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ABSTRACT

This paper uses the introduction of the homeowners policy in the United
States insurance market in the 1950s to explore the process of innovation
and the role that innovators (entrepreneurs) and imitators play within it
through an examination of Schumpeter’s theory of innovation and its dis-
cussion in the recent economic literature on innovation and imitation.
Schumpeter’s model of entrepreneurial innovation is tested through a case
study of the homeowners policy’s introduction in 1950 and its subsequent
diffusion throughout the decade. The policy was an innovative product which
helped transform the property-casualty sector of the insurance industry. Thus,
this case study supports Schumpeter’s model of entrepreneurial innovation
and illustrates the significant role that imitation plays within it.!

Introduction

“Last week the Pennsylvania insurance agents of the Insurance Co. of North America
received a revolutionary document from the home office in Philadelphia,” reported Busi-
ness Week in June of 1950. The “revolutionary document” was INA’s (as the firm was
referred to in the trade) “homeowners’ policy,” a policy which combined “fire and ‘ex-
tended coverage’ . . . on the home and its contents, theft insurance, premises liability,
and medical payments for injuries to guests and others—all wrapped up in one pack-
age.”?

Business Week’s language was not hyperbolic; the homeowners policy was indeed a
revolutionary one. This “multiple line” policy played a major role in the transformation
of the way business was done in property and liability insurance. It quickly became the
dominant type of policy used to insure people’s houses, their contents, and the legal
liabilities that accompanied property ownership. Introduced in 1950, by 1955
homeowners’ insurance was earning insurers $59 million in premiums. In 1956 the Ca-
sualty and Surety Journal proclaimed that the homeowners policy “is the fastest growing
package policy ever.” In 1960 homeowners’ insurance sales had increased 1,000 percent
over 1955 premiums to $617 million, and the policy had become the industry standard.*
As Business Week correctly predicted in 1950, the homeowners policy was an innovative,
new product that changed an industry.

This paper uses the introduction of the homeowners policy to explore some of the
fundamental questions about innovation, entrepreneurship, and economic development.
It focuses on the process of innovation and the role that innovators (entrepreneurs) and
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imitators play within it through an examination of economic theory, the recent eco-
nomic literature, and a case study of the introduction of the homeowners policy in the
U.S. insurance market.

Imitation as a factor in economic development has received limited attention.’ A
number of economists who have examined the subject argue that the business leaders
and firms that imitate major innovations and diffuse them throughout the economy play
the central role in economic growth, and not the original innovators themselves. The
scholars who embrace this argument take issue with what they contend is a major precept
in the scheme of economic development put forward by Joseph A. Schumpeter, the most
important theoretician to examine the issue. Economist James Schmitz explains this
contention in “Imitation, Entrepreneurship, and Long-Run Growth” (Journal of Politi-
cal Fconomy, 1989):

In the Schumpeter model, the innovating entrepreneur plays the key role, with imi-
tators assigned a minor part in the growth process. In contrast the theory below focuses
on the role of imitation—the act of transferring and implementing a new technology—
in promoting growth. Rather than the Schumpeterian innovating entrepreneur, it is the
activities of imitating entrepreneurs that drive growth.6

Schmitz goes on to observe that “[t]hough the historical record indicates its impor-
tance, theoretical research on growth has underemphasized the importance of imita-
tion.™

The noted economist of technology, Nathan Rosenberg, echoes Schmitz’s argument
in Schumpeter and the Endogeneity of Technology (2000): “Schumpeter . . . attached exces-
sive importance to a single event: the first introduction of an innovation into the market
place, and the numerous difficulties encountered by the entrepreneur in achieving that
introduction.” He looked down upon the “mere imitators” who followed the entrepre-
neurial innovators. “My own view is that, on the contrary, these so-called ‘mere imita-
tors’ . . . have commonly been the essential carriers of an improvement process that
decisively shapes the eventual contribution of new technologies to productivity improve-
ment.”®

Unfortunately, this literature has to be read with considerable care, warns Robert R.
Nelson, one of the leading neo-Schumpeterian economists. Nelson holds that much of
the recent economic analyses of Schumpeter’s theory of innovation “have been based on
a misreading of Schumpeter, or at least a failure to think through what was basic in
Schumpeter’s arguments and what was not.” Regarding the investigation of Schumpeter’s
argument on innovation and big business, Nelson goes on to note that “casual reading of
Capisalism, Socialism, and Democracy, or as time went by, more likely mostly reading of
the statements of other economists about the ‘Schumpeterian hypothesis’ without read-
ing Schumpeter, led to the rise of a little industry of economists exploring that hypoth-
esis econometrically and theoretically.™

To discover whether or not economists writing in the vein of Schmitz and Rosenberg
have misread Schumpeter’s theory of innovation and the role imitation plays in it re-
quires a brief review of that theory. For Schumpeter entrepreneurship was defined by
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innovation. “For actions which consist in carrying out innovations we reserve the term
Enterprise; the individuals who carry them out we call Entrepreneurs,” he wrote in Busi-
ness Cycles in 1939.1° Schumpeter viewed this entrepreneurial role as fundamental to
economic development: “innovation is the outstanding fact in the economic history of
capitalist society.”"!

Given the centrality of entrepreneurial innovation to his theory of economic devel-
opment, Schumpeter took care to concisely define innovation. It was:

the introduction of new commodities... . Technological change in the pro-
duction of commodities already in use, the opening up of new markets or
sources of supply, Taylorization of wotk, improved handling of material, the
setting up of new business organizations such as department stores—in short
any ‘doing things differently’ in the realm of economic life... ."?

Schumpeter termed these entrepreneurial innovations “New Combinations.™?

Since tradition and routine stifled change, Schumpeter held that innovations zend
to be undertaken by new firms."¥ “[Njew combinations are, as a rule embodied, as it
were,” he wrote in The Economic Theory of Development, “in new firms which generally
do not arise out of the old ones but start producing beside them; . . . in general it is not
the owner of stage-coaches who build railways.”"> As innovative new firms rose, many
non-innovative firms, and even entire industries, were rendered uncompetitive or obso-
lete, and were down-sized or destroyed.' Those lucky “firms and industries” that man-
aged to survive the consequences of innovation were “forced to undergo a difficult and
painful process of modernization, rationalization and reconstruction.””  Schumpeter
held that this “process of incessant rise and decay of firms and industries . . . is the
central—though much neglected—fact about the capiralist machine.”® He would later,
in Capitalism, Socialism, and Democracy (1942), term the process “Creative Destruc-
tion.”?

Although many non-innovative firms ended up “dying” in the destructive orgy that
accompanied economic evolution, Schumpeter observed that for a smaller number of
old firms, innovation created “new opportunities for expansion” as the “new methods or
commodities create New Economic Space.”® Indeed, once an entrepreneur managed to
devise and establish a new combination, subsequent emulation became much easier.
The old firms initially able to copy the original innovator do so and “[t]hen other entre-
preneurs follow. . . . Whenever a. .. trade beholds the new thing done and its major
problems solved,” Schumpeter wrote, “it becomes much easier for other people to do the
same thing and even to improve upon it. In fact, they are driven to copying it if they can,
and some people will do so forthwith.”!

Thus in Schumpeters theory of innovation, entrepreneurial changes in business
activity created an environment conducive to further change. Innovations were copied,
applied in similar and related lines, and even transferred to other non-related fields.
Through this widespread entrepreneurial copying, significant innovations transformed
entire sectors of the economy. One consequence of extensive imitation was “that innova-
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tions do not remain isolated events, and are not evenly distributed in time, but that on
the contrary they tend to cluster, to come about in bunches, simply because some, and
then most, firms follow in the wake of successful innovation.”? The result, the Austrian
economist concluded, was that innovation pushed capitalist economic development for-
ward not evenly, but rather “by jerks and rushes.” It was “a distinct and painful pro-
cess.” Clearly than, imitation plays a significant role in Schumpeter’s theory of innova-
tion.

While satisfactory in its broad sweep, a number of problems emerge in trying to
empirically apply Schumpeter’s theory of innovation. One is, when do the copiers cease
being innovators and thus entrepreneurs? At some point the new combination becomes
a routine part of business and thus no longer new and innovarive.? This was not a trivial
issue for Schumpeter for he held that “[Ilnnovations” are “the only function . . . funda-
mental in history and essential in theory” to entrepreneurs. These innovators stood in
clear contrast to what Schumpeter termed “the mere head or manager of a firm who runs
it on established lines.”®

The introduction of the homeowners policy in 1950 provides a useful case study to
test Schumpeter’s entrepreneurial innovation model. The policy meets his “new combi-
nation” criteria: it was a new product, imitation of it was both rapid and widespread,
and it helped transform an important industry sector.?

To understand why the homeowners policy was an innovative and imitative success
some background on the history of the insurance industry in the United States is neces-
sary. At the start of the twentieth century the “American System” of insurance, as it was
called, divided private insurers into three industry branches or “lines”: 1) life and health;
2) fire and marine; and, 3) casualty and surety. Regulation of the insurance industry was
the province of the states and most of them prohibited insurers from crossing industry
branch borders and writing multiple lines of insurance.?”

The insurance industry’s regulatory regime was further confounded by the 1869
Supreme Court ruling in Paul v. Virginia. In that decision the Court concluded that
“[ilssuing a policy of insurance is not a transaction of commerce.”® One consequence of
the Paul decision was that the U.S. Government could not regulate the insurance indus-
try. Until the reversal of the ruling in 1944, Federal regulatory laws, including anti-trust
laws, did not apply to it.> Insurers employed this freedom to create trade associations,
called “bureaus,” which were ultlmately granted the responsibility to develop standard-
ized products—policies—and set prices—insurance premium rates.*® Thus, the insur-
ance industry’s practice largely left product development to its trade associations (bu-
reaus). The cooperative nature of product development in the insurance business and its
fragmented legal structure helped serve as brakes on innovation in it, particularly prod-
uct innovation. Robert I. Mehr and Emerson Cammack observe in Principles of Insurance
(1980) that “the industry is often criticized for failure to innovate and develop new
products quickly, and insurers are still accused of excessive conservatism.”?!

Critics of the 1940s and 1950s had similar complaints. They argued that the insur-
ance industry, as it had evolved under the American System, was rigid, balkanized, and
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unresponsive to the needs of customers. Even worse, the separation of insurers into
“tight little provinces of fire and marine companies” and “casualty and surety compa-
nies” resulted in “narrow coverages.” This translated into high premiums because the
insured had to purchase “so many separate policies” from different firms.** This industry
environment meant that INA’s venture to design and introduce a new policy was far
more radical in reflection than it first appears.

On first glance INA was an unlikely innovator for it was one of a conservative
industry’s oldest firms. Founded in 1792 in Philadelphia, in 1950 the Insurance Com-
pany of North America possessed one of the most venerable names in the business.” But
for all its age and tradition, the INA of the 1940s and 1950s was an entrepreneurial firm.
Under executives Benjamin Rush (1916-1939) and John Diemand (1941-1964), INA
led an attack on the legal line division of insurance and bureau restrictions on policy
coverages and rates. After years of effort, in 1944, the company and its supporters con-
vinced the National Association of Insurance Commissioners (N.A.L.C.) to approve in
principle the ability of all non-life insurers to write multiple line policies in the main
property and casualty lines of insurance—fire, marine, and liability. One of the reasons
INA and the other reformers were successful in this effort was that automobile and air-
plane transportation presented both property and liability perils. Insurers’ experience in
over thirty years of automobile underwriting in particular, made the problem with the
old line divisions obvious to nearly all regulators.*

By 1951 most states had passed legislation that permitted non-life companies to
write policies that combined the fire (property) and casualty (liability) lines. The Insur-
ance Company of North America used this newly granted authority to write in multiple
lines of insurance. Under it INA introduced its innovative new product, the Homeowners
policy, in 1950.%

To understand why this policy was a successful innovation, a better understanding
of the perils homeowners confronted and how traditional lines of insurance worked (or
failed) to cover them is needed. Homeowners faced the obvious threats to the loss of, or
damage to their property through fire, natural causes—e.g., hail, wind storms, and hur-
ricanes—and theft. Fire insurers sold fire, theft, and extended coverage (which covered
various natural disasters) policies to protect homeowners from these perils.

In addition to the perils to property, home ownership also created the potential for
legal liability. If a person on your property is injured through your negligent actions, or
if you damaged another person’s property by negligent actions taken on your property,
you can be held liable for damages. If, for example, your dog is inadequately restrained
and bites the postal carrier, or if a tree you are cutting down falls the wrong way and
crushes your neighbor’s car, you stand the possibility of being sued for damages by the
injured party. Casualty insurers sold policies—personal liability and property damage
liability—to cover homeowners against these perils.

While the homeowners of the 1930s and 1940s were quick to protect their property
from fire and theft—an estimated 97.7 percent of 1943 homeowners had fire insur-
ance—few were conscious of the legal liabilities that accompanied property ownership
and insured against them. Only 6.4 percent of homeowners carried any liability insur-
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ance in 1943.3¢ Apparently few homeowners asked for liability insurance and few insur-
ance salespeople solicited it.”

A number of journalists writing for home and garden magazines pointed out that
ignorance of this risk was a serious mistake. “The simple act of living under a roof,”
wrote Ray Giles in 1947, “brings you face to face with liabilities that call for insurance
protection.” The home was a dangerous place, he continued, and “during the last 10
years” accidents “killed 300,000 persons and injured nearly 30,000,000 more in the
nation’s homes.”® House and Garden warned about the legal implications of serious
injury to an outsider on a homeowner’s property. If the homeowner was found liable in
such an accident, “the loss of the whole investment in your home” as well as “all of your
savings . . . might be forfeited to settle a heavy claim.”® Clearly an insurance policy that
closed the gap between fire and casualty insurers and covered all of the perils of home
ownership—fire, theft, personal liability, and property damage liability—would offer an
invaluable service by providing “the kind of insurance that will protect homeowners
from ruinous losses.™®

INA’ introduction of the homeowners policy in 1950 took advantage of this oppor-
tunity. It was a revolutionary product because it broke down the traditional industry
division between casualty and fire insurance in a major consumer market. Erasing this
industry division allowed INA to provide homeowners with the protection they needed
in one policy with standardized coverages. This innovation allowed INA to tap the large
and rapidly growing post-1945 homeowners market while significantly reducing its costs.
Multiple line policies cut insurers’ administrative and sales costs by allowing them to
combine many separate policies, previously sold by different companies, into one. INA
used this cost advantage to make the homeowners policy “about 20% cheaper than the
total premiums on separate policies” that gave “similar coverage.”

INA was innovative in pricing as well as product. In cutting the price of its
homeowners insurance, INA broke with the industry’s cooperative method in setting
premium rates. This allowed it to undercut the Bureau companies’ high premiums and
sell even more policies.*?

Other insurers were quick to realize the advantages of the homeowners policy and
many other competitors rushed to bring out their own versions. One firm “was so eager
to market a policy that it simply reprinted INA’s policy form by photo-offset, and then
found to its embarrassment, that it had forgotten to blot our the words ‘Insurance Com-
pany of North America’ in one place.” “It is unlikely,” exalted the insurance writer
William H. A. Carr, that “any other insurance policy ever was as enthusiastically wel-
comed as the [INA] Homeowners.”# INA's introduction of the homeowners policy in
1950 and its imitation by many competitors helped make multiple line insurance the
fastest growing segment of the new field of property-casualty insurance (fire and marine
plus casualty and surety).* By 1960 the homeowners policy was widely diffused (sold by
many insurers and purchased by many homeowners) and it had become a routine part of
the property-casualty insurance business.

The success of this new multiple line insurance policy forced traditional fire insurers
to adapt to these new competitive conditions. An industry sector-wide “rationalization”

146



INNOVATION, IMITATION, AND ENTREPRENEURSHIP

was the result as INA’s and imitators’ homeowners policy sales skyrocketed, while the
sales of traditional fire insurance policies stalled under price and product competition,
and effectively lost market share in the rapidly expanding residential insurance market of
the 1950s.% By 1960 creative destruction was “modernizing” the non-life insurance
industry as competition from INA, its early emulators, and other innovators forced tra-
ditional insurers in the fire and marine, and casualty lines into bankruptcies or mergers.*

This case study of creative destruction in property and casualty insurance illustrates
the effectiveness of Schumpeter’s entrepreneurship/innovation theory in explaining in-
dustry change. The transformation of this economic sector, beginning with the intro-
duction of the Homeowners policy, followed his model closely: 1) an entrepreneurial
enterprise introduces a new product (new combination); 2) other firms rush to imitate it;
3) older firms using traditional methods cannot compete and shrink, merge, or are driven
into bankruptcy; 4) the industry is thereby “modernized;” and, 5) innovation (including
the early imitators) provides efficiencies in the form of lower costs for insurers and lower
prices and better coverage of risks for homeowners. This case also establishes a corollary
to the model: that once an innovation is widely diffused, it becomes a routine part of
business and thereby ceases to be entrepreneurial.

This study also illustrates the complexity of Schumpeter’s theory of innovation. As
the theoretical discussion above shows, he clearly viewed imitation as a key element in
the process of entrepreneurial innovation and economic development. Imitations as well
as initial innovations were central in the creation of the innovation clusters that drove
capitalist economic progress forward. Thus, neo-Schumpeterians and the Austrian
economist’s recent critics would do well to follow Robert Nelson’s advice and carefully

read their Schumpeter.
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