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PREFACE

THE object of this book is to outline the theory
and practice of co-operative and mutual insurance
throughout the world. It is, as far as I know, the
first attempt of this kind. Although co—operative
insurance institutions were first established about
seventy years ago, no general investigation of the
subject has yet been undertaken or published.
Being the first in the field, this study does not pre-
tend to be all-embracing or to be free from omissions
or errors of interpretation. It deals with thousands
of co-operative and mutual Insurance societies in
thirty-five countries covering the insurance needs of
millions of policy-holders. In view of the ramifica-
tions of the movement and the variety of scattered
imnformation published in dozens of languages there
was a real need for an investigation into the general
experience, principles and business methods of
co-operative insurance institutions. This need was
widely recognised by the active workers in the move-
ment, and this book could not have been written
had I not received the kind and helpful assistance of
the management bodies of the co-operative insurance
societies. I have received also great assistance and
encouragement in the preparation of this study
from the Horace Plunkett Foundation, from the
International Co-operative Alliance and its Insur-
ance Committee, from the Co-operative Section of
the International Labour Office and from the Inter-
national Institute for Co-operative Studies and its
members. 1 take the opportunity of expressing to
them my sincerest thanks.

This book is the outcome of three years’ study
made at the London School of Economics in 1933-36

X1



i PREFACE
and T am greatly indebted to Mr. G. L. Schwartz for
his helpful and sympathetic supervision of it.

In the course of my investigations I have done
my best to secure criticism and advice on various

gints. My acknowledgments for helpful criticism
and valuable suggestions are due particularly to
Mr. F. W. Bacon, Mr. D. Barber, Miss M. Digby,
Mr. M. Dobb, Mr. J. P. Jones, Mr. H. Lemaire,
Mr. J. Levene, Mr. L. T. Little, Mr. H. J. May,
Mr. T. W. Mercer, Mr. C. F. Strickland, Mr. F. H. C.
Tallack, Mr. Karl Walter, and Mr. George Wright,
some of whom have also read the manuscript of
the book or special chapters of it.

I have to thank also the staffs of the Libraries of
the London School of Economics, of the Horace
Plunkett Foundation (especially Mr. H. A. Izant)
and of the International Co-operative Alliance for
the ready assistance and attention I have received
during my studies.

I owe a debt of gratitude to my friend and secre-
tary, Mrs. S. Kalmanowsky, for the great help she
has rendered in collecting the material and in
preparing the book.

As a result of my investigation I have come
to the following conclusions. Popular insurance,
though of the greatest importance for the working
population, is not covered sufficiently by social
mnsurance and 1s not served satisfactorily by profit-
making insurance companies. Because of this,
wage-earners and small farmers have been con-
strained to form their own insurance societies on non-
profit-making co-operative lines. The movement
has been spreading rapidly during the last seventy
years, and it now comprises over twenty millions of
members and has accumulated funds amounting to
1,000 million pounds. It must be made clear at
the outset of this study that co-operative insurance
can only supplement, but not replace or eliminate,
social insurance. Present-day wages do not leave
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a sufficient margin for the wage-earner to cover
all his insurance needs and the State must take
care of a part of them.

The absence of information about co-operative
insurance has been a great hindrance to the develop-
ment of the activities of the movement. Capitalist
msurance societies are doing their utmost to main-
tain an atmosphere of mystery around their organ-
tsation, activities and technique. There is not much
Competltlon amongst the proht makmg Insurance
societies in regard to popular insurance in the matter
of their rates and terms, and the man in the street
has not benefited much by this ** free competition ”
He is, however, so much impressed and mystified
by the power and complexity of the vast insurance
organisations that he does not dare to criticise their
terms and accepts their services at any price.

This study shows that tens of millions of co-opera-
tors all over the world are provided with insurance
cover by co-operative insurance institutions at better
rates and conditions than those of profit-making
companies. In addition, the co-operative insurance
societies develop important social services for the
whole working population, and support by an appro-
priate investment policy the activities of the other
branches of the co-operative movement. The
achievements of co-operative insurance are the best
argument for the necessity for co-operators to pay
serious attention to the field of insurance, to utilise
its great possibilities for the co-operative movement
in general and to clear insurance of profit-making
and exploitation. I can only hope that my work
will foster the development of co-operative insur-
ance, especially on the lines of co-operative factory
orgamsatlons advocated by me, and that it will be
of service to later investigators of the subject.

N. BAROU.
August 1936.






CHAPTER I
INSURANCE (NATURE AND ELEMENTS)

I. Is INSURANCE NEEDED ?

INSURANCE is a controversial subject in economic literature :
while some authors regard it as one of the fundamental
divisions 1n economics, just like production, distribution
and consumption, others consider that insurance creates
nothing.! There are two main groups of private interests
to which insurance is applied : living needs of an individual
and his family in face of various probable contingencies
and wants; and business or trading needs, which cover
the future needs of men, as members of the existing acquisi-
tive society. How does insurance satisfy these future
needs /¢ They may be a consequence of an emergency or
misfortune, which results in damage or loss, or they may
be special wants which have nothing to do with losses.
Insurance does not prevent loss or damage, but it provides
at a reasonable cost the funds required in order to cover
the monetary loss created by the contingency, or to meet
the monetary cost of the satisfaction of a probable future
need of the insured. In such a way insurance safeguards
the private economy of an individual, household or enter-
prise from the consequences of a future contingency or
provides them with funds for the satisfaction of future needs.
The sentiment which gives rise to the phenomenon of n-
surance expresses itself in the fact that for an ordinary
man ‘‘ the chance of gain is overweighted by the prospect
of loss '’ (Fisher). The majority of men prefer to sacrifice a

1 Huebner, The Annals of the American Academy of Science, March,
1927, p. 213. See Willet, The Theory of Risk and Insurance in the
Columbia University Studies, p. 126. Also Nicholson, Elements of
Political Economy, p. 193; Seligman, Principles of Economics,
p. 606 ; Clay, Economics, p. 94 ; Fairchild and Compton, Economic
Problems, p. 321I.

I B



2 CO-OPERATIVE INSURANCE

certain part of their income in order to a\.foid'large losse.S,
and therefore the anti-gambling inclination is the main
source of insurance. By providing monetary cover to meet
emergencies, insurance creates a sense of security which.is
of the greatest benefit for the normal development of social
and individual activities.

The saving theory of insurance ! has been so much in-
fluenced by the “saving” aspect of insurance activities
that it regards insurance as a method of economic saving
and capital accumulation. It defines insurance in the
economic sense as the instrument which removes the neces-
sity for uneconomic saving resulting from the uncertainty
of capitalist economy, by distributing the burden of such a
saving among many economic subjects who are exposed to
the same uncertainties. This theory overlooks, however,
the important differences which exist between ordinary
saving and insurance. The first of these consists in the
fact that insurance is, at best, qualified saving. An in-
dividual saver is isolated : he relies on his own savings and
on the interest they yield him : but he is really a speculator
who gambles on the hopes that he will live long enough to
accumulate sufficient funds. Saving through insurance is
quite different : in so far as it is saving, it is group saving.
In a group of insured persons the funds accumulated by
each and every member of the group serve the needs and
interests of those who are struck by a contingency. The
second difference is that saving provides against future but
certain wants, as when a man saves to buy a house, or
to provide for his old age or for his children. But it is no
less necessary to safeguard against probable contingencies
and to make good future losses, which may result from the
numerous risks that menace either persons (illness, accidents,
death, etc.) or objects (fire, theft, hail, etc.). Insurance
provides for these future contingent needs, which are usually
not covered at all or are not adequately covered by ordinary
saving.

The third difference concerns the amount of accumu-
lation : when made through an insurance institution it need

1 Hiilsse, Versicherung und Wirischaft. Halle, 1914.
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not be so large as the sum which may be accumulated by
individual savers for the same purpose. The group needs
to save comparatively less than the individual because the
total accumulation can then be brought nearer to the total
probable loss ; and the extra amount, which from the point
of society i1s an undesirable expense, is greatly reduced.
The economic benefits of insurance for society consist in
reducing the amount of accumulation of funds and the
elimination of the part played by uncertainty.?

Is the nced for insurance increasing or diminishing in
modern society ?  There is a great divergence of opinion
in regard to this question, and it has to be investigated
along the two main lines of division—the insurance of
human contingencies and that of business risks. The higher
nervous organisation of modern times makes men more
anxious about the future and *‘stmultaneously the com-
plexity of modern industry and life makes it more difficult
to foresee and make special adequate provision against the
various accidents.””? The life of an individual becomes
more and more hazardous, but this is counterbalanced by
the greater attention paid to the needs of the population
by State and municipal authorities and by the establishment
of popular self-help institutions.

As regards business risks, it seems also that part of the
price which we have to pay for economic progress is the
increase of the hazards of economic life. The causes of
increase of risks in productive activities can be found in
physical, social and economic environments. In industry
the element of risk is constantly increasing. Modern techno-
logy has harnessed natural forces, whose powers of destruc-
tion are as great as their powers of production. Modern
transport with its terrible speed has given rise to dangers
quite unknown to former generations. It is mainly the
existence of insurance that permits these new forces to be
utilised on a commercial scale. In agriculture, which is
more dependent on uncontrolled natural forces, the element
of physical risk has always been greater than in most other

 Compare Willet, op. cit., pp. 141-2,
2 Hobson, The Industrial System, p. 279.



4 CO-OPERATIVE INSURANCE

branches of economic activity. It has been increased in
some cases by modern industrial developments! bu.t has
also been considerably decreased by others, e.g. risk of
ught by irrigation.
dr’.}hge ecoflomig and social risks, which arise from the
relations established between individuals and groups of
society, are often as numerous and difficult to avoid as
the ““ natural ' risks. The enormous increase in production
and the acute competition have increased the conflict of
interests in capitalist society and have so rendered economic
activities more hazardous. Special institutions, such as
the credit system, introduce many peculiar chances of
loss and increase the uncertainty of economic life. New
risks have arisen out of new economic environments. The
complexity of modern business, with its international rami-
fications and connections, has created new hazards. Modern
capitalist business develops long-distance planning, which
results in incrcased risks. Business risks have been, how-
ever, a subject of sharp observation and calculation, and
it has been found that they have their own regularity.
Insurance 1s indeed a product of modern capitalism,
though some collective forms of diffusion and compensation
for loss were already known in the ancient world and in
the Middle Ages. It is a child of capitalist acquisitive
society, which is built on the competition of private enter-
prise, of which the taking of risks is the main manifestation.
Risks may arise under any economic system but the pecu-
liarity of the capitalist system is that it is left to private
individuals or bodies to assume them. The greater part
of productive and distributive activities of the present
society is organised by entrepreneurs, who employ labour,
and take on themselves the risk of the functioning of the
entgrprise. The workers are paid a fixed remuneration,
which is usually in no absolute relation to the success or

1In Germany, it has been possible to observe over a period of
years a marked increase in the occurrence of hail and an aggravation
of hail damage experienced in garden layouts exposed to electric

current.) (See International Review of Agriculture, 1933, No. 12,
P. 500.
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failure of a given enterprise, although they run the risk
of unemployment if production is unprofitable. Business
activities In modern society are so organised and the division
of functions has gone so far, that every kind of productive
and distributive activity is highly specialised. Even agri-
culture is becoming more and more a specialised economy.
In many countries the farmer nowadays often specialises
in one branch of agriculture only, and climatic or other
natural conditions which are injurious to this special branch
will ruin him. In former days he uscd to produce on his
farm a variety of products, and failure in one could be
compensated for by a rich harvest in the others. Specialisa-
tion has enormously increased the output of agriculture,
but 1t has also increased the natural and cconomic risks
connected with it. And although agriculture has made
considerable progress in the development of preventive
measures against various natural contingencies the risk of
specialisation remains very important.

Specialisation manifests itself in the taking of those risks
which are inherent in the given industry or occupation.
There are, however, in each enterprise many other risks
which have to be considered, but which the entrepreneur
cannot foresee or avoid (for example fire, change of weather,
etc.)! These are in the first place natural risks. Insurance
safeguards against those risks in which the entrepreneur
is not specialising, so that he can concentrate his efforts
on those risks which are incidental to his business, covering
the rest by insurance. Insurance can also cover parl of
the risks in which the entrepreneur is specialising, giving
him the opportunity of incurring greater risks than he would
consider prudent to take in the absence of insurance, and
thus increasing the scope of his productive activities. By
creating a sense of security and freeing the entrepreneur

1 Clark, ‘* Insurance and Business Profits,” Q. J.E., Vol. VII, p. 52,
introduced a division of these risks into static and dynamic. The
former are always in existence (risk of fire, theft, etc.} and the latter
are the risks incurred through the ‘‘ uncertainties that attend the
introduction of a new process "’ since thcy would have no existence
if industry were to continue in a stationary state.
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from certain risks entirely, and from others in part, in-
surance serves as a direct enhancement of productive energy.
Therefore, it increases the productivity of economic efforts,
and “the increased product thus created constitutes the
social gain .} The main importance of insurance for the
successful development of business activities lies in the
fact that it opens unlimited possibilities for the further
growth of specialisation, which inevitably must serve to
render economic activities more hazardous. But there are
forces in modern capitalism which operate in the opposite
direction : they are the new corporate and monopolistic
organisations in various spheres of economic activities, which
create quite a new situation ; these organisations eliminate
competition inside the monopolistic group, while increasing it
considerably outside the group and for society as a whole.
Since the War it has become obvious that the capitalist
world 1s undergoing many important changes: individual
entrepreneurs are to a considerable extent thrust out by new
corporate organisations, by great combines built as limited
companies, holding a monopolistic position in the national
and some of them cven in the international field. These new
forces operate in the direction of decreasing the risks and
hazards of the monopolistic capitalist enterprise. The pre-
sent capitalist society is a combination of extremes. On the
one hand it has produced trusts and combines, on the other
hand it keeps alive a great army of small urban and rural
producers and traders, small entrepreneurs, who have a hard
task in competition with the economic giants. Each of these
groups has very different interests in regard to insurance.
_The trusts and combines have their productive, distribu-
tive and financial units in different parts of the country
and often ?111 over the world ; they combine different types
of enterprise ; they deal with so many different industries,

1 Willet, ap. ¢it., p. 97. See also Hobson, The Industrial System,
P.279. " Without insurance the worry caused by conscious inability
tg provide against an increasing number of more hi ghly-appreciated
risks would become an almost intolerable strain, enhancing the

:\lrlbjli]ctive or human costs of Production throughout the business
oriq.
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and the variety and combination of risks they take are so
wide, that they are able to group and combine them on
their own and for them the need of oufside insurance is
diminishing. Such concerns have not only the advantage
of uniting under one authority a range of different and
separate enterprises, an advantage the value of which was
long ago stressed by Adam Smith?! in regard to marine
insurance, but they can control the market, in such a way
as to reduce considerably ‘' the initial terrors of business
enterprises ' (Clark). They often slow down economic pro-
gress by withholding from the market for years important
new inventions, and by so doing they safeguard themselves
from the loss of capital which is invested in old and obsolete
enterprises. Furthermore, the monopolistic position of some
of these concerns often makes unnecessary insurance against
certain trade risks, which an individual entrepreneur has
to provide for. The building up of large monopolies is
likely to have a very great influence on future prospects
of business and trade insurance. Insurance originates not
from the fact that risks exist but from the inability of
individuals or entrepreneurs to pool them. The growth of
large monopolies creates new bodies, which are tackling
the problem of pooling their risks from quite a new angle.
They will be able themselves to combine their various risks
in such a way as to do without the services of the insurance
institutions. Thus, the problem of self-insurance takes on a
new aspect under modern capitalism for the new all-powerful
monopolistic enterprises.

On the other hand a very large category of a special
type of entrepreneur consists of small producers in town
and country, whose productive means are their own house-
holds with the occasional assistance of hired labour: in

1 See Adam Smith, Wealth of Nations, Vol. I, p. 111. ““ When a
great company, or even a great merchant, has twenty or thirty ships
at sea, they may, as it were, insure one another. The premium saved
upon them all, may more than compensate such losses as they are
likely to meet with in the common course of chances. The neglect
of insurance upon shipping, however, in the same manner as upon
houses, is, in most cases, the effect of no such nice calculation, but
of mere thoughtless rashness and presumptuous contempt of the risk.”
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their case it is often difficult to draw a line of demarcation
between their personal and productive needs. This is
especially true of agriculture in which the household serves
a double purpose: as a household proper and as a unit
of production. The small producers also carry the risk of
entrepreneurs, and are dependent on the market and prices ;
but they are much more dependent in their productive
activities on their own limited funds and household labour.
The security which they could offer is so small that the
rates they would have to pay when borrowing funds would
be exorbitant. The use of technical changes, improvements
and trading expansion is limited by the deficiency of their
own resources.! Capitalist methods of sharp competition
are of no use to them ; and co-operation, as the way of col-
lective expansion of their business, which has already been
used with considerable success by small urban and rural pro-
ducers in modern times, remains the main hope for their
future. It is easy to understand that insurance can help
these small producers to a much greater extent than the big
capitalists. TFire, marine and transport insurance are a salva-
tion for many small businesses,? because they lack the reserve
funds, the variety and wide scope of operations of the big
and powerful concerns. For this group of small urban and
rural producers co-operative insurance opens great possi-
bilities and they have made good use of it all over the world.

Insurance not only increases the stimulus of the entre-
preneur and small producer to productive activities, but
also steadies the money income of individuals. It helps to
meet contingencies which would ruin an enterprise or house-
hold, if they were not thus protected by insurance. The
absence of insurance would so decrease the security and
safety of private life that it would considerably diminish
the proportion of income spent by the individual. Some

! Hicks, “ The Theory of Uncertainty and Profits,” Economica,
1931, p. 183,

? Compare Clark, ** Insurance and Business Profits ”, Q.].E., Vol.
VII, p- 52. The absence of insurance * would force even well-
established business more and more into the corporate form. New

business is more : . . ) o=
{flucnoe " powerfully impelled in that direction by a similar
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economists argue that in the absence of insurance saving
by individuals would be considerably increased. We doubt
it very much. It 1s very likely that hoarding would be
increased, but not productive saving and investment. The
great mass of the population has very limited resources
for saving and investment. If deprived of insurance they
would hoard their meagre surpluses and keep their invest-
ments in a very liquid form ; the effective purchasing power
of the population would thus be considerably contracted,
and this would have an adverse effect on the economic
system. On the other hand the absence of the colossal
funds accumulated by the insurance companies, if there
were no insurance, would in no way be compensated by
the growth of individual saving. Insurance thus stimulates
not only production but also consumption. The individual
gains through insurance an advantage in securing greater
certainty and regularity in his individual income, even
though his normal income is not increased at all, and is
in fact decreased by the cost of the paid premium.! Finally,
insurance is a great boon to the consumer who is vitally
interested in the proper organisation of insurance business,
because he finally has to pay the cost of it. It 1s upon
the consumer that the whole cost of risk would finally fall
if there were no insurance. Insurance, therefore, becomes
one of the main spheres of economic activity, which has to
be organised in the interests of the consumers.?

The real significance and importance of insurance can
easily be seen if one considers what damage would result 1f
there were no insurance at all. It is evident that the absence
of insurance would lead to such economic dislocation, that
it is really difficult to imagine the present economic system
operating without it. Insurance plays such an important
part in the development of personal and business activities
and its absence would so hamper private initiative, would

1 Compare Fisher, Elementary Principles of Economics, p. 429.
Also Wilkinson, Mutual Thrift, p. 3 ; and Manes, Handwérterbuch dev
Staalswissenschaften, Vol. VIII, p.624. Insurance isa capital saving
power . . . which therefore reconstructs property as well as income.

2 Redfern, The Consumer’s Place in Society, pp. 14-22.
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so diminish the readiness of an individual to take risks,
that it would have the most disastrous effect on the social
and economic life of the community.

It is difficult to balance the decrease and increase of
risk in various spheres of life. One would probably be
right in summarising the position by saying that in modern
society physical risks are decreasing, but social risks are
increasing. But though the risk of death is decreasing—
as shown by the increase of longevity—Ilife assurance is
expanding very considerably. In modern society the neces-
sity for insurance is growing much more rapidly than the
increase of risks. This is a result of two main causes.
The higher grade of civilisation expresses itself on the one
hand in the fact that people take care more and more
not only of their present but also of their future needs. On
the other hand improved foresight and calculation have
helped considerably to develop the activities of insurance
institutions and to decrease the cost of their services.

2. “Loss” AND “ Risk’’ 1IN INSURANCE

Nearly every definition of insurance is based on the terms
“loss " and “‘risk .1 These terms, like many others, are

1 Writers on insurance usually base their definitions on the terms
“loss " and/or “risks . They describe insurance as * pooling of
losses " (Cannan, 4 Review of Economic Theory, p. 424 also
Encyclopedia of Banking and Finance, p. 350); ** distribution of
losses ” (Gephard, Principles of Insuvance, PP- 4-5); °‘ mitigation
of losses” (b2d., pp. 1—2); * making good of losses” (Golding,
Burglary Instrance, p. 32); ‘' indemnifying losses” (Edie, in
Lconomics, D. 215, and Fetter, in Modern Economic Problems, p. 180) ;
anq “ meeting of losses ”’ (as Silverman, in The Substance of Econ-
o.mzcs). The other group employs such definitions as ** sharing of
risks " (Beveridge, in War and Insurance, p. 1; also Hewards, Les
Assurances Tervestres, Vol. I, 1924); " pooling of risks "’ (Hayes,
Our Economic System, p. 273); " dealing with risks "’ (Valgren, The
Insrf'er.anc.e Needs of Agriculture) or * consolidating risks ”’ (Gide,
Political Eco'{comy, P- 745 ; also Consumers’ Co-operative Societies, p.
rI'Ig_. S-ee F{sher, Elementary Principles of Econowmics, P- 429);
Mdldff‘usmg. risks » (Pa‘ifterson_ z%nd Scholz, Economic Problems of
> g;m Life, p. 76); ** combining risks (Willet, Uncertainty and

isks, pp. 106 and 141 ; also Dobb, Capitalist Lnterprise, pp. 53
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often used in insurance literature without great care.
Insurance like other branches of economics makes use of
terms taken from ordinary parlance, which are based on
“naive pre-scientific ideas’’. These old words with their
non-scientific meaning have to express new concepts and
ideas, and it is not to be wondered at if they are often mis-
leading or meaningless. The majority of writers consider
that ““ loss *’ is usually the result of * taking a risk ”’. They
forget, however, that there are many losses which have
nothing to do with taking risks. This is especially true in
regard to natural risks: all human activities are conducted
in given natural surroundings and the losses resulting from
the play of natural forces cannot normally be regarded as
connected with risk-taking.

In the majority of its branches insurance provides
monetary cover against a probable ruinous loss. What are
the reasons why a loss may be ruinous? The first reason
is that the individual may not be prepared for the loss in
time, when it occurs. The second, that the loss is too large
in amount and, therefore, disastrous. Insurance substitutes
for a loss unknown in time and in amount a known indem-
nification.! The chance of loss 1s frequently undervalued
and, as Adam Smith pointed out, ‘“ many people despise
the risk too much to care to pay for it”. In different
branches of insurance, cspecially of property insurance, the
question of the actual loss of the insured becomes of great
importance. Dealing with the great majority of cases, we
can say that a person cannot be insured unless he faces the
danger of eventual and possible loss. The insured must
have a valuable interest in the property or subject insured —
an insurable interest. If a person has a policy without the
equivalent of insurable interest, he can profit by destruction
of the property, and, therefore, he represents a serious moral
hazard : the future need to be covered by insurance must
be such that the insured should have no interest in the

and 164, and Weston, Textbook of Economics, p. 258) ; and * making
financial provisions against risks " (Talmaki, Co-operation tn India
and Abroad, pp. 275-0).

1 Compare Edie, Economics, p. 215.
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occurrence of the contingency and should not bencfit from
it1 The importance of the moral hazard in insurance
should not be underestimated. Many risks subscribed by
an insurer include the physical hazard of property and the
moral hazard of the person who is insured. The proportion
of losses attributed to the moral hazard in different branches
of insurance has ranged from To to 35 per cent., and a large
company of fire assessors has estimated that 30 to 40 per
cent. of every dollar paid by fire insurance companies in
U.S.A. is on moral hazards and fraudulent claims?
Considering the element of ““ loss ** of special significance,
Wagner has formulated the loss theory of insurance. Adam
Smith had foreshadowed this theory by putting special
emphasis on distribution of loss in insurance. ** Insurance,”’
he wrote, “ by dividing among a great many that loss
which would ruin an individual, makes it fall light and easy
upon the whole society.”’ 3 Wagner, the main exponent of
the loss theory, gives the following definition of insurance :

The term insurance used in the cconomic sense, presents such
an economic arrangement, as removes or diminishes future dis-
advantageous consequences of single contingencies as far as the
means (Vermoegen) of an individual are concerned. Those con-
tingencies must be casual for the individuals affected, and therefore,
also in each single case of their occurrence, unforcseen events.
Insurance operates in such a way as to prorate those injurious
consequences over a series (Reihe) of cases threatened by a similar
danger which however has not yet actually occurred.*

1 See Dr. G. Schlesinger, Kreditversicherung Assekuranz Jahrbuch,
1929, Vol. 48, p. 8o,

2 The Weekly Undevwriter (N.]., January 29, 1927, p. 249), cited
by Wolfe, Property Insurance, Pp. 73 and 92.

% Adam Smith, Wealth of Nations, Vol. II, p. 248.

' 1 Wagner, Veysicherungswesen in Schinbergs Handbuch der Poli-
tischen Ockonomie, Vol. 11, p. 359. See also Foster and Catchings,
Profits, p. 51.  See the definition of Gephard, Principles of Insurance,
Vol. T, p. 1. “ Insurance is an agreement among individuals of a
group or between these individuals and another group called an
msurance company under the terms of which each contributes to

a fund out qf which contingent losses in part or in whole are paid to
those suffering a loss,” '
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The loss theory is a typical product of abstract thinking,
unrelated to reality. It pays very little attention to the
real activities of insurance institutions and to the character
of their operations. It is built on the conception of prorating
losses and, for this reason, it limits insurance to the com-
pensation of actual, effective loss and thereby neglects all
other economic needs covered by insurance. By stressing
the distribution of losses as the main element of insurance
the loss theory side-tracks the investigator from the real
significance of insurance,—as a special device which ascer-
tains the cost of risk-bearing and makes possible to add
it to the other basic costs of production.

The importance of the conception of “ risk ’* 1 insurance
was emphasised by the risk-theory, which was scientifically
formulated by Willet. Risk is defined by it as ‘' the
objectified uncertainty as to the occurrence of undesirable
event ''.1  Willet shows that, by grouping risks, probability
can be converted into ascertainable quantity. The “ objecti-
fied uncertainty *’ can be estimated and the funds necessary
to cover its consequences can be built up. Let us compare
this with the actual development of insurance operations.
The risk of loss to the individual is characterised by great
uncertainty as to its degree, but if a large number of indi-
viduals are associated together in an insurance “ pool’ of
some kind, the proportionate degree of uncertainty in the
aggregate estimation of loss can be reduced: when the
“pool” is further equipped with adequate reserves, the
“pool”’ (the insurance organisation) itself can meet the
remaining unresolved uncertainty by using its reserve funds
{e.¢. by having them available to meet this unresolved
margin) and for the individual policy-holder uncertainty is
then abolished. Thus, what the policy-holder does is to
exchange an uncertain risk of loss for a small certain loss ;
and the operation viewed as a whole reduces uncertainty by
aggregating, and provides capital reserves to meet the un-
resolved uncertainty. The insured includes his insurance
premium among his ordinary expenses : for him uncertainty

1 Willet, op. cit., p. 33; B. G. O’'Brien, Nofcs on Theory of Profit,
p- 38; Hawley, Enferprise and the Productive Process, p. 111,
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through insurance has been eliminated or at least covered.
For the insurer uncertainty of a large number of risks
grouped and combined is greatly reduced gnd rendered
measurable. The premium charged covers this measurable
risk and leaves a surplus to cover the expenses and the profit
of the insurer. Insurance has fulfilled its purpose “to
reduce the uncertainty regarding the incidence of risk .

The term *‘ risk ”’ may be applied to either probability or
uncertainty. Risk is measured by the chance and dimension
of the probable loss. The degree of risk increases from zero
to 100 per cent. simultaneously with the increase of the
probability of loss to the same extent.! Probabilities can
be divided into three classes: those in which a definite
mathematical expression of probability can be attained in
advance of the occurrence of the uncertain event : those in
which such a probability cannot be known definitely in
advance, but can be established from the observation of
regularity in the past behaviour of the phenomenon : and
questions of judgment, in which neither a mathematical nor
a statistical basis of calculation exists.2 The first two forms
of probability can be regarded as objective probabilities and
they are usually dealt with by insurance ; the last form is a
subjective probability and is sometimes covered by under-
writing, as a special form of insurance, and by organised
speculation,

The existence of uncertainty is the fundamental con-
dition for the existence of insurance. The uncertainty can
be of three kinds. It may be uncertain first, whether the
occurrence will really happen: secondly, whether it will
happen during a given period of time: and thirdly, it may
be uncertain what dimension the occurrence will take.
Thus, it can be an uncertainty of occurrence, of date or of
dpnension. Uncertainty is the state of mind of the indi-
vidual which corresponds to the degree of probability of an

1 As Jevons has indicated, “ a great casualty, which is very unlikely
to happen, may not be so important as a slight casualty which is

nearly sure to happen ** (W, Stanley Jevons, The Theory of Political
Ecano:?:y, 4th ed., 1924, p. 36).
* Willet, op. cit., pp. 28-32.
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occurrence (or chance) in the objective situation : therefore,
uncertainty becomes a sequel of probability. When the
probability of an event is negligible or small the degree of
uncertainty is also negligible or small, but, ““ after the point
of even chance has been passed, probability increases, as
the uncertainty decreases’’,! 7.e. uncertainty is at a maximum
when probability is one half and it decreases in both direc-
tions from that point as probability increases to one or
decreases to zero. The increase in the number of occurrences
results in greater regularity of their happening,? and the
probability of many phenomena becomes readily predictable
in groups of sufficient ? size ; and risks, when taken in very
great numbers, mostly merge into the certainty of the general
average. The increase of the number of cases thus has a
direct effcct on the area of uncertainty which is more easily
calculated and estimated in a large group. It becomes less
for a large group than it is for any of the members of the
group. “ One man may or may not die, one house may or
may not burn, but a thousand men or a thousand houses
behave in a predictable way "’.4 The same is true in regard
to trade risks: what is of importance for an enterprise is
not the risk of a failure in any of its particular contracts or
operations, but ‘‘ the chance of a considerable divergence
from the most probable number of successes over the whole
output . With the increase of the number of operations,
the chance of such divergence diminishes. In insurance
“ the regularity of the aggregate is invoked to correct the
single instance *’; this can be achieved in different ways

1 Seligman, Principles of Economics, p. 599.

2 Waite, Economics of Consumption, p. 174. Fetter, op. cit., p.
179.

3 See Davenport, The Economics of Entevprise, pp. 404—5. Toss
a penny once and its outcome is entirely one of chance—even chances
of head and tail ; but in an infinite number of cases the proportion
of heads and tails is getting nearer to the half : the chance disappears
in a certainty of a nearly even number of heads and tails. Also
Hardy, op. cit.,, p. 27.

4 Clark, Studies in Economics of Querhead Costs, p. 126, and Hayes,
op. cit., p. 273.

§ Hicks, op. cit., pp. 173—4.
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and the exponents of the risk theory have spared no efforts
to find them. The application of the ‘' grouping ”’ method
for the reduction of the costs of risk-bearing is the strong
point of the risk theory. On the other hand it failed to
show the significance of insurance, as a special branch of
modern economic organisation, and has concentrated mainly
on its technical problems.

Scientific insurance is a method of business organisation
which combines a sufficient number of cases and reduces
uncertainty to a desired limit.? Even if the physical loss
suffered by separate parts of the economic system in the
absence of insurance would not be greater, its economic
burden would be much heavier than at present. Nowadays
the insurance institution can be relied upon at a time
of emergency : it has suffictent funds to make good the
loss suffered, to mend its economic consequences and to
enable the policy-holder to continue his economic activities
as producer and consumer with a minimum interruption.
The real burden of uncertainty would be intolerable if there
were no insurance, and to “ avoid this burden the method
of insurance is utilised in an individualistic society .2

3. RISK-BEARING AND INSURANCE

Risks can be divided in three main groups : natural, which
are created by the play of natural forces (death, hail,
fire, sea, etc.); business risks—arising out of the existing
conditions of capitalist exchange economy; and artificial
(or “ play risks ”’)—created artificially by men, as the
expression of their gambling spirit (gambling, lotteries,
betting, etc.). In accordance with the character of special
risks, risk-bearing can find its expression in various ways,
but there are two fundamental methods of dealing with

! Compare Knight, op. cit., p. 46. “ The fact is that while a single
situation involving a known risk may be regarded as ‘ uncertain’
this uncertainty is casily converted into effective certainty : for in
a considerable number of such cases—-° though not all of them *—the
results become predictable in accordance with the law of chance and
_thg error in such prediction approaches zero as the number of cases
1S 1ncreased.”

2 Dobb, Capitalist Enterprise, p. 38.
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uncertainty and risks—‘ consolidation '’ or grouping and
“ specialisation .1

Though this study deals with insurance, which covers
only the natural and business risks, it will be useful- to
consider briefly the main methods of risk-bearing.?

There are three main ways in which risks may be dealt
with in an organised society: they can be reduced as a
result of technical and economic organisation ; they can be
transferred to a certain person or organisation 1n return for
a fixed payment, and they can be taken over by contractors
for an uncertain payment, “ whose amount will vary with
the return given by the operation in question’'.? In
accordance with this division risks can be eliminated (or
reduced) and transferred.

Elimination of risk is usually effected by the interested
parties themselves. They try to prevent the contingency
by applying new technical devices, e.g. by using fireproof
materials (in case of fire), or by exercising special care. They
organise special research departments, which study the main
elements of the possible contingencies from year to year,
and are able eventually to forecast events and to take in
time the necessary precautions against undesirable factors.
Elimination of risks can also be achieved by combining

1 Knight, op. cit.,, p. 239. Also Fisher, Nature of Capital and
Income, p. 288. On the other hand, sece Gebauer, Die sogenannte
Lebensversicherung, Jena, 18gys5.

2 It is necessary to remember that insurance is only one of those
methods, because the Universal theory of insurance regards every
method of preventing or decreasing the chance of risk and loss as
insurance. According to the Universal theory insurance activities
include prevention of risk and its consequences (Meidung) by special
anticipatory measures, such as the building of houses from fireproof
material ; suppression (Unierdrueckung) or minimisation of risk by
such devices as the installation of pumps for fire extinction, and
finally compensation (Schadencrsatz}, (see Gebauer, op. cit., p. 4).
The Universal theory defines insurance as the integration {(Inbegriff)
of all economic activities and institutions devised against possible
future losses, which are however uncertain in their occurrence (see
Gebauer, op. cit., p. 4). The mixing up of insurance activities with
risk-bearing in gencral makes the Universal theory too vague to be
of any value in explaining the nature of insurance.

3 Hicks, op. cit., p. 173.
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various factors in such a way as to counterbalance one by
another, because there are certain groups of events, which
have a reverse effect on various types of production or
distribution : being unfavourable to some they are simul-
taneously favourable to others. The most important of
them are variations of the weather and price changes.
When these ° complementary operations'  are brought
under the same control, when they are combined one with
another, the risks connected with them offsct cach other
to a very considerable extent. Another method, closely
related to combination, is the method of compensation, by
which is meant the adjustment of business affairs inside a
given economic unit or household without the transfer of
risks to third persons in such a way that losses of a given
kind will be directly associated with profits of another kind.
This differs from combination in that it does not rely upon
the operation of chance to even out fluctuations, but seeks
to match one fluctuation directly against another. Planting
a dry-weather and a wet-weather crop in the same year is
an illustration.

Combination of risks, as one of the methods of eliminating
them, raises another important question—that of offsetting
risks. This is evidently confined only to trading risks. In
some cases risks can even be cancelled by offsetting them
against one another as it is shown by the following example
(Marshall) : “if it were possible to insure simultaneously
indoor entertainments against fine weather and outdoor
entertainments (together with railways, etc.) against bad
weather, for the same day and to equivalent amounts, the
insurcrs might take many grievous risks off the shoulders of
others : they might make a considerable profit and yet bear
little net risks themselves for opposite risks would have
partly extinguished one another .1 Such a method not only
enables a combination of risks, but it also makes it possible
to ascertain risks or to minimise them to a more or less
ascertainable extent for which it provides cover.

Is.the offsetting of risks a characteristic of insurance ?
One is tempted to answer in the affirmative and to agree with

1 Marshall, Industry and Trade, P- 255.
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Willet that to stress the distribution of losses as the main
element of insurance 1s '‘ to put the emphasis on a com-
paratively unimportant aspect of it .1 On the other hand,
we must set against this view the fact that the offsetting
of risks does not play any serious part in the most important
branches of insurance, e.g. life, fire, sickness, etc., though
one might possibly contend that life assurance and annuity
business offset each other. This is often overlooked even
by important investigators of the subject when writing
categorically : ' Insurance Involves the offsetting of one
risk by another : that is, the consolidation of a large number
of chances whereby relative certainty is, as it were, manu-
factured out of uncertainty.”” ? Offsctting of risk 1s quite
different from consolidation (or grouping). It can be applied
only in a few cases where a certain event resulting in a
loss to one individual would bring an equivalent gain to
another—the example quoted from Marshall being typical.
Such cases would in practice enable a company insuring
both sets of risks to calculate its liabilities with an excep-
tional degree of certainty. DBut the typical insurance case
is that of the risk of loss which cannot necessarily be counter-
balanced with an opposite type; for example, loss by fire
harms some and helps none.

The method of transfer of risks to a third party can be
divided into two main groups—the first 1s the assuming of
risk by entrepreneurs, the second is the transfer of risk to
specialists. The transfer of risk to specialists, who take
over the risk from the interested party at a certain price,
assumes two main forms: the first is “ contracting out ”’
by which the principal gets the stzpulated service or object
for the price agreed upon ; the second is insurance through
which the insured gets his compensation from the insurer on
the occurrence of the contingency or stipulated event. The
second group also includes underwriting, hedging,® guarantee,
etc.

1 Willet, op. cit., p. 126. 2 Fisher, op. cit., p. 291.

? Hedging combines the method of compensation with the transfer
of risk to " specialists "* (Hardy). This transaction can be defined
as a ‘' coincident purchase and sale in two markets, which are
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Insurance forms together with hedging the main method
of transferring risks. It is the mecting of risk not by each
individual or entrepreneur on his own, but with the help
of third parties. This can be done in two different ways,
which are not necessarily mutually exclusive 1: (a) the risk
can be transferred by the insured to a group, in which he
himself participates, and be distributed in various methods
amongst the members of the group or carried by the whole
group % corpore. The relation of the member to the group
can be settled in different manner and results in different
forms of insurance organisation. (b) The risk can be trans-
ferred by the insured to a third party in which he, the insured,
does not participate and has no direct interest (to under-
writers and to proprietary insurance companies in case of
non-participating policies). The simplest form of risk
distribution manifests itself in the activities of fraternal
socicties and mutual insurance institutions working on the
assessment plan. In such institutions each member or his
family receives, in case of a defined contingency, a certain
stipulated sum of money, which is collected from all insured
members as soon as the contingency happens. This simplest
form of risk distribution is developed a step further by the
mutual insurance societies where members pay periodically
in levies the total amount spent by the society during the
given period (a year or three months) in rendering help to
members struck by specified contingencies. Finally, transfer
and distribution of risk finds its expression not only in mutual
forms, but also in scientifically organised insurance institu-
tions with fixed premiums, reserves, etc. In such institu-
tions the transfer of risk results in two kinds of insurance
policies :  with participation and without participation.
The holder of a non-participating policy has no interest in
the results of the activities of the insurer, so long as the latter

expected to behave in such way that any loss realised in one may
be offset by an equivalent gain in the other ”. The gains from the
use pf the method of hedging are due to the reduction in the prob-
?,blllty of the unfavourable contingency against which such protection
1s sought (Hardy, op. cit., p. 222).

! Willet, op. cit., p.os, and Patterson and Scholz, op. cit., p. 66.
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is able to meect his obligations under the policy. The
position changes considerably when the insured participate
in the distribution of surpluses earned by the insurance
society. A participating policy gives the insured a certain
share in the favourable results achieved by the insurer. It
makes the insured interested in diminishing losses, and thus
decreases the physical and moral hazard. The most
progressive type of participating insurance is that of co-
operative insurance.

The next form of risk transfer is underwriting. The
underwriter undertakes to cover the insured by payment of
a stipulated sum in the case of an occurrence which may
involve a loss which the insured wishes to avoid. The
transfer of risk takes place in underwriting in such a form,
that the msured has no intercst whatever in the results of
the operations of the underwriter. Underwriting is there-
fore a risky business, as was pointed out by Adam Smith,?
and 1t can be made safer only by the following devices :
by the accumulation of considerable capital in the hands of
the underwriter, or by the combination of complementary
risks,? or by grouping of a large number of risks of the same
kind (non-complementary risks, e.g. all fire) so that the
degree of uncertainty is reduced. Nevertheless, it often
remains on the border of gambling, though by the distribu-
tion and selection of risks, and by specialisation and detailed
knowledge in the spectal field, it can considerably dimimsh
the volume of risks carried.

Underwriting is used in economic literature in two senses,
and this results in some confusion in regard to the sense of
the term. In the first sense underwriting can be regarded
as a special method of insurance: it 1s used to indicate a
large group of private insurers, e.g. Lloyds underwriters, who
secure as large a distribution of risk among themselves as
possible, each of them accepting contracts only for small
amounts. This kind of special activity is used to insure

1 Adam Smith, op. cit., Vol. 11, p. 248.

2 Opposite or complementary risks can be offset by combining
them through an insurance institution in such way as to diffuse
them.
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new risks where no statistics are available from which to
calculate the expected loss,! or where no wide distribution
of risk can be obtained. It differs considerably from insur-
ance. Insurance consists of grouping and combining many
risks : underwriting is the splitting of one given risk among
as many underwriters as possible. Underwriting is an ad
hoc (from case to case) form of insurance.

In the second sense underwriting is the selection of risks
by the insurer, and as such cannot be regarded as a special
method of insurance (except where the insurer is bound to
take all risks). The question of judgment as to whether
individual risks should be accepted at normal rates, and if
not at what special rates, forms one of the most important
parts of insurance business. Especially in trade risks,
where the underwriter tries to combine opposite risks in
such a manner as to offset them one against the other, this
process concerns only himself and not the insured. Used
in this second sense underwriting is a special side of
insurance activities. The operation is insurance as viewed
from the angle of the insured, and underwriting as regarded
by the insurer. The insured insures the risk, the insurer
accepts or underwrites it. In profit-making insurance,
however, these two groups are facing each other, not as
collaborators, but as groups with different interests.?

! Easter parade hats and bonnets, the throats of opera-stars, the
fingers of a pianist, the safe transit of baby elephants across the
ocean, and the non-return of the Kaiser to the Prussian throne may
be cited as risks which have been insured, and because of their
speculative character have afforded some basis for confusing insur-
ance and gambling.

2 The complicated position of underwriting in insurance found its
expression in the formation of the service theory. This theory
argues that insurance in the economic sense is the taking over by
the insurer of an obligation to pay to the insured or his representative
a certain amount of money in the event of an occurrence (which
does hot depend on the will of the insured) under the condition that
certain payments were made by him to the insurer. The weak
feature of this definition is that it covers only underwriting and
confuses it with insurance. It describes the legal and technical
features gf underwriting, but does not emphasise the economic
characteristic of insurance, It ignores the economic significance of
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Such a relation 1s against the real interests of insurance
business as a whole. The insurance body is concerned that
the policy-holder should fecl a constant interest in preventing
any contingency and damage which can be prevented and
that he should do all he can to minimise the loss of the
insurance enterprise. Co-operative insurance harmonises
the interests of insurer and insured: it subscribes only
policies with full participation in profits. It does not even
charge higher premiums for such participation, and this
makes it the soundest form of insurance.

The third group of risks—the artificial or gambling risks
—has to be discussed briefly in the present study, although
it does not belong to the field of insurance. The fact,
however, that dealing in risks brings insurance in touch
with other operations entailing risks, especially with
gambling and speculation, has influenced the formation
of the hazard theory ! which considers that insurance is
like a lottery with dates and winnings of unceriain draws.
A second definition of the hazard theory argues that *‘ insur-
ance is another form of betting, but its essential purpose
is the useful one of equalising and eliminating chance "’.2
The hazard theory has led to confusion, notwithstanding the
fact that it was repudiated long ago by Adam Smith *: he
showed in his interesting examination of the nature of
lotteries, that they have nothing to do with insurance and
in no way resemble it. But even if the insurance contract
could be described as a wager, its significance is quite
different from that of gambling. A man can pay £10 to
an insurance company or to a bookmaker : in the one case
he will receive £500 if his house is burnt down, and in the
other if his horse wins the race. The material result of both

the main clements of insurance—the combination, grouping and
offsetting of risks—and pays attention only to the compensatory
results of insurance activities. (K. Bramer, Handbuch der Wirt-
schafislehre, Leipzig, 1904, Vol. 4, p. 134 ; Das Versicherungswesen
tn Hand und Lehrbuch dev Staatswirvtschaft, Leipzig, 1894.)

v E. Herrmann, Theorte der Versicherung vom wissentschaftlichen
Standpunkt, 1897, p. 40.

2 Fetter, op. cit., pp. 180-I.

8 Adam Smith, op. ¢it., Vol. I, pp. 10g-10.
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cases is the same—the receipt of £500, but the motives and
effects are wholly different. The gain from betting increases
the income and means increased luxury ; insurance, resulting
in compensation for the burned house, means prevention of
distress due to the loss of his house.! The real difterence
between insurance and gambling lies both in their purpose
and in their consequences, in as much as insurance aims at
neutralising or offsetting already existing chances and their
consequences, and gambling specially and purposely creates
new ones. The gambler converts a certainty, the sum which
he possesses, into an uncertainty, whether he will have
more or less. Insurance is the opposite of gambling : the
insured converts an uncertainty, whether he will be able to
meet his obligation in the event of a possible misfortune,
into the certainty that he will. Neither the insurer nor the
insured puts himself in a position whereby his gain depends
on the other’s loss. Rather they have a common interest
in the non-occurrence of the event insured against.? In
the case of gambling the gain of one individual is the loss
of another; in the case of insurance the individual is com-
pensated, but Society has sustained a net loss. In other
words, in gambling there is a redistribution of property, and
in insurance the loss of property is a net loss to Society.
The insurance contract reverses gambling and the process
derives advantage from the law of diminishing utility by
providing a reserve for probable future needs. If you were
assured of three meals a day for a month, you could well
give up one of the meals, in order to be guaranteed against
starvation for the second month.3

The fact that insurance deals in risks makes it liable to
b_e confused not only with gambling but also with specula-
tion. Gambling is undoubtedly a form of speculation, it
15 a speculation in artificial risks. The risk is created by
the gambling transaction itself, and is increased for the
sake of one’s profiting by one’s luck and skill at the expense
of another. When gambling, the loser is not compensated

1 Compare Hadley, Economics, pP. 99.
2 Compare Hardy, op. cit., p. 70.
3 Davenport, op. cit., p. 405.
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by any gain to himself, " except the direct utility of the
excitement "’.'  The gambling spirit strongly animates many
business transactions, but in organised speculation it takes
the ““ midway between that of insurance and that of gam-
bling ”” (Hardy). Speculation often steps in in place of
insurance in cases when risks cannot be reduced to a statis-
tical basis, and this is recourse to a shifting of risk into the
hands of those who are willing to take it: such persons
are speculators.? The speculative contract is a contract
of transfer of risk but it is done in the form of underwriting,
and the person who takes over the risk (the speculator) is
trying to combine chances over a period of time.

The ideas underlying the hazard theory have caused con-
siderable confusion especially in attempts to definc the
significance of the insurance element in fiving the rate of
interest. It may seem strange but the trouble was started
by Adam Smith, who wrote :

Stock is at the risk of the borrower who, as it were, insures it to
the lender. And 4 or 5 per cent. may in the greater part of the trade
be both a sufficient profit upon the risk of this insurance and a
sufficient recompense for the trouble of employing the stock.?

1 Hardy, op. cit.,, p. 128.

% Fisher, The Nature of Capilal and Income, p. 2905.

3 Gebauer formulates the same point clearly, when he emphasises
that ' the rate of interest includes together with other elements a
premium for insurance in order to provide compensation for the
loan to the lender in case of a Joss incurred through the bankruptcy
of the borrower ' {(op. c¢it., p. 8). Walker, accepting that a good
deal paid under the name of interest is not really interest (' not
interest in the true sense ”’)—but merely a premium for the insurance
of the loan, distinguishes between two kinds of interest: *freal
interest '’ for loans of ' reasonable certainty 7’ and another kind of
interest “ whatever in the same market at the same time is paid
above this for the usc of capital is of the nature of insurance ™
(Political Economy, pp. 225-6). Clark goes further when stressing
that much of what is called profit is really akin to insurance.
“ Ultimate profits of this kind are realised in vast amounts here
and there in the business world. Inquantity they do not, in different
cases, correspond to the degrees of risk encountered but seem
frequently to vary inversely as the dangers. A clear line of
demarcation can be drawn between them and the sum that offsets
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The term * insurance’’?! is used by Adam Smith in a
wrong sense. The interest or part of it which the borrower
pays to the lender is not an insurance premium and will
not cover the loss if the borrower fails to repay the loan.
It cannot be regarded even as part of a self-insurance
fund, unless the lender has granted many loans repayable
on various dates to borrowers of different classes. Only in
this case may the lender exercise self-insurance, combining
the risks represented by his borrowers and using part of
the interest for the establishment of special funds to cover
possible losses. In such cases, however, the rate of interest
will have to rise considerably, as has been shown by the
experience of moneylenders and of provident institutions
dealing with small credit.

Speculative investments, where the possibility of loss
is material, usually promise great chances of gain, and this
is the inducement to the speculative investor, as to the
gambler.

The differences in aim and motive of insurance and of
speculation are the same as in gambling: insurance is
expected to cover possible losses—risky investments to
bring considerable gains. ‘‘ Additional interests ' (Walker)
or “ additional profits”* (Clark) are not an insurance cover
but an inducement for taking additional risks, and induce-
ment for gambling in higher risks. This additional income
does not cover the loss if occurred, whereas insurance would
coverit. Even if the additional sum which has to offset the
hazard represents ‘“ the true actuarial value of the risk
incurred by capital’’ (Clark), the capitalist does not exercise

insurance. He is simply risking his funds and the higher
rate of interest is his inducement to do so2 It is not even

hazard. This latter sum is wholly included in the amount that
represents the true actuarial value of the risk incurred by capital, and
in this fact lies the key to the solution of this problem " (Insurance
and Business Profils, p. 41)

1 See also Mangold, Grundriss der Volkswirtschaftslehre, p. 138.

2 J. 8. Mill, Principles of Political Economy, Vol. 1, p. 489. “ Much
depends on the characters of nations, according as they partake
more ot less of the adventurous, or, as it is called when the intention
15 to blame it, the gambling, spirit. This spirit is much stronger
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self-insurance of a reasonable nature because there is no
range of different insurable objects and no special reserves
are created for covering future losses.

4. THE MEASUREMENT OF RISKS AND INSURANCE

Insurance 1s built on measurement of risks. They must
be measured or estimated to see if it is worth while incurring
the cost of insurance against the possible losses. But if
risks have to be measured, what is the basis for their
measurement ?  Willet suggests that it is the law of diminish-
ing utility.? The law of diminishing utility is certainly of
great importance for income consideration: the first fzo0
of a man’s income represents ‘ a difference between life and
death "’ (Hadley) 2 ; the second is a matter of urgent, but

less absolute necessity ; the third is an increase in comfort
very welcome, but not absolutely indispensable. So as the
income grows, each additional f20 1s subjected to a scale
of diminishing utility. When analysing how to estimate the
injury inflicted on a man by the loss of a particular increment
of income or capital, we have to use the same calculation of
the law of diminishing utility, but it will be made in the

in the United States than in Great Britain; and in Great Britain
than in any country of the Continent.” See also Hicks who
writes: ‘' Some writers show rather an amusing indignation at
the suggestion that the ‘alert business man’ is in any way
affected by an inclination to so ignoble a vice as gambling. Yet
when we observe that our second type of uncertainty curve does
very often approximate quite closely to the type assumed with
such alacrity by the gambler, it becomes difficult to believe that
persons with a tendency in that direction can be altogether excluded
from the market ™ (op. ¢if., p. 181).

1 Willet, op. cit., p. 54. ' Every unit added to a man’s wealth
has less value to him than the preceding unit. . . . Thus, if two
men to whom $1,000 has the same marginal utility wager it on the
toss of a penny the one who loses will necessarily lose more than is
gained by the one who wins. There is a net loss to the two by the
transaction. The effect of this psychological principle is cbvious.
The amount of the extra remuneration which will be required to
induce the investor to incur a risk is influenced by the diminishing
utility to him of additional units of capital.”

2 Hadley, Economics, p. 97.
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reverse order. ‘“ As the acquisitions of capital that have
come to the man have benefited him successively less and
less, so the losses that are supposed to follow hurt him more
and more.”” The loss of the last hundred pounds hurts the
man “ to the degree that is out of all proportions to the
amount of wealth destroyed .1

Diminishing utility cannot, however, serve as a basis for
measurement of risks and it explains only the induce-
ment to pay the cost of insurance. We start with a risk
(which may be expressed as a certain mathematical
chance) of losing something to which a certain monetary
value may be assigned (an exchange value) or more probably,
a series of different degrees of risk of the loss of different
amounts, All this may, at any rate in theory, be summed
up at a certain monetary equivalent, which can be char-
acterised as the highest fixed premium a man would be
willing to pay to shift the risk away. One can now estimate
the utility of this money sum to the individual in question,
having in mind his current income. Of course, the above-
mentioned monetary equivalent will be higher than the
premium in fact paid by the insured, and the secret of the
success of insurance business is explained by the fact that
it locates losses *“ where they will fall on marginal increments
of capital "’ 2

The law of diminishing utility thus explains the induce-
ment to pay the cost of insurance. The premium comes
from marginal income. The loss, if it occurs, would fall
upon the parts of income having higher value to the insured.
The less urgent needs of the present are sacrificed in order
to protect the income that gratifies the more urgent needs
of the future. In insurance each party gives a smaller
value for a greater: each makes a gain because insurance
means a ‘‘ continuous burden, rather than a concentrating
and.sweeping destruction ”” (Clark). The possible loss for
the insured is always larger than for the insurance company.
In the case of a fire insurance, for example, the loss to the
company in case of fire would include only the money value
of the buildings and goods destroyed ; but in the case of

1 Clark, op. cit.,, p. 43. 2 Ibid., p. 51.
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the insured it would also include shrunken credit and
crippled business. ‘“ Having capital of his own, the credit of
the insured is good for a certain amount in addition, but a
part, at least, of this credit vanished with his capital.’”” 1

But if the law of diminishing utility cannot be used for
measurement of risks, are there any other means for such
measurement 7  There is a group of writers who deny the
possibility of measuring risks. They argue that in business
usage the term ‘' risk ”’ 1s employed to cover not only such
uncertainties as can be measured with a high degree of
accuracy (e.g. chances of loss by fire), but also uncertainties
which seem hardly capable of any measurement at all (such
as chances of change in the style of women’s hats). Hence
they conclude that it is not possible to draw a line between
risks which are measurable and those that are not.2

On the other hand the majority of writers on insurance
consider that risks can be measured. We agree with them,
but it has to be remembered that many risks with which
insurance is concerned include human elements and so are
continually changing, and therefore no risk can be measured
in practice with absolute accuracy. The degree of accuracy
varies with the type of risk. Nearly all estimates are based
on past experience which is applied to the future. They
can therefore only be approximations, but in many classes
of insurance this approximation can be very exact. Adam
Smith was aware of this when he said that * the value of the
risk, either from fire, or from loss by sea, or by capture,
though it cannot, perhaps, be calculated very exactly, admits,
however, of such a gross estimation as venders i, in some
degree, veducible to strict rule and method .3

If risks are to be measured they must be grouped together.
The law of averages finds its application only by grouping
of things ““ unlike in many respects, into classes, on the basis
of certain similarities "’.¢ The number of these similar
characteristics changes in different objects and things, and

1 Compare Carver, The Distribution of Wealth, pp. 270-1.
? Foster and Catchings, Profits, p. 51.

3 A. Smith, op. cit.,, Vol. 11, p. 247.

& Hardy, Risk and Rish Beaving, p. 164.
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as the number of similaritics covering a certain group
diminishes the grouping is done on the basis *‘ of less homo-
geneous classes "’

Tt is obvious that the statistical method often loses its
accuracy ““if the classification of things is crude, or if the
cases are not numerous ~’.  But as Hardy puts it *“ these cases
certainly shade off into Professor Knight's °true uncer-
tainties ' ! by tmperceptible degrees, the margin of error
getting larger as the evidence gets more scanty "’ In any
attempts at measuring risks there are in addition to the
definitely calculable risks, which can be stated as a per-
centage of certainty, a large number of other risks, which
can be taken into account, though they cannot be accurately
measured. For instance, in any operation, though the
majority of the risks may not be definitely calculable, there
are component parts, into which the operation may be split
and which may contain a number of definitcly calculable
risks. And furthermore, though it may be impossible to
find a number of sdeniical chances, there may exist a number
of stmilar chances. Under such conditions the degree of
probability can be estimated with a moderate degree of
accuracy, though not, of course, with exactitude.®

Insurance, as Knight has put it, ““ deals with those busi-
ness contingencies which are “fairly’ classifiable or show a
relatively low degree of uniqueness, but the different branches
of insurance show a wide range of variation on the accuracy

! Knight believesin the possibility of measuring risks. He writes :
“The possibility of reducing uncertainty depends again on two
fundamental sets of conditions. First, uncertainties are less in
groups of cases than in single instances. In the case of an a priori
probab.ility the uncertainty tends to disappear altogcther, as the
group increases in inclusiveness ; with statistical probabilities the
same tendency is manifest in a less degree, being limited by defective-
ness of classification. And the third type, true uncertainties, show
some tendency toward regularity, when grouped on the basis of
nearly any similarity or common element. The second fact or set
of facts, making for the reduction of uncertainty, is the differences
among human individuals in regard to it.” (See op. c¢it.,, p. 238.)

® Hardy, op. cit., p. 64. .

3 Hicks, op. cit., p. 175.
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of measurement of probability which they secure .} We
believe that it is possible to formulate some conditions which
will help to decide if a risk is measurable and insurable or
not. These conditions will differ considerably for wvarious
branches of insurance. Even if they could be formulated
as general characteristics, one can always find some insurance
cases which are not covered by them. Still, they hold good
for the majority of types and cases, especially for human
contingencies. It is useful to formulate them as guiding
principles for the determination of insurability of risks.

(1) The risk and the loss must be of such a nature, that
it is not in the interest or not in the power of the insured to
hasten the occurrence of the contingency. Examples are
death or attainment of some specified age (subject to the
existence of an adequate system of birth registration)
which are, comparatively speaking, free from the risk of
voluntary creation or of simulation,? because of their danger
or inconvenience or criminal offence. It is quite clear that
this characteristic is more feasible for human contingencies
than for trade risks in which the will and behaviour of the
insured is of greater importance.

(2) A large number of cases must be exposed to the risk.
This characteristic i1s a direct result of the rule that the
increase of the number of cases has a direct effect on the

1 Knight, op cit., p. 247. One must be careful in dealing with
this *“ wide range of variation "’ in order not to come to such theore-
tical results as Stamp, who writes in the Reporf of the Commission
to enquive tnto trading 1n Grain Futures, p. 40 : “* Insurance or risk-
bearing may be divided into three kinds: (1) Where there is an
actuarial or arithmetical set-off like life insurance with a definite
calculation of the percentage required to meet a particular risk.
(2) The lottery type, where there is no actuarial relating of the total
loss or the total gain to the total premium paid. (3) Another kind

. where the rewards are partly due to calculations, partly to
luck, wherc only the man who calculates wrongly ultimately pays
a premium.” It is quite evident that the lottery and hedging are
really not insurance at all and that scientific insurance must limit
itself to grouping of risks with actuarial or statistical measurement
or to offsetting of risks through complementary combination of
them.

2 See Pigou, Wealth and Welfare, p. 411.
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‘area of uncertainty and helps to deal with them in a predict-
able way.!

(3) The impending occurrence must be likely to fall upon
a comparatively limited number of cases during any short
interval. If all the houses of a certain section of a city
were to take fire, the amount of fire-hose and other such
apparatus in the vicinity would be inadequate. 1If all the
insured clients of a large insurance company were to die
about the same time, the greatest financial reserves would
be inadequate. Fire statistics and mortality tables show
that such probabilities are rare in practical experience.

(4) The probability of the occurrence must be regular
and common enough to be capable of being calculated with
some approximation to certainty : the occurrence must be
predictable in some degree. This characteristic cannot be
extended in regard to certain trade risks, e.g. 1ssue risks
and the so-called “ risk of the dcath of the King'. In
these cases, of course, there is a considerably increased
margin in the premium, to allow for the increased margin
of error in estimation.

(5) The loss, when it does occur, must be important enough
to be worth providing against the risk. This characternistic
is a direct result of the law of marginal utility applied to
insurance. As the insured pays a premium which is a
certain loss in case of non-occurrence of the contingency,
the possible loss connected with this contingency must be

of such seriousness as to induce the insured to risk the cost
of his premium.

! It cannot, however, be used in regard to certain trade risks, ¢.g.
public capital issue risks, where underwriting somctimes comes
nearer to taking pure chances. This must not be over-cmphasised.
The underwriter of public issues deals usually with a very great
number of cases. He expects to get left with part or even with the
whole of some of the issues he underwrites. He only reckons on
the average to make a profit and he averages risks over time ; the
greater the volume of his operations the more likely he is to obtain
avcerage results. It is however quite evident that in such kind of
underwriting there is a much more careful sclection of risks and
more consideration of each individual risk, than is usual in the busi-

ness of insurance, though it may be due to the greater size of the
individual risk.
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(6) The cost of the cover must not be prohibitive to a large
number of persons, so far at least as human contingencies
are concerned. In some trade risks this characteristic needs
considerable modification.

(7) The risks to be insurable must be of such a nature
that they can be measured without a special and intimate
acquaintance with the character of the individual policy-
holder.

5. CLASSIFICATION

Insurance deals with a very wide and varted circle of
interests and objects. It 1s, therefore, extremely difficult,
if not impossible, to cover with one definition or with one
set of characteristics all insurance activities. Various types
of insurance operate with such different kinds of emergency
that they have to be considered separately and are not
easy to explain in the same manner. The literature of
insurance does not always make a clear distinction between
all the different elements when dealing with the definition
and classification of insurance activities.! It is therefore
desirable to give at the outset a general classification of the
types of insurance and to emphasise their main divisions.

The classification of insurance activities and institutions
can be approached from different angles:

(a) The object of insurance (personal and property).

(b) Conditions of participation (voluntary and compul-
sory).

{c) Status (private and public).

{(d) Legal form (limited company, mutual and co-opera-
tive).

(¢) Internal control (joint stock, mutual, co-operative
and mixed).

(f) Aim (public interest, profit-making, mutual service).

(¢) Unit insured (individual and group).

(k) Method of premium payment (fixed and levy system).

! See Gide, Political Economy, p. 747, where even this prominent
author puts forward a classification in which the two different
principles—that of voluntary character of insurance organisation

and the method of paying premiums—are mixed together.
D
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(a) Insurance serves various egonorpic groups of capitalist
society covering the different risks mcur.red by them. It
takes many forms of contract and operation ; it can, how-
ever, be divided into two main groups, property insurance,
including property rights and obligations; and personal
covering all kinds of human risks. Property insurance in-
demnifies in an agreed and specified manner for loss of
tangible property in case of fire, sea damage, hail, flood
and storm, burglary, automobile collision, breakage of glass
or machinery, etc. Property insurance covers not only
tangible property, but also intangible property or property
rights, such as default of debtors (credit), market loss,
business interruption, strikes, title, mortgage, etc. Personal
insurance deals with loss of income or increased expenditure
by human beings due to three main causes : death, impair-
ment of health (due to illness, old age or accidents) and
inability to sell labour power. As it can be seen the first
two causes are natural ones, and the last is a consequence
of the present capitalist organisation of society.

Life assurance is the main branch of personal insurance.
The length of human life is uncertain : the economic results
of this uncertainty can take two main forms: a man may
die before the end of his normal working life and leave
his family unprovided for such an emergency ; or he may
live so long that the funds provided for support in old age
will be insufficient and exhausted. Personal insurance, there-
fore, takes several forms : it indemnifies the beneficiary for
loss of ‘income as the result of a contingency or undesired
occurrence (the chief being death, accident, sickness and
disability), or it secures for the insured a certain income
at a stipulated date. In some cases personal insurance can
also cover planned future expenditure (e.g. endowment for
edpcation), and becomes a combination of planned saving
with insurance, the latter taking its course when planned
saving is made impossible by death or other misfortune.
. Personal insurance sometimes takes the form of social
Insurance : .e. compulsory insurance introduced by legis-
lation for those sections of the population which, if left
to themselves, would be unable or unwilling to provide
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ample protection by insurance. The contingencies dealt
with by social insurance are natural misfortunes of human
life (accidents, sickness, ctc.), old age, and unemployment.
Social insurance provides that the risk of loss through
personal injury in the course of production should be borne
mainly by the productive agents themselves with or without
the help of the State.  On the other hand, through social
insurance against unemployment the State takes care for a
certain period of the worker who has lost employment
without fault of his own and helps the unemployed by
raising funds for insurance from employcrs, workers and
State sources.

{(b) The second division of insurance institutions is into
voluntary and compulsory organisations. Centuries ago,
public authorities (Municipal and State) were dissatisfied
with the limited extent to which insurance against some
risks had been developed by voluntary institutions {Guilds
and other mutual organisations), and made the insurance
of these risks compulsory. In recent years this process
has assumed extensive proportions and has led to the estab-
lishment of State or municipal insurance institutions, or to a
considerable development of public supervision and control
of voluntary institutions. It is evident that when people
are legally compelled to insure even in voluntary institutions,
the latter must be controlled and supervised by the public
authorities especially in regard to the rates of contribution
and the scales of benefit.! There are authors who advocate
the development of public insurance on a wide scale on
the ground that those insurance services that one requires
against dangers to which all citizens are equally exposed
ought to be supported by compulsory payments to the
State, 7.e. by taxation . . . ‘“ personal risks that are not
occupational, but are common to the general hife, should
be at the charge of all”.2

{¢) The division of compulsory and voluntary insurance
results in a further division into public and private in-
surance. The public insurance institutions are organised

1 Compare Cannan, The Review of Economic Theory, p. 427.
2 Smith, Collectivisi Economics, p. 152.
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by the State, municipal and other authorit‘:ies pnder public
law. Private insurance finds its expression in insurance
institutions of different types and is established by private
individuals or corporations. Co-operative insurance is a
branch of private insurance. . .

(d) Great difference of opinion exists Iin _regqrd to the
importance of the legal form of insurance institutions. The
limited company is the best-known type of voluntary in-
surance organisation, although it has always a trusteeship
character. This legal form presents great advantages in
regard to continuity, safety, publicity and auditing, and
it is used mainly by private insurance companies. Next
comes the mutual fraternal institutions organised on the
principle of membership usually without share capital and
sharcholding. Another form of non-profit-making self-help
insurance is represented by the co-operative insurance
societies, established in accordance with general co-operative
principles. Different forms of insurance organisation seem
to offer special advantages to different types of insurance.t

(¢) The method of control exercised by the members
varies throughout these different types of organisation and
affords another division for classification. Along this line
four kinds of insurance institutions may be distinguished :
the joint stock or proprietary companies, the mutual and
the co-operative societies, and the mixed companies. In
joint stock companies the ownership and management of
the enterprise lie in the hands of the shareholders who are
not under any obligation to use the insurance services of the
company. The genuine mutual insurance societies are con-
trolled by the insured members who are policy-holders of
the society. The co-operative insurance institutions are
controlled by co-operative organisations or by co-operatively
organised members, subscribing the shares or guaranteeing
the capital of the society and making use of its insurance
services. In mixed companies the management is in the
hands of the stock-holders, but the policy-holders are
sometimes represented on the board and participate in the

1 Compare Schmoller, Grundriss der Alligemeinen Volskhwirischafts-
lehye, Vol, 1I, p. 399.
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profits. In some cases they also have a limited right to
vote in general meetings.

(f) Similarly, the aim of the insurance institution may
supply a criterion for classification. It may be profit-
making, as in proprietary institutions in which the capital
is supplied by capitalists who have invested 1t for the sake
of profit. Or the motive for operations may be mutual
security as in the mutual and co-operative institutions. Or
it may be public security, as in institutions organised by
public authorities.! Leaving aside public insurance, Wagner
divides all insurance institutions into two groups: pure
mutual institutions organised in accordance with co-opera-
tive principles, and insurance with third persons as in-
surers.2 This division does not conform with facts, as
there is developing a large and increasing group of * mixed ”’
insurance institutions, where profits and to some extent
the management are divided between the stock-holders
and the policy-holders.

(¢) In regard to subjects insured, they can be individual
policy-holders, groups of individuals or even a certain class
of society. This division results in individual, group and
soctal insurance.

(h) The method of premium payment also affords a basis
of classification. There are two main systems: the fixed
premium where the insured pays a premium fixed in advance,
and the levy system where the amount paid depends on
the actual losses occurring during a certain period and is
covered by consequent payments.

6. INSURANCE THEORIES AND CO-OPERATIVE INSURANCE

The main difficulty which has always confronted investi-
gators in the field of insurance is the demarcation of
the boundaries of the subject. Some authors have stretched
them too far to include in insurance all forms of risk-bearing,
while others -have paid special attention only to one of

1 Compare Philippowich, Grundriss dey Politischen Oeckonontie,
p. 427 ; Dorn, Festgabe fir Alfred Manes, pp. 9-10; and Hayes,
ap. cit., p. 273.

? Wagner, op. cit., pp. 393-6.
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the main aspects of insurance, thus greatly narrowing the
scope of their studies. The first group has widened the
subject of insurance in two directions : in the mutuality
theory attention is mainly devoted to the social aspect of
insurance, and in two others—the universal ! and the danger
theory—insurance is confused with risk-bearing in general.

The mutuality theory has taken stock of the fact that
in its early stages insurance was organised to a great extent
on a mutual and semi-public basis. This theory emphasises
the social value of insurance and defines 1t *“ as a brother-
hood of men who unite against the all-destroying effects
of the unfettered forces of nature .2

The few writers of the utilitarian school, who devoted some
attention to insurance, came very near the definition of
the mutuality theory. They thought that the great advan-
tage of insurance lay in the fact that “ when applied in
its natural and most common way it considerably alleviates
the misery of mankind . The gratification of human needs
and wants can to a great extent be fostered by insurance,
which they describe as ““ a kind of hedging against extreme
misfortune by an agreement between a certain number of
persons, namely those who take policies in the same office,
that those who are fortunate shall support those who are
unfortunate ”.* A similar line of thought is followed by
writers who regard insurance as an application of Christian
principles. They consider insurance

an institution by which an organised effort is made that has the
effect of carrying out the Christian injunction to bear one another’s
buyrdens, for it means that when one is attacked all come o his aid.
It is insurance against dangers to which all are exposed, against

1 See p. 17.

‘2 L. Lester, Die Lebensversichevung in Deutschland. Ihre Volks-
wirischafiliche Bedeutung, Jena, 1890, p. 2. It is worth while to note
that mutuality theories are by no means original, for Raiffeisen some
70 years ago had already assigned similar reasons for the launching
of Insurance operations through the agency of his credit associations.
(Wuttig, Versicherung und Genossenschaftswesen als wechselseilige
Hilfsorganisation, p. II.)

 Macmillan, The Promotion of Geneval Happiness, 1890, p. 16I.
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attacks the effects of which on individuals cannot be foreseen. To
give assistance in such cascs is a fundamental doctrine of morality.}

There is an inducement for the student of co-operative
insurance to fall in line with writers of this school; for
co-operative doctrine was possibly unduly influenced by
ideas emanating from moral and religious doctrines. But
it goes without saying that the ingenious description of
the benefits of insurance and its humanitarian motives helps
very little towards an understanding of its economic ele-
ments. The mutuality theories misrepresent the real nature
of profit-making insurance and have sidetracked many
important investigators, including Wagner and Manes.

Wagner, the originator of the loss theory, regards every
kind of insurance activity as mutual and argues that even
private insurance companies operate on the basis of mutu-
ality and that private and mutual insurance are only two
different legal forms of the same economic principle.* In
accordance with the loss theory, the mutual character of
insurance in general expresses itself in the formation of risk-
communities (Gefahrgemernschaften). This idea of a risk
community must be dealt with in some detail. Insurance
1s a device whereby risks to which many individuals are
exposed, are transferred to some person or to a group of
persons, When the risk of the insured is transferred to an
outside person or to an outside group, then underwriting
and non-participating policy insurance takes place. When
1t is covered by a group of which the insured themselves
are members then we deal with what may be called partici-
pating insurance. Wagner did not admit this difference.
He insisted that from the economic viewpoint “ the union
or community of the insured is always the only real in-
surer ”’.  Even the capitalist insurance companies are always
only the intermediaries for the establishment of the com-
munity of the insured who (the community) in reality cover
the losses from the premiums and pay the insured out of
the collected funds. Wagner even went much further ;

1 Smith, Collectivist Economics, p. 151.
2 Wagner, op. c¢it., p. 360.
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for he argued that this explanation holds good also for self-
insurance. Insurance consists, writes Wagner, in * uniting
all separate endangered cases and in distributing amongst
them the costs of compensating those of them upon whom
the contingency has fallen. This is true of self-insurance,
as in the other insurances.””! The main shortcoming of
this theory is that it is based exclusively on the conception
of *“ risk community ”* {association) which 15 but one of the
many forms of insurance. By admitting self-insurance as a
legitimate form of insurance, Wagner himself provides in
fact the best argument against the ° association’ being
the “ only real insurer 7.2

The real place of mutuality in insurance is quite different
from that marked out for it by Wagner. The simplest
mutual insurance institutions prorate actual losses among a
number of persons by imposing a levy on members for
compensating those of them who were struck by a con-
tingency during a given period (usually a year). On the
other hand insurance proper is not prorating actual losses,
but 1s forming funds to cover losses, which have been
caleulated in advance in accordance with mortality tables
and other devices of scientific insurance. Thus, mutual
insurance bodies cover actual current losses by special
levies of the insured at regular intervals but of wvarying
and wncerfarn amounts, whilst insurance institutions—
including co-operative insurance societies-—in order to cover
possible future losses—create funds by regular payments
whose amounts are fixed in advance for the whole period
for which the policy is taken out.

" Mutuality " looms so large in the loss theory apparently
by reason of Wagner’s special emphasis on the public char-
acter of insurance, that is by his regarding it as a social in-
shitution for serving the community in special directions.?
The mutuality theory had also a considerable influence
on Manes, who considers that insurance expresses itself

:Wagner, op. cit., pp. 379-80.
Gebauer, Die sogenannie Lebensveysicherung, Jena, 1895, p. 21.

See also criticism by Shenkman, Insurance against credit risks, p. 67.
¥ Wagner, op. cit., p. 398.
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in economic institutions built on the “ principle of mutu-
ality . Manes uses the formula “ principle of mutuality *
in order to show the interdependence of the ‘‘ numerous
economies " of the tnsured. But such interdependence finds
its expression only in one respect : the numerous economic
subjects group their risks in order to combine and/or offset
a considerable part of them, thereby diminishing the total
risk to be covered to proportions which can be dealt with
by reasonable reserves. Manes himself was conscious of
the fact that the mutuality element in his definition is not
the strongest part of it and he endeavoured to explain that
insurance always depends on the obligation of numerous
economic subjects to cover the casual estimable capital
wants of some of them.? There are three main objections
to the part ascribed to mutuality in Manes’ theory of
insurance. Its main defect is that it does not make clear
what it wants to express—the combination and grouping
of risks. Mutuality (or Gegenseitigkedf) deals only, as pre-
viously explained, with the division of loss; and there-
fore some of Manes’ critics are right in arguing that the
““mutuality "’ part of his definition is too wide and covers not
only insurance institutions but also saving and loan unions.?

The second objection is that the definition does not cover
some types of insurance, ¢.g. underwriting, which have
nothing of a collective nature because the combination and
offsetting of risks by the underwriters concern only the
insurer and not the insured.

The third objection is that mutuality in Manes’ inter-
pretation is not identical with a certain form of mutual
and co-operative efforts or with a conscious ® participation
of the insured in a risk-community (Gefahrgemeinschaft)
institution. But how can all forms of insurance be mutual
when this mutual character is actually unknown to the
insurer and insured ? What is the value of an economic
interdependence between all the insured, and between the

1 Manes, Versicherungswesen, Vol. I, p. 58.

2 Dr. G. Schlesinger, Kreditversicherung, p. 78.

$ Manes, Versicherungswesen, p. 1. Also see Manes, Hand-
worterbuch der Slaatswissenschaften, Vol. VIII, p. 621,
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insured and insurer, of which neither of them is aware ?
Such unconscious mutuality is of no use or value because
it finds no manifestation in economic action. Only where
it becomes a conscious expression of organised co-operative
or mutual effort, only when it is expressed in a new form of
social organisation, only then can mautuality become a
real force in insurance and in other spheres of human
economic activities. Notwithstanding its failure to explain
the nature of insurance, the mutuality theory has rendered a
great service to investigators of co-operative insurance in
that it stands as a special warning not to consider every
form of insurance as mutual or co-operative.

The universal theory, which regards every method of -
preventing or decreasing the chance of risk and loss as
insurance, is the second of the group of the *“ wide "’ theories
of insurance.! The third theory of this group is the danger
theory, the foundation of which was laid by Roscher,?
when he wrote that “ the aggregate danger is less than
the sum of individual dangers, for the reason that it is
more certain, and that the uncertainty itself is an element
of danger ”. Krosta® has built up on this assumption
his danger theory, which regards insurance as a method
of uniting the objects exposed to the same danger in a
group with the aim of equalising the various probabilities
(or degrees) of danger amongst them. This theory does not
cover underwriting and self-insurance ; it also assumes that
insurance is the only method of dealing with danger, over-
looking the fact that the ‘ endangered objects’ can be
often safeguarded by methods which have nothing to do
with insurance. The danger theory limits the field of
insurance activities to the compensation of effective loss.
1t does not explain the functions of those insurance branches

1 See p. 17.

2 Roscher, Principles of Political Economy, Chicago, 1882, Book IV,
Ch. III, p. 261.

8 Kr.osta.,‘ Ueber den Begriff dev Versicherung, 1910, and Zu den
M oeglzckkezten der wirischaftlichen Entwicklungen des privaten
Versicherungswesen in Deutschland, Berlin, 1911, “ Versicherungist

die Vgreini_gung von gleichartig gefihrdeten Objekten zwecks
Ausgleichs ihres Gefahrengrades.”
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which cater for the satisfaction of future needs and are not
affected by dangers of losses.

The second group of theories—the theories giving the nar-
rower definitions of insurance, are very numerous. Hazard,!
saving,? service ? and risk ¢—all these elements have been
given their place in insurance theory and practice and
each of them has served as a basis for a special theory of
insurance. These theories, however, have had a limited
influence on the science of insurance because each of them
has taken only one of the main elements of insurance as the
basis for their definitions, other aspects being generally
excluded or rather ignored. An analysis of these theories
" will help us to a better understanding of the various aspects
of co-operative insurance.

If, as is argued by the hazard theory, insurance is a form
of gambling or speculation, it could not be properly con-
sidered within the ambit of co-operative activities. We
have seen, however, that scientific insurance has nothing
to do with the lottery ® principle or gambling and is built
on different foundations: the hazard theory, therefore,
does not characterise the real nature of insurance, for it
over-emphasises the element of chance, the place of which
In insurance 1t misunderstands.

The main defect of the saving theory is that it regards
the accumulation of funds as the only element of insur-
ance. But saving has to be combined with other elements
before insurance takes place: the accumulation of funds
must be joined with the transfer and combination of risks
in a group. The economy of insurance expresses itself
in increased collective saving, but saving alone does not
characterise the nature of insurance. The saving theory
emphasises one of the most important elements of insurance,
but it cannot serve as the basis for its definition. If the
saving theory is right then there would be no place for
co-operative insurance as a special form of co-operative
activities ; for, if insurance is a collective form of ordinary
saving, then ordinary co-operative institutions (and not special
insurance ones) provide ample facilities for such saving.

1 See p. 23. 2p. 2. 3 p. 22. 1p. 13. 5p. 23.
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Co-operative insurance stands also in full contradiction
to the service theory !of insurance, and would have no
reason for existence if this theory really explained the
true nature of insurance. The service theory is entirely
descriptive. It does not even try to analyse the economic
character of insurance : it regards the insurer and insured
as two groups with opposite and different interests, for-
getting that in every kind of participating insurance they
are members of the same group ; the policy-holder partici-
pating in the insuring group is really to a great extent
insurer of himself and when he makes use of the services
of the society, he provides them for himself.

Finally the wants theory has to be discussed. This -
theory helps us more than any other to formulate the
theory of co-operative insurance. German literature presents
this theory as a creation of Gobbi, developed entirely by
German writers and mainly by Manes. Gobbi has shown
that the impossibility of satisfying all the needs of an
individual leads to his choice between present and future
ones and then between different future needs.? He has
formulated the other characteristics which constitute the
wants theory by defining insurance as an economic institu-
tion, depending upon mutuality for the purpose of covering
a casual estimable need of capital. By mutuality Gobbi
meant the willingness of numerous individual economic
units to help each other consciously or unconsciously in case
of need.3 Lexis, Emminghaus, Dorn, Moldenhauer, Worner,
Marschner and many others have followed this theory
without much alteration.4 1In fact, Jevons, Macleod, Bshm-

1p. 22,

% Gobbi, Zeitschrift fiir Versicherungsrecht und Wissenschaft, Stras-
burg, 1897, Vol. III, p. 258.

3 Gobbi writes: ** Die Versicherung hezweckt bei den geringsten
Kosten und bei genuegender Sicherkeit das erforderlich Kapital zu
V.erfﬁgulng zu stellen (Zur Befriedigung eincs eventuellen Bediirf-
missen) in Falle das Ereignis eintrifit, welches das Bedurfniss selbst
herfprruft." (See op. cit., p. 258. Also Compendio di Economia
Politica, Torino, p. 120))

6 4 See Handwirterbuch dey Staatswissenschaften, Vol. VIII, pp.
21-32.

AY
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Bawerk and others prepared the background for this theory
by stressing the importance of the satisfaction of future
probable needs, which is the kernel of the wants theory.
The correct estimate of the significance of future needs
and their place in the *“ economic plan’ was not achieved
easily. There is a wide literature dealing with this subject,
but Bohm-Bawerk has rightly reproached economists for
underestimating the importance of the future for economic
activities.!

Jevons ® was one of the first to express clearly the main
idea of the wants theory, when he emphasised that, at a
certain period of civilisation, the satisfaction of future wants
becomes an important element of economic progress.

Bohm-Bawerk,® developing the same idea, has built
the now familiar theory of interest on the consideration
that the degree of remoteness in time has a direct effect
on the value of goods. It is not our task here to deal
with Bohm-Bawerk’s theory of interest. For our own study
it is only necessary to mention that men learn to estimate
present and future needs mainly by personal and collective
experience, because the majority of needs which have to be
foreseen, estimated and catered for by economic activity
have to be dealt with periodically. Thus, experience teaches

1 “ The future has a great place,” writes Béhm-Bawerk, ' in our
economical provision, a greater indeed than people usually think.
1t is, of course, a commonplace, but all the same it is a truth seldom
seen in all its bearings, that our economic conduct has exceedingly
little reference to the present, but is, almost entirely, taken up with
the future.” (E. v. Béhm-Bawerk, The Posttive Theory of Capital,
1923, p. 238.)

2 Jevons, The Theory of Political Economy, London, 1924, 4th ed,,
p. 35. ‘' The wants of a future year or of a lifetime arc wholly
unforeseen. But, in a statc of civilisation, a vague though powerful
feeling of the future is the main incentive to industry and saving.

The cares of the moment are but ripples on the tide of achievement
and hope.”

3 Bohm-Bawerk, op. ctt., p. 281. See also p. 237. Also Capital
and Interest, London, 1899, pp. 423 and 259: ‘‘ Present goods
invariably possess a greater value than future goods of the same
number and kind and therefore a definite sum of present goods
can as a rule only be purchased by a larger sum of future goods.
Present goods possess an agio in future goods. This agio is interest.”
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mankind to estimate future probable needs and to be pre-
pared to meet them almost unconsciously '’ ; ‘* we make

calculations of this kind more or less accurately in all the
ordinary affairs of life ; and in systems of life, fire marine
or other insuranc