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Report op the Commission to Recodify 
the Insurance L aws.

His Excellency Curtis Gu ild , Jr., The Governor of the Commonwealth of
Massachusetts.

Si r : — The commission appointed by Your Excellency, 
under chapter 11 of the Resolves of the current year, and 
charged with the duty of recodifying the insurance laws of the 
Commonwealth and of advising the joint committee on insur
ance or the Executive Department concerning matters as to 
which the joint committee or the Executive Department might 
desire information, has the honor : —

First. — To inform Your Excellency that it submitted to the 
General Court a recodification of the insurance laws on the 14th 
of April last.

Second. — To report that the joint committee on insurance 
has brought no matters to its attention.

Third. — To submit herewith its report upon the matters 
covered by the following communication received from Your 
Excellency February 26, namely : —

C o m m o n w ea lt h  o f  M a ssa c h u se tts , 
E x ec u tiv e  D e p a r t m e n t , B oston , Feb. 26, 1906.

S ir  : — In accordance with chapter 1 1 , Acts and Resolves of 
1906, I request that, in the examination of the insurance laws of 
the Commonwealth for recodification, your commission as experts 
call my attention to apparent inconsistencies in existing laws, 
together with such changes as you may deem advisable for their 
solution or for the simplification in application of principles already 
recognized by statute.
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As certain resolutions and reports have recently been made in 
other States praying for uniform State legislation in regard to life 
insurance, I shall be glad also to have you further examine these 
various recommendations (notably those of the Chicago convention 
and the so-called Armstrong report of New York), and advise me: 
(1) which measures there recommended are already embodied in the 
Massachusetts law; (2) which measures, if not so embodied, seem 
to you desirable; and (3) whether such measures as do seem to you 
desirable thus proposed in the interest of uniform legislation need to 
be supplemented by further legislation for the remedy of existing 
evils.

With high respect and esteem, I have the honor to remain, 
Faithfully yours,

C urtis G u ild , Jr.
Hon. J ohn  L. Bates, Chairman,

Commission for Recodificalion of Insurance Laws, etc ,
84 State Street, Boston.

Before proceeding to advise upon the matters covered by the 
foregoing communication, it is to be noted that the work of 
this commission has been limited to the recodification of insur
ance laws, and to the consideration, not of every problem of 
insurance, but only of those of life insurance as conducted by 
the old line companies, excepting so far as the work of the 
recodification might suggest amendments tending to harmony 
and simplicity in our law. This report, therefore, does not 
deal with certain questions that have been urged upon our 
attention by various parties, which affect liability, casualty, 
fire, fraternal or other branches of the insurance law, and are 
not properly within the scope of our inquiry.

We also desire to direct attention to the fact that our work 
has not been in any sense in the nature of an investigation. 
We were given no authority to send for persons or papers or 
to summon witnesses to testify before u s ; nor have we dis
covered any desire on the part of the public for such an investi
gation. On the contrary, it is a cause of satisfaction to the
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people of this State that in an era when the public has been 
most critical of life insurance companies, because of recent 
revelations as to their management, there has been no adverse 
criticism of the management of the life insurance companies 
chartered by this Commonwealth, and no complaint as to either 
the wisdom or integrity with which their affairs have been con
ducted. We have had this condition in mind in our considera
tion of the problems submitted to us, and have recognized that, 
where no serious evils are shown to exist, legislation of a 
radical character ought not to be advised except where it is 
clearly apparent that harm cannot follow and that good may 
result.

On the other hand, the fact that no serious evils have devel
oped in this State does not make our State immune from their 
growth in the future, if conditions are permitted to continue 
here under which such evils have appeared elsewhere; and it 
is, therefore, highly important that we profit by the experience 
of other States,- and adopt such legislative safeguards as may 
commend themselves to our best judgment, not to cure present 
ills, but to prevent undesirable future possibilities.

In making our recommendations we have not attempted to 
give any exhaustive argument, but have contented ourselves 
for the most part with a brief statement of certain of the 
reasons that have appealed to us.

We have considered at length the matters specifically sub
mitted to us by Your Excellency, and have heard those persons 
who have expressed a desire to present their views upon these 
various matters, and have the honor to advise as follows : —
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I .

C H A N G E S SU G G E ST E D  B Y  REC'ODIFICATION.

In considering the first part of Your Excellency’s request, 
we have borne in mind that our present insurance laws have 
been the subject of many decisions by the Supreme Court. 
Any changes in the language of our statutes, therefore, not 
suggested by such decisions or clearly required to make the law 
effective, should be avoided, as it is an advantage, other things 
being equal, to keep the law in a form that has been the subject 
of judicial interpretation.

The following suggestions cover the “ apparent inconsisten
cies in existing laws,” or simplify the “ application of princi
ples already recognized,” or in some instances tend to make 
our law more uniform with that of other States.

We present them in the order of the sections of the recodifi
cation, referring in each case to the section of the recodifica
tion, and, where the sections differ, to the section of the present 
law also.

Section 1, paragraph 4. The definition of “ unearned pre
miums ” is not consistent with the Statutes of 1905, chapter 
287, included in section 11 of the recodification, beginning on 
page 12. We suggest that it be changed to read as follows: 
“ ‘Unearned premiums’ and ‘ reinsurance reserve’ and ‘ net 
value of policies’ and ‘premium reserve’ severally intend the 
amount which shall be charged to an insurance company as a 
liability for premiums entered in its accounts, but not fully 
earned, computed as required by section eleven.”

The old definition was not broad enough to cover later forms 
of policies; for instance, policies of employer’s liability insur-
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auce, as to which the insurance company has no liability other 
than accrued claims, yet which are now required to carry a 
reserve.

Section 11, paragraph beginning at the bottom of page 11 of 
the recodification. We recommend changing 60 per cent, to 50 
per cent. This change is to make the reserve in case of marine 
risks uniform with the laws of almost all the other States. A 
reserve of 50 per cent, seems to be sufficient for safety.

Section 17. We recommend inserting after the first para
graph the following: “ He shall furnish, when required for 
evidence in court, certificates under seal of the department 
relative to the authority of a company, agent or broker to 
transact business in this Commonwealth upon any particular 
date, and such certificates shall be received by the courts in 
lieu of the testimony of the insurance commissioner or his 
representative.”

Section 20. We recommend that the clause “ and such re- 
insurance, except so far as it is in companies authorized to do 
business in this Commonwealth, shall not reduce the reserve 
required of it or the taxes to be paid by it,” be stricken out, 
and that the following be substituted : “ And such reinsurance 
unless effected in companies authorized to transact in this Com
monwealth the class of business reinsured shall not reduce the 
taxes to be paid by it nor the reserve to be charged to i t ; and 
in no event shall such reinsurance reduce the premiums in 
force, upon which a reserve is to be carried by the ceding com
pany except to the actual amount paid by it for the reinsurance, 
except that in case the reinsurance is effected by a company as 
a preliminary step to its permanent retirement from business 
its premiums in force may be reduced by the gross amount 
written in the original policies so reinsured and the company



6 TO RECODIFY INSURANCE LAWS. [June,

taking these risks shall be charged a reserve on the basis of the 
said original premiums written in the policies so taken.” The 
purpose of the suggested change is to prevent a company in 
reinsuring its risks from improving its apparent financial con
dition when it makes its reports. The proposed change is in 
accordance with the present New York law, and its object is to 
make a company carry a reserve on all insurance in force.

The same section provides “ no insurance company shall 
insure in a single risk a larger amount than one-tenth of its 
net assets.” This prohibits, under penalty of $500 (see section 
109 of the recodification: section 103 of the present law), a 
domestic company from insuring anywhere an excessive amount 
in a single risk, and prohibits a foreign company from insuring 
in Massachusetts an excessive amount in a single risk. But it 
does not prohibit a foreign company from insuring outside of 
Massachusetts any amount in a single risk. (See Attorney- 
General v. Netherlands Ins. Co., 181 Mass. 522.) Yet section 
79, end of second paragraph (section 78 of the present law), 
requires a foreign company, as a condition of admission to 
Massachusetts, to satisfy the Insurance Commissioner that it 
insures in any single hazard an amount no larger than one- 
tenth of its net assets. Here is a manifest inconsistency; it 
makes no difference to the solvency of a foreign company 
whether it takes an excessive risk in Massachusetts or outside 
of Massachusetts. Either the limitation should not apply to 
foreign companies at all, or they should be prohibited from 
insuring anywhere more than the maximum percentage in a 
single risk. If the latter view is adopted, the difficulty of 
imposing a penalty upon a foreign company for an act done 
outside the Commonwealth may be obviated by permitting the 
Insurance Commissioner to revoke its authority to do business 
in Massachusetts, in case, after being admitted, it does what, as 
a condition of admission, it has satisfied the Insurance Com
missioner that it does not do.
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In the third paragraph we recommend that the words “ capi
tal and surplus, wherever they may be,” be stricken out, and 
the words “ net assets” substituted. In case of marine com
panies of foreign countries it is practically impossible for the 
insurance department to discover the amount of their “ capital 
and surplus, wherever they may be,” for only the business of 
the United States branch is reported to our department under 
the law. The net assets of such companies recognized by our 
law are limited to the assets deposited in this country with in
surance departments or with trustees (sections 1 and 82 of 
recodification). The purpose of the change is to fix a definite 
limit, and harmonizes with our law as to fire insurance com
panies. If the limit of 10 per cent, under such a change would 
not be sufficient, the percentage should be raised.

Section 29, fourth clause. We recommend adding to this 
clause the words “ and the bursting of fly wheels.” This is in 
accordance with legislation enacted since our report of recodi
fication was submitted to the Legislature.

Section 30, top of page 22. The law reads, “ The name of 
the corporation shall be approved by the insurance commis
sioner.” Doubtless the Legislature intended to say “ the name 
of the corporation shall be subject to approval by the insurance 
commissioner.” This change should be made.

Section 35. The word “ original ” in the second line and 
the words “ to the original amount” in the third line should be 
stricken out. If a company has increased its capital, we see 
no reason why it should not be permitted to make good its 
capital to the increased amount. It is apparent from section 8 
that the Legislature intended “ actual capital” rather than 
“ original capital.”

Section 39. The clause “ except that in any town of less 
than four thousand inhabitants a company may be formed to
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insure only dwelling houses, farm buildings and their contents 
within such town, and may issue policies when fifty thousand 
dollars of insurance has been paid for,” should be stricken out. 
Such localized insurance experience has shown to be unsafe. 
The old companies which were organized to do that class of 
insurance have gone out of existence, and no new ones have 
been organized under this provision.

Section 44. This section should be amended so as to read 
as follows : “ The directors of any mutual fire insurance com
pany may, from time to time, by vote, fix and determine the 
amount to be paid as a dividend upon policies expiring during 
each year, but policies of the same duration shall be given the 
same rate of dividend. Any such dividends remaining uncalled 
for at the expiration of five years after the expiration of the 
policies to which they attach, shall be forfeited to the company. 
Each policy holder shall be liable to pay his proportional part 
of any assessments which may be laid by the company in ac
cordance with law and his contract, on account of losses and 
expenses incurred while he was a member, if he is notified of 
such assessment within one year after the expiration of his 
policy. When an assessment is ordered the directors shall 
forthwith cause written notice and demand for payment to he 
made upon each person subject thereto, by mail or personal 
service.”

There has been no case of extra dividends by five-year 
periods. The companies distribute annually all except what 
they are allowed to set aside for a permanent fund under sec
tion 43. The reason why it is desirable to change this sec
tion is, that people are misled thereby to expect distributions 
in five-year periods, while the practice is to pay dividends 
annually.

Section 48. All of this section except the last sentence 
should be stricken out, and the last sentence should be added
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to the end of section 44, as amended. So much of section 48 
as is stricken out is obsolete, for there has been no assessment 
by that method for many years, the method provided by sec
tion 49 being always used, and being satisfactory.

Section 51. We recommend that this section be stricken 
out. We see no reason why a mutual fire company should not 
be allowed to extend its business into any States which will 
admit it. In the business of fire insurance, risks are better 
scattered than localized.

'Section 61. In the interest of uniformity, and to put fidelity 
and surety companies upon the same foundation as other com
panies in this respect, we recommend that the limitation upon 
the liability which they may incur for any one person to an 
amount not larger than one-tenth of its paid-up capital be 
changed to one-tenth of its net assets. In this connection we 
make the same recommendation which we made in regard to 
section 20,— that the taking of such excessive risk by a 
foreign company outside the Commonwealth should be ground 
for refusing to allow it to do business longer in the State.

Section 64 (present law, section 63). In the first paragraph 
the clause “ in the securities in which domestic insurance com
panies may invest their capital ” should be stricken out and the 
following substituted : “ subject to the same limitations as are 
imposed upon the investment of the capital of domestic insur
ance companies.” The present law would permit, for example, 
investment of the entire capital in one mortgage, and that 
mortgage might be for the entire value of the property.

Section 71 (present law, section 70). If our recommenda
tions hereinafter made as to the annual report of insurance 
companies are followed, this section will be redundant and less 
specific.
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II.
M E A SU R E S R E C O M M E N D E D  E L S E W H E R E  W H ICH  

A R E  A L R E A D Y  E M B O D IE D  IN  W H O LE OR IN  
P A R T  IN  M A SSA C H U SE T T S LAW .

We pass now to consider the second branch of Your Excel
lency’s inquiry.

We have examined with care the resolutions adopted by the 
Chicago Conference of Governors, Attorneys-General and In
surance Commissioners, held Feb. 1 and 2, 1906; the resolu
tions suggested by the committee of fifteen appointed by that 
conference; the report of the Armstrong committee of the 
Legislature of New York ; the bills recommended by that com
mittee, both in their original and amended form; the acts 
which have been passed bjr the Legislature of New York and 
other States; and have the honor to advise in regard thereto 
as follows: —

1. R eg istra tion  o f L eg isla tive  C ounsel ancl A gents.

The Armstrong committee reported a bill, which has become 
a law (chapter 321, section 1 [section 66]) ,1 requiring the 
names of legislative counsel and agents to be registered upon 
a public docket, and all expenses paid or incurred in connec
tion with the legislation to be set out in itemized statements. 
Massachusetts several years since enacted a similar law. (See 
Revised Laws, chapter 3, sections 23-32.)

2. P roh ib ition  o f “ P re lim in a ry -term ” V aluation .

The Legislature of New York, pursuant to the recommenda
tions of the Armstrong report, has abolished the system of

1 References to the New York law in th is report are by chapter and section of the 
laws of 1906, and by the section numbers of the general laws of New York.
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“ preliminary-term” valuation. At the same time the com
mittee of fifteen, appointed by the Chicago conference, have 
expressed themselves in favor of adopting one-year “ pre
liminary-term ” valuation, and have repudiated the method of 
“ select and ultimate” valuation favored by the Armstrong re
port, and to which New York is now committed. The method 
of preliminary-term valuation has never been allowed by the 
Massachusetts Insurance Commissioner, whose refusal to allow 
it has been held by our Supreme Court to be justified by the 
law of Massachusetts. (See Provident Savings Life Assurance 
Society of New York v. Cutting, 181 Mass. 261.)

In order that the issue may be understood, it is necessary to 
define in detail wdiat the valuation of a life insurance policy 
means. The net value of a policy at any time is the exact 
mathematical cost of the insurance to the company, assuming 
that the premium will earn a certain rate of interest, and that 
policy holders will die according to the mortality table. In 
other words, it is the unused portion of the net premium which 
the policy holder has paid. The net premium is the amount 
which the company would have to charge to meet its policy 
obligations, under the rates of interest and mortality assumed, 
disregarding all other expenses. The price which the insured 
pays is the gross premium ; it is found by adding an arbitrary 
amount, called “ loading,” to the net premium to cover 
expenses.

To illustrate: Suppose one at age thirty buys $1,000 of life 
insurance for a single year. The net premium is the present 
value of $1,000 payable in a year, to wit, $961.54, multiplied 
by the small fraction .008425, which represents his chance of 
dying within the year, or $8.10. The net value of this policy 
at the beginning of the year is $8.10. This value grows less 
and less, until at the end of the year its value is zero, and the 
insurance is over. If, then, at age thirty-one, he buys another 
year of insurance, the net premium is $8.25 ; the premium
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grows with increasing rapidity, until at age seventy the net 
premium for one year’s insurance will be $62.44. Such a 
policy is called a yearly renewable term policy; at the begin
ning of each year its net value equals the net premium; at the 
end of each year its net value is zero.

Suppose, now, instead of paying these rapidly increasing 
premiums, he prefers to buy insurance for life in one sum paid 
at age thirty. He must pay a net single premium of $306.17 ; 
if he waits till sixty, he must pay $599.43. Obviously, when
ever he buys it, its value is increasing every year, because it 
will cost more every year to replace it. At age sixty such a 
policy taken at age thirty would have paid to the company, 
assuming compound interest at 4 per cent., $993.03, exclusive 
of loadings; and the difference between that amount and the 
net value at age sixty, or $393.60, would have gone to pay the 
policies of those who died.

But suppose he takes the ordinary form of policy, paying 
the premiums in equal annual instalments. This series must 
equal in present worth the single premium. At age thirty the 
level premium which, if paid throughout life, equals $306.17 
paid down, is $16.97 ; at age thirty-one the amount is $17.49 ; 
and so on in increasing amounts.

This policy differs from the yearly renewable term policy 
in that it has a value at the end of the first year. The first 
premium was large enough to pay for the first year’s insurance 
and leave a balance to increase at compound interest and offset 
the later level premiums, which will be smaller after a term 
than the cost of each yeai-’s insurance. This balance is the net 
value of the policy at the end of one year. By reason of the 
policy which he took at age thirty, the insured is now, at age 
thirty-one, paying less than if he should take a policy at thirty- 
one. The value of the policy, then, is the difference between 
what he would have to pay if he were beginning at thirty-one, 
and what he can buy it for under his year-old policy. To make
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the subtraction, both amounts must be reduced to present 
worth; subtract from the net single premium at age thirty- 
one, that is, what the insurance for life is worth at the date of 
valuation, the present worth of the series of net level premiums 
thereafter payable at the rate for age thirty.

1312.62 — |303.31 =  $9.31.

The net values of all a company’s policies, added together, 
make up a sinking fund which the company must keep in 
secure assets to be mathematically solvent. This sinking fund 
is called the reserve liability.

Such a policy having a net value of $16.97 at the beginning 
of its first year and $9.31 at the end of its first year, and this 
net value being a liability of the company, a large part of the 
first gross premium must be invested to offset the liability, and 
is thus removed out of the reach of the soliciting agent, who 
feels that he ought to have the greater part of the gross 
premium for instructing the insured in the advantage of life 
insurance and the merits of his company.

Established companies meet the agent’s claim by taking- 
something from the surplus which the old policy holders have 
contributed to pay part of the expense of getting the “ new 
blood.” If the new risk stays, he raises the vitality average 
for the benefit of a ll; while, if he withdraws, he forfeits his 
payments, or part of them, to the remaining members. But 
new companies and some established ones have been accus
tomed to collect a large part of the agent’s commission from 
the new policy holder, as a sort of initiation fee, by leading 
him in a roundabout way to contribute most of the first year 
reserve for expenses.

This is the method of “ preliminary-term ” insurance recently 
sanctioned by the Chicago committee.

The companies write the ordinary level premium policy in 
this form: —
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In consideration of the payment of twenty-one dollars, the com
pany hereby assures the life of A. B. in the sum of one thousand 
dollars for the term of one year from the date hereof; this insurance 
will be renewed for the remainder of the lifetime of the insured by 
the further payment of twenty-one dollars on or before the first day 
of January in every year.

Now, whether the policy is written in this form or in the 
ordinary form, it is equally a contract for life, subject to be 
terminated by the assured’s failure to renew by paying the 
second premium. The “ preliminary-term ” form is simply an 
expression in language of the legal effect of the ordinary form. 
If it were really a one-year term policy, followed by a policy 
for life, the premium the first year would be approximately 
$10, instead of $21.

Now, having written the policy in this misleading form, they 
proceed to value it the first year as a one-year term. It has, 
therefore, no value at the end of the year, and begins to 
accumulate a reserve at the beginning of the second year.

The following table shows the effect upon this policy of “ pre
liminary-term ” valuation, as compared with net valuation : —

A G E A T VA LU A TIO N .
P re lim in a ry -

te rm
V aluation.

N et
Valuation.

Thirty-one years, . . . . . . | 0 00 $9 31
Thirty-two years, . . . . . . 9 70 18 91
Thirty-three y e a r s , ...................................... 19 70 28 83
Thirty-four years, . . . . . 30 03 39 06
Thirty-five y e a r s , ...................................... 40 70 49 63
Thirty-six y e a r s , ...................................... 51 71 60 54
Thirty-seven years, . . . . . . 63 08 71 80
Thirty-eight y e a r s , ...................................... 74 84 83 45
Thirty-nine years, . . . . . . 86 98 95 49
Forty y e a r s , .............................................. 99 53 107 91

The reserve under the “ preliminary-term” method ap
proaches as its limit the reserve under net valuation, but
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never reaches it, until the end of the mortality table, in case of 
a whole life policy, or until the end of the premium-paying 
period in case, of a limited payment or endowment policy.

The method of net valuation, which has been required by 
Massachusetts law ever since Statutes of 1856, chapter 252, 
disregards expenses on the one side of the account and loadings 
on the other side. It is equivalent to putting into liabilities 
the present value of the aggregate insurance, and into assets 
the present value of the aggregate net premiums receivable. 
It is, therefore, more than a test of solvency, — a test of safety.

An absolute test of solvency is impossible, owing to the un
certain variation of lapses. An approximate test of solvency 
would be complete gross valuation ; that is, putting into assets 
the present value of the gross premiums receivable, and into 
liabilities, besides the present value of the insurance, the esti
mated present value of what the future expenses are expected 
to be. The tendency would be to estimate future expenses too 
low. This method of testing the condition of a company has 
led to disaster.1

Preliminary-term valuation is a step toward complete gross 
valuation, which may be made longer by treating the first two 
or three or four years as a preliminary term, instead of one 
year only.

The “ select and ultimate ” method of valuation adopted this 
year in New York is a shorter step in the same direction. It 
proceeds upon the well-known fact that persons newly insured 
are, by reason of medical selection, better risks for a few years 
than the average in the company on whose lives the mortality 
table is based; it provides for putting into the assets, besides 
the present value of future net premiums receivable, the pres
ent value of expected gains from mortality during the first five 
years. It is a book-keeping device which puts into .assets a

1 See M assachusetts Insurance Report, 1860, p. 25 (Appendix) ; 1865, p. 57 ; 1869,
p. 28.
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part of the expected loadings, without adding to liabilities any 
part of the anticipated expenses.

The effect is that every policy less than five years old has 
less reserve than under our system of net valuation, while at 
the end of the fifth year and thereafter its reserve is the same. 
(For a full discussion of this method we refer to the Armstrong 
report, second edition, pp. 409-416.)

We feel that this method of book-keeping is particularly 
unsafe for new companies, the starting of which it is designed 
to aid; because, while in the average of first-year policies the 
mortality may be 50 per cent, less than in the average of in
sured lives, as estimated in the select and ultimate tables, 
assuming the correctness of those compilations, it is not un
common for the mortality in a bad year to exceed this esti
mate. Consequently, a newr company, having the misfortune 
to strike a bad year or two at the start of its business, might 
find itself insolvent before reaching the good years. We deem 
it inadvisable to encourage the spending of surplus before it is 
attained.

Wre believe that Massachusetts should not yield the position 
of highest standard by adopting either the preliminary-term 
method or the compromise, which has at present the sanction 
of New York. The effect of this diversity of law will be that 
the preliminary-term life insurance companies may be admitted 
to other States than New York and Massachusetts, and that 
certain other companies may pass the test of the New York 
valuation, though below the standard required by Massachu
setts. This can do no harm to the citizens of our Common
wealth.

As for new companies that may be organized in Massachu
setts, we believe it wiser that the expenses of new business be 
paid out of actual surplus, raised at the start, rather than out 
of that part of the net reserve which it is hoped may become 
surplus.
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3. P u b lic ity .

It is fundamental that a business which consists in receiving 
money of the people upon the promise to repay it after many 
years ought to be conducted with the fullest publicity which 
modern corporation accounting can secure.

(a) Annual Reports. — The Legislature of New York, in 
accordance with the recommendation of the Armstrong com
mittee, has passed legislation (chapter 326, section 39 [section 
103]) requiring all life insurance companies doing business in 
the State of New York, in their annual reports to the Insur
ance Commissioner of that State, to give the following details as 
to the property and business transactions of the companies : —

(1) All the real property held by the corporation, the dates of 
acquisition, the names of the vendors, the actual cost, the value at 
which it is carried on the company’s books, the market value, the 
amounts expended during the year for repairs and improvements, the 
gross and net income from each parcel, and if any portion thereof be 
occupied by the company the rental value thereof, a statement of 
any certificate issued by the superintendent extending the time for 
the disposition thereof, and all purchases and sales made since the 
last annual statement, with particulars as to dates, names of vendors 
and vendees, and the consideration. (2) The amount of existing 
loans upon the security of real property, stating the amount loaned 
upon property in each state and foreign country. (3) The moneys 
loaned by the corporation to any person other than loans upon the 
security of real property above mentioned and other than loans upon 
policies the actual borrowers thereof, the maturity and rate of inter
est of such loans, the securities held therefor, and all substitutions 
of securities in connection therewith, and the same particulars with 
reference to any loans made or discharged since the last annual 
statement. (4) All other property owned by the company or in 
which it has any interest (including all securities, whether or not 
recognized by the law as proper investments), the dates of acquisition, 
from whom acquired, the actual cost, the value at which the property
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is carried upon the books, the market value, the interest or dividends 
received thereon during the year; also all purchases and sales of 
property other than real estate made since the last annual statement, 
with particulars as to dates, names of purchasers and sellers, and 
the consideration; and also the income received and outlays made in 
connection with all such property. (5) All commissions paid to 
any persons in connection with loans or purchases or sales of any 
property, and a statement of all payments for legal expenses, giving 
particulars as to dates, amounts and names and addresses of payees.
(6) All moneys expended in connection with any matter pending 
before any legislative body or any officer or department of govern
ment, giving particulars as to dates, amounts, names and addresses 
of payees, the measure or proceeding in connection with which the 
payment was made, and the interest of the corporation therein.
(7) The names of the officers and directors of the company, the 
proceedings at the last annual election, giving the names of candi
dates and the number of votes cast for each and whether in person, 
by proxy or by mail. (8) The salary, compensation and emolu
ments received by officers or directors, and where the same amounts 
to more than five thousand dollars that received by any person, firm 
or corporation, with particulars as to dates, amounts, payees and the 
authority by which the payment was made; also all salaries paid to 
any representative either at the home office, or at any branch office, 
or agency, for agency supervision. (9) The largest balances carried 
in each bank or trust company during each month of the year. 
(10) All death claims resisted or compromised during the year, 
with particulars as to sums insured, sums paid and reasons assigned 
for resisting or compromising the same in each case. (11) A com
plete statement of the profits and losses upon the business transacted 
during the year and the sources of such gains and losses, and a 
statement showing separately the margins upon premiums for the 
first year of insurance ascertained according to the select and ulti
mate method of valuation as provided in section eighty-four of this 
chapter, and the actual expenses chargeable to the procurement of 
new business incurred since the last annual statement, as enumerated 
in section ninety-seven of this article. A foreign corporation, issu-
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ing both participating and non-participating policies, shall make a 
separate statement of profits and losses, margins and expenses, as 
aforesaid, with reference to each of said kinds of business, and also 
showing the manner in which any general outlays of the company 
have been apportioned to each of such kinds of business. (12) A 
statement separately showing the amount of the gains of the com
pany for the year attributable to policies written after December 
thirty-first, nineteen hundred and six, and the precise method by 
which the calculation has been made. (13) The rates of annual 
dividends declared during the year for all plans of insurance and all 
durations and for ages at entry, twenty-five, thirty-five, forty-five 
and fifty-five, and the precise method by which such dividends have 
been calculated. (14) A statement showing the rates of dividends 
declared upon deferred dividend policies completing their dividend 
periods for all plans of insurance and the precise methods by which 
said dividends have been calculated. (15) A statement showing 
any and all amounts set apart or provisionally ascertained or calcu
lated or held awaiting apportionment upon policies with deferred 
dividend periods longer than one year for all plans of insurance and 
all durations and for ages of entry as aforesaid, together with the 
precise statements of the methods of calculation by which the same 
have been provisionally or otherwise determined. (16) A statement 
of any and all reserve or surplus funds held by the company and for 
what purpose they are claimed respectively to be held.

The above law, except as to the select and ultimate margins 
for expenses, was also endorsed by the committee of the 
Chicago conference.

Under the present Massachusetts law (Revised Laws, chapter 
118, section 96) the Insurance Commissioner has power to re
quire all companies doing business in this State to file sworn 
statements of all their business transactions in such form as he 
may determine. While, therefore, the Insurance Commissioner 
is already authorized to require a statement of all the matters 
covered by the New York law, we think it better that our law
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be so amended as to make the furnishing of such a statement, 
except as to the above-mentioned select and ultimate margins, 
compulsory on the companies, together with answers to any 
additional inquiries which the commissioner may make. Such 
amendment will free the Insurance Commissioner from responsi
bility for the matters as to which statements are required, and 
will insure uniformity both in substance and in form.

(b) Gain and Loss Exhibit. — In recommending as part of 
such annual statement a “ gain and loss exhibit,” so called, — 
that is, a statement of the profits and losses upon the year’s 
business, together with the sources of such profits and losses, — 
we have not been unmindful of the seriousness of the objection 
most often raised to the furnishing of such a statement, namely, 
that it provides unscrupulous insurance agents with a means 
of unfair comparison of rival companies by reason of the ease 
with which they can compare, to the seeming advantage of their 
own companies, items which are essentially unlike. But we 
believe the advantages to be gained from such an exhibit far 
outweigh the evils apprehended, and that such evils can be 
minimized by requiring such exhibits to be uniform, and in such 
detail as to prevent such unfair comparisons. To this end we 
recommend that the exhibit be required to be in such form as 
may be approved by the Insurance Commissioner.

(c) Examinations under Oath. — The recently enacted law 
of New York (chapter 326, section 10 [section 39]) gives the 
Insurance Superintendent power to examine, under oath, not 
only the officers and agents of the insurance company, but any 
person believed by him to possess material information regard
ing the company’s business, property or affairs, and also to 
compel such person to produce any book or paper in his custody 
deemed to be relevant to the examination. Under our law 
(Revised Laws, chapter 118, section 6) the Insurance Com
missioner has power to examine, under oath, any persons 
relative to the company’s affairs, transactions and condition,
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but has no express power to compel the production of books 
and papers not the property of the company or its agents.

The Chicago committee has not given any specific directions 
m this regard to its sub-committees, which are engaged in 
drafting insurance measures.

e believe the Massachusetts law is sufficient, and the 
results attained under it have been satisfactory. We do not, 
therefore, recommend any further legislation on this matter.

(d) Examination of Companies at Instance of Policy Holders. 
— L pon the recommendation of the Armstrong committee, 
recent legislation in New 1 ork requires the Superintendent of 
Insurance to examine companies at the instance of policy 
holders, as well as ot stockholders and judgment creditors, 
provided affidavit is furnished to the commissioner of facts 
which, in his opinion, make such examination advisable.

Under the Massachusetts law (Revised Laws, chapter 118, 
section 6) the policy holder has the same rights as a stock
holder or creditor. Examinations of domestic companies must 
be made by the commissioner upon the request of five or more 
stockholders, creditors, policy holders or persons pecuniarily 
interested upon affidavit being made ; and the commissioner is 
empowered to examine foreign companies whenever he deems 
it prudent for the protection of policy holders in this Common
wealth. These provisions of law have been ample for the 
security of policy holders, and we do not recommend any 
change in regard to them.

4 . Officers and  D irectors not to  lie p ecun iarily  in terested  
in T ransactions of the Company.

The Massachusetts statute nearest in effect to the recom
mendation of the Armstrong report upon this point (Revised 
Laws, chapter 118, section 25) does not go so far as chapter 
326, section 9 [section 36], of the New York law recently 
enacted, in that, while it prohibits officers and members of in-
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vestment committees from receiving any benefit on account of 
loans made by or in behalf of the corporation, it does not pro
hibit an officer or director from being pecuniarily interested in 
any purchase by the company or sale to it of any property. 
The Chicago committee has made no specific mention of this 
point.

We recommend that an amendment covering this point be 
made.

5. The P o lic y  o f In su ran ce to  con ta in  th e  E n tire  C ontract. 
Statem en ts o f th e  In su red  to he R epresentations, and  
n ot W arranties.

The provisions of the new section of the New York law, 
known as section 16 [section 58] of chapter 326, are in sub
stance contained in our law (Revised Laws, chapter 118, 
sections 73 and 21), which provides tha t: “ every policy which 
contains a reference to the application of the insured, either as 
part of the policy or as having any bearing thereon, must have 
attached thereto a correct copy of the application, and unless 
so attached the same shall not be considered a part of the 
policy or received in evidence; ” that no life insurance com
pany shall issue a policy to a resident of Massachusetts, 
“ which does not bear in bold letters upon its face a plain 
description of the policy, so fully defining its character, in
cluding dividend periods and other peculiarities, that the holder 
thereof shall not be liable to mistake the nature or scope of 
the contract; ” and that “ no oral or written misrepresentation 
or warranty made in the negotiation of a contract or policy of 
insurance by the assured or in his behalf shall be deemed 
material or defeat or avoid the policy or prevent its attaching 
unless such misrepresentation or warranty is made with actual 
intent to deceive or unless the matter misrepresented or made 
a warranty increased the risk of loss.”

The Chicago committee has endorsed this principle. As it 
is already a part of our law, we recommend no change.
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6 . F a lse  E stim ates and  M isrepresentations prohibited.

This recommendation of the Armstrong committee, adopted 
in the new section known as section 18 [section 60] of chapter 
326, is partially covered by the Massachusetts statute, section 
73, hereinbefore cited.

The New York law provides as follows : —

S ection  18. Estimates and misrepresentations prohibited. No 
life insurance corporation doing business in this state and no officer, 
director or agent thereof shall issue or circulate, or cause or permit 
to be issued or circulated, any estimate, illustration, circular or state
ment of any sort misrepresenting the terms of any policy issued by 
it or the benefits or advantages promised thereby, or the dividends 
or share of surplus to be received thereon, or shall use any name 
or title of any policy or class of policies misrepresenting the true 
nature thereof. Any violation of this section shall constitute a mis
demeanor.

This section of the New York law has been commended by 
the Chicago committee.

While our law requires the face of the policy to define truth
fully its character, it does not, as we recommend, prohibit 
officers and agents from circulating estimates or illustrations 
misrepresenting the benefits or advantages promised by the 
policy.

7. P o licy  H old ers to  have the R ig h t to bring Suit d irectly  
a g a in st th e  Com pany.

In' consequence of the Armstrong committee’s recommenda
tion, the New York Legislature, for the reason that policy 
holders ought to have free access to the courts, to have their 
rights determined, has repealed that section of the New T ork 
law (section 56, Statutes of 1890, chapter 400) which provided 
that no decree for accounting or interfering with the prosecu
tion of the business of any domestic insurance corporation 
should be made otherwise than upon the application of the
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Attorney-General, or upon the Attorney-General’s approval of 
a request in writing therefor made by the Superintendent of 
Insurance, except in an action by a judgment creditor.

In Massachusetts, policy holders of the old line or legal re
serve companies have always had free access to the courts. 
Our law requiring certain proceedings against fraternal insur
ance companies to be brought only by the Attorney-General or 
by the Insurance Commissioner (Revised Laws, chapter 119, 
section 19) does not go to the extent of the above-cited re
pealed New York law.

No change is needed in our law in this respect.

8. P roh ib ition  o f A ssessm en t In su ran ce other than  
F ratern a l.

The New York law (chapter 326, sections 40, 41 [sections 
200, 204]) prohibits, after June 1, 1906, the incorporation in 
New York or the admission to New York of assessment insur
ance companies, organized for the purpose of transacting life 
or casualty insurance on the assessment plan, except fraternal 
beneficiary associations.

Massachusetts has already, by Statutes of 1899, chapter 229 
(Revised Laws, chapter 118, section 65), prohibited assess
ment insurance other than fraternal insurance, except for the 
purpose of insuring against sickness and accident to the in
sured (Revised Lawrs, chapter 120). By that act assessment life 
companies then incorporated or admitted here were required to 
abandon their business, unless, within a limited time, which 
has expired, they changed over to the legal reserve plan.

As the character of the risk assumed in insurance against 
sickness and accident does not, as in the case of life insurance, 
require a constantly increasing reserve, — approaching as its 
limit the face of the policy, — we are satisfied that such insur
ance may be safely transacted upon the assessment plan, and 
therefore we do not recommend any change of our law in this 
regard.
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III.
R E C O M M E N D E D  M E A SU R E S, NOT E M B O D IE D  IN  

O U R  L A W , D E E M E D  D E S IR A B L E .

9 . R egu la tion  o f C om panies o f O ther States.

In the first enthusiasm for reform, it was suggested on all 
sides that the State ought to regulate not only its own insur
ance corporations, but also those of the other States. Since 
the business of insurance among the States is not covered by 
the commerce clause in the United States Constitution, each 
State has the power to exclude the insurance corporations of all 
the other States, and consequently may impose upon them such 
conditions as to taxes, fees, management and business methods 
as its policy or caprice may dictate. How far the State shall 
go in dealing with the insurance companies of other States is 
limited by considerations of public policy, not of power. Some 
rules of exclusion are salutary and necessary to protect our 
citizens from undesirable foreign companies. We should re
quire conditions of the fullest publicity, and compliance with 
tests of solvency and honesty. Beyond this, to seek to regulate 
the business management of corporations of other States does 
not accord with comity or justice. It leads to the imposition of 
contradictory demands, for what one State may compel, another 
may forbid. Uniformity of law is not to be had by one State’s 
legislating for all the other States, — a course which brings re
taliation. The evil of divergent laws can be minimized only 
by each State’s seeking to secure the highest perfection in its 
own corporation laws by means of the least amount of legisla
tion that will accomplish the purpose.

The Armstrong committee has wisely changed its views 
upon this point, and in the second edition of its proposed bills
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has limited most of its business regulations to the companies 
of New York.

In the first part of our report we have recommended a re
quirement, uniform with that of New York, enforcing publicity 
in detail in respect to both domestic and foreign companies; 
and we have recommended that our valuation law applying to 
all such companies, which is a more severe test than that with 
which New York is experimenting, be retained.

In discussing now the suggestions to deal with the internal 
management of companies, we direct attention to the fact that 
we shall confine our observations to the Massachusetts compa
nies, and that in this State we have different material for our 
consideration than that which led to the suggestions for reform 
in New York.

In general, New York has dealt with her own companies. 
We shall deal with ours, having in mind the different condi
tions which have attended their development. In such dis
similarity of legislation as may result from the diverse 
conditions in the various States respecting the internal man
agement of their own companies, there is not the harm which 
obviously results from conflicting rules for the conduct of the 
business of foreign companies.

The New York law, in regulating the affairs of the New 
York companies, deals first with their organization under 
general law.

10. O rganization  of L ife  In su ran ce  Com panies.

While the laws of New York have permitted incorporation 
of stock life insurance companies only, in Massachusetts no 
life insurance company, either stock or mutual, may be organ
ized under general law. bhis omission is doubtless due to 
the difficulty of launching a new company in competition with 
the existing companies, whose surplus funds provide means 
for securing business, and whose agency organizations are
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established. Such a general law has been opposed on the 
ground that it is against public policy to allow experiment to 
be made in a business which involves the entering by the in
sured into long-term contracts from which they cannot with
draw without substantial loss, and in many cases, indeed, 
without losing all insurance, through subsequent impairment 
of health, unless the company with which such contracts are to 
be made seems, to the Legislature granting it a special charter, 
to offer a sufficient prospect of permanent success.

The Armstrong report (p. 260) recommended, and the New 
York law (chapter 326, section 19 [section 70]) now provides 
for, the incorporation under general law of mutual companies 
as well as stock companies. We have been told that there is 
to-day in Massachusetts an urgent desire for a law permitting 
the incorporation, without special charter, of life insurance 
companies; and it has been suggested that, if such companies 
are organized without being committed to the agency system, 
with its attendant expense for commissions, they may offer to 
people who seek insurance for themselves policies at a less cost. 
Serious dangers to the public would result from the upspring- 
ing of temporary and experimental companies; but we are 
convinced that the Legislature may safely satisfy the demand 
for a general law by laying down rules to insure the soundness 
and good faith of the enterprise, and by vesting discretionary 
power with the Insurance Commissioner to pass upon those 
matters, before authorizing the company to begin business.

Indeed, we think the public interests will be better served by 
stringent general regulations, applying to all new enterprises 
of this character, than by the varying restrictions of special 
legislation.

Believing that good results may follow from the existence of 
the two kinds of companies in competition with each other, the 
one serving as a check upon the other, and making possible 
comparisons that tend to reveal mismanagement, we recoin-
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mend that freedom be given to organize upon either the stock 
or mutual plan.

The general law that we recommend for the incorporation of 
new life insurance companies should contain the following 
essential elements: —

(a) Mutual Plan. — Before such company is allowed to 
begin business, it should be required to satisfy the Insurance 
Commissioner that at least 500 persons in good health have 
applied for level premium policies therein, aggregating at least 
$1,000,000, and have each paid to the treasurer of the company 
one annual level premium in cash; and, further, that it has a 
guaranty capital of not less than $100,000 paid in in cash. It 
should be further provided that the stockholders shall be 
entitled to a dividend of not more than 8 per cent, per annum 
if the surplus is sufficient to pay the same ; and that the capital 
stock shall be retired whenever upon its retirement the surplus 
remaining shall be not less than 10 per cent, of the reserve 
liability of the company, and not less than $100,000.

The guaranty capital is necessary in order to provide a work
ing fund which the company may use while establishing its 
business upon a solid foundation.

It should be further provided that the guaranty capital shall 
not be deemed a liability in determining the financial condition 
of the company.

The New York law (chapter 326, section 20 [section 71]) 
provides that a working fund may be secured in the form of a 
loan; but, following the precedents of the special legislation 
of this Commonwealth, we believe it to be preferable that this 
guaranty fund should be derived from temporary capital stock.

(5) Stock Plan. — Before such company is allowed to begin 
business, it should be required to satisfy the Insurance Com
missioner that it has a capital of $200,000 paid in in cash, and 
a surplus of at least $100,000. A surplus sufficient to cover 
all reasonable expenses of the company is necessary to prevent 
impairment of the capital under the Massachusetts law.
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1 1 . C hoice o f D irectors in  M utual Com panies.

(a) How to secure the effective exercise of the franchise of 
the policy holders of a mutual company is a problem that has 
engaged the serious attention of both the Chicago committee 
and the Armstrong committee. The former suggests that each 
policy holder be notified by mail of every meeting; that mem
bers may cast their votes personally, or by mail, or by proxy, 
or by representation ; that a system of cumulative voting shall 
be adopted; that a list of the candidates for offices shall be 
mailed to each member at least thirty days before election ; and 
it provides for the holding of district meetings by policy hold
ers, at the expense of the company, for the election of district 
representatives to attend and vote at the meetings of the com
pany. The Chicago committee has further condemned the 
compulsory publication of lists of policy holders by the com
panies.

The Armstrong committee opposes the plan for district rep
resentation, and has commended a very elaborate method of 
direct voting in person, or by proxy, or by mail, at the option 
of the policy holder; and, to make possible organized move
ments among the policy holders, it has recommended that a 
publication of the lists of policy holders be required.

The New York Legislature has adopted these suggestions 
(chapter 326, section 30 [section 94]).

We doubt whether the policy holders in any company affected 
by the complicated provisions of the New York law or of laws 
which may be enacted elsewhere relative to a representative 
form of government will avail themselves to any great extent 
of these privileges. The Armstrong investigation (Armstrong 
report, p. 4) showed that, in a company having over 400,000 
policy holders, each having a right to vote for trustees, for 
many years not more than 200 votes had been cast at any elec
tion. The recent experience of Mr. Cleveland and his fellow 
trustees of the Equitable Life Assurance Society is a striking
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illustration of the inertia of the policy holders, even at a time 
of great public interest in these questions. Within a year 
these gentlemen communicated with the policy holders of the 
Equitable Life Assurance Society, and made earnest effort to 
obtain something like an expression of their wishes, and sug
gestions from them of names for the board of directors. All 
policy holders were communicated with on perfectly inde
pendent lines. The result was that only a fraction over 11/2 
per cent, of the entire number expressed any preference.

(5) We are convinced that the evils attending the publica
tion of lists of policy holders, open to everybody’s examina
tion, outweigh any possible good therefrom; and that the 
policy holders themselves, whose welfare the law should serve, 
do not desire such publication.

Many policy holders regard their relations with the insur
ance companies as confidential, and object to such publicity. 
Moreover, such lists will afford unfair agents opportunity for 
“ twisting” uninformed policy holders from one company into 
another, to their disadvantage; and, what is a more serious 
evil, will make it practicable for unscrupulous men to put their 
agents upon the boards for unworthy purposes. The publica
tion of such lists also will subject the companies to process of 
equitable attachment at the suit of creditors, who will pursue 
every company in which their debtors are insured, in the hope 
of finding policies having values not exempt from attachment.

To require the filing of lists with the Insurance Commis
sioner, not as a public document, would put upon him a 
responsibility, in determining who should be allowed to see 
them, which he should not be called upon to bear.

(c) State Directors. — We are also satisfied that the general 
experience of all the mutual companies indicates that action by 
the policy holders cannot be relied on for their continued pro
tection. In general, permanence in the management of a 
company is to be desired. Instability, change of methods,
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subservience to passing notions, are to be deplored. On the 
other hand, the policy holders have more at stake in the faith
fulness of directors than have investors in any other institution. 
Their position is unlike that of depositors in a bank, who are 
at liberty to withdraw their deposits if they lose faith in the 
directors. Policy holders have made contracts the abandon
ment of which may mean irreparable loss. Their rights ought 
not to be jeopardized by the extra hazard that is involved in 
their society’s being managed by a board of directors that is 
self-perpetuating, or whose election and re-election may depend 
upon their subserviency to one or more men in control of the 
corporation. Says the Armstrong report (pp. 4 and 33) : 
“ Executive officers have been in actual control, and in etfect 
have been able to choose the members of the board ot trustees 
through whom they in turn have been continued in office. The 
result has been an autocracy, maintained almost without chal
lenge. Whatever efforts have been directed against it have 
proved abortive.” If action by policy holders numbering many 
thousands and distributed all over the world could be depended 
on to keep in the board of directors men who tolt that their 
position was due to the policy holders and not to any other in
fluence, the evils referred to would not be possible. Can the 
o-overnment make certain, without the action of the policy 
holders, but for their benefit, that there shall always be on the 
board of directors one or more who shall be entirely independ
ent of the dominant force in the organization? If this can be 
accomplished, it would seem, in a measure, to reduce the pos
sibilities of evil that may come from a self-perpetuating board.

This State long since established the policy ot protecting the 
public interests in certain corporations where the State or 
the public was largely interested, by giving to the Governor 
the power to appoint one or more members of the board of 
directors of such corporations. The presence upon such a board 
of public-spirited citizens, appointed by the State’s Executive,
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could but inspire confidence, and would prevent directors and 
executive officers from forming a ring which circles upon itself 
without a break. It seems to the commission that the presence 
of such men upon the boards of directors of our life insurance 
companies would tend to give the public confidence, and would 
make impossible the growth of any such evils as have been re
cently brought to the public attention by developments in other 
States.

We therefore recommend legislation requiring the Governor 
of the Commonwealth to appoint two directors, to serve upon 
the board of every mutual life insurance company hereafter 
organized, and of every existing mutual life insurance company 
which shall accept the provisions of the act embodying this 
recommendation.

12 . D istr ib u tion  of D iv idends.

The scheme of mutual life insurance requires that each mem
ber pay as premium more than a conservative estimate would 
require for the insurance and the expenses, so that the company 
may be on the safe side. From these overpayments and the 
income thereon a surplus results which naturally would belong 
to the policy holders who contributed it, in sums proportioned 
to the contributions of each policy.

Obviously there are several ways of returning these over
payments.

(a) The directors may distribute each year or at other 
arbitrary periods all the surplus, leaving the company at the 
date of distribution just solvent. No one would advocate such 
a method, because the slightest shrinkage in investment values 
would impair the company.

(b) Contingency Reserve or Safety Fund. — The directors 
may invest a part of the surplus, and apportion or distribute 
the balance annually, or at other arbitrary periods. The in
vested part is held back for the security of the company. In
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a well-managed company the directors will leave some elasticit}r 
as to the amount retained. The financial outlook may suggest 
in some years the advisability of retaining more than in other 
years. Certainly a company would be open to criticism, 
which, by fixed rule, should require its directors to distribute 
annually all but an amount equal to 1 or 2 per cent., for 
example, of the reserve liability. Not only for the sake of 
assuring solvency should the amount held as a “ contingency 
reserve” or “ safety fund” be a variable quantity, but also 
that dividends may be more constant. Policy holders know 
that the stock of a corporation which pays a dividend of 6 per 
cent, in one year and two per cent, the next is less to be 
desired for investment than stock which pays 4 per cent, 
steadily. Variable dividends from insurance are also apt to 
create distrust. The directors, therefore, should let their 
contingency reserve vary, that the dividends may be steady, 
increasing evenly as the policy contributes more and more to 
the surplus.

Recent New York legislation (chapter 326, section 26 [sec
tion 87]) limits the amount which the company may retain for 
a contingency reserve or safety fund to a proportion of the 
reserve liability, the proportion varying from 20 per cent, in 
case of a company having a reserve of less than $100,000, to 5 
per cent, in case of a company having a reserve of $75,000,000 
or over. We see no reason for varying the proportion, except 
that a small company is likely to have greater fluctuations in 
mortality than a large company; if safety from loss in invest
ment values requires a company with $15,000,000 reserve to 
keep a surplus of 10 per cent, thereof, a company with 
$100,000,000 reserve ought to keep a surplus of 10 per cent, 
also. In times of shrinkage of values, the shrinkage upon ten 
bonds will be ten times as much as that upon one bond.

We deem it wise that the contingency reserve be limited by 
law7 to a maximum uniform percentage of the reserve liability,
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and that the percentage be large enough to allow a margin for 
safety in times of panic, as well as reasonable elasticity for the 
purpose of making dividends steady. The law of Massachu
setts, enacted after deliberation in 1887 (Statutes of 1887, 
chapter 214, section 75, repealed by Statutes of 1900, chapter 
363, section 2), fixed this percentage at 10 per cent., besides 
the aggregate market value margin in excess of par of all 
bonds held.

We believe that this provision of the repealed law was a 
wise one, and we recommend that companies be required to 
apportion to policy holders all the surplus in excess of a con
tingency reserve or safety fund, consisting of 10 per cent, of 
the reserve, not counting as surplus the excess of market value 
over par of all bonds held by the company; provided, how
ever, that a company shall not be required to apportion or dis
tribute the surplus, except such part thereof as may be in 
excess of $100,000.

Such law will not injuriously affect the Massachusetts com
panies ; it will, however, prevent them from following the 
example of some foreign companies which have raised inordinate 
surpluses at the expense of policy holders, and then used them 
to provide funds for speculation, and to furnish a pretext for 
excessive salaries to the officers who accumulated them.

(c) Deferred Dividends. — We said at the beginning of this 
topic that the surplus would naturally belong to policy holders ; 
we mean it must be apportioned to them, unless they otherwise 
dispose of it by their contracts. Now policies may be issued 
by which the insured agrees that if he is living and the policy 
is in force at the end of tive, ten, fifteen or twenty years from 
its date of issue, the company will apportion to it its share of 
the surplus.

This, in essence, is the so-called deferred-dividend policy, 
which has been in use by some foreign companies many years, 
and in various forms by certain Massachusetts companies since
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1900. The amounts which each policy has contributed to sur
plus are divided among the persistent survivors of the five, 
ten, fifteen or twenty year period. Many of the companies 
have encouraged by extra commissions to agents, the placing 
of these policies, and have accumulated the overcharges during 
long periods without accounting. What chanced to be left at 
the end of the period would then be apportioned and distributed.

The courts of New York, where the deferred-dividend policy 
has been much in use, have held that the company is under no 
legal or equitable obligation to the policy holders with regard 
to these contributions until a ter actual apportionment.1 These 
vast accumulations were, therefore, free to be depleted for 
purposes of extravagance and speculation, as would not have 
been the case if the companies had been accountable for them, 
and the policy holders had had power to make effective com
plaint.

It is important to dispel certain illusions as to the deferred- 
dividend system. The phrase “ deferred dividend” in itself is 
a misnomer, and conveys a false impression. In the first place, 
the dividend, so called, is not a dividend. It in no way repre
sents earnings on a premium. It is merely a return of that 
portion of the premium which constitutes an overcharge for 
insurance. In the second place, the dividend, so called, is not 
strictly deferred. The word “ deferred” denotes that the 
event deferred will ultimately take place. The dividend de
ferred, however, may never take place: it may never be 
realized.

By the terms of all deferred-dividend policies a fund is 
accumulated for a stated period from the premiums of a given 
class. All members of the class contribute to the fund, but 
only those who pay their premiums and survive the stated 
period, commonly called the “ persistent survivors',” receive

1 Greet v. Equitable L ife Assurance Society, 160 N. Y. 19; but see Pierce v. 
Equitable Life Assurance Society, 145 Mass. 56.
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any benefit from the fund. The members who die or lapse 
their premiums receive no share of the accumulation. The 
deferred-dividend policy not only defers dividends, — and 
defers them possibly forever for the individual policy holder, 
— but also works a forfeiture in case of lapse, and in many 
companies in case of death also.

It is urged, in favor of the deferred-dividend scheme; first, 
that it is popular, and increases insurance; second, that it 
causes a fairer distribution of dividends, and yields to the per
sistent survivors — who bear the burden of dividends, and are 
the real benefactors — a larger return than any other plan of 
insurance; third, that it tends to prevent lapses, through the 
attraction of such large return; and fourth, that it creates 
stability and safety by increasing the surplus.

There has grown up in the public mind a false idea of insur
ance, -—an idea that insurance is a form of investment for the 
making of money. This idea has been fostered by the false 
phrases “ dividend” and “ deferred dividend,” as commonly 
applied in insurance. These phrases have assisted the geniuses 
of life insurance in perverting the public mind. The agent 
soliciting insurance harps on “ investment” and “ dividends,” 
when he should harp on the safest and most economical method 
of providing protection against loss. The fundamental idea of 
insurance is one of protection, not of profit. It was conceived 
for the distribution of losses, not of gains.

It is, of course, necessary to invest the funds that constitute 
the proper reserve; that is, the actual reserve plus a proper 
margin to insure safety. It is unnecessary, however, and 
beyond the legitimate business of a life insurance company, to 
retain for reinvestment any portion of the distributable surplus. 
The deferred-dividend system enables this to be done.

The deferred-dividend scheme also appeals peculiarly to the 
human instinct for gambling. Your loss is put away remotely 
upon your estate or beneficiary, while your gain glitters directly



1906.] HOUSE — No. 1375. 37

before your eyes. The master minds of insurance understood 
the seductive allurement of the system, and have capitalized it 
in every way. Many have followed it to forfeiture and loss. 
The indeterminate share of future ‘ ‘ profits ” has operated as a 
lure into a gamble, which under past conditions favored the 
company.

The advocates of the system object to the argument that the 
deferred-dividend scheme is a gamble. Their reply is to the 
effect that all insurance is in substance a gamble, and that the de
ferred-dividend policy creates no more of a gamble than an or
dinary endowment policy or an annuity contract. There are 
marked differences, however, and an examination of the differ
ences will reveal particular objections to the deferred-dividend 
policy.

The insurance policy and the annuity contract are based upon 
the chances of living or dying; and these chances, while uncer
tain in the particular case, are based upon mortality tables, 
which experience has shown to be unvarying in their applica
tion to the entire body of policy holders. The deferred-divi
dend contract, however, is based not only upon the mortality 
tables, but also upon the chances of lapsing, of which there are 
no experience tables. In the insurance contract there is no 
forfeiture ; in the deferred-dividend contract the persistent sur
vivors make their profit from the misfortune of others.

The deferred-dividend system should be condemned even by 
those who believe in a gamble, because, under the conditions 
developed in other States by the system, it is not a fair gamble. 
A large portion of the accumulation on deferred-dividend poli
cies, which should have passed to the persistent survivors, has, 
in the larger companies at least, been used to purchase the 
popularity of the system. According to the Armstrong report 
(pp. 304, 305), the popularity of the system “ has been largely 
due to the representations which have accompanied it, and to 
the fact that delusive statements have been encouraged by the
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efforts of the companies to extend business of this class through 
the payment of larger commissions than were allowed for other 
forms of insurance.”

As a matter of fact, whatever the theory may be, the deferred- 
dividend policy holders in the large insurance companies 
during the past ten years have not received a fair distribution. 
Under the conditions and systems of accounting that have pre
vailed, the deferred-dividend fund has been materially depleted, 
to the prejudice of the persistent survivors. The deferred- 
dividend premiums pass into what has been called a “ blind 
pool,” forming a part of the general surplus, but not kept dis
tinct and separate, and for which the company has been account
able practically to no one. The result has been that the “ blind 
pool ” has been drained to cover extravagance and mismanage
ment and to meet various contingencies. These facts show the 
falsity of the argument that the system creates stability and 
safety by increasing the surplus. The large blind surplus has 
been an evil in itself. Furthermore, whatever stability has 
been established has been established largely by the improper 
manipulation of the deferred-dividend fund.

The simplest and best way is to compel an accounting and an 
actual distribution each year; or, in other words, to abolish 
the deferred-dividend system altogether. Destroy the root of 
the evil, rather than prepare experimental medicines to cure the 
results of that evil.

The annual-dividend system has many virtues that are often 
overlooked. It helps the average man. It furnishes him with 
money each year in reduction of his premium. It tends in 
this way to prevent lapses. The policy holder under the de
ferred-dividend system who pays his premium for eighteen 
years, and then dies or cannot pay his remaining premiums, 
forfeits all interest in the accumulation. In the annual-dividend 
contract there is no forfeit. The policy holder is actually 
assisted in the payment of his premium by a dividend each
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year. He receives substance to keep him from lapse, while 
the deferred-dividend policy holder receives merely the promise 
of a future and speculative reward. The annual dividend is 
the only scheme that will enable the average policy holder to 
estimate the true cost of his insurance. The premium paid in 
each year less the dividend returned shows that cost clearly 
and plainly. An annual-dividend system is also the only 
scheme that will operate as a practical test of the efficiency of 
the management of the company.

The deferred-dividend scheme is not only unnecessary, and 
conducive to the evil results already outlined, but it destroys 
mutuality, which is the very basis of the insurance idea. The 
fundamental principle of mutual insurance rests in the equal 
distribution of losses among a class of insurers associated to
gether for common protection. The deferred-dividend system, 
as already shown, does not distribute the losses equally, but 
makes certain members of the class benefit at the expense of 
the other members.

The consensus of opinion may now be said to be against 
such a system. New York has condemned the system, and 
the Chicago conference has declared against it.

We recommend legislation prohibiting the issuing of deferred- 
dividend policies after Jan. 1, 1908.

(d) Remedy for Past Deferred-dividend Accumulations. — 
In prohibiting deferred-dividend policies for the future, we 
must not be unmindful of the surplus funds already accrued 
upon deferred-dividend policies now in existence. They can
not be distributed now to the persons who contributed them, 
for the terms of their policies forbid it. Yet the companies 
should be held accountable in regard to them, else the mana
gers will have no incentive to make a good showing upon ex
isting policies which are prohibited for the future, but, being 
eager to pay annual dividends as large as possible, would be 
tempted to deplete these funds accumulated and to be accumu-
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lated on existing policies for the benefit of the holders of 
annual-dividend policies.

Following the New York law, we have recommended, in 
clause 15 (see p. 19) of the requirements for the annual re
port, the following statement: —

A statement showing any and all amounts set apart or provision
ally ascertained or calculated or held awaiting apportionment upon 
policies with deferred-dividend periods longer than one year for all 
plans of insurance and all durations and for ages of entry as afore
said, together with the precise statements of the methods of calcu
lation by which the same have been provisionally or otherwise 
determined.

It is not certain that the above-quoted requirement goes far 
enough to compel the companies to devote irrevocably any 
portion of the accumulations upon such policies to the policy 
holders, and charge it as a liability.

We recommend that a law be enacted affecting all companies 
doing business in Massachusetts, foreign as well as domestic, 
which shall provide, with respect to deferred-dividend policies 
already issued, that there shall be required an immediate ac
counting, an annual statement and provisional apportionment 
of surplus to each class of policy holders, and that the aggre
gate so apportioned to such policy holders shall be charged as 
a liability of the company.

If this suggestion be adopted, certain misleading terms for 
undistributed money, now in use will disappear. There will 
be no more “ special reserve,” “ unassigned surplus,” “ con
tingent guarantee fund,” etc., to be drawn upon for uses of 
extravagance. There will lie a net reserve, and a contingency 
reserve or safety fund not exceeding the amount prescribed by 
law; while all the money in excess of these reserves will be 
annually apportioned to the participating policies, and dis
tributed to those whose terms require distribution.
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(e) Contribution to Surplus Plan. — In accounting to each 
policy holder annually, companies have been left in doubt, by 
the law which prescribes the “ contribution to surplus plan,” 
upon the point whether a policy must have a dividend appor
tioned to it in the first years, before it has repaid the initial 
expense which it has caused the company. It is a question of 
equities between the old policy holders and the new.

The sources of surplus, aside front surrender charges and the 
sale of property above cost, are : —

(1) Gains in actual over expected mortality, due to the fact 
that, in general, policy holders do not die as fast as the tables 
in use indicate.

(2) Gains in interest earned over the assumed rate.
(3) Gains from loadings, because in the long run the ex

pense of a policy ought to be less than its aggregate loadings.
In the first year of any policy it earns a share in the mortality 

gain of that year and a share in the interest gain of that year; 
it also contributes an indefinite prospective gain from the acces
sion to the company of a freshly examined risk, which raises 
the vitality average. But, instead of earning a share in the 
gain of that year from loadings, if any, it has caused the com
pany an initial expense for agent’s commission and medical 
examiner’s fee, which more than offsets those gains from mor
tality and interest.

One interpretation of the contribution plan is that this policy 
has practically not contributed anything to surplus, because the 
total outgo has been greater than the total income on its account. 
The other interpretation is that it should share in the sources 
of surplus to which it has contributed, and that the excess of 
expense over loading should be charged off against some other 
account, because of a claimed advantage to the old policy 
holders from the access of this new business.

We recommend that the law be so changed as to make it 
clear that each company has the right to determine for itself as
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to when the equities require the beginning of dividend pay
ments upon new policies. If, as we have recommended under 
paragraph 3 (see p. 19), each company be required to report 
its method of distributing surplus, they will be judged by their 
results.

1 .‘J. E xpenses.

The New York law (chapter 326, section 33 [section 97]) 
limits the expense of placing new policies to the loadings on 
those policies plus the present worth of the assumed mortality 
gains according to “ the select and ultimate method” of valua
tion, and limits the renewal commissions to agents to a certain 
percentage of the gross premium for a certain number of years. 
While the compensation to agents depends on the loading, the 
size of which is not fixed by the law, yet the effect of competi
tion will probably be to prevent substantial increase in loadings. 
Thus the effect of this law must be either to limit arbitrarily 
agents’ remuneration, or to increase the cost of insurance.

The New York law rests on the theory that older policies 
ought not to be charged with any of the expense of getting new 
ones. But, as the accretion of new and healthy risks through 
their surplus vitality creates a surplus of money, it is fair that 
the older policy holders, who share in the benefit, should share 
in the burden.

One of the most delicate questions which life insurance 
managers have to deal with is this question as to how much it 
is worth while to pay for new business. If the company stands 
still, the death rate rises and the gain from vitality diminishes ; 
if the company pays too much for new business, the cost more 
than offsets the gain.

The decision as to how much should be paid for the new 
blood is a matter of administration which, in our opinion, 
should be left with the directors, not assumed by the State.

The Chicago committee has made no suggestion for legisla
tion as to this and similar details of management.
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It has been urged upon us that the expenses of a life insur
ance company ought to be limited so that they shall not exceed 
the loadings. The most concrete suggestion has been to pro
hibit a company from allowing the aggregate expenses of any 
one year to exceed the aggregate loadings of that year’s busi
ness. This suggestion proceeds upon the theory that excessive 
expense should be reflected in an increased gross premium, 
instead of in the smaller dividends which result from using 
mortality and interest gains for expenses. We do not believe 
that such a restriction is advisable, for the following reasons : —

Under such a requirement, no new company could be started, 
for the first year’s loadings are not sufficient to pay the reason
ably necessary first-year expenses. A limitation of expenses 
to loadings, therefore, would seriously affect a company during 
the early years of its existence.

Again, such requirement could not properly be applied to 
stock companies which issue no participating policies; for 
while such a company maintains its reserves unimpaired, none 
but its stockholders are interested in its expenses.

Such a law could not fairly apply to investment expenses. 
A portion of the income from investments ought to be used to 
cover the expense of their care. This is fair, because on paid- 
up policies the loadings have ceased, while investment expenses 
continqe.

It is the judgment of this commission that, if its recom
mendations as to annual dividends and as to publicity are 
adopted, the directors of Massachusetts companies will not in 
future be tempted to depart from the conservative methods 
which have characterized their actions in the past. When the 
management of a life insurance company is held accountable 
for all funds in the same manner that it is held accountable for 
the legal reserve, and must give each policyholder an account
ing every year, and must make public the details of the busi
ness, comparison of results will keep down expenses. Of
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two companies having each securely invested the legal reserve 
and the maximum contingency reserve or safety fund, the one 
which provides insurance at the less net cost is the better, and 
will be so recognized by the public.

It further seems to us that it would be unreasonable to pro
hibit directors from exceeding in expense an amount which is 
not fixed, but most uncertain, varying in accordance with the 
amount of business which is done. The expenses would have 
to be determined in advance, although the aggregate loadings 
on policies issued during any one year could not be determined 
in advance. The directors, therefore, would be constantly 
subject to a risk against which it would be impossible for them 
to guard.

1 4 . C om panies issuing- P a rtic ip a tin g  P o lic ie s  n o t to  do a 
N on -p artic ip a tin g  B u sin ess.

The New York law (chapter 326, section 38 [section 102]) 
provides that no domestic mutual life insurance company, and 
no domestic stock life insurance company issuing or professing 
to issue any participating policies, shall issue any policies, 
except annuities, which do not by their terms give the holders 
full right to participate in the accumulations of the company. 
The section does not apply to paid-up or temporary insurance, 
and pure endowments issued in exchange for lapsed or surren
dered policies.

The Chicago committee has instructed its sub-committee to 
prepare a similar bill.

In these views we concur. We believe that, as the reason 
for overcharging the insured is that the exact cost during the 
life of the policy cannot be foretold, and to charge too little 
would bring insolvency, a company which charges a full mutual 
premium to one class of policy holders and a smaller non-par
ticipating rate to another class must be charging the latter class 
too much, for the benefit of the former class; or too little, at
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the expense of the former class. The practice of mingling the 
two kinds of insurance makes the participating policy holders 
guarantee that the cost of insurance to the others will not ex
ceed the lower rate. The temptation is constant, in competi
tion with stock companies, to sell a small line of insurance too 
cheap to the economical purchasers. Such policies are sold by 
mutual companies as a last resort, to prevent an applicant from 
effecting insurance in a stock company, which offers the induce
ment that the cost will each year be less than a full mutual 
premium less dividends during the early years of the mutual 
policy; the fact being overlooked that the dividends on the 
mutual policy in the later years may be more than sufficient to 
offset the difference in favor of the stock company in the early 
years.

If we prohibit mutual companies from competing thus with 
stock companies, we ought also to keep stock companies from 
invading the field of the mutual companies. The enactment 
of such a law, keeping each kind of company to its own class 
of business, also will have a marked effect in making it easier 
to compare the achievements of the various companies by in
spection of their annual reports.

1 5 . L im ita tion  o f A m ou n t of B u sin ess.

The recent New York law (chapter 326, section 32 [section
*

96]) limits the new business which New York companies, 
except those more than one-half of whose outstanding business 
is industrial insurance, and except those whose insurance in 
force does not exceed $50,000,000, may issue in any year to 
the following percentages of the outstanding insurance, vary
ing according to the size of each company. If the insurance 
in force is between $50,000,000 and $100,000,000, the per
centage is 30 per cent.; if between $100,000,000 and 
$300,000,000, 25 per cent. ; if between $300,000,000 and 
$600,000,000, 20 per cent. ; if between $600,000,000 and
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$1,000,000,000, 15 per cent.; and if in excess of $1,000,- 
000,000, not more than $150,000,000 of new insurance may 
be written.

This provision has not been indorsed by the Chicago com
mittee.

If copied in Massachusetts, it would have no effect at 
present, for no Massachusetts company which would not be 
exempt under similar provisions has written in any year more 
than the permitted amount. There is, therefore, no present 
need of such enactment here. (See the accompanying table, 
showing the insurance in force at the close of the year 1905, 
and the insurance written during that year in case of the com
panies which would be within the terms of a similar law.)

Massachusetts Life Companies.1

In su ra n c e  in  F orce 
Dec. 31,1905. P e r  C ent .2 In su ra n c e  -written 

d u rin g  1905.

Berkshire, . . . . $64,578,465 30 $6,271,728

Massachusetts, . . . . 195,058,250 25 26,819,623

New England Mutual, 165,815,645 25 24,962,603

State Mutual, . . . . 114,423,961 25 17,354,285

1 The only other Massachusetts companies are the Columbian National Life Insurance 
Company, a stock company of recent incorporation; the Boston Mutual Life Insurance 
Company, which has recently changed to a level premium company; and the John Han
cock Mutual Life Insurance Company, which does a large industrial business; which com
panies would not come under the provisions of a law similar to the New  ̂oik law.

2 Percentage of growth allowed by New York law (chapter 326, section 32, [section 96]).

Indeed, the growth of these companies, which were incorpo
rated in the middle of the last century, has been healthy, and, 
it seems, attended with no greater expense than was necessary 
to maintain a prosperous condition, in view of the high-pressure 
competition which they suffered from the New York companies. 
They have not yet reached, and seem not likely soon to reach, 
the point where their accumulations of funds are a public
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menace, too vast for economical administration. To them 
every new policy holder who can afford to pay for his insur
ance and intends to keep his policy in force is a valuable 
acquisition.

We therefore do not recommend any legislation limiting the 
amount of business to be done by Massachusetts companies.

16 . R ebates, P r izes  and  B onuses.

The New York law (chapter 231, section 1 [section 577k]) 
provides punishment for the receiver of a rebate as well as for 
the giver.

The Massachusetts law (Eevised Laws, chapter 118, section 
68), seeks to punish by fine an agent who gives a rebate, but 
transgressions of the law rarely come to the attention of the 
prosecuting officers.

The provision of the New York law, it seems, must make 
evidence of the offence still more difficult to obtain, and we 
therefore do not recommend it.

The suggestion which has been made to us, that a policy on 
which a rebate is given be made void, would hardly lead, if 
adopted, to discovery of the fact; and, if it should, the penalty 
would in some instances fall on an innocent beneficiary.

The great objection to rebating is that it encourages people 
to take policies as one-year bargains, which they allow to lapse 
when the time comes to pajr a full premium, that they may 
seek elsewhere new insurance at a discount.

Such policy holders who allow their policies to lapse before 
their loadings have paid the expense of getting them are a 
burden upon the company.

While it is probable that rebates cannot be entirely pre
vented by legislation, the evil may be further checked by 
lessening the temptation upon agents to offer rebates, by a law 
similar to that enacted this year in New York (chapter 326, 
section 33 [section 97]), prohibiting bonuses and special re-
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wards to agents based upon the aggregate of insurance written 
or upon the amount written in any one policy.

We recommend the enactment of a similar law in Massachu
setts.

1 7. In v estm en ts . **

The Massachusetts law (Revised Laws, chapter 118, section 
25) limits investment in real estate as follows : — •

No such company shall hold real estate, except for the convenient 
accommodation of its business at a cost not exceeding twenty-five 
per cent, of its cash assets, and real estate acquired under the condi
tions of any mortgage owned by it, or by purchase or set-off on 
execution upon judgment for debts due it in the course of its legiti
mate business.

Investment of funds other than capital is not otherwise 
limited.

The New York law, having to meet a condition of speculation 
with insurance funds which has never existed in Massachusetts, 
has carefully limited investments in the following manner 
(chapter 326, section 36 [section 100]) : —

No domestic life insurance corporation, whether incorporated by 
special act or under a general law, shall after the first day of June, 
nineteen hundred and six, invest in or loan upon any shares of stock 
of any corporation, other than a municipal corporation, nor, except
ing government, state or municipal securities, shall it invest in, or 
loan upon, any bonds or obligations which shall not be secured by 
adequate collateral security or where more than one-third of the total 
value of the collateral security therefor shall consist of shares of 
stock. Every such corporation which on the first day of June, nine
teen hundred and six, shall own any shares of stock other than 
public stocks of municipal corporations, whenever the same shall 
have been acquired, or any bonds or obligations of the kinds above 
described where said bonds or obligations shall have been acquired
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after the first day of March, nineteen hundred and six, shall dispose 
of the said shares of stock and of said bonds and obligations within 
five years from the thirty-first day of December, nineteen hundred 
and six, and in each year prior to the expiration of said five years 
shall make such reduction of its holdings of said securities as may 
be approved in writing by the superintendent of insurance. No in
vestment or loan shall be made by any such life insurance corpora
tion unless the same shall first have been authorized by the board of 
directors or by a committee thereof, charged with the duty of super
vising such investment or loan. ONo such corporation shall sub
scribe to or participate in any underwriting of the purchase or sale of 
securities dr property, or enter into any transaction for such purchase 
or sale on account of said corporation jointly with any other person, 
firm or corporation; nor shall any such corporation enter into any 
agreement to withhold from sale any of its property, but the disposi
tion of its property shall be at all times within the control of its 
board of directors. Any such corporation, in addition to other 
investments allowed by law, may invest any of its funds in any duly 
authorized bonds or evidences of debt of any city, county, town,' 
village, school district, municipality or other civil division of any 
state and may loan upon the security of improved unencumbered real 
property in any state worth fifty per centum more than the amount 
loaned thereon.

The Chicago committee, realizing that each State may suit
ably deal with its own conditions in this regard, has made no 
recommendation upon the point.

We have examined the returns of their holdings which our 
companies have made to the Insurance Commissioner, and find 
no classes of securities which seem open to criticism.

No one has suggested to us that our companies have under
taken the management of subsidiary corporations through stock 
control, or participated in underwritings, or entered into any 
transactions for the purchase or sale of securities on joint 
account, or withheld funds from profitable investment for the 
benefit of their managers.
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No evil having appeared, the question as to restriction of 
investments is purely academic.

We are convinced that any restriction of investments to 
certain classes of property or securities is likely to prove 
harmful. It would raise the price of the approved securities, 
thus making it very difficult to earn the rate of interest which 
must be earned to mature the policies. The distinction is 
apparent between a savings bank and a life insurance company ; 
the former pays depositors only such interest as it may earn; 
the latter is required to earn a certain rate to compound its 
reserve. Now, if restrictions are imposed upon the invest
ments of a life insurance company, overlapping, as they must, 
the savings bank restrictions, the effect will be to raise the 
premium upon the favored classes and bring down the rate of 
interest which both kinds of institutions can earn.

This thought is well expressed by the Armstrong committee 
in its report (pp. 279, 280), as follows: —

It would not be advisable to restrict the investments of life insur
ance companies in the same manner as those of savings banks. The 
securities available for investment under such limitations would not 
be large enough in amount to furnish a sufficient field for the profit
able investment of the large accumulations of insurance corpora
tions. I t  has been feared that such a restriction would prove to be 
too severe and might operate so far to increase the demand for the 
favored securities as to preclude a satisfactory rate of income.

Indeed, we think such a restriction in Massachusetts would 
be a measure without justification. Even in New York specu
lation did not impair the reserves, but was confined to the 
deferred-dividend accumulations, for which the companies were 
accountable to no one. When the law compels publicity and 
provides for annual accounting, so that the companies must 
account for all their funds as strictly as they have always 
accounted for the reserves, speculation will not be lightly ven-
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tured. In Massachusetts private trustees have never been 
limited as to their investments.

It is, however, generally recognized that an insurance com
pany ought not to control the management of any business 
except its owTn. The advantages which may be derived from 
the control of another financial institution, for example, yield 
to the dangers which have shown themselves in New York.

We recommend, as a precaution, and not because conditions 
in Massachusetts require it, that investments in the stocks of 
any one company be limited to ten per cent, of the capital of 
such company.

We recommend, also, in accordance with the provision of the 
New York statute above quoted, that legislation should pro
hibit any investment or loan not first authorized by the board 
of directors, or by a committee thereof charged with the duty 
of supervising such investment or loan, of whose action records 
shall be kept. Such legislation would but follow the present 
course of business in Massachusetts.

1 8 . Salaries. V ouchers.

The New York law and the Chicago committee have agreed 
that any salary, compensation or emolument amounting in any 
year to more than $5,000 should be prohibited unless first 
authorized by the board of directors; that no agreement that 
any salary, compensation or emolument shall be paid beyond 
a period of twelve months from the date of the agreement 
should be made; and that no pension should be granted to an 
officer, director or trustee, or to any member of his family after 
his death; and that no disbursement of $100 or more should 
be made without a properly itemized voucher (chapter 326, 
sections 34, 35 [sections 98, 99]).

These provisions accord with the practice among Massachu
setts companies, as we are informed. We recommend their 
enactment.
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1 9 . Standard Form s of P o lic ies .

The New York law provides (chapter 326, section 37 
[section 101]) four standard forms of policy: (1) the ordi
nary life policy; (2) the limited-payment life policy; (3) the 
endowment insurance policy; (4) the term policy; and re
quires that all policies of insurance other than industrial 
policies shall be in the prescribed forms.

There is no provision, as in case of the Massachusetts stand
ard fire policy, for varying the contract with the consent 
of the assured by riders attached thereto. The only way in 
which one can get a different contract, even in the slightest 
matter, is by prevailing upon the insurance company to make 
application to the Superintendent of Insurance, who, after 
notice to every domestic life insurance company and a hearing, 
may establish a new standard form.

The purpose of the New York law in making its forms com
pulsory upon insurer and insured cannot be merely to furnish 
the insured with a contract whose terms he need not inspect; 
for such purpose would be accomplished by the simple and 
tried expedient of allowing riders to call attention to varia
tions from the ordinary form. The New York Legislature has 
made its own policy the sole permissible contract, with a view 
to making it easy for the public to compare the relative 
achievements of the companies. It proceeds upon the theory 
that, if all companies are confined to the same policy, one may 
readily compare their results by measuring their premiums 
charged and dividends paid.

Indeed, in its first edition the Armstrong bill held all com
panies doing business in New York to the same forms; but 
that idea had to be abandoned, because the laws of various 
States required various conflicting promises to be contained in 
the policies of their own companies. Unless uniform laws are 
first attained, one State cannot properly impose inflexible
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forms upon the companies of other States, or, conversely, re
quire its own companies to carry into other States its own 
standard forms.

The Chicago committee has refused to endorse the New York 
standard forms, and has instructed its sub-committee to at
tempt to prepare standard forms for submission to the confer
ence in Washington next September. *

The adoption in Massachusetts of a standard form, which 
must necessarily differ from the New York form, unless our 
long-established views on surrender value (Revised Laws, 
chapter 118, section 76), which is much more favorable to the 
insured than the New York requirements, and our laws relat
ing to the right to change the beneficiary (Revised Laws, 
chapter 118, section 73), which favors the wife of the insured, 
are to be abandoned, will only make the present situation less 
harmonious.

It is our conviction, moreover, that any standard forms for 
life insurance policies are undesirable. Comparison of the 
policies issued to-day with those issued twenty years ago 
teaches that competition among the companies has brought about 
steady progress in liberality to the insured. It is preferable 
that the opportunity for competition to bring about further 
changes for the benefit of the insured should be left to the 
initiative of the companies. The policy of requiring a company 
to serve notice of any proposed change upon all the other 
companies, to the end that, if approved by the Insurance Com
missioner, the change shall be imposed upon all the other com
panies, must effectually prevent zeal for improvement. Instead 
of attempting to standardize the policies, we think that certain 
provisions should be standardized, and the companies be left 
free to adopt policies containing any further provisions not 
inconsistent with those required by law. This suggestion is in' 
accord with the present principle of the Massachusetts law, — 
that every policy of a Massachusetts company, wherever issued,
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must on its face plainly and fully define its character, and must 
have a certain paid-up and cash-surrender value after three an
nual premiums have been paid. What these essential terms 
shall be ought to be enacted as part of the substantive law, just 
as at present the non-forfeiture principle is part of the law; 
then the policy should be required to set them forth. In addi
tion to the present rights prescribed by our law, we suggest 
that the companies be required to give the following: —

1. A grace of thirty days for payment of every premium after 
the first.

2. Incontestability except for non-payment of premiums after 
one or two years from the date of the policy.

3. Tables showing the paid-up and cash-surrender value of 
the policy in every year after the third year; and, if an option 
for extended insurance is given, the term of such extended 
insurance.

4. That notice of any premium, instalment or interest due 
on any policy, except a policy issued upon monthly or weekly 
premiums, stating the amount due, the place where it shall be 
paid and the person to whom it shall be payable, shall be 
mailed, postage prepaid, to the last known address of the policy 
holder, or the assignee of the policy, if notice of assignment 
has been given to the company, at least fifteen and not more 
than forty days prior to the day when the same is payable. 
For the details of such a law, we refer to chapter 326, sec
tion 29 [section 92] of the New York law.

In these respects such law will but follow the customs of the 
business. Its benefit will be to give the policy holder as a 
right what is now offered him as a favor.

2 0 . Surrender V alue.

Arguments have been addressed to us that the company 
should be required to give a surrender value from the begin
ning, or at any rate after the payment of two annual premiums.
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These arguments lose sight of the important fact that under 
the mutual system the company consists of the whole body of 
insured, and that to give a surrender value before the surren
dered policy has paid for itself takes the money of the per
sistent policy holders for the benefit of those whose temporary 
connection with the company has caused only loss, and there
fore works injustice. The people to be considered first are 
those who strengthen the society by staying in it, not those 
who weaken it by withdrawing.

We are convinced that it is inequitable to compel a surren
der value, at present, before the third year. If, as a result of 
pending reforms, the initial expenses shall be reduced, then it 
will be proper to consider an earlier surrender value.

In lieu of a cash-surrender value as optional with paid-up 
automatic insurance, the New York law requires New York 
companies to give automatic extended insurance for the face 
of the policy during such period of time as the surrender 
value will purchase it. Extended insurance was required by 
the first non-forfeiture law ever enacted (the Massachusetts 
law of 1861, chapter 186), upon the theory that a life insur
ance company is in business to furnish insurance, not cash; 
but after a trial of nineteen years this requirement was re
pealed (see Statutes of 1880, chapter 232, section 6), upon 
the recommendation of Elizur Wright, its author, since it was 
found to result in injustice. The majority of policy holders 
outlived the period of extended insurance, and then failed to 
appreciate that they had received the value of their money in 
insurance. If extended insurance is optional instead of auto
matic, so that a man gets it by exercising an option, he cannot 
justly complain.
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2 1 . P o lit ica l C ontributions.

In Your Excellency’s inaugural address you suggested “ the 
absolute prohibition of contributions from corporations in 
campaigns, either for nomination or election.”

The New York Legislature, following the recommendation 
of the Armstrong committee, has added the following new sec
tion (chapter 239, section 1 [section 41]) to the general cor
poration law : —

S ection  41. No corporation or joint-stock association doing 
business in this state, except a corporation or association organized 
or maintained for political purposes only, shall directly or indirectly 
pay or use or offer, consent or agree to pay or use any money or 
property for or in aid of any political party, committee or organiza
tion, or for, or in aid of, any corporation, joint-stock or other associ
ation organized or maintained for political purposes, or for, or in 
aid of, any candidate for political office or for nomination for 
such office, or for any political purpose whatever, or for the reim
bursement or indemnification of any person for moneys or property 
so used. Any officer, director, stockholder, attorney or agent of 
any corporation or joint-stock association which violates any of the 
provisions of this section, who participates in, aids, abets or advises 
or consents to any such violation, and any person who solicits or 
knowingly receives any money or property in violation of this sec
tion, shall be guilty of a misdemeanor and punishable by imprison
ment in a penitentiary or county jail for not more than one year and 
a fine of not more than one thousand dollars. No person shall be 
excused from attending and testifying, or producing any books, 
papers or other documents before any court or magistrate, upon any 
investigation, proceeding or trial, for a violation of any of the pro
visions of this section, upon the ground or for the reason that the 
testimony or evidence, documentary or otherwise, required of him 
may tend to convict him of a crime or to subject him to a penalty or 
forfeiture; but no person shall be prosecuted or subjected to any 
penalty or forfeiture for or on account of any transaction, matter or
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thing concerning which he may so testify or produce evidence, docu
mentary or otherwise, and no testimony so given or produced shall 
be received against him upon any criminal investigation or proceeding.

As distinguished from natural persons, corporations are not 
capable of that direct personal moral responsibility which is so 
essential to the success of a government based, like ours, on 
the sovereignty of the individuals who compose it.

Activity in politics does not seem to be within the ordinary 
•scope of the business of corporations, necessary for the pur
poses for which they are created, or desirable from the stand
point of sound public policy.

We believe the making of such contributions to be beyond 
the functions of the officers, who should not be allowed to im
pose their political views upon a constituency of divergent 
convictions.

We recommend, therefore, that a law similar in principle to 
that of New York be enacted in the Commonwealth, expressly 
prohibiting political contributions by life insurance companies.
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IV.
In dealing with the recommendations which have been made 

by the Chicago committee and the Armstrong committee, we 
have partially answered your third inquiry, stating our inde
pendent recommendations in that connection whenever the 
context naturally suggested them.

W e now advise Your Excellency of our views on desirable 
changes in the insurance laws not already discussed in connec
tion with those recommendations.

2 2 . A ccounting’ and  A u d itin g .

(a) The recent investigations in New York have revealed, 
among other evils, two serious defects in the internal and 
external regulation of insurance companies; namely, an 
unscientific and inefficient system of internal accounting, 
book-keeping and auditing, and a superficial and inadequate 
examination of the companies by the insurance department of 
that State. As a result, the officers of the companies have 
wasted funds b}̂  unauthorized, illegal and- improper expendi
tures ; misleading financial statements have been made to the 
insurance department, policy holders and the public; and the 
majority of directors and trustees have been kept in ignorance 
of many doubtful and irregular transactions.

These evils, so clearly revealed in New York, should be 
guarded against in this Commonwealth. They are evils toward 
which the absolutism in modern corporate management is apt 
to tend. In the large corporations of to-day control is neces
sarily vested in a few, and it has become very important that 
such control should be surrounded by proper checks and safe
guards.
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It is impossible to secure individual honesty and fidelity to 
trust in the management of an institution through legislative 
enactment or any code of rules. But it is possible to provide 
a system of checks that will tend to expose each breach of duty, 
and enable the upright in management to oust or restrain the 
wrong doer. Such a system of checks can be most efficiently 
secured by compelling the insurance companies of this State to 
submit to independent auditing by public accountants, so 
chosen as to command the confidence of the public.

If it be suggested that this work of auditing should be made 
a part of the work of the insurance department in connection 
with its regular examination of insurance companies, it should 
be observed: first, that this auditing of accounts is beyond 
the scope of examinations heretofore made, or expected to 
be made, by insurance departments; second, that this work 
of auditing will not be constant throughout the year, and 
therefore is not of such a character as to be economically 
accomplished by the employment of auditors in the insurance 
department as regular salaried employees thereof; third, that 
better results are to be expected from the employment of differ
ent trained men from year to year. By the change of auditors, 
that which one overlooks another may discover; and good 
should result from the varying methods employed by different 
men in conducting the same examinations.

(b) State Board of Accountancy. Uniform System of Ac
counting. Annual Independent Auditing. — We recommend, 
first, the passage of “ An Act to create a State Board of Ac
countancy, and to regulate the business of certified public 
accountants; ” and, second, the passage of an act compelling 
insurance companies to adopt a uniform system of accounting, 
to be approved by the Insurance Commissioner, and to have 
all their books, accounts and reports audited by public account
ants certified by the State Board of Accountancy.

The wisdom of a law creating a State Board of Accountancy
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is evidenced by the passage of similar laws in many other 
States, as follows : in New York, in 1896 ; Pennsylvania, in 
1899; Maryland, in 1900; Illinois, in 1903; Washington, in 
1903; New Jersey, in 1904; Florida, in 1905; Michigan, 
in 1905 ; Rhode Island, in 1906.

Such a law would have the desirable effect of creating a body 
of trained.accountants, responsible to the State, and command
ing the confidence of the public. Under the law each public 
accountant would have to pass an examination as to his ability 
and training, before his competency could be certified by the 
members of the State Board of Accountancy. Under such a 
law, accounting would become a profession.

The passage of an act compelling insurance companies to 
adopt a uniform system of accounting, and to submit to inde
pendent auditing by such certified public accountants, will tend 
to eliminate misleading statements and reports; and the inde
pendent auditing will be a reliable check upon the transactions 
of the company and their individual officers. Under the law 
proposed, there should be quarterly auditing and quarterly 
reports submitted by the certified accountants to the directors 
and trustees. The annual report to the Insurance Commis
sioner should also be certified by the accountants. Directors 
and trustees in the large corporations of to-day are too often 
kept in ignorance of the details and results of management. 
Such a law will tend to prevent concealment, and will assist 
and protect directors and trustees, as well as the policy hold
ers and the public. Absolutism — a concentration of control 
in a few — is perhaps essential to the efficiency of modern 
institutions ; but too much stress cannot be laid upon the im
portance and necessity of providing safeguards against the evils 
of such absolutism and concentration of power. If the system 
proposed had been established in New York several years ago, 
many of the familiar evils of the past few years would have 
been averted. It would have been impossible, under such a
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system, for the officers of the greater companies to have con
cealed their transactions from the policy holders or the insur
ance department.

We know of no valid objection to such a law. Its principle 
has been adopted in a limited way in the corporation laws of 
this Commonwealth (Revised Laws, chapter 110, section 52). 
The wisdom of the independent auditing required by the law is 
shown by the fact that the more careful directors and managers 
of large corporations have resorted voluntarily to independent 
examinations by public accountants. They have done so in 
their own interest and for their own protection, as well as in 
the interest and for the protection of the stockholders, policy 
holders or creditors of the corporation.

Lack of accountability, due to lack of proper checks and 
restraints upon corporate officers and directors, has been the 
principal source of the familiar evils of to-day in corporate 
affairs. We believe that by the passage of the above laws these 
evils can be materially decreased, if not prevented altogether.

2 3 . D irectors.

We have been asked to recommend, as an addition to Re
vised Laws, chapter 118, section 25, of the present law, a pro
vision that no funds of any domestic life insurance company 
shall be deposited in a bank or other institution in which any 
of its executive officers or members of a committee which con
trols the disposition of funds are stockholders, or in which 
they have any financial interest, either directly or through any 
other person from whom they may expect to receive any benefit 
from such deposit.

This was undoubtedly inspired by the abuses disclosed in 
Xew York. Large deposits of insurance funds were kept in 
certain banks and trust companies, earning little interest, so 
that officers of the insurance company, through their connection 
with the favored financial institutions, might receive private 
profit.
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We are of opinion that the new provisions of the New York 
law, whose adoption here we have approved, relative to pub
licity as to investments, deposits and loans, are adequate to 
prevent future evils of this character. It is unwise to restrict 
by laws service by directors of a life insurance company upon 
the boards of other corporations. The interchange of views
and information is more beneficial to the companies than a ♦
policy of isolation. Such a law would seriously limit the de
positories available for our Massachusetts companies, or else 
would require the resignation of many directors of recognized 
sound judgment and ripe experience from each company; 
while no complaint has been made that directors of Massachu
setts insurance companies have been unfaithful to their trust.

We think it advisable, however, that the law be amended so 
as to keep the responsible control of our companies with men 
who are known in this community and who are amenable to our 
laws. The New York law (chapter 326, section 19 [section 
70]), both before and since the Armstrong amendments, re
quires that a majority of the directors shall be residents and 
citizens of New York. The Massachusetts law (Revised Laws, 
chapter 118, section 32) already provides that in case of stock 
insurance companies at least a majority of the directors and in 
case of mutual fire companies at least two-thirds of the directors 
shall be citizens of Massachusetts (Revised Laws, chapter 118, 
section 40).

We recommend that in case of mutual life companies at 
least two-thirds of the directors shall be required to be citizens 
of this Commonwealth.

2 4 . A ccou n ts of In d u str ia l Com panies.

The expense necessarily attendant upon industrial insurance, 
as the business has always been carried on, is a matter of grave 
concern. Since the companies which carry on this business 
are also engaged in the ordinary life business, it is important
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that the public be informed how the expenses of the industrial 
branch compare with the other expenses.

We recommend that all companies doing business in Massa
chusetts, which do both an industrial and an ordinary life 
business, be required to report in their annual statements the 
statistics of their industrial business separate from the rest of 
their business. This will involve the necessity of keeping 
separate books of account for the two classes, but will not re
quire a separation in the investments. Such expenses as per
tain to the conduct of both branches in common, such as office 
rent and salaries of general officers, should be apportioned 
ratably to the volumes of business in each department.

It is believed that in the above we have covered all the 
matters submitted to us for our consideration. Under the re
solve, the life of this commission terminates with the proroga
tion of the present session of the General Court. Our report 
is, therefore, made at this time.

All the problems dealt with are subjects of controversy, 
and we cannot expect that our findings will meet with universal 
favor. We have, however, given to the subject our best 
thought, and been aided by conferences and hearings held by 
the commission on thirty-six days; and we believe that our 
conclusions are substantially in accord with the sound judg
ment of conservative students of life insurance.

Respectfully,

JOHN L. BATES, Chairman, 
WILLIAM WHITMAN, 
FREDERICK H. NASH,

Commission to recodify the Insurance Laws.
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