heir or executor
under a will or a receiver in case of bankruptcy.

It is hardly possible under this language to mistake who is the
insured under the contract, provided his interest is real and is
clearly stated. ,In other words, the policy is an “interest”
policy. It covers the insured while he has the interest named.
It should be noted also that it is important that all parties having
an interest in the property be specifically named in filling out
the policy. It is imperative if they are to have any benefit from
the insurance.
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Consideration—Premium.—As consideration are named the
stipulations and the premium, which is usually in one sum cover-
ing the entire period of the policy.

In the case of insurance on the contents of mercantile and
manufacturing premises, where the stock fluctuates in quantity
and value, such a contract makes it necessary for the insured to
carry continuously an amount of insurance equal to the maximum
value of his stock and pay premiums for more insurance than he
needs at other times, or to take less and run the chance of a loss
exceeding the insurance, or continuously to watch his stock and
his insurance and add or cancel insurance (at the higher short
rates) to keep it in step with his stock. These alternatives entail
either excessive expense, risk, or labor, or all of them. Hence
under stress of competition reporting forms have been developed
in recent years.

These forms,! to be attached to the policy, provide for a pro-
visional amount of insurance, or a stated percentage of the total
concurrent insurance, with maximum limits set for property in
each location and contain an Adjustment of Premium Clause of
which the following is a specimen:

Adjustment of Premium Clause. The premium named in this policy
is provisional only, and in no case shall be less than $100.00. The actual
premium consideration for the liability assumed hereunder shall be
arrived at by the following method: The insured hereby agrees to report
to this Company not later than ....... days after the first day of each
month following the date of inception of this policy, the exact location
of any property covered hereunder, the total value of such property
in cach location and any other insurance in force at any of such locations
on the last day of the preceding month. At the expiration of this
policy and after deducting specific insurance, if any, at each location,
an average of the total remaining values reported at each location (but
not in excess of the limits of liability herein established) shall be made,
and if the premium on such average values at the rate applying at each
location, exceeds the provisional premium, the insured shall pay to the
insurer an additional premium for such excess; and if such premium is
less than the provisional premium, the insurer shall refund to the insured
any excess paid hereunder; provided, however, this Company shall in
any event retain not less than $100.00. If this policy is written for a
term of more than one year, an adjustment of both the premium earned

18ee p. 83.
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and the amount of deposit premium shall be made annually as herein
provided.
RISK TRANSFERRED
Description of Risk Assumed.—The description of the risk
assumed by the company must include a description of the
property and of the loss in respect to it for which the company
will be liable. The precise description of the individual property
covered by the policy must be given by endorsement in the place
provided on the third page of the policy for that purpose. In
other respects, the basic risk is described on the face of the policy.
The insurance afforded is ‘“ against all direct loss by fire, lightning
and by removal from premises endangered by the perils insured
against in this policy, except as herein-after provided,' occurring
within certain time limits set in the policy. This language is
not so broad as it appears on first reading. The coverage is
limited in three ways on the face of the policy and by certain
clauses in the stipulations on the second page. The amount
recoverable for loss or damage is limited to

1. The extent of the actual cash value of the interest of the insured at the
time of the loss.

2. The cost of repair or replacement within a reasonable time with
material of like kind and quality.

3. The amount of the policy named on its face.

4. That portion of the loss which the face of the policy bears to the total
insurance covering the same property.

The cash value of the insured’s interest is presumed to be
ascertained with proper deduction for depreciation, though it is
not so stated in this form as it was in earlier forms, and is stated
to be without compensation for loss resulting from interruption
of business or manufacture. In determining replacement cost,
only cost of restoration to the condition at the inception of the
fire may be considered, even though it may not be permissible
in law to restore to that condition.

The reasonableness of the four basic limitations is apparent.
A brief considera#ion of the further restrictions just mentioned
will also demonstrate their reasonableness. Though the insured
may not be able with his insurance money to replace his property

1 As is noted later in this chapter the insurance may cover perils other
than those of fire or lightning.
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in as good condition as before the fire (he will have to replace
new for old, and the old was still amply serviceable for him) yet,
if depreciation were not deducted, a temptation would be placed
before the insured to rid himself of his depreciation by “selling
the old stuff to the insurance company”’ through a fire for enough
to replace it with new. This would be bad not alone for the
company but in the long run for all, for through higher premiums
all would “pay the freight” on the evil practice. The same
reasoning applies to the limitation to cost of replacement,
without regard to higher required standard of construction,
because otherwise a convenient fire would allow an out-of-date
building to be brought up to date at the expense of the company.

It is not often that a building can be restored after a serious
fire to usable condition except by the use of new material. The
insurance payment based on cash value less depreciation will
rarely, if ever, cover the cost of such restoration. This may leave
the insured, desiring to restore his building and resume business
in the old location, in an embarrassing position if his free resources
are limited. Hence there has arisen a demand for insurance on
a replacement-new basis. This demand can be met if the moral
hazard can be controlled. It is believed that the moral hazard
is practically eliminated if the insured is required to restore
forthwith and his payment from his insurer is limited to the
actual cost of restoration. Such insurance is now offered by an
endorsement on the policy providing for payment on this basis.
When the insurance is so written, it is on a 100-per-cent coin-
surance basis! relative to the cost of construction of a new build-
ing at the time of the loss. Thiss a recent development and
is not yet (October, 1945) generally available.

Of course, fire intentionally set by the insured is not covered -
by the policy, but fire tends to obliterate the evidence of its
cause, and the person expecting to profit by it usually thinks he
can conceal his crime.

The policy does not of itself limit the kind of fire, loss from
which will be covered, but by common law two kinds of fire are
distinguishable: friendly and hostile. Fire in its proper place is
highly useful and is known as a “friendly” fire. Fire not so
confined is dangerous and destructive and is known as a “hostile”

1 See pp. 90-95.
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fire. The contract is held to cover only loss or damage by a
hostile fire. Hence, destruction of jewelry or other valua-
bles, accidentally falling into the fire in the stove or on the hearth,
is not covered by the policy. If the fire rolls out of the grate
across the hearth and onto the rug in front, its character is
changed into that of hostile fire, and the loss is covered.

Mere heat is not fire, and damage due to scorching of paint by
an overheated stove is not damage by fire within the meaning
of the policy. There has been no fire except within the stove,
and that is a friendly fire. If a pan of grease on the stove takes
fire and, without igniting anything else, creates such a thick
greasy smoke as to ruin paint that must be repaired, the resulting
loss and damage are caused by a hostile fire and are covered by
the policy.

The policy provides on its face that it is subject to the stipu-
lations and conditions thercin stated, including those on the
following pages and such other provisions, stipulations, and
agreements as may be added, as provided in the policy. Several
of these conditions aid in the description of the risk (1) by specify-
ing certain property as uninsured and (2) by specifying certain
perils as not covered. Iach of these falls into two classes, one of
which may not be covered under the policy, while the other may
be covered by proper endorsement.

Fraud, Misrepresentation, Etc.—I'raud, of course, will vitiate
any contract, and it has already been noted that the insurance
contract is one of the utmost good faith. But to make assurance
doubly sure and amply warn any who may come to have any
interest in the contract, it is specifically provided that the entire
contract shall be void, “ . . . if, whether before or after a loss,
the insured has wilfully concealed or misrepresented any mate-
rial fact or circumstance concerning this insurance or the subject
thereof, or the interest of the insured therein.” It is also made
void by fraud or false swearing by the insured, whether before
or after a loss. #The propriety of such a provision is so self-
evident that the only further comment apparently called for is
that it should be remembered that a principal is responsible for
his agent when acting within the limits of his agency. The
prospective insured, securing his policy through a broker,! should

! See Chap. XIX for discussion of brokers and their functions.
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see that the broker is fully advised of all conditions affecting the
risk and is a man whose integrity can be relied upon. The same
precaution should be observed in employing a public adjuster, or
any other agent, to represent the insured in settlement of losses.

Uninsurable and Excepted Property.—Where the property
covered is described by endorsement, it would appear that
specification of certain property as not coverable, or as not
covered, -was unnecessary. This would be true if all endorse-
ments were inventories of specific items covered. In order
cffectively to meet the needs of business, however, description
must be in general terms. Hence, unless there are exclusions
clsewhere, the general terms might be held to include risks that
the underwriters were unwilling to assume.

An examination of the list of uninsurable property in lines 8
and 9 will disclose that it is either of value to the owner alone and
often replaceable at a nominal cost only, e.g., accounts, deeds,
cvidence of debt;! or a circulating medium, e.g., money or cur-
rency, which is easily removable, easily disposed of, and difficult
to identify. Covering of such property is an invitation to fraud.

The property that may be covered by specific endorsement,
though not included in general descriptive terms, again falls
into two classes. It is either of such high intrinsic value that the
insurer properly imposes special terms for its coverage, or else
of such uncertain value that he insists on knowing what is covered
and in what amount.

Perils Not Covered.—Although it is proper for a property
owner to insure against loss or damage due to public disorder,
it is not ordinarily contemplated as a fire hazard. As fire is
often an accompaniment of such disorder, fires so arising are
properly excluded from the coverage of the contract. A time of
fire is always a time of confusion, and conditions are favorable
for the operation of thieves. Insurance against theft is proper,
but again it is proper to exclude losses due to theft from the
coverage of a fire policy. The third exclusion in this group is
of a different character.

LIf not replaceable at nominal cost, measure of damage after fire might
be the debt itself, or value of property represented by unrecorded deed
destroyed by fire. There are many reasons why the companies are unwilling
to assume this risk.
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This company shall not be liable for loss by fire or other perils insured
against in this policy caused, directly or indirectly . . . by neglect of
the insured to use all reasonable means to save and preserve the property
at and after a fire or when the property is endangered by fire in neighbor-
ing premises,

The propriety of such exclusion and its conformity to public
interest are so obvious as to render discussion unnecessary.

Losses caused by order of civil authority, if not due to fault
of the owner, may generally be recovered by suitable action at
law against such authority. Such losses will generally be in
destruction of a public menace, when the property has changed
from a community asset to a liability. There is, however, an
occasional exception to this condition. In a general conflagra-
tion, sometimes the only way to check the spread of the flames
and save the remainder of the community is to raze, by dynamite
or other explosive, buildings in the path of the flames. The
policy disclaims liability for loss

. . . by order of any civil authority, except acts of destruction at the
time of and for the purpose of preventing the spread of fire, provided
such fire did not originate from any of the perils herein excluded.

As to this group of limitations, there is no provision for cov-
erage by endorsement.

Perils Not Covered in Basic Form, but Coverable at the
Option of the Parties by Agreement.'—There are certain con-
ditions likely to be present, temporarily or permanently, which
materially increase the hazard of a particular risk. Some, if
not most, of these the insurer, for a proper additional premium
or for no addition, may be willing to accept, but he is clearly
entitled to know that he is taking over such a risk. The con-
dition may not be present or even contemplated when the policy
is issued, but may arise during the life of the policy. This is
provided for by, in effect, suspending the policy during the con-
tinuance of the coftlitions unless the insurer specifically assumes
the risk.

Other Insurance.—In the earlier policies the insurer was not
liable if there was other insurance without the company’s con-
sent. In some cases the existence of an excessive amount of

! New York Standard Form Fire Policy, lines 28 to 37. See Appendix I.
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insurance increases the moral hazard. Hence the provision
against other insurance without consent. In most cases the
added form gave the required consent. This policy approaches
the problem of overinsurance in the opposite way. Consent to
other insurance is not universally required. The company, how-
ever, is specifically authorized to prohibit other insurance or to
limit its amount by endorsement attached to the policy.

Chattel Mortgage.—The existence of a chattel mortgage was
once thought to create an increased hazard in connection with
property mortgaged and, prior to the adoption of the California
standard form, the existence of such a mortgage, unless disclosed
to the company and sanctioned by suitable endorsement, invali-
dated the entire policy. In a policy designed to cover a variety
of conditions, this was felt to be too harsh in application though
sound in principle. Hence it was modified in the drafting of that
form, and the modification there initiated was continued in the
1918 New York form, so that the presence of the mortgage merely
operated to release the insurer of liability in respect to the prop-
erty subject to the mortgage. The provision has been eliminated
from the present policy. This is only one of many liberalizing
changes.

Other Perils or Subjects.—Companies writing fire insurance
are often, in fact usually, permitted by their charters to write
other lines of insurance. The contents of buildings are exposed
to hazards other than fire damage. Sometimes the buildings
themselves are also so exposed. As the public has become more
risk-conscious, insurance aganist these other hazards has been
sought. The nced of keeping track of many policies is annoying
and sometimes, through oversight, necessary insurance has been
allowed to lapse. There has been demand for an ‘‘all-risk”
policy on buildings and their contents similar to the marine
policy on goods in transit.! The laws of most states do not yet
permit this, but the clause permitting other than fire risks to be
included in the fire policy, first appearing in the present New
York policy,? is a first step in that direction. )

Prorata Liability.—Under the theory of indemnity, the
insured should not receive more by way of insurance than he has

1 See Chap. VIIL.
% Lines 38-41.
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actually lost. Very often the property of an individual requiring
insurance protection fluctuates quite widely. His needs could
be covered only if his policy were to expand and contract in
amount of coverage as his stock of goods expands and contracts.
This may be most inconvenient to both parties to the contract,
and both may be better served by the use of several contracts.
Also, as has been already noted, in order to avoid overloading
one carrier and yet give the owner of a large building full coverage,
the use of several carriers is very often desirable. However,
in order that one policy may not take the entire strain, and a
second be merely a cover for the value in cxcess of the first, a
clause such as the one headed Prorata Liability in the standard
form is needed:

This Company shall not be liable for a greater proportion of any loss
than the amount hereby insured shall bear to the whole insurance
covering the property, whether collectible or not.

It may at fivst scem a hardship that the insured, having suffi-
cient valid insurance in solvent insurers, should not be fully
reimbursed because some of the other carricrs were unable to
meet their responsibility. Were this clause not present, so long
as a property owner protected himself in strong companies up to
the limit beyond which losses seldom run, he would be reasonably
sure of indemnity for most of his probable losses, and he might
then add insurance at cut rates in less reliable companies. Only
in the case of a large loss, and then only partly, would he feel any
penalty for bad judgment in such an action. The encouragement
of poor business judgment, and the cultivating of the irrespon-
sible at the expense of the responsible, would in the end be bad
for all concerned.

Term of the Policy.—The time limitation of the risk transferred
is expressed on the face of the policy both by specifying its
length and its beginning and ending. The beginning and ending
dates are to be insgrted, and following them are the words ““at
noon, Standard Time, at the location of the property involved.”’

It should be noted that the hour is set according to standard
time.
PROCEDURE IN EVENT OF LOSS

Since the essence of the transfer of the risk is the insurer’s
promise to pay the loss, it is important that the contract trans-
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ferring the risk should make clear just what shall be the procedure
for collection under the policy. The insurer is clearly entitled
to all information necessary to ascertain the fact of the loss
and its true amount, and to determine his liability under the
contract. Although the procedure called for by the various
standard forms is essentially the same, in the California form
it is worked out in a precision of detail, with time limits at each
step and a clear specification of whose duty it is to make the
next move that has apparently seemed too cumbersome to the
drafters of the form under discussion. The essential duties
imposed on the insured in settlement of losses are (1)_to give
immediate written notice of any loss, (2) to protect the prop-
erly from further damage, (3) to separate the damaged from the
undamaged property, (4) to make and furnish the company with
an inventory of the damaged and undamaged goods, and (5) to
submit a formal proof of loss. The contract contains a rather
precise statement of what must be furnished in the proof of
loss. There is nothing in these requirements that should
embarrass an honest man accustomed to businesslike procedure,
though the claimant seeking to defraud would probably
find them not a little annoying. The formal proof of loss must
be submitted within 60 days of the occurrence of the fire, unless
the insurer extends the time. Fulfillment of this requirement
is a condition precedent to collection of the loss.

Appraisal.—It is a time-honored practice, when two parties
cannot agree, to call in one or more to settle the dispute. In
the fire-insurance contract this practice is brought into play,
where it is impossible to agree on the amount of loss or damage,
by providing that either party may demand an appraisal by
two appraisers, one appointed by the company and the other
by the insured, who are required to agree on an umpire and then
to appraise the value of the property involved and the loss.
The award of any two is binding.

Appraisal is an expensive process and is to be avoided where it
reasonably can be. Though each of the appraisers is appointed
by his own side, the proceeding is in no sense intended as an
arbitration, but as an independent and expert evaluation of the
loss. :

Company’s Options.—The company has the option, on giving
suitable notice (there is some difference in the_time requirements
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of the different forms), of taking any or all of the damaged
personal property at the agreed or appraised value. And this is
often done when the company can recondition and sell it to
advantage. The reciprocal right of abandonment is not, how-
ever, given the assured. To do so would probably be socially
detrimental, for it would often tend to assist a dishonest claim-
ant in securing a net gain from the fire. The company on
similar terms may repair, replace, or rebuild the property with
other of like kind and quality. But this right is seldom exer-
cised since it would almost of necessity involve the giving of new
for old.

Time for Payment.—The company is allowed 60 days after
the final settlement of the loss to make payment. In times of
financial stringency this may be availed of, but most losses are
paid within this limit.

Subrogation.—As was noted in Chap. V, the company is
subrogated to the extent of its payment to rights of recovery
against any party claimed to be responsible for causing the loss.

Suits.—The policy contains a short statute of limitations which
differs in different forms from 12 months (in the 1943 form) to 18
months after the fire. The difficulty of properly defending such
a suit unless begun within a reasonably short time is the justi-
fication for this clause.

MISCELLANEOUS PROVISIONS

Added Provisions—Waiver Provisions.—Under these two
headings the policy provides for the modification of its terms by
addition of clauses defining the risk, and otherwise modifying the
contract in ways not inconsistent with its fundamental terms.
It also attempts to prohibit waiver of any of its terms, except
those which the policy indicates may be waived, and to prescribe
that such waivers as are permitted must be in writing added to the
contract. It further attempts to make sure that the company’s
action in ascertaining the extent of loss and examining the case
shall not be held a waiver of any of its rights. Some of the
earlier forms tried to carry these attempts further by specifying
that no one should be deemed the agent of the company, unless
duly authorized in writing.

Although the company is entitled to all reasonable protection,



FIRE-INSURANCE CONTRACTS 81

it appears that these provisions are, in most jurisdictions, futile,
because they run afoul of general legal principles and, if rigidly
construed, would work grave injustice to the insuring public.
For example, if a company intentionally or through necgligence
allowed it to be generally understood in a community that a
given person was its agent, and especially if it profited by that
understanding, it would be a grave injustice to refuse to recognize
that agency in connection with a particular contract. It is a
gencral legal principle that an agent has such powers as, with the
active or passive consent of his principal, the public is led to
believe he has, and there appear to be no reasons why the rule
should not apply in the insurance business. As it is not the
general policy of insurance companies to advertise limitations
on the powers of local agents issuing policies, they are usually
held to have general powers to bind their companies.

This latter attitude is of particular importance, because of the
further general principle that, with the consent of both parties,
even written contracts may be modified by oral agreements.
If the agent, representing his company, orally waives any of the
requirements of its contract, the company is held to be bound
by his action. The prohibition against this being done, except
in a prescribed manner, is one of the terms that may be waived
and, with this waived orally, the way is open to other oral waivers.

The situation is further complicated by the general principle
that, if one party to a contract, either by words, or acts, or
neglect to act, leads the others reasonably to conclude that he
has waived certain provisions of the contract, it will be held
he has done so, and he will be estopped from later claiming the
benefit of the provision. This is known in law as “estoppel.”

Although the necessity of doing business through agents of
various kinds, coupled with the legal theories of waiver and estop-
pel, at times places the insurance carriers in the position of being
forced to carry a different risk than was contemplated under the
contract, the courts generally endeavor to deal fairly with all
concerned and to protect their reasonable interests. It will
not do, therefore, for an insured to neglect the use of reasonable
care in the protection of his own interests, relying upon these
legal doctrines to save him from the consequences. He should
read his contract carefully and see to it that agreement with the
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agent modifying its set terms is endorsed upon it in writing as
provided in the contract.

Cancellation.—The company reserves the right of cancellation
of the contract on 5 days’ written notice, which must be accom-
panied by a tender of, or specify, its readiness to pay the prorata
portion of the premium for the unexpired period on demand.
The insured may cancel at any time, but is charged at a higher
rate, legally and commonly known as ‘““short rates” for the time
covered, because of the extra expense involved. A table for
short-rate cancellation is recognized by the courts and used by
all fire carriers.

Mortgage Interests.—A very large number of fire-insurance
policies are made payable to mortgagees as additional security for
their loans. Holders of mortgages have generally been able to
get very favorable terms for such insurance. The covering of
such interests is usually by endorsements, and the terms of the
coverage are usually set forth quite fully in the endorsement for
which there is usually no additional charge. The standard con-
tract contains certain provision in contemplation of mortgagee
endorsements. Cancellation as to such interests is on 10 days’
notice, instead of 5.1 If the insured fails to prove the loss, the
mortgagee must do so within 60 days of notice of the failure, and
he is subject to the other provisions regarding settlement of loss.
If the company claims that it is not liable to the insured but pays
the mortgagee, it is subrogated to the extent of the payment to
the -mortgagee’s rights. It also has the option of paying the
entire mortgage debt and requiring an assignment of it.

ENDORSEMENTS—FORMS AND CLAUSES

It is beyond the scope of this book to attempt an exhaustive
discussion of the form of all the various endorsements, or riders,?
used to modify the standard contracts. They fall into two
classes: forms and clauses. Some of the earlier standard-policy
laws limited the use_ of endorsements to those set up in the law.
Some of the later Statutes have provided in substance that
clauses may be added such as those

1Only 5 days’ notice under the California standard form. This is the
only provision as to mortgagee interests in that form.
2 The terms ‘“‘endorsement” and ‘“‘rider” are used interchangeably.
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Covering property and risks not otherwise covered.

Assuming greater liability than is otherwise imposed on the insurer,
Granting insured permits and privileges not otherwise provided.

. Waiving provisions for avoiding the policy or suspending the insurance.
Waiving requirements imposed on the insured after loss.

ol S e

Clauses are also permitted defining the rights and duties of
mortgagees and, with specification in some states of size of
type to assure adequate notice to the insured, imposing duties
on the insured, and limiting the liability of the insurer. The
latest standard form contains the provision in this respect under
the added clauses provision, which reads as follows:

The extent of the application of insurance under this policy and of the
contribution to be made by this Company in case of loss, and any other
agreement not inconsistent with the provisions of this policy, may be
provided for by agreement in writing added hereto. . . .

Even though endorsements are not standardized by law, the
importance to the carriers of uniformity in coverage of risks,
where several carriers are involved, is such that they are often
standardized by the carriers through associations covering
particular territories. It will be well to examine some typical
endorsements in common use in order to understand their import
and purpose. This should aid in understanding similar endorse-
ments which are not discussed.

Description.—The description of the risk is written upon a
form which is pasted on the policy in the blank space provided
for it. The form usually carries, in addition to the description,
such permissive and restrictive clauses as are appropriate to the
risk to be covered. A typical form, and one necessarily found'
on a large number of policies, is the Dwelling and Contents
Form.! This form shows the location of the property, and
there appear several items with a space for entry of amounts
covered on each and a printed general description of the class of
property included. There are also blanks for the insertion of
written description of other classes of property covered by the

1See Appendix II for copy as prepared by the Eastern Underwriters
Association and recommended to the rating organizations in the New Eng-
land and Middle Atlantic States. Forms used in other parts of the country
are substantially similar.
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policy. All blanks may not be filled. The insurance covers
only the property opposite whose description an amount appears.

It will be noted that the form permits, for an additional
premium set up therein under the term ‘‘extended coverage,”
the inclusion of insurance against certain risks other than that
of loss by fire.! It sets forth the conditions and limitations of
such insurance. It also provides for the inclusion of rental-value
insurance® in the same policy.

The restriction relative to item 2 that losses on this item ““shall
be adjusted with and payable to the Insured specifically named”’
should be noted. Although the insured is permitted to include
under this item the property of other members of his family per-
manently living with him, the company would be put to much
trouble and uncertainty if it were necessary to adjust losses on
this property with and pay them to the individual owners. It
might also face conflicting claims of its named insured and the
others. This requirement, therefore, protects the interests both
of the company and of the named insured who presumably pays
the premiums. Such restriction is not placed on the other items.
The property covered by them may be subject to a mortgage,
and it may be both appropriate and desirable to provide for
paymen} to a mortgagee or other person. The provision for
such payment to others may be added to the policy by further
endorsement.

The policy, by its terms, covers losses occurring within its
term up to the limit set by its face amount. If payment is
made for a partial loss, the policy thereafter covers only for the
excess of the face amount over the payment. If the insured
desires the full original amount to cover, he must purchase addi-
tional insurance equal in amount to what he has been paid. If
the amount is small, this is something of a nuisance to him and
the company. The form provides for automatic reinstatement
without additional premium on payment of any loss not exceed-
ing -$250. Certain’ restrictions in the basic form are set aside
wholly or conditionally, e.g., permission is granted for the
premises to be unoccupied without limit of time but only if the

1 The authorization for covering such risks in the basic policy has already

been noted. See p. 77.
? See discussion of rental-value insurance on pp. 98-99.
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property is under the protection of an organized fire department.
Since the form is drawn for possible use in territory where the
1943 policy has not yet superseded an earlier form, there are
permits included that are not necessary under the 1943 form.

Another type of descriptive form is the special-hazard form.!
This form is similar to the former in providing for the insuring
for specified amounts of several types of property but, instead
of using the general inclusive language in the dwelling-house
form, an effort is made to break up the coverage into detailed
parts. In order to prevent misunderstanding of general terms
and yet avoid repetition of qualifying language, brief terms are
used in the face of the form and are more fully defined on the
back. The permits that are granted with these are peculiarly
appropriate to the type of risk covered. Attention is specially
called to the Raslroad Subrogation Waiver, and to the restrictions
on the kind of release that may be granted the railroad by the
insured, without invalidating the policy, as an indication of the
need of meeting peculiar conditions. The insured is permitted to
grant release before a loss only, and when required to do so “as a
condition of obtaining side tracks or other accommodations.”
The rate on such risks may be higher to compensate for the value
to the insurer of the subrogation rights so waived.

This form does not recite the specific amount in which each
named item is covered but is so worded that the policy covers
that proportion of the amount entered for each item, which the
face of the policy bears to the total of the amounts entered for
the several items. This is known as a ‘“schedule form,” and is
used for risks that are of such large value that several policies
will be required to give full coverage. Such a method is used
to assure that all policies on the risk cover in exactly the same
way. Where there are several policies, confusion arises in
apportioning losses among the several carriers, unless all policies
read exactly alike. When clauses attached to the policies do
not read alike, that is, when they are nonconcurrent, it is some-
times impossible for the insured to receive the benefit of all the
insurance for which he has paid. So important is the need of con-

tIn fire-insurance circles the term “special hazard’ is used to desig-

nate a manufacturing risk of a hazardous type. See sample forms in Appen-
dix IT1.
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currence in the forms, that many companies print on the filing
back of the standard-policy form, a warning substantially as
follows: “It is important that the written portions of all policies
covering the same property read exactly alike. If they do not
they should be made uniform at once.” This is a required part
of the 1943 policy.

Endorsements Covering Property Not Otherwise Covered.—
Any exempted property which it is desired to bring under a
policy should be covered by a specification in the form. For
example, if it were desired to insure highly prized manuscripts
excluded by line 10 of the standard form, it might be done by
using the blank lines on the covering form.

Endorsement Covering Hazards Not Otherwise Covered.—
The policy may be extended to cover loss or damage for which
the company is not liable under the terms of the standard policy.
This is done by the addition of clauses or permits. Sometimes
these are embodied in the form, e.g., the Extended Coverage
Provisions of the Dwelling and Contents Form. Another
example of such provision is the following found in many forms
prepared by the New York Fire Insurance Rating Organization:

Permission is hereby given to make alterations, additions or repairs
and this policy (so far as it applies on building) shall also cover in
accordance with the conditions of this policy all materials and supplies
therefor, therein, or adjacent, and such alterations or additions, and
(so far as it applies on contents) shall extend to cover in such additions

Sometimes such permits or extensions of coverage are separately
attached because the need of them is found in the individual
risk but not in the general class. An example of this case is that
of a building in course of construction. The following clause
may be attached to the policy:

The building described hereunder being in process of erection, per-
mission is granted to install all fittings and fixtures pertaining to the
service thereof, and to @t up and test machinery to be used therein, and
to complete and/or occupy and/or operate same; and this policy shall
also cover materials to be used in the construction of said building, while

contained therein, and/or on the premises and streets immediately
adjacent thereto.!

1 A form widely used on the Pacific coast.
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Sometimes a permit or extension is for a limited time and at an
extra premium as, for example, when permission is granted to
carry on for a limited time a hazardous process like the opera-
tion of a motion-picture machine or for vacancy or unoccupancy
beyond the 60-day limit of the policy.! Sometimes the company
may be willing to extend the coverage if certain conditions are
met and the permit may carry a warranty with it as in the follow-
ing case:

In considerationof $........ additional premium and the compliance
by the insured with the following warranties, permission is hereby given
to use in the building described in the ........ item of this policy
8 ..., gasoline engine, manufactured by ........ at........ , for
a period of ........ from ........ to........ , at noon, and during
such period to keep in the building or within five fcet of same for use
not to cxceed ten gallons of gasoline, unless otherwise allowed under
specific permit, the same to be kept in an air-tight, closed metallic
can free from leak.

The permission hereby granted is operative only when not in violation
of any law, statute, or municipal restriction.

Warranties: That no reservoir shall be filled or can or package con-
taining gasoline, naphtha, benzine or any of the light products of
petroleum be opened, or the fluid handled, while any fire, blaze or
artificial light (except approved incandescent electric light) is burning in
the room or any room adjoining with open communication.?

The 1943 policy does not, like its predceessors, specifically
prohibit some of these conditions, but it is suspended * while the
hazard is increased by any means within the control or knowl-
edge of the insured.”® The question whether there is such an
increase is a question of fact, not of policy interpretation.: In a,
trial in court of a disputed claim this question would be left for
determination by the jury. With these permits in the attached
form or endorsement, so much of the increase of hazard as they
cover does not suspend the insurance.

Changing the Insured Interest.—The policy as printed by the
companies carries a blank form for assignment of the interest of
the insured under the policy, and for the necessary consent of
the company to the assignment,

1 8ee Appendix IV.
2 A New York form.
3 Lines 31 and 32
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Adding an Interest.—The most common type of endorsement
used to add an interest to the policy is the mortgagee clause.!
This clause creates a new contract, supplementary to the first or
basic contract.

The mortgagee does not have control of the property securing
his loan and is not in position to prevent the insured from invali-
dating the policy by violating one or more of its provisions. If
the interest of the mortgagee is to be properly protected, the
policy should not only be payable to him but be kept in force
insofar as it covers him, even though it is void as to the insured
owner. This is provided for in the mortgagee clause. In return,
the mortgagee agrees to pay the premium if the mortgagor or
owner does not, to notify the company and pay the additional
premium required if an increase in hazard comes to his knowl-
edge, and to assign by subrogation to the company a claim for
the amount of loss paid to him if the company claims that it is
not liable to the owner.

The mortgagee is able to get such favorable terms because
generally mortgagees and others who control credit can impose
upon borrowers whatever requirements they deem necessary for
their protection, and competition for the business they control
forces the companies to make such concession. The companies
are willing to grant them because, if not liable to the insured,
they may on paying the mortgagee be subrogated to his claim
against the insured.

Endorsements Defining the Application of the Insurance to
Particular Items.—Sometimes the insured wishes a policy to

1See Appendix V. A “mortgagee clause with full contribution” is in
some jurisdictions used alternatively or in place of the New York clause.
It is similar to the New York standard clause but carrics the additional
provision, “In case of any other insurance upon the within deseribed prop-
erty, this company shall not be liable under this policy for a greater propor-
tion of any loss or damage sustained than the sum hereby insured bears to
the whole amount of iwurance on said property, issued to or held by any
party or parties having “an insurable interest therein, whether as owner,
mortgagee or otherwise.”” There is grave question whether this does not
conflict with the provision that the insurance ‘‘shall not he invalidated by
any act or neglect of the mortgagor or owner.” The owner might procure
additional insurance without the consent of the mortgagee and without the
attachment of a mortgagee clause. The mortgagee will do well to refuse to
accept such a clause.
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float over and cover several parts of his enterprise or plant as,
for example, in insuring the stock of a manufacturer which may
be stored in varying quantities in different buildings of his plant.
The quantities in cach building will be constantly changing, and
it would be impossible to specify a fixed amount in each building.
He may take a policy to cover the stock in all the buildings.
But it would be unfair to the company to do this without limita-
tion. For, if there were, say, four buildings, and the stock fairly
equally distributed, the insured might carry insurance equal to
about 30 per cent of the value, and fully cover the stock in any
one building. The company would then be covering four risks
for the price of one, since it would be called upon to pay for which-
ever building burncd. To prevent this, a clause is attached,!
which provides that the coverage on stock in each building
is at all times that proportion of the face of the policy which
the value of the property in that building bears to the value
of all property insured by the policy. This is fair to both
parties. Similar clauses are used to meet other situations where
special definition of the coverage is required.

Clauses Limiting the Company’s Liability.—There are special
warranty clauses, and other clauses limiting the liability of the
company,? an explanation of which would unduly lengthen
discussion if they were considered extensively. But there are
two of these clauses which are of such importance and are
so often misunderstood that special consideration should be given
them.

Three-fourths-value Clause.>—In country districts, and else-
where beyond the range of organized fire departments, if a fire
starts and obtains any considerable headway, the entire premises
are usually destroyed. Only the owner and his friends and
neighbors can do anything to check it or save anything. If
the owner has insurance equal to the value of the property, there
may be no incentive for him to use great effort to minimize
the loss. Itis desirable in such cases, and in cities where frequent
losses of large amount indicates inefficiency in the fire department
and indifference of the citizens, to furnish an incentive to the

1 See Appendix V1.

2 See examples in Appendices VII to IX,
3 See Appendix X,
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insured to prevent loss by not insuring to full value, thus leaving
him a chance of loss if he does not prevent it. Country properties
are usually inaccessible, and it is difficult for the companies to
inspect and be sure that the amount of insurance does not equal
or exceed the value of the property. The three-fourths-value
clause is used for this. It provides that the insured will not
receive payment for loss in excess of 75 per cent of the value of
his property, even though he succeeds in securing contracts for
more. A more drastic restriction sometimes is imposed by using
a three-fourths-loss clause which provides that the company will
pay not more than its prorata share of threc-fourths of any loss.

Coinsurance Clause.—The conditions described above are
reversed in the case of property under protection of the organ-
ized fire departments of large cities. Except in the case of general
conflagration, a total loss is almost never experienced. Some-
times the loss is confined to a single room, a closet, a bascment,
or a few shingles on the roof. In other cases more substantial
damage is done. The first table on page 91, taken from the
report of a committee of the New York Legislature, shows the
distribution of an average 100 losses as found in one investigation
of a substantial sample assuming $100 value in each case.!

Under such circumstances the rate charged per $100 of insur-
ance should vary with the ratio of the amount of insurance to the
value of the property. For example, assuming that 10,000
buildings of equal value are insured, that one fire occurs per 100
houses, and that the extent of the damage is as defined by the
first table, the committee found the scale of rates shown in the
second.

But with the privilege granted the insured to cancel any
policy at will, there is no way for the insurer to know that, if he
charges a rate corresponding to the amount of insurance carried
when his policy is issued, this amount will be continuously
carried, unless he at;taches some clause that penalizes the insured
if he does not carry that amount of insurance. Since the
insurance carrier is only a redistributor of the losses incurred
among its policyholders, the insurer (company) owes it to its
policyholders who carry insurance to nearly full value to see

! Report of the' Joint Committee of the Senate and Assembly of the State of
New York, Feb. 1, 1911, p. 83,
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On the average, out of every 100 fires:
82 that do a damage of less than $10 on the average $2, making

altogetheralossof........................................ $164

6 that do a damage of less than $20 and more than $10 on the
average $14, making altogether a loss of . . .. 84

3 that do a damage of less than $30 and more than $‘7O on the
average $25, making altogetheralossof...................... 75

2 that do a damage of less than $40 and more than $30 on the
average $35, making altogethera lossof........... ... ........ 70

1 that docs a damage of less than $50 and more than $40 on the
average $45, making altogethera lossof...................... 45

1 that does a damage of less than $60 and more than $50 on the
average $55, making altogethera lossof...................... 55

1 that does a damage of less than $70 and more than $60 on the
average $65, making altogethera lossof.......... ... ... ... .. 65

1 that does a damage of less than $80 and more than $70 on the
average $75, making altogetheralossof............. .. .. .... 75

1 that does a damage of less than $90 and more than $80 on the
average $85, making altogetheralossof...................... 85

2 that do a damage of less than $100 and more than $90 on the
average $99, making altogether alossof...................... 198
100 Total. ... ... $916
If the insurance is 10 per cent of the value, the rate should be.... $0.34
If the insurance is 20 per cent of the value, the rate should be.... 0.24
If the insurance is 30 per cent of the value, the rate should be.... 0.20
If the insurance is 40 per cent of the value, the rate should be.... 0.17
If the insurance is 50 per cent of the value, the rate should be.... 0.15
If the insurance is 60 per cent of the value, the rate should be.... 0.13
If the insurance is 70 per cent of the value, the rate should be.... 0.12
If the insurance is 80 per cent of the value, the rate should be.... 0.11
If the insurance is 90 per cent of the value, the rate should be.... 0.10
If the insurance is 100 per cent of the value, the rate should be.... 0.09!

1 Ibid., p. 85.

The rates in the second table were derived from the figures in the first
in the following manner:

On the assumptions stated as the basis of the first table, if insurance
equal to 10 per cent of the value of each house were carried, the insurance
would be $10 per house, totaling $100,000. The companies carrying the
insurance would pay all the losses not exceeding $10 or $164 plus $10 on
each of the other 18 losses, $180, or a total of $344. This is equal to $0.34
per $100 of the insurance carried.

If the insurance were 20 per cent of the value of each house, the total
insurance would be $200,000. The companies would pay all losses of $20
or less, the sum of the first two brackets in the first table or $248 and $20
on each of the other 12 losses, $240, or a total of $488, which is equa.l to
$0.24 per $100 of the insurance carried.

The other rate items are similarly calculated.
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that their costs are not increased in order to pay part of the
share of those who do not carry a proper amount of insurance
in relation to value.

The way to enforce such conditions is to attach a clause making
the insured a coinsurer (z.e., a fellow insurer of his risk) with
the others to the extent to which he is short of the proportion of
insurance to the value he should have to make his rate right.
Hence the clause was called a coinsurance clause. It would
say in substance:

The insured under this policy must carry insurance to the extent of
80 per cent of the value of the property insured by this policy. If that
amount of insurance is not in force at the time of the fire, it will be
assumed that it was and that the insured as an individual insurer had
issued a policy to himself for the difference between the actual amount
carried and 80 per cent of the value of his property.

This sounds like compulsion, in order to increase the business
of the companies. A clause substantially so phrased was in use
for some time. It engendered much opposition and hostile
criticism because the reason for the requirement was not under-
stood. After various attempts at a more satisfactory clause the
- following form was evolved:

This Company shall not be liable for a greater proportion of any loss
or damage to the property described herein than the sum hereby insured
bears to ........ per cent (%) of the actual cash value of said
property at the time such loss shall happen, nor for more than the pro-
portion which this policy bears to the total insurance thereon.

In the event that the aggregate claim for any loss is both less than ten
thousand dollars ($10,000) and less than five per cent (5%) of the total
amount of insurance upon the property described herein at the time
such loss occurs, no special inventory or appraisement’of the undamaged
property shall be required.

If the insurance under this policy be divided into two or more items,

_the foregoing shall apply to each item separately.

This has the advampage of not appearing to impose any obliga-
tion on the insured but merely defines the insurer’s obligations.
It is in use in New York and vicinity and is known as the New
York standard average clause. It is embodied in many of the
covering forms in that state where the rates are made in con-
templation of a ratio of insurance to value equal to 80 per cent.
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Since it cannot be known, if a loss arises, what the obligation of
the company is until the sound value of the property is known,
that must either be arrived at or agreed to before the loss can
be settled. An appraisal or inventory of a large establishment
is an expensive job. The cost might exceed the amount recover-
able under a small loss. If the loss is less than 5 per cent of the
total property, the reduction in liability of the company, because
of too little insurance, cannot be great. Hence in such cases it is
better for both to agree to ignore the test of appraisal or special
inventory and take the value shown by the insured’s books as the
sound value. The second paragraph of the clause is designed
to meet such a condition.

In some jurisdictions the rates are not so made but contem-
plate a lower ratio, for example 50 per cent. In such jurisdictions
a percentage reduction in rate is al-
lowed for the attachment of an aver-
age clause, and a form of clause is
used naming such reduced rate as
the consideration therefor. This is
a reduced-rate average clause.!

The equity of the clause is so little
grasped in some states that its use
has been prohibited by law. This
is most unfortunate for it prevents
a proper adjustment of rates to the
conditions of the policy and usually
results in the small policyholder’s paying more than his fair share.

When such a clause is attached to a policy, there are, in addi-
tion to the limitation of the company’s liability to the amount of’
actual loss sustained with due allowance for depreciation, three
other limits. The company is not liable for more than (1) the
face of the policy, (2) that proportion of any loss which the face of
the policy bears to the total insurance, and (3) that proportion of
any loss which the face bears to the named percentage of value
stated in the average clause.

In any case, in insurance contracts or elsewhere where there

18uch a clause was formerly used on the Pacific coast, but it has now
been displaced by an average clause substantially the same as the one
quoted above,
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are several limits or boundaries, the smallest or narrowest is
effective. This must be so or one or more of the limits ceases to
be a limit. This will become apparent by considering the limits
of possible motion of a person at A in the diagram (Fig. 1) who
is prohibited from passing beyond the boundary of any of the
fences marked 1, 2, and 3, noting which one stops his progress in
a given direction and how widely he could range were it not
present.

The limit that is effective in any given case under an average
clause may readily be found by constructing a diagram such as is
shown in Fig. 2 for the most common case—an 80-per-cent
average clausc.

100
In this area the limit of liability of each
carrier is the face of the policy
80
£
o
5 60 In this
: area the
..:'., limit of
> liability
ﬁ of each
2 In this area the liability of each carrier
= 40 - carrier with an 80% clause is fixed with an
s by the limit of the average clause 80% clause
E is fixed
by the
pro-rata
clause
20}
5
0 lpventoty of sound' value not requireld
0 20 40 60 80 100
Ratio of Jotal Insurance to Value, per cent
Fig. 2.

When the percentage of loss to value has been ascertained, the
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ratio of insurance to value being known, the point of intersection
of lines drawn through the two percentages parallel to the sides
of the square will fix a point within it (or on its edge, if one ratio
is 100 per cent). By observing the area in which the percentage
of loss falls, the limit applying is found. If there are several
policies and the limit named in the average clause is not the same
in all policies, such a diagram would have to be drawn for each
percentage named. The appropriate diagram should then be
used for each policy.

Study of a few cases using such a diagram will show that if
either the total insurance or the amount of the loss equals or
exceeds the percentage named in the clause, the clause has no
effect, a result consistent with the purpose of the clause.

ENDORSEMENTS DEFINING TYPE OF LOSSES COVERED

Business-interruption Insurance.—The fire-insurance policy is
intended to cover only financial loss due to the vulue of physical
property destroyed. Hence all the forms in us¢ provide sub-
stantially, as does the one under discussion, that the loss shall
be estimated ‘‘without compensation for loss resulting from
interruption of business or manufacture.” Yet, if real unfore-
seen loss is sustained in this way, it is a proper subject for
insurance. Inrecent years this has been recognized and coverage
for losses from interruption of business is offered. As it is a
fire loss, most of the terms of the fire policy will apply, but other
conditions are required to define the risk covered aud to lay
down necessary conditions.

If the risk is a manufacturing enterprise, a complete shutdown
for a time will involve the loss of net profits and the payment of
necessarily continuing charges to keep the staff from disinte--
grating, meet bond interest, and assure other conditions neces-
sary to be able to resume. Such a loss is known as a ‘““business
interruption loss.” It was formerly termed a use-and-occupancy
(U and 0O) loss since it comes from the inability to occupy and use
the premises. The latter term is still sometimes used. In the
case of partial shutdown the loss involves some but not necessar-
ily all of these items. By endorsement the coverage is changed
from that of “direct loss by fire . . . to the following described
property’’ as set forth in the standard policy to cover actual loss
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sustained consisting of net profits on the business which is
thereby prevented, such fixed charges and expenses pertaining
thereto as must necessarily continue during a total or partial
suspension of business, and such expenses as are properly incurred
for the purpose of reducing the loss under the policy. It is
necessary to use several forms! according to the degree of con-
tinuity in the operation of the risk and the desires of the insured
as to the items of loss to be covered. Scasonally shutdown
risks present special difficulties.

The form specifies the company’s liability for total or partial
suspension and defines a number of necessary terms. It requires
the insured to resume operations as promptly as possible.
Modification of the limitations of the basic policy by permits
and restrictions may be included as with other forms.

When the operations of the insured are of seasonal or fluctuat-
ing character, a further problem is presented of providing an
adequate amount of indemnity in the busy season without
increasing the moral hazard by offering excess indemnity in the
slack time. This is done by a form specifying a different maxi-
mum limit for each of the several periods.

Additional Charges and Expense Insurance.—Use-and-occu-
pancy insurance is suitable for firms that can, if covered by such
insurance, survive a shutdown period without permanent injury.
But a business in a highly competitive field might not be able to
suspend for a time without such loss of customers and connections
as would practically force it to begin all over again. Such firms
feel they must go on at any cost. For them there is offered
insurance designated on the Pacific coast by the title of this
paragraph. Elsewhere it is sometimes known by the shorter
term extra-expense insurance. It is provided by an endorsement
on a standard fire-insurance policy. The conditioning clause is,
as in the use-and-occupancy form, damage to the premises
during the term of the policy. The indemnity provision used on
the Pacific coast is *-

This policy being for $____ covers its pro rata proportion
(namely__ ths) of the following: $________ on additional
charges and expenses.

1 See Appendix XI for one form covering manufacturing plants,
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1. The conditions of this contract are that if . . . .
2. The amount of such additional charges and expenses shall be
arrived at as follows:

Such fixed charges and expenses as must necessarily continue during a
total or partial interruption of business; plus

Such additional charges and expenses as may be incurred for the purpose
of maintaining and/or conducting the business of the insured;

The full sum of costs and expenses which would have been incurred
in the normal conduct of the business had no fire occurred; subject,
however, to the further conditions and limits hereof.

3. It is a condition of this contract that the liability of this company
shall not exceed the following:

(40) % of the amount of the insurance hereunder for a ‘‘period of
indemnity’’ of one month or less.

(30) 9% of the amount of the insurance hereunder for a “period of
indemnity ” exceeding one month but not exceeding two months.

(20) 9% of the amount of the insurance hereunder for a ‘period of
indemnity”’ exceeding two months but not exceeding three months.
(10) 9% of the amount of the insurance hereunder for a ‘period of
indemnity”’ exceeding three months but not exceeding four months.

In the event that the additional charges and expenses incurred by the
insured during the longest period of restoration, for which provision
is made above, do not exhaust the insurance hereby provided, then such
unexhausted limit of liability shall apply for the remainder of the
period of restoration, not exceeding in any event, however, 12 months
after the date of the fire.

4. It is a further condition of this contract that, as soon as practicable
after any loss, the insured shall resume complete or partial business
operations of the property herein described and, insofar as possible,
reduce or dispense with such additional charges and expenses as are
being incurred.!

Additional Living Expense Insurance.—Occupants of a
dwelling also may obtain insurance against extra expense by
means of an endorsement on a standard fire-insurance policy.
The endorsement sets up a total sum for the insurance. It
specifies the “period of indemnity’’ as that necessary to restore
the premises or until ‘“the Insured’s household becomes settled
in any permanent quarters.” The liability for any one month
(30 days) during the period of indemnity is limited to 25 per

1 The amounts entered in parentheses as percentages are commonly used.
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cent of the amount of insurance. Thus, in order to be fully
indemnified in all cases the insured must carry a total equal to
four times his maximum extra living expense. .

Profits and Commissions Insurance.—Profits insurance covers
only the loss of profits on finished merchandise. Commissions
insurance covers loss of commissions on sale of goods destroyed
by fire. There is some justification for the question whether
such insurance is consistent with the theory that the insurance
contract is strictly one of indemnity. The values insured are
not in existence and may never come into existence. Yet in
modern life the prospect of such values is usually discounted in
financial arrangements, and that prospeet may be destroyed by
fire. Profits have always been insurable in connection with
marine risks. In all branches of insurance the acceptance of
such risks must be attended with great caution for they present
great opportunity for moral hazard. Considerable variation
is found in the forms used.

- Some companies have been willing to issue to large department
stores. of high reputation and unquestioned integrity policies
providing for loss payment equal to the retail selling price of the
goods destroyed. In such cases the profits are automatically
insured, and separate profits insurance is unnecessary.

Rent, Rental-value, and Leasehold Insurance.—Correspond-
ing to the loss which the manufacturer sustains by inability to
use his premises and for which he is covered by use-and-occupancy
insurance is the loss the landlord may sustain if his premises are
rendered unfit for use and his income from rents is cut off.
Insurance against this type of loss is known as rent insurance,
and the form used is similar to that for use and occupancy though
simpler.

The homeowner, if his house is rendered uninhabitable, must
usually incur expense for rent until his house has been rehabili-
tated or rebuilt. This is in addition to his property loss. He
may insure against this by buying rental-value insurance.

If one is fortunate enough to own a leasehold on property in a
neighborhood where rents have advanced since the lease was
executed, he has a source of profit in the difference between the
discounted value of the future rent at the rates likely to prevail

1 See Appendix II, item 8,
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during the remainder of the term of the lease and the discounted
value of the payments required under his lease. Although this
is a diminishing value, it is insurable under leasehold insurance.
The form usually specifies the value of the leasehold and the rate
of monthly reduction in the value. If the property is totally
destroyed, the agreed value of the leasehold less the deduction
for the elapsed time is payable. If the property is merely
rendered uninhabitable for a time, the monthly indemnity is in
an amount specified in the form.

Supplementary Insurance.—Persons whose property is insured
under fire-insurance policies are also exposed to other insurable
risks of loss of the same property. Until recently, if they desired
insurance against such risks, it was necessary to secure one or more
additional policies to cover against them. With the extended
development of inland marine insurance the public has been
offered in the personal-property floater' an “all-risk” coverage
on property while ‘permanently located in summer, winter, or
country home.” This coverage has created scrious competition
for the fire-insurance business. In an effort to meet it, many
fire-insurance companies are now offering a supplementary
endorsement covering buildings and contents? against other risks
which it is within their charter powers to cover. The additional
risks usually covered under such endorsements are windstorm,
hail, explosion, riot, and damage from aircraft and motor vehicles.
A single additional premium is charged for this endorsement.
The terms under which these risks are covered are substantially
the same as those embodied in separate policies for such risks.?

The Dwelling and Contents Form referred to above and
reproduced as Appendix IT includes these risks and specifies the
conditions under which they are covered and the additional
premium charged for this supplementary insurance.

SUMMARY

In this chapter the principal clauses of the latest form of
standard fire-insurance policy have been explained. The need of
an extensive use of endorsements and riders to make the contract

1 See p. 123.

2 With some exceptions which it does not seem appropriate to deal with

here in detail.
3 See Chap. IX.
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fit properly the needs of the public has been noted, and some
typical examples of the more important classes of such riders have
been examined. They have not been considered in detail as
that could not be done adequately in a book devoted to a general
consideration of all branches of insurance.

There are considerable differences in practice among the states,
differences in the requirements of the several states making
uniformity impossible. Policy forms and modifying endorse-
ments are much alike, but the insurance carrier must always
diligently examine the laws of each state (and the rulings of its
insurance authorities) to be sure of complying with official
requirements; and the insured must examine his contract with
care in order to understand his rights and obligations.
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CHAPTER VII
MARINE-INSURANCE CONTRACTS

The field of marine insurance is that created by risks to which
goods that may be in transportation and the means of transport-
ing them are subject. Originally marine insurance was, as its
name implies, confined to the coverage of the risks of ocean-
marine transportation, but a natural extension has taken place,
first to the coverage of transportation over inland waterways and
then to that of transportation on land generally, even including
transportation by mail.! The business has also been extended
to cover certain, though not all, risks incidental to the construc-
tion of ships, known as “builders’ risk.” The great bulk of the
business, however is in the coverage of the risks of ocean trans-
portation.? Different forms are used for each type of coverage
offered, but the key form from which all the others are derived
is that designed to cover the ocean-transportation risk. Not
only may risks to ships and cargoes be covered, but also risks to
freights and profits. It is possible, without doing violence to the
subject, to liken the coverage of the ship to that of the house

! By statutory enactment companies chartered and authorized to write
marine insurance have been authorized to insure against ““all risks” certain
property in a fixed location, for example, art objects of high value for which
full coverage could not otherwise be obtained except under several different
kinds of policies and even then with the possibility of some gaps in the
coverage. This seems to have been justified by the fact that such objects
may at times be put on exhibition at places remote from their normal loca-'
tion, which would require their transportation and thus bring them within
the marine field. Even though such exhibition were infrequent, it might be
upon short notice. From this small beginning the list has been considerably
extended, including even such things as ornamental glass (church) windows,
provided they are of such fine quality as to be properly classified as works of
art.

? The growth of inland marine insurance in the United States has been
very rapid in recent years but has not yet overtaken the true ocean-marine
volume.

101



102 INSURANCE

against fire; the coverage of the cargo to that of the contents of
the house; and the coverage of freights, profits, etc. tq the
similar coverage in fire insurance known as ‘use-and-occupancy
insurance.”

Historical Development.—Marine insurance is the oldest
branch of the insurance business. No record of an insurance
business in the modern form among the ancients has come down
to us, through respondentia loans served in a limited way to
perform the same economic function. These loans were made
on the security of the venture and were repayable with interest
if the voyage was successfully completed, but were canceled if it
failed. If the lender negotiated a sufficient number of such
loans, he had a more or less regular ratio of loss, and a part
of his interest was in the nature of an insurance premium to pay
losses.

The precise time and place of the origin of marine insurance in
the modern form is unknown, but it is generally agreed that it
was prior to A.p. 1400 and among the Lombard and Venetian
traders in the Mediterranean. It is certain that it was brought
to London by the Lombard merchants, and the name ¢ policy”’
(from polizza—a written and folded document) given the
written insurance contract is evidence of its Italian origin.
The early business was not done by corporations as now, but by
individual insurers. The proposal was presented at a common
meeting place of traders; those willing to accept part of the
risk attached their signature at the bottom and indicated the
amount they assumed with notations of any further limitations
that might be agreed to. From this practice comes the term
“underwriter”’ which designates one who is skilled in passing
upon the desirability of accepting particular risks and the
proper terms of acceptance.

At a somewhat later time the coffeehouse of one Edward
Lloyd was a congregating place for those interested in seafaring
ventures, and a center of marine news. It became a headquarters
for those traders who were disposed to become underwriters
of marine risks. Gradually, as the volume of such transactions
increased, a few, and later an increasing number, gave up their
other trading to specialize in underwriting. In 1769, an organi-
zation of the underwriters at Lloyd’s, London, was formed,
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which persists to the present time and does business in much the
same way as in the olden days at Lloyd’s coffeehouse, though
in more businesslike surroundings. As would be natural under
such circumstances, the form of policy for covering the cargo
risk was gradually standardized, until the underwriters adopted
and printed a standard Lloyd’s form of contract in 1779,
Through the decision of innumerable cases since that time, every
phrase and word of this old contract has received the attention of
the courts, with the result that, at least among English-speaking
countries, the old contract is the core of all marine-insurance
policies; this despite its archaic language, which to a modern
is almost meaningless jargon. ‘The modern American policy!
does not rigidly follow the old form, but its outstanding features
are the same. Before undertaking a study of the form, an
explanation will be given of certain conditions attending the
conduct of the marine-insurance business, which are not found
in other kinds of insurance and which sharply differentiate
the forms and practices in marine insurance from those in the
other branches.

Competitive Character of Marine Insurance.—The cost to the
consumer of a product is not its cost in the primary market
for that product, but the cost at that point plus all the costs
involved in its transportation to the point of consumption.
As a concrete illustration, the cost to a Liverpool cotton merchant
of a consignment of cotton purchased in the New Orleans market
may be taken. He must resell that cotton at a price which
will reimburse him for that cost including what he paid in New
Orleans for the cotton itself, for the treight he paid, and for
insurance during transportation, as well as all other expenses’
involved in landing the cotton at Liverpool. To the extent that
the Liverpool price excceds the sum of these costs he will make a
profit. He will, therefore, do his utmost to keep these costs at
the lowest possible point.

If there are reputable underwriters in New Orleans who are
offering insurance of cargo at a rate as low as, or lower than, can
be obtained elsewhere, he may well buy in New Orleans c.i.f.
(cost, insurance, and freight); meaning that the price paid
includes these charges. But if there are underwriters in Liver-

1 See Appendix XIII.
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pool, London, or, for that matter, Zurich, or Bombay, in whose
financial standing he has full confidence and who quote a lower
rate, or otherwise offer more favorable terms, he will buy f.o.b.
New Orleans and negotiate his insurance in the most favorable
market. In international trade the buyer, who pays the bill,
is not a resident nor, usually, a citizen of the country in which the
cargo originates, and is therefore not amenable to its laws,
except as it may be possible to reach him through his goods.
Were Lousiana to impose restrictions on the shipment of cotton
overseas except under certain prescribed conditions as to insur-
ance, it could only do so at the jeopardy of its trade. As the
buyer, the one who would suffer through bad insurance, is not a
local citizen, there is not the incentive to surround his contract
with safeguards. If he takes his insurance in his own country,
he will receive the benefits of its law but, if he goes abroad for
his insurance, he is not followed by the same safeguards. He
would be protected only by the laws of his own country which
would not protect him elsewhere. Under such circumstances,
the marine-insurance business is internationally competitive, and
there is considerably less standardization of forms or practices
by statute than in other lines.

Because of the prominence of Lloyd’s underwriters during
the days of the growth of British trade, the immense overseas
trade of Great Britain, and the importance generally of London
in international trade, London and Lloyd’s are still the world
center of marine-insurance activity.

In 1906, Parliament passed ““ An Act to codify the Law relating
to Marine Insurance.”! The first schedule of this act reproduces
the Lloyd’s policy as the one to which the act applies, but the
form is not made mandatory. Indeed, a part of the same
schedule reads, ‘“The following are the rules referred to by this
Act for the construction of a policy in the above or other like
form, . .. ” whic clearly implies permission to use other forms.

Notwithstanding international competition which wholly pre-
cludes any concerted action in regard to rates, so great is the
body of law built up around the old Iloyd’s form, and such is the
value attached to this interpretative work, that even the forms

16 Edw. 7, Ch. 41.
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used by American insurance corporations are, in their important
terms, substantially in that form.

Marine Policy Forms.—Even more than with the standard
fire-insurance policy, it is essential, in marine insurance, to use
endorsements to fit the contract to the needs of individual risks,
though different policy forms are used to cover the distinctly
different marine lines. The extent to which different forms are
used for different kinds of risk varies from company to company
though certain distinct classes are found with all companies.
The most important types are

- Cargo policies covering goods in transit in vessels.

Inland transportation policies covering goods in transit by rail or inland
water carrier.! .

Mail policies covering shipment of goods or securities (registered mail
policies) sent by mail.

Tourist floater policies covering personal effects while traveling.

Hull policies covering vessels and their equipment.

Freight and profits policies covering freight charges and profits of vessel
owners and shippers.

Builders’ risk policies covering the risks of construction and testing (trial
trips) of vessels.

Llability (protection and indemnity) policies covering liability for injury
to the person or property of others due to the operation of vessels.

The basic form? will first be analyzed, after which the purpose
and significance of the more common types of endorsements will
be explained. This procedure will be applied to the cargo form
as a type; variations from this form will be indicated under
appropriate headings. There will be considered in order:

1. Parties.
2. Consideration.
3. Risk transferred.
a. Property covered.
b. Term.
c¢. Hazards.
4. Loss procedure provisions.
5. Limitations and qualifying clauses.

! Different forms are used for motor-truck transit than for shipment by

other means.
? See Appendix XIII.
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The Parties.—In America the policy is regularly headed by the
name of the insurer. Where the insurance is written individually
by a group of underwriters, as in the case of policies issued at
Lloyd’s, London, it is obviously impossible so to head the policy.
Since the policy must be properly signed on behalf of the insurer,
this heading appears to have no legal significance. The name of
the insured taking out the policy appears next, followed by the
words ‘‘on account of,”” after which is a space in which is to be
written the name of the party for whose benefit the insurance is
taken, the real insured. This may be the person taking out the
insurance, in which case the blank would be filled out ‘himself.”
Generally this is not the case in cargo insurance, the insurance
being taken for the purchaser of the goods shipped. As was
indicated in Chap. V, a real insurable interest is necessary to the
validity of any insurance contract, but there may be a variety
of interests in a marine venture, such as those of the owner,
managing owner, mortgagee, consignee, factor or commission
merchant, trustee for creditor, or agent, all of which are valid
and insurable to the extent of their actual value. The party
for whom the insurance is effected, if known, and the nature of his
interest should be clearly indicated.

Goods are often sold while in transit. Sometimes ownership
changes hands several times, and it may not be known, when
the insurance is written, who is to have the protection of the
insurance at a particular time in the future. In such cases it is
customary to fill in the blank with the phrase ‘“whom it may
concern.” This is not all-inclusive but implies only that class of
interests for whom the named assured is acting, and only those
of such class who may have authorized him in advance to act as
their agent for that purpose or who may afterward ratify his
act and adopt the insurance. Ratification need not necessarily
have taken place before a loss.

The pohcy des1gnates the currency in which, place at which
and person to whomh*the loss is to be paid. The payee may be
the real insured or some interested third party. If the shipments
are financed by a bank, it is customary to make the policy
payable to the bank to protect its advances. Since the interest
of the underwriters cannot be adversly affected by the arrange-
ment to pay some other party, if that party can give a valid
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release from liability on payment, it is quite in order for the
insured to order payment to someone else, and for the insurer
to accept and act on such order.

Consideration.—The marine policy does not, like the fire
policy, recite the consideration at the outset. It will be noted
that toward the middle of the policy there is a blank space
preceded by the words ‘‘having been paid the consideration
for this insurance, by the assured or his or their assigns, at and
after therate of . . . ”” At thispointis entered the premium rate,
which, as far as the policy itself shows, is the sole consideration.
This language does not make the policy itself a receipt for the
premium but has been held to be merely a statement of what the
underwriters are entitled to receive. Similar, but stronger,
language in the Lloyd’s policy has been held only prima-facie
evidence of payment. By implication and construction, other
considerations in the nature of representations and warranties
have been read into the contract.!

Risk Transferred. Property Covered.—The printed form
apparently covers “all kinds of lawful goods and merchandises
laden,” etc., but the actual coverage is not so broad. Except
in blanket policies, which will be further discussed later in this
chapter, it is customary to write a description of the specific
property insured immediately before this phrase. In this
description it is desirable to identify the goods by specific marks
as, for example, ‘100 cases canned asparagus, marked Livingston,
Brown & Co. XXX.”

The policy form identifies the goods as ‘“laden or to be laden.”
As will be plain when the term of the coverage is reviewed,
this language does not cause the insurance to attach until the
goods are loaded, but refers to the condition of the goods at
the time the policy is negotiated. Commercial necessity dictates
that the goods must never be left unprotected. Hence the
policy should be negotiated before the loading so that it may take
effect as to each piece of property as soon as it comes within its
scope._ This language defines the class of goods to be covered,
viz., those to be taken on the ship named in the policy.-

The policy provides space for naming the vessel and its master,
though it provides also for the possibility of the vessel sailing

t See p. 56.
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under a different name or a different master. The fitness of the
vessel for the contemplated voyage is a most important con-
sideration for the underwriter in determining the acceptability
of the risk. It is therefore of the utmost importance that the
vessel be correctly identified and, if this be accomplished, it is
immaterial if the name is changed. This provision will not
save one who misrepresents the vessel involved, but if the name
is changed and both parties correctly understand the identity
of the vessel, the policy holds. A consideration to the under-
writer scarcely second to the fitness of the vessel, is the skill
of the master, and it was formerly important that the exact
facts as to who was master be communicated. With the growth
of shipping since the First World War, it has not been possible to
follow this so closely. Usually now this blank is not filled in
and some companies omit from their policies any reference to
the master.

The policy provides that ‘“the said goods and merchandises,
hereby insured, are valued (premium included) at . . . .”” Since
the purpose of transportation is an increase of value of ,the
goods transported, the goods on arrival will, in general, be worth
more than on departure. If lost in transit, serious dispute
might well arise over the value at the time lost. This problem,
difficult as it would be in modern times, was far more difficult
in the early days of marine insurance when long slow voyages and
the small carrying capacities of vessels made the transportation
costs, and consequently the spread of value between point
of embarcation and destination, much greater than at present;
and the lack of rapid communication caused much more difficulty
in fixing the time of loss. So the custom of specifying the value
in the policy early became established. Marine policies have
always been written on the basis of 100-per-cent coinsurance;
if the ihsurance does not equal the value stated in the policy,
the underwriter bears no larger proportion of any loss than
that which the amount of the policy bears to the stated value.?

-In the case of partial loss (the only case to which coinsurance
conditions apply) the practice is to ascertain the market price at
the place of destination and time of arrival of undamaged goods

1 Although not specified in the policy, this practice has been recognized in
common and statute law.
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of the same kind and quality. Then the price that the damaged
goods would bring in the open market is found, often, if not
always, by their actual sale. The difference (the amount of loss)
is expressed as a percentage of the sound value. The amount
paid is that percentage of the value stated in the policy. For
example, if a cargo were shipped with a stated value of $1,000 and
sustained damage on the voyage, it might bring $600 on arrival.
A quantity of similar goods equal to that shipped might be worth
$1,200. There would thus be established a 50-per-cent loss of
value. Fifty per cent of the named value of $1,000, or $500,
would be paid. The insured would sustain an uninsured loss of
$100, the proportion of the loss which his declared value was
short of the true value. In the rare case of overvaluation, the
insured, under this practice, receives more than his loss by the
proportion of his overvaluation. If the market value of sound
goods in the above case proved to be only $800, the loss in value
of $200 would have been 25 per cent and the amount paid $250.

Term of the Contract—To meet the needs of commerce and
trade a variety of marine-insurance contracts are used, even to
cover the cargo risk alone. The large shipper, for example,
will usually take a blanket policy covering all his shipments
for a term (usually one year) specified in the contract. Provision
is made under such a contract for the issuance of certificates
covering each reported shipment. For the small shipper voy-
age policies, covering individual shipments, are issued. Origi-
nally all policies were voyage policies, and the certificate covering
an individual shipment under a blanket policy is in effect a
voyage policy. The basic form is prepared for this type of
coverage, and the term of the policy is the voyage. Itisdescribed
in the space provided therefor, beginning with “at and from -

”

As indicated in the form, the risk begins as soon as the goods
are loaded at the initial terminus (the terminus o quo), and
continues until safe landing at the final terminus of the voyage
(the terminus ad quem). The point of time at which the goods
are “loaded” depends on the custom at the port of departure.
If the loading is done from dock cranes, for example, the risk
does not attach under the policy until the goods are deposited
on the deck or in the hold of the vessel. If the custom is to
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load by the vessel’s slings, booms, and other gear, the risk
attaches as soon as the goods clear the wharf. In landing,
the termination of the risk depends on what is customarily
accepted at the destination as safe landing. If transfer to a
receiving barge is the accepted custom, the risk ceases when the
goods are deposited on the barge, but if the custom requires
transfer to surf boats and landing on the beach beyond the
surf, the risk continues until this is accomplished.

It is an implied warranty, read into the contract by the courts
in a long line of decisions, that, unless otherwise specificd in
the policy, the voyage will be by the shortest customary route
and that it will be prosecuted without delay. Failure to comply
with these implied warranties constitutes a deviation and renders
the policy void. But the policy by its terms permits one type
of deviation, viz., that made necessary by stress of weather or
unavoidable accident. Universal and time-honored custom
of the sea permits one other deviation, the errand of mercy to
save life. But deviation to salvage goods is not permitted by
custom. It is now usual for a clause to be added permitting
deviation subject to adjustment of premium.

The insuring clause contains the words, “lgst or not lost.”
Even though the vessel were lost at the time the policy was
issued, if that fact were unknown to the insured or insurer,
though perhaps suspected by both, there would be no inequity
or impropriety in issuing a policy; and many policies, particularly
of reinsurance are so issued. In this way probable loss may
be spread over several insurers at appropriate rates.

Hazards Covered.—Two points are outstanding in the descrip-
tion of the hazards covered in the marine policy: first, the broad
inclusiveness of the perils clause in which it appears, from the
order of the terms, that efforts have steadily been made to
cover any reasonable risk which may arise in a voyage, and that,
as risks came up whi'ph were found not covered under the form
of policy in use, the policy was modified to include them; and
second, the freedom of the policy from clauses limiting the
insurer’s liability. There are only two such clauses in the basic
Lloyd’s form, the sue-and-labor clause and the memorandum clause,
and the companies rarely print more than one or two more in their
policies, though it is common practice to attach limiting clauses
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by endorsement. But such is the simple character of the basic
policy and so free is it of conditions that these limiting endorse-
ments, even in the harsh form of warranties, are still given
full force by the courts, as are the implied warranties of non-
deviation and of seaworthiness. Indeed, one eminent insurance
lawyer raised the question before the Insurance Society of
New York,! whether the fire underwriters might not have done
better for themselves had they drawn less complex forms and
relied on the courts for fair treatment. The coverage of the
perils clause is not so broad as a first reading appears to indicate,
but the explanation of its limits would lead too far afield.?

The sue-and-labor clause is both a restriction and an extension
of the coverage. It arises out of the peculiar hazards of marine
enterprises. If, for example, a vessel is in collision with another
in foreign waters, it may be desirable to bring action promptly
against the other vessel in order to protect the right of recovery.
If it is stranded, it may be necessary to incur expense for the
protection of the vessel. It is desirable in the interest of the
insured and insurer alike that the loss be minimized. Yet
the insured will be loath to spend money for these purposes
unless assured of reimbursement and, even then, not unless it
were clearly his duty to do so. This clause makes it the duty of
the insured or his representatives so to do and guarantees that
he will be reimbursed.

For an understanding of the second limitation, in the memo-
randum clause, it is necessary to understand two technical
terms of marine shipping practice and their origin. It has been
the custom of marine traders from the earliest time to apportion
a sacrifice made of one interest in a venture for the common
good ratably among all the interests affected. Since the loss is
general, its settlement is known as a general-average adjustment,
and the loss that gives rise to it, as a general-average loss. When
partial loss occurs to a particular interest and does not result

18ee RicHARDS, GEORGE, “Fundamentals in the Law -of Insurance and
Why Adopted,” in “The Fire Insurance Contract,” pp. 72-83, especially
pp. 82-83.

2 A more complete discussion of the perils clause will be found in William
D. Winter, “Marine Insurance,” Chap. VIII; 8. 8. Huebner, ‘Marine
Insurance,” Chap. V,
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from a sacrifice for the safety of the entire venture, the loss is a
particular average, and that interest and its insurer alone bear
the loss.

An example will help clear up the meaning and effect of these
terms. If, in a mixed cargo, including copra from the Philippines
and silks from China among other things shipped to San Fran-
cisco, the copra takes fire while on the voyage, and in the course
of putting it out, the silk is water-damaged, the copra has
suffered a particular-average loss (for the loss was sustained by
it but in no way as a sacrifice for the common good), while the
silk has sustained a general-average damage, since the water
was used to put out the fire and save the entire venture.! The
problems of adjusting and apportioning general-average loss
are so intricate that there has grown up a special profession of
marine general-average adjustment, and even skillful marine
underwriters do not undertake this apportionment.

There is always a certain amount of breakage in the shipment
of goods, especially by water, owing to.the motion of the vessel.
Some goods also are particularly perishable if subjected to undue
heat or moisture, both of which may be found in the holds of ves-
sels. If these risks are covered under the marine policy, the
amount of losses the underwriters may be called upon to pay will be
much larger than if they were excluded. Premiums will have to
be higher to correspond. The man who is making many ship-
ments during a year will sustain a certain regular loss from this
cause just as would the insurance company. Since these losses
are regular rather than uncertain, there is no appreciable risk,
and they may well be treated as a part of operating costs.
There is no gain to a shipper in having these risks covered by his
insurance. Rather there is loss 'since the premium may be
expected to provide not only the amount to pay the losses but
something in addition for expenses and profit to the underwriter.
The covering of sucH.losses is also an annoyance to the under-
writer since the expense of settlement would often exceed the
amount of the loss. Such considerations long since led to the
addition of the memorandum clause reducing the liability of
the underwriter for particular average to certain classes of goods.
The amount of particular average excluded from the policy for

{8ee York-Antwerp Rules; 1924, Rule ITT. 8o also under 1890 rule.
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each class of goods is set up in the clause and depends on the
susceptibility of the goods to such damage.!

Loss Procedure.—The policy is free from detail as to loss proce-
dure, the only reference being to the time within which the loss
is payable and the respective liability in the case of several
policies. But custom has established a definite loss procedure
which now has the force of law. Owing to complexity of appor-
tioning general-average loss, it is usual for both the insurer and
the insured to resort to professional adjusters to determine the
amount and validity of claims.

This simplicity in form may be contrasted with the elaborate
specification of proofs and procedure for loss settlement under
the fire policy. The marine policy refers to these things only
in an incidental way in fixing the time when payment must
be made by the insurer, but the furnishing of such proof is
implied in the policy and required generally in law to sustain
a claim.

Total Losses.—One of the tragedies of the sea is the necessity
at times of abandoning the ship to save life, either at sea or after
stranding. The sue-and-labor clause requires the insured to
make every reasonable effort to save property, but such efforts
should not be pushed to an unreasonable extreme, for cases
might well arise where they would endanger the lives of all on
board or where the cost of salvage would exceed the value of the
thing saved. Clearly this would be waste and would justify
abandonment of the venture and the making of a claim for total
loss. Whether the abandonment is physically necessary to
save life or merely financially advisable because of salvage cost,
the insured property becomes the property of the underwriters..
Where the abandonment is not for physical reasons, it is referred
to as an abandonment to the underwriters who in such cases
are usually on the ground and take charge. A total loss by
abandonment is known as a constructive total loss to distin-
guish it from actual total loss. Both British and American
law recognize constructive total loss, but the rules differ. Under
the English rule, such total loss may not be claimed unless the
cost of salvage or repairing equals, or exceeds, the value of the
vessel when repaired; under the American rule, the vessel

1 For form of clause see Appendix XIII, Memorandum.
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or goods may be abandoned if the cost of salvage and repair will
equal or exceed 50 per cent of the repaired value. These rulesare
not directly stated in the policies in use in either country but are
implied by the fact that policies are subject to the laws of the
country where issued. ‘

Other Insurance.—The policy provides against excess recovery
where there is more than one policy covering the risk, but in a
quite different way from the fire policy. Under the marine
policy as issued by American companies, the insurers pay in
order of the date of the policy and, if a company is exempted
from part of the claim because of prior insurance, it is bound to
refund the premium for that part of its insurance from which it is
exonerated.! Only in the case of concurrently dated policies is
the rule the same as in fire insurance. The Lloyd’s (British)
policy contains no reference to other insurance, but the marine-
insurance law holds the underwriters liable pro rata. The effect
is that the insured may claim against any of his policies, and the
insurer paying the loss may then seek reimbursement from his
coinsurers pro rata.

Cancellation.—The nature of the risk with which marine
insurance is concerned is such that it would be inexpedient and
inequitable to grant to the insurer the right of cancellation once
it is in effect. If he had a right to cancel, he might do so when
he learned of storms or other trouble on the route or voyage
proposed. The insured would then be exposed to the very
type of risk he insured against and could probably not replace
his insurance except upon less favorable terms, If it cannot
be granted the insurer, it should not in equity be granted the
insured. Otherwise he might cancel if conditions became more
favorable and he could get insurance elsewhere at less rate.
Hence, there is no provision for cancellation in the marine-
insurance policy nor for any return of premium, even if the
policy is issued affer the voyage and risk have terminated.
If the fact of such fermination was known to the insurer and

11f, for example, the value of a vessel were fixed as $100,000 and when
$80,000 insurance was in force an additional policy of $40,000 were issued,
the company issuing it would be liable for only one-fifth of the loss and be
bound to return one-half the premium it charged, .., the premium on the
$20,000 insurance under which it had no liability.
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not disclosed, there would be fraud in the transaction and the
premium would be recoverable. Since the basic contract may
be, and is, freely modified by endorsement, the policy may be
made cancelable by the terms of an endorsement, so that when
such a right is necessary to a fair and equitable contract, as in
the case of a term policy on a Great Lakes vessel which lies up
a considerable period each winter, it may be granted.

Modification of Policy by Endorsement.—Probably no basic
insurance-policy form is so frequently or so widely modified by
endorsements as the marine contract. The great variety of
risks covered in cargo insurance alone, both those created by the
susceptibility of the goods to damage and by their causing fire or
other damage and those due to the ship and voyage, and in
addition differences in commercial customs, make it necessary
to be able to give the contract an almost individual form for
each risk assumed. This can be done only by writing individual
contracts (an insufferable burden) or by the use of a varied
assortment of endorsements. Though the latter course creates
its own problems, it is the easier way out. '

Despite the numberless forms of endorsement, there are
many so common as to have become substantially standardized.
Several of these will now be discussed as examples of types.

Clauses Enlarging the Risk Covered. Extending the Term
(Voyage) Covered by the Policy.—Frequently, it is the desire of
the shipper to cover goods by the policy from the time they
leave the warehouse to go to the ship until they arrive in the
warehouse of his consignee at the point of destination.

There is, of course, an insurable interest in the goods during
the entire period, and they are exposed to various perils which
might cause their destruction or damage. The warehouse-to-
warehouse clause! is a legitimate extension of the marine coverage
although it involves the hazard of land as well as sea transpor-
tation. It provides that the insurance attaches from the time
the goods leave the shipper’s warehouse and continues during
the ordinary course of transit until deposited in the warehouse
at the destination named in the policy or clause.

Risk after Discharge.—Since the basic form covers only until
goods are safely landed, it is customary, where the insured
. 1 See Appendix XIV.
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desires and will pay the proper premium, to extend the policy
by endorsement to cover the risk on wharf for a certain number
of days after landing.

Adding Hazards.—The marine policy is so broad in its coverage
that there is little need for adding clauses to extend its scope.
The most serious limitations on the underwriters’ liability arise
from the implied warranty of no deviation which includes prompt
sailing. Either of these requirements may be waived by endorse-
ment. Additional hazards, such as of sweating, mold, breakage,
or leakage, are also often assumed by endorsement.

The modern policy having had the war risks eliminated from
its general scope, these can be covered only by adding a clause
assuming the war risk.

Mortgagee Interest.—After the First World War there were
many losses where it was suspected (and sometimes proved)
that the vessel was ‘“cast away’’ at the behest of the owners.!
In one such case, that of the steamer Gregorios, it was held that
the vessel had been lost through the intention of the owners and
not through an insured peril. In this case there was a mortgage
on the vessel, and a claim was made on behalf of the mortgagees
that since they were innocent of wrongdoing they should still be
permitted to collect. It was carried to the House of Lords which
decided adversely to the claim. This decision led to the adoption
of a clause for protecting such interests, when present, against
loss due to the wrongful act of the owners.? The reasons justi-
fying the use of such a clause are similar to those underlying the
use of the Standard Mortgagee Clause on the fire-insurance
policy.?

Reducing the Risk Covered.—Since the rate must, of necessity,
depend on the risk assumed, elimination of any part of the risk
tends to a reduction of the premium, and various clauses, usually
in the form of warranties, are added for this purpose. If the
underwriter -is unwiling to assume a particular type of risk at
any price because of the frietion that might result in adjustment

11t should be remembered that the marine policy is a valued policy and,
if the value had depreciated and the insurers were not able to prove fraud,
the owner might profit by his loss. ' '

3 See WINTER, op. cit., p. 157.

8 See p. 88 and Appendix V.
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of losses, or for any other reason, it may be excluded in the same
manner. Of particular importance in this class of clauses,
because of its common usage, is the F.P.A. (free-of-particular-
average) clause. The underwriter may not wish to cover the
partial loss (P.A.) owing to poor packing or a variety of other
conditions. Yet he is quite willing to assume the risk of partial
loss due to a general peril such as burning, sinking, stranding, or -
collision. Two common clauses are in use, one drawn by
American underwriters, the other by English, and designated
respectively as the F.P.A.A.C. (American condittons) and
F.P.A.E.C. (English conditions) clauses.! The American clause
reads simply, “Free of particular average unless caused by strand-
ing, sinking, burning, or collision with another vessel.” The
English clause in its simplest form reads, in part, “Free of
particular average unless the vessel or craft be stranded, sunk,
burnt, or in collision.” The original intent was probably the
same, but the courts have construed the F.P.A.E.C. clause to
cover particular average if the excepted general cause (stranding)
has been present during the voyage though having no connection
with the loss, for example, scraping the bar (a technical stranding)
on leaving a harbor. The American is not so construed.

The First World War gave rise to a considerable number of
unusual hazards such as the interest of an alien enemy in the
enterprise with consequent loss of the venture in a prize court,
likelihood of abandonment of defense in event of capture and
taking into a prize court, etc. Numerous warranty clauses have
been used to exclude such risks.

Other Types of M3dification.—The most common clauses in
use are of one or the other of the above types, but other clauses
are used to meet the need of particular circumstances. Probably
most common of these is the P.P.I. clause. Ordinarily, loss is
payable on proof of loss and interest. Sometimes, as in the case
of freight or charter fees, it may be difficult to prove the interést
of the insured, though the interest may be real and insurable.
It is then customary to endorse the policy, policy proof of inter-
est, and the insured is not then required to present further proof
of his interest. Another clause of the same purpose is the F.I.A.
(full interest admitted). These clauses are not enforceable in

1 See Appendices XV and XVI.
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tourt but are matters of honor and agreement between gentle-
men. They are scrupulously respected. Of course, the under-
writer must be most cautious and sure of his man before he
attaches such a clause.

Floating and Blanket Policies.—Large importing and exporting
houses have many shipments at sea at all times, and sometimes
are not notified of them until a consignment is ready to sail or
has actually sailed. To procure individual policies would be
difficult and would involve serious delay. To avoid this such
houses usually carry policies either in the floating, or open, or
blanket form. In either case, the policy in its essential points is
the same as the form previously considered, though the term is
usually for a fixed period. In the case of floating policies it may
be indeterminate.

Under the floating or open! form, the insured is covered for all
his shipments within certain geographical limits, with the proviso
that the maximum liability for a particular shipment shallnot
exceed a fixed sum. He is required to declare such shipment as
advices are received, and pay the corresponding premium. The
advantage of the policy to the insured is that he is covered even
though the loss occur before he declares the shipment. The
underwriters, in issuing such a policy, place confidence in the
honesty of the insured, since he may fail to declare shipments
where there has been no loss and would hardly be likely to
omit such declaration where loss had occurred. Thus the
underwriter would have his premiums diminished without
reduction of his losses.

Under the blanket policy the total volume of shipments of the
period is estimated in advance, and the premium paid in a lump
sum. Sometimes the premium is subject to adjustment at the
end of the term, based on the actual shipments using the named
rate. In other respects it closely resembles the floating policy.
The tendency is to gonfine this form to local coastwise shipment
and not use it for intercoastal or overseas coverage.

! These terms are used alternatively to describe the same form, though in
a broader sense the term “open’’ refers to a policy any of whose terms are not
completely stated; for example, a policy on a specific risk where the amount
required had not been determined at its date of issue and which therefore
requires a supplementary agreement to define completely its terms,
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Under both of these policies the insured is authorized to issue
certificates and thereby change the payee as may be necessary.
The representative of the insurers countersigns these certificates
and, in present practice, the certificate is much more often the
document that accompanies the bill of exchange and the bill of
lading than is the policy. The term of a blanket or floating
policy is automatically extended to the completion of all voyages
covered by it.

Hull Coverage.—The insurance of the vessel is known as “hull
insurance.” The policy covers not merely the bare hull, but the
ship, its machinery, and entire equipment.

The policy is an adaptation of the hasic policy which has
been discussed. The most important differences are

1. It usually covers a fixed term rather than a voyage, and
therefore provides for cancellation by mutual consent and for
refund of premium at a rate specified. It also provides for
refund for periods of idleness when the risk is much reduced.!

2. It provides coverage of the liability of the owners of the
insured vessel to indemnify the owners of the other vessel if the
insured vessel were at fault in a collision. Provision is also made
for settlement of the complicated questions arising in case of
inability to agree on the loss in certain cases.

3. In place of the memorandum clause is a special clause
applicable to each voyage excluding particular average of less
than 3 per cent or a fixed amount as £1,000 or $100 or $500.

4. It contains a provision that, if the vessel is at sea when the
term of the policy expires, the policy is extended at the same
premium rate pro rata until she reaches her destination.

The equity of this clause is apparent. It is not included
in a fleet policy covering a large fleet which would probably
have one or more vessels at sea whenever a policy might be
written. Under such conditions the underwriter accepting the
risk for a new period would not be so reluctant as in the case of a
single vessel at sea.

5. It contains a clause exempting the insured from the con-
sequences of breach of warranty regarding cargo, trade, or similar

1Voyage hull policies are also issued on “¢ramp’’ vessels but, as such
vessels are more and more coming to be replaced by regular liners, the -
voyage hull policy is less important.
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hazard, provided notice of such breach is given the underwriters
and the required premium paid.

6. It usually contains a clause providing that the English
rule of constructive total loss shall apply.

Though there is not so frequent occasion to modify the hull
policy by endorsement, it may be done in the same general
manner as in the case of the cargo policy.

Builder’s-risk Coverage.—There are many risks to which the
builder of a ship is subject during the course of construction
and on the trial trip and against which he requires insurance.
This is written by marine underwriters under a builder’s-risk
form.

Under this form,

1. The risk begins from the laying of the keel and continues for
a fixed term unless the vessel is delivered before that date when
the policy is terminated and a refund made, and it may be
extended to the completion of the vessel if the term expires
before then.

2. The perils clause is the same as in the basic marine-cargo
policy and includes the sue-and-labor clause.

3. The collision clause is the same as in the hull form.

4, The protection-and-indemnity clause assuming the loss
which may be imposed by responsibility for damage to property
of others is included.

5. Liability is not assumed for losses due to

a. Injury of workmen and the consequent liability of the
insured under workmen’s compensation laws or em-
ployers’ liability, or legal responsibility for accidents to
other persons.

b. Strikes, riot, and civil commotion.

c. Earthquake.

d. Damage of materials of construction or equipment in
transit before reacking building port.

e. Consequential damage or claim through delay, regardless
of cause.

Protection and Indemnity.—The shipbuilder is not the only
one to require protection against loss that he may sustain through
being held liable for damage to the property of others. The
ship operator also requires protection, as well as protection
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against being held responsible for personal injuries to his crew
or others. This may be furnished by a clause attached to the
hull form covering the liability of the insured to pay damages for

1. Loss or damage to any other boat or its cargo.

2. Loss or damage to other interests.

3. Loss of life or personal injury.

4. Loss or damage to any harbor, dock, or similar facility or
structure.

5. Loss or damage caused by salvage efforts if the vessel is
wrecked, or loss or damage caused by the failure to salvage.

Of course, this clause covers only the liabilities indicated
when they arise from the ownership or operation of the vessel
or vessels insured in the policy to which it is attached.

Usually these risks are not carried by such endorsements, but
in separate policies issued by a mutual organization known as a
“club” or ‘““association.” The risk transferred under the sep-
arate policies, however, is as indicated above.

Inland Marine Insurance.—The warehouse-to-warehouse
clause extends the coverage of the ocean-marine policy to include
certain land risks. Insurers of marine risks also issue contracts
covering the risks of inland transportation, whether by rail, motor
vehicle, express, parcel post, or registered mail. The increase in
the amount of traveling done by all classes of people and the
greater values in furs, jewels, and other property carried by
travelers have created a growing demand for floater policies to
cover various kinds of property exposed to risk elsewhere than
at the residence or place of business of the insured. The
policies provide all-risk coverage such as is furnished by the_
marine policy. Marine underwriters have extended their activi-
ties to cover this field and have built up an extensive business.
They have developed a numerous and varied set of policy forms
for a full analysis of which the student is referred to writers
dealing especially with that field.! Their terms are not quite
so brief as those of the marine policy nor so extended as those of
the fire policy. Some of the clauses seem to have their origin in
the marine policy and some in the fire policy.

Floaters fall into two main classes: those covering property

! See, APPLEMAN, EaRL, “Inland Marine Insurance,” Chaps. II-VI.
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used in_the insured’s business or profession and those covering
property of an individual used for his personal convenience or
enjoyment. This extension of the marine-insurance field began
with the former, though both groups have been continuously and
rapidly extending,.

Commercial Floaters.—In the former group are the commercial
traveler’s policy, formerly known as the ‘‘drummer floater,”
covering samples of merchandise in trunks and other shipping
packages carried by him; the theatrical floater, covering scenery,
costumes, and theatrical properties (excluding buildings and like
property not taken along with traveling troupes); the horse-and-
wagon policy; the jeweler’s block policy (one of the most impor-
tant of the floaters); the physicans’ and surgeons’ policy, covering
their surgical and scientific instruments, ‘“during transporta-
tion or otherwise, including in the residence of the insured,”
against loss ‘““however caused’”’ with some unimportant excep-
tions; the radium floater and some others.

The jeweler’s block policy, because of the high values involved,
is very carefully drawn. The consideration clause mentions not
only the stipulations and conditions and the premium; as in the
fire-insurance policy, but also a written proposal and declaration.
The proposal and declaration contain many statements about
the insured’s business which are made a part of the policy and
warranted to be true. If they are found to be untrue and, the
underwriter has not waived the breach, he may avoid liability
for a loss.

This policy covers (1) stock usual to the conduct of the insured’s
business and owned by him, (2) similar stock delivered or
entrusted to him belonging to others who are not dealers in
such property and not otherwise ‘engaged in the jewelry trade
(primarily property of his customers), (3) similar property
delivered or entrusted to him by others engaged in the jewelry
trade but only to 4he extent of his interest therein because of
money actually advanced on it or legal liability for loss or damage
toit. It covers the property ‘‘ while the same is in or upon any
place or premises whatsoever’’ in the continental United States,
including Alaska, also the Hawaiian Islands and Canada. It
covers the property while being carried or in transit by land or sea
between any ports or places within the stated limits and while
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being carried or in transit between them and ports or places
in Europe, excluding certain countries. The goods are insured
when entrusted to others as well as when on the insured’s own
premises.

The policy covers against loss or damage “arising from any
cause whatsoever except as hereinafter mentioned,” but the list of
exclusions is rather long, comprising loss due to dishonesty of the
assured or his employees (this is a risk to be covered by a surety
bond!), damage due to working on the goods, loss or damage due
to war, strikes, or riots, storms while on land, breakage (with
some exceptions), or unexplained shortages. The insurer is not
liable for loss or damage while the goods are being worn, or on
public exhibition, or in an unattended automobile, or under some
other like conditions of unnecessary exposure to extra risk.
Notwithstanding these limitations, the coverage granted is unu-
sually broad, as is necessary to the jewelry trade.

One of the warranties requires the insured to keep a detailed and
itemized inventory of all property, including salesmen’s stocks,
8o that the exact amount of loss can be accurately determined.
The nature of the goods covered requires such records and a
warranty by the insured that they will be kept. There is also a
warranty that watchman service and other protective devices
referred to in the proposal will be maintained so far as they are
within the control of the assured. The need of this warranty is
due to the high risk of burglary and theft to which such goods of
high value and small bulk are exposed.

Personal Floaters.—The personal floater policies include a con-
siderable list of forms of which the following are typical: jewelry-
fur floater, covering against all risks in all situations with some
specified exceptions the jewelry and furs of the insured and mem-
bers of his family; fur floater, similar to the foregoing except that
it covers furs only; fine-arts policy, covering objets d’art of all kinds
against all risks and not limited to specific locations; personal-
effects floater, covering similarly personal effects, ‘‘such as are
usually carried by tourists and travelers,” of the assured and the
members of his family permanently residing with him; personal-
property floater, covering ‘‘personal property (not pertaining to,
the assured’s business, profession, or occupation) belonging to

1 8ee Chap. XIV,
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and used or worn by the assured’’ or members of his family of the
same domicile.!

The last-named policy covers not merely the limited kinds of
property mentioned in the other cases but extends to such things
as household goods. It is an all-risk cover but specifies certain
property that it is covered only while ‘permanently located in
summer, winter, or country home.” This latter coverage is
distinctly not what is usually thought of as in the field of marine
or transportation insurance, for if the goods are ‘permanently
located’’ there is obviously no risk of loss or damage due to trans-
portation. One of the risks to which the goods are exposed is,
of course, that of loss or destruction by fire. Hence, as to such
goods, the policy is in part a policy of fire insurance. This
duplication raises a legal question in those states where the
statute requires the use of a standard form of fire-insurance policy,
unless the statutory definition of marine insurance in that state is
broad enough to include such risks and unless marine-insurance
contracts are exempted from the provisions of the standard fire-
insurance-policy law. Furthermore, since the policy does not
specifically separate the premium for the coverage of the fire risk
on the ‘“permanently located” property, it is not possible to
determine whether the rate charged for that risk does not violate
the provisions of state rating laws where they exist. This situa-
tion has caused friction and controversy between the marine
companies and the fire-insurance companies. Indeed, at times
the marine department of a composite fire- and marine-insurance
company? has been found to be in competition with the fire
department. Moreover, since the property is also exposed to
the risk covered by a burglary-and-theft policy,® and since the
casualty companies* writing this type of insurance are not per-
mitted to cover several of the other risks included under this
floater, the casualty companies have been involved in the contro-
versy. The policy jas a wide public appeal, since otherwise the
property owner must procure several policies covering different
types of risks on his personal property and may still not be

! The complete list is much longer.
3 8ee p. 140.

3 See Chap. VIII.

¢ See p. 140.
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sure he is covered against all hazards. Competition has led
the fire-insurance companies in some localities to offer a
comprehensive endorsement! and te agitate for reform in the
insurance laws in order to provide for a broader and simpler
classification of kinds of insurance and a less narrow prescription
of standard forms.

SUMMARY |

1. There is no required legal standard marine policy, as it
would be difficult if not impossible for other than an international
government to enforce compliance with a statute requiring such
a policy.

2. Notwithstanding the absence of statutory requirement,
custom has led to the adoption of very similar forms by all
insurers to get the benefit of uniform legal construction.

3. The principal types of risk assumed by marine insurers are

a. Those of cargo shipment
(1) By sea.
(2) By land.
b. Those of loss of, or damage to, the vessel.
c. Thos_e incidental to the construction of vessels.

4. Different forms are used for each of these though the basic
risk transferred is substantially the same.

5. The marine policy is very broad in its coverage and free of
restrictive conditions.

6. The courts have read into it certain implied warranties of
which the most important are :

a. Seaworthiness. )
b. No deviation, including immediate sailing.
7. Clauses are added ad libitum to adapt the insurer’s printed
form to the particular risk to be covered:

a. Extending the underwriter’s liability to
(1) A longer term.
(2) A wider range of risk.

b. Limiting the coverage in various ways, usually by
warranties. :

1 See Chap. VL
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- 8. Marine policies are usually valued, and 100-per-cent insur-
ance is presumed.

9. Under marine policies, total loss is presumed when, under
English law and practice, the cost of salvage and repair would
equal or exceed the value when salvaged, or in America, when the
cost would equal or exceed 50 per cent of that value. .

10. In America, there is no contribution between insurers
unless policies are of the same date. In England, there is con-
tribution, but the insured may press his whole claim against any
one insurer who may then claim reimbursement from the others.

11. Blanket and floating or open policies are in general use
for cargo risks and, when the insured is covered under either of
these forms, certificates are issued covering individual shipments
to permit transfer of payment.

12. Builder’s-risk policies are used to cover the risks incidental
to the building of vessels.

13. Coverage may be obtained against the risk of being held
liable to pay damages to others.

14. Inland marine policies, generally known as floaters, are
extensively used to cover against all risks various kinds of per-
sonal property.
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CHAPTER VIII

BURGLARY-, ROBBERY-, AND THEFT-INSURANCE
. CONTRACTS

Loss of their property by theft or robbery has from time
immemorial been a hazard to which the owners of movables
have been subject. Loss through piracy and other acts of sea
marauders has always been covered under the marine policy,
which has gone even farther and protected against barratry of
master or crew. But until comparatively recently, it has not
been possible to secure insurance protection against loss of
property by theft from its normal location. The idea of such
insurance was suggested as early as 1787 by one William Weller,
who applied for a royal charter for a company. But though
crimes of the kind were prevalent enough, the time was not
ripe and nothing came of the scheme. There were sporadic
attempts to start other insurance companies to cover such risks
during the next century, but there was no considerable business
written before about 1890. Even so late as 1900, the total
volume of premiums was only about $500,000. This branch of
insurance was regarded by the companies and their representa-
tives as a mere side line, though a growing one. At the present
time the business has by no means reached the saturation point,
but the premium volume in 1944 of companies doing business in
New York was approximately $40,000,000. This figure does not,
include theft insurance on automobiles which is more in the
nature of a marine-insurance risk and not classified in the burg-
lary group.!

Meaning of Terms.—Since the risks insured against by policies
in this field of insurance arise out of actions that are criminal
in nature, it might be expected that the risk covered would be
described in terms synonymous with those of statute and common
law. Such is not the case. The term ‘theft’’ is not in many

1t For further discussion of automobile-theft insurance, see Chap. XV.
© 127
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states a statutory term; the corresponding statutory term is
“larceny,” which has been said to cover a multitude of sins. The
terms ‘“burglary’’ and ‘“robbery’’ are statutory terms, but their
definition differs somewhat in different jurisdictions. It is desir-
able that a term used to describe the coverage under an insurance
policy conform to the popular use and understanding of the
term, and that it be not limited to particular jurisdictions.
The terms have been defined in the poficy contracts with this
end in mind. This practice has given rise to the legal question
whether a definition not following the statute can be set up by
contract, and its observance required in the contract. The
question was raised before the highest court of New York state,
which held that it was permissible if the contract provision
contravenes no principle of public policy and is not ambiguous.!

Standard-policy forms are not required by statute as in fire
insurance, but the carriers, through associations, have volun-
tarily largely standardized the forms in use.

In the standard mercantile form, burglary is defined as loss
of contents

. . occasioned by any person or persons who shall have made felonious
entry into the premises by actual force and violence, when the premises
are not open for business, of which force and violence there shall be
visible marks made upon the premises at the place of such entry by
tools, explosives, electricity or chemicals.

The definition in other forms except the residence policy is
substantially the same. The term is not defined in most present-
day residence policies as they cover theft of all kinds.

Robbery is defined in the standard paymaster and messenger
robbery policy as follows:

Robbery as used in this policy shall mean a felonious and forcible
taking of property by violence inflicted upon a custodian or by putting
him in fear of violence; or by an overt felonious act committed in the
presence of a custodian of which he is actively cognizant (provided such
act is not committed by an officer or employee of the Assured); or a
felonious and forcible taking of property from the person or direct care
and custody of a custodian, who, while having custody of property
covered hereby, has been killed or rendered unconscious by injuries
inflicted maliciously or sustained accidentally.

1 Rosenthal et al. v The American Bonding Company, 100 N.E. 716 (1912).
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The terms ‘“‘theft” and ‘““larceny’’ are, for all practical pur-
poses, synonymous. They are used only in connection with
residence, “‘world-wide,” and office policies and are not specifi-
cally defined, because it is intended that the contracts in which
they are used shall indemnify against every form of stealing;
these terms, handed down through a long period of practice, are
used primarily to emphasize this point. They are intended
particularly to include cases where servants and others who have
access to the property, misappropriate it to their own use.

Classes of Coverage.—There are at least fourteen! different classes
of coverage in use, not including burglary and theft insurance as
provided in certain recently adopted composite forms, which
include several different kinds of risks in one policy. These are

1. Residence insurance, which covers loss of and damage to
personal property from within residences or safe deposit, ware-
house, or occupied residence (not owned, occupied, or rented by
the insured) in which the property is placed for safekeeping,
by (a) burglary, (b) robbery, or (c) larceny or theft.

2. Personal-holdup insurance, which covers loss of personal
property by robbery.

3. World-wide, which covers loss or damage to specifically
named articles of jewelry and furs anywhere in the world by (a)
burglary, (b) robbery, or (c) theft or larceny.

4. Bank-burglary insurance, which covers loss of and damage
to money and securities in safes or vaults by burglary.

5. Bank-robbery insurance, which covers loss of and damage to
money and securities within the premises of the bank by robbery.

6. Safe-deposit-box insurance, which covers loss of and damage
to securities, silverware, and jewelry in safe-deposit boxes by
(@) burglary or (b) robbery. This policy is issued in two forms,
one for the bank and one for the deposit-box lessee.?

1In discussing a developing type of insurance it is not possible to say
definitely the number of forms in use. As the demand arises for coverage
of & risk or a combination of risks not covered by existing forms, new forms
are put on the market to meet it. -

1 Bank failures developed the need for safe-deposit-box insurance covering
money. This coverage is available at additional premium. The bank
form is also issued at a reduced premium covering only the bank’s legal
liability for such losses. In general, banks are not liable for losses from
safe-deposit boxes unless chargeable to their 'negligence.
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7. Securities-insurance policy, which covers all loss (except
that due to infidelity of the assured’s officers or employees) of
securities from within a leased safe-deposit box or while tempo-
rarily outside the safe-deposit box but within the depository.
For an additional premium the policy may be extended to cover
within the insured’s premises instead of within the depository.

8. Mercantile-open-stock insurance, which covers loss of and
damage to stocks of merchandise, furniture, fittings, and equip-
ment from within mercantile and manufacturing establishments
by burglary when the premises are not open for business.

9. Mercantile safe insurance, which covers loss of and damage
to merchandise, money, and securities in safes within mercantile
and manufacturing establishments by burglary, and damage to
premises caused by the burglary.

10. Robbery insurance, which covers loss by robbery of money,
securities, and merchandise from a custodian within or without
the insured’s premises and damage to furniture, fixtures, and
other property in the premises.

11. Paymaster robbery insurance, which covers loss by robbery
of (a) pay-roll moneys or checks from a custodian inside or out-
side the insured’s premises (including loss occasioned from
employees on payday, provided the loss was coincidental to
robbery of the custodian) and (b) moneys or securities, not
intended for pay roll, in the custody of a custodian outside the
insured’s premises.!

12. Storekeepers’ burglary and robbery insurance,? which covers
loss not exceeding $250 each by the following:

a. Robbery from a custodian within assured’s premises of money, securi-
ties, and merchandise; also loss or damage of merchandise from show
windows broken from the outside while the premises are open for
business.

b. Robbery from a custodian outside assured’s premises of money,
securities, and meschandise.

1 Coverage under item (b) is usually limited not to exceed 10 per cent of
the total coverage of the policy.

2 This policy is designed for the small merchant, manufacturer, or garage
or service-station operator who does not require the larger amounts set as a
minimum for the separate types of policy. It is sold only in the fixed limits
specified, and increase in the limit for any one hazard is not permitted.
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¢. Kidnapping, which is defined as compelling under threat of violence
the return of a custodian to provide admittance to the assured’s
premises for the purpose of stealing.

. Safe burglary of money, securities, and merchandise.

. Burglary of a night depository or custodian’s residence.

. Burglary from within assured’s premises of merchandise.

. Damage by burglary or robbery to premises, merchandise, money, and
securities,

Q - o &

13. Office burglary and robbery policy, which covers loss not

exceeding $250 by each of the following:

a. Robbery within insured’s premises of money, securities, and mer-
chandise.

b. Robbery outside insured’s premises of money, securities, and mer-
chandise.

c. Kidnapping, which is defined as compelling under threat of violence
the rcturn of a custodian to provide admittance to the assured’s
premises for the purpose of stealing.

4. Safe burglary of money, securities, and merchandise.

e. Burglary from within assured’s premises of merchandise.

f. Damage by burglary or robbery to premises, merchandise, money, and
securities.

14. Church burglary, robbery, theft, and larceny, which covers
loss or damage by burglary, robbery, theft, and larceny of prop-
erty, including money and securities, common to houses of
worship, from within (a) the church building, (b) any rectory,
(¢) any other building owned or leased by the insured for conduct-
ing religious or educational activities, and (d) outside the building
mentioned when the property is in the personal care and custody
of a custodian.

The same insured may desire coverage against the risks sep-
arately covered in two or more of the foregoing classes. It is
now common to issue single-document policies that permit the
inclusion of two or more of these classes. The classes covered are
indicated in the declarations on the basis of which the policy is
issued, and there is provision for entering opposite the statement
for each class the amount of insurance and the premium. If
special clauses are necessary in connection with any class, they
are recited in the policy as relating to that class. There is
usually a general statement that there is no insurance of any
class unless an amount and premium are shown and that the
amount shown is the policy limit relative to that class.
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Thus, the usual residence-burglary policy may include for a
separate premium theft away from the insured premises by
robbery of the insured or his servants or theft from a publie
conveyance or a hotel, club house, or residence in which the
insured is temporarily staying.! This coverage is limited in
amount on certain items and extends only to the American conti-
nent and its adjacent islands, roughly the Western Hemisphere.

So also, classes 10 and 11 above may be covered under the
same policy.

Parties.—The parties to the contracts are the company and
the named insured. No special discussion is necessary under
this head.

Consideration.—The consideration for the contract consists
of the premium, and also of a schedule of statements or declara-
tions descriptive of the risk, which is embodied in or attached to
the policy and the contents of which may be made warranties
under the terms of the policy. In view of the tendency of the
courts to relax the sternness of the doctrine of warranties, there is
considerable doubt whether, in a test case, this schedule would
be rigidly construed against the insured. Rather, it seems likely
that the statements would be taken as representations.

Risk Transferred.—The definition of the risk transferred to the
company is accomplished partly by the terms of the basic printed
_policy and partly by the schedule of declarations following or
preceding the body of the policy and referred to as part of the
consideration for it. The policy refers to the declarations as
declared by the insured to be true. Declarations are always used
to describe the property covered and its location. The hazard
covered by the insurer under each of the several forms has been
noted above. ,

Under burglary policies, indemnity is also provided for damage
caused to the premises in effecting or attempting to effect, entry.

Limitations a.ng Exceptions.—The risk assumed is defined by
specifying exceptions and limitations, as well as by affirmative
statement. The exceptions specified are similar to those appear-

1If there is at least $1,000 coverage on premises (exclusive of coverage
on specific items) except in Bronx, Kings, New York, and Queens counties
of New York state, $1,000 of outside theft coverage is provided without
extra premium,
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ing in the fire-insurance contract. In a typical burglary form
there are from five ‘to ten such limitations on the liability
of the company. Each can be justified on one of three
grounds:

1. The coverage is offered by another form of insurance, e.g.,
damage to plate glass. If not excluded from the burglary
policy, both policies would cover, and the adjustment of losses
would be complicated.

2. The condition named, as suspending or nullifying the
insurance, greatly increases the hazard beyond that contem-
plated when the policy was negotiated, e.g., damaging of the
premises by explosion.

3. The condition named, as excluding property from cover-
age, is indicative of probable moral hazard, e.g., the existence of
a chattel mortgage.

The policy is voided as is the fire policy by an attempted
fraud on the company and is likewise voided (and not, as in the
fire contract, merely suspended), if the hazard is increased by
any means within the knowledge and control of the insured, and
without the consent of the company.

There is excluded from the coverage of the policy any property
specifically insured by another insurer, and it is further provided
that, in event of more than one policy covering the same risk, the
carriers are responsible for losses pro rata.

Procedure in Event of Loss.—As prompt apprehension of the
thief often results in recovery of much of the stolen property,
it is the first duty of the insured under the policy in event of loss
to give telegraphic notice to the company at the place where the
policy was issued, and at its home office, and to notify the author-
ities. In other respects the procedure is substantially the
same as in the case of a fire loss. The insured must furnish
every reasonable assistance to facilitate the investigation and
adjustment of the loss. He must file sworn proof of loss with
inventories of stolen and damaged, as well as of undamaged,
goods. He must submit evidence of the burglary or theft, a.nd of
any damage to the premises caused by burglary.

The similarity of the claim procedure to that in fire insurance
is natural, since the burden of establishing a claim is always on
the claimant, and when the burglary or theft has occurred the
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condition is much the same as after a fire. Usually the loss is
not total, and it is necessary to establish its extent. There is,
however, not the occasion, as in fire insurance, to call in
appraisers, for there will be little partial damage to specific
property and hence little for appraisers to do. The policy does
not provide for that method of settling disagreements as to the
value of stolen property.!

It is possible that the event insured against may occur several
times during the life of the policy and, as the coverage is limited
in amount and term, any payment reduces the insurance by that
amount during the remaining term of the policy. If it is desired
to reinstate the insurance for its full amount, an endorsement to
this effect must usually be procured at an appropriate additional
premium. Some forms make the reinstatement at additional
premium automatic.

Insurer’s Options in Payment.—There is a provision in the
policy giving the insurer the right to repair or replace damaged or
stolen property with other of like kind and quality. But, owing
to the nature of the risk, the privilege goes a bit farther. What
fire takes is irrecoverably lost. Stolen property may be recovered
by the owner or insurer, directly or through the police. The
policy, therefore, provides that either party, on recovering the
property, must promptly notify the other; if the insured had been
indemnified or the article had been replaced, the recovered
article becomes the property of the insurer, but the insured is
entitled to receive or retain it on refunding the indemnity paid or
reimbursing the company for its cost of replacement. In view
of the possibility of loss reduction in this way, a provision is
inserted giving the insurer the right to institute, and have sole
charge (so far as the insured is concerned) of, criminal proceed-
ings. The insured is not required to give pecuniary assistance in
such prosecution, but to assist otherwise to the best of his ability.
This imposes no wndue hardship on the insured and is a valuable
assistance to the insurer, especially in the case of an ““inside job”’
under a larceny policy.

The insurer is entitled to subrogation of any right of recovery
the insured may have against other parties. Subrogation exists

1 Some forms provide for the appointment of arbitrators to determine the
value of securities for which there is no quoted market value,
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independent of the policy contract, but an express provision
serves as a notice to the insured.

Miscellaneous Provisions.—The insurer has the right to
inspect the insured’s premises at all reasonable times. Under
the mercantile-open-stock form it may also suspend the insurance
by service of written notice. On demand, the insured may
receive a refund of the premium for the term of the suspension,
pro rata.

Both the insurer and the insured have the right of cancellation,
the provision for which is substantially the same as in the fire-
insurance policy, though the effective date of cancellation is left
to be specified in the notice. q

Losses are payable on receipt of proper proof. The policy
prohibits the bringing of suit under it until 90 days after the
insured has fully complied with all the requirements of the policy,
or more than two years after? the date of the event causing loss.

Special Provisions for Various Types of Coverage.—Only
movables are subject to the risk of theft, and the risk is greater
as the facility of removal and disposal increases. Jewelry and
furs are peculiarly subject to loss by burglary or theft, while
pianos and furniture are scarcely subject to such loss at all.
The companies have classified property into five groups from
this point of view as follows:

1. Watches, necklaces, gems, precious and semiprecious stones, jewelry:
articles of gold, platinum, and sterling silver, furs and articles made entirely
or principally of fur.

2. Money, securities, stamp and coin collections,® wearing apparel,
laces, rugs, tapestries, pictures, paintings, plated ware, and all other house-
hold goods, and personal property common in residences generally, including
professional instruments, and electric light, plumbing, gas and water fixtures.

3. Wines, liquors, and alcoholic beverages legully acquired by the assured.

4. Horses, cattle, vehicles, automobiles and motorcycles, and fittings
and appurtenances thereof, harness, saddles, tools, and like property,
excluding robes, blankets, and wearing apparel while contained in the
private stable or garage adjacent to or in the building in which the premises
of the assured are located.

5. Articles separately and specifically insured and, therefore, excluded
from the preceding groups, with the exception of silverware which may be

1 Forty days in bank and safe-deposit policies.
2 One year in world-wide policy.
8 Up to $50.
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insured as a collection. These articles must be enumerated and described
in detail; for example:

One platinum ring containing solitaire diamond, 1}4 carats, name of
owner, date of purchase, name of merchant or previous owner, purchase
price;

One Hudson seal fur coat with beaver collar, length 40 inches, name of
owner, date of purchase, name of merchant or previous owner, purchase
price.

The first-two and the last classifications of property are of the greatest
importance in connection with the forms of coverage to be described,
because the essential differences between the forms arise out of the methods
employed in insuring these particular types of property.!

Residence Policies.—Three coverage arrangements at rates
adjusted to correspond are offered:

1. Combined coverage of all property in classes 1 and 2.
Formerly this form was subject to 100-per-cent coinsurance,
because otherwise there would be temptation to insure only a

imited value to cover the loss of the most valuable goods. The
coinsurance provision is not now insisted upon, but the rate is
much higher than for the other forms.

2. Similar coverage without the coinsurance requirement,
but providing that the total amount on the first class of property
shall not exceed 50 per cent of the total insurance.

3. Divided coverage under which the amount of total insurance
on each class is set down in the policy. This form is issued either
without coinsurance or with an 80-per-cent coinsurance clause.

Under all three forms specific property may be separately
valued and insured.

Property of the fourth class enumerated above is not ordi-
narily covered but may be covered by a suitable endorsement.

Mercantile Policies.—In the main, the provisions of mercantile

. policies are similar to those of residence policies, but some special
provisions are necessary. There is not the separation of prop-
erty into types with special insurance limits on each type.
Aside from a lirflit of $50 for loss of or damage to any one article

- of jewelry, the policy covers, broadly, merchandise, furniture,

fixtures, and equipment. The insuring company does not assume

! MICHELBACHER, G. F., and L. H. Carr, “Burglary, Theft and Robbery
Insurance,” Proceedings of the Casualty Actuarial Society, Vol. X1, pp. 51-52.
Since the repeal of the 18th amendment the third class does not present the
high hazard it did when this paper was written.
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liability if the insured, any associate in interest, servant, or
employee is implicated as principal or accessory. Protection
against such a hazard should be obtained by suitably bonding
the employees. The company does not assume liability unless
books and accounts are regularly kept so that the exact amount
of a loss may be ascertained. Nor does it assume liability for
loss when the premises are open for business. This policy always
contains an average clause. The percentage required varies with
the type of goods covered.

The premises covered are ‘limited to that portion of the
interior of the building designated in the schedule, occupied
solely by the assured in conducting his business.” The policy
specifically excludes showcases or show windows not opening
directly into the interior of the premises, as well as public
entrances, halls, and stairways. And the company does not
assume liability for theft of furs and fur goods from a show
window after the glass has been broken from the outside, unless
it is specifically provided for in the schedule. A specific addi-
tional premium is charged when this is included. This is due
to the high value of such goods, and the lack of protection
at night when they are left on display. Several very large losses
have been suffered by New York merchants by this type of
burglary. The increasing use of swift automobiles makes this
hazard a constantly increasing one.

Banks.—Owing to the peculiar hazard of burglary and robbery
to which banks are subject, the American Bankers’ Association
has drawn up and copyrighted a standard-form bank-burglary
and-robbery policy.

SUMMARY

1. Burglary-, robbery-, and theft-policy forms are not stand-
ardized by law but by agreement between the carriers, and in one
case by the American Bankers’ Association.

2. The terms describing the criminal act insured against are
given popular rather than technical legal meaning.

3. A wide variety of forms of contract is offered to meet the
need of the insuring publie, but the difference is largely in the
definition of the risk. Other essential features are substantially
the same.
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4. The contracts conform to the general proposition that the
insurance contract is one of indemnity based on loss to specific
property of the insured at a definite place.

5. Automobile-theft insurance is in the nature of marine

insurance. '

Reference
Kuvp, C. A., ““Casualty Insurance,” rev. ed., Chap. 11.



CHAPTER IX
OTHER PROPERTY-INSURANCE CONTRACTS

It is impossible, in a general survey, to present in full analysis
all forms of insurance policies in use to cover the hazards to
which property is exposed. In this chapter the more common
forms of property insurance, in addition to those discussed in
the preceding chapters, will be briefly reviewed. The reader
should not assume that the list is complete, for as new needs for
insurance develop, the business expands to meet them and, just
as several of the lines described in this chapter are of compara-
tively recent origin, so it is to be expected that in the years to
come additional lines will be developed.

Causes of property loss, other than those already discussed,
against which insurance is available include '

. Water leakage from sprinkler systems or other piping.
. Breakage of plate glass.

. Explosion of steam boilers or flywheels.
. Burning out of electric machinery.

. Riot and civil commotion.

. Windstorm or tornado.

. Earthquake,.

Hail.

Frost.

10. Rain.

11. Death of livestock.

12. Defective title to real property.
13. Failure of debtors.

Classification According to Carrier Groups.—Before describing
these various contracts it is necessary to anticipate briefly: what
will be more fully discussed later, and to note that the laws of
most of the various states governing the formation of insurance
carriers do not permit an individual carrier to do any and all
kinds of insurance business, but permit one class of carriers to
write certain lines, while other lines are reserved to another group
of carriers.

R B W< N TR Y
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In general, there are four principal groups of insurance carriers:

1. Fire-insurance carriers.

2. Marine-insurance carriers.

3. Life-insurance carriers. o
4. Miscellaneous or ‘‘casualty’’ carriers.

There are also special types of carriers such as title-insurance
companies which are restricted to single lines of insurance.

This classification is a resultant of a traditional separation in
earlier and simpler times, which has become embedded in our
laws and is not generally found abroad. It has necessarily had a
profound effect on the forms of contract under which the various
hazards are covered, and in other ways.

In most states, fire-insurance carriers, if possessed of suffi-
cient capital, may also do a marine-insurance business; and a life-
insurance carrier may, in a separate department, transact certain
other lines, such as accident and health insurance, which are
personal in their nature, but they may not write fire insurance
and kindred lines.

The fourth group began with personal-accident insurance and a
few kindred lines but has gradually extended to cover a wide
field, including insurance of many property hazards as well as
personal hazards.

In general, it may be said that the following kinds of property
insurance are furnished by fire-insurance carriers, though not
all such carriers write all of them:

Riot-and-civil-commotion insurance.
Windstorm and tornado insurance.
Earthquake insurance.

Hail jnsurance.

Water-damage insurance,

Rain insurance.

Also, in general, it may be said that the following kinds are
transacted by casualty companies: :

Burglary and robbery insurance.
Plate-glass insurance.

Boiler and flywheel insurance.
Electric-machinery insurance.
Credit insurance.
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Sometimes all kinds of insurance in either of the above groups
are written by one carrier, but there are many carriers writing
only one or two of them as exclusive lines. Some lines are
written by both types of carriers.

Livestock insurance and title insurance are usually exclusive
lines with the carriers that write them.

General Forms of Policy Contracts.—Many of the additional
lines written by the fire companies are written by endorsement
added to a standard fire-insurance policy. Examples of such
lines are earthquake insurance and business-interruption insur-
ance, including as such, profits, rental income, and use-and-
occupancy insurance.

For other lines separate policy forms are prepared. These
forms, however, are modeled as closely as-may be on the standard
fire policy in order to obtain the benefit of the judicial construc-
tion which has been given that form from time to time.

Extended Coverage.—As was noted earlier,! it is now custom-
ary in many jurisdictions for fire-insurance carriers to provide
under their fire-insurance policies ‘‘extended coverage’’ for
which an appropriate additional premium is charged. The perils
so covered are those of windstorm, hail, explosion, riot, riot attend-
ing a strike, ciil commotion, aircraft, vehicles, and smoke. The
policy is extended to cover these hazards by substitution of
terms. It is provided in the endorsement that, in applying the
policy provisions and those of the endorsement, whenever the
word ‘“fire”’ appears there shall be substituted the peril involved
or the loss caused thereby as the case requires. There are a few
special clauses in the endorsement relative to some of these perils
which appear necessary to define the risk assumed.? Smoke
damage from a hostile fire has long been recognized as a fire loss,
but from time to time the carriers have been presented with
claims for smoke damage due to faulty operation of household
heating plants. These claims have occasionally been allowed by
the courts, but in general the loss is held due to a friendly fire.
Nonetheless the insured has sustained a troublesome loss,
inclusion of which in the extended coverage is mutually satis-
factory. The other perils are those to which most insureds are

1 P, 86, with citation to Appendix II, Dwelling and Contents Form.
2 See endorsement as a part of the form in Appendix II,
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exposed though to a low degree, such that at the minimum pre-
miums required for separate policies they do not often take
insurance against any of them. The fire policy with extended
coverage endorsement is not quite an ““all-risk’’ policy. It does
not include theft coverage. That is probably the only major
property risk of the household not covered by the endorsement.

Earthquake Insurance.—In the earthquake form,! used to
transform a fire policy into an earthquake policy, the most
important change made is the substitution of the word *earth-
quake” for ‘“fire’’ whenever it occurs, and the elimination of
those provisions in the standard fire policy which obviously
cannot apply to earthquake insurance. No attempt is made to
define an earthquake other than by the use of the term *earth-
quake” to define the phenomenon which causes the loss or
damage, but an attempt is made more sharply to define the risk
by providing that ‘‘if more than one earthquake shock shall
occur within any period of seventy-two hours during the term
of this policy, such earthquake shocks shall be deemed to be a
single earthquake within the meaning hereof.” Since earthquake
damage is usually partial, the endorsement provides for a certain
percentage of coinsurance.? Trivial losses are excluded. Includ-
ing such losses would increase the rate to a prohibitive figure.

Business-interruption Insurance.—The problem in the case of
business-interruption insurance is of a different nature. The
hazard here is of a loss by fire, earthquake, or other casualty,
but a consequential loss which is excepted under the standard-
policy forms for covering direct loss of property. The policy
itself may stand without material modification in defining the
basic risk transferred so far as the cause of the loss is concerned,
as well as in prescribing the loss-settlement procedure and the
other rights and obligations of both parties. The kind of
consequential loss which results from a fire, however, is dependent
both on the type of premises and the manner of use (e.g., con-
tinuous or seasonal), and very careful phrasing is necessary to

1 8ee Appendix XVII,

2The demand for earthquake insurance is almost exclusively on the
Pacific coast. There the rule is that the percentage of coinsurance shall be
not less than 40 per cent. A reduction in rate is granted if a higher per-
centage is provided.
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define clearly from this standpoint the risk assumed. Depending
on the circumstances, the policy may cover the rental lost by
the inability of tenants to use the premises (rent insurance);
or the anticipated profits lost during the time when unable to
use or occupy the premises for manufacturing or merchandising
and the necessarily continuing expenses (use-and-occupancy
insurance).! Since both profits and expenses are variable
quantities and more or less under the control of the insured, it is
necessary to define them with reference both to past experience
and to probable future experience in order to do justice and
avoid moral hazard. In the case of a seasonal industry, itis
necessary to provide an adjustment of the amount of insurance
to the probable degree of loss corresponding to the part of the
year when the fire occurs. This form of insurance is still in its
development stages, and modification of the forms and practices
are to be expected, but it is not likely that basic principles will be
materially changed.

Riot-and- civil-commotion Insurance.’—As its name implies,
riot-and-civil-commotion insurance covers against loss or damage
due to strikes, riots, and like violence. The coverage is of an
insured on certain property for a fixed time and up to a fixed
maximum limit from the causes stated:

(1) Riot; (2) insurrection; (3) civil commotion including strike; (4)
explosion directly caused by any of the foregoing; (5) explosion occurring
from causes other than above described (excluding fire resulting from
such explosion) whether originating on the premises of the assured or
elsewhere.

But explosions originating within the boilers, flywheels," or
engines of the assured are excluded.

As such insurance will naturally be desired only in times of
actual or expected stress and may be desired for a short time only,
it is necessary to safeguard against abuse on both sides. The
policy is void if the premium is not received within 30 days
from its beginning date. The policy cannot be canceled within

1 See pp. 95-96 and Appendix XI.

 Since this risk is included in the extended-coverage endorsement on
fire policies, it seems probable that in most cases it will be so covered.
However, separate policies are still offered.
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90 days by either party, but after that it may be canceled on
substantially the same terms as the fire policy.

The limitation of recovery to the actual cash value of the
property destroyed, and the exclusion of certain property,
follow, in general, the fire policy, as does the loss-settlement
procedure. By its terms the policy does not concern loss covered
under fire or any other form of insurance contract. This clause
is intended to prevent double recovery.

Windstorm Insurance.—Tornado insurance covers direct
loss or damage to specified property by *windstorms, cyclones,
and tornadoes.” As may be understood from this language, the
intent is to cover damage by wind only. But high wind is often
accompanied by rain, hail, snow, or other meteorological dis-
turbance, and it is necessary, in a precise definition of the risk
assumed, to indicate plainly that the company does not cover
these risks. The following clauses are taken from the policy in
use by one of the leading companies:

This Company shall not be liable for any loss or damage caused by
hail, whether driven by wind or not, snowstorms, frost or cold weather,
nor for the blowing down of metal smoke-stacks (unless specifically
insured), awnings, signs, temporary or board roof additions, nor for loss
or damage to buildings (or their contents) in process of construction or
reconstruction, unless same are cntirely enclosed and under roof, with
all outside doors and windows permanently in place; nor for loss or
damage occasioned directly or indirectly by or through any fire, explosion,
tidal wave, lightning, high water, overflow, cloudburst; nor by theft,
nor by reason of any ordinance or law regulating the construction or
repair of buildings, or for consequential loss of any kind.

This Company shall not be liable for any loss or damage caused by
water or rain, whether driven by wind or not, unless the building
insured or containing the property insured shall first sustain an actual
damage to the roof or walls of same by the direct force of the wind, and
shall then be liable gply for such damage to the interior of the building
or the insured property therein as may be caused by water or rain
entering the building through openings in the roof or walls made by the
direct action of the wind.

1 Bince this risk is in the extended-coverage endowment on fire policies,
it seems probable that in most cases it will be so covered. However,
separate policies are still offered.
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. It is expressly stipulated that only such proportion of the insurance
under this policy on any building covers on plate, stained, leaded or
cathedral glass therein, as the value of such glass shall bear to the value
of said building; and to such extent only shall this Company contribute
with other insurance in payment of any loss thereon; and plate glass,
accident or casualty insurance shall be deemed other insurance and
treated as contributing.

The reason for the restrictions with regard to damage to glass
is its high susceptibility to loss by wind breakage. Without
such a clause the rates for this form of insurance would be
considerably higher, because of the increased proportion of
losses that would be sustained in relation to the amount of
insurance to be taken. Aside from breakage of plate glass,
separately coverable under plate-glass insurance, no individual
risk is likely to sustain a severe glass loss. Though the policy
is briefer and simpler, it follows in other respects the fire-insur-
ance contract.

Hail Insurance.—Hail insurance is written only on agricultural
crops since they are about the only property susceptible to
material damage by hail. But the very precariousness of such
crops in general, and the fact that the insurer cannot know pre-
cisely the condition immediately preceding the storm, make the
possibility of moral hazard high, and particular precautions are
taken to guard against it. Among these are

1. The issuance of a policy only on a signed application which
contains practically the entire contract and which must be
signed in duplicate by both applicant and agent of the company.
One copy is attached to a form that contains the agreement of
the company to insure according to the specifications in the
endorsement, and carries the facsimile signatures of the officers
of the company. This is the policy given the insured.

2. A provision in the apphca.tlon policy that the insurance
begins 24 hours from the date of signing by the applicant and the
agent.

3. A provision in the application making the.insurance cover
provisionally until 24 hours after receipt of the application by
the company at its policy-writing office, within which time the
company must issue the policy or decline the business. If the
company declines, it must immediately notify the applicant by
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telegram or mail and the insurance ceases on the delivery of the
notice.

The policy provides settlement of partial losses on a 100-per-
cent coinsurance basis. It does not have a fixed term, as do
most property-insurance policies, but has an expiration limit, e.g.,
Sept. 15 or Nov. 1, when crops will ordinarily have been harvested
and the hail season over. It also ceases on the harvesting of the
crop and is diminished automatically as parts of the crop are
harvested. There is no liability assumed for damage to blossoms
of trees or vines or for damage to corn, grain, or similar annuals
unless the plants have made a certain minimum growth. Every
effort is made to read out any other type of loss than strictly
hail damage. If it is possible to replant the acreage and make a
crop, the liability is limited to the cost of replanting. Loss of less
than 5 per cent is not covered by the policy. The insured must
notify the company by registered mail within 48 hours of hail
damage and file his proof within 120 days. No abandonment to
the company of any crop is permitted.

The company retains the right to cancel at any time by refund
of the entire premium paid.

Many of these terms seem severe but are believed necessary to
avoid moral hazard.

Frost Insurance, General Crop Insurance.—There has been
demand for frost insurance by the growers of both citrus and
deciduous fruits, and efforts have been made to meet it though
this cover is not widely written. One difficulty has been that of
determining the amount of actual loss. If the fruit is partly
matured or well set when the damage occurs, it is possible to
estimate the physical damage at the time. But the financial loss
depends on the value of the crop. The taking out of the market
of part of the crop tends to enchance the value of what is left.
Some policy forms provide for partial settlement within a fixed
time after the damage with the final payment deferred until the
close of the season and the marketing of the saleable crop, if any.

General crop cover including losses from drought, blight,
insect pest, and other causes is still so in the experimental stage
that no adequate discussion can-be given in the space available.
The greatest difficulties have been to secure an incentive to full
care of the crop to prevent and minimize the loss, and proper
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arrangement for settlement so that the policy may not, in times
of falling prices, become really a price rather than crop-damage
insurance. As there is a real need for such coverage, it may
be expected that within a reasonable time a way will be found to
provide it.!

Rain Insurance. —Ram may crack cherries, sp01l hay, and
otherwise do damage to crops, but more often it is beneficial.
Rarely, if ever, does rain cause direct property loss. But the
consequential damages of an unexpected shower are often large.
For example, the calling off of a championship baseball game
with rain checks for a subsequent date involves heavy additional
expense. Rain insurance was devised to meet such situations.
It is, like the business-interruption insurances, a consequential
damage insurance, but unlike them, in that the indemnity is not
dependent upon time required to repair or restore property
damaged or destroyed.

A number of different forms of rain-insurance policies are
written according to the type of venture covered, e.g., public
exhibitions covering several days and a number of features such
as a county fair; a department-store special sale for which
extensive preparation has been made by advertising; and publie
entertainments, such as baseball games. The major difference
in these forms is in the basis set up for determining the amount
of loss.

The loss under the policy becomes payable if a given amount
(usually 0.1 or 0.2 inch) of rain falls between the hours, specified
in the policy, of a day: or days also named in the policy. The
insured is required to arrange for an official reading with arain
gauge at a named point. The insurance covers loss of expected
income or expenses incurred or both.

Local agents are not, as in certain other lines, furnished policy
forms to be issued and reported on a daily report to the company,
but must submit an application, on a form provided, for approval
at least & week before the event. Cash for the premium must
accompany - the apphcatlon The pohcy is by its terms not
cancelable by either party. If these requirements of cash in
advance and no cancellation were not made, the companies might
readily be victimized by applicants who prolonged negotiations
~ 18ee pp. 300 for discussion of Federal Crop Insurance.
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until almost the time of the event, closing them if the weather
appeared threatening but breaking them off if the prospect of
rain seemed remote. Retention of the right to cancel by the
company in any event would arouse the suspicions of the insured
as to the good faith of the company. Further, the hazard being
of a natural phenomenon beyond the control of the insured and
the policy being issued by a head office, there is no reason why
the company should desire to have this right. Since the method
of determining the amount of indemnity varies with the nature
of the risk, details regarding it cannot be given here without
unduly emphasizing a minor type of insurance. It will suffice
to say that it is designed to measure the exact expense incurred,
which must be duplicated, or the reduction in income actu-
ally brought about by the rain, or both. The other important
clauses are similar to those in other lines of property insurance.

Water-damage Insurance.—Although the introduction of the
automatic sprinkler reduced, wherever it was installed, the
hazard of loss by fire, it carried with it a new, albeit lesser, one,
that of damage by water leakage from the system. The fire
companies met the demand for insurance against this hazard
by using a simplified policy modeled on the fire-insurance
policy. The insuring clause covers

Against all direct loss or damage caused by the accidental discharge
or leakage of water from the automatic sprinkler system, including tanks
supplying it, except as hereinafter provided, in or on the buildings now
erected and occupxed wholly or partly by the assured (whether the acci-
dent occurs in the portion occupled by the assured or not), described
and located as follows.

The exceptions to the company’s liability are loss or damage
when the lea.k&ge is caused by fire, lightning, earthquake, explo-
gion, invasion of foreign ememies, civil commotions, .riots, any
military or usurped,.poWer, order of a civil authority, or any
fraudulent acts of the insured. Damage to the system itself is
also excluded. - The reasons for these exclusions should be readily
recogmzed In many cases, e.g., fire, damage due to the original
cause is insurable in a policy covering more generally and, as
such a policy would cover, it is easier to make the exclusion than
to settle the complex questions of contribution in the case of
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overlapping insurance. In other cases the insured will have other
redress, e.g., the damage due to the order of a civil authority.

It is now possible to insure under a similar policy covering not
only sprinkler leakage but accidental leakage from any other
plumbing on the premises.

Glass Insurance.—Large glass plates are expensive and are
susceptible to breakage from many causes. ‘The major loss,
however, to a large mercantile establishment is the loss of trade
due to the temporary boarding up of broken show windows.
The merchant desires replacement with a minimum delay. The
policy is intended to provide this. But sometimes the inability
promptly to procure the glass or to procure the services of skilled
glass setters prevents the company from making a prompt
replacement, and it therefore reserves the right to settle in cash.
The comprehensive glass policy now offered is based on a schedule
giving the name and address of the insured and a description of
the glass and lettering to be covered.

The insuring clause agrees to indemnify the assured for

I. All Damage to such glass, lettering, and ornamentation, caused by

(a) the accidental breakage of such glass, except damage by
fire in the Assured’s premises or elsewhere.!

(b) acids or chemicals accidentally or maliciously applied thereto
provided such glass, lettering, or ornamentation so damaged
is thereafter unfit for use for the purpose for which it was
being used immediately preceding the occurrence of such
damage.

II. The Cost (not exceeding $75) of repairing, or replacing with like
material, window sashes and show case frames immediately
encasing and contiguous to the insured glass, provided that such
repairing or replacing is made necessary by such damage to the
insured glass.

III. The Cost (not exceeding $75) of boarding up, or installing tem-
porary plates in the windows in which such broken insured glass
is located provided such boarding up or temporary installation
is necessitated by unavoidable delay in replacmg any broken
glass insured hereunder.

IV. The Cost (not exceeding $75) of removing and replacing any
fixtures or other obstruction (excluding show window displays)
necessary to the replacement of any such glass insured hereunder.

1 This is covered by his fire-insurance policy.
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The policy further provides:

The Company shall replace, without unnecessary delay, any such
damaged glass, lettering or ornamentation insured hereunder, or pay
for the same in money within the limits provided herein, as the Company
may elect. In either case, the damaged glass shall be the property of
the Company.

The other provisions are similar to those found in other prop-
erty-insurance policies, but the requirement of notice of loss is
that it shall be given ‘‘as soon as practicable,” and the usual
obligation to preserve the property from further damage is
expressed in the more emphatic language ‘‘the Assured shall
make all reasonable efforts to preserve the glass and to prevent
further damage.”” The speed with which a neglected crack in
plate glass may elongate and prevent salvage of any part of the
plate is the reason for these provisions.

Livestock Insurance.—Livestock insurance has been practiced
from very ancient times by mutual benefit associations. It is
carried on at the present time both here and abroad by many
small associations and to some extent by commercial carriers.
Despite the extent of the dairy and meat-cattle industries it is
not commercially important. The major impediment is moral
hazard. Two conditions make it very hard to control. Unless
an animal is branded or earmarked with an individual mark
distinct from the herd mark, it is usually impossible so to iden-
tify it as to permit individual insurance. If a herd is covered,
then the problem arises of keeping a proper ratio of insurance to
value. The kind of care, feeding, and protection given the
animals is of greatest importance in determining the chance of
loss, and there is no satisfactory way of checking up before
loss and little chance of proving neglect or worse after loss.

Values of livestock are variable and in a very brief time
highly valued breedmg stock may become almost worthless, thus
promoting moral hazsrd. A hint of this is found in the 1tahclzed
language from a policy designed to cover such stock:

Against loss arising from the death on the premises described in the
application, or while temporarily elsewhere in the vicinity thereof, of any
or all the animals hereby insured . . . including loss arising from the
necessity of the destruction of any of said animals arising directly from
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any casualty, but the company shall not be liable beyond the actual cash
value of any animal at the time any loss occurs in the condition in which
satd antmal then may be.

Exceptions specified in the policy are

1. Cost of removal or disposal of the remains of any animal.

2. Loss resulting from any disease or injury of any animal not requiring
its destruction.

3. Depreciation in value resulting from such disease or injury.

4. Death of any animal caused by any person, with the consent of the
owner, but without the consent of the company.

5. Death caused by invasion, insurrection, riot or war.

6. Death due to the insured’s carelessness or neglect.

7. Dcath by order of civil authorities.

The policy resembles the fire policy in its provision for can-
cellation, appraisal, subrogation, and like conditions.

This policy is a mortality policy covering in a specific location.
There is another full floater, full mortality policy covering any-
where in the United States or Canada and including the risk of
transportation. That form is used to cover race horses, show
horses, and similar stock.

Livestock may be covered against loss by fire or lightning
under an ordinary fire policy and against the risk of transporta-
tion under an ordinary marine policy. There are also special
livestock policies issued covering these risks.

Trip-transit policies provide protection against loss of animals
while in the hands of transportation companies. These are
issued in two forms, one covering against loss by death from any
cause during transportation and the other against loss resultmg
only from fire, derailment, and collision.

Boiler-and-machinery Insurance.—When a steam boiler
explodes from excessive pressure or when rapidly moving machin-
ery is torn apart with explosive energy by centrifugal force,
its owner may suffer loss

1. By the destruction of his own property.
2. By being held liable for destruction of the property of others.
3. By being held liable for the death or injury of persons, caused thereby.

The boiler-and-machinery policy offers protection against all
those. For many years the only insurance offered was that
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against boiler explosion. Later, insurance was offcred under
separate policies for other types of machinery breakdown. In
accord with the general tendency toward unification and
coverage of all similar risks of one insured under a single policy,
the present-day boiler-and-machinery policy is basically com-
prehensive and covers all forms of machinery breakdown. This
necessitates some unique provisions in the policy and extensive
use of attached schedules in order to describe the risk transferred.
It insures against loss from an accident to an object while it is
in use or connected and ready for use at the location specified in
the schedules which are attached to and made a part of the policy.
The objects are designated and described in the schedules.
They may be boilers, unfired pressure vessels, auxiliary piping,
engines, wheels, shafting, turbine units, etc. Since machinery is
generally set up and interconnected, there may be doubt about
just what constitutes the particular object covered. FEach
schedule, therefore, contains a formal definition of the object
with specifications and limitations. An example of such a
definition is the following taken from a boiler schedule:

Object shall mean the complete boiler or other object designated in
this Schedule, including any steel economizer used solely with the
Object, any apparatus under pressure which is wholly or partly within
the setting or furnace of the Object, any indirect water heater, not
forming part of a water storage tank, installed outside the Object, if
such heater is directly in the boiler water circulation, and the inter-
connecting piping and fitting of the Object: but shall not include any
cast iron economizer unless specifically designated herein; or any piping
leading to or from the Object except any blow-off pipe to and including
the nearest valve on each such pipe.!

The term “accident’’ in the insuring clause also requires defini-
tion appropriate to the object covered. In a standard boiler
policy the definition is

A sudden and acci@ental tearing asunder of the Object, or any part
thereof, caused by pressure of steam or water therein, or a sudden
and accidental crushing inward of a cylindrical furnace or flue of the
Object so caused; but ‘“Accident” shall not mean the cracking of the
Object, or any part thereof, nor the tearing asunder of any safety disk,

1 A broader form includes such piping with an appropriate paragraph
modifying the definition of the object.
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rubture diaphragm or fusible plug, nor leakage at any valve, fitting,
joint, or connection.!

For other types of object somewhat similar definitions are
necessary and are given in the corresponding schedules.

The policy sets a limit per accident and defines one accident
to include all resultant or concomitant accidents to one or more
than one object or part of an object but does not set a further
total limit of liability.?

The indemnity promised is, first, to pay for loss to the property
of the insured directly damaged by the accident, with the option
left to the insurer to repair or replace, excluding loss due to fire
or the use of water or other means to extinguish the fire, or loss
from accident due to fire,® loss from delay or interruption of
business or manufacture or process, loss from lack of power, light,
heat, steam, or refrigeration, and loss from any indirect result of
an accident. Second, it is promised to pay for reasonable extra
cost of temporary repair of the damaged property not exceeding
the amount of the property loss itself and not exceeding $1,000.
Third, if the sum of these two items does not reach the policy
limit, it is promised to pay such amounts as the insured is obli-
gated to pay by reason of liability for loss on property of others
directly damaged by the accident and to defend the insured
against claims and suits, but the amount payable under this
clause is limited to the excess of the limit per accident over the
amount paid under the two previous items. Fourth, the insurer
promises that, to the extent of the indemnity remaining after
taking care of the items referred to, it will pay the amounts for
which the insured becomes liable by reason of bodily injuries
sustained by any person and caused by the accident, excluding,
however, liability under any workmen’s compensation law.
Defense of suits is promised in this connection. The insurer also
promises, regardless of the limit per accident, to pay for such
immediate surgical relief as shall be rendered those injured at the
time of the accident. It also promises to pay the legal expense
incurred by it in defending claims and suits as well as the court

1 A broader form includes cracking and some other injuries.

* More than one serious accident within the period of a policy is a remote

contingency.
3 Covered under the fire-insurance policy.
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costs without regard to the limit per accident set in the
policy.

Another provision of the policy qualifies the promise with
respect to bodily-injury liability by stating that it covers only
the excess of the insured’s liability over the amount of any liabil-
ity insurance! he may have that would cover the loss. This
provision and the order in which the losses are taken up give the
insured the maximum of benefit from his boiler and general-
liability policies.

Boiler insurance is usually carried with the expectation of the
protection of regular and expert inspection of the boiler, and the
carriers give that service. They do not promise it, because if a
carrier is unable to make the inspections as frequently or reg-
ularly as contemplated, and in the interval between inspections
a serious explosion occurred, the carrier might be subject to a
heavy damage suit in addition to its policy liability on the theory
that its negligence in inspection was the cause of the loss. The
policy provides that the company shall be permitted to inspect
at all reasonable times during the policy period.

In connection with the inspection privilege the policy provides
that any representative of the company, on the discovery of a
dangerous condition, may immediately suspend the insurance
by written notice delivered on the spot. The insurance may be
reinstated by endorsement. The company refunds the unearned
premium for the period of suspension under hazardous conditions.
In other respects the policy is similar to others discussed above.

In addition to the general boiler-and-machinery policy, pri-
marily intended for manufacturing concerns, off-premises
explosion insurance and residence explosion insurance are
available.

Business interruption due to damage to boilers or machinery
may be covered by modification of the basic policy in a manner
similar to the mogification of the basic fire policy to make it
cover business-interruption losses.

Title Insurance.—Title insurance is an outgrowth of the busi-
ness of record searching to determine the title to real estate.
The abstract or report of title prepared by a lawyer or other
professional searcher of titles contains no guarantee that no

1 8ee Chap. XII.
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defects exist in the title. If negligence of the searcher employed
can be proved, a damage suit may be instituted, but recovery is
dependent on his financial responsibility. The title-insurance
policy agrees to indemnify the insured up to the limit named in
the policy against loss due to defects in the title to the real estate
covered, subject to the exceptions named in the policy. These
exceptions are limitations of record on the title by reason of
covenants, building restriction, easements, etc. This policy
does not cover against something to occur in the future, but
against loss that may be sustained in the future owing to defects
existing, but undiscovered, at the time it is issued. Conse-
quently the policy is not issued for any fixed term. It is not,
like the ordinary insurance contract, a contract of indemnity
intended to spread safely and equitably uncertain future losses
over a group exposed to them. Rather, the service performed
by the company is an attempt to prevent loss from defective
title by careful search, the quality of that service being supported
by a financial guarantee. In a sense, the boiler company per-
forms a similar service, but it also performs a true insurance
function albeit the insurance is of a remote contingency of catas-
trophic proportions. In a later chapter it will be shown that
another business usually classified in the group of insurance
enterprises is in this respect similar to title insurance, »1z., surety
bonding.!

Credit Insurance.—Failure of debtors is a cause of loss to
businessmen, which, in some respects, is due to their own busi-
ness policy in extending credit and to some extent almost acci-
dental. Credit insurance offers to manufacturers and wholesale
merchants (it has not yet been extended to other classes) cover-
age against credit losses in excess of normal. Since the extent
of such excess losses depends on the amount of normal loss, on
the credit practice of the insured, and on collection methods, the
policy must clearly define what is agreed to in these respects. If
the company is to be able to minimize loss, it must have the
opportunity to attempt collection of accounts likely to result in
claims. ‘

To provide for all these things the terms of the policy are
very complex, and a satisfactory analysis cannot be presented

1 8ee Chap. XIV.
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without giving more space than the present importance of the
business seems to justify in a book of this kind. Readers
desiring a more complete discussion are referred to the special
writings on this subject.! .

Aviation Risks.—The development of aviation has brought
with it many new risks. Among the risks to property are those
of destruction or damage to the plane itself, or its contents, as
well as of damage to property on the ground caused by fall of
planes, or of contents of planes. Insurance may be obtained
against these risks. The field is so new that forms and practices
are not yet so stabilized as to justify detailed description of
present forms in a book of general character. This is particularly
true because of the number of such forms.

In general, contents are covered substantially as are other
inland transportation risks as a branch of marine insurance.
Fire insurance is written on two forms: one covering only fire in
the air, the other fire under all circumstances. Crash insurance
is of necessity written with a large deductible average. A
special form is written in some parts of the country covering
tornado risks.

Damage to property on the ground should be recoverable from
the owner or operator of the plane and he may carry insurance
against his liability. But if he is not financially responsible and
has no such insurance, then the owner of the destroyed property
would have to bear his own loss unless he had insured against it.
Such insurance is obtainable. Their distinctive feature is, of
course, the description of the risk transferred.

From time to time demand comes for new forms of insurance
such as that against explosion or increased cost of construction,
which are excluded from the usual forms of property insurance.
The important characteristic of such forms as have been issued
and the fundamental requirement in such as may be developed
in the future is a glear definition of the risk to be transferred.
It is always necessary to observe the possibility of moral hazard
and fraudulent claims and insert clauses reasonably safeguarding
against them. Such clauses are, like policemen, a cause of
uneasiness to some honest persons who, like the small boy, fail

! See, for example, John E. Gregory, “Credit Insurance,” Proceedings
of the Casualty Actuarial Society, Vol. VIII, pp. 266-272.
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to understand that they are for their protection against excess
cost through dishonest claims, but on the whole a defense for the
public interest.

SUMMARY

In this chapter there have been outlined the important dis-
tinctive features of several types of property-insurance policies
of lesser importance. They have been found to conform in their
general terms to the forms of policies in use in other lines. A
group has been noted in which, though a formal policy of insur-
ance is issued, the principal service of the insurer is systematic
effort at prevention of the potential loss. This distinction will
be found of importance when methods of premium rate making
are considered. '
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CHAPTER X
LIFE-INSURANCE AND ANNUITY CONTRACTS

The EI‘IDCIEal risk with which life insurance deals is that of loss
of future income due to the untimely death of the income pro-
ducer But what is untimely death in this connection? Some
men cease to be income producers at a comparatively early age,
and, because of sickness or deformity, their prolonged life involves
not only no continuance of income but on the contrary continued
expense. Others continue in active life as producers until
they reach advanced age, sometimes of necessity to care for those
dependent on them and sometimes from choice. There is no
fixed age at which it can be generally said that, thereafter, there is
no loss of income caused by death. Always there is greater or
less expense involved in burial of the deceased and rearrangement
of family affairs. If there is property left, inheritance taxes often
must be paid. Hence, though it may be desirable in individual
cases to transfer to an insurance carrier merely the risk of death
prior to a certain age, the service of insurance will not be com-
plete if it is not prepared to accept the risk, and combine and
redistribute the loss up to whatever age the insured may live.

UNIQUE CHARACTER OF THE SUBJECT MATTER OF LIFE
INSURANCE

When the foregoing observations are pondered, it is found that
the risk with which life insurance is concerned is different in
certain fundamental respects from those with which other kinds
of insurance are cgncerned. The most important differences are

1. The event insured against (death of an individual) is bound
to happen. If the time element is disregarded, there is no
uncertainty. The risk is not that loss will occur because a
person dies, but that he may die within a particular interval of
time. This is the risk with which the life-insurance contract is
concerned.

158
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2. The hazard increases from year to year. It may be that
this is true of certain other risks. For example, an old honse
presumably is a worse risk for fire than a new one, but not neces-
sarily so if kept in proper repair; it may even be made a better
risk. As its condition gets worse, its value decreases. But a
human life may be increasing in value, owing to experience and
consequent increase in earning power, as the chance of death is
increasing, if not through actual deterioration of the individual
(considering his age), then through natural tendency to ultimate
death. Even in the most rigidly selected groups, the deaths
among 1,000 men aged fifty are more frequent than among 1,000
youths aged twenty.

3. There is no possibility of partial loss. There may be impair-
ment of earning power but the risk of this loss is covered in other
insurance fields, e.g., accident-and-health insurance and work-
men’s compensation.

4. It is impossible to place a natural monetary value on human
life. In the case of physical property we may estimate the cost
of reproduction, which gives a natural limit of possible loss. In
the case of liability insurance, judgments are expressed in mone-
tary terms. Even in the case of personal accident we may know
the income earned before injury and that immediately after. It
might appear that we could value the life by considering the value
of its income-producing power. To do that we must know what
the income will be all through the remainder of life even to
extreme old age. Clearly this cannot be so accurately approxi-
mated that it could serve as a basis of loss adjustment. At the
death of a person he may have been on the verge of a great dis-
covery or invention that would have made a vast fortune. Inan
individual case, who knows?

5. The risk is little affected by the personal characteristics of
the beneficiary.

6. The person insured, who usually negotiates the contract,
is dead when it matures as a death claim and, therefore, cannot
give his story of the negotiations in event of dispute over a claim.

7. Although the probability of death at particular ages changes
slowly with our development of preventive medicine and other
life-prolonging characteristics of civilization, it changes so slowly
that it is possible, from past experience, to construct tables, that
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measure with reasonable accuracy, for a considerable term into
the future, the probability of death at each age of a given type of
person.

8. The subject matter of the insurance may change from an
asset, against the loss of which insurance is desirable, to a con-
tingent liability to meet which advance provision is desirable; for
an individual who is, during his active years, a producer of
income for himself and others may live to see the time when he
can no longer produce, though he remains to consume. Unless
he provides for this in advance, he will be a dependent consumer.
Yet he may not live to that time. This need is contingent.
The risk involved here is like property risks, a ‘“whether or not”
and not merely a ‘“time when” risk. It is also of uncertain
amount. One may live to the maximum age attained by human
beings, about one hundred years, but one may die within a short
time after reaching the age when one must retire.

Effect of These Differences on Forms and Practices.—Such
fundamental characteristics of the subject matter cannot but be
reflected in the forms and practices of the insurance business.
The following are distinctive characteristics of life insurance:

1. All policies are valued policies. The contracts are con-
tracts of indemnity in the sense that only one with an insurable
interest in the life insured may take out such a policy, though the
insured has been held to have an unlimited insurable interest in
his own life and to be free to assign the proceeds of his policy at
will. But the contract is not a contract of indemnity in the
sense that payment will be made only to the extent of proved
financial loss.

2. Policies may be, and usually are, issued covering the whole
term of life and are not cancelable by the company.

3. Even though the risk changes each year into a higher
hazard class, the policy may be continued at the same rate.!

4, On the basxs of mortality tables, interest assumptions, and
expense estimates, rates are sclentlﬁcally calculated to remain
level at the initial rate.

6. Since a level premium to cover an increasing haza,rd implies
an overcharge in the early years which must be invested and

! Some policies are issued on a year-to-year renewable basis, with increased
rate each year, but they are not popular.
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conserved for later years, there is an investment element in life
insurance not found in the other lines. The excess accumulations
over current cost are a reserve which is scientifically calculable and
apportionable to each contract. ‘

6. A wide variety of contracts are in use, blending investment
and pure insurance in various degrees.

7. There is no provision for cancellation by the insured,
though he may discontinue the insurance by nonpayment of a
renewal premium. If he does so, his equitable share of the
investment feature (measured by the reserve) of the contract is
made available to him, this share being called the cash value of
the policy.

8. Since the policy is a valued policy covering total loss (death)
only, there is no need, in establishing a claim, to prove more than
two things: that the insured is dead and that the claimant is the
beneficiary named in the policy. Hence there is no need of elab-
orate claim procedure, and the policy may be very simple in its
provisions for settlement of loss.

9. The insured is usually permitted to change the beneficiary
as he desires without requiring consent of the company, though
the change may not take effect until the company has been duly
notified and formally endorses it upon the policy.

10. The policy contract is incontestable unless the insured dies
within a fixed period (not more than 2 years) after the policy
comes into force.

11. In addition to life-insurance policies providing a sum or
sums for the beneficiary on the death of the insured life, annuity
contracts are issued providing an income for the holder thereof, .
as well as endowment-insurance contracts payable in a single
sum if the policyholder reaches a specified age.

12. The proceeds of a life-insurance policy may be made
payable to the beneficiary as a life income or in installments over
a term of years.

13. The policy may, and usually does, provide for selection by
the insured or the beneficiary of one of several methods of pay-
ment of the proceeds.

Other differences in practice also flow from the peculiar charac-
ter of the subject matter but do not affect the form of the
contract.
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FORMS OF LIFE-INSURANCE CONTRACTS

Fundamental Forms.—There are two fundamental types of
contracts based upon life contingencies:

1. Insurance, under which the benefit is paid if death occurs
within a set time limit, which may include the whole of life.

2. Endowments or pure endowments, under which the benefit is
paid if the life in question survives a set time limit, known as the
“endowment period.” A series of pure endowments in which the
payments are at 1-year or shorter intervals is an annuity.

Insurance and endowment may be, and often are, combined in
the same contract, which is properly termed a ‘‘endowment
insurance’’ but is usually popularly known as an “endowment.”
Pure endowments are sometimes issued on the lives of children
to provide funds for their education, but such a contract is fre-
quently misunderstood on account of the absence of any refund
in the event of death before the end of the endowment period;
it is now rarely issued except in a modified form providing for
such refund.

Term Policies.~—Life-insurance policies issued to be payable
only if death occurs within a fixed time limit are “‘term’’ policies.
They are sometimes issued for 1 year only, more often for 5 or 10
years, and sometimes for a longer period, e.g., 15 or 20 years.
Until relatively recently, term policies have rarely been written
for a period of more than 20 years.

Term policies may be made renewable one or more times at the
option of the insured; such policics are renewable term policies.
They may also provide for conversion within certain time and age
limits to another form of policy, without resubmission of evidence
of insurability to the insurer; such policies are convertible term
policies. Term policies may be both renewable and convertible.

Conversion may be made in either of two ways. The more
popular way is to hgve the new permanent policy issued as of the
insured’s attained age. It is generally permissible, however, to
have the new policy issued as of the original date of the term
policy and with a premium as of the original age, by the payment

" 18trictly speaking, this is a life annuity. Any series of periodic pay-
ments, whether or not contingent upon survival of a life, is an annuity.
An annuity, not dependent upon life contingencies, is an annuity certain.
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of the excess of the premiums on the new policy over those paid
on the old accumuloted with compound interest.

As the rate of mortality does not markedly increase with age
until beyond middle life, but after that goes up rapidly, it will be
apparent that, since a term policy runs but a short time, there is
little investment element in it. Consequently, its cost is the
lowest of any form of life insurance. It is not, however, perma-
nent life insurance, since on its expiration it can be renewed only
at an increased rate.

Term-insurance policies are suitable for furnishing temporary
protection to cover a business risk, as for example, the risk a
contracting firm runs through chance of the death of its chief
engineer hefore the completion of a particular job. If renewable
and convertible, it may be used to protect the family of a young
professional man during his years of low income, while building
up his practice.

Recently a new form of long-term policy has appeared giving
coverage for the life expectancy! of the insured. This is con-
sidered to be the productive period of life, and it is thought that
the need for insurance thereafter will have materially decreased.
It may not have entirely disappeared. Consequently, provision
is often made for continuance of the policy, at the option of the
insured, throughout life at the same premium but in a reduced
amount.

The premiums on term policies are payable annually, or at
shorter intervals, during the term of the policy.

Whole-life Policies.—Insurances extending over the entire
term of life, at a premium rate fixed in advance and named in
the contract, are whole-life policies or simply life policies. The
premium may be payable throughout life, or limited to a term of
years, or even be made in a single payment. On the basis of
these three methods of payment, there are three types of contract:
ordinary-life, limited-payment life, and single-premium life.
Limited-payment policies may be issued with a premium-paying
period of any desired term of years, but a period of 20 years is
the most popular.

The ordinary-life policy is the lowest priced form of permanent_

1 The life expectancy of a person is the average afterlifetime of persons of
his age as indicated by a given mortality table.
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life insurance, since its premium is just sufficient to cover the
future risk and keep the rate from rising in the later years. It
is adapted to the needs of most persons requiring permanent
protection. It contains an investment element, since the pre-
mium in the earlier years is greater than is necessary to meet
current cost, the excess being conserved for future needs.

Reserves.—Though there is an excess charge in the early years
to meet the cost of rising mortality in later years, it must not be
thought that the reserve on a life-insurance policy increases for a
time and then decreases. The accumulated excess charges
(reserve or investment element) maintained against any policy
to keep future premiums level are, of course, no longer needed
when the policy is terminated. If the termination is by lapse
or surrender, it may be paid to the insured in cash or used in other
ways for his benefit. If the termination is by death, it may be
drawn upon to help pay the claim. Thus, if a reserve of $200 has
been built up on a $1,000 policy and if the insured dies in the next
year, that reserve is no longer required. It is released, and its
amount is made available toward payment of the claim. The
company has only to find $800 ($1,000 less $200) from its current
year’s premium income. As the reserve increases, this net amount
at risk decreases. The amount to be furnished from the current
premium for carrying the risk of a policy in any year is its share
of the net mortality losses which is the product of the probability
of death by the net amount at risk. Although the probability of
death of the insured increases as he grows older, the reserve on
the policy also increases and the net amount at risk correspond-
ingly decreases. The product of the two is always less than the
premium charged plus the policy’s share of interest earned on
reserve funds until the age of the.insured is so great that death
within a year may be regarded as certain.! Consequently,
there is always some excess in the current year’s premium to be
added to the resggve. The reserve under a whole-life policy
increases continuously as long as the policy is in force.

A numerical illustration will perhaps make this clearer.
According to the American Experience Table of Mortality and
on the assumption that invested funds will yield 8 per cent net
interest, the annual net premium required for a whole-life policy

! Most mortality tables show this to be about age one hundred.
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of $1,000 issued at age forty-five is $29.67.! Let it be assumed
that premiums are payable annually in advance and that claims
are paid at the end of the year in which the death of the insured
takes place.? Then if the company’s mortality experience
exactly follows the American Experience Table the average
results for several years with respect to such a policy will be as
shown in the following table:

ILLUSTRATION OF GROWTH OF LEVEL PrEMIUM RESERVE AND ITs EFrecr
ON THE CoST OF INSURANCE - :

¢)) 2 @) 4) (6) (6)
Cost of
Age of Death rate Net amount| insurance,
Duration insured at | P€T 1,000 | Reserve at at risk | z.e., amount
of policy end of during the | the end of ($1,000 to be pro-
in years year* preceding | policy year | minus the | vided out
year reserve) of current
premium
1 46 11.16 $ 19.61 $980.39 $10.94
2 47 11.56 39.65 960.35 11.10 -
3 48 12.00 60.12 939.88 11.28
4 49 12.51 80.98 919.02 11.50
b 50 13.11 102.20 897.80 11.77
6 51 13.78 123.74 876.26 12.08
11 56 18.57 235.35 764.65 14.20
16 61 26.69 350.30 649.70 17.34
.21 66 40.13 463.62 536.38 21.52
26 71 61.99 569.69 430.31 26.68
27 72 67.67 589.57 410.43 27.77
28 73 73.73 608.98 391.02 28.83
29 74 80.17 627.98 372.02 29.83
* If living.

Immediately upon receipt of the premium of $29.67, the com-
pany invests it at 3 per cent so that by the end of the year it

1 The gross premium charged will be somewhat larger because it must
also provide for expenses, but for the present purpose it may be assumed
that the net amount received by the company is the above figure.

3 These are the usual assumptions in actuarial calculations. Adjustment
for the departure from them in practice is made in the loading factor by
which the gross premium is built up from the net.
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amounts to $30.55. Of this, $19.61 must be put in reserve to
help pay future claims, leaving $10.94 available to pay the policy’s
share of claims the first year. Since the $19.61 will not be
required for any given policy’s share of future claims if it does not
continue to be in force, this sum may be used toward payment
of the claim in any case where the insured has died during the
year. Hence the amount to be taken from the year’s premiums
on all policies of this class for such a claim is not $1,000 but
$1,000 minus $19.61, or $980.39 [the amount shown in column
(5) of the table]. Since 11.16 per 1,000 of the policyholders
die, the amount chargeable per $1,000 policy is 0.01116 X 980.39
= $10.94 [the amount shown in column (6) of the table], which
is precisely the amount provided by the premium and interest
after setting aside the required reserve.

For those policies which begin the second year there is already
in reserve $19.61 per $1,000. Adding the new premium ($29.67)
to this gives a fund at the beginning of the year of $49.28. With
interest at 3 per cent this will amount at the end of the .year to
$50.75, out of which now $39.65 must be set aside for reserve,
leaving $11.10 from each policy to be used to pay the year’s
claims. But again the reserve of the policies of those who die
may be used in part payment of the claim and the net amount
[shown in column (5)] on each such claim is $1,000 minus $39.65,
or $960.35. The death rate has now increased to 11.56 per
1,000. Hence the amount required from each policy’s premium
is 0.01156 X $960.35, or $11.10, the amount available as shown
above. Accepting the figures in columns (3) and (4), the other
figures in the table may be similarly verified.

The table, prepared in this way, shows that, as the rate of
mortality increases, the net amount at risk (pure insurance)
decreases in a compensatory manner by reason of the increasing
reserve (savings fund) so that the cost of the insurance increases
much more slowly than the rate of mortality and always stays
less than the premium plus the policy’s share in interest earnings.
It will be noted that not until after the policy has been in force
29 years does the ‘“cost of insurance’ exceed the premium.

Similar tables may be prepared for any plan and age at issue.
On endowment-insurance policies, since the face is payable at the
end of a term of years if the insured survives, as well as at death
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if it occurs in the interim, the reserve (savings fund) must build
up more rapidly, the net at risk correspondingly decrease, and the
cost of insurance be still lower.

The precision shown by the table is not realized in practice.
Nor is such precision necessary. Surplus funds take up the
differences and are periodically distributed to policyholders or
stockholders as dividends. The important thing for the student
at this point is a clear understanding of the principle involved.!

Unfortunately, many who take out level-premium life-insur-
ance policies fail to appreciate the function of the reserve and its
equivalence to a savings fund. They do not realize that the
life-insurance company cannot furnish a uniform net amount of
insurance without charging an increased rate. Consequently,
when a so-called “analyst’” points out that the reserve is their
money and that they are paying a uniform rate for a decreasing
amount of pure insurance, they feel that they have been deceived
and unjustly treated. They listen to his siren song that they
may more profitably keep their own savings fund and take
decreasing term insurance to keep the same net estate, forgetting
that if the savings fund is really to be such it cannot be used for
current enjoyment. All too often the victim takes his cash value
(the analyst approaches only those whose policies have been in
force long enough to build up a substantial reserve), uses it for
business purposes, fails to keep a savings fund intact or loses it
through poor investment, and finds his program for creating an
estate for his dependents or his own old age in ruins.

It is because of such misfortunes, which arise from a lack of
clear perception of the savings nature of the reserve and its
necessity as a means of keeping life-insurance premiums level,
that it has seemed wise to make this long excursus into the sub-
ject of life-insurance reserves.

1 These calculations have been made on the mortality and interest base
formerly in common use by life-insurance companies. The necessary
values for checking them are available in numerous publications. More
recently the companies have based their calculations on a more modern
table and a lower interest rate. The use of such a basis would change
the values shown but not the relations. Since the calculations are inserted
only to illustrate the principle involved and can be more readily verified,
by others than actuaries, than if they were on a currently used basis, they
have been retained from the previous editions of this book.
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Nonforfeiture Values.—If the insured wishes to discontinue the
insurance, he may cease to pay the premium, and the law requires
that the policy provide that the amount of this reserve (invest-
ment element) or the major portion of it! be used for his benefit.
These benefits are surrender or nonforfeiture values. They do not
generally become available before the end of the second year.
A number of optional forms of such values are given. The
cash value increases with the age of the policy because of the
increase in reserve and because a larger portion of the rescrve is so
used. Usually the other nonforfeiture benefits also increase but
at a lower rate since the increasing age of the insured reduces the
benefit a given amount of cash value will buy.

Some persons are unwilling to take ordinary-life insurance
because of the fear of having to pay premiums in old age.? Itis
for such persons that limited-payment forms are designed. Since
there is a time after which further payments are not required, it
must be apparent that the investment element in the limited-
payment policy is much greater than in the ordinary-life policy.
This form is particularly suited to those whose earning power
may be reduced after a time, and who consequently wish to get
the expense out of the way before that time comes. The differ-
ence in the term for which premiums are payable, the higher
premium payments, and the higher surrender values are
the only differences between the ordinary and limited-payment
life forms.

! Since it is optional with the insured to continue or surrender his insur-
ance and since the insured in poor health will be ill advised to surrender, it
may be expected that those who surrender will on the whole be better risks
than those who continue. Such consequence of the exercise of options by
the insured is adverse selection. To offset this the company is allowed to
retain a portion of the reserve as a surrender charge.

If the company wishes to keep the same volume of business in force
to keep the spread of risk and expense, it must replace the withdrawing
policyholder. Recoupment of the expense for so doing is another purpose
of surrender charge.”.

2Of course, this is not necessary. Whenever the need for insurance
ceases, the policy may be surrendered for its cash value. If the premium
becomes burdensome in later years and some insurance is still needed, the
policy may be exchanged for a paid-up policy of reduced amount, or it may
be continued as paid-up term insurance for its face amount for the full term
the cash value will provide, See p. 181.



LIFE-INSURANCE AND ANNUITY CONTRACTS 169

Endowment Insurance.—Endowment insurance is a combina-
tion of insurance and endowment, of a term insurance for a speci-
fied time and pure endowment for the same period. It is,
therefore, payable at its face if the insured should die within the
endowment period, and at the end of the period if the insured is
alive. Since the insurer, the company, must have the money in
hand to pay at the end of the endowment period, there is a
larger investment element in this form than in either of the
others considered.!

In European countries, where the habit of retiring at a fairly
early age to enjoy life is well established, endowments are popular
and are usually issued to mature at a fixed age. Some policies
maturing at a fixed age are offercd in the United States,? but it is
a more usual practice to make the .endowment period a fixed
term of years. Twenty years is the most common term, though
longer and shorter terms in multiples of 5 years are also issued.
Most endowment policies are issued with a premium-paying
period equal to the endowment period. But they may also be
issued on a form limiting the payments to a shorter term of years.

There is little difference in the form of endowment and life
policies, merely an added phrase reciting the requirement to pay
the insured if living at the maturity date, and a slightly different
schedule of nonforfeiture values.

Annuities.—Until recently, annuities were not in much demand
in the United States. Americans looked forward to “dying in
the harness.” The struggle was not to attain a competence on
which to retire and enjoy life but to amass a fortune to pass on to
one’s heirs. The tendency of corporations to replace private
business firms, changing the proprietor to a corporation official
subject to retirement as his powers fail, the growing realization
that only the lucky few can amass fortunes, as well as losses of
investments in times of depression, have brought a change of
attitude. The demand for annuities has been growing, partic-
ularly since the depression of the thirtics.

Annuities may be, and until recently usually were, paid for by

! Endowment insurance is susceptible to the same analysis as that made
above for ordinary-life insurance; it likewise is a combination of a savings
tund and pure insurance.

2 In recent years these policies have become increasingly popular.
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a single premium.! Such annuities were bought for elderly per-
sons, usually women, who had a modest fortune from the care of
which they wished to escape with an assured income for life.
They may also be paid for by an annual premium payable over a
term of years, the beginning of payments under the annuity
being deferred until the end of the premium-paying period.
These are deferred annwities. This is the form suitable for an
earner looking ahead and providing for his own retirement. The
forms used for single-premium annuity contracts are fairly simple,
merely reciting the company’s obligation to pay the annuitant
if living, and the form of proof required that the annuitant is
living. :

The cupidity of human nature is such that most people object
to purchasing simple annuities. They feel that if they die within
a short time their estate will have been robbed of the difference
between the consideration they paid and the amount paid them
in income. To meet this objection refund annuities and cash-
refund annuitics are offered. Under the former the income is
continued until the total amount paid equals the consideration.
Under the latter the difference between the consideration and the
income drawn is paid at the death of the annuitant. Obviously
less annual income can be paid under a refund annuity than under
a simple annuity, and still less under the cash-refund form. The
contract is a little more elaborate under the latter forms since
it must define precisely these additional obligations of the
company. In recent years the prices of annuities have been
rising, owing to two forces: (1) the decreasing interest rate which
the companies are able to obtain on long-term safe investments
and (2) the increasing longevity of annuitants, free as they are
from the strain of earning a living. The table on page 171
shows the annual income obtainable from $1,000 invested in 1945
in the several types of annuities.

There is some difference in the rates quoted by the various
companies, and séme companies issue participating annuities

! Because of the investment problems created by the receipt of large
sums in single premiums and the increase in cost of furnishing annuities due

to increasing longevity, many companies have ceased to sell single-premium
annuities.
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ANNUAL ANNUITY PurcHAsSED BY $1,000

(Nonparticipating)
Type of annuity
Age Cash refund
Regular Refund

Male:

0. . e $49.96 $43.30 $42.12

B0. ... 66.13 52.52 50.18

0. 94.89 66.24 61.36
Female:

0. i e 44.53 39.84 38.99

60, 56.96 47.47 45.81

0. . 78.33 58.69 55.34

with a lower amount guaranteed but with prospects of greater
actual return when the dividend is added.

Comparison of these returns with the yield of safe securities
shows the extent to which the capital sum paid in is drawn upon
in each annual installment.

The lower returns to female annuitants are due to the lower
mortality among elderly women than among elderly men.

Deferred annuities, especially those purchased by annual
premiums, whether or not of the refund type, usually provide for
the refund of the consideration or premiums, with interest, if the
contract holder dies before receiving any payments under it.
Also, there are nonforfeiture values! in event of lapse in payment
of any of the premiums.

Uses of the Various Forms.—The premiums charged for the
different forms of insurance differ according to the cost of furn--
ishing the benefit and the length of time for which the premium is
payable, as well as according to the age of the insured.

The accompaning table shows the rates of a large company
issuing only nonparticipating policies. They are typical for such
policies. The rates charged for participating policies® by com-
panies issuing such contracts are higher but vary similarly accord-
ing to the form.

18ee p. 168.
1 See p. 174.
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CoMPARATIVE TABLE OF RATEs PER $1,000 FOR NONPARTICIPATING LIFE

INSURANCE
Form of policy
Age of
insured 10-year Ordinary 20-payment 20-year
term life life endowment

25 $ 8.58 $16.56 $28.58 $47.07
35 10.00 22.24 34.50 47.71
45 15.83 *32.35 43.49 51.21
55 * 49.49 58.22 61.23

* Not quoted at this age.

If life insurance is needed for a limited time, and the need then
ceases, e.g., in the case of a corporation undertaking a large
construction contract and relying on the skill and experience of a
directing engineer, term insurance meets the entire need and is
cheapest. It is rather a poor choice for the average man of
family. Usually his need continues for the greater part of his
life. The cost of term insurance increases each time it has to be
renewed, and after certain ages are reached it cannot be renewed,
although he can get more insurance for the time being for the
same money. The young professional man with high need and
low present income, but excellent prospects of better income in
the future, can-use term insurance to advantage. _

For most people ordinary-life insurance is most satisfactory.
The rate is higher than for term insurance and, as an inspection
of the table shows, only about half as much can be carried for a
fixed annual sum -as if 10-year term insurance were taken. But
the rate is fixed for the remainder of life, and the insurance can be
carried for the whole of life. The rate on the limited-payment
form is again higher, and the same outlay will provide less protec-
tion, but the premiums stop after a given number have been paid.
This appeals to mmny persons who.feel they want to get the
payment over with. Critical analysis raises a question whether
this is usually as beneficial as the larger sum purchasable if the
ordinary policy were taken. If there is an adequate income for a
time with prospect of diminution later, this form is desirable.
With most persons the reverse is more probably the case. About
75 per cent of the life insurance in force of companies doing busi-
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ness in New York state is on the whole-life (including ordinary-
life and limited-payment policies) form.

Endowment insurance is designed to furnish at least a fixed
sum at a definite future date regardless of the life or death of the
individual insured.! For example, members of college classes
have taken out such policies to provide gifts to their alma mater
on the twenticth or twenty-fifth anniversary of their graduation.
If the premium payments are kept up, the money will be there
whether the individual lives or dies. Such a policy may be used
to fund a dcbt maturing at a future date, or to provide for the
education of a child. Still less can be provided for a fixed annual
sum than on any of the other forms. For individuals who find it
difficult to save, the requirement to meet a fixed payment is often
a corrective, and the endowment policy is desirable for such a
person. If death occurs during the endowment period, only the
face is payable. Therefore, a person who will save regularly
will leave more to his estate by purchasing the same amount of
ordinary-life insurance, putting the remainder in a sound savings
institution, and leaving it there. It is so easy to withdraw it,
that few do the latter. Still more will be left to the estate if the
entire premium required for the endowment policy is used to buy
ordinary whole-life insurance.

One common fallacy is that one must ‘“die to win’’ under an
ordinary-life-insurance policy. This is not so. It is true that
the policy is not payable for its face value until the death of the
insured. It is also true that it contemplates payment of premium
throughout life. But whenever the need for the insurance ceases,
the policy may be surrendered and the surrender value taken
in cash.? '

In planning the life-insurance program for an individual,
several things must be considered: .

1. His need for life insurance. This will depend among other
things upon the size of his family, the age and health of his wife,
children, and others dependent upon him, upon the standard of
living to which his family is accustomed, and upon the extent of

1 Since the amount paid at the death of the insured will presumably earn
interest, the amount available at the future date may actually exceed the
face of the policy.

% See note 2, p. 168. .
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his resources independent of earning power. The need of cash to
pay inheritance taxes should not be overlooked.

2. His income and how it may change in the future. Impor-
tant as it is to provide for dependents after the death of an
individual, the cost of that provision always causes some reduc-
tion in the capacity to provide in the present. If the present
sacrifice is too great, the whole insurance may be allowed to
lapse. A program calling for a less outlay may be carried
through. There is always the balancing of present and future
sacrifices. The adaptations of forms to income changes has
already been noted.

3. His temperament. This point has been touched upon in the
discussion of the use of the endowment forms.

4. The nature of his financial obligations and the financial
capacity of his dependents. These factors influence both the
amount of insurance to be carried and whether it should be
made payable in a lump sum or in some other manner and, in
the latter event, in what manner the best results will be
obtained.

Participation in Earnings.—Since, as must be evident from
reflection on the nature of the insurance business as presented in
Part I, there is a large element of mutuality in all insurance, it
may be anticipated that many insurance carriers will be mutual
corporations in form. The form of organization of insurance
carriers will be treated further in Part IIT, but it is desirable to
note here that, far more than in other fields, life insurance is
conducted by mutual companies. Hence, it is usual to find in
life-insurance policies a prominent place given to clauses pro-
viding for participation in the earnings' of the corporation.
Further reference to these will be made at the proper place.

Standardization of Forms.—Prior to 1907, life-insurance forms
were not standardized by law, cither ¢n tofo or in requirements for
particular provisiofis, save for the statutory requirement of

t Since a life-insurance company, if it does any other kind of insurance
business, must keep its life-insurance funds separate, these earnings can
arise only because the insurance furnished the policyholders has cost less than
was chaiged them. They are, therefore, in the nature of refunds of excess
charges and not earnings in the usual commercial sense, This is as true in
the case of a mutual company as in the case of a stock company issuing
participating policies.
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nonforfeiture values, and the specification of the reserve basis for
them. But during 1905 and 1906, there was a thoroughgoing
investigation of the conduct of the life-insurance business by a
committee of the New York Legislature. On the recommenda-
tion of that committee, which had uncovered many abuses, a
statute was passed prescribing standard forms of policies to be
used by all companies doing business in that state. The insur-
ance commissioners and attorneys general of other states met
in conference at the same time and appointed a Committee of
Fifteen to study the matter further. This committee recom-
mended against the 1equirement of standard forms, and in favor
of requiring standard provisions and the prohibition of certain
provisions that had appeared. This recommendation, with the
requirement of approval of forms by the Insurance Commissioner,
has been followed in most states. New York, in 1909, repealed
its standard-policy law and enacted the same form of require-
ment. It is perhaps fortunate for the public that the legislation
took this form, for the policies today are distinctly more liberal
than the former New York standard.

Plan of Treatment.—As in the study of the contracts in use for

other kinds of insurance, the following points will be considered
in order:

Parties.

Consideration.

Definition of the risk transferred.

Conditions relating to payment of loss.

. Other clauses.

Modification of the policy form by endorsement.

S o W

Parties.—There are usually three or more parties to a life-
insurance contract: the issuing company, the insured on whose
life the policy is issued, the beneficiary who is to receive the
proceeds of the policy, and sometimes one or more contingent
beneficiaries who succeed to the right of the beneficiary if they
survive him. Unless it is otherwise provided in the contract,
the beneficiary’s interest becomes vested at the issue of the
policy. It is the usual present practice to provide that during
his lifetime the insured may exercise any and all rights under the
policy, including its surrender, without the participation of the
beneficiary. Where, as in policies issued 35 or more years. ago,
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this right is not reserved, the beneficiary must join in applications
for loans and surrenders if the company is to be safe from double
claim. Until about 35 yvears ago policics seldom provided for
change of beneficiary except by reason of the death of the named
bencficiary, whose rights passed to named contingent beneficiaries
in succession. Most policies now reserve to the insured the right
to change the beneficiary at will.! He can, however, at the time
of application make an irrevocable designation and thereafter
will not have the right to change.

Consideration.—Unlike the practice in other kinds of insur-
ance, life-insurance policies are not issued by agents but by the
home office only, and on the basis of a written application
which is made a part of the consideration for the contract. The
application is in two parts: the first, or application proper, which
is taken by the agent, identifics the insured and indicates the kind
of policy desired, its amount, the name of the beneficiary, and
other facts required properly to write the policy; the second, or
Statements to the Medical Examiner, contains the applicant’s
representations with regard to his past history, habits, physical
condition, and other factors indicating the character of risk he is
likely to be. Under the standard-provisions statutes in most, if
not all states, the policy constitutes the entire contract, and in
order to bring in the application as a part, a copy, usually photo-
stat, is attached to the policy. In most states, it is prescribed
by statute that the statements of the insured shall, in the absence
of fraud, be decmed representations and not warranties. No
such statement may be used in defense of a claim unless it appears
in the copy of the application.

The premium and its periodic payment are also a part of the
consideration for the contract. Some companies make the
policy a receipt for the first premium; others do not. Premiums
may be made payable annually, semiannually, quarterly, or
with some compani&y, monthly.

Since the premium is based on the age of the insured, it is
important that it be correctly stated. One of the statutory
standard provisions is that, if the age has been misstated,
the amount of the policy shall be such as the premium would

1 Community property laws in various states are now limiting this right
where wives are named as beneficiaries,
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have purchased at the true age of the insured according to
the company’s regular scale of rates for the same kind of policy.

Risk Transferred.—The definition of the risk transferred
under a life-insurance policy is quite simple. The policy is in
the form of a conditional promise to pay, the condition being the
receipt of due proof of the death of the insured and surrender of
the policy properly receipted, except in the case of an endowment
or a term policy. In the former, the promise is tc pay the insured
if living on the maturity date of the policy, or on rcceipt of due
proof of the death of the insured before that time to pay to the
beneficiary. In the latter, there is inserted, aftcr the name of the
insured, language to indicate that the death must have occured
prior to the expiration of the policy.

The term of the policy is further limited by the requirement for
regular payment of premiums, it being provided that the payment
of any premium shall not continue the policy in force beyond the
due date of the next premium.

Formerly, the risk of travel and residence in certain parts of the
world were not assumed under the policy, but most modern
policies are free of such restrictions and, to emphasize the change,
it is usually so stated in the policy.

Suicide within one year from the date of the policy is a risk not
assumed.! The clause may appear unduly harsh on account of
the presence of the words “sane or insane’” in connection with
the suicide. This language is due to the decision of some courts
that suicide is itself proof of insanity. The clause is a method of
controlling moral hazard. It is not generally believed that there
is much likelihood that a person contemplating suicide and desir-
ing to protect dependents will take out a policy and wait a year.
or more before carrying out his intention.

By custom and statutory requirement, the policies are made
tncontestable after one or two years from the date of issue,
except for nonpayment of premium. Consequently there can
be no limitation on the risk except within this period. Some
companies make suicide the only exception even within this
period. But others, by an agreement provision in the application
and reference on the policy, exclude the hazard of certain occu-
pations during the first year. The occupation of the insured is

! The policies of some companies specify 2 years.
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carefully examined in passing on the application, and his past
occupations and expectations of change are carefully inquired
into. It is generally felt that a change, even to a highly hazard-
ous occupation after a year’s duration, is a risk the company
should assume. If the conditions at the issue of the policy point
to the likelihood of such change, an extra premium may be
charged or the risk declined.

The standard-provisions statutes permit as an exception to
the incontestable clause military or naval service in time of
war. Most companies, however, did not make cven this an
exception until the outbreak of the Second World War. The
military forces are usually drawn from the younger and uninsured
classes and, should more insured be drawn in a later war, undoubt-
tedly the government would make provision for assuming the war
risk. Sanitation in modern warfare has reduced the war risk
from disease to as little as, or less than, the risk of disease
in civil life.!

Provisions Relating to Loss Payment.—Endowment policies
are payable to the insured, if living, at the end of the endowment,
period. Except for this case, life-insurance policies are payable
to the named benecficiary. Sometimes there is a contingent
beneficiary named to receive the proceeds in the event of the
prior death of the named beneficiary; sometimes the interest
of the beneficiary reverts to the estate of the insured. In the
case of policies or certificates issued by fraternal orders, the
statute limits beneficiaries to those having certain family relation-
ships to the insured.

The necessity of presenting due proof of the death of the
insured has been noted. No difficulty arises except where
the death has been due to a cause that is an exception under the
policy and in disappearance cases.

As beneficiaries are usually widows not trained in finance, all
too often the proggeds of life insurance of substantial amount
have been lost through poor investment. Consequently most
policies now contain a number of installment options for settle-

1 Since the inception of the Second World War the companies have inserted
restrictive war clauses, but generally there is no reduction of the amount
payable on the death of a civilian from war causes within the continental
limits of the United States.
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ment, any one of which may be selected by the insured and, if
he has made no selection, by the beneficiary. Since, even in the
case of a single individual, the way in which it will be best to
make payments may well change during the life of a policy,
these options permit adaptation to the circumstances. For
example, a young man paying off a mortgage on his home may
want a considerable amount of his total life insurance payable
in a lump sum. After the payment of the mortgage, he may
want an adequate, assured income for his widow should he die
before the children are educated, payable over the period of
time necessary for their education. After the children are edu-
cated, the widow needs a life income of smaller amount. All this
may be accomplished by filing with the company his election of
the appropriate settlement option, changing it from time to time.

The policy contains not only a number of optional provisions
for payment of the proceeds,! but also other special options that
may be granted. Somectimes the desires of the insured are such
that discretionary powers must be exercised. Life-insurance
companies may not assume such trusts, and it may then be con-
sidered advantageous to make the policy payable to a trust
company under a life-insurance trust. Sometimes trust funds are
deposited with a trust company from which to pay the premiums,
and the company assumes under the trust the entire management
of the insurance and the estate created by its proceeds.

Policy forms have generally provided that, if the premium
were payable more frequently than once a year, the unpaid
portion of the premium for the current year would be deducted
from the face of the policy when payable at the death of the .
insured. This was on the theory that all premiums were expected
to be paid annually in advance and that the acceptance of install-
ments was a special concession to the insured. This practice was
often misunderstood by beneficiaries and, even when understood,
was a cause of disappointment. Some companies are now
omitting this provision and pay the full face of the policy regard-
less of how premiums are payable. At least one prominent com-
pany also refunds a part of the annual premium paid for the year
in which death occurs. This is in line with the constant

1 For further details as to the form of these options in a typical policy,
the reader is referred to Appendix XIX.
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tendency toward the most liberal contract that can be safely
written.

Nonforfeiture Provisions.—A large part of the policy is taken
up with the statement of the benefits allowed in event of lapse
or surrender of the policy, the nonforfeiture provisions. Before
discussing these it will be well briefly to review their origin.

In the early history of life insurance, in event of lapse (failure
to pay a premium when due), all the equity of the policyholder in
the reserve, accumulated to guarantee that the premium on his
policy would remain level, was forfeited. This was a gross
injustice and hardship, though it was mitigated in many cases
by the then current practice of accepting notes for a considerable
part of the premium and by allowing them to stand as a debt
against the policy, redeemable from dividends when declared.
These notes were automatically canceled when the policy lapsed.
The harshness and inequity of total forfeiture when premiums
had been paid in cash impressed so strongly the Hon. Elizur
Wright, first Insurance Commissioner of Massachusetts, that he
pressed for, and in 1861 secured, the passage of a law requiring
companies doing business in that state to redeem the policy-
holder’s equity in a lapsed policy by granting a value equal to the
excess of the reserve over a reasonable charge for disadvantages
imposed on the company by the lapse.! This equity was not
required to be granted in cash, but was to be granted by extending
the term of the policy without further premiums until the equity
was exhausted. From this beginning in compulsion, competition
has tended to center on the liberality of this surrender (or cash)
value, and the surrender charge which is deducted from the reserve
in determining the value has been gradually reduced, and a wide
choice given the insured in selecting the benefit best suited to his
case. This condition would undoubtedly have come about in
time, but the name of Elizur Wright is greatly esteemed for his
initiation of tlis yeform, as well as the requirement of adequate
reserves for all life-insurance companies.

Although_not grouped together in the contract there are

1 Unless the company is to decrease in size and lose public confidence, it
must secure a new policyholder to replace the one lost. This involves
expense, and the extra expense should he borne by the withdrawing policy-
holder and not by the body of persisting policyholders—the company.
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three provisions that may properly be called “nonforfeiture
provisions:

1. A grace of 31 days (sometimes 30 days or 1 month), without
interest charge, is now usually granted for the payment of any
premium. The standard policies proposed in 1907 provided for
1 month at 5 per cent. Under competitive conditions, the
irregular length of our calendar months led to the change first to a
period of 30 days and then to 31; later the interest charge was
waived.

2. Nonforfeiture Values.—The insured is given the choice of
receiving his equity under the policy

a. In cash as a surrender value.

b. In a paid-up policy, of a reduced a,rnount payable on
the same terms as the original policy, without further
payment of premiums. The amount is fixed by using
the cash value as a single-premium payment for a whole-
life policy or endowment, if such were the original policy.

c. In extended-term insurance, the policy being carried in
force for its face amount for such further term as the
cash value, used as a single premium, will cover.!

The value of these benefits each year is usually shown in a
schedule in the policy, and it is provided that, if the insured
exercises no option, a specified one, usually extended-term insur-
ance, will be granted automatically.

As the equity is in the policy, it may be used as the basis of a
loan from the company. The policy guarantees the insured the
right of such a loan in an amount not exceeding the cash value at
the end of the term to which premiums are paid, but subject to
payment of interest to that date. These values are indicated in
the same schedule.

In some cases, the policy provides that, if a premium is not
paid when due, the company shall automatically advance the
premium as a loan against the policy until the total of loans and
interest equals the reserve, at which point the policy automati-
cally terminates. The policy is not carried so long a time in this

! The extension under an endowment policy does not run beyond its
maturity date. The equity remaining after providing for term insurance to
that date is paid in cash.
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way as under the extended-insurance benefit, but there is the
advantage to the insured that the policy technically never lapses
and that he may resume payments at any time, either repaying
the advances or letting them stand as a loan. He may do this
regardless of his state of health; to reinstate a policy that has
actually lapsed, evidence of continued insurability is required.

3. Reinstatement.—Unless the policy has been so terminated
that the policyholder has no remaining equity, 7.e., surrendered
for cash or carried as term insurance and the term expired, the
insured may reinstate a lapsed policy in its original terms by
paying his arrears of premiums and interest thereon and by
submitting satisfactory evidence of insurability.!

Miscellaneous Clauses. Assignment.—The policy usually
contains a clause dealing with the right of the insured to assign
the policy. This is designed not to extend or restrict the policy-
holder’s right, but to free the company from responsibility for
passing on the validity or effect of an assignment and to give
notice that the company is not charged with notice of the assign-
ment until the original or a certified copy has been filed with it.

Dividends.—If the policy is in a mutual company,? the policy-
holder is entitled to share in the surplus earnings? of the company,
and a clause specifies how often the share (dividend) shall be
given and in what form. It is now almost universally the custom
to apportion the surplus annually, though a dividend is not
usually granted before the end of the second policy year, and to
allow four options as to the mode of payment. The dividend may

1. Be reccived in cash.

2. Be used toward the payment of premiums.

3. Be left on deposit with the company at compound interest.

4. Be used to purchase a paid-up addition to the face of the policy pay-
able under like terms and conditions.

1 The period during which reinstatement is permitted is usually limited
to 5 years, The fhsurer may permit reinstatement after that period, but
the required payment of premiums and interest is usually so large that it
does not appear advantageous to the insured. The advantage to the insured
of such a clause is that the courts have held that the standards of insurability
for reinstatement cannot be more severe than those in effect when the policy
was issued.

2 See Chap. XVI for discussion of forms of companies.

3 See footnote p. 174 as to the nature of these earnings,
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Any cash sum, if used as a single premium, will buy a certain
amount of life insurance on which no further premiums are
required. Option 4 means that the dividend will be used in this
way. Thereafter, when the insured dies, the amount payable is
more than the original face of the policy. It is as though he
held two policies: one for the original amount and a second for the
amount bought by his dividends. This calls for a correspond-
ingly higher reserve. If for a number of years the dividends are
so used, the reserves on these additional amounts of insurance
may equal the difference between the reserve on the original
policy and its face value. If so, the company is in position to pay
the insured the face of his policy if he cares to surrender it. In
the same way the deposits under option 3 and their accumulated
interest may in time equal the difference between the reserve on
the policy and its face and permit redemption of the policy in
cash.

For these reasons, it is frequently provided that, if either
option 3 or 4 is exercised, when the total credit to the policy,
including the reserve on the original policy and the credits
either of dividend deposits or of reserves for the additions, equals
the original face of the policy it may at the option of the insured
be matured as an endowment. There is also a provision that
when the total credits equal the sum necessary at the insured’s
attained age to pay for the named amount of the insurance, the
insured may elect to cease payment of premiums and have the
policy continued as fully paid life insurance for its face amount
payable at death, or at the insured’s election at any time pay-
able for a less amount as a cash surrender value. '

S