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TO ALL AGENTS AND PROSPECTIVE AGENTS 

GREETINGS: 

This study manual has been prepared for use by persons who 
are licensed insurance agents in the State of Iowa, and for those 
who wish to become licensed. 

Al though the manual is not by any means all inclusi.ve in 
respect to the insurance industry, it does, I believe, provide 
enough information necessary for a first-time applicant to evidence 
proof of competency as provided in Section 522.3 of the Code of 
Iowa. 

The information contained herein has been prepared through 
a cooperative effort on the part of many people in the insurance 
industry and the staff in this Department. Our appreciation for the 
many hours of hard work is especially extended to the Independent 
Insurance Agents of Iowa and their officers and Executive Secretary; 
Dr. Emmett J. Vaughan of the University of Iowa; Iowa Insurance 
Institute; Iowa Insurance Association; Iowa Association of Mutual . 
Insurance Agents; Iowa Association of Life Underwriters and Central 
Iowa Association of Health Underwriters. 

Very truly yours, 

HERBERT W. ANDERSON 
Commissioner of Insurance 
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GENERAL SECTION 
THE INSURANCE DEVICE 

RISK: THE BASIC PROBLEM WITH WHICH 
INSURANCE DEALS 

The Nature of Risk 
A fire engine with its siren screaming roars down the 

street. A building in your neighborhood burns. You 
hear the crash of an automobile collision or see a wreck
ed car being towed to the garage. You see an ambu
lance racing to the hospital. All of these tragic events 
arouse your interest and emotions. 

After the noise and excitement have died down, you 
are grateful that the loss was not yours, and you may 
even feel sorry for whoever suffered the loss. But you 
are glad that it wasn't you. 

Losses like those described above happen to some 
people, while others go along happily, free from mis
fortune. The fact that these and other similar occur
rences could happen to you; and the fact that you can
not tell for sure whether or not they will, is a condition 
we call risk. 

Whenever someone states that there is risk in a given 
situation, the listener understands what is meant: that 
there is some uncertainty about the outcome, and the 
possibility exists that the outcome will be unfavorable. 
In the simplest terms possible, risk is a condition in 
which a possibility of loss exists. 

In its broadest context, the term risk includes all 
situations in which there is a possibility of an 
undesirable outcome. In some cases the possible loss is 
financial, while in other cases it does not involve money. 
There is some element of risk in almost every human ac
tivity, and many of these risks have no financial conse
quences. Here, however, we are concerned with those 
risks which involve financial loss. 

All forms of risk involve the possibility of some type 
of loss, but in some cases this possibility of loss is ac
companied by a possibility of gain. For example, in
vestment in common stocks or real estate are examples 
of situations in which the individual may have a loss or 
a gain. Wagering is still another example. In these 
situations, the individual voluntarily exposes himself to 
the possibility of loss, because that possibility of loss is 
accompanied by the possibility of gain. These instances 
in which there is a possibility of loss and gain are called 
speculative risks. Because speculative risks are volun
tarily assumed, the individual can choose whether or 
not he wants to take the chance. 

Other risks involve only the possibility of loss or no 
loss. The ownership of property is a good example of 
this type of risk. The minute a person buys a house, he 
is exposed to risk in connection with that house. 

Perhaps the house will be struck by lightning. Perhaps 
a windstorm will blow-the roof off and damage the in
terior of the house. These risks, in which there is only a 
possibility of loss or no loss are called pure risks. In 
general, pure risk exists whether or not you want it to. 
Just by owning an automobile, you are confronted with 
the risk of having an accident. Just by owning a 
building, you face the possibility of loss by fire. 

Speculative risks are attractive to many people. A 
gambler obviously enjoys the risk connected with 
wagering more than he enjoys the certainty of not 
gambling-otherwise he would not gamble. But it is 
the possibility of gain that makes speculative risk en
joyable. In the case of pure risk, where there is no com
pensating chance of gain, risk is distasteful. 

Unfortunately, pure risk exists in practically every 
phase of human activity. It begins with one's first 
breath and continues persistently throughout life. Illu
strations of the infinite variety and number of risks that 
the individual faces exist on every side. Fire destroys 
millions of dollars of property every year. Crime losses 
also amount to millions annually. The automobile pro
duces literally billions of dollars in economic loss each 
year. Unemployment, disability, or death which leaves 
dependents without income are other examples. 

Types of Pure Risk 
In general, the individual is exposed to four classes of 

pure risk. At this point, it might be a good idea to take 
a look at these areas. We can classify the pure risks 
that the individual faces into 

1. Personal risks 
2. Property risks 
3. Liability risks 
4. Risks of loss resulting from the failure of others 

Personal Risks. The term personal risk refers to 
those unfortunate things that can happen to individuals 
which affect their earning power. In general, there are 
four such perils: 

1. premature death 
2. dependent old age 
3. disability 
4. unemployment 

As we shall see, private insurance may be used to pro
vide protection against losses resulting from the first 
three of these perils, and government programs provide 
some protection against loss resulting from unemploy
ment. 

Property Risks. Property risks exist for anyone who 
owns property, simply because that property can be 
destroyed. Ownership of property may result in two 
distinct forms of loss: direct loss, and indirect or ' ' con-
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sequential'' loss. Dir~ct loss is the simplest to unde
stand. If you own a house and that house is destroyed 
by fire, you lose the value of the house. But in addition 
to the value of the house, you no longer have a place to 
live; and during the period of time required to rebuild 
the house, it is likely that you will incur additional ex
penses living somewhere else. This loss of use of the 
asset that has been destroyed is an "indirect" or "co
sequential" loss. An even better example exists in the 
case of a business firm. When a firm's facilities are 
destroyed, it loses the value of those facilities; but it 
also loses the income that would have been earned 
through the use of the facilities. This loss of income 
during the period of shutdown is a form of indirect loss. 
Insurance coverage is available to protect against both 
direct and indirect losses. 

Liability Risks. The basic peril in the liability risk is 
negligence. Although negligence is difficult to define 
precisely, a simple definition is "carelessness". Under 
our legal system, the laws provide that one who has in
jured another or property belonging to another through 
carelessness can be held responsible for the injury or 
damage caused. It is difficult to imagine anyone who is 
immune from the possibility of lawsuits. Liability in
surance is available from private insurance companies 
to protect against losses arising out of legal liability. 
One great service provided by the insurance company in 
connection with a liability policy is the fact that the in
surance company assumes the court costs in defending 
the policy holder. 

Risks arising from failure of others. When another 
person agrees to perform a service for you, he creates an 
obligation which you hope he will meet. When his 
failure to meet this obligation would result in a financial 
loss to you, risk exists. Suppose, for example, that you 
engage a contractor to build a new home for you; and 
that he begins the job but quits half-way through. Such 
a situation could well cause financial loss. Surety bonds 
are instruments designed to protect the person to whom 
the obligation is owed. 

The Impact of Risk 
The greatest burden connected with pure risk is that 

some losses will occur. When a house burns or money is 
stolen or someone dies, there is a financial loss. When 
someone is careless, and that carelessness results in in
jury to a person or damage to property, there is a finan
cial loss. These losses are the primary reason that 
individuals attempt to avoid pure risk or reduce its im
pact. 

In addition to the losses themselves, there are other 
detrimental aspects of risk. Most people hope that mis
fortunes will not occur in their lives, and their present 
state of well-being will continue; but while they hope 
that no misfortunes will occur, they nevertheless realize 
that losses may take place. The mere uncertainty as to 
whether or not a loss will take place usually produces a 

feeling of frustration and mental unrest. In other 
words, it causes us to worry. 

Methods of Handling Risk 
Because there is no escape from the presence of risk, 

people seek other ways of dealing with it. Basically, we 
deal with the risks to which we are exposed in five ways: 
through avoidance, reduction, retention, sharing, and 
transfer. 

Risk Avoidance. Risk is avoided when the individual 
refuses to accept the risk even for an instant. This is ac
complished by not being involved in the activity that 
gives rise to the chance of loss. If you do not desire to 
risk losing your savings in a hazardous investment, 
pick one in which there is less risk. If you want to avoid 
the risks associated with the ownership of property, do 
not purchase the property, but rent or lease it instead. 
Risk avoidance is often used in the speculative risk 
area, but because it is a negative approach, it is not 
practical to deal with all of the pure risks which we face 
through avoidance. 

Risk Reduction. In those instances where risk can
not be avoided, it may be possible to reduce it by reduc
ing the chance of loss or the amount of loss that may 
occur. There is almost no source of loss where some ef
forts are not made to keep the loss from occurring. 
Police departments reduce the risk of crime losses. 
Levees reduce the threat of flood damage. Drivers 
education classes reduce the likelihood of automobile ac
cidents. Safety programs and loss prevention mea
sures, such as nightwatchmen, burglar alarms, and 
even locks, are all examples of attempts to deal with 
risk by preventing loss from occurring. In addition to 
our attempts to prevent losses from occurring, we also 
attempt to minimize the amount of loss if it should oc
cur. Fire departments represent a good example. Per
haps the best example of an attempt to reduce the 
amount of loss is a sprinkler system. Although the 
sprinkler system will not prevent a fire from occurring, 
if one should occur, the amount of damage will be con
siderably less than would otherwise be the case. 

Risk Retention. Risk retention is perhaps the most 
common method of dealing with risk. The individual 
faces an almost unlimited number of risks; in most 
cases he does nothing about them. When the individual 
does not take positive action to avoid, reduce, share, or 
transfer the risk, he retains the possibility of the loss in 
volved in that risk. Risk retention may be involuntary 
or voluntary. Voluntary risk retention is characterized 
by the recognition that the risk exists, and a decision to 
assume the possibility of loss involved. Involuntary 
risk retention takes place when the individual exposed 
to risk does not recognize the existence of that risk. In 
these cases the person so exposed assumes the financial 
consequences of the possible loss without realizing he 
does so. 
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Risk retention is a legitimate way of dealing with 
risk; in many cases it is the best way. Each person 
must make a decision as to which risks he will retain 
and which he will seek to avoid or transfer on the basis 
of his ability to bear the loss that might result. As a 
general rule, the risks that should be retained are those 
that involve relatively small certain losses. 

Risk Sharing. The distribution of risk is accom
plished in a number of ways in our society. One out
standing example of a device used for the sharing of 
speculative risk is the corporation. Under this form of 
business, the investments of a large number of persons 
may be pooled. As we shall see shortly, insurance is 
another device that may be used for sharing risk; except 
that in the case of insurance, it is pure risk rather than 
speculative risk that is shared. 

Risk Transfer. When the risk is too great to be 
assumed and cannot be reduced to a level at which 
assumption is possible, the risk may be transferred to 
someone more willing to bear it. In the area of 
speculative risks, hedging is a technique that may be 
used to deal with risk through transfer. Pure risks may 
also be transferred. A hold-harmless agreement, in 
which one individual assumes the risk of liability loss 
for another, is an example of such a transfer. Finally, 
insurance, the most formal of the techniques by which 
risk is transferred, is also used for the transfer of pure 
risks. 

THE NATURE AND FUNCTIONS 
OF INSURANCE 

Insurance: What it is and How it Works 
Insurance is a complicated and intricate mechanism, 

and it is consequently difficult to define. The reader will 
recall that in discussing the techniques that are used to 
deal with pure risks, we included insurance under both 
sharing and transfer. This is because in its simplest 
aspect, insurance has two fundamental characteristics: 

1. The transferring or shifting of risk from one 
individual to a group. 

2. The sharing of losses on some equitable basis by 
all members of the group. 

The primary function of insurance is to relieve the in
dividual of the burden of risk by transferring that risk. 
A simple example should serve to illustrate how it per
forms this function. Let us assume that there are 1,000 
identical houses in a given city, each worth $10,000. If 
we know from past experience that two and only two of 
these houses will burn, and that the total amount of 
losses will be $20,000, we could promise to pay the 
owner of any house which burned $10,000 by dividing 
up the total losses ($20,000) and assessing the cost 
among the 1,000 property owners. Thus the maximum 
that any one property owner would be forced to pay 
would be $20. 

On the basis of its characteristics and its primary 
function we may define insurance as follows: 

Insurance is an economic device whereby the in
dividual substitutes a small certain cost (the 
premium) for a large uncertain loss (the contingen
cy insured against) which would exist if it were not 
for the insurance contract. 

Small amounts of money are collected from many 
people in order to pay the losses experienced by those 
few who suffer losses. For example, each of 1,000 home
owners incurs the small certain cost of $20 in exchange 
for a promise of indemnification in the amount of 
$10,000 if his house burns down. This $20 premium is 
in effect the individual's share of the total losses of the 
group. 

The Law of Large Numbers 
In addition to the elimination of risk at the level of the 

individual, the insurance mechanism involves a reduc
tion of risk (and the uncertainty related to risk) for the 
economy as a whole. Winston Churchill once remarked 
in reference to insurance, "The essence of the business 
is bringing the magic of averages to the rescue of 
millions." The "small certain cost" in our definition of 
insurance was stated to be the insured's share of the 
total losses of the group. If this cost is to be assessed in 
advance, the insurer to which the risk is transferred or 
the members of the group must be able to predict what 
each insured' s share of the losses will be. This is ac
complished through the law of large numbers. The risk 
which the insurance company faces is not merely a sum
mation of the risks transferred to it by individuals. The 
insurance company is able to do something that the in
dividual cannot do, and that is predict the amount of 
losses that will occur. Insofar as its predictions are 
completely accurate, the insurance company is able to 
do something that the individual cannot do, and that is 
predict the amount of losses that will occur. Insofar as 
predictions are completely accurate, the insurance faces 
no possibility of loss, for it will collect each individual's 
share of the total losses and use these funds to pay the 
losses. On the other hand, if these predictions are not 
accurate, the premiums which the company has charged 
on the basis of these predictions will be inadequate to 
pay for the losses and expenses which the company ex
periences. The accuracy of the insurer's predictions are 
based on the law of large numbers. By combining a suf
ficiently large number of homogeneous exposure units, 
the insurer is able to make predictions for the group as a 
whole. This is accomplished through the theory of pro
bability. 

In the case of statistical probability, the requirement 
of a large number has dual application. In order to 
discover what the underlying probability is, the in
surance co1npany must have a sufficiently large sample. 
On the basis of past experience, actuaries can obtain a 
reasonable approximation of future events in certain 
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cases. In addition, on~e the estimate of probability has 
been determined, it must be applied to a sufficiently 
large number of units to permit the underlying pr<r 
bability to work itself out. In this sense, to the in
surance company, the law of large numbers means that 
the larger the number of cases examined, the better the 
chance of making a good estimate of the probability; 
and the larger the number of exposures to which the 
estimate is applied, the better the chance that a good 
prediction will be reasonably accurate. 

If the insurance company's actuary could be absolute
ly certain that his predictions would be 100% accurate, 
there would be no possibility of loss for the insurance 
company, for premium income would always be sufffi
cient to pay losses and expenses. Obviously the ac
tuaries cannot be absolutely certain, and insofar as the 
actual experience fluctuates from what is predicted, risk 
exists for the insurance company. The greater the 
fluctuation the greater the possibility of loss. 

Thus, in addition to the elimination of risk for the in
dividual through transfer, insurance reduces the 
amount of risk in the economy by substituting certain 
costs for uncertain losses. These costs are assessed on 
the basis of predictions made through the use of the law 
of large numbers. 

Insurance does not prevent losses, nor does it reduce 
the cost of losses to the economy as a whole. As a mat
ter of fact, it may very well have the opposite effect of 
causing losses and increasing the cost of losses for the 
economy as a whole. The existence of insurance en
courages some losses for the purpose of defrauding the 
insurer; and, in addition, people are less careful and may 
exert less effort to prevent losses than they might if it 
were not for the existence of insurance contracts. In ad
dition, the economy incurs certain additional costs in 
the operation of the insurance principle. Not only must 
the cost of the losses be borne, but the expense of 
distributing the losses on some equitable basis among 
members of the group adds to this cost. 

The Economic Contribution of Insurance 

Property that is destroyed by an insured contingency 
is not replaced through the existence of an insurance 
contract. True, the funds from the insurance company 
may be used to replace the property; but when a house 
or building bums, society has lost a want-satisfying 
good. Insurance as an economic device finds its 
justification in the certainty about the financial burden 
of losses it creates and in its function of spreading the 
losses that occur. In providing a mechanism through 
which losses can be shared and uncertainty reduced, in
surance brings peace of mind to society's members and 
makes costs more certain. 

Insurance also provides for a better use of capital. 
Without insurance, individuals and businesses would 
have to maintain large reserves to meet the risks they 

faced. These funds would be held in the form of idle 
cash, or would be invested in safe, liquid, and low
interest bearing securities. This would be an inefficient 
use of capital. When risk is transferred to an insurer, 
predictability is better; and insurers can maintain 
smaller reserves than would be the situation if all in
dividuals and businesses maintained their own reserves. 
The released funds are then available for investment in 
more productive pursuits. 

Insurance and Gambling 
Perhaps we should make one final distinction regard

ing the nature of insurance. It is often claimed that in
surance is a form of gambling. "You bet that you will 
die and the insurance company bets that you won't" or 
"I bet the insurance company $20 against $10,000 that 
my house will bum." The fallacy of these statements 
should be obvious. In the case of a wager, no chance of 
loss, and hence no risk, exists previous to the wager. In 
the case of insurance, the chance of loss exists whether 
or not there is an insurance contract in effect. In other 
words, the basic distinction between insurance and 
gambling is that gambling creates a risk, while in
surance provides for the transfer of existent risk. 

Elements of an Insurable Risk 
Not all losses are insurable, and there are certain re

quirements that must be met before a risk is a proper 
subject for insurance. 

1. There must be a sufficiently large number of 
homogeneous exposure units to make th,e 
losses reasonably predictable. Insurance as we 
have seen is based on the operation of the law of 
averages. Unless we are able to calculate the prer 
bability of loss, we cannot have a financially sound 
program. 

2. The loss produced by the risk must be definite. 
It must be a type of loss that is relatively difficult 
to counterfeit, and it must be capable of financial 
measurement. We must be able to tell, in other 
words, when a loss has taken place; and we must 
be able to set some value on the extent of the loss. 

3. The loss must be fortuitous or accidental. The 
loss must be the result of a contingency, i.e., it 
must be something that may or may not happen. 
It must not be something that is certain to hap
pen. If the insurance company knows that an 
event in the future is certain to happen, it also 
knows that it must collect a premium equal to the 
certain loss that it must pay, plus an additional 
amount for the expenses of administering the 
operation. Depreciation, which is a certainty, can
not be insured; it is dealt with through a sinking 
fund. 

Furthermore, the loss must be beyond the con
trol of the insured. The law of large numbers is 
useful in making predictions only if we can 
reasonably assume that future occurrences will ap-
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proximate past experience. Since we assume that 
past experience was a result of chance occurrences, 
the predictions concerning the future will be valid 
only if future occurrences are also a result of 
chance. 

4. The loss must not be catastrophic. It must be 
unlikely to produce loss to the majority of the ex
posure units at the same time. The entire idea of 
the insurance principle is based on a notion of shar
ing losses, and inherent in this idea is the assump
tion that only a small percentage of the group will 
suffer loss at any one time. Damage which results 
from enemy attack would be catastrophic in 
nature. There are additional perils, such as flood, 
which, while they would not affect everyone in the 
society, would effect those who had purchased in
surance. The principle of randomness in selection 
is closely related to the requirement that the loss 
must not be catastrophic. 

Randomness 
The future experience of the group to which we apply 

our predictions will approximate the experience of the 
group upon which the predictions are based only if both 
groups have approximately the same characteristics. 
There must be a proportion of good risks and bad risks 
in the group equal to the proportion of good risks and 
bad risks of the group upon which the prediction is 
made. Yet human nature acts to interfere with the ran
domness which is necessary to permit the random com
position of the current group. The losses that are 
predicted are based on the average experience of the old 
group, but there are always some individuals who are 
worse than average risks, and who realize that they are 
worse than average. Since the chance of loss for these 
worse than average risks is greater than the chance of 
loss of the oth r members of society, they have a 
tendency to desire insurance coverage to a greater ex
tent than the remainder of the group. This tendency 
results in what is known as "adverse selection.'' Unless 
some provision is made to prevent it, predictions based 
on past experience would be useless in predicting future 
experience. Adverse selection works in the direction of 
accumulating bad risks. Since the predictions of future 
losses are based on the average loss of the past, in which 
both good risks and poor risks were involved, if the ex
perience of the future is based on the experience of a 
larger proportion of bad risks, the experience of the 
future will be worse than that of the past and the predic
tions will be invalid. 

Self-Insurance 
The term "self-insurance" has become a well

established part of the terminology of the insurance 
field, despite disagreement as to whether or not such a 
mechanism is possible. From a purely semantic point of 
view, the term "self-insurance" represents a definitional 
impossibility. The insurance mechanism consists of 
transfer of risk or pooling of exposure units, and since 

one cannot pool with or transfer to him or herself, it can 
be argued that self-insurance is impossible. However, 
the term is widely used and we ought, therefore, to 
establish an acceptable operational definition, seman
tically incorrect though it may be. 

Under some circumstances, it is possible for a 
business firm or other organization to engage in the 
same types of activities as a commercial insurer dealing 
with its own risks. When these activities involve the 
operation of the law of large numbers and predictions 
regarding future losses, they are commonly ref erred to 
as "self-insurance." To be operationally dependable. 
such programs must possess the following characteris
tics: 

1. T he organization should be big enough to permit 
the combination of a sufficiently large number of 
exposure units so as to make losses predictable. 
The program must be based on the operation of 
the law of large numbers. 

2. The plan must be financially dependable. In most 
cases, this will require the accumulation of funds 
to meet losses that occur, with a sufficient ac
cumulation to safeguard against unexpected 
deviations from predicted losses. 

3. The individual units exposed to loss must be dis
tributed geographically in such a manner as to pre
vent a catastrophe. A loss affecting enough units 
to resut in severe financial loss should be impossi
ble. 

Even apart from its semantic shortcomings, self
insurance is an overworked term. Few companies or 
organizations are large enough to engage in a sound 
program meeting the requirments outlined above. In 
the majority of cases, risks are simply retained without 
attempting to make estimates of future losses. In 
many cases, no fund is maintained to pay for losses. 
Furthermore, until the fund reaches the size where it is 
adequate to pay the largest loss possible, the possibility 
of loss is not eliminated for the individual exposure 
units. 

THE FIELDS OF INSURANCE 
Insurance is a broad generic term, including the en

tire array of institutions that deal with risk through the 
device of sharing and transfer of risk. Insurance may 
be divided and subdivided into certain classifications on 
the basis of perils insured against or the fundamental 
nature of the program. Basically we make a first 
distinction between Social Insurance and Commercial 
Insurance. 

Social Insurance 
Social Insurance differs from commercial insurance in 

a number of important respects. Such programs as Old
Age, Survivors and Disability Insurance and Unem
ployment Insurance Compensation are social insurance 
programs. They make use of the insurance mechanism 
for transferring and sharing risks, but they do so on a 
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somewhat different basis than does commercial in
surance. They are based on the notion that there are 
some people in the economy who face risks which they 
cannot handle themselves, and that these risks should 
be borne by the economy as a whole. Jn many cases 
there is a lack of equity in social insurance programs; 
and in most cases, because the programs lack equity, 
they are made comp ulsory by the government. 

Commercial Insurance 
Commercial insurance consists for the most part of 

voluntary insurance programs which are available to 
the individual as a means of protecting himself against 
the possibility of financial loss due to a contingency. 
Commercial insurance is provided by p rivate firms, but 
in some instances it is also offered by the government. 
rr he distinguishing characteristics of commercial in
surance are the facts that it is voluntary, and that the 
transfer of risk is normally accomplished by means of a 
contract. 

Commercial insurance may be further categorized 
and subdivided into personal insurance, which provides 
protection against financial loss in the areas of life and 
health, and property insurance, which provides protec
tion against perils affecting assets. In general, we may 
speak of four distinct types of commercial insurance: 

1. Life Insurance 
2. Accident and Health Insurance 
3. Fire and Marine Insurance 
4. Casualty I nsurance 

Life Insurance. Life insurance is designed to provide 
protection against two distinct risks: premature death 
and superannuation. As a matter of personal prefer
ences, death at any age is probably premature; and 
superannuation (living too long) does not normally 
strike the individual as an undesirable contingency. 
From a practical point of view, however, the individual 
can and sometimes does die before he has prepared for 
the financial requirements of his dependents. By the 
same token, a person can, and often does, outlive his in
come earning ability. Life insurance, endowments, and 
annuities are used to protect against the undesirable 
consequences for the individual and his dependents 
which result from premature death and superannuation. 

Accident and Health Insurance. Accident and 
Health Insurance (or more simply, health insurance) is 
defined as "insurance against loss by sickness or ac
cidental bodily injury." The "loss" may be the loss of 
wages which the sickness or accident causes, or it may 
be the expense involved in doctor bills, hospital bills, 
medicine, etc. Included within this definition of health 
insurance ate those forms of insurance which provide 
lump-sum or periodic payments in the event of loss oc
~asione~ by sickness or accident, such as disability 
income insurance and accidental death and dismember
ment insurance. 

Fire and Marine Insurance. Fire Insurance is de
signed to indemnify the insured from loss of or damage 
to buildings, furniture, fixtures, or other personal pro
perty against loss as a result of fire, lightning, wind
storm, hail, explosion, and a vast array of other perils. 
Coverage may be provided for both direct loss (i.e., the 
actual loss which the destruction of the asset repre
sents) and indirect loss (defined as the loss of income 
and/or the extra expense which is the result of the loss 
of t.,he use of the asset protected). Originally only fire 
was an insured peril, but the list of perils insured 
against has gradually been expanded until it reached 
the present status where "all risk coverage" can be pro
vided. 

Marine insurance, like fire insurance, is designed to 
protect against financial loss as a result of the loss of 
property. It is divided into two classifications: Ocean 
Marine and Inland Marine. 

Ocean Marine provides coverage on all types of 
vessels, including liabilities connected with them, and 
on their cargoes. The cargo coverage has been expand
ed to protect the owners from warehouse to warehouse, 
including all intermediate transit by rail, truck, or other 
Lransportation means. 

Inland marine insurance is designed to provide 
coverage on articles that may be transported from one 
place to another. At one time this form was simply an 
extension of the "warehouse to warehouse" coverage of 
ocean marine. It is now used to insure any goods in 
transit (except trans-ocean transit) or any goods which 
by their nature are subject to the perils of transporta
tion. 

Casualty Insurance. As it exists today, casualty in
surance is virtually impossible to define. One common
ly proposed definition states that, "If it isn't fire, 
marine, or life, it's casualty." Certainly what this 
definition lacks in precision, it makes up in scope. 

Casualty insurance originally included accident and 
health and liability insurance. As new fields of in
surance were developed, someone had to accept the 
underwriting responsibility; and more often than not, 
these new coverages were adopted and marketed by 
casualty companies. As a result, the following 
coverages, unrelated though they may be, are con
sidered to be casualty insurance: 

1. Health and accident insurance, including disabili 
ty. 

2. Liability insurance. 
3. Workmen's compensation insurance. 
4. Plate glass insurance. 
5. Boiler explosion insurance. 
6. Burglary, robbery, and theft insurance. 
7. Fidelity and surety bonds. 

Some authorities question whether the last of these 
(bonds) are actually insurance at all; and as a matter of 
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fact, there are some technical distinctions which 
distinguish a bond from a contract of insurance. For 
our purposes here, we may ignore the distinctions. In
surance regulatory authorities normally include bonds 
within the framework of the contracts which they 
regulate. Furthermore, casualty insurance carriers sell 
these bonds. Since suretyship is normally considered to 
be a part of the casualty insurance business, we will ig
nore the distinctions between bonds and insurance at 
this point. 

THE INSURANCE INDUSTRY 
In spite of the great benefits which accrue to society 

as a result of the insurance mechanism, it is self-evident 
that such a complicated and intricate mechanism as in
surance does not come into existence by itself. Som& 
one must make the estimates of the probability of loss, 
collect the funds that are necessary to compensate 
those who suffer loss, make payment for the losses that 
occur, and provide for the general administration of the 
program. This is the task of the insurance companies. 
In addition, insurance is a product; it must be sold. In
dividuals in the economy must be made aware of their 
need for the product; this is the task of the insurance 
agent. 

The insurance business in the United States is a 
tremendous industry, measured by any one of a number 
of standards. There are approximately 4,700 insurance 
companies conducting operations in the United States. 
These companies employ about 1,620,000 persons and 
have responsibility for assets of more than $34 7 billion. 

We begin our examination of the insurance industry 
with insurance companies. Insurance carriers may be 
classified in a number of different ways, the most ob
vious being on the basis of the product which they sell, 
and their legal form of ownership. 

TYPES OF INSURERS 
For a considerable period of its history, the insurance 

industry in the United States was orgailized along a 
mono-line basis. Due to the nature of the development 
of business, insurance companies were restricted by law 
to writing a particular line of insurance. A company 
which wrote fire insurance was not permitted to write 
casualty insurance; a casualty carrier could not write 
fire insurance policies. Neither fire insurance companies 
nor casualty insurance companies could write life in
surance and life insurance carriers were permitted to 
write nothing but life insurance. This system was uni
que to the United States, for the European insurance in
dustry had developed along a multi-line basis, under 
which a carrier could write any and all types of in
surance. Thus at one time, it was approximately ac
curate to classify insurance carriers as fire insurance 
companies, casualty companies, life insurance com
panies, or specialty companies, depending upon the 
type of business in which they engaged. The specialty 

companies were also mono-line organizations and were 
organized to insure only certain types of hazards, such 
as boiler explosion, or confined their activities to one 
aspect of t he casualty business, such as health and acci
dent insurance. Thus, until the period immediatelty 
following World War II, there were four distinct types 
of carriers: 

1. Fire Insurance Companies. 
2. Casualty Insurance Companies. 
3. Life Insurance Companies. 
4. Specialty Insurance Companies. 

Following World War II, the distinction between pro
perty and casualty insurers gradually disappeared. 
Following the recommendations of the National 
Association of Insurance Commissioners, 1 the in
dividual states began to permit insurance carriers in the 
property and casualty lines to engage in limited multi
ple line underwriting. In 1949 full multiple line laws 
were enacted which permitted a single insurance com
pany to write all lines of fire and casualty insurance. As 
a matter of fact, under the multiple line laws a carrier 
could write all forms of insurance except life insurance, 
provided that it met the capital and surplus r& 
quirments of each individual line. The legal barriers 
which had divided property and casualty insurance car
riers for over a century were ended. 

Presently we may distinguish between three distinct 
types of insurance carriers: 

1. Life Insurance Companies, which write life in
surance contracts, annuities, and health and acci
dent. 

2. Property and Casualty Insurance Companies, 
which write all forms of property and casualty 
(including health and accident). 

3. Health and Accident Insurance Companies, 
which are specialty companies, writing only 
health and accident insurance. 

At the end of 1974, there were 1,810 life insurance 
companies in the United States, more than three times 
the number that were in existence at the end of World 
War II. In addition, there were 2,900 property and 
casualty insurers. In addition, there were a few com
panies selling health insurance only, making the total 
number of insurance companies in the country in excess 
of 4,700. 

TYPES OF INSURERS BY FORM OF OW NERSHIP 
In addition to being classified on the basis of the 

types of insurance they provide, insurers may also be 
grouped accurding to their legal form of ownership into 
the following six broad groups. 

1. Capital stock insurance companies 
2. Mutual insurance companies 

IAn explanation of the nature and functions of this organization .,..,ilJ 
be made later 

-14-



3. Reciprocals or inte,rinsurance exchanges 
4. Lloyds associations 
5. Health expense associations 
6. Government insurers 

Capital Stock Insurance Companies 
Stock companies are organized as profit making ven

tures, with the stock holders assuming the risk that is 
transferred by the individual insured' s . If the actuarial 
p redictions prove accurate, the premiums collected are 
sufficient to pay losses and operating expenses and 
return a profit to the stockholders. The capital pro
vided by the stockholders provides a fund for the opera
tion of the company until premium income is sufficient 
to pay losses and operating expenses. In addition it 
provides a surplus fund which serves as a guarantee to 
the policy holders that the con tracts will be fulfilled. 

The distinguishing characteristics of a capital stock 
insurance company are the facts that: 

(a) the premium charged by the company is final. 
There is no form of contingent liability for the 
policy holder. 

(b) the board of directors is elected by the stock 
holders. 

(c) earnings are distributed to shareholders as divi
dends on their stock. 

Capital stock companies more or less dominate the 
field of property and casualty insurance, accounting for 
approximately two-thirds of the premium volume. 

Mutual Insurance Companies 
In contrast to a stock company, a mutual insurance 

company is owned by the policyholders. Mutual com
panies are organized for the purpose of providing in
surance for its members. Normally a mutual company 
is incorporated, and in many states this is a legal re
quirement. The essential characteristic of the mutual 
carrier is its lack of capital stock and the distribution of 
earnings. Any money left after paying all costs of 
operation is returned to the policyholders in the form of 
a dividend. Included in the concept of "costs" which 
must be paid, is the addition to the surplus of the com
pany. Unlike the capital stock company, the mutual 
company has no-paid in capital as a guarantee of solven
cy in the event of adverse experience. For this reason it 
is essential that a surplus be accumulated to protect 
against such adverse contingencies as excessive losses 
or a decline in investment return. 

Pure Assessment Mutuals. Pure assessment 
mutuals operate on the basis of sharing the losses by 
members of the group. Under the pure assessment 
plan, no premium would be payable in advance; but 
assessments would be made of each member for his por
tion of losses which occur. The difficulty in making 
these assessments makes the operation of such a plan 
impractical. 

Advance Premium Mutuals - Assessable Policies. 
The advance premium mutual, as the name indicates, 
charges a premium in advance, at the beginning of the 
policy period. If the original premiums are sufficient to 
pay all operating expenses and losses, any surplus is 
returned to the policyholders in the form of a dividend. 
If, on the other hand, the original assessment is insuffi
cient to meet all contingencies, additional assessments 
may be levied against the members. Normally the 
amount of the assessment which may be made is 
limited, either by state law or simply as a provision in 
the bylaws and policies of the mutual. Under this 
limited assessment arrangements, the amount of an ad
ditional assessment normally may not be more than the 
advance premium, although at times it is specified as 
two, three, or some other multiple of the advance 
prerruum. 

Under an assessment mutual plan, each member of 
the organization becomes both an insured and an in
surer. In becoming a member of the organization, the 
individual makes himself liable for his share of all losses 
that occur to members of the group. 

Advance Premium Non-Assessable Mutuals. Until 
a mutual company has established its financial stability 
through the accumulation of surplus, it must provide 
for assessment of its members. However, all states per
mit mutual carriers to issue non-assessable policies 
after they have established their financial responsibili
ty. Normally, when a mutual company has the same 
financial strength required of a capital stock company· 
writing the same type of business, it may be permitted 
to issue non-assessable policies. An advance premium 
mutual company issuing non-assessable policies is 
usually operated in about the same manner as a capital 
stock company. The advance premium which is col
lected is intended to be sufficient to cover all losses and 
expenses. If it is not, the additional costs are paid out 
of the accumulated surplus. All of the larger mutual 
carriers in the United States operate on this basis. 
However, unlike the capital stock companies, the 
premium is not fixed and definite, and any excess of 
premium income over costs may be returned to the 
policyholders in the form of dividends. In the field of 
property and casualty insurance this excess is predicted 
in advance and the "return" is made in the form of a 
lower initial premium. 

In the last analysis, there are few practical differences 
between a mutual company operating on an advance 
premium basis and issuing non-assessable policies and a 
capital stock company. Although the policyholders 
own the mutual company in theory, there are no ves ted 
rights of ownership for these policyholders except in the 
case of liquidation. Furthermore, while the policy
holders theoretically control the company, this control 
is equivalent to the theoretical control of the stock
holders over the management in a large corporation 
with a large number of individual stockholders. 
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Fraternals. Fraternal societies are specialized forms 
of mutual insurers. Basically, fraternal societies are 
non-profit organizations which operate on the basis of a 
"lodge," with a representative form of government. 
Fraternals have primarily concentrated their activity in 
the field of life insurance although they sometimes sell 
sickness and accident insurance. Since fraternals are 
considered to be charitable institutions they do not pay 
federal income tax or the state premium tax. 

Reciprocals 
The reciprocal or interinsurance exchange is a relative 

newcomer to the insurance industry. It is a particularly 
American innovation, and while reciprocals are only a 
small segment of the insurance industry, they are a sig
nificant segment. 

Reciprocal insurance exchanges are often confused 
with mutual carriers; and while there is a similarity, 
there is also a fundamental difference. A reciprocal is 
an unincorporated aggregation of individuals, called 
subscribers, who exchange insurance risks. Like 
mutuals, reciprocals are fundamentally cooperative 
organizations. Each member (or subscriber) is both an 
insured and an insurer; as a member of the group, the 
individual is insured by each of the other members, and 
he in turn insures each of them. 

In a mutual organization, members of the group 
assume their liability collectively; in a reciprocal ex
change each of the subscribers assumes his liability 
severally as an individual, and not as a member of the 
group. The advantage inherent in this arrangement is 
that the liability of each of the subscribers is limited. 
Although some reciprocals provide for a limited assess
ment of the members, one member cannot be called 
upon to assume the liability of a defaulting member. 
The premium paid by each subscriber is maintained in a 
separate account and the subscriber's share of each loss 
is paid from his account. 

One of the chief characteristics which distinguishes 
the reciprocal is the chief administrator of the program 
who is called the "attorney in fact." The attorney in 
fact derives his authority through a power of attorney 
granted to him by each of the subscribers. The attorney 
in fact uses his power of attorney to commit the 
members as insurers of each other's property. The 
power of attorney which is granted by the members is 
unusually broad - as a matter of fact, the broad power 
of attorney, granted to the attorney in fact, can be one 
of the detrimental aspects of the reciprocal. An unscru
pulous attorney in fact could conceivably exploit the 
subscribers for his own personal gain. The attorney in 
fact receives some percentage of the gross premiums 
paid by the subscribers (usually about 25 percent) to 
cover the expenses involved in operating the program. 

With the exception of the compensation of the at
torney in fact and the expense of operating the plan, the 
only expense involved for a subscriber is the amount of 

the losses that occur. If there are no losses, there is no 
cost. Profit is eliminated through a return of the un
used premiums to the subscribers. In addition, since 
the insurers are also the insureds, the expense of com
missions or other acquisition costs are also eliminated. 

Reciprocals confine their operations to the property 
and casualty fields. The portion of the total premiums 
written through interinsurance exchanges is relatively 
small. In 1960, only about 3.5 percent of all property 
and casualty premiums were written through recipro
cals. 

Lloyd's Associations 
Lloyd's of London. Lloyd's of London is the oldest 

and perhaps the most famous of all insurance organiza
tions in the world. Generally speaking, Lloyd's is a cor
poration for marketing the services of a group of indi
viduals. Lloyd's itself does not issue insurance policies 
or provide insurance protection. The actual insurance is 
underwritten by the 9,000 underwriting members of the 
association. Technically each of these members is a 
separate "insurance company," issuing policies and 
underwriting risks separately or collectively with other 
members. In a sense, Lloyd's is similar to the New 
York Stock Exchange, in which the actual physical 
facilities are owned by the stock exchange and made 
available to members for the transaction of business. 

Each of the underwriters at Lloyds must conduct 
business as an individual proprietor or as a member of a 
syndicate. No corporations or other limitations on 
liability are permitted, and every member of Lloyd's ex
poses his entire personal fortune in addition to his 
business assets. 

The fact that Lloyd's is a combination of a great 
many individual underwriters who assume their liabili
ty individually means that each member is liable only 
for his own commitments. Normally policies issued 
through Lloyd's are issued by a member of the individ
ual underwriters. A single underwriter will not assume 
the total risk connected with a given policy, but will 
assume only a fraction. He will be liable only for his 
portion of the total policy if a loss should occur, and is 
under no obligation to assume the portion underwritten 
by another member. In the past, for public relations, 
solvent members have assumed the liabilities of default
ing members. 

In addition to the individual liability that results 
from the severability of the underwriters, another prob
lem arises. In the event of a dispute concerning 
coverage under the policy, it is technically necessary to 
sue each of the individual underwriters. As a matter of 
practice, however, if suit is brought against one of the 
underwriters under a contract and is successful, the re
maining members pay their portion of the loss without 
the necessity of further litigation. 

Although Lloyd's of London is famous throughout 
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the United States, it is }.icensed in only two states: Illi
nois and Kentucky. In each Lloyd's policy issued in the 
United States, there is a clause in which the under
writers agree to submit to the jurisdiction of either of 
these two states or any other court of competent juris
diction in the United States. As a speciai guarantee to 
American policyholders, Lloyd's maintains a fund of ap
proximately $1 billion in the United States. 

In spite of the fact that Lloyd's is licensed in only two 
states, it provides insurance protection in many other 
areas. In order to service the need of clients who desire 
protection which is not available from carriers licensed 
in the state, it is permissable in many states for an 
agent to place coverage with non-admitted or non
licensed companies. The insurance obtained in this 
manner is known as "Surplus Lines Insurance." Ba
sically, an agent may secure coverage for a client with 
Lloyd's (or any other non-admitted carrier) provided 
that he has made a diligent effort to place the coverage 
concerned with licensed carriers. 

American Lloyd's. The American Lloyd's are an at
tempt to emulate the success of (and capitalize on the 
fame of) Lloyd's of London. An American Lloyd's is 
simply a group of individuals who operate an insurance 
mechanism using the same principals of individual 
liability of insurers that Lloyd's of London uses. In an 
American Lloyds, each individual underwriter assumes 
a part of each risk. Each of the individual insurers pro
mises to pay a specified amount in the event that the 
contingency insured against occurs. Each member is 
liable only for his portion of the risk and is not bound to 
assume any portion of a defaulting member. In other 
words, American Lloyd's operate in essentially the 
same manner as Lloyd's of London, but without the 
strict regulation which the original Lloyds imposes 
upon its members. Most states have laws which pro
hibit the organization or licensing of American Lloyd's. 
Those American Lloyd's which do exist operate almost 
exclusively in the property insurance field. 

Health Expense Associations 
Unique to the field of health insurance are the hos

pital and medical expense associations: Blue Cross and 
Blue Shield, and the "independent" plans. The Blue 
Cross and Blue Shield plans are nonprofit associations 
usually organized under special state enabling legisla
tion to provide for prepayment of hospital and surgical 
expenses. The Blue Cross plans were originally organ
ized by individual hospitals to permit and encourage 
prepayment of hospital expenses. Blue Shield plans oc
cupy approximately the same position in the surgical 
expense field as Blue Cross plans occupy in the hospital
ization field. Both Blue Cross and Blue Shield market 
"service" contracts under which service benefits, rather 
than a dollar indemnity, are provided to insured 
members. Thus, while a commercial insurer's contract 
might, for example, provide for payment up to $50, $60, 

or $70 a day while the insured is confined to a hospital, 
a Blue Cross contract would provide a semiprivate room 
in a member hospital. 

Independent plans have a longer history than do the 
Blue Cross and Blue Shield associations. However, 
they represent a very heterogeneous group and general
izations are difficult. The term "independent" has been 
used to denote a health insurance plan which neither is a 
conventional insurance company nor is affiliated with 
Blue Cross or Blue Shield. Most of the early indepen
dent plans were industrial plans instituted by an 
employer or a union, and with enrollment limited to em
ployees and members. A smaller number were spon
sored by communities or by clinics. Some of these inde
pendent plans pioneered the prepaid group practice 
approach to the provision of medical services, which is 
now known by the more popular term "Health Main
tenance Organization" or HMO. Under the HMO plan, 
subscribers pay an annual membership fee in return for 
which they receive a wide range of health care services. 
The physicians practicing in these plans usually work 
for salaries paid by the group rather than for fees from 
the individual patients. 

Government Insurers 
Government at both the state and federal level is 

engaged in an extensive variety of insurance programs, 
including both social insurance coverages and volun
tary or "private" forms of insurance. These programs 
have been established at various times in our history for 
various reasons. In some instances, they were esta~ 
lished because the risks involved did not lend them
selves to private insurance, because the hazards were 
too great or because private insurers were subject to 
adverse selection. In other instances, they have been 
set up because of the inability or reluctance of private 
insurers to meet society's need for some form of volun
tary insurance. In a few cases, government insurance 
programs have been established as tools of social 
change, designed to provide a subsidy to a particular 
segment of our society or to help solve social ills. Final
ly - and regrettably - some government insurance 
programs have been established on the mistaken notion 
that such programs could somehow repeal the law of 
large numbers, providing insurance against a particular 
risk at lower rates that would be charged by private in
surers. 

Federal Social Insurance Programs. The United 
States government is the largest insurer in the world, 
through its administration of the federal social insur
ance programs. These include The Old-Age, Survivors, 
and Disability Insurance program (popularly known as 
social security) and the Medicare program, both admin
istered by the Department of Health, Education, and 
Welfare. 

State Social Insurance Programs. State govern
ments also operate social insurance programs. Among 
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their major programs are unemployment compensation 
programs and state workers' compensation plans: 

1. All of the states operate unemployment insurance 
plans, which provide for payment to certain un
employer workers who have qualified on the basis 
of previous employment. 

2. Eighteen states offer workers' compensation in
surance. In six of these states (Nevada, North 
Dakota, Ohio, Washington, and West Virginia) 
the government fund operates as a monopoly, and 
employers may purchase this coverage only from 
the state. In the remaining twelve states (Ari
zona, California, Colorad0, Idaho, Maryland, 
Michigan, Montana, New York, Oklahoma, 
Oregon, Pennsylvania, and Utah) the government 
fund competes with private insurers. 

3. Five states (California, New York, New Jersey, 
Hawaii, and Rhode Island) have established com
pulsory temporary disability plans which provide 
income to workers disabled from a nonoccupation
al cause. 

Federal Private (Voluntary) Insurance Programs. 
The federal government is engaged in a wide variety of 
voluntary insurance fields. Although the extent of the 
national government's involvement in the field of in
surance has increased recently, it is not exclusively a r& 
cent phenomenon. For example, war risk insurance pro
grams existed in both World War I and World War II; 
and the U.S. Post Office has sold insurance on regis
tered mail and parcel post for many years. The prin
cipal voluntary insurance programs conducted by the 
federal government include the following: 

1. Federal Crop Insurance. The Federal Crop In
surance Corporation, established in 1939 provides 
all risk crop insurance to farmers. Although the 
program is theoretically self-support.ing, with 
premiums sufficient to pay losses, there is an el& 
ment of subsidy in the administrative costs, and 
loss payments frequently exceed premiums. 

2. Nuclear Energy Liability Insurance. When 
atomic energy was released from government 
monopoly and turned over to private industry for 
development, Congress established a $560 million 
limit on the liability arising out of a nuclear acci
dent. Pools organized by the insurance industry 
provided a part of the coverage necessary for 
those firms that obtained fissionable materials, 
and Congress authorized the Atomic Energy Com
mission to sell supplementary liability insurance 
up to the specified $560 million limit. 

3. Federal Riot Reinsurance. Following the urban 
riots throughout the U.S. in the summer of 1967, 
Congress established the National Insurance 
Development Fund. This agency provides riot r& 
insurance, for which private insurers pay a 
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premium, to those insurers participating in state 
supervised and federally approved FAIR 
plans.The FAIR Plans are special pools set up on 
a state by state basis and operated by the private 
insurance industry to provide insurance to proper
ty owners who find it difficult to obtain insurance 
because of the location of their property and 
hazards of location over which they have no con
trol. (If an insured cannot obtain insurance 
through normal channels, he makes application to 
t he plan. After an inspection of the property, the 
FAIR Plan will assign the property to an insurer 
or tell the property owner what physical hazards 
must be corrected before the property will be in
sured.) 

4. The Federal Flood Insurance Program. Until the 
enactment of the Housing and Urban Develop
ment Act of 1968, which initiated the National 
Flood Insurance Program, flood insurance on fix. 
ed property was generally considered to be an 
uninsurable risk , and was not available at any 
price. The HUD Act of 1968 established a national 
flood insurance program, which makes flood in
surance available in any community that pledges 
to adopt and enforce land control measures d& 
signed to guide future development of the com
munity away from flood prone areas. The pro
gram was originally conducted as a partnership 
between the federal government and the private 
insurance industry. The National Flood Insurers 
Association, a group of about 100 insurance com
panies, entered into an argument with the govern
ment in 1969, under which these companies pledg
ed risk capital and agreed to act as servicing agent 
for the program. When this contract expired in 
December of 1977, the Secretary of Housing and 
Urban Development decided to change the pro
gram to one in which the federal government itself 
acts as the insurer. A Texas computer operations 
and management firm, Electronic Data Systems, 
acts as the fiscal agent for the program, but the 
government itself is the risk bearer. The coverage 
is sold through property and liability insurance 
agents, who are paid commissions for the flood in
surance they sell. 

5. The Federal Crime Insurance Program. The 
Housing and Urban Development Act of 1970 au
thoriz€d the federal government to determine 
those states in which the unavailability of crime 
insurance is a critical problem, and to write crime 
insurance in those areas at reasonable rates. 
Policy forms, rates, deductibles, and underwriting 
requirements are set by the office of the Federal 
Insurance Administration; and the coverage is 
sold through regular insurance agents in the state. 
Coverage under this program is now available in 
twenty-three states, including the state of Iowa. 



6. The Small Busine,ss Administration Surety Bond 
Program. Because surety bonds guarantee that 
the individual or firm that is bonded will perform 
the specific function contracted, bonding com· 
panies generally look closely at the past perform· 
ance of a bond applicant before granting a bond. 
Not surprisingly, smaller contractors who are 
underfinanced and have little experience usually 
have difficulty in obtaining bonds. In 1968, Con· 
gress authorized a study of the bonding field to 
determine if difficulties in obtaining surety bonds 
were preventing small contractors-particularly 
minority contractors-from competing for public 
and private housing contracts. As a result of this 
study, Congress established the Small Business 
Administration (SBA) Surety Bond Program in 
1971. Under this program, the SBA is authorized 
to guarantee a surety company against 90% of the 
loss it sustains as a result of the failure of a small 
contractor who is reinsured under the program. In 
exchange for this 90% loss guarantee, the surety 
company pays the SBA 10% of the bond 
prermum. 

7. The Federal Fidelity Bonding Program. The 
Federal Fidelity Bonding program, operated by 
the U.S. Department of Labor, is designed to pro
vide fidelity bonds to persons who have partici
pated in federally financed work-training pro
grams, and who are still unable to find work 
because of police, credit, or other records that pre
vent them from obtaining fidelity bonds required 
by their prospective employer. Coverage is 
available in $500 increments up to $10,000. The 
federal government contracts with a private in
surer, selected through a bidding process, to fur. 
nish the bonds; and the Department of Labor pays 
the premiums. 

State Private (Voluntary) Insurance Programs. With 
the exception of the 18 workers' compensation funds 
noted above, there are only a handful of state private in
surance programs. 

1. State Crop Hail Funds. At one time, six states 
operated crop hail insurance plans. Only two re
main, in Colorado and Montana. The largest of 
these plans, which had existed in North Dakota, 
was abolished in 1967. 

2. The Wisconsin State Life Insurance Fund. The 
state of Wisconsin sells life insurance to residents, 
in amounts ranging from $1,000 to $10,000. The 
rates are considerably lower than those charged 
by private insurers because there are no commis
sions and the state provides a subsidy in the form 
of office and administrative expenses. Although 
the fund has been in existence since 1911, the in
surance in force represents less than 1 % of all life 
insurance in the state. 

3. The Maryland State Automobile Insurance Fund. 
The State of Maryland created a state run auto
mobile insurance fund in 1973, promising lower 
rates for motorists who insured through the fund. 
Underwriting losses in the first two years exceed
ed $36 million, and by 1976 the fund was on t he 
brink of insolvency. It now operates ·as a " part· 
nership" with the private insurance industry, 
under an arrangement in which all private auto in· 
surers in the state share the losses of the fund 
through a statewide reinsurance pool. 

THE AGENT 
From many points of view, the most important per· 

son in the entire insurance transaction is the agent. The 
marketing of insurance is a complicated operation, and 
yet it is an essential part of the insurance business; for 
without an effective marketing organization, insurance 
carriers could not obtain a sufficient number of ex· 
posure units to permit the spreading of the risk and the 
calculation of the probability of loss on an accurate 
basis. With few exceptions, the marketing mechanism 
in the insurance industry revolves around the agent. 
However, the role of the agent varies in different lines of 
insurance. In the field of property and casualty in
surance, on one hand, the agent is "an individual 
authorized to create, terminate, and modify contracts of 
insurance." In the area of life insurance the agent's 
power is somewhat more limited. Life insurance agents 
are appointed with the authorization to solicit and 
deliver contracts of insurance; however, they cannot, as 
can the property and casualty agent, bind the company 
to a risk. 

The agent derives his powers as an agent from two 
sources. He is given express powers by his company in 
the agency agreement or contract. This agreement 
gives the agent express authority to represent the com· 
pany, and generally contains clauses dealing with such 
things as the specific and general powers of the agent, 
the scale of commissions, the ownership of the contracts 
that are sold, and a provision for cancellation of the con· 
tract. 

In addition to those expressly granted powers which 
he derives from the agency contract, the agent has cer· 
tain implied powers. 

Under the doctrine of "ostensible authority," the 
courts have ruled that an agent has those powers which 
the public has come to expect agents to have. Since it is 
accepted by the public that property and casualty 
agents have the power to bind their company to a risk, 
they have this power, in spite of the fact that the com· 
pany may not have granted this power expressly. Let 
us say for example that the insurance company has told 
a particular agent not to sell any insurance on match 
factories, but the agent binds coverage on such an 
establishment. In spite of the fact that the company 
has forbidden the agent to bind such coverage, it would 
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be liable for any loss that occurred. As far as the public 
is concerned, an act by the agent is an act by the com
pany. He acts on behalf of the company in the in
surance transaction; and under the laws of agency, his 
acts are deemed to be those of the company. If he binds 
the company to a risk, the company is bound to that 
risk until such time as it effects cancellation of the con
tract. 

MARKETING SYSTEMS 
As noted previously, the agent is the central figure in 

the insurance marketing process. While this is true, the 
relationship between the agent and the company which 
he represents can be and is often quite varied. Through 
a process of evolution several marketing forms have 
been developed. Each form has as its goal the attain
ment of efficiency in distribution and service. 

The life Insurance Distribution System 
With the exception of a small amount of life insurance 

sold through the mail, life insurance companies are 
represented by agents. Most life insurance companies 
either insist that their company be the only one 
represented by the agent, or else attempt to encourage 
the agent to represent them exclusively. While there 
are agents who represent more than one life insurance 
company, these agents are the exception. 

The chief differences between life insurance com
panies in their distribution techniques are centered 
around the supervision of the agent. Two systems are 
used: (1) the general agent and (2) the branch office. 

A general agent is an independent businessman, em
powered by the company which he represents to sell life 
insurance in a specified territory and to appoint 
subagents. At one time the general agent received no 
financial aid from the company which he represented, 
but received a commission on all business which his 
subagents produced. He in turn paid a part of this com
mission to his subagents and paid his expenses, with 
the balance representing his personal income. This has 
gradually changed and today most general agents 
receive some sort of financial assistance from their com
panies, in the form of a contribution toward the general 
agency expense. 

The fact that the general agent hires, trains, and com
pensates his subagents makes the general agency a 
relatively inexpensive and riskless manner of starting in 
a new area. Unfortunately, however, there are certain 
disadvantages inherent in the general agency system. 
One major shortcoming is the lack of supervision and 
control which the company has over the subagents. For 
this reason the general agency operations have gradual
ly been modified with more control from the home of
fice. 

The branch manager, in contrast to the general agent, 
is a salaried employee of the company. All expenses of 
the branch office are paid by the home office, for in reali-

ty the branch office is simply an extension of the home 
office. At one t.ime, the branch manager received only a 
salary, but in recent years this has been modified and in 
many cases the branch manager now receives additional 
compensation on the basis of the production of the 
agents who he supervises or through exclusive or '' cap
tive agents" (as is the case with National Liberty 
Mutual Insurance Company). 

The trend in the supervision of life insurance agents is 
toward an elimination of the differences between the 
general agent and the branch manager. Today the 
general agent has many of the characteristics of the 
branch manager and vice versa. 

Property and Casualty Distribution Systems 
In the field of property and casualty insurance, com

panies may be classified into two groups based on their 
distribution system: Those who operate through the 
American Agency System, and the "direct writers." 
The agents who operate through the American Agency 
System are known as "independent agents." while 
those who repre3ent direct writers are called "captive 
agents." 

The American Agency System. The independent 
agent normally represents several companies, dividing 
the policies which he sells among those companies ac
cording to his choice. He owns his expirations, which 
means that he may place the renewals of policies which 
he has sold with some other carrier if he chooses to do 
so. This alternative often gives the independent agent 
strategic power which he can use to the benefit of his 
clients. However, although the independent agent is 
first and foremost a representative of th0 company, he 
also has an obligation to the insured. 

Direct Writers. Direct writing companies operate 
through salaried representatives (as in the case of Liber
ty Mutual Insurance Company), or through exclusive or 
"captive agents" (as is the case with Nationwide, State 
Farm, and Allstate). Technically, companies that 
operate through exclusive agents are not "direct 
writers," but rather "exclusive agent companies." 
However the term direct writer is commonly used in 
reference to both companies operating through salaried 
representatives and those operating through exclusive 
agents. The compensation of the salesman may be in 
the form of a salary, or it may be a commission based on 
the premium volume. In the case of the exclusive 
agent, it is normally in the form of commission. Theim
portant point is that the agent or the salaried employee 
does not own the expirations. He has no choice as to 
where the policy is to be renewed. 

COOPERATION AND CO~PETITION 
IN THE INDUSTRY 

Cooperation in the Insurance Industry 
Insurance by its very nature is cooperative. Despite 

the fact that insurance carriers and insurance agents 
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compete vigorously with each other, there are many 
areas in which both insurance companies and insurance 
agents cooperate. This cooperation arises out of 
economic necessity in some cases. Many cooperative 
organizations are organized and supported by groups of 
insurance companies to perform functions which would 
involve a duplication of effort if each company attempt
ed to perform them individually. In other areas the ob
jective of the organizations is public relations or educa
tion. The complicated nature of the insurance business 
requires cooperation in technical areas such as rate 
making and management, and cooperative organiza
tions have been organized and are supported by in
surance companies to serve this end. The extent and 
nature of the cooperation within the industry can best 
be shown by examining a number of the more impor
tant organizations. 

Rating Organizations. One of the major areas of 
cooperation among insurance companies is in rate mak
ing. As we have seen, the accuracy of the predictions 
made by actuaries is increased as the number of ex
posures upon which these predictions are based in
creases. Numerous organizations called rating bureaus 
are supported by insurance companies who furnish their 
loss statistics to these organizations as the raw material 
for producing rates. Members of the bureau then use 
the rates that are published by the bureau. A full 
member of the bureau agrees to use all of the facilities of 
the bureau and to adhere to its rates and forms. In ad
dition to the full bureau members, there are numerous 
companies that subscribe to the services of the bureau. 
While they do not belong to the bureau as members, 
they use the facilities of t he bureau and purchase the 
right to use the rates published by the bureau as a basis 
for their rates. Subscribers to a bureau may write their 
coverages at full bureau rates; or, with the permission of 
the insurance regulatory authorities, they may "devi
ate" or depart from the bureau rates. 

There are, of course, companies which do not belong 
to the major cooperative rating bodies. These com
panies pursue an independent course of action, using in
dependently filed rates and forms. A small firm does 
not normally have a sufficiently large number of ex
posures to devise adequate rates, and as a result only 
larger companies make independent filings. Many peo
ple in the insurance business feel that the cooperative 
rating bureaus set the standard for the insurance in
dustry. In other words, companies which deviate must 
have something to deviate from. 

Some of the more important rating bureaus and 
rating organizations are: 
1. The Insurance Service Office (ISO). The Insurance 
Service Office provides a wide range of advisory, rating 
and actuarial services relating to property and casualty 
insurance, including the development of policy forms, 
rates, premiums, and related services for multiple line 
coverages. This organization was created on January 

21, 1971, through the consolidation of the Fire In
surance Research and Actuarial Association, the Inland 
Marine Insurance Bureau, the Insurance Rating Board, 
the Multi-Line Insurance Rating Bureau, the National 
Insurance Actuarial and Statistical Association and the 
Insurance Data Processing Center. It computes and 
publishes rates for general liability insurance, boiler and 
machinery insurance, theft insurance, plate glass and 
inland marine insurance, package policies such as the 
homeowners forms and automobile liability, medical 
payments, and physical damage. 

2. The Surety Association of America. The Surety 
Association of America is a statistical and rating 
organization for surety companies. 

3. The National Council on Compensation Insurance. 
The National Council on Compensation Insurance 
develops and administers rating plans and systems for 
workmen's compensation insurance. 

There are no rate bureaus in the life insurance field; 
however, the Society of Actuaries, a voluntary associ
ation of insurance actuaries, holds periodical meetings 
for the exchange of information with the goal of im
provement of premium determination. 

Distressed and Residual Risk 
Pools 

One of the most socially significant areas of coopera
tion among insurers is found in the techniques used to 
deal with certain classes of insureds that are un
profitable but which, for various reasons, must be -in-' 
sured. In some instances, applicants are shared on 
some predetermined basis; in others, the losses are 
shared. The fallowing are a few of the more important 
programs that have been designed to deal with the 
problem of the high-risk insured. 

1. Automobile Assigned Risk Plans. Some drivers, 
because of their past records and the likelihood of future 
losses are unacceptable to insurers in the normal course 
of business. However, because it is socially undesirable 
to permit such drivers on the road without any form of 
insurance, the insurance industry operates special 
mechanisms to provide the necessary coverage. The 
most widely used approach is the Automobile In
surance Plan (formerly called Assigned Risk Plan) 
which is currently in use in 42 states. Under this pro
gram, each automobile insurer operating in a given 
state accepts a share of the undesirable drivers, based 
on the percentage of the state's total auto insurance 
that it writes. Other states use a reinsurance plan or a 
joint underwriting association to accomplish the same 
goal. 

2. FAIR PLANS. Twenty-six states operate property 
insurance pools, known as "FAIR Plans," which are 
designed to provide access to insurance for property 
owners who find it difficult to purchase insurance 
because of the location of their property. If a property 
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owner cannot obtain insurance through the normal 
market, he makes application to the FAIR Plan. After 
inspecting the property, the FAIR Plan assigns the 
property to a participating insurer or informs the owner 
what physical hazards must be corrected before the 
property will be insured. 

Underwriting Syndicates 
In addition to the other forms of cooperation, insurers 

sometimes join together in underwriting syndicates for 
the purpose of handling risks that would be beyond the 
capacity of an individual company. In these syndicates, 
which are found primarily in the property and liability 
field, insurers make use of the basic insurance principle 
of spreading risk and sharing losses. Unlike the pools 
discussed above, however, the syndicates are designed 
to provide some competitive advantage to the 
members, who voluntarily enter into the arrangement. 

1. The Associated Factory Mutual Insurance Com
panies. The "Factory Mutuals" are a group of direct
writing mutual insurers that specialize in insuring 
highly protected exposures, usually involving large con
centrations of value. 

2. The Industrial Risk Insurers. The Industrial Risk 
Insurers (IRI) is a syndicate of about 100 capital stock 
companies organized to insure large concentrations of 
value. Like the factory mutuals, the IRI emphasizes 
loss prevention and specializes in large concentrations 
of value. 

3. Nuclear Energy Pools. Three pools (The Nuclear 
Energy Liability-Property Insurance Association, the 
Mutual Atomic Energy Liability Underwriters, and the 
Mutual Atomic Energy Reinsurance Pool) provide $390 
million in property and liability protection to owners 
and operators of nuclear facilities. 

4. The American Foreign Insurance Exchange. The 
American Foreign Insurance Exchange (AFIA) repre
sents its member companies in the transaction of in
surance business in foreign countries. 

In addition to these syndicates, there are a number of 
similar organizations designed to deal with specialized 
exposures or the needs of particular industries. There 
are syndicates for insuring aviation exposures 
(Associated Aviation Underwriters and the United 
States Aircraft Insurance Group) for ocean marine in
surance (The American Hull Insurance Syndicate) and 
syndicates that specialize in a particular industry (the 
Cotton Insurance Association, the Underwriters Grain 
Association, and the Railroad Insurance Underwriters). 

Public Relations Organizations 
Each of the three major fields of insurance has its "in

formation institute." 

The Institute of Life Insurance is primarily a public 
relations organization financed by member life insur
ance companies. It prepares and distributes educa-

tional materials to teachers and schools, prepares news 
releases conceming developments in the field of life in
surance which are of general interest to the public, and 
gathers and publishes statistics concerning life in
surance. 

The Health Insurance Institute performs the same 
functions in the area of health insurance for the health 
insurance companies that the Institute for Life In
surance performs for life insurance companies. 

The property and liability insurance equivalent of the 
above two organizations is the Insurance Information 
Institute, which is supported by approximately 300 
capital stock insurance companies. 

Education Organizations 
The field of insurance requires continuing education 

on a scale that is matched by few occupations. A large 
number of educational organizations exist for the agent 
or company employee who wishes to improve his 
knowledge and increase his professionalism. 

The American College of Life Underwriters is the 
leading educational organization in the field of life in
surance. I t sponsors the course of instruction leading 
to the professional designation "Chartered Life Under
writer," or "C.L.U." This designation is a symbol of 
professional attainment which relatively few individ
uals achieve. The American College of Life Under
writers is supported by contributing life insurance com-. 
parues. 

The American Institute for Property and Liability 
Underwriters is the equivalent of the American College 
of Life Underwriters in the area of property and casu
alty insurance. The designation granted by the In
stitute is Chartered Property and Casualty Underwriter 
or the C.P.C.U. The C.P.C.U., like the C.L.U., is the 
highest symbol of attainment granted to a member of 
the insurance profession for educational development 
and professionalism. 

In addition to the American Life College and the In
stitute for Property and Liability Underwriters, two 
other organizations exist with the purpose of sponsor
ing education. The Insurance Institute of America of
fers basic courses which are a preparation for the 
rigorous requirements of the C.P.C.U. study program. 
The Life Underwriters' Training Council offers similar 
instruction in the field of life insurance. 

Agents Cooperative Organizations 
Cooperation in the insurance business is not limited to 
insurance companies. There is also substantial degree 
of cooperation among agents. 

In the area of property and casualty insurance, many 
agents belong to cooperative organizations at the local 
level known as local boards of insurance agents. These 
local boards in turn cooperate by affiliating with a state 
association of insurance agents, {e.g., The Independent 
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Insurance Agents of •Iowa or The Professional In
surance Agents of Iowa). The state associations further 
cooperate by affiliating with the Independent Insurance 
Agents of America. A similar organization, known as 
the National Association of Professional Insurance 
Agents, deals primarily with agents representing 
mutual insurance companies. 

In the area of life insurance, the basic cooperative 
orgaruzation is the local association of life underwriters. 
Each of the local associations of life underwriters af
filiates with a state association (e.g., The Iowa Associa
tion of Life Underwriters). The national organization 
with which each of the state associations is affiliated is 
known as the National Association of Life Under
writers. 

In the case of property and casualty and in life in
surance, agents associations perform many valuable 
functions for member agents, particularly in the areas 
of supporting legislation which is of interest to the 
public and the insurance industry and guarding against 
unwise legislation. An equally important function pro
vided by the agents associations is the promotion of 
agent education, helping agents to improve themselves 
and their operations. 

Competition in the Insurance Industry 
The competition within the insurance industry today 

is fierce; perhaps more so than at any time in history. 
Briefly, this competition takes place in three areas: 

1. Price competition 
2. Quality competition 
3. Service 

Price Competition. Insurance competes on the basis 
of price by offering a lower priced product than other 
companies dealing in the same line of insurance. It is 
often puzzling how insurance carriers can charge 
significantly different premiums for identically the 
same coverage. The price of insurance coverage, like 
most prices, is a function of the cost of production. The 
most obvious answer to the question of how various in
surance carriers can charge significantly different 
premiums for identically the same insurance coverage is 
that their costs must also vary significantly. The 
following costs are common to all insurance companies: 

1. Payment of losses 
2. Loss adjustment expense 
3. Cost of production (sales expense) 
4. Administrative expenses 
5. Taxes 

If a company is successful in reducing any of these 
costs below those of its competitors, it stands to reason 
that that company will be able to offer its coverages at a 
lower premium. 

The first of the listed costs, the payment of losses, can 
be an area of significant difference between companies. 

Since the hazards and perils involved in each exposure 
are different, the exposure units have varying degrees 
of risk. Some exposures are better than average and 
some are worse than the average. If a company can suc
ceed in obtaining its customers from a better class of 
risks, not only will its loss experience be lower, but since 
the better risks are thus removed from the total of ex
posure units, the average risk in the remaining group 
will be worse than previously. So when one company or 
a group of companies succeeds in lowering its loss 
payments through the selection of better risks, the loss 
payments of the remaining companies rise. 

If losses decline, then the expense of adjustment also 
declines. In this way, careful selection of the more 
desirable exposures results in an additional saving. 

The third cost, the cost of production, can also be 
altered to reflect substantial premium savings. The 
bulk of production costs have traditionally been agents 
commissions. In addition to the original commission 
when the policy is first sold, some lines of insurance re
quire commission payments at each renewal, equal to 
the original commission. Some companies, such as the 
direct writers, have been able to reduce premium costs 
by reducing the agent's renewal commission. Even in 
life insurance, where the agent's commission is a signifi
cant cost only for the first year, lower commission 
scales may permit lower premiums. 

Closely connected with the costs of production are ad
ministrative costs. Efficiency in administration; 
through the use of mechanized billing and automatic 
renewal procedures, not only save administrative costs, 
but they give the company greater control over policy 
renewals and permit a reduction of renewal premiums. 

While all savings in the cost of various companies 
have some effect on the price of their product, the most 
substantial variations in premium rates are due to the 
savings made in loss payments. 

The price competition in the life insurance field is a 
complicated operation. In the area of life insurance 
most companies use the same mortality tables and the 
same assumption regarding the return on their invest
ment. Yet the price for a given type of policy varies 
from company to company. One of the reasons that the 
premium varies from one company to the next in life in
surance is the fact that the policies are not identical 
products. 

In the area of property and casualty insurance, the 
price competition takes place between various types of 
companies. Thus bureau companies compete with 
stock companies, bureau companies compete with non
bureau companies, and companies operating through 
the American Agency System compete with the direct 
writers. 

Quality Competition. In addition to the price com
petition, insurance companies also compete by offering 
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different forms of policies, with broader insuring 
agreements or additional provisions which are hen~ 
ficial to the insured. One of the aspects of the competi
tion which has been beneficial to insureds (and we might 
add detrimental to the companies in some cases), has 
been the continuous broadening of coverage under 
various policy forms. 

Service. Essentially the insurance product is a 
promise of future performance. The individual ~eldom 
knows if the product which he has purchased is ade
quate until he has a loss, and this is a rather inconv~n
ient time to find that it is inadequate. One of the maJor 
areas which certain types of carriers have stressed is the 
servicing and advice which the agent performs for the 
individual. Basically the service consists of advising 
the client regarding the proper types of insurance which 
he needs, making certain that there are no unprotected 
exposures, maintaining a constant check on. ~he 
coverages in effect from time to time, and proVIding 
prompt and fair settlement of losses when they occur. 

REG ULATION OF THE 
INSURANCE IN DUSTRY 

THE "WHY OF GOVERNMENT REGULATION 
The courts have long held that insurance is an in

dustry which, like banking, is "vested in the public in
terest.'' This simply means that insurance is a business 
which affects many people, and the public welfare 
demands that the insurnace industry be regulated in its 
activities. 

Classical economic theorists held that competition 
serves the consumer best by forcing the firms in an in
dustry to reach the point of maximum eff~c~ency. I~ an 
economy characterized by perfect competition, the inef
ficient firms would be forced out of the market. 
However, in the case of insurance, the public interest 
would not be served by forcing the inefficient producers 
out of the market. The public welfare requires the con
tinued existence of insurance companies in which 
members of the economy have invested their funds. In
dividuals purchase insurance to protect against finan
cial loss at a later time. In the interest of the public 
welfare, it is essential that the insurance firm making 
the promise remain in business so that it will be able to 
fulfill its promise. 

While a good deal of government regulation is aimed 
at enforcing competition and preventing artificially 
high prices, government regulation of insurance is 
aimed in the opposite direction. In the absence of 
government regulation, the natural tendency in the in
surance industry would be toward the keenest sort of 
competition. There are two basic reasons for this: 

1. The cost of production is not known until the con
tract of insurance has run its full term. 

2. There are classes of desirable and undesirable 
risks. There is a danger that in attempting to 
compete insurance companies might assume that 
their risks are from the better class and make un
warranted assumptions about their future costs. 

The basic danger of competition in the insurance in
dustry is the possibility t hat in attempting to compete, 
companies may underestimate their costs and, as a 
result, fail. The primary purpose of government regu
lation of insurance companies is to assure the solvency 
of insurance carriers. 

In addition to the competitive nature of the industry, 
there are certain other reasons that the industry must 
be regulated. The complicated nature of most insurance 
contracts makes them difficult for the insured to 
understand if he attempts to do so. Few individuals 
read their insurance policies, and even if they did, even 
fewer would understand what they had read. The 
regulatory authority is charged with the responsibility 
of assuring that the contracts offered by insurance car
riers are fair. 

The function of insurance regulation then is quite 
simple. Insurance is regulated with the goal of pro
moting the welfare of the public by_maintaining soun_d 
insurance companies, who offer fair contracts at fair . 
prices. 

A BRIEF HISTORY OF 
INSURANCE REGULATION 

Although statutes had been enacted by the states as 
early as the beginning of the Nineteenth Century which 
dealt with insurance activities, the history of modern 
regulation of the insurance industry begins sh_ortly 
before the Civil War when several states established 
bodies to supervise the operation of the insurance ~n
dustry within their borders. The New Hampshire 
Board of Insurance Commissioners, which was 
established in 1851, was the first of these bodies. 
Massachusetts followed shortly thereafter, and New 
York established its board in 1859. The Panic of 1857, 
which had been precipitated by the failure of a New 
York branch of the Ohio Life Insurance and Trust Com
pany of Cincinnati was probably one of the leadir:ig ~ac
tors in the establishment of the New York comrruss1on, 
as well as those of other states which followed. 

Paul vs. Virginia 
The case of Paul vs. Virginia was an important prece

dent concerning the regulation of insurance. Samuel 
Pau) was a native of Virginia who represented New 
York insurance companies in his state. Paul challenged 
the right of the state to regulate insurance by re~sing 
to obtain a license from the state. When he continued 
to sell insurance without a license, he was arrested and 
fined $50. The case was carried all the way to the 
United States Supreme Court, where it was finally 
decided in 1869. In rendering its decision, the Supreme 
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Court ruled that insurance was not interstate com
merce. 

Issuing a policy of insurance is not a transaction of 
commerce. The policies are simply contracts of indem
nity against loss by fire entered into between the cor
porations and the insured for a consideration paid by 
the latter. These contracts are not articles of commerce 
in any proper meaning of the word. They are not sub
jects of trade and barter, offered in the market as 
something having an existence and value independently 
of the parties to them. They are not commodities to be 
shipped or forwarded from one state to another and 
then put up for sale. They are like other personal con
tracts between parties which are completed by their 
signature and the transfer of considerations. Such con
tracts are not interstate transactions, though the par
ties may be domiciled in different states. The policies 
do no take effect - are not executed contracts - until 
delivered by the agent in Virginia. They are then local 
transactions and are governed by the local law. They 
do not constitute a part of the commerce between the 
states any more than a contract for the purchase and 
sale of goods in Virginia by a citizen of New York, while 
in Virginia, would constitute a portion of such com
merence.2 The decision of the United States Supreme 
Court that insurance was not interstate commerce, and 
therefore was not subject to regulation by the federal 
government, stood for seventy-five years. 

The South-Eastern Underwriters Association Case 
After a period of 75 years, another test of the au

thority of the federal government to regulate insurance 
was made. In 1942 the Attorney General of the United 
States filed a brief under the Sherman Act against the 
South-Eastern Underwriters Association, a cooperative 
rating bureau, alleging that the bureau constituted a 
combination in restraint of trade. In its decision of the 
S-EUA case in 1944, the Supreme Court reversed its 
decision of Paul vs. Virginia, stating that insurance is 
interstate commerce, and as such is subject to regula
tion by the federal government.3 This decision stands 
today. 

Public Law 15 
During the period of time that the S-EUA case was 

being decided and appealed, the insurance industry ar
ranged to have bills introduced into the Congress which 
would have exempted the insurance industry from the 
provisions of the antitrust laws. These bills were all 
defeated, but finally a bill was drafted by the National 
Association of Insurance Commissioners which could 
be passed. This bill was Public Law 15 or the McCarran 
Act, which became law on March 9, 1945. Congress in
sisted that it was the right of the federal government to 

2Paul vs. Virginia, 231 U.S. 495 (1 869). 

3U.S. vs. South-Eastern Underwriters Association 322 U.S. 533 
(1944). 

regulate the insurance industry, but stated in the Mc
Carran Act that the federal government would not 
regulate insurance as long as the states did an adequate 
job of regulating the industry. In addition the law 
declared a two-year moratorium on the regulation of in
surance by the federal government and state<l that the 
federal government would not regulate the industry un
til after January 1, 1948, at which time it would do so to 
the extent that the industry was not being regulated by 
the several states. Following the enactment of Public 
Law 15, the several states attempted to put their house 
in order, enacting rating laws, fair trade practices, and 
extending the licensing and solvency requirements. 

INSURANCE REGULATION TODAY 

Insurance is presently regulated by the several 
states, through the three basic branches of our govern
ment, the legislative, judicial, and executive branches. 

Regulation by the Legislative Branch 
Each state enacts laws which govern the conduct of 

the insurance industry within the state. These laws 
spell out the requirements that must be met by persons 
wishing to organize an insurance company in the state. 
A company which is domiciled within the state, (i.e., 
which has its home office in the state) is called a 
domestic company. The laws also specify the require
ments which a company domiciled in another state 
(called a foreign company) must meet in order to obtain 
a license to do business in the state. A company which 
is domiciled in a foreign country is called an "alien com-' 
pany." In addition the Insurance Code sets forth the 
standards of solvency that are to be enforced and pro
vides for the regulation of rates and investments. It 
also provides for the licensing of agents. 

Regulation by the Judicial Branch 
The judicial branch exercises control over the insur

ance industry through the courts by rendering decisions 
on the meaning of policy terms and ruling on the consti
tutionality of the laws of the state and the actions of 
those administering the law. 

Regulation by the Executive Branch -
The Commissioner of Insurance 

The central figure in the regulation of the insurance 
industry in each state is the Commissioner of In
surance. In most states the Commissioner of Insurance 
is appointed by the governor of the state and is charged 
with the administration of the insurance laws and the 
general supervision of the business. Few people under
stand the complicated nature of the position or the 
tremendous power which the commissioner of insurance 
wields. As one author has written: 

. . . sometimes the insurance commissioner is an of
ficial clerk, sometimes he is a judge, sometimes he is 
a jury, sometimes he is a lawgiver and sometimes he 
is both prosecuting attorney and hangman. He is 
partly executive, partly judicial and partly 
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legislative; and yet he is not confined within any of 
these categories.4 

The NAIC 
The National Association of Insurance Commission

ers has been an active force in the regulation of in
surance since it was founded in 1871. Although it has 
no legal power over insurance regulation, it is an impor
tant force. Through it the 50 Commissioners of the 
separate states exchange information and ideas and 
coordinate regulatory activities. On the basis of the in
formation exchanged at its t\vo annual meetings, the 
NAIC makes recommendations for legislation and 
policy. The individual commissioners are free to accept 
or reject these recommendations, but in the past the 
majority of the commissioners have seen fit to accept 
the recommendations which are appropriate for their 
particular state. 

AREAS REGULATED 

Licensing of Companies 
The power to license insurance companies (or revoke 

those licenses) is perhaps the greatest power which the 
Commissioner of insurance possesses. In effect, when a 
company is licensed, the Commissioner of insurance cer
tifies the company with regard to its financial stability 
and soundness of methods of operation. Before licens
ing a company to conduct business in the state, the 
Commissioner must satisfy himself that the company 
to be licensed meets the financial requirements specified 
in the insurance code of the state. In order to qualify 
for a license, the insurance company making application 
must have a certain amount of capital and/or surplus. 
The exact amount required varies from state to state, 
being relatively small in some states and substantial in 
others. The amount of capital and/or surplus which is 
required also depends on the type of business which the 
firm will conduct and whether the company is a stock or 
mutual carrier. 

Examination of Companies 
The insurance code requires every licensed company, 

foreign and domestic, to submit an annual report to the 
Commissioner of insurance. This report includes infor
mation regarding the assets and liabilities of the com
pany, its investments, its income, loss payments and 
expenses, and any other information desired by the 
Commissioner. 

In addition to the annual report, a periodic inspection 
of each company conducting business in the state is 
made by the commissioner's office. The insurance Com
missioner may examine or inquire into the affairs of any 
company transacting business in the state at any time, 
but the insurance code requires him to examine 
domestic companies at least once every three years. The 

4Patterson, Edwin V..' .• The Insurance Commisssioner in the United 
States, (Cambridge: Harvard Uruversity Press, 1927), p. 5. 

expense of the examination is paid by the insurance 
company being examined. The examination is a detail
ed operation, quite often lasting a considerable period of 
time, during which the examiners scrutinize every 
aspect of the firm· s operation. 

In order to eliminate duplication of effort, it is becom
ing a practice for the Commissioner to examine those 
companies which are domiciled in his state. To provide 
for the examination of foreign companies, "zone" ex
aminations are conducted, wherein each state in a zone 
(there are 6 zones) accepts the examination of the zone 
for its foreign companies. 

Company Insolvencies 
Although one of the major goals of insurance regula

tion is to avoid insolvencies, on occasion they do occur; 
and in such cases the commissioner of insurance must 
take steps to have the insurer's assets taken over by an 
official liquidator In most cases, liquidation is a last 
resort, and the commissioner will often take steps to 
rehabilitate a company when an examination indicates 
that it is in a hazardous condition. Sometimes large 
portions of the business will be reinsured with another 
insurer. In some cases, the shaky firm may be merged 
with a stronger firm. 

When insolvencies do occur, their impact is felt not 
only by the stockholders and policyholders, but by the 
claimants as well. In order to reduce the impact of in
surer insolvencies, 45 states operate insolvency guar· 
antee funds. which are designed to compensate the 
members of the public who suffer loss as a result of the 
failure of a property and liability insurer. Under these 
plans, all insurers operating in the state are assessed 
their proportionate share of losses when an insolvency 
occurs. Iowa is among the states operating an insol
vency fund. 

Rates 
To the extent that the insurer's promises depend on 

the price which it charges for these promises, these 
rates must be subject to regulation. All state insurance 
codes provide for the regulation of insurance rates, re
quiring that the rates must be: 

1. Adequate 
2. Not excessive 
3. Not unfairly discriminatory 

Adequancy is the primary requirement. The rates. 
together with the interest income from investments. 
must be sufficient to pay all losses as they occur and all 
expenses in connection with the production and servic · 
ing of the business. Competition between carriers on a 
price basis must be limited through regulation to insure 
that solvency of the carriers is maintained. As we have 
seen, much of the rating in certain lines of insurance is 
done on a cooperative basis. The regulatory authorities 
permit, but do not require, concerted rate making. 
companies pool their loss statistics in an attempt to 
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achieve greater accuracy. in prediction, they agree to use 
the bureau rates which are published. Yet the practice 
does not constitute collusion. If a company wishes to 
deviate from the published rates, it must satisfy the in
surance commissioner that there is a basis for the devia
tion, by presenting loss experience and e·xpense inf or
mation justifying the deviation. 

In addition to the requirement of adequacy, the in
surance rates must be reasonable. Insurance has come 
to be regarded as a product which is essential to the 
well-being of members of the society. Insurers may not 
take advantage of the need of the members of society in 
order to realize unreasonable returns. 

Finally, insurance rates must not discriminate unfair
ly. The emphasis in this requirement is on "unfairly," 
for the very nature of insurance rates requires some 
degree of discrimination. By "unfairly" discriminatory 
we mean that the insurance company may not charge a 
significantly different rate for two risks with approx
imately the same degree of risk. Any difference in rates 
charged must have an actuarial basis. 

Life insurance rates constitute a special case in rate 
making and price competition. Apart from making cer
tain that the companies do not engage in price dis
crimination, the state regulatory authorities do not 
directly control life insurance rates. Life insurance com
panies do not engage in cooperative rate making as do 
the property and casualty companies. However the 
companies are required to use the same mortality table 
and the dictates of competition force them to use 
r~stic interest assumptions. In addition, legal restric
tions on the expense portion of the premium restricts 
t_he_cost of life insurance. New York state, for example, 
limits the amount of commission of life insurance 
policies payable the first year. 

Reserves 
If we recall that the insurance business operates on 

the somewhat unique plan of collecting in advance for a 
product that is to be delivered at some time in the 
future, it becomes obvious that the insurance company 
must make some provision for future obligations. The 
insurer's obligations under the insurance contract are ' at the time the policies are issued, all in the future. If 
the ins'?'er were permitted to continue operating as 
long as 1t had no matured obligations which it could not 
meet (~hich is the ordinary measure of solvency), it 
would m most cases be perpetrating a fraud on the 
poli~yholders by using the funds to secure future pro
tection to meet already occurring obligations to others. 
The only way that the insurance business can be con
duct~~ on ~ advance premium basis is by making some 
proV1s1on 1n advance for obligations contracted to be 
met in the future. This is done by setting up the pres
ent value of these obligations as liabilities. 

The dollars that are paid to the insurance company in 
the form of premiums do not belong to the insurance 

company until they have been earned. They belong to 
the policyholders who have paid them, and the law re
quires insurance companies to set up liabilities recogniz
ing this. In the case of life insurance, the policyholder 
often pays more than the cost of the death protection 
under his policy during the early years of the policy. The 
overpayment which he makes represents a liability on 
the part of the company, and a "policy reserve" must be 
established. If the insured decides to drop his policy, he 
is entitled to a return of a portion of his overpayment. 

In property and casualty insurance, the premium is 
earned only as time elapses. On a one-year policy, after 
six months the company must still have half of the 
premium set aside to cover losses which will occur dur
ing the second half of the year, or to return to the in
sured if he desires to cancel the policy. Thus the com
pany cannot use premiums to pay losses until these 
premiums have been earned. In addition to the un
earned premium reserve, there are various other 
reserves, such as the loss reserve, (which represents the 
obligation of the company for losses which have oc
curred but which have not yet been paid), that must be 
maintained. 

The insurance code of most states specifies the man
ner in which the reserves must be computed. In addi
tion, the insurance company is required to deposit cash 
or securities with the insurance commissioner equal to 
the value of these reserves. 

Investments . 
To the extent that the insurer's promises to pay de

pend on the value of its investments, these investments 
must be sound. It is a basic principle of investment 
that the return on a given security is a function of the 
risk inherent in that security. In an attempt to increase 
their investment return, insurance companies might 
turn to investments which entailed a greater degree of 
risk than is desirable if it were not for regulation. The 
insurance code normally specifies in some detail the 
type of investments which insurance companies are per
mitted to make. 

Policy Forms 
Since the insurance product is a contract, by its very 

nature it is technical. In most cases the customer is 
asked to purchase a product in which he becomes a 
party to a contract which he has not read, and which he 
would not understand if he did read it. The complicated 
nature of most insurance contracts makes them appear 
to be formidable objects to the public, but this is so 
simply because as contracts, they must be precisely 
drawn. If the insurance company wishes to insure 
against loss by a specified peril, it must make certain 
that the contract limits coverage to that peril. In order 
to do this it is often necessary to devise a complicated 
document. Since the insurance contracts are com
plicated, these contracts must be approved by the 
regulatory authorities to insure that the insurance buy-
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ing public will not be unfairly treated as a result of pro
visions in the contracts which are unfairly contrary to 
the public interest. In addition, the solvency of the in
surers must be protected against unreasonable com
mitments which they might make in the interest of 
competition. In some states new policy forms and en
dorsements need only be filed with the commissioner's 
office before they are put into use; if the commissioner 
does not approve of the form, it is then withdrawn from 
use. In most states, however, the law requires the ap
proval of a form before it is used. 

Competence of Agents 
Because of the technical complications in the insur

ance product, it is particularly important that those 
selling insurance understand the products which they 
propose to sell. The Commissioner of Insurance in the 
State of Iowa, sworn to enforce the Iowa Insurance 
laws, is required to satisfy himself that an applicant for 
an agent's license: 

1. Intends to hold himself out in good faith as an in
surance agent. 

2. Is a respected and responsible resident of his com
munity. 

3. Understands the contracts he proposes to offer 
the public. 

4. Understands the laws under which he will oprate. 

In order to satisfy himself that the applicant does, in 
fact, understand the contracts which he proposes to sell 
and the laws under which he will operate, the Commis
sioner requires satisfactory performance on a written 
examination by each applicant. 

Access to Insurance 
One of the newest areas of government concern, and 

at the same time, one of the most significant issues fac
ing the insurance industry today, is the availability of 
insurance and the difficulty that some classes have ex
perienced in obtaining it at reasonable rates. Legislative 
enactments have reduced the insurers' rights to select 
the insureds with which it will do business, and in some 
instances have compelled insurers to accept high-risk 
applicants at less than the full rates that the risks in
volved would dictate. 

For example, most states nov.1 restrict the right of an 
insurer to cancel or refuse to renew insurance because of 
age or sex, factors traditionally considered to be impor
tant in automobile underwriting. In the same way, 
"red-lining," which consists of designating sections of a 
city in which an insurer will not accept business, is also 
prohibited. 

Unfair Insurance Trade Practices 
An insurer might be financially sound, and yet still 

engage in practices that are detrimental to the public in
terest. Section 507B of the Iowa Code, as amended by 
the 1973 legislature, defines and prohibits certain unfair 
insurance trade practices of insurance companies and 

agents, and provides for the imposition of penalties for 
violations. The unfair trade practices specifically de
fined include: 

1. Misrepresentation and False Advertising. It is 
unlawful to make written or oral misrepresenta
tions about policies offered, dividends to be re
ceived, or the financial condition of an insurer, or 
to make advertising statements that are untrue or 
misleading. The prohibition includes mis
representations for the purpose of inducing an in
sured to drop a policy of one insurer in order to 
replace it with a policy of another insurer (a prac
tice known as "twisting"). 

2. Defamation. It is unlawful to make, aid in, or en
courage the making of any statement which is 
false and maliciously critical or derogatory about 
an insurer or its representatives. 

3. Boycott, Coercion, and Intimidation. Commis
sion of (or agreements to commit) acts of boycott, 
intimidation or coercion that tend to result in 
unreasonable restraint or monopoly of the in
surance business are defined as unlawful. 

4. False Statements and Entries. It is unlawful to 
knowingly file false statements with any super
visory or public official or circulate any false state
ment as to the financial condition of an insurer, or 
to omit any entry from such statements which 
tends to mislead as to the financial condition of an . 
msurer. 

5. Stock Operations and Advisory Board Con• 
tracts. Issuing stock or other securities or other 
contracts promising returns and profits as an in
ducement to purchase insurance is forbidden. 

6. Unfair Discrimination. Malung or permitting un
fair discrimination between persons with essen
tially the same hazards is specifically forbidden. 

7. Rebating. It is unlawful to make or offer to make, 
directly or indirectly, any consideration or special 
favor not specified in the contract as an induce
ment to purchase insurance. An example of an 
illegal rebate would be an offer by an agent to give 
a part of his commission to a prospective insured. 

8. Unfair Claim Settlement Practices. The code 
outlaws "sharp" claim practices, such as unrea
sonably delaying payment, or denying payment 
when there is no reasonable basis for such denial, 
or forcing the claimant to induce litigation where 
the liability is reasonbly clear 

9. Misrepresentations in Insurance Applications. It 
is unlawful to make misrepresentations in any ap
plication for insurance. 

10. Coercion of Debtors. It is unlawful to require as 
a condition for a loan or an extension of credit that 
the borrower obtain insurance from a particular in
surer or agent. 

11. Disclosure or Use of Information. It is unlawful 
to disclose or to use information furnished to a 
lender in connection with insurance on property 
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pledged as security for a loan when such disclo
sure or use is to the detriment of the borrower or 
the agent furnishing such information. An exam
ple of a violation in this area would be solicitation 
of the renewal of a policy by an agent who had ob
tained the renewal data from the lerider to whom 
the insurance policy was furnished. 

In addition to the practices specifically defined above, 
the Code also provides that other practices not defined 
in the act may be declared to be unfair by the Commis
sioner of Insurance. 

If the commissioner believes that a person is or has 
been engaging in any unfair practices, whether or not 
described in the Code, he is empowered to investigate 
and hold a hearing. Upon determination that the per
son charged has engaged in unfair practices, he may 
issue a cease and desist order. If the unfair practice is 
one of those specifically defined in the code, he may also 
order one or more of the following penalties: 

(a) a fine of up to $1,000 for each act, with an aggre
gate of $10,000 

(b) suspension of the license of the individual or firm 
(c) if the person knew or should have known that he 

was violating the law, a fine of $5,000 for each act, 
with an aggregate of $50,000 for any six month 
period. 

The individual subject to the cease and desist order 
may appeal through the courts; but unless the Com
missioner is overruled, subsequent violations of the 
cease and desist order are punishable by a fine of up to 
$10,000 for each and every violation plus revocation of 
the individual's license. 

While we are on the subject of unfair practices, it 
might be well to discuss the ethical responsibilities of 
the agent. The responsibility of the agent is somewhat 
complicated by the fact that he must serve two masters: 
his company and his clients. To his companies, he owes 
the obligation to generate a profitable volume of 
business. At the same time, he has a responsibility to 
do the best job possible for his clients. Above all, he 
owes both the company and the client complete hones
ty. In addition to this obligation of honesty, the agent 
has an obligation to be technically competent in order 
that he can serve both his company and his clients. The 
code of ethics to which the agent should subscribe is 
best summarized in the pledge of the Chartered Life 
Underwriter and the Chartered Property and Casualty 
Underwriter: 

THE PLEDGE OF THE 
CHARTERED LIFE UNDERWRITERS 

"I shall, in the light of all the circumstances sur
rounding my client, which I shall make every cons
cientious effort to ascertain and to understand, 
give him that service which, had I been in the 
same circumstances, I would have applied to 
myself.·· 

THE PLEDGE OF THE CHARTERED 
PROPERTY 

AND CASUALTY UNDERWRITER 
" I shall strive at all times to ascertain and 

understand the needs of those whom I serve and 
act as if their interests were my own; and I shall 
do all in my power to maintain and uphold a stand
ard of honor and integrity that will reflect credit 
on the business in which I am engaged.' ' 

THE LEGAL FRAMEWORK 
The transfer of risk from the individual to the insur

ance company is accomplished through a contractual 
arrangement under which the insurance company, in 
consideration of the premium paid by the insured and 
his promise to abide by the provisions of the contract, 
promises to indemnify the insured in the event of the 
specified loss. The instrument through which this 
transfer of risk is accomplished is the insurance con
tract, which, as a contract, is enforceable by law. Every 
contract, insurance or otherwise, is subject to the 
general laws that govern contracts. In addition to these 
general laws, there are certain additional legal prin
ciples involved in the insurance contract. 

General Requirements of 
An Enforceable Contract 

A contract is defined as "an agreement enforceable 
by law. " In order for a contract to be legally binding or 
enforceable by law, it must have certain essential' 
elements. These elements of a contract are: 

1. Offer and Acceptance 
2. Consideration 
3. Legal Object 
4. Competent Parties 
All of these elements are necessary for a binding con

tract of insurance. 
1. Offer and Acceptance. In order to have a legally 

enforceable contract, there must be a definite unquali
fied offer by one party, and this offer must be accepted 
in its exact terms by the other party. In the case of life 
insurance the offer is normally made by the applicant 
when he submits his application for insurance. The ac
ceptance takes place when the agent binds coverage or 
when the policy is issued. It is important to note that 
there is no requirement that the contract be in writing. 
An oral contract is just as binding on both parties as is 
a written contract. However, the difficulty of proving 
the terms of the oral contract, or even the existence of 
such a contract, makes it advisable to confine contrac
tual agreements to those that are written whenever 
possible. In certain instances, however, the situation 
may arise in which it may be necessary to create an oral 
contract of insurance. When a prospective insured re
quests coverage from a property and casualty agent, 
the agent may effect a contract orally, accepting the of
fer of the prospective insured. In such instances 
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coverage begins immediately. If a loss occurs before a 
written "binder" is issued,!> or before the policy is 
issued, the company which the agent bound to the risk 
will be liable for the loss. However the courts have 
ruled that the agent must specify the company with 
which coverage is bound if he represents more than one 
company. The life insurance agent cannot bind the in
surance company to a risk. 

2. Consideration. The binding force in any contract 
is the consideration. Consideration is the thing of value 
which each party gives to the other. In insurance con
tracts, the consideration on the part of the company is 
the promise to indemnify the insured in the event of a 
loss. The consideration on the part of the insured is the 
premium ( or the promise to pay the premium) and an 
agreement to abide by the conditions of the contract. 

3. Legal Object. A contract must be legal in its pur
pose. A contract in which one party agreed to commit 
murder for a specified amount would be unenforceable 
in court because the object of the contract is not legal. 
Likewise an insurance policy that is actually a gambling 
contract would be unenforceable as contrary to public 
policy. By the same token an insurance policy which 
promised to assume the consequences of the insured' s 
criminal acts would also be contrary to public policy. In
surance on goods illegally held would not be valid in 
favor of the illegal holder. With the exception of the in
stances enumerated above and a few similar cases, in
surance is considered to be a legal object. 

4. Competent Parties. The parties to the contract 
must be capable of entering into a contract in the eyes 
of the law. In most cases the rules of competency are 
concerned with minors and the mentally incompetent. 
The basic principle involved is that some parties are not 
capable of understanding the contract that they would 
enter into; therefore the courts have ruled that they are 
not bound by such contracts. 

In the case of minors, insurance represents something 
of a special case in many jurisdictions. According to 
the law, a minor is a competent party only in contract
ing for necessities, and courts have not considered in
surance to be included within the group of necessities. 
Therefore, unless there is a statute to the contrary, a 
minor may enter into an insurance contract, but may 
disaffirm the contract at any time, demanding the 
return of the premiums that he has paid. If he does not 
disaffirm the contract before he turns 21, the minor af
firms the contract when he makes a payment. 

Void-Voidable 
The terms "void" and "voidable" are sometimes in

correctly used interchangeably. A void contract is 

5A " binder" is a temporary contract, normally issued for 30 days, 
which an agent uses to give evidence that he has accepted the offer of 
the prospect. A binder is issued and accepted by the insured with the 
understanding that the binder provides the same coverage as the 
policy form in use by the company. 

simply an agreement without legal effect. In essence it 
is not a contract at all, for it lacks one of the require
ments specified by law for a valid contract. A void con
tract cannot be enforced by either party. For example, 
a contract having an illegal object is void and neither of 
the parties to the contract can enforce it. A voidable 
contract, on the other hand, is an agreement which, for 
a reason satisfactory to the court, may be set aside by 
one of the parties to the contract. It is binding unless 
the party with the right to void it wishes to do so. For 
example, let us say that a situation develops under 
which the insured has failed to comply with a condition 
of the contract. The company may elect, if it chooses to 
do so, to fulfill its part of the contract; or it may elect to 
avoid the contract and revoke coverage. Or, let us say 
that a 13-year-old purchases a life insurance contract. 
While this contract would be binding on the company, 
in most cases it would be voidable at the option of the 
insured. A contract may be held to be voidable for any 
one of a number of legal reasons. If one party was forc
ed into the contract under duress, or if there is an ele
ment of fraud involved, the contract may be voided. 

SPECIAL LEGAL CHARACTERISTICS 
OF INSURANCE CONTRACTS 

In addition to those principles which apply to all con
tracts, there are special legal characteristics unique to 
insurance contracts. 

Insurance is a Contract of Indemnity 
This means that under the terms of the policy the in

surance company promises to reimburse the insured 
only to the extent of his financial loss. The insured is 
permitted to collect only if he has suffered a financial 
loss, and only to the extent of that loss. Put in its 
simplest terms, an individual should not be permitted 
to make a profit through insurance. Human nature be
ing what it is, the ability to make a profit from the ex
istence of an insurance policy would lead to the inten
tional destruction of property or other more serious 
crimes. The princple of indemnity is enforced through 
legal doctrines and policy provisions which are designed 
to limit the amount which the insured may collect to the 
amount of his loss. There are four important doctrines 
which enforce the principle: 

Insurable Interest. The doctrine of insurable interest 
is directly related to the principle of indemnity. The in
surance contract is designed to protect the individual 
against finar1cial loss which he himself suffers. It would 
be contrary to public welfare and policy to permit an 
individual to take out an insurance policy providing for 
payment if an event occurred which did not cause him 
to suffer financially. The probability of the event occur
ring would most certainly increase. When there is not 
an insurable interest, an insurance contract is nothing 
more than gambling, and as such is not enforceable in 
the courts. The application of the principle of insurance 
interest is somewhat different in the life insurance field 
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than it is in the property and liability field. One of the 
basic differences in the application of this principle be
tween the two fields is that in the field of life insurance, 
an insurable interest must exist at the inception of the 
policy, but need not exist at the time of t~e loss. In the 
field of property and liability insurance the exact op
posite is true. In property insurance an insurable in
terest may not be required at the inception of the policy, 
but the insured must prove that he had an insurable in
terest at the time of the loss in order to collect. 

Actual Cash Value. No matter how much insurance 
the individual purchases, the amount that he may 
recover is limited to the amount of his actual loss in 
most cases. The basis on which most property losses 
are settled is that of "actual cash value'·. Actual cash 
value is a technical term which for all practical purposes 
means "replacement cost less depreciation". 

There are, of course, certain cases in which it would be 
impossible to determine the amount of the loss after the 
loss has taken place, such as might exist in the case of a 
rare and valuable painting. What, for example, might 
we say the replacement cost of the Mona Lisa is? In 
such cases the insurance contract may be a valued 
policy. Under a valued policy, in the event of a total 
loss, the face amount of the policy must be paid, 
regardless of the actual amount of financial loss. 
Perhaps the best example of a valued policy is a life in
surance contract. 

The valued policy represents one exception to the 
principle of indemnity. Certain other exceptions exist, 
which will be examined later. 

Apportionment. Following the principle of indemni
ty, most insurance contracts (with the exception of life, 
accident, and health) contain a clause called the pro-rata 
or apportionment clause. This clause is designed to pre
vent the insured from collecting more than the actual 
extent of his financial loss through the existence of 
more than one insurance contract. The wording of this 
provision states: 

This company shall not be liable for a greater 
proportion of any loss than the amount hereby in
sured shall bear to the whole insurance covering 
the property against the peril involved, whether 
collectible or not. 

In some cases, the contract makes the insurance in a 
given contract "excess over all other valid and collec
tible insurance" rather than contributing or pro-rata 
coverage. In these policies the company will pay only 
after the coverage of all other policies has been ex
hausted, and will then pay only to the extent that the 
insured has not been indemnified for the full amount of 
his financial loss. 

Subrogation. The final principle which is derived 
from the principle of indemnity is the doctrine of subro
gation, which may be stated as follows: If the insured 

collects under an insurance contract for damage to his 
property which results from the negligence of a third 
party, he must relinquish his right to collect damage to 
the insurance company. The subrogation provision of 
the fire insurance policy states: 

The Company may require from the insured an 
assignment of all right of recovery against any 
party for loss to the extent that payment therefore 
is made by this company. 

If the policy did not contain this provision, or if the 
principle of subrogation did not exist, the insured would 
in effect be able to collect twice: once from the in
surance company and again from the negeligent third 
party. The subrogation clause eliminates this possibili
ty. 

Insurance is a Personal Contract 
Although insurance may apply to property, the risk is 

transferred to the company from the individual. While 
we speak of "insuring a house" or some other piece of 
property, the contract is really between the company 
and a specifically named insured. If the insured should 
sell the property which is "insured", the insurance is 
not binding in favor of the new owner of the property. 
Since the company has a right to decide who it will and 
who it will not do business with, the insured cannot 
transfer his contract to someone else without the writ
ten consent of the insurance carrier. 

Insurance is a Unilateral Contract · 
Only one of the parties to the contract is legally 

bound to do anything. The insured makes no promises 
that he can legally be required to keep. It is true that an 
insurance contract is a conditional contract, and if the 
insured violates certain conditions of the contract he 
may be prevented from collecting, but he cannot be re
quired to keep any of the conditions. 

Insurance is a Contract of Adhesion 
This means that it is prepared by one of the parties 

(the company) and accepted or rejected by the other (the 
insured). It is not drawn up through negotiation, and 
the insured has little to say about the provisions. 

Because the company has the right to draw up the 
contract, the courts have held that any ambiguity in the 
contract should be interpreted in favor of the insured. 

The fact that the insurance policy is a contract of 
adhesion and the insured must accept or reject the 
terms as they are written, makes the doctrine of '' pre
sumption of intent" rather important in the area of in
surance. Under the doctrine of "presumption of intent" 
the courts have ruled that a person is bound by the 
terms of a written contract which he signs or accepts, 
whether he reads the contract or not. In other words, 
the court assumes that the insured has read his contract 
and agrees with the terms thereof. 
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Insurance is an Aleatory Contract 
Briefly, the term aleatory means that the contract is 

subject to chance, and that the obligation of one party 
(the insurer) will mature only upon the occurrence of a 
fortuitous event. In this sense, the values given up by 
the two parties are unequal; the premium paid by the in
sured is small in relation to the amount that will be paid 
by the insurer in the event that a loss occurs. 

Insurance is a Contract of Utmost Good Faith 
Partly due to the fact that it is an aleatory contract, 

the insurance policy is also a contract of utmost good 
faith. The legal principle of uberrimae fidei (utmost 
good faith) has deep historical roots in its application to 
insurance. In the early days of marine insurance, an 
underwriter was often called upon to insure a ship that 
was half-way around the world, and he had to accept the 
word of the applicant that the ship was still afloat if the 
transaction was to take place. The practical effect of 
the principle of utmost good faith today lies in the re
quirement that the applicant must make a full and fair 
disclosure of the risk to the agent and the company. The 
risk which the insured transfers must be the same risk 
that the company thinks it is assuming. Any informa
tion concerning the risk, if known to one party, should 
be known to the other. The company should have the 
same information about the risk and the hazards 
relating to it that the insured has. If the insured inten
tionally fails to inform the insurer of any facts which 
would influence the issue of the policy or the rate at 
which it is issued, the insurer may have ground for 
voiding the policy, for the courts have given meaning to 
the principle of "utmost good faith" through the evolu
tion of the doctrines of concealment, representation, 
and warranty. 

Concealment is the failure to disclose known facts. It 
is a passive act. 

Misrepresentation is a false statement of fact. 

A warranty is a part of the contract itself, and as such 
is stronger than a representation. 

In practical application there is considerable differ
ence between concealment and misrepresentation and 
between misrepresentation and a breach of warranty. In 
order to provide grounds for voiding the contract, both 
a misrepresentation and a concealment must involve a 
material fact. A material fact is one that would have 
changed the underwriting basis of the policy, (i.e., if the 
company had known, it would not have issued the 
policy or it would have issued it on some other basis). In 
addition, however, concealment must be intentional in 
order to void the policy. A misrepresentation of a 
material fact may provide ground for voiding the policy, 
even if the misrepresentation was unintentional. 

A warranty is a part of the contract. Any falsity of a 
warranty, because it is a part of the contract, provides 
grounds for voiding the policy even though it may not 

be material. At one time, to avoid the necessity of 
showing that certain statements made by the insured 
were material, insurance companies frequently made it 
a stipulation of the contract that all statements made 
by the insured and included in the contract were con
sidered to be warranties and not representations. The 
majority of contracts today do not contain warranties. 
Many states have enacted laws which provide that in 
regard to life insurance and health and accident in
surance, in the absence of fraud, all statements of the in
sured will be deemed to be representations and not war
ranties. 

Directly related to the doctrines of concealment and 
misrepresentation are the doctrines of waiver and estop
pel. Waiver and estoppel also relates directly to the law 
of agency and to the power of the agent. 

Waiver is the intentional relinquishment of a known 
right. If the agent issues a contract, knowing that the 
conditions are being violated, he is deemed to have 
waived the violation. For example, let us assume that 
the insured takes out an automobile liability policy, and 
in the application states that no male drivers under 25 
years of age will be operating the auto, when the truth 
of the matter is, his 17 year old son operates the car 
almost exclusively (probably in stock car races). Let us 
assume further that the agent knows full well that this 
is the case. Since the knowledge of the agent is presum
ed to be knowledge of the company, the agent is deemed 
to have waived this violation when he issues the policy. 

Estoppel prevents one from alleging or denying a 
fact the contrary of which by his own previous action he 
has admitted. The waiving of a violation of the contract 
by the agent estopps the company from denying liabili
ty on the basis of this violation at some time in the 
future. 

THE INSURANCE CONTRACT 
AS A CONTRACT 

The complicated nature of the insurance contract has 
made it the butt of many jokes. Why, people often ask, 
doesn't the insurance company make the policy simple 
enough for the layman to understand? Why not cut out 
some of the excess wordage? The answer to both ques
tions is that the insurance policy is in fact a contract. 
As a contract it is enforceable by law and must set forth 
as clearly and as unambiguously as possible every con
dition and obligation of both parties. Many of the pro
visions f oun<l in insurance policies are for the protection 
of the insured. In addition the insurance company must 
attempt to protect itself against both the insureds and 
misinterpretation by the courts. 

In the material that follows, we will examine a 
number of insurance contracts, and while all of these 
contracts are different, they are similar in that they are 
all composed of four basic sections. These sections are: 

1. The declarations 

-32-



2. The insuring agreements 
3. The exclusions 
4. The conditions 

1. The Declarations. The declarations section con
tains the statements made by the insured.· As we have 
seen, these statements are usually considered to be 
representations by the courts. Also included in the 
declarations section is information about the location of 
the property insured, the name of the insured, and other 
matters relating to the identification of the person or 
property insured. 

2. The Insuring Agreement. In this section the com
pany promises to pay for loss if it should result from the 
perils covered. Coverage may be provided in one of two 
principal ways. It is either on a named peril basis, in 
which case the policy lists the perils insured against, or 
it is on an all risk basis. All risk policies cover loss by 
any perils except those that are specifically excluded. 

3. The Exclusions. In this section the company 
states what it will not do. The number of exclusions has 
a direct relationship to the broadness or narrowness of 
the insuring agreement. If the policy is written on a 
named peril basis, the exclusions may be few. On the 
other hand, the all risk policies require more exclusions 
in order to eliminate coverage for those perils which are 
uninsurable. The exclusions are a basic part of the con
tract and a thorough understanding of the contract rfr
quires a complete knowledge of the exclusions. Certain 
perils must be excluded in insurance contracts either 
because they are not insurable, or because the basic 
premium does not contemplate the exposure and the 
coverage that must be obtained through the payment of 
an additional premium or under another more special
ized contract. 

4. The Conditions. This section spells out in detail 
the duties and rights of both parties. Most of the 
clauses contained in the conditions section of the policy 
are fairly standard, and relate to the duties of the in
sured in the event of loss and protect the insurance com
pany from adverse loss experience through increases in 
the hazard within the control of the insured. 

The Insurance Contract and the Courts 
When members of society who have entered into a 

contractual arrangement disagree about the terms of 
the contract, or one of the parties questions the very ex
istence of the contract, either party has recourse to the 
courts. It is important to recognize that the courts play 
an important role in the operation of private insurance. 
Since private insurance is offered through contracts, it 
is sometimes necessary to turn to the courts. 

Court decisions are important in the individual case, 
because they decide the issue in question, but more im
portant, from our point of view, they set precedents 
which are applied in future instances. Court interpreta
tion of insurance policies make policy interpretation dif
ficult in one sense, in that there is always the distinct 
possibility that the court will interpret a contract in a 
way which the insurer had not considered. On the other 
hand, past decisions are useful in interpreting contracts, 
for they indicate the intent of the court with respect to 
certain terms. 

Since the insurance contract is a contract of adhesion, 
the courts normally favor the insured in the event of 
ambiguity in the contract. Since the insurer has the op
tion of changing future contracts, court decisions often 
influence the drawing of insurance contracts. 
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PERSONAL LINES 

The study of insurance may be approached in various 
ways. The traditional approach has been the line 
method, in which each of the various lines of insurance 
is studied in its entirety. Under this approach, the stu
dent studies fire insurance for the home and contents, 
then fire insurance on farm property, fire insurance on 
commercial property, and so on, until the entire field of 
fire insurance has been covered. Next the student 
moves to the field of automobile insurance, studying in
surance for the individual, then automobile insurance 
for the business firm, then fleet coverage and all of the 
specialized forms of automobile insurance. Then 
another line is selected, and so on until the entire field of 
insurance has been covered. This approach to the study 
of insurance was a natural outgrowth of the insurance 
industry, which, up until a generation ago, was divided 
into companies which wrote the various lines. It places 
emphasis on the company side, stressing knowledge of 
all of the coverages sold by a particular company or a 
particular department. 

In this study guide, the emphasis is on the buying 
unit rather than on the selling unit. A logical division 
exists between the personal lines of insurance, (which 
are purchased by the individual or the family), and the 
commercial lines, (which are purchased by the business 
firm). In attempting to determine " What should the 
agent know?" it appears logical to require him to 
master those coverages which his clients will be buying 
rather than those coverages which the company he 
represents might be selling. 

A thorough knowledge of the coverage listed below 
should be considered essential for any agent who is 
licensed to solicit for the sale insurance coverages for in
dividuals and family units: 

The Standard Fire Policy 
The Dwelling and Contents Form 
The Extended Coverage Endorsement 
The Dwelling and Contents Broad Form 
The Dwelling Building Special Form 
The Homeowners Forms (HO - 1, 2, 3, 4, 5, 6) 
The Amendatory Endorsements to the Home-

owners 
The Farmowners Forms 
The Personal Property Floater 
The Personal Articles Floater 

Personal Theft Coverages 
The Comprehensive Personal Liability Policy 
The Farmers Comprehensive Personal Liability 

Policy 
The Family Auto Policy 
The Special Auto Policy 
The Basic Auto Policy 
The Personal Auto Policy 

This personal lines section of the manual describes all 
of these coverages. The treatment of the various cover
ages included in the guide must of necessity be brief. 
Therefore the reader is cautioned that the guide is in
tended only as an introduction to the subject matter. 
An annotated bibliography at the end of the study 
guide lists additional sources that should be consulted. 

Reference will be made to the policy provisions of 
various insurance contracts. In order to obtain maxi
mum benefit from the study guide, the student should 
obtain copies of the contracts that are discussed in the 
text, and refer to them along with the text. The policies 
discussed in this study guide are the so called "Bureau 
forms", which have been developed by the national 
rating bureaus. These bureaus are national organiza
tions whose membership is composed of the major 
capital stock and mutual companies in the United 
States. It is important to recognize that many in
surance companies use contracts that differ from the 
bureau forms, and that the forms discussed in this 
study guide are not the only ones available. Although 
the trend has been for the bureau and independent 
forms to become more and more alike, it is, neverthe
less, important to bear in mind that there may be sig
nificant differences between the forms discussed in this 
study guide and those which are offered by independent 
companies which you may represent. 

As a final note, it should be repeated that this study 
guide is inteded only as an introduction to your study of 
insurance. There is no field of endeavor where the need 
for continuing education is as great as in the field of in
surance. The agent can never acquire enough knowl
edge and can never assume that he has completed his 
studies. The agent must continuously expand his 
knowledge of insurance and become familiar with the 
frequent revisions of forms, rules, procedures and prac
tices of the profession. 
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FIRE INSURANCE 

One of the risks to which every property owner is ex
posed is the possibility that his property may be 
destroyed by fire or some other peril. Fire insurance 
and coverage against additional perils which may be in
cluded in the fire insurance policy provide protection 
against such losses. 

THE STANDARD FIRE POLICY 
The 1943 New York Standard Fire Policy is now used 

in almost all states. Three states, Texas, Massachu
setts, and Minnesota use different forms, and twelve 
states have minor variations from the New York Stand
ard Form. The differences in the form in use in the 
twelve states that have modified the New York Stand
ard form are so insignificant that it can be said that the 
form is used in all states except Texas, Massachusetts, 
and Minnesota. 

The form is " standard" in two respects. First, its 
wording is prescribed by law. In each jurisdiction any 
carrier wishing to write fire insurance must use the 
form that has been approved by the regulatory authori
ties; and most jurisdictions, including Iowa, prescribe 
the New York Standard Policy. In addition, the wide
spread use of this form throughout the United States 
justifies the term "standard". 

Not a Complete Contract 
It is important to understand at the beginning that 

the Standard Fire Policy is not a complete contract in 
itself. In order to be made complete, it must have a 
form attached. The terms "Form" and " Endorsement" 
and " Rider" are used rather loosely in fire insurance 
terminology. A Form and an Endorsement are normal
ly considered to be about the same: a printed form 
which tends to be uniform throughout a given jurisdic
tion. "Riders", in contrast with forms and en
dorsements, are usually typewritten and vary with the 
individual policy. The purpose of all three attachments 
to the basic policy is to tailor the insurance to the 
specific risk being insured. There are over 200 forms 
and endorsements designed for use with the Standard 
Fire Policy, giving it extreme flexibility. The form used 
to complete the contract describes the property insured 
and modifies the basic policy to meet the requirements 
of insuring that specific type of property. With one 
form the Standard Fire Policy may be used to insure a 
barn in western Iowa, while with another it may be used 
to insure a large industrial plant in Detroit. There are 
forms for insuring dwellings, household goods, apart
ment houses, mercantile buildings, schools, churches, 
warehouses, and practically every other type of in
surable risk. Forms may also be used to provide addi
tional coverage by adding perils insured against to the 
insuring agreement. 

Policy Format 
The face of the fire policy includes the declarations 

section and the insuring agreement. The declarations 
section includes such items as the name of the insured, 
the description of the property and its location, the 
amount of coverage, the amount of the premium, the 
term of the policy, and the inception and termination 
dates. Immediately following the declarations is the in
suring agreement. The conditions and exclusions are on 
the second page of the contract in 165 numbered lines. 
These 165 lines set forth the obligations of the insured 
and the company, specify the requirements in the case 
of loss, exclude certian uninusred perils, and provide the 
general framework of the contract. 

A copy of the Standard Fire Policy is included in this 
Study guide, and the reader is advised to refer to the 
policy provisions in that policy as they are discussed in 
the text. 

The Insuring Agreement. 
The insuring agreement of the SFP states the follow

ing: 

IN CONSIDERATION OF THE PROVISIONS AND 
STIPULATIONS HEREIN OR ADDED HERETO AND OF the 
premium above specified, this Company, for the terms of 
years specified above from inception date shown above At 
Noon (Standard Time) the expiration date shown above At 
Noon (Standard Time) at location of property involved, to-an· 
amount not exceecling the amount(s) above specified, does 
insure the insured named above and legal representatives, to 
the extent of the actual cash value of the property at the time 
of loss, but not exceecling the amount which it would cost to 
repair or replace the property with material of like kind and 
quality within a reasonable time after such loss, without 
allowance for any increased cost of repair or reconstruction by 
reason of any orclinance or law regulating construction or 
repair, and without compensation for loss resulting from 
interruption of business or manufacture, nor in any event for 
more than the interest of the insured, against all DIRECT 
LOSS BY FIRE, LIGHTNING AND BY REMOVAL 
FROM PREMISES ENDANGERED BY THE PERILS 
INSURED AGAINST IN THIS POLICY, EXCEPT AS 
HEREINAFTER PROVIDED, to the property described 
herein while located or contained as described in this policy, or 
pro rata for five days at each proper place to which any of the 
property shall necessarily be removed for preservation from 
the perils insured against in this policy, but not elsewhere. 

Assignment of this policy shall not be valid except with the 
written consent of this Company. 

This policy is made and accepted subject to the foregoing 
provisions and stipulations and those hereinafter stated, 
which are hereby made a part of this policy, together with 
such other provisions stipulations and agreements as may be 
added hereto, as provided in this policy. 

Consideration 
The consideration on the part of the insured consists 
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of both the provisions and stipulations of the policy, 
and the premium. In addition to paying the premium, 
the insured agrees to abide by the conditions with 
respect to such things as furnishing proof of loss and 
cooperating with the company in certain other areas. 
Since the promise to abide by the conditions is con
sidered to be a part of the insured's consideration, 
failure to abide by these conditions relieves the in
surance company of the obligation to pay in the event of 
a loss. 

Policy Term and Time Effective. 
In most jurisdictions, policies may be written for one, 

two, or three years. For many years, the term of the 
policy began at" oon (Standard Time)" at the location 
of the property. However, in 1977 the Insurance Serv
ices Office announced a revision of the inception and ex
piration of all property insurance policies (including the 
Standard Fire Policy) to 12:01 a.m. 

Persons Insured 
The insuring clause provides coverage for the insured 

named in the policy, but it also provides coverage for 
the legal representatives of the insured. If the insured 
should die, any loss covered under the policy would be 
payable to his estate. 

Valuation 
One of the most important portions of the insuring 

clause is that part which concerns the amount of money 
to be paid by the company in the event of a loss. The in
suring agreement of the SFP imposes four lirnits on the 
amount payable by the company in the event of loss: 

1. The face of the policy 
2. The actual cash value of the property 
3. The amount which it would cost to repair or 

replace 
4. The interest of the insured. 

The limitation of the face amount of the policy re
quires little explanation at this point. 

The actual cash value of the property may be reduced 
to "replacement cost minus depreciation'' in most 
cases. 

The phrase "not exceeding the amount which it would 
cost to repair or replace ... " is merely a limitation on 
the amount that may be collected. It is not a require
ment to be met by either party. 

The necessity for an insurable interest on the part of 
the insured is referred to by the provision" ... nor in 
any event for more than the interest of the Insured". 
The insured can collect only to the extent of his insur
able interest in the property, regardless of the amount 
of the damage. To illustrate the importance of this pro
vision, let us say that White and Brown have a joint 
ownership in a building valued at $50,000, each having 
50% interest. If White insures the building for $50,000 
with himself as the only insured, the maximum he could 

collect in the event of a loss would be $25,000, for this is 
the extent of his insurable interest. For this reason it is 
important that all persons having an interest in the pro
perty be designated in the policy. It is a good rule to 
list the insureds in the policy as they are listed in the ti
tle to the property. 

Other Restrictions 
The insuring clause lists two restrictions which might 

otherwise increase the cost of a loss. First, the indemni
ty does not include ··allowance for any increased cost of 
repair or construction by reason of any ordinance or law 
regulating construction or repair ... · '. This is to protect 
the insurance company from an increase in the amount 
of a loss that might result from a change in the building 
code of the city in which the building is located. For ex
ample, let us say that the insured has a frame ware
house, and that the city fathers have enacted a statute 
that requires all new warehouses to be constructed of 
brick. In the event of a loss to the frame ,..., arehouse, the 
loss would be settled on the basis of the replacement 
cost minus depreciation of the frame warehouse. and 
not of the replacement cost of the brick building. 

The second limitation, "without compensation for 
loss resulting from business or manufacture ... " is in
serted to indicate that the nature of the SFP 1s to pro
vide for direct loss. Such indirect losses as business in
terruption may be provided for through business inter
ruption insurance. 

Perils Insured Against 
The insuring agreement provides coverage against 

·' ... direct loss by fire, lightning, and by removal from 
premises endangered by perils insured against in this 
policy ... " 

1. Fire. The first of these three perils, fire, is the 
basic peril which the policy was originally designed to 
provide protection against. It is rather surprising that 
the term "Fire" is nowhere defined 1n the policy. Al
though the term is not defined, court decisions over 
many years have established the fact that the ''fire" 
which is contemplated in the fire policy is a fire of a 
specific type. Fire, according to the courts, 1s "com
bustion proceeding at a rate rapid enough to generate 
flame, glow, or incandescence" .1 In other words, there 
must be light. Mere smoke, scorching, or charring is 
not sufficient to establish the presence of a fire. 

Not all fires are covered under the fire policy. The 
courts have made a distinction between a "friendly fire" 
and a "hostile" or "unfriendly" fire. A friendlv · fire 1s 

• • 
one that is within the confines for which it was intend-
ed; the friendly fire was intentionally kindled and is 
where it is supposed to be. A "hostile fire", on the other 
hand, is a fire that has escaped the confines for \vhich it 

1Western Woolen Co. vs. Northern Assurance Co.. 139 Fed. 
637. 
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was intended. Only hostile or unfriendly fires are 
covered under the SFP. 

One of the best illustrations of both the distinction 
between a friendly fire and a hostile fire, and the exist
ence of a fire which produces "flame, glow, or incandes
cence", is the cigarette that is inadvertently left on the 
edge of a table. The glow at the end of the cigarette is a 
fire - there is no question about that. However the fire 
is exactly where it is supposed to be; on the end of the 
cigarette. If the cigarette chars the table, there has 
been damage, but it has been the result of a friendly fire. 
On the other hand, if the table itself begins to glow, a 
new fire, and this time an unfriendly fire has come into 
existence, and the damage would be covered. 2 

In addition to the damage by the actual fire itself, the 
"direct loss by fire" peril provides coverage for any 
damage that results from the smoke from a hostile fire ' 
or damage caused by water or firemen in attempting to 
extinguish a hostile fire. 

2. Lightning. Lightning may cause damage to prop
erty, and in addition it may cause fire which in turn will 
cause damage. At one time the fire policy did not in
clude the peril of lightning, which caused considerable 
difficulty in the adjustment of fire losses which were 
caused by lightning. Since the insuring agreement 
promises to pay on the basis of the '' actual cash value at 
the time of loss", when a house was struck by lightning 
and a fire ensued, the loss settlement became virtually 
impossible. It was necessary to estimate the actual 
cash value of the house after it had been struck by 
lightning, but before it burned. The inclusion of the 
lightning peril has simplified the process by making the 
damage covered regardless of whether it was the light
ning or the fire that caused the damage. 

3. Removal. Often property that is insured may be 
damaged while attempting to preserve it from destruc
tion by removing it from a building that is threatened 
by an insured peril. For this reason the SFP provides 
coverage for damage to property that is being removed 
to protect it from one of the perils insured against. The 
cove~age provided under this peril is quite broad, and 
proVIdes protection for almost anything that results in 
a loss when the property is being removed under the 
described conditions. 

. Closely related to the removal coverage is the exten
~1on of coverage to each location to which the property 
1s removed for preservation from the perils insured 

2D_a~age cau~ed by cigarette burns have been a constant source 
of diffi~ulty. Smee the extent of the damage is normally slight, 
comparues usually pay them even when no coverage exists, in 
order to prevent ill·will. One decision by a court, which appears to 
be _the only decision on the matter, ruled that a lighted cigarette 
"'.hich had fallen on a rug was a hostile fire; the movement of the 
cigarette from the ashtray to the rug took the fire out of the con
~es for which it had been intended. Swering vs. Connecticut 
Fire Insurance Company, 180 Atl. 343. 

against. The SFP covers property while it is located or 
contained as described in the policy. It is specific loca
tion coverage and covers property elsewhere only as 
provided by endorsement or in this removal extension. 
The extension is effective for five days, covering the 
property at each location on the basis of the percentage 
of total values that the values at the location represent. 
Within five days the insured is expected to have the 
coverage transferred. 

Assignment Clause 
Immediately following the removal extension is the 

Assignment Clause: 

''Assignment of this policy shall not be valid except 
with the written consent of the company. " 

While we often speak of the property as being in
sured, an insurance contract is a personal contract, 
agreeing to indemnify a specific insured in the event of 
loss. Coverage does not transfer to the new owner of 
property when it is sold, and moreover, through this 
clause, the insurance company reserves the right to 
decide if it wishes to continue the insurance for a new 
owner. 

Conditions and Exclusions 
Lines 1 through 6 state that the policy shall be void 

if the insured has willfully concealed or misrepresented 
any material fact concerning the insurance. In addition, 
provision is made for voiding the policy if the insured is 
fraudulent about the amount of the loss, other in
surance, or the extent of his insurable interest, regard-
less of whether this false swearing takes place before or 
after the loss. 

Lines 7 through 10 excepts certain property from 
coverage. Accounts, bills, currency, deeds, evidence 
of debt, money, or securities are excluded. In addi
tion bullion and manuscripts are also excluded unless 
they have been specifically named as insured proper
ty in writing. The reason for this exclusion, of course, is 
to prevent- fraudulent claims. In the absence of this 
exclusion, every fire loss would involve a considerable 
amount of money. In addition it is difficult to deter
mine the actual value of documents and evidence of 
debt. Other contracts are available to provide cover
age on all other property excluded in this section. 

Lines 11 through 24 list certain perils which are 
not covered. If a fire or other peril insured against in 
the policy is a result of one of these excluded perils, 
there will be no coverage: 

(a) Enemy attack by armed forces 
(b) Invasion 
(c) Insurrection 
( d) Rebellion 
(e) Revolution 
(f) Civil War 
(g) Usurped power 
(h) Order of civil authority 
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-
(i) Neglect of the insured at or after loss 
(j) Loss by theft 

The first seven exclusion are relatively obvious. By 
their nature such losses are catastrophic and uninsur
able. 

The exclusion of damage by fire as a result of civil 
authority "except acts of destruction at the time of 
and for the purpose of preventing the spread of fire, 
provided that the fire did not originate from any of 
the perils excluded by this policy'', requires some fur
further explanation. Fires may be ordered by civil 
authorities for a number of reasons. Slum destruc
tion or clearance projects might be accomplished by 
burning the old buildings. Such fire losses would not 
be payable under the fire policy. On the other hand, if 
property is burned by order of civil authority in an at
tempt to prevent the spread of fire, (as might be done 
to create a fire-break), the loss would be paid, provid
ed that the fire that was being prevented from 
spreading did not originate from one of the other ex
cluded causes. 

The reason for the exclusion of damage at or after a 
loss which results from the negligence of the insured 
should also be obvious. The insured cannot collect for 
damage which he has a reasonable chance to prevent. 
He is expected to take any steps which a reasonable 
man would take if he did not have the insurance and 
was going to be forced to suffer the loss himself. 

Lines 25 through 27 deal with the subject of other 
insurance covering the property insured under the 
policy. The limitation in these lines do not constitute 
a prohibitation of other insurance, but merely reserve 
the right to prohibit other insurance to the insurance 
company. 

Lines 28 through 37 set forth certain conditions 
which suspend or restrict the insurance coverage: 

1. While the hazard is increased by any means within 
the knowledge or control of the insured 

2. While the described building, whether intended 
for occupancy by owner or tenant, is vacant or 
unoccupied for over 60 days 

3. As a result of explosion unless fire ensues, and 
then the company is liable for the damage by the 
fire only. 

Note that these restrictions merely provide that the 
coverage is suspended during the period of time that 
the hazard is increased or while the building is vacant; 
once the increase in hazard has been removed and the 
building is again occupied, the suspension is lifted. As 
we will see, most modern dwelling forms permit vacan
cy and unoccupancy without limit of time and also 
modify the "increase hazard" restriction. 

Lines 38 through 48 deal with the modification of the 
policy by endorsements and riders. Tr.is section pro-

vides that the policy may be expanded to provide 
coverage against additional perils by endorsement. It 
also provides that no provision of the policy may be 
waived, unless by the terms of the policy it is subject to 
change. 

Lines 49 through 55 might just as well have been left 
out of the contract. These lines provide that no waiver 
affecting the policy is valid unless expressed in writing 
and attached to the policy. The courts have held that 
not only are oral waivers by the agent valid, but that 
the agent can waive the very clause that says that he 
cannot waive provisions of the policy. 

Lines 56 through 67 provide for the cancellation of 
the contract by either party and provides the basis for 
the refund of premium in the event of cancellation. If 
the insurance company elects to cancel, the return 
premium is computed on a "pro-rata" basis, which 
means that the insured will be charged only for the pro
tection which he has recieved. If the policy is written 
for one year and the company cancels six months after 
inception, the insured is entitled to a return of 50% of 
the premium. On the other hand, if the insured cancels, 
the return premium is computed on a "short rate" 
basis, and the insured receives a less than proportionate 
return of premium. For example, the short rate return 
of premium after six months of coverage would be only 
40% of the annual premium. 

The right of the company to cancel is based on its 
right to choose the insureds with which it will do 
business. Most carriers cancel by regis~red mail with a 
return receipt requested, for the policy requires that the 
company give the insured 5 days written notice of can
cellation. The five days required begins at midnight 
following receipt of cancellation. 

Lines 68 through 85 contain provisions that govern 
the rights and obligations of a mortgagee named in the 
policy. A mortgage occupies an unusual position in the 
fire insurance contract. Although the mortgage does 
not enter into the formation of the contract, any mort
gagee listed in the policy becomes a party to the con
tract with certain rights distinct from those of the in
sured. When a mortgagee is named in the policy, a 
Standard Mortgage Clause Endorsement is added to 
the policy granting certain rights to the mortgagee and 
imposing certain obligations. (This clause is included in 
the Dwelling Forms). The rights of the Mortgagee are: 

1. To receive any loss or damage payments to the ex
tent of its interest in the property, regardless of 
any default of the property owner under the con
tract, and regardless of any charge in the occupan
cy or increase in the hazard. 

2. To receive 10 days notice in the event of cancella
tion instead of the 5 days afforded to the insured. 

3. To sue under the policy in its own name. 
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In addition to these rights, certain obligations are im
posed on the mortgagee: 

1. To notify the insurer of any change in occupancy 
or ownership or any increase in hazard. 

2. To pay the premium if the owner fails to do so. 
3. To render proof of loss to the insurer if the owner 

fails to do so. 
4. To surrender to the insurer any claim it has 

against the mortgagor to the extent that it 
receives payment in those cases where the com
pany has ruled that no coverage exists for the 
owner. 

Not that these are conditional obligations. They 
must be met only if the mortgagee wishes to enjoy the 
coverage of the policy; they are not conditions which the 
mortgagee can be required to keep. 

Lines 86 through 89 deal with the pro-rata liability of 
the insurer in the event that there is more than one 
policy covering on the property. If more than one 
policy covers the same property, the insured is limited 
in his recovery under each policy to its proportion of the 
loss, based on the percentage of all insurance that the 
insurance of each policy represents. For example, prop
erty valued at $20,000 is insured in Company A for 
$15,000 and Company B for $5,000. In the event of a 
$4,000 loss, 

Company A would pay $15,000 x $4,000 = $3,000 
20,000 

Company B would pay 5,000 x $4,000 = $1,000 
20,000 

The pro-rata liability clause enforces the principle of 
indemnity by making certain that all insurance cover
ing property shares only a percentage of the loss, and 
that this sharing is on an equitable basis. 

Lines 90 through 122 should be read in their entirety. 
These lines list the obligations which the contract im
posed on the insured in the event of loss. As an exami
nation of the requirements will indicate, they appear to 
be dishearteningly burdensome and exacting. All that 
is required in most cases is reasonable compliance with 
three fundamental requirements: 

1. The insured is required to give immediate notice of 
loss. Although the policy specifies that this notice 
is to be in writing, normally the insured gives 
notice of loss by calling his agent, and the courts 
have accepted this as meeting the requirement. 

2. The insured is required to protect the property 
from further damage. This is a reasonable obliga
tion. Any further damage would be due to the 
neglect of the insured and would not be covered. 

3. Within 60 days, unless this time is extended by 
the company, the insured is required to file a 
"proof of loss". The " Proof of Loss" is a certified 
statement, signed and sworn to by the insured, 

which contains information concerning the loss, 
the interest of the insured in the property, the 
total amount of insurance, the actual cash value of 
the property, and the amount claimed by the in
sured. 

Lines 123 through 140 provide a framework for the 
settlement of losses in those cases where the company 
and the insured cannot agree on the amount of loss. In 
this event, the policy provides that each party shall 
select a competent and disinterested appraiser. Toge
ther the two appraisers select any umpire. If the ap
praisers cannot agree on an umpire, one will be appoint
ed by the court. The appraisers then appraise the loss, 
each appraiser stating what he estimates the actual 
cash value to be. Their differences are submitted to the 
umpire, and an agreement in writing of any of the three 
persons is binding on both parties. The cost of the ap
praisers are paid by the party that they represent and 
the cost of the umpire is paid by both parties. 

It is important to note that this provision provides a 
means whereby the amount of a loss can be determined. 
It is not used when the company and the insured dis
agree as to whether a loss actually has occurred, or 
whether or not the loss is actually covered under the 
policy. Such disagreements can be settled through the 
courts. 

Lines 141 through 147 specify the options which the 
company may exercise in settling the loss. The policy 
provides that the company may pay for the loss in cas.h, , 
or, at its option, it may repair, rebuild, or replace the 
property destroyed or damaged with property of like 
kind and quality. The purpose of this condition is to 
protect the company against inflated loss claims. Nor
mally the company exercises its cash option; however, 
the right to repair or replace the property operates as a 
safeguard against unreasonable cash claims. 

In addition, the provisions of these lines give the com
pany the option to take all or any part of the salvage at 
the agreed or appraised value. 

Lines 148 through 149 relate to the practice of taking 
salvage. In loss adjustment, it is the practice to agree 
on the value of salvage. As we have seen, the company 
has the option to take the salvage at the agreed value, 
however the Abandonment clause of the policy states 
that the company cannot be forced to take salvage, and 
the insured cannot abandon the property to the insur
ance company. 

Lines 150 through 156 required the insurance com
pany to pay for any loss under the policy within 60 days 
after it has received the insured's proof of loss and the 
company and the insured have agreed on the amount of 
the loss. 

Lines 157 through 161 place a limit upon the time 
within which the insured must bring suit in a court of 
law. The policy provides that no suit shall be sustain-
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able in any court of law unless the requirements of the 
policy have been complied with, and unless the suit is 
brought within 12 months of the loss. 

Lines 162 through 165 contain the suborgation pro
vision. The company may require the insured to assign 
the right to sue a third party to it, to the extent that it 
has made payment for loss which was caused by the 
third party and for which the insured has a claim 
against the third party. If the insured decides to collect 

< 

under his fire policy, he gives the insurance compar1y 
the right to sue in his name and collect those sums 
which he would have been able to collect. If he decides 
not to collect under the fire policy, he may retain the 
right and sue the third party himself. If the amount of 
loss is greater than the amount of the insurance, the in
sured may assign a part of the right to sue to the in
surance company and retain his right to sue for the r& 
mainder of his loss. 
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Concealment, 
fraud, 

1 
2 
3 
4 
5 
6 
7 
8 
9 

This entire policy shall be void if, whether 
before or after a loss. the insured has wil
fully concealed or misrepresented any ma

terial fact or circumstance concerning this insurance or the 
subject thereof, or the interest of the insured therein, or in case 
of any fraud or false swearing by the insured relating thereto. 
Uninsurable This policy shall not cover accounts, bills, 

and currency, deeds, evidences of debt, money or 
excepted property. securities; nor, unless specifically named 

hereon in writing, bullion or manuscripts. 
This Company shall not be liable for loss by 
fire or other perils insured against in this 
policy caused, directly or indirectly, by: (a) 

Perils not 
included. 
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31 
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33 
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35 
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37 
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39 
40 
41 
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enen1y attack by armed forces, including action taken by mili
tary, naval or air forces in resisting an actual or an immediately 
impending enemy attack; (b) invasion; (c) insurrection; (d) 
rebellion; (el revolution; (f) civil war; (g) usurped power; (hi 
order of any civil authority except acts of destruction at the time 
of and for the purpose of preventing the spread of fire, provided 
that such fire did not originate from any of the perils excluded 
by this policy; (ii neglect of the insured to use all reasonable 
means to save and preserve the property at and after a loss, or 
when the property is endangered by fire in neighboring prem
ises; (j) nor shall this Company be liable for loss by theft. 
Other Insurance. Other insurance may be prohibited or the 

amount of insurance may be limited by en
dorsement attached hereto. 
Conditions suspending or restricting insurance. Unless other
wise provided in writing added hereto this Company shall not 
be liable for loss occurring 
(a) while the hazard is increased by any means within the con
trol or knowledge of the insured; or 
(b) while a described building, whether intended for occupancy 
by owner or tenant, is vacant or unoccupied beyond a period of 
sixty consecutive days; or 
(c) as a result of explosion or riot, unless fire ensue, and in 
that event for loss by fire only. 
Other perils Any other peril to be insured against or sub-
or subjects. ject of insurance to be covered in this policy 

shall be by endorsement in writing hereon or 
added hereto. 
Added provisions. 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 pro
vision or agreement not inconsistent with the provisions of this 
policy. may be provided for in writing added hereto, but no pro
vision may be waived except such as by the terms of this policy 
is subject to change. 
Waiver No permission affecting this insurance shall 
provisions. exist, or waiver of any provision be valid, 

unless granted herein or expressed in writing 
added hereto. o provision, stipulation or forfeiture shall be 
held to be waived by any requirement or proceeding on the part 
of this Company relating to appraisal or to any examination 
provided for herein. 
Cancellation This policy shall be cancelled at any time 
of policy. at the request of the insured, in which case 

tlus Company shall, upon demand and sur
render of this policy, refund the excess of paid premium above 
the customary short rates for the expired time. This pol
icy may be cancelled at any time by this Company by giving 
to the insured a five days' written notice of cancellation with 
or without tender of the excess of paid premium above the pro 
rata premium for the expired time. which excess, if not ten
dered, shall be refunded on demand. Notice of cancellation shall 
state that said excess premium (if not tendered) will be re
funded on demand. 
Mortgagee If loss hereunder is made payable, in v.hole 
interests and or in part, to a designated mortgagee not 
obligations. named herein as the insured, such interest in 

this policy may be cancelled by giving to such 

cellation. 
mortgagee a ten days· written notice of can-

If t~e insured fails to render proof of loss such mortgagee, upon 
notice, shall render proof of loss in the form herein specified 
within sixty (60) days thereafter and shall be subject to the pro
visions hereof relating to appraisal and time of payment and of 
bringing suit. If this Company shall claim that no liability ex
isted as to the mortgagor or owner, it shall, to the extent of pay
ment of loss to the mortgagee, be subrogated to all the mort
g_agee's rights of recovery. but without impairing mortgagee's 
right to sue; or it mar pay off the mortgage debt and require 
an assignment thereo and of the mortgage. Other provisions 
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relating to the interests and obligations of such mortgagee may 
be added hereto by agreement in writing. 
Pro rata liability. 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 against t he peril involved, whether collectible or not. 
Requirements in The insured shall give immediate written 
case loss occurs. notice to this Company of any loss, protect 

the property from further damage, forthwith 
separate the damaged and undamaged personal property, put 
it in the best possible order, furnish a complete inventory of 
the destroyed, damaged and undamaged property, showing in 
detail quantities, costs, actual cash value and amount of loss 
claimed; and within sixty days after the loss, unless s uch time 
is extended in writing by this Company, the insured s hall render 
to this Company a proof of loss, signed and sworn to by the 
insured, stating the knowledge and belief of the insured as to 
the following: the time and origin of the loss, the interest of the 
insured and of all others in the property; the actual cash value of 
each item thereof and the amount of loss thereto, all encum
brances thereon, all other contracts of insurance, whether valid 
or not, covering any of said property, any changes in the title, 
use, occupation, location, possession or exposures of said prop
erty since the issuing of this policy, by whom and for what 
purpose any building herein described and the several parts 
thereof were occupied at the time of loss and whether or not it 
then stood on leased ground, and shall furnish a copy of all the 
descriptions and schedules in all policies and, if required, verified 
plans and specifications of any building, fixtures or machinery 
destroyed or damaged. The insured, as often as may be reason
ably required; shall exhibit to any person designated by this 
Company all that remains of any property herein described, and 
submit to examinations under oath by any person named by this 
Company, and subscribe the same; and, as often as may be 
reasonably required, shall produce for examination all books of 
account, bills, invoices and other vouchers, or certified copies 
thereof if originals be lost, at such reasonable time and place as 
may be designated by this Company or its representative, and 
shall permit extracts and copies thereof to be made. 
Appraisal. In case the insured and this Company shall 

fail to agree as to the actual cash value or 
the amount of Joss, then, on the written demand of either, each 
shall select a competent and disinterested appraiser and notify 
the other of the appraiser selected within twenty days of· such 
demand. The appraisers shall first select a competent and dis
interested umpire; and failing for fifteen days to agree upon 
such umpire, then, on request of the insured or this Company, 
such umpire shall be selected by a judge of a court of record in 
the state in which the property covered is located. The ap
praisers shall then appraise the loss, stating separately actual 
cash value and loss to each item; and, failing to agree, shall 
submit their differences, only, to the umpire. An award in writ
mg, so itemized, of any two when filed with this Company shall 
determine the amount of actual cash value and loss. Each 
appraiser shall be paid by the party selecting him and the ex
penses of appraisal and umpire shall be paid by the parties 
equally. 
Company's 
options. 

It shall be optional with this Company to 
take all, or any part, of the property at the 
agreed or appraised value, and also to re

pair, rebuild or replace the property destroyed or damaged with 
other of like kind and quality within a reasonable time, on giv
ing notice of its intention so to do within thirty days after the 
receipt of the proof of loss herein required. 
Abandonment. There can be no abandonment to this Com

When loss 
payable. 

pany of any property 
The amount of loss for which this Company 
may be liable shall be payable sixty days 
after proof of loss, as herein provided, is 

received by this Company and ascertainment of the loss is made 
either by agreement between the insured and this Company ex
pressed in writing or by the filing with this Company of an 
award as herein provided. 
Suit. o suit or action on this policy for the recov-

ery of any claim shall be sustainable in any
court of law or equity unless all the requirements of this policy 
shall have been complied with, and unless commenced within 
twelve months next after inception of the loss. 
Subrogation. This Company may require from the insured 

an assignment of all right of recovery against 
any party for loss to the extent that payment therefor is made 
by this Coinpany. 

I'I\J v\' I~NESS v\ HEREOF, this Company has executed and attested these presents; but this policy shall not be valid unless countersigned by the 
duly authorized Agent of this Company at the agency herein before mentioned. 
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THE MODERN DWELLING and CONTENTS FORMS 

Different forms are required for different types of 
property, and there are often several forms available for 
insuring a single class of property. The various forms 
that are available to insure a given type of property 
usually differ from each other in terms of the perils 
against which they provide protection. The various 
forms used to insure dwelling property represent a good 
example of the manner in which several forms designed 
to insure one type of property may differ. 

There are three forms available for use with the 
Standard Fire Policy that may be used to provide insur
ance on dwellings and their contents: 

Form DF-1 (called the Dwelling Building(s) and 
Contents Basic Form) 

Form DF-2 (called the Dwelling Building(s) and 
Contents Broad Form) 

Form DF-3 (called the Dwelling Building(s) and 
Contents Special Form) 

A fourth form, DF-4 (which is called the Tenant's Per
sonal Property Form) is used when contents only is to 
be insured. 

There are five insuring agreements used in these 
forms: 

Coverage A-Dwellings 
Coverage B- Appurtenant Structures 
Coverage C- Household and Personal Property 
Coverage D- Rental Value 
Coverage E-Additional Living Expense 

Forms DF-1, DF-2 and DF-3 are identical in their policy 
provisions defining the coverage under Coverages A, B, 
C, and D. Coverage E (Additional Living Expense) is 
included only in Forms DF-2 and DF-3, but is available 
by endorsement to Form DF-1. The Tenant's Form in
cludes only Coverage C. In addition to these coverages, 
the forms also include certain extensions of coverage 
under a Supplementary Coverages section. 

THE DWELLING BUILDING(S) AND CONTENTS 
BASIC FORM 

The Dwelling Buildings and Contents Basic Form, 
DF-1, is the standard form that is used to modify and 
complete the fire policy when coverage is provided on 
dwelling property. It may be used to insure most dwell
ings, including those under construction, whether or not 
owner occupied. In general, only farm dwellings are not 
eligible.3 Even trailer homes may be insured, provided 

they are used exclusively for dwelling purposes and are 
at a fixed location. As its title indicates, the form can 
be used to provide coverage on both the dwelling and 
the personal property of the insured. The dwelling may 
also be insured without any coverage on the contents. 
When coverge on contents only is desired, Form DF-4 is 
used. There are four insuring agreements under Form 
DF-1: 

Coverage A- Dwelling 
Coverage B- Appurtenant Structures 
Coverage C-Household and Personal Property 
Coverage D- Rental Value 

Coverage A-Dwelling Coverage 
Coverage A applies to the dwelling described in the 

policy, including any additions in contact with that 
dwelling. It also provides coverage on building equip
ment and fixtures, and outdoor equipment pertaining to 
the service of the premises. Coverage also applies to 
materials and supplies intended for use in construction, 
alteration or repair of the dwelling. 

Coverage B-Appurtenant Structures 
Coverage under the Appurtenant Structures item ap

plies to buildings on the premises other than the dwell
ing, such as garages or similar structures. A limited 
amount of coverage is automatically provided on appur
tenant structures under one of the Supplementary 
Coverages discussed below. Additional specific cover
age on appurtenant structures may also be purchased. 

Coverage C-Household and Personal Property 
Coverage C provides coverage on household and per

sonal property usual and incidental to the occupancy of 
a dwelling. The form specifically excludes animals, 
birds, fish, aircraft, motor vehicles (other than motor
ized vehicles used for the maintenance of the premises) 
and boats (other than rowboats and canoes). This 
means that items such as riding lawnmowers, garden 
tractors, and rowboats and canoes would all be covered. 

Coverage D-Rental Value 
When a dwelling is damaged by fire or some other 

peril, the owner faces not only the loss resulting directly 
from the damage, but he also faces an indirect loss. 
During the period of time required to restore the 
building to tenantable condition, he loses the use of the 
dwelling. Coverage D insures the fair rental value of 
the building insured, as furnished and equipped by the 
owner. "Rental value" is defined as the amount for 

3Technically, the manual provides that a Dwelling policy may be used to insure a dwelling building used exclusively for dwelling purposes 
(except permitted incidental occupancies) with not more than 4 apartments and with not more than 5 roomers or boarders in total. Trailer 
homes and mobile homes used exclusively for dwelling purposes at a fixed location are also eligible. Dwellings in the course of construction are 
also eligible. Incidental occupancies permitted include Business or professional office occupancies, and other incidental occupancies such as 
barber shops, beauty parlors, photographers' studios, and similar service occupancies with not more than two persons at work at any one time. 
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which the building could have been rented at the time of 
the loss, whether or not it was rented. Thus, if the in
sured himself was living in the house at the time of a 
loss, he would still be entitled to collect the amount for 
which he could have rented the building for .the period of 
time that is or would be required to restore the building 
to livable condition. An extension under the Supple
mentary Coverages (discussed below) provides that the 
insured may apply up to 10% of the amount of in
surance on the dwelling to cover rental value. If this 
10% is inadequate for the insured' s needs, additional 
coverage may be scheduled. 

Supplementary Coverages 
The Dwelling Buildings and Contents Basic Form 

provides certain supplementary coverages which con
stitute an important part of the insured' s protection. 
Two of these extensions (Appurtenant Structures and 
Rental Value) have already been noted. Altogether 
there are four extensions of coverage under the form, 
which extend the policy to cover additional property or 
additional types of losses. 

The Appurtenant Structures Extension. As pre
viously noted, the Supplementary Coverages section of 
the form provides some automatic coverage on appur
tenant structures. The Appurtenant Structures exten
sion provides up to 10% of the amount of coverage on 
the dwelling may be applied to cover other structures 
on the premises. The 10% is not, however, additional 
coverage. If the dwelling is insured for say, $10,000, 
and the garage burns, the loss would be covered up to 
$1,000. However, if both the dwelling and the garage 
are destroyed in a single loss, the maximum payable 
would be $10,000. The only restrictions under the 
extension are that the buildings cannot be used for 
mercantile, manufacturing, or farming purposes, and 
that they may not be rented to anyone except a tenant 
of the main dwelling. A private garage which is used 
for private garage purposes does not come under this 
exclusion of ''rented property' ', and is covered even if it 
is rented to someone other than the occupant of the 
dwelling. Other rented buildings are not covered under 
the Supplementary Coverages extension, but may be 
specifically scheduled under Coverage B. 

Rental Value Extension. The rental value extension 
stipulates that the insured may apply up to 10% of the 
amount of insurance on the dwelling to cover rental 
value, with 1/12 of this 10% applicable in any one 
month. The 10% is not additional insurance. The 
monthly limitation of 1/12 of the 10% imposes a maxi
mum on the amount recoverable in a single month. 
Suppose the insured has a dwelling that would rent for 
$300. If the insurance on the dwelling is $24,000, the 
10% extension provides $2,400 in coverage for rental 
value, but the 1/12 limitation permits only a $200 per 
month recovery. On the other hand, assuming the same 
insurance coverage, if the dwelling has a rental value of 

$150 per month, this is the maximum that the insured 
can collect, regardless of the fact that the policy 
provides up to $200 per month. 

Away From Premises Coverage. In discussing the 
fire policy, it was noted that the coverage afforded 
under the fire policy is coverage at the location listed in 
the policy except in the case of removal or extensions 
under the forms that are attached to the fire policy. The 
"Away From Premises" coverage of the Supple
mentary Coverages section provides that up to 10% of 
the amount of insurance on contents may be applied to 
personal property of the insured and members of his 
household while such property is away from the pre
mises. The off-premises coverage applies to property 
anywhere in the United States or Canada. Rowboats 
and canoes, which are covered while on premises, are 
not covered by this extension. Note also that this 
" Away From Premises" coverage does not provide ad
ditional insurance. 

This extension is an important feature of the coverage 
and considerably broadens the coverage of the basic 
policy. It would even provide coverage on the property 
of members of the insured' s household such as children 
who are away from home at school. While the extension 
also applies to personal property which is in the hands 
of repair shops, laundries, dry cleaners and other types 
of servicing firms, the form specifically stipulates that 
the coverage shall not apply to the benefit of any bailee. 
This means that the insured or his insurer would file a 
claim against any bailee or carrier in whose possession · 
the property was at the time of a loss. 

Improvements, Alterations, and Additions. If the 
insured is a tenant and installs improvements or better
ments in the building at his own expense, he has an 
insurable interest in these expenditures, even though by 
law any property attached to the dwelling or any 
improvements made by the tenant become the property 
of the owner. The Improvements, Alterations and 
Additions extension provides that the insured, if a 
tenant, may apply up to 10% of the amount of coverage 
on contents to cover such improvements. As in the case 
of the other extensions of this form, the 10% is not an 
additional amount of insurance. 
Perils Insured 

Form DF-1 provides coverage against the same perils 
specified in the insuring agreement of the Standard Fire 
Policy (i.e., Fire, Lightning, and Removal) and one 
additional peril, " Inherent Explosion", which is dis
cussed below. In addition, the insured has the option of 
including coverage against the "Perils of Extended 
Coverage'' and Vandalism and Malicious Mischief. The 
provisions relating to these latter perils are printed in 
the form and when the insured has paid the required 
premium, the declarations page indicates that coverage 
against loss by these perils is afforded. When the addi
tional premium required is not paid, coverage is 
provided against four perils in the basic form. 
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Fire and Lightning. The form restates the perils of 
the insuring agreement of the Standard Fire Policy. 
With respect to the perils of Fire, the form stipulates 
that loss by fire does not include loss resulting from 
electrical injury or disturbance to electric appliances, 
fixtures, or wiring caused by artificially generated elec
tricity unless fire ensues, and then only the ensuing 
damage is covered. 

Removal. The coverage afforded under the Removal 
Insuring agreement has already been discussed. Ba
sically, it converts the coverage under the policy to an 
"all risk" basis on property which is being or has been 
removed from the premises for protection from the 
perils insured against. Such coverage continues for five 
days. 

Inherent Explosion. The Dwelling Building(s) and 
Contents Form adds the peril of inherent explosion 
without additional premium. The inherent explosion 
insuring agreement provides coverage for direct loss to 
the property insured caused by explosion occurring in 
the described dwelling or other buildings on the prem
ises, even if fire does not ensue. The inherent explosion 
insuring agreement specifically lists explosion of 
accumulated gases or unconsumed fuel within the fire
box or combustion chamber of a furnace or other fired 
vessel, but excludes explosion of steam heating sys
tems, machinery, bursting pipes, electric arcing, or 
water hammer. Although the peril specifically men
tions explosions of accumulated gases or unconsumed 
fuel, there is no requirement that the explosion result 
from these causes; and virtually any explosion emanat
ing from an insured buiding, other than those noted 
above as specifically excluded, would be covered. 

Extended Coverage 
The term "Extended Coverage" is commonly used to 

designate a combination of nine perils which are sold as 
a group, and which have come to be considered a more 
or less standard addition to the fire policy. The perils 
composing this group are WINDSTORM, HAIL, EX
PLOSION, RIOT, RIOT ATIENDING A STRIKE, 
CIVIL COMMOTION, AIRCRAFT, VEHICLES, 
AND SMOKE. 

In the early 1900's, it was the custom for insurance 
companies to offer windstorm damage insurance to the 
public as a separate coverage. As people became in
creasingly aware of the possibility of property damage 
resulting from windstorm and certain other perils, the 
Extended Coverage Endorsement was eventually dev
eloped, which provided protection against this entire 
package of perils for a single premium charge. The cost 
of providing the combination of these perils is consider
ably less than would be the cost of purchasing them 
separately. By selling all of the coverages as a com
bined unit, companies are able to avoid the adverse 
selection that would result if the individual were per
mitted to purchase only those perils which he felt he 
needed most. 

At one time, it was usual to add the coverage against 
loss resulting from the perils of Extended Coverage to 
the fire policy through the use of a separate endorse
ment called " The Extended Coverage Endorsement". 
Today, many of the forms used to complete the fire 
policy (such as the Dwelling Building(s) and Contents 
Form under discussion here) include the provisions of 
the separate Extended Coverage Endorsement.4 In 
such cases, the provisions pertaining to these perils are 
made effective by payment of the required premium 
and indication in the declarations that the coverage is 
afforded. 

It should be clear that the purchase of Extended Cov
erage does not increase the amount of insurance under 
the policy, but merely expands the number of perils in
sured against. The insured who purchases $10,000 in 
coverage against loss by fire and Extended Coverage 
does not have $20,000 in insurance; he merely has 
$10,000 in protection against a wider range of perils. 
When Extended Coverage is added to the fire policy, it 
is written for the same amount as the fire insurance in 
the policy. 

A brief discussion of each of the perils of Extended 
Coverage should serve to indicate the nature of the 
coverage afforded under the various perils included. 

Windstorm and Hail. The first perils of Extended 
Coverage are windstorm and hail, and coverage is pro
vided for damage caused by "direct action" of wind and 
hail. The majority of the courts have held the position 
that objects that are propelled by the wind and which 
cause damage are a result of '' direct action by the 
wind''. If the wind blows a tree branch through a win
dow, or blows a tree over on the insured's dwelling, the 
resulting damage would be covered. 

The provisions of the endorsement specifically ex
clude any damage caused by rain, snow, sand, or dust, 
to the interior of the building unless the exterior walls 
or the roof are first damaged by direct action of the 
wind or hail. Thus if the insured leaves a window open 
and the wind blows rain into the house damaging the 
furniture and rugs, such damage would not be covered. 
However, if the window had been broken by the wind, 
the damage would be covered. 

Explosion. The explosion coverage of the extended 
coverage endorsement is consideringly broader than the 
inherent explosion coverage of the Dwelling and Con
tents Form. Explosions are covered whether they 
originate within the building or outside the building. 
The endorsement states that the following are not con-

4The reader should recogruze that although the treatment of Ex
tended Coverage appears in this section of the manual which deals 
with dwelling coverages, the provisions of the Extended Coverage 
Endorsement which 1s used in insuring other tvpes of property are ex
actly the same as those explained here. 
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sidered to be explosions•within the definition of the con
tract: 

1. Shock waves caused by aircraft (Sonic Boom) 
2. Rupture or bursting of steam boilers, steam tur

bines, steam engines if owned or operated by the 
insured 

3. Rupture or bursting of rotating parts of mach
inery or electrical arcing 

4. Rupture or bursting of water pipes or pressure 
relief devices 

5. Rupture or bursting due to expansion or swelling 
of the contents of any building or structure caused 
by or resulting from water. 

Riot Riot Attending a Strike, Civil Commotion. Al
though "riots" and the related terms are not defined in 
the contract, a riot is generally considered to be "an 
assembly of individuals who commit a lawful or unlaw
ful act in a violent or tumultuous manner, to the terror 
or disturbance of others." Damage caused by rioters is 
covered by the extended coverage endorsement with 
very few exceptions. Even "pillage and looting" is cov
ered, if it occurs during and at the place of the riot, riot 
attending a strike, or civil commotion. The exception to 
the coverage is an exclusion of damage to or destruction 
of property that results from a change in temperature 
(consequential loss), even though such a loss would 
otherwise be covered by the policy as to other perils. 

Aircraft. The aircraft peril of the extended coverage 
endorsement provides coverage against damage to 
property as a result of physical contact of an airplane or 
an object falling from an aircraft with the insured prop
erty. The requirement of physical contact eliminates 
coverage from damage caused by sonic boom. 

Vehicles. "Vehicles'' are defined in the policy as in
cluding those which run on land or tracks, but not air
craft. The provisions of the form (and of the Vehicle 
peril of the separate Extended Coverage Endorsement) 
provides coverage for damage that results from the ac
tual physical contact of a vehicle with the insured prop
erty. However, there are two very important exclusions 
relating to the vehicle damage: 

1. Vehicle damage caused by vehicles owned or 
operated by the insured or a tenant of the property 
is excluded. 

2. Damage to any covered vehicles or to the contents 
of vehicles is excluded. 

It should be recognized that these two exclusions 
represent a serious limitation to the coverage. The 
greatest likelihood of loss by vehicles involves the two 
areas dealt with in the exclusions: owned vehicles and 
the contents of vehicles. 

Smoke. The standard fire policy provides coverage 
for damage caused by smoke from a hostile fire; and the 
Extended Coverage Endorsement broadens this slight-

ly by providing coverage for smoke damage which 
results from the '' sudden, unusual, and faulty operation 
of a heating or cooking unit." The form specifically re
quires that such heating or cooking u~t be connect~d to 
a chimney by a smoke pipe or vent pipe, and that 1t be 
on the described premises. Smoke from fireplaces and 
from industrial apparatus are specifically excluded. 

Vandalism and Malicious Mischief 
When the appropriate additional premium has been 

paid and the declarations so indicate, the policy is ex
tended to cover losses caused by Vandalism and Mali
cious Mischief, meaning the willful and malicious dam
age to or destruction of property. Damage to glass by 
vandalism is specifically excluded, along with loss re
sulting from pilferage, theft, burglary or larceny. In ad
dition, loss by Vandalism and Malicious Mischief is not 
covered if the building has been vacant for over 30 days. 

The Apportionment Clause 
In examining the pro-rata liability clause of the SFP, 

it was determined that when more than one policy 
covers the property insured, each policy participates on 
the basis of the percentage of all insurance that it 
represents. 

The apportionment clause of Form DF-1, like the 
separate Extended Coverage Endorsement, provides 
for settlement when the policies on the loss do not all 
cover against the same perils. Losses covered by the 
policy written with extended coverage are apportioned_ 
as if all policies were written with extended coverage. · If 
all policies are not written alike, the insured may suffer 
a penalty in payment for the loss. This is accomplished 
through the simple device of apportioning losses cov
ered by extended coverage on the basis of the percent
age of all fire insurance which the extended coverage 
represents. 

For the sake of illustration, let us suppose that the in
sured has purchased two policies, each in the amount ?f 
$10,000 to cover his $20,000 building. However, m 
order to save on his premiums, the insured purchases 
one policy with both fire and extended coverage and one 
policy with fire insurance only. (This would appec!-: to 
be a logical approach, if it were not for the apportion
ment clause, for few windstorm losses would be total.) 
In the event of a loss, the insured will find that he will 
collect only 50% of the loss, for this is the proportion of 
all fire insurance that the policy written with extended 
coverage represents. 

When all policies covering the same property are not 
written exactly alike, they are said to be ' ' non-con
current' '. Concurrency in property insurance policies is 
of the utmost importance, for virtually all policies with 
broader or extended coverage provide for the apportion
ment of losses with other insurance on the basis of the 
face amount of all policies covering against the peril of 
fire. 
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Other Important Provisions 
In addition to the four extensions, there are certain 

other important provisions in the form that are of par
ticular importance. 

Debris Removal. .,i\.lthough this provision is not 
located in the Supplementary Coverages section of the 
policy, it represents another important extension of 
coverage. The Debris Removal provision stipulates 
that the policy will cover expenses incurred in removing 
debris of insured property which is damaged by any of 
the perils insured against in the policy. It does not in
crease the limits of the policy, and all expenses charged 
for the removal of the debris will apply against the face 
of the policy in t he same manner as direct loss of prop
erty. 

Property Removal Provision. A special provision in 
the definition of contents coverage provides that if the 
insured moves to another location within the state, and 
the new location is to be the residence of t he insured, the 
insurance on the contents will cease to cover at the old 
location and will cover the property at the new location. 
During the period of removal the property at each loca
tion is covered on a prerrata basis; the coverage applies 
at each location on the basis of the total amount which 
the values at that location represent to the total values 
at each location. For example, if the individual has 
$10,000 worth of contents, which is insured for $10,000, 
and he has moved $4,000 worth of furniture to the new 
location, he has $4,000 in coverage at the new location 
and $6,000 at the old one. Property in transit is covered 
only to the extent of the off premises extension. 

The Loss Clauses. The Dwelling Building(s) and 
Contents Basic Form, like most other fire forms, states 
that any loss under the policy will not reduce the 
amount of the policy. Following a loss the insured still 
has the same amount of insurance coverage as he had 
before the loss, and the policy does not need to be rein
stated in any manner. 

Consequential Loss. Consequential loss, in contrast 
to direct loss, results in damage or loss which is a result 
of damage to other property. The best example of con
sequential loss as it applies to t he dwelling risk is that 
of frozen food in a deep freeze. Suppose that as a result 
of a fire, the deep freeze is damaged. In all probability 
the damage to the deep freeze will represent only a part 
of the loss sustained by the insured. He may lose $200 
or $300 worth of frozen food. The Dwelling Buildings 
and Contents Basic Form provides some coverage for 
this loss, in the form of an exception to an exclusion. 
Exclusion b states that loss due to a change in tempera
ture will be covered, if the change in temperature is a 
result of actual physical damage to the building itself or 
equipment in the building. Of course the damage must 
be caused by an insured peril. Suppose that lightning 
strikes the house and destroys all of the wiring, with the 
result that the meat in the freezer is ruined. This loss 

would be covered. However if the lightning does not 
strike the house and damage the wiring, but instead 
knocks out t he power plant two miles away, the loss 
would not be covered because of the requirement of 
damage to the building or equipment in the building. 

Liberalization Clause. The liberalization clause prer 
vides that if, during the term of the policy, the fire 
rating organization of the state adopts any form or en
dorsement which would broaden the policy without an 
additional premium, such endorsement is made a part 
of t he policy. 

Alterations and Repairs Clause. This clause grants 
permission to the insured to make alterations, addi
tions, and repairs to buildings and to complete build
ings in t he course of construction. This is an important 
concession in the form, since the basic SFP suspends 
coverage at any time during an increase in hazard 
within the knowledge or control of the insured. In the 
absence of the Alterations and Repairs clause, ques
tions might arise concerning whether or not the hazards 
related to the buildings were increased through the 
process of making alterations and repairs. 

Vacancy and Unoccupancy. The policy also grants 
permission for the premises to be vacant or unoccupied 
without limit of time. This provision supercedes the 
provision of the SFP suspending coverage when the 
building is vacant or unoccupied in excess of 60 days. 
However, the permission contains the qualifications 
" ... except as otherwise provided in this policy for cer
tain perils, " and some restrictions with respect to 
vacancy or unoccupancy may apply to individual perils 
(e.g., vandalism and malicious mischief). 

Waiver of Subrogation. Finally, the policy includes a 
provision stating that the insurance is not invalidated if 
the insured should waive right of recovery against 
another party for damage to the property, if such 
waiver is in writing and takes place prior to a loss. As 
the reader will recall, the subrogation provision of the 
SFP requires the insured to assign all right of recovery 
against a third party to the insurer, to t he extent that 
payment is made for the loss. The waiver of subroga
tion provision permits a landlord, for example, to agree 
in writing prior to a loss to release the tenant from 
damage to the premises by fire. If this is done, the in
sured would collect from his fire insurance company; 
and the tenant would not be subject to subrogation 
from the insurer. 
Exclusions Under the Basic Form 

Because the coverage of the Basic Form is written on 
a Named Peril basis, the number of exclusions required 
in the form is minimal. In addition, the insuring agree
ments of many of the individual perils include specific 
exclusions relating to the specific perils. However, the 
form does contain a section of General Exclusions, con
taining specific exclusions of losses that are not con
sidered insurable or which are not contemplated by the 
rate charged for the coverage. 
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The War Exclusion and Nuclear Exclusion. The 
form contains two exclusions contained in virtually all 
forms of property insurance: war and nuclear damage. 
The first of these restates the exclusion of the Standard 
Fire Policy, and excludes war in all its forms. The se
cond provides that losses by nuclear reaction or nuclear 
radiation or radioactive contamination are not insured 
in the policy. 

Water Damage. The policy specifically excludes 
losses caused by, resulting from, contributed to, or ag
gravated by certain forms of water. The types of water 
specifically noted in the form include 

(1) flood, in all its forms 

(2) water which backs up through sewers or drains 

(3) water below the surface of the ground that seeps 
through basement walls, foundations, floors and 
so on. 

An exception to the exclusion provides that coverage is 
afforded if loss by fire or explosion ensues, but such 
coverage applies only to the enusing loss. 

Power Failure. This exclusion has already been 
noted. The policy provides that there is no coverage for 
damage which is caused by or results from power, heat
ing or cooling failure, unless such failure is caused by 
damage to power, heating or cooling equipment on the 
premises by an insured peril. As we have noted earlier, 
the net effect of this exclusion is to provide coverage in 
those instances where heating or cooling equipment on 
the premises is damaged by an insured peril. 

Building Code. The form also excludes loss caused 
by the enforcement of any ordinance or law regulating 
construction, repair or demolition of buildings. This 
means that if an insured dwelling does not comply with 
the provisions of the building code, the insurer will not 
be liable for the increased cost of construction necessary 
to bring a damaged or destroyed building up to code 
standard. 

Deductible 
The Dwelling Building{s) and Contents Basic Form 

contains a $50 all perils deductible, which applies to all 
coverages except rental value. If more than one dwell
ing is covered under the policy, the deductible applies 
separately to the amount of loss to each dwelling and its 
contents. If the insured desires, this deductible may be 
modified for an additional premium, making it apply 
only to losses by windstorm and hail. 

THE DWELLING BUILDINGS AND CONTENTS 
BROAD FORM 

Following the development of the Extended Coverage 
Endorsement, the quest for broader coverage proceded, 
especially in the dwelling field. In 1951, an endorse
ment known as "Additional Extended Coverage" was 
made available, which, when combined with the Ex-

tended Coverage Endorsement, provided protection 
against a wide range of perils. The next step was to 
combine this endorsement with the Extended Coverage 
endorsement into a single form applicable to dwellings; 
the result was the Dwelling Building{s) and Contents 
Broad Form, which is currently designated DF-2. 

Because the coverage under Form DF-2 is consider
ably broader than that of form DF-1, the eligibility re
quirements are more exacting. In order to qualify for 
coverage under the Broad Form, the amount of insur
ance on the dwelling must be at least $8,000. The form 
may also be used to insure contents only (in the case of a 
tenant), in which case the minimum amount of insur
ance is $4,000. 

Coverages Under the Broad Form 
There are five coverages in the Broad Form; the first 

four are identical with those of the Basic Form. The 
fifth coverage which is added under the Broad Form is 
Additional Living Expense, designated Coverage E. 
The insuring agreements of Coverages A, B, C, and D of 
the Broad Form are identical with those of the Basic 
Form, so it is not necessary to repeat the discussion of 
their provisions. With the exception of Coverage E, dis
cussed below, the important differences between the 
Basic Form and the Broad Form are in the perils in
sured against and in the Supplementary Coverages ex
tensions. 

Coverage E, Additional living Expense. The Addi
tional Living Expense coverage applies to the necessary , 
increase in living expense incurred by the insured in 
order to continue as nearly as practicable the normal 
standard of living of his household following loss by an 
insured peril. The emphasis is on the " necessary in
crease", and coverage applies for the shorter of two 
periods: 

1. The period required with the exercise of due 
diligence and dispatch to restore the insured prop
erty to tenantable condition. 

2. The period required for the insured and his house-
hold to become settled in any permanent quarters. 

Coverage E applies automatically under the terms of a 
Supplementary Coverages insuring agreement, which 
provides an extension of coverage for up to 10% of the 
amount on the dwelling for Rental Value and Addi
tional Living Expense. (See discussion later in this sec
tion). 

Perils Added under the Broad Form 
One of the principal differences between the Basic 

Form and the Broad Form is the number of perils 
against which protection is provided. In addition to the 
perils covered by the standard fire policy, the perils of 
extended coverage, and vandalism and malicious 
mischief (all of which may be covered under the Basic 
Form) the Broad Form adds the following perils: 

Breakage of Glass 
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Burglary Damage 
Fa11ing Objects 
Weight of Ice, Snow or Sleet 
Collapse of Buildings 
Heating System Explosion 
Water Damge 
Freezing of Plumbing 
Injury By Artifically Generated Electricity 

Breakage of Glass. Breakage of glass constituting a 
part of the building, including glass in storm doors and 
windows is covered, regardless of the cause of the 
breakage. In a sense, this insuring agreement is not a 
peril, but rather coverage for a particular type of loss, 
regardless of the peril causing the loss. The only restric
tion is that glass breakage is not covered if the building 
has been vacant for 30 days or more prior to the loss. 

Damage Caused by Burglars. Only the damage 
caused by the burglars is covered. There is no coverage 
for loss of property that is taken by the burglars. Also, 
like the glass breakage coverage above, there is no 
coverage for burglary damage if the dwelling has been 
vacant for over 30 days. 

Damage by Falling Objects. This peril covers 
damage caused by fa11ing objects such as tree limbs, 
but, of course, is not limited to this. There is an exclu
sion of damage to the interior of the buildings or to the 
contents unless the exterior of the building first sus
tains damage. In addition, damage to trees, plants, 
shrubs, TV and radio antenna, cloth awnings, gutters, 
and downspouts is excluded. 

Weight of Ice, Snow, and Sleet. Damage which 
resuilts from the weight of ice, snow and sleet is 
covered; but the damage must actually be the result of 
such weight. For example, melting snow which leaks 
into the dwelling doing damage is not covered. Damage 
is excluded to trees, shrubs, plants, lawns, outdoor 
equipment, awnings, fences, and to pavement, patios, 
swimming pools and foundations. 

Collapse of the Dwelling. Direct loss as a result of 
collapse of the building or any part of the building is 
covered. Settling, cracking, shrinking, bulging, or ex
pansion are excluded. 

Heating System Explosion. The full title of this 
peril, as given in the form, is "Sudden and Accidental 
tearing asunder, cracking, burning or bulging of a 
steam or hot water heating system or of appliances for 
heating water". Coverage is provided not only for ex
plosion of such items, but also for damage to the item 
itself through burning, bulging or cracking. 

Water Damage. Specific enumerated types of water 
damage are covered under the peril: '' Accidental dis
charge, leakage or overflow of water or steam from 
within a plumbing, heating, or air conditioning system 
or domestic appliance . . . ' '. The insuring agreement 
also provides coverage for the cost of tearing out and 

replacing part of the building to make repairs. Only the 
loss of the plumbing or appliance itself is excluded. 
Vacancy is limited to 30 days. 

Freezing of Plumbing. Loss as a result of freezing of 
plumbing, heating, or air conditioning systems or dom
estic appliances is covered, provided that the building 
has not been left vacant or unoccupied for over four 
days unless the plumbing, heating or air conditioning 
system was drained and the water was shut off. If the 
insured was diligent in attempting to maintain heat, or 
if the system was drained and the freezing loss still oc
curred, the loss would be covered even if the building 
had been vacant or unoccupied for over four days. 

Injury to Appliances by Artificially Generated Elec
tricity. Sudden and accidental injury from artificially 
generated electric currents to wiring or appliances is 
covered as an insured peril. This is in contrast to Form 
DF-1, which specifically excludes such damage. The 
major exclusion with respect to artificial electricity is 
that tubes, transistors, and similar electronic compon
ents are excluded. 

Perils Broadened Under the Broad Form 
Not only does the Broad Form add perils not covered 

by the Basic Form, but several of the perils of the Basic 
Form are considerably broadened under the Broad 
Form. 

The Smoke Peril. The smoke peril of the Basic Form 
is quite restrictive, covering only smoke from a heating 
or cooking unit connected to a chimney. Under the 
Broad Form, any sudden and accidental smoke damage 
is covered, except smoke from industrial operations or 
agricultural smudging. There is no exclusion of smoke 
from a fireplace as in the Basic Form. 

Explosion. The explosion peril does not exclude ex
plosion of a steam boiler as does the Basic Form. As a 
matter of fact, steam boiler explosion is specifically in
sured under another peril. 

Aircraft. The aircraft peril of the Basic Form requires 
actual physical contact of the aircraft or an object fall
ing from an aircraft with the insured property for 
coverage to apply. The Broad Form makes no such re
quirement; therefore, sonic boom would be covered 
under the aircraft peril of the Broad Form. 

Vehicles, Form DF-1 provides no coverage whatso
ever for damage caused by a vehicle owned or operated 
by the insured or a tenant of the property. Form DF-2 
provides coverage for damage caused by such vehicles. 
Damage co trees, shrubs, plants, lawns, walks, and 
driveways is excluded if the damage is caused by an 
auto owned or operated by an insured or a tenant of the 
property; but otherwise all damage is covered. There is 
no exclusion of damage to an otherwise insured vehicle 
or to the contents of a vehicle. Thus, for example, if the 
insured has personal effects in his automobile, and these 
personal effects should be damaged in a collision, the 
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vehicle damage peril would cover the items, (under the 
off-premises extension). 

While the examples given above are not exhaustive, 
they serve to illustrate the manner in which the perils of 
the Dwelling and Contents Form have been broadened 
under the Dwelling and Contents Broad Form. 

Supplementary Coverages of the Broad Form 
The Broad Form contains six supplementary cover-

ages: 

A way From Premises Coverage 
Improvements, Alterations, and Additions 
Appurtenant Structures 
Rental Value and Additional Living Expense 
Trees, Shrubs, Plants and Lawns 
Replacement Cost 

The first of those listed, the A way From Premises 
Extension, is identical with the same extension in the 
Basic Form. Each of the others either differs from the 
similar extension found in the Basic Form or does not 
appear in the Basic Form. The Improvements, Altera
tions and Additions extension and the Appurtenant 
Structures extension are both broadened considerably 
in the Broad Form. In addition, the Rental Value and 
Appurtenant Structures extension, which is the Broad 
Form equivalent of the Basic Form's Rental Value ex
tension is also considerably broader than its counter
part under the Basic Form. Finally, the last two exten
sions listed above (Trees, Shrubs, Plants and Lawns 
and Replacement Cost) do not appear in the Basic 
Form. The differences between the extensions of the 
Broad Form and the Basic Form are discussed below. 

Improvements, Alterations and Additions. The 
wording of the Improvements, Alterations, and Addi
tions extension of the Supplementary Coverages is 
essentially the same under the Broad Form as under the 
Basic Form, with one important exception. Under the 
Broad Form the coverage is an additional amount of in
surance, equal to 10% of the amount of coverage on con
tents. 

Appurtenant Structures. The coverage on appurten
ant structures under the Broad Form is also an addi
tional amount of insurance, equal to 10% of the amount 
of insurance on the dwelling. 

Rental Value and Additional Living Expense. The 
Rental Value and Additional Living Expense extension 
of the Broad Form is the equivalent of the rental value 
extension of the Basic Form, but differs in two import
ant respects. First, it is an additional amount of in
surance under the Broad Form. In addition, the 10% 
may be used to cover both loss or rental value and addi
tional living expense The rental value portion of the 
coverage applies to that part of the premises not oc
cupied by the insured, and the additional living expense 
coverage applies to the portion of the premises occupied 
by the insured. Under the additional living expense 

coverage, the insured is entitled to collect the amount 
by which his living expenses increase as a result of 
untenantability of the insured premises. The coverage 
is on an indemnity basis, and provides for payment of 
additional expenses required for the insured to maintain 
as nearly as practicable his same standard of living as 
before the loss. Coverage applies for the period required 
with due diligence to restore the premises, or for the 
period required for the insured and his family to become 
settled in permanent quarters, whichever is less. Unlike 
the Basic Form, there is no monthly limitation on either 
rental value or additional living expense under the 
Broad Form. 

Trees, Shrubs, Plants and Lawns Extension. The 
Broad Form also provides that the insured may apply 
up to 5% of the amount of insurance on the dwelling to 
cover trees, shrubs, lawns and plants against the perils 
of fire, lightning, riot, riot attending a strike, civil com
motion, vandalism and malicious mischief, damage by 
burglars, aircraft, smoke, collapse of the building, and 
damage by vehicles not owned or operated by the in
sured or a tenant. Windstorm and hail are specifically 
excluded. There is a maximum of $250 on any one tree, 
shrub, or plant. The $250.00 limit does not apply to 
lawns, although the coverage on lawns is limited to 5% 
of the amount of coverage on the dwelling. 

Replacement Cost Extension. If at the time of a 
loss the amount of insurance covering the dwelling is at 
least equal to 80% of the replacement cost value of the 
building, the loss will be paid on the basis of rei.,lace- · 
ment cost (without any deduction for depreciation). This 
extension applies only to building structures, and con
tents are covered on an actual cash value basis. The 
form states that outdoor equipment, domestic applian
ces, cloth awnings, and roof surfacing are not covered 
under the replacement cost extension. 

In its simplest aspect, the extension eliminates 
depreciation in settling losses, provided that the in
sured has maintained insurance equal to 80% of replace
ment cost. In effect, the replacement cost extension 
furnishes the insured with an option to purchase in
surance equal to the amount of depreciation which the 
building has suffered. 

If the amount of coverage on the dwelling is less than 
80% of the replacement cost value, the company will 
pay the larger of the following two amounts: 

1. The actual cash value; 
2. The proportion of the replacement cost of the loss 

that the amount of insurance bears to 80% of the 
replacement cost value of the house. 

If the loss is more than $1,000 or 5% of the amount of 
insurance, the building must actually be repaired or 
replaced before the insured can collect on the replace
men t cost basis. 

While on the subject of replacement cost, it might be 
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well to discuss the problem of determining the insurable 
value of dwelling property. The fact that most insureds 
have a somewhat distorted notion of what is meant by 
insurable value often results in underinsurance. Quite 
often the insured considers insurable value to be one of 
the inappropriate measures of value such as loan value, 
book value or market value. 

Normally, the mortgagee requires protection equal to 
his interest in the property, and as a result many in
sureds feel that the property should be insured for its 
market value. Yet there is no guarantee that market 
value will be the same as either actual cash value or 
replacement cost value; there is good reason to assume 
that it will not. Market value is based on the supply 
and demand for real estate of the particular type in
volved. It includes the value of the land on which the 
dwelling is located, yet the value of this land is not a 
part of insurable value. 

There are two basic measures of insurable value in 
dwelling property: replacement cost and actual cash 
value. By this time we all have a reasonably good 
estimate on what is meant by actual cash value; it is the 
replacement cost less depreciation. It is based on the 
replacement cost value, and as a result is more difficult 
to compute. Replacement cost value, on the other hand, 
is simply the cost of replacing the building with 
materials of like kind and quality. If the individual can
not estimate the replacement cost value of the property, 
he certainly cannot estimate its actual cash value. 

Let's take a simple example and examine some of the 
aspects of the "insurable value" problem. We will 
assume that the dwelling under consideration was built 
30 years ago at a cost of $8,000. The individual has just 
purchased this dwelling for $12,000. On the basis of an 
average square foot construction cost appraisal and a 
construction cost index, he determines that it could cost 
about $20,000 to replace the building at today's prices 
Next we assume that the building had a 60-year life 
length when it was constructed. (For the sake of 
simplicity we are also going to assume that the deprE7 
ciation is linear and amounts to 50%). Thus we have an 
original cost of $8,000, a replacement cost of $20,000, a 
market value of $12,000, and an actual cash value of 
$10,000. 

If the insured decides to insure the building under the 
Dwelling and Contents Form, he insures it on the basis 
of actual cash value. In the event of a loss, there will be 
a deduction made for depreciation. Let us say that the 
amount of the loss is $1,000. Since the amount of 
depreciation has been at 50% in our example, his 
recovery will be limited to $500. 

On the other hand, let us assume that instead of in
suring on an actual cash value basis, the insured elects 
to insure on the basis of replacement cost, and pur
chases a policy with the Broad Form for $20,000. Loss 
adjustment in the event of the $1,000 loss is equally 

simple in this instance. Since he has purchased an addi
tional amount to cover the depreciation the building has 
suffered, he will be paid the full cost of replacement or 
$1,000. 

In very few instances do we find insureds who are suf
ficiently sophisticated to distinguish between the 
replacement cost basis of insuring and the actual cash 
value basis. As a matter of fact, in most instances, the 
dwelling is insured for neither of those. It is insured for 
its market value. 

If the insured in this example insures the dwelling 
under the Dwelling Buildings and Contents Broad 
For~ but purchases insurance on the basis of the 
market value of the house rather than the replacement 
cost, he will collect only a portion of the cost of repair
ing the damage. Since he has not maintained insurance 
equal to 80% of the replacement cost value of the dwell
ing, he will collect that proportion of the replacement 
cost of the loss that the amount of insurance purchased 
bears to the amount that is required under the form. 
Since 80% of the replacement cost of this dwelling is 
$16,000 and he has purchased only $12,000, he will col
lect 12/16 of the loss or $750. 

Of course he will probably be greatly upset by the 
deduction for depreciation that the company has made, 
but it is made because he did not purchase enough in
surance to cover the depreciation that the dwelling has 
suffered. If the insured does not purchase insurance 
against depreciation, he could not expect to collect for 
that part of the loss that represents the depreciation the 
property has suffered. 

Other Provisions of the Broad Form 
Apart from the various provisions discussed above, 

the provisions of the Broad Form essentially parallel 
those of the Basic Form. The Broad Form includes 
each of the following provisions discussed in connection 
with the Basic Form: 

The Loss Clause 
Alterations and Additions Clause 
Vacancy and U noccupancy Clause 
Consequential Loss Clause 
Apportionment Clause 
Debris Removal Clause 
Property Removal Clause 
Waiver of Subrogation Clause 
Liberalization Clause 

Exclusions Under the Broad Form 
The provisions of the General Exclusions section of 

the Broad Form are identical with those of the Basic 
Form, and contain the following general exclusions 
already discussed: 

War and Nuclear Damage 
Water Damage 
Power Failure 
Building Code 
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In addition, the Broad Form adds one more exclusion, 
designated the Earth Movement Exclusion, excluding 
coverage for losses caused by, contributed to or aggrav
ated by any earth movement. Types of earth mov& 
ment specifically mentioned in the exclusion include 
earthquake, volcanic eruption, landslide, mudflow, 
earth sinking, rising, or shifting. 

Broad Form Deductible 
The $50 deductible of the Broad Form operates in 

essentially the same manner as that of the Basic Form. 
It applies to all losses except those under Rental Value 
and Additional Living Expense; and when two or more 
dwellings are insured under the form, the deductible ap
plies separately to each dwelling and its contents. As in 
the case of the Basic Form, the deductible of the Broad 
Form may be modified so it applies only to losses by 
windstorm and hail. 

THE DWELLING BUILDING($) AND CONTENTS 
SPECIAL FORM 

The next step up in terms of coverage on dwellings 
under the Standard Fire Policy is the Dwelling Build
ing(s) and Contents Special Form, DF-3. The eligibility 
requirements of the Special Form are the same as those 
for the Broad Form: it may be written only on dwell
ings valued at $8,000 or more. 

The principal difference between the Special Form 
and the Broad Form is the coverage on the Dwelling. 
Contents are covered under the Special form against the 
same broad named perils as is contents under the Broad 
Form. However, under the Special Form, coverage on 
the dwelling, appurtenant structures, rental value and 
additional living expense is on an " All Risk" basis, with 
coverage provided against all physical loss from any 
cause, except those causes that are specifically exclud
ed. Otherwise, the coverage under Form 3 is exactly 
the same as under Form 2-the Supplementary Cover
ages, the perils for which contents is insured, the defini
tions of property insured-are all identical under both 
forms. Since the coverage on contents is identical under 
the Broad Form and the Special form, it is unnecessary 
to discuss the provisions of the Special form relating to 
the contents coverage. The following brief discussion of 
the all risk coverage on Coverage A, B, D, and E should 
suffice to illustrate the nature of the all risk coverage 
provided. 

Dwellings, Appurtenant Structures, Rental Value 
and Additional Living Expense 

The insuring agreement of the Special Form with 
respect to Coverages, A, B, D, and E is simple and 
straightforward: 

This policy insures under Coverage A and Cover
age B against all risks of physical loss to the prop
erty covered (and under Coverage D and Coverage 
E resulting from such loss) except as otherwise ex
cluded or limited. 

It is important to keep in mind the distinction b& 
tween the "Named Peril" type of insuring agreement 
and the "All Risk" form of coverage. The Standard 
Fire Policy, Form DF-1, and Form DF-2 are all written 
on a Named Peril basis: a loss is not covered under the 
policy unless the occurrence falls within the definition of 
a peril insured against. Under the Special Form's all 
risk insuring agreement which applies to coverages, A, 
B, D, and E, a loss is covered unless it is specifically ex
cluded. 

The number of exclusions required in an all risk form 
is extensive, for all uninsurable perils must be excluded. 
As a result, the exclusions of the Special Form are one 
of the most important parts of the contract. In addition 
to the exclusions relating to War, Nuclear damage, 
Water, Power Failure, and Building Code provisions, 
which were discussed in connection with the Basic 
Form, and which appear in all of the dwelling forms. 
The Special Form also includes the following exclusions 
which apply to all coverages: 

Earthquake 
Freezing of pipes when the building is vacant or 
unoccupied for over four days 
to fences, pavements, patios, swimming pools and 
certain other similar structures caused by freez
ing, thawing, or pressure or weight of ice, snow or 
sleet, theft of any property that is not an integral 
part of a building, or theft from a dwelling in the 
process of construction 
Vandalism or malicious mischief, glass breakage, · 
or theft if the building has been vacant for over 30 
days. 

The following additional exclusions apply to Coverages 
A, B, D, and E only. 

Wear and tear 
Deterioration 
Rust, mold, wet or dry rot 
Contamination 
Smog 
Smoke from industrial or agricultural operations 
Mechanical breakdown 
Settling, cracking, shrinkage, bulging or expan
sion of pavements, patios, foundations, walls, roof, 
floor or ceiling 
Damage by birds, insects, vermin, or domestic ani
mals 

Anything that is not excluded under the all risk insur
ing agreement is covered. For example, note that there 
is no exclusion of theft. If fixtures constituting a part 
of the house were stolen, there would be coverage. 

The Special Form includes all of the extensions and 
provisions of the Broad Form, including the replac& 
ment cost extension and the extension of coverage to 
trees, shrubs, plants, and lawns. 
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THE HOUSEHOLD AND PERSONAL 
PROPERTY FORM 

The Household and Personal Property Form, desig
nated DF-4, is intended for use by tenants, and provides 
coverage on contents only. Basically, the coverage 
follows that of the Dwelling Building(s) and Contents 
Basic form, DF-1, but omits those items relating to the 
dwelling and appurtenant structures. Only one cover
age is included in the form, Coverage C, which defines 
the household and personal property in exactly the 
same terms as does Form DF-1. In addition, the prop
erty is insured against the same perils as provided 
under Form DF-1: fire, lightning, removal and inherent 
explosion. When the appropriate additional premiums 
are paid, the form is extended to include the coverage of 
the extended coverage perils and vandalism and 
malicious mischief. 

There are only two extensions of coverage included 

under the Supplementary Coverages section of the 
form: the "A way from Premises" coverage, and the 
coverage on Improvements, Alterations and Additions. 
Each provides up to 10% of the amount of insurance on 
contents to cover the loss as defined in the form, but 
neither provides additional insurance. If the insured 
desires additional coverage on Improvements, Altera
tions and Additions, specific coverage may be added. 

It should be noted that this form does not provide 
either rental value or additional living expense cover
age. However, it does provide for automatic transfer of 
the insurance when the property insured is moved to a 
new residence within the same state. It also provides 
the same Debris Removal coverage and the Consequen
tial Damage coverage afforded under the Basic Dwell
ing Form. The conditions, exclusions, and deductible 
are also similar to those of form DF-1. 
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·THE HOMEOWNERS POLICIES 

One of the most significant results of the removal of 
the legal barriers that impeded multiple µne develop
ment was the introduction of the package policy. The 
outstanding example of the success of the package 
policy approach is the Homeowners program. The 
Homeowners policies, which combine insurance on the 
property of the insured with personal liability in
surance, are the most widely sold and by far the best 
known of the package policies. 

The Homeowners program was developed in 1958 by 
the Multi Peril Insurance Conference, an advisory and 
rating organization. The program was revised slightly 
in 1962 and then more extensively in November of 
1968. 

There are six standard Homeowners forms, desig
nated HO-1, HO-2, HO-3, HO-4, HO-5 and HO-6. Four 
of these forms are designated for those individuals who 
own their own homes (Forms 1, 2, 3 and 5), one (Form 4) 
is designed for tenants, and one (Form 6) is designed for 
condominium unit owners. Each of the six forms is 
composed of two sections: Section I, which provides 
coverage on the insured's own property, and Section II, 
which provides liability insurance. The main distinc
tions between the various forms are in the Section I 
coverages (i.e., the coverage on the insured's own prop
erty). Section II of the forms are identical. Here we are 
concerned only with the Section I coverages.5 In addi
tion to the standard Homeowners forms (HO-1 through 
HO-6). there is a Modified Homeowners form (Form 
H0-8) designed for certain property owners who are not 
eligible for one of the standard forms. 

The basic philosophy of the Homeowners program is 
to require some minimum amount of coverage on both 
the dwelling and its contents. Under Section I of each 
of the forms there are certain minimum amounts of 
coverage provided under four coverage items which are 
designated Coverages A, B, C, and D. 

Coverage A provides coverage on the dwelling. A 
minimum of $8,000 is required on the dwelling 
under Forms 1, 2, and 3. 
Form 5 requires a minimum of $15,000 on the 
dwelling. Forms 4 and 6 do not cover the dwell
ing. 

Coverage B provides a specific amount of in
surance equal to 10% of the amount on the dwell
ing to cover the garage and other appurtenant 
private structures on the premises. 

5The Section II coverage will be treated later. 

Coverage C provides a specific amount of in
surance to cover the contents. Under Forms 4 and 
6 the minimum coverage on contents is $4,000. 
Under the other forms it is 50% of the amount on 
the dwelling. 

Coverage D provides a specific amount of insur· 
ance to cover additional living expense and loss of 
rental, similar to the additional living expense ex
tension under the separate dwelling and contents 
forms. The amount of this coverage is 10% of the 
amount on the dwelling under Form 1, and 20% of 
the amount on the dwelling under Forms, 2, 3, and 
5. The limit on Coverage D under Form 4 is 20% 
of the amounts on the contents, and under Form 6, 
it is 40%. 

Coverages E and F, which constitute Section II of the 
policy, are Liability and Medical Payments coverages. 

In a sense, each of the forms is comparable to one of 
the dwelling and contents forms that have just been ex
amined. Homeowners Form 1 is the approximate 
equivalent of Dwelling Form DF-1, but with the addi· 
tional perils of glass breakage and theft added. Home
owners Form 2 and Homeowners Form 3 parallel dwell
ing forms DF-2 and DF-3, but with the additional peril 
of theft. Forms 4 and 6 provide the same broad form 
perils as Form 2 on the contents only. Form 5 is a lux· · 
ury type contract, which provides "all risk coverage" on 
both the dwelling and the contents. It is the equivalent 
of the Dwelling Building(s) and Contents Special Form 
on buildings, with a Personal Property Floater covering 
contents.6 Form 6 covers the same named perils on 
contents as Form 4, and includes special provisions 
relating to the condominium exposure which will be dis
cussed later. 

For the convenience of the reader, the coverages of 
each of the six Homeowners forms, the minimum 
amounts of coverage, and the perils covered under each 
form are summarized in the table on the following page. 

6There are rather strict eligibility requirements for the Hom· 
owners Homeowners Forms 1, 2, 3, and 5 may be writ ten only for the 
owner occupant of a dwelling which is used exclusively for private 
residential purposes (although the rules permit incidental office or 
professional occupancy), and which contain not more than two 
families and not more than two boarders or roomers per family. 
Homeowners Form 4 may be written for a tenant who does not own 
his own home, or for a homeowner who owns a dwelling which does 
not meet the eligibility requirements for one of the other forms. Form 
6 may be written only for condominium unit owners. 
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Homeowners Homeowners Homeowners Homeowners Homeowners Homeowners 
Coverage Form 1 Form 2 Form 3 Form 4 Form 5 Form 6 

A: Dwelling $8,000 min. $8,000 min. $8,000 min. Not covered $15,000 min. Not covered 
B: Appurtenant 

Structures 10% of A 10% of A 10% of A Not covered 10% of A Not covered 
C: Contents 50% of A 50% of A 50% of A $4,000 min. 50% of A $4,000 min. 
D: Additional 

Living 
Expense 10% of A 20% of A 20% of A 20% of C 20% of A 40% of C 

Fire 
Lightning 
Removal 
Windstorm 
Hail 
Explosion 
Riot 
Civil 

Fire 
Lightning 
Removal 
Windstorm 
Hail 
Explosion 
Riot 
Civil 

ALL RISK on 
buildings 
Same perils 
as Form 2 on 
contents but 
does not 
include glass 
breakage. 

Same perils 
as Form 2 but 
does not 
include glass 
breakage. 

ALL RISK on 
buildings. 
ALL RISK on 
contents. 

Same perils 
as Form 2 but 
does not 
include glass 
breakage. 

Commotion 
Smoke 
Aircraft 
Vehicles 
Vandalism 
Glass breakage 
Theft 

Commotion 
Smoke 
Aircraft 
Vehicles 
Vandalism 
Glass breakage 
Theft 
Steam boiler 

explosion 
Falling objects 
Weight of ice, 

snow, sleet 
Collapse 
Freezing of 

pipes 
Damage to 

appliances 
artificial 
electricity 

Coverage on the Dwelling and Appurtenant Struc
tures 

The dwelling coverage (designated Coverage A) of the 
various Homeowners forms is almost identical with 
equivalent dwelling forms. The definition of the dwell
ing includes building equipment, fixtures and outdoor 
equipment which pertain to the service of the premises, 
if the property of the insured and not otherwise covered. 
In addition the definition of structures includes 
materials and supplies located on the premises or adja
cent to the premises which are intended for use in con
struction, alteration or repair of the dwelling. 

As in the case of the separate dwelling forms, the ap
purtenant structures coverage (Coverage B) excludes 
any buildings which are used for business purposes or 
which are rented to anyone except a tenant. Again an 
exception is made in the case of rental of a garage to be 
used exclusively for garage purposes. 

Replacement Cost Coverage. The coverage on the 
dwelling and the appurtenant private structures may be 
written on a replacement cost basis under all of the 
Homeowners forms. Each of the forms which includes 

coverage on buildings contains a condition which is 
quite similar to the replacement cost extension of the 
Broad Form, discussed in the previous section. There 
are some points of difference however. The Home
owners replacement cost condition specifically excludes 
outdoor radio and TV antennas and aerials, carpeting, 
awnings, domestic appliances and outdoor equipment. 

In connection with the replacement cost condition of 
the Homeowners, a new endorsement called the '' Infla
tion Guard Endorsement" was adopted in many states 
in 1969. Under the provisions of this endorsement the 
amount of insurance under the policy is automatically 
increased by 1 percent of the original amount every 
three months, for a total of 4 percent annually. The in
tent of the endorsement is to help the insured to meet 
the provisions of the replacement cost condition and 
protect against underinsurance which might result from 
inflation and increasing costs of construction. The in
crease applies not only to the building but also to the 
other items of coverage as well. 

The Contents Coverage 
The insured is permitted little choice with regard to 
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the minimum amount of ,coverage which he may pur
chase on contents. The basic amount of contents cover
age under the Homeowners Forms 1, 2, 3, and 5 is 50 
percent of the amount of coverage on the dwelling. Thus 
for a homeowner with the minimum $8,000 coverage on 
the dwelling, the automatic amount of contents 
coverage is $4,000. This amount may be decreased to 
40 percent of the amount on the dwelling if the insured 
does not own personal property equal to 50 percent of 
the value of his dwelling; but it cannot be decreased 
below 40 percent. Under Forms 4 and 6 the minimum 
amount of coverge provided on the contents is $4,000. 
Form 5 provides 50 percent of the amount of coverage 
on the dwelling on contents; and since the minimum on 
the dwelling under this form is $15,000, the minimum 
on contents is $7,500. Of course, the amount of con
tents coverage may be increased under any of the forms 
if the need exists. 

The contents coverage of the Homeowners Forms is 
considerably more liberal than that of the separate 
Dwelling Building{s) and Contents Forms. Certain 
items of property which are excluded under the separate 
forms are covered under the Homeowners. The basic 
definition of contents provides coverage on " ... prop
erty usual or incidental to the occupancy of the pre
mises as a dwelling and owned or used by an in
sured ... '' Coverage is provided on both owned and bor
rowed property. For example, if the insured or a 
member of his family should borrow property from a 
friend, and that property is damaged or lost as a result 
of an insured peril, the Homeowners policy will cover 
the loss as if it had been property owned by the insured. 

Classes of property specifically excluded include 
animals, birds, fish, motorized vehicles (except vehicles 
used in the maintenance of the premises and not licen
sed for road use), aircraft, property of roomers not 
related to the insured, property carried or held as 
samples for sale, any property which is separately 
described and specifically insured under the Home
owners or any other insurance and tape or wire 
recorders (and their tapes) which may be operated by 
power from the electrical system of an automobile while 
in such an automobile. In addition, business personal 
property is excluded while away from the described . 
prerruses. 

Most of these excluded classes are self explanatory, 
but three may require explanation. First, the exclusion 
of motorized vehicles excludes not only automobiles, 
motorcycles, motorscooters, and the like, but also go
carts, golf carts, and snowmobiles. The exception to the 
exclusion of vehicles used in the maintenance of the 
premises affords coverage for vehicles such as riding 
lawn mowers or garden tractors, as long as they are not 
licensed. 

The exclusion of property which is specifically 
described and insured is of special importance. The 

coverage for personal property is entitled "Unscheduled 
Personal Property'' and is intended to provide coverage 
on the insured' s personal effects on a blanket basis, in
suring all items except those that are specifically ex
cluded. In addition, the insured may desire to insure 
some items of high value specifically by listing them in
dividually in a separate contract. Examples of items 
that may be specifically scheduled include boats, furs, 
and jewelry. The Homeowners Form states that if 
property is insured under another contract, or if it is 
listed as a specific item in a schedule under the Home
owners, the blanket personal property coverage provid
ed under ''Unscheduled Personal Property'' will not ap
ply to that item at all. 

Theft of automobile tape players and tapes for use 
with such players has long been a source of difficulty for 
insurers. The difficulty arises not only because such 
players and their tapes are a source of frequent loss, but 
also because of the question of which policy should 
cover these items, the Homeowners policy or the auto 
policy. The current edition of the Homeowners forms 
specifically excludes from coverage: 

any device or instrument for the recording, repro
duction or recording and reproduction of sound 
which may be operated from the electrical system 
of a motor vehicle, or any tape, wire, record disc or 
other medium for use with any such device or in
strument while any of said property is in or upon a 
motor vehicle. 

A careful analysis of this exclusion indicates that the 
critical point in coverage on such recorders or players 
revolves around the power source. If the tape player 
may be operated by the electrical system of the motor 
vehicle, coverage is excluded. In other words, the exclu
sion would apply not only to built-in players and their 
tapes, but also to portable players and their tapes, if 
such portable players can be plugged into the cigarette 
lighter or otherwise operated from the automobile's 
electrical system. Note that the exclusion applies not 
only to the player itself, but also to the tapes or other 
media that are used with the player. 

The exclusion of business personal property while 
away from the premises also deserves comment, 
primarily because of misinterpretation in the past. Al
though the Homeowners was designed primarily to pro
vide coverage on the personal effects of the insured and 
the family, it does provide some coverage on business 
property, as long as that property is on the described . 
prerruses. 

Unlike the other forms that have been examined, 
there is no exclusion of money, bills, manuscripts or 
boats under the Homeowners forms. As a matter of 
fact, the Homeowners forms provide coverage on these 
items, but with a dollar maximum listed for each: 

There is a $100 limit on money and bullion 
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There is a $500 limit on bills, deeds, and valuabe 
papers 

There is a $1,000 limit on manuscripts 
There is a $500 limit on boats and their equipment 
There is a $500 limit on trailers 

The coverage on money may be increased to $500 for an 
additional premium. The coverage on boats is not 
limited to rowboats and canoes under the Homeowners 
as it is under the separate dwelling forms, but applies to 
any boat and its equipment (including a trailer) up to 
$500. Under a special exclusion the policies provide 
that windstorm and hail losses to boats (other than row· 
boats and canoes on premises) are covered only if the 
boat is in a fully enclosed building. 

The off premises coverage of the Homeowners forms 
is also somewhat broader than that of the separate 
dwelling forms. Under Forms 1, 2, 3, 4, and 6, the off. 
premises coverage is 10% of the amount on the contents 
or $1,000, whichever is greater. This is an additional 
amount of insurance and coverage applies anywhere in 
the world. This limit may be increased by as much as 
$5,000 for an additional premium if the insured has 
need for more coverage off-premises than the amount 
automatically provided. Under Form 5 the entire con· 
tents coverage applies on a world-wide basis, so there is 
no need for an off-premises extension. 

Theft Coverage Under the Homeowners 
The fact that most of the perils included in the Home

owners forms are also included in the separate dwelling 
forms already treated eliminates the need to discuss 
them in detail. However, the peril of theft is covered 
under only one of the separate dwelling forms (the 
Special Form), and since that form applies only to the 
dwelling item the coverage is not particularly extensive. 

The major difference between the separate dwelling 
forms and the coverage provided under Section I of the 
various Homeowners forms is the theft coverage of the 
latter. All of the Homeowners forms include coverage 
for theft as an insured peril applicable to both the build
ing and contents. Under Form 1 theft is defined as any 
act or attempt of stealing. Under Forms 2, 3 and 4 this 
definition is expanded to include '' loss of property from 
a known place under circumstances where a probability 
of theft exists", a provision which is intended to reduce 
the burden on the insured of proving that the loss ac
tually resulted from theft. The wording in Forms 2, 3, 
4, and 6 provides coverage where there is a strong pre
sumption of theft, but no conclusive proof. Although 
the theft coverage is quite broad, it is subject to a 
number of exclusions that should be noted. There are 
three sets of exclusions under Forms 1, 2, 3, 4, and 6: a 
set of general theft exclusions, a set of exclusions which 
apply if the insured rents to someone else that portion 
of the dwelling which he customarily occupies, and a set 

of exclusions which apply to property while away from 
the premises. 

General Theft Exclusions. There are four general 
theft exclusions: 

1. Theft committed by an insured. 
2. Theft in or to a dwelling under construction or 

material or supplies for such a building until it is 
completed and occupied. 

3. Theft arising out of or resulting from the theft of a 
credit card or forgery or alteration of a check or 
draft. 

4. Theft of a precious or semi-precious stone from its 
setting. 

Most of these exclusions are self explanatory. With 
respect to the first, if Jones Jr., hard pressed financially 
on the night of the Junior-Senior prom steals $20 from 
his father's wallet, there is no coverage. Lumber. 
materials, equipment and appliances in a building under 
construction or on the premises intended for construe· 
tion are covered as insured property under the defini
tion of the Dwelling Coverage, but this exclusion 
deletes the theft coverage on such materials. \\.'ith 
respect to the theft of a precious or semi-precious stone 
from its setting, the intent is to eliminate controversy 
over whether such a missing stone was lost or stolen. 
The exclusion makes it immaterial, since such losses are 
excluded whether the loss results from theft or merely a 
loose setting. 

The exclusion with respect to credit cards and forgery 
may require additional comment. The widespread use 
of credit cards in the American economy is a fact of life, 
and at one time the loss potential in connection \.\rith 
theft and unauthorized use of credit cards \\'as catastro
phic. However, federal legislation, effective since Oc
tober of 1970, provides a maximum of $50 for a credit 
card holder's liability in the event of unauthorized use 
of the card. This limitation on losses resulting from 
credit cards has reduced the impact of the credit card 
exclusion; but in view of the fact that the limitation ap
plies to each card, substantial losses may still result. 
Coverage for loss resulting from loss in connection with 
credit cards may be added to the Homeowners policy by 
endorsement. Under the Credit Card and Depositors 
Forgery Endorsement, the insured and members of his 
family are protected up to a specified limit of liabilit) 
against loss in four areas: credit cards, depositors· 
forgery, counterfeit paper money. and court costs and 
attorney's fees. The credit card coverage covers loss 
which results from "unauthorized use of a credit card 
that has been lost or stolen." The depositors' forger) 
coverage protects against loss resulting from forgery or 
alteration of any check, draft, promissory note or 
similar written promise, drawn on the insured. The 
counterfeit coverage protects against loss through the 
acceptance of counterfeit money, with a limit of $50 for 

- 56 -



any one transaction and a $100 aggregate.7 The Court 
Costs and Attorneys' fees coverage covers the legal 
costs that may be imposed on the insured in defending a 
suit with respect to an obligation in connection with 
credit cards or forged checks. The cost of the credit 
card endorsement is nominal, and coverage limits from 
$1,000 up to $10,000 are available. It should be noted 
that regardless of the deductible provision of the Home
owners policy to which it is attached, the deductible 
does not apply to loss covered by the Credit Card and 
Depositors Forgery Endorsement. 

Theft Exclusions While the Dwelling is Rented. 
The second set of exclusions applies only in the event 
that the insured rents to someone else that portion of 
the dwelling which he customarily occupies. Such a 
situation might arise if the insured were leaving town 
for an extended period of time. When the situation does 
exist, the policy excludes theft of money, bullion, num
ismatic property and bank notes, securities and other 
valuable papers, jewelry, and furs, plus theft of any 
other property committed by a tenant or members of 
his household. 

Theft Exclusions Applicable to Property Away from 
the Premises. There are five exclusions applicable to 
property while away from the described premises. 
First, property at any location owned, rented, or oc
cupied by an insured is not covered for theft, except 
while an insured is temporarily residing at that location. 
For example, if the insured has a summer cottage, the 
contents of that cottage are covered under the off
premises extension of his Homeowners; but the theft 
coverage does not apply except while the insured is ac
tually residing at the cottage. This exclusion may be of 
particular importance to students. A dormitory, sorori
ty, or fraternity is a location occupied by an insured, 
which means that the theft coverage of their parents' 
Homeowners policy does not cover the student's prop
erty except while the student is actually residing in that 
location. Obviously, there would be no coverage on 
property at the dormitory during the summer while the 
student is at home. Other situations, such as 
Christmas vacation, Thanksgiving, Easter, when 
students leave the campus may or may not result in an 
exclusion of theft losses. Interpretation varies from 
company to company, but in general we should con
clude that there is probably no coverage. 

The second and third off-premises theft exclusions are 
related, so we may discuss them together. There is no 
coverage for theft of property while unattended in any 

71n addition to the limitation on the card holder's liability of $50, 
the federal statute also requires the issuer of the card to provide the 
card holder with a prestamped mailer with which to report a lost or 
stolen card, and to provide the legitimate user of a credit card with 
some means of identifying himself as such. In view of the strictness 
of these regulations, many authorities feel that credit card issuers will 
choose not to comply with the provisions of the law, thereby relieving 
the card holder of even the $50 liability. 

motor vehicle or trailer, unless there is evidence of forci
ble entry into the vehicle. In addition, there is no cover
age for theft of property while in or on watercraft unless 
the loss is a result of forcible entry into a securely 
locked compartment. In either case, the forcible entry 
must be evidenced by visible marks of forcible entry. 

Both of these exclusions may be deleted under Forms 
2, 3, 4, and 6 through the use of the Theft Coverage Ex
tension Endorsement which requires an additional 
premium. This endorsement cannot be used with Form 
1, and it is not needed with Form 5 since Form 5 does 
not exclude theft from unlocked unattached vehicles or 
watercraft. The Theft Coverage Extension Endorse
ment simply deletes the exclusions of theft from un
locked unattended vehicles and boats. 

The fourth off-premises theft exclusion excludes theft 
of watercraft, their furnishings, their equipment and 
outboard motors; and the fifth excludes trailers, 
whether licensed or not. 

The theft coverage on Form 5 is subject to only two 
exclusions: theft of materials and supplies in connec
tion with a building under construction and loss arising 
out of the theft of a credit card, both of which were dis
cussed above. Since none of the other exclusions dis
cussed above are contained in this form losses arising 
from such thefts would be covered. 

Limitation on Jewelry and Furs Under the Theft 
Coverage. One of the most important provisions . 
relating to theft coverage under all of the Homeowners 
Forms is a limitation on loss by theft of jewelry and 
furs. Recovery for loss of jewelry and furs is limited to 
$500 per loss, regardless of the number of items that are 
stolen. This makes it essential that valuable items of 
jewelry and furs be scheduled. 

Scheduled Items - When an item is scheduled under 
the Homeowners forms, the insured purchases specific 
insurance on the item scheduled through an Inland 
Marine supplement to the policy. This supplement is, in 
effect, a separate inland marine policy with its own in
suring agreement and premium. The most attractive 
feature of the coverage afforded to scheduled items is 
the fact that this coverage is on an "All Risk" basis. 

The Scheduled Personal Property Endorsement is 
such a supplemental policy, and it is frequently at
tached to the Homeowners policy to protect valuable 
items on an all risk basis. The provisions of this en
dorsement are discussed in the section on inland marine 
coverages for the individual. 

The most important consideration in connection with 
scheduling under the Homeowners is the amount of 
coverage that must be obtained when an item is sched
uled; the coverage of the basic homeowners form no 
longer applies to that item. The Homeowners excludes 
property which is "separately described and specifically 
insured in whole or in part by this or any other insur-
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ance." Some agents mistakenly schedule valuable furs 
or jewelry for less than the full value, expecting the 
basic coverage to provide a part of the protection. If 
the insured has a valuable ring worth $2,000, it must be 
scheduled for $2,000, for the contents coverage of the 
Homeowners policy will not apply to the ring at all after 
it is scheduled. 

The Homeowners Deductible 
All Homeowners forms contain a $100 flat loss 

deductible clause which applies to loss under Section I 
except Additional Living Expense, Rental Value, or the 
Fire Department Service clause. 

Under forms HO-1, HO-2, HO-3, HO-4, and HO-6, 
this deductible may be reduced to $50 by payment of an 
additional premium. The deductible may also be con
verted to a $50 flat deductible applicable only to the 
perils of windstorm and hail. 

Higher optional deductibles are also available. The 
insured may elect an optional $250 or $500 deductible. 
In addition, there is also an optional $250 theft deducti
ble. Premium credits are granted for the selection of 
these higher deductibles. 

Other Provisions 
In addition to the provisions already discussed, the 

various Homeowners forms include all of the extensions 
which were discussed in connection with the Dwelling 
Building{s) and Contents Broad Form, including the 
provision for automatic transfer of contents coverage to 
a new residence. However, the Homeowners forms pro
vide coverage at the new location only for 30 days, and 
do not restrict coverage to a new residence in the same 
state. The extensions in the Homeowners Forms in
clude: 

The trees, shrubs, plants and lawns extension 
The replacement cost extension 
The Debris Removal extension 
The Improvements, alterations and additions 
extension (in Forms 4, 5, and 6) 

In general, these extensions in the Homeowners forms 
parallel those in the Dwelling Building{s) and Contents 
Broad Form. The only new provisions from the point of 
view of the student are those contained in Form 6, 
which relate to the special exposures of a condominium 
owner. 

Homeowners Form 6. The somewhat unique expo
sures of the condominium unit owner are insured under 
Homeowners Form 6, and the special provisions of that 
form require some additional comment. 

Basically, a condominium is a multiple occupancy 
building in which individuals own single units of living 
space. In other words, it is something like an apart
ment building, but differs in that the residents each own 
their "apartment". It is common in the case of con
dominiums for the individual owners to grant the right 

to purchase insurance on the building to a central 
authority (such as a condominium association) in order 
to avoid difficulties that might result from nonconcur
rency, rebuilding of the damaged premises, and so on, 
that might result if each owner attempted to insure his 
particular unit separately. This means that the pur
chase of insurance coverage on the building by the con
dominium association still leaves the individual owners' 
needs for contents coverage unsatisfied. It was to meet 
this need that the Homeowners Form 6 was developed. 

As we have already noted, HO-6, which is designed to 
cover the personal property of a condominium unit 
owner, generally parallels the coverage of Homeowners 
Form 4, the Tenant's Form, but with certain additional 
provisions tailoring it to the needs of the condominium 
unit owner. These special provisions, which deal with 
the condominium exposure, and which make this form 
different from the other homeowners forms are as 
follows: 

1. The form provides a basic limit of $1,000 to cover 
any alterations and additions added to the unit by the 
condominium unit owner. This limit may be increased 
for an additional premium. 

2. The limit of liability for additional living expense 
is 40% of the amount of coverage on the contents. This 
limit may also be increased for an additional premium. 

3. The coverage on alterations and additions, like 
coverage on contents, is on the same broad named peril 
basis as Form 4. However, for an additional premium, 
the coverage on alterations and additions may be 
changed to an all risk basis. When this option is 
selected, the coverage on alterations and additions is 
modified to essentially the same coverage as that pro
vided on the dwelling under Homeowners Form 3. 

4. Special provision is made for those situations in 
which the condominium unit is rented by the owner to 
someone else. In such instances, the premium is sur
charged 25%, and an amendatory endorsement pro
vides three changes in the coverage: 

(a) rental value coverage is added to the addition
al living expense insuring agreement, providing 
coverage for loss of rents in the event of untenant
ability caused by an insured peril. 
(b) the definition of "personal property" is amend
ed to provide coverage on rented property. (The 
basic form covers personal property only if "occa
sionally, rented to others) 
(c) coverage is provided for theft of personal prop
erty by a tenant, an exposure that is excluded 
under the basic form without the endorsement. 

5. Coverage may also be provided by endorsement on 
Appurtenant structures which are owned solely by the 
insured and located on the premises. This would pro
vide for optional coverage in the case where the insured 
might own a tool shed or a garage on the premises in 
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which the condominium a~sociation does not have an in
terest. 

6. Coverage is also available on an optional basis to 
cover assessments against the insured made by the con
dominium association against unit owners in cases 
where damage to the condominium building is not 
covered by insurance. Coverage is available in amounts 
from $1,000 up to $50,000. The coverage is subject to a 
$250 deductible. A special limit of liability under this 
coverage limits the insured's liability to $1,000 when 
the assessment results from a deductible under the 
property insurance on the building carried by the con
dominium association. 

Homeowners Form 8 
The Homeowners forms were originally conceived as 

a program for superior exposures in the dwelling field. 
The discount offered for packaging of coverages con
templates high insurance to value and reduction of 
adverse selection by the fixed relationships among the 
property coverages. While this concept has operated 
satisfactorily in most instances, there have always been 
some insureds who, for one reason or another, were not 
able to obtain coverage under the Homeowners pack
age. One major class of insurance buyers who could not 
obtain coverage under the homeowners forms consisted 
of owners of certain types of older property. Some 
dwellings, for example, were built many years ago, 
when labor intensive techniques characterized the 
home-building industry. These dwellings often involve 
obsolete types of construction, or are too large in rela
tion to the insured' s needs. In virtually all instances, 
the replacement cost of such structures far exceeds 
their market value. It is not unusual for an older ob
solete dwelling to have a replacement cost of $100,000 
or $200,000, while the market value is $40,000 or 

$50,000. Owners of such property often do not see any 
sense in insuring the building for twice its purchase 
price. In addition, many insurers are reluctant to pro
vide replacement cost coverage on such buildings. This 
meant that the owners of such property had no alterna
tive but to secure coverage under individual monoline 
policies, purchasing a fire policy with one of the dwell
ing forms attached, a separate Comprehensive Personal 
Liability Policy, and perhaps some form of personal 
theft coverage. 

In order to meet this dilemma, the Insurance Services 
Office introduced a new Homeowners form in 1978, the 
Homeowners Modified Coverage Form 8. In most 
respects, the coverage of Form 8 is similar to that of 
Form HO-1, but there are several important limitations. 
The two most important differences between Form 8 
and the other Homeowners forms are the following: 

1. There is no replacement cost provision in Form 8, 
and the insured is not required to purchase 
coverage equal to 80% of the replacement cost 
value of the dwelling. The insurance is on an ac
tual cash value basis. 

2. Theft coverage applies on premises only, and is 
limited to $1,000 per occurrence. A $250 deduct
ible applies to theft losses. 

Although the coverage of Form 8 is more limited than 
that of the other homeowners forms, the introduction of 
this form has made package buying available to a wide 
range of personal insurance buyers that previously were ' 
forced to purchase individual packages. In spite of the 
limitations of the form, the Homeowners Form 8 repre
sents a more attractive alternative than the separate 
contracts that would otherwise be required to provide 
the same coverage. 
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MISCELLANEOUS FORMS OF PROPERTY INSURANCE 
FOR PERSONAL RISKS 

Although the Homeowners forms provide broad pro
tection against loss for those individuals who are eligi
ble for these policies, there are certain additional forms 
of protection available to individuals which should be 
discussed. These include the inland marine coverages 
designed for the individual, insurance coverage for 
mobile homes, and the federal flood insurance program 
as it relates to the residential exposure. 

INDIVIDUAL PERSONAL THEFT POLICIES 
Individual personal theft policies have been replaced, 

for the most part, by the Homeowners forms. However, 
there are still individual theft policies available for the 
individual who desires to purchase theft coverage on his 
personal property and for some reason or another can
not qualify for a homeowners policy. 

There are two important personal theft policies 
available from private insurance companies for the indi
vidual: The Personal Theft Policy (Limited Form) and 
the Broad Form Personal Theft Policy. The major dis
tinction between the Broad Form and the Limited Form 
is that neither mysterious disappearance nor theft from 
an unlocked unattended vehicle is covered under the 
Limited Form, while both are covered under the Broad 
Form. In addition, the Broad Form Policy provides for 
separate amounts of coverage on premises and off 
premises, while the Limited Form has a single limit that 
applies both on and off premises. 

INLAND MARINE COVERAGES FOR THE 
INDIVIDUAL 

Scheduled Personal Property Endorsement Cover
ages 

Although the Homeowners Forms do a reasonably 
adequate job of insuring the personal property of the 
average individual, in some cases it may be desirable to 
insure specifically certain items of personal property 
under Inland Marine Forms. Obvious examples would 
include items of property that are specifically excluded 
under the Homeowners, such as automobiles and rec
reational motor vehicles or items on which the coverage 
afforded under the Homeowners policy is limited. For 
example, coverage on boats and trailers is limited to 
$500, and the theft peril does not apply away from the 
premises. Theft coverage on jewelry and furs under the 
Homeowners is limited to $500 per loss. Perhaps not so 
obvious is the need for broader coverage on certain 
classes of property than that afforded under the named 
peril coverage of the Homeowners or for valued cover
age in the case of fine arts or antiques. 

Coverage on such property is provided under Inland 
Marine Forms purchased either as a separate contract 
or by endorsement to the Homeowners. The Home-

owners "Scheduled Personal Property Endorsement," 
which may be attached to the Homeowners policy, pro
vides all risk coverage on nine classes of property under 
the same terms as if separate contracts were purchased 
for each type of property8. Regardless of whether the 
coverage is purchased as a separate floater policy or by 
endorsement to the Homeowners, it is extremely broad 
and provides an attractive means of insuring valuable 
types of personal property. We shall not attempt to 
discuss all the personal floater policies available but 
shall limit our discussion primarily to those coverages 
which may be included in the Homeowners "Scheduled 
Personal Property Endorsement." 

Personal Furs Floater 
The Fur Floater policy was one of the earliest of the 

all-risk personal contracts. The extreme broadness of 
this policy and its equivalent coverage afforded under 
the Scheduled Personal Property Endorsement, is at
tested to by the fact that there are only three exclu
sions. The first excludes loss caused by wear and tear, 
gradual deterioration, insects, vermin, or inherent vice; 
the second excludes loss by nuclear radiation or radio
active contamination; and the last excludes war. The 
garment must be a fur garment; i.e., it must be the 
dressed pelt of some animal and not a man-made fabric, 
or it must be a garment trimmed with fur. Each item 
must be scheduled and an amount of insurance applic
able to each. The insurance company generally will re
quire an appraisal of each item before it can be insured: 
however, the sales slip on a recently purchased item is 
sufficient to establish a value. The coverage is on a 
world-wide basis. 

Personal Jewelry Floater 
Personal jewelry also may be scheduled under the 

Homeowners providing the same coverage as is avail
able under a separate Jewlery Floater. The Personal 
Jewelry policy is also an all-risks contract. Each item 
must be scheduled with an amount of insurance applic
able to each, and the indemnity may be on a valued or 
an actual cash value basis. Here again, an appraisal is 
mandatory, or at least some verification of the cost 
price must be established. In addition to the normal ex
clusions, this contract has a "pairs and sets" clause 
which is an important condition. This clause prevents 
the assured from collecting for a total loss if one item in 
a pair 01 set is lost or destroyed. The loss payable then 
becomes a fair proportion of the total value of the set, 
giving consideration to the importance of the article or 
articles. This coverage is also world-wide. 

8Jewelry, furs, cameras, musical instruments, silverware, golfers' 
equipment, fine arts (including antiques}, stamp collections, and coin 
collections. 
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Silverware Floater 
Another class of property which may be insured 

under the Homeowners Scheduled Personal Property 
Endorsement or under a separate Inland Marine 
Floater is silverware. Coverage is provided _on valuable 
silverware, silverplated ware, and the like. The cover
age is essentially the same as that provided for jewelry 
as described above. 

Golfer's Equipment 
Golfer's equipment may also be insured under a sep

arate policy, or it may be covered under the Hom& 
owners Scheduled Personal Property Endorsement. 
Either form provides coverage for golfing equipment, 
including clubs, golf clothing (but excluding watches 
and jewelry), and other clothing which is contained in a 
locker in a club or other building used in connection 
with the game of golf. The description of eligible prop
erty 1s quite broad and could even inlcude a motor drive 
golf cart. The coverage is on an all-risk basis for most 
items of property and most generally is written on a 
blanket basis. However, the coverage for golf balls is 
definitely not all-risk but is limited to the perils of fire 
and burglary. 

Camera Floater 
Cameras and all the appropriate equipment used 

therewith such as projection machines, moveable sound 
equipment, films, binoculars, telescopes, and the like 
may be insured on an all-risks basis under the Camera 
Floater or the Homeowners endorsement. As usual, the 
various items are scheduled and a blanket item may be 
included to provide coverage for miscellaneous articles 
such as sunshades, filters, etc. Additionally acquired 
property is insured automatically but subject to a 
limitation of 25 percent of the amount of insurance or 
$10,000, whichever is less, and with the requirement 
that the acquisitions be reported within thirty days and 
the additional premium paid. The only exclusions are 
those of the wear and tear variety, war, and radioactive 
contamination. 

Fine Arts and Antiques 
A Fine Arts Floater is written to cover objects of art 

such as paintings, statuary, rare manuscripts and anti
ques. 

The coverage is all-risks with the usual exceptions. It 
is customary to issue the policy on a valued rather than 
an actual cash value basis. Since this means that the in
surance company agrees to the value of each item in
sured and that this is the value paid in the event of a 
loss, the greatest care must be used in determining 
these values. Appraisals normally are mandatory, and 
some insurance companies even have art appraisers 
who advise them on the values. Each insured item is 
scheduled with an amount of insurance automatically 
but subject to a percentage limitation relative to the ag
gregate amount of the schedule. However, reports of 
additional items must be made within ninety days and 

the proper pro rata additional premium paid. 

Stamp and Coin Collection Floater 
A stamp and coin collection may be an extremely 

valuable item of property. The appropriate all-risk 
coverage is provided in the stamp and coin collection 
floater or the Homeowners schedule endorsement. 

The property eligible involves postage stamps in
cluding due, envelope, official, revenue, match and 
medicine, covers, locals, reprints, essays, proofs and 
other philatelic property owned by or in the custody or 
control of the assured, including the books, pages, 
and/or mountings. The eligible coins include rare and 
current coins, medals, paper money, bank notes, tokens 
of money, and other numismatic property owned by or 
in the custody or control of the assured, including coin 
albums, containers, frames, cards, and display cabinets 
in use with such collection. The property in both cases 
may be insured on a schedule or on a blanket basis. 
There is no automatic coverages of newly acquired 
property. In addition to the customary exclusions, 
there are several unique to this contract. For example, 
damage resulting from fading, creasing, denting, 
scratching, tearing, thinning, transfer of colors, or 
damage arising while the property is being worked upon 
is excluded. The policy also excludes mysterious dis
appearance of individual stamps unless the item has 
been specifically scheduled or unless mounted in a 
volume and the page to which the stamp is attached is 
also lost. Loss by theft from an unattended automobile 
is also excluded except while being shipped by regis
tered mail. The policy also contains a limit of no more 
than $250 on any one stamp or any one pair, block, or 
series, and $1,000 on unscheduled numismatic property. 

Musical Instruments Floater 
The owner of expensive musical instruments needs 

the broad type of coverage that can be provided under 
an inland marine contract. Musical instruments may 
be scheduled under the Homeowners Scheduled Per
sonal Property Endorsement or insured under a separ
ate contract, either approach providing all risk cover
age. The only unusual condition in this coverage in
volves an agreement on the part of the insured that 
none of the instruments insured will be played for 
remuneration during the term of the policy unless per
nutted by endorsement and the payment of an addition
al premium. Loss experience indicates that the loss ex
perience of professional musicians is worse than that of 
individuals who are not engaged in performing for hire. 
The intent of this condition is to separate the two 
classes for rating purposes. 

Other Floater Policies 
In addition to those classes of property discussed 

above, thre are other classes for which the individual 
may desire the broad coverage of an inland marine 
form. For example, the owner of valuable gun collection 
might desire such coverage, or an avid fisherman with a 
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large investment in his equipment would both be inter
ested in such coverage. A very specialized exposure 
may exist in connection with newlyweds who have ac
cumulated valuable gifts. Floater coverages are avail
able to cover each of these classes. Separate gun 
floaters and fishing tackle floaters, or sporting good 
floaters are available. In addition, the Wedding Present 
Floater provides coverage on presents during the tem
porary period in which they are accumulated before the 
bride and husband became permanently settled. 

The Personal Property Floater 
As we have seen, named perils coverage is available 

for tenants under the Homeowners Form 4. In some in
stances, however, the individual who does not own his 
own home may desire all risk coverage on all of his per
sonal property rather than only on the classes of proper
ty which can be scheduled. The Personal Property 
Floater is designed to provide such all risk coverage. It 
covers all personal property owned, used, or worn by 
the insured. Under certain circumstances, it is also ex
tended to cover the property of guests on the premises 
of the insured. In addition, it may even provide some 
coverage on real property. It may be written to cover 
unscheduled property only, or it may be written to 
cover both unscheduled and scheduled property. The 
scheduled property consists of those items of property 
that are specifically described and insured for a specific 
amount (such as a diamond ring or a valuable fur) . The 
unscheduled property, on the other hand, includes 
everything else that the insured owns except those 
things specifically excluded from the coverage and real 
property. 

There is some coverage provided for real property. 
The policy covers any property owned by the insured 
and not specifically excluded against loss by theft or at
tempted theft. Thus, loss by theft or damage by at
tempted theft to trees, shrubbery, or fixtures attached 
to the building would be covered. Damage caused by 
burglars or thieves to the building would also be 
covered. 

The insuring agreement provides coverage against: 
'' All risk of loss of or damage to property covered, 
except as hereinafter provided . .. " 

This is a perfect example of an all-risk insuring agree
ment. The policy provides for a single amount of in
surance to cover all of the insured' s unscheduled per
sonal property, subject to three important limitations: 

1. There is a limit of 10% of the amount of insurance 
applicable to unscheduled personal property on 
property located at a secondary residence of the 
insured. , 

2. The maximum collectible for any loss of jewelry or 
furs is $250 (Note that this is for any loss and not 
for any item. The intent is to require the insured 
to schedule valuable items.) 

3. There is a limit of $100 for loss of money including 
coin collections. There is a $500 limit of liability 
on accounts, bills, deeds, evidences of debt, and 
other valuable papers. 

Since this is an all risk form, the most important provi
sions in the contract are the exclusions. The following 
are the more noteworthy exclusions in the contract. 

Breakage of fragile articles - there is no coverage 
for breakage of fragile articles unless such breakage 
results from fire, windstorm, explosion, fa11ing aircraft, 
riot, earthquake, collapse of buildings, flood, accident to 
conveyances, theft, attempted theft, or vandalism and 
malicious mischief. 

Damage due to Processing - There is no coverage 
for loss which results from work on property in the 
course of refinishing, renovating, or repairing the prop
erty. (This exclusion does not apply to jewelry or furs) . 

Wear and Tear, Mechanical Breakdown are exclud
ed. 

Damage caused by Insects and Vermin is excluded. 

Damage caused by atmosphere or extremes of 
temperature - excluded. 

Flood or underground water seepage - are exclud
ed, but damage to fragile articles caused by flood may 
be covered. 

Damage by Pets - excludes damage caused by ani
mals or pets owned by or kept by the insured or a resi
dent employee of the insured. 

Property on Exhibition - excluded unless the prem
ises are described in the policy. 

In addition to the exclusions, the policy is always 
written with a deductible, which may vary in amount 
from $15 to $50. The deductible is considered necessary 
because of the extreme broadness of the coverage. 

The Personal Property Floater is a luxury contract, 
and is used primarily for wealthy individuals who desire 
the ultimate in protection and who do not own their own 
homes. If the individual does own his own home, the 
Homeowners Form 5 will provide the same all risk 
coverage on the contents as does the Personal Property 
Floater, plus all risk coverage on the dwelling. 

Insurance for Boats 
Since there are 40 million people who engage in the 

sport of boating, the question of insurance coverage on 
boats is of some importance. As we have seen, the 
Homeowners policy provides coverage up to $500 on 
boats and their equipment, but excludes coverage for 
loss of theft away from the premises. Because of the 
dollar limitation, and to a lesser degree because of the 
theft exclusion, it may be necessary for boat owners to 
purchase specific insurance on boats. Although the 
policies marketed to insure boats are not standard 
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forms, in general they may be subdivided into two 
classes: Yacht Insurance policies, which are designed 
for sailing vessels and inboards, and Outboard Motor
boat policies. The basic distinction between the two has 
become somewhat clouded; but yacht policies are con
sidered to be ocean marine coverages, while the Out
board Motorboat policies are considered to be inland 
marine. Our discussion here will focus primarily on the 
outboard motorboat program. 

Under the most popular outboard motorboat pro
gram, the physical damage coverage provides all-risk 
protection on the hull, the motor or motors, the trailer, 
and the boat's equipment. The contract is written on an 
actual cash value basis, usually with a deductible. Even 
the deductibles are not standards, but range upward 
from $25. Since the coverage is on an actual cash value 
basis, it may be necessary to adjust the coverage down
ward as the boat ages. Market value is a reasonable ap
proximation of the actual cash value in the case of boats 
and motors. 

When the coverage is not all-risk, it is usually issued 
on a broad named perils basis. At one time, a very 
limited form was also used (which covered against fire 
and lightning, collision or overturn during transporta
tion, windstorm on land, and theft of the entire boat or 
motor). This limited form has virtually disappeared. 
The broad named perils form adds '' perils of the sea'' to 
those listed above for the limited form. The "perils of 
the sea" include high winds, flood, collision with 
another vessel, striking of submerged objects, and sink
ing which results from one of the covered perils. 

THE MOBILEHOME POLICY PROGRAM 
It has been estimated that one half of the new homes 

being sold today are mobilehomes. Ftu-thermore, in the 
class of homes sold at $15,000 or less, fully 95% are 
mobile homes. In view of the increasing popularity of 
this type of dwelling, it is not surprising that a special 
program has been developed to meet the special insur
ance needs of mobilehome owners. 

The Mobilehome Policy Program was designed to 
provide, in a single insurance package, coverage for the 
basic exposures of the owner-occupant of a mobilehome, 
similar to that provided under the Homeowners pro
gram. The program consists of a single form, but with 
optional endorsements available to adapt the policy to 
the needs of the individual insured. 

Eligiblity under the program is restricted to mobile
homes that are at least 10 feet wide and 40 feet long, 
and that have a minimum price when new of $4,000. 
These requirements are imposed to eliminate from 
eligiblity the small trailers of a "camper type" that may 
be pulled by private passenger automobiles. Such 
trailers are insured under the auto policy. In order to be 
eligible for coverage under the Mobilehome policy, the 
unit must be a trailer - that is, it must be a portable 
unit, designed and built to be towed on its own chasis, 

, 

comprised of a frame and wheels, and must be designed 
for year-around living. 

Policy Format 
Like the Homeowners policy form which the Mobile

home program was copied, the policy consists of a 
policy jacket, declarations page, and a form. While the 
Homeowners program offers the insured a selection of 
several forms with differing coverage from which to 
choose, the Mobilehome program offers only one form, 
designated MP-1, which is roughly the equivalent of the 
Homeowners Broad Form HO-2. The form follows the 
Homeowners system of providing coverage on the in
sured' s property under Section I, with Comprehensive 
Personal Liability coverage afforded under Section II. 

Section I Coverages 
The Mobilehome policy with form MP-1 attached pro

vides coverage on the insured's property under four 
coverages, three of which are mandatory. 

Coverage A. Mobilehome Coverage. Coverage A, 
the Mobilehome coverage, applies to the basic structure 
and includes all equipment, accessories, appliances and 
furniture originally built in or furnished by the dealer at 
the time of purchase. Coverage is on an '' actual cash 
value" basis, and there is no provision for replacement 
cost coverage. The most important point to be noted is 
that furniture, equipment, and appliances need not be 
built in to be covered under the Mobilhome item of 
coverage. Manufacturers of mobilehomes usually sell · 
the units equipped with furniture, and such furniture is 
included in the coverage on the mobilehome itself. The 
only requirement is that the items must have been fur
nished by the manufacturer or dealer at the time of sale. 
Replacements for original equipment are also covered 
under Coverage A. On the other hand, awnings, 
shelters, porches, and other additions, waterpumps, and 
airconditioners which were not part of the original 
equipment are not insured under Coverage A, even 
though they may be permanently attached. Such items 
must be insured under Coverage C, discussed below. 

Coverage B. Unscheduled Personal Property. Un
scheduled personal property is insured under Coverage 
B for a minimum of $2,000, and this limit may be in
creased. The definition of personal property is very 
similar to that of the Homeowners forms, but there are 
differences. The contents coverage applies to property 
usual and incidental to the occupancy of the unit as a 
dwelling, which is "owned or used by an insured". As is 
the case with the Homeowners forms, coverage applies 
at the option of the insured to the property of others on 
the premises. A few of the more noteworthy differences 
between the contents coverage of the Homeowners 
forms and that of the Mobilehome policy are the follow
ing: 

1. Personal property away from the premises is 
covered up to 10% of the limit for Coverage B, but 
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the minimum under the Mobilehome policy is 
$300. 

2. Boats and trailers, which are covered under the 
Homeowners subject to a $500 maximum are com
pletely excluded under the Mobilehome policy. 

3. Business Personal Property, which is excluded 
while away from the premises under the Home
owners policy, is excluded both on and off prem
ises under the Mobilehome policy. 

4. The Homeowners policy excludes motorized vehi
cles. The Mobilehome policy also excludes motor
ized vehicles, but adds an additional exclusion of 
equipment and accessories of motorized vehicles. 

5. There is a $500 limit for loss of silverware by theft 
under the Mobilehome policy. The Homeowners 
policy contains no such limitation. 

Coverage C. Additions to Mobile Home. Coverage 
C, which provides coverage on additions to the mobile
home which were not original equipment (such as awn
ings, shelters, carpets, waterpumps and airconditioners) 
is an optional coverage. Coverage applies only to those 
items listed on the declarations page of the policy for 
which a premium charge has been made. 

Coverage D. Additional Living Expense. The Addi
tional Living Expense Coverage of the Mobilehome 
policy, designated Coverage D, is considerably more 
limited under the Mobilehome policy than is the same 
coverage under the Homeowners policy. The Mobile
home policy provides for payment of additional living 
expenses up to $15 a day when the mobilehome is ren
dered untenantable by an insured peril, for up to 45 
days. Coverage applies until the mobilehome is re
paired or replaced, or until the insured' s family becomes 
settled in permanent quarters. Manual rules provide 
that the $15 day limit may be increased to $20, $25, or 
$30 a day for an additional premium. 

Perils Insured Against. 
As previously noted, the Mobilehome form generally 

follows the pattern of the Homeowners Broad Form 
(HO-2), however, there are certain exceptions. The two 
most important differences involve the vehicle damage 
peril and theft of tires and wheels. 

With respect to the first, the Mobilehome form ex
cludes all damage caused by an owned vehicle. In this 
sense, it follows the coverage of Homeowners Form 1, 
which also excludes damage caused by owned vehicles. 
In addition, the Mobilehome form adds an exclusion for 
theft of tires and wheels unless they are attached to the 
trailer or unless they are within a fully enclosed build-. 
mg. 

Optional Coverages 
There are numerous optional coverages available 

under the Mobilehome policy, including Credit Card and 
Depositors Forgery Coverage, Extended Theft Cover
age, Earthquake Coverage, and Scheduled Coverage on 

valuable items. All of these coverages have been dis
cussed previously in connection with the Homeowners 
forms. In addition, the Mobilehome policy includes two 
additional options pertinent to the exposures of a 
mobilehome. 

Collison Coverage. A special Collision Endorse
ment may be used to provide collision coverage on the 
mobilehome while it is in transit, subject to a deducti
ble. The standard collision deductible is $100, but 
higher options may be elected. The endorsement pro
vides coverage for damage to the mobilehome by colli
sion of the mobilehome with another object and upset of 
the mobilehome while in transit. The coverage of the 
endorsement applies for 30 days, and the premium for 
the endorsement is fully earned upon attachment of the 
coverage. 

Vendor's Single Interest Coverage. When the 
Mobilehome is financed by a dealer on a time payment 
basis or when there is a lienholder interested in the unit, 
special coverage protecting the interest of such parties 
may be provided under the Vendor's Single Interest En
dorsement (MP-85). This endorsement, which insures 
the interest of the vendor or Jienholder only, provides 
protection against loss resulting from collision, conver
sion, embezzlement, or secretion of the Mobilehome by 
the insured. 

THE NATIONAL FLOOD INSURANCE PROGRAM 
Thousands of property owners in coastal and inland 

communities are faced with the threat of losses from 
destructive and possibly devastating floods each year. 
Hundreds of millions of dollars worth of property losses 
are suffered annually. While flood insurance coverage 
on fixed location property was virtually non-existent for 
many years, it is now available in eligible communities 
in the form a federally subsidized insurance under the 
National Flood Insurance Program, which is adminis
tered by the Federal Insurance Administration of the 
U.S. Department of Housing and Urban Development 
(HUD). The program was conducted as a partnership 
between the federal government and the private in
surance industry from 1969 until December of 1977, at 
which time the federal government eliminated the 
private insurers participation. Up until December of 
1977, the private insurance industry participated in the 
program through an association of insurers, called the 
National Flood Insurance Association (NFIA). 

Background 
The National Flood Insurance Program was estab

lished under the National Flood Insurance Act of 1968. 
to make limited amounts of flood insurance available to 
property owners at federally subsidized rates. Under 
this original or "Regular" program, HUD was required 
to establish actuarial rates for flood insurance in each 
community, based on a study of the probability of 
losses conducted by the U.S. Corps of Engineers. Ori
ginally, a community could not become eligible for flood 
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insurance until this rate-making study had been com
pleted. However, because of the time required to con
duct these actuarial studies, progress in implementing 
the program was so slow that only eight areas qualified 
under the program during its first year of operation. 
This slow progress led Congress to amend the Act in 
1969, creating an "Emergency Program", under which 
the NFIA and HUD were given permission to provide 
flood insurance in communities prior to the time that 
the rate-making studies were completed. 

In addition to this expansion of the original concept, 
the scope of the program has also been expanded con
siderably since its inception. The program was origin
ally intended only for residential properties, but the 
1969 amendment expanded eligibility to include small 
businesses. In March of 1972, the definition of eligible 
property was again expanded, this time to include vir
tually all types of residential, commercial, industrial, 
agricultural, and institutional properties. In addition, 
the definition of "flood" has been expanded to include 
mudslide. 

A second flood insurance law, the Flood Disaster Pro
tection Act of 1973 was enacted in December of 1973. 
This most recent act increased the amount of flood in
surance available to each property owner, amended 
several provisions of the earlier law relating to eligi
bility, and made flood insurance a requirement forcer
tain types of federal financing in flood prone areas. 
These current provisions of the program are discussed 
below. 

How the Program Works 
Although the flood insurance program is directed by 

the Federal Insurance Administrator of the U.S. 
Department of Housing and Urban Development, a 
Texas computer and Management firm, Electronic 
Data Systems, acts as the fiscal agent for the program. 
However, the government itself is the risk-bearer. Resi
dents in eligible communities can purchase flood in
surance through licensed property and liability in
surance agents or brokers in the state. 

Eligible Communities 
Cities, counties, or other governmental units seeking 

approval for the sale of flood insurance must take the in
itiative and submit an official statement to HUD indi
cating a need for the insurance and a desire to partici
pate in the program. In order to become eligible for the 
insurance, the community must agree to adopt certain 
land-use and flood control measures, including zoning 
ordinances that prohibit new construction in areas 
where there is more than a 1 % chance of serious 
flooding each year. 

Once the community has agreed to adopt the speci
fied controls, it becomes eligible for the " Emergency 
Program" . Under this program, coverage is available, 
at subsidized rates, for up to $35,000 on single family 
dwellings and up to $100,000 on other eligible struc-

tures, and up to $10,000 on residential contents and 
$100,000 on nonresidential contents. 

When the community actually implements the con
trols, it becomes eligible for the " Regular Program". 
Under the Regular program, a property owner may pur
chase additional amounts of coverage, but on an unsub
sidized basis. The amount of unsubsidized coverage 
available under the program has been increased several 
times, most recently in 1977. Prior to the most recent 
increase, unsubsidized coverage was available in an 
amount equal to the subsidized coverage. Under the 
new provisions, unsubsidized coverage is available on 
residential buildings for up to $150,000, making a total 
of $185,000 in coverage possible. In addition, the 
amount of unsubsidized coverage on contents was in
creased to $50,000, making a total of $60,000 in con
tents coverage available for residential property. The 
additional amounts of insurance available under the 
Regular program are not at subsidized rates, but are ac
tuarial rates calculated to consider the probability of 
loss in the community. 

Coverage of the Flood Insurance Policy 
The insuring agreements, conditions, and exclusions 

of the federal flood insurance policy are rather simple 
and straightforward. The policy covers losses resulting 
from the general inundation of normally dry lands 
resulting from: 

(1) overflow of inland or tidal waters 
(2) Unusual and rapid accumulation or runoff of sur: 

face waters from any source 
(3) Mudslides caused by accumulations of water on or 

under the ground. 

The policy does not cover water damage stemming from 
sources on the insured' s property or within his control, 
or from a condition that does not cause general flooding 
in the area. 

Property Covered. Coverage may be purchased on 
buildings and/or contracts. When insurance is pur
chased on the dwelling, the policy provides an extension 
of up to 10% for enclosed appurtenant structures. The 
contents item excludes pets, aircraft, watercraft, motor 
vehicles (other than those pertaining to the service of 
the premises and not licensed), wheeled trailers, and 
business property. There is a $500 limit on fine arts and 
a $500 limit on jewelry and furs. Money and valuable 
papers are specifically excluded, and the policy does not 
provide coverage on land, trees, shrubs, plants or lawns. 

Deductible. The coverage is subject to a deductible 
of 2% of the amount of insurance or $200, whichever is 
greater. The deductible applies to both building and 
contents. 

Inception and Termination. Due to the nature of the 
peril insured, the inception and termination provisions 
of the policy are unique. Policies that are purchased 
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within 30 days after a community becomes eligible take 
effect immediately. Those policies purchased after the 
30 day period are subject to a 15 day waiting period 
before the coverage becomes effective. The policy may 
be cancelled by the insurer only for nonpayment of 
premium, and the company must give the insured 20 
days' written notice of the cancellation. The policy may 
be cancelled by the insured at any time, but if the in
sured retains title to the property, the premium for the 
current policy term is considered fully earned. If the in-

sured disposes of the property, the return premium is 
calculated on a short rate basis. 
Rates 

The cost of flood insurance under the "Emergency 
Program'' is identical for all eligible cities and towns, 
and the rates for the additional coverage under the 
Regular Program vary with the loss probability of the 
particular area. The following table summarizes the 
current subsidized premium rates for various structures 
and their contents: 

Amount of Rate for Amount of Rate for 
TYPE OF Subsidized Building Subsidized Building 
STRUCTURE Coverage on Coverage Coverage on Coverage 

Building Per $100 Contents Per $100 

Single 
Family 
Residential $ 35,000 .25 

Other 
Residential 100,000 .25 

Other Important Provisions 
The 1973 law amended several proVIs1ons of the 

original law in an attempt to make flood insurance more 
available and more desirable. The most important 
amendment requires the purchase of flood insurance in 
"Special Flood Hazard Areas" as a condition to receiv
ing any form of federal financial assistance for acquisi
tion or construction purposes. This means that prop
erty owners in those communities where flood insurance 
is available and whose property is located in a "Special 
Flood Hazard Area'', must purchase the flood insurance 
in order to qualify for Federal loans or Federally 
assisted loans (VA, FHA, S & L, FDIC, FSLIC, and so 
on). A "Special Flood Hazard Area" is specifically 
designated land within a community in the flood plain 

$10,000 .35 

10,000 .35 

which is most likely to be subjected to severe flooding. 
If the property is not in a ''Special Flood Hazard Area'', 
the flood insurance is not a prerequisite to obtaining a 
loan. 

The 1973 legislation also eliminates the possibility of 
receiving federal disaster funds following a flood in any 
area identified as having a special flood hazard, unless 
the property owner has purchased Flood Insurance. The 
law specifically prohibits any Federal agency from ap
proving financial assistance to victims for recon
struction following a flood, if the individual did not pur
chase flood insurance. This prohibition applies 
regardless of whether or not the community has become 
eligible for the flood insurance program. 
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LEGAL LIABILITY AND GENERAL LIABILITY INSURANCE 

The importance of the liability exposure rests on the 
possible severity of the loss. The extent of the possible 
loss to one's own property is normally limited by the 
value of that property. If an individual owns a $10,000 
house and does not insure it, he may lose $10,000. In 
the case of the liability exposure, the amount of loss is 
almost unlimited. The size of a judgment levied in a 
court may not only cause a loss of existing assets, but in 
addition it may place a serious drain on future assets. 

Before we examine the role of insurance in protecting 
the individual or the business firm from the legal liabili
ty hazard, we will examine the principles of negligence 
and legal liability. 

NEGLIGENCE AND LEGAL LIABILITY 
Most people have a responsibility to behave in the 

same manner as would a reasonable and prudent indi
vidual. Failure to behave in this manner constitutes 
negligence; and if this negligence leads to an injury to 
another, or to the damage of property belonging to 
another, the negligent party may be held liable for the 
damage. 

Legal liability is imposed by the courts when it has 
been established that: 

1. There was negligence 
2. The negligence was the proximate cause of the 

damage 
3. There was actual damage or loss. 
4. The person injured was free from fault. 

There must be Negligence 
The basic concept of our law holds that unless a party 

is at fault - unless he has unreasonably and unlawfully 
invaded the rights of another - he is not liable. The 
basic question in all cases concerning liability must be 
"Has there been negligence?". Negligence is defined as 
the failure of a person to exercise the proper degree of 
care required by the circumstances. To be held legally 
negligent, it must be established that the individual had 
a duty to act and that he acted incorrectly or that he 
failed to act. 

Who May Be Held Liable? 
At the beginning of this discussion, we stated that 

"Most people have a responsibility to behave in the 
samP manner as would a reasonable and prudent indi
vidual". The question arises, "what persons do not 
have this obligation?". There are certain classes of in
dividuals and certain institutions which are excepted 
from the obligation. 

1. Infants. In order to be bound by the obligation to 
behave in the reasonable and prudent manner, the in
dividual must be capable of determining what is reason
able. The person must have, in the terms of the law, 

reached the "age of reason". In some states this has 
been set by law at seven years of age; in other jurisdic
tions the court determines what constitutes the age at 
which the individual can distinguish between right and 
wrong. 

There is a popular misconception regarding the legal 
liability of minors, arising from confusion between the 
terms "infant" and "minor". While infants are immune 
from legal liability, a minor who has attained the age of 
reason may be held legally liable for his own negligent 
acts. Although minors can be held legally liable, the 
degree of care required of a child is often different than 
that required of an adult. 

2. Mentally incompetent. For obvious reasons, cer
tain mentally incompetent persons are not expected to 
exercise the care required of the sane. In the eyes of the 
law, a mentally incompetent person is approximately 
the same as an "infant." However, if it can be shown 
that the deficient person could have been expected to 
exercise some degree of care, the courts will hold the in
dividual to that degree of caution. 

3. Government bodies. At common law, soverign 
powers can be sued only with their permission. Any 
government unit that shares in the soverignty is im
mune from liability. When performing strictly govern
ment functions, this government immunity is based on 
the old common law maxim that ' ' the king can do no 
wrong.'' The doctrine is being modified significantly 
today-both by statute and by court decision. One of 
the most important qualification is the Federal Tort 
Claims Act, which provides that the United States shall 
be liable for money damages to the same extent as a 
private individual. Government immunity also has 
been modified at the state level in many jurisdictions by 
similar state statutes. Finally, the courts, in a growing 
number of instances, have attempted to find exceptions 
to the doctrine of government immunity; and a few 
courts have rejected it entirely. 

4. Charitable institutions. Formerly there was a 
distinct difference between the liability exposure of a 
charitable institution and that of a profit-making one, 
but this distinction has gradually disappeared. The re
cent trend has been to treat them in the same manner as 
profitmaking institutions. 

What Constitutes Negligence. As we noted previ
ously, negligence is defined as the failure of a person to 
exercise the proper degree of care required by the cir
cumstances. The duty to use care is owed to all per
sons. As a general rule, it is owed to anyone who might 
suffer injuries as a result of a person's breach of duty, 
even if the negligent party could not have forseen a risk 
of harm to someone because of the behavior. 
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One of the major problems is to determine what con
stitutes correct action in any given situation. In order 
to make this determination, the courts apply what is 
known as "the prudent man rule", which seeks to deter
mine what would have been a reasonable course of ac
tion under the circumstances. The mere fact that some 
other course of action might have avoided the accident 
does not make the individual liable. The negligent per
son is entitled to have his actions judged on the basis of 
this "prudent man standard" rather than hindsight. 
The judge and jury are not permitted to look back at 
the situation in light of what happened and judge liabili
ty on the basis of whether some other course of action 
would have prevented the accident. The action must be 
judged on the basis of what a reasonable and prudent 
individual, confronted with the same situation, might 
normally and properly have done. 

Normally the burden of proof is on the injured party 
to prove that the other party was negligent. However, 
there are also certain doctrines which impose liability 
by statute or which shift the burden of proof from the 
injured party to the defendant. 

Negligence Per Se. In many circumstances, what 
constitutes the standard of care required of an indivi
dual is set arbitrarily by statute. For example, speed 
limits in most states set the rate of speed at which an 
automobile may be operated. These speed limits amount 
to the establishment of a rule that no reasonable man 
should violate. If the law is violated, it is referred to as 
"negligence per se" (negligence of itself) and the injured 
party is relieved of the obligation to prove that the 
speed was unreasonable. 

Res lpsa Loquitur (The thing speaks for itself). Under 
the doctrine of resp ipsa loquitur, the law reverses the 
burden of proof. When the instrumentality which 
causes the damage was under the exclusive control of 
the defendant, and the accident is of the type that 
would not ordinarily happen if it were not for negligence 
on the part of the person exercising control over that in
strumentality, the law says that the very fact that the 
accident happened is proof that there was negligence on 
the part of the defendant. For example, if Mr. Brown 
walks down the sidewalk and a 2,000 pound safe which 
was being lowered by a rope falls on him, he is not r& 
quired to show that the person or persons lowering the 
safe failed to exercise due care. The fact that the safe 
fell on him is evidence of this. The burden of proof is 
shifted and the defendants must prove that due care 
was exercised. 

Workers' Compensation. 
In the case of injury to a worker and the liability of 

the employer for this injury, there is a departure from 
the basic laws of negligence. Laws have been enacted 
which impose absolute liability on the employer, and 
there is no need for the injured worker to prove negli
gence on the part of the employer. As a matter of fact, 

workmen's compensation represents an exception to 
the rule that there can be no liability without fault. 
Negligence is not a factor in the case of the injured 
worker; he is entitled to an indemnity regardless of the 
negligence or lack of negligence on the part of the 
employer. 

There Must Be Actual Damage or Loss 
The mere fact that carelessness existed is not suffi

cient cause for legal liability. Actual injury or damage 
must have been suffered by the party seeking recovery. 
In most cases it is not difficult to prove that injury or 
damage has occurred, but the establishment of the 
amount of damages may be difficult indeed. 

A tort may result in two forms of injury to another: 
bodily injury and property damage. In the case of prop
erty damage, the extent of the loss is usually simple to 
determine; it is measured by the actual monetary loss 
the injured party suffered, measured by the value of the 
property damaged or destroyed and the loss of the use 
of that asset. 

In the case of bodily injury, it is more difficult to 
determine the loss monetarily. Bodily injury may lead 
to claims by the injured party not only for medical ex
penses and lost wages, but also for disfigurement, pain 
and suffering, mental anguish, and loss of consortium 
(the companionship of a husband or wife). Three classes 
of damages may be awarded: 

1. Specific Damages. Specific damages compen
sate the injured person for actual expenses in
curred for medical expenses, and for lost income, 
both present and future. 

2. General Damages. General damages compensate 
the injured person for pain and suffering, mental 
anguish, disfigurement, and other similar types of 
losses. Determination of the amount of general 
damages is highly subjective, and can amount to 
whatever a judge or jury feels is "right.' ' 

3. Punitive Damages. Punitive damages are 
amounts assessed in addition to specific and 
general damages, and are intended as a form of 
punishment of the negligent party. In general, 
punitive damages are awarded when the injury 
resulted from outrageous behavior, gross negli
gence, or willful intent. 

The Collateral Source Rule. It should be noted that 
damages for bodily injury can be assessed against the 
negligent party even when the injured person recovers 
the amount of his or her loss from other sources. A 
basic prjnciple of common law, the "collateral source 
rule, " holds that the damages assessed against a tort 
feasor should not be reduced by the existence of other 
sources of recovery available to the injured party. 
Thus, if Xis injured by Y and X has full insurance to 
compensate for a bodily injury, he or she can still sue Y 
for the full amount of medic&! expense and lost income 
that would have been suffered without the insurance. 
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Proximate Cause 
The negligence must have been the proximate cause 

of the damage if the injured party is to collect for the 
damage. This means that there must have been an un
broken chain of events beginning with t he pegligence 
and leading to the injury or damage. The negligence 
must have been the cause without which the accident 
would not have happened. 

The negligent person is usually held to be responsible 
not only for the direct consequences of his action, but 
for the consequences which follow naturally and direct
ly from the negligent conduct. Even if an intervening 
force arises, the negligent party may still be held 
responsible for the damage. For example, let us say 
that Mr. Brown decides to burn his leaves, but takes no 
precautions to confine the fire. The wind begins to blow 
(an intervening cause), which causes the burning leaves 
to set Brown's neighbor's house on fire. The negligence 
began the direct chain of events and in spite of the in
tervening cause Brown could be held liable. 

Vicarious Liability 
There are circumstances in which one person may 

become legally liable for the negligent behavior of 
another person. This type of liability is known as " im
puted" or "vicarious" liability and is based on the com
mon law principle of respondeat superior (let the 
master answer). For example, the principal is liable for 
the negligent actions of his agent. The employer is 
liable for the negligent actions of his employees when 
they are acting within their capacity of emplQyees. In 
some instances, vicarious liability is imposed by law. 
For example, in many states the owner of an automobile 
is held liable for the negligent acts of anyone operating 
his automobile with his permission. 

Note that this does not involve liability without negli
gence; there is negligence; the negligence of one person 
makes another person liable. The principle is known as 
the doctrine of Respondeat Superior, (Let the master 
answer). The purpose of the doctrine of respondeat 
superior is to transfer the liability to those parties 
which would probably have a greater ability to pay for 
the injury. 

In addition to the liability of children itself, the lia
bility of a parent for the acts of his children is often mis
understood. Fundamentally a parent is not liable for 
the acts of his children. Although a parent may feel a 
moral obligation, at common law he does not have a 
legal one. In other words, the parent is not vicariously 
liable for the acts of his minor children. While this is 
true as a basic principle, the courts have evolved certain 
principles which may make the parent liable. 

1. If it can be shown that the parent himself was 
negligent in the supervision of the child, he may be 
held legally liable for the damage caused by the 
child. For instance, if the parent knew that the 
child made a habit out of breaking picture win-

<lows and did not at least tell him to stop, the 
courts would probably consider this to be negli
gence on the part of the parents. 

2. If the child was acting as an agent of the father, 
the father could be held liable under the doctrine of 
respondeat superio~ 

3. Some states impose parental liability by statute. 
Under one type of law, parents are made legally 
liable for the "willful and malicious acts of their 
minor and unemancipated children". Under other 
laws parents are held to be legally liable if they 
permit the child to have a dangerous weapon.9 

With the exception of these three instances, parents 
are not basically liable for the acts of their children. In 
addition, when parents are held liable for the acts of 
minor children, the children themselves can be held 
jointly liable. 

Obligation of Property Owners to Others 
The property owner or the person occupying the prop

erty has an obligation to persons who come onto the 
land. The care that must be exercised with regard to 
the other party depends on the status of that party. 
The law generally recognizes four classes of persons and 
the degree of care which must be shown to them as 
follows: 

1. Trespasser. This is a person who comes onto the 
property without right and without consent. The 
property owner is obliged only to abstain from do
ing him intentional harm. 

2. Licensee: This is a person who comes onto the 
property with the knowledge of the toleration of 
the owner, but for no purpose of or benefit to the 
owner. In addition to the duty to avoid inten
tional harm, the owner must warn the licensee of 
any hidden dangers. 

3. Social Guest: Several states distinguish between 
the Social Guest and the Invitee, described below. 
The majority of the courts hold that a social guest 
is the same as a licensee. Other courts hold that a 
social guest is the same as an invitee. 

4. Invitee: The invitee is a person who has been in
vited in or onto the property for some purpose of 
the owner. The best example of an invitee is a cus
tomer in a store. In addition to the obligation to 
refrain from intentional harm and warning of any 
hidden dangers, the owner must keep the premises 
safe so that no harm will come to the invitee. 

The distinction between the above classes is not 
always clear cut and it is often difficult to determine if a 
person is an invitee or a licensee, or whether a person is 

9Surprisingly enough, the automobile is not considered to be a 
"dangerous weapon" within the meaning of these laws. The entire 
question of legal liability arising out of the ownership and use of 
automobiles will be discussed later. 
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a trespasser or a licensee. The current trend is toward 
making the property owner more responsible. 

Children: The law imposes a greater responsibility 
with regard to the degree of care which must be 
exercised with regard to children. It is an ac
cepted fact that children do not always act 
prudently; and this being the case, the law re
quires property owners to protect the children 
from themselves. The doctrine of "The Attractive 
Nuisance Hazard" holds the property owner 
liable for injury to any child by an attractive 
hazard. An attractive hazard is anything that 
would attract and injure a child of tender years. 
Examples are piles of lumber, animals, or even 
trees. The doctrine is applied in the case of con
struction equipment more frequently than any 
other item. 

Animals 
In many jurisdictions the principles involved in lia

bility with respect to animals represent a separate case. 
Obviously an animal cannot be held legally liable; but if 
the animal causes damage to a person or property, the 
law may hold the owner or keeper of the animal liable. 
For example, in the case of a wild animal, the law im
poses absolute liability on the owner or keeper for injury 
or damage caused by such an animal. 

Pets represent a special case. One of the most inter
esting principles of the old English common law was the 
doctrine which permitted a dog "one free bite". Under 
the legal doctrine of scienter (knowledge), the owner of 
the animal is held to be liable for injuries by that animal 
only if the animal is known to be vicious; hence the one 
"free bite" - how can the owner know that his dog 
bites people until he has bitten one? In many jurisdic
tions, however, this common law principle has been 
superceded by specific statutes which make the owner 
of a dog liable for injuries caused by the dog. For exam
ple, Section 351.28 of the Iowa Code provides that" ... 
The owner of the any dog, whether licensed or unli
censed, shall be liable to the party injured for all 
damages done by said dog, except where the party 
damaged is doing any unlawful act, directly con
tributing to said injury." 

Defenses to Negligence 
An individual's negligent behavior does not neces

sarily mean that the person will be held legally liable. 
There are certain defenses that may be interposed by 
the negligent party in order to defeat a claim. 

Assumption of Risk. One defense to tort actions is 
assumption of risk by the injured party. If a person 
recognizes and understands that there is danger in
volved in an activity and voluntarily chooses to en
counter it, this assumption of risk may bar recovery for 
injury caused by negligence. One common application 
of this doctrine is attendance at certain types of sport
ing events such as baseball and hockey. Courts have 

held that m seekrng admission, a spectator must be con
sidered to have chosen to undergo the well-known risk 
of having his or her face smashed by a baseball or 
hockey puck. Another common example is the guest 
passenger in an automobile. In some jurisdictions, a 
guest is assumed to have assumed the risk of injury 
while riding in an automobile. Even if the car is driven 
in a grossly negligent manner, he or she may be con
sidered to have assumed the risk of injury if the guest 
fails to protest the dangerous driving. 

Contributory Negligence. As an outgrowth of the 
idea that every person has an obligation to look out for 
his or her own safety, the common law doctrine of "con
tributory negligence'' developed. Under this doctrine, 
the injured party must come into court with "clean 
hands" in order to collect. Under the doctrine of con
tributory negligence, any negligence on the part of the 
injured party which contributed to the injury, even 
though slight, will normally defeat the claim. 

Comparative Negligence. Because of the harshness 
of the contributory negligence doctrine, the majority of 
the states have adopted a somewhat more lenient doc
trine, that of "comparative negligence."10 Here con
tributory negligence on the part of the injured party will 
not necessarily defeat the claim, but will be used in 
some manner to mitigate the damages payable by the 
other party. For example, under the "contributory 
negligence" doctrine, an injured party who was 25% to 
blame for the loss would collect nothing. Under the 
"comparative negligence" rule, he or she would collect 
7 5 % of the damages suffered. 

Last Clear Chance. The doctrine of "last clear 
chance'' is an additional modification of the doctrine of 
contributory negligence. Under this rule, as used in 
almost all jurisdictions, it is recognized that the con
tributory negligence of the injured party should not bar 
recovery if the other party had an opportunity im
mediately prior to the accident-a "last clear chance"
to prevent the accident and failed to seize that chance. 
The logic seems obvious. If one can avoid an accident 
and does nothing to prevent its occurrence, he or she 
should be held legally liable, regardless of the contribu
tory negligence of the other party. 

Legal Liability and Bankruptcy 
The risk of legal liability is one fraught with potential 

catastrophic losses. With all the various factors used in 
determini.11g damages in a legal action added together, 
the loss can be astounding. Naturally the question 
must arise as to whether the guilty party, confronted 

lOBy mid-1978, the following 32 states had some form of com
parative negligence law: Alaska, Arkansas, California, Colorado. Con
necticut, Florida, Georgia. Hawaii, Idaho, Kansas, ~1aine. 
Massachusetts, Michigan, Montana, Minnesota, f\.1ississippi, 
Nebraska, Nevada, New Hampshire, New Jersey, New York, North 
Dakota, Oklahoma, Oregon, Rhode Island, South Dakota. Texas. 
Utah, Vermont, Washington, Wisconsin, and V\.'yoming. 
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with a large judgment has· any alternative but to pay. 
Bankruptcy is, of course, one alternative; and in some 
instances it will be the only possible course of action. 
However, judgments for liability arising out of a willful 
or malicious tort cannot be discharged by bankruptcy, 
and here the guilty party will be obligated to pay the 
judgment if it takes the rest of his or her life. 

Although we have surveyed only the more funda
mental aspects of legal liability, the tremendous ex
posure which the individual faces should be evident. 
Liability judgements have been high in the recent past 
and promise to become even higher. 

LIABILITY INSURANCE 
Liability insurance is designed to provide protection 

for the individual or business firm against the financial 
loss which might result from legal liability. In its 
simplest form, the liability insurance policy undertakes 
to pay all sums which the insured becomes legally 
obligated to pay, up to the limit of the policy. It is com
monly referred to as "Third party coverage", since it 
undertakes to compensate someone who is not a party 
to the contract, the injured party to whom the insured 
is liable. It is important to recognize that this " third 
party" is not an insured, and that he has no direct claim 
against the insurance company. Under the contract, 
the company is bound to pay only when the insured has 
become legally obligated to pay, and the insured 
becomes so obligated only when a judgment has been 
granted in court. 

In addition to the promise to pay all sums which the 
insured becomes legally obligated to pay, most liability 
policies include a promise to def end the insured in any 
law suit involving the type of liability insured under the 
contract. Thus, automobile liability insurance will pay 
for defense in connection with law suits involving the 
ownership, operation, or maintenance of an automobile; 
a premises liability policy will pay defense costs con
nected with suits alleging liability in connection with 
the premises. It is important to note that the insurance 
company is obligated to pay the defense costs even if 
the grounds of the suit are false or fraudulent. The 
basic principle is that the company must pay defense 
costs if it would be obligated to pay the damages should 
the insured be found liable. 

As a practical matter, very few liability claims ever 
reach trial. The insurance companies realize that the in
terest of all concerned will best be served if a settlement 
can be reached without litigation, and the company nor
mally attempts to reach an out of court settlement with 
the injured party. Most liability policies reserve this 
right to the insurer. In spite of the fact that the in
surance company often deals directly with the injured 
party, it should be remembered that the injured party's 
claim is against the negligent insured and not the com
pany. Technically, the company is not bound to make 
payment until actual liability has been determined in a 
court of law. 

Types of Liability Insurance 
Most people recognize the liability exposure in con

nection with the operation of an automobile. The size of 
the judgments we see in the newspapers act as a cons
tant reminder of this exposure. Recognizing the expo
sure, most individuals purchase automobile liability in
surance to protect themselves against the tremendous 
losses that can result from legal liability arising out of 
the automobile. Yet at the same time, many fail to 
recognize that the basis of the liability exposure, i.e., the 
negligent act, is also the basis for liability for acts which 
have no connection with an automobile. The individual 
needs protection against the consequences of any negli
gent act, not just those connected with the automobile. 
There are various forms of liability insurance available 
to meet the liability exposure from various sources. 

For our purposes, we will divide liability insurance in
to three classifications: 

1. Automobile Liability Insurance 
2. Employer's Liability and Workmen's Compensa

tion 
3. General Liability 

In general, these three classes of liability insurance 
are provided under separate contracts. Most general 
liability policies exclude liability to employees, benefits 
which are required to be paid by a workmen's compen
sation law, or liability which arises out of the operation 
of an automobile. 11 By the same token, the employer's 
liability and workmen's compensation, or the auto- · 
mobile liability policy cover only these exposures. In 
this discussion, we will be primarily concerned with the 
third of these classifications, general liability. The re
maining two will be treated separately. 

The lnsured's Duties 
Most liability policies impose three obligations on the 

insured under the conditions of the policy: 

1. Notice of Accident 
The insured is required to notify the insurance 
company or the agent of any accident which would 
be covered under the policy as soon as practical. In 
giving notice of an accident the insured should in
clude information concerning the time, place, and 
circumstances of the accident and the names of 
any witnesses. 

2. Notice of Suit or Claim 
If a suit is brought against the insured or an in
jured party makes claim against the insured, the 
insured is required to forward any demand, notice 
or summons to the company immediately. 

11 There are exceptions to this statement. Some policies issued 
to business firms include liability coverage for general liability and 
automobile liability, but these policies are really package policies 
which combine two policies into one. In addition some liability 
policies cover liability to workers if the workers are not required to 
be covered under workmen's compensation by law 
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3. Cooperation 
The insured is required to cooperate with the com
pany in attempting to investigate, defend, or set
tle the claim. He can be required to attend hear
ings or trials, and the company will reimburse him 
for his expense in doing so. Some policies provide 
for reimbursement of wages lost by the insured in 
attending hearings or trials, while some do not. 

The Comprehensive Personal Liability Policy 
The Comprehensive Personal Liability Policy, or, as 

we will refer to it from this point on, the CPL, is de
signed to provide protection for the individual against 
claims arising out of his premises and his and his 
family's actions. The coverage of the CPL can be pur
chased in one of three ways: 

1. It may be purchased as a separate CPL policy. 
2. It is a basic part of the Homeowners policy. Sec

tion II of the Homeowners policy provides the in
dividual with essentially the same coverage that 
he could purchase through a separate CPL policy. 

3. It may be added to other casualty contracts by en
dorsement. For example, the individual's auto 
policy may be endorsed to provide the coverage. 

In most cases, the coverage is purchased as a part of 
the Homeowners contract. Since the most widely used 
means of purchasing the contract is the Homeowners 
policy, we will use the provisions of Section II of the 
Homeowners as the basis for our discussion. 

The CPL is designed to provide much of the neces
sary liability insurance for a homeowner or for a tenant 
in an apartment or in a rented dwelling. Insurance pro
tection exists for legal liability arising in connection 
with the dwelling premises and also from that arising as 
a result of the personal activities of the insured, both on 
and away from the insured premises. 

There are three separate coverages in Section II of the 
Homeowners policy, with three separate insuring agree
ments. 

Coverage E. Liability. Under the insuring agree
ment of this coverage, the company promises to pay all 
sums which the insured becomes legally obligated to 
pay either because of bodily injury or property damage. 
There is a single limit of liability for both property 
damage and bodily injury. The minimum limit of 
liability, which may be increased, is $25,000. Under the 
separate CPL policy this coverage is designated 
Coverage L. 

Coverage F. Medical Payments. The Medical Pay
ments insuring agreement requires the insurer to pay 
all reasonable medical expenses (defined as including 
funeral expenses) incurred within one year from the 
date of an accident to or for anyone who is injured while 
on the premises with the permission of the insured or 
who is injured away from the premises if the injury 

results from an activity of the insured or a member of 
his family. The basic limit under the Homeowners for 
this coverage is $500 per person, which may be in
creased. (Under the separate CPL policy this coverage 
is designated Coverage M.) 

Supplementary Coverages,-Coverage 1. Damage to 
Property of Others. The Damage to Property of Others 
coverage contained in the supplementary coverages sec
tion of the policy provides some coverage for damage to 
the property of others which is caused by an insured but 
for which the insured may not be legally liable. It is in
tended to provide some coverage for damage for which 
the insured feels a moral obligation, even though there 
is no legal one. The limit of this coverage is $250, and 
the limit cannot be increased. (Under the separate 
CPL this coverage is designated Coverage N.) 

The Liability Insuring Agreement 
The liability insuring agreement is simple and 

straightforward: 

Coverage E. Personal Liability. This Company 
agrees to pay on behalf of the Insured all sums 
which the Insured shall become legally obligated 
to pay as damages because of bodily injury or 
property damage, to which this insurance applies, 
caused by an occurrence. This Company shall 
have the right and duty, at its own expense, to de
fend any suit against the Insured seeking 
damages on account of such bodily injury or prop
erty damage, even if any of the allegations of the 
suit are groundless, false or fraudulent, but may 
make such investigation and settlement of any 
claim or suit as it deems expedient. This Com
pany shall not be obligated to pay any claim or 
judgment or to defend any suit after the applica
ble limit of this Company's liability has been ex
hausted by payment of judgments or settlements. 

The agreement to defend, which is included with the 
agreement to pay damages, is an important element of 
the coverage. Most liability policies agree to defend the 
insured against suits which are brought against him 
alleging negligence. However, the policy will provide 
defense coverage only if the damages will be payable 
under the policy if the insured is held to be liable. For 
example, since this policy is not designed to cover 
liability arising out of the use of automobiles, if the in
sured is involved in a suit which involves the operation 
of an automobile, the CPL will not provide defense. 

Persons Insured. One of the most important parts of 
any liability policy is the definition of "persons in
sured", for the promise of the company is to pay those 
sums the '' insured becomes legally obligated to pay ... ·' 
As is the case in many liability policies, coverage is pro
vided under this contract for certain individuals other 
than the person listed in the declarations of the policy. 
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The definition of "Insured'' in the liability section of the 
Homeowners is as follows: 

"Insured" means: 
(1) The Named Insured stated in the Declarations 
of this policy, · 
(2) if residents of the Named Insured's household, 
his spouse, the relatives of either, and any other 
person under the age of twenty-one in the care of 
any Insured; and 
(3) Under Coverage E - Personal Liability and 
Coverage F - Medical Payments to Others; 
(a) with respect to animals or watercraft to which 
this insurance applies, owned by any Insured, any 
person or organization legally responsible there
for, except a person or organization using or hav
ing custody or possession of any such animal or 
watercraft in the course of his business or without 
the permission of the owner; and (b) with respect 
to any vehicle to which this insurance applies, any 
employee of any Insured while engaged in the 
employment of the Insured. 

This definition is quite broad. It includes the named in
sured listed in the declarations, his or her spouse, any 
relatives of the husband or wife who are residents of the 
household, and anyone else under 21 in the care of the 
insured. There are only a few problems of interpreta
tion that may arise. Obviously, the parents are in
sureds. The children living at home are also insureds; 
even a great aunt or grandparents will be insured, if 
they are residents of the named insured' s household. 
But what about a son or daughter away attending col
lege? Do such persons have to be actually living under 
the same roof in order to qualify as residents of the 
named insured' s household? In general the answer is 
"No." There have been a number of court decisions in 
which a child who is in residence at a college or univer
sity and who expects to return during vacations and 
weekend visits is to be considered as residing in the 
same household as the named insured. 

The definition of the insured also includes any other 
person under the age of 21 in the care of an insured. This 
refers to some person other than a resident relative who 
has become established in the household. It could in
clude, for example, a child whose parents have gone on 
an extended vacation, a ward, a foreign-exchange stu
dent, a foster child, and persons in similar situations. 

Severability of Insureds. One of the conditions in 
the policy states that: "The insurance afforded under 
Section I applies separately to each insured against 
whom claim is made or suit is brought, except with 
respect to this company's limit of liability." This is 
known as the severability of insureds clause. Since the 
insurance is stated to apply separately to each insured, 
it is possible for one insured to bring suit against 
another insured, with any resulting judgment payable 
under the policy. For the sake of example, let us say 

that the insured has a gardener. As the definition of 
"Insured" states, such an employee would be covered 
as an insured while operating a tractor for the insured. 
Suppose the gardner runs over the insured. In this case 
the insured could bring suit against the gardener and, if 
the suit were successful, he could collect under his own 
policy. 

Liability Exclusions 
Obviously exclusions will be applicable to the liability 

coverage, and these exclusions will include those nor
mally applicable to liability insurance in general. There 
are four sets of exclusions under Section II of the 
Homeowners: one set of six exclusions which applies to 
both liability and medical payments; one set of five 
which applies to liability coverage only; one set of two, 
which applies to medical payments only; and one set of 
four, which applies to the damage to property of others 
coverage. 

Aircraft, Motor Vehicles, and Recreational Motor 
Vehicles. The first major exclusion involves aircraft 
and motor vehicles. Generally, there is an exclusion 
(La.) for liability arising out of the ownership, main
tenance, use, loading or unloading of any aircraft, motor 
vehicle, or recreational motor vehicle. Each aspect of 
the exclusion will require some explanation. 

First, legal liability arising from the ownershipf main
tenance, or use of aircraft is excluded in all respects. 
Naturally the relatively nominal premium charged for 
the CPL does not contemplate the assumption by the. ' 
insurer of a risk of this magnitude. If the insured owns 
or rents a private airplane, then he must purchase air
craft insurance specifically designed for this purpose. 

Second, liability arising out of motor vehicles is ex
cluded. "Motor vehicle' ' is specifically defined and 
means a vehicle designed for travel on public roads. It 
does not include vehicles which are not subject to motor 
vehicle registration and which are designed for use prin
cipally off public roads. 

The exclusion of recreational motor vehicles was add
ed in 1968. A recreational motor vehicle is defined as a 
golf cart, snowmobile, or, if not subject to motor vehicle 
registration, any other land motor vehicle designed for 
use off public roads. While " motor vehicles" are exclud
ed both on and off premises, the exclusion of " recre
ational motor vehicles" applies only away from the 
premises. In addition, an exception states that the ex
clusion does not apply (and coverage is afforded) for a 
golf cart away from the premises being used for golfing 
purposes. The exclusion may be deleted with respect to 
snowmobiles by attaching endorsement HO-164, the 
Snowmobile Endorsement. Snowmobiles to be covered 
are listed, with a specific premium charge made for 
each. 

Boats. Exclusion 1. b. excludes liability arising out of 
certain types of boats while away from the premises. 
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First, inboard or inboard-outboard motorboats over 50 
horsepower or any sailing vessel over 26 feet in length 
which are owned by or rented to the insured are exclud
ed. In addition, a boat powered by an outboard motor 
or motors in excess of 25 horsepower is excluded if the 
motor or motors were owned by the insured at the 
inception of the policy and not listed. Note that the ex
clusions with respect to outboard motors, unlike that 
with respect to inboards or sailing vessels, does not ap
ply to rented motors. Coverage applies to all boats 
below these limits, and the exclusion with respect to 
larger units may be removed for an additional premium. 

Business and Professional Pursuits. The CPL is de
signed to provide coverage for legal liability arising 
from the dwelling and personal activities of the insured. 
It is not intended to cover business activities. Two ex
clusions (Le. and l.d.) make this clear. Coverage does 
not apply 

to bodily injury or property damage arising out 
of the rendering or failing to render professional . 
services 

to bodily injury or property damage arising out 
of business pursuits of any Insured except activi
ties therein which are ordinarily incident to non
business pursuits. 

It is perfectly clear that the policy will not provide cov
erage for legal liability arising in the process of con
ducting the operations of a grocery store, a drug store, 
or the professional activities of a laW),er, medical prac
titioner, or real estate agent. These exposures may be 
insured under separate business and professional liabili
ty policies. 

Considerable difficulty may arise in cases involving 
part-time remunerated activities, particularly of minors 
who are insureds under the policy. Are newspaper 
delivery, lawn cutting, baby-sitting, and part-time after
school and vacation jobs to be considered business pur
suits? As is usual. the answer must "depend on the cir
cumstances." It is intended that normal part-time acti
vities of minors shall not be considered business pur
suits. These may include newspaper delivery, lawn cut
ting, snow removal, baby-sitting, after-school jobs, and 
the like. On the other hand, if a minor is employed full 
time, the activity must be considered a business pur
suit. Thus, if the insured's son has a paper route and 
should heave a newspaper negligently through a 
customer's glass door, the property damage would be 
paid because this part-time activity is not considered a 
business pursuit. At some point, however, the part
time activities may be sufficiently extensive to become 
business activities, probably when the income from the 
part-time activity becomes substantial. 

It is possible, under certain circumstances, to endorse 
liability arising from business pursuits to the CPL. 
Provision is made specifically for clerical office em
ployees, salesmen, collectors, messengers, and teachers. 

Thus, if the insured is engaged in any of these pursuits 
and desires liability insurance, it is available by en
dorsement to his CPL under the "Business Pursuits 
Endorsement.'' 

The liability of a teacher is an excellent example of a 
business pursuit which can be added to the CPL. Here 
the insurance provided under the personal-liability and 
the medical-payments coverages of the CPL will apply 
to acts or omissions of the insured in connection with 
his business pursuits as a member of the faculty or 
teaching staff of any school or college. Consequently, 
legal liability for injuries to pupils or members of the 
general public arising from activities as a teacher would 
be covered. The endorsement could even include bodily 
injury to any pupil arising out of corporal punishment 
administered by or at the direction of the insured, for 
the administration of corporal punishment is not to be 
deemed to be injury caused intentionally by or at the 
direction of such insured. 

The endorsement does not provide coverage, how
ever, for acts of the insured in connection with a busi
ness owned or financially controlled by the insured or 
by a partnership or joint venture of which the insured is 
a partner or a member. A regular business liability 
policy should be purchased for this type of risk. 

This coverage obviously is intended to be applicable 
to an employee in a business firm who desires liability 
insurance for legal liability that could arise in his busi
ness activities for his employer. But why would an 
employee want this insurance? The answer is quite sim
ple. In many and perhaps most instances the employer 
does not include his employees as additional insureds in 
his general liability insurance. The only exclusions in 
the endorsement involves bodily injury to a fellow em
ployee of the same employer in the course of the em
ployment, and liability in connections with a business 
owned by the insured. 

Uninsured Premises. As long as the insured has dis
closed the ownership and location of all premises that 
he owns and paid the appropriate premium, coverage is 
afforded for liability arising out of such premises. How
ever, a specific exclusion (l.e.) excludes liability arising 
out of any premises other than '' insured prmeises ·' 
which are owned, rented, or controlled by an insured. 
The definition of "insured premises" found in the 
general conditions states that insured premises means: 

( 1) the residence premises described in the Declar
tions of this policy; and 

(2) Under Section II only; 
(a) any other residence prerruses specifically 

named in this policy; 
(b) any residence premises acquired by the 

amed Insured or his spouse during the 
term of this policy; 

- 74 -



(c) any residence premises which are not owned 
by any Insured but where an Insured may be 
temporarily residing; 

{d) vacant land, other than farm land, owned by 
or rented to any Insured; and 

{e) individual or family cemetary plots or burial 
vaults. 

The definition in the policy includes, first, the named 
residence premises and all other residence premises 
listed in the policy. This portion of the definition needs 
little analysis. The definition next includes any other 
residential premises the named insured may acquire 
during the policy term. Coverage on additional residen
tial premises is automatic in the policy. However, a 
small additional premium must be paid by the insured 
for each premises. 

Perhaps the most interesting aspect of the definition 
of insured premises is that part of that includes 
premises in which an insured is temporarily residing 
but which are not owned by the insured. This would in
clude a hotel or motel room. Legal liability obviously 
could arise with respect to some condition of the 
premises over which the insured has some control; and 
in addition, the medical-payments coverage could be 
made applicable to guests injured because of some con
dition involving the temporary premises. 

The definition also includes vacant land, other than 
farm land, owned by or rented to any insured. Thus 
legal liability arising in connection with a vacant lot 
owned by the insured would be covered automatically in 
the policy. An example could involve injuries to 
children playing on the vacant lot, particularly if the 
situation involved an attractive nuisance. Coverage is 
also provided under the supplmentary coverages in con
nection with vacant land following the commencement 
of construction operations thereon of a one or two
family dwelling if the dwelling is intended as a residence 
for an insured. If a child were injured and a suit fol
lowed, everybody in sight would be named, including 
the owner and the contractor. The insurance carrier, 
under the CPL, would be obligated to defend the owner; 
and if a judgment were levied against the owner, it 
would be paid, up to the limits of the policy. 

The final portion of the definition includes individual 
or family cemetary plots or burial vaults. This is inter
esting and may seem somewhat unusual. However, 
since the plot is owned by the insured, if somebody 
should be injured there, the insured could have a legal 
liability. . 

Intentional Injury. As noted in our discussion of in
tentional torts, it would be contrary to public policy to 
protect an individual from the consequences of inten
tional injury which he causes another. For this reason 
the policy also excludes bodily injury which is either ex
pected or intended from the standpoint of the insured. 

Contractual Liability. In addition to the imposition 
of liability because of negligence, liability may also be 
incurred as a result of contractual agreements. For ex
ample, a common clause in many leases shifts the liabili
ty in connection with the premises from the landlord to 
the tenant or from the tenant to the landlord. Such 
agreements are called "hold-harmless agreements" be
cause one party agrees to hold the other harmless from 
liability arising out of the premises. To illustrate the 
operation of such agreements, assume that Brown, the 
tenant, has agreed to hold Smith, the landlord, harmless 
from liability arising out of the premises. Jones is in
jured as a result of a defect in the premises and brings 
suit against Smith as the owner. Smith is held liable 
and required to pay a judgment in the amount of 
$25,000. Under the terms of the hold-harmless agree
ment, Brown will be required to reimburse Smith. The 
CPL excludes liability assumed under any contract not 
in writing or any contract in connection with the in
sured' s business. Since only non-written contracts and 
business connected contracts are excluded, the CPL 
would provide coverage for liability assumed under a 
lease agreement of the type discussed above. 

Workmen's Compensation. There is no intention of 
providing coverage under the CPL for legal liability of 
an employer for injuries to domestic servants if these 
domestic servants are covered under the state work
men's compensation law. In a special exclusion (2.b.), 
liability for bodily injury to any person, including a 
residence employee, is excluded if the insured has a · 
policy providing workmen's compensation or occupa
tional disease benefits for such bodily injury or if ben
efits for such bodily injury are payable under any work
men's compensation or occupational disease law. In 
other words, if the insured has or should have work
men's compensation coverage on his employees, the 
CPL will not pay for their injuries. Under Iowa law, 
domestic employees are excluded from the Workmen's 
Compensation law only if they earn less than $200 dur
ing the thirteen consecutive weeks immediately preced
ing an injury. This means that domestic employees 
earning over $200 during any thirteen week period come 
under the provisions of the law and are subject to this 
exclusion in the CPL. However, coverage is afforded 
for injuries to those domestic employees who are not 
covered under the compensation law. In the case of 
employees not covered under the compensation law, an 
employer may still be held liable in a suit at common 
law, and although the CPL does not cover workmen's 
compensation benefits, it does provide coverage if the 
insured is sued by an employee who is not subject to the 
provisions of the workmen's compensation act. Cover
age is provided automatically for up to two such em
ployees, and an additional premium is charged for each 
employee in excess of two. In addition, another exclu
sion excludes liability for injuries to covered employees 
unless claim is made or suit is brought within 36 
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months after the end of the policy term. It should be 
obvious that this is merely to provide reasonable protec
tion for the company in investigation and preparation of 
a defense. 

Property Owned By, Rented To, or in the Care of the 
Insured. The CPL, similar to most liability contracts, 
excludes property damage to property owned by the in
sured (exclusion 2.c.) and to property occupied or used 
by the insured or rented to or in the care, custody or 
control of the insured (exclusion 2.d.). Although the 
first of these two exclusions is easily understood, the ra
tionale of the second is frequently difficult to grasp. 

Remember, this is a liability contract. An individual 
cannot be liable to himself, so the exclusion of property 
owned seems logical. Because it is difficult to separate 
interest and because the policy is not designed to pro
mote carelessness, the policy also excludes damage to 
property which the insured may not own but which he 
has in his care. If the insured should borrow an out
board motor from a friend and allow it to drop into 600 
feet of water, legal liability would exist but without the 
benefit of liability insurance coverage. Or, if the insured 
should borrow a neighbor's lawn mower and ruin the 
shaft by hitting a rock, even though the neighbor might 
sue and obtain a judgment, the policy would not cover 
the loss because of the care, custody, and control exclu-

• s1on. 

This exclusion does have one important qualification, 
however, with respect to property damage included 
within the fire hazard. Under the supplementary cov
erages section of the policy, the policy affords what is 
known as "Fire Legal Liability." Fire Legal Liability 
covers damage to premises rented to the insured and to 
house furnishings therein if such damage arises out of 
fire, or explosion, smoke, or smudge caused by sudden, 
unusual and faulty operation of a heating or cooking 
unit. The care, custody, and control exclusion does not 
apply to this coverage, and this qualification could be 
important to an insured who has rented a dwelling or 
apartment. 

Medical Payments to Others 
In addition to the rather broad coverage for liability, 

the CPL includes medical-payments coverage that ap
plies to injuries to others even in those cases in which 
the insured is not legally liable. The insuring agreement 
provides that medical payments will be paid under a 
variety of circumstances: 

Coverage F-Medical Payments to Others 
This Company agrees to pay all reasonable 
medical expenses, incurred within one year from 
the date of the accident, to or for each person who 
sustains bodily injury to which this insurance ap
plies caused by an accident, while such person is: 

1. on an insured premises with the permission of 
any Insured; or 

2. elsewhere, if such bodily injury 
a. arises out of a condition in the insured 

premises or the ways immediately adjoin-. 
mg, 

b. is caused by the activities of any Insured, 
or by a residence employee in the course of 
his employment by an Insured, 

c. is caused by an animal owned by or in the 
care of any Insured, or 

d. is sustained by any residence employee 
and arises out of and in the course of his 
employment by any Insured. 

The definition of medical payments is quite liberal, 
and includes medical, surgical, X-Ray, and dental serv
ices, including prosthetic devices, ambulance, hospital, 
and nursing services. The definition even includes pay
ment for funeral expenses, but of course the expenses 
again must be reasonable. 

It is important to stress that medical payments is not 
a liability coverage. The medical payments portion of 
the policy provides payment even though the insured is 
not legally liable. As a matter of fact, the policy speci
fies that the benefits are payable '' to or for each person 
who sustains bodily injury." This means that anyone 
injured within the scope of the coverage may claim 
directly under the policy. They do not have to have the 
consent of the named insured to enter a claim. 

In addition, since the medical is a separate coverage, 
the injured party can technically collect benefits under 
the medical payments portion of the policy and in addi
tion bring suit against the insured. 

Medical Payments Exclusions 
The liability exclusions discussed above relating to 

aircraft, motor vehicles, recreational motor vehicles, 
boats, business pursuits, uninsured premises and inten
tional injury also apply to the medical-payments cover
age. In addition there are two more exclusions which 
apply to the medical pay1nents coverage. 

Workmen's Compensation. Just as liability im
posed under any workmen's compensation law is ex
cluded under the liability section of the policy, medical 
benefits payable or required to be paid under any work
men's compensation or occupational disease law are ex
cluded. In addition, the policy excludes bodily injury to 
any person if there is a workmen's compensation policy 
in effect which would cover the injury. This excludes 
for example, injuries to workmen who come on the 
premises and who are covered under a workmen's com
pensation policy purchased by their employer. 

Certain Persons Excluded. One of the most impor
tant of the exclusions dealing with medical payments 
(3.b.) provides that medical payments are not applicable 
to certain classes of individuals. There are three classes 
of excluded individuals. The coverage is inapplicable to 
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the named insured, and to, the residents of the insured' s 
household. In addition, the policy provides that 
medical payments are not applicable to any other per
sons, other than a residence employee, who is regularly 
residing on any part of the insured premises, An exam
ple would be a college student to whom a room has been 
rented. 12 The final class of individuals excluded under 
medical payments are persons on the premises because 
a business is conducted or professional services are 
rendered thereon. For example, some individuals main
tain an office in their dwelling, from which they conduct 
business. Business visitors would not be covered for 
medical payments. 

Physical Damage to Property Coverage 
Physical Damage to Property, like Medical Pay

ments, is a non-liability coverage. It pays for damage 
to the property of others that is caused by an insured, 
regardless of whether the insured is legally liable. The 
insuring agreement for this coverage is worth examin
ing in detail. 

Damage to Property of Others: This Company 
will, at its option, either pay for the actual cash 
value of property damaged or destroyed during 
the policy period by an Insured, or repair or 
replace such property with other property of like 
quality and kind, but in no event shall this Com
pany's limit of liability exceed $250 in any one oc
currence. 

Note that the damage must have been caused by an 
insured, and that the property must have actually been 
damaged. If the insured borrows his neighbor's golf 
clubs and loses one, the loss would not be covered. 

Damage of Property to Others Exclusions 
There are four exclusions relating to this coverage. 

Intentional Damage. The coverage does not apply to 
damage to or destruction of property that is caused in
tentionally by any insured who has attained the age of 
13. The intentional damage exclusion under the liabili
ty coverage does not specify any age limit, thus ex
cluding all intentionally caused damage. Under the 
damage to property of others coverage there is coverage 
up to the limit ($250) for intentional damage caused by 
insureds under the age of 13. 

Owned and Rented Property. Damage to property 
owned or rented to any insured, any tenant of the in-

12The liability coverage would be applicable. however, if the college 
student were injured as a result of a condition in the premises. 

sured, or any resident of the insured's household is also 
excluded. This exclusion is less restrictive than the ex
clusion of damage to property in the care, custody, or 
control of the insured which applies to the liability 
coverage. The physical damage to the property of 
others exclusion, like the liability coverage exclusion, 
excludes damage to property owned or rented, but it 
does not mention property in the care, custody, or con
trol of the insured. This means that coverage would ex
ist for damage to borrowed property under the physical 
damage to property of others coverage up to $250. 

Business Pursuits and Vehicles. The tlurd exclu
sion relating to this insuring agreement excludes com
pletely any damage arising out of business pursuits or 
professional services, and also excludes all damage 
resulting from the ownership, maintenance or use of 
any land motor vehicle, trailer or semi-trailer, farm 
machinery or equipment, aircraft, or watercraft. The 
exclusion relating to vehicles and watercraft is more ex
tensive than the similar exclusion under the liability 
coverage. If any of the equipment listed is involved in 
the damage, there is no coverage. 

Losses Covered Under Section I. Finally, the policy 
excludes under the damage to the property coverage 
any loss for which insurance is provided under Section I 
of the policy. As the student will no doubt recall, the 
definition of insured property under Section I includes 
not only owned property, but also any property which is 
used by an insured. If the insured borrows personal 
property, it may be considered insured property just as 
if it were owned by the insured. If such property is 
damaged by one of the perils insured against under Sec
tion I , the insured must collect for the damage under 
that section of the policy. 

The Damage to Property of Others insuirng agre& 
ment provides an important extension to the basic lia
bility policy. It provides a limited amount of coverage 
(up to $250) for damage to property of others in the 
care, custody or control of the insured. In addition, it 
provides the same Jimited amount of coverage for inten
tional damage which is caused by minor children, pro
vided that they are under the age of 13. Finally, it pro
vides some coverage in those cases where there is no 
legal liability, but in which the insured feels a moral 
obligation. 
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AUTOMOBILE INSURANCE 

The automobile is probably the most widely owned 
major asset in the United States. It is also one of the 
chief sources of economic loss. The ownership or opera
tion of an automobile exposes the individual to many 
sources of loss: a person may be killed or injured while 
operating a car, or being struck by one; one may be held 
legally liable for injuries to others; the car itself may be 
damaged, destroyed or stolen. 

Before turning to the legal environment and the legal 
principles governing the operation of automobiles, it 
may be worthwhile to review briefly the general nature 
of the automobile coverages that are available for pro
tection against these losses. 

A BRIEF OVERVIEW OF AUTOMOBILE COVERAGES 
For the purpose of our discussion that follows, it will 

be helpful if you will keep in mind the distinctions 
among the following four automobile insurance cover
ages. 

Automobile Liabili ty Insurance 
Automobile liability insurance protects the insured 

against loss arising from legal liability when his or her 
automobile injures another or damages another's prop
erty. This coverage may be written with a single limit 
similar to that of the Homeowners Policy, or it may be 
written subject to "split limits," usually expressed 
$10,000/$20,000/$5,000, or more simply as $10/$20/$5. 
The first two figures refer to the bodily injury liability 
limit, and the third refers to the property damage limit. 
Thus, $10/$20/$5 means that coverage is provided for 
up to $20,000 for all persons injured in a single accident, 
subject to a limit of $10,000 for one individual, and that 
property damage up to $5,000 is payable for a single ac
cident. 

Medical Payments Coverage 
Automobile medical payments coverage is a promise 

by the insurer to reimburse the insured or members of 
the insured's family for medical expenses for an injury 
involving an automobile. The protection also applies to 
other occupants of the insured's automobile. Like the 
medical payments under the Homeowners Policy, 
coverage for automobile medical payments has no rela
tionship to the liability coverage; it applies as a special 
form of accident insurance. Unlike the Homeowners, 
the coverage applies specifically to the insured and 
members of his or her family. It is written subject to a 
maximum limit per person per accident, which usually 
ranges from $500 to $5,000. 

Physical Damage Coverage 
Physical damage coverage insures against loss of the 

policyholder's own automobile, and in this sense 
resembles Section I of the Homeowners. The coverage 
is written under two insuring agreements, Comprehen-

sive and Collision. Collision, as the name implies, in
demnifies for collision losses; comprehensive is a form of 
all-risk coverage that provides protection against most 
other insurable perils. Physical damage coverage ap
plies to the individual's own automobile regardless of 
fault. If another automobile damages the car, the in
sured has the option of collecting from the other driver 
(or from the other driver's insurance company, which 
would pay for the loss under the other's liability cover
age) or collecting under his or her own policy and per
mitting the insurance company to subrogate. 

Uninsured Motorists Coverage 
Uninsured motorists coverage is a unique form of 

automobile insurance, under which the company agrees 
to pay the insured, up to the policy limits, the amount 
the insured could have collected from a negligent driver 
who caused injury when the other driver was uninsured 
or was guilty of hit and run. Uninsured motorists 
coverage usually has the same limits as the bodily in
jury coverage of the liability section of the policy. 

Understanding the following discussion will be much 
easier with a firm grasp of the distinctions among these 
four coverages. 

LEGAL LIABILITY AND THE AUTOMOBILE 
Before we examine the automobile insurance con

tract, it might be well to discuss some of the basic prin
ciples of legal liability as they apply to the ownership, 
maintenance, and operation of an automobile. The 
liability of the owner or operator of an automobile is 
based on those principles of negligence which were dis
cussed previously. However, special laws affecting 
automobile liability have been enacted which modify 
some of the basic principles of liability. Several of these 
laws relate to the responsibility of others when the 
driver is negligent. In addition some laws deal with the 
liability of the operator toward passengers. 

Vicarious Liability and the Automobile 
Vicarious liability involves a situation in which one 

party becomes liable for the negligence of another par
ty. In the case of automobile liability, various states 
have enacted vicarious liability laws. When the average 
individual thinks of his possibility of being held legally 
liable for the operation of a motor vehicle, he normally 
has in mind a situation in which he is the driver. How
ever, because of the vicarious liability laws, it is entirely 
possible that an individual may be held legally liable in 
a case where is not the operator. 

First, if the driver of the automobile is acting as an 
agent for some other individual, the principal may be 
held liable for the acts of the agent. In addition, in the 
states of California, Connecticut, Florida, Idaho, Iowa, 
Massachusetts, Michigan, Minnesota, New York, 
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North Carolina, Rhode Island, Tennessee, and the 
District of Columbia, the owner of an automobile is 
liable for personal injury or property damage caused by 
another person operating the automobile with the per
mission of the owner. Certain other states make anyone 
furnishing an automobile to a minor legally liable for 
any damage caused by the minor in operating the auto
mobile. 

The courts have evolved a concept known as the 
"family purpose doctrine", which is now applied in 
about 20 states. Iowa is not included in these states. 
Under this doctrine, any automobile which is normally 
used for the family is considered to be used for the pur
pose of t he family whenever it is used by a member of 
the family. The operator is deemed to be acting as an 
agent of the head of the family, making the head of the 
family vicariously liable for any damage caused under 
these circumstances. The basic intent of this doctrine is 
to make parents responsible for the acts of their 
children in the automobile. Of course, if it can be 
demonstrated that the parent himself was negligent in 
the supervision of his minor child, he may be held liable 
for damage caused by that child, but this is a case of the 
negligence of the parent making the parent liable, and 
not a case of the negligence of the child being imputed 
to the parent. 

One additional point bears mention. The vicarious 
liability laws and doctrines do not relieve the driver of 
his liability; they merely make the other party (owner or 
parent) jointly liable. 
Guest Laws 

The second statutory modification of the principles of 
legal liability with respect to the automobile involves 
the liability of a driver or owner toward the passengers 
of his automobile. So-called "Guest Laws" have been 
enacted in many states, which restrict the right of the 
passengers of an auto to sue the owner or the driver. For 
example, Section 321.494 of the Code of Iowa specifies 
that the owner or operator of a motor vehicle shall not 
be liable for injuries to a guest unless the injury is 
'' caused as a result of the driver of said motor vehicle 
being under the influence of intoxicating liquor or 
because of the reckless operation by him of such motor 
vehicle.'' The obvious reason for this modification is 
the opportunity which such suits would present for 
defrauding insurance companies. In the absence of 
such laws, the guest in an automobile who was injured 
might easily induce the driver to admit liability in 
return for a portion of the settlement which the driver's 
insurance company might make with the insured guest. 
Under a standard guest law, the injured guest can col
lect from the negligent driver only if the driver was 
operating the automobile in a ''grossly negligent man
ner". Gross negligence is defined as a "complete and 
total disregard for the safety of one's self or others". 
Some laws further require that the guest must protest 
the grossly negligent manner in which the automobile 
was being operated. 

Automobile Liability Insurance and the Law 
Basic coverage for the automobile begins with ade

quate liability coverage. Unless the individual has ade
quate limits of liability, a judgment could very easily 
wipe out the entire assets of the family. The question of 
what constitutes "adequate" limits of liability has 
become more and more pertinent in recent years as the 
size of damages assessed has increased. In spite of the 
unreasonableness of such a course of action, many per
sons operate motor vehicles without adequate liability . 
insurance. 

Until quite recently, very few of the states had taken 
positive steps requiring the operator of a motor vehicle 
to carry liability insurance. As late as 1971, only three 
states (Massachusetts, North Carolina, and New York) 
had compulsory automobile liability laws. However, 
with the enactment of the No-fault laws discussed later 
in this section, many of the states also mandated 
automobile liability insurance. By early 1979, 21 states 
had laws requiring the owners of automobiles registered 
in the state to have liability insurance or, in some in
stances, an approved substitute form of security. The 
states with some form of compulsory automobile in
surance are California, Colorado, Connecticut, Dela
ware, Florida, Georgia, Hawaii, Kansas, Kentucky, 
Maryland, Massachusetts, Michigan, Minnesota, 
Nevada, New Jersey, New York, North Carolina, North 
Dakota, Pennsylvania, South Carolina, and Utah. 

Most other states (including Iowa) have attempted to 
solve the problem of the financial responsibility of . · 
automobile drivers through what are known as "finan
cial responsibility laws. " Under the provisions of such 
laws, anyone involved in an automobile accident which 
results in bodily injury or property damage in excess of 
some stated amount, must show proof within a speci
fied period of time that the loss has been settled, or that 
at the time of loss he was protected by a valid 
automobile liability policy with certain minimum limits. 
The limits are usually expressed in terms of three 
amounts, corresponding to the three limits of liability 
under most automobile insurance policies. As an exam
ple, the financial responsibility law of Iowa requires a 
driver to show proof of financial responsibility in the 
amount of $10,000/$20,000/$5,000. These limits, which 
are usually expressed as "10/20/5", indicate that the in
surance company will pay no more than $10,000 for the 
injuries sustained by any one person, $20,000 for all 
bodily injuries in one accident, and $5,000 for property 
damage resulting from one accident. It is important to 
note that not only the party at fault must show 
evidence of financial responsibility, but all persons in
volved in the accident must do so. Proof of financial 
responsibility is normally demonstrated by filing with 
the Department of Public Safety a certificate (called 
SR-21), which is a certification by the driver's insurance 
company that a valid policy was in force at the time of 
the accident. Failure to do so will result in a suspension 
of the driver's license until any judgments against him 
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have been paid, and until he shows proof of financial 
responsibility for possible future accidents. Proof of 
future responsibility, which may also be required as a 
result of certain traffic violations, is made by filing a 
form known as an "SR-22" in which the insurance com
pany certifies that a policy is in effect and that the com
pany will pay future claims against the insured. 

THE AUTOMOBILE INSURANCE PROBLEM 
AND CHANGES IN THE TORT SYSTEM 

It is not at all unusual to hear complain.ts about 
automobile insurance today. Almost everyone con
nected with the automobile insurance business have 
what they consider to be a legitimate grievance. In
surance companies complain that they are losing money 
because of inadequate rates. The buyers complain that 
the rates are already too high. Young drivers (and to 
some extent older ones) complain that they frequently 
have difficulty in obtaining coverage. Finally, many 
who have suffered losses maintain that the settlements 
do not measure up to the economic loss. With all this 
dissatisfaction, it is not surprising that proposals for 
change have found widespread support. 

While a part of the criticism has been aimed at in
surance, most of the critics contend that the problem t<r 
day is not so much with insurance as such, but rather 
with our method of compensating the injured. These 
critics maintain that our tort system is wasteful, expen
sive, unfair, and excessively time-consuming; and they 
recommend that we abolish it for automobile accidents. 

One major criticism is that many persons who are in
jured remain uncompensated or are inadequately com
pensated. The accident victim may be unable to obtain 
reimbursement because he himself was negligent, the 
guilty party is insolvent, or the guilty party is 
unknown, as in the case of a hit-and-run driver. Addi
tionally, the amount of compensation that is finally 
awarded ma.r depend more on the skill of the victim's 
attorney than on the facts. Other criticisms attack the 
high cost of operating the insurance mechanism, the 
contingency fee system, and the congestion of the 
courts which results in long delays before the injured 
are finally compensated. Finally, the critics contend, 
the system is too expensive, paying more for the opera
tion of insurance companies and the work of attorneys 
than it delivers to those who are injured. 

For these reasons, the tort system has been under at
tack, and numerous proposals have been made to sub
sti tu te a n<rfault compensation system. As noted 
above, a number of states have actually adopted n<r 
fault laws. 

The No Fault Concept 
Under the tort system, if you are involved in an acci

dent and the accident is your fault, you may be held 
liable for the injury and be required to compensate the 
injured party through payment of damages. If you are 
found negligent in an accident, your insurance company 

will pay for the other party's injuries. If the other party 
is found to have been negligent, his or her company will 
pay for your damages. If you are injured through your 
own negligence, you must bear the loss yourself, either 
out of existing resources or under some form of first
party insurance where the insurance company makes 
direct payment to you. 

Under a n<rfault system, there is no attempt to fix 
blame or to place the burden of the loss on the party 
causing it; each party collects for any injuries sustained 
from his or her own insurance company. Under a pure 
n<rfault system, the right to sue the driver who caused 
an accident would be entirely abolished; and both the in
nocent victim and the driver at fault would recover their 
losses directly from their own insurance. Compulsory 
first-party coverage would compensate all accident vic
tims regardless of fault. Although some n<rfault pr<r 
posals have included abolition of tort actions for 
damage to automobiles, the principal focus has been on 
bodily injuries. 

Differences Among Proposals 
Although the basic n<rfault concept is simple enough, 

several modifications of the idea have developed; and 
there are significant differences among the various pr<r 
posals. Unfortunately, there is a tendency to refer to 
every proposal for reform of the automobile liability 
system as a "n<rfault" plan. It is important to 
distinguish among the various approaches. Basically, 
the proposals for reform fall into one of three major 
classifications. 

1. Pure no-fault proposals. Under a pure n<rfault 
plan, the tort system would be abolished for bodi
ly injuries arising from auto accidents. (Some pr<r 
posals would also abolish tort actions for damage 
to automobiles.) Anyone suffering loss would 
seek recovery for medical expenses, loss of in
come, or other expenses from his or her own in
surer. Recovery for general damages (pain and 
suffering) would be eliminated. 

2. Modified no-fault proposals. Modified n<rfault 
proposals would provide limited immunity from 
tort action to the extent that the injured party 
was indemnified under a first-party coverage. 
Tort action would be retained for losses above the 
amount recovered under first-party coverage. In 
some of the modified n<rfault plans, payment for 
pain and suffering would be limited or eliminated. 

3. Expanded first-party coverage. Here there is no 
exemption from tort liability. Instead, the injured 
party collects benefits under a first-party 
coverage, retaining the right to sue for losses in 
excess of the amount paid by the first-party 
coverage. Most important, the responsibility of 
the negligent driver is retained by permitting 
subrogation by the insurer paying the first-party 
benefits. 
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Unfortunately, the "no-fault" label is frequently ap
plied to all three classifications. It is clearly a 
misnomer to refer to the expanded first-coverage ap
proach as no-fault. Plans in this category, which do not 
change the tort system, cannot be called no-fault plans 
any more than fire insurance, health insurance, or even 
life insurance are no-fault plans. Before a plan qualifies 
as "no-fault," the requirement that motorists carry 
first-party coverage to protect themselves against 
medical expenses and loss of income must be accom
panied by some restriction or outright elimination of 
the right to sue, together with the elimination of 
subrogation rights by the insurer making payment. 

Existing State Laws 
By 1979, a total of 16 states had passed no-fault legis

lation. In addition, eight others had enacted laws that 
are frequently referred to as "no-fault," but which in 
reality are expanded first-party coverage systems. 

There are vast differences among the modified no
fault laws, not only in benefit levels, but also in the tort 
exemption. Benefits range from a modest $2,000 to 
unlimited medical expenses and wage-loss benefits. 
Most of the existing laws permit accident victims to sue 
for general damages when medical costs exceed a cer
tain "threshold" level. In eleven of the states, the 
threshold is $1,000 or less, and in seven it is $500 or 
less. Florida and New York do not use a dollar 
threshold, but permit recovery for pain and suffering 
when disability exceeds 90 days. 

AUTOMOBILE INSURANCE FORMS 
There are many automobile forms in use in the United 

States today. Some of these policies were designed to 
cover specialized types of risks, while others were dif
ferentiated for the purpose of competition. Many com
panies have developed independent forms which differ 
in some details from the bureau forms We will confine 
our discussion to the bureau forms, for virtually all 
policies are based on these forms. 

There are three basic policy forms in use today: 
1. The Family Automobile Policy. This policy form 

is passenger automobiles (including station wagons and 
jeeps) 3-4 ton farm trucks, and a,4 ton utility trucks. The 
Family Auto Policy, (or the FAP as it is called) con
stitutes the broadest form of protection available to the 
individual. 

2. The Special Auto Policy. The Special Auto Policy 
is designed for the same classes of business as the FAP. 
It is distinguished by a single limit of liability (e.g., 
$25,000 rather than the more familiar $10,000/$20,000/ 
$5,000). Many of the provisions of the Special Auto 
Policy are more limited than the provisions of the F AP. 
The Special is often written on a continuous form, under 
which the policy remains in force as long as the 
premiums are paid. In many cases the premium is paid 
directly to the insurance company rather than to the 

agent, under a so-called "direct billing" approach. 
The Special is also often written with a "safe driver 
rating plan'', under which the insured is rewarded with 
a discount at renewal if he has not had any accidents. 

3. The Personal Automobile Policy. The Personal 
Automobile Policy is the newest form of coverage 
available, first introduced by the Insurance Services Of
fice in 1977. It is written in simplified terminology and 
it is anticipated that it will eventually replace both the 
Family Auto Policy and the Special Auto Policy. 

4. The Standard or Basic Automobile Policy. This 
contract, which is far more complicated than either the 
Family Auto Policy or the Special Auto Policy, is used 
to insure most commercial vehicles. It is also used to 
insure any other vehicles owned by an individual which 
do not qualify for either the Family Auto Policy or the 
Special. In most respects the coverage is more limited 
than that of either the F AP or the Special. 

THE FAMILY AUTO POLICY 
The automobile policy that will be examined in detail 

is the Family Auto Policy. It is by far the most widely 
sold of the automobile forms, broadest of the forms, and 
by far the most important from an educational point of 
VleW. 

As noted previously, the automobile insurance policy 
is one of the most complicated of all insurance con
tracts. The complicated nature of the contract results 
from the need to provide a contract which will provide_ , 
coverage against different types of losses, and under 
many differing circumstances. The ownership or opera
tion of an automobile involves three possibilities of loss: 

1. Legal Liability 
2. Injury to the insured or members of his family 
3. Damage to or loss of the automobile 
The FAP is a package policy, providing protection 

against all three of these losses. The policy is a com
bination of three types of insurance: liability insurance, 
health insurance, and property insurance on the 
automobile itself. 

In addition to the various types of losses protected 
against, the policy must provide protection in various 
situations. In a highly mobile society such as ours, 
most people operate motor vehicles; and in many cases 
the automobile being operated may not be owned by the 
operator. For example, Jones may loan his auto to 
Smith; and as we have seen, Jones may be held liable 
with Smith if Smith is negligent. Therefore it is neces
sary to devise a contract which will protect the insured 
when someone else is operating his automobile. In addi
tion, it is deemed desirable to provide protection for the 
insured when he is operating someone else's automobile. 
Both of these requirements add to the complicated 
nature of the contract. 

The F AP is composed of four basic types of coverage, 
and is divided into four sections. Each of the four sec-
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tions constitutes a different form of insurance, and two 
of the sections are further subdivided into various 
coverages. The F AP is a five page contract, with 25 
definitions, 26 exclusions, and a large number of exten
sions, conditions, provisions, and stipulations. A 
Speciman of the F AP should be referred to in following 
the discussion of the contract. 

For our purposes, the important portions of the con
tract will be the coverages and sections listed below: 

Section I 
Coverage A - Bodily Injury Liability 
Coverage B - Property Damage Liability 

Section II 
Coverage C - Medical Payments 

Section III 
Coverage D - Comprehensive 
Coverage E - Collision 

Section IV 
Coverage J - Uninsured Motorists 

Section I - Liability 
Section I of the FAP is the liability coverage. It is 

composed of two insuring agreements, designated 
Coverages A and B. Coverage A, which covers bodily 
injury liability, has two limits of liability, one limit 
which is the maximum which the company will pay for 
injury to any person, and a second, which is the max
imum which the company will pay for all persons in
jured in one accident. The " per occurrence" limit is two 
or three times as large as the per person limit. Thus the 
insured has an option of the various combinations of 
limits for bodily injury listed below, in addition to other 
higher limits: 

$10,000 per person/$20,000 per occurrence 
$25,000 per person/$50,000 per occurrence 
$50,000 per person/100,000 per occurrence 
100,000 per person/300,000 per occurrence 

The property damage limit of liability is the max
imum amount which the company will pay for damage 
to the property of others as the result of one occurrence. 
The options available under the property damage insur
ing agreement are $5,000, $10,000, $25,000, $50,000, 
and $100,000. 

The insuring agreements for Coverages A and B are 
extremely broad, promising to pay all sums which the 
insured becomes legally obligated to pay as damages 
because of either bodily injury or property damage, aris
ing out of the ownership, maintenance, or use of either 
an owned automobile or a non-owned automobile. 13 

13The terms "owned aut.omobile" and "non-owned automobile" 
have precise meanings and are defined in the policy. For t,he present 
we may consider an owned automobile to be the automobile described 
in the policy, and a non-owned automobile any other automobile not, 
owned by Lhe insured or a member of his family. 

Supplement Payments 
In addition to paying the sums which the insured is 

legally obligated to pay, the liability section includes 
another set of promises which are extremely important. 
First, the company promises to defend the insured in 
any suit which is brought alleging negligence in the 
operation of an owned or non-owned automobile. This 
promise is in effect a legal retainer which is always 
available to the insured in the event that he is sued for 
negligence in connection with the operation of an 
automobile. The promise to defend is in addition to the 
promise to pay any judgment, and any expenses incur
red in investigation or defense are payable in addition to 
the maximum limit of liability. To illustrate, let us say 
that Jones has an FAP with the basic 10/20/5 limits of 
liability, and that he is sued for $20,000 by an injured 
party. The policy will pay $10,000 of the judgment 
under insuring agreement A, and will pay any court 
costs and defense costs in addition to this. 

In addition to the promise to defend, the policy also 
promises to pay the cost of any appeal bonds, bonds to 
release attachments, or bail bonds which are required 
from the insured because of an accident or traffic law 
violation connected with an automobile. This last pro
vision, relating to bail bonds, is often overlooked simply 
because insureds do not know that it exists. If the in
sured is arrested for speeding, drunken driving, or any 
other traffic violation, the policy will pay the cost of his 
bail bond.14 

Finally, the company agrees to pay any expenses 
which are incurred by the insured at the time of an acci
dent in providing immediate surgical or medical care to 
a person injured in an accident involving an insured 
automobile, or any other expenses which are incurred 
by the insured, (except loss of earnings), which are at 
the company's request. 

Persons Insured 
The section of the F AP entitled '' Persons Insured· · is 

one of the most crucial portions of the contract. There 
are four types of individuals covered under the liability 
section of the policy, and this coverage is provided for 
both owned and non-owned automobiles. The F AP in
cludes a "severability of insureds" provision similar to 
that of the CPL, which states that the insurance afford
ed under the policy applies separately to each insured 
against whom suit is brought. Thus one insured under 
the policy could sue another insured and the insurance 
company will be required to respond for any damages 
which are assessed by the court. 

111-lowever Lhe company is not required to furnish the bond; it will 
merely pay the cost, of the bond Suppose ~Ir. J ones is arrested for 
speeding, taken Lo jail. and his bond is set at $500. If the bondsman 
charges 10°1" of the bond, the insurance company will pay the $50 fee 
which the bondsn1an charges for posting the $500. 
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Persons Insured - Owned Automobile. The 
following persons are insured with respect to the owned 
automobile: 

1. The Named Insured (including a spouse if a resid
ent of the same household). 

2. Residents of the same household. 
3. Any other person using the owned automobile 

with the permission of the Named Insured. 
4. Any other person or organization who might be 

held vicariously liable because of negligence on the 
part of one of the three above listed insureds. 

Note that the definition of "Named Insured" in the 
policy includes the spouse of the person listed in the 
declarations. This is an important point, since the 
coverage afforded under the policy for a ''Named In
sured" is considerably broader than the coverage for 
other insureds. 

Residents of the insured' s household other t han a 
spouse are also covered as insureds under the policy, 
and do not need the permission of the Named Insured to 
be covered while operating the owned automobile. The 
term "resident" has a special legal connotation and may 
extend beyond the named insured's household. If a 
relative, such as a son or daughter, is temporarily away 
from home, he or she is still considered to be a resident 
if he considers the named insured's home to be his 
residence and intends to return to it. 

In addition to the coverage provided for the named in
sured and residents of his household, the policy pro
vides coverages for any other person using the owned 
automobile, provided that they have the permission of 
the Named Insured. Note that only the Named In
sured, (including a spouse if a resident of the same 
household), can give permission and have coverage 
apply. Although children residing in the insured's 
household are " Insureds" under the policy, they are not 
"Named Insureds" and they cannot, therefore, permit 
friends to drive the owned automobile and have 
coverage apply. 

The inclusion of any person who might be held 
vicariously liable because of the negligence of an in
sured is intended to provide liability protection for the 
employer of anyone who might be operating the 
automobile as an " insured", (i.e. , the named insured, a 
resident of the same household, or someone else who is 
operating the automobile with the permission of the 

amed Insured). Employers often request t hat they be 
named as additional insureds under their employee's 
auto policy, but this provision makes such action un
necessary. 

Persons lnsured- Nonowned Automobile. As in the 
case of the definition of persons insured for the owned 
automobile, the definition of persons insured for a 
nonowned automobile is quite specific. Coverage is pro-

vided for the following parties with respect to a 
nonowned automobile while being used with the permis
sion of the owner: 

1. The named insured (including a spouse if a resi
dent of the same household) 

2. Resident relatives, but only with respect to a 
nonowned private passenger automobile 

3. Any other person or organization, except the 
lender of the nonowned automobile, who might be 
held vicariously liable because of negligence on 
the part of one of the above listed insureds 

Note first the coverage for nonowned automobiles is 
provided only for the named insured and resident rela
tives. Note also that resident relatives are covered only 
for the use on nonowned private passenger automobiles. 
The named insured, on the other hand, is covered while 
operating any automobile (a truck for instance). Note 
finally that no coverage is provided for the owner of the 
nonowned automobile. 

The coverage granted for non-owned automobiles can 
be a source of great difficulty as far as the liability 
coverage of the Family Auto Policy is concerned. Let's 
take a simple example and explore the possibilities. For 
the sake of our example, let us assume that Mr. Jones 
has an FAP with himself as the Named Insured, with 
liability limits of $10,000/$20,000/$5,000. His neighbor, 
Mr. Smith, also has an F AP with the same limits. Mr. 
Jones has a son and Mr. Smith has a daughter. On the 
evening in question, Jones Jr. is driving his father 's car. 
Of course he is insured, since he is a resident of his . 
father 's household. Smith's daughter asks Jones Jr. to· 
teach her how to drive and Jones Jr. agrees. This 
proves to be a serious mistake for shortly after Miss 
Smith gets behind the wheel she smashes into a bus, 
caroms into three other vehicles, and finally hits a 
pedestrian. The law suits may very well be substantial, 
and Miss Smith is in real trouble. Is there any coverage 
under either of the two policies to protect her from the 
liability which she incurs? Unfortunately the answer is 
no. Jones ' policy will not provide any protection 
because she did not have permission of the Named In
sured. Children may be insured under their parent's 
policies, but they do not enjoy the right to grant permis
sion to others. By the same tokf;n Miss Smith will not 
have coverage under her father 's policy, for the drive
other-car coverage of his policy requires that the 
nonowned automobile be operated with permission of 
the owner. Since she does not have the permission of 
the Named Insured, Jones' policy will not provide 
coverage. Since she does not have permission of the 
owner of the non-owned automobile (who in this case is 
Jones Sr.) she does not have coverage under her father's 
policy. Is she had had the permission of Jones Sr., then 
both policies would have applied. 15 In such situations, 

';Some may say "This may all be very true, but the only thing that ~1iss Smith has to do is to get Mr. Jones to say that, she had his perrnis
sion. If he ,vill just do this, then both policies will cover her" As you will recall from the discussion of vicarious liability as it relates to the 
auton1obile, the o,vner of an automobile is held liable for the operation of his auto by someone else who is operating the auto with his permission. 
Since b\ admitting that t\,liss Smith had his permission Jones would leave himself open for a substantial amount of legal liability, he may be 
reluctant to say that I\,liss Smith had his per11Ussion. 
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that is, in those cases where there are two policies that 
may cover the loss, the insurance on the car being 
driven is primary. It will pay first; after the limits of 
liability under the policy covering the auto being driven 
have been exhausted, the excess policy will apply. 

Important Definitions 
Certain of the definitions of the F AP are particularly 

important. Perhaps the two most important are the 
definitions of an "owned automobile" and a ' 'non-owned 
automobile". Under the FAP, an owned automobile is 
defined as: 

(a) a private passenger, farm or utility automobile 
described in this policy for which a specific pre
mium charge indicates that coverage is afforded. 

(b) a trailer owned by the Named Insured. 
(c) a private passenger, farm or utility automobile 

ownership of which is acquired during the policy 
period provided 
(1) it replaces an owned automobile as defined in 

(a) above 
(2) the company insures all private passenger, 

farm or utility automobiles owned by the 
Named Insured on the date of such acquisition 
and the Named Insured notifies the company 
during the policy period or within 30 days of 
the date of such acquisition of his election to 
make this and no other policy issued by the 
company applicable to said automobile, or 

(3) a temporary substitute automobile. 

The portion of this definition that deserves attention 
is the part dealing with the acquisition of a new 
automobile during the policy period. As the provisions 
of the definition indicate, there is automatic coverage on 
a new car purchased by the insured, if it replaces an 
auto which was insured under the policy. Even in the 
case of an additional automobile, the policy will provide 
automatic coverage, provided that all of the automo
biles owned by the Named Insured are insured by the 
company. For instance, if Mr. Jones has a 1956 Ford 
and he trades it on a 1965 Ford, the 1965 Ford will be 
covered automatically. If, on the other hand, he keeps 
the 1956 Ford and buys a 1965 Ford, the additional 
auto will be covered only if Jones does not have any 
other cars which are insured in some other company. Of 
course the company is entitled to an additional 
premium for covering the additional auto; but even if 
Jones has an accident before he notifies the company 
about the additional auto, the policy will cover him. 
Note that notice to the company is required only during 
the policy period or within 30 days; notice within either 
period will provide coverage. 

A non-owned automobile is defined in the policy as 
an automobile or trailer not owned by or furnished for 
the regular use of the named insured or relative who is a 
resident of his household. This means that the liability 
coverage of one member of the family will not apply to 

an automobile owned by another member of the family. 
If the father has an automobile insured in his name, and 
the son owns an automobile insured in his name, the 
father 's insurance will not cover him while he is driving 
the son's car. As far as the father's policy is concerned, 
the son's car is not a "non-owned automobile", for it is 
owned by a relative who is a resident of the same 
household. At the same time, it is not an "owned auto", 
since it does not meet the definition of "owned auto" in 
the father's policy. In the event the father drives the 
son's car, only the insurance on the son's car will apply. 
This can be an important factor. Most insurance com
panies are unwilling to write high limits of liability on 
automobiles operated by youthful drivers. If the father 
has high limits of liability on his own car, he may feel 
adequately protected while driving the son's car, which 
might have minimum limits. In the event of an acci
dent, the father will find to his dismay that his policy 
does not protect him while driving the son's car. 16 

On the other hand, if either the father or the son is 
operating a private passenger automobile which 
qualifies as a non-owned automobile, both policies will 
apply. For example, let us say that both Jones and 
Jones Jr. have their automobiles insured under the 
FAP, each with $10/20/5 limits of liability. If Jones Jr. 
is involved in an accident while driving a friend's 
private passenger automobile with permission, both 
policies will provide coverage on an excess basis (after 
the insurance on the car being driven). Jones Jr. has 
drive-other-car coverage under his own policy; and as a 
resident of his father's household, he also has drive
other-car coverage for a private passenger automobile 
under his father 's policy. 

Trailers 
Under the liability section of the FAP, the definitions 

of both an " owned automobile" and a " non-owned 
automobile" include a " trailer". A trailer is defined as: 

a trailer designed for use with a private passenger 
automobile, if not being used for business or com
mercial purposes with other than a private pas
senger, farm, or utility automobile, or a farm 
wagon or farm implement while being used with a 
farm automobile. 

This definition is sufficiently broad to include virtu
ally any type of trailer. The only restrictions imposed 
are that the trailer must be designed for use with a 
private passenger auto, and if it is being used for 
business, it must be used with a private passenger, 
farm, or utility automobile. If it is not being used for 

16There is one exception to this statement. The son's auto might 
qualify as a "temporary substitute automobile ·. if it is being used by 
t he father while his own car is withdrawn from use because of 
mechanical breakdown, servicing. or repair. I\ temporary substitute 
automobile may be O\\'ned b\ a resident of the msured's household. 
althoug h it may not be an auto owned by t he Named Insured himself. 
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business, a trailer is covered when used with any 
automobile. 

The coverage afforded under the F AP for trailers is 
an important feature of the policy. Under the basic 
auto policy, and at least one major non-bureau form, the 
liability coverage on the automobile is suspended if the 
auto is used with any trailer (except a utility trailer), 
which is not specifically insured in the same company. 
Not only are both owned and non-owned trailers 
covered under the liability section of the F AP, but there 
is no additional premium required for such coverage. 

Exclusions 
There are ten exclusions under the liability portion of 

the Family Auto Policy: 

Exclusion (a) excludes liability while the insured 
automobile is used as a public or livery conveyance. 
There is no intent under this exclusion to exclude 
coverage when the insured uses his auto in a car pool or 
a similar arrangement. The basic characteristic of a 
public or livery conveyance is the fact that the insured 
has no control over who he carries. If the insured car
ries fellow workers to the job and charges them, this 
does not make his auto a public or livery conveyance. 

Exclusion (b) deals with damage caused intentionally 
or at the direction of the insured. Since the policy is 
written on an occurrence basis rather than on an acci
dent basis, this exclusion is necessary to eliminate 
coverage for intentional torts. As noted previously, 
such coverage would be contrary to public policy. 

Exclusion (c), which deals with nuclear energy liabili
ty, and exclusion (d), which excludes liability arising out 
of the operation of farm machinery, are self explana
tory. 

Exclusions (e) and (f) both deal with liability in con
nection with persons who are entitled to workmen's 
compensation benefits. Exclusion (e) excludes bodily 
injury liability to employees of the insured if workmen's 
compensation benefits are payable or required to be 
paid under a workmen's compensation law. Exclusion 
(t) deals with liability to fellow employees of the insured, 
and excludes liability to fellow employees if they are in
jured as a result of the operation of an insured 
automobile in the business of the employer. However, 
the exclusion states that the exclusion does not apply to 
the Named Insured. In other words, if the Named In
sured should be sued by a fellow employee who was en
titled to workmen's compensation benefits. the policy 
would protect the Named Insured. The basic intent of 
this provision is to exclude the employer from coverage 
for bodily injury to a fellow employee of the Named In
sured. 

Exclusion (g) excludes liability completely when the 
auto is used 1n the automobile business by anyone ex
cept the Named Insured, a resident of the same house
hold, a partner of the Named Insured, or an agent or 

employee of the Named Insured. The basic intent is to 
deny liability coverage for a garage or other automobile 
business which might have custody of the automobile. 
This liability must be covered under a separate business 
contract. If Mr. Jones takes his automobile into a 
garage to have it serviced, his F AP will not provide pro
tection to the garage or to an employee of the garage 
who is driving or testing the automobile. 

Exclusion (h) is similar to exclusion (g), in that it deals 
with business use of automobiles. This exclusion ex
cludes any non-owned automobile from coverage while 
it is being used in the automobile business, or any other 
business of the insured. The exclusion states that it 
does not apply to the named insured with respect to a 
private passenger auto operated by the named insured 
in a business other than the automobile business. Thus 
the exclusion would not provide coverage for the 
Named Insured while operating a non-owned automo
bile in the automobile business, but it would cover him 
while operating a non-owned private passenger auto in 
any other business. The intent of this provision is to ex
clude coverage for automobiles that should be insured 
under a business liability policy. If the named insured 
works for a garage, his F AP will not provide protection 
while he is driving a non-owned auto in connection with 
his occupation. 

Exclusion (i) is one of the most important of all of the 
exclusions. It states: 

This policy does not apply under Part I to injury 
to or destruction of (1) property owned or trans- · 
ported by the insured or (2) property rented to or 
in charge of the insured other than a residence or 
private garage. 

This is the "care, custody, and control" exclusion of 
the FAP. It is important because it modifies the cover
age which is provided with respect to " non-owned auto
mobiles." When the insured borrows or rents an auto
mobile. the liability exposure connected with the opera
tion of that non-owned automobile is covered, except 
with respect to damage to the non-owned automobile 
itself. For example, let us say that Mr. Jones rents a 
car from ' 'Hertz.'' His F AP will pay for any damage 
which he causes in connection with the use of the rented 
automobile, but it will not pay for damage to the Hertz 
car itself, for the car is property which is ''rented to or in 
charge of the insured". It is important to remember 
that the liability coverage of the F AP will not provide 
indemnification for damage to an automobile that is 
borrowed or rented. 

Section II - Medical Payments 
Medical payments coverage has been available in one 

form or another in the automobile liability policy since 
1939. Under the medical payments section of the 
policy, coverage is provided for necessary medical, 
surgical, dental, and funeral expenses which are in
curred within one year from the date of an accident. 

- 85-



Medical payments coverage is divided into two sec
tions, corresponding to earlier forms of coverage which 
were called " basic medical payments" and "extended 
medical payments". The medical payments coverage 
originally applied only if the insured or a member of his 
family were injured while occupying an auto. This was 
the basic medical payments. The coverage could be ex
tended to provide coverage if the insured or a member 
of his family were merely struck by an automobile. 

Division 1 of the medical payments section provides 
protection for the named insured and each relative who 
suffers bodily injury caused by accident, while occupy
ing or through being struck by an automobile. By 
policy definition, the term "occupying" is stated to in
clude in or upon or entering into or alighting from. This 
division, Division 1, covers the Named Insured and resi
dent relatives of his household. 

Division 2 provides coverage for persons other than 
the Named Insured and members of his household, but 
the coverage is not as broad as that provided under 
Division 1. Persons covered under Division 2 are 
covered only when they are occupying an automobile 
under certain conditions. First, they are covered while 
occupying an owned automobile, while it is being used 
by the named insured, a resident of the household, or 
any other person who has the permission of the named 
insured. In addition, they are covered while occupying 
a non-owned automobile, provided that the injury 
results from the operation or occupancy of the non
owned automobile by the named insured or a resident 
relative. As under the liability section, the relative has 
coverage only for a non-owned private passenger auto
mobile, while there is no such restriction with respect to 
the Named Insured. Both the Named Insured and resi
dent relatives must have the permission of the owner of 
the non-owned automobile, and the operation must be 
within the scope of the permission. 

It is important to note that the insuring agreement 
which provides the medical payments coverage is a 
separate insuring agreement. Unlike the medical pay
ments of the CPL, the medical payments of the F AP are 
designed to pay for members of the insured' s family and 
others who are occupying an automobile operated by 
the Named Insured or a resident relative, or who are oc
cupying the owned automobile with the permission of 
the Named Insured. Medical payments coverage does 
not apply to persons who are injured by the insured 
unless they are occupants of an insured automobile. 

One of the important features of the medical pay
ments coverage is that it applies to the named insured 
or resident relatives when they are struck by an auto
mobile, even though they may not be in an automobile 
at the time. A child of the insured might be struck by 
an auto while crossing the street. In such a case, the 
medical payments of the family auto policy would pay 
for the medical expenses involved, up to the limit avail
able. 

The basic limit of liability under the medical pay
ments portion of the policy is $500 per person, with no 
maximum limit per accident. For a small additional 
premium, (a few dollars per year), this limit can be in
creased to any amount up to $5,000 per person, with no 
aggregate limit per accident. 

Exclusions under Medical Payments. There are 
relatively few exclusions under the medical payments 
section of the F AP. 

Exclusion (a) excludes injury sustained while occupy
ing an owned automobile which is being used as a public 
or livery conveyance, or a trailer that is being used as a 
residence, such as a house trailer. 

Exclusion (b) excludes injury sustained by the Named 
Insured or a resident relative as a result of being struck 
by a farm type tractor or other equipment designed for 
use off of public roads unless it is on public roads, or as 
a result of being struck by a vehicle operated on rails or 
crawler treads. 

Exclusion (c) deals with persons covered under Divi
sion 2, and excludes payment to such persons while oc
cupying a non-owned automobile which is being used as 
a public or livery conveyance or which is being used in 
the automobile business. In addition, there is no 
coverage for injuries to such persons while occupying 
any non-owned automobile used in business unless the 
injury results from the operation or occupancy of a 
private passenger automobile by the Named Insured, 
his private chauffeur, or domestic servant. 

Exclusion (d) deals with injuries sustained by a per
son who is entitled to workmen's compensation bene
fits. The coverage is extremely broad in this respect. 
Medical payments are payable in addition to any bene
fits payable under workmen's compensation unless the 
individual is employed in the automobile business. 

Many people underestimate the importance of ade
quate limits under the medical payments portion of the 
auto policy. Those who have hospitalization policies 
often feel they can do without this coverage. Yet this 
coverage is probably one of the best insurance buys 
available. It is designed to cover not only the members 
of the insured's family, but also guests in the car. 
Every responsible motorist feels a sense of obligation to 
his passengers; yet if these passengers are injured due 
to the negligence of the driver, the guest hazard statute 
would probably prevent them from collecting. A driver 
who has high limits of liability can meet the obligation 
which he feels without forcing the guest to resort to 
legal action. This is probably one of the most important 
points concerning medical payments coverage: it is not 
a liability coverage. There need have been no negli
gence or liability in order to collect under the medical 
payments portion of the policy. The medical payments 
coverage provided under the F AP is simply a spe
cialized type of health insurance which has been made 
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a part of the auto policy. The benefits under this 
coverage are payable in addition to benefits which may 
be received from other sources. For example, if Mr. 
Smith is struck by an automobile, his medical payments 
coverage will pay any medical expenses which result, up 
to the liqijt of the coverage. In addition, Mr. Smith 
may sue the driver of the vehicle which struck him and 
collect for his medical expenses, for there is no subroga
tion provision applicable to the medical expense cover
age. In addition, medical payments under the F AP are 
made regardless of coverage under any other health and 
accident policy which the insured may have. 

Section IV - Uninsured Motorist Coverage 
Uninsured Motorist Coverage, designated Coverage J 

in the F AP, is designed to protect the insured and 
members of his family from the acts of financially irr& 
sponsible motorists. In spite of the financial responsi
bility laws and the dictates of common sense, some peo
ple still drive without automobile liability insurance. 
Uninsured motorist coverage is designed to meet the 
need for protection against bodily injury which an in
sured may suffer as result of being struck by an unin
sured driver or a hit and run driver. 

In its simplest terms, Section IV promises to pay the 
amount which a person insured could have collected 
from the insurance company of an uninsured driver or a 
hit and run driver, if such a driver had carried auto
mobile liabilty insurance. The coverage is an attempt 
by the insurance companies to provide a solution to the 
problem of uninsured drivers and forestall compulsory 
automobile insurance. 

Persons Insured. Under Section IV, an insured per
son includes: 

1. The named insured and resident relatives 
2. Any other person while occupying an insured 

automobile. 
3. Any person, with respect to damages he is entitled 

to collect because of bodily injury to the named in
sured, a resident relative, or any other person oc
cupying an insured automobile. 

Note that the Named Insured and resident relatives 
are covered even when they are not occupying an auto
mobile. If the insured or a resident relative is struck by 
an uninsured automobile, there is coverage. Others are 
covered only while actually in an automobile which is 
covered under the policy as an "owned automobile" or a 
"non-owned automobile." 

There are five situations in which coverage does not 
apply: 

1. If the insured is involved in an accident with an 
automobile that is insured for an amount at least 
equal to the minimum limits of liability required 
by the financial responsibility law of the state, 
there is no coverage under the Uninsured Motorist 
coverage. 

2. If the insured is involved in an accident with an 
automobile which is owned or operated by a quali
fied self insurer, there is no coverage under the Un
insured Motorist section. 

3. If the insured is involved in an accident with a 
government owned vehicle, there is no coverage 
under the Uninsured Motorist section, even 
though the government vehicle may be uninsured. 

4. If the insured is involved in an accident with an 
automobile owned by the Named Insured or any 
resident of the Named Insured's household, there 
is no coverage under Uninsured Motorists cover
age, regardless who is operating the uninsured 
auto. 

5. There is no coverage under the Uninsured Motor
ist section if the insured or his representative 
makes any settlement with the guilty party with
out written consent of the insurance company. 

Limit of Recovery Under Section IV 
The basic limits of liability for the Uninsured Motor

ists Coverage are $10,000 per person and $20,000 per 
accident. When the insured has purchased higher limits 
for his own Bodily Injury liability coverage, he may 
select a higher Uninsured Motorist coverage limit. For 
example, an insured who has purchased $50,000/ 
$100,000 Bodily injury limits or $100,000/$300,000 
Bodily Injury limits is eligible for the same limits of 
coverage under the Uninsured Motorist Coverage. 
When the higher limits of Uninsured Motorist coverage 
is purchased, the policy covers losses caused by ' 'under- · 
insured motorists" as well as "uninsured" motorists. 
An "underinsured" vehicle is any vehicle with liability 
limits less than the applicable limits under Section IV of 
the policy. It should be noted that this coverage applies 
only to bodily injury caused by an uninsured or under
insured motorist, and that it does not afford coverage 
for property damage caused by such a motorist. 

There is a possibility that the insured and the com
pany may not be able to agree as to whether the 
operator of the uninsured automobile is legally liable, or 
on the amount to which the insured would have been en
titled to collect. The policy specifically provides that a 
judgment against the negligent party is not taken to be 
conclusive proof of the amount to which the insured is 
entitled under Section IV. In the event that the insured 
and the company cannot agree, the policy provides that 
settlement is to be made through arbitration in accor
dance with the rules of the American Arbitration Asso
ciation. 

Uninsured Motorist coverage is an essential part of 
the Family Auto Policy. In some jurisdictions this 
coverage has been made mandatory on all policies sold. 
In view of the relatively low cost of the coverage, ($3.00 
per year), it is an exceedingly v.1orthwhile coverage and 
should be included in every policy. In the state of Iowa 
it is included in all policies unless specifically rejected 
by the insured. 
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Underinsured Motorist Coverage. A variation of 
the Uninsured Motorist Coverage concept, which has 
recently become available in many states as an optional 
endorsement to the Family Automobile Policy, is called 
" Underinsured Motorist" coverage. Underinsured 
Motorist coverage provides for payment, up to the 
limits specified for the coverage, of sums which the in
sured could have collected from the insurer of a negli
gent driver in those instances where the other driver 
had ins11rance, but where the limits of his or her policy 
are inadequate to pay the damages suffered and are also 
less than the limit of the U nderinsured Motorist Cover
age. Coverage is available up to the limits of the bodily 
injury liability coverage of the policy, usually with a 
maximum of $100,000 per person and $300,000 per oc
currence. Although this coverage developed out of the 
Uninsured Motorist Coverage, it does not in any sense 
duplicate or overlap with Uninsured Motorist coverage. 
Uninsured Motorist coverage applies when the driver of 
the other auton1obile does not have insurance, is a hit
and-run driver, or in some states, if the insurer of the 
negligent driver becomes insolvent. U nderinsured 
Motorist coverage applies only when the other driver 
had insurance, but the limits are less than the amount 
to which the injured person is entitled to collect and also 
less than the limits of the Underinsured Motorist 
Coverage. 

Section Ill of the FAP - Physical Damage 
As noted previously, the ownership or operation of an 

automobile involves three possibilities of loss: 
1. Legal Liability 
2. Injury to the insured and passengers in the auto

mobile 
3. Damage to or loss of the automobile 

Thus far, it has been demonstrated that the Family 
Automobile Policy does a remarkable job of filling the 
first two of these needs. All that remains now is to pro
vide protection for the insured or damage to or loss of 
his own automobile. 

The physical damage section of the Family Auto 
Policy provides coverage against loss of the automobile 
or damage to the automobile. There are six coverages 
available: 

Coverage D - Comprehensive 
Coverage E - Collision 
Coverage F - Fire, Lightning. and Transportation 
Coverage G - Theft 
Coverage H - Combined Additional Coverage 
Coverage I - Towing and Labor Cost 

We will confine our discussion, for the most part, to 
the first two of these six coverages, comprehensive and 
collision. These are the coverages that are most fre
quently purchased. As we shall see, Coverage D (con1-
prehensive) includes protection against all of the perils 
insured against under Coverages F, G, and H. These 

coverages are seldom used, simply because the dif
ference in cost between them and comprehensive, 
(which is an all risk coverage), is so small. 17 

Coverage D - Comprehensive 
Comprehensive is essentially an "all risk" type of 

property insurance. Under the comprehensive insuring 
agreement, the insurance company promises to pay for 
"loss caused other than by collision to the owned auto
mobile or to a non-owned automobile''. The purpose of 
excluding collision under the comprehensive insuring 
agreement, and then providing this coverage under a 
separate insuring agreement, is to permit the applica
tion of a deductible to collision losses. If it were not 
desirable to use a deductible on collision losses from an 
underwriting and price standpoint, it would be possible 
to combine comprehensive and collision into one insur
ing agreement. 

The comprehensive insuring agreement states that for 
purpose of this coverage, breakage of glass, and loss 
caused by missiles, fa11ing objects, fire, theft and lar
ceny, explosion, earthquake, windstorm, hail, water, 
flood, malicious mischief or vandalism, riot or civil com
motion, or colliding with a bird or animal, shall not be 
deemed to be loss caused by collision. 

In other words, since these losses are not deemed to be 
losses caused by collision, they are losses covered under 
the comprehensive insuring agreement. The insured 
would prefer to have any losses that occur covered 
under the comprehensive insuring agreement rather 
than the collision coverage, since the collision coverage 
is written with a deductible .. b To illustrate the intent of 
the above provision, suppose that Mr. Jones has an 
FAP with comprehensive and collision, and that the col
lision coverage is written with a $50 deductible. If Mr. 
Jones ' car is stolen and later found wrecked, the in
surance company will be obligated to pay the entire 
loss, without any deductible, for the policy specifically 
states that a loss due to theft shall not be deemed to be 
a loss due to collision. 

The comprehensive coverage also provides some 
limited coverage on personal effects of the insured while 
they are in or upon the owned automobile. The 
coverage for personal effects is widely misunderstood, 
particularly in the case of the Family Auto Policy. The 
Family Auto Policy will pay for loss of personal effects, 
up to $100, while they are in or upon the owned auto-

Ii About the only t ime that coverages F, G, and H are sold is in the 
case of an older car, such as an antique. In such a situation the owner 
may want physical damage coverage, bu t the insurance con1pany is 
unwilling to provide comprehensive coverage because of the 
broadness of t he insuring agreement . As an alternative the o,,vner can 
purchase the separate named peril CO\. erage. 

lbComprehensive coverage may also be purchased with a deducti
ble; and while it was not common in t he past, con1prehensive is sold 
more and more with a deductible applicable. 
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mobile, provided that they, are damaged by fire or light
rung. It should be noted that this coverage is extremely 
limited. Fire and lightning are the only insured perils 
with respect to the contents of the automobile. Many 
persons who have their automobile insured under an 
F AP mistakenly think that the policy provides cover
age for theft of articles from the automobile. Com
prehensive includes theft coverage, but this theft cover
age applies to the automobile itself, and not to articles 
stolen from the automobile. 

Coverage E - Collision 
The collision <:;overage of the F AP is simple enough to 

understand. The company promises: 

To pay for loss caused by collision to the owned 
automobile or a non-owned automobile but only 
for the amount of each such loss in excess of the 
deductible amount stated in the declarations as 
applicable hereto. 

The insuring agreement further provides, and this is an 
important provision which is often overlooked. 

The deductible amount shall not apply to loss 
caused by a collision with another automobile in
sured by the company. 

The deductible amount is normally either $50 or $100, 
although other options are available. 

Under the collision portion of the policy, the company 
promises to pay for damage to the owned auton1obile 
{and to non-owned automobiles, a provision which will 
be discussed later), which is caused by collision with 
another object or by upset, no matter whose fault the 
accident is. Collision coverage can therefore be a valu
able coverage even if the accident is not the insured's 
fault. In those cases where the driver of the other auto
mobile is at fault, we would expect his liability coverage 
to respond for damages to the owned automobile. How
ever, the other party may not have insurance. If the in
nocent driver has collision coverage, he can collect the 
amount of loss (less any deductible) and then leave the 
task of collecting from the negligent driver to his in
surance company. The physical damage section of the 
FAP includes a subrogation provision, under which the 
insured is required to assign to the company all right of 
claim against a negligent third party, to the extent that 
he collects from his insurance company. Also, in the 
case where the insured is at fault, his collision coverage 
\\ill pay for the damage to his automobile, in addition to 
the payment made under liability for damage to the 
other party's automobile. 

Non-owned Automobile Coverage Under Section Ill 
Driv&other-car coverage similar to the liability cover

age is also provided under the physical damage section 
of the policy. The insured is protected from the finan
cial consequences which he might suffer if he damages 
an automobile which he has borrowed or rented. As you 
\\ill recall from our discussion of the liability section of 

the policy, there is a liability exclusion relating to the 
property of others in the care, custody, or control of the 
insured. If Mr. Jones borrows Smith's car, his liability 
policy will provide protection for any damage which he 
causes, but it will not provide coverage for damage to 
Smith's car. However, if Jones also has comprehensive 
and collision coverage, these coverages will apply to 
Smith's auto as a "non-owned automobile." Coverage 
is provided with respect to a non-owned automobile 
regardless of whether or not the insured is legally liable. 

The coverage with respect to a non-owned automobile 
is excess. In other words, if Smith has collision cover
age, Jones' collision coverage will apply only after 
Smith's policy has paid. If Smith has no collision cover
age, then Jones' policy will pay for the loss, less the 
deductible. If the deductible on the non-owned auto
mobile is higher than the deductible on the policy which 
is excess, the excess policy will pay the difference b& 
tween the deductibles. Perhaps another example will 
serve to illustrate the point. 

Mr. Smith has a 1975 Chrysler, which he has insured 
under an FAP with a $100 deductible on the collision 
coverage. Jones, who wishes to impress a young lady 
which he has just met, borrows Smith's car. Jones has 
a 1937 Nash, also insured under an FAP, but with $50 
deductible under the collision coverage. While showing 
the young lady what a superior driver he is, Jones piles 
the Chrysler into a brick wall and totally demolishes it 
(the car, not the wall). Since the coverage on the auto-· 
mobile being driven is primary, Smith's policy ~rill pay 
for the damage to the Chrysler, less the $100 deductible. 
As excess coverage, Jones' policy will pay the amount 
of the remaining loss, ($100, less his deductible - $50). 
Jones' policy will theretofore pay an additional $50. 
Jones will probably have to pay the remaining $50 him
self or lose Smith's friendship (or possibly both). 

The driv&other·car coverage under Section III of the 
policy is somewhat more limited than the driv&other
car coverage of the liability section. Under the physical 
damage coverage, the Named Insured and resident rela
tives are covered for physical damage to an automobile 
which they are driving or which is in their possession; 
however, a non-owned automobile is defined more nar
rowly under the physical damage section than it is 
under the liability section. As you will recall, the named 
insured has driv&other-car liability coverage for any 
type of automobile, while the resident relatives are 
covered only for a private passenger automobile. Under 
the physical damage section, both the named insured 
and resident relatives are covered only for non-owned 
private passenger automobiles. Again, as under the 
liability section, a non-insured automobile is defined as 
an automobile which is not owned by or furnished for 
the regular use of the named insured or a resident 
relative. 
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Trailers Under Section Ill 
Under the physical damage section of the FAP, an 

owned trailer is covered against loss under collision or 
comprehensive only if the trailer is listed and a 
premium paid therefore. In addition, the definition of a 
trailer is somewhat more limited under Section III than 
under the liability coverage. Under the physical 
damage coverage, a trailer is defined as: 

a trailer designed for use with a private passenger 
automobile, if not being used for business or com
merical purposes with other than a private 
passenger, farm, or utility automobile, and if not a 
home, office, store, display or passenger trailer. 

Under the definition of a non-owned automobile in the 
physical damage section, a non-owned utility auto
mobile is covered against loss under comprehensive and 
collision, but with a maximum limit for any loss of $500. 

Physical Damage Supplementary Payments 
The supplement payments portion of the physical 

damage coverage provides certain additional benefits to 
the insured without additional premium. The supple
mentary payments are in a sense "fringe benefits" 
which have been added to the contract over a period of 
time as competitive devices. The most important of the 
supplementary benefits under the physical damage sec
tion is the promise to pay for loss of use following the 
theft of the owned automobile; the company agrees with 
the insured: 

to reimburse the insured for transportation ex
penses incurred during the period commencing 48 
hours after a theft covered by this policy of the en
tire automobile has been reported to the company 
and the police, and terminating when the auto
mobile is returned to use or the company pays for 
the loss; provided that the company shall not be 
obligated to pay aggregate expenses in excess of 
$10 per day or totaling more than $300. 

The payment for loss of use as a result of the theft of 
the automobile is payable in addition to the applicable 
linlit of liability for the automobile. 

The physical damage coverage under both compre
hensi ve and collision is on an "actual cash value" basis. 
The company is not required to replace the used auto
mobile with a new one. As a matter of fact, the com
pany may not replace the automobile at all. The policy 
provisions give the company three options in loss settle
ment: 

1. The company may pay for the loss is cash. 
2. The company may repair the damaged property. 
3. The company may replace the damaged property. 

The choice of which option it elects is up to the com-
pany. If the insured and company cannot agree on the 
amount of a loss, either party may, within a period of 60 
days after the submission of the proof of loss, demand 
an appraisal of the loss. The procedure used in ap-

praisal is the same as that under the fire policy. Each 
party selects a competent and disinterested appraiser; 
the appraisers then selects a competent and disinterest
ed umpire. The appraisers independently determine the 
amount of the loss, and failing to agree they submit 
their differences to the umpire. An agreement on the 
part of any two of the three parties involved in the ap
praisal is binding. 

Coverage I - Towing and Emergency Road Service 
The towing or road service coverage is available for a 

nominal premium. This coverage is designed to pay for 
any on the road service or charge for towing the auto
mobile to a garage which may be necessary due to a 
mechanical failure. Towing is not a crucial coverage; 
the insured can probably afford to pay such expenses 
himself rather than purchase insurance protection. 
However, as in the case of many insignificant losses, 
many individuals prefer to purchase this protection 
rather than budget such expenses. The normal limit for 
this coverage is $25 per disablement. 

Exclusions Under Section Il l 
Taken together, Coverages D and E constitute a 

broad form of all risk coverage on the automobile. There 
are eight exclusions applicable to the coverage under 
Section III of the Family Auto Policy. 

Exclusion (a) excludes loss to any automobile when it 
is being used as a public or livery conveyance. As we 
have seen, participation in a car pool, or carrying 
friends, even though a charge might be made, does not 
constitute use as a public or livery conveyance. 

Exclusion (b) excludes any loss due to war. 

Exclusion (c) excludes loss to any non-owned auto
mobile arising out of its use by the insured while he is 
employed in the automobile business. If the insured 
works for a garage, his F AP will not provide coverage 
on customer's automobiles which he may be driving. 

Exclusion (d) excludes loss to any automobile owned 
by the insured, which is not described in the policy, if 
the insured has other valid and collectible insurance 
against such a loss. Essentially this exclusion elimi
nates coverage for additional acquired automobiles, if 
the insured purchases insurance to cover such auto
mobiles. 

Exclusion (e) excludes damage which is due to wear 
and freezing, mechanical or electrical breakdown or 
failure, unless such loss results from a theft covered by 
the policy. If the insured's automobile is stolen, and 
when recovered is found to have suffered substantial 
wear and tear, the loss would be covered as a loss due to 
theft. 

Exclusion (f) excludes loss to tires, unless they are 
damaged by fire, malicious mischief or vandalism, or 
stolen or unless the loss by coincident with and from the 
same cause as other loss covered by the policy. For in-
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stance, if the insured suffers a blow-out while driving 
down the road, the loss would not be covered. However, 
if the blow-out happened as a result of a collision, the 
loss to the t ire would be covered. 

Exclusion (g) excludes loss due to radioactive contam
ination. 

Exclusion (h) states that breakage of glass is excluded 
under Coverage E (collision), if insurance with respect to 
such loss is otherwise provided. In other words, if the 
insured has purchased comprehensive, glass breakage. 
If he has not purchased comprehensive, but carries colli
sion, the glass breakage which is a result of a collision 
will be covered under collision, subject to the deducti
ble. 

Conditions of the FAP 
There are 18 conditions to the F AP. In addition to 

those which have already been noted, the following are a 
few of the more important. 

Policy Period and Territory. One of the more impor
tant conditions of the policy limits the territory in 
which the policy applies to the United States, its ter
ritories and possessions, or Canada, or while the auto is 
being transported between ports thereof. Note that 
there is no coverage under the policy in Mexico, a rather 
important exception in this day of travel. If the insured 
drives into Mexico, he must obtain coverage from a 
company in writing auto insurance in Mexico. 

Two or More Automobiles. The F AP is often used to 
insure two automobiles which are owned by the same in
dividual. When two or more automobiles are insured 
under the same policy, the terms of the policy apply 
separately to each automobile. An automobile and a 
trailer which are being used together are considered to 
be one automobile for the liability coverage, and two 
automobiles with respect to the physical damage cover
age. Thus, since they are considered to be one auto
mobile for liability, only the limits of liability listed in 
the policy are available to the insured. Since they are 
considered to be two automobiles for physical damage, 
the deductible would apply to each. 

Cancellation. The F AP has a limited cancellation 
provision. The insured may, of course, cancel the policy 
at any time he desires. In the event that the insured 
decides to cancel, the return premium is computed on a 
short rate basis. If the company cancels, the return 
premium is computed on a pro-rata basis. The com
pany's right to effect cancellation is limited after the 
policy has been in force for 60 days. After the policy 
has been in effect for 60 days, or, if the policy is a 
renewal effective immediately, the company cannot 
cancel Section I (liability coverage) except in certain in
stances which are specified in the policy. 

In Iowa the right of an insurance company to cancel 
an auto policy is subject to restriction by statute, and 
these statutory restrictions, which are discussed later in 

this section, overide the restrictions in the policy. 

THE SPECIAL AUTO POLICY 
The Special Auto Policy has already been described 

briefly. At this point we will discuss the major differ
ences between the Special and the Family Auto Policy, 
which has just been examined in detail. 

The Special was introduced in 1959, has since been 
revised twice (once in 1963 and again in 1967) and 
marks a departure from many of the principles of the 
Family Auto Policy. Although the eligibility require
ments are technically the same as for the FAP, the 
Special is written with a Safe-Driver rating which im
poses surcharges for accidents and traffic violations. 
The underwriting requirements are more exacting in 
most companies. 

The policy is usually written for a period of 6 months, 
and is renewed by a certificate of renewal rather than by 
being replaced with a new policy. The renewal prem
iums are paid by the insured directly to the insurance 
company, giving rise to the descriptive term "Direct 
Bill Policy.'' 

There are a number of changes in coverage. In some 
instances the coverage is broader than that of the F AP, 
while in other areas it is considerably narror,ver. In 
those instances where the coverage is narrower, it is 
primarily a result of an attempt to avoid duplication of 
coverage and elimination of those situations under 
which an injured party might collect more than once for 
the same injury. The policy is a package in the sense 
that there are certain mandatory coverages. Liability, 
medical payments, uninsured motorists coverage and 
an accidental death benefit come as a package and the 
insured must purchase all of them. These are referred 
to as Part I of the Special. Part II consists of the physi
cal damage portion of the policy, which is optional. 

The accidental death benefit is a relatively simple in
suring agreement and requires little in the way of ex
planation. It applies to the Named Insured and spouse 
and agrees to pay $1,000 in the event of death caused 
by accident, directly and independently of all other 
causes, as a result of being struck by an automobile or 
while occupying an automobile. 

Major Differences in Coverage between 
the FAP and the Special 

1. A single limit of liability under the Special gives the 
insured a choice of $25,000, 50,000, 100,000, 200,000 or 
300,000. The medical payment limit is related to the 
amount of coverage under liability. This single limit is 
preferable from the point of view of the insured. Under 
an FAP policy written with limits of $10/$20/$5, the in
sured would have only $10,000 in protection for injury 
to a single person, or only $5,000 in coverage for proper
ty damage. Under a single limit, he would have the 
$25,000 for either of these occurrences. 

2. Residents of the Named Insured' s household must 
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have permission of the Named Insured in order to be 
covered while driving the owned auto. They do not 
need such permission under the F AP. 

3. A person related to the Named Insured and residing 
in his household is not a relative under the terms of the 
special if he owns a private passenger automobile. This 
means that such a person does not enjoy the coverage 
afforded a relative. For example, he would not have 
drive-other-car coverage under the Special policy while 
operating a non-owned automobile. Under the FAP, he 
would have coverage under both his own policy and 
that of the relative. 

4. Notice must be given to the company within 30 
days for coverage to apply to an additional automobile, 
or for physical damage coverage to apply to a replace
ment automobile. Under the F AP notice is required on· 
ly during the policy period. 

5. :tv1edical payments are paid only if the injured party 
executes a written statement that the medical pay
ments will be applied toward the settlement of any 
claim against the insured under the liability section of 
the policy. 

6. Medical payments are made only to the extent that 
expenses are not paid or payable under: 

(a) Other automobile or premises medical payments . 
msurance 

(b) Individual, blanket, or group accident and health 
(c) Medical or surgical reimbursement plans 
(d) Workmen's compensation. 

Under the FAP, medical payments are made regard
less of other coverage which the insured may have or 
workmen's compensation benefits (except workmen's 
compensation benefits for persons engaged in the auto 
business). 

7. The insurance company may require a subrogation 
right against a third party equal to medical payments 
paid. Under the F AP there is no provision with regard 
to subrogation for medical payments. 

8. Comprehensive and collision are applicable to a non· 
owned private passenger auto only if the insured is 
legally liable for the loss (and without regard to the in
surance on the non-owned auto). Under the FAP 
coverage is afforded on non-owned private passenger 
automobiles regardless of the insured's liability, to the 
extent that coverage does not exist on those automo
biles. 

9. There is no automatic coverage on physical damage 
to non-owned trailers under the Special Auto Policy. 
Under the FAP there is automatic coverage on non
owned trailers up to $500 (when physical damage on the 
owned auto has been purchased). 

10. The Special pays for loss by fire, lightning, flood, 
falling objects, explosion, earthquake, theft of the entire 

auto and collision (if collision coverage is purchased) for 
robes, wearing apparel and luggage including the con
tents, belongings to the insured or a relative while in or 
upon the owned auto for up to $200 per loss. The family 
auto policy covers only against the perils of fire and 
lightning and the limit is only $100. 

11. The Special provides coverage for reimbursement 
for bail bonds up to $250. The FAP provides only $100. 

12. The Special provides for reimbursement for loss of 
wages up to $25 per day, when incurred at the request 
of the company because of attendance at trials and 
hearings. 

13. There is an exclusion providing that there is no 
liability coverage on any auto (even one that is speci
fically insured), when that automobile is being used to 
tow a trailer (other than a utility trailer) that is not 
specifically insured v. ith the same company. This ex
clusion, called the "cross trailer exclusion", has eXIsted 
in commercial auto policies for n1any years; but 1t is 
only with the advent of the Special Auto Policy that the 
individual homeo\.\ ner is exposed to the dangers it in
volves. It is of special importance to persons who ov. n 
or who may rent house trailers Under the Famil, Auto 
Policy such trailers would be CO\ ered automaticall} (tor 
the liability coverage) v..·ithout additional premium. 
Under the Special Auto Policy not only v.·ould the 
trailer not be covered, but the automobile pulling the 
trailer would not be covered. 

The Personal Automobile Policy 
Although the Family Auto Policy and the Special 

Auto Policy remain the most common forms used to in
sure private automobiles, the trend toward intelligible 
policy wording may result in their replacement in the 
not too distant future. The Insurance Services Office 
has developed a new, simplified automobile policy 
which is designed eventually to replace both the Family 
Auto Policy and the Special. 

In general, the wording simplification follows the 
trend discussed in connection with the Homeov..·ners 
forms. "You" and "your" are used throughout to refer 
to the named insured and spouse, and ··we,·· ·'us,'' and 
"our" are used to refer to the company. In addition to 
the plainer language, the Personal Auto Policy also in
troduces a number of changes in coverage. The follow· 
ing are the principal differences 1n coverage bet\.\ een the 
Personal Auto Policy and the Family Auto Policy: 

1. The liability coverage is written with a single limit 
of liability for bodily injuT} and property damage 
(like the Special Auto Policy) rather than the split 
limits of the Family Auto Policy. 

2. The liability section of the Personal Auto Policy 
covers damage to borrowed private passenger 
automobiles, trailers, motorhomes, and pickup or 
panel trucks. Neither the Family Auto Policy nor 
the Special provides payment under the liability 
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coverage for damages to borrowed vehicles, 
because of the "care, custody, and control" exclu
sion. While damage to borrowed vehicles is 
covered under the liability section of the Personal 
Auto Policy, there is no coverage under compre
hensive or collision for nonowned vehicles. Under 
the Family Auto Policy, comprehensive and colli
sion apply to both owned and nonowned vehicles. 

3. Comprehensive and collision are combined into a 
single insuring agreement under the Personal 
Auto Policy, with collision coverage effected 
through an entry in the policy declarations. 

4. The medical expense coverage applies to expenses 
incurred within three years of an accident, while 
the Family Auto Policy provides a one-year limit. 
For automobile accidents the medical payments 
coverage of the Personal Auto Policy is primary 
over available hospitalization, accident, or disabili
ty insurance. 

5. Underinsured motorist coverage is available by 
endorsement to the Personal Auto Policy. It pays 
the damages the insured is legally entitled to 
recover from the owners or operator of a vehicle 
that is insured but whose coverage limits are in
adequate to cover the full amount of the damages. 

6. The Personal Auto Policy requires the insured to 
notify the company within 30 days of the acquisi
tion of an additional automobile for coverage to 
apply, and also within 30 days for physical 
damage protection on a replacement automobile. 

7. Under the liability and medical payments 
coverages, the named insured is covered on an ex
cess basis while using a vehicle owned by or fur
nished for the regular use of a resident relative. 
Under the Family Automobile Policy and the 
Special Auto Policy, the definition of "nonowned 
automobile" eliminates coverage in such a situa
tion. 

THE BASIC AUTOMOBILE POLICY 
Although the Family Auto Policy and the Special 

Auto policies have been specifically designed to cover 
the automobile exposure of the individual and the fami
ly, instances may arise in which yet another contract 
must be used to afford coverage for these classes. Due 
to the rigid underwriting and eligibility requirements of 
both the ~~AP and the Special, there are some aut~ 
mobiles and some drivers that do not qualify for these 
contracts. In such instances, coverage must be provid
ed through the use of the Basic Auto Policy. As you 
will recall, only private passenger, farm or utility aut~ 
mobiles owned by an individual or by a husband and 
wife are eligible for the FAP or Special policy. The 
Basic Auto policy, although narrower in coverage than 
either the Family or Special contract, is much broader 
in terms of eligibility. It may be used to insure any 
type of automobile, including not only private 
passenger autos, but motorcycles, motorscooters, 

trucks, buses, and the like. In addition, some drivers 
are not eligible for the broad coverage of the F AP or the 
Special because of bad driving records. In such cases 
they can obtain coverage only under the Basic Auto 
Policy. For example, insurance obtained through the 
Assigned Risk Pool is usually written on t he Basic 
form. In addition, coverage offered by the substandard 
carriers (or so called "distress" carriers) is usually writ
ten on this form. Obviously, there is a distinct possibili
ty that the agent will be called on to provide coverage to 
some of his clients under circumstances that will neces
sitate the use of the Basic policy. For this reason we 
will look at the principal differences between the Basic 
Policy and the Family Auto Policy. 

Many of the differences between the Basic Auto 
Policy and the F AP are the same as those between the 
F AP and the Special. The major differences are: 

1. Residents of the Named Insured· s household are 
not covered automatically when driving the owned 
automobile. They must have specific permission from 
the Named Insured. (This same provision exists in the 
Special). 

2. ''Drive other car" coverage is afforded only for the 
Named Insured and his spouse (and is afforded only if 
the insured is an individual or husband and wife). 
Members of the insured's family are not covered when 
driving a non-owned automobile. (Coverage for such 
use of non-owned autos can be provided for members of 
the Named Insured's family by adding the Drive Other
Car Endorsement for an additional premium. This is 
one of the most significant differences between this 
policy and the others. There is no automatic drive
other-car coverage for resident relatives. 

3. Notice must be given to the company within 30 
days for coverage to apply to an additional auto or for 
physical damage to apply to a replacement auto. (This 
same provision exists in the Special). 

4. Contractual liability is excluded. Therefore any 
liability assumed under a contract (as for example in the 
case of a rent-a-car agreement) would not be covered. 
There is no such exclusion in either the FAP or the 
Special. 

5. There is no liability coverage on any auto (even one 
that is specifically insured) when that automobile is be
ing used to tow a trailer (other than a utility trailer) that 
is not specifically insured with the same company. (This 
provision also exists in the Special). 

6. Persons having custody of the owned automobile 
are not additional insureds under the physical damage 
(collision - comprehensive) section of the policy. This 
means that in the event of damage to the owned vehicle, 
the insurance company may require an assignment of 
right of recovery from the insured for the amount paid. 
To illustrate the effect of this provision, let us look at an 
example. Mr. Brown, who is insured under a Basic 
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Auto Policy for collision, loans his auto to Mr. Smith. 
Smith is involved in an accident and demolishes the car. 
Brown will collect from the insurance carrier, but the 
carrier will then subrogate against Smith, seeking 
damages equal to the amount which was paid to Brown. 
This possibility is eliminated in the F AP by making the 
person who has custody of the owned auto an insured 
(provided, of course, that the custody is with permission 
of the Named insured, and the use is within the scope of 
that permission). 

There are other miscellaneous differences between the 
FAP and the Basic Auto policy. However, those 
discussed above are the most significant differences. 
The students is advised to study the other distinctions 
through reference to a detailed analysis of the policies. 

NAMED NON-OWNER POLICY 
Occasions sometimes arise in which an individual 

who does not own an automobile desires coverage for 
those instances in which he or she may borrow an auto
mobile. As the reader may recall, under such circum
stances, coverage for the borrower is provided under the 
automobile policy applicable to the borrowed car, pro
vided the borrower had permission of the Named In
sured under that policy. However, the possibility 
always exists that the borrowed automobile might not 
be insured, or that the limits of liability on the borrowed 
car might be inadequate. When the borrower has his 
own policy, coverage under that policy will apply on an 
excess basis, but for the individual who does not own an 
automobile there could be a serious deficiency. 

A special form of coverage, called Non-Owner cover
age may be written for a person who does not own an 
automobile, but who desires his or her own coverage in 
the event that a borrowed automobile is inadeqately in
sured. Coverage is normally provided under the Basic 
Auto Policy, with a special endorsement called the Non
Owner Endorsement. Under the provisions of this form 
of coverage, protection is provided for the Named In
sured (and spouse, if a resident of the same household) 
for liability arising out of the use of any automobile not 
owned by the named insured or spouse or by any 
member of the Named Insured's household. The cover
age is excess over any other coverage applicable to the 
borrowed automobile, and the coverage does not apply 
to the owner of the automobile. However, as in the case 
of the Family Auto Policy or the Special, other persons 
or organizations held vicariously liable for the operation 
of the borrowed automobile by t he Named Insured or 
his spouse are covered. 

Insurance for Motorcycles 
The increasing popularity of motorcycles and motor 

scooters in recent years has brought about a corres
ponding increase in demand for insurance for such 
vehicles. As noted previously, motorcycles are not eligi
ble for coverage under either the Family Auto Policy or 
the Special Auto Policy; coverage for motorcycles and 

motor scooters is usually written under a Basic Auto 
Policy, modified to recognize the special hazards in
volved in the operation of these vehicles. 

Standard coverages include liability and physical 
damage coverage. The liability coverage usually ex
cludes injury to passengers, but Passenger Liability 
coverage is available as an option for an additional 
premium. Some companies also offer Medical Pay
ments coverage, usually subject to a deductible. The 
liability rates for motorcycles and motor scooters vary 
with the size of the engine, with premiums increasing 
with the increase in the cubic centimeters of the 
machine. Physical damage coverage is usually provid
ed for Fire, Theft, and Combined Additional Coverage, 
and Collision. Some companies also offer Comprehen
sive Coverage. 

THE IOWA AUTOMOBILE INSURANCE PLAN 
The Iowa Automobile Insurance Plan, (formerly 

called the Iowa Automobile Assigned Risk Plan), is a 
voluntary agreement on the part of the automobile 
insurance companies for granting automobile bodily 
injury and property damage liability insurance to 
individuals who are unable to secure such insurance 
through normal channels. The purpose of the plan, as 
stated in the Iowa Automobile Insurance Plan section 
of the Automobile Liability Manual, is two fold: 

1. To make automobile bodily injury and property 
damage liability insurance available subject to the 
conditions stated in the plan. 

2. To establish a procedure for the equitable distribu
tion of risks assigned to insurance companies. 

Insurance companies are in business to make money, 
so it is not surprising that they are reluctant to insure 
some drivers. Persons who fall into high risk classifica
tions or drivers who have had a record of violations and 
accidents may experience difficulty in obtaining insur
ance. Some people feel that many of the drivers on the 
highways today should not be permitted to drive, but 
this is not a decision which the insurance companies can 
make. The position of the industry is that if such 
persons are licensed and permitted to drive, they should 
have automobile liability insurance, if for no other 
reason than to protect those whom they might injure. 
The Iowa Automobile Insurance Plan and its counter
parts in the other 49 states is a vital public service 
provided by automobile insurers to drivers who cannot 
obtain i!lsurance through regular markets. When a 
motorist is found unacceptable to the insurance com
panies because of a poor record or some other reason, he 
may make application to this plan, under which risks 
are assigned to participating companies. 

Eligibility 
Any resident of the State of Iowa who cannot obtain 

automobile liability coverage in the usual fashion may 
apply to the Iowa Automobile Insurance Plan. The 
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applicant is required to Complete an application in 
which he certifies that he has made efforts to obtain 
insurance during the immediately preceding 60 days 
and has been unable to do so. Non-residents may also 
be eligible for participation in the plan under two cir
cumstances: 

1. A non-resident may apply to the plan only with 
respect to an automobile registered in the state. 

2. Military non-residents who are stationed in the 
state are eligible, even though the automobile may 
be registered in another state. 

Not all persons who might make application are eligi
ble for participation. The plan specifically excludes the 
following from eligibility under the plan: 

1. A person who does not make application in good 
faith is not eligible for coverage under the plan. 
This means that the applicant must report all 
information of a material nature, and must refrain 
from willfully making any incorrect or misleading 
statements. 

2. Certain physical impairments may make the appli
cant ineligible. 

3. Persons engaged in illegal activities or who have 
been convicted of a felony or high misdemeanor 
within the past 36 months are not eligible. 

4. Persons with a record of driving violations may be 
ineligible for participation. The rate manual con
tains a list of various traffic violations and the 
number of each that will disqualify the applicant. 

Operation of the Plan 
A motorist who is unable to obtain coverage through 

the normal market channels makes application to the 
plan. Upon receipt of the application, the Iowa Auto
mobile Insurance Plan designates a company to handle 
the risk. Although membership in the plan is volun
tary, once a company agrees to participate, it must ac
cept whatever risks are assigned to it. The applicants 
to the plan are distributed to the participating com
panies according to a formula which is designed to allot 
to each company a percentage of the applicants which 
corresponds to the amount of directly written auto 
liability which the company has in the State. 

When making application, the applicant pays a 
deposit (ranging upward from $25.00) as specified in the 
manual. This is forwarded to the designated company 
with the application. The company to which the ap
plication is sent then issues a policy. Although the 
company is required to issue a policy, the policy need 
not be a Family Auto Policy, and the company is re
quired to provide only the minimum limits of liability 
specified by the Financial Responsibility Law, $10,000/ 
$20,000/5,000. A risk which does not have a record of 
violations or accidents is written at the regular rates 
filed by the company, without surcharge. The plan per
mits additional charges, over and above the company's 

filed rates in those instances where the applicant has a 
record of traffic violations and accidents. The charges 
are made on a point basis, with each violation or acci
dent providing the basis for a percentage surcharge. 
Despite the surcharges, the assigned risks have been a 
losing proposition for the insurance industry. Since the 
first plan became effective in 1938, participating com
panies have paid $160,000,000 more in claims than they 
have received in premiums, and this does not include 
the commissions which have been paid or the cost of 
handling the business. 

If for any reason the applicant refuses to accept the 
policy, the insurance company cancels it and retains the 
short-rate earned premium for the period of coverage, or 
$10.00 per car, (whichever is greater), and returns the 
balance of the deposit to the insured. 

If the applicant accepts the policy, the carrier is re
quired to continue the protection for a period of three 
years. The rules of the plan specifically state that no 
risk shall be assigned to a designated carrier for a period 
in excess of three consecutive years. If the driver is 
unable to obtain insurance at the end of the three year 
period, reapplication for insurance may be made to the 
plan. 

The insurance carrier may cancel the policy only 
under certain specified conditions: 

1. If the insured is not or ceases to be eligible or in 
good faith entitled to the insurance. 

2. If the insured fails to comply with reasonable safe
ty requirements. 

3. If the insured violates the terms or conditions on 
the basis of which the insurance was granted. 

4. If the insurance was obtained through fraud or 
misrepresentation. 

5. If the insured fails to pay premiums when due. 

Statutory Limitation on Right to Cancel or Refuse 
Renewal 

Insurance in connection with the automobile is a 
critical necessity in the modern society; and for this 
reason a serious conflict of interest may arise between 
the policyholder and his insurance company, particular
ly in the event that the company wishes to discontinue 
providing insurance. The decision on the part of a com
pany to cancel a policy, or even to decline to renew a 
policy, may have serious implications for the policy
holder. Not only is he deprived of his existing coverage, 
but the fact that he has been cancelled or declined the 
right to renew may seriously affect his ability to obtain 
insurance from another company. Because of this situ
ation, legislation has been enacted in Iowa aimed at con
trol of policy cancellation and non-renewal. 

The Iowa Automobile Insurance Cancellation Control 
Act, which was enacted in 1970, applies to any auto 
policy issued to an individual or related individuals who 
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are residents of the same household, covering a private 
passenger automobile or any other 4 wheel vehicle with 
a load capacity of less than 1,500 pounds which is not 
used in the business or profession of the insured. The 
reader will recognize that this is essentially the same 
definition as that of automobiles eligible for coverage 
under the family auto policy and special auto policies. 
The provisions of the act do not apply to policies issued 
through the Iowa Insurance Plan. 

Under the provisions of this act, the right of an in
surance company to cancel an auto insurance policy or 
to refuse to renew a policy is rigidly controlled. After a 
policy has been in effect for at least 60 days, or effective 
immediately if the policy is a renewal, cancellation is 
permitted only for certain specified reasons: 

1. Nonpayment of premium 
2. Nonpayment of dues to an association or organiza

tion where payment of dues is a prerequisite to ob
taining or continuing insurance in force 

3. Fraud or misrepresentation affecting the policy or 
the presentation of a claim 

4. Violation of the terms or conditions of the policy 
5. Suspension or revocation of the driver's license of 

the named insured or any other operator of the 
same household or who customarily operates the 
auto, either during the policy period, or if the 
policy is a renewal, during the policy period or 180 
days immediately preceding the effective date. 

In order to effect cancellation for any of the reasons 
listed except nonpayment of premium, the notice of can
cellation must be mailed or delivered to the insured at 
least 20 days prior to the effective date of cancel!ation. 
When cancellation is for non-payment of premium, 10 
days notice is required. 

In addition, when notifying the insured of cancella
tion, the company must either state the reason for the 
cancellation, or state that the reason will be provided if 
the insured requests it in writing prior to fifteen days 
before the date of cancellation. If the insured does re
quest notification of the reason for cancellation, the in
surance company must deliver or mail the statement of 
the reason to the insured within 5 days of the receipt of 
the request. 

Not only are restrictions imposed on the insurance 
company's right to cancel, the stature also specifies con
ditions which must be met in the event the insurance 
company elects not to renew a policy. The law specifies 
first of all, that the insurer may not refuse to renew a 
policy solely because of the age, residence, race, color, 
creed, or occupation of the insured. A notice of the in
tention not to renew the policy must be mailed or 
delivered to the insured at least 30 days prior to the ex
piration date of the policy. As in the case of cancella
tion, the notice of intent not to renew must state the 
reason, or state that the reason will be given if the in-

sured so requests in writing at least 20 days prior to the 
expiration of the policy. The insurer must then mail or 
deliver the statement of the reason for non-renewal to 
the insured within 10 days of the receipt of the request. 

After the insured has received notification from the 
company of either cancellation or intent not to renew 
the policy and the reason for the cancellation or non
renewal, the policyholder may request a hearing before 
the commissioner of insurance, providing that the re
quest is made within fifteen days of the receipt of the 
statement of the reason. The purpose of this hearing is 
to provide recourse to those insureds who feel that they 
are being unfairly treated, and to require the insurance 
company to establish the existence of the proof or the 
evidence used in reaching its decision to cancel or not 
renew the policy. If the hearing discloses that the 
reason for cancellation was something other than one of 
those for which cancellation is permitted, or that the 
reason for non-renewal was one of the prohibited 
reasons, the Commissioner will require the company to 
continue the coverage. 

AUTOMOBILE MECHANICAL BREAKDOWN POLICY 
Although the fundamental purpose of insurance is to 

protect the individual against the financial consequen
ces of those losses that he could not afford to bear him
self, it may also serve the additional but less important 
function of financing the payment of losses which, while 
not catastrophic, might still be inconvenient. There are 
many insurance coverages available that provide pro
tection against losses that are moderate in their severi
ty, but for which a given individual may desire protec
tion. While such contracts should never be purchased 
at the expense of a coverage that provides protection 
against the really severe losses, they may be attractive 
to some people. A recent example of such contracts, 
and a policy that is now available in the State of Iowa, 
is the Automobile Mechanical Breakdown Policy. 

The Mechanical Breakdown Policy, typically market
ed through automobile dealers who hold agents' 
licenses specifically for the purpose of selling this and 
other forms of automobile coverage, is designed to pay 
the owner-purchaser of an automobile in the event that 
the automobile suffers a "mechanical breakdown'' as 
defined in the policy. The coverage should not be con
fused with a manufacturer's or dealer's warranty, since 
the coverage applies to losses other than those covered 
under such a warranty. The policy specifically excludes 
any losses that are covered under a manufacturer's or 
dealer's warranty. 

Coverage varies, depending on whether the insured 
automobile is new or used. In general, new cars are in
sured for 36 months or 36,000 miles, whichever comes 
first, and used cars are insured for 12 months or 12,000 
miles, again whichever comes first. The cost of the 
coverage varies with the price of the automobile, on the 
premise that the more expensive automobiles are more 
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costly to repair. The coverage of the policy is simple 
and straightforward, with two simple insuring agree
ments and a minimum of exclusions. The insuring 
agreements are designated: 

I. Mechanical Breakdown 
II. Rental Reimbursement 

Mechanical Breakdown Coverage 
The first of the two coverages provided under the 

policy, Mechanical Breakdown coverage, promises to 
pay the cost of repairing or replacing specific parts of 
the insured automobile when such repair or replacement 
is due to a mechanical failure or breakdown during the 
policy period. This coverage is written with a deducti
ble of $25 or $50, which is designated to eliminate 
coverage for small insignificant repair bills. The parts 
of the automobile which are covered for mechanical 
breakdown or failure are designated in the policy: 

ASSEMBLY PARTS COVERED 
Engine All internal lubricated parts, water 

pump, fuel pump, engine block, cylinder 
head, and engine housing. 

Transmission The transmission case and all internal 
parts including the torque converter. 

Drive Axle Front and rear drive axle housings in
cluding all internal parts, propeller 
shafts, and universal joints. 

Steering The steering gear housing and all in
ternal parts, power steering pump, valve 
body, piston, and rack. 

Brakes Master cylinder, vacuum assist booster, 
wheel cylinders, hydraulic lines and fit
tings and disk brake calipers. 

Electrical Generator or alternator, voltage regula-
system tor, windshield wiper motor, wiring har

ness, switches and starter motor. 
Air Compressor, condenser and evaporator 

conditioner if factory installed. 

If any of the covered parts of the automobile suffer 
"mechanical breakdown or failure'', defined as " ... the 
inability of any covered part that has received cus
tomary lubrication services to perform the function or 
functions for which it was designated ... ", the insurer 
will pay the usual and reasonable charges for the parts 
and labor to repair or replace the assemblies covered. 

Rental Reimbursement Coverage 
The Rental Reimbursement coverage applies when 

the insured automobile has suffered a mechanical break
down or failure and the insured incurs expenses for the 
rental of a substitute equivalent auto. The rental reim
bursement applies only if the insured automobile is 
withdrawn from use overnight, and applies only for the 
period of time required for repair. Coverage under the 
rental reimbursement section of the policy is limited to 
$10 per day, with a maximum limit of $50 for any one 

period. The deductible of the policy does not apply to 
the rental reimbursement. 

Exclusions 
There are a limited number of exclusions under the 

policy, and few of the exclusions should cause difficul
ties for the average insured. 

The first exclusion eliminates coverage for any mech
anical breakdown that is covered under the manufac
turer's warranty or a repairer's guarantee. Since such 
losses are covered elsewhere, the exclusion is of little 
concern. 

The second exclusion, designated Exclusion (b) is 
composed of two parts. First, the policy excludes cover
age if the odometer has been disconnected or altered to 
misrepresent the automobile's actual mileage. Since 
the coverage applies only for a specified number of 
miles, this exclusion performs the function of limiting 
coverage to the period contemplated by the premium. 
In addition, exclusion (b) eliminates coverage for any 
losses covered under the standard forms of physical 
damage as provided by the Family Auto Policy, the 
Special Auto Policy, or the Basic Auto Policy. 

Exclusion (c) eliminates coverage for certain types of 
standard automobile maintenance, including adjust
ment or alignment of any parts not covered under the 
policy, brake linings, seals, gaskets, oils, or lubricants, 
unless such parts are required in connection with the 
repair or replacement of insured parts. In addition, it 
excludes the cost of recharging an air conditioner unless 
such recharging is required in connection with repair or 
replacement of insured parts. 

Exclusion (d) eliminates coverage for any mechanical 
breakdown or failure resulting from competitive driving 
or racing. In addition, any loss caused by pulling a 
trailer or other vehicle with a gross weight of over 4,000 
pounds is excluded unles the insured automobile is 
equipped as recommended by the manufacturer. 

The last exclusion, Exclusion (e) excludes loss if the 
owned automobile is used for commercial, livery, rental 
or delivery purposes. 

Conditions 
The policy also includes a Conditions section, setting 

forth the insured's duties in the event of loss, the policy 
period and territory, a subrogation provision, and 
various other elements of the coverage. Among the 
more important of these provisions are the following: 

Policy Period, Mileage, Territory. The policy 
becomes effective upon issuance of the policy at the 
time of purchase, and expires at the end of the months 
or the miles specified, whichever comes first. Coverage 
is limited to mechanical breakdown or failure occurring 
within the United States, its territories or possessions, 
or Canada. 
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lnsured's Duties in the Event of Loss. In the event 
of mechanical breakdown covered under the policy, the 
insured has three basic obligations: 

1. To protect the automobile from further damage 
resulting from the mechanical breakdown or 
failure. 

2. To give notice as soon as possible to the company 
or any of its authorized agents. 

3. To file a proof of loss within 30 days, including in
formation pertaining to the loss and, at the com
pany's request, exhibit the insured automobile. 

Appraisal. The policy sets forth a standard proce
dure for settling losses in those instances in which the 
insurance company and the insured cannot agree on the 
amount of the loss. In the event that the insured and 
company cannot agree on the amount of a loss, either 
party may demand an appraisal. Under this procedure, 
each party selects a competent appraiser, and the two 
appraisers together select an umpire. The two ai:r 
praisers state what they feel to be the amount of the 
claim, and if they do not agree, they submit their dif-

,.. 

ferences to the umpire. An agreement in writing by any 
two of the three determines the amount of the loss. It is 
important to note that this procedure is applicable only 
in those instances in which the insured and company 
cannot agree on the amount of the loss. It is not used 
when there is a disagreement over whether or not a loss 
is covered. 

Subrogation. The policy also contains a standard 
subrogation clause, in which the insured is required to 
assign to the insurance company any rights of recovery 
against a third party to the extent that he is reimbursed 
by the insurer for the loss. In addition, the policy stipu
lates that the insured shall do nothing after a loss to 
prejudice the insurer's right of action against such a 
third party. 

Although there are other conditions included in the 
policy, those that have been discussed above are the 
most important. The reader may refer to a standard 
copy of the policy used by the insurer he or she repre
sen ts for a more detailed analysis of the coverage. 
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INSURANCE COVERAGE FOR THE FARM 

The modern farm is a business operation far removed 
from the traditional family farm of a generation ago. 
Most modern commercial farms are characterized by a 
heavy investment in land, buildings, and in equipment. 
As a heavily capitalized enterprise, the modern farming 
operation faces potentially catastrophic risks similar to 
those of any other business enterprise. 

Historically, insurance coverages for farms were writ
ten on a monoline basis, with separate fire policies, in
land marine contracts, and general liability policies. 
With the multipleline transition, a package policy 
similar to the Homeowners program is known as the 
Farmowners-Ranchowners program. Like the Hom& 
owners program, it combines property and liability in
surance into a single contract. 

Although package policies are used in the field of 
farm insurance, there are many instances in which 
monoline forms are also used, with separate fire in
surance and liability contracts used to provide cover
age. The Farmowners-Ranchowners program is based 
on the concept that a farm is basically a personal or 
residential risk, with an added business operation. 
Because many farms are complex operations, the cover
age of the Farmowners-Ranchowners forms are som& 
times too inflexible to meet the needs of a farmowner, 
and the separate forms of coverage must be used. In 
most instances, the choice between a Farmowners
Ranchowners package and the separate monoline forms 
will be dictated by the insurance needs of the farm and 
the coverage available under each approach. In addi
tion, the underwriting philosophy of the company pro
viding the insurance may also influence the manner in 
which protection is provided. 

FARM FIRE COVERAGES 
As noted above, under some circumstances it is not 

possible to provide insurance on farm property under 
the Farmowners-Ranchowners program. In such in
stances, coverage is provided under a Standard Fire 
Policy, with one of several Farm forms. The following 
discussion deals with two of these forms, the Farm 
Property Form and the Farm Personal Property 
Blanket Form. 

Farm Property Form 
The basic form used to complete the Standard Fire 

Policy when providing insurance protection on farm 
property is the Farm Property Form (FM 00 01). This 
form may be used to cover farm structures (including 
farm dwellings, garages, barns, cribs, hog houses, silos, 
and similar structures) and personal property (such as 
household goods and personal effects, farm machinery, 
vehicles, implements, livestock, grain, hay, and straw). 
Provision is made under the form for sixteen separate 
items: 

A. Dwelling Coverage 
B. Barns, Buildings and Structures Coverage 
C. Portable Building Coverage 
D. Private Power and Light Pole Coverage 
E. Outdoor Radio and Television Equipment Cover

age 
F. Unscheduled Personal Property (Household) 

Coverage 
G. Grain Coverage 
H. Hay, Straw and Fodder in Buildings 
I. Hay, Straw and Fodder in Stacks in the Open 
J . Machinery, Vehicle, and Equipment Coverage 
K. Specifically Insured Machinery Coverage 
L. Poultry Coverage 
M. Livestock Coverage 
N. Fire Department Service Charges Coverage 
0. Fence Coverage 
P. Farm Operations Records Coverage. 

Insurance applies only to those items for which a 
specific amount has been scheduled. In addition, there 
are specific limitations in the coverage with respect to 
various classes of property. The form itself should be 
consulted with respect to these specific limitations. The 
rates and rules for each of the classes of property which 
may be insured under this form are contained in the · 
FARM Section of the Insurance Services Office Com
mercial Lines Manual. 

Perils Covered. The Farm Property Form provides 
protection against the basic perils of fire, lightning, and 
removal and, when the appropriate additional premium 
is paid, the perils of Extended Coverage plus loss 
caused by E lectrocution of Livestock, Theft of Liv& 
stock and Specifically described machinery, and colli
sion of specifically described Machinery. The form also 
includes the Vandalism and Malicious Mischief insur
ing agreement, which is made applicable by the pay
ment of an additional premium. 

Extensions of Coverage. As in the case of most 
other fire insurance forms, the Farm Property Form in
cludes certain extensions of coverage. There are six ex
tensions of coverage under the form. 

1. Unscheduled Personal Property (Household) 
Coverage. The insured may apply up to 10% of 
the amount of coverage on household personal 
property to cover such property while away from 
the described premises, but within the Continental 
United States, Canada, and the State of Hawaii. 

2. Grain coverage. The insured may apply up to 
10% of the amount of coverage on grain to cover 
grain while away from the premises but within 
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100 miles of the described premises, except while 
such grain is stored in or is being processed in 
public elevators, warehouses, or manufacturing 
plants. 

3. Machinery, Vehicle and Equipment Coverage. 
The insured may apply up to 10% of t he amount 
of coverage specified for such equipment to cover 
property off premises and within 100 miles of t he . 
prermses. 

4. Specifically Insured Machinery. Specifically in
sured machinery is covered while away from t he 
premises and within 100 miles of the premises. 

5. Livestock Coverage. Insured livestock is covered 
while away from the described premises, except 
while in transit by common carrier or in public 
stockyards, public sales barns or yards, packing 
plants or slaughter houses. 

6. Newly Acquired Farm Equipment, Machinery 
and Vehicles. When farm equipment, machinery 
and vehicles are insured under the form, newly ac
quired property of this type is automatically 
covered for 30 days from the date of acquisition, 
subject to a maximum of $5,000. 

Note that there are no extensions which cover appur
tenant structures. All buildings on which coverage is 
desired must be specifically scheduled. 

Farm Personal Property • Blanket Form 
Those farm owners wishing to do so can insure their 

farm personal property on a blanket basis, using the 
Farm Personal Property - Blanket Form (FM 00 07). 
This form provides coverage on personal property usual 
and incidental to the occupancy of a farm, while on the 
described premises. Certain types of farm personal 
property are specifically excluded (for example, race 
horses, show horses, tobacco, automobiles, trucks, 
motorcycles, and snowmobiles). In addition, provision 
is made for excluding other classes of property on which 
the insured does not desire coverage. 

Perils Insured. The perils against which protection 
is provided under the Farm Personal Property Blanket 
Form are the same as those of the Farm Property Form 
discussed above. 

Extensions. The Farm Personal Property Blanket 
Form includes three extensions of coverage: 

A. Grain Coverage. Grain is covered while away 
from the premises (without a percentage limit and 
without a mileage restriction), except while stored 
in or being processed in public elevators, ware
houses, seed houses, drying plants or manufactur
ing plants. 

B. Machinery, Vehicle and Equipment Coverage. 
When machinery, vehicles and equipment are 
covered under the policy, coverage is extended to 
cover such property while temporarily off 
premises up to 100 miles. 

C. Livestock Coverage. Insured livestock is covered 
while away from the premises (no mileage restric
tion) except while in transit by common carrier or 
in public stockyards, public sales barns and yards. 
or while in packing plants or slaughter houses. 

Coinsurance Provision. When coverage on farm per
sonal property is written on a blanket basis, an 80% 
coinsurance clause applies, which means that the in
sured agrees to maintain insurance equal to 80% of the 
actual cash value of the property insured. As long as in
surance is maintained in the required amount, loss or 
damage is payable in full up to the specified amount of 
insurance. However, if the amount of insurance is less 
t han the specified percentage of the actual cash value of 
insured property at the time of the loss, the insured will 
recover only a part of the loss. 

Payment under the coinsurance clause is made on the 
basis of the following formula: 

RECOVERY= LOSS X Insurance Carried 
Insurance Required 

Thus, if t he insured has farm personal property valued 
at $100,000, and carries the required $80,000 in 
coverage, any loss up to the $80,000 limit would be 
payable in full. However, if the insured carries only say, 
$60,000, with property valued at $100,000, and then 
suffers a $10,000 loss, only $7,500 would be payable: 

RECOVERY = $10,000 X $60,000 
$80,000 

In essence, the coinsurance clause attempts to encour
age insurance to value. Since the insurance purchased 
applies to all of the property covered, the insured must 
be required to insure a high percentage of the property 
values. 

Farm Dwelling Buildings and Contents Broad Form 
Those property owners who desire broader coverage 

on their farm dwelling and household goods may obtain 
such coverage under the Farm Dwelling Buildings and 
Contents Broad Form. This form generally parallels 
the Dwelling Buildings and Contents Broad Form (DF-
1), and provides broad form named perils coverage on 
the insured dwelling and personal property. However. 
unlike Form DF-2, the Farm Dwelling Buildings and 
Contents Broad Form does not provide replacement 
cost coverage on buildings. In addition, there is no ex
tension to cover appurtenant structures. 

THE FARMOWNERS-RANCHOWNERS POLICY 
The Farmowners-Ranchowners Program is an exten

sion of the Homeowners concept into the farm field, and 
in many respects the Farmowners-Ranchowners policy 
is quite similar to the Homeowners policy. Like the 
Homeowners forms, the Farmowners-Ranchowners 
policy provides coverage on the insured's residential ex
posure by covering his dwelling and contents and his 
personal liability in a single package policy. The Farm-
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owners-Ranchowners Policy does this, and in addition, 
provides coverage on the farming exposure, with 
Farmers Comprehensive Personal Liability coverage 
and provisional for optional coverage on farm personal 
property and farm barns and buildings. 

Eligibility 
In order to be eligible for the Farmowners-Ranch

owners policy, the main farm dwelling must be a one or 
two family dwelling used exclusively for residential pur
poses. However, as in the case of the Homeowners 
forms, incidental office, professional, private school, or 
studio occupancies are permitted. There is no require
ment that the farm be owner occupied in order to be 
eligible, and a Farmowners-Ranchowners policy may be 
written for the owner who lives elsewhere than on the 
insured farm, provided that the farm is not vacant. Va
cant farms are ineligible. If the owner does not live on 
the farm, it is eligible for the Farmowners-Ranchowners 
only if it is operated under his management or that of a 
management contractor. In other words, if he simply 
rents the farm out to a tenant, it is not eligible. (How
ever, the tenant would still be eligible for a Tenants 
form of the Farmowners-Ranchowners policy). 

In addition to the occupancy and residency require
ments, only farms with a specified minimum valuation 
on the dwelling are eligible. Under the Farmowners
Ranchowners rules, farm dwellings are divided into 
three classes, designated Type 1, Type 2, and Type 3, 
reflecting their desirability from an underwriting point 
of view. For example, Type 1 dwellings are of superior 
character and excellent repair, with an approved heat
ing system and indoor plumbing. The minimum cover
age on the dwelling (and on the contents in the case of 
the Tenant's form) varies with the class of dwelling. The 
minimum amount of coverage on the dwelling for a Type 
1 class dwelling is $12,000; for Type 2 it is $10,000, and 
for Type 3 it is $8,000. The minimum contents cover
age under the Tenant's form is $6,000 for Type 1 build
ings, $5,000 for Type 2, and $4,000 for Type 3. 

Coverages 
As in the case of the Homeowners forms, the Farm

owners-Ranchowners is divided into Section I and Sec
tion II. Section I, which provides the coverage on the 
insured's property, consists of six coverages. Section 
II, the Farmer's Comprehensive Personal Liability 
Coverage, consists of two coverages, corresponding to 
the two coverages of the liability section of the Home
owners. Section II is discussed later in this section. 

The six coverages of Section I, which provide cover
age on the insured's property, are designated A through 
F: 

Coverage A Dwelling 
Coverage B Unscheduled Personal Property 
Coverage C Additional Living Expense and Rental 

Value 

Coverage D Scheduled Farm Personal Property 
Coverage E Unscheduled Farm Personal Property 
Coverage F Farm Barns, Buildings and Structures 

The essential difference between the Farmowners-
Ranchowners and the Homeowners consists of the 
Farmowners-Ranchowners coverages, D, E, and F, 
under which the insured may elect coverage on farm 
personal property and farm barns and buildings. These 
coverages are optional for an insured who is an owner 
occupant. If the owner does not live on the farm, he 
must include coverage under one or more of these farm 
property coverages. The owner non-occupant must pur
chase at least $15,000 on unscheduled farm personal 
property or at least $10,000 in coverage on scheduled 
farm personal property, or at least $10,000 on farm 
structures. 

The Residential Exposure 
The first three coverages under the Farmowners

Ranchowners {that is, the Dwelling, Unscheduled Per
sonal Property, and the Additional Living Expense and 
Rental Value Coverage) are almost identical with their 
counterparts under the Homeowners program. They 
cover the normal residential exposure in connection 
with the farm, but do not include coverage for any farm 
personal property or farm buildings. Note that unlike 
the Homeowners coverage, the Farmowners-Ranch
owners policy does not provide automatic coverage on 
the garage or other appurtenant private structures. If 
such coverage is desired, it must be specifically sched
uled. The coverage on the dwelling is on an actual cash 
value basis rather than a replacement cost basis as in 
the case of the Homeowners forms. If the insured 
desires replacement cost coverage on the dwelling, it 
may be added by endorsement (FR 00 04). In addition, 
the Farmowners-Ranchowners policy does not include 
the extension of coverage for trees, shrubs, plants and 
lawns. With these exceptions, the coverage generally 
follows that of the Homeowners. 

Forms. There are four forms designed for insuring 
the residential exposure under the Farmowners-Ranch
owners program. 

Form FR 00 01, the Basic Form, is the approximate 
equivalent of the Homeowners Form HO-1 . It provides 
coverage on the dwelling, contents, and additional liv
ing expense and rental value against the perils of fire, 
lightning, removal, extended coverage, vandalism and 
malicious mischief and theft. It does not include glass 
breakage as does the Homeowners form. 

Form FR 00 02, the Broad Form, is the equivalent of 
the Homeowners Broad Form, HO-2, and provides 
coverage against the same broad form perils as does the 
Homeowners form. 

Form FR 00 03, the Special Form, is the equivalent of 
the Homeowners Special Form HO-3, and provides all 
risk coverage on the dwelling and Broad Form named 
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perils coverage on the contents. Only Type 1 dwellings 
are eligible for Form FR 00 03. 

Form FR 00 04, the Tenants Broad form, is the 
equivalent of the Homeowners Tenants Form, HO-4, 
and provides coverage on unscheduled personal prop
erty and the additional living expense and rental value 
exposure. 

There is no equivalent of the Homeowners form HO-5 
under the Farmowners-Ranchowners Program. 
Farm Personal Property 

Coverage on farm personal property may be provided 
under Coverage D, designated "Scheduled Farm P er
sonal Property," or under Coverage E, "Unscheduled 
Farm Personal Property." Form FR 00 06 is used when 
the coverage is to be provided on a scheduled basis 
under Coverage D, while FR 00 07 is used to provide 
unscheduled coverage under Coverage E. The perils in
sured are the same under both forms, providing cover
age against loss by fire, lightning, removal, the perils of 
Extended Coverage, vandalism and malicious mischief, 
electrocution of livestock, collision, and theft. The colli
sion peril provides coverage for damage to farm per
sonal property or covered vehicles caused by collision of 
a vehicle or upset or overturn of the vehicle. Coverage 
under either form may be extended by endorsement to 
cover accidental shooting or drowning of livestock. 

Scheduled Coverage. When coverage is written on a 
scheduled basis, specific amounts of coverage may be 
written for individual animals or individual pieces of 
equipment, or coverage may be scheduled by class of 
property. Separate amounts of coverage may be pro
vided on grain and hay, machinery, farm vehicles and 
equipment, livestock, and farm records. 

Unscheduled Coverage. When coverage is written 
on a blanket (unscheduled) basis the minimum amount 
of coverage is $15,000. Blanket coverage on farm per
sonal property is subject to an 80% coinsurance clause. 
The rate for unscheduled farm personal property is 
about one and one half times t he rate for scheduled pro
perty. 

Limits of Specific Classes of Property. Coverage 
on grain and hay applies only while such property is 
within an enclosure, except that coverage is provided 
for loss by fire to crops in stacks, shocks, windrows or 
bales. Under the scheduled form, grain hay is covered 
for up to 10% while away from the premises, subject to 
a 100 mile limitation. When the coverage is written on 
an unscheduled basis, grain and hay is covered off 
premises without a percentage or mileage limitation. 

Coverage on livestock applies both on and off 
premises, under both forms, except while in transit by 
common carrier or while in sales barns, stockyards or 
packing plants. 

The coverage on machinery and equipment applies on 
premises and within 100 miles of the premises. When 

coverage on machinery is scheduled by class, the off
premises coverage on such machinery and equipment is 
limited to 25% of the amount scheduled. Other classes 
of property are subject to additional limitations. A 
complete listing of these limitations is not possible here, 
and you should examine the forms themselves for a 
more complete analysis. 

Farm Barns and Buildings 
Farm barns and buildings are scheduled, and cover

age is provided under From FR 00 08 against the perils 
of fire and lightning, removal, extended coverage, and 
vandalism and malicious mischief. The coverage is on 
an actual cash value basis. Replacement cost coverage 
may be added by endorsement (FR 04 04). 

Deductible 
The Farmowners-Ranchowners forms are subject to a 

flat $100 all-perils deductible, which applies to all losses 
under Section I excep t under Additional Living Ex
pense and Rental Value and Fire Department Services 
Charges. Optional $250, $500 and $1,000 deductibles 
may be added by endorsement. 

Extra Expense Coverage 
Extra expense coverage may be added to the Farm

owners-Ranchowners policy by endorsement. The en
dorsement provides payment, up to the limit of cover
age selected, for extra expenses incurred by the insured 
to continue normal farming operations which would 
otherwise be interrupted as a result of damage to farm 
personal property insured under Coverage D or E, or 
farm barns and buildings insured under Coverage F. 
Payment is made for the necessary expense incurred to 
continue operations, for the period of time that would be 
required with the exercise of due diligence and dispatch 
to repair, rebuild, or replace the damaged property. 

Coverage for Additional Interests 
It is sometimes desirable to provide coverage under 

the Farmowners-Ranchowners policy (and under the 
separate Farmers Comprehensive Personal Liability 
policy discussed later in this section) for more than one 
individual. For example, two or more persons may ac
tually own and operate a farm, or the farm may be 
operated as a corporation. Under such circumstances, 
it is possible to add additional insureds to the policy for 
both Section I and Section II coverages. 

The interest of co-owners and partners who do not 
live on the farm may be added to the policy by endors~ 
ment (FR-40) without charge. Coverage is provided for 
liability arising out of farm operations, but not for per
sonal liability. The individual named in this manner 
still needs his or her own Comprehensive Personal Lia
bility coverage. 

When co-owners both live on the farm in separate 
dwellings, a somewhat different endorsement is used, 
and an additional premium charge is made. FR-41 pro
vides coverage for liability arising out of farming opera-
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tions and also provides Comprehensive Personal Liabili
ty coverage for the individual named. 

Corporate farms are eligible for the Farmowners
Ranchowners policy if the corporation is financially con
trolled by an individual or by an individual and his or 
her family residing on the same farm premises. When a 
corporation is involved, the policy is written in the 
name of the individual, and the corporation is added by 
endorsement as an additional insured. 

FARM INLAND MARINE COVERAGES 
In addition to the coverage under the farm fire forms 

and the Farmowners-Ranchowners policies, there are a 
number of inland marine floater policies which are de
signed to cover farm personal property, such as farm 
machinery and livestock. While these classes of prop
erty may be insured under the fire forms and the Farm
owners-Ranchowners forms, broader coverage is avail
able under the floater policies discussed below. 

Mobile Agricultural Equipment Floaters 
The Mobile Agricultural Equipment Floater is 

designed to provide "all risk" coverage on farm 
machinery and equipment. Coverage may be provided 
on a blanket basis or on a scheduled basis: 

Mobile Agricultural Equipment Floater A 
(unscheduled) 

Mobile Agricultural Equipment Floater B 
(scheduled) 

It is also possible to combine scheduled and unsched
uled coverage in a single contract, with specific in
surance on some items, and blanket coverage on other 
property. 

Mobile Agricultural Equipment Floater A. This 
form, which provides blanket coverage, is designed to 
cover all property falling within the description 

"Unscheduled mobile agricultural machinery 
and equipment, including harness, saddlery, 
liveries, blankets and similar equipment." 

Automobiles, trucks, motorcycles, aircraft, watercraft, 
snowmobiles, mobile homes, housetrailers and vehicles 
licensed for road use (other than wagons, trailers, and 
~achinery designed for farming purposes and used 
principally on premises) are specifically excluded. In 
addition, cotton-pickers and harvester-thresher com
bines are excluded, but may be specifically insured 
under Form B discussed below. 

Coverage applies on all risk basis. Infidelity of the in
sured, employees or agents is excluded, along with wear 
and tear and mechanical or electrical breakdown or 
failure. 

The form is subject to an 80% coinsurance clause and 
a $50 deductible applies to each claim. Coverage may 
be provided on agricultural equipment owned by others 
and in the insured's custody. 

Mobile Agricultural Equipment Floater B. Mobile 
Agricultural Equipment Floater B is intended for 

scheduled property. There are two items of coverage 
under this form. The first includes machinery and 
equipment as scheduled. The second item, which is op
tional, provides $5,000 or 10% of the scheduled amount 
(whichever is less) to cover unscheduled equipment up 
to $250 for any one item. Coverage is subject to an 80% 
coinsurance clause, which applies not only to the 
blanket coverage, but also to each scheduled item. 

When coverage is provided on a scheduled basis, new
ly acquired mobile agricultural machinery and equip
ment (other than cotton-pickers and harvester-thresher 
combines) is automatically covered up to 25% of the 
amount of insurance or $25,000 (whichever is less). This 
automatic coverage applies for a period of 30 days. 

Livestock Floaters 
Livestock may be insured under the farm fire forms 

or under the Farmowners-Ranchowners policy. How
ever, some farm owners desire broader coverage on their 
livestock than that provided by either of these two ap
proaches. Inland marine livestock floaters may be used 
to provide such coverage. Specific classes of livestock 
for which coverage may be provided include cattle, 
sheep, swine, horses, mules, and goats. Coverage may 
be provided under three forms: an unscheduled or 
blanket form, a scheduled form, and a monthly report
ing form. Coverage under each approach is provided for 
the same named perils. 

The policy insures against: 

1. Death or destruction, directly resulting from or 
made necessary by: 
a. Fire and lightning 
b. Windstorm, cyclone, tornado, hail, explosion, 

riot, riot attending a strike, civil commotion, 
aircraft, objects falling therefrom, smoke; 

c. Earthquake, flood, collapse of bridges or 
culverts; 

d. Collision or derailment or overturn of a vehicle 
on which the insured property is being trans
ported; collision with other vehicles except 
those owned or operated by the insured or any 
tenant of the insured. 

e. Stranding, sinking burning or collision of ves
sels, including general average and salvage 
charges. 

2. Theft, but excluding escape of mysterious disap-
pearance. 

The policy may be extended by endorsement to include 
coverage for death or destruction caused by or necessi
tated by: 

1. Accidental shooting (except by the insured, 
members of the insured's family, employees of the 
insured, or tenants of the farm prernises). 

2. Drowning from external causes 
3. Artificial electricity 
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4. Attack by dogs or wild animals 
5. Collapse of building 

Loss as a result of dishonesty or infidelity of the in
sured, family members, employees, or others to whom 
the property has been entrusted is excluded. Loss due 
to acceptance of counterfeit money or bad checks is also 
excluded. Losses caused directly or indirectly by snow 
or sleet is also excluded. Finally, nuclear damage and 
war are also excluded. 

Livestock Floater A. Livestock Floater A provides 
coverage with a specific limit per animal, subject to an 
80% coinsurance clause, and blanket with a single 
amount of insurance applying to each class of animals. 
Coverage might be provided on a specific class, for ex
ample, for $1,000 per head, with a total of $75,000. In 
the event of loss, payment is made on an actual cash 
value basis, up to the limit per animal specified, subject 
to the application of the coinsurance clause. 

Livestock Floater B. This form provides coverage on 
a scheduled basis, either for individual animals or by 
type of animal, or both. The limit per animal not 
specifically scheduled is the lesser of $1,000 or 120% of 
the amount obtained by dividing the total insurance on 
the specific class by the number of animals of that type 
owned at the time of loss. This form is not subject to a 
coinsurance provision, but the limit per animal, as 
determined above, accomplished the same result. Of 
course, recovery on any animal is limited to its actual 
cash value, regardless of whether the animal is sched
uled or insured by type. 

Monthly Reporting Live Stock Form. This form is 
similar to Form A, but does not include the 80% coin
surance clause. Instead, the insured is required to sub
mit a report of values as of the last day of the month, 
and the report must be submitted not later than the 
15th of the following month. The premium is based on 
the average values exposed to loss. In the event of loss, 
payment is made on an actual cash value basis, up to 
the limit of liability specified for each animal. However, 
if the insured has underreported (reported less than the 
full value of the animals on hand) payment is made for 
that proportion of the loss that the last value reported 
bears to the actual cash value of the insured property on 
the date for which the report was made. 

Animal Mortality Coverage 
In some instances, the owner of a valuable animal will 

desire even broader coverage on that animal than that 
available under an inland marine livestock floater. The 
broadest form of coverage available is an animal mor
tality policy, which is essence is term life insurance -on 
the animal. Coverage is included for loss by death from 
natural causes, including illness, disease, accident, and 
necessary destruction of an animal that has suffered a 
severe in Jury. 

Under some circumstances, underwriters will con-

sider extending the policy to cover loss of fertility, but 
ordinarily there is no coverage for incapacity of breed-
• mg. 

Livestock mortality insurance is usually written to 
cover valuable breeding animals, and is carefully under
written with respect to the amount of insurance. Gener
ally, the insurable value is the cost of the animal to the 
insured, although higher values may sometimes be per
mitted. 

FARM LIABILITY COVERAGES 
As in the case of the property coverages discussed 

above, liability insurance for the farm may be provided 
as a part of a package policy or under a separate mono
line contract. The standard approach to insuring the 
farm liability exposure has traditionally been the 
Farmers Comprehensive Personal Liability form, which 
is included as Section II of the Farmowners-Ranch
owners package. However, in some instances, the 
special exposures of a farming operation will require the 
use of the commercial lines Comprehensive General 
Liability form. 

Farmers Comprehensive Personal Liability Coverage 
The Farmers Comprehensive Personal Liability 

policy (FCPL) is an extension of the Comprehensive 
Personal Liability policy to the farm. Like the CPL, the 
FCPL may be sold as a separate contract, but more fre
quently it is sold as a mandatory part (Section II) of the 
Farmowners-Ranchowners policy. The discussion that 
follows is based on the provisions of the Farmowners
Ranchowners form FR 00 09, which is used to incorpor
ate the FCPL into the Farmowners-Ranchowners 
policy. 

General Nature. The FCPL is very similar in nature 
to the CPL. It is, therefore, only necessary for us to 
discuss the major points of difference. The FCPL in
cludes the same basic insuring agreements as the CPL. 
In the Farmowners-Ranchowners form, the coverages 
are designated 

Coverage G 
Coverage H 

Liability 
Medical Payments 

The contract is designed to cover premises and opera
tions and all personal activities of the insured and 
members of his or her family. The exclusions of the 
CPL are all contained in the FCPL. In addition, the 
FCPL contains certain additional exclusions or modifi
cations of coverage dictated by the farm exposure. 

Coverage for the Farming Operation. The principal 
difference between the Farmers Comprehensive Per
sonal Liability coverage and the CPL is the coverage 
provided under the former for the business activity of 
farming. This coverage is provided by stipulating that 
farming is not a "business' within the meaning of the 
business pursuits endorsement. Furthermore, the 
policy definitions state that farm property is not 
business property. Coverage is therefore provided for 
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farming operations and liability ar1smg out of such 
operations. 

The coverage is even broad enough to include 
coverage for liability arising out of the sale of farm pro
ducts. Although there is no express insuring agreement 
to this effect, the broad liability insuring agreement and 
the absence of an exclusion of liability arising out of 
products, makes such losses covered. 

Custom Farming. The policy automatically includes 
coverage for custom farming ( work performed for other 
farmers under contract, such as plowing, combining, 
and so on). However, in instances where the amount of 
custom farming is substantial, the insurer is entitled to 
an additional premium for this exposure. When a 
farmer engages in a substantial amount of custom 
farming, the insurer will charge an additional premium 
for providing the coverage, or attach an endorsement 
excluding coverage for these operations. 

Fire Legal Liability. One important difference be
tween the CPL and the FCPL is with respect to the "fire 
legal liability coverage." The CPL automatically pro
vides coverage up to the policy limit for damage by fire, 
explosion, or smoke from a heating or cooking unit to 
premises rented to or in the care, custody, and control of 
the insured. While this insuring agreement is also in
cluded in the FCPL, the provision stipulates that the 
coverage applies only away from the insured premises. 
This means that a tenant farmer needs specific fire legal 
liability coverage on the occupied premises. This 
coverage may be added by endorsement to either the 
Farmowners-Ranchowners form or to the separate 
FCPL. The basic limit for this coverage is $25,000; this 
limit may be increased up to $50,000. 

Injury to Farm Employees. Like the CPL and Sec
tion II of the Homeowners forms, the FCPL provides 
coverage for both liability and medical payments for in
jury to domestic employees who are not covered or are 
not required to be covered under the workers compen
sation law of the state. However, the FCPL and Farm
owners-Ranchowners specifically exclude coverage 
under both the liability coverage and under medical 
payments for injuries to farm employees, regardless of 
whether or not such farm employees are covered under 
the workers compensation law. 

The Iowa workers compensation law applies to farm 
employees who are regularly employed or whose 
employer makes cash payments for farm labor of $1,000 
or more a year. Such farm employees must be covered 
under a workers compensation policy.• However, this 
leaves some part-time and occasional farm employees 
not covered under the law; and in the event such an 
employee is injured in the course of his employment, he 
may have a right of action against the employer and 
may sue for damages. 

The liability coverage of the FCPL and the Farm
owner-Ranchowners policy can be made applicable to 
farm employees who are not covered under workers 

compensation by endorsement to the policy and the 
payment of an additional premium. When the addition
al premium has been paid and coverage added for farm 
employees, the FCPL will provide coverage for defense 
and payment of any judgments up to the limit of the 
policy for injuries to such employees arising out of and 
in the course of their employment or otherwise. In addi
tion, the policy will respond for the medical expenses in
volved in such an injury up to the limit of liability under 
the medical payments coverage. 

Some confusion exists with respect to the situation in 
which a person is assisting the insured in a "neighborly 
exchange of work" for which the insured is not obli
gated to pay money. It is not unusual for farmers to 
help each other; one farmer may help his neighbor 
harvesting in return for help with his own work. Such a 
"neighborly exchange of labor" could be considered 
employment and, if the policy has not been extended to 
cover liability to farm employees, would be excluded 
under the liability coverage. However, a special excep
tion to the exclusion of injury to farm employees under 
the Medical Payments coverage provides coverage for 
the neighborly exchange of work situation. It is most 
important to note, however, that this exception applies 
only under Medical Payments; and neighborly ex
change situations are still excluded under liability 
(unless the farm employee liability coverage has been 
added). 

Named Insured and Family Medical Payments. 
Just as in the case of the Homeowners policy, the Farm
owners-Ranchowners Section II coverage (FCPL) ex
cludes medical payments for injuries to the insured and 
members of his household. However, a special optional 
endorsement to the FCPL permits the purchase of 
medical payments coverage for the named insured and 
listed members of his family with respect to injuries 
arising out of farming operations. In a sense, this en
dorsement classifies the named insured and members of 
his family with other covered employees with respect to 
the medical payments coverage. The injury must arise 
in connection with farm work, and the form specifically 
excludes domestic and personal activities which are not 
necessary to farming operations. An additional prem
ium charge is made for each person who is listed for the 
medical payments coverage, and only those persons 
who are listed are covered. 

Animal Collision. Another optional coverage, desig
nated "Animal Collision" is available by endorsement 
to the Farmowners-Ranchowners policy or the separate 
FCPL. This is not a liability coverage but merely 
physical damage coverage on the animals. It provides 
coverage for up to $400 a head on animals killed in a col
lision between the animal and a non-owned vehicle while 
the animal is on a public highway and not being trans
ported. It is used only when the animals are not 
scheduled or covered on a blanket basis under Section I 
of the Farmowners-Ranchowners policy. 
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COMMERCIAL LINES SECTION 
COMMERCIAL FIRE INSURANCE 

As you will recall, damage to property may be a 
source of two types of loss: direct, which consists of the 
loss of the asset itself, and indirect, resulting from the 
loss of use of the asset. In this section, we will focus on 
those commercial fire coverages designed to protect 
businesses and other organizations against direct loss. 
Indirect loss coverages will be treated later. 

There are an almost unlimited number of forms and 
endorsements in the commercial fire field, which are d& 
signed to meet the specialized needs of busineses and 
commercial firms. Since businesses are not nearly as 
homogeneous a group as homeowners, the forms used 
to insure dwelling property are multiplied many times 
over to meet the needs of business. While a detailed 
analysis of all of these forms is impractical, you should 
at least be aware of some of their main features. 

GENERAL PROPERTY FORM 
The General Property Form is the commercial equiva

lent of the Dwelling Buildings and Contents Basic 
Form. Like the basic dwelling form, it contains the 
definition of the property insured, certain permissive 
clauses, and a number of extensions of coverage. It also 
contains the provisions of the Extended Coverage En
dorsement and a Vandalism and Malicious Mischief in
suring agreement, each of which is made applicable by 
the payment of the appropriate premium. The provi
sions of the form are adaptable to the majority of 
business risks and to certain institutions such as chur
ches and schools as well. 

Property Insured 
The form may be used to insure buildings only, con

tents only, or building and contents. In addition, provi
sion is made for inclusion of personal property of others, 
which may be insured on a blanket basis together with 
the insured's own personal property or under a separate 
i tern. Coverage is provided under three insuring agre& 
ments, designated Coverage A, B, and C. 

Coverage A, Buildings. When buildings are insured 
under the form, coverage applies to additions and exten
sions, fixtures, machinery and equipment constituting a 
permanent part of the building, yard fixtures, and per
sonal property of the named insured used for the 
maintenance or service of the premises. When the 
policy is subject to a coinsurance clause of 80% or more, 
the cost of excavations and foundations which are 
below the undersurface of the lowest basement (or, if 
there is no basement, which are below the surface of the 
ground) are excluded. Outdoor signs (whether or not at
tached to the building structure) are not covered unless 
specifically described in the policy. 

Coverage B, Personal Property of the Insured. When 
personal property is insured under the form, coverage 
applies to business personal property which is owned by 
the insured, and which is usual to the occupancy of the 
named insured. In addition, the insured' s interest in 
personal property of others is also covered, to the extent 
of the value of labor, materials, and other charges in
curred by the named insured. The coverage on all per
sonal property applies to property while in or on the 
described buildings and also applies to property in the 
open or in vehicles on the premises or within 100 feet of 
the premises. 

Coverage C, Personal Property of Others. Insureds 
who wish to do so may purchase insurance on the per
sonal property of others in their care, custody, and con
trol. A limited amount of coverage on the property of 
others is automatically provided (as discussed below), 
but this coverage is limited to $2000. When the insured 
desires to purchase coverage on the property of others, 
the coverage may be written as a separate amount 
under Coverage C; or Coverages B and C may be writ
ten on a blanket basis. 

Improvements and Betterments 
The General Property Form automatically covers 

Tenant's Improvements & Betterments as a part of 
Coverage B. Tenant's improvements and betterments 
are defined as fixture's alterations, installations or addi
tions comprising a part of the building which are made 
or acquired at the expense of the insured tenant, and 
which the tenant may not remove. This coverage air 
plies only when the insured is not the building owner. 

The purpose of this coverage is to cover the improv& 
ments and betterments such as alterations or additions 
made to real property rented from others, against loss 
by the perils insured against. A tenant may spend a 
sizable sum of money on alterations or additions to a 
building owned by someone else. Usually these im
provements become part of the building, and will belong 
to the building owner depending on the terms of the 
lease. Such improvements and betterments represent 
substantial investment to the insured and their loss of 
use constitutes a real risk. Therefore it is important 
that they be insured. However, if the insured does not 
desire coverage on the Improvements and Betterments, 
the policy must be endorsed, deleting the coverage. 

If the improvements and betterments are repaired or 
replaced at the expense of the tenant within a reason
able time after the loss, the actual cash value will be 
paid. 

If not repaired or replaced within a reasonable time 
after the loss, the amount paid will be that proportion of 
the original cost of the damaged or destroyed improv& 
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ments and betterments which the unexpired term of the 
lease bears to the date when such improvements were 
made, to the expiration date of the lease. 

If the improvements are repaired or replaced by 
others, there is no loss of tenants improvements and 
betterments to the tenant; and, therefore, nothing will 
be paid. 

Extensions 
Although many of the provisions of the General Prop

erty Form are similar to those previously discussed in 
connection with the dwelling forms, the extensions of 
that General Property Form deserve special comment. 
There are six extensions under the form: 

Personal Property of Others. The form provides an 
extension of up to 2% of the amount of coverage on con
tents subject to a $2000 maximum to cover property of 
others in the custody of the insured. If personal proper
ty of others in the insured' s custody exceeds this 
amount, it may be specifically insured under the form, 
either as a separate item or together with the insured's 
personal property. 

Off-Premises Coverage. Coverage applies on prop
erty away from the premises up to 2% of the amount on 
both buildings and contents, subject to a maximum to 
$5000 to cover property - excluding stocks of mer
chandise - while away from the premises for the pur
pose of cleaning, repairing, reconstruction, or restora
tion. It should be recognized that this is an extremely 
limited extension coverage. The exclusion of stocks of 
merchandise, and the restriction to property away from 
the premises for the purpose of cleaning, etc., means 
that for all practical purposes one might say that there 
is no off-premises coverage. 

Newly Acquired Property. The insured may apply 
up to 10% of the amount of coverage on buildings, not 
exceeding $25,000, to cover new structures on the prem
ises, or elsewhere, and up to 10% of the amount of 
coverage on contents, not exceeding $10,000 to cover 
newly acquired personal property. In each case the cov
erage applies for a maximum of 30 days with an addi
tional premium due to the company for the automatic 
coverage provided. 

Personal Effects of Officers and Employees. The 
insured may apply up to $100 per individual, with a 
$500 aggregate, to cover loss to personal effects of the 
insured, officers, partners, or employees of the insured, 
which are damaged by an insured peril on the premises. 
The extension does not apply to property covered by 
other insurance. 

Valuable Papers and Records. Coverage for damage 
to valuable papers and records under the basic provi
sion of the policy is limited to the cost of blank paper 
and the cost of transcribing the information. Under the 
Valuable Papers and Records extension the policy pro
vides up to 5% of the amount of contents coverage, sub-

ject to a $500 maxi.mum, to cover the cost of research 
necessary to reconstruct the information lost. Cover
age in excess of this amount may be purchased under a 
separate Valuable Papers policy. 

Trees, Shrubs and Plants. The insured may apply up 
to 5% of the amount of coverage on buildings and per
sonal property, with a maximum of $1,000, to cover out
door trees, shrubs and plants. Coverage on any one 
item is limited to $250; and coverage is provided only 
for the perils of fire, lightning, explosion, riot or civil 
commotion, and aircraft. 

Perils Insured 
The General Property Form includes the provisions of 

both the Extended Coverage Endorsement and the 
Vandalism and Malicious Mischief Endorsement. 
Coverage for either is activated by the payment of the 
required premium and entry of this premium in the 
declarations section of the policy. 

Extended Coverage Endorsement. In general, the 
provisions of the extended coverage endorsement 
parallel the discussion of extended coverage contained 
in the Personal Lines Section of this manual. Coverage 
is provided against loss by Windstorm and Hail, 
Smoke, Explosion, Riot, Riot Attending a Strike, Civil 
Commotion, and Aircraft or Vehicles. The Windstorm 
and Hail perils specifically exclude damage to metal 
smokestacks, awnings, and outdoor radio and TV 
antennas. 

Vandalism and Malicious Mischief. Coverage for 
loss occasioned by vandalism and malicious mischief is 
made applicable by t he payment of the appropriate van
dalism and malicious mischief premium. Coverage is 
provided for direct loss occasioned by vandalism and 
malicious mischief, including damage to the building 
caused by burglars. In general, the exclusions of the 
form apply to glass (other than glass building blocks 
constituting a part of the building), pilferage, theft, 
burglary, and larceny. Furthermore, there is no cover
age if the building is vacant or unoccupied beyond thir
ty days. It should be noted that when this coverage is 
added to a policy covering property, all policies should 
have the endorsement added; for the same apportion
ment clause discussed in connection with the extended 
coverage endorsement also applies to the vandalism 
and malicious mischief endorsement. 

Other Provisions 
Many of the clauses and provisions studied in connec

tion with the dwelling forms are included in the com
mercial forms. Other clauses are also included in the 
commercial forms, and the agent should be aware of the 
nature and intent of these provisions: 

The Debris Removal Clause. This clause states that 
debris removal is covered, but the amount for debris 
removal and payment for loss cannot exceed the 
amount of insurance. 
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Divisible Contract Clause. This clause is not includ
ed in the dwelling forms. It states that if the policy 
covers two or more buildings, a breach of warranty in 
connection with one building does not affect the in
surance on the other building. 

Permits and Use Clause. The Permits and Use 
clause grants permission for a number of activities or 
situations which might otherwise void the coverage. 
First, permission is granted for the insured to make al
terations and repairs. In addition, permission is 
granted for such use of the premises as is usual and in
cidental to the occupancy described. Finally, permis
sion is granted for limited unoccupancy, as described 
below. 

Vacancy and Unoccupancy. As we noted in our dis
cussion of the Standard Fire Policy in the personal lines 
section of this study guide, the Standard Fire Policy 
provides that the policy is suspended "while the de
scribed building, whether intended for occupancy by 
owner or tenant, is vacant or unoccupied beyond a 
period of 60 consecutive days." The various dwelling 
forms give permission for the dwellings to be vacant or 
unocct1pied beyond this limit of time. Under the 
General Property From FG P-1, permission is granted 
only for such unoccupancy as is usual for the type of 
business insured. This would permit, for example, a 
school to be unoccupied during the summer or a drive-in 
movie to be unoccupied during the winter. However, 
there is no blanket permission for vacancy or unoccu
pancy as in the case of the dwelling forms, and any 
vacancy or unoccupancy other than that usual to the 
type of business insured will suspend coverage after 60 
days. 

The legal distinction between vacancy and unoccu
pancy if fairly well defined. A building is vacant when 
it has neither occupants nor contents. A building is 
unoccupied when it has contents, but not occupants. 
Vacancy or unoccupancy of buildings other than dwell
ings will suspend the coverage unless the policy is en
dorsed to provide for continuing coverage. When a mer
chantile, warehouse, or other non-manufacturing risk is 
vacant or unoccupied, Vacancy or U noccupancy Permit 
must be attached to the policy. The endorsement pro
vides coverage on the vacant or unoccupied building for 
a specified period of time, which may not exceed six 
months. If the building is a manufacturing risk, a 
somewhat different permit must be used, which permits 
unoccupancy only, also for a period not to exceed six 
months. 

The Subrogation Clause. The provision of Form 
FGP-1 that is entitled "Subrogation Clause" is of 
special interest. As the student will recall, the subro
gation clause contained in the Standard Fire Policy pro
vides that the insurer may require an assignment of any 
right of recovery that the insured may have against a 
third party to the extent that payment is made under 

the policy. The subrogation clause of the Building and 
Contents For.en permits the insured to waive such right 
of recovery, so long as the waiver is in writing and is 
done before the loss: 

This insurance shall not be invalidated should the 
Insured waive in writing prior to a loss any or all 
rights of recovery against any party for loss occur
ring to the property described herein. 

If Mr. Smith, the landlord, desires to protect Mr. Jones, 
the tenant, from subrogation by Smith's insurer, he 
may insert a provision in the lease under which he 
waives right of recovery against Jones in the event of 
fire damage to the premises. In the event of a fire, 
Smith would collect from his insurer and the insurer 
would be precluded from bringing action against Jones 
even though Jones might have been responsible for the 
loss. 

ENDORSEMENTS INCREASING RECOVERY 
Replacement Cost Coverage 

Some business property is eligible for replacement 
cost coverage similar to the replacement cost coverage 
which was examined in connection with the Broad 
Form Dwelling Forms and the Homeowners Contracts. 
In the case of commercial buildings, however, the under
writing requirements are considerably more stringent. 
Like the dwelling form extensions, the replacement cost 
endorsement applicable to other forms of fire insurance 
provides that no deduction will be made for deprecia
tion in the event of a loss, provided that the insured has 
maintained insurance equal to a specified percentage of 
the replacement cost value of the building. Under the 
replacement cost endorsements used for commercial 
property, it is normally a requirement that the building 
must be rebuilt on the same premises for the same occu
pancy before the insured can collect on a replacement 
cost basis. 
Special Endorsements Increasing Recovery 

In many municipalities throughout the State, build
ing codes and zoning ordinances specify that buildings 
must be of a specified type of construction. These or
dinances generally apply to all buildings erected after a 
given date, and also provide that any existing building 
that does not meet these requirements and that is 
damaged beyond a given percentage (for example, 50%) 
must be demolished and replaced by a building of ap
proved construction. These building codes, together 
with the disclaimer clause, create a special exposure to 
loss for property owners located in those areas to which 
the codes apply. If their buildings are destroyed, they 
will collect on the basis of the existing construction, but 
will not be permitted to replace the building with that 
type of construction. Furthermore, the possibility ex
ists that in the event of a partial loss, they will not be 
permitted to use the remaining portion of the building 
in reconstruction. This special loss exposure must be 
covered by endorsement to the policy. There are three 
special coverages that apply. 
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Increased Cost of Construction Endorsement. The 
"increased cost of construction endorsement" permits 
the insured to purchase coverage on the basis of the con
struction requirements of the building code, rather than 
on the basis of his existing structure. The endorsement 
provides that payment will be made on the basis of the 
cost of replacing the building with the type of structure 
required by the provisions of the building code. If the 
required replacement is of a more expensive type, loss 
will be paid on the basis of the improved construction, 
provided that the insured has purchased the correct 
amount of coverage and added the "increased cost of 
construction endorsement. " This endorsement is writ
ten only in conjunction with the replacement cost en
dorsement. 

Contingent Liability from Operation of Building 
Laws Endorsement. A second endorsement, called the 
11 contingent liability from operation of building laws en
dorsement,' ' extends the policy to cover the undamaged 
portion of a building when the building code requires 
that the remaining part of the structure be demolished. 
In those jurisdictions in which the code specifies that 
buildings destroyed to a certain percentage may not be 
rebuilt, the endorsement is an important extension; 
because without it, the insurer would pay only for the 
damaged part of the building, even though the insured 
owner would not be permitted to use the remaining part 
of the building in reconstruction. In other words, when 
this endorsement is attached to the policy, the in
surance company agrees to pay any loss in excess of the 
percentage damaged when the building code does not 
permit rebuilding. The rates for the perils insured 
against are increased when this endorsement is used. 
No additional insurance is invovled; the insurer's liabili
ty is merely increased beyond that of the basic policy 
and form when the building code specifies that the un
damaged part of the building may not be used in re
building. 

The Demolition Cost Endorsement. The " demoli
tion cost endorsement," which may be used only with 
the "contingent liability from the operation of building 
laws endorsement,'' extends the policy to cover the ac
tual cost of demolishing the undamaged portion of the 
building. When the building code specifies that the un
damaged portion of the building may not be used in 
rebuilding after a loss, the contingent liability endorse
ment discussed above makes the loss payable as a total 
loss, covering the undamaged part of the building. The 
demolition cost endorsement covers the cost of de
molishing that undamaged portion, so that the new 
structure may then be rebuilt. 

Market Value and Selling Price Clauses 
A manufacturer who has a large stock of finished 

goods on hand may face an exposure that is not covered 
under the standard forms of coverage on stocks of mer
chandise - the loss of expected profits on the goods if 

they are destroyed. The Standard Fire Policy provides 
for payment only on the basis of the actual cash value of 
the goods, not their selling price. If the goods should be 
destroyed, expected profits might never be earned 
because customers may turn elsewhere to purchase the 
goods. Furthermore, while business interruption insur
ance will pay for the loss of income suffered during a 
period of discontinued operations, the loss of profits on 
already-completed stock would not be covered. Al
though the exposure in this area is more severe for 
manufacturers than for mercantile establishments, even 
mercantile firms face an exposure. A merchant can 
replace stocks of merchandise more quickly than can a 
manufacturer, but a possibility of loss still exists in the 
case of goods that have been sold by the merchant but 
not delivered. There are two fire policy endorsements 
(one for manufacturers and one for mercantile 
establishments) designed to cope with this gap: The 
Market Value Clause and the Selling Price Clause. 

Market Value Clause. Coverage for manufacturers 
is provided under the Market Value Clause, which pro
vides that the value of finished stock shall be the price 
for which the stock would have sold, had no loss oc
curred. The form expressly provides for a deduction 
from the market value of all discounts and unincurred 
expenses to which the stock would have been subject. 
This Market Value Clause is applicable only to finished 
stocks of manufactured goods. The provisions of the 
Market Value Clause must be added to the policy by en
dorsement. 

Selling Price Clause. A similar clause is used for 
mercantile stocks, called the Selling Price Clause. The 
Selling Price Clause applies only to stocks already sold 
but not yet delivered and provides that, with respect to 
such merchandise, the value for loss settlement is the 
amount for which the merchandise was sold, less all dis
counts and allowances. The Selling Price clause is 
automatically included in the General Property Form 
(FGP-1). 

COINSURANCE 
Coinsurance is one of the most misunderstood topics 

in the en tire area of commerical fire insurance, yet this 
principle is not really difficult. To understand the basis 
for the coinsurance concept, it is necessary to under
stand something about fire insurance rates. 

It is a well documented fact that most fire losses are 
partial. Loss frequency is a far more important factor 
in fire insurance rates than is severity of loss. Statis
tical data gathered by the fire insurance rating bureaus 
indicate that about 85% of all fire losses involve less 
than 20% of the value of the property, and only about 
5% of the losses involve over 50% of the value of the 
property insured. Since most losses tend to be partial, 
many individuals do not purchase complete coverage. 
Since the fire rate is based on the ratio of the amount of 
losses to the amount of coverage purchased, the rate 
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will be higher if individuals insure a lower percentage of 
their property values than if they insure the property 
for some high percentage of its value. Since insurance 
to value has such a direct relationship to the adequacy 
and equity of rates, some concession must be made in 
the rating structure for those who insure their property 
for some high pecentage of its value. This is precisely 
the intent of the coinsurance mechanism. 1 

Under the provisions of the coinsurance clause, the in
sured agrees to maintain insurance equal to some speci
fied percentage of the value of his property in return for 
a lower rate. In effect, the coinsurance rate is a quanti
ty discount. If the insured agrees to purchase insurance 
equal to the agreed percentage, the rate which he must 
pay per $100 of coverage is reduced. If the insured fails 
to maintain the amount of insurance which he agreed to 
maintain, he may suffer a penalty at the time of a loss. 
The provisions of the coinsurance clause are as follows: 

In consideration of the reduced rate and the 
form under which this policy is written, it is ex
pressly stipulated and made a condition of this 
contract that in the event of loss, this company 
will be liable for no greater proportion thereof than 
the amount hereby insured bears to the specified 
percentage of the actual cash value of the property 
described herein at the time such loss shall hap
pen. 

More simply, at the time of a loss the insurance com
pany will make payment on the following basis: 

Insurance carried X L A t 'd oss = moun pru. 
Insurance required 

The application of the provision is simple: as long as 
the insured carries insurance equal to the required per
centage, all losses covered by the policy will be paid in 
full. If he does not maintain the insurance to value re
quired, he will collect only a part of his loss. 

To illustrate, let us assume that the insured in ques
tion has purchased insurance on a $100,000 building, 
with an 80% coinsurance clause. In keeping with the re
quirement of the coinsurance clause, he purchased 
$80,000 in coverage. In the event of a $5,000 loss, the 
company would pay: 

Insurance carried 
Insurance required 

X $5,000 = $5,000 

1The coinsurance clause is not used in the field of dwelling property. 
In the field of dwelling coverages, the loss constant is used to provide 
for equity between property owners. Under the loss constant rating 
structure, the insurance company makes a flat charge per policy of 
some amount (e.g., $6.00) and then charges some rate per $100 of 
coverage in addition. The effect is a schedule of rates that varies with 
the amount of insurance purchased, giving property owners who pur• 
chase higher amounts of i..,swance a lower rate per $100. 

Now let us assume that as time goes by, construction 
costs increase and increases in price level act to increase 
the replacement cost of the building. In spite of the fact 
that the actual cash value of the building has increased, 
the insured continues to maintain $80,000 in coverage. 
At the time that his next $5,000 loss occurs, it is deter
mined that the actual cash value of the building has in
creased to $200,000; and to comply with the 80% coin
surance clause, the insured should have been carrying 
$160,000 in coverage. In this case he becomes a coin
surer, and suffers a penalty equal to the coinsurance 
deficiency: 

Insurance carried ($ 80,000) X $5,ooo = $2,500 
Insurance required ($160,000) 

Two important points are illustrated by the above ex
amples. First, the coinsurance requirement is applied 
at the time of loss; and the amount of insurance re
quired to comply is based on the actual cash value of t he 
property at the time of loss, and not the value of the 
property when the policy is originally taken out. Se
cond, the burden of maintaining the proper amount of 
insurance is on the insured. The insurance company 
does not check to see if the insured has kept his promise 
until a loss takes place. 

The coinsurance clause penalty is applicable only in 
the case of partial losses. In the event of a total loss, (or 
any loss equal to or exceeding the amount of insurance 
required by the coinsurance clause) the face of the policy 
is payable. 

BLANKET INSURANCE 
Thus far, we have discussed only one form of fire in

surance, that form known as "specific" insurance. Spe
cific insurance applies a definite amount of insurance to 
a stated item. In addition to specific insurance, in
surance may also be written on a ''blanket'' basis, under 
which one amount of insurance covers more than one 
type of property at more than one location. For exam
ple, a firm with a number of buildings may purchase 
specific insurance on each; but it can also insure them 
on a blanket basis, with a single amount of insurance 
applicable to all. When coverage is written on a blanket 
basis, 90% coinsurance is usually required. Blanket in
surance may be used to fill three needs: 

1. Blanket insurance may cover one subject or in· 
surance at more than one location (e.g., $20,000 or 
cover machinery at locations "X" and "Y"). 

2. Blanket insurance may cover two or more subjects 
at one location (e.g., $20,000 to cover building, 
machinery, and equipment at location "X"). 

3. Blanket insurance may be used to cover two or 
more subjects at two or more locations (e.g., 
$50,000 on buildings and contents at locations 
"X" and "Y"). 

Blanket insurance is designed for firms with insur-
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able property composed 0f different elements. It is 
used when the individual elements that make up the 
total fluctuate, but the total values remain stable. 
Under these circumstances (where the total remains 
stable, but the components fluctuate), specific insurance 
is inconvenient, for it would be necessary to constantly 
adjust the amount of insurance as the values changed. 
If the specific amounts of coverage were not adjusted, 
the insured might find that he had too much insurance 
on one item and not enough on some other. 

In addition to providing a convenient means of insur
ing property with fluctuating components, there are 
other advantages to the blanket approach since the full 
amount of blanket insurance is available to cover loss to 
any single item. Suppose, for example, that the XYZ 
Company owns ten buildings, each worth $100,000. If 
the properties are insured on a blanket basis, subject to 
a 90% coinsurance clause, XYZ must purchase 
$900,000 in blanket coverage. In the event of a loss, 
coverage would apply to any building up to the full 
$100,000 of its value, provided XYZ meets the coin
surance requirement at the time of the loss. If the same 
ten buildings were insured for $90,000 each on a speci
fied basis, recovery would, of course, be limited to the 
$90,000 applicable to each. 

When coverage is written on a blanket basis with less 
than 90% coinsurance, it is normally mandatory to at
tach a form known as the " pro-rata distribution 
clause." The effect of the pro-rata distribution clause is 
to make blanket insurance specific at each location. 
This clause provides that the total amount of insurance 
is to be divided among the locations on the basis of the 
percentage of total values that the property at each 
location represents. Thus if the insured mentioned 
above had purchased $120,000 in coverage rather than 
the $150,000 which the insurable value represented, the 
coverage would be divided among the three locations as 
follows: 

Warehouse #1 - $45,000 (30% of the total values) 
Warehouse #2 - $45,000 (30% of the total values) 
Warehouse #3 - $60,000 (40% of the total values) 

The $120,000 in coverage would be divided among the 
locations on the basis of the above percentages. If the 
property at location #1 was totally destroyed, the in
sured would collect only $36,000 (30% of $120,000). The 
need for the pro-rata distribution clause is obvious; 
without it the insured could purchase a small amount of 
insurance equal to the maximum values at any one loca
tion and use it for insurance at the additional locations 
as well. The clause forces the insured to maintain in
surance to value at all locations. 

REPORTING FORMS 
For a large number of mercantile risks, the value of 

stock on hand fluctuates substantially during the year. 
A specific amount policy is unsatisfactory in such in-

stances because it either under-insures or over-insures 
the property at risk during the year. If insurance is pur
chased in an amount sufficient to cover the peak value, 
the stock is over-insured most of the time and the in
sured is paying for more insurance than he will be per
mitted to collect. If some amount of insurance less than 
the peak value is selected, there will be occasions when 
the insured will be under-insured and exposed to the 
possibility of an uninsured loss. 

Monthly reporting type policies are especially de
signed to meet the needs of such mercantile risks. They 
work just like a rubber band. The amount of insurance 
in effect during the year stretches up and down with the 
values on hand. The policy is written with a maximum 
limit of liability that is sufficiently high to cover the 
maximum expected values, and the amount of in
surance adjusts automatically to the values exposed to 
loss subject to this maximum. The insured makes 
monthly reports of his current values and is charged on 
the basis of these reports, paying only for the values ex
posed to loss, and not for the limit of coverage specified 
as the maximum. The premium cannot be known until 
the year is over, and so a provisional premium is paid at 
the inception of the policy and then adjusted at the end 
of the year to reflect the true cost of the protection pro
vided. 

The insured is required to report 100% of the values 
of the property insured. Any violation in late reporting 
or under-reporting, whether intentional or otherwise, is 
a violation of the policy conditions and may result in a · 
penalty in the event of a loss. The "full value reporting 
clause" (also called the " honesty clause") provides that 
if the insured under-reports his values, the liability of 
the insurance company is limited to the percentage of 
the loss that the last reported values bear to the values 
that should have been reported. Thus, if the insured 
reports values of $100,000 when the value of the proi.,er
ty on hand is $200,000 and then suffers a loss of, say, 
$2,000, he would collect only the percentage of that loss 
that the values reported represent to the actual values: 
50% or $1,000. In the case of a late report, the amount 
of insurance is limited to the values reported in the im
mediately preceding report. In other words, when the 
insured is late in reporting, the maximum limit specified 
at the inception of the policy is suspended, and the last 
reported values become the maximum amount that is 
recoverable. 

Peak Season Endorsement 
When the fluctuation in value is limited to an identi

fiable period, an alternate approach, the peak season en
dorsement, may be used instead of a reporting form. 
Under the peak season endorsement, the amount of 
coverage is increased by some specified amount to cover 
the increased values during the period, and a pro-rata 
premium charge is made for the additional amount of . 
msurance. 
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OTHER SPECIALIZED FORMS 

Builder's Risk Coverages 
When a building in the course of construction is to be 

insured, it is normally covered under a specialized form 
known as a Builder's Risk form. These builder's risk 
forms may be written to include practically any com
bination of perils, including all risk coverage. There are 
five builder's risk forms. 

Builder's Risk Basic Form. The Builder's Risk Basic 
form covers the building listed in the policy while it is in 
the course of construction. Coinsurance under this form 
is optional, but when 80% or higher coinsurance is in
cluded, the form also covers property of others and 
coverage for materials and supplies located on the . 
prermses. 

Builder's Risk Completed Value Form. The 
Builder's risk completed value form covers the building 
listed while in the course of construction. The amount 
of insurance shown on the policy is the final full value of 
the buildings, less any excludable items. The rate used 
to determine the premium is 55% of the applicable 
100% coinsurance builder's risk rate, to reflect the pro
gressive increase in coverage from zero to the final com
pleted value. 

The policy may be written to cover the interest of the 
building owner, t he general contractor, and any sub
contractors, all of whom have an insurable interest in 
the building under construction. 

The insured must notify the company at the time t he 
building is occupied. If the building is occupied before 
it is fully completed, the policy must be endorsed to per
mit coverage to continue until the building is finally 
completed. 

Builder's Risk Reporting Form. Under the Builder's 
Risk Reporting form, the insured must make a report 
each month of the value completed to that point. Under 
the Builder's Risk Reporting form, as under most 
reporting forms, t he final premium is based on the 
average values at risk, as reported by the insured to the . msurance company. 

Contractor's Automatic Builders Risk Form. The 
Contractor's Automatic Builder's Risk Form is de
signed to provide temporary protection for contractors 
with a large number of building projects, pending the is
suance of a separate policy for each location. In a sense, 
the form provides binder coverage on new construction 
until individual builder's risk forms can be issued. A 
limit of liability for any one location is designated in the 
policy. 

Contractor's Automatic Builders Risk Completed 
Value Reporting Form. The Contractor's Automatic 
Completed Value R_eporting Form provides automatic 
coverage on all building projects begun during the year. 
Coverage is provided for the completed value of the 

projects, and the premium is determined on the basis of 
monthly reports. This form eliminates the need for in
dividual policies for each job. The monthly reports in
dicate the date and completed value of construction 
begun during the month, and the date and completed 
value of construction completed during the month. A 
final premium adjustment is made at the end of the 
policy period. 

Special Building Form 
The Special Building Form is used to extend the stan

dard fire policy to provide all risk coverage on eligible 
buildings. Virtually all classes of buildings are eligible 
for coverage under this form except: 

(1) boarding and rooming houses 
(2) builder's machinery and tools written under a 

builder's risk form 
(3) builder's risks insured under the Contractor's 

Automatic Builder's Risk Completed Value Form 
(4) farms or farming operations 
(5) grain elevators, tanks, and grain warehouses 
(6) nuclear reactor plants 
(7) risks written under special rating schedules, such 

as Highly Protected Risks, Petroleum or Petro
chemical plants, electric generating stations, or 
natural gas pumping stations. 

All Risk Insuring Agreement. The insuring agree
ment of the Special Building form is simply and 
straightforward: 

"This policy insures against all risks of direct 
physical loss subject to the provisions and stipula
tions herein and in the policy of which this form is 
made a part. '' 

The actual coverage of the form is determined by the ex
clusions and by the limitations imposed on certain 
types of property. 

Exclusions and Limitations of Coverage. A com
plete discussion of all of the exclusions and limitations 
of thE: form is beyond the scope of this manual. How
ever, a few of the more important limitations in cover
ages are the following: 

1. Steam boilers and other steam vessels are not 
covered for loss by explosion or other loss caused 
by a condition within such objects. 

2. Coverage on glass is limited to $50 per plate and 
$250 per occurrence unless caused by the perils of 
fire and extended coverage. 

3. Loss caused by enforcement of ordinances regulat
ing repair or demolition of structures is excluded. 

4. Loss caused by artificial electricity is excluded, ex
cept loss by an ensuing fire. 

5. Loss caused by earthquake, earthmovement, 
flood, surface or underground water is excluded. 

6. Loss caused by war and nuclear damage is exclud
ed. 
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7. Wear and tear, deterioration, rust, corrosion, 
mold, wet or dry rot, inherent defect, mechanical 
breakdown, and losses caused by animals, birds, 
vermin or termites is excluded. 

8. Vandalism and malicious mischief is· excluded 
when the premises are vacant or unoccupied 
beyond 30 days. 

9. Certain types of water damage is excluded, such 
as leakage of pipes resulting from freezing when 
the building is vacant or unoccpied (unless the in
sured has exercised diligence in maintaining heat 
or the water has been shut off and the pipes 
drained) and damage which results from contin
uous or repeated seepage over a period of time. 

10. Theft of any property which is not an integral part 
of the building. 

Extensions of Coverage. The Special Building 
Form includes several important extensions of cover
age. In addition to the extension of coverage for newly 
acquired buildings, the off premises extension, and the 
extension for trees, shrubs and plants (which were dis
cussed in connection with the General Property Form), 
the Special Building Form also includes a special 
Replacement Cost Extension. Under the provisions of 
this extension, losses of less than $1,000 are paid on a 
replacement cost basis, provided the insured has met 
the coinsurance percentage specified in the policy. 

The Special Personal Property Form 
The Special Personal Property Form may be used to 

provide all risk coverage on business personal property, 
subject to specific exclusions. Coverage may be provid
ed on personal property of the insured, on personal 
property of others in the custody of the insured, or on 
both classes. The all risk insuring agreement of the 
Special Personal Property Form is identical to that of 
the Special Building Form discussed above. 

Exclusions Under the Form. The all risk insuring 
agreement of the Special Personal Property Form is 
identical to that of the Special Building Form discussed 
above. However, since personal property by its very 
nature is subject to a wider range of loss possibilities, 
the exclusions of the Special Personal Property Form 
differ from those of the Building form. In addition to 
those exclusions noted above in connection with the 
Special Building form, the Special Personal Property 
Form also excludes: 

1. unexplained or mysterious disappearance of prop
erty, or shortage of property disclosed by an in
ventory. 

2. fraudulent or dishonest acts by the insured, 
employees or agents of the insured, or any person 
to whom property has been entrusted. 

3. voluntary parting of property as a result of a 
fraudulent scheme, trick, device or false pretense. 

4. breakage of glass, statuary, or other fragile or brit-

tle articles unless caused by the perils of fire and 
extended coverage, vandalism, or discharge of a 
fire protective system. 

Other Limitations. Certain classes of property are 
subject to specific dollar limitations, which apply to 
losses from any cause except fire, extended coverage, 
vandalism and malicious mischief, or sprinkler leakage. 
Coverage for losses except by these "specified perils" is 
limited to: 

1. $1,000 per occurrence on furs and fur garments. 
2. $1,000 per occurrence for jewelry, watches, 

precious and semiprecious stones and precious 
metals. 

3. $1,000 per occurrence on patterns, dies, molds, 
models and forms. 

4. $250 on stamps, tickets and letters of credit. 
All risk coverage for amounts in excess of these limits 
may be obtained under inland marine forms. 

Extensions of Coverage. The Special Personal Prop
erty form includes seven extensions of coverage. Four 
of these are the same as those in the General Property 
Form. 

A. Property at newly acquainted locations. This is 
essentially the same extension discussed previous
ly in connection with the General Property Form, 
but applicable only to personal property. 

B. Personal Effects. This extension of coverage up 
to $500 on personal effects of officers and em
ployees is the same as the extension of the General 
Property Form. 

C. Valuable Papers. This is the same $500 extension 
contained in the General Property Form. 

D. Extra Expense. The insured may apply up to 
$1,000 to cover the necessary expense incurred to 
continue operations following damage by an in
sured peril to buildings or personal property at the 
described location. Coverage in excess of this 
amount may be purchased as specific Extra Ex
pense Insurance. 

E. Damage to Buildings, from Theft, Burglary or 
Robbery. Although the coverage of the form ap
plies to personal property, this extension provides 
coverage for damage to the building occupied by 
the insured if damaged in the process of burglary, 
robbery, or theft. 

F. Transportation. The insured may apply up to 
$1,000 to cover insured property while being 
transported in vehicles owned, leased or operated 
by the named insured away from the premises. 
This extension does not apply to property such as 
samples in the custody of salesmen. It is im
portant to note that while the basic coverage of 
the policy is on an all-risk basis, the Transporta
tion Extension provides coverage only for loss 
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caused by fire, extended coverage, vandalism and 
malicious mischief, collision or overturn of the 
vehicle, or theft resulting from forcible entry into 
the vehicle. Coverage would apply under this ex
tension, for example, to property in a delivery 
truck owned by the insured firm. 

G. Non-owned Personal Property. This is the same 
extension (2% of the amount of insurance up to 
$2,000) on property of others in the insured's 
custody discussed in connection with the General 
Property Form. 
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AL~IED LINES AND MISCELLANEOUS 
PROPERTY COVERAGES 

"Allied Lines" is a term that is used to describe 
coverages that are closely associated with and usually 
sold in conjunction with fire insurance. Unfortunately, 
there is no generally accepted definition of what allied 
lines are and no list of the coverages that should be in
cluded in the term. The following are generally con
sidered to be '' allied lines.'' 

1. Sprinkler Leakage Insurance 
2. Water Damage Insurance 
3. Earthquake Insurance 
4. Radioactive Contamination Insurance 

In addition to those coverages classed as "Allied 
Lines," there are certain other miscellaneous coverages 
that were traditionally sold by casualty insurers, such 
as Plate Glass Insurance and some coverages, like Ac
counts Receivable Insurance and Valuable Papers 
coverage that were sold by both fire and casualty com
panies. Finally, there are a number of newer coverages, 
such as Flood Insurance and Difference-in-Conditions 
coverage that do not fit conveniently into any special 
classification. We will discuss all of these coverages in 
this section. 

Sprinkler Leakage 
A sprinkler system is one of the most effective means 

available for keeping a fire under control once it has 
broken out. A sprinkler system consists of pipes which 
carry water to sprinkler heads, which are valves de
signed to open when temperatures reach 135-165° 
f ahrenhei t or higher. 

Every owner or occupant of a building in which there 
is an automatic sprinkler system should consider the 
need for sprinkler leakage insurance. Sprinkler systems 
are installed to protect against the fire hazard and to 
help reduce fire insurance rates. While they do aid in 
fire loss prevention, they also increase another possible 
source of loss. 

The basic fire policy will cover any damage caused by 
water from a sprinkler system when the discharge is 
caused by a fire; however, it does not cover the damage 
caused by accidental leakage. Accidental leakage must 
be covered under t he sprinkler leakage coverage. The 
coverage defines sprinkler leakage as leakage or dis
charge of water or other substance from any "auto
matic sprinkler system '', including heads, pipes, valves, 
fittings, tanks (including component parts and sup
ports), pumps and private fire protection mains con
nected with the automatic sprinkler. The policy also 
covers direct loss caused by the collapse or fall of a tank 
forming a part of the automatic sprinkler system. 

Like the Fire Policy, the coverage under the Sprinkler 
Leakage coverage is on the basis of the actual cash 
value of the property at the time of the loss. Sprinkler 
leakage is usually written subject to a coinsurance 
clause, but with a much wider range of coinsurance op
tions. The insured has a choice of coinsurance per
centages of 5%, 10%, 25%, 50%, 80% or even higher. 
The higher the coinsurance percentage selected, the 
lower the rate. Different coinsurance percentages may 
be applied to specific insurance written on different 
items. For example, the coinsurance on the building 
might be 10%, while the coinsurance on the contents 
might be 25%. 

Coverage is provided under one or more of six items 
in the form. 

Item No. 1- Covers the buiding 
Item No. 2-Covers the contents 
Item No. 3-Covers Improvements and Betterments 
Item No. 4-Covers personal property of employees 

or members of the firm. 
Item No. 5- Is used to cover contents, when only a 

part of the contents (e.g., machinery or 
fixtures) are to be covered. 

Item No. 6-Covers damage to t he sprinkler system · 
itself. Coverage is for damage resulting 
from freezing or breakage of parts, sub
ject to a $25 deductible. 

The sprinkler leakage coverage is not reduced by loss. 

Water Damage 
Water damage coverage is designed to cover t he acci

dental discharge or overflow of water or steam from 
within any of the following sources: 

1. Plumbing systems (excluding sprinkler systems, 
which, as noted above, are covered under the 
sprinkler leakage policy). 

2. Plumbing tanks for the storage of water for the 
supply of a plumbing system, heating system, 
elevator tanks and cylinders, standpipes for fire 
hose (except when supplied by a sprinkler system). 

3. Industrial or domestic appliances. 
4. Refrigerating or air-conditioning systems. 

In addition, the policy also covers the accidental ad
mission of rain or snow directly to the interior of the 
building through defective roofs, leaders or spouting, or 
through open or defective doors, windows, skylights, 
transoms or ventilators. Subject to certain exclusions, 
the policy also covers direct loss caused by collapse or 
fall of a tank or any component part or support thereof 
which forms a part of the plumbing system. 
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Finally, the policy covers accidental discharge or leak
age of water from underground water supply mains and 
fire hydrants. 

EARTHQUAKE INSURANCE 
Commercial property forms, such as the General 

Property Form, specifically exclude loss caused by 
earthquake, except for any ensuing fire damage. Several 
methods are available for providing earthquake in
surance. There are two ISO Earthquake forms: 

1. The Earthquake Extension Endorsement. This 
endorsement is attached to the standard fire 
policy. It extends the fire policy to include the 
peril of earthquake, and is used in conjunction 
with a form providing protection against the perils 
of extended coverage, additional perils, or all risk. 
This form may be used to provide coverage 
against direct loss or consequential loss (such as 
business interruption). Eighty percent coinsur
ance is required, and the insured may elect 90% or 
100% coinsurance. If the fire coverage is written 
subject to an Agreed Amount Endorsement, the 
earthquake coverage may be written on the same 
basis. 

2. The Earthquake Form. This form is attached to a 
Standard fire policy, converting it into an Earth
quake Peril Policy only (that is, no coverage is pro
vided for the peril of fire). Only direct damage 
coverage may be provided under this form, sub
j ect to a minimum coinsurance percentage of 40%. 

3. Sprinkler Leakage Earthquake Extension En
dorsement. This separate form may be attached 
to a standard fire policy which is written to pro
vide sprinkler leakage coverage. It extends the 
sprinkler leakage protection to include loss result
ing from an earthquake. The Sprinkler Leakage 
Earthquake Extension Endorsement is not 
necessary if either of the above forn1s are used, 
since both include provisions extending the cover
age to the sprinkler leakage peril. 

Earthquake Insurance Provisions. In general, the 
provisions of the earthquake form are dictated by the 
nature of the peril. 

A single earthquake occurrence is defined as in
cluding any shocks that take place within a period of 
seventy-two consecutive hours. 

A loss deductible clause, specified as a percentage of 
the actual cash value of the property, supercedes any 
other deductible in the policy as respect earthquake 
coverage. This deductible applies separately to each 
building or structure, the contents of each building, and 
property in the open. 

One additional important distinction between the 
coverage under the fire forms and that of the earth
quake forms is that the earthquake forms do not, as do 
the fire forms, exclude foundations and excavations. 

These items are specifically covered under the earth
quake forms. 

The earthquake forms also contain an apportionment 
clause. When the earthquake extension endorsement is 
used, loss is apportioned on the basis of the total 
amount of fire insurance in force. 

FLOOD INSURANCE 
Until the enactment of the 1968 Housing and Urban 

Development Act (HUD) which initiated the National 
Flood Insurance Program, flood insurance on fixed loca
tion property was available only on an extremely 
limited basis. The HUD Act of 1968 established a 
federally subsidized flood insurance program, under 
which flood insurance is made available to both in
dividuals and to business firms. 

General Provisions of the Flood Insurance Program 
The National Flood insurance program is open to any 

community that pledges to adopt and enforce land con
trol measures designed to guide the future development 
of the community away from flood prone areas. Once a 
community has agreed to adopt the specific controls re
quired, it becomes eligible for the "Emergency Pro
gram." Under this program, coverage is available at 
subsidized rates for up to $35,000 on single-family 
dwelling and up to $100,000 on other eligible structures. 
Residential contents are protected up to $10,000 and 
nonresidential contents may be insured up to $100,000. 
Although the program originally provided coverage 
only for residential property, the eligibility has gradual
ly been expanded. At the present time, virtually all in
dustrial, commercial, agricultural and public buildings 
are eligible for coverage. 

When the community actually implements the con
trols and the actuarial studies have been completed, it 
becomes eligible for the Permanent Program. Under 
the Permanent Program, property owners may pur
chase additional insurance at nonsubsidized rates calcu
lated to take into account the probability of flood losses 
in the community. Actuarial rates may range from $.05 
to $30 per $100 of insurance. 

The program makes a distinction between ' ' Small 
Business" and other nonresidential risks, and provides 
larger amounts of coverage to those firms that qualify 
as a "Small Business." The amounts of subsidized and 
nonsubsidized coverage available and the rates at which 
the coverage is available are as follows: 

First Subsidized 
Layer Rate per Second 

(Subsidized) $100 Layer 

SMALL BUSINESS 
- Buildings $100,000 .40 150,000 

SMALL BUSINESS 
- Contents 100,000 .75 150,000 
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OTHER NONRESI
DENTIAL -
Buildings 100,000 

OTHER NONRESI
DENTIAL -
Contents 100,000 

. 40 100,000 

.75 100,000 

A "Small Business" for the purpose of the National 
Flood Insurance Act includes any firm with assets of 
$5,000,000 or less. a net worth of $2,500,000 or less, and 
an average net income after Federal Income taxes for 
the preceding two years of not in excess of $250,000. 

Because the original law did not make the program 
mandatory, participation was less than hoped for. In 
1973, the Flood Disaster Protection Act amended the 
provisions of the original law to coerce property owners 
into purchasing flood coverage by denying them access 
to federally assisted financing if they did not. The 1973 
amendments require the purchase of flood insurance in 
any "special flood hazard area" as a condition to receiv
ing any form of financing from financial institutions 
under the supervision of or insured by a government in
strumentality. A "special flood hazard area" is a 
specifically designated area which, on the average, is 
likely to be inundated at least once every 100 years. The 
1973 amendments also eliminate the possibility of a 
property owner's receiving federal disaster funds 
following a flood in any locality identified as a special 
flood hazard area unless the individual has purchased 
flood insurance in the amounts available. These penal
ties apply regardless of whether or not the place in 
which the special flood hazard area is located has 
qualified for flood insurance. 

Although increased amounts of coverage are avail
able to small businesses, the maximum amount of 
coverage required of a small business in order to comply 
with those provisions of the law regarding federal finan
cing and disaster relief funds is the same as for other 
nonresidential properties: $100,000 on buildings and 
$100,000 on contents where the emergency program on
ly is in force, and $200,000 on buildings and $200,000 
on contents where the Regular Program is in force. 

The Flood Insurance Policy 
There are two flood insurance policies. One is de

signed for one to four family dwellings and their con
tents, and the other is designed for multi-family resi
dential property such as apartment houses and non
residential structures and their contents. Here we are 
concerned with the latter form, referred to as the 
General Property Policy. 

In general. this form is patterned after the Standard 
Fire Policy, and the General Property Form used with 
the fire polic). There are, however. a number of signifi
cant differences outlined below which are dictated by 
the nature of the flood peril. 

Protection under the flood policy is provided under 
three items, designated Coverages A, B, and C, insuring 
the building, contents, and debris removal, respectively . 
Coverage may be purchased on the building, its con
tents, or both. The debris removal coverage is included 
in the limit of liability applicable to the proper ty in
sured. 

The Insuring Agreement. The insuring agreement of 
the flood policy follows the wording of the insuring 
agreement of the Standard Fire Policy, almost word for 
word, substituting the term "flood" for "fire, lightning, 
and removal ... " Although the contract stat,es that 
property that has been removed for protection from the 
peril insured against is covered pro rata at its new loca
tion for up to 30 days, removal is not an insured peril, 
and the coverage during removal and during the 30 
days is not all-risk as is the case under the Standard 
Fire Policy. However, the policy does include specific 
coverage reimbursing the insured for reasonable ex
penses of moving insured contents to a safe area and 
temporary storage for not exceeding 45 days when such 
property is in imminent danger of flood. 

Flood Defined. Flood is defined in the policy as a 
general and temporary condition of partial or complete 
inundation of normally dry land areas, resulting from 
overflow of inland or tidal waters or the unusual and 
rapid accumulation or runoff of surface waters from any 
source. Coverage is also provided against loss by mud
slides which are caused or precipitated by accumula
tions of water on or under the ground. 

The policy includes the standard exclusions of war, 
nuclear reaction, the operation of building codes, and 
neglect of the insured to protect and preserve the prop
erty at the time of a loss. In addition, there is a specific 
exclusion of loss caused by fire, windstorm, explosion, 
erosion, earthquake, landslide, or other earth movement 
except mudslide. 

Building Coverage. The definition of the building 
generally follows that of the fire insurance General 
Property Form, and includes extensions and additions 
attached to the building. Coverage is also provided 
under the building item for building service equipment 
and personal property of the landlord pertaining to the 
service of the premises, such as fire extinguishers, 
carpeting, and similar items, while within the building. 
Materials and supplies intended for construction and 
repair of the building are covered, but only while within 
a fully enclosed structure. 

Contents Coverage. Contents under the General 
Property Policy may include household goods (as in the 
case of furnished apartments) or property other than 
household goods. When property other than household 
goods is covered, coverage is provided for furniture, fix
tures, machinery and equipment, merchandise and 
stock, and materials and supplies. Coverage on con
tents applies only to property while located within the 
described building. 
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DIFFERENCE-IN-CONDITIONS INSURANCE 
Difference-in-conditions insurance, generally referred 

to as DIC coverage, is a special form of all-risk coverage 
written in conjunction with basic fire coverages and 
designed to provide protection against losses that are 
not covered under standard fire forms. It is always 
written as an adjunct to separate policies covering 
against fire, extended coverage, and vandalism and 
malicious mischief (plus sprinkler leakage when the ex
posure exists), and does not provide coverage against 
loss caused by these perils. It does, however, provide 
coverage for most other insurable perils, including (in 
some instances) earthquake and flood. 

There is no coinsurance clause and no pro-rata clause 
in the DIC policy, and the contract may be written for a 
different amount of insurance than the basic policies it 
complements. 

The coverage is subject to a deductible, which is 
usually substantial, ranging upward from $10,000. 
When coverage for earthquake and flood is included, the 
limits for these perils and the deductibles may differ 
from those applicable to other perils under the policy. 

There is no standard form of DIC coverage, nor are 
there standard rates. Each DIC policy is individually 
rated, and the coverage may differ not only from com
pany to cmpany, but also from policy to policy within 
the same insurer. 

DIC coverage was originally available only to giant 
firms, but some insurers have recently developed "mini
DIC forms" for medium to small businesses. In some 
instances, consequential loss coverages (such as 
business interruption and extra expense coverage) and 
transit coverages are included. 

ACCOUNTS RECEIVABLE AND VALUABLE 
PAPERS INSURANCE 

Accounts Receivable and Valuable Papers Insurance 
were originally written by both fire insurers and casual
ty insurers. These coverages are currently classified 
and rated from the Crime Section of the Commercial 
Lines Manual, but it seems appropriate to discuss them 
with the other coverages treated in this section. 

Accounts Receivable Insurance 
Accounts receivable insurance protects against the 

inability to collect amounts owed to the insured because 
of destruction of records by fire or other insured perils. 
The coverage is usually written as all-risk, and both a 
reporting and nonreporting form are available. The 
coverage is on an indemnity basis and compensates the 
insured for any amounts that are uncollectible because 
of the destruction of the accounting records (with 
allowance for bad debts). In addition, payment is made 
for expenses incurred to reconstruct the records, for col-

lection expenses above normal costs, and for the in
terest charges on loans taken out by t he insured to off
set the impaired collections. 

Valuable Papers Insurance 
Limited coverage for valuable papers is provided 

under the extensions of several of the forms used in con
nection with the Standard Fire Policy. Those firms that 
need additional coverage on valuable papers may obtain 
it under a Valuable Papers Form. 

Valuable papers coverage may be written to insure 
various types of important records, including maps, 
film, tape, wire or recording media, drawings, abstracts, 
deeds, mortgages, and manuscripts. Coverage is on an 
all-risk basis and can be either blanket or scheduled. 
I terns specifically insured are covered for an agreed 
amount, while papers covered on a blanket basis are in
sured for their actual cash value. 

PLATE GLASS INSURANCE 
Although fire insurance policies on buildings cover 

glass which constitutes a part of the building, the cover
age is on a named peril basis and is subject to certain 
exclusions. For example, we have seen that the vandal
ism and malicious mischief coverage excludes loss to 
glass. Because of the limited coverage afforded on glass 
under the fire policy, individual business owners may 
wish to purchase broader coverage afforded under a 
Comprehensive Glass Policy, which covers glass on an 
extremely broad all-risk basis. Under the Plate Glass 
Policy, the insured is indemnified for damage to the 
glass, insured lettering, or ornamentation caused by ac
cidental breakage (except by fire) and acids of chemicals 
accidentally or maliciously applied, provided the glass, 
lettering, or ornamentation is unfit for further use. This 
is probably the broadest insuring agreement in exis
tence, covering all breakage and excluding only fire and 
war. However, only those plate glass panels specifically 
insured are covered, and lettering is not covered unless 
it, too, has been specifically insured. 

The Plate Glass Policy does not cover marring or 
scratching of the glass, except as provided under the 
coverage with respect to acid or chemicals. The insur
ing agreement covers "breakage," and unless the break 
extends through the entire thickness of glass, it is not 
considered to be breakage. The policy provisions give 
the company the option of replacing the broken glass or 
paying for the glass in cash. Normally, the company 
elects to replace the glass. 

The policy also covers the cost of repairing or replac
ing frames or sashes up to $75, the cost of boarding up 
or installing temporary plates in broken windows up to 
$75 and the cost, not exceeding $75, of removing and 
replacing fixtures and other obstructions. 
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CONSEQUENTIAL LOSS COVERAGES 

In adclition to the direct, physical loss or damage, 
Lhere are other losses that may res ult from the direct 
damage. 'I'hese are "consequential losses.'' If a 
business is farced to suspend operations because of a 
fire or other insured peril \\'ruch damages the building or 
its contcnt,s, there \vill be no income and the business 
will be force<l to dip into its capital funds in order to pay 
continuing expenses. In addition, profit ..-.,ill be discon
tinued during the period of interruption. 

Unlike the d..-.·elling forms, commercial fire forms do 
not provide coverage for consequential loss resulting 
from damage to insured property. Such protection 
must be added hy endorsement or purchased under a 
separate contract. 1' he major consequential loss 
coverages are rent or rental value insurance, business 
interruption insurance, extra expense insurance, contin
gent business interruption and contingent extra ex
pense insurance, and leasehold interest coverage. 

RENTAL VALUE INSURANCE 
1'he conseq uential loss coverage with ..-.·ruch most 

readers are already familiar is Rental Value coverage, 
Y,hich is automatically included in both the dwelling 
f orn1s and the l-IomeO\\'ners policies. Similar coverage 
is available to owners of apartment houses, office build
ings, and other types of businesses which derive their 
incorne from rental property. 

Hent.a l value insurance is insurance against loss of 
rental income of property made untenantable by fire or 
some other insured peril. It may be written in a 
separate policy or it may be endorsed onto a policy 
covering direct damage to the building. 'fhe policy then 
agrees to cover the loss of rents when a building is 
rendered untenantable by a peril insured against. 'l'he 
insurer is liable for an amount not exceeding the actual 
las.._ sustained, based on the loss of rental income. less 
expenses \\.'hich do not continue, up to the face amount 
of the coverage. The period of untenantability is com
pult.>d fron1 the date of the rlamage for that period that 
, .. ·ould be r<'quired \vith due diligence and dispatch to 
r "stor{' the prcn1ises. :Expiration of the policy does not 
lintll the period of payn1ent. If a loss occurs during the 
tcnn o1 lhe policy, liability n1ay continue through the 
period of unt~nantability \vhich extends b •yon<l the ex· 
piration dnt, of the policy. 

'l'hllre are t \\'O ba!Sic Rental \ 1 alue forrns available: a 
rnonthJy liruitation forrn and a contribution {coinsur-• 
nnce) f orn1. 

Monthly Limitation Form 
'l'he lont Wv I ... in1itation Forn1 of J{ental \ ' alue In-• 

suranl: de ignLKi for comn1ercial ri ks is similar to the 
H~ntal value coverage provided undL•r the D\ .. 'elling 
Building~ and '"'ontent l~a ·ic Form. o, erage applies 

to the actual loss sustained during the period of restora
tion, and the insured may collect up to a specified frac
tion of the face amount of insurance during any month 
of untenantability. The insured may select a monthly 
limitation of 1/6, 1/9, or 1/12 of the face amount as the 
monthly lintltation. 

If an insured purchases coverage equal to the total 
rents anticipated during a period of six months, the 1/6 
n1ontWy limitation would provide coverage for a total 
shutdown of up to six months. However, it should be 
recalled that expenses which do not necessarily con· 
tinue are not payable. Trus means that the actual 
amount of coverage that should be carried will generally 
be something less than the full rental income during the 
anticipated period of restoration. 

It is also important to note that the form does not 
specify a maximum period (other than the period of 
restoration) for which the loss is payable, and the selec
tion of a 1/6 monthly limit does not necessarily limit the 
period of payment to six months. For example, if the 
insured purchases coverage equal to the total rental in
come for six months, and then suffers a loss in \.\·hich on
ly a portion of the rental units are rendered untenant
able, the amount of insurance purchased \vould provide 
inden1nification for a period in excess of six months. 

Contribution (Coinsurance) Form 
Under the Contr1but1on Form, the insured agrees to 

carry insurance equal to a specified percentage of the 
rental \'alue that \l\l'Ould have been earned, had no loss 
occurred. during the twel\'e months following the date 
of the loss. Contribution percentages of 6001

0 , 75%, 
80c,:,o , 90(1:'o and 100% are a\'ailable. Thus, a property 
O\vner who anticipates a period of restoration of say, 
t..-.·le\'e months, could purchase coverage equal to the 
annual rental value and select a 100% coininsurance 
provision. If such a property O\.\'ner could predict that 
e..xpenses equal to 10% of the rental income \\'Ould not 
continue in the event of a shutdo..-.-n, he or she could pur
chase coverage in an amount allo\\·ing for such reduc· 
tion, and select a 90 010 coininsuranc~ clause. 

Note that as in the case of the monthly limitation 
forrn, the contribution percentage selected does not 
lin1it, coverage to a special period of time. For exan1ple, 
an insured \\'ho anticipates a shutdo\\'n of say six 
rnonths, and purchases coverge equal to six months, 
and purchases coverage equal to six months rental in· 
come, v.•ould have coverage for a loss of longer duration 
if only a portion of the units \','ere damaged or 
destroyed. 

BUSINESS INTERRUPTION 
In addition to the direct physical loss or damage, 

there are other losses \Vhich may result from the direct 
damage. These are the con ·equential lo ses. J f a 
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business is forced to suspend operations because of a 
fire or some other insured peril which damages the 
building or the contents of the building, there will be no 
income and the business will be forced to dip into its 
capital funds to pay continuing expenses. In addition, 
profit will be discontinued during the period of interrup
tion. It is the purpose of business Interruption In
surance to pay both the continuing expenses and the 
profits that would have been earned during this period 
of interruption. 

Business interruption insurance is designed to indem
nify the insured for his loss of income during the period 
of time that it takes to restore the property to a useful 
condition. It undertakes to replace income, minus ex
penses which do not continue, which would have been 
earned if the property had not been damaged. The in
surance company agrees to pay for this loss of income 
for the period of time that would be required "with due 
diligence and dispatch" to rebuild, repair, or replace 
that part of the building or other property that was 
damaged by an insured peril. Business interruption is 
generally written as a contract of indemnity, limiting 
the recovery to the actual expenses (including a normal 
profit) which continue. 

General Conditions of Business Interruption In
surance 

Under the provisions of the business interruption 
forms, the insured is reimbursed for the actual loss sus
tained from the date of the loss to the date of restora
tion, but in no event for more than the amount stated in 
the policy. The restoration period for which payment is 
made ends when the location again occupied by the in
sured and the machinery and equipment in the building 
are returned to operating condition. 

In determining the amount of the loss, the insurance 
company considers the insureds experience before the 
loss and probable experience after the loss if no loss had 
occurred. 

The peril causing the interruption must be an insured 
peril under the policy, and the damage must have oc
curred during the policy period. The period of time for 
which a recovery may be obtained is not limited by the 
expiration of the policy. 

Expense to Reduce Loss 
The policy requires the insured to use all reasonable 

means to get back into operation as soon as possible. If 
it is possible for the insured to get back into business at 
a temporary location, even on a reduced scale, he is re
quired to do so. Any costs incurred by the insured in at
tempting to get back into business, or any higher than 
normal repair costs that are incurred in attempting to 
expedite repairs will be payable under the policy. A 
policy provision "Expense to Reduce Loss" provides for 
the payment of costs incurred to reduce the amount of 
the loss. These are payable so long as the total amount 

paid does not exceed the amount which would have 
been paid out under the interruption coverage if the 
costs had not been incurred. 

Business Interruption may be written to provide 
coverage against the same perils as the direct damage 
coverages: Fire and lightning; Fire, lightning and ex
tended coverage; Fire, lightning, extended coverage and 
vandalism and malicious mischief; and even "all risk" 
coverage. The coverage may be written on a coinin
surance basis, under one of the Gross Earnings forms. 
or without coininsurance under the Earnings or "No
coininsurance'' form. 

The Gross Earnings Form 
There are two gross earnings forms available, one for 

mercantile and non-manufacturing risks (Gross Earn
ings Form 3), and one for manufacturing risks (Gross 
Earnings Form 4). 

Gross Earnings Form 3, the Mercantile Form. This 
form provides for indemnification for loss sustained 
from necessary interruption by damage to the described 
premises by an insured peril. The term '' Gross Earn
ings" is defined in the form as: 

"Total net sales plus other earnings derived from 
operations, minus cost of merchandise sold, materials, 
and services purchased from outsiders." 

A merchant is engaged in the business of selling; 
when his business is interrupted, he loses sales. 
Therefore in the mercantile form, gross earnings are 
defined as "total net sales" less the "cost of merchan
dise sold' ·. 

Gross Earnings Form 4, the Manufacturing Form. 
This form defines gross earnings as: 

"Sales value of production less the cost of raw stock 
from which production is derived." 

The essential difference between the Manufacturing 
Form and the Mercantile Form is the provision relating 
to stock. The mercantile form provides that the mer
chant is back in business when the premises are 
restored and the stock is replenished. Under the 
manufacturing form coverage extends to the point 
where raw stock is replenished and stock in process is 
returned to the point it had been when the loss occurred. 

Coinsurance options of 50%, 60%, 70%, and 80070 are 
available under both of the Gross Earnings forms. The 
coinsurance clause of the business interruption forms 
(also called a "contribution clause") serves the same 
function as the coinsurance clause in the fire insurance 
direct damage coverage: to induce the insured to carry 
a high percentage of insurance to value. The clause 
operates in much the same manner as in the direct 
damage policies: If the amount of insurance carried is 
less than the required percentage at the time of the loss, 
the insured will be penalized. 
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The rate for business interruption coverage varies 
with the coinsurance percentage selected. The higher 
the percentage of annual Gross Earnings insured, the 
lower the rate per $100. The percentage of the total an
nual Gross Earnings that should be selected will depend 
on the period of time that will be required for restora
tion of the premises, and the maximum potential earn
ings that will be lost during the maximum period of 
time required for restoration. Thus a business which is 
seasonal in nature should insure a higher percentage of 
its annual gross earnings. 

The Gross Earnings Forms include coverage on or
dinary payroll. It is possible to eliminate this payroll 
from coverage, or to limit the coverage on payroll to 90, 
120, 150, or 180 days. If the insured wishes to eliminate 
or limit the payroll from coverage, he is required to 
select the 80% coinsurance clause. 

When all ordinary payroll is to be excluded, an en
dorsement entitled "Ordinary Payroll Exclusion En
dorsement" is used. This form simply states that the 
form does not include any of the ordinary payroll ex
penses which is defined as "the entire payroll expense 
for all employees of the insured, except for office, ex
ecutives, department managers, employees under con
tract, and other important employees.'' 

Underinsurance in Business Interruption 
The determination of the correct amount of insurance 

is a major problem in the business interruption area, 
because a business may have a growth of earnings over 
time. The insured is required to estimate his future ear
nings, and in some cases these earnings must be 
estimated far in advance of the actual earnings. If the 
insured over-estimates, he pays for more insurance than 
he can collect. If he underestimates, he may suffer not 
only an insufficiency of insurance to cover a long period 
of restoration, but he will be penalized during the short 
period of shutdown because of the coinsurance require
ment. 

To illustrate the importance of the contribution 
clause in business interruption insurance, let us assume 
that the insured in question purchases business inter
ruption insurance under the Gross Earnings Form with 
a 50% contribution clause. An examination of the in
sured' s records indicates that the gross earnings last 
year were $120,000, and the insured therefore purchases 
$60,000. Three years pass and the firm maintains the 
same amount of business interruption coverage. Then, 
at the time that the loss takes place, the books are ex
amined and it is determined that the insurable value of 
the firm has doubled, making the insurable value 
$240,000. Obviously the insured has not complied with 
the contribution clause and will suffer a penalty. If the 
firm is shut down for three months, the loss to the firm 
is $60,000 (3/12, assuming that the business is spread 
equally through the year). Even though the firm has 
$60,000 in business interruption coverage, it will not 

collect its entire loss. Recovery will be limited to 
$30,000 because of the deficiency in the coinsurance re
quirement. 

Amount of insurance carried $ 60,000 
. X Loss Amount reqwred (50% of $240,000)=$120,000 

The very great difficulty in estimating future earn
ings means that unless great care is taken in estimating 
future earnings, and unless these estimates are revised 
regularly, the insured may be penalized. It is possible 
to protect against underinsurance and a coinsurance 
penalty through the use of one of the two endorsements 
described below, which have been designed to cope with 
this problem. 

Agreed Amount Endorsement. Gross Earnings 
Form 3 (the mercantile and non-manufacturing form) 
may be written on an Agreed Amount basis. Under 
this approach the insured files a statement of values 
with the insurance company listing his predicted 
"Gross Earnings". The policy is then written for the 
agreed percentage of this agreed value. In the Agreed 
Amount Endorsement the insurance company agrees 
that the earnings insured will be accepted as meeting 
the coinsurance requirment. The provisions of the en
dorsement provide that the insured will not be penal
ized if his earnings increase and that for the next year 
the coverage will be considered as meeting the coin
surance requirement. 

Premium Adjustment Endorsement. This endorse
ment may be used on either Form 3 or 4 when ordinary 
payroll is included and the Agreed Amount Endorse
ment is not used. Under the provisions of this endorse
ment the insured is entitled to a return of a part of his 
premium if the amount of insurance which he purchased 
is in excess of the amount that would have been re
quired to meet the coinsurance percentage for the year. 

Under the premium adjustment endorsement, the in
sured selects an amount of insurance that is in excess of 
the amount which he feels will be needed. This provides 
a margin for safety. If the business grows more rapidly 
than anticipated, the Business Interruption policy has a 
safety margin built in that prevents a coinsurance defi
ciency. If the business grows at the rate anticipated, 
the insurance company will return the premium for that 
part of the coverage that was not needed to comply with 
the coinsurance requirement. 

The Endorsement to Extend the Period of Indemnity 
In determining the amount of coverage, consideration 

should also be given to the possibility that earnings 
may not return to their previous level immediately upon 
physical restoration of the premises. The business in
terruption forms provide that the insurance company 
will pay for the loss of earnings during the period of 
time required to restore the property. In some in
stances, the loss of earnings may continue past this 
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point in time. Consider, for example, the case of a 
restaurant. In the event of fire forcing a suspension of 
operations, customers may turn to other restaurants in 
the area, and the business following the reopening may 
be far lower than the business immediately preceding 
the fire. Under such circumstances, the insured may be 
protected against loss through an endorsement entitled 
the ''Endorsement to Extend the Period of Indemnity. '' 
Under the provisions of this endorsement, the insurer 
will continue to pay for loss of earnings past the date at 
which it would normally have ceased payments. The 
period of time following restoration of the premises for 
which payment is to continue is selected by the insured 
when the policy is written. The insured may select thir
ty, sixty, ninety days, or up to a full year, and be 
covered for the lag between the reopening of the 
business to normal business as it existed before the loss. 
The premium for the business interruption coverage is 
surcharged by a percentage specified in the manual for 
this endorsement. The percentage surcharge varies with 
the period of time for which the indemnity is to be ex
tended. 

Business Interruption Insurance -
Earnings Form (No Coinsurance Form) 

The Earnings Form of business interruption coverage 
is an easy-to-understand coverage, designed to insure 
loss of earnings of mercantile and non-manufacturing 
risks. It is designed for the relatively small firm, and is 
characterized by its simplicity. In many cases, a small 
business owner is reluctant to open his books to the in
surance company, fearing that he might divulge what 
he considers to be his "business secrets". Yet in order 
to compute the Gross Earnings as required under the 
Gross Earnings forms, a detailed analysis of the records 
of the firm is necessary. In addition, many insureds do 
not understand the coinsurance mechanism and find it 
distasteful. Since there is no coinsurance requirement 
in the Earnings Form, many insureds are more willing 
to make use of it. 

In order to determine the amount of insurance re
quired under the Earnings form, it is only necessary for 
the insured to determine what the monthly loss of earn
ings would be if he were forced to close down during his 
busiest season. Once this figure has been determined, 
the amount of insurance purchased is some multiple of 
this amount. Instead of a coinsurance requirement, 
there is a limit of the face of the policy, expressed as a 
percentage, which the insured can collect during any 
one month of shut down. In the basic loss of earnings 
endorsement, this limitation is 25%. Thus if the in
sured purchases $10,000 in coverage under the loss of 
earnings endorsement, he can collect up to $2,500 per 
month. Since there is no coinsurance requirement to be 
met, the insured cannot suffer a coinsurance penalty. If 
the insured underestimates the amount of his future 
earnings, the only penalty is that the amount of in
surance will be insufficient to cover his total loss. 

It should be remembered that the Earnings form is 
designed for smaller risks. The rate for this coverage is 
always higher than the Gross Earnings form, but while 
the rate is higher, the premium may be lower, for the in
sured can purchase any amount he desires and is not re
quired to insure 50% of his gross earnings. 

EXTRA EXPENSE INSURANCE 
It may be impossible for some types of businesses to 

shut down their operations in the event of a fire. Under 
certain circumstances it might be necessary for the 
business to continue its operations at some other loca
tion. Extra expense insurance is an alternative and 
sometimes a supplement to business interruption in
surance for those businesses which can continue opera
tions through the use of other facilities. The Extra Ex
pense policy provides payment for expenses over and 
above the normal expenses, when such additional ex
penses are incurred to continue operations after damage 
to the insured premises by an insured peril. 

Extra expense insurance is available under two forms, 
one of which provides extra expense only, and a second 
form which combines extra expense insurance with 
business interruption coverage. 

Extra Expense Insurance 
The insuring agreement provides for reimbursement 

of those expenses involved in continuing operations, in
cluding the expense of temporary premises and equip· 
ment, moving, extra labor, advertising, printing, travel 
for employees, etc. 

The extra expense form does not include a coin
surance clause, but instead includ~s a schedule of 
cumulative monthly limits of the face amount of the 
policy. The period of indemnity may not be less than 
three months, and no more than 40% of the amount of 
insurance purchased may be used during any one 
month. The most commonly used percentages are: 

Up to 40% of the face of the policy payable during the 
first month 

Up to 70% of the policy payable during the first two 
months 

Up to 90% of the policy payable during the first three 
months 

Up to 100% of the policy payable during the first four 
months. 

If insurance is not used during the scheduled period, 
the balance is available for the actual period of restora
tion. The rates for the coverage are based on the 
building rates, and the actual rates charged are deter
mined by factors coinciding with the schedule of limits. 
The smaller the percentage used during a given month, 
the lower the rate. The rate diminishes, in other words, 
as the percentages are increased. 

Extra Expense may be written to cover: 
1. Fire and Lightning 
2. Fire and Lightning and Extended Coverage 
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3. Fire and Lightning, Extended Coverage, Van
dalism and Malicious Mischief 

4. "All risk" under the Special Extended Coverage 
Endorsement. 

Combined Business Interruption and Extra· 
Expense Insurance 

Business Interruption and Extra Expense insurance 
may be provided under a combination form (called the 
Combined Business Interruption and Extra Expense 
Insurance Form 19K). This form provides conventional 
business interruption coverage, similar to that of the 
gross earning forms, with a limited amount of extra ex
pense coverage. The extra expense insurance is a 
specified percent of the amount of business interruption 
insurance, and is not additional coverage. The insured 
may elect that 10%, 20%, 30%, 40%, or 50% of the 
amount of business interruption coverage may be 
payable for extra expenses: the business interruption 
rate is surcharged 20%, 40%, 60%, 80%, or 100%, 
depending on the option selected. The extra expense 
coverage is subject to a monthly limitation exactly as in 
the case of separate Extra Expense coverage (i.e., the in
sured may collect a specified percentage of the amount 
of extra expense insurance during the first month, se
cond month, and third month in which extra expenses 
are incurred.) For example, the following table in
dicates the amounts collectible on a month by month 
basis under the various extra expense options available: 

Percentage of Business Interruption 
Insurance Payable for Extra Expense 

First month 4% 8% 12% 16% 20% 
Second month 8% 16% 24% 32% 40% 
Three months or more 10% 20% 30% 40% 50% 

The rating structure applicable to this form takes into 
consideration the relationship between extra expenses 
and business interruption exposure, and provides a dis
count for the inclusion of both coverages in a single 
form. When insurance is written under this form, 
payroll may not be limited or excluded under the 
business interruption coverage. 

CONTINGENT CONSEQUENTIAL LOSS 
COVERAGES 

Contingent Business Interruption 

Contingent Business Interruption insurance is a 
means of protecting the firm against loss as a result of 
interruptions which are caused by a fire or other insured 
peril at premises which are not owned, controlled, or 
operated by the firm. There are three situations in 
which this coverage is used: 

1. When the insured depends on one or a few 
manufacturers or suppliers for most of the 
materials or services to conduct his business. The 
firm upon which the insured depends in this situa
tion is called the contributing property. 

2. When the insured depends upon one or a few 
businesses to purchase the bulk of his products. 
The business to which the bulk of the insured's 
production flows is called the recipient property. 

3. When the insured depends upon a neighboring 
business to help attract customers to his place of 
business. A common way of referring to the 
attracting business is the leader property. 

Basically, the policy covers the interruption of the in
sured's business which is caused by fire or other insured 
peril at the other non-owned property. It is not 
necessary that the contributing or recipient property be 
shut down in order to cause a contingent business inter
ruption loss to the insured. A supply of finished goods 
intended for the insured may be destroyed at the plant 
of the contributing firm, forcing the insured to shut 
down. The insured would collect, even though the con
tributing firm was not shut down for so much as an 
hour. Conversely, the fire might close the contributing 
plant; but the insured, having stocked up in advance 
might not be affected. In this situation there would be 
no business interruption loss. The essential point is 
that the insured's business is interrupted because of 
damage to someone else's property. 

Contingent business interruption coverage may be 
provided under one of three forms. There is a Con
tingent Business Interruption Form (Contributing 
Properties) and a Contingent Business Interruption 
Form (Recipient) Properties. When coverage is provid
ed in connection with a leader property, the "Con- • 
tributing Property" form is used, with modifications 
describing the relationship between the leader property 
and the insured. The third form, the Contingent 
Business Interruption Extension Endorsement, is used 
with the Gross Earnings business interruption form, 
and extends that form to include contingent business 
interruption protection with the regular business inter
ruption. 

Contingent Extra Expense Insurance 
Contingent extra expense insurance is designed to 

protect against the increase in expenses that might be 
occasioned through damage to or destruction of prop
erty that is not owned, controlled, or operated by the in
sured. It is similar to contingent business interruption 
in the sense that it is property of some other firm, 
rather than the insured's own property, whose destruc
tion would cause the loss. Contingent Extra Expense 
insurance might be used, for example, in instances in 
which a manufacturer has a low-cost source of raw 
materials. Damage to or destruction of the plant of the 
supplier would force the insured to obtain these 
materials elsev✓here at a higher cost. Contingent extra 
expense provides protection against such losses. 

Business Interruption Coverages for Individuals 
Although it is common to think of business interrup

tion as a loss exposure for the firm, it is less often con-
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sidered as a loss exposure for individuals whose income 
depends on the continued operation of the firm. There 
are two situations in which some form of personal 
business in~erruption coverage may be warranted: 

1. A store manager or other businessman whose in
come is derived primarily from commissions or 
bonuses that are tied to sales or receipts. For ex
ample, several national chain stores pay their 
branch managers a nominal salary, with a bonus 
which is closely tied to the overall performance of 
the store under his management. 

2. Selling agents whose line of merchandise consists 
primarily of the output of a single manufacturer or 
a small number of manufacturers. 

The exposure here is clearly a contingent one; as in 
the case of the contingent forms of business interrup
tion discussed above, the loss of income involved is trig
gered by damage to or destruction of property owned 
by someone else. However, coverage for the individ
ual's loss of income may not be written under a Contin
gent Business interruption form. It must be written 
under one of two specifically designed forms of coverage 
that have been developed to meet this need. 

Loss of Income Coverage. Loss of Income insurance 
provides protection against the loss exposure faced by 
the store manager or other businessman whose income 
is dependent on the continued operation of a specified 
business. Insurance for this exposure is written under a 
form called the "Loss of Income Form" (Form 110). 
This form provides coverage for loss of personal income 
suffered by a named insured which results from damage 
to or destruction of property and interruption of a 
named business. The form defines " Income" as the 
salary, commissions, and other earnings accruing to the 
insured from the operation of the named business, less 
any income guaranteed to the insured by the named 
business. 

Commission of Selling Agents. The Commission of 
Selling Agents Form (Form 22) is similar to the Loss of 
Income coverage discussed above, but covers the in
sured for his actual loss of commissions when a manu
facturing property is unable to fill contracts for the in
sured because of damage to the premises caused by an 
insured peril. The insured may name one or more fac
tories or plants, but each location must be designated in 

the form with an amount of insurance applicable to each 
location. The coverage is written subject to a coinsur
ance clause, and the insured may select 50%, 60%, 70%, 
or 80% coinsurance agreement. The coinsurance clause 
applies to the commissions that would have been earned 
during the twelve months immediately following the 
date of the loss, had no loss occurred. 

LEASEHOLD INTEREST 
Leasehold interest insurance is designed to provide 

protection against loss due to the termination of a 
favorable lease as a result of fire or other insured peril. 
The lessee or the lessor may suffer financial loss as a 
result of the termination of a favorable lease, and many 
lease of premises agreements provide that the lease is to 
be cancelled in the event of destruction of the property 
or damage to the property which renders it untenant
able. 

Suppose, for the sake of example, that a firm has 
leased property for $1,000 a month under a contract 
that provides for cancellation of the lease in the event of 
fire or damage to the premises. Suppose also that pre
vai1ing conditions make it impossible to secure similar 
quarters at less than $2,000 a month, and that the cur
rent lease has six years (72 months) to run. This ex
isting lease creates a leasehold interest of $1,000 a 
month for the 72 month period. 

Although the insured would " lose" $1,000 a month 
for 72 months, the insurable value of this leasehold in
terest is the present value of $1,000 a month for 72 
months, discounted at 6%. Reference to a Table of 
Leasehold Interest Factors (contained in the fire section 
of the ISO Commercial Lines Manual) indicates that the 
present value of $1,000 a month for 72 months at 60/o is 
$60,643. 

The amount of insurance under a leasehold interest 
form decreases month by month, with the amount of 
insurance always approximately equal to the insured's 
insurable interest in the lease. In the event of a loss 
that terminates the lease, the insured is paid a lump 
sum equal to the discounted value of the leasehold 
interest for the remaining months of the lease. The 
premium computation for leasehold interest insurance 
makes appropriate allowance for the decreasing level of 
protection. 
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BOILER AND MACHINERY INSURANCE 

Boiler and Machinery insurance is a specialized line 
covering a wide range of power producing equipment. It 
originally developed out of the efforts of a group of en
gineers in Hartford, Connecticut, who offered to provide 
an inspection service for steam boilers and, for a small 
additional charge, to guarantee their inspection service 
by providing insurance against loss up to some limit 
selected by the client. 

One of the most important aspects of Boiler and 
Machinery insurance is still the inspection service that 
the insurer provides. Those insurance companies that 
write boiler and machinery insurance maintain inspec
tion services for underwriting and loss prevention 
purposes. The Boiler and Machinery Policy provides 
that the insured shall permit the insurer to make 
inspections at all reasonable times during the policy 
period, and two such inspections are usually made 
annually. One inspection is made during the heating 
season, and one is made when the boiler is not in use, if 
possible. In addition, before issuing a policy, the 
insurance company inspects the boiler to determine if it 
is safe enough to insure. 

The insurance company's inspector examines the 
boiler and pressure vessels during the inspection, both 
internally and externally. If the boiler fails to pass the 
inspection, the inspector is authorized to suspend the 
coverage immediately, requiring repair or replacement 
of the boiler before the coverage becomes effective 
again. A boiler on which the insurance has been sus
pended may not be operated until it has been put in con
dition satisfactory to the insurer. 

Although the inspection service is a critical part of 
the boiler and machinery insurance area, indemnifica
tion for losses that do occur is equally important from 
the point of view of the insured. As the reader may 
recall, the provisions of the Extended Coverage En
dorsement specifically exclude damage caused by explo
sion of a steam boiler, which means that the property 
owner who owns or operates a boiler needs specific in
surance to cover this exposure. The Boiler and 
Machinery policy provides coverage for loss arising out 
of the operation of pressure, mechanical, and electrical 
equipment, including both the loss suffered by the 
boiler and machinery itself and damage to other prop
erty of the insured. In addition, the policy may be writ
ten to include coverage for indirect or consequential 
losses such as business interruption. 

DIRECT DAMAGE COVERAGE 
Boiler and machinery insurance protects against 

losses resulting from an ''accident'' to a specified '' ob
j ect.'' The terms ''accident'' and ''object'' are defined in 
the schedule attached to the general boiler and 
machinery policy. An "object" may include such items 

as boilers, boiler piping, pressure vessels or machines. 
Since different objects insured under a boiler and 
machinery policy are subject to different types of oc
currences that may cause loss, the word "accident" has 
a special definition with respect to whatever kind of ob
ject is insured, and the specific definition must be ex
amined to determine the extent of the coverage. 

With respect to insurance on boilers, the insured may 
choose between a so-called " broad" form of coverage 
and a "limited" form. The definition of "accident" in 
the broad form is: 

... a sudden and accidental breakdown of the ob
j ect, or a part thereof, which manifests itself at the 
time of its occurrence by physical damage to the 
object that necessitates repair or replacement of 
the object or part thereof. 

The limited form of coverage is restricted to explosion. 
Under the limited form, the definition of "accident" is: 

... a sudden and accidental tearing asunder of the 
object or a part thereof, caused by the pressure of 
the water or steam therein . . . 

The definition of the limited form is obviously less 
liberal, and the premium for this form of the coverage is 
lower than for the broad form. 

The boiler and machinery policy insures against four 
types of losses: damage to the insured's own property, 
expediting expenses, and bodily injury and property 
damage liability. The coverage is provided under six in
suring agreements, designated A, B, C, D, E, and F, or, 
in some cases, I, II, III, IV, V and VI. 

Section I covers loss to the property of the insured 
damaged directly by an accident to an insured object. 
As the reader will recall, the provisions of the extended 
coverage endorsement exclude explosion of a steam 
boiler that is owned or operated by the insured. If such 
a boiler exists, coverage for damage resulting from an 
explosion must be covered under the boiler and 
machinery policy. Section I of the policy, which applies 
to all property owned by the insured, fills this gap. The 
amount of coverage under the boiler and machinery 
policy should, therefore, be sufficiently large to cover 
the total values that could be destroyed. Replacement 
cost coverage, similar to that examined in connection 
with the fire insurance policy, is available to eliminate 
any deduction for depreciation. Otherwise, the 
coverage is on an actual cash value basis. 

Section II covers expediting expenses. Subject to the 
limit of the policy, the coverage provides reasonable 
amounts to pay for the extra cost of making temporary 
repairs and for expediting the permanent repairs. 
Payment under Section II (or as it is sometimes desig
nated, Coverage B) is limited to $1,000 or any part of 

-125-



the face of the policy that has not been paid out under 
Section I. 

Sections III and IV cover property damage liability 
and bodily injury liability. These sections protect 
against liability imposed on the insured for property 
damage or for bodily injury that results from an acci
dent to an insured object. The coverage under Sections 
III and IV is excess over any other liability insurance 
that the insured may have. 

The boiler and machinery policy is somewhat unique 
in that it provides one amount of insurance that can be 
used for all four of the losses listed. The entire amount 
of the policy is available to pay for loss under Section I, 
with any amount not paid under Section I available for 
payment under Section II. If payment for loss under 
Section II does not exhaust the policy limit, payment is 
made under Section III; and finally, if any coverage is 
still left, payment is made for loss under Section IV of 
the policy. 

Section V, '' Defense, Settlement, Supplementary 
Payments," provides for payment of defense services, 
payment of court and other costs of investigating 
claims under Sections III and IV, including payment of 
interest on judgment and premiums on appeal bonds, 
and release of attachment bonds. All such expenses are 
covered regardless of the limit per accident. 

Section VI, designated "Automatic Coverage," pro
vides automatic coverage on newly acquired objects. 
The policy provides automatic coverage for up to ninety 
days on any object similar to the object already insured 
under the policy. Such newly acquired objects may be 
newly installed at existing locations, or it may be in 
newly acquired premises. 

There are two methods of insuring objects under 
boiler and machinery policies. Objects may be insured 
under the Blanket Group Plan or each object may be 
specifically insured. The Blanket Group Plan provides 
automatic coverage at each insured location for all ob
jects by the Blanket Group Description. The Blanket 
Group Plan also provides for annual premium adjust
ment on a pro-rata basis. 

Indirect Loss Coverages 
Indirect loss coverages may be added by endors~ 

ment to the general Boiler and Machinery Policy in the 
same manner as they may be added under the fire 
policy. These indirect loss coverages provided under 
the Boiler and Machinery policy are an essential part of 
the total coverage against indirect loss. The loss of in
come sustained by the firm will be the same regardless 
of whether the shutdown is occasioned by a fire or a 
boiler explosion. 

There are three consequential loss coverages available 
under the Boiler and Machinery Policy, two of which 
are time element coverages paralleling the business in
terruption coverage and extra expense previously dis
cussed. The third, called "Consequential Damage" in
surance, covers loss caused by spoilage of specified 
property resulting from an accident to an object. 

Use and Occupancy. Use and Occupancy is the 
business interruption coverage of the Boiler and 
Machinery Policy. It provides coverage for loss due to 
a total or partial interruption of business or for ex
penses incurred to reduce loss resulting from such inter
ruption. There are several forms of the coverage avail
able, and it may be written on a valued basis or an ac
tual loss sustained basis. Under the valued form, pay
ment is made up to the daily limit selected for a total or 
partial suspension of operations caused by an accident 
to an insured object. Payment under the indemnity 
forms is the same as under the indemnity forms of fire 
business interruption. 

Extra Expense. Boiler and Machinery Extra Ex
pense coverage performs essentially the same function 
as the extra expense forms available for use with the 
fire policy. It provides payment of additional expenses 
incurred by the insured in order to continue operations, 
which are occasioned by an "accident" to an insured 
"object." It replaces an older form of coverage, known 
as "outage" insurance, which provided a specified in
demnity for each working hour or day during which an 
insured object was not available for service because of 
an "accident." 

Extra expense may be used instead of Use and Occu
pancy firms that would be required to continue opera
tions in the event of an accident, or firm's whose income 
would not be affected by the loss of use of an object, but 
which would be required to incur additional expenses. 
A bank, for example, which derives its income primarily 
from loans and investments, would experience little, if 
any, reduction in income as a result of damage to an in
sured object. However, it would probably be necessary 
for the firm to rent temporary facilities in order to con
tinue operations. 

Consequential Damage. Consequential damage 
coverage provides indemnity for the actual loss of speci
fied property of the insured and also for such amounts 
as the insured is obligated to pay by reason of his liabili
ty for property of others, when such loss is due to spoil
age form lack of power, light, heat, steam or refrigera
tion at specifically described premises caused by an 
accident to an insured object. A freezing plant or a 
meat locker might, for example, purchase Consequen
tial Damage coverage to cover the indirect loss result
ing from breakdown of its freezing equipment. 
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INLAND MARINE INSURANCE 

HISTORICAL BACKGROUND OF INLAND 
MARINE INSURANCE 

With the spread of population across the continental 
landmass, transportation came to play a crucial role in 
the development of business. In conjunction with the 
spread of transportation facilities, a demand arose for 
insurance coverages to protect against the financial loss 
involved in damage to products in shipment. 

Inland marine is something of a contradiction of 
terms. Essentially inland marine is an outgrowth of 
ocean marine insurance. Often coverage under the 
ocean marine contract was provided not only when the 
cargo was on the water, but on a warehouse to ware
house basis. The warehouse to warehouse coverage was 
simply an extension of the ocean marine contract to 
cover property transported over water while that prop
erty was on land. Gradually, the term inland marine 
came to include protection against any of the perils of 
transportation which was provided on property of a 
mobile nature. 

As time went by, inland marine forms were used to in
sure a number of items that were non-movable. The 
trend resulted from a period of vigorous competition 
between marine underwriters and property insurers. 
Marine insurers were able to offer broader and more 
comprehensive coverage on property than the fire in
surance companies, because the typical marine form 
could be written on an " all risk" basis. Eventually 
everyone agreed that definite guidelines were needed 
which would outline the types of property which were 
eligible for coverage under inland marine forms. In 
1933 the National Association of Insurance Commis
sioners proposed their so called "Nationwide Marine 
Definition", which recognized the following classes of 
property as being eligible for ocean marine coverage. 

A. Imports 
B. Exports 
C. Domestic Shipments 
D. Instrumentalities of Transportation and Commu

nication 
E. Personal Property Floater Risks 

The 1933 definition has been revised twice, once in 1953 
and again in 1977. 

The firs t three classes are fairly self-explanatory. The 
hazards connected with the shipment of goods can be 
covered under inland marine policies, and virtually all 
shipments of goods will fit under one of the three classi
fications. The fourth class, instrumentalities of trans
portation and communication, includes bridges, tun
nels, piers, wharves, docks, pipelines, power transmis
sion and telegraph lines, radio and TV communication 
equipment, and outdoor cranes which are used to load, 

unload, or t ransport property. All of these items may 
be covered under inland marine contracts. 

The fifth class of eligible risk, Personal Property 
F loater Risks, include a wide range of eligible types of 
property which, because of their mobile nature, are sub
ject to the perils of transportation and may therefore be 
insured under Inland Marine contracts. The following 
classes of coverage, selected at random from the text of 
the Nation Wide Definition, indicate the broadness and 
variety of this fifth classification: The personal prop
erty floater, personal fur and jewelry floaters, livestock 
floaters, equipment floaters, jeweler's block policies, 
bailee's customers policies, and cold storage locker
plant policies. 

Based on the provisions of the Nationwide Definition, 
we may divide the Inland Marine Coverages into four 
distinct classes of coverage: 

1. The transportation forms, which are designed to 
cover shipments of goods by rail, motor carrier, or 
air carrier. These include forms which cover the 
interest or legal liability of a common carrier, and 
forms designed to protect the owner of the goods 
against loss resulting from damage to his goods. 

2. The forms designed to cover instrumentalities of 
transportation and communication. These forms 
provide coverage on fixed objects such as bridges 
and tunnels, pipelines, power transmission lines, 
radio and TV communication equipment, and so 
on. 

3. The Bailee Forms, which are designed to cover 
goods while those goods are in the custody of 
someone other than the owner, to whom the goods 
have been entrusted. These forms may be written 
Lo cover the interest of the bailee only, or they may 
be written to cover the interest of t he bailor as 
well. 

4. Floater policies for personal property, including 
business personal property of various types. The 
personal lines section of this study guide has dis
cussed floater policies for the individual which are 
designed to cover such personal items as jewelry, 
furs, cameras, coin collections, fine arts, and 
musical instruments. In this commercial lines sec
tion, we will discuss the various business floaters 
and dealers forms. 

TRANSPORTATION COVERAGES 
Damage to property in the course of transportation 

may cause financial loss to two interests: (1) the owner 
of t he goods, and (2) the person or organization to whom 
the goods have been entrusted for transportation In
land marine transportation policies are written to pro
tect against both types of loss. There are transporta-
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tion forms designed for the owner of the goods, and a 
trucker's liability form which is designed for use by the 
trucker. In general, the transportation forms are 
designed to protect the insured against loss or damage 
to goods in transit, usually by express, railroad freight, 
public trucking, owners trucks, coastwise steamers, in
land steamers, air, or any combination of these. 

The Liability of Common Carriers 
One of the most important principles for the agent to 

understand in connection with transportation insurance 
is the legal liability of a carrier for goods which it 
transports. A common carrier is defined as a person or 
organization that carries goods for hire for the public. A 
distinction is made between a common carrier, which 
makes its services available to anyone who wishes to 
purchase them, and a contract carrier, which carries 
goods only for specific firms under contract. 

The legal liability of a common carrier for goods en
trusted into its care for transportation is quite strict. 
Only a few causes of loss are considered to be beyond 
the control of the common carrier, and with the excep
tion of these exclusions, the common carrier is legally 
liable for any loss of or damage to goods which it tran
sports. Losses resulting from the following cause are 
excepted: 

1. Acts of God 
2. Acts of the public enemy (a foreign power) 
3. Exercise of public authority 
4. Fault or neglect of the shipper 
5. Inherent vice, which is defined as a quality in a 

good that causes the good to destroy itself (e.g., 
butter will spoil) 

Even losses caused by one of the five causes listed 
may result in the carrier being held liable, if the negli
gence of the carrier contributed to the loss. 

The common carrier can and does limit its liability 
through the use of a Released Bill of Lading, under the 
terms of which the carrier specifies the maximum 
amount for which it will be held liable. For example, a 
common carrier may use a bill of lading with the stipu
lation that its liability will be limited to .50 per pound. 
Under the terms of the Interstate Commerce Act as 
amended, a common carrier may limit its liability if it 
provides for a difference in rates, offering a lower rate to 
those who are willing to accept this limitation, and 
charging a higher rate for those who do not accept the 
release bill of lading. 

Motor Truck Cargo Policy - Truckers Form 
Truck cargo forms are designed to insure public 

truckmen against their legal liability for loss or damage 
to merchandise in their possession. Coverage is also 
available to insure the owner of merchandise while ship
ping on his own trucks or trucks which he leases. Truck 
cargo is the largest single premium class in the Com
mercial Inland Marine field. 

There are two forms available both of which are in
tended to insure the legal liability of public truckmen; a 
named peril form and the '' all risk'' form. The named 
peril form covers the perils of fire, collision, overturn of 
vehicles, collapse of bridges or docks, rising of naviga
ble rivers or floods, perils of the sea, lakes, rivers or in
land waters while on ferries, cyclone, tornado, and wind
storm. 

The basic form covers cargo while loaded for ship
ment and in transit, and if coverage is desired while the 
cargo is off of vehicles in terminal or other locations, it 
must be endorsed onto the policy. Public truckmen 
operating for hire are usually insured on a gross receipts 
reporting cargo form. 

The coverage under the Motor Truck Cargo policy in
demnifies the trucker for his loss or damage resulting 
from legal liability as a carrier. The policy does not pay 
for loss to property in the care of the common carrier 
unless the carrier is legally liable for such loss. The 
perils normally included under the policy include: 

1. Fire 
2. Cyclone, windstorm, tornado. (In spite of the fact 

that these are acts of God, the carrier still might 
be held liable for loss resulting from one of them, if 
the loss was in part due to the negligence of the 
carrier or its employees.) 

3. Perils of the sea, lakes, rivers and inland water 
while on a ferry. 

4. Collision 
5. Upset and overturn of the motor truck 
6. Collapse of bridges 
7. Flood 
8. Theft insurance may and sometimes is added by 

endorsement. When theft is added, the insurer 
may require a sizeable deductible with the addi
tional requirement that only theft of an entire 
shipping package be covered, thus excluding loss 
by pilfer age. 

The Interstate Commerce Commission Endorsement 
During the early 1930's, it became increasingly evi

dent that interstate motor truck carrier operations 
should be regulated. In 1935 the congress passed the 
Motor Carrier Act as an amendment to the Interstate 
Commerce Act, providing for the regulation of motor 
common carriers. One of the most important provisions 
of the Motor Carrier Act dealt with insurance and pro
vided that the commissions may require insurance 
policies or other evidence of security to make certain 
that the trucker will meet his obligations to the public. 
Under the authority of this provision, the commission 
requires that the trucker provide insurance of $2,500 for 
loss or damage to the contents of each vehicle, and 
$5,000 in coverage for aggregate losses or damages at 
any one time and place. Insurance policies issued to in
terstate motor common carriers must contain an en-
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dorsement prescribed by · the commission. This en
dorsement makes the insurance company responsible 
for any claim for which the policyholder is liable, regard
less of the cause of the damage to property, up to the 
limits of $2,500 per truck and $5,000 per accident. This 
responsibility is not limited to the coverage written into 
the policy, but covers the full common carrier liability. 
This makes the policy an extremely broad " all risks" 
contract. The policy includes a reimbursement clause 
which provides that the assured will reimburse the in
surance company for any loss paid by the insurance 
company for which the insurance company is not liable 
under the terms of the basic policy. Thus, if a loss oc
curs as a result of a peril not covered under the basic 
policy (which is usually written to cover the perils of 
Fire, Windstorm, perils of the sea while on a ferry, colli
sion upset, collapse of bridges and flood), the insurance 
company is required under the terms of the I.C.C. en
dorsement to make payment to the owner of the goods, 
but may then seek reimbursement from the insured for 
the amount paid. In actual practice, the trucker reports 
losses to the insurance company only when the loss is 
covered by the basic policy. The trucker pays his 
customers directly for other losses. It is uncommon 
that the insurance company pays losses under the 
I.C.C. endorsement and then seeks recovery from the in
sured. The risk that the insurance company assumes 
under the I.C.C. endorsement is that the trucker may 
reach a point at which he is unable to pay customers for 
those losses which are not covered under the basic 
policy, but which are covered under the I.C.C. endorse
ment; and at this point the insurer would be forced to 
pay the customers and could not be reimbursed by the 
insured. 

Coverage for Owners and Shippers 
Even though the legal liability of the common carrier 

is extremely broad, there are some instances in which 
the carrier might not be held liable. In addition, it has 
been noted that carriers frequently make use of the 
release bill of lading. Both of these factors constitute 
reasons why the owner of the goods being shipped may 
desire coverage on his goods in addition to that carried 
by the trucker. In addition to these reasons, the owner 
of the goods may not want to wait until he can collect 
from the trucker for the loss. It may be more conven
ient to collect from his own carrier and then permit his 
carrier to subrogate against the trucker. For these 
reasons many businesses purchase policies to cover 
their goods while in transit. 

There are two standard approaches in insuring the 
owner's interest in goods in transit; the Annual 'I'ransit 
Policy, and a modified version of the Motor Truck 
Cargo Policy discussed above. In addition to these two 
contracts, there are more specialized forms designed to 
insure single shipments, goods shipped by railway ex
press, and property shipped by parcel post or registered 
mail. Finally, there is an Air Cargo form available for 

those who utilize this means of shipment. Space does 
not permit a detailed examination of all of these con
tracts, but several of the more important forms are dis
cussed below. 

Motor Truck Cargo - Owner's or Shipper's Form 
Goods shipped on the owner's own trucks may be in

sured under the Motor Truck Cargo Policy with an 
"Owner's Form" attached. This form may be used to 
provide all risk coverage or named perils protection for 
owner's goods on owner's trucks. The perils included in 
the named peril form are the same as those discussed in 
connection with the Trucker's form. 

When goods are shipped by common carrier or con
tract carrier, a ''Shipper's Form" is used. 

Annual Transit Policy 
The Annual 'I'ransit policy, purchased by the owner of 

goods, is designed for the business which ships mer
chandise, either by common carrier, by contract carrier, 
or on its own trucks. It is desirable even for those firms 
which ship by common carrier. 

The transportation forms are not controlled, and as a 
result there are no standard forms. Policies are written 
to meet the requirements of the individual risk. There 
are three basic forms used, depending on the need of the 
insured. 

Coverage is normally on a named peril basis, covering 
fire and lightning, and the perils of extended coverage 
(except strike, riot and civil commotion, which are op
tional), plus theft, plus the perils of transportation. 

Coverage applies while the goods are in the custody of 
a common carrier, although the coverage may be writ
ten to cover goods in the custody of a contract carrier or 
on the insured's own trucks. Since the subrogation 
rights are somewhat less in the later cases, higher rates 
apply. The limit of liability applies at any one place, 
with a further limit on any one disaster. The limit for 
any one place should be determined by the largest 
amount shipped or received in one day and the number 
of goods which might accumulate in any one place. 

'I'ransportation Form A is designed to provide cover
age for loss to property while that property is in the 
custody of any railroad or express company, any coast
wise ship line, or any public trucker, or other land trans
portation company, provided that these carriers are 
used in connection with the railroad and steamer 
means. 

'I'ransportation Form Bis similar to Form A, except 
that it does not cover any coastwise ship lines. 

It should be noted that these forms do not cover the 
property while it is in the hands of motor carriers, 
unless the motor common carriers are used in connec
tion with railroad or steamer shipments. Coverage may 
be endorsed onto the policy providing coverage on mer-
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chandise shipped by common motor carrier not in con
nection with the railroads or steamers. 

Some insureds may also use their own trucks to carry 
their merchandise. If coverage is desired on goods 
shipped by the insured' s own trucks, this must be en
dorsed onto the policy. 

Owner's Goods on Owner's Trucks are covered under 
a Special endorsement, Endorsement "C", which pro
vides an amount of insurance coverage applicable to 
each truck owned by the insured. 

Trip Transit Policy 
This form fills the same function as the annual transit 

policy, except that it covers a specified lot of goods for a 
specified trip. The trip transit coverage may be written 
in a specific policy, or it may be written under a master 
policy with certificates of insurance for each trip. Rates 
vary with the type of carrier (common, contract, or the 
insured's own trucks), the length of the trip, and the 
type of goods. 

Household Furniture Movers 
This is a special form of trip transit coverage, usually 

written to include the interest of the owner of the goods. 
In most cases the carrier makes use of the release bill of 
lading and limits his liability to .50 per pound for items 
damaged. The owner of the furniture can be provided 
with additional coverage through individual certificates 
issued in connection with the policy. 

Parcel Post Policy 
This form is designed for the firm that makes many 

parcel post shipments, and wishes to avoid the incon
venience caused by waiting in line at a post office to ob
tain government insurance. There are certain other 
benefits. Claim settlements are usually made much 
sooner under the parcel post policy purchased from a 
private insurer than is the case with government in
surance. The contract provides all risk coverage on 
merchandise shipped by parcel post, registered, or un
registered mail. The policy does not cover shipments 
made by express and does not cover money and securi
ties. Money and securities must be covered under a 
Registered Mail policy described below. 

The coverage applies only within t he continental 
United States, Canada, and Alaska. The coverage is 
written on an "open" form with no expiration date. An 
initial premium is paid at inception, with additional 
premiums due and payable as shipments are made. The 
insured registers each shipment on the day that it is 
made in a register. Only those shipments which the in
sured desires to insure are recorded, and premiums are 
charged on the basis of those recorded. Coverage is on 
an actual cash value basis, with a limit of $100 on any 
package shipped by ordinary parcel post or unregi
stered mail and $500 on any package shipped by regis
tered mail or insured parcel post. 

Registered Mail Policy 
The Registered Mail Policy is designed for banks and 

other types of businesses which ship securities, money, 
or other valuable property which is sent by registered 
mail or express. The need for the coverage arises be
cause of a maximum of $1,000 to which the government 
limits recovery on any one package sent by registered 
mail. In addition, the various money and security 
forms provide no coverage on property while being 
transported by mail or express. The coverage may be 
written under an open policy, in which the coverage is 
continuously in force and shipments are reported to the 
company, or it may be written under a trip policy, which 
covers a specific shipment. 

INSTRUMENTALITIES OF 
TRANSPORTATION AND COMMUNICATION 

Bridges 
Bridges are structures that are very similar to build

ings, but which need all risk coverage because of t he 
hazards to which they are exposed. The insuring of 
bridges under Inland Marine contracts was originally 
justified because of t he experience which ocean marine 
underwriters had had with dry docks and the marine 
hazard of collision. 

The coverage under an inland marine policy on 
bridges is all direct physical loss, which is broader than 
the normal all risk coverage. There are four exclusions 
which actually determine coverage: 

1. War damage. This exclusion is similar to other in
land marine war risk exclusions. 

2. Riot, civil commotion and lockout 
3. There is a special version of the inherent vice and 

wear and tear exclusion. The exclusion is worded 
to cover collapse of the bridge regardless of the 
causes, but excludes any loss which results from a 
lack of maintenance. 

4. Also excludes loss caused by failure of the insured 
to save and preserve the property at the time of or 
after a loss. 

Coverage is normally on an actual cash value basis, 
although replacement cost coverage (subject to an 80% 
insurance to value requirement) on steel and concrete 
bridges. The contract normally includes a 1 % or $1,000 
deductible. Debris removal is included in the coverage. 

Tunnels 
Tunnels also qualify as instrumentalities of transpor

tation and may be insured under the same conditions as 
a bridge. 

Builder's Risk Coverage on Bridges 
Coverage on bridges in the course of construction is 

available under two inland marine forms. One, the 
named peril form, covers fire, lightning, flood, ice, 
explosion, windstorm, earthquake and collision. The 
second is an all risk form, which is subject to certain 
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exclusions. The coverage may be written on a complet
ed value form or it may be written on a monthly repor
ting form. 

Bridge Business Interruption Insurance 
This coverage is the equivalent of the business inter

ruption coverage which is available under the fire 
coverages for loss of income to a business. It covers the 
loss of income of a bridge or tunnel operating authority. 

Revenue is defined as "The income from tolls and 
other operating sources less such maintenance and 
operating charges and expenses as do not necessarily 
continue during the period of total or partial suspension 
of use.'' 

Coverage is written on a "per diem' ' basis, with 
11365th of the total amount of insurance collectible for 
each day of shutdown. There is a 7-day deductible ap
plicable. The coverage may be changed from this per
diem basis to a no daily limit basis, subject to 100% co
insurance. There is also an "Adjusted Values Basis" 
which is similar to the Premium Adjustment Endorse
ment used in Business Interruption written to cover fire 
losses. 

BUSINESS FLOATER POLICIES 
The need for business floater policies arises because 

certain types of business personal property is subject to 
movement and may be located elsewhere than on the in
sured's premises. To meet this need there is a large 
number of inland marine floater policies which cover 
property which is movable in nature and which is sub
ject to special hazards because of its movability. The 
classes into which we may divide these business floaters 
are as follows: 

1. Equipment Floaters, which are designed to cover 
business personal property that is not held for sale or on 
consignment and that is in the hands of the owner to be 
used for the purpose for which it was intended. An ex
ample of this type of equipment might be equipment 
owned and used by a construction firm. 

2. Processing or Storage Floaters, which are de
signed to cover property in temporary storage and 
property undergoing processing outside the owner's . 
prerruses. 

3. Consignment or Sales Floaters, which are de
signed to cover goods which are being held for sale 
under consignment, goods which are being installed, or 
goods that are being sold under an installment plan. 

Once again, a complete and detailed analysis of each 
of the forms of coverage under each of these classifica
tions is impossible. The following brief description of 
these coverages, however, provides a summary of the 
more important features and provisions of these cover
ages. 

Form Bis intended for scheduled property. There are 
two items of coverage under this form. The first in-

eludes mobile agricultural machinery and equipment as 
scheduled. The second item, which is optional, may in
clude $5,000 or 10% of the scheduled amount (which
ever is less) to cover unscheduled mobile agricultural 
machinery and equipment, including harness, saddlery, 
liveries, blankets and other similar equipment for not 
more than $250 on any one item. This form also in
cludes an 80% coinsurance clause, which applies not on
ly to the blanket coverage, but also to each scheduled 
item. 

Contractor's Equipment Form 
This form is designed to cover mobile equipment of 

practically any nature from hand tools to large 
machines. It can be written to cover equipment owned, 
borrowed, or rented to the insured, and equipment 
rented out to others. The coverage is usually written on 
a schedule basis, with a specific amount of insurance for 
each item. In some cases, blanket coverage may be 
written. Regardless of whether the coverage is written 
on a schedule or a blanket basis, a coinsurance clause of 
80% or 90% is usually included. Coverage may be pro
vided on either a named peril form or an all risk basis. 

Named Peril Form. The named peril form is usually 
written to cover fire, lightning, explosion, windstorm, 
flood, collapse of bridges, and, subject to a deductible, 
theft, collision, landslide, upset and overturn. 

All Risk Form. In addition to the usual all-risk exclu
sions of wear and tear and mechanical and electrical 
breakdown, most all-risk forms include the following ex
clusions: 

(1) loss due to conversion of embezzlement by the in
sured's employees or other persons to whom the 
equipment has been entrusted. 

(2) damage occasioned by the weight of a load ex
ceeding the rated capacity of the machine. 

(3) damage to booms by collision 
(4) loss to the property while waterborne. 

Some insurers will delete the last two exclusions. 

Subrogation. One final important provision relates 
to subrogation. Most companies include a provision 
that prohibits the insured from waiving right of 
recovery against any third party for damage to the in
sured equipment, before or after the loss. 

Installation Floater Form 
This form is designed to cover property consisting 

principally of machinery and equipment which is to be 
installed, while that property is in transit to the place of 
installation and during the period of installation and 
testing. Originally, building materials could be covered 
only while in transit to the place of installation and 
upon arrival until installed. The 1977 version of the Na
tionwide Definition makes provision for continuation of 
coverage until the structure is completed and accepted 
when coverage is written for the owner. When coverage 
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is written for a seller or contractor, coverage ceases 
when the interest of the seller or contractor ceases. The 
perils which may be covered under this form vary from 
the perils of fire and transportation to "all risk" 
coverage. The form may be written not only for owners 
and contractors, but also for mechanics (such as 
plumbers or electricians) who take custody of property 
for the purpose of installation. When written for a con
tractor or installer, the form may be written to cover 
one contract, reporting or nonreporting, or to cover all 
contracts the insured enters into in the future on a 
reporting basis. 

Floor Plan Merchandise Form 
This coverage is designed to insure merchandise sub

ject to a floor plan (or similar financing arrangement) 
while the goods are in the hands of the dealer. Under a 
floor plan arrangement, the dealer borrows from a finan
cial institution, using the stock of merchandise as the 
security. The form covers the dealers interest and may 
also be written to cover the interest of the lender only, 
or it may be written to cover the interset of both. 

Coverage is on an all risk basis, and attaches to mer
chandise that is specifically identifable as encumbered 
to a bank or lending institution. 

Installment Floater 
This coverage is designed for those businesses which 

sell merchandise (such as household furniture, appli
ances, etc.) on installment sales arrangements. There 
are two forms of the coverage available, one of which 
covers the insured' s interest as measured by the unpaid 
balance. The other form covers the interest of both the 
buyer and the seller. Coverage applies from the time 
the merchandise leaves the seller's shipping room until 
it reachs the purchaser's premises, and then continues 
to cover at the purchaser's premises until all indebted
ness has been satisfied or until the merchandise is 
returned to the seller's premises. 

The coverage is available on both a named perils and 
all risk basis. The named perils form covers fire and 
lightning, derailment or overturn of vehicles or collapse 
of bridges, plus the marine perils while on ferries. Other 
perils may be added by endorsement. 

It should be noted that there is no coverage under 
this form while the property is located in the stores or in 
warehouses. The insurance is excess over any other in
surance covering against the insured perils. 

DEALER'S INSURANCE 
The 1953 National Marine Definition provided for 

covering the merchandise of the following types of 
dealers under inland marine forms: 

Jewelers 
Fur Dealers 
Musical Instrument Dealers 
Camera Dealers 

Agricultural and Contractor Equipment Dealers 

Fine Arts Dealers 
Dealers in Stamp and Coin Collections 

The coverage for jewelers and fur dealers is provided 
under the Jeweler's and Furriers' Block policies. Cover
age for the remaining business is provided under the 
various dealers' forms which are discussed briefly 
below. 

There are a large number of inland marine policies 
designed to meet the needs of business to cover prop
erty of a movable nature. Included in our discussion of 
these we will discuss the block policies, which are 
designed to provide all risk coverage at fixed locations. 

The Block Policies 
The term "Block" is used to describe all risk coverage 

which is provided to certain businesses on business per
sonal property. The term Block comes from the French 
"en bloc" which means "all together". Thus block 
policies are intended to cover all of the property of the 
business in a single contract. 

The Jeweler's Block Policy 
The Jeweler's Block Policy is one of the few inland 

marine forms which covers property at a fixed location 
with little transportation hazard. The policy is de
signed to cover the stock of a jeweler, including the 
following: 

1. Stock actually owned by the jeweler 
2. Goods in a bailee status (such as customer's 

goods) 
3. Goods of other jewelers which has been entrusted 

to the insured. 

Coverage on customer's goods includes both the in
terest of the insured and the customer, so coverage is 
provided regardless of whether or not the jeweler is 
legally liable for the damage or loss. Coverage on goods 
belonging to other jewelers includes only the insured's 
interest, so the policy provides coverage on these goods 
only if the insured is liable, and then only for the extent 
of his liability. 

The coverage is written on an "all risk" basis. There
fore the exclusions are of primary importance. There 
are 12 major exclusions: 

1. Employee infidelity 
2. Delay, loss of market, deterioration, moth, vermin, 

inherent vice, or damage to property while it is be
iI1g worked on. 

3. War damage 
4. Damage at the insured's premises resulting from 

flood, surface water, tidal wave or earthquake. 
5. Certain shipments 

(a) Mail shipments are covered only if sent re
gistered first class 
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(b) Railway expres~ and air express covered 
only up to $1,000 

(c) Rail, air, water or motor carrier covered only 
in connection with parcel transportation 
service or armored car service. 

6. Breakage of brittle articles unless caused by 
burglary, fire, or damage to the conveyance. 

7. Property worn by the insured, officers, or 
members of their family 

8. Property being worn by models unless coverage is 
endorsed onto the policy. 

9. Property at public exhibition 
10. Property left in unattended vehicles 
11. Mysterious disappearance, unexplained shortages 
12. Loss or damage to property in show windows 

unless coverage is endorsed onto the policy. 

The msured is required to maintain a proper inven
tory of goods, and must produce these records and sub
mit to examination of these records by the insurer. 

The form provides that the coverage is excess over 
any other valid and collectible insurance. 

Because of the broad nature of the coverage, under
writing must be carefully done. The proposal for the 
Jeweler's Block is far more important than the applica
tion for other inland marine coverages. It must be filled 
out in detail and signed by the insured; it is then made a 
part of the contract and all statements by the insured 
are considered to be warranties. A statement of values 
is required, and although no coinsurance is required, the 
degree of insurance to value is taken into consideration 
in determining the premium. A specific rate must be 
computed for each risk, based on a rating schedule. 

Furriers' Block Policy 
The policy designed for dealers in furs is quite similar 

to the Jeweler 's Block policy discussed above. I t covers 
the stock of furs which the insured carriers for sale. It 
does not, however. cover the furs of customers which 
are in storage or are being worked on. Coverage for this 
property is afforded under the Furrier's Customer 
policy, which is discussed under the bailee coverages. 

The coverage of the Furrier's block is written on an all 
risk basis with exclusions similar to those of the 
jeweler's block policy. Rating is approximately the 
same as under the Jeweler's Block: rates are computed 
for each property on the basis of a schedule. 

Equipment Dealers' Policy 
The Equipment Dealers Form is designed to cover 

farm implement dealers or heavy machinery dealers for 
loss or damage to stocks of equipment (including cus
tomers' property) while on their premises, in transit, or 
elsewhere. The policy provides for all risk coverage, 
subject to the normal all risk exclusions. Certain 
classes of property are specifically excluded from 
coverage: 

1. Automobiles, motortrucks, motorcycles, aircraft 
or watercraft 

2. Property sold by or under encumbrance to the in
sured or property leased or rented to the insured 
to others after it leaves the custody of the insured 
or an employee of the msured. 

3. Property while in the course of manufacture. 

Musical Instrument and Camera Dealers Forms 
Cameras and musical instruments are frequently in

sured under all risk forms for the individual owners of 
such property. The Inland Marine Insurance Bureau 
and the Transportation Insurance Rating Bureau both 
prescribe forms to be used in covering cameras and 
musical instruments which are the property and stock 
of dealers. Basically the coverage is all risk on the in
sured' s stock of musical instruments or cameras, 
materials and supplies or other incidental stock, and 
customer's goods in their custody. The form may be ex
tended to cover furniture, fixtures, tenants' improve
ments and betterments, and machinery and tools. 

The coverage is divided into four separate limits of 
liability: 

1. Property at the insured's premises 
2. Property in transit 
3. Property away from the premises but in the 

custody or control of the insured or his employees 
4. Property elsewhere. 

The forms are subject to an 80% coinsurance clause, 
which applies to the aggregate value of all insured prop
erty (except property in transit) at all places at which 
coverage applies. The forms spell out in considerable 
detail the obligations of the insured in keeping records, 
requiring that the insured take a physical inventory at 
least every 12 months, maintain a complete record of all 
purchases and sales, and a record of the property of 
others in the insured' s custody. 

The normal all risk exclusions apply, plus employee 
infidelity, theft from an unlocked, unattended vehicle. 
In addition, the form excludes property sold by the in
sured or under encumbrance to the insured after it has 
been delivered to a customer. 

BAILEE COVERAGES 
Bailee Liability 

A bailee is someone other than the owner of property, 
to whom the property in question has been entrusted. 
The bailee is responsible to a somewhat more limited ex
tent for the safety of the property than is a common car
rier. The bailee is obliged to use ordinary care, and he is 
legally liable for any damage resulting from ordinary 
negligence. The degree of care required of a bailee 
varies with the type of bailment. A bailee who is paid 
for the bailment is required to exercise a greater degree 
of care than one who is not paid. While it is true that 
the bailor must prove negligence on the part of the 
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bailee in order to collect for any damage to the property, 
the bailor can make a prima facie case of negligence by 
showing that the goods were not returned or that they 
were returned in poor shape. 

Obviously, the bailor may insure his property under 
all conditions, including the period that it is in the 
custody of a bailee, but the general principle is that the 
coverage purchased by a bailor on his property shall not 
benefit the bailee. Therefore the bailee must purchase 
insurance coverage to protect his legal liability ex
posure. In addition, the bailee will probably desire 
coverage that will pay for damage to his customer's 
goods even when he is not legally liable for the damage, 
in order to preserve good will. It is therefore desirable 
to have a contract which covers the interest of the bailee 
(that is, one that will pay when the bailee is legally 
liable) and which will also cover the interest of the 
bailee's customer (i.e., which will pay even though the 
bailee may not have a legal responsibility). 

Bailee's Customer's Policy 
The Bailee's Customer's policy, which is a basic 

policy for bailees' customer's insurance, is completed by 
the attachment of a special form designed for the par
ticular class of risk. The coverage may be afforded 
under these forms for such businesses as launderies, 
dyers and dry cleaners, processors and service risks. In 
general, the Bailee's customer's policy covers all kinds 
of lawful goods and articles which are the property of 
customers while being transported in the custody of the 
insured to and from the customers and the stores or 
agents of the insured, and while in the premises occu
pied by the insured at the specified address. Many of 
the bailee policies are referred to as "floaters" because 
they cover property which moves from one location to 
another. 

The normal perils covered under the Bailee cus
tomer's policy include fire, lightning, windstorm, explo
sion, riot, earthquake, sprinkler leakage, burglary and 
hold-up, and confusion of goods caused by any of these 
perils while in transit and at the insured' s premises. In 
addition it also covers the usual perils of transportation. 

There are four important exclusions in the form: Loss 
caused by infidelity of the insured' s employees; prop
erty left in delivery vehicles overnight; damage which 
may be due to or result from processing; and losses in 
excess of the policy limits are, of course, excluded. 

There is a Dyers' and Cleaners' Form of Bailees' Cus
tomer policy, a Laundry Form, a Tailor's Form, (which 
is designed for tailor shops and firms engaged in repair
ing and pressing), a Rug and Carpet Cleaner's Form, 
and other forms which are designed for appliance repair 

stores, radio and TV repair stores, and other service in
dustries of a sim.jJar nature. In addition, there are 
several more specialized forms with somewhat unique 
characteristics that are described below. 

Furrier's Customer's Form 
This form is designed to cover furs belonging to 

customers of the insured while those goods are in his 
custody or control for alteration, repair, cleaning, re
modeling or preparation for storage and while in stor
age. The coverage is on an all risk of loss or damage to 
the insured property, including the insured's legal 
liability thereof, except for certain exclusions. 

It is customary to include coverage by a special en
dorsement to protect the furrier's liability for loss on 
the amount representing the difference between the 
value specified in the storage receipt and the actual 
value of a garment in those cases where a coat may have 
been placed in storage at a declared value of less than 
the actual value. 

Cold Storage Locker Bailee Floater 
Cold storage lockers represent a special type of bailee. 

The cold storage bailee floater is designed to cover the 
customer's property while in the custody of the cold 
storage locker. The form may be written on an '' all 
risk" basis or a named perils basis. When written on a 
named peril basis, the perils normally insured against 
are fire, lightning, windstorm and hail, explosion ( except 
explosion of a steam boiler), riot, civil commotion, air
craft and vehicles, earthquake, collision of the convey
ance on which the property is being carried, and theft. 
In addition the policy covers spoilage of the goods 
stored which is caused by the destruction of the 
refrigerating equipment. Like the bailee's customer's 
policy, the cold storage locker bailee floater covers con
fusion of goods caused by a peril insured against. 

Processors' Floaters 
Many firms engaged in the manufacturing of a pro

duct send the product or components of the product 
outside their plant for some service or operation. When 
the processor receives the goods to be processed he 
becomes a bailee and assumes the same legal liability 
for damage to the product as any other bailee. How
ever, for the same reasons that other businesses desire 
to do so, processors desire coverage that will cover the 
goods of their customers regardless of the liability. 

The pr0cessors' floater covers both the bailor' s and 
the bailee's interest, and is usually written on a speci
fied perJs basis. The perils normally insured against 
are fire, lightning, sprinkler leakage, windstorm, 
cyclone, tornado, riots, strikes, burglary and hold-up. 
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CRIME COVERAGES 
(INCLUDING FIDELITY) 

The broad field of dishonesty insurance mcludes all 
cases in which the cause of the loss is the wrongful tak
ing of property belonging to the insured. Historical 
development led to the development of two distinct 
classes of dishonesty coverages: 

1. Fidelity Bonds, which are designed to cover theft 
or dishonesty on the part of employees of the insured. 

2. Crime Coverages, which are designed to cover dis
honest acts of persons who are not employees of the in
sured. 

Each of these classes provides incomplete protection 
agains t the peril of dishonesty. In order to provide 
more complete protection, they must be combined, so it 
is well to discuss them together. The artificial distinc
tion between " Employee dishonesty insurance" and 
''Non-employee dishonesty insurance' ' is gradually dis
appearing, and with the advent of package crime poli
cies, both type of criminal losses are frequently insured 
in the same contract. 

FIDELITY BONDS 
Each year, thefts by employees amount to several 

times the amount lost by burglary, robbery, and other 
forms of larceny. Less than 10% of these losses are in
sured. Fidelity bonds are designed to protect the in
sured against loss resulting from dishonesty on the part 
of his employees. As such they constitute only a part of 
the protection needed against criminal loss. Fidelity 
bonds cover loss or damage to money, securities, or 
other property, resulting from the acts (fraud, forgery, 
embezzlement, theft) of the person bonded, up to the 
face amount of the bond, which is called the "Penalty". 
There are several forms under which the bond may be 
written: 

Name Schedule Bonds 
Originally, fidelity coverage was issued on an in

dividual basis, with the person to be bonded specifically 
named. This type of bond is seldom written today, hav
ing been replaced by other forms. Under a Name 
Schedule Bond, employees to be bonded are all listed by 
name. Only those persons listed in the bond are 
covered, and only for the amount of the penalty on each 
person named. The obvious disadvantages of this form 
of bond are the lack of coverage on employees not 
scheduled, and the need for constant revision. 

Position Schedule Bond 
Under the position Schedule Bond, the positions to be 

covered are listed rather than the individual. Thus, if a 
person leaves the firm or moves to another position, his 
replacement is covered for the same position. Only 
those positions listed are covered. A provision in this 
form of bond provides that if there are more individuals 

occupying a listed position than the number originally 
specified, all are covered, but on a decreased basis. For 
example, if the bond provides for two cashiers, with a 
$10,000 penalty applicable to each, and there are actual
ly four cashiers, loss caused by one of these cashiers 
would be covered, but only up to $5,000. 

Blanket Bonds 
Blanket bonds are designed to cover all employees, 

regardless of position, automatically. Changes in the 
composition of the force of workers employed does not 
affect the coverage. Under a blanket fidelity bond, 
employees are divided into three classifications: 

Class 1 employees, which includes employees who, 
as a part of t heir regular duties, handle or have cus
tody of money, securities, or merchandise. 

Class 2 employees, which includes canvassers of all 
insureds, plus chauffeurs, collectors, demonstrators, 
drivers, and driver 's helpers, outside salesmen, and 
other persons occupying similar positions in certain 
types of businesses. (See manual). 

Class 3 all others, which includes the remaining 
employees, who do not handle money or securities as 
a part of their duties. 

The rating of the bond is based on the total number 
of class 1 employees, as described above, plus a cer-
tain percentage of all other employees not lis ted in · ' 
class 1 or class 2. There is a special charge for class 2 
employees. All of the employees are covered, and new 
workers are covered automatically. 

The penalty under a bond is never cumulative from 
year to year, and always applies to the loss when it is 
discovered. The dishonesty must result while the bond 
is in effect,2 although the Discovery Period provision 
provides that losses that are discovered within a speci
fied period after the bond is cancelled will be covered, 
provided that the actual loss took place during the 
policy period. Fidelity bonds are con tinuous in form, 
running until cancelled by the insured or the company. 

The two major forms of blanket bonds are the Pri
mary Commercial Blanket Bond and the Blanket Posi
tion Bond. Although they are very similar in their 
coverage and provisions, there are two major points of 
difference. 

Primary Commercial Blanket Bond 
The Primary Commercial Blanket Bond is designed 

2The Discovery Bond, a special type of blanket bond, covers losses 
regardless of when the dishonesty occurred, provided the loss 1s 
discovered while the bond is in force. In other words, a Discovery 
bond (which should not be confused with the Discovery Period) will 
cover a loss which occurred prior to the inception of the bond, if the 
loss is discovered during the period of the bond. 
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to cover all employees on a blanket basis. I ts chief 
characteristic is the manner in which the penalty or face 
amount of the bond is applied. The bond provides 
coverage up to the face amount for any loss caused by 
one or more employees. The penalty is the aggregate 
penalty for one loss, regardless of the number of 
employees involved in the loss. The discovery period 
under the Primary Commercial Blanket Bond is one 
year, which means that losses that occur during the 
period of the bond must be discovered within one year 
after the bond is terminated or there is no coverage. 

Blanket Position Bond 
Under the Blanket Position Bond the face amount of 

the bond applies separately to each employee. For this 
reason the Blanket Position Bond is also called a "mul
tiple penalty'' bond, for it permits the insured to collect 
up to the face of the bond for each employee involved in 
a collusive loss. The discovery period under the 
Blanket Position Bond is two years. 

The difference between the two bonds can be illus
trated by a simple example. Suppose that the insured 
has a blanket bond with a penalty of $10,000, and suf
fers a loss in which each of three employees steals 
$5,000. A Primary Commercial Blanket Bond would 
pay a maximum of $10,000, but a Blanket Position 
Bond would pay the entire $15,000, since each of the 
employees is covered up to $10,000. 

Superseded Suretyship Provision 
Both the Primary Commercial Blan..l{et Bond and the 

Blanket Position Bond include a provision called 
"Superseded Suretyship" or "Loss Under Prior Bond." 
Subject to certain restrictions, this clause provides that 
if a bond is replaced in another surety company, the suc
ceeding surety becomes liable for losses which occurred 
during the term of the previous bond. This provision 
applies only when there is absolutely no lapse of cover
age from the old bond to the new bond, and the loss is 
discovered after the end of the discovery period of the 
old bond. If the amounts of the bonds differ, the lower 
penalty will apply. The Superseded Suretyship provi
sion may be included in Name Schedule Bonds and 
Position Schedule Bonds. 

Other Important Provisions in Fidelity Bonds 
One of the important provisions found in all fidelity 

bonds in an exclusion of any employee from the time 
that the insured (obligee) has knowledge of dishonesty 
on the part of that employee. The coverage ceases for 
such a dishonest employee whether or not the dis
covered loss is reported to the surety. 

The fidelity bonds also provide that losses which are 
based on or can be proven only by an inventory short
age are not covered. 

The Salvage Clause of the fidelity bonds provides 
that if the insured sustains a loss which exceeds the 
amount of coverage under the bond, he is entitled to any 

recoveries or salvage up to the point where he has been 
fully reimbursed for his loss. Any salvage recovered 
after the insured has been fully reimbursed goes to the 
surety company. 

NON-EMPLOYEE CRIME COVERAGES 
Policies designed to cover against loss of property or 

money through dishonest acts of persons other than 
employees may be classified on the basis of the perils 
they insure against. There are policies designed to pro
tect against loss by robbery, burglary, theft, forgery, or 
larceny. In addition, there are broad form "all risk" 
policies designed to insure money and securities. Each 
of the above classes insures against a specific peril or 
set of perils. Since the terms "burglary" and "robbery" 
have technical definitions in these contracts, it is impor
tant to determine at the outset what each of these terms 
means. 

Burglary is defined as "felonious abstraction of 
property from within a building, safe or vault by 
someone who has made unlawful entry therein by 
force and violence of which there must be visible 
marks at the place of such entry, or by someone mak
ing forcible exit from the premises, of which there 
must be visible marks of such exit on the interior of 
the premises.'' 

Robbery is defined as "felonious or forcible taking 
of property by violence inflicted upon the person hav
ing care or custody or rightful access to the property; 
or by putting such person in fear of violence; or by 
any other overt felonious act committed in the pre
sence of such person and of which such person was ac
tually cognizant.'' 

Theft is much broader in meaning than either bur
glary or robbery. It is intended to be broad in scope 
and include any illegal taking of the property of 
another without his consent. Theft includes both bur
glary and robbery. 

There are various types of burglary and robbery 
forms available, each of which is designed to afford pro
tection against designated perils for designated types of 
property. The important point to keep in mind is that 
only the specified type of criminal activity insured 
against is covered, and the coverage exists only when 
the loss occurs under conditions which meet the defini
tion of the peril insured against. 

Mercantile Open Stock Burglary Policy 
The Mercantile Open Stock Burglary Policy is de

signed t0 cover loss of merchandise, furniture, fixtures, 
or equipment as a result of burglary. It does not cover 
loss of money or securities. Damage caused by burglars 
to the premises is also covered. In addition, the policy 
is extended to cover loss caused by robbery or attemp
ted robbery of a watchman employed exclusively by the 
insured, while on duty within the premises, while the 
premises are not open for business. Coverage under the 
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Mercantile Open Stock Btarglary Policy applies only 
when the premises are not open for business. 

The coverage is subject to certain exclusions. First of 
all, the loss must be the result of burglary (or robbery of 
a watchman). Unless there are marks of forcible entry 
into or exit from the premises, coverage for loss does 
not apply. Losses resulting from employee infidelity 
are not covered. In addition, losses resulting from war 
are excluded. Any burglary which occurs during a fire 
in the premises is also excluded. 

A special provision in the policy deals with the failure 
of the insured to maintain protective devices which he 
warranted would be maintained. For protection devices 
other than alarm systems (such as guards), failure to 
maintain the protection device reduces the coverage to 
the amount which the premium paid would have pur
chased without the discount granted for the protection 
device. If an alarm system was warranted, and the 
alarm system is out of order for some reason beyond the 
control of the insured, a watchman must be provided 
during the period of time that the alarm is out of order. 
If this is done, the company will pay any loss that oc
curs, but again on a reduced basis. The amount of 
coverage is reduced to the amount that the premium 
paid would have purchased without credit for the alarm 
system. 

Coinsurance applies to the Mercantile Open Stock 
Burglary Policy in a special manner. There are two cer 
insurance requirements: a territorial coinsurance re
quirement, expressed as a percentage, which reflects the 
severity of the crime exposure in the territory, and a 
trade group coinsurance requirement, which is ex
pressed in dollars, and varies with the stealability of the 
goods. The territorial coinsurance requirement in Iowa 
is 50%. The trade group requirement varies from class 
of goods to class of goods. In the case of jewelry, the 
dollar coinsurance requirement is $15,000. For hard
ware stores, the coinsurance requirement is $7,500. The 
insured may satisfy the coinsurance requirement of the 
policy by meeting either of the two. If the coinsurance 
requirement is not met, the insured is penalized in the 
event of loss just as in the case of fire insurance. The 
penalty is applied on the basis of the smaller of the two 
requirements. 

Mercantile Open Stock Theft 
A Mercantile Open Stock Burglary Policy may be ex

tended by the use of the Mercantile Open Stock Theft 
Endorsement to include the additional perils of robbery, 
theft, and larceny. When this endorsement is added to 
the policy, the policy covers whether or not the store is 
open for business. The form includes a $50 deductible; 
however, this deductible is not applicable to those 
losses which are covered under the basic Mercantile 
Open Stock Burglary Policy. While t he endorsement 
extends the policy to cover theft, mere dissapearance is 
not covered. There must be some evidence of theft. For 

the same reason, inventory shortages are not covered 
unless there is some evidence of theft. 

Mercantile Safe Burglary Insurance 
The Mercantile Safe Burglary Policy is designed to 

cover direct loss of any property, including money and 
securities, when such property is lost as a result of forci
ble entry into a safe or vault. Again, the loss must be 
the result of forcible entry; if the burglar opens the safe 
by manipulation of the dial, there is no coverage. Cover
age for burglary, robbery, or theft from cash registers, 
cash drawers, and key-locked safes may be added to the 
policy by endorsement. Removal of the entire safe from 
the premises is construed as safe burglary and such 
losses are covered. 

The policy also covers damage to the safe or vault, 
furniture or fixtures, equipment or other property 
owned by the insured which are damaged by safe burg
lary or attempted safe burglary. So long as an attempt 
at safe burglary is made, any other property damaged is 
also covered. In this connection it is important to note 
that forcible entry into the premises does not constitute 
safe burglary unless there is also forcible entry (or 
attempt) into the safe. There is no requirement that the 
premises be entered forcibly. 

The provisions with respect to warranties of protec
tion devices are the same as under the Mercantile Open 
Stock Burglary Policy. 

Mercantile Robbery Policy 
The coverage of the Mercantile Robbery Policy is 

restricted to the peril of robbery, as defined at the 
beginning of this section. Robbery consits of taking 
property in one of three ways: 

1. By violence inflicted upon a custodian or putting 
in fear of violence. 

2. From one who has been killed or rendered uncon
scious by injuries inflicted maliciously or sus
tained accidentally. 

3. By any other act committed in the presence of the 
custodian of the property of which he is actually 
cognizant. 

This would include taking of property even where no 
violence is inflicted or threatened. For example, if an 
employee sees a thief grab an item and run out of the 
store, the loss would be considered robbery, since the 
overt felonious act was committed in the presence of the 
custodian and the custodian was aware of the act. For 
this reason also, loss resulting from smashing of a show 
window while the premises are open for business would 
also be considered robbery. 

The coverage is written in two separate sections, each 
of which is independent of the other. The two sections 
are robbery within the premises and robbery outside the 
premises. The insured may select either or both of 
these, and separate amounts of insurance are purchased 
for each. 
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The Mercantile Safe Burglary Policy and the Mercan
tile Robbery Policy are often combined into a Mercan
tile Robbery and Safe Burglary Policy. 

Paymaster Robbery 
Paymaster Robbery coverage is designed to cover 

checks and money which are intended for the insured's 
payroll. Since such sums are not regularly on the 
premises, the cost of this coverage is lower than the cost 
of a regular Mercantile Robbery Policy. Coverage 
applies both on and off premises, as long as the money 
is intended for payroll. 

Money and Securities Broad Form 
The Money and Securities Broad Form provides all 

risk coverage on money and securities and somewhat 
more limited coverage on other property. Money and 
securities are covered under two separate coverages, 
Coverage A, which applies to loss within the premises, 
and Coverage B, which applies to loss outside the 
premises. As in the case of the Mercantile Robbery 
Policy, each section is independent of the other, and the 
insured may elect to insure for either or both. 

The on premises coverage covers any loss or destruc
tion of money or securities. In addition, other property 
on premises is covered, but only for the perils of Rob
bery and Burglary. Theft of merchandise is covered on
ly if taken by Robbery or from a closed and locked safe. 
Robbery is defined in the same manner as under the 
Mercantile Robbery Policy, and includes kidnapping 
losses and stealing from a show window by a person 
who has broken the glass when the premises are open 
for business. 

The off premises coverage applies within the United 
States, the District of Columbia, Virgin Islands, Puerto 
Rico, Canal Zone, and Canada. There is no coverage for 
losses occurring outside these limits. Coverage applies 
to money and securities in the custody of a messenger, 
while being conveyed by an armored car company, or 
while within the living quarters of a messenger. 

The policy excludes losses resulting from employee 
infidelity. In addition, there are the usual exclusions of 
war and nuclear perils. Money, securities and a safe or 
vault is covered for loss by fire, but damage caused by 
fire to any other property is excluded, even if the fire is 
set by a person committing a crime of burglary or rob
bery. 

PACKAGE CRIME POLICIES 
There are a number of dishonesty policies which com

bine several crime coverages into a single contract. 
Several of these packages includes not only non
employee dishonesty coverage, but fidelity coverage on 
employees as well. 

The Banker's Blanket Bond 
The Banker's Blanket Bond is an excellent example 

of the package policy approach to crime coverages. This 

policy, which was originally marketed in this country 
by Lloyd's of London, contains five separate insuring 
agreements, covering both employee dishonesty and 
other non-employee dishonesty losses. Coverage is prer 
vided under five insuring agreements: 

A. Fidelity 
B. Premises Insuring Clause, under which coverage 

is provided for loss or destruction of money, coins, 
stamps, precious metals, jewelry, valuable papers 
and some 50 other classes of enumerated property, 
against loss or destruction caused by robbery, 
burglary, theft, false pretenses, misplacement, or 
mysterious unexplainable disappearance. 

C. In Transit Insuring Clause, which provides cover
age for loss of property through robbery, larceny, 
theft, hold-up, misplacement, or mysterious dis
appearance, or damage or destruction of property 
while in transit anywhere in the custody of a bank 
employee, messenger, or while in the custody of an 
armored motor vehicle. 

D. Forgery Insuring Clause, which covers any loss 
through the accepting, cashing or paying of forged 
or altered checks, drafts, or similar instruments. 

E. Securities Insuring Clause, which covers loss sus
tained by the bank in purchasing, extending credit 
on, or otherwise acting upon any security which 
proves to have been forged or counterfeited. 

The Comprehensive Dishonesty, Disappearance 
and Destruction Policy 

The Comprehensive Dishonesty, Disappearance and 
Destruction Policy, or as it is called, the 3-D policy, is 
the mercantile equivalent of the Banker's Blanket 
Bond. This policy, like the Banker's Blanket Bond, is a 
combination of fidelity and crime coverages. There are 
five insuirng agreements under the contract, and the in
sured may select any or all of the coverages; none is 
mandatory. The 3-D policy is a unique package policy, 
in that the premium is simply a summation of the in
dividual premiums for the separate coverages. Unlike 
many package policies, there is no discount for the 
package. The chief benefit derived from the packaging 
is the elimination of conflict regarding which policy 
should apply in the event of a loss where more than one 
policy might be applicable. The five insuirng agree
ments of the 3-D policy are: 

1. Employee Dishonesty. There are two options 
available to the insured. Option A is the Commer
rial Blanket Bond, in which the penalty applies on 
a per loss basis, regardless of the number of em
ployoees involved. Option B is the Blanket Posi
tion Bond, in which the penalty applies per 
employee. 

2. Broad Form Money and Securities On Premises. 
As discussed previously, this coverage provides 
all risk coverage on money and securities on the in
sured's premises or in a bank's premises. 
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3. Broad Form Money and Securities Off Premises. 
This coverage provides all risk coverage on money 
and securities outside the insured' s premises while 
in the custody of an authorized employee, while in 
the custody of an armored car service. or while 
within the living quarters in the home of a messen
ger. 

4. Money Order and Counterfeit Paper Currency. 
This coverage provides coverage against loss 
resulting from acceptance of post office or express 
money orders, or counterfeit United States or 
Canadian paper currency. 

5. Depositor's Forgery. This coverage provides pro
tection for losses caused by forgery or alteration of 
outgoing instruments such as checks, drafts, bills 
of exchange or similar promises to pay. Coverage 
under this section is extended to include the in
sured' s bank, thus eliminating the question of the 
bank's liability. 

The coverages of the package are essentially the same 
as their individual counterparts. The insured may add 
Open Stock Burglary, Theft, or Paymaster Robbery to 
the 3-D policy by endorsement. As a matter of fact, a 
total of thirteen additional coverages are available as 
options. The optional insuring agreements under the 
Comprehensive 3-D policy are: 

Incoming Check Forgery 
Mercantile Open Stock Burglary 
Paymaster Robbery Coverage (inside and outside) 
Paymaster Broad Form Coverage (inside and out
side) 
Paymaster Broad Form Coverage (inside only) 
Burglary and Theft Coverage on Merchandise 
Warehouse Receipts Forgery 
Securities of Lessees of Safe Deposit Box 
Burglary Coverage on Office Equipment 
Theft Coverage on Office Equipment 
Paymaster Robbery Coverage Inside Premises 
Credit Card Forgery 
Extortion coverage 

Blanket Crime Policy 
The Blanket Crime Policy provides coverage against 

the same five basic perils as does the Comprehensive 
Dishonesty, Disappearance and Destruction Policy. 
However, under the Blanket Crime Policy, there is a 
single limit for all coverages and not a separate limit for 
each. The fidelity coverage of the Blanket Crime Policy 
is written on the Commercial Blanket basis, with a 
single penalty applicable regardless of the number of 
employees involved in the loss. The coverage of the 
Blanket Crime Policy may be extended to cover mercan
tile open stock burglary, mercantile robbery, or theft of 
office equipment; but the wide range of coverages avail
able under the 3-D policy may not be added. 

Storekeeper's Burglary and Robbery Policy 
This form is a package crime policy designed for small 

mercantile establishments. The insw·ed may select 
$250, $500, $750, or $1,000 in coverage. The maximum 
amount of coverage that can be purchased is $1,000. 
There are seven distinct insuring agreements, each with 
a separate limit of liability, although the limits must be 
the same for all coverages. The seven coverages includ
ed are: 

1. Premises Robbery. This agreement provides 
coverage on money, securities, merchandise and 
furniture and fixtures against loss by robbery on 
premises. The definition of robbery is essentially 
the same as in the Mercantile Robbery Policy. 

2. Messenger Robbery (or Outside Robbery). This 
insuring agreement covers money and securities 
and merchandise against robbery from a mes
senger outside the premises, but within the U.S., 
District of Columbia, Virgin Islands, Puerto Rico, 
the Canal Zone, Hawaii, and Canada. 

3. Kidnapping. This insuring agreement covers 
against loss of money, securities, merchandise, 
furniture, fixtures and equipment stolen resulting 
from the seizing or holding-up of a messenger out
side the premises and forcing him to open the . 
prermses. 

4. Safe Burglary. This coverage protects against 
loss of money, securities and merchandise from 
within a locked safe or vault, by forcible entry, as 
defined in the policy, or the stealing of the entire 
safe from the premises. In addition, there is also 
coverage for money and securities (but not mer
chandise) stolen from within the premises but not 
in a safe. The limit on property not in a safe is 
$50. 

5. Theft from a Night Depository or Residence of a 
Custodian. Under this coverage the policy pro
tects against theft from a night depository or the 
residence of a custodian. Only money and 
securities are covered under this section. 

6. Burglary; Robbery of Watchman. This coverage 
is the approximate equivalent of Merchantile 
Open Stock Burglary Coverage. The coverage ap
plies only to merchandise, furniture, fixtures, and 
equipment. Money and securities are not covered 
under this section. Coverage on any article of 
jewelry is limited to $50. 

7. Damage to Property and Premises. Coverage ap
plies under this section to damage to the premises 
or other property caused by burglary or attempted 
burglary or robbery. 

The coverages afforded under the Storekeeper's 
Burglary and Robbery Policy are almost identical to the 
coverages that would be obtained by the purchase of 
the various individual policies. The coverage is subject 
to the usual exclusions of Employee Infidelity, war, and 
the nuclear perils. 
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Broad Form Storekeeper's Burglary and Robbery 
This form is based on the Storekeeper's Burglary and 

Robbery Policy discussed above, but adds Employee 
Dishonesty Coverage, Depositors Forgery, and 
Damage caused by vandalism and malicious mischief 
following burglarious entry into the premises. It is 
sometimes referred to as a "Baby 3-D", because the ex
tent and scope of the coverage is similar. Like the 
Storekeeper's Burglary and Robbery Policy, it is pur
chased in increments of $250, up to a maximum of 
$1,000. It provides coverage under the following nine 
insuring agreements: 

1. Employee Dishonesty. All property, including 
money, securities, furniture, fixtures, merchan
dise, and equipment, is covered against loss by 
employee dishonesty. 

2. Loss inside the premises. This coverage is the 
equivalent of the Broad Form Money and Securi
ties on premises coverage. 

3. Loss outside the premises. This coverage is the 
equivalent of the Broad Form Money and Securi
ties off premises coverage. 

4. Merchandise Burglary; Robbery of a Watchman. 
1'his is the equivalent of the Mercantile Open 
Stock Burglary Coverage, and is subject to the 
same limitations as the similar insuring agree
ment under the basic Storekeeper's Burglary and 
Robbery Policy. 

5. Money Orders and Counterfeit Paper Currency. 
This coverage is the equivalent of the similar 
coverage under the 3-D policy. 

6. Theft - Residence. Covers theft of money or 
securities from within the residence of a mes
senger. 

7. Depositor's Forgery. This coverage is the equiva
lent of the similar coverage under the 3-D policy. 

8. Damage by Vandalism and Malicious Mischief. 
Covers damage caused by vandalism and mali
cious mischief following burglarious entry. Ap
plies only if the insured owns the building or is 
liable for the damage. 

9. Other Damage. Provides coverage for damage to 
property resulting from an insured crime or at
tempt at an insured crime. 

Office Burglary and Robbery 
This form is a package policy similar to the Store

keepers Burglary and Robbery Policy, except that it is 
designed for individuals or firms occupying offices. It 
is intended primarily for professional offices and service 
businesses. Unlike the Storekeeper's forms, there is no 
coverage for merchandise. The co verge is sold in incre
ments of $250. Unlike the Storekeeper's form, which 
has a maximum of $1,000, there is no maximum 
amount of insurance that may be purchased under the 
Office Burglary and Robbery Policy. Coverage is af
forded under the following six insuring agreements: 

1. Robbery Inside the Premises. Covers money and 
securities against robbery inside the premises, 
with robbery defined the same as in the Mercantile 
Robbery Policy. 

2. Theft Inside the Premises. Covers loss of office 
equipment by theft. 

3. Safe Burglary. Covers loss of money and securi
ties by safe burglary (as defined in the Safe 
Burglary Policy). In addition coverage is afforded 
up to $100 for loss of money and securities not in a 
safe, but within the premises, if the premises are 
burglarized. 

4. Robbery Outside the Premises. Covers money, 
securities, and office equipment against robbery 
away from the premises in the custody of a mes
senger. 

5. Theft from a Night Depository or Residence. 
Covers loss of money and securities by theft from 
within any night depository of a bank or the living 
quarters of a messenger. 

6. Damage. Covers damage to premises and to 
money and securities and office equipment, both 
on and off premises, which are damaged as a result 
of an insured crime or an attempt at such a crime. 

The policy is subject to the normal exclusiohs of war 
and nuclear perils. Employee infidelity is also excluded. 
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GENERAL LIABILITY INSURANCE 

Liability insurance for businesses and other organiza-
tions may be divided into three classifications: 

Automobile liability 

Employer's Liability and Workers Compensation 
General Liability 

Here we are concerned with the last of these three, 
liability which arises out of exposures other than autcr 
mobiles, and which involves liability to persons other 
than employees. 

Before examining the various contracts that are d& 
signed to protect against the hazard of legal liability, it 
may be helpful to examine the major areas which these 
contracts are designed to cover. Every business firm 
has certain legal liability exposures that must be 
covered under general liability contracts. 

1. Ownership and maintenance of premises. This ex
posure includes both the building and the land. The 
owner of a building or a tenant of a building may be held 
legally liable in the event a member of the public is in
jured or damage to the property of others results from a 
condition in or arising out of the premises. 

2. The conduct of business operations. In addition to 
the liability exposure which exists in connection with 
the premises occupied, the individual or firm may be 
held liable if a member of the public (or property of 
others) is injured by some activity of the insured or an 
employee away from the premises. For example, a con
tractor may injure someone at some place other than 
the firm's premises. The liability exposure in connec
tion with the ownership and maintenance of the 
premises and the conduct of business operations is cov
ered under the Premises and Operations coverage of 
general liability policies. 

3. Products. This is perhaps the fastest growing 
area of potential legal liability. Any firm which has 
anything to do with a product that eventually reaches 
the public has a products liability exposure, regardless 
of whether it is the manufacturer, wholesaler, or 
retailer. In general, legal liability in connection with 
products may arise in two ways: on the basis of negli
gence and on the basis of warranty. In the first in
stance, the injured party must prove that he suffered in
jury or damage as a result of negligence on the part of 
the seller or manufacturer in the preparation or handl
ing of the product. As an alternative, the injured party 
may bring action based on the doctrine of warranty. 
Common law holds that the seller of a product makes an 
implied warranty to the buyer that the product sold is 
safe for the purpose for which it was intended. In most 
instances, the Premises and Operations Coverage pro
tects against liability caused by products while on the 
insured's premises, but after the product has been 

turned over to the customer and he has left the 
premises, the Premises and Operations coverage no 
longer applies. Coverage for liability arising out of pro
ducts after they have been turned over to the customer 
must be obtained under a special coverage to protect 
against liability arising out of products. 

4. Completed Operations. Completed operations may 
represent a liability exposure for all firms who do con
struction or installation work, servicing or repair work. 
While the work is being performed, the exposure is an 
operations exposure, and is covered under the Premises 
and Operations coverage. Once the work has been com
pleted, the Premises and Operations coverage no longer 
applies. The legal liabilty exposures in connection with 
products and completed operations are both covered 
under the Products and Completed Operations cover
age. 

5. Contingent Liability. It is possible for an indi
vidual or a business to become legally liable because of 
work performed by independent contractors. In some 
instances, the negligence of the independent contractor 
may be imputed to the owner of the property who has 
engaged the contractor. Every risk which may have oc
casion to engage contractors, or contractors who 
engage subcontractors, to engage in construction: or 
demolition, or alterations which change the shape or 
size of structures, or make repairs, has a contingent ex
posure. This exposure is protected against the Owners 
and Contractors Protective Liability coverage, which is 
also called "Independent Contractors" coverage. 

6. Contractual Liability. In certain instances, a busi
ness (or an individual) may assume liability under a con
tract. For example, it is not unusual in construction 
contracts to include a provision in which one party 
agrees to hold the other harmless for all claims for in
juries arising out of the performance of the work. Cer
tain types of contracts are covered automatically under 
the Premises and Operations coverage, but other con
tracts must be covered under Contractual Liability 
coverage. 

GENERAL LIABILITY COVERAGES 
General liability for businesses and other organiza

tions is provided under a standard set of forms called 
" coverage parts," which are used in conjunction with a 
uniform policy jacket. The coverage parts are combined 
with the policy jacket in various combinations to fur
nish the desired coverage. The policy jacket contains 
general provisions, such as the definitions of certain 
terms, conditions relating to premium determination, 
the insured' s duties in the event of loss, and similar 
items. 

Each coverage part includes a basic insuring agre& 
ment for bodily injury and property damage, and the 
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exclusions applicable to the particular coverage. The 
coverage parts also include a separate schedule for ex
posures, rates, and premiums applicable to the hazards. 
Individual coverage parts are provided for over a dozen 
specialized insurance needs. 

Policy Jacket 
As noted above, the General Liability policy jacket 

contains general provisions, such as definitions, condi
tions relating to the insured's duties, and similar items. 
Although a complete analysis of these provisions is not 
possible in this manual, a few of the more important 
ones are noted below. 

Supplementary Payments. Under the supplemen
tary payments section, the insurer promises to pay, in 
addition to the limit of liability: 

(a) all expenses incurred by the company in defending 
a suit against the insured and interest on the 
amount of the judgment from the time it is award
ed until it is paid. 

(b) premiums on appeal bonds required in such suits, 
and the cost of bail bonds required of an insured in 
connection with accidents and traffic law viola
tions involving vehicles which are covered under 
the policy. The company is not obligated to fur
nish such a bond. 

(c) expenses which are incurred for first aid to others 
at the time of an accident involving bodily injury 
to which the policy applies. 

(d) other expenses incurred by the insured at the re
quest of the company, including loss of wages up 
to $25 per day while attending trials or hearings at 
the company's request. 

lnsured's Duties in the Event of Loss. In addition to 
the provisions relating to the right of the company to in
spect the premises, perform premium audits, and so on, 
the policy jacket sets forth certain obligations of the in
sured, the most important of which involve the duties of 
the insured in the event of loss: 

(a) In the event of an occurrence that may give rise to 
a claim under the policy, the insured must give 
written notice to the company or its authorized 
agents as soon as possible. 

(b) If claim is made or suit is brought, the insured 
must immediately forward to the company every 
demand, notice, summons, or other process which 
he receives. 

(c) The insured must cooperate with the company 
and al the company's request, assist in making 
settlement. The insured must not, except at his 
own cost, voluntarily make any payment or 
assume any obligation, other than first aid at the 
time of the accident. 

Other Insurance. The "other insurance" clause of 
the general liability policy jacket is somewhat different 

than that of other contracts that have been studied. It 
provides for "contribution by equal shares" whenever 
both policies covering a loss have the same apportion
ment provision. Under the contribution by equal shares 
arrangement, policies with differing limits of liability 
will share equally until the limit of the lower policy is 
exhausted. If the other contract does not have a "Con
tribution by equal shares" provision, loss is apportioned 
on the basis of the limits of each policy. To illustrate, 
let us assume that there are two contracts covering a 
given injury, one with a $10,000 per person limit for 
bodily injury, and the other with a $100,000 per person 
limit for bodily injury. If both policies have a contribu
tion by equal shares clause, each policy will pay one-half 
of any loss up to a total of $20,000 (i.e., $10,000 each). 
At this point, the limits of the $10,000 policy will be ex
hausted and the $100,000 policy will pay the remainder 
up to its face amount. If either of the policies does not 
have the contribution by equal shares provision, the 
policy with the $10,000 limit will pay 10,000/110,000 of 
any loss up to $10,000, and the $100,000 policy will pay 
100,000/110,000 of any loss, up to $100,000. 

THE COVERAGE PARTS 
A coverage part identifies the type of insurance for 

which coverge is provided. Each of the coverage parts 
contains: 

(a) The basic insuring agreement for bodily injury 
and property damage and the agreement pertain
ing to defense. 

{b) Exclusions applicable to the respective coverage. 
{c) Definition of persons insured under the applicable 

coverage. 
{d) A section explaining the manner in which the 

limits of liability apply to the respective coverage, 
and a reference to the policy period and territory. 

Each coverage part also includes a separate schedule 
for exposures, rates, and premiums applicable to the 
hazards of its respective coverage. Separate coverage 
parts are provided for: 

Comprehensive General Liability 
Contractual Liability 
Premises Medical Payments 
Owners, Landlords and Tenants, including 

Structural Alterations 
Owners, Landlords and Tenants, excluding 

Stru~tural Alterations 
Manufacturers and Contractors, including In

dependent Contractors 
Manufacturers and Contractors, excluding In-

dependent Contractors 
Completed Operations and Products Liability 
Comprehensive Personal Liability 
Farmers Comprehensive Personal Liability 
Personal Injury Liability 
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Owners and Contractors Protective Liability 
Physicians', Surgeons', and Dentists' Profes-

sional Liability 
Druggists Liability 
Hospital Professional Liability 
Elevator Collision 
Storekeepers' Liability 
Dramshop Liability 

COMPREHENSIVE GENERAL LIABILITY COVERAGE 
Although it is possible to purchase liability insurance 

against each of the individual areas of exposure dis
cussed above separately, the preferred approach is to 
provide coverage against liability losses under the Com
prehensive General Liability coverage part. This form 
automatically includes coverage for premises and opera
tions, products and completed operations, and liability 
arising out of independent contractors. However, only 
limited coverage is provided under the C.G.L. for con
tractual liability, and a separate Contractual liability 
coverage part may be included in the policy jacket with 
the C.G.L. for more complete protection. 

Coverage parts are available to permit the purchase 
of these coverages individually. For example, the 
premises and operations exposure may be insured under 
the Owners, Landlords, and Tenants Coverage Part {the 
O.L. & T.) or under the Manufacturers and Contractors 
Coverage part (M & C). However, neither of these 
forms include products and completed operations 
coverage. Products and completed Operations cover
age is available separately under the Products and Com
pleted Operations coverage part, and Independent Con
tractors coverage is available under the Owners and 
Contractors Protective Coverage part. (Independent 
Contractors coverage may also be included in the 
Manufacturers and Contractors Coverage part). 

One of the unique features of the Comprehensive Gen
eral Liability Policy (CGL) is that newly developed ex
posures are covered automatically without notice to the 
insurer. The premium for the CGL begins with an ad
vance premium determined at inception. At the end of 
the policy period, an audit is performed to determine 
what, if any, additional exposures have developed; and 
an additional charge is made for these new exposures. 
However, this automatic coverage applies only to those 
exposures that are actually insurable under the form, 
excluding those specialized exposures for which some 
other form of coverage is available. 

The CGL Insuring Agreement 
Coverage of the Comprehensive General Liability 

coverage part (and the other coverage parts as well) is 
provided under two insuring agreements: one for bodily 
injury and one for property damage. Separate limits 
are provided for each, but there is no per person limit 
under the bodily injury coverage. Coverage is on an 
"occurrence" basis, with an occurrence defined as: 

... "an accident, including injurious exposure to con
ditions, which results during the policy period, in 
bodily injury or property damage neither expected 
nor intended." 

The reference to " injurious exposure to conditions" pro
vides coverage for losses that are not sudden or 
specifically identifiable as to time. For example, 
coverage would be provided for damage to buildings 
caused by a pile-driving operation, even though the ex
act time of the damage could not be fixed. 

Exclusions 
To a considerable extent, the scope of the coverage 

under the CG L form is determined by the exclusions. 
Some of these exclusions relate to exposures that are 
covered under other forms of protection. Some of the 
exclusions may be deleted or modified by endorsement. 
Still others cannot be removed or modified, and cannot 
be covered under any of the standard forms of coverage 
available. Because these exclusions are of special im
portance, they should be examined in detail. 

Exclusion (a) excludes liability assumed under con
tract, except those contracts which are defined as " Inci
dental Written Agreements" in the policy. "Incidental 
Written Agreements" are covered automatically under 
the Premises and Operations Coverage, with no addi
tional premium. Incidental Written agreements in
clude: 

(1) Lease of premises agreements 
(2) Easement agreements except in connection with 

construction or demolition on or adjacent to a rail
road 

(3) Municipal ordinance agreements except as 
respects work done for the municipality 

(4) Sidewalk agreements 
(5) Elevator maintenance agreements 

All other contracts are excluded and must be covered 
under Contractual Liability Insurance. 

Exclusion (b) excludes liability arising out of any 
automobile or aircraft. Mobile equipment is covered, 
and it is important to note precisely what is included in 
the definition of mobile equipment. Mobile equipment 
falls into four basic classes: 

(1) It includes a land vehicle not subject to motor 
vehicle registration, such as a truck operated for a 
long period at a construction site. 

(2) It includes a land vehicle maintained for use ex
clusively on the insured's premises, including the 
ways immediately adjoining. This is illustrated 
by a farm vehicle or a truck used only in or about 
the insured's premises. However, coverage would 
be provided if on occasion the vehicle would be 
driven over public roads to a repair shop or service 
station. 
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(3) It includes a land vehicle designed for use prin
cipally off public roads, such as a piece of earth 
moving equipment. 

(4) It includes certain specified contractor's equip
ment, such as power cranes and shovels. 

Any piece of mobile equipment that fits into any of 
these classifications is considered to be "mobile equip
ment" within the meaning of the definition of "mobile 
equipment", and is therefore covered under the policy. 

Exclusion (c) excludes "mobile equipment" while be
ing used in any prearranged or organized racing or 
demolition contest, or in any stunting activity or prac
tice for such activity, and also excludes the operation or 
use of any snowmobile or trailer designed for use with a 
snowmobile. Many garages, for example, own and 
operate racing stock cars, which, if not licensed, 
technically fall within the definition of "mobile 
equipment" discussed above. Such vehicles are 
specifically excluded by this provision, as are snowmo
biles, which must be covered under separate contracts. 

Exclusion (d) excludes liability arising out of the 
transportation of mobile equipment (as defined above) 
by an auto owned or operated by the insured. Thus, 
even though mobile equipment is covered under the 
policy, it is excluded from coverage while being towed 
by an automobile. It must be covered under the auto
mobile coverage when being transported. 

Exclusion (e) excludes liability arising out of water
craft away from the premises. 

Exclusion (f) excludes pollution or contamination 
from the discharge, dispersal, release or escape of 
smoke, vapors, toxic chemicals or waste, unless such 
discharge, dispersal or release is sudden and acci
dental. The intent of this pollution exclusion is to elim
inate coverage for pollution or contamination that 
results from controllable activities, such as dumping 
waste in a river, or air pollution by an industrial plant. 

Exclusion (g) excludes war in all its forms. 

Exclusion (h) excludes liability arising out of the 
business of manufacturing, selling, or servicing alco
holic beverages, or as the owner or lessor of premises 
used for such purposes. This exposure must be pro
tected under a Dram Shop Liability Coverage. 

Exclusion (i) excludes liability arising out of any 
workmen's compensation, unemployment compensa
tion, disability benefits law, or any similar law. 

Exclusion (j) excludes bodily injury to any employee 
of the insured arising out of and in the course of his 
employment by the insured. 

Exclusion (k) excludes property damage to property 
owned by, rented to, or in the care, custody, or control 
of the insured. A special exception to this exclusion 
provides that it does not apply to property damage 

arising out of the use of elevators at the insured's 
premises, except for damage to elevators. 

Coverage for damage to the elevator itself may be 
added to the policy by endorsement, through the Eleva
tor Collision Part, provided that property damage 
liability has been included in the basic policy. The Ele
vator Collision coverage covers damage to the elevator 
itself and also to other property owned, occupied, rented 
to, or used by the insured. Although the exclusion 
relating to property in the care, custody or control of 
the insured does not apply to damage by elevators, it 
does apply to damage to property owned by or rented to 
the insured; therefore the need for Elevator Collision. 

Exclusion (1) excludes liability arising out of damage 
to premises alienated by the Named Insured (that is, 
premises conveyed or transferred) if the damage arises 
out of the premises. 

Exclusion (m) excludes liability for loss of use (where 
there has been no physical injury) which results from 
the insured' s failure to complete a buiding on time or 
failure of the insured' s product or work to measure up 
to the insured' s warranty or representation. The exclu
sion does not apply if the loss of use is due to a break
down of the insured's product or work after it has been 
put to use by the claimant. 

Exclusion (n) excludes property damage to the 
insured products which arises out of the product. 

Exclusion (o) excludes property damage to work per
formed by the insured or on behalf of the insured which 
arises out of the work performed. 

Exclusion (p) is known as the "X CU" exclusion. It 
excludes liability resulting from explosion, collapse, or 
underground property damage. The exclusion does not 
apply to all insureds, but only to those firms within 
certain rating classifications that have a special 
exposure with respect to such damage. These include, 
for example, electric light and power companies, exca
vators, wreckers, sewer constructors, and similar firms. 
Those classifications which are subject to the exclu
sions are designated in a special endorsement attached 
to the policy. In some instances, it is possible to delete 
this exclusion for an additional premium and provide 
protection for losses arising out of these perils. 

Need for Other Coverages 
Although the CGL is the most attractive approach 

available for insuring the general liability exposures of a 
buisness or organization, it should be emphasized that 
it does not in itself provide complete protection. For ex
ample, as we noted, only certain "Incidental Written 
Agreements" are included in the contractual liability 
coverage, and more complete protection must be added 
under another form. Other coverage modifications are 
discussed later in this section. 
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1 
THE OWNERS, LANDLORDS & TENANTS FORM 

Although the preferred approach to providing general 
liability coverage is the Comprehensive General Lia
bility form, there are other forms available which are 
sometimes used. The Owners, Landlords, and Tenants 
Form (OL & T) is designed to insure owners and lessess 
of buildings, vacant land, mercantile establishments of 
all kinds, and various service businesses of a non
manufacturing nature. It does not provide coverage for 
liability arising out of products or completed opera
tions; and if the insured has an exposure in these areas, 
the CG L should be used. 

The OL & T provides coverage for premises and 
operations, but on a somewhat more limited basis than 
does the CGL. There are two forms of the OL & T avail
able: one which includes coverage for structural 
alterations and one which does not. If the insured is 
having structural alterations (new building, demolition, 
or construction which changes the size or shape of the 
building coverage should be written on the form provid
ing coverage for such activities. 

OL & T Exclusions 
The principal difference between the OL & T form and 

the CGL is in the exclusions of the OL & T. 

Exclusions (a) through (o) of the OL & T form are 
identical with the similarly designated exclusions of the 
CGL. Under the OL & T form, exclusion (p) excludes 
liability arising out of the products and completed 
operations exposure. 

As noted previously, if a firm has an exposure in con
nection with either of these, coverage should be pro
vided under the CGL rather than the OL & T Form. 

Exclusion (q) excludes bodily injury or property 
damage arising out of operations on or from premises 
owned, rented, or controlled by the insured which are 
not "insured premises." Insured Premises are defined 
as those premises indicated in the declarations, 
premises alienated by the insured, and newly acquired 
premises, provided the insured notifies the company 
within 30 days of the acquisition. 

Thus, under the OL & T form, unlike the CGL, auto
matic coverage on newly acquired premises applies only 
for a period of 30 days. Finally, the version of the OL & 
T which does not include structural alterations includes 
an exclusion of such activities. 

Exclusion (r) excludes liability arising out of struc
tural alterations. (This exclusion does not appear in the 
OL & T coverage part which is designed to provide 
coverage for structural alterations.) 

THE MANUFACTURERS AND CONTRACTORS 
FORM 

The Manufacturers and Contractors Form (M & C), as 
its title indicates, is designed for manufacturing firms 
and contracting firms. Like the OL & T form, it pro-

vides coverage only for premises and operations. How
ever, the insuring agreement of the OL & T form is 
specific in nature, applying only to the described loca
tion and operations away from the premises which are 
necessary or incidental thereto. The M & C, on the 
other hand, covers all premises and operations not ex
cluded. 

Actually, the OL & T and the M & C are quite similar 
in nature, and the determination of which of them is to 
be used for a given firm depends on the manual classi
fication and the rating basis of the business. In general, 
the OL & Tis used for those firms where the exposure 
results primarily from property ownership or mercan
tile operations. The M & C form is used where the prin
cipal operations exposure is away from the insured's 
premises (as, for example, in the case of a contractor). 

Like the OL & T, the Manufacturers and Contractors 
form covers only premises and operations, and does not 
provide coverage for products and completed opera
tions. There are two versions of the M & C form: one 
which includes coverage for the acts of independent con
tractors, and one excluding such coverage. 

M & C Exclusions 
The scope of the coverage of the M & C form, like that 

of the OL & T coverage part, is defined by the policy ex
clusions. The exclusions of the M & C, like those of the 
OL & T, are quite similar to those of the CGL. Exclu
sions (a) through (o) of the M & Care identical with the 
similarly designated CGL exclusions. 

Exclusion (p) of the M & C excludes liability arising 
out of the products and completed operations exposure. 
As in the case of the OL & T form, there is no provision 
for adding products and completed operations to the M 
& C form, and if the insured has an exposure in this 
area, the CG L form should be used to provide coverage. 

Exclusion (q) is the "X C U" exclusion discussed in 
connection with the CG L form. It operates in the same 
manner as does the CG L exclusion. 

Exclusion (r) excludes liability arising out of opera
tions performed for the insured by independent con
tractors, except maintenance and repairs at the in
sured' s own premises, or alterations which do not in
volve changing the size of or moving buildings or other 
structures. (This exclusion does not appear in the M & C 
form which provides coverage for independent contrac
tors.) 

Completed Operations and Products Liability 
Coverage Part 

The Completed Operations and Products Liability 
Coverage part is used rather infrequently, since most in
sureds who have a need for this coverage also need 
premises and operations coverage, and the combination 
of these coverages must be provided under the Compre
hensive General Liability policy. However, under cer-
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tain circumstances, it may be necessary for a firm to 
purchase products and completed operations coverage 
separately from its premises and operations coverage. 

The Completed Operations and Products Coverage 
part protects the insured against bodily injury or prop
erty damage claims arising out of work completed by 
the insured or products sold. Operations are considered 
completed at the earliest of three times: 

(a) When all operations under the contract have been 
completed. 

(b) When all operations at one site are complete in 
those instances where more than one site is in
volved. 

(c) When the portion of the work out of which the ac
cident arises has been put to its intended use by 
the person for whom the work is being done. 

In most instances, the products portion of the cover
age applies only after the product has been turned over 
to the customer and has left the premises. Exceptions 
to this are certain classes of business (such as restaur
ants) where the product is consumed on the premises. In 
these cases the products coverage applies from the time 
the product is sold and relinquished to the customer. 

One of the most important aspects of the completed 
operations and products coverage is the definition of 
''Occurrence''. As noted previously, the bodily injury is 
considered to be the accident that triggers coverage. 
The completed operations coverage and products cover
age apply only to bodily injury or property damage that 
occur during the policy period. The time at which the 
product was sold or the work completed does not influ
ence the coverage. For example, if an insured sells a 
product in 1968, and then purchases products liability 
coverage in 1969, and during the course of the policy 
period bodily injury or property damage arises out of a 
product sold in 1968, the policy in effect in 1969 will 
cover the loss. The policy that was in effect when the 
product was manufactured or sold is not applicable. 

There are nine exclusions under the completed opera
tions and products coverage, designated (a) through (i). 

Exclusion (a) excludes liability assumed under 
contract, but this exclusion does not apply to a 
warranty of fitness or quality of the insured' s pro
duct or work. 

Exclusion (b) excludes liquor liability. 'l'his ex
clusion is the same as the one discussed in connec
tion with the CGL. 

Exclusion (c) excludes liability under workmen's 
compensation, unemployment compensation, or 
disability income laws. This exclusion is the 
same, as the one discussed in connection with the 
CGL. 

Exclusion (d) excludes bodily injury to em
ployees arising out of and in the course of their 
employment. 

Exclusion (e) is the "Loss of Use" exclusion 
discussed above as exclusion (m) of the CGL 
coverage. 

Exclusion (f) excludes damage to the named in
sured' s product arising out of the product or any 
part of the product. 

Exclusion (g) excludes property damage to work 
performed by or on behalf of the insured arising 
out of the work or any portion of the work. Both 
exclusion (f) and (g) have the same intent: to elim
inate coverage for faulty workmanship. Only 
damage to the product is excluded here. Damage 
caused by the product or work completed is, of 
course, covered. 

Exclusion (h) is called the "sistership liability 
exclusion." It excludes liability for damages or 
claims for damages arising from the withdrawal or 
repair of identical products which are defective or 
which are believed to be defective, in which the 
withdrawal or repair is for the purpose of avoiding 
injury. For example, in the withdrawal of pro
ducts from dealers, distributors, or purchaser of 
such products as drugs, automobiles, or aircraft, 
because of a known or suspected defect, claims for 
damages because of loss of use of the product or 
costs of withdrawal are not covered. 

Exclusion (i) is the pollution exclusion discussed 
above as exclusion (f) of the O L & T coverage. 

The Contractual Liability Part 
The Contractual Liability part of the general liability 

program may be used as a separate contract, or it may 
be included as a supplement to the O L & Tor the M & 
C or to the Comprehensive General Liability contract. 
It should be noted that it is designed to cover 
designated contracts only. It is possible to purchase 
blanket contractual liability coverage, in which all con
tractual liability is covered, but it is provided only by 
certain carriers. 

""' Normally the contracts to be covered under the con-
tractual liability coverage must be submitted to the 
company for rating. Each agreement is specifically 
rated, with the final rate determined by the degree of 
liability assumed under the contract. The degree of 
liability assumed is classified as "Limited", "Inter
mediate", or "Broad." Although there is no such thing 
as a simple rule of thumb to distinguish between the 
three, the following examples may serve to illustrate 
the distinction: 

Limited Contractual Liability Clause: The in
demni tor agrees to indemnify and hold harmless 
the indemnitee for injury to persons or property 
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caused by the negligence of the indemnitor and 
arising out of the indemnitor' s operations. 

Intermediate Contractual Liability Clause: The 
indemnitor agrees to hold harmless the indemnitee 
for injury to persons or property in aiiy manner 
arising out of the operations of the indemnitor ex
cept such injury as may be caused by the sole 
negligence of the indemnitee. 

Broad Contractual Liability: The indemnitor 
agrees to indemnify and hold harmless the indem
nitee for injury to person or property in any man
ner arising out of the operations of the indemnitor 
and irrespective of the negligence of the indemni
tee. 

There are fourteen exclusions applicable to the 
Contractual Liability Coverage part: 

Exclusion (a) excludes liability arising out of 
professional services performed by the insured or 
the indemnitee in connection with the approval of 
maps, plans, inspection or engineering services. 

Exclusion (b) excludes liability arising out of 
war in all its forms. 

Exclusion (c) excludes liquor liability. 

Exclusion (d) excludes liability imposed under 
workmen's compensation, unemployment com
pensation, or disability benefits law. 

Exclusion (e) excludes liability to a third party 
beneficiary for bodily injury or property damage 
arising out of a project for public authority. Some 
public construction contracts require that the con
tractor become liable for damage to all property, 
regardless of who owns it. 

Exclusion (f) excludes damage to property 
owned by, rented to or in the care, custody, or con
trol of the insured. 

Exclusion (g) excludes property damage to 
premises alienated by the insured arising out of 
such premises or any part thereof. 

Exclusion (h) is the "Loss of Use" exclusion 
discussed above as exclusion (m) of the CG L 
coverage. 

Exclusion (i) excludes damage to the insured' s pro
duct. The wording and intent is the same as the 
identical exclusion in the completed operations
products coverage part. 

Exclusion (j) excludes damage to work per
formed by the insured. It is the same as the iden
tical exclusion in the completed operations
products coverage part. 

Exclusion (k) is the sistership exclusion dis
cussed above under the completed operations
products coverage part. 

Exclusion (1) excludes mobile equipment while 
being raced; or used in any organized stunting ac
tivity or while being prepared for such activity. 
See exclusion (c) under the CGL. 

Exclusion (m) is the pollution exclusion dis
cussed above under the CG L coverage. 

Exclusion (n) is the "X CU" exclusion discussed 
above under the CG L coverage. 

Owners' and Contractors' Protective 
Liability Coverage Part 

This coverage part is relatively simple. The insuring 
agreement agrees to pay all sums the insured becomes 
legally obligated to pay for bodily injury or property 
damage arising out of: 

"Operations performed for the named insured 
by the contractor designated in the declarations at 
the location designated or acts of omissions of the 
named insured in connection with his general 
supervision of such operations ... " 

There are eight exclusions: 
Exclusion (a) excludes contractual liability, ex

cept liability assumed under an Incidental Writ
ten Agreement. The definition of Incidental Writ
ten Agreement is the same as under the CG L 

Exclusion (b) excludes the completed operations 
hazard. 

Exclusion (c) excludes any liability arising out of · 
any act or omission of the named insured or his 
employees, other than general supervision of work 
performed by the independent contractor. This 
exclusion merely places such liability on the in
sured' s Premises and Operations coverage. 

Exclusion (d) is the standard workmen's com
pensation, unemployment compensation, disabili
ty benefits law exclusion. 

Exclusion (e) excludes bodily injury to em
ployees of the insured arising out of and in the 
course of their employment, but this exclusion 
does not apply to liability assumed by the insured 
under an incidental contract. 

Exclusion (f) is the standard care, custody, and 
control exclusion. 

Exclusion (g) is the standard war exclusion. 

Exclusion (h) is the mobile equipment exclusion 
discussed as Exclusion (c) under the CGL above. 

Exclusion (i) is the pollution exclusion discussed 
as exclusion (f) under the CG L above. 

Exclusion (j) is the "loss of use" exclusion dis
cussed as exclusion (m) under the CG L above. 

OTHER LIABILITY FORMS AND ENDORSEMENTS 
Although the Comprehensive General Liability form 
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and the Contractual Liability coverage part combine to 
provide protection against a wide range of exposures, 
there are certain areas of loss potential that are not 
covered by these or the other stndard forms discussed 
above. Coverage against additional types of loss may 
be added by endorsement or sometimes written under a 
separate policy. Although the following list is far from 
exhaustive, it outlines some of the additional forms of 
general liability insurance that may be needed by a 
given business or organization. 

The Medical Payments Coverage Part 
Like the premises medical payments of the Home

owners policy which was examined in the personal lines 
portion of this study guide, the Premises Medical Pay
ment coverage is not a liability coverage. It is designed 
to pay for injuries of members of the public regardless 
of the insured' s liability or lack of it. The Medical Pay
ments coverage provides for payment of all reasonable 
medical expenses incurred within one year from the 
date of the accident for necessary medical, surgical, den
tal, ambulance, hospital, professional nursing, and 
funeral services, to each person who sustains bodily in
jury, sickness or disease caused by an occurence as 
defined. 

The medical payments coverage is subject to the 
basic exclusions of the liability policy to which it is at
tached. In addition, certain classes of persons are ex
cluded from the coverage of the medical payments. 
Medical payments are not payable to: 

(a) the insured, any partner, or any tenant or other 
person regularly residing on the premises. 

(b) any employee of the insured or tenant while 
engaged in the employment of the insured or the 
tenant. 

(c) any person if benefits are payable under any work
men's compensation law. 

(d) any person engaged in maintenance, alteration, 
demolition or new construction operations for the 
named insured or for any lessee of the insured, or 
any lessor of the premises. 

(e) any person injured while practicing, instructing, 
or participating in any physical training, sport, 
athletic activity or contest. 

The coverage may be included as an optional cover
age under most of the general liability policies for 
businesses. 

The Storekeepers' Liability Policy 
This contract is a package policy for retail stores, 

which combines Premises and Operations coverage, 
Completed Operations and Products, Contractual Lia
bility, and Owners Protective Liability into a single 
policy. In addition, medical payments are included as a 
part of the basic package. Unlike the CGL, the Store
keepers Liability policy does not provide automatic 
coverage for new operations and hazards that develop 

during the year. Elevators which are under the control 
of the insured must be specifically insured, for they are 
not covered automatically. In addition, the products 
coverage excludes liability arising out of the sale of gas 
for heat or power, and damage or bodily injury arising 
out of appliances sold which are operated by gas or li
quid fuel, or out of the installation, servicing or repair of 
such appliances. There are certain classes of stores that 
are not eligible for this coverage. The agent can deter
mine which classes of mercantile establishments are not 
eligible for this coverage from the manual. 

Personal Injury Liability 
The bodily injury insuring agreement of the CGL 

does not include coverage for liability arising out of 
such torts as libel, slander, or defamation of character. 
The Personal Injury Liability coverage part (which may 
be purchased separately or endorsed onto the CGL) pro
vides coverage for three groups of hazards: 

1. False arrest, detention, imprisonment, or mali
cious prosecution. 

2. Libel, slander, defamation, or violation of right of . 
pnvacy. 

3. Wrongful entry or eviction or other invasion of the 
right of private occupancy. 

The insured may choose one, two or all three of these 
groups of perils. 

There are relatively few exclusions under this cover
age. Liability assumed under contract is excluded. In 
addition, personal injury arising out of willful violation 
of a penal statute is excluded. Libel, slander, or defama
tion committed by the insured prior to the inception of 
the policy with knowledge that the statements were 
false is excluded. Finally, there is no coverage for per
sonal injuries sustained by an employee of the insured. 
This exclusion represents a severe restriction in cover
age. It can be and should be removed for an additional . 
prerruum. 

Fire Legal Liabil ity 
The tenant of any building is exposed to loss which 

may result from damage to the premises which he rents. 
If a fire occurs as a result of negligence on the part of 
the tenant or one of his employees, a right of action for 
recovery may be brought by the owner of the building 
(or by his insurance company under the provisions of 
the subrogation clause of the Standard Fire Policy.) 
Since the general liability policies all include a provision 
excluding damage to property ··owned by, rented to, or 
in the care, custody, or control of the insured", there 
would be no coverage under the Premises and Opera
tions coverage. This situation gives rise to the need for 
Fire Legal Liability coverage. 

An interesting case in connection with this coverage 
is the case of Hardt vs. Brink (192 Fed Sup. 879), in 
which an insurance agent was held liable for $41,954 
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because he failed to recommend this coverage to a client 
who later suffered an uninsured loss. 

Fire Legal Liability coverage may be written as an en
dorsement to the General Liability forms, or it n1ay be 
written as a separate contract, using the Standard Fire 
Policy and a special fire form designed for the purpose. 

The general liability forms providing fire legal liabili
ty coverage typically provide coverage for loss arising 
out of fire only, or out of fire, explosion, and smoke from 
a heating or cooking unit. When coverage is written 
under the fire policy coverage may be provided for loss 
by the perils of extended coverage, vandalism and mali
cious mischief, and sprinkler leakage. Liability as
sumed under a contract is specifically excluded under 
both approaches. 

Coverage may be provided for damage to buildings 
and to contents. Usually, the property for which the in
sured may be held liable is specifically designated in the 
contract, although in some cases the coverage applies to 
any property rented to or leased to the insured. 

Dram Shop Liability 
The Iowa Liquor Control Act, subsequent to July 4, 

1963, as amended, has required that any person licensed 
to dispense liquor by the drink (including beer) in Iowa, 
must post proof of financial responsibility against 
claims resulting from the Iowa Dram Act. The Dram 
Act states that a husband, wife, child, parent, guardian, 
employer, or other person has a right of action against 
any licensee or permittee who sells or gives beer or in
toxicating liquor to any person while intoxicated, or 
serves such a person to a point where such person 
becomes intoxicated, when such husband, wife, child, 
parent, guardian, employer or other person suffers in
jury or property damage as a result. Dram Shop Lia
bility insurance protects against the legal liability 
which may be imposed on a seller of liquor by the drink 
as a result of the law. 

The Broad Form Property Damage Endorsement 
One of the most troublesome of all areas in the field of 

liability insurance is the exclusion found in most lia
bility forms which excludes coverage for damage to 
property in the "care, custody, and control" of the in
sured. (Exclusion K in the CG L) The exclusion is in
tended to eliminate coverage under liability policies for 
property in a bailment status. Such property may be 
insured along with property owned by the insured 
under a fire policy or one of the inland marine forms. 
However, while bailed property can be covered under 
direct damage forms, there are other aspects of the ex
clusion which remain. 

The "care, custody, and control" exclusion also ex
cludes property "as to which the insured is for any pur
pose exercising physical control." Suppose, for exam
ple, that a plumber stands in a tub while installing a 
shower head, thereby scratching the porcelain finish. Is 

the tub in the plumber's "care, custody, and control?" 
Perhaps not, but the point is moot. Clearly he was "ex
ercising some form of physical control over it by stand
ing it." 

Another exclusion that frequently creates problems, 
and that is sometimes confused with the "care, custody 
and control" exclusion is the exclusion of damage "to 
work performed by or on behalf of the named in
sured ... '' (Exclusion O in the CG L) 

A contractor completes a building. Six months later 
the roof collapses as a result of a structural deficiency. 
When the contractor submits a claim under the Com
prehensive General Liability Policy he carries, he finds 
to his dismay that this form of property damage (which 
may be the exact type of loss he had in mind in purchas
ing the coverage) is not covered. 

Both of these exclusions can be modified to provide 
broader coverage through the use of a form known as 
the Broad Form Property Endorsement. There are two 
versions of this form, one designated as Including Com
pleted Operations and one Excluding Completed Opera
tions. The distinction affects only the exclusion of 
damage to work performed by or on behalf of the named 
insured; the two forms are identical in their modifica
tion of the "care, custody, and control exclusion." 

The BFPD Endorsement and Care, Custody and 
Control. Basically, the Broad Form Property Damage 
Endorsement deletes exclusion (k) of the CGL Policy 
(i.e., the "care, custody, and control" exclusion) and 
substitutes a somewhat less restrictive endorsement. 
However, it is important to recognize that even with 
this endorsement attached, most property in the care, 
custody, and control of the insured is still excluded. 
When the BFPD Endorsement is attached to the CGL, 
the policy still excludes: 

1. property owned by the insured 
2. property rented to or occupied by the insured 
3. property on premises owned or rented by the in

sured 
4. tools and equipment being used by the insured 
5. property in the custody of the insured which is to 

be installed, erected, or used in construction by 
the insured. 

The main effect of the endorsement is to modify the 
"care, custody, and control" exclusion with respect to 
''property as to which the insured for any purpose is ex
ercising physical control." When the BFPD endorse
ment is attached to the CGL policy, the exclusion is 
limited to "that particular part of any property, not on 
premises owned or rented to the insured, upon which 
operations are being performed by or on behalf of the in
sured.'' In a sense, the endorse1nent clarifies the scope 
of the care, custody and control exclusion rather than 
eliminating it. 
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The BFPD Endorsement and Damage to Work Per
formed. The exclusion of damage to work performed 
(exclusion O in the CGL) can also be modified. That part 
of the exclusion refering to work completed ' ' on behalf 
of the named insured," which excludes damage to work 
or arising out of the work of subcontractors, can be 
deleted for an additional premium and attachment of 
the Broad Form Property Damage Endorsement 
(Including Completed Operations). This endorsement is 
similar in most respects to the Broad Form Property 
Damage Endorsement (Excluding Completed Opera
tions), except with respect to the work of subcontrac
tors. Basically, the endorsement simply deletes any 
reference to the work completed '' on behalf of t he 
named insured. ' ' The net effect of this deletion may be 
summarized as fallows: 

1. The insured still has no coverage for damage to his 
work arising out of his work. 

2. The insured has coverage for damage to his work 
arising out of the work of a subcontractor 

3. The insured has coverage for damage to a subcon
tractor's work arising out of the subcontractor's 
work. 

4. The insured has coverage for damage to a subcon
tractor's work arising out of the insured's work. 

Broad Form C.G.L. Endorsement (G-222) 
Broad Form liability endorsements were first intro

duced by individual companies, to broaden the coverage 
of the Comprehensive General Liability Policy. After 
several years of experimentation by individual com
panies, the Insurance Services Office developed a stan
dard form of this endorsement, which is designed to 
provide twelve additional coverages under the CG L 
policy. Most of these coverages under the CGL policy. 
Most of these coverages were previously available as in
dividual endorsements or separate coverage parts. The 
combination of the coverages into a single endorsement 
reduces the cost of providing the coverage, partly 
through savings in administrative expenses, but mainly 
through reduction of adverse selection. 

The twelve coverages that are added to the CGL 
policy under the Broad Form CGL Endorsement are: 

(1) Blanket contractual liability 
(2) Personal Injury Liability and Advertising Liability 
(3) Premises medical payments 
(4) Host Liquor Liability 
(5) Fire Legal Liability - Real Property 
(6) Broad From Property Damage 
(7) Incidental Malpractice 
(8) Nonowned watercraft 
(9) Limited worldwide coverage 

(10) Additional persons insured 
(11) Extended Bodily Injury coverage 
(12) Coverage for newly acquired organizations 

The nature and intent of each of these coverages can 
best be determined by a detailed analysis of the form 
itself. Briefly, however, the coverages added by this en
dorsement are as follows: 

Blanket Contractual Liability. The Broad Form CGL 
Endorsement provides blanket contractual liability 
coverage by extending the definition of '' Incidental 
Agreements" in the basic contract to include both writ
ten and oral agreements relating to the named insured's 
business. In addition, the form specifically eliminates 
the exclusions of automobiles, aircraft, and watercraft 
with respect to t he contractual liability coverage. 

Personal Injury and Advertising Liability. The per
sonal injury coverage of the Broad Form CGL endors& 
ment is similar to t he separate coverage part already 
discussed. However, the Broad Form CGL Endors& 
ment does not include the standard exclusion of 
employment related offenses, thereby providing cover
age for such losses. However, liability for personal in
jury which is assumed under contract is excluded. 

The Advertising Injury Liability coverage is a broad 
form of protection, covering injuries arising out of libel, 
slander, defamation, violation of the right of privacy, 
unfair competition, or infringement of copyright, title or 
slogan, which occurs in the course of the insured' s ad
vertising activities. This coverage is written separat& 
ly, but is normally subject to a deductible. The cover
age in the Broad From CG L E ndorsement does not 
have a deductible. 

Medical Payments. Coverage here is essentially the 
same as the premises medical payments coverage avail
able under the standard coverage part. 

Host Liquor Liability. The coverage provided under 
this insuring agreement does two things: First, it 
clarifies t he exclusion of the CG L policy with respect to 
alcoholic beverages, making it clear t hat coverage is 
provided for liability arising out of serving alcoholic 
beverages as long as the named insured is not in the 
business of serving, selling, manufacturing, or dis
tributing alcoholic beverages. H owever, coverage ex
ists only if the loss involves bodily injury or property 
damage. Suits for loss of means of support where there 
is no bodily injury are not covered. 

More important, t he wording of the form provides 
coverage for liability assumed under contract, where 
the indemnitee is an organization to which the liquor ex
clusion might apply. For example, if the named insured 
should rent a country club, for example, to hold a party, 
and assumed the liability imposed on the lessor-country 
club, such liability would be covered under the Host Li
quor insuring agreement of the Broad Form CGL en
dorsement. 

Fire Legal Liability. The form provides fire legal 
liability coverge for damage to real property rented or 
leased to t he insured, up to a specified limit of $50,000. 

- 150 -



This limit can be increase~ for an additional premium. 
Coverage for loss caused by explosion is not covered. 

There is no coverage for liability assumed under a 
contract, and the coverage applies only to real property. 
Coverage for damage to personal property may be ob
tained under a separate coverage part, or such coverage 
may be obtained under a direct property damage form 
such as the fire policy. 

Broad Form Property Damage Liability. Coverage is 
provided for Broad Form Property Damage on the 
same basis as under the separate form Including Com
pleted Operations discussed earlier. 

Incidental Medical Malpractice. Coverage is provid
ed for losses arising out of the rendering or failure to 
render medical services, regardless of whether or not 
the individual rendering or failing to render the services 
is an employee of the named insured or an independent 
contractor. (Coverage under the separate Incidental 
Malpractice Endorsement used by most companies 
limits coverage to services rendered by employees). 

Nonowned Watercraft. The watercraft exclusion of 
the basic CG L is modified so as to provide coverage on 
nonowned watercraft less than 26 feet in length. 
Coverage applies to watercraft owned by employees; 
and in such a case, even the employee would be pro
tected by the policy. 

Limited Worldwide Coverage. Although there is 
some extension of coverage here, it would be easy for an 
insured to misunderstand the scope of this coverage. 
The emphasis is on the term Limited. 

Coverage applies anywhere in the world, provided the 
original suit for damages is brought within the U.S., its 
territories, possessions, or in Canada. In this sense, the 
coverage is similar to that of the products coverage 
under the basic form; coverage applies to injuries out
side the U.S. in connection with products originally sold 
in the U.S., as long as the suit takes place in the U.S. 

Additional Persons Insured. The definition of per
sons insured is extended to include any spouse of a part
ner concerning business matters of the partnership and 
any employee of the named insured, while acting within 
the scope of his or her duties. There is still no coverage 
for bodily injury to a fellow employee, such losses being 
specifically excluded. 

Excluded Bodily Injury Coverage. The Extended 
Bodily Injury coverage modifies the definition of "oc
currence" to include intentional acts by or at the direc
tion of the insured, which result in bodily injury, when 
such injury arises solely from the use of reasonable 
force for protecting persons or property. 

Automatic Coverage - Newly Acquired Organiza• 
tions. Newly acquired organizations are automatically 
covered under the endorsement for up to 90 days. 
Unless the newly acquired organization has been 

declared to the insurer within the 90 days, coverage 
ceases. 

Officers and Directors Errors and Omissions Insur
ance 

A special form of coverage known as Officers and 
Directors Errors and Omissions insurance is available 
to protect corporate officers and directors from suits 
alleging mismanagement. Such suits may be brought 
by stockholders or by persons outside the firm. The 
coverage is usually written subject to a deductible, and 
the insured is normally required to bear 5 % of any loss 
in excess of the deductible. The policy excludes losses 
based on alleged personal gain of the insured, and losses 
resulting from failure to purchase proper insurance 
coverage. There is no standard form for this coverage. 

Variations of this coverage are available to protect 
elected and appointed public officials. There is a Board 
of Education Liability Policy to protect elected or ap
pointed members of school boards, administrators, 
teachers, and other employees of a school district from 
suits for wrongful acts. There is a Public Official 
Liability policy designed to protect public officials who 
are elected or appointed to office in a public body. Like 
the Officers and Directors coverage above, there is no 
standard form for these coverages, and they are usually 
sold by specialty insurers. 

Pension Fiduciary Liability 
The Pension Reform Act of 197 4 (ERISA) imposed 

new responsibilities on employers and fiduciaries super
vising pension plans and group life and health insurance 
plans, holding them liable to beneficiaries for violation 
of the prudent man rule in the supervision of such a 
plan. Pension fiduciary liability insurance protects 
against losses arising from this source. The coverage is 
sometimes written to include employee benefit errors 
and omissions coverage, which protects against liability 
arising out of errors in advising employees and from 
other types of mistakes related to fringe benefit pro
grams. 

PROFESSIONAL LIABILITY INSURANCE 
The term "professional liability" refers to liability 

arising out of the failure to use due care and the degree 
of skill expected of a person in a particular profession. 
In cases where there is an exposure to bodily injury (as 
with physicians, surgeons, and dentists) the coverage is 
usually called '' Malpractice insurance. '' In instances 
where the risk involves property damage (including in
tangible proper ty) the coverage is called errors and 
omissions insurance; this is applicable to professions 
such as insurance agents, architects, attorneys, and ac
countants. 

Malpractice Insurance 
Malpractice insurance, which is written for physi

cians, surgeons, dentists and hospitals, is perhaps the 
best example of professional liability insurance. The 
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need for this coverage is obvious, and there are special 
forms of coverage available for anesthetists, barbers, 
beauticians, chiropractors, dental hygientists, 
masseurs, morticians, nurses, opticians, pharmacists, 
psychiatrists, radiologists, surgeons, and veterinarians. 
Although space does not permit a discussion of each of 
the various forms, a brief treatment of the physicians', 
surgeons' and dentists' professional liability coverage 
should suffice to illustrate the nature of the coverage. 

Although there is a standard bureau form of Physi
cians', Surgeons', and Dentists' Professional liability 
coverage, most of the coverage is written by a limited 
number of companies using their own special forms. 
Many of the provisions of these forms have been 
changed in the recent past, primarily as a result of diffi
culties encountered by insurers in this field. 

Several features of these forms deserve comment. 
First, the policy is not limited to bodily injury or prop
erty damage; it includes coverage for personal injury 
losses such as mental anguish even when there is no 
bodily injury. There is not even an exclusion of inten
tional acts-a logical feature-since the act which gives 
rise to the liability may be precisely the act that the 
physician or dentist intended. 

At one time, most policies were written to cover er
rors or mistakes made during the policy period, with no 
time limit on the discovery of the injury. This resulted 
in a phenomenon known as the " long tail" on losses. If 
a surgeon left a sponge in a patient and the error was 
not discovered for twenty years, the insurer providing 
the coverage at the time of the original operation would 
be responsible for the loss. This made the pricing of the 
coverage extremely difficult, particularly in view of the 
rapidly increasing levels of malpractice awards. Many 
companies found themselves paying 1970 losses with 
1950 premiums. To counter the situation created by 
these so-called '' occurrence policies,'' many insurers 
changed to a "claims made form," under which the 
policy in effect at the time a claim is reported responds 
for the loss, regardless of when the error was made. 

A second feature that has been modified by many in
surers is the provision regarding defense and settle
ment. Under the older policy forms, the insurer was re
quired to obtain the consent of the insured before settl
ing any claim out of court. The reason, of course, was to 
protect the reputation of the doctor, since a voluntary 
payment by the insurer could be interpreted as an ad
mission of fault, and could be injurious to the reputa
tion of the physician. Most of the newer policies have 
deleted the requirement that the insurer obtain the con
sent of the insured before making an out-of-court settle
ment. 

It is important to note that for coverage to exist 
under a professional liability policy, the injury must 
arise out of rendering or failure to render professional 
services. Liability arising from other causes is not cov-

ered, which means that professional liability insurance 
is not a substitute for other forms of liability coverage. 
It is a coverage that is purchased in addition to other 
general liability coverages. 

Errors and Omissions Insurance 
There are many professions having a possibility of 

property damage as a result of rendering or failure to 
render professional services. Included in this group are 
such diverse occupations as abstractors, accountants, 
insurance adjusters, architects, county clerks and 
recorders, engineers, insurance agents and brokers, 
lawyers, real estate agents, stockbrokers, and travel 
agents. In the case of each of these professions, errors 
and omissions coverage is tailored to suit the needs of 
the specific profession. The modem trend is to provide 
such coverage on a claims made basis, and to delete 
previous provisions which required consent of the in
sured for out-of-court settlement. 

THE UMBRELLA LIABILITY POLICY 
The Umbrella Liability Policy is a form of excess 

liability insurance, and differs from primary liability in
surance in that the company promises to indemnify the 
insured for his ultimate net loss in excess of some re
tained limit. The policy limits are usually quite high, 
ranging upward from $1,000,000. When purchased in 
conjunction with the liability policies normally pur
chased by the business firm, the Umbrella serves three 
functions: 

1. It applies as excess coverage over the other liabili
ty coverage purchased by the insured. It takes over 
when the limits of the basic policies are inadequate to 
pay any judgment against the insured. 

2. It provides more comprehensive coverage than is 
afforded under the underlying policies. Certain losses 
which are not covered by the underlying insurance may 
be included within the broad scope of the Umbrella 
policy. In these instances the Umbrella provides pro
tection against loss, subject to a deductible ranging 
from $10,000 upwards. 

3. If the underlying coverage is exhausted, the Um
brella becomes the underlying coverage, subject to the 
terms and conditions of the underlying contracts. 

In general, the Umbrella Liability Policy is written 
only for risks that have a broad and substantial pro
gram of u_11derlying coverage. Normally the insurer re
quires Comprehensive General Liability coverage with 
Bodily Ir.jury limits of $250,000/$500,000 and Property 
Damage limits of $100,000, and automobile liability 
coverage with the same limits. Employer's Liability 
coverage for $100,000 per accident is required, and 
when the exposures exist, bailee liability and aviation 
liability coverage may also be required. The policy con
ditions call for the maintenance of the underlying cover
age, and the liability of the Umbrella carrier is deter-
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mined as if the underlying coverage were in force, 
whether or not it is. 

Likewise, the insurance carriers require that the 
amount of the net retention or deductible be substan
tial. Until recently, most Umbrella liability policies 
were written with a net retention limit on exposures not 
covered by underlying insurance of $25,000. Recently 
it has become possible to obtain policies with a $10,000 
retention. I t should be pointed out that the deductible 
or retention applies only in those instances where the 
loss is not covered by the underlying coverage. In other 
words, there is no "corridor" deductible on those losses 
which are covered by the underlying coverage. 

Coverage Under the Umbrella Liability Policy 
There is no "standard" form of Umbrella Liability. 

Each insurer draws up its own contract; and while most 
of the contracts are quite similar in nature, there may be 
substantial differences. These differences can be iden
tified only by a detailed analysis of the specific contract 
being considered. 

The insuring agreements are broad and comprehen
sive in nature. It is common to provide coverage under 
three sections: 

1. Personal Injury 
2. Property Damage 
3. Advertising Liability 

The Personal Injury coverage includes coverage for 
bodily injury, mental injury or mental anguish, sick
ness, disease, disability, false arrest or imprisonment, 
wrongful eviction, detention, malicious prosecution, dis
crimination, and humiliation, plus libel, slander, defam
ation of character and invasion of rights of privacy that 
are not the result of advertising activity. 

The Property Damage coverage applies to damage to 
or destruction of all tangible property not owned by the 
insured. There is no exclusion of damage to property in 
the care, custody, or control of the insured. 

Advertising Liability covers liability arising out of 
the insured' s advertising activities, including libel, 
slander, defamation, infringement of copyright, title or 
slogan, piracy or unfair competition, or invasion of right 
of privacy. 

The broadness of the Umbrella is evident from the 
brief discussion of the coverage above. A further indi
cation may be made by the following list of perils and 
hazards covered under most Umbrella contracts, which 
are not normally covered under the underlying con
tracts: 

1. The coverage is on a world wide basis. 
2. The contract includes personal injury liability. 
3. The contract includes blanket contractual liabili

ty. 

4. Coverage is provided on property in the care, cus
tody or control. 

5. Malpractice coverage is afforded under some con-
tracts. 

6. Employer's liability is provided. 
7. Employees are included as additional insureds. 
8. Coverage is afforded for non-owned aircraft. 
9. Coverage is afforded for non-owned watercraft. 

10. Liquor liability is covered. 
11. Innkeepers liability is covered. 
12. Bailee liability is covered. 
13. Advertising liability is covered. 
14. Damage to property rented or occupied by the 

insured is covered. 
15. Water damage legal liability is covered. 
16. Explosion, collapse and underground damage 

(XCU) is covered. 

Exclusions 
While the coverge under the Umbrella Liability policy 

is far broader than that of the individual contracts, it is 
not all risk. There are exclusions, and many of the ex
clusions are quite important. Some of the more com
mon exclusions contained in the current Umbrella 
liability contracts are the following: 

1. The policies exclude any liability arising out of any 
workmen's compensation, unemployment compensa
tion, or disability benefits law. As in the case of thP . · 
underlying contracts, this exclusion does not apply to 
liability of others assumed by the insured under con
tract. 

2. The policies exclude liability arising out of claims 
against the insured for repairing or replacing any defec
tive products manufactured, sold, or distributed by the 
insured. 

3. The policies exclude liability arising out of the 
ownership, maintenance, use, loading or unloading of 
any aircraft owned by or chartered without a pilot by 
the insured. 

4. There is an exclusion of liability of any employee 
with respect to liability for injury to or death of a fellow 
employee. This exclusion is important because 
employees are included as insureds under the policy. 

5. Many of the policies also exclude any error or 
omission, malpractice or mistake of a professional 
nature committed by or alleged to have been committed 
by or on behalf of the insured. 

6. Many of the policies contain exclusions relating to 
watercraft over a certain size (e.g., 75 feet in length). 

Defense Coverage Under the Umbrella 
Practically all Umbrella liability contracts have a pro

vision which in effect provides that the insured may 
take over or participate in the defense of a claim in 
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which it may be involved. Originally, few contracts pro
vided any defense coverage on those claims which ap
peared likely to stay within the limit of the net reten
tion. In the recent past, there has been a tendency to in
clude defense coverage with respect to losses not in
sured under underlying contracts, even when the loss 
does not appear likely to involve the Umbrella contract. 

- 154 -



COMMERCIAL AUTOMOBILE INSURANCE 

Organizations, like individuals, are exposed to a wide 
range of losses in conjunction with the use.of automo
biles. The major exposure is, of course, liability arising 
out of the use of automobiles. In addition, there is the 
possibility of damage or loss to vehicles owned by the 
firm or for which the firm may be liable. 

In those instances in which a business is organized as 
a proprietorship, a "business" automobile may be in
sured under one of the personal auto forms, such as the 
Family Auto Policy or the Personal Auto Policy, pro
vided the automobile itself is otherwise eligible. How
ever, if the firm is a partnership or a corporation, or if 
the automobile itself is not eligible for one of the per
sonal automobile forms, coverage must be provided 
under a different form. 

Prior to 1978, two approaches were used to insure 
commercial vehicles; a "Basic" form and a "Compre
hensive" form which were used with the Comprehensive 
General-Auto Liability policy jacket. In 1978, the In
surance Services Office introduced a new policy, the 
Business Auto Policy, designed to replace the then
existing forms. This new policy, which follows the 
modern trend and uses simplified terminology, includes 
both liability and physical damage coverages. 

Although it is anticipated that this new policy will 
eventually become the standard approach to insuring 
business automobiles, an interim period will exist in 
which some companies will continue to use the older 
forms. Although the foil owing discussion focuses on 
the new Business Auto Policy, you should be aware of 
the fact that some of the companies that your agency 
represents may use slightly different forms. 

LIABILITY COVERAGE UNDER THE 
BUSINESS AUTO POLICY 

Liability may arise out of the use of automobiles that 
are owned, leased, or borrowed. Historically, automo
bile liability insurance for commercial insureds has 
recognized three classes of automobiles: 

1. Owned automobiles 
2. Hired automobiles 
3. Nonowned automobiles 

The classes "hired automobiles" and " nonowned auto
mobiles" are mutually exclusive. " Hired automobiles" 
include those that are leased, hired, rented or borrowed, 
excluding autos that are owned by employees. Auto
mobiles leased, hired, rented or borrowed from 
employees are considered "nonowned automobiles." 
Thus, the distinction between a " hired" and a " non
owned automobile" does not depend on whether or not 
payment is made for the use of the automobile, but 
rather on whether or not it is owned by an employee. 

This somewhat artificial distinction exists primarily for 
the purpose of rating and premium determination. 

Businesses that own or lease automobiles usually 
recognize the exposure associated with these autos and 
obtain insurance coverage to protect against losses that 
may arise out of their use. However, many business 
owners overlook the exposure related to employee's 
autos. If an employee causes injury or damage while 
operating his or her own auto in the course of employ
ment, the injured party may sue both the negligent 
employee and the employer. If the employee has cover
age, the employer is automatically protected under the 
employee's policy. The danger exists, however, that the 
employee's policy limits may be inadequate. For this 
reason, employers need to purchase a form of excess 
coverage to protect themselves in the event of such a 
contingency. 

Basic versus Comprehensive Liability Coverage 
As noted above, prior to the introduction of the 

Business Auto Policy, two different forms were used to 
provide liability coverage for business firms. The Basic 
Automobile Liability coverage part provided coverage 
only for specifically described automobiles. Coverage 
for hired automobiles and nonowned automobiles was 
available by endorsement. The Comprehensive Auto
mobile Liability coverage part provided completely · 
automatic coverage for all of the insured's owned auto
mobiles, for hired automobiles, and for nonowned auto
mobiles. 

The new Business Auto Policy continues the options 
of comprehensive liability or basic auto liability cover
age. In describing those automobiles that are covered 
for each of the coverages the insured selects, the 
Business Auto Policy uses the term "Covered Auto. " A 
series of numerical designations, each representing a 
class of automobiles, are entered in the declarations op
posite the various coverages, indicating the types of 
automobiles covered under the policy. There are nine 
numerical symbols, which designate the automobiles 
for which the policy provides coverage: 

1 = Any Auto 
2 = Owned Autos Only 
3 = Owned Private Passenger Autos Only 
4 = Owned Autos Other Than Private Passenger 

Autos Only 
5 = Owned Autos Subject to No-Fault 
6 = Owned Autos Subject to Compulsory Uninsured 

Motorists Law 
7 = Specifically Described Autos 
8 = Hired Autos Only 
9 = Nonowned Autos Only 
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It should be obvious that extreme care must be used 
in designating the class of autos to be covered by a 
specific policy. A typographical error, or the inadver
tant substitution of one numeral for another may leave 
a significant class of automobiles for which coverage 
was intended completely uninsured. 

Comprehensive Automobile Liability Coverage. The 
most effective means of providing automobile liability 
coverage for a business firm or other organization is the 
comprehensive liability approach. When this mode of 
coverage is desired, the numeral '' 1 '' (Any Auto) is 
entered opposite the liability section of the declarations. 
The Comprehensive automobile liability coverge prer 
vides protection against liability arising out of the 
ownership, maintenance or use of all owned, nonowned, 
and hired automobiles, including any replacements and 
additionally acquired automobiles. All owned and hired 
automobiles are scheduled at the inception of the policy, 
and additional exposures are covered automatically. At 
the end of the policy period an audit of the exposures 
that developed is made, and any additional premium 
due to the company is charged. 

Basic Automobile Liability Coverage. Basic auter 
mobile liability coverage provides liability coverage on 
specifically scheduled automobiles and follows the for
mat of the older Basic Automobile Policy, originally in
troduced in 1955. Under this mode of coverage, only 
the listed automobile or automobiles are covered. Under 
the older policies, Employer's Nonownership Auto 
Liability coverage (covering automobiles owned by 
employees but used in the business of the insured) and 
Hired Car coverage could be added by endorsement. 
Under the new Business Auto Policy, these two 
coverages are added by entering the numerals 8 and 9 in 
the declarations of the policy. 

Although it is possible to do so, Basic Auto Coverage 
(numeral 7) should never be written without Hired 
Autos (Numeral 8) and Nonowned Autos (Numeral 9). 
While both Hired Automobile coverage and Nonowned 
Auto coverage are important forms of protection in 
their own right, the provisions of the Basic Auto Cover
age contained in the new Business Auto Policy make it 
essential that both Hired Auto coverage and Nonowned 
Auto coverage always be written in conjunction with 
the Basic Auto coverage. Unlike the Family Auter 
mobile Policy, the Personal Auto Policy, and the older 
Basic Auto Policy, the new Business Auto Policy does 
not provide coverage for Temporary Substitute auter 
mobiles. This means that when Basic Auto coverage 
(Numeral 7) is designated alone, there is no coverage for 
an automobile used as a replacement for the scheduled 
automobile when that scheduled auto is withdrawn 
from use for servicing and repair. Writing Hired Autos 
and Nonowned Autos in conjunction with Basic Auto 
coverage eliminates this potential gap. 

Persons Insured 
The definition of persons insured under the Business 

Auto Policy provides liability protection to certain per
sons other than the named insured, but the coverage in 
any given situation depends on both the "Who is In
sured" provision and the designation of "Covered 
Autos." In other words, the policy definition of "Who 
is Insured" must be interpreted in light of the particular 
automobile in question. If the auto involved in the loss 
meets the definition of a "Covered Auto," then the 
"Who is Insured" provision brings those persons desig
nated under the protection of the policy. Because the 
provision is crucial in determining coverage for various 
individuals who might be joined in a suit, it is quoted in 
its entirety: 

D. WHO IS INSURED. 
1. You are an insured for any covered auto. 
2. Anyone else is an insured while using with your 

permission a covered auto you own, hire or borrow 
except: 
a. Someone using a covered auto you hire or bor

row from one of your employees or a member of 
his or her household. 

b. Someone using a covered auto while he or she is 
working in a business of selling, servicing, 
repairing or parking autos. 

3. Anyone liable for the conduct of an insured de
scribed above is an insured but only to the extent 
of that liability. However, the owner or anyone 
else from whom you hire or borrow a covered auto 
is an insured only if that auto is a trailer connect
ed to a covered auto you own. 

A brief explanation should serve to clarify the intent of 
this provision. 

First of all, the named insured (You) is insured for any 
covered auto. As noted above, whether or not an auto is 
a "covered auto" is determined by the numerical desig
nations in the policy declarations. In the case of Com
prehensive Auto Liability Coverage, the named insured 
is an insured for all owned, nonowned, and hired auter 
mobiles. In the case of Basic Auto Liability coverage 
(Numeral 7) the named insured is an insured only for the 
described auto. 

Anyone else (for example, an employee of the named 
insured) is covered while using any covered auto with 
the permission of the named insured. However, these 
additional insureds are not covered while using a Non
owned auto. In other words, officers and employees of 
the firm are covered for owned and hired autos, but not 
for Nonowned autos. (This is essentially the same as 
the situation under the older forms of coverage). 

The provision that denies coverage to anyone other 
than the named insured while that person is working in 
a business selling, servicing, repairing, or parking 
automobiles is designed to eliminate coverage for auter 
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motive establishments that may be servicing or other
wise have custody of an insured automobile. This expo
sure is covered under the Garage Policy (discussed later 
in these pages). 

The final section of the definition of persons insured 
provides coverage for persons or organizations held 
vicariously liable for the operation of a covered auto
mobile. However, the extension of coverage to those 
held vicariously liable does not apply to the owner of a 
Hired or Nonowned auto (other than a trailer). For ex
ample, if Jones, an employee of the named insured, uses 
an automobile furnished to her by her employer (the 
named insured) in volunteer work for a church, the 
church would be covered for its vicarious liability. On 
the other hand, if Jones borrows an automobile from her 
neighbor for use in her work and is involved in an acci
dent, the policy will not provide protection for the vicar
ious liability of the neighbor (or for Jones herself). The 
named insured would be protected for any liability that 
might arise, however. 

Partnerships. Although the Business Auto Policy 
does not refer specifically to partnerships, when the 
named insured is a partnership, a special endorsement 
must be added to the policy. This endorsement specific
ally excludes any auto owned by a partner or a member 
of his or her household. Provision is made in this same 
endorsement for addition of coverage on automobiles 
owned by partners, subject to an additional premium. 
When coverage is added for autos owned by the part
ners, the endorsement specifically excludes from cover
age any partner with respect to an automobile which he 
or she or a member of his or her household owns. This 
means that the coverage applies on essentially the same 
basis as does the coverage on Nonowned automobiles. 
The partnership is protected in the event of a suit, but 
the owner of the automobile must look to his or her own 
coverage for protection. 

Newly Acquired Automobiles 
Coverage on newly acquired automobiles varies con

siderably under the various modes of coverage. Under 
each of the options which provide coverage on owned 
automobiles (Numerals 1, 2, 3, and 4) all automobiles of 
the type to be insured which are owned by the insured 
must be declared and scheduled. All newly acquired 
automobiles of the type insured are then covered auto
matically. For example, under the Comprehensive 
coverage (Numeral 1), all newly acquired automobiles 
are automatically covered, and automobiles of the speci
fied type are automatically covered under Owned Autos 
Only, Owned Private Passenger Autos, and owned 
Autos Other than Private Passenger Autos. 

When Specifically Described Automobiles (Basic 
Auto Coverage, Numeral 7) is selected, the coverage on 
newly acquired autos applies on a more limited basis. 
Under the Basic Auto coverage, newly acquired autos 
are covered only if the company insures all autos owned 

by the insured or if the newly acquired auto replaces a 
previously described automobile. Furthermore, notice 
to the company is required within 30 days. 

Trailers and Mobile Equipment 
The term "automobile" is a broad generic term and 

includes any land motor vehicle, trailer or semi-trailer 
designed for travel on public roads. However, it does 
not include "mobile equipment," such as, construction 
equipment, vehicles that are not required to be licensed, 
and vehicles that are designed for use principally off 
public roads. 

Coverage is automatically provided without charge 
for mobile equipment while being carried or towed by a 
covered automobile. Coverage is also automatically 
provided without charge for trailers with a load capac
ity of 2,000 pounds or less. 

The situation with respect to mobile equipment 
seems clear enough, but the coverage for trailers re
quires some additional comment. Any trailer with a 
load capacity of 2,000 pounds or less is automatically 
covered, regardless of whether it is owned, hired, or non
owned. Trailers in excess of this capacity that are 
owned by the insured must be declared and listed at the 
inception of the policy. Nonowned trailers in excess of 
this capacity are covered only if the policy designates 
Comprehensive coverage (Numeral 1) or Hired and Non
owned autos (Numerals 8 and 9). When coverage does 
apply to a nonowned or hired trailer, the coverage is ex
tended to protect the owner of that trailer as well as the 
named insured. 

Exclusions 
The Business Auto Policy contains eight exclusions. 

Contractual Liability. The policy specifically ex
cludes liability assumed under any contract or agree
ment. Such situations may arise in the case of leased or 
rented automobiles, where the lessee assumes liability 
imposed on the lessor. This exposure is covered under a 
Contractual Liability coverage part written in conjunc
tion with the Comprehensive General Liability policy. 

Workers' Compensation. Obligations of the insured 
under any workers' compensation law or disability 
benefit law are excluded. This exposure is covered 
under a separate workers1 compensation policy. 

Indemnification for Injury to Employees. The policy 
excludes coverage for any obligation of the insured to 
indemnify any third party for damages resulting from 
injuries to an employee. This contemplates situations 
in which an injured employee sues a negligent third par
ty, who then seeks recovery from the injured em
ployee's employer, either under a contract or on some 
other basis. This exposure is covered under the 
workers' compensation policy when the obligation to in
demnify is based on a common law action, and it is 
covered under a contractual liability coverage part 
when the obligation is imposed under a contract. 
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Injury to Fellow Employees. Injured workers are 
precluded from bringing suits against their employers 
under most workers' compensation laws, but this pro
tection does not apply in most cases to fellow employees 
of the injured worker. Since employees are insureds 
under the Business Auto Policy while using a covered 
auto with permission of the named insured, injuries to 
fellow employees are specifically excluded to eliminate 
coverage in those instances in which an injured 
employee might bring suit against a negligent co
employee who caused the injury. In the absence of such 
an exclusion, the number of such suits would undoubt
edly be much greater than is the case given the exclu-. 
SlOn. 

Injury to Employees of the Insured. The third exclu
sion relating to employees excludes coverage for bodily 
injury to any employee of the insured, arising out of and 
in the course of employment. This exposure is insured 
under the standard workers compensation policy. An 
exception to the exclusion provides coverage for injury 
to domestic employees who are not covered under 
workers' compensation. 

Care, Custody, and Control. Property owned or 
transported by the insured, or in the care, custody, and 
control of the insured is excluded. There are no excep
tions. 

Loading and Unloading. Previous forms of auto
mobile liability coverage specifically covered liability 
arising out of '' loading and unloading'' of an insured 
automobile. While this originally seemed logical, the 
modest coverage intended by the policy drafters was ex
panded far beyond its initial intent by the courts. There 
were many instances in which the courts ruled that an 
auto policy applied to losses that took place during the 
entire process of unloading, including injuries far re
moved from the actual site of unloading. For example, 
some courts took the position that "unloading" con
tinued until the item being unloaded came to its final 
resting place. In an attempt to counter these adverse 
court decisions, the policy drafters added a new exclu
sion to the Business Auto Policy: 

This insurance does not apply to . . . 

7. Bodily injury or property damage resulting 
from the loading of property before it has been put 
in or on the covered auto or the unloading of prop
erty after it has been taken off or out of the 
covered auto. 

The exclusion seems clear and unequivocal, and there 
should be little confusion in its application. Losses sus
tained in the process of loading and unloading, before 
the property has been put in the vehicle or after it has 
been taken off of the vehicle, are intended to be covered 
under the premises and operations coverage of the 
general liablity policy. 

An exception to this exclusion states that it does not 
apply to (and coverage therefore exists for) loading and 
unloading by means of a mechanical device that is per
manently attached to the covered auto. 

Pollution. The final exclusion of the Business Auto 
Policy eliminates coverage for liability caused by the 
dumping, discharge, or escape of irritants, pollutants, 
or contaminants. Protection against such losses is con
sidered contrary to public policy. An exception to the 
exclusion provides coverage in those instances in which 
the discharge is sudden and accidental. Thus, the 
policy will not provide coverage for damage caused by 
exhaust fumes, but would provide coverage in the event 
say, a garbage truck burst, dumping its cargo into a . 
nver. 

BROADENING ENDORSEMENTS 
Individual Named Insured Endorsement 

When the named insured under a Business Auto 
Policy is an individual (or a husband and wife) broader 
coverage similar to that of the Personal Auto Policy 
may be added to the Business Auto Policy by endorse
ment. The endorsement used to provide this broader 
coverage is designated "Individual Named Insured." 
Under the provisions of this endorsement, coverage is 
extended for the use of nonowned automobiles by resi
dent relatives of the named insured, as well as for non
business use of nonowned automobiles by the named in
sured. 

Like the Personal Auto Policy, whose provisions the 
endorsement follows, there is no coverage for business 
use of nonowned automobiles other than private 
passenger autos. Also, as in the case of the Personal 
Auto Policy, there is no coverage for use of a nonowned 
automobile owned by, furnished, or available for the 
regular use of the named insured or any resident rela
tive. 

Broadened Drive Other Car Coverage 
Instances occasionally arise in which an individual 

does not own a personal automobile, and in which the 
only coverage available to a person is that of the 
Business Auto Policy. For example, the owner of a 
closely held corporation may have his or her auto titled 
in the name of the corporatin. Similarly, an employee 
who is furnished an auto by his or her employer may not 
own any other auto. 

Under these circumstances, a potential gap in protec
tion exists in the case of nonowned automobiles which 
may be used by such individuals outside of their 
business pursuits. For example, assume that Jones, the 
president of the XYZ Corporation, is on a vacation and 
has occasion to rent or borrow an auto for personal use. 
Jones needs liability coverage, but the Business Auto 
Policy does not provide coverage in this situation. 

Drive-other-car coverage may be added to the 
Business Auto Policy for specifically named inclivid-
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uals. This coverage may be written to include liability, 
medical payments, physical damage, and uninusred 
motorists coverage. A premium is charged for each per
son named, and that person and his or her 8pouse 
residing in the same household is then covered for the 
use of nonowned automobiles. The only restriction are 
that the nonowned automobile may not be owned by the 
named individual or by a member of his or her house
hold, and the auto may not be used in the auto business. 

BUSINESS AUTO POLICY PHYSICAL DAMAGE 
COVERAGE 

Physical damage coverage for both owned and non
owned automobiles is available under the Business 
Auto Policy, and provides essentially the same forms of 
protection that are available on personal autos. 

Automobiles Covered for Physical Damage 
As in the case of the liability coverages previously 

discussed, coverage applies to the class of automobiles 
designated in the policy declarations as protected. With 
respect to the physical damage coverages, the insured 
may select from among five options: 

2 = Owned autos only 
3 = Owned private passenger autos only 
4 = Owned autos other than private passenger autos 

only 
7 = Specifically described autos 
8 = Hired autos only 

Symbols 2, 3 and 4 provide automatic coverage on new
ly acquired automobiles (known as "Fleet Automatic" 
coverage), while symbols 7 and 8 provide nonfleet 
coverage. 

Fleet automatic coverage is available to those firms 
and other organizations that own five or more automo
biles. All automobiles of the type to be insured that are 
owned by the named insured are scheduled at the incep
tion of the policy. Newly acquired automobiles are 
covered automatically until the end of the policy period, 
at which time an audit determines the premium due for 
the autos that were automatically covered. 

Nonfleet coverage is designed for organizations that 
have less than five autos of any type to be insured. 
Under the nonfleet approach, newly acquired autos are 
covered only under limited circumstances. Additional 
autos are covered only if the insurer already covers all 
owned autos for that coverage. Replacements are 
covered if the auto it replaced was previously insured 
for the particular coverage. However, notice to the in
surer within 30 days of acquisition is required in either 
case. 

Coverage on hired automobiles may be provided on 
either a primary or an excess basis. A " Hired Auto" in
cludes any auto leased, hired, rented or borrowed except 
autos leased hired, rented or borrowed from employees 
or members of their household. The basic contract pro-

vides excess coverage, but coverage on hired autos may 
be provided on a primary basis by endorsement. 

Coverage Options 
The insured may select from among three options 

with respect to the perils insured against, and different 
classes of vehicles may be insured for different perils. 
The coverages available include: 

Comprehensive Coverage 
Specified Perils Coverage 
Collision Coverage 

Numerals corresponding to the class of autos for which 
each coverage is desired are entered in the appropriate 
sections of the policy declarations. 

Comprehensive. The Comprehensive coverage 
parallels the comprehensive coverage available for per
sonal autos (discussed in the Personal Lines section of 
this manual). It provides a broad form of all risk cover
age on insured vehicles, excluding only collision and cer
tain other types of losses noted below. 

Specified Perils Coverage. Specified Perils 
coverage is an alternative to Comprehensive and pro
vides a package of the foil owing perils: 

Fire or explosion 
Theft 
Windstorm, hail, or earthquake 
Flood 
Mischief or vandalism 
Sinking, burning, collision, or derailment of any 

conveyance transporting the covered auto. 

Collision Coverage. Collision coverage pays for loss 
to a covered auto and its equipment by collision with 
another object or overturn of the auto. Collision 
coverage is written with a deductible of $100 or more. 

Towing: Towing coverage is also available, paying 
up to $25 for towing and for labor costs incurred at the 
place of a disablement. However, towing coverage ap
plies only to private passenger autos. 

Physical Damage Exclusions. 
Exclusions under the physical damage coverage of 

the Business Auto Policy are simple and straightfor
ward. The policy excludes wear and tear, freezing, and 
mechanical or electrical breakdown, unless caused by 
other loss covered by the policy. For example, normal 
wear and tear is not covered, but excessive wear and 
tear to a stolen auto which is later recovered would be 
covered. Similarly, blowouts, punctures, and other road 
damage to tires is excluded unless caused by other loss 
covered by the policy (a collision, for example). 

Losses due to war, insurrection, or by the discharge of 
any nuclear weapon are also excluded. 

There are three exclusions dealing with stereo equip
ment and citizen band radios. The first of these ex-
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eludes tape decks and other sound reproducing equip
ment that is not permanently installed in the auto. The 
second excludes tapes, records, and other sound repro
ducing media designed for use with such equipment. 
The final exclusion eliminates coverage for CB and 
other mobile radios, telephone or scanning monitor 
receivers, and their antennae and accessories. 

Limits of Liability Under Physical Damage 
Coverage under the physical damage section of the 

policy gives the insurer the option of paying for the 
damaged property, repairing it, or replacing it. In the 
case of theft, the company has the option of returning 
the stolen property (at its own expense) and must also 
pay for any damage resulting from the theft. Coverage 
is limited to the actual cash value of the proprty at the 
time of loss, or the cost to repair or replace it. 

THE GARAGE POLICY 
As the reader will recall from the discussion of other 

automobile forms, the policies designed for both in
dividuals and for business firms specifically exclude 
from coverage anyone other than the named insured 
who is operating the owned automobile while engaged 
in the automobile business. Likewise, the drive-other
car coverage provided under both personal and business 
auto policies specifically exclude nonowned autos while 
being used in the automobile business. These exclu
sions are designed to transfer the coverage for 
automobiles being used in the auto business to a special 
policy designed for automobile dealers and service 
garages, known as the Garage Policy. 

The current version of the Garage Policy was intro
duced by the Insurance Services Office at the same time 
as the Business Auto Policy. Like the Business Auto 
Policy, the new Garage Policy is a self-contained docu
ment, which provides both liability coverage and 
physical damage coverage. It may also be written to in
clude a special form of bailee liablity coverage known as 
Garagekeepers Insurance (formerly Garagekeepers 
Legal Liability coverage), which provides physical 
damage coverage on automobiles that belong to 
customers and which are in the custody of the insured 
garage. 

The Garage Policy is designed to provide compre
hensive liability protection (including both automobile 
liablity coverage and general liability protection) for 
those businesses commonly known as garages, or which 
are engaged in businesses pertaining to the sale, servic
ing, or storage of automobiles. The classes of business 
that are eligible for this contract include automobile 
sales agencies, repair shops, service stations, storage 
garages, and public parking places. 

The contract may also be used to provide physical 
damage coverage on owned and hired automobiles, in
cluding the stocks of autos held for sale by automobile 
dealers. Because the exposures and coverage needed 

differ substantially between automobile dealers and 
nondealers, separate supplemental schedules are pro
vided for Automobile Dealers and for Nondealers. 

Garage Liablity Coverage 
The garage liability coverage of the Garage Policy is a 

package of liability coverages, providing premises and 
operations, products and completed operations, and 
auto liability coverage. 

Premises and Operations Coverage. The premises 
and operations liability coverage of the Garage Policy is 
basically the same as that of the O L & T policy, pro
viding coverage for the ownership, maintenance, and 
use of the premises for garage operations, and all opera
tions necessary or incidental thereto. The exclusions 
applicable to the premises and operations coverage are 
similar to those discussed in connection with the 
general liability coverages, with the following excep
tions: The Garage Policy does not exclude, as do the 
other general liability forms, Alienation of Premises or 
Dramshop Liability. The drafters of the current edition 
of the Garage Policy felt that the exposure in connec
tion with t hese two exclusions were minimal as respects 
most garage operations, so the exclusions were 
eliminated. However, if an exposure exists (in connec
tion with liquor liability, for example) the insurer may 
exclude coverage by endorsement. 

All of the other exclusions contained in the standard 
general liability forms which provide premises and 
operations coverage and which are included in the 
Garage Liability coverage of the Garage Policy have 
been discussed previously, so it is not necessary to 
repeat them at this point. Special mention should be 
made of the "care, custody, and control exclusion" 
however, since this provision creates an inordinate num
ber of problems for garages and other eligible automo
bile businesses. It should be stressed that the care, 
custody, and control exclusion completely eliminates 
coverage under the liability section of the Garage Policy 
for damage to automobiles belonging to customers 
which are in the care of the insured. The exposure in 
connection with damage to autos belonging to cus
tomers may be insured under Garagekeepers Insurance, 
discussed below. 

Completed Operations and Products. The Garage 
Policy completed operations and products coverage pro
vides protection for losses arising out of bodily injury or 
property damage caused by products sold by the in
sured or work performed by the insured, after the pro
duct has been turned over to the customer or after the 
completed work has been turned over to the customer. 
The exclusions related to the products and completed 
operations coverage are essentially the same as those 
under the CG L policy. Most of the problems related to 
this coverage involve the exclusion of damage to the 
product sold or damage to the work completed. How
ever, rules applicable to the Garage Policy permit 
elimination of the exclusion of damage to the insured' s 
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products (for losses over $250) through the payment of 
an additional premium and attachment of the Broad 
Form Products Coverage Endorsement. 

Automobile Liability Coverage. As in the case of the 
Business Auto Policy, the declarations of the Garage 
Policy indicates those automobiles that are insured for 
each of the coverages of the policy. The designation of 
"covered auto" is accomplished through the use of 
numerical classes, just as in the case of the Business 
Auto Policy. With respect to the liability coverage, the 
following options exist: 

1 = Any auto 
2 = Owned autos only 
3 = Owned private passenger autos only 
4 = Owned autos other than private passenger 

autos only 
5 = Owned autos subject to no-fault 
6 = Owned autos subject to compulsory uninsured 

motorists coverage 
7 = Specifically insured autos 
8 = Hired autos only 
9 = Nonowned autos used in your garage business 

10 = Autos left with you for service, repair, or storage 
The mechanics of designating automobiles and the 
various classes operate in much the same manner as the 
Business Auto Policy already discussed. The major dis
tinction is the addition of a tenth class, designed to 
cover automobiles left with the garage for service, 
repair, or storage. 

Automobile Liability Exclusions. In addition to 
those exclusions noted above, which apply to both the 
automobile liability coverage and the nonauto coverage, 
there are two additional exclusions that relate specif
ically to automobiles. First, the policy excludes cover
age on automobiles while leased or rented to others. 
However, an exception to the exclusion provides cover
age on autos that are leased or rented to customers 
while their autos are being serviced or repaired. In ad
dition, the policy excludes any automobile while used in 
an organized racing, stunting, or demolition contest, or 
while such an auto is being prepared for such activities. 

Persons Insured. The policy contains two provisions 
with respect to persons insured. With respect to garage 
operations other than the operation of automobiles, in 
addition to the named insured, employees, directors, 
and shareholders are insured while acting within the 
scope of their duties. 

The definition of persons insured with respect to the 
operation of automobiles is similar to that of the 
Business Auto Policy, but with several important 
qualifications. First, there is no coverage for persons 
employed in the automobile business other than the in
sured's business. This eliminates coverage, for exam
ple, when an automobile in the custody of one garage 

must be turned over to another garage for work. The 
Garage Policy of the second garage would provide 
coverage for its employees. 

Another special provision limits coverage for the 
customers of automobile dealers, who are using a 
covered automobile with permission. In this case, 
coverage applies only if the customer has no other 
liability coverage available (or if the available coverage 
has limits lower than the requirements of the financial 
responsibility law). Furthermore, the coverage availa
ble to the customer using the covered auto applies only 
up to the limits required by the financial responsibility 
law. 

Garagekeepers Insurance 
As noted above, the Garage Liability coverage 

specifically excludes damage to property in the care, 
custody, and control of the garage. Since most garages 
work on customer's automobiles or may for other 
reasons take custody of a customer 's car, this creates a 
need for a special form of bailee liability coverage. This 
coverage, known as Garagekeepers Insurance, may be 
included in the Garage Policy by payment of the appro
priate premium and designating coverage effective in 
the declarations. 

Perils Insured. Coverage may be written to provide 
payment for damage to customer's autos on several 
bases. First, the insured has a choice with respect to 
the perils against which protection is provided. The in
sured may select either Comprehensive Coverage or 
Specified Perils Coverage. In addition, Collision cover
age is also available. 

The Comprehensive insuring agreement provides the 
same broad "all-risk" coverage as under the Business 
Auto Policy, excluding only collision and certain other 
specified types of loss. 

The Specified Perils coverage is somewhat more 
limited than that of the Business Auto Policy, and in
cludes only fire and explosion, theft, and vandalism and 
malicious mischief. 

As in the case of the Business Auto Policy, the Colli
sion insuring agreement includes collision of the auto
mobile with another object and overturn. 

Basis of Coverage. In addition to seJecting the 
perils to be covered, the insured may also select the 
basis on which the coverage will apply. Three options 
are offered: 

Legal Liability basis 
Direct Coverage - primary basis 
Direct Coverage - excess basis 

Under the first of these three options, coverage applies 
only in those instances in which the garage is legally 
liable for the damage. It will not provide payment, for 
example, when the insured is not liable, even though the 
damage or loss may have been caused by an insured 
peril. 
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The Direct Coverage - Primary basis insuring agree
ment provides payment for damage to a customer's 
automobile regardless of the liability of the garage, and 
regardless of whether or not the owner of the automo
bile carries physical damage coverage. A garage owner 
might elect this option rather than the legal liability op
tion to preserve customer good will when an automobile 
is damaged while in the care of the garage, but where 
the garage is not legally liable for the loss. 

The third option, Direct Coverage - Excess basis is 
similar, in that it pays regardless of liability, but the ex
cess coverage in this case applies only if there is no 
primary coverage on the customer's automobile, or if 
the customer's policy is written with a higher deduct
ible. 

Garage Policy Physical Damage Coverage 
The coverage for physical damage losses under the 

Garage Policy is designed to provide protection against 
loss to autos owned by the garage. As in the case of the 
Business Auto Policy, coverage may be on a fleet auto
matic basis, with automatic coverage on newly acquired 
automobiles, or, in the case of those firms with fewer 
than five automobiles, on a nonfleet basis. Nonfleet 
coverage is provided through the use of Numerals 7 and 
8. Fleet automatic coverage is provided for physical 
damage coverage through the use of Numerals 2, 3, and 
4. 

Coverage may be provided for au to dealers and for 
nondealers. In the case of a dealer, the coverage applies 
to autos held for sale and those used in the business 

itself, such as demonstrators, salesmen's cars, service 
vehicles, ancl so on. For nondealers, the physical 
damage coverage provides essentially the same type of 
protection as does the physical damage coverage of the 
Business Auto Policy. 

Physical Damage Exclusions. In addition to those 
exclusions contained in the physical damage coverage 
of the Business Auto Policy, the Garage Policy contains 
several additional exclusions dictated by the nature of 
the business. 

As in the case of the liability coverage, the physical 
damage coverage excludes automobiles leased or rented 
to others, except to customers while their own auto
mobiles are being repaired. In addition, the policy ex
cludes loss of an insured auto by voluntarily parting 
with it as a result of a trick or scheme or under false 
pretenses. An example might include sale of an aut<r 
mobile and accepting as a trade-in an automobile that 
was not owned by the "buyer." 

In addition to the exclusion of rented automobiles 
and loss as a result of a trick or a scheme, which apply 
to all insureds, the policy contains certain additional ex
clusions applicable to auto dealers only. The two most 
important of these exclude loss of automobiles at newly 
acquired locations (after 45 days) and collision losses to 
automobiles being transported from their point of pur
chase if the distance is over 50 miles. Many dealers pur
chase automobiles and drive or transport them from the 
place of purchase to the dealership. Coverage for this 
exposure is available by endorsement for an additional . 
prermum. 
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EMPLOYERS 'LIABILITY AND WORKERS COMPENSATION 

In worker's compensation the basic principle of legal 
liability which maintains that there can be -no liability 
without negligence is modified. Under the workmen's 
compensation laws that have been passed by the 
various states, liability is imposed on the employer of 
an injured worker regardless of the negligence involved. 

EMPLOYER'S LIABILITY 
Under English common law, (which had developed in 

a society dominated by handicraft industries) certain 
legal principles had been developed which made it dif
ficult, if not impossible, for an injured worker to collect 
indemnity in the event of an industrial injury. Under 
the English common law, the employer had five obliga
tions: 

1. The employer was obligated to provide a reason
ably safe place to work. 

2. The employer was obligated to provide reasonably 
safe tools. 

3. The employer was obligated to provide reasonably 
sane and sober fellow employees. 

4. The employer was obligated to set up safety rules 
and enforce them. 

5. The employer was obligated to inform the worker 
of any dangers inherent in the work which the em
ployee could not be expected to know about. 

Once he had done these five things, the employer was 
deemed to have complied with the "prudent man" obli
gation. This made it quite difficult for the employee to 
prove negligence on the part of the employer. Further
more, there were certain defenses which the employer 
could use to bar the injured employee from recovery. 
They are known as the "Employer 's Common Law 
Defenses''. 

1. Contributory Negligence. The doctrine of con
tributory negligence was used by employers to defeat 
the claims of workers. Under the doctrine of contribu
tory negligence, any negligence on the part of the 
worker who had been injured, no matter how slight, was 
normally sufficient to defeat the claim. 

2. Fellow Servant Rule. The fellow servant doctrine 
simply stated that a fellow servant of the injured 
worker, whose negligence caused the accident or injury, 
was not considered to be an agent of the employer. 
Under such circumstances, i.e., where the injury was 
caused by a fellow worker, the injured worker v,as ex
pected to seek damages from that fellow worker, and 
not from the employer. 

3. The Assumption of Risk Doctrine. The fact that 
more dangerous work normally carries a higher wage 
rate was implied to be payment for the risk which the 
worker assumed in the job. Since he was paid a higher 

rate for doing hazardous work, the worker should not 
expect to turn to this employer in the event of an injury; 
he had already been paid for taking the risk. Further
more, if a worker continued his employment while 
knowing, or when he might have been expected to dis
cover that the premises, tools, or fellow employees were 
unsafe, he was deemed to have assumed the risks con
nected with the unsafe conditions. 

To establish negligence, litigation was necessary. In 
most cases the workers did not have the resources to 
bring suit. Even if the worker was successful in his suit 
for damages, a substantial portion of the judgment 
went to the attorney who had accepted the case on a 
"contingency basis". It was not unusual for the size of 
the attorney's fee to represent 50% to 75% of the 
amount of the judgment. 

WORKMEN'S COMPENSATION LAWS 
The unsatisfactory status of the worker and the social 

and economic consequences of the entire situation 
under common law finally led to the adoption of a new 
way of distributing the financial costs of industrial 
accidents, based on the notion that industrial accidents 
are an inevitable result of the industrialized society. 
Since the entire society gains as a result of the indus
trialization, the entire society should bear the burden of 
these costs. Workmen's compensation la\vs now exist . 
in all 50 states. The provisions of the laws all differ 
somewhat, but the basic intent is the same in all of 
them. The workmen's compensation laws impose abso
lute liability on the employer for injury suffered by a 
covered employee, which arises out of or in the course of 
his employment. The basic purpose of the laws is to 
avoid litigation, lessen the expense of the claimant, and 
provide for a speedy and efficient means of compen
sating injured employees. 

While the provisions of the workmen's compensation 
laws in the various states differ somewhat, there is a 
good deal of uniformity concerning the operation of 
these laws. The major differences between the laws of 
the various states involve the definition of persons 
covered under the act, the magnitude and duration of 
benefits, and the role of insurance. In general, all of the 
laws are based on the following broad general principles. 

1. Negligence is no longer a factor in determining 
liability. The workmen's compensation laws impose ab
solute liability on the employer for injury suffered by 
the employee which " arises out of and in the course of 
his employment.' ' 

2. Indemnity is Partial but Final. The worker gives 
up his right to sue the employer in return for a schedule 
of benefits set forth in the law. The size of these 
benefits is based on the severity of the injury, the wage 
of the worker, and in some states, the size of his family. 
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In many cases the total benefits payable may be less 
than the empoyee could receive if he were permitted to 
sue; but he is entitled to the benefits as a matter of 
right, without the necessity of going through the 
courts. 

3. Periodic Payments. In most cases the indemnity 
under the workmen's compensation law is payable on a 
periodic basis (weekly or monthly) rather than in a lump 
sum. 

4. The Cost of the Program is made a cost of Pro
duction. Unlike many other social insurance coverages, 
the employees cannot be required to contribute to the 
financing of the workmen's compensation program. 
The employer must pay the premium for the insurance 
coverage, or pay the benefits required by law, without 
any contribution on the part of the workers. The em
ployer can predict the cost of accidents under a work
men's compensation program and build this cost into 
the cost of his product, thereby passing the cost of 
industrial accidents on to the consumer. 

5. Insurance is required. Most of the states require 
the employer to purchase and maintain workmen's com
pensation insurance to protect against the losses that 
are covered under the law. Since most employers do not 
have sufficient resources to guarantee indemnities, in
surance provides the security which must be built into 
the program. While the workmen's compensation laws 
impose the obligation to provide the benefits payable 
under the law, he may transfer this obligation to the in
surance company. 

Insurance plays an essential part in the operation of 
the workmen's compensation laws. Under the work
men's compensation insurance policy, the insurance 
company promises to pay all sums that the insured (i.e., 
the employer) is obligated to pay under the law. In the 
event of an injury to an employee, the insurance com
pany will pay the schedule of benefits which the 
employer would otherwise have been forced to pay. 

THE IOWA WORKMEN'S COMPENSATION LAW 
One way to obtain a better understanding of the way 

in which the workmen's compensation principle 
operates is to examine one of the laws. The explanation 
of the Iowa Workmen's Compensation Law is based on 
the Iowa Code, Chapter 85, including amendments 
thereto enacted by the state legislature.3 

Like other workmen's compensation laws, the Iowa 
Workmen's Compensation Law imposes absolute lia
bility on those employers who come under the act, for 

3The student should obtain a copy of the booklet on the Iowa Work· 
men's Compensation Law for the schedule of current benefits, since 
these bneefits are subject to change. The booklet may be obtained 
from the Iowa Workmen's Comp Advisory Committee. PO Box 6068, 
East Des Moines Station, Des ~loines, Iowa 50309. at a cost of $3.00 
per book. 

mJury to employees which arises out of and in the 
course of employrnent. The law sets up a system of 
compensation under a statutory schedule which speci
fies the amount of the benefits which the employer is re
quired to pay an injured worker. 

In addition, the law specifically exempts the 
employer from tort liability, making the schedule of 
workmen's compensation benefits the exclusive remedy 
of the employee as respect the employer. The Iowa law 
makes workmen's compensation the exclusive remedy 
of the employee not only against his employer, but also 
against a co-employee for any injury which arises out of 
and in the course of employment. This means that an 
injured worker cannot sue his employer, nor can he sue 
a fellow-employee who caused the injury. An exception 
to this rules exists when the injury was caused by the 
fellow-employee's "gross negligence" (which is defined 
as "such lack of care as to amount to wanton neglect for 
the safety of another"), in which case the injured 
employee can bring an action against the negligent 
fellow employee. 

Persons Covered 
The Iowa Workmen's Compensation Act requires 

that unless specifically excluded, all persons employed 
must come under the provisions of the act. 

First and foremost, the individual must be an em
ployee; there must be an employer-employee relation
ship. Persons who are independent contractors do not 
come under the provisions of the act, since they are not 
"employees" of the person or persons for whom they are 
performing the services. An independent contractor is 
distinguished from an employee in his right to deter
mine the manner in which he will achieve the ultimate 
result of the work. The Iowa Supreme Court considered 
the primary test of an employee-employer relationship 
to be the right to control and direct the manner in which 
the person renders his services. In addition, there are 
certain other circumstances which indicate that there is 
an independent contractor relationship rather than an 
"employee" one. Among these are the existence of a 
contract for a piece of work, the right of the contractor 
to employ and supervise assistants, the requirement 
that the contractor furnish his own tools, etc. 

The Iowa law does not limit coverage to employers 
with some minimum number of employees. All 
employers of one or more employees are subject to the 
act, unless they are specifically excluded or excepted. 
At one time, all agricultural employees, domestic em
ployees, and casual employees were excluded from cov
erage. However, in 1973 the law was amended, leaving 
the following classes of employees still excluded: 

1. Persons engaged in any type of service in or about 
a private dwelling (i.e., domestic employees), who 
earn less than $200 from the employer during the 
thirteen consecutive weeks prior to an injury. The 
law specifically exempts domestic employees who 
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are members of the employer's household (such as 
a spouse or other relative) regardless of the 
amount of earnings. 

2. Persons whose employment is purely casual and 
not for the purpose of the employer's trade or 
business (i.e., casual employees), who earn less 
than $200 from the employer during the thirteen 
consecutive weeks prior to an injury. 

3. Persons employed in agriculture by an employer 
whose total cash payments to all such employees 
is less than $1,000 a year or who does not employ 
one such person regularly. 

The first two classes do not require much in the way 
of explanation. Domestic employees are covered under 
act if they earn $200 or more from a single employer 
during a thirteen consecutive week period. Likewise, 
casual employees are excluded only if they earn less 
than $200 from the employer during a thirteen consecu
tive week period. Note that in order to be classified as 
"casual", the work must be both "casual" and "not for 
the purpose of the employer's trade or business''. Thus, 
the mere fact that the employment is occasional, inci
dential, or irregular does not exclude it from coverage. 
Unless both elements are present in the employment 
(i.e., casual, meaning occasional, incidental or irregular, 
and not for the purpose of the employer's trade or 
business) the employment is not excluded, and the 
workers come under the provisions of the act regardless 
of the amount of earnings. 

With respect to agricultural employment, agricul
tural employers who make total cash payments to em
ployees of $1,000 or more in a given year are required to 
come under the act. In addition, an employer who 
employs a farm employee "regularly" is also subject to 
the provisions of the act and must provide coverage on 
all of his employees. A worker who is employed for a 
minimum of 40 hours a week for thirteen consecutive 
weeks is considered " regularly employed". 

The law makes special provision for the case of farm 
employees who are resident relatives and for " exchange 
labor'' (instances where one farmer helps a neighbor in 
return for the neighbor's help.) The law specifically ex
empts " ... the spouse of the employer, and parents, 
brothers, sisters, children and step-children of either the 
employer or the spouse ... " from the mandatory provi
sions of the law. This exemption also applies to the 
"president, vice-president, secretary, or treasurer of a 
family farm corporation and the spouses, parents, 
brothers, sisters, children, and step-children ... " of such 
persons. Finally, the law specifically exempts "any per
son engaged in agriculture as a farm operator or spouse 
of such farm operator or parents, brothers, sisters, 
children or step-children ... " while exchanging labor 
with another farm operator. 

Coverage may be provided on a voluntary basis to all 
persons exempted from the mandatory provisions of 

the law. There are some farmers who want to provide 
workers compensation coverage to certain persons, in
cluding members of their own families, even though 
such coverage is not required by law. The purchase of 
workers compensation insurance with such workers 
specifically designated as covered brings such persons 
under the provisions of the law. 

Officers and Directors 
The status of officers and directors has been a source 

of considerable vacillation by the legislature. At the 
present time, executive corporate officers are included 
within the definition of employee, but partners or direc
tors who are not employees are excluded. Directors, 
trustees, officers, and other managing officials of non
profit organizations are excluded if they are not full 
time employees. 

Iowa Law Compulsory 
At one time, the Iowa Workmen's Compensation Act 

was "elective" in that either the employer or the 
employee could choose not to come under the provisions 
of the law. Even though the provisions of the law made 
it disadvantageous for either party to elect out, the op
tion nevertheless existed. The Sixty-Third General 
Assembly removed the elective provisions of the act in 
1970, thereby making it mandatory for all employers 
except those specifically exempted (as described above). 

In making the law compulsory for all employers ex
cept those which are specifically exempted, the legis
lature also provided for the imposition of a rather severe · 
penalty on an employer who fails to insure his work
men's compensation exposure (unless he is qualified as 
a self-insurer under the provisions of the act). If the 
employer fails to purchase workmen's compensation in
surance as required by the law, he is nevertheless liable 
to the employee for any injuries arising out of and in the 
course of employment, and the employee may enforce 
his claim against the employer by electing to take the 
benefits prescribed under the law or he may bring suit 
for damages. If the employee elects to bring suit, it is 
presumed that the injury to the employee was the direct 
result of the negligence of the employer, and the 
employer has the burden of proving that he was not 
negligent. Furthermore, in attempting to prove that he 
was free from negligence, the employer is not permitted 
to interpose the common law defenses of contributory 
negligence, assumption of risk, or the fellow servant 
doctrine. 

Injuries Covered 
The workmen's compensation law provides that em

ployee injuries are compensable only when connected 
with the employment, requiring that the injury arise 
" out of and in the course of employment." In the vast 
majority of cases there is little problem in determining 
whether or not the injury is compensable, but problems 
do arise. The question may arise first as to whether the 
injured employee was "in the course of employment" at 
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the time of the injury in instances in which the injury 
was sustained while coming to or going home from 
work or while engaged in social events connected with 
the employment. On the other hand, it may be clear 
that the injury was sustained "in the course of employ
ment,·· but there may be a question as to whether it oc
curred "out of the employment." In many cases, the 
only way in which these questions can be settled is 
through litigation, and such litigation has been almost 
endless. In general, the courts have taken a liberal atti
tude and have done their best to compensate the injured 
worker or his dependents. 

In addition to the traumatic type of injury, all laws 
also provide coverage for occupational disease. 

Occupational Disease 
Most state workmen· s compensation laws provide oc

cupational disease coverage for employees. In Iowa, 
there is a separate law, called the "Iowa Occupational 
Disease Law," which covers occupational diseases. In 
many states, only those diseases which are specifically 
listed are covered. and at one time this was the practice 
in Iowa. However, the 1973 Iowa Legislature amended 
the occupational disease law to provide full coverage for 
work related diseases. The statute defines an "occupa
tional disease" as one which arises out of and in the 
course of the employee's employment, and which has a 
direct causal connection with the employment. A dis
ease to which the employee is equally exposed outside 
of his occupation is not compensable as an occupational 
disease. 

As in the case of the Workmen's Compensation Law, 
coverage is compulsory for all employments except 
those specifically excluded. The benefits payable for 
disability or death resulting from occupational disease 
are the same as those for any other injury or death 
under the Workmen's Compensation law. 

Benefits 
There are several categories of benefits payable to an 

injured worker or his dependents under the Iowa Work
men's Compensation Law. The specific categories of 
benefits with which you should be familiar are: 

1. The Medical Expense Benefit 
2. Temporary Total Disability Benefit 
3. Temporary Partial Disability Benefit 
4. Permanent Total Disability Benefit 
5. Permanent Partial Disability Benefit 
6. The Healing Period Benefit 
7. The Death Benefit and Funeral Expense Benefit 
8. Rehabilitation Benefits 

Medical and Hospital Benefits 
Under the Iowa law, the employer is required to fur

nish all reasonable surgical, medical, osteopathic, chiro
practic, podiatrial, nursing, ambulance, hospital, and 
physical rehabilitation expenses sustained by a worker 

who is injured in an industrial accident. The amount 
payable for c.hese expenses is unlimited. 

Total Temporary Disability 
There are several classes of disability benefits under 

the Iowa law. The most frequent type of disability is 
Total Temporary Disability, which exists when a 
worker is unable to work because of an occupational in
jury, but it is evident that he will eventually recover 
and will return to work. 

The compensation benefit for Total Temporary Dis
ability is a weekly benefit equal to the employee's aver
age weekly spendable earnings, (that is, earnings after 
payroll tax deductions) subject to a statutory max
imum and minimum. The maximum benefit is an 
amount rounded to the nearest dollar, equal to 100 per 
cent of the state average weekly wage as computed by 
the Iowa Employment Security Commission.4 The 
minimum benefit is $36.00 unless the actual earnings of 
the injured worker were less than $36.00, in which case 
the actual earnings are payable. The benefit is payable 
for as long as the injured worker is disabled. 

In order to reduce administrative costs and eliminate 
short periods of disability, the Iowa law provides that 
no compensation is payable for the first three days of 
disability unless the disability lasts for more than four
teen days. If the disability lasts for more than fourteen 
days, the compensation during the third week is in
creased by an amount equal to three days of compensa
tion. 

Temporary Partial Disability 
Many of the state workmen's compensation laws in

clude a specific provision for temporary partial dis
ability, providing for payment of the difference between 
the wages received at the time of an injury and the earn
ing power of the worker after the injury. The Iowa 
statute does not contain a provision relating to Tem
porary Partial Disability, but the absence of this pro
vision does not mean that temporary partial disability 
is disregarded. In the past the Iowa court has provided 
for a partial reduction in the amount of the weekly tem
porary total disability benefits when the temporary 
disability is only partial. 

Permanent Total Disability 
A worker is defined as totally and permanently dis

abled when he is unable to obtain any gainful employ-

1 At one time, a fixed dollar maximum was prescribed. This was 
changed in 1970, making the dollar maximum variable on an annual 
basis, and equal to 46 per cent of the "state average weekly wage" 
paid to employees in the state as determined by the Iowa Employ· 
ment Security Commission. Determination of the "state average 
weekly wage" is made annually on July 1, based on wages paid during 
the previous calendar year. The maximum was changed to 66 and 2 

:i 

per cent of the state average weekly wage in 1973, and to 100 per cent 
of the state average weekly wage on January 1, 1975. Increases to 
133 and 1 J per cent, 166 and 2 -' per cent, and 200 per cent of the state 
average week!) wage are scheduled for July 1, 1977, 1979, and 1981 
respectively. 
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ment as a result of an industrial accident. The empha
sis is on industrial incapacitation. 

Benefits payable to a totally and permanently dis
abled worker, like those payable to a temporally dis
abled worker, are based on the worker's earnings at the 
time of the injury. The total permanent disability ben
efit is equal to 80 percent of the worker's average week
ly spendable earnings, subject to the same statutory 
maximum and minimum as Temporary Total Disabili
ty. The benefit is payable for the entire period of dis
ability. 

Permanent Partial Disability 
Permanent Partial Disability exists when a worker is 

permanently disabled in an industrial accident, but the 
disability does not prevent him from gainful employ
ment. An injury resulting from an industrial accident 
may be deemed a partial permanent disability on one of 
two bases. In one instance, the loss of a member such 
as an arm or leg is considered to constitute partial dis
ability. In addition, the disability may consist of dis
ability of the body in general without the loss of a 
member, such as in the case of an injured spine. 

The compensation for the loss of a member, such as 
an arm or leg, is based on the worker's average weekly 
spendable earnings, and is payable for a varying length 
of time, depending on the member lost. The amount of 
the weekly benefit is 80 per cent of the employee's week
ly spendable earnings, subject to a statutory maximum 
and minimum. The statutory maximum is 92 per cent 
of the state average weekly wage as determined by the 
Iowa Employment Security Commission.5 The mini
mum benefit is $18.00, unless the employee's actual ear
nings are payable. The length of time for which the 
benefits are payable, as noted above, varies with the 
member: 

Loss of thumb 
Loss of first finger 
Loss of second finger 
Loss of third finger 
Loss of fourth finger 
Loss of hand 
Loss of arm 
Loss of great toe 
Loss of any other toe 
Loss of foot 
Loss of leg 
Loss of eye 
Loss of hearing (1 ear) 
Loss of hearing (both ears) 
Loss of both arms, hands, feet, legs, 

eyes, or any two thereof 

60 weeks 
33 weeks 
30 weeks 
25 weeks 
20 weeks 

175 weeks 
230 weeks 

40 weeks 
15 weeks 

150 weeks 
200 weeks 
125 weeks 
50 weeks 

175 weeks 

500 weeks 

5
This maximum is scheduled to increase to 122 and 2 J per cent of 

the state average weekly wage on July 1, 1977, to 153 and 1/1 per cent 
on July 1, 1979, and to 184 per cent on July 1, 1981. 

Note that the loss of two arms, legs, hands, feet, or eyes, 
or any combination of two thereof is compensated at the 
rate of 500 weeks. In addition, if the worker is per
manently and totally disabled as a result of the loss of 
any two extremities or eyes, he may also be entitled to 
compensation for total permanent disability. 

In the event of permanent partial disability of the en
tire body (as distinguished from permanent partial 
disability involving the loss of a member) the law pro
vides for payment of the benefit for a period of time 
determined on the basis of the extent of the disability. 
The period of time for which the benefit is payable is 
determined by applying the percentage of disability 
times 500 weeks. For example, if the worker is deter
mined to be 50 per cent disabled, the Permanent Partial 
Disability benefit would be payable for 250 weeks; if 25 
per cent disabled, the benefit would be payable for 125 
weeks. 

The Healing Period 
At one time it was held that benefits paid for per

manent partial disabilities (such as the loss of a hand, 
leg, etc.) were intended to exclude all other weekly com
pensations. Thus, a worker who lost a leg through an 
industrial accident and received benefits for 200 weeks 
was not entitled to any additional benefits for the period 
of time that he was disabled. In 1949 the state legis
lature enacted a change that provided for what is 
known as the '' healing period benefit.'' Under the pro
visions of the laws as amended in those cases in which 
the employee sustains a permanent partial disability, 
the employer is required to pay a weekly indemnity 
computed on the same basis as the total temporary dis
ability benefit for the period of time that the worker is 
incapacitated, in addition to the payment for the loss of 
the member. There is no waiting period under the heal
ing period benefit as there is under the temporary dis
ability benefit. The benefit is computed in the same 
manner as is the Total Temporary Disability benefit, 
and is payable for the period of time that the worker is 
incapacitated. 

Death Benefit 
In the event that the worker is killed in an industrial 

accident, the law provides for payment of burial ex
penses, subject to a maximum of $1,000. In addition, 
the Iowa law provides for payment of compensation to 
the widow or other persons who were wholly dependent 
on the worker at the time of his death. The amount of 
the weekly benefit payable to the dependents of the de
ceased worker is an amount equal to 80 per cent of the 
deceased worker's average weekly spendable earnings, 
subject to the statutory maximum and minimum. The 
maximum benefit is an amount, rounded to the nearest 
dollar, equal to 66 and 2/ 3 per cent of the average weekly 
wage in the state, as determined by the Iowa State Em
ployment Security Commission. The minimum weekly 
benefit is $18.00, unless the actual earnings of the de
ceased worker were less than $18.00, in which case the 
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amount of the weekly earnings actually earned is pay
able. 

A dependent may be a spouse, a child of the deceased 
worker, or a dependent parent. Under the provisions of 
the law, a child is defined as one under the age of 18, or 
over 18 if physically or mentally incapacitated, or under 
age 25 if attending an accredited educational institu
tion. The child may be a natural born child, an adopted 
child of the deceased worker who was receiving support 
from the worker, or an unborn child if conceived at the 
time of the worker· s injury. 

The compensation is payable to a widow or widower 
for life or until remarriage. Children are entitled to the 
compensation benefit until they reach age 18 (or age 25 
if attending an accredited educational institution) or, in 
the case of incapacitated children, for the period of their 
disability. If the widow or widower remarries while the 
children are still entitled to compensation benefits, pay
ments continue to a compensation trustee for the 
benefit of the children. If there are no dependent 
children entitled to benefits at the time that the widow 
or widower remarries, two years· benefits are payable to 
the widow or widower in a lump sum. 

Rehabilitation Benefits 
The mutual interest of the disabled employee and the 

employer favor rehabilitation of the disabled worker. 
Although rehabilitation is an integral part of complete 
medical treatment, it may extend beyond medical treat
ment, particularly when it includes vocational training. 
In addition to providing compensation to injured 
workers for the loss of income and for the disabilities 
which they may incur in the course of their employ
ment, the Iowa workmen's compensation law also pro
vides additional payment during the period of time that 
a worker is undergoing rehabilitation. An injured 
worker who has suffered an injury resulting in either 
partial or total permanent disability for which compen
sation benefits are payable, and who cannot return to 
his employment because of the injury, is entitled to a 
weekly benefit specified by the law for each week in 
which he is participating in a vocational rehabilitation 
program. The vocational rehabilitation program must 
be one recognized by the state board of vocational 
rehabilitation. This benefit is payable for 13 weeks and 
may be extended to 26 weeks by the industrial comrnis-. 
s1oner. 

Second Injury Funds 
Under most state workmen's compensation laws the 

loss of both arms, feet, legs, or eyes, or any two thereof, 
is defined as total and permanent disability. As a 
result, situations may arise in which an injury which is 
partial in nature leaves a worker totally disabled. For 
example, a worker who has lost an arm or a leg as a 
result of an industrial accident and who has returned to 
work would be considered totally disabled if he should 
lose another arm or leg. Injuries to workers with pre-

existing disabilities pose something of a dilemma in the 
application cf the compensation principle. Obviously, it 
would be unfair to hold the new employer responsible 
for the earlier injury; yet if the worker is compensated 
for only partial disability when he loses a second limb, 
the indemnity is tragically inadequate. 

Second Injury Funds have been established to meet 
the problem of injury to workers with pre-existing dis
abilities. The second injury provision of the Iowa 
Workmen's Compensation Law states that the 
employer '' shall be liable only for the degree of disabili
ty which would have resulted from the latter injury if 
there had been no pre-existing disability." The injured 
worker is paid the difference between what the 
employer must pay for the second injury and the total 
disability benefit out of the second injury fund. The ex
istence of the second injury funds helps to overcome 
any reluctance an employer may have in hiring the 
physically handicapped because of the possibility of 
paying such increased compensation. 

The support for the second injury funds comes from 
assessments against insurance companies and self in
surers. The insurance carrier or the self insurer is re
quired to pay a specified amount to the second injury 
fund when a worker is killed and there are no depend
ents to whom the death benefits are payable. 

WORKMEN 'S COMPENSATION INSURANCE 
The role of insurance in the operation of the work

men's compensation principle has been noted previous
ly. Under the provisions of most workmen's compensa
tion laws, the employer is required to insure his liability 
under the law. Under the provisions of the workmen's 
compensation policy, the insurance company assumes 
the liability which the law imposes on the employer. If 
a covered worker is injured, the insurance company will 
pay all sums which the employer would otherwise have 
been required to pay. 

The workmen's compensation policy also includes a 
special type of liability insurance, "Employer's Liabili
ty Coverage' ·. Under some circumstances, the 
employer might be sued by an injured employee. Such 
occasions would be rare; but if such a suit were brought, 
the policy would pay the costs of defense and also pay 
any judgment against the employer which resulted. 

The workmen's compensation and employer's liabili
ty insurance policy is a relatively simple contract. There 
are two tasic insuring agreements: 

Coverage A: 
Workmen's Compensation. Under this insuring 
agreement the insurance company agrees to 
assume any liability imposed on the insured by a 
workmen's compensation law. The name of the 
state (or states) law which is applicable is entered 
in Lhe declarations portion of the policy. The in
suring agreement simply states that the company 
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will "pay promptly when due all compensation 
and other benefits required of the insured by the 
Workmen's Compensation Law". 

Coverage B: 
Employer's Liability. Under this insuring agree
ment the company promises to pay damages 
which the insured becomes legally obligated to 
pay because of bodily 1nj ury by accident or disease 
... by any en1ployee of the insured arising out of 
and in the course of his employment. 

It is important to realize that the Workmen's Com
pensation and the Employer's Liability coverages are 
entirely distinct. The workmen's compensation cover
age will not apply unless the indemnity is payable under 
the workmen's compensation law. The Employer's 
Liability section applies only to those suits which are 
brought against the employer by an employee injured 
out of and in the course of his employment, distinct 
from any workmen's compensation benefits. It should 
be fairly obvious that the employer really needs both 
coverages to be completely covered. Coverage A is re
quired by law. Even if the employer does not employ 
workers who are excluded from workmen· s compensa
tion, he may face a suit from a worker who has elected 
not to come under the½ orkmen's Compensation law 
Although the worker's chance of collecting under such a 
suit is greatly diminished by the ability of the employer 
to use the common law defenses, there is still the prob
lem of defending such suits. In addition, there is the 
possibility that someone other than the injured worker 
might sue the employer on account of the injury to the 
worker. For example, the wife of an injured worker 
nught bring suit against the employer. Regardless of 
whether or not such a suit could be sustained, the cost 
of defense would have to be borne by the employer in 
the absence of the Employer's Liability coverage. 
Under the provisions of the Employer's Liability 
coverage, as contained in the Workmen's Compensation 
policy, the company promises to pay the cost of defend
ing the insured in the event that such a suit is brought 
against him. 

The standard limit of liability under Coverage B is 
Sl00,000 for each accident, regardless of the number of 
employees involved. This limit may be mcreased to 
$500,000 or Sl,000,000 for an additional premium 

One of the most important points for the agent to 
understand in connection with v\ orkmen's Compensa
tion policy is that Coverage A. the \r\'orkmen's Compen
sation coverage, applies only to those obligations im
posed on the insured by the law of the state or states 
\\ hich are listed 1n the contract. A worker who is em
plo)- ed by an Io\va employer, but who is 1nJured outside 
of the tate of lov. a. ma) still bring action for \\'Ork
n1en s compensation benefits under the Iov. a la\-.·. HO\\'· 

e\'er. such a\\ orker rrught bring action for benefit under 
the la\\' of the state in \,·luch he "'--as injured, if the 

benefits under that law were higher than those of his 
home state. In tlus instance, the loss would not be 
covered under the ½'orkmen's Compensation policy, 
unless that state were listed in the policy. This means 
that unless the other state is listed in the policy, and the 
employee elects to make claim for benefits under the 
law of the other state, no coverage would exist. For this 
reason it is crucial that the agent determine which 
states the insured is likely to have operations in, so that 
these states may be listed in the declarations. 

A special endorsement. the Broad Form All States 
Endorsement is used to protect the exposure to liability 
under the workmen's compensation laws of states in 
which the insured does not expect to have employees. 
This endorsement provides automatic coverage against 
liability under the Workmen's Compensation laws of 
states not listed in the declarations. This endorsement 
is not intended for use when it is known that the insured 
will operate in other states; when this is known, the 
states in which operations will be conducted should be 
listed. 

Exclusions 
There are six exclusions in the Workmen's Compen

sation Policy: two which apply to the Workmen's Com
pensation coverage and four which apply to the Em
ployer's Liability Coverage. 

With respect to Workmen's Compensation, the policy 
excludes any operations conducted at or from any loca
tion not described in the policy, if the insured has othe.r 
½'orkmen's Compensation insurance on those opera
tions or if he has qualified as a self insurer with respect 
to those operations. In addition, the policy excludes 
benefits to domestic employees or farm or agricultural 
employees, unless required by law or described in the 
declarations. Since the Iowa law excludes agricultural 
and domestic employees, this means that benefits are 
payable to these workers only if the insured has elected 
to voluntarily bring the employees under the law. 

½'1th respect to Coverage B. the policy contains the 
following exclusions: 

1. Liability assumed under the contract is excluded. 
2. Punitive or exemplary damages, or other liability 

in connection with employees employed in viola
tion of the law is excluded. if the violation was 
with the knowledge of the insured or any execu
tive officer. 

3. Liability arising out of disease is excluded unless 
claim is made or suit is brought witlun 36 months 
of the expiration of the policy. 

4. I .. iability arising out of the workmen ·s compensa
tion la¼, disability benefits law. unemployment 
compensation law, occupational disease la\\', or 
any similar law 1s excluded. Thi~ makes it clear 
that the Employer's Liability coverage and the 
v\'orkmen's Compensation coverages are separate 
and distinct. 
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Possible Gaps in Coverage 
Situations may arise in which an employer is held 

liable under a workers' compensation law and the 
workers compensation policy will not respond. The 
workers compensation insuring agreement provides for 
payment of benefits required under the workers com
pensation law of a state listed in the declarations, and if 
the employer becomes liable under the law of a state 
that is not listed, the policy will not respond. 

Most workers compensation laws are "extraterri
torial," which means that the provisions of the law app
ly to injuries to employees while in the state and also 
while traveling outside its boundaries. In addition, 
some laws have further extraterritorial effect in that 
they impose liability on an employer who is located in 
another state if an employee is injured in a state where 
he or she is working. For example, the employee of an 
Iowa firm who is injured while working in Nebraska 
may still bring action for workers' compensation bene
fits under the Iowa law. In addition, however, the in
jured worker may decide to bring action under the law 
of the state where he or she was injured, particularly if 
the benefits of that state are higher. The worker in our 
example may elect benefits under the Iowa law or the 
Nebraska law, and the employer is obligated to make 
payment in either case. However, if Iowa is the only 
state listed in the declarations, the policy will not pay 
the employer's obligation under the Nebraska law. 

Initially, the employer should list all states in which 
the firm has employees. The Broad Form All States 

Endorsement may be used to broaden the policy fur
ther. This endorsement extends the policy to cover the 
liability of the employer under the law of any state that 
is not listed in the declarations, where such coverage 
may be provided. The endorsement specifically ex
cludes the states that operate monopolistic workers' 
compensation funds (Nevada, North Dakota, Ohio, 
Washington, West Virginia, and Wyoming). Em
ployers who are exposed under these laws must pur
chase their compensation coverage from the state fund. 

In addition to the Broad Form All States Endorse
ment, the policy may be extended to cover liability 
under the Federal Longshoremen and Harbor Workers 
Act {a federal statute which applies to injuries on navi
gable waterways of the U.S. and certain other classes of 
employment), through the use of a standard endorse
ment. 

Premiums and Rates 
The Workmen's Compensation Policy is written on a 

payroll basis and is subject to annual audit. Domestic 
servants are rated on a per-capita basis. Deposit 
premiums are charged at the inception of the policy, 
based on the estimated total payroll for the coming 
year. At the end of the year the final premium deter
mination is made, based on the actual payroll of the in
sured for the year. A complete discussion of all the 
variations of premium determination is beyond the 
scope of this study guide. The student should refer to 
his Workmen's Compensation Manual for a discussion 
of this topic. 
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COMMERCIAL PACKAGE POLICIES 

Although the package policy concept began with the 
Homeowners contract, the idea was soon applied to the 
field of commercial insurance. There are currently two 
standard bureau package programs designed for bus
inesses and institutions: The Special Multiperil Pr~ 
gram and the Businessowners Policy. In addition to 
these two programs, many insurers have developed 
their own commercial packages. In general, the inde
pendently filed commercial packages parallel the 
bureau forms discussed below. 

THE SPECIAL MUL Tl-PERIL PROGRAM 
The introduction of the Special Multi-Peril Program 

was one of the most significant developments in the 
multiple line trend. The SMP, as the program is called, 
is a package policy approach to insurance for commer
cial and institutional risks, which is similar in many 
respects to the Homeowners program for residential 
risks. Like the Homeowners program, th,a SMP per
mits the insured to purchase one policy vrith several in
suring agreements, combining the coverage of indi
vidual policies into a single contract. The coverage can 
be tailored to meet the needs of eligible risks, covering 
most of the exposures which the businesses previously 
insured under separate contracts. The only major 
coverages that cannot be included in the SMP package 
are workers compensation, automobile coverages, um
brella liability, and surety bonds. 

As a result of the packaging, there are fewer gaps in 
coverage, less overlapping, and premium savings for 
the insured. The aspect of the SMP program that has 
received by far the greatest attention from consumers is 
the package discount that the program entails. De
pending on the type of business, discounts ranging from 
5% to 20% of the cost of individual coverages can be 
re.a)ized. 

Eligibility 
The program has been in exercise since late in 1960, 

when it was originally developed for service type indus
tries. When the SMP Program was first introduced in 
1960, it included forms and rates for only one class of 
business: motels. Since that time, it has been extended 
to include hotels, apartment houses, offices, mercantile 
firms, processing firms, industrial and manufacturing 
firms, and most recently, contractors. The most recent 
revision of the program, in 1977, expanded eligibility 
under the program to virtually all commercial and insti
tutional organizations, with only a limited number of 
businesses ineligible. The 1977 revision expanded eligi
bility to contractors and restaurants, which had pre
viously been ineligible. The only classes that are not 
eligible for coverage under the program at the present 
time are: 

Boarding and rooming houses, and residences 
with less than 3 units 

Farms and farming operations 
Automotive risks, such as service stations and 
automobile dealers 
Grain elevators, grain tanks, and grain ware
houses 
Property rated under special rating plans for 
Highly Protected risks and under schedules for 
petroleum and properties, petrochemical plants, 
electric generating stations, and natural gas. 

Those risks that are eligible are classified into eight 
categories: 

Motel-hotel 
Apartment houses 
Offices 
Mercantile firms 
I nsti tu tional 
Service 
Industrial and processing 
Contracting firms 

These eight risk categories determine the proper 
package premium modification (package discount) 
which varies by the type of business. Underwriting 
criteria and rules are not prescribed by the Insurance 
Services Office, but are left to the discretion of the u1- · 
dividual companies. 

The SMP Policy 
It would have been needlessly expensive and com

plicated to provide a separate multiple contract for each 
of the specific groups within the overall commercial 
class. Instead of separate package policies for each of 
the various classes of business, the SMP program 
utilizes a single policy, which can provide coverage for 
each of the eight eligible classes. 

The policy itself consists of a jacket and declarations 
page, and a "booklet form" Special Multi-Peril General 
Conditions and Definitions Form (MP-4). This booklet 
for General Conditions and Definitions, which is the 
foundation of the policy, includes three sections: 

General conditions 
Conditions applicable to Section I 
Conditions applicable to Section II 

Provisions applicable to all SMP policies are included in 
MP-4 These include many of the provisions that ap
pear in the Standard Fire Policy (the 165 lines of the 
Standard Fire Policy are not reproduced in the form), 
and the standard provisions of the separate monoline 
general liability contracts. 
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Coverage under the SMP Policy is divided into four 
sections: 

Section I 
Section II 
Section III 
Section IV 

Property Coverage 
Liability Coverage 
Crime Coverage 
Boiler and Machinery Coverage 

Section I and Section II are mandatory. The mini
mum coverages required are fire and extended coverage 
on the insured's buildings and contents (if they are 
under common ownership), with premises and opera
tions liability coverage. Business firms that do not own 
buildings must purchase fire and extended coverage on 
their personal property, along with the minimum re
quired liability coverage. 

With this coverage as a minimum, there is a wide 
range of optional coverages that may be added, includ
ing all risk coverage on both buildings and contents, 
earthquake coverage, replacement cost coverage, conse
quential loss coverages, employee and nonemployee 
crime coverages, comprehensive general liability cover
age, personal injury liability, and a vast array of others. 

The forms designed for use with the SMP program 
are lettered "MP" and are numbered to relate to the 
section of the policy to which they are effective. Thus, 
all property coverage forms and endorsements are num
bered in the 100 series, liability coverage endorsements 
are in the 200 series, the crime endorsements are in the 
300 series, and the boiler and machinery coverages are 
numbered in the 400 series. Although a detailed 
analysis of all of the forms designed for use with the 
SMP is beyond the scope of this manual, a brief discus
sion of a few of the more important ones should serve to 
indicate the range and scope of these forms. 

Section I Forms 
There are four basic forms that are used to provide 

coverage under Section I of the policy; a named peril 
and an all risk form for buidings, and a named peril and 
an an all risk form for personal property. These forms 
may be used in any combination. The four basic Sec
tion I forms are: 

Form MPl00 General Building Form 
Form MPl00A General Personal Property Form 
Form MPl0l Special Building Form 
Form MP101A Special Personal Property Form 

Forms 100 and 100/1. are, respectively, the named perils 
building form and the named perils personal property 
form. Both provide protection against the perils of fire, 
extended coverage, and vandalism and malicious mis
chief. The vandalism and malicious mischief coverage 
is not mandatory and may be removed by endorsement 
if it is not desired by the insured (or if the insurer 
desires to exclude it for underwriting reasons). Forms 
101 and 101A are the all risk building form and the all 
risk personal property form. 

General Building Form MP100 
The General BuHding Form MP l00, as noted above, 

provides Section I coverage on buildings only, against 
loss by the perils of fire, extended coverage, and vandal
ism and malicious mischief. The vandalism and mali
cious mischief coverage may be deleted by endorse
ment. The definition of building under this form 
generally follows that of the monoline General Property 
Form (FGP-1), and many of the standard provisions of 
that form are included in Form MPl00. 

Extensions of Coverage. Like the monoline fire 
General Property Form, the SMP General Building 
form includes certain extensions of coverage. However, 
since this form covers only the building, these exten
sions are confined to building items. 

1. Automatic coverage on newly acquired property. 
The form provides automatic coverage for up to 30 
days on newly acquired buildings, either at or 
away from the described premises. Coverage is 
limited to 10% of the amount of coverage on exist
ing buildings, with a maximum of $25,000. 

2. Off Premises Coverage. The insured may apply 
up to 2% of the amount of coverage on buildings 
(subject to a $5,000 maximum) to cover loss to 
building property by an insured peril while such 
property is removed from the premises for the pur
pose of cleaning, repairing, reconstruction, or reno
vation. However, the extension does not apply to 
property while in transit. 

3. Trees, Shrubs, and Plants. Trees, shrubs, and 
plants are covered by extension against loss by 
fire, lightning, explosion, riot, civil commotion, or 
aircraft. The aggregate limit under this extension 
is $1,000, with a limit of $250 on any one tree, 
shrub, or plant. 

4. Replacement Cost Extension. The SMP build
ing forms include a somewhat unusual replace
ment cost extension. The SMP Program requires 
80% coinsurance, based on the actual cash value 
of the property. The form provides for payment of 
losses to the building of less than $1,000 on a 
replacement cost basis, provided the insured has 
complied with the 80% coinsurance requirement 
(based on the actual cash value of the property). If 
the insured has selected a higher coinsurance 
amount, then the loss will be paid only if he has 
complied with the coinsurance requirement select
ed. Note that the requirement is not 80% of re
placement cost; merely 80% of the actual cash 
value, and that the provision applies only to losses 
under $1,000. If the insured desires full replace
ment cost coverage, it must be added through the 
use of endorsement MP-126. 

General Personal Property Form MP100A 
Named peril coverage on personal property, 

similar to that provided on buildings under 
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MPl00, may be provided under the General Per
sonal Property From MPl00A. Coverage may be 
written to cover personal property of the insured 
alone, or it may be written to include coverage on 
personal property of others in the care, custody, 
and control of the insured. The definition of per
sonal property automatically includes tenants im
provements and betterments; this coverage may 
be excluded if the insured does not desire the 
coverage. Like the provisions of MPl00, the pro
visions of MPl00A generally parallel those of the 
monoline fire General Property Form FG P-1. 

Extensions of Coverage. The General Personal 
Property Form includes seven extensions of coverage: 

1. Property at newly acquired locations. Property 
at newly acquired locations is covered auto
matically for up to 30 days. Coverage is limited to 
10% of the coverage on personal property, with a 
maximum of $10,000. Note, however, that addi
tional property at the insured location is not in
cluded within this extension; the additional prop
erty must be at a newly acquired location. 

2. Off Premises coverage. As in the case of the 
building form, the insured may apply up to 2% of 
the coverage on personal property, with a $5,000 
maximum, to cover property while away from the 
premises for cleaning, repairing, restoration, or 
renovation. The extension does not apply to mer
chandise, nor does it apply to property while in 
transit. 

3. Personal effects coverage. This extension 
covers the personal effects of the insured, officers, 
partners, or employees, which is damaged by an 
insured peril on the premises. There is a $100 
maximum per person, with a $500 aggregate. The 
extension of coverage does not apply if the loss is 
covered by other insurance. 

4. Valuable Papers and Records. This extension 
covers the cost of research and other expenses in
curred to reproduce valuable papers and records 
damaged or destroyed by an insured peril. The 
limit under this extension is $500. 

5. Trees, shrubs, and plants. This extension is iden
tical with the trees, shrubs, and plants extension 
of the General Building form, limiting coverage to 
specified perils, with a maximum of $250 per tree, 
shrub, or plant, with a $1,000 aggregate. When 
both MPl00 and MPl00A are included in the 
same policy, the limit under the extensions are not 
cumulative, so the maximum payable is the 
amount provided under the extension of one form. 

6. Extra Expense. The insured may apply up to 
$1,000 to cover the necessary expenses incurred to 
continue as nearly as practicable the normal 
operations of the business following damage to 
buildings or personal property by an insured peril. 

If the insured desires more than this $1,000 in 
coverage, it may be provided for an additional 
premium through the use of endorsement MP-144. 

7. Nonowned Property Coverage. The insured may 
apply up to 2% of the amount of coverage on per
sonal property, with a maximum of $2,000, to 
cover property of others in the care, custody, and 
control of the insured. If higher limits of coverage 
on the property of others is needed, any amount 
desired may be scheduled in the declarations. 

Special Building From MP101 
Special Building From MP101 may be used to pro

vide all risk coverage on building items. This form in
cludes all of the basic provisions of the General Building 
Form MPl00, and may therefore be used without the 
general form. It includes the same extensions of 
coverage as the General form, but substitutes an "all
risk" insuring agreement (subject to the normal all-risk 
exclusions) for the named perils coverage of the general 
form. 

Special Personal Property Form MP101A 
The Special Personal Property Form MP101A pro

vides all risk coverage on personal property. The cover
age under this form is extremely broad, including losses 
from any cause except those specifically excluded. It 
includes, for example, losses caused by burglary, rob
bery, and even theft, eliminating the need for specific 
coverage against loss by these perils. 

Exclusions. Because the coverage of the Special Per- · 
sonal Property Form is determined by the exclusions of 
that form, it may be worthwhile •to list them in our dis
cussion. Although a detailed analysis of these exclu
sions requires examination of the form itself, the follow
ing should indicate the general nature of these exclu
sions. The policy specifically excludes losses arising out 
of: 

1. earthquake and flood 

2. enforcement of ordinances regulating construc
tion or repair 

3. unexplained shortages or mysterious disappear
ance 

4. work on, installation, or testing of insured prop-
erty 

5. damage by artificially generated electricity 
6. leakage of pipes caused by freezing 
7. delay, loss of markets, interruption of business 
8. wear and tear, deterioration, inherent vice 
9. steam boiler explosion 

10. voluntary parting with property through trick or 
scheme 

11. dishonesty of the insured, officers, partners or 
employees 

12. seepage or leakage of water over an extended 
time 
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13. rain, snow, or sleet to property in the open 

Most of these exclusions have been encountered in 
other forms studied in this manual. 

Extensions Under the Special Personal Property 
Form. For the most part, the extensions under the 
Special Personal Property Form are identical with those 
of the named peril General Personal Property Form. 
However, there are two exceptions. The Special form 
does not include the Trees, Shrubs and Plants exten
sion, nor does it include the standard Off-Premises ex
tension of the other forms. Instead, it substitutes the 
following extensions. 

1. Transportation coverage. This extension provides 
up to $1,000 on personal property (except in the custody 
of salesmen) while being transported by any motor vehi
cle owned, leased or operated by the insured. However, 
unlike the on premises coverage, this transit coverage is 
named peril protection, and is limited to the perils of 
fire, lightning, windstorm and hail, explosion, smoke, 
riot, vandalism and malicious mischief, collision, upset 
or overturn of the vehicle, and theft of an entire shop
ping package from a locked vehicle with evidence of 
forcible entry. 

2. Theft, burglary, or robbery damage to the build
ing. If the insured is the owner of the building, or is 
liable for damage, the policy is extended to cover 
damage to the building or building service equipment 
caused by theft, burglary, or robbery. (Coverage 
against such losses is also provided by the all-risk 
building form, so this extension is meaningful only 
when the insured purchases named peril coverage on 
the building and all risk coverage on the contents, or 
when the insured is a tenant and is liable for the 
damage.) 

Deductible Provisions 
The standard Section I deductible under the SMP 

policy is a flat $100 deductible, subject to a $1,000 ag
gregate in any one occurrence. The deductible applies 
to all losses under Section I of the policy. It applies (1) 
separately to each building, including its contents, (2) 
separately to contents in each building if there is no 
coverage on the building, and (3) separately to personal 
property in the open. Higher optional deductibles are 
also available, for which additional premium reductions 
are granted. 

Section II Forms 
One of the major innovations of the 1977 revision of 

the SMP program was the replacement of many of the 
former Section II liability forms with standard mono
line coverage parts. The General Conditions and Defini
tions of the basic policy are designed to permit the use 
of standard general liability coverage parts, and include 
all of the required provisions of the general liability 
policy jacket. Any of the standard liability coverages 
that may be written under a separate general liability 

contract may be included in the SMP policy, provided 
the company is willing to provide the coverage. 

There are only three remaining liability forms with 
the "MP" designation designed for use with the SMP: 

MP 200 Multi-Peril Policy Liability Form 
MP 201 Amendment of Limits of Liability Form 
MP 222 Employers Nonownership Automobile 

Liability Endorsement 

Multi-Peril Policy Liability Form MP 200. The Multi
Peril Liability Form MP 200 is the basic liability form 
designed for use with the SMP policy. It may be used 
to insure premises and operations, products and com
pleted operations and medical payments without altera
tion. However, only premises and operations coverage 
is mandatory; and if the products and completed opera
tions coverage is not desired, it may be deleted by en
dorsement. The form provides coverage with a single 
limit of liability. If the traditional "split limits" are 
desired, they may be provided through the use of Form 
MP 201, the Amendment of Limits of Liability Form. 

I t should be noted that the liability coverage of form 
MP 200 is not comprehensive general liability coverage. 
If comprehensive general liability coverage is desired, it 
may be provided by substituting the separate monoline 
CGL coverage part for MP 200. 

Employers Nonownership Automobile Liabi lity MP 
222. Form MP 222 is used to provide employers non
ownership liability coverage under the SMP policy. 
However, there is a serious defect in providing the 
coverage in this manner, since there is no provision for 
adding hired car coverage. In order to provide complete 
protection, employers nonownership liability should 
always be written with hired car coverage. For this 
reason, the use of a separate automobile form combin
ing employers nonownership and hired car coverage is 
generally considered to be the preferred approach. 

Section Ill Forms 
The basic form used under Section III of the policy is 

MP300, the Comprehensive Crime Coverage Endorse
ment, which is the equivalent of the Comprehensive 
Dishonesty, Disappearance, and Destruction (3D) 
Policy. As in the case of the separate 3D policy, the in
sured may choose from among the following five basic 
insuring agreements: 

Blanket Fidelity Coverage 
Loss Inside the Premises 
Loss Outside the Premises 
Counterfeit Money Orders and Paper Currency 
Depositors Forgery 

As in the case of the separate 3D policy, the insured 
may elect fidelity coverage on either a Commercial 
Blanket Bond basis or Blanket Position Bond. 

Coverage is also available on the same basis as under 
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the separate Blanket Crime Policy, under Blanket 
Crime Coverage endorsement MP 301. In addition, in
stitutions may select the coverage of a Public Em
ployees Blanket Bond under endorsement MP-302. 

Interestingly, mercantile open stock burglary 
coverage, mercantile theft, mercantile robbery and safe 
burglary coverage are available as endorsements to Sec
tion I of the policy, rather than under Section III. These 
forms provide coverage primarily on merchandise and 
other personal property, with only limited protection on 
money and securities. Coverage for employee dishones
ty and broad form coverage on money and securities is 
provided under Section III, utilizing the endorsements 
outlined above. 

Section IV Forms 
Because the inspection service associated with boiler 

and machinery coverage requires a high degree of exper
tise, not all insurers offering the SMP policy include 
boiler and machinery coverage. However, in those 
cases in which the company has an engineering staff, or 
can contract with another insurer for the inspection 
service, boiler and machinery coverage may be included 
as an integral part of the package. 

Boiler and Machinery Endorsement MP400. The 
basic form used under Section IV of the SMP policy is 
the Boiler and Machinery Coverage Endorsement MP 
400. This endorsement incorporates the provisions of a 
special boiler and machinery policy into the SMP 
package. I n general, the coverage of this endorsement 
is similar to that of the separate monoline boiler and 
machinery policy, except that the bodily injury insuring 
agreement of the separate policy is eliminated. Cover
age may be provided on boilers, refrigeration equip
ment, electrical apparatus, and all types of machinery 
eligible for coverage under separate monoline boiler and 
machinery policies. 

Consequential Loss Coverages. The same conse
quential loss coverages available under separate boiler 
and machinery policies are also available under the 
SMP. Use and Occupancy (referred to as Business In
terruption under the SMP forms) is available on a daily 
indemnity basis (MP 407) or a weekly indemnity basis 
(MP 408). Extra expense coverage is available under 
Extra Expense Endorsement MP 409. Finally, conse
quential damage coverage (for example, spoilage of food 
or other property caused by lack of power, light, steam 
or refrigeration resulting from an accident to an insured 
object) is available under Consequential Damage En
dorsement MP 411. 

Optional Section I Endorsements 
In addition to the four basic forms discussed above, 

there are over 50 optional endorsements available for 
use under Section I of the policy. Although a discus
sion of each of these endorsements is beyond the scope 
of this manual, a listing of some of the more important 

forms will indicate the flexibility of the program. A few 
of the more important optional endorsements which 
may be used under Section I include: 

MP- 24 Agreed Amount Endorsement 
MP-102 Builders Risk Completed Value Form 
MP-119 Reporting Form - Specific Rate 
MP-120 Reporting Form - Average Rate 
MP-122 Sprinkler Leakage Endorsement 
MP-123 Optional Perils Endorsement 
MP-124 Vandalism and malicious mischief exclusion 

end or semen t 
MP-125 Peak Season Endorsement 
MP-126 Replacement Cost Endorsement 
MP-132 Earthquake Assumption Endorsement 
MP-140 Gross Earnings Endorsement 
MP-143 Loss of Earnings Endorsement 
MP-144 Extra Expense Endorsement 
MP-146 Loss of Rents Endorsement 
MP-147 Combined Business Interruption and Extra 

Expense Endorsement 
MP-156 Mercantile Open Stock Burglary Endorsement 
MP-162 Mercantile Robbery and Safe Burglary En-

dorsement 
MP-175 Accounts Receivable Endorsement 
MP-176 Valuable Papers Endorsement 

The titles of most of these endorsements are self- · · 
explanatory, and describe the coverage provided under 
the endorsement. For the most part, the coverage pro
vided under the various forms is identical, or nearly so, 
with the separate monoline policies with the same desig
nation. The only endorsement listed above that re
quires additional comment is MP-123, the Optional 
Perils Endorsement. This form is used with MP-100 
and MP-l00A, and extends the policy to cover the addi
tional perils of glass breakage, falling objects, weight of 
ice, snow, and sleet, water damage, and collapse. 

Other Forms and Options 
Although only the more important of the many forms 

and endorsements available for use with the SMP have 
been discussed, those that have been noted indicate the 
breadth of the coverages available. The student should 
familiarize himself or herself with the remainder of the 
forms and with their application to the SMP policy. 

THE BUSINESSOWNERS POLICY 
The Businessowners Policy (BOP) which is a package 

policy approach somewhat like the SMP, but designed 
only for smaller firms, was introduced in 1976. The pro
gram is available only for small and medium sized 
apartments, offices, and retail stores; but for those 
firms that are eligible, the program provides an ex
tremely broad package of coverages on a simplified 
basis. 
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Coverage Provided under the Businessowners Policy. 
Like the SMP, the Businessowners Policy provides 

coverage on the insured' s property under Section I and 
liability coverage under Section II. However, the ap
proach differs considerably from that of the SMP, in 
that a wide range of coverages, available on an optional 
basis under the SMP, are automatically included under 
the Businessowners Policy. Some of the features of the 
BOP include the following: 

1. Coverage on both buildings and contents is on a 
replacement cost basis, and there is no coinsur
ance provision. Furthermore, the form auter 
matically includes a 2% quarterly increase in 
building coverage to compensate for increases in 
construction costs. 

2. Business interruption coverage and extra expense 
are automatically included. There is no coinsur
ance clause or specific limit of liability, and the in
sured may collect the reduction in gross earnings 
for up to 12 months. 

3. Property off premises and in transit is auter 
maticaliy covered up to $1,000. 

4. Liability coverage is provided in the amount of 
either $300,000 or $1 million, with automatic 
coverage for personal injury, fire legal liability, 
and certain other specialized liability coverages. 

Perils Insured. The perils covered under the policy 
depend on the form selected. Only two forms are avail
able, a standard form and a special form. The standard 
form covers fire, extended coverage, vandalism and 
malicious mischief, and sprinkler leakage. The special 
form is all risk including theft, but incorporating the 
normal all-risk exclusions such as wear and tear, deter
ioration, mysterious disappearance, flood, and earth
quake. Optional coverages available under either form 
include employee dishonesty and boiler and machinery 
coverage. Burglary and robbery are available as an op
tion under the standard form only. The special form 
automatically includes burglary and robbery as a part 
of the theft peril. 
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AVIATION INSURANCE 
The rapid growth and importance of the aviation in

dustry makes it essential that the agent have a working 
knowledge of Aviation Insurance. Although it is not 
necessary to be a specialist in the field of Aviation In
surance, some knowledge of the subject is necessary. 

Aviation Insurance is a general term embracing the 
risks encountered in or associated with the ownership, 
maintenance or use of aircraft. The most common avia
tion coverages are: 

Aircraft Liability Insurance 
Hull Insurance 
Airport Liability Insurance 
Hangarkeepers Legal Liability Insurance 

Aviation Liability Insurance 
Aircraft liability coverages are quite similar to auto

mobile liability coverages with one major difference -
Bodily Injury Liability is divided into two coverages: 

1. Passenger Liability 
2. Bodily Injury Excluding Passengers 

While the basic limits of aircraft liability insurance are 
patterned after those of auto liability, it should be borne 
in mind that most insureds desire much higher limits of 
liability to adequately cover the catastrophe exposure 
involved. It is possible to cover Bodily Injury Exclud
ing Passengers, Passenger Bodily Injury and Property 
Damage Liability with a single limit to cover all three 
exposures. 

The aviation liability coverage may be written to in
clude medical payments coverage. The medical pay
ments coverage is similar to that of the auto policy ex
cept that the injury must be sustained while in, enter
ing, or alighting from the insured aircraft. Medical 
Payments coverage is included only when the policy 
contains Passenger Bodily Injury Liability. 

Admitted Liability. Admitted Liability Coverage, 
also known as "Voluntary Settlement Coverage" , is 
available only in conjunction with Passenger Legal Lia
bility. It is written on a per seat limit basis, and pro
mises to pay a certain sum for loss of life, limb, or sight 
by a passenger. When voluntary settlement is offered, 
a release of liability against the insured is obtained from 
the passenger to whom the settlement is paid. Al
though payment is made regardless of liability, if the in
jured party refuses to sign a release, the offer of pay
ment is withdrawn. The injured party must then bring 
suit against the insured, who is then protected by the 
Passenger Bodily Injury coverage. 

Hull Insurance 
There are two basic forms of Hull coverage: 
1. All Risk on the Ground, Limited Coverage in 

Flight 

2. All Risk on t he Ground and In Flight 

All Risk on the Ground - Limited in Flight. Under 
this form of hull coverage, all risk coverage is provided 
on the aircraft while on the ground. The coverage while 
the aircraft is in flight is limited to the perils of fire, 
lightning, and explosion, but not fire or explosion 
following a crash or collision. The major perils not 
covered in flight are, therefore, crash or collision. The 
coverage is usually written with a deductible which ap
plies to all losses except fire, lightning, explosion, van
dalism and malicious mischief, transportation, or theft. 
The deductible may be written so that it applies while 
the aircraft is not in motion, or when the aircraft is taxi
mg. 

All Risk - Ground and Flight. This is the broadest 
form of hull coverage and provides all risk coverage on 
the aircraft both while it is on the ground and while it is 
in flight. Deductibles may be purchased applying to 
the aircraft while on the ground or while in flight or 
taxiing. 

Most of the policy provisions are quite similar to 
those of the auto policy. There are, however, certain 
unique exclusions which are applicable only in the field 
of aircraft coverages: 

1. The policy excludes loss involving any aircraft nAt 
registered under a "Standard" Category Air
worthiness Certificates issued by the Federal 
Aviation Agency. 

2. The policy excludes loss when the aircraft is 
operated, while in flight, by other than the pilot or 
pilots stated in the declarations. 

3. The policy excludes loss when the aircraft is 
operated in violation of the Civil Air Regulations. 

Airport Liability Insurance 
The Comprehensive Airport Liability policy is avail

able for private, municipal and commercial airports. 
This contract follows the lines of the General Liability 
policy written for any business venture, and may in
clude the following coverages: 

1. Premises and Operations Liability Coverage 
2. Contractual Liability 
3. Independent Contractors 
4. Products and Completed Operations 

The Airport Liability Policy contains the standard 
care, custody, and control exclusion common to most 
liability contracts. Coverage for liability arising out of 
damage to non-owned aircraft in the care, custody, or 
control of the insured can be provided under a Hangar
keeper's Legal Liability endorsement which is similar to 
the Garagekeepers ' Legal Liability coverage. 
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OCEAN MARINE INSURANCE 

Ocean marine insurance is considered to be the oldest 
form of the modem insurance coverages; as a matter of 
fact, it was probably the first form of insurance written. 
Early traders recognized that there were perils involved 
in the use of the waters of the world as a means of trans
portation, and the logical result was the institution of 
some type of share-loss and risk transfer arrangements. 
In spite of the technological advances in marine trans
portation, ocean disasters remain an everpresent hazard 
for those engaged in foreign trade. 

Types of Losses and Coverages 
Ocean marine insurance consists of four distinct 

types of coverage, which are written to cover the four 
corresponding types of losses that may be involved in 
ocean forms of transportation. The four classes into 
which the ocean marine coverages are divided are: 

1. Hull Insurance. Hull insurance is designed to pro
tect the owner of a vessel against loss to the ship 
itself. The hull insurance coverage is generally 
written on a modified all-risk basis. 

2. Cargo Insurance. Cargo insurance, which is writ
ten separately from the insurance on the ship, pro
tects the owner of the cargo from financial loss 
that would result if the cargo were lost or de
stroyed. 

3. Freight Insurance. Freight insurance is written 
to protect the owner of the vessel from the loss of 
the charges made for carrying the goods. If the 
ship is lost, the income that would have been 
earned upon the completion of the voyage is also 
lost. Under the freight insurance coverage, the 
owner of the ship is reimbursed for the loss of 
these charges. 

4. Protection and Indemnity. Protection and indem
nity coverage under ocean marine contracts is 
essentially liability insurance that protects the 
owner of the ship from the consequences of his 
negligent acts or the negligent acts of his agents. 
If the owner should be held legally liable for 
damage to a third party, the protection and in
demnity coverage would provide protection 
against financial losses by paying those sums that 
the insured became legally liable to pay. 

Ocean Marine Cargo Insurance 
The most frequently used policy in ocean marine is 

the cargo policy. Therefore most of our discussion of 
ocean marine contract will involve this policy. Since the 
basic parts of the policies used for the insurance of 
hulls, cargo, and freight are essentially the same, the 
discussion of the cargo policy will provide some under
standing of the hull and freight coverages as well. 

Insurable Interest in Cargo Insurance. One of the 
most complicated aspects of ocean marine cargo insur-

ance is that of determining when an insurable interest 
commences when goods are shipped from the seller to 
the buyer. The important question in this connection is 
at what point title to the property passes from seller to 
buyer; and in the case of goods moving in international 
trade, the answer is not always clear. Normally the 
need for insurance is dictated by the terms of the sale. 
The seller may agree to place the goods at the disposal 
of the buyer at various points and is responsible for the 
goods until they have been delivered to specified place. 
Title may pass at any designated place mutually agreed 
upon in the sales contract: the point of shipment, the 
point of delivery, or somewhere in between. Under 
some circumstances the price quoted for the goods in
cludes transportation charges, or the seller may agree to 
pay for both the transportation a.i.,d insurance. In other 
instances the obligation to provide insurance may be 
imposed on the buyer. In some instances the seller 
must provide the insurance coverage, and in others the 
buyer must arrange for insurance on the goods.6 

The Open Policy and the Special Marine Policy. At 
one time it was the practice to arrange specific marine 
insurance policies only when they were needed, and this 
method is still used by those who make shipments only 
infrequently. It is now more common to insure cargo 
under contracts that are known as "open policies," 
which insure every shipment reported to the insurance 
company and which remain in force until cancelled. 
There are two methods used to report shipments to the 
insurance company. In those cases in which the in
dividual insured under the open policy is insuring the 
goods for his own interest, a short form of notice suf
fices. This notice indicates the name of the vessel, sail
ing date, point of shipment and destination, the nature 
of the commodity and the amount of insurance desired, 
and the number of the open policy under which the in
surance is being provided. In those cases in which the 
insured is required to furnish evidence of insurance to 
the other party in the import-export transaction, a 
"special marine policy" or "certificate" is issued. This 
certificate indicates that the shipment has been insured. 
It makes no reference to the open policy and is indepen
dent of the open policy. It may be used to insure the in
terest of either party in the transaction and is nego-

6There are six basic terms of sale: Ex Point of Origin, in which the 
buyer takes title to the goods at the warehouse or factory and is 
responsible for all charges from that point; Free Along Side, Free On 
Board, and Ex Ship's Tackle, which require the seller to be responsible 
for the goods until they are placed along side the ship, on board the 
ship at some designated point, or delivered on the dock at the port of 
destination; Cost and Freight, in which the seller is responsible for 
transportation charges to the final destination, but the buyer is 
responsible for loss or damage; and Cost Insurance and Freight, in 
which the seller is responsible for transportation charges and also in
surance coverage up until the final point of destination. 
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tiable. When a special ,marine policy or cert ificate is 
issued under an open policy, it is as if a separate policy 
insuring the single shipment involved had been issued 
by the insurer. 

Perils Insured Against. Because ocean· marine in
surance is internationally competitive, there is no stan
dard policy. One of the most interesting aspects of 
ocean marine policies is that their wording is in 
language and terms of an age long past. A typical 
perils clause in a modern American policy reads as 
follows: 

While the goods are waterborne, the perils hereby 
insured against are of the seas, fires, jettisons, 
assailing thieves, barratry of the Master and 
Mariners, and all other like perils losses and mis
fortunes that have or shall come to hurt, detri
ment or damage of said goods and merchandise, or 
any part thereof except as may be otherwise pro
vided for herein or endorsed hereon. 7 

In analyzing the perils clause, the student may con
clude that it is an all-risk insuring agreement, but with 
certain limitations. Damage arising from perils " of the 
seas" is covered, and here the clause is definitely all
risk. Damage could be caused by waves, the ship 
stranding on reefs or rocks, lightning, collisions or the 
ship could sink from any number of causes due to perils 
of the sea. The lis t of such perils is almost endless. The 
clause also provides for coverage for " perils on the 
seas" specifically listed, including fires, jettisons,8 

assailing thieves, barra try,9 and all other like perils. The 
coverage for perils on the seas then does not provide 
coverage for anything that could happen on the seas but 
only loss or damage arising from perils of the same 
nature as those specifically listed. 

In addition to the specified perils, marine policies are 
frequently expanded to include other specified perils. A 

7 Archaic as they may be, the terms of the American policy are 
modern compared with the Lloyd's policy, adopted in 1779 and still in 
use: "TOUCHING The Adventures and Perils which we the assurers 
are contenteded to bear and do take upon us in this Voyage, they are, 
of the Seas, Men-of-War, Fire, Enemies, Pirates. Rovers, Thieves, J et
tisons, Letters of Mart and Countermart, Surprisals, Taking at Sea, 
Arrests, Restraints and Detainments of all Kings, Princes and People, 
of what Nation, Condition, or Quality soever, Barratry of the Master 
and Mariners. and of all other like Perils, Losses and Misfortunes that 
have or shall come to the Hurt, Detriment, or Damage of the said 
Goods and Merchandise and Ship, etc., or any Part thereof. " There 
are, of course, good reasons for the continued utilization of wording so 
antiquated. Almost every word in the Lloyd's policy has been the 
subject of a court decision, so while the wording is quaint, there is no 
doubt about its meaning and any material change might weaken the 
legal force of the document. 

8Jettison is the voluntary act of destruction in which cargo is cast 
overboard in order to save the ship. 

9Barratry involves a situation in which the master and/or mariners 
steal the ship and its cargo, willfully sink or desert the ship, or put the 
ship in peril by disobeying instructions. 

good example is the "Inchmaree clause," which covers 
bursting of boiler sand latent defect in machinery or er
ros in navigation or management of the vessel by the 
master or crew .10 

Certain perils that would otherwise be included in t he 
broad insuring agreement are specifically excluded. The 
two most important exclusions are the Free of Capture 
and Seizure Clause (F.C.&S.) and the strike, Riot , and 
Civil Commotion clause (S.R.&C.C.). 

The F.C.&S. Clause. The basic insuring agreement 
covers war perils; however 1t is cus tomary to incorpor
ate into all marine policies a war exclusion known as the 
Free of Capture and Seizure clause. This provision ex
cludes virtually everything that could be considered 
war in any of its aspects, including collision with a mine 
or torpedo where there was no hostile act. The policy 
could be made to include the war peril simply by delet
ing the F .C.&S. clause, but the common practice is to 
issue a separate war risk policy to provide coverage for 
the perils of war. 

The S.R.&C.C. Clause. The basic policy also ex
cludes, by means of the Strikes, Riot and Civil Commo
t ion clause, loss or damage caused by the acts of 
strikers, rioters, or persons engaged in civil commotion. 
This exclusion may be delted if the underwriter is will
ing to assume the risk. 

Average Conditions 
The term ''average'' is considered by many persons to , 

be the most important single word in the terminology of 
ocean marine insurance. It is synonymous with " par
tial loss." " Average" or loss under an ocean marine 
policy may be a " Particular A verage" or " General 
Average." A " Particular Average" is defined as a par
tial loss to the property of a particular interest only. I t 
is borne ent irely by the owner of the property involved 
in the loss. A Particular Average is contrasted with a 
General Average loss, which is a loss that is borne by all 
parties to the venture. 

General Average Losses. The General A verage loss 
is a difficult concep t for many to understand. I t is a 
doctrine based on the principle of equity and imposed 
liability on all persons who have goods or property a t 
risk in a marit ime venture, when part of the goods are 
sacrificed for the benefit of the ent ire venture. It is 
based on ancient marit ime law and requires that all per
sons involved in a venture share in the loss of the goods 
of one individual that are sacrificed to save the entire 
venture. The simplest example of a General Average 
loss involves the jettison of a part of the cargo to 

1
°This clause is named after the ship lnchmaree, which suffered loss 

as a result of breakage of a pump resulting from negligence in main
tenance by the crew. The British House of Lords decided that the 
loss was not covered since it was not of the same nature as a "peril of 
the sea." To counteract this decision the Inchmaree clause was added 
to hull policies. 

-179 -



lighten the ship in time of stress. If goods are inten
tionally jettisoned in an attempt to save the ship, and 
the attempt is successful, the ship owner and the other 
cargo owners will share in the loss of the jettisoned 
cargo with its owner, based on the proportion of the 
total value of the venture that each owned. To il
lustrate, assume that a ship, valued at $5 million, is car
rying cargo belonging to five different parties, each 
valued at $1 million. In the middle of the voyage the 
ship runs into bad weather and is in danger of sinking. 
In order to lighten the ship, the goods belonging to "X" 
are thrown overboard. The jettison is successful and 
the ship reaches port safely. The entire burden of the 
loss will not fall on "X" or upon his insurer. He will be 
forced to bear 10% of t he loss since this was the propor
tion of the total value of the venture that he owned. If 
his cargo was insured, his insurer will indemnify him for 
this 10%. The owner of the ship will bear 50% of the 
value of the cargo jettisoned, and each of the remaining 
cargo owners will bear 10%. The other parties become 
liable to " X " for their share of the General Average 
loss. Under the terms of the ocean marine policy, the in
surance company insuring each of the participants 
other than " X " will pay their insured's share of this 
General Average loss, since the company agrees to pay 
General Average and Salvage charges11 in addition to 
amounts payable for loss of the insured property. 

Free of Particular Average Clause. The Free of Par
ticular Average or F.P.A. clause of the ocean marine 
policy is essentially an exclusion of all partial losses ex
cept those caused by a few specified perils. The Free of 
Particular Average clause provides that in addition to 
total losses, partial losses resulting from perils of the 
sea are recoverable, but only if the vessel has been 
stranded, sunk, on fire, or in a collision. Partial losses 
resulting from other causes are excluded.12 

With Average Clause. As an alternative to the Free 
of Particular Average arrangement, coverage may be 
provided " With Average. " Under the "With Average" 
provision, partial losses (other than those caused by 
stranding, sinking, burning or collision) are excluded 
only if they are less than a specified percentage of the 
value (e.g., 3%). Partial losses involving stranding, 

liSalvage charges are expanses payable to third parties known as 
salvors for assistance rendered in saving property exposed to loss. 
Such charges may be incurred under contract, or they may be in
curred to parties acting independently of any contractual obligation. 
For example, the ship owner and cargo owners might be assessed 
salvage damages if the ship was in danger of sinking and was forced 
to accept help from another vessel in order to reach port. 

12There are actually two forms of the F.P.A. clause: Free of Par
ticular Average English Conditions, and Free of Particular Average 
American Conditions. The English conditions merely require that one 
of the enumerated perils has taken place, without requiring that the 
damage result from the peril. The American conditions require that 
the damage must be caused by stranding, sinking, burning, or colli
sion. 

sinking, burning, or collision are covered regardless of 
the amount. Thus, under the With Average clause, the 
provision states that the policy is "Warranted Free of 
Particular Average if Less than 3 percent. " If the loss 
is less than this amount, there is no recovery. If the loss 
exceeds the percentage specified, the entire loss is paid 
in full. 

Other Important Features 
Many of the practices and policy provisions in the 

field of ocean marine are unique and should be noted for 
a fuller understanding of the field. 

Valuation Clause. One of the most important 
clauses in the policy is the Valuation clause. Before pro
ceeding with a specific analysis of the valuation prin
ciples, it is important to point out that almost all ocean 
marine policies are valued contracts.13 In addition, 
most ocean marine policies are interpreted as if they 
contained a 100% coinsurance clause.14 

A typical Valuation clause reads as follows: 
The value of the shipments insured under this 
policy shall be the amount of the invoice, including 
all charges therein plus any prepaid and/or ad
vanced and/or guaranteed freight not included in 
the invoice, plus . . . . . % . 

A percentage (e.g., 10%) is designated to provide for the 
additional value of the cargo to the insured at the point 
of destination. This amount is the insured value and 
will be paid in the event of a total loss even though the 
market value of the goods at the port of destination 
may be substantially greater or less than this amount. 

Implied Warranties. In the field of ocean marine 
there are, in addition to the express warranties which 
may be included in the contract, four warranties that 
are not stated but, rather, are implied. Here, in making 
the contract, the parties agree by implication that cer
tain conditions exist and that certain rules will be fol
lowed in the conduct of the voyage. The first involves 
legal conduct, and it is warranted that the venture is 
not illegal. The second implied warranty is that the 
vessel is seaworthy. 15 The third involves prompt at
tachment of the risk. Since weather conditions may af
fect the risk involved, the underwriter has a right to 
assume that insurance purchased on a shipment of 
goods in May will not be providing protection against 
loss on a voyage in the middle of January. The final 

13You will recall that m a valued policy, the face amount of in
surance is payable in the event of a total loss. 

14The policy does not specifically contain a 10001c Coinsurance 
Clause, but the legal custom of lOOo/o insurance to value has been m 
existence for so long that legally it is considered to be a condition of 
the contract. 

15The owner of cargo shipped on someone else's vessel probably as 
little opportunity to verify the seaworthiness of the vessel. Therefore 
the cargo policy typically contains a provision in which the seaworthi
ness of the vessel is admitted. 
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warranty is t hat of no deviation. H ere it is warranted 
that the vessel will proceed without deviation by the 
most direct or customary route. There are excusable 
deviations, such as deviation arising from stress of 
weather or an errand of mercy to save life, but inexcusa
ble deviations will void the policy. 

The Warehouse-to-Warehouse Clause. Unless the 
policy designates to the contrary, coverage is provided 
only from the time the goods are actually loaded on the 
transporting vessel. H owever, since a shipment may 
originate at a point far from the place of ocean ship
ment, policies may be endorsed to cover the goods dur
ing transportation to the vessel. In these cases it is cus
tomary for the ocean marine insurer to endorse the 
policy to provide coverage for the entire exposure from 
the time the goods leave the premises of the shipper un
til they arrive at the premises of the consignee under 
the "Warehouse-to-Warehouse" clause. 

Other Insurance. Once in a great while a cargo owner 
may inadvertently have double insurance on his prop
erty, i.e., insurance in two different companies on the 
same property. In this case, the American rule repre
sents a rather unique loss adjustment condition in that 
the policy dated first must pay as the primary insur
ance and that dated later will be relieved of all liability 
except insofar as the prior policy is deficient in amount. 
The company having the later dated policy then returns 

the premium on that amount that constitutes over
insurance. If the two policies are identical in date, each 
company will pay its pro-rata share of the loss and will 
retain only its pro-rata share of the premium. In 
E ngland the rule applicable to double insurance is quite 
different. Here, regardless of the inception dates of the 
policy, each company is liable for the full amount of its 
policy. However, since the insured cannot collect for 
more than the amount of his loss, he collects from any 
one of the insurers, and this insurer then has a valid 
claim upon the other insurers for a ratable contribution 
to the loss. 

The Sue and Labor Clause. The Sue and Labor 
clause requires the insured to use all reasonable means 
to protect the property from further damage after a loss 
has occurred and to prevent or reduce the amount of the 
loss. In addition the provision requires the insured to 
enforce his legal rights against any third party who 
may be responsible for the loss by seeking recovery 
from the negligent party. The policy authorizes the in
sured to incur expenses for these purposes and will 
reimburse him for any expense so incurred. There is a 
distinct possibility that the insurer may be required to 
reimburse the insured for more than the amount of the 
insurance. For example, if after incurring expenses to 
save the cargo or a vessel a total loss still occurs, the in
sured must be indemnified for the total loss, plus the ex
penses incurred under the Sue and Labor clause. 
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SURETY BONDS 

SURETY AND BONDS IN GENERAL 
There is a difference of opinion as to whether or not 

bonds should be classified as insurance. Strictly speak
ing, there are fundamental differences between a bond 
and an insurance policy, and only a remote relationship 
between the two. However, bonds are marketed 
through the insurance distribution system and are 
regulated by the state insurance departments, so it is 
appropriate that they be discussed. 

General Nature of Bonding 
One of the most often cited differences between in

surance and suretyship-that insurance is a two-party 
contract and a surety bond is a thre&party contract
misses the real essence of the difference between the 
two. While it is true that surety bonds are thre&party 
contracts, it is the relationship among the parties, 
rather than the number, that distinguishes suretyship 
from insurance. 

The three parties involved in a surety bond are: 

1. The Principal, who owes an obligation to perform 
or to refrain from doing certain acts. 

2. The Surety, who guarantees that the Principal will 
perform the obligation or refrain from doing the 
acts. 

3. The Obligee, to whom the Principal and the Sur& 
ty owe the obligation. 

Under the provisions of a surety bond, the surety 
(who is the equivalent of the insurer under an insurance 
contract) holds itself responsible to the obligee (who is 
the equivalent of the insured) to answer for the acts of 
the third party (principal) who is bonded. The surety 
guarantees a certain type of conduct on the part of the 
principal, and if the principal fails to behave in the man
ner guaranteed, the surety will be responsible to the 
obligee. If the principal defaults on the obligation, the 
surety may arrange to fulfill the obligation, may com
pensate the obligee for the financial loss incurred, or 
may forfeit the full amount of the bond as a penalty. It 
is appropriate to note that the face amount of a bond is 
actually called the "penalty." 

Historically, the field of bonding has been divided in
to two classes: fidelity bonds and surety bonds. While 
all bonds are technically 11 surety'' bonds, the term 
''surety·' is generally used to refer to performance 
bonds as distinguished from fidelity bonds. Fidelity 
bonds are designed to protect the obligee against dis
honesty on the part of his or her employees, and in 
many respects are closer to insurance contracts than 
they are to surety bonds. For this reason, fidelity bonds 
are treated in our discussion of Crime Insurance, along 
with nonemployee crime coverages. 

Suretyship Distinguished From Insurance 
The real distinction between surety bonds and in

surance lies in the relationship among the parties and in 
the attitude of the surety toward losses. In a sense, the 
surety occupies a position similar to that of the co
signer of a note. Because the surety becomes co
responsible with the principal to the obligee for per
formance of the obligation, a surety will enter into the 
bond only when it is convinced that the principal has 
the ability to perform. While the insurance underwriter 
expects losses to occur, the surety underwriter does not. 

Surety bonds differ from insurance contracts in other 
respects as well. Most surety bonds remain in effect for 
the term of the principal's obligation, and are not can
cellable by the surety. Moreover, the protection provid
ed to the obligee cannot be jeopardized by the prin
cipal' s acts. Even if the bond were obtained through 
fraud, the surety is obligated to the principal. 

Still another difference between suretyship and in
surance is the position of the person purchasing the 
bond. The purchaser of an insurance contract is pro
tected against loss. The purchaser of a surety bond is 
usually the principal who, as such, does not enjoy any 
protection, but is subject to subrogation by the surety 
for any loss that the surety sustains. 

Classes of Surety Bonds 
Most surety bonds are issued to firms doing contract 

construction, to persons involved in court actions, and 
to individuals or businesses seeking licenses or permits. 
The principal categories into which surety bonds may 
be divided are the following: 

1. Contract bonds 
2. Court bonds 
3. License and permit bonds 
4. Public official bonds 
5. Miscellaneous bonds 

CONTRACT BONDS 
The general purpose of a contract bond is to guaran

tee that the principal, who is normally a contractor or 
supplier, will fulfill his commitment according to the 
specifications of the contract. For this reason, many of 
these bonds are designated "Performance Bonds." 
They pro,ride for indemnification if the principal fails to 
perform on the contract. 

Construction Contract Bond 
This type of bond is designed for use in connection 

with contracts to build real property. Under a construc
tion bond, the surety agrees to indemnify the obligee in 
the event that the principal fails to complete the con
struction according to specifications in the contract. If 
the contractor cannot, for some reason or another, finish 
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the agreed construction, itl is up to the surety to see that 
it is done. 

The majority of the surety bonds that are written for 
contractors involve public construction projects. Public 
bodies are generally required by law to award public 
work contracts to the lowest responsible bidder. In the 
absence of surety bonding, the public body would be re
quired to investigate each bidder to determine if the 
contractor was capable of handling the job, by requiring 
a bond, the public body in a sense " hires" the under
writer's expertise in evaluating the capability of the bid
ding contractors. 

Basically, the surety guarantees that the principal is 
honest and that he has the ability and financial capacity 
to carry out the obligation. Thus, the surety backs the 
credit of the principal and vouches for his ability to per
form. For obvious reasons, sureties require extensive 
information about the principal before issuing a bond. 
In some instances, the surety may even require the prin
cipal to put up collateral before it will issue a bond. In 
the event of loss, the surety has the right to collect from 
the principal any amounts it has been required to pay 
the obligee. 

The Construction Contract Bond may be written to 
include the terms of a Labor and Material Bond, which 
is discussed below. 

Labor and Materials Bond 
This form of bond guarantees that the principal will 

pay all bills for labor and material in connection with 
the contract, thus assuring the obligee that the work 
completed will be free of all mechanics' or other type 
liens. It may be written separately or it may be includ
ed in the provisions of a Construction Contract Bond. 

Supply Contract Bond 
A Supply Contract Bond is designed to guarantee 

faithful performance under a contract to supply goods 
or materials. The bond guarantees that the principal 
will furnish the obligee with the goods contracted for in 
accordance with the specifications in the contract to 
supply goods. 

Completion Bond 
Under a completion bond, the obligee is normally a 

lender who has furnished funds to a contractor in con
nection with construction work. It guarantees the 
obligee that the principal (who is the borrower) will use 
the money in accordance with the terms of the contract 
and will complete the work undertaken. 

Bid Bonds 
In many cases where a contract is being let for public 

bids, the person or persons letting the contract require 
all bidders to furnish a Bid Bond or some other guaran
tee of the bidder's proposal. (A certified check equal to 
from 5% to 10% of the bid is generally permitted as a 
substitute). The bid bond is required to establish that 

the bid is a bona fide bid by the one required to post the 
bond. It protects against loss resulting from failure of 
the bidder to accept the bid. If the bidder who is award
ed the contract fails to sign the contract, or is unable to 
provide the required Performance Bond, the contract 
may then be awarded to the next lower bidder. Subject 
to the bond limit (usually not more than l 0% of the 
amount of the contractor's bid), the surety guarantees 
that it will pay the difference between the bid of its prin
cipal and the next higher bidder if the contractor does 
not accept the contract. A point of frequent misunder
standing has to do with the obligation of the surety 
under a bid bond. The surety on a Bid bond is not re
quired to furnish its principal with a Performance Bond 
if he is awarded the contract; however, if th€ principal 
cannot obtain a performance bond, the surety on the bid 
bond becomes liable. 

COURT BONDS 
In many proceedings conducted in a court of law, 

some form of bond may be required by the court. rrhere 
are two basic forms of Court Bonds. 

1. Fiduciary Bonds, which are required when an in
dividual is appointed by the Court to hold, control, 
or manage the property of others. I xamples of 
persons who are required to post fidu ·iary bonds 
are executors and administrators of estates, guar
dians, and receivers. 

2. Litigation Bonds, which is required of a person 
who wishes to bring action in a court of law 0r · · 
equity. Normally these bonds "'re required when 
the person bringing suit wishes to tie up the assets 
of the other party in the suit or restrain the other 
party from doing something. 

Fiduciary Bonds 
A fiduciary is a person who is appointed by the Court 

to hold, control, or manage the property of others. The 
fiduciary bond guarantees that the fiduciary (who is the 
principal under the bond) will faithfully perform the 
duties of his trust. In most cases the for of the bond 
is prescribed by the court, and in addition the face 
amount of the bond (called the Penalty) is al8o set by 
the court. 

In order to protect itself, the surety frequently asks 
for joint control of the assets of the estate Under this 
arrangement, all of the funds of the estate are kept in a 
joint account; and disbursements froir th;,... account are 
made only with the signature of both the i rincipal and 
the surety. The major sub-classifications >f Fiduciary 
Bonds are the following: 

1. Executor's Bond, which is the bond required of the 
person named in the will of the deceased to adn1in ster 
the estate. 

2. Administrator's Bond. °Vl":ie a person dies 
without a will, the court appoints an adrninistrator, 
whose duties are similar to those of an executor. The 
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obligee under both the Executor's Bond and the Admin
istrator's Bond is the State or the Court for the benefit 
of the beneficiaries. 

3. Guardian's Bond, which is required when it 
becomes necessary to appoint someone to adminster 
property belonging to a minor. The guardian is normal
ly appointed by the Court; the Court then requires a 
bond which guarantees the faithful performance of the 
Guardian. The obligee is the State for the benefit of the . 
rrunor. 

4. Bonds in Trust Estates are required when the 
owner of property directs that the property which he 
owns be held in trust for his heirs, either for a given 
period of years, or until the death of the heirs. Such a 
trust may be established by will (Testamentary Trust) 
or it may be established during the lifetime of the owner 
of the property (Inter-vivos-trust). In either case, when 
a trust is established, the property must be turned over 
to a trustee who is responsible for its administration. 
The Trustee· s Bond guarantees the faithful perform
ance of the trustee. 

5. Committee Bonds, which are required when a per
son is not competent to handle his own affairs and the 
Court appoints someone (known as the Committee) to 
protect his property. A Committee Bond guarantees 
the faithful performance of the Committee. 

6. Miscellaneous Fiduciary Bonds. In addition to 
those already discussed, there are a number of other 
bonds of similar nature which are required of persons 
who have custody or control over the property of 
others. Examples of such bonds are Receiver's Bonds, 
which are required of a Court appointed receiver in 
bankruptcy proceedings; Trustee's Bonds, which are 
also appointed in bankruptcy proceedings, and bonds 
which are required of conservators or liquidators of 
business firms or partnerships. 

Litigation Bonds 
Bonds in this class are required for the purpose of ob

taining some restriction on property of others or releas
ing property from such restrictions. If a person bring
ing action seeks to attach property, and the case is final
ly decided against him, the person whose property was 
attached might maintain that the action injured him 
and caused him damages. The bonds that are required 
in litigation will pay any such damages. In addition, 
under certain circumstances the person bringing suit 
must furnish security to guarantee the payment of 
court costs. The more common types of litigation 
bonds are: 

1. Attachment Bonds, which are required when 
property is attached in advance of the court decision in 
order to prevent its disposal by the person having 
custody of it. The bond guarantees reimbursement for 
damages if the attachment is unjustified. 

2. Garnishment Bonds, which are required when the 

plaintiff wishes to attach wages or financial assets in 
the hands of a third party. It is much the same as an 
Attachment Bond, except that the assets distrained are 
in the hands of a third party. 

3. Replevin Bonds, which are similar to Attachment 
Bonds, except that the plaintiff is suing to recover 
specific property. The Replevin Bond guarantees that 
the property will be returned to the defendant in proper 
condition if the plaintiff loses the suit . 

4. Bonds for Distraint of Rent, which is required of a 
landlord who seeks to have the personal property of his 
tenant seized in an action to recover rent. 

5. Release of Attachment Bond, which enables the 
defendant, whose goods have been attached, to recover 
possession of the goods. It guarantees that the goods 
will be available and will be turned over to the plaintiff 
in the event that the defendant loses the suit. 

6. Appeal Bonds are required of individuals who 
have lost in a suit and wish to appeal and suspend ex
ecution of the judgment pending the decision of a higher 
court. The bond guarantees payment of the costs of ap
peal. 

7. Removal Bonds are required in certain cases when 
the defendant who is being sued in a state court wishes 
the suit removed to a federal court, or from the court of 
one state to another state. The bond guarantees the 
payment of court costs by the principal if it is found 
that the case was improperly removed to the new court. 

8. Non-resident Cost Bonds are sometimes required 
when a non-resident of state, city or county wishes to in
stitute action against a resident. The bond guarantees 
payment of costs in the event of failure of the suit. 

9. Injunction Bonds are required when the plaintiff 
alleges that he is being injured by the actions of the 
defendant and requests the court to restrain the defen
dant from further action. If an injunction is granted, a 
bond is required of the plaintiff, which guarantees pay
ment of damages if the injunction proves to be unwar
ranted. 

10. Discharge of Mechanics Lien Bond. The owner of 
property can obtain removal of a lien before trial by fur
nishing a bond which promises to indemnify the claim
ant if the claimant wins the suit. 

LICENSE AND PERMIT BONDS 
Many state and federal licenses are required for 

manufacturing, tax, and occupational purposes. In 
many cases the applicant for a license is required to post 
a bond, guaranteeing faithful performance of duties or 
payment of taxes collected. The purpose and intent of 
these bonds is to protect the state and the public from 
damages arising out of the manner in which the 
business is conducted, or to guarantee the payment of 
taxes collected by the license holder. The major classes 
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of License and Permit bonds and some of the classes of 
individuals which require the bonds are: 

1. Federal License Bonds for Manufacturers. 

2. State Tax Bonds, which are required in connec
tion with the sale of gasoline, cigarettes, liquor taxes, 
sales taxes, etc. These bonds guarantee that the princi
pal will deliver to the state all taxes collected. 

3. Occupational Bonds, which are required for 
security salesmen, liquor stores, undertakers, collection 
agencies, warehousemen, and a vast array of other occu
pational classifications. These bonds guarantee honest 
and faithful performance by the principal. 

4. License bonds required in connection with placing 
or construction of materials which might cause injury 
or inconvenience to the public. In many cities permit 
bonds are required in connection with signs and bill
boards, or street obstructions. These bonds guarantee 
indemnity to anyone who is injured as a result of the 
construction or materials. 

PUBLIC OFFICIAL BONDS 
The law requires that certain persons elected to fill 

positions of trust must furnish bonds which guarantee 
their faithful performance of duties. The public officials 
are generally held to be liable for the faithful accounting 
for all money which they receive. If for any reason the 
public official cannot turn over to the state all of the 
money which he has received, or if he dissipates assets 
belonging to the governmental unit which he serves, he 
is personally liable. Public Offical Bonds are designed 
to guarantee payment of funds which the public offical 
has not turned over to which he has dissipated. These 
bonds are designed to protect against dishonesty, 
negligence and even lack of ability. 

Most Public Official Bonds are referred to as "statu
tory", because they are required by law, and most of the 
forms are also prescribed by law. The surety cannot 
reduce its liability by inserting provisions in the bond; 
the provisions spelled out by statute take precedence. 

These bonds are normally written for the term of the 
elected or appointed official and are non-cancellable dur
ing its term. In most instances the cost of the bond is 
paid out of public funds. 

Public Employees Bonds 
A Public Employees Blanket Bond is also available to 

cover employees who are not required by law to post a 
bond, which includes most workers in public service 
other than tax collectors and treasurers. The minimum 
amount for which this bond may be written is $2,500. 
The coverage may be written to cover honesty of the 
public employees, or it may be written to cover "faithful 
performance". The faithful performance form will pay 
losses resulting from dishonesty of the bonded person, 
and in addition will pay for losses resulting from negli
gence or lack of ability. 

MISCELLANEOUS BONDS 
In addition to the bonds discussed above, there are 

others which do not fall into any of the described 
categories. 

1. Lost Instrument Bonds. These bonds, which are 
also called Lost Securities Bonds, are required of an in
dividual who has lost or accidentally destroyed securi
ties or other valuable papers and wishes to obtain dupli
cates. The bond guarantees that the principal will reim
burse the issuer of a duplicate instrument if the original 
security or instrument later turns up and its holder is · 
able to collect on it. 

2. Workmen's Compensation Bonds. The Iowa 
Workmen's Compensation Law permits certain em
ployers to self-insure their workmen's compensation ex
posure. In order to guarantee that the benefits to which 
an injured worker is entitled will be paid, the self-insurer 
is required to post a Self- Insurer Bond. The bond guar
antees payment of benefits to workers who are injured 
and entitled to workmen's compensation benefits under 
the Iowa Workmen's Compensation Law. 
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HEALTH INSURANCE 
I. Concept • Human Life Value 

Health insurance has the same economic basis as 
life insurance. Both life and health insurance provide 
indemnity for the loss of personal earning capacity. 
In addition, both provide indemnity for the cost of 
illness preceding death. Life insurance and health in
surance, then, are teammates. 

Although the human life value concept originally was 
proposed in a life insurance environment, it obviously 
embraces all risks of the life value, including those of 
disability. The hazards of temporary and total dis
ability faced by all persons have tremendous economic 
consequences. Accordingly, health insurance to protect 
against the loss of earning power and the costs of 
medical care are a natural teammate of life insurance. 

II. History and Growth of Health Insurance 
In recent years, the groVi- th of health insurance pro

tection in the United States has been no less than 
phenomenal. llowever, there continues to exist in the 
insurance programs of many persons a definite "gap" 
in this area of essential protection. Relatively few per
sons have protection against loss of income as a result 
of a disabling accident or sickness; and of those who 
have some protection, only a small percentage have 
adequate protection. In addition to the possibility that 
disability may result in serious loss of income for an 
extended period of time, there is always the threat of 
catastrophic medical costs associated with disability. 
Here again, health insurance coverages are available 
to provide substantial reimbursement of these cost 
periods. 

The health insurance business has an interesting 
past. Born into an environment where increasing num
bers of people required its services, it often tried to 
walk before it crawled - to run before it walked. It 
sometimes tripped and blundered, but when it erred, it 
was on the side of generosity - trying to do too much 
for people. If we retrace its history through the years, 
we can better understand the business as it now 
exists. 

Many centuries ago, ancient China had a form of 
sickness insuracne. The clever Chinese paid the doctor 
as long as they were well and able to work. But they 
ceased paying him whenever they were ill. The doctor 
had to care for his ill patients without pay. 

In ancient Greece, the Benevolent Societies had an 
early form of sickness and accident insurance for their 
members. Later, in the Thirteenth Century, the sea 
laws of a port city in the Baltic Sea required "if the 
merchant obliges the shipmaster to insure the ship, the 
merchant shall be obliged to insure the master's life 
against the hazards. of the sea." In 1863 the Nether
lands Republic insured soldiers against loss of "eye 
or eyes, hand, arms, feet or legs." 

In the Seventeenth Century in England, the Friendly 
Societies made accident and health protection av4ilable 
along with marine, fire and life insurance, etc. In 
1757 the British Parliament passed a law making com
pulsory sickness insurance available for stevedores. 
The introduction of health insurance into the United 
States was either accident insurance or sickness in
surance. The first accident policy was written by the 
Franklin Health Assurance Company of Massachusetts, 
1850. This policy provided limited indemnities for in
juries incurred as a result of railroad or steamboat 
accidents. The first company to write sickness insurance 
in the United States was the Massachusetts Health In
surance Company of Boston in 1847. 

In 1859 Mr. James C. Batterson of Ilartford, Connec
ticut, was intrigued with England's railroad accident 
insurance policy. As a result, the Travelers Insurance 
Company \vrote its first accident policy in 1864. 

From 1915 to 1925, non-cancellable accident and 
health insurance was most popular. However, the com
panies writing this business experienced very heavy 
losses with the result that they eventually withdrew 
from this field or modified their coverage. Today, more 
companies have returned to this field of coverage than 
prior to 1925 and a sizable volume of business is writ
ten on a non-cancellable basis today. 

As a result of progress, many forms of new coverage 
have been developed in the health insurance field; 
namely, hospitalization, overhead, major medical, vari
ous type of business insurance as well as many forms of 
disability or loss of time insurance. All of these cover
ages have been written on an individual, family or 
group basis. 

III. Economic Value 
Although the hazard of disability is universal, it 

varies in its incidence and the burden of its impact. 
Many surveys have been made to determine the extent 
of disability. Their results vary according to their me
thodology, the definition of disability and the time 
when the survey is made. Variously, they have shown 
that something between 1 ½ per cent and 5½ per cent 
of the population are disabled at any one time. This 
means that in the United States, from 2/ 5 million to 
8.5 million people are injured or ill at all times. On the 
average, each person suffers one substantial and re
cognized disability per year. About one-half of these 
disabilities are extensive enough to prevent the in
dividual from engaging in his daily routine of work, 
school or other activity. Expressed on an annual basis, 
the days of restricted activity (days when customary 
activities are restricted because of illness or injury) 
amount to 15.9 days per person. 

Poor health costs this country about 50 billion dollars 
per year, which is about equally divided into loss of 
income and expenditures for medical care. The income 
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loss is about half short term and half long term. In 1975, 
40% of health care expenditures were publicly financed 
(state and federal government), and private spending 
accounted for 60%. 

IV. Transfer of Risk 
The American system of voluntary health insurance 

is unique. It not only per£ orms a necessary service of 
providing funds from which income may be continued 
during disability, defraying the heavy expenses of ill
ness, and maintaining the disabled insured's credit, but 
it accomplishes these purposes without imposing severe 
restrictions on the individual or society. The keen com
petition that exists in the health insurance business 
today has been productive of an enormous variety of 
different contracts, all with different benefits. In no 
field of insurance is there a greater variety of insurers 
in terms of organization or type of benefit. The prin
cipal division of the business, between insurers provid
ing cash benefits and plans offering service benefits, 
has encouraged wholesome competition and stimulated 
improvement of all plans in the public interest. This 
has given the prospective insured the opportunity to 
pick and choose the type and amount of benefits best 
suited to his personal needs. 

Routine and recurrent expense is better budgeted 
than insured. The hazard of severe and prolonged dis
ability imposes costs that, for most people, can be met 
only out of an adequate health insurance program. 
Budgeting, saving or self-insuring for the costs of such 
disability is beyond the competence of the majority of 
people. Voluntary health insurance preserves for the 
individual free choice of physician and hospital. Insur
ance companies, whose function is to finance the cost 
of health care rather than actually provide such care, 
do not interfere with the relationship between the 
patient and his physician or hospital. By supplying the 
financial means for securing care, insurance compan
ies help preserve the traditional freedom of choice 
which is a cornerstone of the private practice of medi
cine. Compulsory systems of insurance necessarily com
ply controls by government, not only as to those who 
receive the benefits but also to those who provide the 
health care services. Such controls are resisted vigor
ously by the medical profession as resulting in an infer
ior quality of medical care. A major contribution of 
voluntary health insurance is the support that it pro
vides to the system of private enterprise in the United 
States. 

The tremendous expansion of health insurance and 
of similar plans for spreading loss from disability indi
cates that a growing proportion of the population sees 
the wisdom of trans£ erring this risk. 

V. Nature of Health Insurance. 
There is a basic ever-threatening problem more com

mon to every man than dying too soon or living too 
long. It is "a prolonged sickness or serious accident." 

A prolonged sickness or serious accident is a major 
problem which can destroy forever the happiness of a 

man's home, peace of mind, his own and his family's 
economic security and the decent living he worked so 
hard to provide. It can ruin forever his chances of 
attaining the five things - happiness, peace of mind, 
economic security, decent living, and affectionate fam
ily - he wants most out of life. 

Unemployment need not destroy a man's life insur
ance plans. When he is unemployed, man can vigorously 
tackle the cost of living, hack off unessential expenses, 
cut out pleasant but unnecessary luxuries and he can 
pare the cost of living all along the line. When a man is 
unemployed, he can cut expenses while he is out work
ing at the job of finding a job. Only one thing can 
wreck man's financial life completely and permanently 
while he helplessly watches his home fall bankrupt 
around him, and that is a prolonged sickness or serious 
injury. This cause can sweep through the life of a man 
so relentlessly that it wipes out his savings, consumes 
stocks and bonds which took many years of sacrifice 
to accumulate, can snatch children out of school or 
college and send them to work. It can also tear down 
the roof over the family's head, pushing youngsters 
out on the street, stealing their mother's time, upset
ting the most carefully balanced insurance programs 
and leave in its wake broken hopes and plans and ruin
ed dreams. 

Most people overlook the fact that all they own
their home, their car, the very food they eat and clothes 
they wear- stems from one source- their income. They 
do not understand that assuming the continuance of 
their income while they are unable to work is the most · 
pressing, n1ost basic of all their problems. Instead, too 
frequently they insure the by-products of their labors 
- they insure their home, car, household possessions, 
wearing apparel-but their most valuable asset, the 
one which forms the very foundation on which their 
entire living is built, their ability to earn income, is 
often left uninsured. 

VI. Types of Insurance 
A. Perils 

Health insurance policies are concerned with either 
or both of two perils: accidental injury and sick
ness. Accident has been defined as an undesigned 
(from the point of view of the person affected), sud
den and unexpected event that may produce trau
matic bodily injury. 

Accidental injury is the term applied to bodily in
jury produced by accident. The term sickness is 
defined as a disorder of the body or mind, other 
than the immediate result of traumatic bodily in
jury. Sickness, illness, and disease are synonymous 
terms. 

Health insurance policies may protect against losses 
resulting from both of these perils or from either 
one alone. However, sickness insurance rarely is 
written unless accident insurance also is carried 
with the same insurer. 

Sickness insurance is defined as a form of health 
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insurance against loss by illness or disease. It pro
vides benefits for loss occasioned by sickness. Illness 
or disease do not include accidental bodily injury. 
Sickness insurance may provide benefits in the 
event of loss occasioned by pregnancy or maternity 
and sometimes may include benefits for other med
ical expense such as preventative or diagnostic 
services. 

Accident insurance is a form of health insurance 
against loss by accidental bodily injury. It provides 
benefits in the event of loss occasioned by accidental 
bodily injury or injury by accidental means. Usually 
this form of insurance does not cover disease except 
pyogenic infections resulting from accidental in
Jury. 

B. Type of Loss and Benefit 
Health losses are of two major types: loss of income 
and medical expense. Most insurance policies define 
the covered event in disability income contracts in 
terms of loss of bodily function. This loss of func
tion is referred to as disability. 

The term medical expense refers to loss occasionea 
by the cost of medical care. Tho term medical care 
may include preventative, diagnostic or curative 
services, supplies and use of equipment and facili
ties related to the individual's physical or mental 
health or body condition. 

Disability income (Loss of Income) insurance is a 
form of health insurance that provides periodic pay
ments when the insured is unable to work as a 
result of illness, disease or injury. It may provide 
benefits only in the event of accidental bodily in
jury, only in the event of sickness (although sick
ness coverage rarely is written except in combina
tion with accident coverage), or may cover both 
contingencies in one contract. Benefit eligibility is 
based on a presumed loss of income, but in practice 
this usually is defined in terms of inability to pur
sue an occupation. 

Medical expense insurance is a form of health insur
ance which provides benefits for medical care. It 
provides benefits for expenses of physicians, hos
pital, nursing and related health services, and medi
cations and supplies. It may include benefits for 
preventative, diagnostic and rehabilitative services 
as well as for services associated \Vtih curative 
treatment. Benefits may be in the form of reim
bursement of actual expense up to a limit, valued 
or specified sums, or the direct provision of services. 
Medical expenses may be paid directly to the pur
veyor of services or to the insured. 

Medical expense insurance may be classified further 
according to the type of expense covered and the 
extent of coverage. The main subdivisions are hos
pital, su1·gical, regular medical, major medical, and 
comprehensive benefits. In addition, there are less 
significant medical expense benefits such as "blan
ket accident," laboratory expense, nursing, and the 
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like usually written as a supplement to other cover
age. Insurers are experimenting with coverage of 
drug expense, nursing home services, dental serv
ices and preventative and diagnostic services. It is 
possible that some day one or several of these may 
become major branches of medical expense insur
ance. 

Hospita l insurance provides benefits for room and 
board and related hospital expenses of an ancillary 
nature. It is written by insurance companies, usually 
on a reimbursement basis, providing benefits up to 
a stated number of dollars per day for room and 
board and up to a stated dollar limit for hospital 
"extras" or ancillary services. It also is written by 
Blue Cross Associations and a few Blue Shield 
Associations and a number of independents, usually 
providing semi-private accommodations on a service 
basis. Coverage of hospital extras may be on a 
service or reimbursement basis, often with internal 
limits. 

Surgical insurance provides payment for surgeons' 
fees according to a schedule in the policy, either 
direct to the surgeon such as Blue Cross-Blue Shield 
plans, or to the insured in insurance company plans. 
Unless the insured is in a low income bracket, he 
may find his coverage somewhat inadequate in 
either type of plan, although insurance companies 
now make fairly high schedules available. 

Regular medical insurance provides payments on 
account of physicians' charges other than surgeons' 
fees. Most policies pay only for visits in the hos
pital, not for home and office visits. However, some 
plans pay whenever the insured is totally disabled 
and a few pay in all instances, sometimes subject 
to a small deductible- usually the first two or three 
visits for disability. Plans covering without requir
ing hospitalization or disability may be extended to 
cover perodic health examinations and immuniza
tions. Blanket medical expense coverage for indivi
duals sometimes is written, usually as a rider to a 
disability income policy for accidental injury only. 
Such a provision covers all medical expenses up to 
a low overall limit. 

Major Medical insurance provides a large amount of 
protection against all medical and related expenses, 
subject to a deductible usually large enough to make 
the insured bear a portion of the cost above his basic 
hospital and surgical policies, if any. The greater the 
underlying coverage, the greater the deductible 
sboulci be. In addition, such policies usually require 
the insured to bear a portion, such as 15% to 25% , 
of the loss himself. This percentage participation is, 
rather unfortunately, often termed "co-insurance." 
This tends to encourage the insured to be reason
able in his utilization of medical services, but may 
require him to bear a rather large loss in extreme 
cases. This coverage is still rather new and variation 
between companies in coverage, deductibles, co
insurance requirements and premiums is extreme. 



However, this area represents a logical application 
of the principles of insurance programming to the 
risk of disability expense and is growing rapidly. 

Comprehensive insurance represents an extension 
of the aforementioned principle down to basic medi
cal and hospital costs. This is like Major Medical 
with a very low deductible. The growth of Compre
hensive is extremely rapid at present. Policies of 
this type are issued mainly by insurance compan
ies and only to a limited degree by the hospital or 
medical associations. Some comprehensive contracts 
are in effect a combination of basic hospital, surgi
cal and medical coverage with major medical in a 
single policy. 

3. Conditionally renewable - Continuous term pol
icy - the insured has the right to keep it in force 
under many conditions. However, the company 
may terminate it under certain stated conditions. 

4. Guaranteed renewable - Continuous term policy 
guarantees right of insured to continue the policy 
to age 60 or 65. Hov.1ever, the insurer reserves 
the right to change its premium schedule for the 
entire class into which the insured's policy falls. 

5. Non-cancellable - Continuous term policy -
guarantees the premium as well as the right to 
keep the policy in force to age 60 or 65. 

6. Cancellable - A contract that may be ternlinated 
by the insured or the company at any time (sub
ject to notice, etc.). 

The above classification is mutually exclusive and 
exhaustive and constitutes a true partition. In 
theory, each of the various types of continuous pro
visions might be used in either group, franchise or 
individual policies. 
True group policies do not permit individual term
ination by the insurer except as a result of change 
in employee status. 

There are other types of loss and benefits which 
should be mentioned at this point, namely Overhead 
Insurance, which provides benefits for loss occa
sioned by mostly professional people to pay the 
expense of operating their establishment. There is 
also another form of loss and benefit that should be 
mentioned-Special Risks. This form can apply to 
multiple and sundry activities related to medical 
expense, loss of time and is applicable to individuals 
such as hunters, sportsmen, etc., and as well to 
group risks covering travel away from home, etc. 
Space does not allow for including all types of. loss 
and benefits inasmuch as the health insurance in
dustry is of such progressive nature that new types 
of loss and benefits are being developed as needs 

E. Contractual, Underwriting and Merchandising 
Arrangement 

. arise. 

C. Basis of Payment 
Disability income, accidental death and dismember
ment benefits usually are paid on a stated value 
basis but a reimbursement basis is more common 
for medical expense benefits. Stated value benefits 
involve an agreement by the insurer to pay to or on 
behalf of the insured, a specified or agreed amount 
of money upon the occurrence of a defined loss. 
Reimbursement benefits require an agreement by 
the insurer to pay to or on behalf of the insured, on 
the occurrence of a defined loss, an amount of 
money related to the amount of loss but not in ex
cess of a specified maximum amount. Usually the 
actual loss is reimbursed, subject to the application 
of provisions such as deductibles and coinsurance, 
up to the agreed limit. 

D. Continuance Provisions 
Health insurance policies have a variety of provi
sions stating the respective rights of the company 
and the insured to continue or discontinue the 
policy, or they may be silent on this point. There 
are six main types of policies, classified according 
to continuance provisions. 

1. No provision - Single term policy - contains no 
provision for renewal. 

2. Renewable at companys option - Continuous 
term policy and permits renewal only if the com
pany consents. 
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It is difficult to find an appropriate name for this 
basis of classification; it relates in part to contract
ing parties, in part to underwriting, and in part to 
merchandising method. The basic distinction is one 
of contractual arrangement: individual and family 
policies on the one hand, group and blanket con
tracts on the other with franchise policies some
where in between. 

Group Insurance is policies made with an employer 
or other entity to cover a defined name or recorded 
group of individuals identifiable by reference to the 
relationship to the entity. The coverage may include 
dependent members of the families of the covered 
persons. Premiums may be paid entirely by the em
ployer or other entity, partly by the covered persons 
or by the covered persons alone. Eligible groups are 
limited by state law in some states and by the under
writing criteria of insurers. Group insurance pro
vides protection generally at a lower rate than indi
vidual coverages because of the limitation of ad
verse selection leading frequently to better loss ex
perience and because of savings in expense. Expense 
savings result from the economy of a "wholesale
type" operation, from lower commissions, and from 
the fact that the employer or association performs 
certain administrative services which would other
wise be performed by the insurer. 

In addition, a net savings in taxes occurs because 
the premiums for a qualified group plan are deduc
tible by the employer and the value thereof is not 
considered taxable income to the employee. Thus, 
it is more economical for the employer to provide 
such insurance than to increase wages by an equi-



valent amount so that the employees could purchase 
individual policies. 

Franchise contracts fall somewhere between group 
and individual contracts. Association group con
tracts also belong in this middle area. Franchise con
tracts are issued to individuals under a broad agree
ment with an employer or other entity who agrees 
to make the coverage available to his employees, 
withholds and/ or contributes to premiums and 
otherwise facilitates the arrangement. If a sufficient 
proportion enrolls, group underwriting standards 
may be employed and the contracts issued to all who 
apply on a guaranteed issue basis. Association group 
contracts are similar except that they are issued to 
members of a professional or trade association and 
the covered persons usually remit premiums directly 
to the insurer. For both of these, rates and under
writing standards usually fall somewhere between 
the extremes of group and individual. Franchise ar
rangements involve the issuance of individual con
tracts while association group arrangements may or 
may not. 

Individual contracts are policies made with an indi
vidual to cover him, and in certain instances, speci
fied members of his family, usually dependents. 
The underwriting standards are applied to the indi
viduals concerned, but some of these are issued with 
little or no underwriting. 

F. Types of Insurers 
Insurance companies active in health insurance in
clude life insurance companies, casualty insurance 
companies and monoline or specialty health insur
ance companies. They usually are organized as cor
porations, either on a stock basis similar to corpora
tions in other fields of activity, or on a mutual basis 
where the policyholders exercise the usual rights of 
stockholders, voting for directors and sharing "sav
ings created by experiencing expense less than anti
cipated" tlµ-ough policyholders' dividends. A few 
risk health policies are written by the Underwriters 
at Lloyd's. 

However, they usually are under the superv1s1on 
of the state insurance departn1ents. There are 78 
such plans in operation in the United States, of 
which 76 are members of Blue Cross Association, 
and coverage is available in every state but t\vo. 
The areas covered range from a single city to about 
one and one-half states. The typical plan has a board 
of directors or trustees who represent the hospitals, 
the physicians of the area, and the general public. 
Frequently, the sponsoring hospitals guarantee the 
financial soundness of the plan. In any event, the 
hospitals represent the ultimate risk bearers. 

Independent plans have a longer history than do 
Blue Cross Associations. However, they represent a 
very heterogenous group, and generalizations are 
difficult. Most of them are industrial plans spon
sored by an employer or union and limiting enroll
ment to employees or members. Most of these plans 
emphasize medical and/ or surgical benefits. 

Organizationally, the Blue Shield plans are more 
heterogenous than Blue Cross. There are four gen
eral methods or organization: special, enabling leg
islation, general legislation, underwriting by regular 
insurance companies and provision of supplemen
tary benefits in Blue Cross coverages. 

Usually the Blue Shield and Blue Cross organiza
tions in an area work very closely together. Fre
quently, the Blue Cross organization handles admin
istration, enrollment, record keeping, and claims 
administration for Blue Shield on some type of 
reimbursement basis. 

The term "independent" has been used to denote a 
health insurance plan which is neither a conven
tional insurance company nor is affiliated with the 
Blue Cross or medical society approved. 

The majority of these plans ,vere industrial. Others 
were consumer sponsored, community sponsored, 
fraternal and private group clinics. The majority 
of these offered more or less comprehensive ben
efits; the balance were limited to hospital and/ or 
surgical coverage. 

In the broad sense, the majority of persons enrolled 
in all types of independent plans are developed with 
consumer includ-ing union backing. 

Unique to the health insurance field are the hospital 
and medical association-Blue Cross and Blue Shield 
and "independent" plans. Blue Cross Associations 
are a unique type or insurer, active only in this 
field. The first plans were organized by a particular 
hospital, but such plans were soon largely sup• 
planted by community-wide plans. With few excep
tions, Blue Cross plans are incorporated as non
profit organizations under special legislation. 

G. Extent of Losses 

This legislation exempts non-profit hospital service 
corporations from the provisions of state insurance 
laws, sets certain standards and recognizes the asso
ciations as charitable and benevolent institutions 
exempt from most state and local taxes. 

As "non-profit" organizations, Blue Cross plans are 
generally exempt from regulation as insurance com
panies and most of them enjoy a tax exempt status. 
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Almost three-fourths of the population is covered 
by medical expense insurance, but such plans meet 
only about half of the insurable expenses. Almost 
two-thirds of the employed have some form of 
formal income protection. This covers about two
thirds of the short-term insurable income loss, but 
only about 15% of the long-term loss, even after 
considering social insurance. Thus, long-term dis
ability losses are still met largely, if at all, by public 
assistance. It is in this area that private insurance 
faces its greatest challenge and its greatest opport
unity for further growth. 



VI I. Underwriting the Risk 
Underwriting concepts-A thorough understanding 

of the underwriting process-the way in which it "gets 
on the books"-will provide a useful foundation for 
the study of other operational af,ects of the total pro
cess of insuring the health risk. 

Underwriting is the initial step on the total process 
of insuring health risks. It involves selection, classifica
tion, and rating of risks. Fundamentally, its purpose 
is to be certain that the individual or group insured has 
the same probability of loss, within reasonable limits, 
as the universe on which premium rates were based 
initially. The underwriting process involves analysis to 
determine if the indivielual or group is to be accepted 
or declined for insurance under a proposed or a modi
fied plan of insurance. 

In both individual and group insurance, the field 
underwriter is the important link with the information 
surrounding it. Consequently, his initial appraisal of the 
quality of the risk is an important consideration in the 
total underwriting process. Based upon this and other 
valid sources of additional information, the Underwrit
ing Department of a health insurance company deter
mines the acceptability of the risk, and if acceptable, 
the particular basis upon which insurance will be 
issued. 

Elements of Selection - Selection seeks to obtain a 
body of insured persons in each premium class whose 
individual prospects of suffering the loss insured again
st does not differ widely from the norm for that class. 
Insurance is one service which must be procured before 
it is needed and the tendency of persons to defer pur
chasing health insurance is well known. These facts re
quire underwriters to be alert against efforts to secure 
coverage after the applicant has become ill or suspects 
that he is about to be disabled. The natural inclination 
of people in good health to put off buying insurance 
and the eagerness of thos~ in ill health to obtain cover
age is called anti-selection or adverse selection. 

An important part of the underwriting process is 
designed to safeguard the company from the effects 
of anti-selection and in properly classifying applicants 
for health insurance, in pricing the benefits, and in 
avoiding anti-selection, the underwriter must consider 
the several factors that determine insurability. 

The factors determining insurability are age, sex, 
race, physical condition, previous health history, oc
cupation, moral and financial standing, other insurance, 
types of contract and amount of benefits applied for, 
insurance record, and to a small degree, family history. 
When all these factors have been examined, it will be 
found that some few applicants are uninsurable because 
the hazard involved is too great to be underwritten 
successfully. These must be culled and rejected. Some 
will be found to be insurable subject to special condi
tions and increased premiums, or a less liberal plan 
of benefits than applied for. For most insurers, an ex
cess of 90% of the applicants will be acceptable for the 

coverage they desire and it can be issued at the stand
ard rate for their class. 

Group Insurance - Group health insurance under
writing varies in important particulars from that of 
individual health insurance. The purpose is the same 
- evaluation of the inherent hazard and assignment 
of the appropriate class and premium rate - but the 
techniques and standards for evaluation are decidedly 
different. The group underwriter has the responsibility 
not only of deciding whether and on what basis the 
group may be insured, but of so drawing the contract 
as to prevent selection against the company by indivi
duals eligible for coverage. It is a rare thing for an 
application of group insurance to be rejected if it 
complies with any applicable statutory definition of a 
group eligible for this type of coverage. Insurers are 
eager to extend the protection of health insurance as 
widely as possible in order to build the volume of their 
business and to satisfy the social need for it. 

Although group insurance is underwritten with care, 
the underwriter's attitude toward group risks can be 
less restrictive than with individual contracts in part 
because the yearly renewable term contract under 
which the insurance is written contemplates annual re
evaluation of the risk and adoption of remedial meas
ures if the initial evaluation proved to be incorrect. 
On each contract anniversary date, the underwriter has 
the opportunity to adjust the premium rate, conditions 
of the contract, and the benefits provided. Through ex- . 
perience rating, each group tends to find its proper 
rate level over a period of time. In the initial evaluation 
and the annual re-evaluation of these risks, under
writers consider the following factors: statutory re
quirements, composition of the group, occupational 
hazard, economic and environmental influences, and 
plan of insurance. 

A group is usually considered acceptable if it meets 
the legal and insurer requirements as to type, minimum 
size, and minimum participation. Group health insurers 
establish their own underwriting rules which are modi
fied from time to time to keep abreast of developments 
in coverage and the changing needs of the market. 
Generally, they are accorded greater discretion than 
the underwriters of individual risks. Most group con
tracts are tailor-made to fit the needs of the particular 
applicants. Frequently, they must be adapted to an 
employer's overall personal program or the exigencies 
of collective bargaining with trade unions. Hence, there 
is need for greater underwriting flexibility. 

Types of Underwriting Action - Basically, there 
are four types of action which can be taken by the 
underwriter for the individual cases: (1) rejection, (2) 
•c::sue standard as applied for, (3) issue as applied for 
with a rating, and (4) issue with an exclusion rider. 

There are presently being introduced other forms of 
action, such as offering an alternate policy form, in
creased waiting periods under disability policies, and 
to impose a rating, and also in disability policies to 
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reduce the period of benefit payment. Other under
writing actions will be developed as the time pro
gresses, as this is a procedure of ut1nost importance. 

The Underwriting Process - The sources of informa
tion which a company may utilize in underwriting in
clude the application, agent's report, inspection report, 
physical examination, intercompany data, reports from 
attending physicians, and in renewal underwriting and 
in some group cases, the previous insurance experience 
of the risk. 

Since the agent originates the business, he is often 
called a field underwriter. He represents the company, 
but must keep his actions within his authorized power. 
Verbal statements between the agent and the applicant 
are not binding upon the company. The agent has no 
authority to alter the application or to waive the answer 
to any question. 

Probably no other business where perhaps tens of 
thousands of dollars are involved, must the comp1ny 
rely more heavily on the representative. He is the im
portant contact, often the only personal contact a com
pany has with its policyholders. Because the field man 
1s so essential to efficient operations, all companies set 
up special instructions for their agents. Printed in a 
separate manual or contained in the rate book itself, 
these instructions guide the field man in conducting his 
activities in conformance with company practices. It is 
important that you become thoroughly familiar with 
your con1pany's manual. Much of the information has 
to do with the selection of risks, with submitting trial 
applications in doubtful cases, and handling applica
tions in normal situations. 

All applications are not alike. The broader and more 
liberal the contract, usually the more detailed the 
information required in the application. Frequently, the 
first question asks for the applicant's name. Some ap
plications state with health questions. All applications, 
however, commonly require certain information es
sential to sound underwriting. They are as follows: 
applicant's name, date of birth, sex, marital status, oc
cupation, physical condition, present health, air travel, 
other insurance, moral hazard, the beneficiary designa
tion if any, signature and authorization. 

VIII. Claims 
The purpose of insurance is to provide protection 

and security. In the last analysis, this is accomplished 
by the payment of claims to insureds (policyholders) 
who suffer covered losses. The payment of claims re
presents the delivery of the product of the insurance 
industry. The primary function of claim administration 
is to deliver this product by paying all legitimate claims 
promptly, pleasantly and in accordance with the pro
visions of the policy. This should be done in such a 
way that the claimant (policyholder) remains a satisfied 
customer who will influence future sales favorably. The 
record of a company in paying claims is probably the 
most important single determinant of good will. 

There are four main steps In claim settlement: notice 

of loss, proof of loss, invest igation, and payment. The 
details of these steps vary with the type of insurance. 

Notice: The first step in the claims process is the 
furnishing of notice of injury or disease to the com
pany. The Uniform Provisions state that such notice 
must be furnished within a specified period of time or 
as soon thereafter as is reasonably possible. 

Proof of Loss: Upon receipt of notice of claim, the 
company must furnish claims forms for proof of loss 
to the insured within 15 days according to Uniform 
Provision Nun1ber 6. Uniform Provision 7 requires the 
insured to furnish the proof of loss to the company in 
writing within 90 days of the occurence of loss other 
than disability income and within 90 days of the 
termination of the period for which the company is 
liable for income losses. 

The agent may have a great deal, a little or nothing to 
do with the claim settlement, depending on the prac
tices of his con1pany. Many agents, even if they take 
no part in the actual claim adjustment process, still 
make it a point to deliver claim checks whenever 
possible. This builds good will and often leads to future 
sales. 

Uniform claim forms for the proof of loss for medical 
care coverages are in general use. The Health Insurance 
Council (Federation of eight Insurance Associations) has 
developed a standard claim form and a standard 
hospital admission system for individual insurance. 

Short period disability income (claims of 3-4-5 weeks' 
duration) forms usually are not filed until disability has 
terminated and usually are limited to brief statements 
from the insured and his physician. Sometimes a state
ment is required from the employer certifying to actual 
loss of time. Long period disability income forms are 
similar, but usually more extensive. Generally there 
is a preliminary statement similar to the short benefit 
period form, one or more reports as to continuous dis
ability, and an affidavit from the insured and the physi
cian as to when disability ends. For most cases the 
preliminary claim blank serves as the proof of loss, 
but for more severe cases a formal proof may be re
quired upon termination of liability. 

Investigation: The process of investigation takes place 
between the initial notice and the final payment. Fre
quently a good deal of the process is carried out before 
the insured files final proof of loss. In addition to the 
notice and proof, there are a number of sources of in
formation open to the company. 

The diagnosis of illness or injury is sufficient, in 
connection with the information as to treatment and 
time of disability, to establish the validity of most 
claims. Industry records of past experience will indi
cate the pattern of treatment and probable duration 
of most disabilities, and where the case fits the pattern, 
the claim rarely will be questioned. Where the claim 
deviates markedly from the norm, where questions of 
pre-existing conditions or misrepresentations arise, 
further investigation is called for. 
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Inspection reports may be obtained from company re
presentatives, independent adjustors or mercantile in
spection agencies. Inspectors check on the insured's 
residence, date of birth, employment, and nature and 
extent of disability. It is necessary to inqui-re into the 
insured's activities during the period of claimed total 
disability to make sure these activities are not inconsist
ent \vith claims of total disability. Logical sources of 
information include neighbors, business associates, and 
competitors. Where conflicting information is revealed 
or where the company suspects malingering or mis
representation, it may have the cla1mant examined by 
its own physician. This may vary from a routine exa
mination to a very detailed in process. Where a pre
existing condition is suspected, it may be necessary to 
obtain information from other physicians who have 
treated the patient in the past. 

It should be noted that the investigation is concerned 
with more than just the facts surrounding the current 
claim. Many policies exclude coverage of pre-existing 
disease for a limited period of time, and some exclude 
named pre-existing diseases during the entire period 
of coverage. Thus, the claimant's health history should 
be checked on the statements in the application. If 
there have been material misrepresentations, these 
may serve as grounds for rescission of the policy. 

Payment: This may be paid in full or adjusted or pro
rated according to policy provisions. For benefits pay
able periodically, the policy must stipulate the time in
terval for payment, which may not be less frequent 
than monthly. 

Payment ordinarily is made to the insured, if living, 
otherwise to the beneficiary, if any, or the insured's 
estate. 

The procedure in group insurance is essentially 
similar to that discussed before, but differs in detail. 
Payments must be made promptly. Procedures, there
fore, are designed with punctuality in mind and general
ly forms are simpler than in individual insurance. Claim 
forms are usually available from the employer. 

The group contract may provide for administration 
of claims by the insurer or by the employer. Self
administration of claims is less common than self
administration of coverage and accounting records 
because of the need for greater specialized training for 
claims work. Self-administration of claims will require 
the services of at least one trained full-time employee. 

Blue Cross-Blue Shield: Many independent plans are 
sponsored by the purveyors of medical services, claim 
procedures differ somewhat from insurance company 
practices. The claim usually is presented to the physi
cian or hospital, who maintains a supply of claim forms. 
The insured may fill out the form, but more commonly 
this is handled by the physician or hospital. The insured 
merely submits evidence of coverage and the purvey
ors of service do the rest. Payment of insured amounts 
is made directly by the association to the physician or 
hospital and the insured is billed by them for any 
excess. 

Courses of action in claim settlement - Payment: 
There are two basic courses of action open to the com
pany when confronted with a claim; pay or contest. 
About 95% of all claims presented are paid. 

Payment of incurred loss in full according to policy 
benefits is the most common procedure followed in 
payment of losses. The main problem in handling 
claims in this category is to make sure the payments 
are prompt and handled in a courteous manner. 

Contest: Where the company does not feel that a 
claim should be paid, it will deny liability and thus 
contest, to some extent, the claim. There are two basic 
grounds for contest: the claimant did not suffer the 
loss, or the policy does not cover the loss. The policy 
may not cover for two reasons: because the particular 
type of loss is excluded or because the policy was not 
in force at time of loss. 

The occurrence of the loss insured against depends 
upon the claimant's being disabled within the meaning 
of the policy or incurring expenses for covered medical 
care. Determining the existence of disability is some
times difficult because of an impairment that another 
virtually would ignore. The fact that the insured did 
remain at home is significant, but not conclusive. Whe
ther disability exists and, if so, whether it is total will 
be determined according to the statements of the in
sured, the opinion of the insured's physician, the actual 
record of absence from employment. The nature oi 
the disability in relationship to the duties of his oc
cupation are vitally important. Determination of dis
ability and of a self-employed claimant is especi~lly · 
difficult to tell whether he actually is active in his 
business. This is especially true for a family business. 

Summary: The function of c~aim handling is to pay 
all legitimate claims promptly, pleasantly and in accord
ance with the terms of the policy. 

The four main steps in claim settlement are notice of 
loss, investigation, proof of loss, and payment. 

Most claims are paid. Payment may be in full, ad
justed to conform to policy limits, or prorated in ac
cordance with policy provisions. If the claim is to be 
contested, it may be on grounds of non-existence of 
disability or non-coverage of the policy. 

Claim administration involves almost everyone con
nected with the insurance policy. 'fhe various parties 
should understand their responsibilities and exercise 
restraint and good judgment. If this is done, misunder
standings over claims can be kept to a minimum and 
public relations can be greatly improved. 

IX. Regulation 
In recent years newspaper and magazines have car

ried numerous articles about health insurance and some 
of these articles have presented health insurance in an 
unfavorable light. Some regulatory actions taken by 
state legislators may have been reactions to this public 
criticism of health insurance. With a better under
standing of the program being made through inter-
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company cooperation, self-regulation and state regula
tion, the salesmen of health insurance will be able to 
take more pride in private health insurance and better 
defend it against unwarranted criticism. 

Furthermore, an understanding of the nature and 
extent of regulation of health insurer operations pro
vides an appreciation of the soundness of the private 
health insurance and the extent to which the policy
holder's interest is protected through such regulation. 

Background of State Regulation - Regulation of the 
insurance business by the states and territories has 
long been accepted. In 1868 this was established con
stitutionally in the historic case of Paul vs. Virginia. 
The broad pattern of this regulation - watchfulness 
over solvency of insurers, licensing and establishing 
qualifications of producers and protection of the public 
from unfair practices is now recognized as necessary 
and proper. In 1944 the equally historic case of United 
States vs. Southeastern Underwriters Association, the 
Supreme Court of the United States questioned this 
long established principle of state supervision. The 
opinion developed that the business of insurance was 
subject to a series of Federal acts and that it was also 
subject to the judicial decision under the "commerce 
clause" of the constitution. In 1945 Congress enacted 
the "McCarran Act" or "Public Law 15". This made it 
clear that continued regulation of insurance by the 
states was in public interest. The same law made it 
clear, however, that Federal anti-trust laws would 
apply to the business of insurance "to the extent that 
such business is not regulated by State law." The states 
then made the necessary and desired adjustments in 
their statutes. 

Obiectives of Regulations - The objectives of state 
r egulation include policyholder protection, production 
of revenue for the states, and retaliation against dis
crimination by other states against domestic companies. 
The most important element of policyholder protection 
is maintaining the solvency of insurers. The retaliation 
objective is not so important as it formerly was in 
view of the efforts of the National Association of In
surance Commissioners in developing uniform state 
laws. The goals of the regulatory powers could be 
described as maintaining insurer solidity and solvency, 
responsibleness, equity and fairness. 

Areas of States Regulation - Area - The areas of 
state regulation comi_ng under the general category 
of policyholder's protection include regulations con
cerning the formation and irtcorporation of insurers; 
admission of out of state (foreign) companies; standard 
of solvency in terms of size of capital and surplus; 
adequacy of reserves; permissible media for invest
ment; requirements of periodic reports and examina
tion ; and provision for means for conservation and 
liquidation of companies whose solvency is endanger
ed. The public is further protected by laws regulating 
the qualifications of agents and brokers and prohibit
ing certain practices; prohibiting misleading and false 
advertising and representations; defining standards 

of fair cornpetition; prescribing policy forms or requir
ing approval; limiting company expenses; and regulat
ing various activities of intercompany organizations. 

Mechanics - The mechanics of state regulation are 
handled by an insurance department under a state of
ficial titled "Insurance Commissioner." The Com
missioner has power to grant or withhold licenses to 
do business, examine financial condition and practices 
of carriers; require periodic statements; act as a de
pository of securities and a conservator or liquidator 
of companies when necessary; investigate complaints 
and initiate investigation, and undertake activities 
whcih are necessary and incidental to these. His duties 
involve the enforcement of all the insurance laws of 
the state and the administration of his department. 

National Association of Insurance Commissioners -
This organization was founded in 1871 as the National 
Convention of Insurance Commissioners and member
ship consists of the Insurance Commissioners of the 
states and territories. It operates through an execu
tive committee, other standing committees and a num
ber of special committees. 

Its decisions have no legal status but are merely re
commendations to the insurance department. However, 
its persuasive powers have been quite effective and a 
great deal of uniformity bas resulted. Often the NAIC 
recommendations serve as a model for legislation and 
administrative standards in the various states and give 
the individual states the advantage of a thorough study 
which many of them would not have been able to 
provide themselves. 

Specific Regulatory Provisions - Insurance com
panies, in order to transact business in a state, must 
first be licensed or "authorized" by that state. General
ly the requirements for licensing a domestic company 
are the same as for its organization. Sometimes the 
licensing requirements, unlike the organization re
quirements, are the same for stock and mutual com
panies. Requirements for licensing out of state (foreign) 
insurers are essentially similar to the standards re
quired for domestic companies. The states requires 
deposits of securities by insurers. Regulation of re
serves, investments and methods of valuation all con
tribute toward insurer solvency. In addition, Insurance 
Commissioners have the power and duty to take steps 
to conserve the assets of companies who are on danger
ous financial ground. They may and do examine the 
company statements and actual operations and, in case 
of actual o: impending insolvency, may limit writing of 
new business or actually step in as conservator, liqui
dator or rehabilitator of the company involved. 

Policy Provision and Filings - Each state requires 
that policy forms for individual health insurance must 
be approved by the state before the policy can be sold 
to its public. The Uniform Individual Policy Provision 
Law recommended by the NAJC in 1950 has been en
acted in all states. These provisions will be listed later; 
however, it should be pointed out the law requires 12 
provisions which are designed primarily to protect the 
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interests of an insured after a loss. In addition, the 
law provides for 11 optional provisions. These need not 
be included unless the company so desires. In addition 
to prescribing the Uniform Provisions, the law contains 
certain other requirements. These relate to typography, 
to the application, to who may be covered (individual 
and family only) and the like. 

Uniform Provisions - The accident and health com
n1ittee of the National Association of Insurance Com
missioners, with the cooperation of a committee re
presenting the Health Insurance Industry, created the 
Uniform Individual Accident and Sickness Policy Pro
vision Law and was approved by the National Associa
tion of Insurance Commissioners in 1950. This law 
provides that policies submitted to state Insurance 
Departments for approval must be drafted according to 
the ne\v Uniform Provisions (replaced Standard Pro
visions of 1912), and meet certain other requirements. 
Some requirements of the law have to do with the 
style, arrangement and size of type. Others specify that 
the policy must state the amount of premium, as well 
as the time insurance takes effect. There are 23 Uni
form Provisions. Twelve of these are required and must 
be included in every contract. The other 11 are optional 
and in some cases may be omitted. An insurance com
pany may reword any of these provisions provided it 
is not less favorable in any respect to the policyholder 
or the beneficiary. The purpose of these provisions is 
to define the terms of the contract and to clarify the 
rights and duties of both the company and the policy
holder. 

Provision 1 - Entire Contract; Changes 
This first provision is important to the policyholder 

because it guarantees that his contract cannot be alter
ed or changed or modified unless the change is au
thorized by an officer of the company and notice is 
attached to the contract. 

A copy of the application is generally attached to 
and made a part of the policy. Other papers which may 
be attached include riders providing additional benefits 
and waivers excluding specific impairments. 

Provision 1 - Entire Contract: - Changes - This 
policy, including the endorsements and the attached 
papers, if any, constitutes the entire contract of in
surance No change in this policy shall be valid until 
approved by an executive officer of the insurer and 
unless such approval be endorsed hereon or attached 
hereto. No agent has authority to change this policy 
or to waive any of its provisions. 

Provision 2 - Time Limlt on Certain Defenses 
Here is further evidence that sickness and accident 

contracts, like life insurance contracts, are unique in 
the business world. The policyholder has the right to 
know that when he is disabled, the company will not 
refuse to pay the benefits which the policy promises. 
It is, of course, necessary for the protection of the 
company and other policyholders that a short period 
of time, three years or less, be allowed to avoid pay-

ment on policies obtained with misstatements. This does 
not mean, however, that a claim can be avoided during 
the early policy years in event of misstatement of age, 
occupation or other insurance. 

Provision 2 - Time Limit on Certain Defenses: 
(a) After three years from the date of issue of this 
policy no misstatements, except fraudulent misstate
ments, made by the applicant in the application for 
such policy shall be used to void the policy or to 
deny a claim for loss incurred or disability (as 
defined in the policy) commencing after the expira
tion of such three-year period. 

(b) No claim for loss incurred or disabiltiy (as de
fined in the policy) commencing after three years 
from the date of issue of this policy shall be reduced 
or denied on the grounds that a disease or physical 
condition, not excluded from coverage by name or 
specific description effective on the date of loss, had 
existed prior to the effective date of coverage of this 
policy. 

Policies guaranteed renewable at least to age 50, or 
for at least five years if issued after age 44, may, 
in place of (a) above, contain the following under 
the caption "INCONTESTABLE": 

After this policy has been in force for a period of 
three years during the lifetime of the insured (ex
cluding any period during which the insured is dis
abled), it shall become incontestable as to the state
ments contained in the application. 

Provision 3 - Grace Period 
Years ago insurance policies expired at noon on the 

day the premium was due if not paid. If the policy
holder became disabled that afternoon, he received 
nothing. Now, policies must allow extra time beyond the 
due date in which the policyholder may pay his pre
miums. The number of days specified in the Uniform 
Policy Provisions Law is not less than seven for week
ly premium policies, ten for monthly policies and 31 for 
all other policies. 

Provision 3 - Grace Period: A grace period will be 
granted for the payment of each premium falling 
due after the first premium, during which grace 
period the policy shall continue in force. (The length 
of the grace period may vary depending upon mode 
of premium payment and company practice.) 

A policy which contains a cancellation provision may 
add, at the end of the above provision: 

subject to the right of the insurer to cancel in ac
cordance with the cancellation provision hereof. 

A policy in which the insurer reserves the right to 
refuse any renewal shall have, at the beginning of the 
above provision: 

unless not less than five days prior to the premium 
due date the insurer has delivered to the insured or 
has mailed to his last address as shown by the records 
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of the insurer written notice of its intention not to 
renew this policy beyond the period for which the 
premium has been accepted. 

Provision 4 - Reinstatement 
Although a policy has lapsed for non-payment of pre

mium it can be reinstated by the acceptance of an 
overdue premium by the co1npany or one of its agents 
unless a reinstatement application is required and a 
conditional receipt for the premium given. Then it will 
be reinstated on approval, or within 45 days without 
approval except when the applicant has been notified 
that reinstatement has been refused. The reinstated 
policy covers accidents occurring only after the rein
statement date and sickness originating ten days or 
more after that date. Otherwise the policy is exactly 
the same as it was before, unless the company has 
required any modification in order to justify rein
statement. 

The last sentence of the above may be omitted from 
the policies guaranteed renewable to age 50, or if issued 
after age 44, guaranteed renewable for at least five 
years. 

Provision S - Notice of Claim 
Under this provision, the policyholder must furnish 

the company with a notice of claim within 20 days, or 
as soon as reasonably possible. Notice to an agent is 
considered sufficient. An additional requirement may 
be inserted in policies paying benefits for more than 
two years, which states that the insured should give 
the company notice of claim every six months, unless 
he is legally incapacitated. 

Provision S - Notice of Claim: Written notice of 
claim must be given to the insurer within twenty 
days after occurrence or commencement of any loss 
covered by the policy, or as soon thereafter as is 
reasonably possible. Notice given b.y or in behalf of 
the insured or the beneficiary to the insurer at ....... . 
................................ (insert the location of such office 
as the insurer may designate for the purpose), or to 
any authorized agent of the insurer, with information 
sufficient to identify the insured, shall be deemed 
notice to the insurer. 

Policies providing loss-of-time benefits payable for 
at least two years may insert the following between the 
first and second sentences of the above provisions: 

Subject to the qualifications set forth below, if the in
sured suffers loss of time on account of disability for 
which indemnity may be payable for at least two 
years, he shall, at least once in every six months 
after having given notice of claim, give to the in
surer notice of continuance of said disability, except 
in the event of legal incapacity. The period of six 
months following any filing of proof by the insured 
or any payment by the insurer on account of such 
claim or any denial of liability in whole or in part by 
the insurer shall be excluded in applying this pro
vision. Delay in the giving of such notice shall not 
in1pair the insured's right to any indemnity which 

would otherwise have accrued during the period of 
six months preceding the date on which such 
notice is actually given. 

Provision 6 - Claim Forms 

This places the burden on the company, once it has 
been notified of a clain1, to furnish claim forms prompt
ly within 15 days. If claim forms are not furnished, then 
the policyholder shall b0 deemed to have complied with 
all requirements of Provision 7, Proofs of Loss. 

Provision 6 - Claim Forms: The insurer, upon 
receipt of a notice of claim, will furnish to the claim
ant such forms as are usually furnished by it for 
filing proofs of loss. If such forms are not furnished 
\.vithin fifteen days after the giving of such notice, the 
claimant shall be deemed to have complied with the 
requirements of this policy as to proof of loss upon 
submitting, within the time fixed in the policy for 
filing of proofs of loss, written proof covering the 
occurrence, the character and extent of the loss for 
which claim is made. 

Provision 7 - Proofs of Loss 
This provision sets forth that within 90 days after 

the termination of the period for which the company is 
liable, the policyholder must furnish written proof of 
loss, if reasonably possible. Except in instances of legal 
incapacity, proofs of loss must be furnished the com
pany within one year. 

Provision 7 - Proofs of Loss: Written proof of loss 
must be furnished to the insurer at its said office in 
case of claim for loss for which this policy provides 
any periodic payment contingent upon continuing 
loss within ninety days after the termination of the 
period for which the insurer is liable and in case of 
claims for any other loss within ninety days after 
the date of such loss. Failure to furnish such proof 
within the time required shall not invalidate nor 
reduce any claim if it was not reasonably possible to 
give such proof within such time, provided such 
proof is furnished as soon as reasonably possible and 
in no event, except in the absence of legal capacity, 
later than one year from the time proof is other\vise 
required. 

Provision 8 - Time of Payment of Claims 
This provision states that as soon as proof of loss is 

received by the company, benefits are payable. Income 
benefits are payable at specified intervals not less fre
quently than monthly. 

Provision 8 - Time of Payment of Claims: Indemni
ties payable under this policy for any loss other than 
loss for which this policy provides any periodic pay
ment will be made immediately upon receipt of due 
written proof of such loss. Subject to due written 
proof of loss, all accrued indemnities for loss for 
which this policy provides periodic payment will be 
paid . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . .. (insert period for 
payment ,vhich must not be less frequently than 
monthly) and the balance remaining unpaid upon 
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the termination of liability will be paid immediately 
upon receipt of due written proof. 

Provision 9 - Payment of Claims 
Broadly speaking, this provision designates to whom 

benefits will be paid so that settlement of claims can be 
made promptly by the company without costly legal 
investigation. Payment of loss of life will be made to 
the insured's estate if no beneficiary has been named 
or is alive. Either or both of two optional paragraphs 
may be added. One is a "facility of payment clause'' 
which enables a company to pay up to $1,000 to any 
relative by blood or marriage of the insured or benefi
ciary who the company believes is entitled to receive it. 
The other clause permits the company to make pay
ment promptly and without red tape directly to a per
son or hospital rendering service. 

Provision 9 - Payment of Claims: Indemnity for loss 
of life will be payable in accordance with the bene
ficiary designation and the provisions respecting such 
payment which may be prescribed herein and effec
tive at the time of payment. If no such designation or 
provision is then effective, such indemnity shall be 
payable to the estate of the insured. Any other ac
crued indemnities unpaid at the insured's death may, 
at the option of the insurer, be paid either to such 
beneficiary or to such estate. All other indemnities 
will be payable to the insured. 

Either or both of the following paragraphs may be 
included in this provision: 

If any indemnity of this policy shall be payable to the 
estate of the insured, or to an insured or beneficiary 
who is a minor or otherwise not competent to give a 
valid release, the insurer may pay such indemnity, 
up to an amount not exceeding $ ............................... . 
(insert an amount which shall not exceed $1,000), to 
any relative by blood or connection by marriage of 
the insured or beneficiary who is deemed by the in
surer to be equitably entitled thereto. Any payment 
made by the insurer in good faith pursuant to this 
provision shall fully discharge the insurer to the 
extent of such payment. 

Subject to any written direction of the insured in the 
application or otherwise all or a portion of any in
demnities provided by this policy on account of 
hospital, nursing, medical or surgical services may, 
at the insurer's option and unless the insured re
quests otherwise in writing not later than the time 
of filing proofs of such loss, be paid directly to the 
hospital. or person rendering such services; but it 
is not required that the service be rendered by a 
particular hospital or person. 

Provision 10 - Physical Examinations and Autopsy 
This provision entitles a company at its o~,n expense 

to make physical examinations of the policyholder at 
reasonable intervals during the period of a claim, and 
the right to make an autopsy when death benefits are 
payable, provided it is not forbidden by law. 

Provision 10 - Physical Examinations and Autopsy: 
The insurer at its own expense shall have the right 
and opportunity to examine the person of the insured 
when and as often as it may reasonably require dur
ing the pendency of a claim hereunder and to make 
an autopsy in case of death where it is not forbidden 
by law. 

Provision 11 - Legal Actions 

Under this clause the company has 60 days in which 
to investigate a claim during which time the policy
holder cannot take legal action. 

Provision 11 - Legal Actions: No action at law or 
in equity shall be brought to recover on this policy 
prior to the expiration of sixty days after written 
proof of loss has been furnished in accordance with 
the requirements of this policy. No such action shall 
be brought after the expiration of three years after 
the time written proof of loss is required to be 
furnished. 

Provision 12 - Change of Beneficiary 
Unless the policyholder has specifically denied him

self in his application the right to change beneficiary, 
he may change his beneficiary or assign the contract as 
he wishes. The company may, if desired, omit the first 
part relating to irrevocable designation of beneficiary. 

Provision 12 - Change of Beneficiary: Unless the 
insured makes an irrevocable designation of benefi
ciary, the right to change of beneficiary is reserved 
to the insured and the consent of the beneficiary or ' 
beneficiaries shall not be requisite to surrender or 
assignment of this policy or to any change of bene
ficiary or beneficiaries, or to any other changes in 
this policy. 

THE OPTIONAL PROVISIONS 
All of the twelve preceding provisions are required 

by the Uniform Policy Provisions Law. There are 11 
additional provisions, any or all of which may be in
cluded in policies. A company may change the wording 
provided the rewording is not less favorable to the 
policyholder. A general knowledge of these provisions 
is also important. 

Optional Provision 1 - Change of Occupation 
. When_ this optional provision is contained in a policy, 
1f a policyholder becomes disabled after changing to 
a more hazardous occupation, his benefits will be on 
the basis of the more hazardous occupation. Or, if he 
changes to a less hazardous occupation, his premium 
rate will be reduced accordingly and any overpayment 
will be refunded to him upon request. 

Provision 1 - Change of Occupation: If the insured 
be injured or contract sickness after having changed 
bis occupation to one classified by the insurer as 
more hazardous than that stated in his policy or while 
doing for compensation anything pertaining' to an 
occupation so classified, the insurer will pay only 
such portion of the indemnities provided in this policy 
as the premium paid would have purchased at the 
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rate and within the limits fixed by the insurer for 
such more hazardous occupation. If the insured 
changes bis occupation to one classified by the in
surer as less hazardous than that stated in this policy, 
the insurer, upon receipt of proof of such change 
of occupation, will reduce the premium rate accord
ingly, and will return the excess pro rata unearned 
premium from the date of change of occupation or 
from the policy anniversary date immediately pre
ceding receipt of such proof, whichever is the more 
recent. In applying this provision, the classification 
of occupational risk and the premium rates shall be 
such as have been last filed by the insurer prior to 
the occurrence of the loss for which the insurer is 
liable or prior to date of proof of change in occupa
tion with the state official having supervision of in
surance in the state where the insured resided at the 
time this policy was issued; but if such filing was not 
required, then the classification of occupational risk 
and the premium rates shall be those last made ef
fective by the insurer in such state prior to the oc
currence of the loss or prior to the date of proof of 
change in occupation. 

Optional Provision 2 - Misstatement of Age 
Under this provision the policyholder is protected 

when an error is made regarding the age. Instead of the 
policy being void, benefits are paid in the amount which 
his premium would have purchased at the correct age. 
Of course, if coverage would not have been available 
at his correct age, the policyholder is entitled to a 
refund of those premiums. 

Provision 2 - Misstatement of Age: If the age of the 
insured has been misstated, all amounts payable 
under this policy shall be such as the premium paid 
would have purchased at the correct age. 

Optional Provision 3 - Other Insurance in This Insurer 
This provision protects a company against excess in

surance by limiting the amount of coverage which will 
be carried by the company. If a policyholder already 
has coverage with the company which, with this 
policy, provides benefits in excess of the maximum 
allowed by the company, only the maximum is payable 
and excess premiums will be returned to the policy
holder or his estate. An alternative wording of this 
optional provision is permitted which limits the com
pany's liability to the one policy selected by the insured. 
Provision 3 - Other Insurance in This Insurer: If an 
accident or sickness policy or policies previously issued 
by the insurer to the insured be in force concurrently 
herewith, making the aggregate indemnity for ............... . 
.................... (inserting type of coverage or coverages) 
in excess of $.................................... (insert maximum 
limit of indemnity or indemnities) the excess insurance 
shall be void and all premiums paid for such excess 
shall be returned to the insured or to his estate. 

Or, 
Insurance effective at any one time on the insured 

under a like policy or policies in this insurer is limited 

to one such policy elected by the insured, his benefi
ciary or his estate, as the case may be, and the insurer 
will return all premiums paid for all other such policies. 

Optional Provision 4 - Insurance with Other Insurer 
This provides that if a policyholder has duplicate 

coverage on an "expense incurred basis" with other 
companies and a company accepts the risk without 
being notified of the other coverage, its liability will 
be a proportionate share of the expenses incurred, and 
premiums for the unused portion are refunded. 

Provision 4 - Insurance With Other Insurer: If there 
be other valid coverage, not with this insurer, pro
viding benefits for the same loss on a provision of 
service basis or on an expense incurred basis and 
of which the insurer has not been given written 
notice prior to the occurrence or comn1encement of 
loss, the only liability under any expense incurred 
coverage of this policy shall be for such proportion 
of the loss as the amount which would otherwise 
have been payable hereunder plus the total of the 
like amounts under all such other valid coverages 
for the same loss of which this insurer had notice 
bears to the total like amounts under any valid cover
ages for such loss, and for the return of such portion 
of the premiums paid as shall exceed the pro rata 
portion of the amount so determined. For the pur
pose of applying this provision when other coverage 
is on a provision of service basis, the "like amount" 
of such other coverage shall be taken as the amount 
which the services rendered would have cost in the 
absence of such coverage. 

If the fore going policy provision is included in a 
policy which also contains the next following policy 
provision, there shall be added to the caption of the 
foregoing provision the Phrase " . . . EXPENSE IN
CURRED BENEFITS." The insurer may at its option 
include in this provision a definition of "other valid 
coverage," approved as to form by the commissioner, 
which definition shall be limited in subject matter to 
coverage provided by organizations subject to regula· 
tion by insurance law or by insurance authorities of 
this or any other state of the United States or any pro
vince of Canada, and by hospital or medical service 
organizations, and to any other coverage, the inclusion 
of which n1ay be approved by the commissioner. 

In the absence of such definition such term shall not 
include group insurance, automobile medical payments 
insurance, or coverage provided by hospital or medical 
service organizations or by union welfare plans or 
employer or employee benefit organizations. 

For the purpose of applying the foregoing policy pro
vision \vith respect to any insured, any amount of bene
fit provided for such insured pursuant to any com
pulsory benefit statute (including any workn1en's com
pensation or employer's liability statute) whether pro
vided by a govern 111ental agency or otherwise sha 11 in 
all cases be deemed to be "other valid coverage" of 
\vhich the insurer has had notice. In applying the fore-
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going policy provision, no third party liability coverage 
shall be included as "other valid coverage." 

Optional Provision 5 - Insurance with Ott,er Insurers 
This option is the same as the preceding, except it 

relates to all benefits other than expenses incurred. 

Provision 5 - Insurance with Other Insurers: If there 
be other valid coverage, not with this insurer, pro
viding benefits for the same loss on other than an 
expense incurred basis and of which this insurer 
has not been given written notice prior to the oc
currence or commencement of loss, the only liability 
for such benefits under this policy shall be for such 
proportion of the indemnities otherwise provided 
hereunder for such loss as the like indemnities of 
which the insurer had notice (including the indemni
ties under this policy) bear to the total amount of all 
like indemnities for such loss, and for the return 
of such portion of the premium paid as shall exceed 
the pro rata portion for the indemnities thus deter
mined. 

If the forgoing policy provision is included in a policy 
which also contains the next preceding policy provision 
there shall be added to the caption of the foregoing 
provision the phrase " ... OTHER BENEFITS." Note: 
The remaining part of this parenthetical comment is 
the same as that which follows "Expenses Incurred 
Benefits" in the comment following Provision 4. 

Optional Provision 6 -
Relation of Earnings to Insurance 

This is generally known as the "average earnings 
clause" and may be used only in non-cancellable and 
guaranteed renewable contracts. It protects the com
pany and its policyholders against the individual who 
delays recovery because his disability income is greater 
than his earned income. At the time disability com
mences, should his total disability income exceed his 
earned income, or his average earned income for the 
preceding two years, whichever is greater, his income 
benefits under the policy will be reduced proportion
ately. In no case, however, will monthly benefits unde1 
all policies be reduced to less than $200. Premiums for 
excess insurance are returned to the policyholder. 

Provision 6 - Relation of Earnings to Insurance: If 
the total monthly amount of loss of time benefits 
promised for the same loss under all valid loss of 
time coverage upon the insured, whether payable on 
a weekly or monthly basis, shall exceed the monthly 
earnings of the insured at the time disability com
menced or his average monthly earnings for the 
period of two years immediately preceding a dis
ability for which claim is made, whichever is greater, 
the insurer will be liable only for such proportionate 
amount of such benefits under this policy as the 
amount of such monthly earnings or such average 
monthly earnings of the insured bears to the total 
amount of monthly benefits for the same loss under 
all such coverage upon the it1Sured at the time such 
disability commences and for the return of such part 

of the premiums paid during such two years as shall 
exceed the pro rata amount of the premiums for the 
benefits actually paid hereunder; but this shall not 
operate to reduce the total monthly amount of 
benefits payable under all such coverage upon the 
insured below the sum of $200 or the sum of the 
monthly benefits specified in such coverages, which
ever is the lesser, nor shall it operate to reduce bene
fits other than those payable for loss of time. 
The insurer may, at its option, include in this pro

v1s1on a definition of "valid loss of time coverage", ap
proved as to form by the commissioner, which defini
tion shall be limited in subject matter to coverage pro
vided by governmental agencies or by organizations 
subject to regulation by insurance law or by insurance 
authorities of this or any other state of the United 
States or any province of Canada, or to any other 
coverage, the inclusion of which may be approved by 
the commissioner or any combination of such cover
ages. In the absence of such definition such term shall 
not include any coverage provided for such insured 
pursuant to any compulsory benefit statute (including 
any workmen's compensation or employer's liability 
statute), or benefits provided by union welfare plans or 
by employer or employee benefit organizations. 

Optional Provision 7 - Unpaid Premium 
This clause states the right of the company to deduct 

from a claim any unpaid premium which is due. 

Provision 7 - Unpaid Premium: Upon the payment 
of a claim under this policy, any premium then · ' 
due and unpaid or covered by any note or written 
order may be deducted therefrom. 

Optional Provision 8 - Cancellation 
The cancellation clause gives the company the right 

to cancel at any time with at least five days' notice. 
After the policy has been in force beyond its original 
term, the insurer may cancel at any time. Excess pre
miums are refunded. Cancellation does not affect any 
claim originating before cancellation. 

Provision 8 - Cancell~tion: The insurer may cancel 
this policy at any time by written notice delivered to 
the insured, or mailed to his last address as shown 
by the records of the insurer, stating when, not less 
than five days thereafter, such cancellation shall be 
effective; and after the policy has been continued 
beyond its original term, the insured may cancel 
this policy at any time by written notice delivered or 
mailed to the insurer, effective upon receipt or on 
such later date as may be specified in such notice. 
In the event of cancellation, the insurer will return 
promptly the unearned portion of any premium paid. 
If the insured cancels, the earned premium shall be 
computed by the use of the short-rate table last filed 
with the state official having supervision of insurance 
in the state where the insured resided when the 
policy was issued. If the insurer cancels, the earned 
premium shall be computed pro rata. Cancellation 
shall be without prejudice to any claim originating 
prior to the effective date of cancellation. 
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Optional Provision 9 - Conformity with State Statutes 
Although this is an optional provision, some states 

require that it be included. It amends the policy, if 
necessary, so that it will conform to minimum state 
requirements. 

Provision 9 - Conformity with State Statutes: Any 
provision of this policy which, on its effective date, 
is in conflict with the statutes of the state in which 
the insured resides on such date is hereby amended 
to conform to minimum requirements of such 
statutes. 

Optional Provision 10 - Illegal Occupation 
This provision states that the company is not liable if 

the loss results from any felony or illegal occupation. 

Provision 10 - Illegal Occupation: The insurer shall 
not be liable for any loss to which a contributing 
cause was the insured's commission of or attempt 
to commit a felony or to which a contributing cause 
was the insured's being engaged in an illegal oc
cupation. 

Optional Provision 11 - Intoxicants and Narcotics 
This provision is similar to the preceding clause, and 

relieves the company of liability for losses while the 
policyholder is under the influence of liquor or nar
cotics. 

Provision 11 - Intoxicants and Narcotics: The in
surer shall not be liable for any loss sustained or 
contracted in consequence of the insured's being in
toxicated or under the influence of any narcotic 
unless administered on the advice of a physician. 

SUMMARY 
Now that you have a general understanding of the 

12 policy provisions which are required and the 11 
which may be included at the option of the company, it 
is suggested that you study carefully the prov1s1ons 1n 
your company's contracts. 

You will note that most of these clauses outlines the 
rights and privileges of the policyholder. 

The others, in protecting the company against th~ 
unreasonable or uninsurable claims of a few unscru
pulous individuals, make it possible to establish a favor
able rate for the large majority of honest people who 
need sickness and accident protection. 
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LIFE INSURANCE 
Although it is probable that something similar to 

insurance was used by the Babylonians, Greeks and 
Romans, insurance as we know 1t today began more re
cently. It is thought to have had its origin in 14th 
century Italy. During this period sea voyages \Vere both 
hazardous and expensive, and a ship's captain and cargo 
were insured against death or capture by pirates. 

At that time insurance was financed by wealthy 
citizens. A shipowner requiring money to finance a trip 
\\'Ould post a document on the wall of a meeting place 
stating the conditions under which he would borrow 
money. Individuals willing to accept any portion of this 
loan or risk would sign their name to the bottom of 
the contract stating the risk they were assuming. These 
n1en became kno\vn as "underwriters." (Even today this 
term is used to designate those insurance men in the 
borne office and field that determine the risks a com
pany will accept.) 

As late as the 1800's, this type of risk acceptance was 
still in existence. In England it became known as coffee 
house underwriting because it was in the coffee houses 
that the underwriters gathered. One of the most 
famous of these coffee houses \.Vas Lloyd's. Lloyd's did 
so much underwriting and so li ttle "coffeeing" that 
eventually the organization we kno\V as Lloyd's of 
London was established. 

The Friendly Societies of Great Britain and the 
Fraternal Societies of the United States \vere next in 
the order of development of modern life insurance. 
These societies were the forerunners of today's frater
nal life insurance companies. Bound together by mem
bership in some organization, the societies sought to 
provide protection for their members and eliminate 
some of the misuse of insurance during the period. For 
example, by providing for the aged, the societies kept 
many oldsters from auctioning their insurance policies 
to have enough money to live. Two of the earliest fra
ternal societies in the United States were the Odd 
Fello\vs and the Grand Army of the Republic. 

It was not until the nineteenth century that modern 
life insurance \Vas really born. For until this time two 
factors hindered the growth and development of exist
ing companies and discouraged the formation of new 
companies. The first was the lack of scientifically 
developed and reliable mortality tables. The second was 
the overwhelmingly rural nature of society. 

The first problem was solved by accurate record 
keeping and extensive research. The second was cor
rected by the Industrial Revolution. Industrialization 
caused people to leave the country and congregate 
in cities. Here, away from the security of land owner
ship and close family ties, the need for insurance was 
more easily developed. 

In the early 1800's many new life insurance com-

panies were formed. These were the first stock com
panies, and were the first to put life insurance on a 
really organized, systematic, and businesslike basis. It 
was in the 1840's that the first mutual life insurance 
company began doing business in the United States. At 
this time there were less than $10,000,000 of life in
surance in force in this country. 

During this perioct some ··new" sales techniques were 
developed that helped to spark a real mid-century 
growth in the volume of insurance coverage. The 
agency system developed rapidly, and there was a 
start toward the use of advertising media in promoting 
the sale of life insurance. 

The mortality experience of United States companies 
between 1843 and 1858 was used to develop the first 
reliable mortality table, known as the American Ex
perience Mortality Table. Many policies in force today 
are based on this mortality experience; in fact, this 
table was the basis for most policies issued until the 
1941 Commissioners' Standard Ordinary mortality 
table was published. 

During the period shortly before, during and after 
the Civil War, many life insurance companies were 
operated in a precarious n1anner. Unsound business 
practices abounded and advertising claims were gross-
ly inflated. During the depression period of the 1870's, . 
many of these poorly managed companies went out of 
business. 

This poor management and their poor record during 
the depression period spurred many states to begin 
regulating insurance. Regulation had begun at an 
earlier date through the efforts of Elizur Wright. A 
former school teacher and mathematician, he had cam
paigned in the Massachusetts Legislature and obtained 
passage, in 1861, of his version of the Legal Reserve 
Principle. After his campaign other states began estab
lishing insurance departments and regulated the in
dustry within their states. Because of his pioneering 
efforts, Wright has become known as the "Father of 
l\i!odern Life Insurance." 

The end of the century found an increasing liberali
zation of the life insurance contract and its benefits. 
Cash and surrender values were written into ordinary 
life policies, as were provisions providing for grace 
periods and incontestability. 

In 1905 the Armstrong Investigating Committee was 
charged with investigating the life insurance industry in 
New York. During this period of time big business was 
being investigated and the growth of the life insurance 
industry had attracted attention. The Armstrong In
vestigation turned out to be a sober, responsible exa
mination and a benefit to both the public and to life 
insurance. 

Even though the Armstrong Investigation caused a 
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temporary loss of confidence among the buying public, 
the period during World War I and the '20's was a time 
of growth in the industry. During these years, many 
advances were made in insurance, including the deve
lopment of settlement options, group insurance, dis
ability income and double indemnity benefits. 

The great depression of the 1930's was an extremely 
difficult one for the life insurance industry. Mortality 
and disability claims were up, resulting in increasing 
underwriting costs. The amount of insurance in force 
decreased, interest rates were lower, and many mort
gages were in default causing investment income to 
decrease. In spite of all this, the industry managed to 
ride out the depression with flying colors. Only 20 of 
the 350 companies failed; and these, because of their 
size, accounted for only slightly more than 1 % of the 
total insurance in force. Even this 1 % was reinsured by 
those companies that were solvent and the actual loss 
to policyholders was almost nothing. It was 1937 before 
insurance in force regained the 1930 level. 

The tribulations of the depression caused many peo
ple to seek security. This quest for security, improve
ment of products and the development of more skilled 
agents has resulted in a continued growth of insurance 
in force. This growth has been so steady and so spec
tacular that by the end of 1967, in approximately 1,700 
companies, there \.vas an estimated 1.08 trillion dollars 
of life insurance in force in the United States. 

It is difficult to know exactly where to begin in the 
study of life insurance In order to understand the vari
ous types of insurance policies, it is necessary to kno,v 
something about the manner in which rates are com
puted, but to understand the difference in the rate 
computations between various types of policies, it is 
necessary to know something about the policies. 

Unique Function of Life Insurance 
Life insurance is unique as a means of creating an 

estate for one's dependents. There is no legal method, 
other than life insurance, whereby one can creatP an 
immediate estate. 

Some Unique Characteristics of Life Insurance 
Life insurance is a risk-pooling plan- an economic 

device through which the risk of premature death is 
transferred from the individual to the group. However 
the contingency insured against has certain character
istics that make it unique; as a result the contract in
suring against the contingency is different in many 
respects from other types of insurance. 

The event insured against is an eventual certainty 
No man lives forever. Yet we do not violate the require
ments of an insurable risk in the case of life insurance, 
for it is not the possibility of death itself that we insure 
against, but rather "untimely" death. The uncertainty 
surrounding the risk in life insurance is not whether 
or not the individual is going to die, but rather when 
he will die. 

The hazard increases from year to year. The chance 

of loss under a life insurance contract is greater the 
second year of the contract, as far as the company is 
concerned, than it was the first year, and so on until 
the insured eventually dies. Yet through the mechanism 
of the law of large numbers as we shall sec. the Insur 
ance company can promise to pay a specified sum to 
the insured no matter when he dies. 

There IS no possibility of partial loss in life insurance 
as there is in the case of property and casualty insur
ance. Therefore, all policies are valued policies. In the 
event that a loss occurs, the company will pay the face 
of the policy. 

Life Insurance Not a Contract of Indemnity 
The principle of indemnity does not apply in the case 

of life insurance. In most lines of insurance, an attempt 
is made to put the individual back in exactly the same 
financial position after a loss as he ,vas in before the 
loss. For obvious reasons this is not possible in life in
surance. The simple fact of the matter is that it is not 
possible to place a value on a human life. There is no 
legal limit to the amount of life insurance that an 1ndi 
vidual may purchase on his life. While there is no 
legal limit, insurance companies impose lin1its for un
derwriting reasons. Not only is the amount of insurance 
which a company will be willing to ,vrite on a life lim
ited, but companies are also reluctant to issue a policy 
,vith a beneficiary where there is no apparent insurable 
interest. 

Insurable Interest in Life Insurance 
As a legal principle, every contract of insurance must 

be supported by an insurable interest, but in life insur
ance the requirement of insurable interest is applied 
somewhat differently than in property and casualty 
insurance. When the individual taking out the policy is 
also the insured, there is no legal problen1 concerning 
insurable interest. The courts have held that every 
individual has an unlimited insurable interest in his 
own life, and that he may assign that insurable interest 
to anyone. 

ThP. important question of insurable interest arises 
when the person taking out the insurance is someone 
other than the person whose life is concerned. In such 
cases the law requires that an insurable interest exist 
at the time the contract is taken out. There are many 
relationships which provide the basis for an insurable 
interest. Husbands and wives have an insurable interest 
in each other, likewise partners, and a corporation may 
have an insurable interest in the life of one of its execu
tives. In most cases a parent has an insurable interest 
in the life of a child. A creditor has an insurable in
terest in the life of the debtor, although this is usually 
limited b) statute to the amount of the debt or slightly 
more. 

The question of insurable interest seldom arises in 
life insurance, because the bulk of life insurance poli
cies sold are purchased by the person ,vhose life is in
sured. In addition the consent of the individual insured 
is required in n1ost cases even ,vhen there is an insur-
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able interest. The exception to this requirement exists 
in certain jurisdictions where a husband or wife is per
mitted to insure a spouse without the consent of the 
spouse. 

Effective Date of Coverage 
Coverage under the life insurance policy is effective 

as soon as the contract comes into existence. The fun
damental question then is when does the policy come 
into existence. The answer to this question hinges on 
a relatively small detail in the eyes of the insured 
whether the first premium accompanies the application 
for insurance. If the application is sent to the insurance 
company without the premium, the insurance company 
draws the contract and offers it to the insured. It is 
not a contract until it has been accepted by the insured, 
which the insured does by accepting the policy and pay
ing the first premium. If the insured should die during 
the period between making the application and receiv
ing the policy and paying the first pren1ium, no bene
fits will be paid, for the policy had not yet con1e into 
existence. 

Normally the premium accon1panies the application 
for insurance. The company acknowledges receipt of 
the premiu1n \vith a conditional receipt. The typical 
receipt puts the policy in force at the time of the ap
plication, provided that the applicant is found to be 
insurable according to the underv,riting rules of the 
company. The situation might arise in which the under
writer is forced to determine whether a deceased per
son would have qualified for insurance had he not died. 
If the applicant would have qualified, then the co1npany 
is bound to pay the death benefit since the policy went 
into effect conditionally at the time of the application. 

Right of Creditors to Life Insurance Proceeds 
The proceeds of life insurance policies have long 

been exempted from the claims of the deceased in
sured's creditors. While it has son1etimes been main
tained that this represents discrin1ination against cred
itors, it seems justifiable since the insured also has 
certain obligations to his dependents which are even 
more fundamental than his obligations to his creditors. 
In some states the exemption applies only if the bene
fits are payable to certain beneficiaries, such as a wife 
or children. 

In some states the exemption laws are extremely 
broad, exempting the proceeds of a life insurance pol
icy not only from the claims of the insured's creditors, 
but also from the claims of the beneficiary 's creditors. 
For example, Section 511.37 of the Insurance Laws of 
Iowa states: 

A policy of insurance on the life of an individual 
in the absence of an agreement or assignment to 
the contrary shall inure to the separate use of the 
husband or wife and children of said individual, 
independently of his creditors. 

The proceeds of an endo\vment policy payable to 
the assured on attaining a certain age shall be ex
empt from liability for any of his debts . 

Any benefit or indemnity paid under an acci
dent, health or disability policy shall be exempt 
to the assured or in case of his death to the hus
band or wife and children of the assured, from 
his debts. 

The avails of all policies of life, accident, health 
or disability insurance payable to the surviving 
widow shall be exempt from liability for all debts 
of such beneficiary contracted prior to the death 
of the assured, but the amount thus exempted shall 
not exceed $15,000. 

TYPES OF LIFE INSURANCE POLICIES 
Strictly speaking, there are only three types of life 

insurance policies: 

1. Term Insurance 

2. Whole Life Insurance 

3. Endowment Life Insurance 

Often a fourth type is included as a separate form, the 
Limited Pay Whole Life Policy, but as we shall see. 
the limited pay policy is simply a form of whole life. 

The Term Insurance Policy 
Term life insurance is protection against financial 

loss resulting from death during a specified period of 
time. It pays only if the insured dies within the given 
period, \vhich may be 1 year, 5 years , 10 years, 20 years, 
until the insured is 65 years of age, or any one of a 
number of other periods. At the end of the policy 
period the protection ceases. 

In its purest form, a term policy is purchased for a 
specified period and the face of the policy is payable 
only if the insured dies during this period. Nothing is 
paid if the insured survives the term period. It is cus
tomary, however, for term policies to contain the fea
tures of renewability and convertibility. 

In the first, the renewable feature, the insured is 
provided with the option to renew the policy for a lim
ited number of additional periods, usually of the same 
length as the original term period. For example, if an 
insured purchases a $10,000 ten-year term policy at 
age twenty-five and he survives this period, he has the 
option of renewing the policy for an additional ten 
years without the necessity of proving insurability. The 
level-premium rate for this ten-year period will be 
higher than the premium rate for the first ten years. 
The insured may renew the contract at age forty-five 
and perhaps also at age fifty-five. However, all insur
ance carriers, because of the element of adverse selec
tion, impose an age limit beyond which renewal is not 
permitted. The most important advantage to the in
sured is the right to renew even if he becomes unin
surable. 

The convertible feature is also an important aspect 
of term insurance. In addition to the right of renewal, 
the policy provides the insured with an option to ex
change the terrn contract for some type of permanent 
life insurance without the necessity of providing evid-
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ence of insurability. An insured with a $10,000 ter1n 
policy could, if he so desired, convert this contract prior 
to expiration into a $10,000 whole life policy or some 
other form of permanent insurance, such as a limited 
payment or endowment policy, and the conversion 
would be accomplished even though the insured were 
uninsurable at the time. The conversion is generally 

• 
effected at the insured's attained age, although in some 
cases it may be made retroactive to his original age. 

In summary, term insurance is pure protection. It 
does not develop cash values and there is no savings 
element in the contract. (On some long term policies a 
slight cash value may develop, but it disappears before 
the end of the policy). Because it is temporary insur
ance, it is suited for only those needs that are also 
temporary. 

The Whole Life Policy 
The whole life policy (also kno,vn as the straight 

life policy, or "ordinary life") is the basic type of life
time policy. It provides insurance protection at a level 
premiun1 for the entire lifetime of the insured. Under 
the straight whole life policy, the insured pays pre
miums for his entire lifetime, and as long as he con
tinues to pay premuims he enjoys protection equal to 
the face amount of the policy. If he lives to age 100, 
(Age 96 on older policies) the age at which the insur
ance company's mortality tables say he should be dead, 
they will pay him the face amount of the policy. 

Limited Pay Whole Life 
The limited payment whole life policy is similar to 

the straight whole life policy, in that it provides pro
tection for the entire lifetime of the insured. The dif
ference between the two policies is the manner in which 
the premiums are paid. Under the limited pay con
tract the protection extends to age 100, but the pre
mium payments are made for some shorter period of 
time. Thus, under a 20 pay life policy, the insured pays 
premuims during the payment period that are high 
enough ot permit him to stop payment at the end of 
twenty years, and still enjoy protection equal to the 
face amount of the policy for the remainder of his life. 

Endowment Life Insurance 
In endowment life insurance, the con1pany promises 

to pay the face amount of the policy if the insured dies 
within the policy period, or to pay the face amount 
if the insured lives to the end of the specified period, 

die during the twenty-year period, or for the payment 
of the face amount to the insured if he should survive 
to the end of the twenty-year period. 

LEVEL AND DECREASING TERM 
Term insurance-protection only-no cash value or 

very little cash value. 

LEVEL 
I ' I • I t I • I ' I • 
I I I 

t 

I I I 
I I I t I itoTECTION t t I I 

• 
I I I 
t I I I I I I ' I I I 

• l I • 
Age 25 65 
Level premium and level amount of 
coverage for periods of 5, 10, 15, 20 or to age 65. 

DECREASING (20-YR.) 

Age 25 45 
Lower premium than level term. 
Decreasing coverage for 10-15-20-25 year periods. 

WHOLE LIFE 
Face Amount Level Amount 

GUARANTEED 
CASH VALUE 

which is known as the endowment period. Age 25 65 100 
For example, a twenty-year endowment policy pro

vides for the payment of the face amount of the policy 
to the beneficiary of the insured, if the insured should 

Level pren1iun1s for life 
Guaranteed cash value equal to face amount at age 100. 
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LIMITED PAYMENT (20 pay life)-Same as whole life, 
but Premiums for 20 years only. 

Face amount 
(protection) 

GUARANTEED 
CASH VALUE 

Age 25 45 
Emphasis on protection- but 
more cash value than whole life. 
Premiums payable for 20 years. 
Matures at age 100. 

65 100 

ENDOWMENT AT 65-High cash values with 
Protection-Premiums to Maturity 

Face amount 

more 

(Protection) 

GUARANTEED 
CASH VALUE 

Age 25 65 
Cash value equal to face amount at n1aturity date. 
Premiums to maturity age. 

Why Different Forms? 
The simplest form of life insurance, but one rarely 

offered by life-insurance companies today except in 
connection with group life insurance, is yearly-renew
able-term. This type provides protection for a period 
of one year only, but permits the insured to renew the 
policy for successive periods of one year, at a higher 
premium rate each year , without the necessity of fur
nishing evidence of insurability at the tirne of each 
renewal. This is life-insurance protection in its purest 
form . 

Because of the difficulties of yearly-renewable-term 
insurance, it has been found that the 1nost practical 
method of providing life insurance is one in which the 
premiums do not increase from year to year, but re
main constant throughout the premium-paying period. 
This is known as the level-pren1ium plan. Here the 

size of the premium will depend upon the age of the 
insured at the time the policy is purchased, and this 
amount will continue to be the premium paid by the 
insured as long as the policy continues. 

The level-premium plan will be much more practical 
for most individuals because the relatively low pre
mium in the older ages will make it more possible for 
an individual to continue his life insurance until his 
death. 

The level-premium plan introduces features that have 
no counterpart in term insurance. Death is bound to 
occur at some time, and in a whole-life policy the in
surance carrier knows that a death claim must be paid 
at some future time. Under the level-premium plan the 
insured pays more than the cost of pure life-insurance 
protection during the early years the policy is in force. 
The additional premium is necessary so that the excess 
portion, when accumulated at compound interest, will 
be sufficient to provide for the deficiency in the later 
years of the contract. These premiums create a fund 
which is held by the insurance company for the bene
fit and the credit of the policyholders. The fund is the 
reserve and it must be accumulated and maintained 
by the insurance carrier if it is to be able to meet its 
future obligations on the policies in force. Not only 
will the excess premiums in the early years completely 
offset the deficiency in the later years, but \vith the 
aid of compound interest, the reserve will continue to 
accumulate throughout the term of the policy and be 
equal to the face of the contract at the terminal age 
in the mortality table. 

The level-premium plan introduces the features of 
the excess premium during the early years of the con
tract and the creation of the reserve fund. The insured 
has the right to \Vithdraw these excess payments at 
any time through the use of the cash-surrender or loan 
privilege in his contract. As a consequence a contract 
under the level-premium plan provides more than pure 
life-insurance protection. It is actually a combination of 
decreasing insurance, the net amount at risk, and in
creasing savings, the growing reserve, and the two 
amounts are calculated in such a manner that in any 
year their sum is equal to the face of the policy. If a 
policyholder dies, the death claim is composed partly 
of the reserve on the policy, and the balance, the net 
amount at risk for the insurance carrier, is obtained 
from the current premiums paid by the other policy
holders in the insured's age and policy classification. 

It should be stressed that the policy reserve is not 
solely the property of the insured. It is his property 
only if he surrenders the policy. If he does so, the con
tract no longer exists and the insurance carrier is re
lieved of all obligations on the policy. As long as the 
contract is in full force, the reserve belongs to the in
surance carrier and must be used to help pay the death 
claim if the insured should die. As n1entioned above, 
the reserve must be accumulated by the con1pany to 
take care of the deficiency in the level premium during 
the later years of the contract. 

-205 -



From the above analysis it is obvious that there are 
two distinct advantages in the use of level-pren1ium 
insurance. First, by paying an amount in excess of the 
cost of pure life insurance during the early years of 
the contract, the insured avoids a rising premium in 
the later years. This will make it financially possible 
to maintain the insurance until his death, even though 
it occurs at an advanced age. Second, if the insured 
survives, he is in the process of accumulating a savings 
fund which can be utilized for his income needs in his 
old age. 

ANNUITIES 
The Nature of Annuities 

Annuities in a sense are a reverse application of the 
law of large numbers as it is used in life insurance. 
While life insurance is- a method of scientifically ac
cumulating an estate, an annuity is a device for the 
scientific liquidation of a principal sum. 

The annuity may be defined as a periodic payment 
to commence at a stated or contingent date and to 
continue for a fixed period or for the duration of a life 
or lives. The person whose life governs the duration 
of the periodic payments is called the annuitant and 
the payment is called the annuity. If the payments are 
to be continued for the duration of a designated life 
or lives, the contract is called a life annuity. 

The basic function of a life annuity is that of liquidat
ing a principal sum, regardless of how it was accumu
lated, 1 and it is intended to provide protection against 
the risk of outliving one's income. Each payment is 
composed partly of principal and partly of interest 
earned on the unliquidated principal, and the pay
ments will continue as long as the annuitant lives, even 
though his life span is much greater than his life ex
pectancy at the time of the purchase of the annuity. 
The life annuity is unique in that it will guarantee an 
orderly liquidation of a principal sum over the balance 
of a lifetime. There is no other arrangement whereby 
this type of liquidation can be accomplished. 

For the insurance company, it makes absolutely no 
difference how long the individual lives. For the insur
ance company the average life expectancy is the im
portant factor. Some men who reach age 65 will die 
before they reach 66. Others will live to be 100. On the 
average they will live 15.9 years and on this basis the 
insurance company can promise to pay a certain amount 
to each annuitant for life, basing the amount which 
it promises on the average life expectancy. Those 
who live longer than the average will offset those who 
live for a shorter period than the average. Every pay
ment which the annuitant receives is part interest and 
part principal. In addition each payment is part "sur-

lit could involve the liquidation of a sum of money derived 
from a person's savings. This sum could be used as a single 
premium to purchase an immediate-life annuity. It could 
also involve the liquidation of the cash values of life-Insur
ance contracts, or the liquidation of the proceeds of a life
insurance contract after the death of the insured in the form 
of a life income for the beneficiary of the policy. 

vivorship benefit," in that it is composed in part of the 
funds of me1nbers of the group who have already died. 

Insurance conipanies have found that annuitants live 
longer than most people. This is simply a result of 
selection against the company. People who feel that 
they have a short life expectancy do not normally pur
chase annuities, while on the other hand, the individual 
whose father and grandfather both lived to be 115 
will probably look upon an annuity as a good invest
ment. In other words, the principle of the annuity fa
vors people v.·ho live a long tin1e, and on the whole, 
these are the people who purchase annuities. For this 
reason insurance companies use different mortality 
tables for computing the cost of annuities than they 
do for the cost of life insurance. Since the company 
promises to pay an income for the life of the annuitant, 
the longer the annuitant is expected to live, the higher 
•Nill be the cost for a given amount of annual or monthly 
income. The higher the age of the annuitant, the lower 
the cost for a given amount of monthly income. Obvi
ously, there is no requirement that the annuitant be 
in good health. 

Classification of Annuities 
Annuities may be classified in various ways. First, 

the annuity may be paid for the duration of a single 
life or for the duration of two or more lives. This clas
sification involves the single-life and the joint-and
survivor annuities. Second, annuities may be classified 
according to the time payments are to commence. An 
annuity may either be immediate, i.e., one in which 
the first payment is due on payment-interval fron1 the 
date of purchase, or deferred, i.e., one in which nor
mally there is a spread of several years between the 
date of purchase and the beginning ot the annuity pay-
1nents. The immediate annuity is always purchased with 
d single premium. The deferred annuity normally is 
vurchased with periodic premium payments made over 
a period of years, with annuity payments to commence 
at some specified future date. Third, annuities may be 
classified according to the method of premium pay
ment. They may be purchased with a single premium, 
with the annuity to begin immediately or at some future 
date, or they may be purchased on an installment basis 
over a period of years. Fourth, annuities may also be 
classified according to the nature of the insurance car
rier's obligation. Under a pure, single-life annuity, pay
ments are made only for the balance of the annuitant's 
lifetime. regardless of how long or how short this pe
riod might be. The annuity is considered fully liqui
dated at the annuitant's death, with nothing payable to 
the annuitant's estate. The annuity may contain some 
sort of a refund feature, with a specified amount to be 
paid to the annuitant's estate if he should <die shortly 
after the commencement of annuity payments. The dif
ference between the total annuity payments and the 
purchase price of the annuity, for example. could be 
paid to the annuitant's estate. Each of these classifica
tions will be discussed briefly. 

The life annuity that provides the maximum income 
per dollar of premium expenditure is the pure-life an-
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nuity. This annuity may be immediate, or it may be 
deferred. It may be purchased on a single life, or jointly 
on two or more lives. Its outstanding characteristic is 
that the annuity is payable only for the balance of the 
lifetime of the annuitant; or in the case of Joint Life, 
benefits cease upon the death of the first in the group 
to die. 

The pure-life annuity is perhaps most attractive for 
the single individual who has no dependents and who 
desires the maximum income that is possible on a life
annuity basis. 

Since on the average women live longer than men, 
this means that life annuities are more expensive for 
women. Thus, in calculating the costs of life annuities, 
insurance carriers do in fact what women so frequently 
do in imagination: they rate the age of a won1an back 
by at least five years. Hence, the amount of monthly 
female of age sixty-five, will be that income for a male 
income to be produced by a given principal sum for a 
who is age sixty. 

There are many instances when retirement occurs, 
however, that the male has one dependent, his wife. 
lf he should choose a single-life annuity, the chances 
are great that he will die before his wife. This could 
leave her in rather straitened circumstances. The best 
solution to this problem is perhaps the joint-and-sur
vivor annuity. Here annuity payments will continue as 
long as either is alive. 

A joint-and-survivor annuity could be subject to crit
icism if it provides the same income after the death 
of one of the annuitants as was provided while both 
were alive. In order to eliminate this criticism, a num
ber of modifications exist with respect to the amount 
of each payn1ent. A common modification provides that 
the income of the survivor will be reduced one-third aft
er the death of the other annuitant. This is known as 
a joint-and-two-thirds-survivor annuity. Another some
what less common modification is the joint-and-one-half
survivor annuity. A modification of this type in many 
cases is desirable. It exists on a principle that more in
come is needed while both are alive, which is logical. 

Even though the pure-life annuity provides the maxi
mum income per dollar of principal sum, many people 
have strong objections to placing a substantial sum into 
a contract that promises no return if death should occur 
shortly after the annuity payments begift. As a conse
quence, insurance carriers have found it necessary to 
add some sort of a refund feature to annuities in order 
to make them more salable.2 

2ft appears that most persons are willing to reduce their 
income while alive in order to leave some estate for distant 
relatives. It should be obvious that these refund features will 
increase the cost of the annuity, or what amounts to the same 
thing, will reduce the amount of the periodic income pur
chasable with a given principal sum. If the refund feature is 
used because of the fear that dependents wi 11 be left without 
income in the event of the early death of the annuitant, then 
an annuity should not be purchased at all or an approach 
such as the joint-and-survivor annuity should be used. 

Industrial Life Insurance 
One of the most common of the refund features in

volves an annuity with a certain number of payment.s 
guaranteed, whether the annuitant lives or dies. 

Today guaranteed periods are available for five, ten, 
fifteen, or twenty years. The longer the period of guar
anteed payments, logically the greater will be the cost 
of the annuity. 

Another popular type of refund feature is one that 
provides for annuity payment.s at least equal to the 
purchase price of the annuity, the balance will be paid 
to a beneficiary or to the annuitant's estate either on a 
lump-sum basis or in continued installments. If the bal
ance is paid in continued installment, the contract is 
referred to as a "refund annuity." If the balance is paid 
in a lump sum, the contract is a "cash-refund annuity." 

General Classifications of Life Insurance 
There are four basic classes of life insurance, dis

tinguished on the basis of the manner in which they 
are marketed: 

1. Ordinary 
2. Industrial 
3. Group 
4. Franchise 

Our treatment thus far has been concerned with 
ordinary life insurance. The discussion would not be 
complete without at least a brief description of the 
other three. Group life and its specific function anq . 
characteristics are so different from those of ordinary 
life that it has become a separate branch of the in
dustry. Industrial life insurance has also had a tremen
dous popularity and growth, although it has declined 
in relative importance in recent years. 

Ordinary Life Insurance 

Ordinary life insurance constitutes the oldest and 
largest of the classes. In ordinary life individual poli
cies are marketed with a face amount of over $1,000. 
The premiums on these policies are paid annually, semi
annually, quarterly, or monthly. The main characteris
tics of ordinary life are the purchase on an individual 
basis and the policy amount.s in excess of $1,000. 

The second branch of life insurance is knO'\\'n as in
dustrial insurance. It is a type that was designed to 
provide for the burial expenses of persons in the lower 
income groups, the industrial wage earners, and to 
provide the insurance on a basis whereby it would be 
simple and convenient for some persons to k~ep insur
ance in force. 

By definition, industrial life insurance is a form in 
which the face value of the policy is less than $1,000 
and one in which the premiums are payable as fre
quently as weekly. The most distinctive feature is, pre
miums are collected by a representative of the insur
ance company at the home of the insured. The weekly 
premium and its collection by a company representative 
at the home of the insured are important factors in 
keeping the policies in force. 
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In n1ost instances industrial insurance is sold in 
prem1u1n units and not in units of face amount. Gen
erally it is decided how much weekly premium the in
sured can pay. The amount of the insurance will then 
depend upon the amount this premium will purchase 
under the plan selected at the attained age of the in
sured. Generally the weekly premium \\ill vary from 
5¢ to as much as $1.00 per week. The types of policies 
available include whole life with premiums payable to 
a specified age such as sixty-five or seventy, twenty
payn1ents life, and t,venty-year endowment. Term in
surance is not available. The insurance may be provided 
for all family members from birth to a specified age 
such as seventy. As a general rule, the insurance is 
provided without medical examination. 

Industrial policies have a number of provisions that 
are different. First, when the insured purchases the pol
icy, he has the right to surrender the contract within 
a specified period, usually two weeks, and receive a 
return of the full amount of the premium. Second, the 
policies contain incontestable clauses which in most in
stances provide for incontestability after the polic:y has 
been in effect during the lifetime of the insured for 
one year from date of issue. However, the application 
normally is not made a part of the contract, as in or
dinary life insurance, and as a consequence the state
ments in the application cannot be used as evidence for 
voiding the contract. However, a safeguard does exist 
It is usually provided in the policy that if the insured 
had medical treatment for a serious mental or physical 
condition ,vithin two years prior to the i~suance of the 
policy and did not disclose this fact to the carrier, the 
policy would be voidable if the misrepresentation was 
discovered within the one-year contestable period 
The third unique feature of industrial life insurance 
is a provision known as the facility-of-payment clause. 
The insured may designate a beneficiar} in the con
tract. However, under the facility-of-payment clause, if 
the beneficiary predeceases the insured, or if the bene
ficiary fails to make a claim under the policy within 
sixty days after the death of the insured, or if the bene
ficiary is a minor, an incompetent, or the estate of the 
insured, the company shall have the right to pay the 
proceeds to the insured,s executor or administrator or 
to any relative by blood or marriage appearing equi
tably to be entitled to the proceeds. 

The assignment of an industrial policy generally is 
prohibited. The same types of surrender values as in 
ordinary contracts are provided in industrial policies. 
However, in many instances the surrender values are 
not available until the contract has been in force for 
five years. Because of the low values, loan values are 
generally not available. Dividends are paid on partici
pating policies, but the insured normally has no choice 
as to the form in which the dividends are to be paid 
Some companies provide for their use in mal~ing future 
premium payments; others utilize the dividends to pur
chase paid-up additions to the policy. Settlement op
tions are not available in these contracts primarily be
cause of the sma11 amounts involved. And for the same 

reason, industrial policies do not contain a suicide re
striction.3 

Group Life ln l>c.J rance 
Group lJ.fe insurance is a plan whereby coverage can 

be provided for a number of persons under one con
tract, the insurance on each life, however, being inde
pendent of that on the other lives. Normally it is pro
vided for the employees of a specified employer and is 
provided without evidence of insurability. 

In most states group life insurance is subject to cer
tain requirements establJ.she<l by law. It is customary 
to require that it be written on not fe\.\-er than 25 em
ployees, under a master contract issued to the em
ployer, the premium to be paid by the employer or 
by the employer and en1ployees jointli, and with the 
insurance to be provided for all or any class of em
ployees in an amount to be deter1nined bJ cJnd1tlJ n 
pertaining to the employment. The amount of the in
surance must be based upon some plan \.\-hlch will pre
clude individual selection, and the insurance n1ust be 
for the benefit of some person other than the employer. 
If the premium is to be paid in its entirety by the em
ployer, 100% of the eligible employees n1ust be in
cluded. However, if the premium 1s to be paid Jointly 
by the employer and the employees, then not less than 
75% of the eligible employees must be insured." 

The cost of group life insurance is con1paratively lov.1. 
1'he reasons are quite simple. First, the basic plan un
der which most group life insurance is provided is 
year-renewable-term insurance. The student has already 
learned that term insurance provides the lo\.\est dollar 
of premium outlay of all the types of life insurance. 
Second, the expenses of medical exa1ninations and of 
other methods of determining 1nsurability have been 
largely dispensed with. Third, group life insurance in
volves mass selling and mass administration. As a re
sult, the expenses per life insured \.\'ill be less under 
group than under the n1arketing of individual policies. 

The major problem of the insurance carrier in the 
underwriting of group life insurance is that of holding 
the factor of adverse selection to a n1inimun1. It should 
be obvious that if group life insurance were provided 
without any required minitnum nun1ber of percentage 
of employees, and if the employees could choose to 
enter the plan or stay out, only the impaired lives would 
take the insurance. And if the employee could choose 
the amount of insurance, the impaired lives naturally 
,vould take large an1ounts while those in good health 
would take only small amounts. 1'he problen1 would, 
of course, be co1npounded by the elin1ination of the 

JCan you imagine someone committing suicide in order 
that $300 would be paid to a beneficiary? 

tSome states permit group life insurance to be written on 
groups of as few as ten employees. In addition, many State 
laws do not limit the use of the group principle merely to 
groups involving employer-employee relationships. Provision 
is made for the use of the principle to insure members of 
other closely-knit groups such as labor unions and even pro
fessional and trade associations. It may be used by creditors 
to insure the lives of installment debtors. 
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medical examination and other evidence of insurability. 
If group life insurance is to be a practical possibility, 
safeguards must be provided for the prevention of 
minimizing of the element of adverse sele~tion. 

In the underwriting of group life insurance, the con
tracting parties are the employer and the insurance 
carrier. The policy issued to the employer is called the 
master contract. Each participating employee will re
ceive a certificate which stipulates the amount of insur
ance coverage he has under the plan, the designation 
of his beneficiary, and any rights and privileges he may 
have under the plan. The coverage is applicable to the 
employees so long as they remain in the ser vice of the 
employer, and also applies for thirty-one days after 
termination of the employment. The employee may, 
during the thirty-one days after termination of em
ployment, convert all or a portion of the insurance to 
any form of individual policy currently offered by the 
insurance carrier, with the exception of term insur
ance. Conversion would be at the attained age of the 
employee and could not be refused by the insurance 
carrier because of uninsurability of th') en1ployee. 

There are no exclusions in group life insurance. The 
proceeds of the insurance will be paid for death arising 
from any cause, including suicide, without any restric
tion as to time. 

Group life insurance has become an important branch 
of life insurance today, and its importance undoubtedly 
\vill continue to increase. For some persons it may be 
the only insurance. And for many persons who would 
not be insurable for ordinary-life insurance, it provides 
the only means whereby life insurance can be obtained. 
For others the group life insurance is an excellent sup
plement to the individual life-insurance program, and 
should always be taken into consideration in the formu
lation of one's individual life-insurance program, in the 
same manner as consideration of coverage under the 
social security program. 

Group Annuities 
'fhe group principle is also applicable in the opera

tion of the industrial pension programs in industry to
day. Ho\vever, the subject of group annuities and in-
1ustrial pension plans is too extensive and complicated 
.o warrant more than mere mention in a textbook of 
this kind. It is important, though, for the student to 
fecognize that group annuities can be an important and 
highly attractive means of operating an industrial pen
sion program. 

Since most pension programs provide a lifetime in
come for the retired employee, the group-annuity prin
ciple can be a highly attractive means of funding and 
administering a pension program. A master contract 
will be issued to the employer, as in group life insur
ance, and each participating employee will receive a 
certificate outlining his rights and benefits. The vast 
majority of the group annuities are contributory, with 
the employee's contribution being subject to payroll 
deduction. 

Franchise Life Insurance 
Groups which are not large enough to meet the re

quirements for a group policy may purchase a di.fferent 
form of wholesale insurance called franchise insurance. 
Basically, franchise life insurance is a mass marketing 
plan similar to group life insurance. However, fran
chise plans may be written on a group composed of 
five lives or more. Individual policies are issued in 
franchise insurance programs instead of a master pol
icy and certificates as in the case of group insurance. 
Each policy may vary as to the kind of insurance, the 
amount of coverage, and the premiums. 

The most important distinctions between franchise 
life insurance and group life insurance are that the 
minimum size of the group is smaller in franchise in
surance and that the contract is between the individual 
insured and the insurance company in franchise insur
ance, while it is between the employer and the company 
in group life insurance. 

USES OF LIFE INSURANCE 
Family Uses of Life Insurance 

Life insurance is designed to provide MONEY when 
a family needs it most. For example, the death of the 
wage earner, retirement or financial emergencies such 
as loss of job, depression, or other crisis. Life insurance 
provides not only death benefits but also the cash 
values can be used by the insured. He can, while living, 
use it as a reserve fund in time of emergencies or to 
borrow against when an investment opportunity pre
sents itself such as going into business for himself o~ 
purchase of a home where he needs cash for the down 
payment and does not want to assume an additional 
regular monthly obligation. There are several areas of 
family need or use of life insurance. 

1. Guaranteed Savings Plan (Portion of premium 
going to cash value) 

2. Final Expenses 
3. Mortgage Liquidation 
4. Readjustment and Emergency Fund 
5. Family Income 
6. Educational Fund 
7. Widow's Income 
8. Estate Liquidity 
9. Retirement Income for the Insured and Wife 

10. Wife Insurance 
11. Children's Insurance 
12. Charitable Bequests 

1. Guaranteed Savings Plan - Permanent life in
surance provides an unequaled method for accumula
tion of emergency fund and cash reserve for the in
sured. By including the waiver of premium feature on 
a policy, the insured has the guarantee that if he be
comes disabled and can't work the premiums will be 
paid. The cash value grows at a guaranteed rate. This 
allows the insured to plan ahead to determine how 
much he wants to have accumulated at a given time and 
simply purchase sufficient life insurance to reach this 
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amount. 'the insured can then draw on this fund at any 
time regardless of reason or need. He can borrow it, 
usually at a guaranteed low rate of interest, or surren· 
der the policy and withdraw the cash value. 

If the policyholder borrows the cash value, the policy 
still remains in force and will be reduced only by the 
amount of the loan in the event of the insured's death. 
The loan does not have a due date. This allows the in
sured ample time in which to repay the loan. For ex
ample, if he borrowed the cash value to use as down 
payment on a home, he would not immediately have to 
start making payments on the cash value loan as well 
as payments on his home mortgage. Where the insured 
uses the cash value loan to establish his own business, 
he has ample time to operate before he needs to repay 
the loan. 

2. Final Expenses - These are the expenses incur
red by a person's death. They include funeral expenses, 
final medical bills not covered by hospital insurance, 
miscellaneous charge accounts, and outstanding debts 
and estate administration costs and taxes. This fund 
may be relatively small for the man with a small estate 
and little or no outstanding bills. In the case of a man 
with a large estate, the final expense could run into 
thousands of dollars with Federal Estate Taxes and 
States Inheritance Taxes due. 

3. Mortgage Fund - This is the a1nount of money 
needed to pay off a mortgage, leaving the widow and 
family a home free and clear. This can be just as es
sential a need for the family which does not own a 
home since the proceeds can be used to pay rent or 
purchase a home. 

4. Readiustment and Emergency Fund -This fund 
is used by the family immediately following the death 
of the wage earner. It gives them an opportunity to 
adjust their standard of living to a reduced level. It 
also is designed to provide a cash sum that would be 
held at interest for future emergencies such as serious 
illness or major house or auto repairs. 

5. Family Income - This is a regular monthly in
come for the widow and children that, together with 
Social Security, will be their subsistence. This may 
vary greatly depending upon the ages and number of 
children as well as the family's standard of living. 

6. Education Fund - This is an amount of money 
which the insured needs to provide for the purpose 
of educating his children. By using permanent life 
insurance to assure this fund. he can be certain that 
his children will have this money whether he lives or 
dies. If he lives, the cash value can be withdrawn to 
assist in paying the college costs. If he dies before the 
children complete their education, the face amount will 
be paid to his family; and can be used to pay the cost 
of tuition, books, and room and board for schooling. 

7. Widow's Income - This is a lifetime income to the 
widow after the last child has left home. This usuall) 
requires a large amount of insurance since she has no 
Social Security income from the age 18 of her youngest 

child to her age So. This period is commonly known as 
the "black-out" period and could be most difficult for 
a widow who may not have worked since before her 
marriage and, consequently, possesses no particular or 
relevant experience with which she can earn a respect 
able living. 

8. Estate Liquidity - This high sounding term sim
ply refers to the need for cash in a person's estate 
with which to pay estate taxes and administration costs, 
especially in a large estate where the Federal Estate 
Tax can be a substantial amount. For example, if a 
man's estate consists of his ownership in a business 
which he wants to be continued after his death for the 
benefit of his family; and if his estate does not have 
cash to pay these expenses, the family may be forced 
to sell the business. This "forced sale" can result in a 
loss to the family two ways; through reduced sale price 
and loss of an income producing property. 

9. Retirement Income For Insured and Wife - By 
saving money through ordinary life insurance through 
cash values and dividends (in participating policies), a 
man is able to accumulate savings toward use during 
his retirement. When he reaches retirement age, he 
may choose any one of several life income options, con
tained in his life policies, under which the cash values 
he has accumulated will be paid to him as a regular 
monthly income for his life or for the life of him and 
his wife. The policies will then be turned into what is 
known as an annuity. (See the section in this text on 
annuities for further information.) 

10. Wife Insurance - This is probably the most neg
lected market for the life insurance industry. While 
many wives do not work outside the home; nonetheless, 
they have considerable value in their function of house
keeper, babysitter, cook, chauffeur, laundress, and so 
on. In most cases, a family with small children would be 
financially unable to hire similar services in the event 
of the death of the wife at a young age. Additional rea
sons for a wife being insured include loss of the marital 
deduction, from an estate planning and tax saving 
standpoint. 

11. Chlldren's Insurance - Normally insurance is 
purchased for children for two reasons. The first is to 
provide for funeral expenses through a small policy. 
The second reason for purchasing life insurance for 
children is to give them a start in their life insurance 
program by buying at a young age when premiums are 
low. Through the use of guaranteed insurability clause, 
the child can be guaranteed the right to increase his 
insurance program at later ages regardless of health 
or occupation. The amount may vary depending upon 
the parent's ability to pay premiums and, in many 
cases, whether it is a boy or girl. 

These, briefly are the primary uses and needs for 
life insurance within the family. You will note that we 
referred to this as life insurance not death insurance. 
The reason, of course, is that we are talking about 
living needs and benefits for the family or for the in
sured. The needs were not created by the death of 
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someone, they were always there and would have been 
met through the earnings of the insured if he had llved 
Life insurance is the way to provide these same bene
fits in the event he dies. There are many v.•ays and 
variations of providing this insurance such as through 
gifts from grandparents to grandchildren or parents 
to children. 

12. Charitable Bequests - One of the more attrac
tive approaches in this area is the use of life insurance 
to provide for a gift to a charitable institution. The in
dividual purchases insurance in the amount which 
he desires to give, naming the institution as the bene
ficiary. While it might be impossible for the individual 
in question to make an outright gift of, say $5,000, to 
his church, he could probably afford the annual pre
mium which the purchase of a whole life contract would 
require. 

BUSINESS USES OF LIFE INSURANCE 
Business Continuation Insurance 

The death or disability of the owner of a business, 
the member of a partnership, or a stoclr~older of a 
close corporation may create serious problems for that 
business. If the business is a sole proprietorship, it may 
be necessary to liquidate and sell the specific assets, 
rather than the going business. Any value based on 
goodwill or earnings may be wiped out. In the case of 
a partnership the executor of the estate of a deceased 
partner may find it necessary to sell the estate's inter
est at the best offer he can obtain from the surviving 
partners. Finally, in the case of the corporation, the 
corporation ,vill continue, but either the heirs of the 
deceased stockholder IMy not desire to continue their 
ownership, or the remainnig stockholders may not wish 
to share the ownership and control of the corporation 
with the heirs. 

The ideal solution to these problems is to make prior 
arrangements for the sale of the individual's interest 
in the business prior to his death through a buy and 
sell agreement, under the terms of which each owner 
agrees that his share of the business is to be sold to the 
remaining owners at his death, and each owner agrees 
to buy the share of a deceased owner. In the case of a 
proprietorship, the parties to the purchase agreement 
may be the owner and an employee or the owner and 
a competitor. The agreement may contain a formula 
to be used in setting the value of the business at the 
time of sale, thus eliminating difficulty at the time of 
the sale. 

It is possible to have a business purchase agreement 
without a funding arrangement. The partners may have 
sufficient cash or liquid assets which would enable a 
survivor to purchase the interest of the decedent for 
cash. But this would be a very unusual situation, par
ticularly in a growing business, where the partners have 
been plowing back the profits into the business. 

The most satisfactory method of funding is to pur
chase business life insurance on the lives of the owners; 
the partners, partnership, stockholders, or the corpo
ration, whoever is to be the purchaser to pay the pre-

n1iums and own the policies on the life of the party 
whose interest in the business is to be purchased upon 
his death. By this method it is possible to have the busi• 
ness purchase agreement fully funded at all times. 

· The operational aspects of the funding may vary, de
pending on the circumstances. Under the arrange
ment known as a "cross-purchase plan," each of th.
partners or stockholders carries enough life insurance 
on the lives of the others to permit the purchase of a 
proportionate share of a deceased member's interest. 
For example, If Abnef, Baker and Cole each own one 
third of a business valued at $300,000, Abner would 
buy $50,000 in life insurance on Baker and Cole, Baker 
would buy a $50,000 policy on both Abner and Cole, 
and Cole \.Vould buy $50,000 on each of Abner and 
Baker. If one of the partners dies, the remaining two 
will receive sufficient proceeds from their policies on 
his life to permit them to purchase his interest. 

As an alternative, the policies on each of the owners 
could be purchased by the firm itself. Under this ar
rangement, known as the "entity plan," the firm owns 
the policies and is the beneficiary. The premiums paid 
on such insurance is not deductible as an expense for 
tax purposes. On the positive side, the exemption of 
life insurance proceeds payable by reason of death 
from the income tax applies whether the beneficiary is 
an individual, a partnership, a trustee or a corporation. 
Under the entity plan, the partnership or corporation 
purchases the interest of the deceased owner, and the 
interest of the survivors is increased proportionately.5 

Key Man Insurance 
One of the most valuable assets of any business is 

the skill of its employees. Since every employee con
tributes to the success of a business, the death of any 
employee is a source of loss to the firm. The extent of 
this loss varies with the contribution of the individual 
to the success of the firm. Those employees who make 
a critical contribution to this success are key employees, 
and in the case of these employees the risk of loss to 
the firm may be sufficiently great to warrant insurance 
protection. The key man may be a crucial factor in 
sales, in production, in finance, in management, or in 
some combination of these functions. The determining 
characteristic is that the success or failure of the firm 
depends to a great degree on his continued efforts. In 
n1any cases this key man will be the owner; in some 
it will be a p·artner or employee; it may even be a 
stockholder. In any case, when the loss of an individual 
connected with the business would cause a financial 
loss through imperiled credit, loss of leadership, re-

5There is a distinction between a Stock retirement agree
ment and a Stockholders Buy and Sell Agreement. A Stock 
Retirement Agreement ls an agreement between stockholders 
and a corporation whereby the corporation agrees to purchase 
the stock of the corporation owned by the stockholder upon 
his death. There is usually no agreement that the stock will 
be retired. Such stock may be held in the treasury or can
celed. The term, "Stockholders Buy and Sell Agreement," is 
generally used to describe an agreement for purchase and 
sale between stockholders, the survivors to buy the stock of 
the deceased stockholder. 
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duced profits, or reduced ability to secure new business, 
the firm has an insurable interest in that individual. 

One of the most difficult aspects of insuring a key 
man is the determination of his value. The valuation 
may be based on an estimate of the probable loss of 
income that might result from his loss, based on esi
mates of the decline in sales or general slow-down of 
operations. Additionally, it may be based on an esti
mate of the additional expense that would be involved 
in obtaining a replacement, including the costs of 
finding, hiring, and training a co1nparable individual. 
In the last analysis the determination of the value of 
the key man will be an educated guess, based on a co1n
bination of the above factors . 

The type of insurance that is used to insure the 11 fe 
of the key man will vary. But generally whole life is 
purchased. 

The Split Dollar Plan 
Split-dollar insurance is the name given to an ar

rangement whereby an employer and an employee 
share the premium cost of an insurance policy on the 
life of the employee. 

The employer and employee usually enter into an 
agreement which provides that the en1ployer will con
tribute a portion of each annual premium equal to the 
increase in the tabular cash value which will result 
fro1n such premium payment. The employer will col
lect the balance of such premium from the employee. 
The employer as owner of the policy, is responsible for 
paying the full premium to the life insurance company. 

The employer is usually the owner of the policy. The 
employer is also the beneficiary of the policy to the 
extent of an amount equal to the cash value as of the 
date to which premiums have been paid at the time 
of the employee's death less any indebtedness. The 
employee's wife or other personal beneficiary is de
signated as beneficiary to the extent of any balance of 
the death proceeds. Under the basic split-dollar plan . 
it is provided that the employer may not change the 
portion of the beneficiary designation dealing with the 
insured's personal beneficiary without the consent of 
the insured. Where the parties wish to have th e pro
ceeds of the policy excluded from the insured's gross 
estate for Federal estate tax purposes, it is usually 
provided that the designation of the insured's personal 
beneficiary may not be changed without the consent 
of such beneficiary. 

Many concrete benefits accrue to an employee und er 
a split-dollar plan. First of all, the employee is af
forded the opportunity of obtaining additional life in
surance with a minimun1 outlay of his own funds. In 
addition split-dollar insurance has the additional ad
vantage of being per1nanent insurance- not term insur
ance- and can be continued beyond retirement age . 
Finally, split-dollar insurance provides an incentive and 
an inducement for the employee to remain with the 
firm. 

One drawback to the basic split-dollar plan is that 
the amount \Vhich is payable to the insured's personal 
benef1c1ary decreases year by year as the cash value 
of the policy increases. 

Deferred Compensation 
Deferred compensation is an arrangement in which 

the employer agrees to make future payments to the 
employee after retirement or future payments to the 
employee's widow if he should die before retiring. 
Such an arrangement usually involves a desire on the 
part of the employer to retain the services and loyalty 
of his key personnel. The employee also derives a bene
fit from such an arrangement, because it defers the 
receipt of income until a time when the tax burden 
is usually not as great. Ordinarily, a person's income 
after retirement is lower in amount and the employee 
is in a lower income tax bracket. The employee incurs 
no current Federal income tax liability prior to re
tirement under an orthodox deferred compensation 
agreement, because the employer's mere promise to 
pay, not represented by notes or secured in any way, 
is not regarded as the receipt of income by a cash basis 
taxpayer. 

If the employee lives to retirement age, the em
ployer will use the cash surrender value of the policy 
to make monthly payments to the employee. \iVhen the 
~mployer surrenders the policy, the amount received 
by the employer is subject to the Federal Income Tax 
to the extent that it represents a return over the em
ployer's contribution. An1ounts payable to the employee 
are fully taxable when received. 

If the employee dies before he retires, the proceeds 
of the policy on his life provide the nmount which will 
be paid by the employer to the employee's wido\v. The 
death proceeds received by the employer are free fron1 
the income tax but the amounts paid by the employer 
to the widow are generally taxable, subject to a $5,000 
employee death benefit exclusion. The employer may 
not deduct the premiums paid for the policy as a busi
ness expense, but the amount paid out to either the 
employee or his wido\v are deductible if reasonable in 
amount. 

THE LIFE INSURANCE CONTRACT 
Unlike many insurance contracts, there is no stand• 

ard policy form that must be used in life insurance. 
However, while there is no standard contract, the 
states have enacted legislation which requires that all 
life insurance contracts include certain 1nandatory pro
visions. The most commonly required provisions in
clude tha following: 

1. The policy shall constitute the entire contract. 
2. There must be a grace period of 30 days or one 

month. 
3. The policy shall be contestable only during the 

first t\vO years. 
4. Misstatement of age shall adjust the amount of 

insurance. 
5. Reinstatement must be permitted. 
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6. Participating policies shall pay dividends on an 
annual basis. 

7. Non-forfeiture values must be listed for at least 
20 years. 

8. The non-forfeiture values to which the insured 
is entitled must be listed after the payment of 
three premiums. 

9. A policy loan provision must be included on 
policies that develop cash values. 

10. Installment or annuity tables shall show the 
amount of benefits to which the beneficiary is 
entitled if the policy is payable on installments 
or as an annuity. 

In n1any cases the exact wording of the provisions is 
not spelled out, but the final wording adopted must be 
approved by the commissioner. In addition to those 
provisions prescribed by la\v, there are other general 
provisions which are necessary to complete the struc
ture of the contract. Competition generally requires 
substantial similarity in these provisions. So, while 
there is no "standard" life insurance contract, the pro
visions discussed in this chapter are more or less com
mon to all life contracts. It is suggested that you study 
a sample contract of your company. 

GENERAL PROVISIONS 
The Entire Contract Clause 

When the application is incorporated as a part of the 
policy contract, the representations of the insured then 
become contractual provisions and can be used as evi
dence in a contest of the validity of the contract. In or
der to prevent the use of other evidence, most states 
require the inclusion of a clause in life insurance poli
cies stating that the policy and the application attached 
to the policy constitute the entire contract between the 
insurer and the insured. 

The clause states that the statements of the insured 
are to be considered representations and not warran
ties, thus requiring the insurer to prove the materiality 
of any misrepresentations by the insured. This provi
sion is clearly beneficial to the insured. 

The Ownership Clause 
A life insurance policy is a piece of property. The 

owner of the policy may be the individual on whose life 
the policy is written, it may be the beneficiary, or it 
may be someone other than either the insured or the 
beneficiary. The person designated as the owner has 
vested privileges of ownership, including the right to 
assign or transfer the policy, receive the cash values 
and dividends, or borrow against the policy. 

The Beneficiary Clause 
The beneficiary is the person named in the life in

surance contract to receive all or a portion of the pro
ceeds at maturity of the policy. The designation of the 
beneficiary is an important aspect of the policy and is 

designed specifically to reflect the insured's decisions 
concerning the disposition of his insurance. The bene
ficiary may be the insured with respect to an endow
ment or retirement-income policy, or may be his estate 
or a third-party beneficiary with respect to the pro
ceeds in the event of his death. In most instances it is 
best not to name the estate as beneficiary, particularly 
when it is intended that the proceeds will go to certain 
individuals. If a specific beneficiary is named, the pro
ceeds will be paid to the designated person or persons 
directly after the death of the insured and they will 
not be delayed until the settlement of the entire es
tate has been completed. 

The customary type of beneficiary designation is the 
donee or third-party beneficiary. Here the beneficiary 
may be a specific individual or a class designation. In 
order to make certain that his intentions will be ac
complished, the insured should designate the benefi
ciary or beneficiaries with care. For example, his de
sire may be that his wife be the primary beneficiary 
and that his children by his wife are to be the class
con tin gent beneficiaries. Proper identification could be 
accomplished in this case by the designation of "My 
\Vife, Elizabeth Hallquist Jones, and our children.'' The 
wife would perhaps be named the primary beneficiary 
and the children contingent. The children then, would 
receive and share equally the proceeds if the wife 
should predecease the insured. 6 

There are many classifications of beneficiaries, but 
for our purpose the most important involves that in 
which the insured may or may not r eserve the right to 
change the designation. In this classification benefi
ciaries may be revocable or irrevocable. 

If at the inception of the contract, the insured desig
nates a beneficiary and reserves the right to change 
this designation, then the change may take place any 
time and any number of times during the term of the 
policy. 

If the insured designates an irrevocable beneficiary, 
he then loses his right to exercise the privilges granted 
by the contract, except with the consent of the bene
ficiary. 

The Incontestable Clause 
The usual policy provision reads as follows: "This 

policy shall be incontestable after it has been in force 
during the lifetime of the insured for two years from 

6There are many reasons for the use of care in the designa
tion of the beneficiary. For example, if the insured designates 
as beneficiary "My wife, Mrs. Jones," to whom does he have 
reference? Is this his present or a former wife? Or if he 
designates "My children" as a class beneficiary, which chil
dren does he desire to include? Would adopted or illegitimate 
children be included? And what about children of a former 
wife? These difficulties may be avoided with a little intelli
gent care. Otherwise a disgruntled former wife or an illegiti
mate child may cause considerable difficulty. 
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the date of issue.7 This means that the validity of the 
contract cannot be questioned for any reason whatso
ever after it has been in force during the lifeti1ne of 
the insured for two years. The fundamental reason for 
this restriction is based on the long-term nature of the 
life-insurance contract. It is to assure the person in
sured and his beneficiary that they will not be harassed 
by lawsuits long after the original transaction and at a 
time in whlch all evidence of the original transaction 
bas disappeared and original witnesses have died. 

The clause is applicable for only two years during 
the lifetime of the insured. This means that the death 
of the insured during the contestable period will sus
pend the operation of the clause. If it so desires, the 
company may then contest the validity of the contract 
without the limitation of the two-year interval. If this 
were not the case, should the claimant know that the 
insured had purchased the contract and had made many 
material misrepresentations in the application, he could 
wait until the termination of the two-year period be
fore submitting his claim, and thus would be protected 
against voidance of the contract because of the in
sured's fraudulent acts. 

Misstatement of Age Clause 
The incontestability clause does not apply to the 

misstatement of his age by the insured. The misstate
ment of age clause provides that in the event that the 
insured has misstated his age, the face of the policy 
will be adjusted to the amount of insurance that the 
premium which he paid would have purchased at his 
correct age. In other words, the amount of the policy 
is adjusted; the contract is not voided. 

The Grace Period 
We have already learned that the consideration for 

the insurance company's promise is the pay1nent of the 
first premium by the insured. While subsequent pre
miums are not a part of the legal consideration, they 
must be paid when due or the contract can no longer 
exist. A premium-due date is designated in the policy 
and the premium should be paid on or before that date 
if the contractual promise of the insurance carrier 1s 
to continue. The insured may pay his premiums on an 
annual basis, or in semi-annual, quarterly, or monthly 
installments. 

76y statute in most States, the incontestable clause must 
be a provision in all life-insurance contracts, and no State 
permits the period to exceed two years from the date of is
sue of the contract. Some carriers, perhaps for competitive 
reasons, have shortened the contestable period to one year, 
and this is permlssable under the law. However, courts have 
generally refused to uphold a provision that makes the con
tract incontestable from date of issue, particularly in those 
cases in which fraud is involved. 

If the insured does not pay the premium on the due 
date, technically the contract will lapse. The time of 
lapsation, however, is subject to a modification which 
is in the nature of a "grace period," and is required 
almost universally by statute. 

The purpose of thls clause is not to encourage pro
crastination in the payment of premiums (although it 
does), but rather to keep the policy from lapsing when 
the owner of the policy inadver:-ntly neglects to pay 
the premium. 

Reinstatement 
Practically all permanent life-insurance contracts to

day permit reinstatement of a lapsed policy. However, 
the reinstatement is subject to certain specific con
ditions. 

It is apparent that reinstatement is not an uncondi
tional right of the insured. It can be accomplished only 
if the risk has not changed for the insurance carrier 
and only if, by pay1nent of the back premiums with in
terest, the reinstated policy would have the same re
serve as it would have had if the policy had not been 
lapsed. The conditions necessary are quite specific. 
First, reinstatement is possible only if at the time of 
lapsation the insured did not withdraw the cash value 
of the policy. Withdrawal of the surrender value in cash 
terminates the contract forever. Second, reinstatement 
must be effected withln a specific time period, nor
mally five years after lapsation. Third, the insured must 
provide proper evidence of his insurability. Fourth, it 
is obvious also that reinstatement can be effected prop
erly only if the insured pays the overdue premium plus 
interest and pay or reinstates any indebtedness that 
may have existed. 

Suicide Exclusion 
Life-insurance contracts have few exclusions. Almost 

universally, however, suicide during a stipulated period 
after inception of the contract is excluded. A typical 
exclusion reads as follows: "If within two years from 
the date of issue the insured shall die by suicide, 
whether sane or insane, the amount payable by the 
Company shall be the premiums paid." Some compa
nies, however, limit the suicide exclusion period to one 
year. The reason for the exclusion is, of course, that 
of protecting the carrier against a person who might 
purchase the insurance with the deliberate purpose of 
committing suicide. After the exclusion period is over, 
death by suicide becomes just another cause of death, 
and coverage is justified on the assumption that it 
should be provided for a hazard of life to \\'hich prac
tically all people are subject. 
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NON-FORFEITURE VALUES 
lf the insured does not pay the premiu1n within the 

grace period, the policy will lapse. Years ago life in
surance contracts did not contain non-forf~iture values 
and in the event of a missed premium the policy was 
terminated with no return to the insured. Because of 
the overpayments which the insured had made under 
the level premium system, this was extremely unfair 
to the policyholder and resulted in unjust enrichment 
of the insurance company. 

Under the Standard Nonforfeiture Law today, at any 
time after the policy has begun to develop a cash value 
the insured may discontinue premium payments and 
obtain the return of a part of the overpayment which 
h·e has made. Normally policies do not begin to accumu
late a cash value until after the end of the second pol
icy year, and although there is a relationship between 
the policy reserve and the cash value, the cash value of 
the policy rarely equals the full amount of the policy 
reserve until the policy has been in force for 10 to 15 
years. 

When the insured decides to stop payment of pre
miums, he is entitled to the cash value of the policy, 
which he may take in one of three ways: 

1. He may take the cash listed in the Table of Non
forfeiture values. 

2. He may take a paid-up policy in some reduced 
amount. The amount of the reduced policy will 
be the amount that the cash value would pur
chase as a net single premium. 

3. The third option permits the insured to con
tinue the policy in force as term insurance for 
as long as the cash value will permit. The cash 
value is used to make a net single premium pur-

chase of a term policy in the face amount of the 
policy with the non-forfeiture value. If the in
sured does not request another option, the com
pany will normally provide extended term in
surance. 

A typical table of non-forfeiture options is repro
duced below. It lists the guaranteed values at the end 
of each policy year. The law requires that these values 
be listed for at least the first twenty years of the 
policy, but they are commonly given for advanced ages 
of the insured in addition. 

The Standard Nonforfeiture Law requires that a sur
render value be made available in cash, but also per
mits a company to delay or postpone payment of the 
cash value for a period of six months after surrender 
of the policy. This is known as a delay clause and is 
mandatory in all policies today. Its purpoie is to pre
,·ent substantial investment losses in the event large 
numbers of insureds cash in their contracts in a rela
tively short period of time, as might occur during a 
major economic recession. Insurance carriers pay little 
attention to the clause and perhaps would use it only 
under the most unusual cir'.!umstances. If the insured 
surrenders the policy for its cash value, the entire 
contract is terminated and the company will have no 
further obligations. 

Paid Up Reduced Amount 
The second surrender option is paid-up whole-life or 

endowment insurance. Here, in lieu of obtaining the 
cash-surrender value in cash, with complete terrnina• · 
tion of any insurance, the insured will receive a re
duced amount of paid-up insurance which will be pay
able under the same conditions as the original policy. 
The paid-up contract will have a cash-and-loan value 

TABLE OF NONFORFEITURE VALUES 

At End Tobvlor Extended Term At End Tobular Extended Term 
of Cash Volue Paid-up Insurance of Cash Volue Poid-up Insurance 

Policy or life Policy or life 
Yeor loon Volue Insurance Yeo rs I Doys Year loan Value Insurance. Yeors Days 

1 $ o.oo $ 0 0 0 13 $185.72 $413 15 138 
2 o.4o 2 0 41 14 204.50 443 15 219 
3 15.53 46 3 294 15 223,54 472 15 274 
4 31 . 02 89 6 212 16 242.84 500 15 307 
5 46.87 130 8 263 17 262.38 527 15 321 
6 63.06 170 10 136 18 282.16 553 15 317 
1 79.59 209 11 244 19 302.17 578 15 299 
8 96.46 246 12 255 20 322.39 602 15 269 
9 113.66 282 13 189 Age 60 414.55 691 14 211 

10 131.19 316 14 62 Age 62 451.41 722 14 12 
11 149.06 350 14 248 Age 65 506.00 763 13 63 
12 167.24 382 15 29 

Nonfor-
feiture FIRST 20 YEARS 17.31369 - THEREAFTER 15.29869 Factor 
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on the same ~eneral terms as those of the original pol
icy. If the original policy is a limited-payment contract, 
the paid-up insurance of reduced amount will be whole 
life. But if the original contract is endowment insur
ance, protection in a reduced amount will be granted 
only for the remainder of the endowment period. If the 
insured survives the endo\vment period, the payment 
at that time will also be in a reduced amount. 

Extended Term Insurance 
The third surrender option is paid-up term insurance 

and the benefit is commonly referred to as "extended
term insurance." Here the amount of the term insur
ance will be the same as the face value of the original 
contract. The variable will be the length of the term 
period, rather than the amount of the insurance, and 
the period will be of that length which the cash value 
used as a net single premium will purchase at the in
sured's attained age. If he should die during this term, 
the carrier will pay the face amount to his beneficiary. 
But if he outlives the term, the commitment of the in
surance carrier will be terminated. If this option is 
selected where the original contract was endowment 
insurance, the paid-up term insurance will not extend 
beyond the maturity date of the original contract. Usu
ally after the endowment contract has been in effect 
for a few years the surrender value will exceed that 
amount necessary to purchase term insurance for the 
balance of the endowment period. So rather than ex
tend the term period beyond the original endowment 
maturity date, the insurance carrier will use the ex
cess to provide for the payment of a pure endowment 
should the insured survive the endowment period. This 
amount, however, will be substantially less than the 
face amount of the extended-term contract. 

Policy Loan Provisions 
One of the most important secondary benefits of a 

life-insurance contract involves the policy-loan pro
visions. The insured at any time may obtain a loan 
from the insurance carrier, using the policy as collat
eral for the loan. The loan will bear interest at some 
percentage stipulated, and if not paid, will be added 
to and become a part of the loan. If the insured dies 
while the indebtedness exists, the loan plus interest 
will be deducted from the proceeds of the policy. 

Automatic Premium Loan. Most policies today con
tain an automatic-premium-loan provision. If this pro
vision is included in the contract and the insured does 
not pay the premium on the due date, the company 
automatically will pay the premium and charge it 
against the cash value of the policy. The loan will bear 
interest at the rate applicable to policy loans as stipu
lated in the contract. 

This provision may be very beneficial for the policy
holder, particularly for one who inadvertently forgets 
to pay the premium within the grace period and for 
one who cannot pay the current premium because of 
financial difficulties. The most important aspect is that 
the policy does not lapse. Advantages are that any 
special coverages such as double indemnity and dis-

ability coverages will remain in force , and no 1nedical 
examination must be passed to reinstate the policy. 

Most companies now offer this prov1s1on, but the 
provision is optional and an election n1ust be made 
at the time that the policy is taken out or at least before 
the premium is in default. Various companies handle 
the option differently; some specify that the insured 
most notify the company if he wants the provision to 
apply, while other companies make the provision auto
matic and the insured must notify the company if he 
does not want it to apply. 

DIVIDEND PROVISIONS 
Because of the long-term nature of life-insurance 

contracts, companies must calculate pren1ium charges 
on a conservative basis. The gross premium for a life
insurance contract is composed of three factors : mor
tality costs, plus the anticipated expenses of operating 
the company and minus an assumed rate of interest 
earned on invested funds . Once the pre1nuim rate is 
established, it must be guaranteed for the entire tern1 
of the policy. It is not subject to change, even though 
the basic factors used in determining premiums change 
substantially. Over a long period of time substantial 
changes in the premium factors could occur. l'vlortalit~ 
rates may change. The expenses of operating the busi
ness may increase substantially, particularly if the long
run trend of prices is upward. Interest rates 1nay also 
change, and the change could be down as \.\'ell as up 
If current premium rates are to be sufficient to enable 
insurers to fulfill their obligations on contracts that 
may exist for many decades in the future, a safety mar
gin must, then, be used in the calculation of the pre
miums, in order to provide a relative degree of assur
ance of their adequacy. 

Life-insurance contracts may be participating or non
participating. A participating policy is one on \vhich 
annual dividends are paid to the policyholder. In this 
type a substantial margin of safety is built into the 
gross premium, sufficient to constitute a \.\'illful over
charge but justified on the assumption that if the extra 
premium is not needed, it will be returned to the pol
icyholder in the form of a policy dividend. This means 
that policy dividends are not profits, as the term is 
normally used, but merely the return of the excess pre
mium. The overcharge, however, does have a substan
tial justification. It will provide the company with a 
margin of safety which will assure that its obligations 
will be fulfilled even in the distant future v.-hen under 
lying conditions affecting premium rates may have 
changed substantially and adversely. The policyholder 
is assured of a return of the overcharge as \.\'ell as the 
ability of his insurance company to meet its obliga
tions.8 

BThe safety margin on non-participating contracts is much 
narrower than on participating. This is necessary because the 
cost of the insurance to the policyholder will not be adjusted 
by the payment of dividends; hence the gross premium charg• 
ed must reflect closely, at least for competitive reasons, the 
actual cost of providing the insurance. Any profit realized in 
the operation will be used to provide dividends to stockholders 
and to provide surplus funds that may be used as a buffer 
for adverse experience. 
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Favorable deviations from the assumptions entering 
into the calculation of the gross premium are the source 
of surplus fron1 which policy dividends are paid. The 
~urrent death rate may be less than anticipated, the 
rate of interest earned on invested funds 111ay be higher 
than that assumed, and con1pany expenses n1ay be sub
stantially less than anticipated. The savings in mor
tality, the excess interest, and the savings in expenses 
will yield a surplus each year . A portion of this gain 
\\·ill be transferred to company surplus or to a special 
contingency reserve to be used, if necessary, for fu 
ture losses arising from adverse n1ortality experience, 
extremely low interest earnings, and unusually high 
operational expenses. The balance will be distributed 
as policy dividends. 

In a participating life-insurance contract the policy
holder is provided with several dividend options. He 
may take the dividend in cash, he may apply it toward 
the payment of the current premium on his policy, he 
may apply it to the purchase of paid-up additions to 
the policy, or he may leave the dividends on deposit 
with the insurance company to accumulate at interest. 
The policyholder normally makes an election as to 
the disposition of the dividends at the time he pur
chases the policy. However, a new election may be 
made at any time with just one possible qualification: 
if the insured does not elect to use the dividends to 
purchase paid-up additions to the face of the policy 
at the inception of his contract, he must then file evi
dence of insurability if this option is selected at some 
later date. In most contracts, if the policyholder does 
not choose an option at the time of issue of the policy, 
the dividends automatically will be used to purchase 
paid-up additions to the policy amount. 

Several of the options are so simple as to require lit
tle explanation. If the insured chooses to receive the 
dividends in cash, the company will send him a divi
dend check on each anniversary of his contract. If the 
dividend is to be applied toward payment of the next 
premium, the company will indicate the amount of the 
dividend on the premium-due notice and the insured 
will r emit only the difference between the gross pre
mium due and the amount of the dividend. 

If the insured choose to use the dividend to purchase 
paid-up additions to his policy, the dividends \vill be 
used as a net single premium at his attained age to 
purchase whatever amount it could purchase at that 
age. The additions will be payable under the same con
ditions as the basic policy, i. e., as a whole- life or en
dowment insurance. 

The insured may also choose to leave the dividends 
on deposit with the insurance company. Interest .:f 
some guaranteed rate will be paid on the deposit and 
the insured will also share in the excess interest earn
ings of the company.9 If the insured should die, the 
accumulated deposits will be paid in addition to the 

9This interest will he taxable as income to the insured. The 
dividends themselves are obviously not taxable, for they are 
not income, but merely the return of an overcharge. 

face of the basic contract. If he should surrender the 
policy, the deposits will be added to the surrender 
value and may be added to the face amount of the 
paid-up policy of reduced amount or to extended-term. 

If the dividends are left with the co1npany either as 
deposits or to be used to purchase paid-up additions. 
it is possible for the insured to convert the basic con
tract into a fully paid-up policy at an earlier date than 
that called for by the terms of the basic contract. 

SETTLEMENT OPTIONS 
The average person, in thinking about the settle

ment of life insurance policies, normally thinks of a 
lump sum being paid to the beneficiary of the insured. 
As a matter of fact, ,vhile a great many life insurance 
policies are paid in this manner, most are not. In addi
tion to the lump sum settlement, there are certain op
tional methods of settlement which may be used to pay 
out the proceeds of the policy. 

Normally the owner, (who in most cases is also the 
insured), selects the option under which he wants the 
proceeds of the policy paid. If no election is in force 
when the policy becomes payable the beneficiary is 
entitled to select the option desire. Unless the insured 
(owner) has made provision which denies the right, the 
beneficiary n1ay also change to some other settlement. 

The Interest Option 
The proceeds of the policy may be left with the in

surance company under the interest option, in \\'hich 
case only the interest on the principal amount is paid 
to the beneficiary. At some later date the prineinal , 
n1ay be paid out in a lump sum or paid out under one 
of the other options. 

Installments for a Fixed Period 
The insured may specify, (or the beneficiary may 

elect) to have the proceeds of the policy paid out over 
some specified period of time. The insurance company 
simply computes how much it can pay out of the policy 
proceeds and the interest on the proceeds during each 
of the required periods so that the entire principal and 
interest will be gone by the end of the period. The 
longer the period of time for which the company prom
ises to pay the installments, the smaller each install
ment must be. 

Installments of Fixed Amount 
The owner of the policy (or the beneficiary) may 

elect to have the proceeds of the policy paid out in 
payments of some fixed amount ($50, $100, $200, etc.) 
per month for as long as the principal plus interest on 
the portion of the principal which has not been paid 
will last. Since the amount of each installment is the 
controlling factor under this option, the length of time 
for which the payments will last will vary with the 
amount of the policy. 

Life Income Options 
In addition to the options listed above, the policy 

gives the insured's beneficiary the option to have the 
proceeds of the policy paid out as a monthly life in-
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come. In such cases the proceeds of the policy are used 
to make a single premium purchase of an annuity. Al
though the various life insurance companies list many 
life income options, they may be classified into four 
basic categories. 

1. Straight life income. (Life Annuity). Under a 
straight life income option the proceeds of the 
policy are paid to the beneficiary on the basis 
of his or her life expectancy. The beneficiary 
is entitled to receive a specified amount for as 
long as he or she lives, but nothing more. If the 
beneficiary dies during the first year of the 
pay period, the company has fulfilled its obli
gations and no further payments are made. Ben
eficiaries who live longer than the average are 
offset by those who live only a short time. 

2. Life income with period certain. Under this op
tion the beneficiary is paid a life income for as 
long as he or she lives, but a minimum number 
of payments are guaranteed. If the beneficiary 
dies before the number of payments guaranteed 
have been made, the payments are continued 
to a contingent beneficiary. Normally the "pe
riod certain," as the time for which payments 
are guaranteed is known, is 5 years, 10 years, 
15 years, or 20 years. 

3. Life income with refund. Under the life income 
with refund option the beneficiary is paid a 
life income for as long as be or she lives, and 
if the proceeds of the policy have not been paid 
out by the time that the beneficiary dies, the 
remainder of the proceeds will be paid to a 
contingent beneficiary. The Life Income With 
Refund may be either a life income with install
ment refund, in which case installments are con
tinued until the contingent beneficiary bas re
ceived the difference between the original pol
icy proceeds and the amount received by the 
direct beneficiary, or it may be a cash refund. 
Under the cash refund installments do not con
tinue to the contingent beneficiary, but instead a 
lump sum is paid to the contingent beneficiary. 

4. Joint and Survivorship Life Income Option. The 
joint life income option is a somewhat special
ized option, designed to provide income to two 
people. The joint life income option may provide 
for payment of a given amount of income during 
the time that either of the two people are alive. 
Under this type of provision the payments con
tinue after the first of the two people has died 
and does not stop until the second has died. A 
modification of this plan provides that the 
amount of the benefit will be decreased when 
the first of the two payees dies. The benefit to 
the remaining payee will then be either two
thirds or one-half (or possibly some other frac
tion) of the original income amount. This benefit 
is computed on the basis of two lives and the 
amount of tbe benefit depends on the age of 
both beneficiaries. 

The amount payable under any one of the life in
come options depends on the age and sex of the bene
ficiary plus the option selected. For obvious reasons, 
the company cannot afford to pay as high a monthly 
income if it also guarantees to pay it for at least some 
guaranteed period of time. When a period certain is se
lected, the mortality gains under the annuity are elim
inated for whatever length the period certain is. 

IMPORTANT OPTIONAL PROVISIONS 
The Disability Waiver of Premium Provision 

The disability waiver of premium provision is one 
of the most important options available to a person 
purchasing life insurance. Under the provisions of this 
coverage the company agrees to waive all pre1niums 
coming due after the insured has become totally and 
permanently disabled. Once an individual has become 
disabled, it will undoubtedly be difficult if not impos
sible for him to obtain insurance coverage, and it is 
therefore essential that he be able to continue the cov
erage which he has. In essence, this benefit provides 
for the waiving of all premiums on the contract during 
the period of disability, and the continuation of the con
tract as if the premiums were paid. This means that 
the cash value will increase and the dividends will be 
paid to the insured just as if the insured were paying 
the premiums. This provision is so important and at the 
same time so inexpensive that many companies auto
matically include it in their policies. If it is not automat
ically included, the insured should certainly elect Lo 
have it added. 

Although the details of the provision may vary 
slightly from one company to another, it usually pro
vides for waiver of premiums coming due during a per
iod of total disability which has existed continuously 
for a period of at least six months. Furthermore, the 
provision generally requires that the disability com
mence prior to a specified age, usually 60. However, 
the reader should not confuse the time at which the 
disability must begin with the duration of the benefits. 
If the disability commences before the limiting age, 
waiver of premiums may continue for the entire life
time of the insured. 

Accidental Death Benefit 
Another coverage that may be added to a life insur

ance contract is the Additional Death Benefit, which 
provides for the payment of a specified sum in addi
tion to the face of the policy if the death of the insured 
is caused by accident. Typically, this additional amount 
is equal to the face of the policy, and for this reason 
the benefit is often referred to as "Double Indemnity". 
However, the added amount is not always equal to the 
face of the policy. In some instances it is a lesser 
amount, and in some cases companies provide "Triple" 
or even "Quadruple" Indemnity. In any case, the insur
ing agreement usually provides that the additional 
Accidental Death Benefit is payable under the following 
conditions: 

1. Death results directly and independently of all 
other causes from accidental bodily injury. 
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2. Death occurs within 90 days of the injury. 

3. The accidental bodily injury or death occurs 
before a specified age (such as 65 or 70). 

There is a small additional charge for this benefit, 
usually payable until the limiting age specified in the 
endorsement. 

Guaranteed lnsurability Option 
Many companies now permit an insured at stated 

intervals to purchase additional amounts of insurance 
without providing evidence of insurability. The option 
under which this is possible is known as "guaranteed 
insurability" or "additional purchase option," or by 
some similar designation, and is applicable only to the 
permanent types of contracts such as whole-life and 
endowment. The insured has the option of purchas
ing additional insurance, regardless of his insurability, 
at three-year intervals and up to a specified age, the 
most common maximum being age forty. In many cases 
the amount of the additional insurance is limited to the 
face of the basic policy, or $10,000, whichever is the 
smaller. An extra premium is required for the option 
that is based on the company's estimate of the extra 
mortality that will be experienced on policies issued 
without evidence of insurability. The premium is pay
able to the last option date and, for the insured, is the 
cost of insuring his insurability. 

The option is not standardized, which means that 
some variation exists in the provisions in use by differ
ent insurance carriers. One of the most important vari
ations involves the waiver-of-premium and the acci
dental-death-benefit provisions. Naturally the question 
must arise as to whether the additional insurance will 
contain these benefits if they are included in the orig
inal contract. If the answer is "Yes ," will the waiver
of-premium benefit be applicable to the additional in
surance should the insured become totally disabled at 
the time the additional insurance becomes effective? 
The most liberal options do provide automatically for 
the inclusion of the waiver-of-premium benefit if it ex
ists in the original contract. 

The Common Disaster Clause 
The insured and the beneficiary rarely die simultan

eously, but when both are killed in the same accident, 
it is often of considerable importance to determine the 
order in which death occurred. For example, if the in
sured survived the beneficiary, the policy proceeds 
would be payable to a contingent beneficiary or, in the 
absence of a contingent beneficiary, to the estate of 
the insured. On the other hand, if the beneficiary surv
ived the insured, the policy proceeds become payable 
to the beneficiary, and upon the subsequent death of 
the beneficiary, to the beneficiary's estate. Such an 
arrangement may be totally contrary to the interest of 
the insured, and may in addition subject the proceeds 
to unnecessary probate and estate tax costs. 

Some states (including Iowa) have attempted to part
ially solve this problem through a statute known as 
the Uniform Simultaneous Death Act, which provides 

that where the insured and beneficiary have died and 
there is no evidence that they died other than simul
taneously, life insurance proceeds are distributed as 
if the insured survived the beneficiary. This does not 
totally solve the problem, since in some instances it is 
known that the beneficiary did survive the insured, if 
only for a short time. 

The contingency is dealt with far more eff P.ctively in 
the life insurance policy itself through the use of a 
provision called the Common Disaster Clause. Under 
the terms of this provision, settlement of the policy 
proceeds are withheld for a designated number of days 
after the death of the insured (usually 30) and for the 
purpose of making settlement, any beneficiary surviv
ing the insured but dying within the number of days 
designated is considered to have predeceased the in
sured. 

The Spendthrift Clause 
It is sometimes a practice to include a prov1s1on in 

the policy called the "Spendthrift Clause", which denies 
the beneficiary the right to commute, alienate, or assign 
his or her interest in the policy proceeds. In addition to 
providing some protection against extravagance of the 
beneficiary which might result in the dissapation of the 
policy proceeds, the clause also provides some protec
tion against claims made by creditors of the beneficiary. 
A typical Spendthrift clause reads as follows: 

Unless otherwise provided in this settlement option 
agreement, no beneficiary may commute, antici
pate, encumber, alienate, withdraw, or assign any 
portion of his share of the proceeds. To the t-Xtenf 
permitted by law, no payments to a beneficiary 
will be subject to his debts, contracts, or engage
ments, nor may they be levied upon or attached. 

As the reader will recall, Iowa law exempts life insur
ance policy proceeds payable to a surviving widow from 
liability for debts of the beneficiary contracted prior 
to the death of the insured, up to $15,000. 

SPECIAL LIFE INSURANCE FORMS 
As we have seen, there are three basic types of life 

insurance contracts: 

1. Term insurance 

2. Whole Life 
3. Endowment 

In addition to the basic life insurance contracts listed 
above, life insurance companies offer a wide variety 
of policies that combine two or more of the basic types 
into one contract, or which provide for an unusual pat
tern of premium payments. 

These special types are designed to fit special situa
tions, and while they may or may not offer the same 
degree of flexibility as do the basic contracts, they may 
possess advantages that make their use attractive in 
many situations. The important point to remember is 
that the forms that will be discussed are nothing n1ore 
than combinations or modifications of the three basic 
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forms, and the manner in which they n1ay be con1bined 
is limited only by the imagination of the policy writers. 

Mortgage Redemption Policy 
Although technically we might call any policy pur

chased for the purpose of retiring a mortgage in the 
event of the borrower's death "mortgage insurance'', 
as the term is generally used it refers to a policy desig
ned to provide protection in some amount that will be 
sufficient to pay off a declining mortgage balance at 
any time. The principal of a mortgage usually reduces 
on a gradual basis over time, so a policy designated to 
pay off that mortgage may also reduce over time. A 
Mortgage Protection policy is written on a decreasing 
term basis for the term of the mortgage. If the policy
holder lives to pay off the mortgage himself, the policy 
expires ,vithout value at the same time that the need 
for the protection disappears. On the average, the 
amount of risk facing the insurance company is about 
one half the initial face amount, so the cost of such a 
policy is considerably less than a level term policy for 
the same period of time. Normally, the premiums on 
the mortgage protection policy are payable only for a 
portion of the term of the policy (e.g., 16 years on a 
20 year policy). 

The Family Income Policy 
The Family Income Policy utilizes the concept of de

creasing term insurance to fit a need for a decreasing 
amount of insurance. The family income policy is a 
combination of some form of permanent insurance 
(e.g., whole life) with decreasing term insurance. The 
term insurance makes provision for the payment of 
some stipulated amount per month from the date of 
the insured's death until some specific date in the fu
ture. The amount payable per month is typically $10 
for each face of permanent insurance, although many 
companies offer other options. 

To illustrate the operation of the family income pol
icy, let us assume that the insured in question pur
chases a $10,000 whole life policy with a 1 % family 
income benefit. The insuring agreement of the family 
income rider promises to pay $100 per month to the 
beneficiary of the policy from thP. date of death of the 
insured until a date 20 years from the inception of the 
policy. The amount of insurance under the decreasing 
term is always sufficient to pay the monthly income 
from the date of the insured's death until the expira
tion date of the term. If the insured outlives the period 
specified as the family income period, the decreasing 
term portion of the policy ceases. The insured then has 
the basic amount of permanent insurance on which he 
continues to pay premiums. 

The figure below illustrates graphically the family 
income policy. The amount of whole life insurance in 
this illustration is $1,000. The $1,900 represents the 
amount which the life insurance company must have 
in policy proceeds at the beginning of the policy in 
order to pay the 1 % of the basic amount per month 
for a period of 20 years. As time goes by, the amount 
of insurance needed to make the $10 monthly payment 

for a period of 20 years in the future declines. In our 
illustration we have assumed that the policy was pur
chased on January 1, 1970. The $10 per n1onth will be 
paid from the date of the insured's death until Janu
ary 1, 1990. 

The Family Income Rider 
The family income rider is merely a variation of the 

family income policy, but with somewhat more flexi
bility. The family income rider is simply a decreasing 
term rider that is attached to some permanent form of 
insurance such as whole life or endowment. Some com
panies will even permit the use of the family income 
rider with a form of long duration term such as term to 
age 65 or term to expectancy. 

One of the major differences between the farnily in
come rider and the family income policy is the amount 
of term insurance involved. While both the family in
come policy and the family income rider may provide 
for the payment of a specified amount (e.g., $100 per 
month), the actual amount of term insurance required 
to provide this amount may differ. The determining 
factor is the time at which the basic policy is payable. 
It is common under the family income policy to provide 
for the payment of the basic policy at the end of the 
income period. Thus the income from the basic policy 
helps to provide the monthly income payments. In the 
case of the family income rider, the term insurance is 
frequently sufficient to provide the full amount of the 
monthly benefit, without the interest from the basic 
policy. This means that the amount of the basic policy 
may be paid im1nediately at the death of the insured, it 
may be left at interest to increase the amount of the 
monthly benefit above the designated amount, or it 
may be left to accumulate at interest until the end of 
the income period. 

Age 25 

FAMILY INCOME 
(20 Year) 

$1,900-Initial Value 
(Term Insurance) 

$1,000- Basic Policy 

45 

The Family Maintenance Policy 

65 

Instead of paying a monthly income from the date 
of the insured's death until some dates 10, 15, or 20 
years from the inception of the policy as does the fam
ily income policy, pays the monthly income for a period 
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0£ 10, 15, or 20 years from the date of the insured's 
death, provided that the insured dies during a specified 
period. 

The family maintenance policy is a fonn of perma
nent insurance, plus level rather than decreasing term. 
The term portion of the policy will provide income for 
the number of years specified. 

FAMILY MAINTENANCE 

$1,900-Level Term 

$1,000 Basic Policy 

Age 25 45 

The Family Protection Policy 

65 

This special form is known by many nan1es; most 
companies offer it in one form or another and many 
of the companies refer to it by their own special trade 
name. The family protection is a package policy ap
proach to providing insurance on all members of the 
family. Perhaps the most outstanding characteristic of 
all is that insurance in predetermined proportions is 
provided for each member of the family. For example, 
the unit on the husband may be $5,000 on an ordinary
life basis, \Vith $1,000 term insurance on the wife (the 
term extending to the time the husband is sixty-five), 
and the $1,000 term coverage on each child, with cover
age to a specified age such as twenty-one. Children born 
after the inception of the contract are covered aut-0-
matically without notice to the insurance carrier, upon 
the attainment of a specified age, e. g ., fourteen days. 
The contract n1ay include a waiver-of-premium benefit 
which provides that if the husband dies or becomes to
tally disabled, further premium payments on the con
tract will be waived. In addition, an accidental-death 
benefit providing for double indemnity on the life of 
the husband only may also be included. Surrender and 
loan values are provided, but paid-up insurance nor
mally is provided only on the coverage applicable to 
the husband. It is also customary to permit conversion 
of the term insurance on the lives of the dependents 
upon the expiration of the specified term. For example, 
many contracts provide for conversion of the coverage 
on the children up to as much as $5,000 of permanent 
life insurance for each $1,000 of ter1n coverage and 
\vithout evidence of insurability. 

The husband is considered to be the owner of the 
policy. However, his freedom in disposing of the insur
ance is nor mally limited by specific provisions in the 
contract. 

The premium on this form of insurance is based 
on the age of the husband, with an adjustment made 
for the additional risk which the company accepts. 

All members of the family must be insurable if the 
contract is to be issued. If the husband or the wife 
should be uninsurable, the contract cannot bP issued 
at all. In some companies a "parent's polic.1 · covering 
one parent and the insurable children may be em
ployed. A possible exception involves the children. If 
one child is uninsurable, the family policy may be is
sued, but with the uninsurable child excluded from 
coverage. 

It can be, and often is written with a family income 
rider which provides 1 % of the amount of coverage 
on the father as monthly income during the family in
come period. One of the more attractive features of 
the policy is that it guarantees the insurability of the 
children in the family. In the event that a child should 
become uninsurable before reaching the conversion 
age, or if a child were born to the marriage who was 
uninsurable this contract would guarantee that the 
child would be able to purchase at least some minimum 
amount of permanent insurance upon reaching the 
conversion age. The conversion does not require the 
evidence of insurability. 

Return of Premium or Cash Value 
Some individuals who lack an understanding of the 

level premium concept feel that the insurance company 
should pay the face of the policy when the insured dies, 
plus the cash value. They reason that since the cash · 
value is the insured's saving fund, it is inequitable to 
pay this to the beneficiary and call it a part of the death 
benefit. These individuals feel that if the insured dies 
before the policy matures, the company should be ob
ligated to pay the face amount of the policy plus the 
cash value. Some insurance companies attempt to cre
ate a product that is saleable, and if people want a 
policy that will pay the face amount plus the cash value, 
they are certainly going to get it. 

Policies have been issued which purport to pay, in 
addition to the face of the policy, the cash surrender 
value at the time of death. It should be obvious from 
what we have learned about the cash value and its re
lationship to the level premium that this is impossible 
unless an additional premium is charged. The policies 
that agree to pay the cash value plus the face of the 
policy are nothing more than a combination of two 
contracts. One of the policies pays the face an1ount in 
the event of death of the insured. The second portion 
of the policy is an increasing amount with a face value 
equal to the cash value of the base policy. 

Modified Whole Life 
Modified whole life is another combination plan. This 

form is actually "automatically convertible term." The 
main characteristic of the policy is the premium level, 
which changes as the policy becom2s three or five years 
old. The premium for the first three or five years is 
slightly more than !he premium on the same an1ount of 
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term insurance. After the end of the three• or l1vt 
year period, the premium increases to a level that 1s 
slightly more than the whole life premium at lhe age 
at which the policy was taken out, but also slightly less 
than the premium on permanent insurance at the 
attained age of the insured. The policy is particularly 
attractive to individuals who feel that their income will 
increase within a short time. They would like to pur
chase permanent insurance at their present age, but 
cannot afford to do so. If they wait until they can 
afford to do so, or if they purchase convertible term, 
the premium on the permanent insurance will be based 
on the age at conversion. The modified whole life 
policy helps to solve this problem. 

If the insured knows he will be converting to per
manent insurance with a short period of time, he could 
save on the total premium outlay by purchasing a modi· 
fied \\'hole life contract rather than convertible term 

The Graded-Premium contract is a slightly different 
contract with non-level premiums. The premium in
creases each year during the early years of the contract 
(usually five years) and remains level thereafter. The 
initial premium is less than the equivalent premium at 
the age of issue and the final level premium is more, 
but less than the ordinary life premium at the then 
insured's attained age. 

Modified Life and Graded-Premium life contracts are 
useful con1promises between whole life insurance and 
convertible term insurance. The premium is less than 
that for whole life insurance in the early years. How
ever, the insured is accumulating some cash values and 
he need not decide to convert term insurance or act 
upon this decision and furthermore the pre1nium in• 
crease is not as great as it would be with convertibl~ 
term insurance. 

Preferred Risk and "Special" Whole Life Policies 
are examples of changing underwriting requirements 
to produce different kinds of whole life policies. Pre• 
sumably, the preferred risk type policy is issued only 
to persons meeting superior underwriting standards, 
~his is the major justification for the reduced prem
ium. 

Juvenile Insurance 
The idea of purchasing insurance on children is 

especially attractive to many individuals. Often grand
parents or friends make a gift of a life insurance policy 
to a child. The primary intent of most juvenile policies 
is thrift. Juvenile insurance policies are widely used by 
parents to provide a college fund for the child when he 
grows up. The forms of insurance often \vritten to 
cover children are: 

1. Twenty-year endowment 
2. Educational endowment at age 18 

3. The Jumping Juvenile 
4. Limited pay whole life policies 

The educational endowment at age 18 is quite similar 
to the twenty-year endowment. The only difference is 

that the maturity period is shorter, making the face of 
the policy payable at age 18 so that the benefits can be 
used for the college education of the chi ld. 

The Jumping Juvenile is a specially designed policy 
which is written for a basic amount of insurance (say 
$1,000) which automatically increases to some multiple 
of the basic amount when the child reaches age 21 
The premium on the contract remains level throughout 
the life of the policy. It is normal to limit the face of 
the basic policy to $5,000. Some parents purchase this 
type of contract rather than an endowment policy. 

It is common in the case of juvenile policies to include 
a policy provision called the "Payor Clause". The Payor 
Clause specifies that all future premiums under the 
policy will be waived if the premium payor, who is 
named in the endorsement attaching the Payor Clause, 
should die or become disabled. This provision guaran
tees completion of the payment on the child's policy if 
the father should die or become disabled. 

Juvenile insurance is an extremely specialized form 
of insurance. In some cases it may be misused. For too 
many individuals purchase life insurance on their chil
dren ,vhen they themselves are inadequately protected. 
In these cases the premium dollars spent to purchase 
insurance on children would be better spent in provid
ing protection on the head of the fan1ily. Adequate life 
insurance programming requires a substantial amount 
of protection on the wage earner. \Vhile the death of a 
child is certainly a tragedy, it does not bring v.·ith it the 
horrendous consequences for the family that the death 
of the wage earner brings. Dollars spent to provide 
educational funds for the child can accomplish this pur
pose as v.·ell when they are spent to i:-isure the father's 
life. 

Split-Life 
Another recent innovation is split-life insurance. 

Fundan1entally, split-life insurance involves a con1bina
tion of tv.10 contracts, an annual pren1ium retiren1ent 
annuity and yearly renewable tern1 insurance. Under 
a split-life package, the purchase of an annuity policy 
gives the purchaser the r ight to purchase Io,v cost ter1n 
insurance up to some maximum \\'hich varies \vith the 
amount of the annuity. Generally, the insured 1nay pur• 
chase up to $10,000 of ter1n insurance for each $10 of 
annual annuity premiums. The annuity and the life in
surance need not be purchased on the san1e life and 
can even be spread among several lives. Although the 
annuity rates are typically high, the term insurance 
rates are quite lo\v, creating an alternative package. 
The contract has met ,vith opposition from some regu• 
latory authorities, who hold that the lov,1 tern1 insurance 
rates represent a form of discriminatory pricing in 
favor of the annuity purchasers. Split-life insurance has 
not been approved in Iov,•a. 

SPECIAL ANNUITY FORMS 
The Retirement Annuity 

In our earlier discussion of annuities we noted briefly 
Ulat annuities n1ay be purchased on a deferred basis; 
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under this plan the insured pays £or the annuity prior 
to the time at which benefits are to begin. A deferred 
life annuity is normally purchased in premium install
ments over a period of years. Premium payments are 
to terminate and annuity payments are to .commence a 
stipulated age. The most popular of the deferred-life 
annuities sold by life-insurance carriers today is one 
that goes under the name of a retirement annuity. 

In most instances the premium for this contract is 
quoted as the amount necessary to provide a monthly 
lifetime income of $10 at a designated age such as sixty
five, and it is customary to base the premiums on 
the assumption that the annuitant will receive the in
come with payments guaranteed for ten years. So if 
"X," age twenty-five, should decide to purchase a retire
ment-income annuity, he could pay $250 per year, and 
at 2½% guaranteed compound interest, accumulate a 
fund over a period of forty years which would provide 
approximately $100 per month beginning at age sixty
five and payable for the balance of his lifetime but with 
payments for a period of ten years. If "X" should die 
prior to the selected retirement date, i.e ., within the 
deferred period, the company will pay the accumulated 
gross premiums, without interest, or the cash value, 
whichever is the larger, as a death benefit. The pur
chaser may also surrender the policy and withdraw the 
cash value at any time. The retirement annuity policy 
then is a method of accumulating a principal sum 
through the use of the investment facilities of an in
surance company. 

At the maturity date of the contract "X" is not 
obligated to accept a life annuity, but may withdraw 
the accumulated cash value instead. This is known as 
the cash option and its existence exposes the insurance 
company to a substantial element of adverse selection. 
Logically those in good health will choose the annuity 
and those whose health is impaired will choose the 
cash sum. This is an obvious advantage to the insured. 

Retirement Annuity at 6S 

Note-San1e on both policies 

Age 25 

Guaranteed 
Cash Value 

$1,500-$1,900 cash value for each $10/ mo. life 
income at 65. 
Death Benefit-total premium paid or cash 
value whichever is higher. 
Premium paid for full period. 

65 

the Retirement Income Policy 
Most insurance companies also sell another type of 

deferred annuity known as a retirement-income con
tract, an endowment annuity, or a retirement endow
ment. It is similar to the retirement annuity discussed 
above, except that it provides a rather substantial life 
insurance during the deferred period. The death ben
efit in the retirement annuity, as will be recalled, is 
a return of premiums or the cash value, whichever is 
larger. Under the retirement income policy, there is 
$1,000 in life insurance for each $10 of monthly income. 

Then if "X", at age twenty-five, purchases this con
tract with the objective of $100 per month life annuity 

Retirement Income at 65 Policy 

Face An1ount 

Guaranteed 
Cash Value 

Age 25 65 
$1,500-$1,900 cash value for each $1,000 face amount. 
Death Benefit- face amount or cash value, 
whichever is higher. 
Premiums paid for full period. 

at age sixty-five, the amount of the life insurance would 
be $10,000. In the event of his death during the defer
red period, the insurance carrier would pay either the 
$10,000 or the cash value, whichever is the greater. 
The cash value of the contract probably would exceed 
$10,000 at approximately age 55. If "X" should die after 
age 55, the carrier will then pay the cash value as a 
death benefit. 

The retirement-income contract is a combination 
of a retirement annuity and decreasing-term insurance. 
The term insurance, at any age, is the difference be
tween the face amount of the contract, the $10,000 in 
the above example, and the accumulated cash value. 
And the term element reaches zero at that point at 
which the cash value equals the face amount of the 
insurance. In all other respects the contract is identical 
with the retirement annuity. 

Joint and Last Survivor Annuity 
Annuities may be designed for special purposes, just 

as life insurance contracts have been. One of the spec
ialized annuity forms in the Joint and Last Survivor 
Annuity. This is an annuity which is computed on the 
basis of two lives. Annuities normally cover only one 
life, but situations arise in which it is desirable to make 
the payments on the basis of two lives. Under the Joint 
and Last Survivor Annuity the insurance con1pany 
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pro1nises to make payments until both annuitants have 
died. This is an especially attractive form of annuity 
for a retired couple. If, as is likely, one predeceases 
the other, annuity payments will be continued until 
the other had died. A variation of this form provides 
for a reduction in the income payments at the death of 
the first annuitant, with annuity payments being con
tinued in the reduced amount (usually 2/ 3 of the 
original income payments) until the death of the sec
ond annuitant. 

Joint Life Annuity 
The Joint Life Annuity is similar to, but should not 

be confused with the Joint and Last Survivor Annuity. 
Under the joint life annuity payments cease upon the 
death of the first annuitant to die. The other annuitant 
then receives no further benefits under the program. 
This form is useful when there is a secondary source 
of income which is sufficient to support one, but not 
both of the annuitants. 

THE VARIABLE ANNUITY 
Our discussion of the various forms that have been 

designed to fill special needs would be incomplete with
out a discussion of the variable annuity. A compara
tively new innovation, the variable annuity represents 
a classic example of an imaginative approach to a criti
cal problem. 

The Need of the Variable A nnuity 
The conventional fixed dollar annuity was developed 

and is based on the assumption that the value of the 
dollar is relatively stable. Under this assumption the 
fixed dollar annuity is a good investment for retire
ment purposes and is the only investment which will 
guarantee the investor that his income will continue for 
his entire life. However, since early in the 1940's this 
country has witnessed a steady increase in the cost of 
living and a decline in the purchasing power of the 
dollar. 

The Nature of the Variable Annuity 
The variable annuity is an attempt to cope with the 

problem resulting from changes in the price level over 
time to the detriment of persons who are retired or 
who are attempting to accumulate funds for retirement. 
Under a fixed dollar annuity, the annuitant is guar
anteed a fixed number of dollars at each pay out date. 
Under the variable annuity there is no such guarantee, 
and the number of dollars that will be paid to the an
nuitant may vary. The basic intent is to provide a vary
ing number of dollars with constant purchasing power 
rather than a constant number of dollars with varying 
purchasing power. This is done by linking the retire
ment income to the level of stock prices. The basic 
rationale of the variable annuity is based on the as
sumption that the value of the dollar will vary from 
time to time and that the value of a diversified port
folio of common stocks will change in the same direc
tion as the cost of living. \Vhile the cost of living has 
neither remained stable nor increased at a predict
able rate, we have seen that the value of common sotcks 
has generally moved in the same direction as the cost 

of living. There have been times, during periods of ac
celerated inflation, when the price of co1nmon stocks 
has moved in the opposite direction from that of the 
cost of living, but there has been no extended period 
in which the price of common stocks has not n1oved in 
the ~ame general direction as the cost of goods and 
services. 

Although individual variable annuity contracts may 
differ somewhat, the general nature of the variable an
nuity is the same. Under a variable annuity the annui
tant's payn1ents purchase units in a fund of securities, 
very much like an open end investment company. The 
value of these units is valued at retirement, and the 
insurance company promises to pay him a variable in
come based on the value of these units as th ey fluctu
ate over time. The number of annuity units to which 
the annuitant is entitled remains constant, but as the 
value of these units fluctuates, the number of dollars 
which he receives also fluctuates. 

Variable annuities may work in several different 
ways. Most frequently the variable annuities include 
both a variable pay-in and a variable pay-out as de
scribed above. As an alternative, the annuity may pro
vide for a variable accumulation, with a fixed pay-out. 
Under this plan the accumulation fund increases or 
decreases in value prior to retirement, but at retire
ment the fund is converted to a conventional annuity 
and provides a guaranteed income to the annuitant for 
life. The plan may also provide for a fixed value pay-in 
"'·ith a variable pay-out, under which the fund is ac
cumulated on a fixed dollar basis and docs not fluctu
ate prior to retiren1ent, but is converted at retirement 
to a variable pay-out. 

VARIABLE LIFE INSURANCE 
Like the concept of the variable annuity, the idea of 

a life insurance policy constructed so that the face 
an1ount of insurance would increase with inflation has 
considerable appeal. However, while variable annuity 
contracts have been available on a group basis since 
1952, and on an individual basis for well over a decade, 
variable life insurance has developed slowly, at least in 
the United States. 

Index-linked variable Jife insurance policies have been 
available for some time, but these contracts differ fun
damentally fro1n the "variable" concept as it is em
bodied in the variable annuity. Under the index-linked 
contracts, some form of permanent insurance is written 
\Vith a cost-of-living rider, under ,vhich additional 
amounts of term insurance, reflecting the increase in 
the CPI are automatically added annually to the policy 
at the anniversary date. An additional premium is char
ged for the additional coverage. Such contracts are 
variable only in the same sense that any insurance pro
eram is variable - the insured can increase the amount ..., 
of insurance. It can be argued that since the insured 
pays the pren1iu1ns on fixed dollar life insurance with 
cheaper dollars during periods of inflation, he or she 
should purchase additional amounts of insurance as 
prices increase. Ho,vever, this is a clumsy arrangement 
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at best. Even when the increased amount of insurance 
is automatically added, as in the cost-of-living policies, 
insurance buyers have been able to restrain their 
enthusiasm. 

Although variable life insurance is still fn its embry
onic stage, and the final forn1 it will take it still un
decided, there are at least two features that will prob
ably be included in the final version of the product: a 
fixed premiun1 and a minimum guaranteed death ben
efit. Experience with the index-linked cost-of-living con
tracts seem to indicate that variable premium contracts 
have little appeal to the consumer. The desire for a 
fixed pre1nium and a variable benefit means that the 
contracts will probably be basd on equity investments, 
much the same as in the case of variable annuities. In 
addition, the historical commitment of the U.S. life 
insurance industry to the fixed dollar benefit contract 
is likely to result in the incorporation of a minimum 
guaranteed death benefit. 

Several designs for equity-linked variable life policies 
have been proposed. The most widely discussed of these 
is called the " ratio plan," a design originally suggested 
by Nevi York Life. Under this plan, the face amount of 
the policy would vary over time with the performance 
of a fund invested in equities, but the amount of insur
ance would at all times bear the same ratio to the 
reserve as in a fixed dollar policy. At the same time, the 
face amount of the policy would never decline below 
the original amount of insurance. This means that un
like the variable annuity, under a variable life policy 
the face amount would vary upward, but not below the 
original amount of insurance. 

The slow development of variable life insurance has 
been due, at least in part, to the litigation and other 
difficulties that accompanied the development of the 
variable annuity. Although the NAIC approved model 
legislation providing for the sale of variable life poli
cies in 1969 and recommended this legislation to the 
states, there ren1ained the problem of the SEC. In 1972, 
seeking to avoid some of the difficulties that have been 
encountered in connection with the variable annuity, 
the insurance industry petitioned the SEC for an exemp
tion on variable life. After conducting hearings, the SEC 
ruled that variable life would be treated as a security.10 

ADVANTAGES AND DISADVANTAGES 
OF SPECIAL FORMS 

The special policy forms have certain advantages and 
certain disadvantages. Both the advantages and the dis
advantages arise from the fact that these policies are 
desi~ned to fit special needs. Since they are designed 
to fit certain needs, these special policy forms may 
n1eet those needs better than any other policy. By the 

t0The SEC gran ted an exemption from the provisions of the 
Investment Company Act of 1940 with •respect to the separate 
funds in which the insurer invested the assets related to var
iable life policies, but the variable life policy itself must be 
registered under the Securities Act of 1933 and agents selling 
variable life must be •registered as a broker-dealer under the 
Securities Exchange Act of 1934. 

same token, since they are designed to fit special needs, 
they are often quite inflexible and cannot be used ef
fectively to meet other needs. Unfortunately not all 
needs are the same. Each individual faces different cir
cu1nstances and the danger exists that one of the spe
cial policy forms may be used to fill a need for which 
it was not designed. There are, of course, certain almost 
universal needs. There is little chance of the family 
income policy being misused, for the need for protec
tion during the child-raising years is quite general. On 
the other hand, the juvenile insurance policies could 
be misused, eating up premium dollars that would be 
better spent on the father. 

In addition to the special policy forms discussed in 
this chapter, there are a number of other more special
ized contracts. A number of the more specialized con
tracts are unique with a certain company. In addition, 
many companies modify the basic provisions of the 
policy form discussed here. The point is that the vari
ety and type of special policies is limited only by the 
imagination of the marketing directors of the insur
ance companies. When properly used, the special policy 
forms are extremely useful tools for protecting the 
members of the insured's family against the financial 
consequences of premature death, or for accumulat
ing a fund of money for some specific future need 
such as retirement or education. 

PROGRAMMING LIFE INSURANCE 
Life insurance programming consists of a study of 

the individual's needs for capital resources. It includes , 
an assessment of the person's present financial position 
and future obligations, and the life insurance that 
should be used to meet these obligations. It is an ap
proach to life insurance buying which places the em• 
phasis on planning. 

It takes a substantial amount of life insurance t< 
provide adequate protection in most cases. The vast 
majority of the families in the United States today are 
inadequately insured. If total life insurance in force in 
the United States were divided equally among all Amer
ican families, each family would have only slightly over 
$21,000 of protection. 

The first and most obvious step in programming life 
insurance is to determine the amount to be purchased. 
The willingness of the individual to spend hard earned 
dollars will depend on his subjective orientation and 
his desire to provide protection for his family. This 
is an individual matter, and in the last analysis the de
cision must rest with the individual. However, there 
are at least two generally accepted approaches which 
can be of assistance in determining the amount of life 
insurance needed. 

The Human Life Value 
The human life value is the insurable value of the 

individual's income earning ability. The insurable value 
of the income producing capacity of an individual may 
be viewed as the maximum potential earnings of the 
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individual that would be lost if the individual died.11 

In other words, it is the present value of the income 
lost by his dependents as a result of his death. We can 
estimate this insurable value by discounting the ex
pected stream of income that would accrue to the de
pendents as a result of continued employment. If we 
deduct the amount of the income earned which would 
be consumed by the producer himself, and discount the 
remainder, we have a notion of the present value of 
the stream of income that will be lost. The emphasis 
here is on the income that would be lost by the de
pendents. 

The Needs Approach to Life Insurance 
Another method, and one that is perhaps more prac

tical than the use of the economic-value concept, is 
commonly called the "needs" approach. Here the 
amount of life insurance purchased is based on an anal
ysis of the various needs that would be experienced by 
the family should the income producer die. 

In reality, the needs approach is directly related to 
the life value concept. In summarizing the needs which 
would exist in the event of the wage earner's death we 
are merely looking at the other side of the family in
come-expenditure equation. While the life value con
cept focuses on the income that would be lost, the needs 
approach attempts to identify the allocation of that 
income and summarize those prospective expenditures 
which are most critical. In addition, the needs approach 
attempts to recognize unusual or non-regular expendi
tures which may result from the death of the wage 
earner and the additional expenses which may accom
pany the period of readjustment following the wage 
earner's death. 

There are various ways in which the needs n1ay be 
classified; the traditional approach includes the fol
lowing 

Fund for last expenses 
Funds for readjustment 
Dependency Period Income 
Mortgage Payment Funds 
Educational Funds 
Life Income for the Wife 

Under the needs approach these income require 
ments of the family are usually listed on a month-to
month basis over time, in a graphic presentation indi
cating the amount of income needed, the amount avail
able from social security and other sources, and the 
extent of the unfilled need. The chief benefit of this 
graphic analysis is that it helps the individual to visu
alize the amounts needed as a flow of income. 

A Continuing Task 
The major defect of both the life value approach and 

the needs approach as they are most frequently used 
is that they rely on static analysis, determining the 

11 S. S. Huebner, The Economics of Life Insurance, 3rd ed. 
(New York: Appleton-Century-Crofts, Inc. 1959). 

amount of insurance at a specific point in time. This 
results in the purchase of an amount of insurance that 
may be correct at that point in time, but which will be 
inaccurate as time goes by. Because the life value of 
the individual decreases over time and the individual 
approaches the end of his income earning years, the 
fixed amount may be excessive. 

Obviously, the needs of each individual will vary, 
depending on age, the number of children, responsi
bilities, and financial assets. In addition, the needs of 
the individual may change over time, for during each 
period of life there are different needs that appear to 
be more crucial. We can subdivide the average per
son's life into the following four periods: The premari
tal period, the pre-child-raising years of marriage, the 
child-raising years, the years approaching retirement. 
For n1ost individuals needs will vary v,ith each of these 
periods. 

ESTATE PLANNING 
There are advantages to both the life value concept 

and the needs approach to the determination of the 
amount of life insurance to be purchased, but regard
less of which approach is used, the result is usually 
that substantial amounts of insurance are indicated. 

Estate planning is the process of arranging a person's 
affairs so as to produce the most effective disposition 
of his capital and income, planning so as to reduce the 
shrinkage of the estate and provide that the maximum 
number of dollars will be transferred from the deced
ent to the survivors. At one time it was felt that estate 
planning involved nothing more than making out a 
will, but today most people recognize that making a 
will is just one part of a more elaborate process. While 
the will is certainly one of the more critical tools in the 
estate-planning process, there are other tools as well, 
including life insurance, outright gifts during the life
time of the individual, gifts in trust created during the 
owner's lifetime, and trusts created at death. 

The purchase of life insurance has become more and 
n1ore con1plex as a result of its ever-increasing relation
ship to wills, trusts, and taxes; and the stern practi
calities of law, taxation, and other factors require the 
individual to make far-reaching decisions in this area 
which are often irrevocable. It should be apparent that 
the entire field of estate planning is a complicated and 
highly specialized area. The complexity dictates th.•t 
the individual seek not only expert insurance advice, 
when setting up his insurance program, but skilled 
legal guidance as well, so as to guarantee that his in
tentions w~ll be realized. 

Advantages of Life Insurance 
The outstanding characteristic of cash value life in

.;urance as an investment is the compulsion which it 
entails. Most individuals do not have the self-discipline 
and determination required to follow through with 
their plans for the regular accumulation of a savings 
fund . Once a policy is taken out, the individual will 
pay the premiums rather than deprive his fa1nily of 
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the protection involved in the policy, and in paying 
the premiums he makes regular contributions to the 
saving element of the contract. History indicates that 
even in the depths of the Great Depression of the 
1930's, men gave up almost every kind of obligation 
before they stopped paying their life insurance pre
miums. 

In addition, there are certain tax advantages under 
life insurance which some other forms of investment 
do not enjoy. Increments to the cash value are not tax
able until they are actually received by the insured. At 
the time that the policy is surrendered, the excess of 
the cash surrender value over net premiums paid is 
taxable as ordinary income. In order to earn a net re
turn on alternative investments equal to that under a 
life insurance contract, the gross rate of return on the 
alternative investment must be higher than that avail
able under the life contract. 

Finally, there is a safety of principal that does not 
exist in certain other investments. The major criticism 
levied at life insurance as an investment is the rela
tively low rate of return-usually between 4 and 5 per
cent, and perhaps the rate of return is low, but low 
relative to what? Common stocks represent a risk form 
of investment. The investor hopes to have gains, but 
on the other hand he may suffer losses. Life insuranc. 
cash values are a guaranteed form of investment, with 
both safety of principal and a guaranteed rate of r e
turn. For this reason, and the other reasons cited above, 
life insurance may be the most attractive and depend
able investment for many individuals. On the other 
hand, there are individuals who are not content with 
fixed dollar nature of the life insurance investment, 
preferring equity investments with their potentially 
greater rate of return. The choice, however, is a matter 
of finance rather than an insurance decision. 

SELECTION OF RISKS 
The selection of risks is a most important job of the 

underwriting department of an insurance company and 
of the agent. Only by selecting good risks and rejecting 
bad ones can the insurance company hope to pay 
claims as promised and have the financial stability to 
provide a good long-term career for you. 

Sources of Information Concerning Life Risks 
In selecting risks the insurance company gets its 

information from a number of sources. Let's talk about 
a few of them in some detail. 

(1) Application 
The application is the most important source of 
information concerning the applicant's identity, 
age, marital status, past, present and contem
plated occupations. It also reveals information 
about where the applicant lives, his military 
status (possible aviation hazards), amount of in
surance he has, amount he wants to buy and who 
he wants to have for his beneficiary. It covers all 
of the most important items of information need
ed by the insurance company and it becomes a 

part of the insurance contract. Because it is photo
stated and made a part of the insurance contract, 
it should always be filled out carefully and com
pletely. Abbreviations, if any, should be used 
sparingly; and all questions should be answered 
in such a way that they can be understood many 
years after completion by someone unfamiliar 
with the situation. 

(2) Agent's Report and Certification 
The Agent's Report affords the agent an opport
unity to provide information to the insurance 
company in a confidential manner which will 
not generally be included in the application or 
made a part of the contract. Here the informa
tion such as bow long the applicant has lived 
at his present residence and where he lived pre
viously; what are his exact employment duties; 
whether he engages in any hazardous sports and 
any explanatory remarks which the agent feels 
would be helpful to a Home Office underwriter 
in understanding the situation more completely. 
It is on this agent's report and certification that 
any information not listed on the application it
self is furnished. This report should probably be 
completed without the applicants direct help and 
presence. 

(3) Medical Examination 
The medical history portion of the medical exa
mination is photostated and m~de a part of the 
insurance contract. Because of this, the medical 
examiner should do a complete job in listing the 
applicant's medical history as well as the names 
and addresses of attending physicians which have 
been seen by the applicant. On the back side of 
the medical report, the doctor lists his findings 
concerning the applicant's general physical con
dition. 

(4) Non-Medical Examination 
The non-medical form completed by the agent is 
also a part of the application to take the place of 
the part completed by the doctor. It is also 
photostated and becomes a part of the insurance 
contract. For this reason, due care must be taken 
in completing all of the questions concerning the 
prospect's health. Names and addresses of doctors 
who have been seen by the applicant should be 
listed in detail. Home Office medical departments 
have medical directories but these are often out 
of date and it will save a lot of time and trouble 
if the information given them on the application 
is complete and accurate. Care must be taken to 
distinguish medical factual answers from mere 
opinions if the information is to prove beneficial 
to the home office underwriter. 

(5) Attending Physician's Statement 
At the time the applicant applies for an insurance 
policy, he is normally required to sign a state
ment permitting the company to make inquiry 
with any physician who has attended the applicant 
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in the past. The company may feel it is necessary 
to contact physicians who have checked or treat
ed the applicant in order to obtain pertinent 
medical information. This information is then 
used to determine current insurability of the ap
plicant. 

(6) Inspection Report 
Insurance companies may require an independent
ly furnished inspection report on a risk to help 
them better evaluate the insurability of the appli
cant. This is particularly true when significant 
amounts of coverage are requested. Factual re
ports help the industry maintain fair premium 
rates, which in turn keeps insurance widely 
salable. An inspection report, supplied by a neu
tral inspection company, frequently furnishes 
facts unknown to, or withheld from, the agent -
facts covering such areas as health, habits, fin
ances, employment, activities, and reputation . 

Classification of Risks 
Most of us understand the principle that a wood 

house costs more to insure against fire than does a 
brick house. This doesn't mean that any particular 
wood house is more apt to burn. It does mean that if 
you have a thousand wood houses, your loss by fire 
will be proportionally greater than if you have a thou
sand brick houses. The same principle applies to the 
Classification of Risks from a life insurance point of 
view. When a person has high blood pressure it doesn't 
mean that he won't live to a ripe old age. It does mean 
that out of a group a thousand just like him, a greater 
precentage will die at an earlier age than in a com
parable group of one thousand healthy people. In 
classifying a risk, the Home Office underwriting depart
ment will look at the applicant's past medical history, 
his present physical condition, his occupation, his habits 
and his morals. All of these things are taken into con
sideration in deciding whether or not he should pay an 
extra insurance premium. Let's discuss, now, several 
of the classifications. 

(1) Standard Risks 
A Standard Risk is a person Vv·ho, according to a 
co1npany's under\vriting standards, is entitled to 
insurance protection without extra rating or 
special restrictions. 

(2) Substandard Risks 
There are a number of people who, because of 
a physical condition (family or personal history 
of disease, occupation, residence in unhealthy 
climate, or dangerous habits) can not really ex
pect, on the average, to live as long as people 
who don't have these situations. They are called 
substandard risks. Perhaps the word substandard 
is not the most proper term, and the term "rated 
class" would be better but substandard is the 
word often used. The underwriting departn1ent of 
an insurance company often has a numerical 
rating system by which they give a point value 

for each type of physical disability suffered by the 
applicant and for each negative situation in his 
background or his habits or his morals. The total 
ot all the points represents our expected mortality 
percentage increase over that which is expected 
for standard or normal risks. It's really a very fair 
way of arriving at a premium which is equitable 
both to the insurance company and/ or the person 
to be insured. 

(3) Uninsurable 
\Vhen an applicant has a disease so rare or situa
tion so unique that the insurance company has 
had very few others like it, they may decline to 
issue insurance at all. Not because insurance can't 
be issued, but just because they don't have 
enough experience to be able to quote a premium 
which would be fair to the applicant as well as 
to themselves. They are very interested in arriv
ing at just the right premium a person should 
pay and the process of doing it is called Classify
ing the Risk. 

SPECIAL MARKETS 
In addition to the uses and n1arkets for life insur

ance discussed earlier in this manual, there are many 
special markets which require extensive study on the 
part of the agent if he is to properly sell and service 
these markets. 

Keogh Act (H.R. 10) - The tax benefits of qualified 
(by U.S. Internal Revenue) pension and profits sharing 
plans have been available to employed corporate em
ployees for some time. Self-employed individuals have 
not been able to take advantage of such tax-favored 
programs in the past. The "Self-Emp1.oyed Individuals 
Tax Retirement Act," of 1962, has finally corrected this 
tax inequity. (This act is popularly referred to as 1-I.R. 
10). 

Up until 1974, the n1aximum annual contribution and 
deduction permitted to a self-employed individual was 
10% of earned income or $2,500, whichever was lesser. 
Under the new provisions of the law, contributions and 
deductions for self-employed persons is limited to 15% 
of earned income or $7,500, whichever is lesser. Min
imum provisions permit deduction of the lesser of $750 
or 100% of earned income. 

A self-employed individual may establish such a plan 
if he also covered all of his full-time employees who 
have been employed for at least three years and are 
full-time employees as defined in the law. He may 
contribute up to 15% of his income to this plan so 
long as his contribution does not exceed $7,500. The 
qualified employees must be treated as the self-em
ployed treats himself. The requirements and limita
tions of H.R. 10 apply when the self-employed is in
cluded 1n the plan. 

Particulars as to who may be considered as self
employed individuals and eligibility requirements for 
both employer and employee can not be fully covered 
in this manual. An agent shall be expected to know 
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these facts before participating in H.R. 10 sales since 
be will be held accountable for any possible misrepre
sentation to his client. The law does distinguish be
tween self-employed individuals and owner employees. 
If, for example, a partner owns 10% or -less of the 
capital or profit interest of the partnership, he is not 
an owner-employee, even though he is a self-employed 
individual. This distinction is important since some 
provisions of the law are more restrictive for self
employed individuals who are also O\vner-employees. 
Details may be found in I.R.C. 401 (c) (3); Reg. 1.401-
l0(d). 

Basically, the funding instruments available in con
nection with corporate plans may also be used in con
junction with H.R. 10 plans. These funding instruments 
include custodial accounts, face-amount certificates, a 
special series of U.S. government bonds, the issuance 
of certain insurance and annuity contracts, and certain 
trusts. 

The basic idea of any H.R. 10 plan is to invest un
taxed monies from income, they would then be taxed 
when received as income at a later date when the parti
cipant would expect to be receiving a lower income). 
Since this would give the individual the advantage of 
accepting these proceeds at a time when he fits into 
a lower tax bracket, he would experience a more favor
able retirement income from his earned dollars. An
other advantage is the fact that the values of the ac
cumulated earnings may accumulate without current 
tax liability. 

The agent should be particularly cautious in design
ing an H.R. 10 plan for his client. The client should 
understand he is not to withdraw his proceeds before 
he is 59½ years old but before he is 70½ years old. The 
client must understand this money is not available to 
him during the period of savings, an insurance policy 
or annuity may not be assigned or borrowed on during 
this period. If he withdraws early he will experience 
tax penalties and may not be able to participate in an
other H.R. 10 plan for a period of 5 years. 

Tax Sheltered Annuities- Certain educational insti
tutions, which have been given the power under state 
law and Section 501 (c) (3) of the U. S. Internal Revenue 
Code, may be able to purchase tax sheltered annuities 
for their employees. In the state of Iowa, this po'wer 
has been specifically granted by statute to the State 
Board of Public Instruction, the Board of Regents, 
school boards, county school boards, area school boards, 
and the Board for Educational Radio and Television 
Facility. These organizations may purchase non - for
feiture annuities for their employees without having 
the premiums treated as income to the employees as 
paid. The employees may receive the proc~eds at a 
later date, normally after retirement, when they are in 
a lower income tax bracket, with a subsequent tax ad
vantage. 

Section 501 (c)(3) includes certain corporations, any 
community chest, fund, foundation, organized and oper
ated exclusively for religious, charitable, scientific, test-

ing for public safety, literary, or educational purposes, 
or for the prevention of cruelty to children or animals, 
no part of the net earnings of which inures to the 
benefit of any private shareholder or individual, no 
substantial part of the activities of which is carrying on 
propaganda, or otherwise attempting, to influence 
legislation, and which does not participate in, or in
tervene in (including the publishing or distribution of 
statements), any political campaign on behalf of any 
candidate for public office. The Internal Revenue 
Service must determine if an organization qualifies. 

The provision relating to school districts (Iowa Code, 
Chapter 294.16) is typical of the statutory provisions 
granting permission for the purchase of tax sheltered 
annuities.12 It reads as follows: 

At the request of an employee through contractual 
agreement a school district may purchase group or 
individual annuity contracts for an employee, from 
such insurance organization authorized to do business 
in this state and through an Iowa-licensed insurance 
agent as the employee may select, for retirement or 
other purposes and may make payroll deductions in 
accordance with such arrangements for the purpose 
of paying the entire premium due and to become due 
under such contract. The deductions shall be made 
in the manner which will qualify the annuity prem
iums for the benefit afforded under section 403b 
(26 USC 403b) of the federal internal revenue code 
and amendments thereto. The employee's rights 
under such annuity contract shall be nonforfeitable 
except for the failure to pay premiums. 

Although the employer, whether public school or 
non-profit organization, is the applicant and purchaser, 
the annuitant is the owner and has control over the 
annuity or qualifying insurance plan except that it is 
non-transferable. This means that the owner will not 
have the right to make either a collateral assignment 
or an absolute assignment. When a qualifying insurance 
plan is used, that portion of the premium which is 
considered payment on the insurance shall not be 
granted the tax favored treatment. 

All formulas for calculating the amount that the 
employee may deposit in such a plan called an exclusion 
allowance, cannot be included in this manual. In 
general, an employee may contribute one sixth of his 
income minus any amount contributed to a similar 
program such as the Iowa Public Employee Retirement 
System in the case of Iowa Public School teachers. Past 
service may increase his allowable input. 

A participating employee's Social Security must be 
withdrawn on the full income of the employee before 
withdrawal of his amount of the premium deposited 
in the tax sheltered annuity. 

12rhe other organizations to wh ich power for the purchase 
of tax sheltered annuit ies has been granted are treated under 
other sect ions of the code. See Chapters 257.10, 273.13, 280A.23, 
8A, 262, with respect to t he State Board of Publ ic Instruction, 
county school boards, area school boards, the State Educa
t ion Rad io and Television Faci lity Board, and the State Board 
of Regents. 
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The amount of the premium placed in the tax shelter
ed annuity shall not be included as income on the em
ployees W-2 form . 

The employee should: (1) Sign salary reduction agree
ment if TSA premium is payable through a salary 
reduction; (2) Sign application as proposed annuitant 
or insured; (3) Name beneficiaries and hold policy as 
owner. 

The employer should: (1) Adopt enabling resolution 
permitting employees to participate in TSA program; 
(2) Sign application as applicant and pay premiums; 
(3) Sign appropriate form if a 501 (c)(3) organization. 

The agent should keep in mind that even though all 
employees of Public Schools and 501 (c)(3) organiza
tion may technically be entitled to this tax benefit, not 
all such employees should be considered prospects 
under sound sales standards. Thus, a teacher with 
heavy family responsibilities should possibly first es
tablish his life insurance program. A young teacher 
who is uncertain whether he will stay in teaching, or 
in one school system, for more than a year or two, 
would perhaps be wiser to invest in some other media. 
He may move to a school system in which he is not 
permitted to continue his program as originally 
designed. 

The agent should be very careful when setting up 
such a program for his client. His responsibility to the 
client and his industry demands that he inform his 
client of limitations as well as advantages of a TSA pro
gram. 

AGENTS EDUCATIONAL OPPORTUNITIES 
In addition to the many educations, courses develop

ed by and used by individual life insurance companies, 

there are two institutional educational programs avail
able to agents of all companies. 

L.U.T.C. - The Life Underwriter Training Council 
(L.U.T.C.) with headquarters in Washington, D.C., was 
officially formed through the joint efforts of company 
and field organizations in 1947 as an independent non
profit educational organization. The Council offers a 
two-year practical sales training program in life insur -
ance and a one-year course in health insurance to all 
qualified career life insurance representatives. As sef 
forth in its Constitution, the objective of the Council 
is to contribute to the constant improvement of the 
quality of life underwriting by (1) engaging in educa
tional and training activities for the field underwriter; 
(2) cooperating in the educational and training activities 
of associations of life underwriters, training depart
ments of companies, the American College of Life 
Underwriters, the American Society of Chartered Life 
Underwriters, other institutional groups, recognize edu
cational institutions and others interested in the train
ing of those who sell and service life insurance; (3) serv
ing as a clearing house for information of life under
writer education and training." 

C.L.U. - The Chartered Life Underwriter (C.L.U.) 
diploma is a professional designation awarded by the 
American College of Life Underwriters. The College 
was established in 1927 to provide advanced profes
sional study for men and women in life and health in
surance. The College, located in Bryn Mawr, Pennsyl
vania, prescribes a course of study which prepares a 
candidate for the taking of five comprehensive exa
minations leading to the C.L.U. designation. Study 
classes are usually conducted locally under the sponsor
ship of the local chapter of Chartered Life Underwriters 
or The Life Underwriters Association. 
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VARIABLE ANNUITIES 
THE NEED FOR THE VARIABLE ANNUITY 

The conventional fixed dollar annuity was developed 
and is based on the assumption that the value of the 
dollar is relatively stable. Under this assumption, the 
fixed dollar annuity is a good investment for retirement 
purposes, and is the only investment that will guar
antee the investor that income will be continued for life. 
However, experience clearly indicates that the assump
tion that the value of the dollar is relatively stable is 
false. Over time, the price level has fluctuated widely; 
and with those fluctuations in the price level, the value 
of the dollar has also changed markedly. 

When prices go down, the value of the dollar in
creases, since a fixed number of dollars will purchase 
more goods and services. Conversely, when the price 
level increases, the value of the dollar declines; and a 
given number of dollars will purchase fewer goods and 
services. During the period since the early 1940's, this 
country has witnessed a steady increase in the cost of 
living; and with the increase in prices, the value of the 
dollar has declined steadily. The extent of this decline 
in the value and purchasing power of the dollar is in
dicated by the trend in the Consumer Price Index (CPI). 

CONSUMER PRICES - ALL ITEMS 
1950 - 1975 
1950 = 100 

1950 = 100.0 
1955 = 107.9 
1960 = 123.0 
1965 = 131.0 
1970 = 161.3 
1975 = 224.9 

During the two and a half decades from 1950 to 1975, 
prices have more than doubled, cutting the value of the 
dollar in half, and requiring more than twice the number 
of dollars to purchase a given amount of goods and serv
ices. 

Because their money income is fixed, people living on 
retirement incomes suffer more than most other groups 
from inflation. While the salaries of those who are em
ployed may lag behind price changes, their incomes do 
rise. The money incomes of the retired remain constant 
during inflation, however, since there is little they can 
do to adjust the money income. Those who have 
depended on a fixed dollar retirement plan during the 
past three decades have found to their misfortune that 
they had no protection against changes in the value of 
the dollar. 

Persistent inflation also undermines attempts to save 
for retirement. Even the prudent individual who makes 
a serious attempt to accumulate funds for retirement 
may see his or her efforts wiped out by inflation. When 

prices are increasing at 6% or 7% a year, the person in
vesting in a program with a 5% return will eventually 
accumulate a fund in dollars that is worth less than half 
the value of the dollars that were originally saved. 

Many economists feel that there are sufficient infla
tionary pressures in the economy to cause continued in
flation, with little or no possibility of reversal in the 
long run. The strength of the labor unions, the accep
tance by both major political parties that it is the 
responsibility of the federal government to maintain 
full employment, welfare costs, and other factors all in
dicate the likelihood of more inflation rather than defla
tion. 

It was in response to these factors that the variable 
annuity was developed. The variable annuity is an at
tempt to cope with the problems associated with the im
pact of price level changes on retirement incomes and 
on funds being accumulated for retirement. 

NATURE OF THE VARIABLE ANNUITY 
Under a fixed dollar annuity, the annuitant is guaran

teed a fixed number of dollars at each payout date; but, 
as noted above, these dollars may have varying pur
cashing power. Under the variable annuity, there is no 
guarantee regarding the number of dollars that will be 
paid out. The dollars payable to the annuitant will vary 
according to the market value of securities invmt-ed ' 
(usually in equity instruments such as common stocks) 
by the insurer. The basic intent is to provide a varying 
number of dollars that will provide constant purchasing 
power. This is done by linking the retirement income 
payable to the level of stock prices. 

Although individual variable annuity contracts may 
differ somewhat, their general nature is the same. The 
annuitants' premiums are used to purchase units in a 
fund of securities, very much like an open-end invest
ment company. These units are accumulated until 
retirement, and a retirement income is then paid to the 
annuitant based on the value of the units accumulated. 
The basic rationale is that the value of the dollar will 
vary from time to time, but that the value of a diversi
fied portfolio of common stocks will change in the same 
direction as the price level. While the cost of living has 
neither remained stable nor increased at a predictable 
rate, we have seen that the value of common stocks has 
generally moved in the same direction as the cost of liv
ing, increasing as prices rise and decreasing as they fall. 
However, there have been times, during periods of ac
celerated inflation, when the value of common stocks 
have moved in the opposite direction from the cost of 
living. 

Although there have been periods in which the per
formance of the stock market has brought perversity, 
the basic assumption on which the variable annuity is 
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based-that the value of common stocks will increase 
with the cost of living-has generally been valid. If the 
stock market does perform as expected, then a fixed 
pay-in can be converted into a variable pay-out. Al
though the number of dollars that the individual annui
tant will differ from the amount that would have been 
received under a fixed dollar annuity, the varying 
number of dollars should provide constant purchasing 
power. 

The Balanced Annuity 
Because income payments from a variable annuity 

can be reduced sharply during periods of adverse 
economic activity, many financial advisors recommend 
a "balanced annuity" as a partial hedge against either 
inflation or deflation in the economy. A Balanced An
nuity combined fixed dollar annuity monthly income 
payments with variable annuity monthly income pay
ments. The annuitant specifies the allocation of the 
purchase payment at the time the annuity is purchased. 
He or she may allocate 100% of the purchase payment 
to variable accumulation; or it may be divided between 
fixed accumulation and variable accumulation, in accor
dance with specified percentages (for example, 50% 
variable and 50% fixed). Some companies permit the 
annuitant to change these percentages during the ac
cumulation period, but a change does not take effect un
til a written request has been filed with the insurance 
company at its home office. Any change in the percent
age stipulated applies only to payments made with the 
request and to payments made thereafter. 

BACKGROUND AND DEVELOPMENT 
The variable annuity as we know it today was 

developed by the Teachers Insurance and Annuity 
Association (TIAA), a nonprofit organization founded 
in 1918 by the Carnegie Foundation to provide college 
professors with retirement programs. ·The TIAA 
originally wrote conventional fixed-dollar annuities, un
til several faculty members at Harvard University, 
realizing how vulnerable their retirement program was 
to inflation, decided to invest a part of their retirement 
dollars in the Harvard Endowment Fund, which invest
ed mainly in common stocks. With a part of their retire
ment dollars invested in TIAA and a part in the Har
vard Endowment Fund, the faculty members hedged 
against both inflation and deflation. 

Shortly thereafter, TIAA began a study of the possi
bility of equity funded retirement programs as a hedge 
against inflation. The conclusions of the study were 
published in 1951, and the result was the creation of a 
companion organization to TIAA, which was called the 
College Retirement Equity Fund (CREF). The first 
CREF variable annuity was issued in 1952. There are 
now over 200,000 participants in the CREF variable an
nuity program. 

Following CREF's innovative lead, private insurance 

companies became active in the field. The first variable 
annuities written by a commercial insurer were issued 
in 1954 by the Participating Annuity Life Insurance 
Company of Little Rock, Arkansas, which operated 
strictly on an intrastate basis. Late in 1955, the Vari
able Annuity Life Insurance Company (VALIC) was 
formed in Washington, D.C., and became the first com
pany (other than CREF) to operate on an intrastate 
basis. 

The two most active companies in the early stages of 
the variable annuity's development were VALIC and 
the Prudential Insurance Company of America. The en
try of these two companies into the variable annuity 
field prompted the Securities Exchange Commission 
(SEC) to intervene, leading to protracted litigation over 
the nature of variable annuities. The most important 
issue was whether variable annuities were insurance 
(and as such, exempt from federal regulation under 
Public Law 15) or whether they were, as the SEC con
tended, securities. The litigation lasted several years, 
and was eventually settled by the U.S. Supreme Court, 
which ruled that the variable annuity was a security 
and as such subject to regulation by the SEC. This 
decision was vital to the SEC and established the pat
tern for regulation of the variable annuity. Variable an
nuities are currently subject to regulation by both the 
SEC and the state insurance departments. 

In addition to the long and involved litigation, the 
development of variable annuities was also retarded by 
some opposition from within the life insurance industry. 
The life insurance industry was originally divided on 
the question of the variable annuity, with some seg
ments strongly opposing the concept. A part of the op
position came from those who considered the variable 
annuity to be a competing product with the main pro
duct of the industry, cash value life insurance. Others 
opposed the variable annuity because they were con
vinced that there was a danger that the public would 
not understand its fundamental nature. 

In spite of the litigation over its status, the eventual 
dual regulation, and the opposition from within some 
comers of the industry, the variable annuity has 
become firmly established as a vehicle for providing for 
retirement needs. At the end of 1976, slightly over 
750,000 persons were covered under group variable an
nuities, with another 500,000 persons covered under in
dividual annuity contracts. 

VARIABLE ANNUITIES IN OPERATION 
While the general concept of the variable annuity has 

been noted, there are certain special features of variable 
annuities that should be explored. In addition, the ac
tual conditions of the contracts and the manner in 
which the variable annuity concept is embodied in the 
policies are discussed below. 

General Features of Variable Annuities 
Although all variable annuities are based on the same 
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operational concept, there are differences among the 
various contracts, based on the differences of the com
prutles that market them and differing demands of con
sumers. 

. 
Group and Individual. Variable annuities are 

marketed on both a group and an individual basis. 
Group variable annuities are sold to employers and to 
associations to cover employees or members of the 
association as participants. As in the case of group life 
and group fixed dollar annuities, the loading charges for 
group variable annuities are generally lower than those 
of individual contracts, because of the savings possible 
through the group marketing techniques. 

Participating and Nonparticipating Variable An
nuities. As in the case of the traditional fixed dollar life 
insurance and annuity contracts, variable annuities are 
available on either a participating or nonparticipating 
basis. Participating policies are issued by all mutual in
surers and some stock companies. The annuitant's 
share of the divisible surplus of the company is deter
mined annually by the company. However, dividends 
are generally lower than on fixed dollar contracts. 
Under fixed dollar contracts, dividends are derived from 
mortality savings and investment earnings in excess of 
the assumed rate. Since investment income under the 
variable annuity is already credited to the annuitants 
under the separate account, dividends are derived solely 
from mortality or expense savings, and for this reason 
are usually lower than dividends on fixed dollar con
tracts. 

Operational Aspects of Variable Annuities 
Under a fixed dollar annuity, the annuity benefit pur

chased for a given premium is determined by the annui
ty mortality table, expense factors, and the stipulated 
rate of interest assumed on investments up to and after 
retirement. None of these factors are subject to change 
after the contract has been issued. Under the variable 
annuity, on the other hand, the amounts payable to the 
annuitant vary according to the market value of 
securities in a Separate Account maintained by the in
surer. A "Separate Account" is a special account into 
which the insurance company allocated funds received 
from the purchasers of variable annuities, along with 
the investment income derived from these funds. The 
assets in this account must be kept apart from the in
surance comany' s other assets, and may not be used for 
the benefit of the company's nonvariable accounts. Nor
mally, the Separate Account must be registered as an 
Open-End Investment Company under the Investment 
Company Act of 1940. The assets of the Separate Ac
count are invested primarily in common stocks. How
ever, the assets may also be invested in real estate, 
preferred stock, bonds, and convertible debentures. 

The Net Purchase Payment Factor. As in the case 
of fixed dollar annuities, the insurance company has cer
tain expenses associated with the sale and administra-

tion of variable annuities, referred to as "loading 
charges." These include agents' commissions, adminis
trative expenses, premium taxes, and so on. These 
loading charges are expressed as percentages of the 
Gross Purchase Payment, and represent a deduction 
from the gross premium before allocation to the 
Separate Account. For example, the loading charge for 
the first year might be 15%, and for subsequent years 
7%. Using these percentages, the net purchase pay
ment factor would be .85 for the first year, and .93 
thereafter. (Many companies use a level loading charge 
for the entire duration of the contract, rather than a 
higher percentage in the first year. In either case, the 
net purchase payment factor for the first and each 
subsequent year of the contract must be disclosed in the 
prospectus and in the contract itself.) 

In addition to the loading charges, most variable an
nuity contracts also include a charge for the investment 
management of the Separate Account. Although these 
charges may be levied against the purchase payments, 
more often they are charged against the Separate Ac
count. 

The Accumulation Unit. An accumulation unit is 
simply an accounting unit that is used to measure the 
value of each annuitant's interest in the Separate Ac
count before the commencement of annuity payments. 
The value of an accumulation unit will increase or 
decrease, depending on the performance of the securi
ties in which the separate account is invested. 

Generally, the insurance company assigns an arbi
trary value to the accumulation unit when the Separate 
Account is created (say, $1 or $10). Thereafter, the 
value of the accumulation units is recomputed daily in 
the same manner as the shares of a mutual fund. The 
total value of the holdings in the separate account, 
divided by the number of accumulation units outstand
ing, sets the value of each accumulation unit. This 
means that the number of accumulation units that a 
given net payment will purchase depends on the size of 
the net payment, and also on the value of the accumula
tion unit at that time. 

The Gross premium payment allocated to variable ac
cumulation is multiplied by the net purchase payment 
factor stipulated in the contract to determine the net 
purchase payment. The net purchase payment, divided 
by the accumulation unit value determines the number 
of units purchased at each premium payment. For the 
purpose of illustration, assume an annual gross pur
chase payment of $1,000, with a net purchase payment 
factor of .85 for the first year, and a net purchase pay
ment factor of .93 for the second year. Assume also 
that the value of each accumulation unit is $10 at the 
time that the first premium is paid. The gross premium 
less loading (i.e., times the net purchase payment factor 
of .85) is $850. This means that the annuitant will be 
credited with 85 accumulation units. ($850 net pur
chase payment, divided by $10 = 85 units) . 
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At t he second premium payment date, the net pay
ment factor is .93, which means that the net purchase 
payment is $930. If we assume that the value of an ac
cumulation unit has increased from $10 to say, $12, the 
second net premium payment will purchase 77 .5 ac
cumulation units. ($930 divided by $12). 

Fixed and Variable Payouts. At maturity of the 
policy, the annuitant may take a lump sum cash settle
ment, purchase a fixed dollar annuity contract, or pur
chase a variable annuity contract. If the annuitant 
selects a fixed dollar payout, payments are made on the 
same basis as under the traditional annuity in which the 
accumulation is nonvariable. On the other hand, if the 
annuitant selects a variable payout, the accumulation 
units are converted into a lifetime income of '' annuity 
units" using a special mortality table for annuitants. 
The value of these annuity units, like the value of the ac
cumulation units, vary over time with the value of the 
securities in which they are invested. The number of 
annuity units payable at each pay-out date does not 
change over the lifetime of the annuitant, but the in
come produced by each annuity unit will vary with the 
investments on which the annuity units are based. The 
current value of the annuity unit will thus determine 
the annuitant's income. Unlike the accumulation units, 
which are revalued on a daily basis, the value of the an
nuity unit is usually established on an annual basis. 

The settlement options available under variable an
nuities are generally the same as those available under 
the traditional fixed dollar annuities: 

1. Straight life annuity. Under this option, annuity 
payments are made for t he life of the annuitant, 
ceasing at t he death of t he annuitant. 

2. Life Annuity with Period Certain. Under the life 
annuity with period certain, annuity payments are 
also made for the lifetime of the annuitant. How
ever, in this case, if t he death of the annuitant 
should occur before payments have been made for 
the preselected period (usually 10 years, but 
sometimes 20 years), t he balance of the payments 
are made to an indicated beneficiary, either in a 
lump sum or as monthly payments for the pre
selected period. 

3. Joint and Survivor Annuity. The Joint and Sur
vivor option is payable for the lifetime of two per
sons. It provides for payments until t he death of 
the first annuitant, and thereafter to the surviving 
annuitant for the balance of that person's lifetime. 
The Joint and Survivor annuity option may also 
be issued with a period certain. 

Immediate or Deferred. Variable annuities may be 
purchased on either an immediate or deferred basis, and 
may be paid for on either an installment basis or with a 
single premium. Most variable annuities are deferred 
annuities, purchased on an installment basis. 

Death Benefit. Like traditional fixed dollar annui
ties, a deferred annuity generally includes a death bene
fit, payable if the insured should die prior to the maturi
ty of the contract (retirement age). In most cases, this 
death benefit is equal to the cash value of the contract. 
Some contracts also contain a provision that the death 
benefit will be equal to the premiums paid, although an 
additional premium is usually required for this provi
sion. 

REGULATION OF VARIABLE ANNUITIES 
The protracted litigation over the nature of the varia

ble annuity, which ended when the U.S. Supreme Court 
ruled that the variable annuity was a security, and as 
such was subject to regulation by the Securities Ex
change Commission, resulted in a system of dual regu
lation, under which variable annuities are regulated by 
both the SEC and the state insurance departments. The 
states consider the variable annuity to be an insurance 
contract, and regulate it under the state insurance laws. 
State regulation includes control over t he design of 
variable annuities, mortality assumptions, and certain 
other facets, and also supervise the licensing of agents 
to sell variable annuities. However, since the variable 
annuity is also regarded as a security, it is subject to 
regulation by the Securities Exchange Commision, 
under the Securities Act of 1933, the Securities Ex
change Act of 1934, and the Investment Company Act 
of 1940. 

The 1933 act requires the issuers of securities to file 
registration statements with the SEC and to issue a 
prospectus to each person solicited. The SEC does not 
attempt to approve or disapprove the particular securi
ty being offered, but merely attempts to make certain 
that complete information is available to the prospec
tive buyer. This is the basic purpose of the required 
prospectus. It contains pertinent facts about the varia
ble annuity being offered, designed to encourage intelli
gent judgments on the part of the consumer. It is in
tended merely to provide full and truthful disclosure 
about the security offered. In addition to requiring full 
disclosure, the SEC also regulates the form and content 
of advertising and promotional material used in the sale 
of variable annuities. When making a sales presenta
tion to a prospective applicant, a Broker/Dealer or regis
tered representative must deliver a prospectus to the 
customer at or before the time of the sales presentation. 
The presentation by the agent must conform with t he 
SEC "Statement of Policy" and with the requirement 
that any sales literature must have been prefiled with 
the SEC. The " Statement of Policy" is a booklet pub
lished by the SEC which sets forth rules and standards 
for adveritising and sales material which is used in con
nection with the variable annuity. 

The Securities Exchange Act of 1934 deals with the 
registration and regulation of stock exchanges and 
securities dealers. Under the provisions of t his act, any 
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corporation, partnership, or other entity engaged in the 
sale of securities must register with the SEC as a 
Broker/Dealer. Sales of securities are made through 
"registered representatives" who are associated with or 
employed by a Broker/Dealer. Most in_surance com
panies that sell variable annuities have registered either 
a subsidiary or the parent company as a Broker/Dealer. 

The SEC controls variable annuity sales in essentially 
the same manner as it controls the sale of other securi
ties, by requiring all individuals and organizations in
volved in such sales to register with the SEC or with the 
National Association of Securities Dealers. Although 
the act permits self-regulation of over the counter secur
ities markets by the National Association of Securities 
Dealers, any person associated with the marketing of 
securities (including variable annuities) must pass a 
written examination covering investments, securities 

I 

laws applicable to investments, corporate finance, 
securities markets, and investment companies. This 
means that in order to sell variable annuities, the agent 
must hold a life insurance license from the state, and in 
addition must qualify as a "registered representative" 
(securities salesman) by passing an examination recog
nized by the SEC. The agent must be registered with 
the SEC or the NASD. 

The Investment Company Act of 1940 regulates the 
operation of investment companies. Normally, the 
separate accounts used to fund variable annuities are 
considered investment companies under the provisions 
of this act, and must be registered as investment com
panies. An exception exists in the case of separate ac
counts that are used solely to fund contracts under 
Keogh Plans and corporate retirement plans qualified 
under Section 401 of the Internal Revenue Code. Such 
separate accounts need not be registered. 
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CREDIT LIFE AND CREDIT ACCIDENT 
AND HEALTH INSURANCE 

Credit Life Insurance and Credit Accident and 
Health Insurance represent a unique application of the 
life and health mechanism. These two forms of insur
ance, which are often referred to jointly as "consumer 
credit insurance," are sold through lending institutions 
to short-term borrowers contemplating consumer pur
chases and through merchants selling on a charge ac
count basis to installment buyers at the retail level. 
The insurance coverage which they provide protects 
both the lenders and the debtors against the financial 
loss that might result if the debtor should die or be
come disabled before completing the payments required 
under the debt transaction. 

Credit life insurance, for example, insures the life 
of a borrower for an amount related to the outstanding 
balance of a specific loan or credit transaction, and 
generally provides for the payment of the scheduled 
balance of the loan in the event of the borrower's death. 
Credit accident and health insurance (often shorted to 
credit disability insurance) insures against the disability 
of the borrower through accident or illness, and pro
vides benefits by meeting required payments for a 
specific loan during the debtor's disability, commonly 
subject to some dollar maximum per payment and some 
maximum number of payments. 

When arranging the details of a time payment pur
chase or loan, the debtor usually becomes acquainted 
with consumer credit insurance when the salesman or 
loan officer suggests that he purchase the coverage. In 
most cases, the debtor will bear the cost of the insur
ance even though the creditor becomes the beneficiary. 
Typical loans covered by credit life and credit accident 
and health insurance include unsecured personal loans 
for general purposes and commodities purchased on 
time payments, such as automobiles, furniture, mobile 
homes, appliances, home improvements and even vaca
tions. 

The major suppliers of consumer credit, and the 
lenders who are also generally involved as vendor
beneficiaries of consumer credit insurance include com
mercial banks, sales finance companies, credit unions, 
personal finance companies, and retailers, such as 
department stores and automobile dealers selling goods 
or services on a charge account or installment basis. 

More than 250 insurance companies offer credit life 
insurance, and over 200 coflU)anies also write credit 
disability insurance. Consumer credit insurance is writ
ten by both stock and mutual companies. Some compan
ies specialize in writing credit insurance, while for 
other insurers, consumer credit insurance represents 
only a small part of their total business. 

T\','O basic methods of providing consumer credit 
insurance currently exist: group and individual. Both 

consumer credit life insurance and consumer credit dis
ability insurance are written on a group basis and an 
individual basis. Under the individual basis of market
ing consumer credit insurance, individual policies are 
issued to the borrowers; under the group system, a mas
ter policy is issued to the lending institution and the 
individual borrowers receive certificates outlining their 
coverage. Approximately 85 per cent of the consumer 
credit life insurance is written on a group basis and 
slightly over 80 per cent of the credit disability insur
ance is on a group basis. 

History and Growth of Consumer Credit Insurance 

The practice of utilizing insurance to protect the 
lender and the borrower from financial loss resulting 
from the premature death or disability of the borrower 
is not a novel concept, but the application of this techni
que to short-term and unsecured consumer credit is 
basically a phenomenon of the Twentieth Century. The 
development of consumer credit insurance closely par
allels the development of consumer credit itself. 

Consumer credit may be said to date from 1910, 
when Arthur J . Morris began to offer installment credit 
facilities to borrowers who had no specific assets to 
pledge as collateral, other than their future earning 
power and their personal character. While Morris is 
widely recognized as the father of consumer credit, his 
role in the development of credit life and credit acci
dent and health insurance is less well known. Almost 
from the inception of his consumer credit operation, 
Morris was convinced that some form of protection 
should be made available to the lender against the pos
sibility that the debtor might die before the loan could 
be repaid, and the obvious solution to this problem was 
life insurance on the debtor. Morris conceived a plan 
whereby the outstanding balance of a loan on the date 
of the borrower's death would be paid to the lender by 
an insurance company, but when he approached the 
then existing life insurance companies with the idea, 
they simply were not interested. After having met with 
discouragement from the existing insurance compan
ies, Morris decided to form his own insurance company, 
and incorporated the Morris Plan Insurance Society as 
a stock company under the laws of New York State. The 
company issued its first credit life policies in 1917, with 
rates based on the individual ages of the insureds. 

The !irst policies were individual level term con• 
tracts with the face of the policy equal to the full amount 
of the loan over the entire period of indebtedness. In 
1922, the Morris Plan Insurance Society pioneered the 
decreasing term policy, under which the face value of 
the policy declined at approximately the same rate as 
the unpaid balance of the loan. Until 1926, all policies 
continued to be written on an individual basis. The first 
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group credit life policy was written in that year by the 
Credit Life Insurance Company of Springfield, Ohio. 
Five years later, the credit union movement organized 
the Credit Union National Association Mutual Insurance 
Society, (CUNA) to provide both credit life and credit 
disability coverages to credit union borrowers. 

The history of the growth of consumer credit insur
ance can be conveniently divided into two distinct per
iods: the early era, which lasted from 1917 until about 
the end of World War II, and which was marked by 
modest but continued growth, and the modern era, 
from the end of World War Il in 1945 until the present, 
during which the use of consumer credit insurance has 
grown at a rapid rate, paralleling closely the increase 
in consumer debt. The early history is primarily a his
tory of the credit life insurance field, and credit dis
ability was added only as the industry grew. 

Table I indicates the growth of all consumer credit 
life insurance from its inception in 1917 until 1973, the 
last year for which statistics are available. As the fig
ures in the table indicate, the initial growth of con
sumer credit life insurance was relatively slow. Be
tween 1917 and 1930, the number of insurers writing 
credit life insurance increased from one to about 30, 
and the total amount of consumer credit life insurance 
in force increased from less than $500,000 to about $73 
million. By 1940, the amount of coverage in force was 
approximately $380 million, and at the end of World 
War II the amount of credit life insurance in force 
stood at $365 million. 

The end of World War II marked the beginning of 

a dramatic period of growth for the consumer credit 
insurance field. As the data in the table indicates, the 
use of credit life insurance during the period since the 
end of World War II has mushroomed. Insurance in 
force increased ten-fold during the five-year period 
following the end of the war, from $365 miJlion in 1945 
to $3.884 billion in 1950. During this period of almost 
incredible expansion, the industry grew faster than any 
other form of life insurance, and perhaps not surpris
ingly, certain abuses developed in the marketing pro
cess. These abuses brought both the insurance and loan 
industries under the scrutiny of regulatory officials. 
State insurance officials and federal legislators held 
hearings aimed at determining the extent of such 
under abuses and devising legislation to curb them. 
Later in our discussion we will note the outcome of 
these hearings. At the same time, the insurance indus
try began efforts to clean its own house. In 1951 several 
consumer credit insurers banded together to form the 
Consumer Credit Insurance Association (CCIA), which 
acts as a trade association in disseminating consumer 
credit advertising for companies that specialize in this 
form of coverage, and also attempts to promote higher 
standards in the industry. 

Throughout the post war period, the credit life 
insurance industry has continued its expansion. From 
less than half a billion dollars in protection at the end 
of the war, it has grown to over 100 billion in 1973. 
Further evidence of the increasing significance of credit 
life insurance is indicated by the fact that only about 
seven per cent of all outstanding consumer credit was 
protected by credit life insurance in 1945, but by 1971-; · 
over 70 per cent was covered by credit life insurance. 

TABLE 1 
CREDIT LIFE INSURANCE IN FORCE 
In The United States (000 Omitted) 

No. of Policies 
Year and Certificates 
1917 ···························· 1 
1920 ............................ 22 
1925 ···························· 81 
1930 ............... ········ .. ... 363 
1935 ···························· 559 
1940 ................. ··········· 2,563 
1945 ···························· 2,110 
1950 ···························· 10,819 
1951 . . . .. .. . .. . ... . ........ ... .. 12,368 
1952 ···························· 14,422 
1953 ···························· 17,810 
1954 ···························· 20,939 
1955 . .. ......................... 27,900 
1956 ···························· 32,034 
1957 ···························· 33,836 
1958 ···························· 34,793 

Amount 

$ 4,000 
18,000 
73,000 

101,000 
380,000 
365,000 

3,844,000 
4,763,000 
6,355,000 
8,558,000 

10,046,000 
14,493,000 
16,774,000 
19,366,000 
20,536,000 

SOURCE: Life Insurance Fact Book, 1974 

Statistics on the growth of credit accident and health 
insurance are not as readily available as are those with 
respect to credit life insurance, and the data that are 
available measure the growth of credit disability insur-

No. of Policies 
Year and Certificates 
1959 ............................ 38,556 
1960 ···························· 43,087 
1961 ............................ 44,845 
1962 ···················· ········ 47,176 
1963 .. ........ ·· ·············· 52,389 
1964 ............................ 57,508 
1965 ··· ·· ······················· 62,599 
1966 ····· ······················· 69,415 
1967 .. ... ....................... 70,423 
1968 ............................ 74,851 
1969 ....... .. .. . .. . .. . . .. . .. . ... 78,285 
1970 ····················· ······· 77,516 
1971 ............................ 76,041 
1972 ···· ·· ·············· ·· ······ 78,439 
1973 .... ... ...... ............... 77,574 

Amount 
$24,998,000 

29,101,000 
31,107,000 
35,341,000 
40,666,000 
46,487,000 
53,020,000 
58,059,000 
61,535,000 
68,357,000 
74,598,000 
77,392,000 
81,931,000 
93,410,000 

101,154,000 

ance in terms of the premium volume (as opposed to 
the face amount of protection as in the case of the 
credit life insurance statistics). The premium figures 
available indicate that credit disability experienced a 
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14-fold increase during the decade of the 1960's, in
creasing from about $17 million in premiums to almost 
a quarter of a billion at the beginning of 1970. In terms 
of percentage increase, this gro,vth rate exceeds the 
rate of growth for credit life insurance, however the 
comparison is some,vhat misleading. Credit disability 
premiums are generally more than twice as much per 
$100 of coverage than the premiums for credit life, so 
a given dollar increase in credit disability coverage 
generates a substantially greater increase in premiums 
than would the same increase in credit life insurance 
coverage. In spite of the difficulty in measuring growth, 
it nevertheless appears that the credit disability field 
is growing faster than the credit life insurance field. 

Benefits cf Consumer Credit Insurance 

The rapid growth of the consumer credit insurance 
field is not surprising ,vhen one reflects on the various 
benefits that accrue to the parties involved in the credit 
transaction as a result of the coverage. 

First of all, there are the benefits to the lenders 
themselves. Consumer credit insurance is advantageous 
to lending institutions in that they save considerable 
time, energy, and money. The institutions are assured 
of repayment of the loan even though the borrower 
does not live to complete the scheduled repayments or 
even though his ability to continue n1aking payments 
on the loan is cut off by a protracted period of disability. 
Creditors benefit from the immediate loan repayment 
in the event of the borrower's death and continued pay
ments in the event of the insured's disability, and there
by avoiding creating adverse public relations from at
tempts to collect during periods of family difficulty. 
If insurance was not available, the debtor or beneficiary 
might be faced with the unpleasant task of renegotiat
ing the loan repayment schedule. Consumer credit in
surance generally eliminates the need for the lender to 
attempt to collect from survivors or co-signers, and 
thereby creates a substantial element of customer good 
will. Not only does this create goodwill, it also reduces 
collection costs and losses that 1night result from con
tingencies. Finally, the coverage acts as a business 
getter. The borrower is assured that if he does not live 
to pay off the debt, he will not leave an obligation for 
his family to meet, and is therefore less reluctant to 
enter into the debt. 

In addition to the benefits to the lenders, there are 
the obvious and well recognized benefits to the bor
rowers. When entering into an unsecured credit tran
saction, the borrower anticipates that the debt will 
eventually be extinguished through the periodic pay
ments made out of his future income. If his earning 
power is cut off because of death or disability, credit 
life and credit disability insurance provide that the 
continued payments to the creditor ,vill not necessarily 
fall on the survivors or co-signers. Although credit 
insurance generally covers a n1arket that is under
insured, even people \\'ho have substantial an1ounts of 
individual life insurance or disability insurance may 

elect to cover their loans with credit life and credit dis
ability insurance. These people count on the full 
amount of their individual insurance to provide for the 
future of their families, and do not want that amount 
reduced by obligations left after their death or out
standing in the event of disability. With credit life and 
credit disability insurance, they or their families ,vill 
not have to meet payments or face collection or repos
session at the time of a crisis. Consumer credit insur
ance also serves as a device to lessen the difficulties 
that might otherwise be experienced by co-signers. 

GROUP CREDIT LIFE INSURANCE 

As previously noted, over 85 per cent of all credit 
life insurance sold in the United States is provided on 
a group basis. In the State of Io,va, group credit life is 
usually used for single payment notes or line of credit 
loans to farmers, while most installment loans are cov
ered on an individual policy basis. 

The Insurance Code of the State of Iowa makes 
specific provision for the writing of group credit life 
(and accident and health) insurance. It provides that: 

" ... a policy may be issued to a creditor, who 
shall be deemed the policyholder, to insure 
debtors of the creditor, subject to the follow-
ing requirements . . . " 

The code goes on to specify certain underlying condi
tions for the issuance of a group credit life policy. The 
initial size of the group is not fixed by law in Iowa, but 
the Code requires that the group policy may be issued 
only if the group is receiving or may reasonably be 
expected to receive new entrants at the rate of 100 a 
year. Furthermore, the Code sets a statutory maximum 
of $35,000 group credit life insurance on the life of 
any one debtor. 

The Code provides that the premium is to be paid 
by the policyholder, either from the creditor's own 
funds, or from charges collected from the insured deb
tors, or both. In most instances, the insurance charges 
are paid entirely from charges collected from the deb
tors. A single rate normally applies to all insureds who 
elect coverage, with debtors under age 18 or over age 
65 generally excluded from credit insurance coverage. 
Originally, there was an attempt to calculate premium 
rates for group credit life on the basis of the ages of 
the lives insured, just as in the case of traditional group 
plans. However, this proved impractical, and instead 
of attempting to obtain age data for the various mem
bers of the group (who are constantly changing), the 
current practice is to set the initial premium rate on 
the basis of the amount of indebtedness to the insured. 

As a result of the unique relationship among the 
various parties involved in the group credit life tran
saction, certain modifications have been introduced into 
the traditional group contract to adapt the conventional 
group tern1 plan to fit the needs of the creditor-debtor 
relationship. In general, however, the operation of a 
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group credit life plan is much the same as other forms 
of group life insurance. Under the traditional group 
contract (as for example, in the case of an employee 
benefit plan) a master policy is issued to the employer, 
and the individual employees receive certificates out
lining the provisions of the coverage. When a group 
credit life insurance policy is issued by an insurer, the 
creditor becomes the policyholder and the borrower 
receives a certificate from the policyholder (i.e., the 
lender) describing the insurance coverage and its limit
ations. Normally, only loans made to natural persons 
are insurable, and therefore, loans made in the name 
of a partnership or corporation may not be covered. 

The uniqueness of the group credit life policy is 
evident from an examination of the group credit life 
policy insuring clause: the creditor is both the policy
holder and the beneficiary. The insuring agreement 
provides that upon due proof of the death of the in
sured debtor, the insurance company will make pay
ment to the beneficiary-creditor in the amount for 
which the debtor was insured at the time of death. The 
insurance agreement also provides that the creditor 
must apply the proceeds received to the discharge of 
the debtor's indebtedness. Although joint life is avail
able from some companies, only one person is normally 
insured in connection with each loan, and when there 
is more than one signer (as is usually the case of hus
band and wife co-signers) the first person signing or 
the person designated by the lender at the time of the 
loan is designated as the insured. Under the joint-life 
policy issued by some insurers, the insurance applies 
to two or more persons, with the benefits payable upon 
the death of either. 

As previously noted, almost all insurers ignore age 
data in the calculation of the premium. This means that 
the traditional misstatement of age provision found in 
other life insurance policies (under the terms of which 
the amount of insurance on the individual is adjusted 
to the amount which the premium paid would have 
purchased at the correct age) has no relevance in the 
case of credit life. 

The insurance in force on an individual debtor's life 
remains equal to or sometimes less than the outstand
ing balance of the loan. As a consequence, there is 
usually no mention of a secondary beneficiary in the 
policy since the contract rarely provides more insur
ance in force than what is owed to the creditor. 

The situation sometimes arises in which the amount 
of the debt exceeds the maximum limit of coverage 
allowed for a single borrower. The amount of insurance 
in force on the life of a given debtor may be less than 
the outstanding balance of his loan because the loan 
exceeds the statutory maximum of $35,000 for group 
credit life under Iowa law or because the loan exceeds 
the insurer's underwriting limitation of the maximum 
allowable coverage on any one debtor. In such instan
ces, provision is usually made for a proportionate reduc
tion in coverage as the amount of the loan reduces. 
Such contracts provide that where the debt is greater 

than the maximum amount limit, the benefit is paid 
in proportion that the original amount of indebtedness 
bears to the maximum amount of insurance. For ex
ample, if the debtor borrows $10,000 and is covered 
under a policy with a $5,000 maximum per borrower, 
his amount of insurance will always equal one half of 
his outstanding indebtedness. Other companies allow 
the 1naximum coverage to remain in force until the loan 
is reduced to that amount, and then provide that the 
insurance reduces with the loan. 

Although most insurers impose some broad eligi
bility requirements, evidence of individual insurability 
is not required of those who meet these general require
ments, provided a substantial proportion of the eligible 
debtors are insured. The most common of the eligibility 
requirements relates to the age of the debtor, and most 
companies exclude debtors over 65 from eligibility. 
Apart from this requirement, group credit life is usu
ally provided without evidence of insurability when a 
specified percentage of the eligible debtors are includ
ed, on the assumption that insuring the group reduces 
the tendency toward adverse selection. 

As the student will recall from his study of the 
General Section of this manual, adverse selection is the 
tendency of poorer than average to seek insurance to 
a greater extent than do the average or better than 
average risks. Initially, it might appear that the very 
nature of consumer credit transactions serves to elim
inate the possibility of adverse selection. First of all, , 
the availability of the insurance is governed by the 
creditor's willingness to extend credit, and the group 
exists for a specific purpose other than the acquisition 
of the insurance. Furthermore, the insured debtors are 
not free to select the amount of insurance coverage on 
their lives. Under Iowa law, the amount of insurance 
on the life of any one debtor may not exceed the 
amount owed by him to the creditor or the face amount 
of the loan. In spite of these characteristics, however, 
the tendency toward adverse selection (which seems to 
exist in virtually all fields of insurance except those in 
which coverage is compulsory) exists in the field of 
group credit life insurance. In the case of credit life 
insurance, adverse selection might assume two basic 
forms. First, the less physically fit persons would con
sent more readily to become insured once the availabi
lity of the coverage was made known to the lender. 
Second, and more important, an individual might act
ively seek out a lender for the primary purpose of 
obtaining the insurance and only incidentally for the 
purpose of the loan. For example, in the absence of 
any attempt on the part of the insurer to preclude such 
action, seriously ill persons - particularly known term
inal cases who are otherwise uninsurable - might take 
advantage of credit insurance to augment their estates. 
They could buy automobiles or other durable goods 
knowing that at death credit insurance would take care 
of the unpaid balance. 

This n1eans that if group credit life were provided 
without evidence of insurability regardless of the ex-
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tent of participation by the members of the group, a 
disproportionately large number of poorer than aver
age risks might elect the coverage. The major problem 
of the insurance company in underwriting any form of 
group insurance is that of holding adverse selection to 
a minimu1n, and this is generally accomplished by un
derwriting on a group basis - requiring a certain min
imum percentage participation. However, because the 
public interest requires that credit life insurance be 
optional when the debtor is required to pay a part or 
all of the premium, a somewhat different approach has 
been adopted for group underwriting in the credit life 
field. The Iowa Code specifies the condition under 
which the members of the group may elect coverage 
without evidence of insurability. 

When the premium or any part of the premium is 
paid by the borrowers, the insurance company must 
reserve the right to require evidence of individual in
surability if less than 75 per cent of new entrants into 
the group elect to become insured. In addition, when 
the borrowers pay part of all of the premium for the 
coverage, a policy issued to cover a group of existing 
debtors must require evidence of individual insurability 
for the existing debtors unless 75 per cent or more 
elect coverage. If the premiun1 is paid entirely by the 
lender, coverage must be provided for all eligible deb
tors, excluding only those who do not meet the under
writing requirements of the insurer. This means, for 
example, that if the insurer restricts coverage under 
the policy to persons under 65 years of age, persons 
over this age need not be insured, but all others who 
qualify must be afforded the coverage. 

In addition to the general eligibility requirements 
and the requirements for evidence of individual insur
ability when participation falls below the specified per
centage, insurers also utilize policy provisions to avoid 
adverse selection. Perhaps the best example of such a 
provision is the "Good Health Clause," which is design
ed to discourage adverse selection by denying coverage 
to the seriously ill, or at least excluding them from 
coverage for a period of time. The provision operates 
in somewhat the same manner as the incontestable 
clause used in individual or ordinary life insurance 
policies. The application asks the debtor to declare that 
he has not consulted a physician or been confined to a 
hospital within the past six months for any condition 
listed in the application. The "Good Health Clause" is 
the insured's representation to this effect. Under the 
provisions of the "Good Health Clause," if the insured 
dies within a specified period after the inception of the 
coverage (commonly six months) and it is subsequently 
discovered that the insured knowingly made a false 
statement in connection with the "Good Health Clause," 
the insurer will reject the claim for benefits and return 
the amount of premiums paid. However, as in the case 
of an incontestable clause, after the policy has been in 
effect for the specified period (again, six months) the 
Good Health Clause lapses, and any death claim will 
be paid even those resulting from a condition with re
spect to ,vhich the insured had made a fraudulent mis
representation in the application. 

A second restriction imposed by a few insurers is 
a suicide clause similar to that used in ordinary life 
insurance policies. If the debtor commits suicide with
in a stipulated period - commonly two years - from 
the inception of the coverage, a claim for benefits nor
mally would be denied by the insurer, and the benefic
iary (usually the creditor) would receive only a refund 
of insurance premiums paid by the debtor. 

INDIVIDUAL CREDIT LIFE 
Although individual credit life policies account for 

only about one-sixth of the total credit life coverage in 
force in the United States, they represent an import
ant segment of the business. In the State of Iowa, 
individual credit life policies are usually used to cover 
installment loans, with group or blanket policies used 
to cover single payment loans. It has been estimated 
that perhaps 85 per cent of the insured installment 
loans in Iowa are covered on the individual credit life 
policy basis. 

When consumer credit life insurance is written on 
an individual basis, the insurer normally enters into an 
agency agreement with the lender, who becomes an 
agent of the insurer rather than a master policyholder. 
Individual credit life policies are issued to each bor
rower, norn1ally with a single premium paid by the 
borrower at the inception of the loan in addition to the 
finance charges. 

Coverage is provided under two types of contracts: 
decreasing term and level term. Since level term con
tracts are generally written only in connection with 
single payment loans, and since more than three-fourths 
of the current consumer indebtedness is of the install
ment variety, the decreasing term plan is more widely 
sold than the level term plan. Under the decreasing 
term policy, the amount of insurance declines as the 
balance of the installment loan decreases by periodic 
payments, thus making the insurance equal to the anti
cipated unpaid loan balance. Since the coverage is auto
matically decreasing over time, a policy of a given 
duration costs less than level term by about 50 per cent. 
Normally the amount of insurance in force under the 
decreasing term plan declines at the same rate as does 
the balance of the loan. However, because individual 
decreasing term credit life policies are generally writ
ten to cover the principal and interest of the loan on 
a "normal or anticipated payment schedule," if larger 
payments than anticipated are made or if extra pay
ments are made by the borrower during the loan, it is 
possible that the amount of insurance paid for on a 
single permium basis might be greater than the re
maining balance of the loan at the death of the borrow
er. In such cases the difference would be paid to a sec
ond beneficiary or to the estate of the insured bor
rower. 

Level term life is n1erely a term life policy for the 
perio,1 of the loan, the face of which is constantly eqttal 
to thEi initial amount of the loan. Level term is usually 
sold in conjunction with loans of the non-installment 
variety. One example of this type of loan is the so-called 
"balloon" loan in which very small periodic payments, 
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insufficient to amortize the loan, might be made during 
the loan period, or no periodic payments at all, result
ing in a "balloon" or large payment at the end of the 
long period. Under the level term plan the full amount 
of insurance r emains in force for the entire period of 
the loan. If death occurs any time within the insured 
period, the loan balance is paid to the creditor, any 
excess being paid to a secondary beneficiary on the 
debtor's estate. 

The difference between level term credit life insur
ance policies and the decreasing term variety is illus
trated in Diagrams 1 and 2 below. 
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CREDIT DISABILITY INSURANCE 

Credit disability insurance compares with credit life 
insurance in many respects, and many of the underwrit
ing principles previously discussed in connection with 
credit life insurance also apply to credit accident and 
health insurance. Both forms of coverage are sold by 
the same institutions utilizing similar procedures and 
serve essentially similar functions. Under credit life 
insurance, you will recall, if the debtor dies, the insurer 
pays the creditor the face amount of the credit life in
surance which is applied to the outstanding balance of 

the deceased debtor's loan. In the case of credit dis
ability insurance, on the other hand, if the debtor be
comes disabled (as defined in the policy), the monthly 
installments are paid by the credit disability insurer to 
the creditor for the duration of the disability, or until 
the maturity date of the loan, whichever comes first. 

Like credit life insurance, credit accident and health 
insurance is written on both a group and an individual 
basis. As in the case of group credit life, group credit 
disability uses a master policy issued to the creditor, 
with individual certificates issued to the debtors. Like 
credit life insurance, both group and individual credit 
disability policies provide for the creditor to remit the 
premiums to the insurance company. Ordinarily, credit 
disability insurance is issued in conjunction with credit 
life insurance, but there are instances in which the 
debtor may obtain credit disability coverage without 
credit life insurance. 

Because of the greater risk, underwriting considera
tions are more stringent for credit disability insurance 
than for credit life insurance. Normally a maximum 
limit (i.e., $250 per month) is placed on the amount of 
periodic payments by the insurer to the creditor bene
ficiary on each credit transaction. Furthermore, in addi
tion to the age restriction used in credit life, the bor
rower may be required to be gainfully employed in 
order to secure credit disability insurance, on the 
assumption that if he is employed, he cannot at that 
time be disabled. 

Even more important than the credit disability in
surance restrictions is the pre-existing condition fro".i- ' 
sion. Similar in effect to the good health declaration 
of credit life insurance, the pre-existing condition 
clause denies benefits to a debtor whose disability is 
due to a condition for which he consulted a physician 
or received treatment within a specified period prior 
to securing the insurance coverage. Typically, if the 
debtor consulted a physician for a particular condition 
within six months prior to obtaining the insurance pro
tection and has a recurrence of that condition within six 
months after the insurance coverage began, the insurer 
may reject a claim for the payment of benefits. Once 
the stipulated period has elapsed, the insurer is obli
gated to make payment even if the disability results 
from the pre-existing condition. 

Credit disability insurers also make use of the "de
ductible principle" by incorporating waiting periods 
into the credit disability policies. In simplest terms, a 
"waiting period" provides that the coverage will not 
respond for benefits unless and until the insured has 
been continuously disabled for a specified period of 
time, thereby eliminating benefits for short periods of 
disability. By eliminating coverage for short term dts
abilities, the \.\1aiting periods reduce the tendency to
ward fictitious losses and at the same time reduce the 
cost of the protection. Credit accident and health poli
cies are usually classified according to the form of the 
waiting period that they contain. There are two types 
of waiting periods: Elin1ination (also known as non
retroactive) and Retroactive. 
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Elimination Plans. If the policy stipulates an "Elim
ination Period," benefits are paid only from the num
ber of days specified after an accident occurs or the 
onset of an illness resulting in "disability" as defined 
in the policy provision. No payment is made on the 
debtor's behalf until he has been disabled for the speci
fied period, fourteen days being a popular waiting per
iod, after which payments are made by the company 
until the end of the disability or the loan runs out. 
Policies with elimination periods of from 14 to 30 days 
are available.1 The purpose of the elimination period is 
to bring the cost of the insurance down by eliminating 
payment for the first few days of disability, as well as 
disability resulting from common short-term illnesses 
and accidents. Elimination Plans are also known as non
retroactive elimination plans. 

Retroactive Plans. If the policy stipulates retroac
tivity, coverage takes effect after the end of a specified 
waiting period, but payments are made retroactively 
from the beginning of the disability resulting from an 
accident or illness. In other words, like the elimination 
period plan, the retroactive plan eliminates coverage 
for disabilities that do not last longer than the period 
specified, but once the disability extends past the time 
specified, payments are made on behalf of the insured 
debtor for the entire period of disability. As in the case 
of the elimination period plan, 14 and 30 day waiting 
periods are available. 

The distinction between Retroactive Plans and Elim
ination Plans is sometimes misunderstood by borrow
ers, but actually the difference is quite sin1ple to grasp. 
To illustrate the difference, let us assume that Brown 
and Smith are both insured borrowers under credit dis
ability policies with 30-day waiting periods, providing 
$150 installment loan payments. Brown's policy in
cludes a retroactive waiting period of 30 days, while 
Sn1ith's policy includes a non-retroactive 30-day period. 

BROWN - 30 day 
Retroactive 
waiting period 

SMITH - 30 day 

BENEFITS PAYABLE DURING A PER IOD OF 
DISABILITY LASTING 

1 Month 2 Months 3 Months 4 Months 

0 $300 $450 $600 

Non-retroactive 0 150 300 450 
waiting period 

As the example illustrates, if either Brown or Smith 
suffers a disability of less than the period of time speci
fied as the waiting period, neither policy will provide 
benefits. After the elimination period, both policies will 
provide for the payment of the installn1ents, but 
Brown's policy will provide for the payment of the in
stallment falling due during the 30 day retroattive per
iod, provided the disability exceeds the period specified. 
Smith's policy on the other hand, does not cover the 
installment falling due during the elimination period, 

1 In some jurisdictions coverage is available with a waiting 
period as short as three days, but the Iowa Department of In
surance has ruled that coverage with a waiting period shorter 
than 14 days 1s not in the public interest, and that such 
oolicies wi 11 not be approved by the Insurance Department. 

and the benefits payable under his policy do not go 
back to pick up payment of the installment during the 
initial 30 days of disability. 

REGULATION OF CREDIT LIFE AND CREDIT 
ACCIDENT AND HEAL TH INSURANCE 
Historical Development 

Originally, consumer credit insurance was subject 
to the same laws as those governing other forms of life 
and accident and health insurance. As a result, the 
degree of regulation was no more stringent for con
sumer credit insurance than it was for other forms of 
insurance. However, because of the uniqueness of this 
coverage, and its misuse by an unscrupulous few in 
ways to be described later, legislators and insurance 
regulatory officials became convinced of the need for 
supplementary regulation in this field. As a result, 
credit life insurance and credit accident and health 
insurance are more stringently regulated by the states 
today than any other form of life or accident and health 
insurance. 

Major public interest in the consun1er credit insur
ance industry dates from 1954, when a U.S. Senate Sub
committee on Antitrust and Monopoly first reported on 
tie-in sales of credit insurance with small loans and ex
pressed concern over abuses in the consumer credit 
insurance field. Although these reports marked the 
beginning of public attention, state insurance regula
tory officials had already been working on the problem 
of abuses in the field for several years. The National 
Association of Insurance Commissioners, a voluntary 
cooperative organization of state insurance officials 
whose recommendations, although advisory only, have 
been responsible for the most significant improvements 
in insurance regulation, had appointed a special sub
committee on credit life insurance and credit accident 
and health insurance in 1948. 

The NAIC Subcommittee Findings 
The NAIC Credit Life Insurance and Credit Accident 

and Health Insurance Subcommittee conducted an in
depth study of the field of consumer credit insurance 
over the period from 1948 to 1953. During this study it 
received the testimony of various interested parties and 
examined hundreds of pages of written n1aterial. The 
findings of the subcommittee painted a sordid picture 
of abuses and debtor exploitation, and dictated a need 
for closer regulation of credit insurance. The abuses 
identified fall into two broad categories: those having 
to do with premium rates and pricing, and those having 
to do with other matters. Although we will not attempt 
to examine the various abuses in detail, a brief discus
sion of sor11e of the more con1mon ones identified by 
the subcon1mittee will serve to emphasize the signific
ance of certain regulatory provisions of the Iowa Code. 

Abuses Involving Rates. All in all, the picture of the 
credit life industry relative to pricing of its products 
to the ultimate consumer was, according to the NAIC 
subcon1mittee, marred by a wide range of abusive prac
tices. Among the more common abuses were overcharg
ing of borrowers by lenders, the payment of unduly 
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high con1m1ss1ons by some insurers to their creditor 
representative, and excessive premium rates for both 
individual and group policies. 

There seems to be general agreement on the fact 
that the majority of the abuses developed because con
sumer credit insurance is characterized by the existence 
of captive markets. Unlike other lines of insurance 
where the insured generally has a choice of coverages, 
companies, agents, and rates, the individual who 
secures a loan from a lender offering consumer credit 
insurance and elects to carry such coverage has auto
matically, through the selection of his creditor, chosen 
his coverage, company, agent and rate. Depending on 
the quality of the captive market and the return real
ized by the lender over and above his actual cost of 
providing insurance, the system offers a potential for 
abuses. The existence of·these captive markets, coupled 
with the insurer's intense competition for business led 
to a phenomenon that has been called "reverse com
petition." 

The term reverse competition refers to the tendency 
of the cost of the borrower of consumer credit insur
ance to increase or remain high because of the practice 
of the insurance company's bidding for the lenders 
business through payment to the lender to excessively 
higher commissions. Competition for business, instead 
of lessening the cost of the product, tended to increase 
that cost to the consumer (debtor). 

The most controversial subject in relation to the 
cost of consumer credit insurance involved the amount 
paid to the creditor as compensation for his efforts. 
Competition among the insurers for creditor's business 
has always been keen, and commissions ranged from 
40 per cent to 55 per cent of each premium dollar, and 
in some instances reached as high as 65, 75 or even 85 
per cent of the premiums. Such commissions were 
obviously difficult to justify, and brought considerable 
criticism from the public and regulators. The NAIC 
subcommittee also found that some creditors had been 
compensated indirectly through interest free deposits 
and compensating balances. In order to write a bank's 
business for example, an insurance company would 
deposit a lar.ge amount of money in an interest free 
account in that bank. The bank had the use of the funds 
to increase its earnings without paying the insurance 
company for this additional capital. The use of interest 
free deposits as an inducement to creditors to place in
surance with insurance companies large enough to pro
vide these services was labeled as an abusive (unfair) 
practice by the NAIC subcommittee, and is also covered 
by Iowa law. 

In addition, it was found that lenders sometimes 
overcharged borrowers-that is, charged the borrowers 
more for the insurance than the actual premiums paid 
by the creditor to the insurance company. Although this 
is contrary to the laws of most states which specify that 
only those rates filed with the commissioner may be 
charged, in most instances the borrower had no notion 
of what the filed and approved rates were. The net 
result of the excessive commission levels on individual 

credit life and disability policies and the overcharging 
in the case of group contracts ~•as an unreasonably high 
cost to the consumer for a product which he was in 
many instances required to purchase. 

Abus~ Not Involving Rates. In addition to the 
abuses involving rates and pricing, the NAIC subcom
mittee also identified other abuses unrelated to rates: 
the sale of excessive amounts of credit insurance (in
cluding the sale of coverage for periods in excess of the 
period of indebtedness and the pyramiding of coverage) 
non-disclosure of insurance information, and non-pay
ment of claims. 

The first of the major abuses not related to rates 
was the sale of excessive amounts of insurance to the 
borrowers. The NAIC subcommittee found numerous 
instances in which the credit insurance that was sold 
to the borrower extended beyond the maturity of the 
loan, or exceeded the face amount of the loan. In this 
connection, the pyramiding of coverages was a typical 
practice. It was found that because many loans of all 
types are refinanced before maturity, lenders would 
issue new consumer credit policies without cancelling 
existing policies, causing pyramiding of coverage and 
insurance in excess of the amount of indebtedness. 

Evidence uncovered by the NAIC Committee also 
indicated that some lender agents were failing to pro
vide insured debtors with proof of the insurance in 
effect. Where evidence of insurance was not given to 
the insured, the survivors or the estate of the insured 
were in a position comparable to one in which the deb- . 
tor had no insurance, since it could not be expected 
that the lender would know when the borrower died 
unless so notified, and the survivors would have no 
reason to notify the lender of the debtor's death unless 
they knew of the insurance. The net result was that 
survivors frequently did not know that the insurance 
existed, and not knowing, did not press the claim for 
payment, but instead continued to make pay1nents to 
the creditor. 

Another non-rate abuse involved the non-payment 
of claims. In some instances, lender agents were given 
the sole power to settle claims, and to deduct the 
amount of the claims from the premiums to be remit
ted to the companies. The fewer claims the creditor 
felt compelled to pay, the greater was his profit. Since 
the borrower often had no evidence of the insurance, 
the borrower was at a disadvantage in trying to prove 
that insurance coverage did exist. 

Finally, there were allegations of coercion of deb
tors- requiring the purchase of credit insurance as a 
condition precedent to obtaining the loan, thereby de
priving the consumer of his freedon1 of choice. 

The NAIC Ma.ief ~ill 
The final result of the efforts of the NAIC Credit 

Life and Credit Accident and Health Insurance Sub
committee was the report of the subcommittee in 1954, 
which was subsequently adopted by the Association as 
a whole. The report contained certain recommended 
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"Rules and Regulations" related to consumer credit 
insurance, which represented proposals to the states for 
steps to eliminate the abuses that had been identified 
during the subcommittee's study. Shortly after receiv
ing the report of the subcommitte, the NAIC proposed 
legislation to the states, in the form of the NAIC Model 
Credit Life and Credit Accident and Health Regulation 
Bill, which was first drafted in 1957, and which has 
been revised in 1960 and 1968. Virtually all of the 
abusive practices identified by the NAIC subcommittee 
and the various Congressional subcommittees are dealt 
with and can be eliminated or prevented through the 
adoption and enforcement of the NAIC Model Bill. 

REGULATION OF CONSUMER CREDIT 
INSURANCE IN IOWA 

Like many other states throughout the country, Iowa 
has taken steps to eliminate the abusive practices that 
formerly existed in the credit insurance field. The 
result has been a number of important rulings by the 
office of the commissioner and the enactment of legis
lation specifically regulating each of the areas in which 
the potential for abuse exists. Iowa laws pertinent to 
Credit Life Insurance and Credit Disability Insurance 
generally parallel the recommendations of the NAIC 
Model Bill. Those engaged in the sale of credit life 
insurance and credit accident and health insurance 
must be thoroughly familiar with the provisions of the 
insurance Code relating to consumer credit insurance. 
In addition to the provisions of the Iowa Code itself, 
the applicant for a license 1nust also be familiar with 
the official regulations of the Iowa Department of In
surance pertaining to the Credit Life and Credit Acci
dent and Health Insurance. The specific regulations per
taining to the credit life field with which you should 
be familiar are discussed below. 

Regulation of Rates 

Rates for Credit Life Insurance and Credit Accident 
and Health Insurance are strictly regulated in the State 
of Iowa. Regulations provide that rates must be filed 
\vith the Commissioner of Insurance, and that rates 
other than those filed may not be charged. Further
more, the law provides that the rates must be reason
able, adequate, and not unfairly discriminatory. The law 
spells out in detail the precise meaning of each of the 
requirements, and specifies maximum rates that are 
presumed to meet the provisions of the law. A detailed 
examination of the legislation related to the rates 
should serve to illustrate the nature and extent of the 
regulation. 

Genera l Requirements of the Law. In 1973, the Gen
eral Assembly oi the State of Iowa enacted legislation 
e1npowering the commissioner of insurance to regulate 
premium rates for the Credit Life and Credit Accident 
ana Health Insurance, and specifying the general re
quirements \vhich the rates 1nust 1neet. The law pro
vides that: 

No individual policy of credit life or credit acci
dent and health insurance or certificate under a 
policy of group credit life or credit accident and 

health insurance shall be issued for delivery, or 
delivered in this state unless the premium rates 
charged for the insurance are approved by the 
commissioner of insurance. 

This means, very simply, that rates must be filed with 
the Commissioner for approval, and that only those 
rates actually approved may be charged. Insurance De
partment Regulations forbid either the creditor or its 
representative from charging a policy writing fee or 
other fee for writing the insurance. Department regu
lations also specify that considerations charged the 
debtor for credit insurance shall not be consolidated 
with other charges unless stated separately elsewhere 
in the credit contract. The law further specified that 
rates shall not be excessive, inadequate, or unfairly dis
criminatory, and that rates will be deemed reasonable 
if they may reasonably be expected to produce a loss 
ratio of 50 per cent by dividing claims incurred by 
premiums earned. 

The Fifty Per Cent Loss Ratio. The 50 per cent loss 
ratio means that the losses incurred by the insurer 
should be equal to at least 50 per cent o1 the earned 
premiums. If the rate charged by the insurer produces 
a loss ratio in excess of 50 per cent, the company may 
file a request for permission to charge a higher rate. 
Conversely, if an insurer's loss ratio is less than 50 per 
cent, the Commissioner may order the insurer to either 
reduce the rates, or increase the benefits by an amount 
sufficient to produce a minimum loss ratio of 50 per 
cent. This 50 per cent loss ratio follows the proposal 
originally made by the NAIC in 1959. The requireme~t 
that premiums must generate a 50 per cent loss ratio 
serves to limit insurer profits and indirectly prevents 
excessive compensation to lender agents. 

Maximum Rates. In addition to specifying that rates 
shall not be "excessive, inadequate, or unfairly discrim
inatory," for the guidance of insurers, the law also 
specifies maximum rates which are presumed to meet 
the requirements of the law. 

The law deals separately with life insurance rates 
and credit accident and health rates. With respect to 
life insurance rates, the law provides that 

"A charge or premium of not more th3n seventy
five cents per annum per o_ne hundred d_oll~rs 
of initial amount of decreasing term credit life 
insurance, or its actuarial equivalent for crt:dit 
insurance written on other than the decreasing 
term basis, shall be conclusively presumed to 
meet the requirements of this section." 

A Bulletin from the Department of Insurance_ specific
ally designates the "actuarial equivalent" for policies 
written on a basis other than decreasing term. A 
monthly premium payable at the rate of 11 ¾ cents per 
$100 of outstanding unpaid insured indebtedness is the 
actuarial equivalent of the 75 cent rate for decreasing 
term. The equivalent level term life insurance rate is 
a single premium of $1.40 per annum per $100 of initial 
insured indebtedness. 

Although the act did not specify maximum credit 
accident and health rates, it required the commissioner 
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1 
to hold a public hearing for the purpose of approving 
a reasonable charge for accident and health insurance 
rates. After the public hearing, at ,vhich evidence and 
written comments by interested parties \Vere submit
ted, the Commissioner of Insurance approved the fol-
lo,ving rates as appropriate: · 

No. of Months Non-Retroactive Benefits Retroactive Benefits 
in which 

Indebtedness 14 Day 30 Day 14 Day 30 Day 
is Repayable Elimination Elimination Retroactive Retroactive 

12 $1.40 $ .80 $2.20 $1.70 
24 2.20 1.60 3.00 2.50 
36 3.00 2.40 3.80 3.30 
48 3.50 2.90 4.30 3.80 
60 3.90 3.30 4.70 4.20 

Rates for periods of coverage less than 12 months 
are derived by multiplying the number of months for 
which coverage is provided by 1/ 12 of the 12-month 
rate and rounding to the nearest cent. Rates for periods 
over 12 months, but less than 60 months that are not 
listed above are derived by interpolation between the 
listed rates, with the results rounded to the nearest 
cent. Rates for durations exceeding 60 months are 
derived by adding 3 1/ 3 cents to the 60-month rate for 
each month in excess of 60 months and rounding to 
the nearest cent. 

The premium rates specified are for policies which 
contain no exclusion for pre-existing conditions except 
for those conditions which required medical diagnosis 
or treatment (or would have caused a reasonably pru
dent person to have sought medical diagnosis or treat
ment) within six months preceding the application for 
insurance and which cause loss within the six months 
following the effective date of coverage. 

Contracts to which the approved rates apply may 
contain provisions which require that a debtor be 
actively employed at the time the insurance is applied 
for. Contracts may also exclude or restrict coverage in 
the event of total disability resulting fro1n pregnancy, 
intentionally self-inflicted injuries, foreign travel or 
residence, flight in non-scheduled aircraft, war, or 
military service. The policies may not contain age re
strictions, or may contain only restrictions making per
sons 65 or over at the time the indebtedness is incurred 
ineligible for the coverage. 

A credit disability insurance policy to which the 
specified rates apply must define disability, during the 
initial 12 months of disability, as the inability of the 
insured debtor to perform the occupation of the debtor 
at the time such disability occurred. Disability may be 
defined as the inability to perform any occupation for 
which the debtor is reasonably fitted by education, 
training or experience after the period of total dis
ability has existed for 12 consecutive months. Disability 
rnay not be defined as the inability to perform any 
occupation. Finally, a credit disability policy may not 
restrict benefits to those periods of total disability when 
the insured is under the regular and continuing care of 
a physician. 

A company n1ay apply for approval of credit life 
or credit accident and health insurance rates which 
exceed those specified in the la,v or by the Insurance 
Department, or for policies containing limitations or 
restrictions other than those listed. I-Iowever, any such 
rates which differ from those specified in the law (or 
the actuarial equivalent as defined by the Comn1ission
er for other periods or forms) or which apply to cover
ages containing limitations or r estrictions other than 
those listed, must be accompanied by appropriate ex
perience data which demonstrates that they may rc'a
sonably be expected to produce at least a 50 per cent 
loss ratio. 

Lende r Compensation . In dealing \vith excessive 
compensation to lender-agency representatives, the 
Iowa code stipulates that the premiums should generate 
a 50 per cent loss ratio. Furthermore, pre1nium rates 
to be charged for credit life and credit disability insur
ance must be filed with the forms to be used. If the 
rates are greater than the rates set forth in the law or 
determined at the public hearing, supporting statistical 
data must be filed justifying such rates. 

The rate filings must be accompanied by an exhibit 
sho\ving the portion of the premium allocated for 

1. Losses 
2. Loss adjustment expense 
3. Commission and compensation to lenders 
4. Other acquisition costs 
5. Other expenses, contingencies, and profits 

Policies issued must be issued at the filed and approv~d, 
rates, which are on fi le ,vith the Commissioner's office. 
Iowa law also forbids a company or its agent licensed 
to sell Credit Life Insurance or Credit Accident and 
Health Insurance fron1 depositing or offering to deposit 
funds in a financial institution in exchange for the 
privilege of selling such credit insurance to or on be
half of the financial institution. 

Regulation of Areas Othe r Than Rates 
In addition to the regulations dealing with pre1n

iums, rates, expenses, and con1pensation to lender
agents, most of the other abusive practices identified 
by the NAIC Subcommittee are also dealt with speci
fically under Iowa la\vs, either in the provisions of the 
lo\va Code, or in Insurance Departn1ent Regulations. 
As the reader will recall, t he major abuses to \Vhich the 
NAIC Subcon1mittee addressed itself included coercion 
of the borrower to purchase th<' insurancP, failure to 
provide evidence of the insurance, non-payn1ent of 
claims, and the sale of excessive amounts of credi t life 
and disability insurance through pyran1iding and sale 
of amounts in exC('SS of the indebtedness As the fol
loy,•ing discussion \,\:ill indicate, each of these practices 
is specifically dealt \\ 1th under Iowa la\.v. 

Coercion. Federal s tatutes and the Iowa Unfair 
Trade Practices Act n1ake it i11egal for a lender to re
quire the purchase of insurance as a condition prece
dent to obtain a loan. In addition, Io\va Insurance De
partment Regulations also specifically forbiJ making 
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the purchase of credit life or credit disability a require
ment for obtaining a loan: 

"No debtor shall be required to purchase such 
insurance as a condition percedent to a loan or 
credit transaction unless such insurance is re
quired of all of the eligible debtors of the credit
or in the same class, except any as to whom 
evidence of insurability is not satisfactory to the 
insurer. If such coverage is required as a condi
tion precedent to the extension of credit to all 
such eligible members of the class of debtors, 
each such debtor shall have the option of furn
ishing such coverage under the terms of a policy 
issued by any insurer licensed in the State of 
Iov,a." 

In addition to this Department Ruling, Section 507B.5 
of the Iowa Code provides in part: 

1. No person may do any of the following: 

a. Require, as a condition precedent to the 
lending of money or the extension of credit, 
or any renewal thereof, that any person to 
whom such money or credit is extended or 
whose obligation the creditor is to acquire 
or finance, negotiate any policy or contract 
of insurance through a particular insurer or 
group of insurers or agent or broker or 
brokers. 

b. Unreasonably disapprove the insurance pol
icy provided by a borrower for the protec
tion of the property securing the credit or 
lien. 

This section of the Code applies to any "individual, cor
poration, association, partnership or other legal entity." 

Both the Insurance Department Ruling and the pro
vision of the Code make it clear that it is permissible 
to require security for payment of a debt in the form 
of insurance. What is forbidden is requiring the bor
rower to purchase such insurance from a particular 
source, such as, for example, from the lender. 

Evidence of Insurance. For the reasons previously 
outlined, it is considered essential that the individual 
insured under a credit life insurance or credit disability 
insurance policy be given evidence of the insurance, 
and Insurance Department Regulations require that 
such evidence be delivered to the insured borrower: 

"Upon being insured, there shall be delivered 
to the debtor ,vithin 30 days of the credit tran
saction evidence of insurance in the form of a 
policy, certificate, or statement of insurance, set
ting forth the name of the insured or his loan 
nun1ber, a description of the coverage, the 
arnount and term thereof, all exceptions or hm
itations, and if an identifiable charge has been 
n1ade for such insurance, the amount of the 
pre1nium or the rate charged the debtor thereof." 

Departn,ent regulations further provide that if the 
policy or certificate 1s not issued at the time the cover
age becomes effective, there must be some w•r1tten 
description of the coverage provided given to the insur
ed. \\ hich ,,·ill ser,·e as a binder and as evidence of the 
c1\'erage pending the issuance of the policy or certi-

ficate. 

Payment of Claims. The NAIC Subcommittee found 
that most of the abuses involving non-payment of claims 
in the credit insurance field involved creditors selling 
credit life insurance that were permitted by the insur
ers to handle the settlement of claims. In order to re
duce the possibility of such practices, the Iowa Insur
ance Department Regulations specifically forbid the 
creditor from becoming involved in claim adjustment: 

"Claims shall not be adjusted by the creditor or 
its representatives, nor shall the insurer n1ake 
any special allowances to the creditor or its rep
resentatives in connection with the filing, in
vestigation and payment of claims." 

The prohibition against insurers making special allow
ances to the creditor for filing or investigation of 
claims serves to outlaw subterfuges that might be used 
to circumvent the limitations on credit compensation 
previously discussed. 

Excessive Amounts of Insurance. In attempting to 
deal with the problem of the sale of excessive amounts 
of insurance, Iowa law treats a number of practices, 
setting forth specific regulations relative to the amount 
of insurance that may be written, the period for which 
the coverage may be written, and the procedures for 
cancellation of credit life policies when a debt has been 
discharged. 

First of all, Insurance Departn1ent Regulations re
quire that ,vith respect to the term of the insurance, 
the insurance shall not extend beyond the maturity 
date of the entire indebtedness or extensio11s thereof. 
In addition, Department regulations also specify that 
the benefits under Credit Accident and Health Insur
ance shall not exceed the approximate amount of the 
payments provided for in the contract of indebtedness. 
and that the life benefits provided under the tern1s of 
a credit life coverage shall not exceed the approxin1ate 
amount of the maximu1n indebtedness. Furthern1ore, 
as we have seen ,v1th respect to group credit life only, 
the Iowa Code sets a dollar maximum on the amount 
of coverage pern1itted, and hmits the a1nount of group 
credit life insurance on the life of any one debtor to 
$35,000. 

Finally, Insurance Regulations dealing \.\'ith cancel
lation of Credit Life and Credit Accident and IIealth 
Insurance serve to prevent the sale of excessive 
an,ounts of credit insurance by permitting the insured 
to cancel his coverage in the event of prepayment or 
refinancing of the loan. In those instances in ,1,,·hich the 
insured debtor has paid all or a part of the premiun1 
for the credit insurance protection, he is entitled to a 
refund of a part of that premium if the policy or certi
ficate is cancelled before the end of the period for 
w·hich he has paid. Such instances w·ould arise, for ex
ample, in the event that the loan were paid off early, 
or if it \\'ere refinanced. Insurance Department Regula
tions provide that a debtor may cancel his insurance 1f 
the indebtedness is discharged, renewed, or refinanced 
prior to its scheduled maturity date. In such instances, 
the regulations pro,·ide that the return premium to 
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which the insured is entitled is to be calculated on the 
basis of the applicable Iowa short rate table or the Rule 
of 78. 

When the policy is of the level term variety, can
cellation is on a short rate basis. This · means that a 
slightly less than proportional return of premium is 
made to the insured. For example, assuming an initial 
premium of say, $20 on a level term policy for one year, 
cancellation at the end of six months would yield a 
return premium to the insured borrower of $8. (Under 
the "short rate" cancellation basis, 40 per cent of the 
initial premium is returned for the six month unexpired 
portion of the policy.) 

When an installment or declining balance loan is 
involved and decreasing term insurance has been pro
vided, most insurers use the "Rule of 78" in computing 
the return premium to which the insured borrower is 
entitled. As the reader may no doubt be aware, the 

FACE AMOUNT OF 
LOAN AND AMOUNT 

Rule of 78 has been accepted by the American Bankers 
Association and many lending institutions as the stand
ard approach to calculating minimum refunds for in
stallment loan charges when such charges have been 
paid in advance and the loan is repaid early. Because 
of its prevalence in the area of lending charge refunds, 
it has also become the more or less standard approach 
to calculating insurance premium refunds on decreas
ing term insurance in the case of prepayment, refin
ancing, and renewal. The Rule of 78, which is also call
ed the "sum of the digits method," calculates the por
tion of the initial prepaid premium to be refunded in 
a manner so as to provide a proportional charge for the 
amount of coverage provided up until the time of can
cellation. An illustration should serve to illustrate the 
operation of this method of calculating return prem
iums. For the purpose of illustration, we will assume 
a $1,200 loan which is scheduled for repayment over 
the period of one year at the rate of $100 per month. 

PROPORTION OF CUMULATIVE 
INITIAL ADVANCE PROPORTION OF 

PREMIUM EARNED INITIAL PREMIUM 
OF PROTECTION UNITS OF DURING MONTH EARNED TO DATE 

PROVIDED PROTECTION (end of month) (end of month) 

1st month $1,200 12 
2nd month 1,100 11 
3rd month 1,000 10 
4th month 900 9 
5th month 800 8 
6th month 700 7 
7th month 600 6 
8th month 500 5 
9th month 400 4 

10th month 300 3 
11th month 200 2 
12th month 100 1 

78 

If the total amount of insurance provided under a 
decreasing term policy is viewed as a series of "units 
of protection" as indicated in the above illustration, 
the logic of the Rule of 78 becomes apparent. In the 
illustration above, the initial amount of protection is 
$1,200, and during the first month, there are 12 units 
of $100 in protection. In the second month, the number 
of units has decreased to 11, in the third month there 
are ten units and so on. During the one-year period, 
there are a total of 78 "units of protection." Since the 
initial premium represents the cost of the total 78 units, 
calculating the return premium in the event of cancel
lation requires calculation of the proportion of the 
total insurance paid for that protection that has been 
provided. This may be equitably done through the 
application of the above technique. Obviously, although 
the illustration above uses a one-year period for the 
purpose of illustration, the same principle may be 
applied to other time periods with the same result. 

In those instances in which the borrower is insured 
under an individual policy, he may be given the option 

12/78 12/78 
11/78 23/78 
10/ 78 33/78 
9/ 78 42/78 
8/78 50/78 
7/78 57/78 
6/78 63/78 
5/78 68/78 
4/78 72/78 
3/78 75/ 78 
2/78 77/78 
1/78 78/78 

of retaining the insurance until its expiration date, even 
after the loan has been paid off. In such cases, the deb
tor must be furnished a form clearly explaining the 
two options (cancellation or permitting the coverage to 
run until expiration) and is required to sign the form 
indicating which of the options he has elected. 

Licensing of Agents. In order to subject those who 
actually sell credit life insurance and credit disability 
insurance to the regulatory authority of the Commis
sioner of Insurance, the Iowa Code specifically requires 
that every person who acts "directly or indirectly . . . 
as agents or otherwise, in receiving or procurring ap
plications for insurance ... " be licensed as an insur
ance agent. Specifically, Section 522.1 of the Code 
states: 

522.1 License Required. No person shall directly 
or indirectly, act within this state as agent, or 
otherwise, in receiving or procurring applica
tions for insurance, or in doing or transacting 
any kind of insurance business for any company 
or association ... until he has procured from the 
commissioner of insurance a license authorizing 
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him to act for such company or association as 
agent. 

In addition, Section 522.3 provides that the Con1mis
sioner shall require of each first time applicant reason
able proof of character and competency with respect 
to the type and kind of insurance the applicant pro
P<)ses to sell /\s pointed out in the General Section of 
lh<' low:-. ",,cnts Study Ma nua l, because of the technical 
c-on1pl ,n t hr insurance product, it is especially 
1n1por t~, r · .it those sell.log insurance understand the 
products "' J11ch they propose to sell. Before licensing 
.. .111 11ull\ ,d,1 il .1•~ .111 .1f!rnt , the Commissioner must be 

satisfied that the applicant understands the contracts 
that he proposes to sell, and in order to do this, the 
Insurance Department requires satisfactory perform
ance on a written examination by all applicants. 

2 The Attorney General has given an op1n1on that a small 
loan licensee may, because of the specific provisions of Sec
tion 536.26 of the Iowa Code, issue certificates of insurance 
under a master policy of group credit life insurance without 
being licensed as an agent. In all other circumstances, every 
person must be licensed if he or she is receiving or procuring 
applications for any kind of insurance. 
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GLOSSARY 
ABANDONMENT - the act of surrendering to the 

underwriters all interests in the thing insured. It 
is generally conceded that property cannot be volun
tarily abandoned to the insurance company. One 
notable exception to this general rule occurs in 
Ocean Marine where abandonment is merely one 
step in proving a loss. 

ACCEPTANCE - agreeing to terms or proposals by 
means of which a bargain is concluded and the 
parties are bound ; the binding of an insurance con
tract by the insurer. 

ACCIDENT - an event or occurrence which is unfore
seen and unintended. 

ACCIDENT INSURANCE - a form of health insurance 
against loss by accidental bodily injury. 

ACCIDENTAL BODil,Y INJURY - injury to the body 
of the insured as the result of an accident. 

ACCIDENTAL DEATH BENEFIT - a provision added 
to an insurance policy for payment of an additional 
benefit in case of death by accidental means. It is 
often referred to as "Double Indemnity." 

ACCIDENT AL MEANS - appearing in some policies, 
the unexpected or undesigned cause of an accident. 
The "means" which caused the mishap must be ac
cidental in order to claim policy benefits. 

ACQUISITION COST - that portion of an insurance 
premium which represents the cost of producing the 
insurance business. It includes the agent's commis
sion, the company field expense, and other related 
expenses. 

ACTUAL CASH VALUE - the limit of indemnification 
under the Standard Fire Policy and other property 
contracts; in most cases it is replacement cost minus 
depreciation. 

ACTUARY - a person professionally trained in the 
technical aspects of insurance and related fields, 
particularly in the mathematics of insurance such as 
the calculation of premiums, reserves, and other 
values. 

ADDITIONAL INTEREST - one who may claim under 
or is protected by an insurance policy issued to 
another, as a mortgagee named in a Fire Policy. 

ADDITIONAL LIVING EXPENSE - insurance paying 
the extra expense involved in living elsewhere during 
the period of time it is impossible to remain in a 
dwelling which has been damaged by fire or another 
insured peril. 

ADJUSTER - one who settles insurance claims. May be 
a salaried employee or an independent operator. 

ADMIRALTY - involving maritime law; concerning 
the high seas or navigable waters. 

ADVERSE SELECTION - the tendency of poorer risks 
or less desirable insured to seek or continue insur
ance to a greater extent than do the better risks. 

AGE LIMIT - the age below which or above which a 
company refuses to insure a risk. Usually Accident, 
Health, Life or Automobile insurance. 

AGENT - in property and casualty insurance, an in
dividual authorized by an insurance company to 
create, modify, and terminate contracts of insurance. 
In life insurance, a sales and service representative 
who is also called "a life underwriter". 

AGGREGATE - the greatest amount recoverable on 
account of a single loss or during a policy period, or 
on a single project. 

AI,IEN COMPANY - an insurance company organize<I 
under the laws of a foreign country. 

ALL RISK - a term commonly used by insurance peo
ple to describe broad forms of coverage. It is mis
leading because no property or liability insurance 
policy is truly an all risk coverage. These policies 
insure "all risks" of loss subiect to the listed ex-• 
clusions. 

ALLIED LINES - a term that has been adopted to 
refer to the lines of insurance that are allied with 
property insurance. These coverages provide pro
tection against perils traditionally written by fire , 
companies, such as sprinkler leakage, water damage, 
and earthquake. 

AMERICAN AGENCY SYSTEM - the term applied to 
the system of insurance marketing in which the 
agent is an independent businessman rather than 
an employee of the company. 

ANNUITANT - the person during whose life an an
nuity is payable, usually the person to receive the 
annuity. 

ANNUITY - a contract that provides an income 
for a specified period of time, such as a number of 
1ears or for life. 

ANNUITY CERTAIN - A contract that provides an 
income for a specified number of years, regardless 
of life or death, to the insured if living or to his 
beneficiary if he bas died. 

APPLICATION - a statement of information made by 
a person applying for life insurance. It is used by the 
insurance company to determine the acceptability 
of the risk and the basis of the policy contract. 

APPORTIONMENT - a division according to the in
terests of the various parties therein, as the Ap
portionment Clause in a Fire Policy. 

APPRAISAL - an estimate of value, loss or damage; 
see Arbitration. 
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ARBITRATION - the submitting of a matter in dispute 
to the judgn1ent of a specified number of disinterest
ed persons called "arbitrators," whose decision, 
called an "award," is binding upon the parties; see 
Appraisal. 

ASSESSMENT - a charge sometimes levied against 
policyholders by certain types of companies. 

ASSURED - the insured; the one for whom insurance 
is written. 

ASSIGNED RISK - an applicant for automobile or 
workmen's compensation insurance declined by one 
or more companies. Such a risk may be assigned to 
designated companies as directed by recognized 
authority. The operation is called an Assigned Risk 
Plan. 

ASSIGNMENT - the legal transfer of one person's 
interest in an insurance policy to another person . 

ASSOCIATION GROUPS - see Professional Associa
tion Groups and Trade Association Groups. 

ATTACHMENT - a statutory legal remedy whereby 
one party may prevent removal of property belong
ing to another party, pending determination of a 
court action. 

ATTORNEY-IN-FACT - one appointed to act for an
other; the chief administrative officer of a reciprocal 
insurance group, who uses his power of attorney to 
commit the members of the group as insurers of each 
other. 
Also one who executes a Surety Bond on behalf of 
the company he represents. 

AUDIT PREMIUM - the additional premium to which 
the company is entitled or the return premium to 
which the insured is entitled after an audit and re
figuring of the base on which the original or deposit 
premium was charged. 

AUTOMATIC PREMIUM LOAN - a provision in a life 
insurance policy authorizing the company to pay 
automatically by means of a policy loan any premium 
not paid by the end of the grace period. 

AVERAGE CLAUSE - a coinsurance clause; a clause 
requiring an insured to purchase insurance for a 
stipulated portion of the entire value of the thing 
insured ; see General Average; Particular Average. 

BAIL - a deposit or assignment guaranteeing appear
ance of a defendant for a trial and which is forfeited 
if the defendant fails to appear at the stipulated time. 

BAILMENT - a contract resulting from delivery of 
goods by one party, called the bailor, to another 
party, called the bailee on a promise from the latter 
to return them when the purpose for which they 
were delivered has been fulfilled . 

BENEFICIARY - the person named in the policy to 
receive the insurance proceeds at the death of the 
insured. 

BENEFICIARY, PRIMARY - the person or persons 
designated to receive the death benefit. 

BENEFICIARY, CONTINGENT - the person or per
sons designated to receive the death benefit if the 
primary beneficiary dies prior to the death of the 
insured. 

BETTERMENT - an improvement rendering property 
better than mere repairs would do. 

BID - a proposal or offer. 

BINDER - a written agreement (sometimes oral) 
whereby one party agrees to insure another party 
pending receipt of and final action upon the appli
cation. Agents may secure it only through written 
consent of management. 

BLANKET - in property and liability, used to design
ate insurance which extends to more than one loca
tion, or one class of property or one employee. 

BLANKET MEDICAL EXPENSE (Accident) - a pro
vision for the payment of actual expense of hospiW, 
nurse, surgical and medical care subject to an overall 
maximum for all such expense. 

BLANKET POLICY - one which covers all individuals 
(thus the term blanket) in a given group against a 
specified category of hazards. It is used for such 
groups as athletic teams, campers, travel policies for 
employees, etc. 

BLUE CROSS - an independent, nonprofit member
ship corporation providing protection against the 
costs of hospital care in a limited geographical area. 

BLUE SHIELD - an independent, nonprofit member
ship corporation providing protection against the 
costs of surgery and other items of medical care in 
a limited geographical area. 

BODILY INJURY - physical injury to a person. 

BOILER AND MACHINERY INSURANCE - coverage 
for loss arising out of the operation of pressure, 
mechanical and electrical equipment. It may cover 
loss suffered by the boiler and machinery itself and 
may include damage done to other property, as well 
as business interruption losses. 

BOND - a written agreement of obligation under seal. 
The person to whom the undertaking is given is 
called obligee; the person liable for the undertaking 
is called the obligor or principal, if a third party 
guarantees performance of the agreement, he is 
called the surety. 

BREACH OF CONTRACT - failure to comply with 
the terms or conditions incorporated in an insurance 
policy, frequently resulting in a restriction of cover
age or a voiding of a policy itself. 

BROKER - an individual who arranges and services 
insurance policies on behalf of the insurance buyer. 
He is the representative of the insured, although he 
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receives his compehsation in the form of a com
mission from the company. 

BUREAU - a cooperative rate making body, which is 
supported by member companies. The member com
panies agree to abide by the rates published by the 
bureau. 

BURGLARY - felonious abstraction of property from 
within premises by persons making felonious entry 
by force of which there are visible marks on the 
exterior. 

BUSINESS INTERRUPTION - the name given to in
surance covering the loss of earnings resulting from 
and occurring after destruction of property; also 
called Use and Occupancy Insurance. 

BUSINESS LIFE INSURANCE - life insurance pur
chased by a business enterprize on the life of a mem
ber of the firm. It is often bought by partnerships 
to protect the surviving partners against loss caused 
by the death of a partner, or by a corporation to 
reimburse it for loss caused by the death of a key 
employee. 

CAPITAL SUM - a lump sum payable for dismember
ment and sight losses. 

CASH SURRENDER VALUE - the amount available 
in cash upon voluntary termination of a policy before 
it becomes payable by death or maturity. 

CATASTROPHE LOSS- a loss of unusual size; a shock 
loss; a very large loss. 

CESSION - the amount of a risk which the insurance 
company reinsures. The amount passed on to the 
reinsurer. 

CLAIM - notification to an insurance company that 
payment of an amount is due under the terms of a 
policy. 

COINSURANCE - in property and casualty insurance, 
a clause or provision in an insurance policy requiring 
a specified amount of insurance based on the value 
of the property insured. Normally there is a premium 
reduction for purchasing insurance to some per
centage of the value of the property. If the insured 
fails to comply with the clause, he will suffer a 
penalty in the event of partial loss. 
In health insurance a policy provision requiring the 
insured to share a given percentage of the loss. 

COLLUSION - a compact between persons usually to 
the detriment of other persons or for some improper 
purpose. 

COMMERCIAL - the opposite of personal; of a busi
ness nature, usually mercantile or manufacturing. 

COMMISSION - the fee paid by insurance companies 
to agents for the sale of policies. 

COMMON CARRIER - a transportation company such 
as a railroad or bus line. 

COMPENSATION - wages, salaries, awards, fees, 
commissions, financial returns of any kind. 

COMPREHENSIVE - a loosely used term signifying 
broad or extensive insurange coverage. 

COMPREHENSIVE MAJOR MEDICAL INSURANCE -
a policy designed to give the protection offered by 
both a basic and major medical health insurance 
policy. It is characterized by a low "deductible" 
amount, coinsurance feature, and high maximum 
benefits-usually $5,000 to $10,000 or higher. 

COMPREHENSIVE PERSONAL LIABilJTY INSUR
ANCE - a type of insurance that reimburses the 
policyholder if he becomes liable to pay money for 
damage or injury he bas caused to others. This form 
does not include automobile liability, but does in
clude almost every activity of the policyholder except 
his business operations. 

CONCEALMENT - deliberate failure to reveal mater
ial facts, which would affect the validity of a policy 
of insurance. 

CONCURRENT - covering the same kind of property 
at the same location under the same terms and con
ditjons, with the same types of coverage, as two or 
more insurance policies. 

CONDITIONAL SALE - a transfer of property with• 
out transfer of title; installment selling, as buying 
a radio "on time". 

CONFINING SICKNESS - that which confines an ·1n• 
dividual to his home or a hospital. (Visits to physi
cians and hospitals are generally considered as not 
terminating confinement). 

CONSEQUENTIAL LOSS - loss occurring after and 
as a result of some other loss, as loss of profits 
resulting from a fire or a loss of frozen foods result
ing from electrical failure. 

CONSIDERATION - price, token or other matter used 
as an inducement for the completion of a contract, 
as an insurance premium. 

CONSTRUCTIVE TOTAL LOSS - a loss of sufficient 
amount to make the cost of salvaging or repairing 
the property equal to or greater than the value of 
the property when repaired. 

CONTINGENT - conditional; depending upon another 
happening. A contingent beneficiary is one next in 
line after the first named. 

CONTRIBUTION - a participation, as two insurance 
policies in the same loss. 

COVERAGE - the insurance afforded by the policy. 

CONVERSION - wrongful appropriation to one's own 
use, as an automobile. 

CONVERTIBLE TERM INSURANCE - term insurance 
which can be exchanged, at the option of the policy-
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holder and without evidence of insurability, for an
other plan of insurance. 

COUNTER-SIGNATURE - an additional signature 
required in most states to comply with residence 
agency laws. Applies when a producer in one state 
controls business located in or operating in another 
state. 

CO-SURETY - a personal or corporate guarantor of 
a surety obligation on which one or more of the 
sureties are directly responsible for the same obliga
tion. 

CREDIT LIFE INSURANCE - term life insurance is
sued through a lendor or lending agency to cover re
payment of a specific loan, installment purchase or 
other obligation, in case of the debtor 's death. 

CRIME - a wrong against public laws or customs pun
ishable by fine, imprisonment, or death, after trial 
in a criminal court. 

CROP-HAIL INSURANCE - protection for n1onetary 
loss resulting from hail damage to growing crops. 
Although hail is the basic peril named in crop-hail 
policies, a number of other perils are covered as 
well, depending on the crop and area. Crop-hail 
policies cover fire, lightning, windstorm, aircraft, 
smoke and other miscellaneous perils. 

DAILY REPORT - a copy of that portion of an insur
ance contract dealing with the description of the 
risk and the amount of insurance, which is sent to 
the home office of the insurance company and re
tained in the agent's files. 

DAMAGES - the amount claimed or allowed as com
pensation for injuries sustained or property damaged 
through the wrongful acts or the negligence of an
other; an award. 

DECLARATIONS - that part of an insurance policy 
containing the representations of the applicant. 

DECLINATION - the rejection by a life insurance 
company of an application for life insurance, usually 
for reasons of the health or occupation of the ap
plicant. 

DEDUCTIBLE - a provision whereby an insured may 
be required to pay part of a loss, the insurance being 
excess over the amount of the deductible. 

• DEFERRED ANNUITY - an annuity providing for the 
income payments to begin at some future date, such 
as in a specified number of years or at a specified 
age. 

DEFERRED GROUP ANNUITY - a type of group an
nuity providing for the purchase each year of a paid
up deferred annuity for each member of the group, 
the total amount received by the member at retire
ment being the sum of these deferred annuities. 

DEPOSIT ADMINISTRATION - a type of group an
nuity providing for the accumulation of contributions 

in an undivided fund out of which annuities are 
purchased as the individual members of the group 
retire. 

DEPOSIT PREMIUM - an original premium paid by 
the insured at the inception date of the policy; esti
mated premium, subject to later adjustment; see 
Audit Premium. 

DEPRECIATION - the lessening of value through age, 
deterioration and obsolescence. 

DEVIATION - use of a premium rate other than the 
standard rate filed with the state insurance depart
ment. 

DIRECT LOSS - loss resulting directly and immediate
ly from the hazard insured against. 

DIRECT \iVRITER - an insurance carrier that deals 
directly with the insured through a salaried re
presentative, as opposed to those carriers which use 
agents. (Also used to refer to carriers which operate 
through exclusive agents.) 
In reinsurance, the company that originally writes 
the business. 

DISABILITY - inability to perform all or part of one's 
occupational duties because of an accident or illness. 
(See, Total Disability and Partial Disability). 

DISABILlTY BENEFIT - a provision added to a life 
insurance policy for waiver of premium, and some
times payment of monthly income, if the insured be
comes totally and permanently disabled. 

DISCOVERY PERIOD - the period a!ter termination 
of an insurance policy or bond, or after the occur
rence of a loss, within which the loss must be dis
covered to be covered. 

DISMEMBERMENT - accidental loss of limb or sight. 
(Capital Sum) 

DISTRESS CARRIER - an insurance company special
izing in substandard risks, usually in the field of 
automobile insurance. 

DIVIDEND ADDITION - an amount of paid-up insur
ance purchased with a policy dividend and added to 
the face amount of the policy. 

DOMESTIC COMP ANY - a name given to a company 
in the state of its incorporation, as an Iowa company 
is domestic in the State of Iowa, foreign as to all 
other states and alien as to all other countries. 

DOUBLE INDEMNITY - a provision under which cer
tain benefits are doubled when accident is due to 
specified circumstances, such as public conveyance 
accidents. In a life insurance policy, a provision that 
the face amount payable on death will be doubled if 
the death is a result of an accident 

EARNED INCOME - employment income derived from 
salary, wages, commissions, or fees. 
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EFFECTIVE DATE - the date upon which the policy 
is put in force; the inception date. 

El,ECTIVE BENEFIT - a benefit payable in lieu of 
another. e.g., A lump sum benefit m~y be allowed 
for specified fractures or dislocations in lieu of 
weekly indemnity. 

ELMINIATION PERIOD (See Waiting Period). 

ENDORSEMENT - a written amendment affecting the 
declarations, insuring agreements, exclusions or con
ditions of an insurance policy; a rider. 

ENDOWMENT INSURANCE - insurance payable to 
the insured if he is living on the maturity date stated 
in the policy, or to a beneficiary if the insured dies 
prior to that date. 

EST ATE - possessions of a deceased person; posses
sions of a minor or incompetent person; possessions 
of a bankrupt person or corporation; worldly goods 
of anyone. 

ESTOPPEL - an admission or declaration by which a 
person is prevented from proving the contrary. 

EXCESS - that which goes beyond, as excess insur
ance, over and above a primary amount. 

EXCLUSION - that which is expressly eliminated from 
the coverage of an insurance policy. 

EXPECTATION OF LIFE - (Life Expectance). The 
average number of years of life remaining for per
sons of a given age according to a particular mor
tality table. 

EXPERIENCE RATING - the act of computing a prem
ium based on the loss experience of the risk itself; 
a step beyond class rating. 

EXPIRATION - the date upon which an insurance 
policy terminates unless continued or renewed by an 
additional premium. 

EXTENDED COVERAGE INSURANCE . - protection 
for the insured against loss or damage of his prop
erty caused by windstorm, hail, smoke, explosion, 
riot, riot attending a strike, civil commotion, vehicle 
and aircraft. This is provided in conjunction with the 
fire insurance policy. 

EXTENDED TERM INSURANCE - a form of insurance 
available as a nonforfeiture option. It provides the 
original amount of insurance for a limited period 
of time. 

FACE AMOUNT - the amount stated on the face of 
the policy that \Vill be paid in case of death or at the 
maturity of the contract. It does not include dividend 
additions, or additional amounts payable under acci
dental death or other special provisions. 

FAMILY INCOME POLICY - a life insurance policy, 
combining whole life and decreasing term insurance, 
under which the beneficiary receives income pay
ments to the end of a specified period if the insured 

dies prior to the end of the period, and the face 
amount of the policy either at the end of the period 
or at the death of the insured. 

FAMILY MAINTENANCE POLICY - life insurance 
which pays, in addition to the face of the policy, a 
1nonthly income for a period commencing with the 
insured's death and continuing for the number of 
years specified. The period is n1ost often 10, 15, or 
20 years. 

FAMILY POLICY - a life insurance policy providing 
insurance on all or several family members in one 
contract, generally whole life insurance on the hus
band and smaller amounts of ter1n insurance on the 
wife and children, including those born after the 
policy is issued. 

FIDELITY BOND - a form of protection which reim
burses an employer for losses caused by dishonest or 
fraudulent acts of his employees. 

FIELD SUPERVISOR - a salaried employee of an 
insurance company, whose responsibilities are: 

A. Production of new business through existing 
agents. 

B. The appointment of new agents . 
C. General supervision of the company's affairs in 

his territory. 

FINANCIAL RESPONSIBILITY LAW - a statute which 
requires motorists to show evidence of financial re
sponsibility following an accident which involv~s , 
bodily injury or property damage in excess of some 
amount. Normally, proof of financial responsibility is 
given through a valid policy of insurance. 

FIRE INSURANCE - coverage for losses caused by 
fire and lightning, as well as the resultant damage 
caused by smoke and water. 

FLEET - a group, as of automobiles. 

FLOATER - a Marine or Fire Policy, the coverage of 
which follows the movement of the property insured. 

GENERAL AVERAGE - In marine insurance, a loss 
that must be borne partly by someone other than the 
owner of the goods that were lost or destroyed. For 
example, if it is necessary to jettison cargo in order 
to save a ship, the owners of the ship and the rest 
of the cargo which is saved will share in the loss of 
the goods that were intentionally sacrificed. 

GRADED COMMISSION - a reduced commission justi
fied by the size of the premium. 

GRADED EXPENSE - a reduced expense item for the 
insurance company justified by the size of the prem
iums. 

GRATIBTOUS - made without a consideration, as a 
gift, requiring nothing in return. 

GROUP ANNUNITY - a pension plan providing an
nuit ies at retirement to a group of persons under a 
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single master contract, ,vith the individual members 
of the gr oup holding certificates stating their cover
age. It is usually issued to an e1nployer for the benefit 
of en1ployees. The two basic types are deferred and 
deposit administration group annuities. 

GROUP INSURANCE - any insurance plan under 
\\-hich a nu1nber of employees and their dependents 
are insured under a single policy, issued to their 
employer, with individual certificates given to each 
insured employee. The most commonly written lines 
are life and accident and health. 

GUARANTEED RENEWABLE POLICY - a policy 
which the insured has the right to continue in force 
by the timely payment of premiums to a specified 
age, (usually age 50) during which period the insurer 
has no right to n1ake unilaterally any change in any 
provision of the policy while the policy is in force, 
but may make changes in premium rates by policy
holder class. 

HAZARD - a condition that creates or increases the 
probability of a loss. 

HAZARD MORAL - the chance that a loss may be 
caused by or due to a lack of character or integrity 
on the part of the insured. 

HOLD HARMLESS AGREEMENT - a contract usually 
written ,vhereby one party assu1nes legal liability on 
behalf of another party. 

HOSTILE FIRE - a fire burning where none is in
tended. 

HEALTH INSURANCE - a generic term applying to 
all types of insurance indemnifying or reimbursing 
for expenses or losses caused by bodily accident or 
sickness or for expenses of medical treatment neces
sitated by sickness or accidental bodily injury. 

HEALTH INSURANCE ASSOCIATION OF AMERICA 
- a voluntary, non-profit association of companies 
organized for the purpose of promoting "the devel
opment of voluntary health insurance providing 
sound protection against loss of income and other 
financial burdens resulting from sickness or acciden
tal bodily injury." 

IN CONTEST ABLE CLAUSE - a provision that prev
ents the carrier from challenging the coverage be
cause of alleged misstatements by the insured after 
a stipulated period has passed, usually two or three 
years. 

INDEPENDENT CONTRACTOR - one who performs 
work for another in his own manner and method, 
and who is not subject to the control or direction 
of the party for whom the work is performed. He is 
not an employee of the party for whom the work 
is performed. 

INDIVIDUAL POLICY PENSION TRUST - a type of 
pension plan, frequently used for small groups, ad
ministered by trustees who are authorized to pur-

chase individual level premium policies or annuity 
contracts for each member of the plan. The policies 
usually provide both life insurance and retirement 
benefits. 

INDUSTRIAL LIF'E INSURANCE - life insurance 
issued in sn1all amounts, usually less than $1000 on 
a single life exclusive of additional benefits, with 
pren1iums payable on a monthly or more frequent 
basis, and generally collected at insured's home by 
an agent of the company. 

INSURABLE - able to meet the company's under
writing standards for coverage. 

INSURANCE EXANiINER - the representative of a 
state insurance d~partment assigned to participate in 
the official audit and examination of the affairs of 
and insurance company. 

INSURED - the person on whose life an insurance 
policy is issued. 

IMPROVEMENTS AND BETTERMENTS INSURANCE 
- insurance that protects a tenant against loss to 
improvements made by him to property in which he 
is a tenant. 

INDIRECT - contingent; that which happens only after 
son1ething else has occurred. 

INHERENT VICE - a characteristic depreciation such 
as the fading of ink, a cracking of parchment, the 
graying of hair. 

INLAND MARINE INSURANCE - a broad type of 
insurance, generally covering articles that may be 
transported from one place to another The essential 
condition is that the insured property be moveable, 
though bridges, tunnels and similar instrumentalities 
of transportation are also considered inland marine. 
This form of insurance was developed originally by 
marine underwriters to cover goods while in transit 
by other than ocean vessels. It now includes any 
goods in transit (generally excepting trans-ocean) as 
well as numerous "floater" policies such as personal 
effects, personal property, jewelry, furs, fine arts 
and others. 

INSPECTION - an examination by those having au
thority; right usually reserved by an insurance com
pany with respect to any property it insures. 

INSURABLE INTEREST - an interest which might be 
damaged if the peril insured against occurs. The 
possibility of a financial loss to an individual which 
can be protected against through insurance. 

INSURANCE - a device by which an individual sub
stitutes a small certain cost (the premium) for a 
large uncertain loss (the contingency insured against) 
which would exist in the absence of the contract. The 
device operates through the combination of a suf
ficiently large nun1ber of homogeneous exposure 
units so as to make losses predictable for the group 
as a whole. 
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Also used to describe the business of assuming risk 
in consideration of a premium. 

INSURED - see assured. 

~TATE - leaving no will at death. 

INVITEE - a person having an express or implied in
vitation to enter a given location. 

JOINT INSURED - one of two or more persons whose 
names or interests are insured under the same or 
identical contracts. 

JUDGMENT - the decision of a court or the reason for 
such decision. 

JUMBO RISK - a risk requiring exceptionally high 
benefit limits. 

KEY-MAN INSURANCE - a program designed to 
cover the key employees of an employer. It may be 
written on a group or individual policy basis. 

LAPSE - termination of a policy due to failure by 
the insured to pay the premium as required. 

LAPSED POLICY - a policy discontinued for non
payment of premiums. The term is technically limit
ed to a termination occurring before the policy has 
a cash or other non-forfeiture value. 

LEGAL RESERVE LIFE INSURANCE COMP ANY -
a life insurance company operating under state in
surance laws specifying the minimum basis for the 
reserves the company must maintain on its policies. 

LEVEL PREMIUM INSURANCE - insurance for which 
the cost is distributed evenly over the premium-pay
ing period. The premium remains constant from year 
to year, and is more than the actual cost of protection 
in the earlier years of the policy and less than the 
actual cost in the later years. The excess paid in the 
early years accumulates the reserve. 

LIABILITY - a debt or responsibility; an obligation 
which may arise by a contract made or by a tort 
committed. 

LICENSE - an official authority to do something; a 
permit issued by a political sub-division. 

LIFE ANNUITY - a contract that provides an income 
for the life of the annuitant. 

LIFETIME DISABILITY BENEFIT - a benefit for loss 
of time payable as long as the insured is totally dis
abled, even for lifetime. 

LIMITED PAYMENT LIFE INSURANCE - a form of 
Whole Life Insurance on which premiums are pay
able for a specified number of years less than the 
period of protection, or until death if death occurs 
before the end of the specified period. 

LIMITED POLICIES - those which cover specified ac
cidents or sickness. 

LIMITS - the value or amount of a policy; the greatest 

amount which can be collected under the policy. . 
LIVERY - delivery; transfer; in Automobile Ins4rance, 

the carrying of passengers for hire. 

LOCAL AGENT - a producer of insurance whose acti
vities are purely of local extent. 

LOCATION - the place at which insurance r.overage 
attaches; the situs of a risk. 

LLOYDS - a voluntary unincorporated association of 
individuals organized for the purpose of writing in
surance. Normally refers to LLOYDS of London, a 
group of individual underwriters and syndicates that 
underwrite insurance risks severally, using facilities 
maintained by the Lloyd's of London Corporation. 

LONG-TERM DISABILITY - a generally accepted 
period of time for more than two years. Can vary 
according to company standards. 

LOSS - the unintentional decline in or disappearance 
of value due to a contingency. 

LOSS FREQUENCY - the number of claims on a policy 
during a premium period. 

LOSS RATIO - the relationship between premiums 
collected and losses paid; losses (net) divided by pre
miums (net). 

MAJOR l\.iEDICAL EXPENSE INSURANCE - policies 
especially designed to help offset the heavy medical , 
expenses resulting from catastrophic or prolonged 
illness or injury. They provide benefit payments for 
75-80% of all types of medical treatment by a physi
cian above a certain amount first paid by the insured 
person and up to the maximum amount provided by 
the policy - usually $5,000 or $10,000 or higher. 

MANUAL - a book of rates, rules and coverages usual
ly available for each kind of insurance. 

MARINE - pertaining to the sea or to transportation; 
usually divided as to "ocean marine" and "inland 
marine"; the insurance covering transportation risks. 

MISCELLANEOUS HOSPITAL EXPENSE - a provision 
for the payment on a blanket basis or schedule basis 
of hospital services (other than room and board, 
special nursing care, and doctors fees) up to a stipu
lated maximum amount. 

MISREPRESENTATION - a misstatement; if done with 
intent to mislead, it may void the policy of insurance. 

MORBIDITY TABLES - actuarial statistics showing 
the incidence and duration of disability. 

l\10RTALITY TABLE - a statistical table showing the 
probable rate of death at each age, usually expressed 
as so many per thousand. 

r.10RTGAGE - a deposit or conditional transfer to 
secure the performance of some act. The person who 
makes the transfer is called the mortgagor, the other 
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party, the mortgagee. Sometimes an intermediary 
called a trustee is appointed. 

MULTIPLE LINE INSURANCE - policies that combine 
many perils previously covered by individual policies 
of fire and liability companies. The homeowner's 
policy is one example. Other examples are the com
mercial property policy, the farmowner's policy and 
the special multiperil policy for motels and apart
ments. 

MUTUAL INSURANCE COMP ANY - a nonprofit in
surance carrier, without capital stock, which is owned 
by the policy holders. It may be incorporated or un
incorporated. 

MUTUAL LIFE INSURANCE COMP ANY - a life in
surance company whose legal ownership and control 
is vested in policyholders whose management is 
directed by a board elected by the policyholders. 
Mutual companies, in general, issue participating 
insurance only. 

NAMED INSURED - the one named in the policy; see 
additional interest. 

NATIONAL ASSOCIATION OF INSURANCE COMMIS
SIONERS - a national organization of state officials 
who are charged with the regulation of insurance. 
Although the organization has no official power, it 
exerts a powerful influence through its recommenda
tions. 

NEGOTIATE - to dicker for; to make an offer; to deal 
as to negotiate an insurance policy. 

NET ltE'l'ENTION - the final amount of insurance 
retained by the company after reinsuring such 
amounts as it did not wish to retain. 

NON ADMI'l01'ED CARRIER - an insurer that has not 
been licensed to write insurance in a given jurisdic
tion. 

NON-CANCELLABLE OR NON-CANCEIJ,ABLE AND 
GUARANTEED RENEWABLE POLICY - a policy 

which the insured has the right to continue in force 
by the timely payment of premiums set forth in the 
policy to a specified age, (usually age 50) during 
which period the insurer has no right to make uni
laterally any change in any provision of the policy 
while the policy is in force. 

NON-CONFIN1NG SICKNESS - a sickness that does 
not confine the insured to his home or a hospital. 

NON-DISABLING INJURY - an injury which does not 
cause total or partial disability. 

NON-FORFEITURE OPTION - privilege available to 
the policyholder based upon his interest in the con
tract or once cash value has been created. 

NON-OCCUPATIONAL POLICY - one which does not 
cover loss resulting from accidents or sickness arising 
out of or in the course of employment or covered 
under any Workmen's Compensation Law. 

NON-PARTICIPATING INSURANCE - policy insur
ance on which the premium is calculated to cover as 
closely as possible the anticipated cost of the insur
ance protection and on which no dividends are pay
able to the insured. 

NOTARY - commonly, a political appointee invested 
with the right to swear in a person making a state
ment under oath and to certify his signature. 

NOT TAKEN - insurance policy issued and delivered 
to an insured but returned for flat concellation; see 
lapse. 

OBLIGEE - the person or organization protected by a 
bond; see Principal. 

OCEAN MARINE INSURANCE - coverage on all types 
of vessels, including liabilities connected with them, 
and on their cargoes. The cargo coverage has been 
expanded to protect the owners from warehouse to 
warehouse, inclusive of all intermediate transit by 
rail, truck or otherwise. 

OCCUPATIONAL DISEASE - a disease or condition of 
health resulting from performance of an occupation 
as psittacosis, mercury poisoning, dust collection in 
the lungs, and the like. In most states occupational 
disease is now covered as part of the workmen's com
pensation exposure. 

OCCURRENCE - a happening which occupies some 
length of time, as an individual catching cold after 
sitting in a draft in a theatre an evening; sometimes 
a series of accidents; see Accident. 

OPEN FORM - a continuous policy written on a re
porting basis. 

ORDINARY LIFE INSURANCE - a form of whole life 
insurance usually issued in amounts of $1,000 or more 
with premiums payable on an annual, semi-annual, 
quarterly, or monthly basis to the death of the in
sured or to the end of the mortality table employed, 
whichever occurs first and at which time (benefits) 
proceeds are due. The term is also used to mean 
straight life insurance. 

OVER-AGE OR SENIOR CITIZEN INSURANCE -
policy forms that are issued beyond the normal age 
limits of 60 to 65. 

PAID-UP INSURANCE - insurance on which all re
quired premiums have been paid. The term is fre
quently used to mean the reduced paid-up insurance 
available as one of the non-forfeiture options. 

PARTIAL DISABILITY - a provision generally found 
in accident and occasionally in sickness policies 
designed to offer some weekly or monthly indem~ity 
benefit if the insured cannot perform all the im
portant daily duties of his occupation. 

PARTICIPATING INSURANCE - Policies which entitle 
the policyholder to receive dividends reflecting the 
difference between the premium charged and the 
actual operating expenses and mortality experience 
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of the company. If expenses and mortality are better 
than anticipated so that an excess of premium has 
been collected, a portion of the excess then so avail
able is returned to the insured in the form of divid
ends. The premium is calculated to provide some 
margin over the anticipated cost of the insurance 
protection. 

PARTICULAR A VERA GE - a term meaning an ac
cidental and usually a partial loss suffered by one 
interest and not chargeable against others; see 
General Average. 

PERIL - the event insured against; the cause of 
possible loss. 

PERMANENT LIFE INSURANCE - a phrase used to 
cover any form of life insurance except term; gene
rally insurance, such as whole life or endowment, 
that accrues cash value. 

PERMISSIBLE LOSS RATIO - the maximum per
centage of premium income which can be expended 
by the company to pay claims without loss of profit. 

PLAINTIFF - a party to a law suit who brings charges 
against another party called the defendant. 

POLICY - the written contract of insurance which is 
issued to the policyholder insured by the company 
insurer. 

POLICY FEE - an additional charge placed on the 
initial premium designed to offset a portion of the 
expense of policy issuance. 

POLICY DIVIDEND - a refund of part of the premium 
on a participating life insurance policy reflecting 
the difference between the premium charged and 
actual experience. 

POLICY LOAN - a loan made by an insurance com
pany to a policyholder on the security of the cash 
value of his policy. 

POLICY PERIOD - the term for which insurance re
mains in force, sometimes definite, sometimes not. 

POLICY RESERVES - the amounts that an insurance 
company allocates specifically for the fulfillment of 
its policy obligations. Reserves are so calculated that, 
together with future premiums and interest earnings, 
they will enable the company to pay all future claims. 

POOL - a group of companies, the purpose of which is 
to undertake something the membership itself could 
not or would not do individually. 

PRE-EXISTING CONDITION - a physical condition 
that existed prior to the effective date of the policy. 

PREAUTHORIZED CHECK PLAN - a plan by which 
a policyholder arranges with his bank and insurance 
company to have his premium payments drawn, 
usually monthly, from his checking account. 

PREMIUM - the payment, or one of the periodical 
payments, a policyholder agrees to make for an in
surance policy. 

PREMIUM LOAN - a policy loan needed for the pur
pose of paying premiums. 

PREMIUM PERIOD - the length of thne covered by 
the premium, usually identical with the policy period 
but frequently not. 

PRIMARY - basic, fundamental; an insurance policy 
which pays first with respect to other outstanding 
policies. 

PRINCIPAL - the applicant for or subject of insur
ance; the one from whom an agent derives his au
thority. 

PRINCIPAL SUM - a term used to refer to the lump 
sum amount payable for accidental death, dismem
berment, or loss of sight. 

PROBATIONARY PERIOD (Also sometimes called 
Waiting Period) - a period of time from the policy 
date to a specified date, usually 15 to 30 days, during 
which no sickness coverage is effective. It is designed 
to eliminate a sickness actually contracted before the 
policy went into effect. Occurs only at the inception 
of a policy. 

PRODUCER - an agent for an insurance company. 

PRODUCTION COST - acquisition cost plus field ex
pense. 

PROFESSIONAL ASSOCIATION GROUP PLANS -
those designed for associations of lawyers, doctors, 
dentists and other professions which offer two of . 
the major advantages of group insurance - no in
dividual cancellation and lower cost. 

PROHIBITED RISKS - those not written by a company 
because of an unusual occupational exposure or uni
nsurable physical or moral conditions. 

PROOF - the act of substantiating another act, such 
as a claim for insurance payment. 

PROPOSAL - an application for insurance or the facts 
contained in it; a recommendation. 

PRORATE CLAUSE - an optional policy provision 
designed to protect the company when an insured 
changes to a more hazardous occupation and does 
not have his policy amended accordingly. The com
pany may pay only such portion of the indemnities 
provided as the premium paid would have purchased 
at the higher classification, subject to the maximum 
limits fixed by the company for such more hazardous 
occupation. It also protects the insured when he 
changes to a less hazardous occupation by providing 
for a return premium. 

PRO-RATA CANCELLATION - cancellation with a 
return of premium charged for the period of time 
the policy was in force equal to the ratio of the total 
premium to the total policy period. 

PRO-RATA DISTRIBUTION CLAUSE - a clause that 
provides that the face amount of the insurance will 
be divided between the objects insured in the pro-
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portion that the value of each bears to the value of 
all. 

PROXIMATE CAUSE - the immediate or actual cause 
of loss under an insurance policy. 

PROVISIONS - the terms or conditions of an insurance 
policy. 

RATE - the cost of a unit of insurance. 

RATED POLICY - an insurance policy issued at a 
higher than standard premium rate to cover the 
extra-risk involved in certain instances where the 
insured does not meet the standard underwriting 
requirements. For example, impaired health or a 
particularly hazardous occupation. 

REALTY - real property; real estate. 

REBATE - the improper return of part or all of a 
premium to the policyholder. 

RECURRING CLAUSE - a period of time during which 
a recurrence of a condition is considered as being a 
continuation of a prior period of disability or hospital 
confinement. 

REIMBURSEMENT BENEFITS - those for which the 
insured is reimbursed on an actual expense incurred 
basis. 

RECIPROCAL EXCHANGE - an association of in
dividuals who agree to exchange insurance risks. 
Each member of the association insures each of the 
other members and in turn is insured by each of the 
other members; see Attorney in fact. 

REDUCED PAID-UP INSURANCE - a form of insur
ance available as a nonforfeiture option. It provides 
for continuation of the original insurance plan, but 
for a reduced amount. 

REGIONAL AGENT - a district agent; the grade 
between local and general agent. 

REINSTATEMENT- the restoration of a lapsed policy. 

REINSURANCE - insurance placed by an underwriter 
in another company to cut down the amount of the 
risk he has assumed under the original insurance. 

RELEASE - a discharge, as from further liability un
der an insurance policy. 

RENEW - to continue; to replace, as with new policy. 

RENEW ABLE TERM INSURANCE - term insurance 
\\1hich can be renewed at the end of the term, at the 
option of the policyholder and ,vithout evidence of 
insurability, for a limited number of successive terms. 
The rates increase at each renewal as the age of the 
insured increases. 

RENT AL VALUE INSURANCE - insurance arranging 
to pay the reasonable rental value of property which 
has been rendered untenable by fire or some other 
peril insured against, for the period of time which 

would be required to restore the property to ten
able condition. 

REPORTING FORM - insurance which depends upon 
regular reports from the insured to determine the 
amount of insurance or the premium or both. 

REPRESENTATIONS - statements made by an appli
cant in the application which he represents as being 
substantially true to the best of his knowledge and 
belief, but which are not warranted as exact in every 
detail. 

RESERVE - funds set aside by the company to fulfill 
future liabilities. 

RESIDUARY - the balance remaining, as in an estate 
after specific bequests and debts have been paid. 

RESTORATION - reinstatement, as the amount of 
coverage after a loss. 

RETROCESSION - the amount of risk which a reinsur
ance company reinsures. The amount of a cession 
which the reinsurer passes on. 

RETURN PREMIUM - an amount due the insured 
upon cancellation of a policy. 

REVIVAL - the reinstatement of a lapsed policy by 
the company upon receipt of evidence of insurability 
and payment of past due premiums with interest. 

RIDER - a document which amends the policy. It may 
increase or decrease benefits, waive a condition or 
coverage, or in any other way amend the original 
contract. The terms rider and endorsement are often
times used interchangeably. 

RISK - in the abstract, used to indicate a condition of 
the real \vorld in which there is a possibility of loss. 
Also used by insurance practitioners to indicate the 
property insured or the peril insured against. 

ROBBERY - the unlawful taking of property by vio
lence or threat of violence. 

SALVAGE - that which is recovered by an insurance 
company after paying a loss (not insurance itself); 
see Subrogation. 

SCHEDULE - a list of coverages or amounts concern
ing things or persons insured. 

SETTLEMENT OPTION - one of the ways, other than 
immediate payment in a lump-sum, in which the 
policyholder or beneficiary may choose to have the 
policy proceeds paid. 

SHORT RATE CANCELLATION - cancellation with a 
less than proportionate return of premium. 

SHORT-TERM DISABILITY - A generally accepted 
period of time for two years or less. Can vary accord· 
ing to company standards. 

SICKNESS INSURANCE - a form of health insurance 
against loss by illness or disease. 
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SPRINKLER LEAKAGE INSURANCE - insurance 
against loss from accidental leakage or discharge 
from a sprink]P,r system due to some cause other 
than a hostile fire or certain other specified causes. 

ST AND ARD - a form of policy whose terms or con
ditions are determined by law or agreement. 

ST AND ARD PROVISIONS (Health Insurance) - a set 
of policy provisions prescribed by law setting forth 
certain rights and obligations of both the insured and 
company. These were originally introduced in 1912 
and have now been replaced by the Uniform Pro
visions. 

STOCK INSURANCE COMP ANY - an insurance com
pany owned by stock holders, usually for the purpose 
of making a profit. 

STRAIGHT LIFE INSURANCE - whole life insurance 
on which premiums are payable for life. 

SUBROGATION - an assignment or substituting of 
one person for another by which the rights of one 
are acquired by another in collecting a debt or a 
claim, as an insurance company stepping into the 
rights of a policyholder indemnified by the com
pany. 

SUBSTANDARD (Impaired Risk) - risks that have 
some physical impairment requiring the use of a 
waiver, a special policy form, or a higher premium 
charge. 

SUPPLEMENT ARY CONTRACT - an agreement be
tween a life insurance company and a policyholder 
or beneficiary by which the company retains the 
proceeds payable under an insurance policy and 
makes payments in accordance with the settlement 
option chosen. 

SURETY - a guarantor of a duty or obligation assumed 
by another. 

SURETY BOND - an agreement providing for mone
tary compensation should there be a failure to per
form certain specified acts within a stated period. The 
surety company, for example, becomes responsible 
for fulfillment of a contract if the contractor de
faults. 

SURPLUS LINES LAW - a provision in the Insurance 
Code of certain jurisdictions which perm.Its an agent 
to place coverage with a nonadmitted carrier if be 
has exhausted the admitted market and cannot obtain 
coverage. 

'I'ERM - the length of time covered by a policy or a 
premium. 

TERM INSURANCE - insurance payable to a bene
ficiary at the death of the insured provided death 
occurs within a specified period, such as five or ten 
years, or before a specified age. 

THEF*I' - the unlawful taking of property of another. 

The term includes such crimes as burglary, larceny, 
and robbery. 

THIRD PARTY - someone other than the insured 
and insuring company. 

TORT - an injury or wrong committed against an 
individual. 

TOTAL DISABILITY - disability which prevents the 
insured from performing all the duties of his oc
cupation or any occupation. The exact definition 
varies among policies. 

TRADE ASSOCIATION GROUPS - those made up of 
many employers of a common trade. Group policies 
may be issued to a trade association to cover these 
members and their employees and dependents. 

TRAVEL ACCIDENT POLICIES - those that are limit
ed to paying for loss arising out of accidents occur
ring while traveling. 

TRUST - transfer of property right to one person 
called a trustee for the benefit of another called a 
beneficiary. 

TWISTING - the act of switching insurance policies 
from one company to another, to the detriment of 
the insured. 

UNDERWRITING - the process by which an insurance 
company determines whether or not and on what 
basis it will accept an application for insurance. 

UNEARNED PREMIUM - that portion of an insuran!'.!e · 
premium covering the unexpired term of the policy 
or the unexpired period of the period. 

UNIFORM PROVISIONS - statutory policy provisions 
which specify the rights and obligations of the in
sured and company. 

VALUED POLICY - an insurance contract in which 
the value of the thing insured and the amout to be 
paid in case of total loss is settled at the time of 
making the policy. 

VOID - of no force or effect; null. 

WAITING PERIOD (Also sometimes called Elimination 
Period or Probation Period) - a provision designed 
to eliminate disability claims for the first number 
of days specified for each period of disability. The 
waiting period may run from 7 days to as long as 
one year. This term is also sometimes used to refer 
to a period of time after policy issuance during which 
specified conditions are not covered. 

WAIVER - an agreement attached to the policy and 
accepted by the insured which eliminates a specified 
pre-existing physical condition from the policy. 

WAIVER OF PREMIUM - a provision which waives 
payment of the premium which becomes due during 
a period of covered total disability which has lasted 
for a specified period of time, usually, three to six 
months. 
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\VAJlllANTY - a statcrnent concerning the condition 
of the iten1 to be insured v:hich is rnade for the pur
pose of permitting the underv.•riter to evaluate the 
risk If found to be false , it pro-. ides the basis for 

\'Oidancc of the policy 

\Vl10LE Llr~r~ INSUl{Ai CE - insurance pa~•able to a 
beneficiary at the death of the insured " 'henever 

that occurs. Premiu1ns may be payable for a specl• 
fied nun1ber of yeBrs (limited payrnent ll!c) or for 
Hf e (straight li:Ce). 

\\'ORK 1E 'S C< )l\1PENSATIO INSUltA 1 1': - a 
rnethod of pro\·iding {or the cost of rncdical care and 
" 'eekly payn1enlc; to injured employees or to de• 
pendents of those killed in industry, regardless or 
blan)c for the accidents. 
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BIBLIOGRAPHY 

The sources listed in this bibliography should be 
helpful to the agent in his further study of the subject of 
insurance. No attempt has been made to include every 
possible source. As a matter of fact, an attempt has 
been made to limit the listing to those sources which 
represent current sources, and which are most likely to 
be available to the agent. 

In general, the list does not include a rather wide 
range of college text books on the subject of insurance, 
because such books are usually a poor reference for the 
practitioner. The rapid changes in the industry make 
books unreliable with respect to the current terminolo-

gy of policy provisions. The best source in connection 
with the terms of contracts is, of course, the contracts 
themselves. As an aid to the interpretation of the 
meaning and intent of the policy provisions, one of the 
loose leaf services available from the insurance publish
ing houses is ideal. If one of these is not available, the 
other sources listed in this bibliography provide a rea
sonable substitute. 

The bibliography is segregated by topic, listing the 
sources which are applicable to each area as these areas 
appear in the study guide. 

GENERAL SECTION 
The Insurance Device 

The operation of the insurance mechanism is an in
teresting subject, and t he agent should spend some ad
ditional time in study of the manner in which insurance 
operates to spread the risks of society. The two books 
listed below are traditional college texts, and although 
they are subject to the same criticism leveled previously 
at text books in general, the nature of the subject mat
ter (insurance in general) under discussions makes them 
suitable. 

Bickelhaupt, David L., and J ohn H. Magee, 
General Insurance. Homewood, Illinois: Richard 
D. Irwin and Company, 1970. This book is almost 
an encyclopedia of insurance. It provides a d& 
tailed treatment of the history of insurance, the 
manner in which insurance operates, the structure 
and operations of the insurance business, the regu
lation of insurance, and a very good t reatment of 
the fields of property, liability, health, and life in
surance. 
Emmet J. Vaughan and Curtis M. Elliott, Funda
mentals of Risk and Insurance. New York: John 
Wiley and Sons, Second Edition, 1978. This book 
follows the same general format as the book 
described above, but is less comprehensive and 
detailed. For this reason it is perhaps a better in
troduction to the subject for a beginner. 

The Insurance lndust~ 
In addition to the two works cited above, important 

information about the insurance industry and its opera
tions, and the extent of various insurance coverages is 
available in the publications of the public information 
services of the various fields of insurance: 

Life Insurance Fact Book, published annually by 
the Institute of Life Insurance, 277 Park Avenue, 
New York, New York. 

Source Book of Health Insurance Data, pub
lished annually by the Health Insurance Institute, 
277 Park Avenue, New York, New York. 
Insurance Facts, Property - Liability - • Inland 
Marine • Surety, published annually by the In
surance Information Institute, 110 William 
Street, New York, New York. 

The agent should read at least one of the industry 
trade journals regularly. There are approximately 60 
insurance publications, and at least one of these 1s prob
ably available to the agent. As the "newspapers" of the 
insurance industry, they assist the agent in staying cur
rent with respect to developments in the industry. The 
fallowing are recommended: 

The National Underwriter, Life and Health Edi
tion (weekly) 

The National Underwriter, Property and Casualty 
Edition (weekly) 

Life Association News (monthly) 
The Local Agent (monthly) 
The Independent Agent (monthly) 
The Bulletin of the National Association of 

Mutual Insurance Agents (monthly) 
Best's Review (monthly) 

In addition to the sources already listed, there are two 
recent works of importance, one dealing with the field of 
Life and Health Insurance, and one dealing with the 
field of Property and Liability insurance: 

Gregg, Davis W., Life and Health Insurance 
Handbook (Homewood, Illinois, Richard D. Irwin, 
1959). This is a comprehensive reference source 
on all major phases of life and health insurance. It 
was written by 109 outstanding authorities; it is a 
valuable and practical tool to the insurance prac
titioner. 
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Long, John D. , and Davis W. Gregg, Property and 
Liability Insurance Handbook (Homewood, Il
linois: Richard D. Irwin, 1965). Like the Life In
surance handbook described above, this work was 
written by 132 experts, each treating his own par
ticular area of competence. It is an invaluable 
source, not only on the property and casualty in
dustry, but on the various coverages as well. 

Regulation of the Insurance Industry 
Insurance Laws of Iowa, published by the State 
of Iowa. Since the laws on insurance vary from 
state to state, it is important that the agent under
stand fully the laws of his own state. The only 
available source that fully serves as an adequate 
reference in this sense are the laws themselves. 

Patterson, Edwin W., Essentials of Insurance 
Law (New York: McGraw Hill Book Company, 
1957) 558 pp. Primarily a text on the legal frame
work within which the insurance industry oper
ates. Chapter 1 provides a good explanation of the 
reasons for insurance regulation and a general 
description of insurance regulation today. 

The Legal Framework 
Patterson, Edwin W., Essential of Insurance Law 
(New York: McGraw Hill Book Company, 1957) 
558 pp. Provides a good treatment, in layman's 
language of the various legal principles applicable 
to insurance, including the law of contracts, agen
cy, and special legal principles relating to in
surance. 

PERSONAL LINES 

There are several major sources which are recom
mended in connection with all of the personal lines 
coverages: 

The Fire, Casualty, and Surety Bulletins, pub
lished by the National Underwriter Company. 
This is a monthly bulletin service which treats vir
tually all property and casualty coverages in 
detail. A monthly supplement is sent to sub
scribers, in which recent changes in policy cover
age, court interpretations, and so on, are dis
cussed. All of the personal lines coverages dis
cussed in this study guide are treated in much 
greater detail in these bulletins. The service is 
commonly referred to as The F. C. & S. Bulletins. 

The Policy, Form, and Manual Analysis Service, 
published by the Rough Notes Company. This is 
a monthly bulletin service which also treats vir
tually all of the property and casualty coverages in 
detail. It includes a monthly supplement with in
formation about changes in policy coverage and 
court decisions. All of the personal lines cover
ages discussed in this study guide are treated in 
these bulletins. This service is commonly referred 
to as the P. F. & M. Manual. 

Gordis, Philip, Property and Casualty Insurance 
(Indianapolis, Indiana: The Rough Notes Com
pany, current date). 613 pp. This book is intended 
as a guide for agents. It contains a clear and con
cise analysis of various property and casualty 
coverages. I t is revised and republished annually, 
so it is generally current. In addition, it contains 
an exhaustive bibliography of additional sources. 

Personal Insurance Survey, a 72-page paperback 
book, published by the Rough Notes Company, is 
written by the editors of the P. F. & M. Manual. If 
a monthly service such as the P. F . & M. Manual 
for the F . C. & S. Bulletins is not available, this 
book is a good substitute with respect to the per
sonal lines coverages. It is revised periodically, so 
the current edition should be obtained. 

Broadened Protection for Personal and 
Business Risks, published by the National 
Underwriter Company, is written by the editors of 
the F. C. & S. Bulletins. I t provides a detailed 
analysis of various personal lines coverages, based 
on the treatment in the F . C. & S. bulletins. It is 
published annually. 

In addition to these references, which apply to all of 
the personal lines coverages, there are certain other 
works which may be helpful with respect to certain 
specific areas: 

Long and Gregg, Property and Liability Handbook 
Magee and Bickelhaupt, General Insurance 
Mehr and Hedges, Principles of Insurance 
Fire Rule Book, Dwelling Schedule 
Homeowners Manual 
Auto Rate Manual 
Comprehensive Personal Liability section of Lia

bility Manual 
Iowa Automobile Insurance Plan section of Auto 

Manual 
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COMMERCIAL SECTION 
The best sources for the commercial coverages are the 

monthly bulletin services described in the bibliography 
for the personal lines coverages. In addition, the other 
books listed below should be considered as secondary 
sources for all of the commercial line coverages. In 
addition to these, there are certain specialized publica
tions which are useful in connection with the specific 
commercial line areas. These are listed below by topic. 

General Sources For All Commercial Coverages 
F. C. & S. Bulletins, The National Underwriter 

Company 
P. F. & M. Manual, The Rough Notes Company 
Broadened Protection for Personal and Busi

ness Risks, The National Underwriter Com
pany. 

Gordis, Philip, Property and Casualty Insurance, 
The Rough Notes Company. 
Long and Gregg, Property and Liability Hand• 

book, Richard D. Irwin 
Magee and Bickelhaupt, General Insurance, 

Richard D. Irwin 
Mehr and Hedges, Principles of Insurance, 

Richard D. Irwin 

Fire and Consequential Loss Coverages 
Gwertzman, Max J., The Standard Fire Policy 
(New York: Roberts Publishing Corporation, 
1963). This 64-page paperback includes a detailed 
discussion of the doctrines of insurable interest, 
actual cash value, subrogation, and other princi
ples as they apply to the standard fire policy. 
Iowa Fire Rule Book. The rule book is an impor
tant source of information, not only with respect 
to rates and eligibility, but also with respect to the 
intent of various fire endorsements. 

Boiler and Plate Glass Coverage 
Stephens, W. L., A Producers Boiler and 
Machinery Notebook, The National Underwriter 
Company. A discussion of the details of policy 
coverage and endorsements to the boiler and 
machinery policy, including indirect loss cover
ages. 1963. Paperbound, 134 pp. 

Inland Marine Insurance 
Rodda, William H., Inland Marine and Transpor• 
tation Insurance (Englewood Cliffs, N.J.: Pren
tice Hall, 1958). Although it is somewhat out
dated, this book remains the standard reference on 
the field of inland marine insurance. Provides a 
good overall discussion of the history and develop
ment of the field, and a discussion of the forms of 
coverage. 

Bonds 
Crist, G. W. Jr., Corporate Suretyship (New 
York: McGraw Hill, Inc., 1950). Although slight
ly outdated, mos t of the material is nevertheless 
applicable. The book is intended for newcomers to 
the field, and provides a broad survey of the field 
of suretyship. 441 pp. 
Gee, Harold, Agents Bonding Guide, The Rough 
Notes Company, 235 pp. A more practical ap
proach to the field of bonding, including a dis
cussion of the coverages, and a reference chart 
with various types of bonds listed. 
Fundamentals of Bonding: A Manual on Fidelity 
and Surety, The Rough Notes Company, 1966. A 
paperbound introduction to the field. 127 pp. 

Crime Coverages 
Gee, Harold, Broad Form Crime Insurance 
Primer, Rough Notes Company, 1963. Discussed 
the Comprehensive 3-D policy, the Blanket Crime 
Policy and the Broadform Storekeepers Policy. 94 
pp. 

General Liability 
Liability Insurance Guide, The Rough Notes 
Company, 1966. A paperbound discussion of the 
changes in liability forms introduced in October 
1966. Essentially an extraction from the P. F. & 
M. Manual. A handy and useful source, with a 
discussion of the various policy provisions of the 
various coverage parts designed for use under the 
General Liability form. 

Commercial Auto 
Gee, Harold, The Agents Automobile Guide, The 
Rough Notes Company. A discussion in question 
and answer form, basically intended as an intro
duction to the field. A good reference. 
Brainard, Calvin, Automobile Insurance (HomE7 
wood, Illinois: Richard D. Irwin, Inc., 1961). The 
most exhaustive treatment of the field of automo
bile insurance available. Some of the material is 
outdated, but the general discussion of automobile 
coverages and rates is the best available. 

Employers Liability and Workmen's Compensation 
The Iowa Law of Workmen's Compensation. The 
importance of the law in the operation of insurance 
dictates that the law itself should be the primary 
source in the field of Workmen's CompensaLion in
surance. A copy of the current law, including 
amendments, may be obtained from the Office of 
the Iowa Industrial Commissioner, Iowa State 
House, Des Moines, Iowa. 
Davis, Clifford, et. al. The Iowa Law of Work
men's Compensation (Iowa City: The Center for 
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Labor and Management, University of Iowa, 
1967). This monograph discussed the Iowa law in 
detail, with additional information on the adminis
tration of the law; in general the best source 
available. 
Gentile, Willard J., Workmen's Compensation 
and Employer's Liability Insurance (New York: 
Roberts Publishing Corporation, 1963). Paper
back, 40 pp. A brief but detailed discussion of the 
Workmen's Compensation and Employer's Lia
bility policy, including insuring agreements, con
ditions, and exclusions. 

Special Multi-Peril Policy Program 
The New Special Multi-Peril Guide, 1966 Pro
gram. Published by the Rough Notes Company. 
A clear and simple discussion of the SMP pro
gram, with a comparison of the 1966 program 
with the previous SMP program. Paperback, 60 
pp. 

Life and Health Insurance 
Agent's Service, Section E, Diamond Life Bulle

tin. 

The Economics of Life Insurance, Third Edition, 
by S. S. Huebner. 
Volumes I, II, Ill, First Year Course, Life Under

writers Training Council. 
The Annual Life Insurance Fact Book, published 

by Institute of Life Insurance Association of 
America, 1962. 

List of Suggested Reference Materials 
On Classifications of Life Insurance 

R & R Service: " Introduce Yourself to Life Insur
ance"; " Introduction to Life Insurance" 

Life Insurance - Heubner, S. S., and Black, Ken-
neth 

Life Insurance - Maclean, J . B. 
Life Insurance - McGill, D. M. 
Modern Life Insurance - Mehr, R.I., and Osler, 

R.W. 
Life and Health Insurance Handbooks - Gregg, 

D. W., Editor 
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