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CHAPTER I

INTRODUCTION

Purpose of This Study.~ One of the most perplexing problems

that faces the conservative investor of the prescnt day is the preper
distribution of the various ty;es of investments in his portfolio,
Sinoelfhe insurence companies ccnstitute one of the larpest grouys of
investors in the United States, it would seer well to make an enalysis
of the yield on the investments of a selected Froup of legel reserve
life insurance companics. The investments of the thirty-six compenies
considered in this study exceeded ten billion dollsrs in 192S. The
life insﬁrance combanies are such important investors that the securify
syndicates usually allow them one quarter of & point of on their
purchases of socurities.l Since the life'insurance companies are such
lerge investors end empioy skilled investﬁent managers, it seems that
the experience of this group of compenies durinz the seven years from
1929 to 193€ should be illumineting to ore who desires to study the
investment market. A study of this nature reveals what types of
securitiecs yield the investors the hirhest, the lowest, the most
consistent, and the moat'sycredic return.

Descoription of the Data and the Methods Used in This Study e~

Best's Life Insurance Reports contain the reports of over five hundred

life insurance 6ompanies and over three hundred of these are leral

1Arthur Gelston, Security Syndicate Operctiems, New York, 1928, p. 48.




resefvo gnits. The deta used in preparing this study were obtained
from the reports éf ﬁhirty-six éompénies ﬁiﬁh edmitted assets verying from .
one half mlllion dollars to over four billion dollers end located
geographicully from MaSSachusetts to Californie and from Vhshington

to Florida.. Only leyal resefve'life insurance companies were used in .
this study because . they are under.closer supervision and their reports
are most accurate. Both mutual aend stock ‘companies have been inocluded.
Sinoa this study deals with over ten blllion dollars worth of assets of
representatlve insurnnce companies, the writer feels that the results
of this semple would show only a slight and 1n81gnificant deviation from
the results of all legal reserve life insurance companies. As stetistics
is appliceble to mass daﬁa‘only, one may find many companies whose ex-
perience with securities would not be similar to the everages displa#ed
in tabular form and depicted graphically he;ein. Hqwever, the returns
should be somewha? similur if = wide epqugh sample is teken of investments
of the same classes.

Definition of Terms.~ The meaning of the word yield, as used -

in this study, is

The actual return received on money lent et interest in
distinction from the rominal interest.rate eppearing in the contrsct,
The yield on bonds or stocks purchased atove or below par will thus
be different from the nominal interest or dividend rate which is
calculated on the basis of the par value.l

Lepal reserve life insurance companies are those insurance
compgnies thet are required by the stete laws to render each year unto
the state orticiels having supervision of insurance, complete and detailed
sworn steterents showing all financiel trensactions during the previous-
year and giving sufficient information regarding their business to enable
an expert in insurance matters to determine with some degree of certairty,
the companies' finenciel responsibllity and the extent of their business
activitles.2

This does not include fraternal societiocs anc assessment associations.

ljohn Emmett Kirshmen, Principles of Investment, New York, 1925, p. 892.
2p1fred Y, Best, Insuraunce Reports, New York 1931, p. iv.




The following quotation is an explanation of the method used

by Best in computing the yield on assets.

‘The tables embodied in our reports upon individual companies,
showing -their approximate earnings on their verious investments (specific
investments such as real estate, bonds end stocks are entered at the per
value f6ér which the company takes credit), is made on the following basis:

Sterting with the income actually received, we take into -
account the inocrease or decrease of earned but uncollected interest,
dividends or rents. In the case of real estate we deduct from the fross
income earned,.calculated on the above basis, taxes, repairs and other
expenses on real estate, thus ascertesining the net inoome. The mean
amount invested in each class of securities or in real estste at the
beginning and. at the end of the year under review; and dividing this
sum oy two. The net emount earned is then compared with the mean emount
invested. This method, while it necessarily canrot be scourate in all
cases, i1s a fairly reliable guide to the rete per cent. realized} the
same method is followed in every case, unless otherwise specifically
Btatedo ‘g'“ ! ' T

Best's Life Insurance Reports are individual reports of

insurence companies, The group averages'which ere presented in this study
" in tabuler form and depicted graphically are weighted averages of the
individual reports aécording to Best. The ylelds were weighted according

to the size of the investments in each type of security.

1Bests Life Insurance Reports, New York, 1931, PPe. xvi-xvil,




CHAPTER II

'REAL ESTATE AND MORTGAGE LOANS

Real Estate

Due to the fact that real estate and mortgege loeans are
inextricably bound together as investments for life insurance
companies, I have tféated them.in one chapter. Legal reserve life
insurance céﬁpaniés are not permitted to buy real estate as an ine-
vestment.l They may purchese their home offioce building.2 All other
real estate is acquired through foreclosure on mortgaees. One glance
at any one of the gra,hs showlng the yield on assets will reveal the faof
that real estate has the distinction of returning the lowest vield through-
out the seven year period covered by this study. Accordiﬁg‘to a report
made by the presideﬁt of the Northwestern National Life Insurance Company
at the annuel. convention of the Associstion of Life Insurance Presidents,
real estete constituted only 7.7 pe* cent of the assets of forty-nine
insurance companies whose total assets were ninety per cent of the total
assets of ell life insurance eompan1es.3 The mean yield on real estate
for the period studied was only 1.11 per cent which was not high
enough to maintain the policies in force. The majority»of the life
insurance corpenies allow intérest of three to three and one-half per

cent on,policyxreserves,4~'

1Mifred ¥. Best, op. cit., 1936, Introduction, p. xiii.
2Regal end Loman, Insurance Principles and Practices, New York, 1936, p. 165.
SAlfred ¥, Best, op. cit., 1936, p. xiii.

41b1d.




During the seven year period the amount invested in real
estate incremsed 444 per cent while the totel income from reel eéfafe
increasea nggr cent end the rate of yield decrecsed 58 per cent. The
exceedingly low yield on realvestate may be traced to quite a few
possible causes. A brief discussion of the principel causes follows.,
One of the possible causes is the failure of the insursnce company to
charge itself high énbugh rent on its home office property. The chances
of this poséiﬁle cause playing anvimportant role in the downward trend
of real estate yield are minimized due to:the fect that while some
insurance companies might undercharge themselves,  others would over-
charge themsélves and in a large number of the companies included in
this study the hpme office properfy constitutes such e small part of
the entire resl estate ovmed that it makes very little difference, so
far os the general éveruges’are concerned, whet the rent charged the
company is.l Tt appears, that the tendency is for insurence compahies to
lean in the direction of charging tﬁemselves too rmch rent because
they desire to show as high & yield as possible on reel estcte while
the yleld is so low, A& éecond fos;ible cause of the low yieid on resl
estete is the high meintenance chargé levied upon the properties‘by some
compenies. It is exceedingly difficult if not absolufely impossible
for an outside party to distiﬁguish between some revenue and mpital
cherges.2 The suditors of the insurance campenies know that the state
inspectors cen not inspect each job that is labeled repair work to

see whether it wes an additior to the proéerty or really & repair job.

N

IAlfréd M. Best, op.. cit., 1936, Introduction, p..xv}.

2Revenue cherges are repairs thet are carried to the expense account while
capital charges are improvements snd are carried to an esset acoount.




However additions to the property should not be subtrected from the
rent income as they are really capital charges, If a company follows .
the practice of including capital charges arong the revenue charres
the net yield is thereby understated, The temptatior is present, whether
the insuresnce companies y1elds to it or not, to improve property through
the repair account in order to sell it at 8 subsequent date with as little
loss_upon the book value as possible or even et as large an appearect
profit as‘pOSSiblé. Arother apd probably the most important of the possi-
ble causes of the low yield on real estate is the fect that mortguces
were often taken upon property for more than the Vaiué of the property
at the time of foreclosure, The results will be explained in this section
of the chapter on real estate while the reasons why this unfortunate
situation existe;'will be discussedtiﬁ the other section of this chapter
which is on mortguges. During the ye;rs 1931 to 1934, often referred to
&8 the depressioﬁ per%od, a largé numbér of mortgageé were foreclosed
end no onc was willing to pay és much &s the first mortgaze for the
property. The owners were not meking enough to pey the interest and, or
principal of the mortegsge end ho'other parties thought that:the propeéty
wes worth the mortgege. Therefore one mey see thet a white elephant was
forced on the insurence éompanies in the form of foreclosed property.
There wes no way for such reel estete to become & peying proposition.

The fact that reel estate constituted such a small part of
the.total‘invgstments of the insurance corpanies made its extremely
low yield bearable. Despite the fact that the averege yicld on resl
estate las declined_every-year since 1930, the case for reel estate is

not hopeless. The yield for 1932 wes the lowest recorded for all groups

)




except the New York and Negro groups. All 6thar groups have shown a
~higher yield since 1932. The Southeastern group deoreased its real

: estata holding in both 1934 gnd 1935, The Horthuestern group decreased
its real astate holcings in 1935. This is in agreement with the general
trend as the president of Nortlwestern Nationsl in his address to the
Association of.Life.Insurance Preéidents, already referred to in this
chapter, snid thet many companles had sold or hed contracts to sell
part of their real estzte. Others hope that inflation will make resl
estete redeem itself as they feel that real estate will not loose any
of its value on account of inflaﬁion.1 However 1aﬁd tax may meke inroads
sugzested the president of Northwestern Nationale Still other compenies
feel that this period of general recovery, from 1933 to 1936 will be
followed by o period of prosperity and real estete velue and yield will
finally follow the upward trend in business. This hope is, of course,
speculative. If the two largest'insuranée compenies in the United
States succeed in halting their downward trend of real estate yield,
better days appeer ahead for reel estete because of increasing rent
rates. It is highly important that a higher yield be received on resl
estate or the property disposed of because & very small yield over a

long period of time is equivalent to & loss of pari of the principal,

1pirred u. Best, op.cit., 1936, Introduction, Pe Xvi.




TABLE I

Rete of Yield on thec Real Estate of Thirty-Six Lepgal Reserve Life
Insurence Companies From 1929 to 1936

Groups ' '.1928" 1930 1931 1932 1933 1934 1935
New York City 3,19 3,41  2.88  1.21 .86 .36 a6
New England . 2,71 3.6  1.07 66 75 1.00 .73
Texas | 5.5 378 5.85  1.82 2.4 1.96 2,23
Paolfic Comst 4,88 478 . 3.56 2,95 2.25 2,01  2.46
Negro 69 . 2,00 1.4 1.24 1,11 297 1.22
Northwestern 1.29 1.37 35 ———— ‘1.36. 1,50 1.37
Southeastern 3.08 3,32 2,57 1.0 1,09  1.21  1.63
M . 262 3,26 2.4 1.0 .96 77 .51




Mortgege loans

Mr. O.J. Arnold, president of the Northwestern National
Life Insuranc§~¢ompany, fownd thet mortgages constituted 27.5 per cent
of the inveétménﬁé of the forty-nine comééﬁies that he included in
his talk.

Since the end of 1927.thefe has been a large decrease in
the percentage of total assets invested in mortgages, nemely, from 43.1
per cent to 27.5 per-cent, It is an interesting fect that the relative
decrease in mortgage holdings begen two years before the depression,
Of the total, at the present time .farm nortgeges represent 5.8 per cent
of the assets, and other mortgages 21.7 per cent.l
The companies included in this study not only éhowed e decresse in the
percentage.of mortgeges to total investments but aisb e 22 fer cent
decrease in the amount qf money inyested in mortgeges. Howevef the
emount of monsy invested in mortgages iﬁcreased until 1932,

In the preceding éection of this ghapfer»on real estete one
of the possible cgusés for the low yield on real estate eited was
that mortgages had been foreclosed ﬁpon property thet was not ﬁorth’as
much as fho face va1ue bf the first mortgages, There is no staﬁdard
limit of safety for mortgeageas. Many companies will lend abouﬁ 60 per
cent of the feir velue of the p;operty.z Estimates of the fgir~v§1ue
of property are often inaccurate.'The.very nature of real estete makes
& highly deveioped market like the verious stock; bond, end grain
markets impractiéal.'A highly déveloped market‘which.eliminates a
large smount of guess work cen only be found for cormodities that can‘
be classifiéa in groups so that one member of a given group will nét be

preferred to any 6ther menber of the group. Thet is, the investor who

buys a share of Coca Cols common stock does:not care whet the serial

141fred ¥, Best, op. oit., 1936, Intodduction, p. xiii.
zhhltef E. Lagerquist, Investment Analysis, New Yofk, 1929, p. 493,
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number‘én the sﬁare.is. In the case of the shares of Coca Cola common
stock there is the higgllng and bargaining of 2 large group of buyers
and sellers 50 that on }pril 23, 1937 twenty-~two shares of thls stock
were sold and the stock was high at 161 and low et 160%,1 No such market
for real estate can be found. It is the opinion of the local Negro
Chamber of Commerce that the usual method of evaluatlnz real estate, if
used for bualness purposes, is about ten times earnlngs. Ir the real
estnte is uaed for a home, the cost of construction less deprecistion
forms the basis for valuutlon. One may see that under estimatlng
depreciation or over estimating cost wculd make the mortpege larger
in proportion to the propcrty then the company intended to have it.
Consequently at the time of sele the propertv might be worth much less
then the mortgawe. From August 1924 to June 1526 the index numbars on
ell ferm products, compiled by the U.S. Buregu'df Labor Statistics, veried
from iOO.4lto 113.5.2 From Jenuery 1933 to May 1933 the index humbers
on ail farm products.varjed from 40.9.to 44,55 This represents a
decline in fhe mﬁney value of farm products of between 66 end 69 per‘cent.
The velue of & farm used for.agricultural purposes can be no #reater'A |
than ifs capitelized income., Therefore hindsight shows us thet mortgeges
of over sbout 35 per cent of the appraised velue of farm land between |
Aurust 1924>and June 1926 ﬁere in & bad posifion in 1533.

The low‘rate of yield'on the overcapitaliied'reel estate was

not the only week point about these mortrares., The rate: of yield on -

1New York Times, (April 24, 1937), p. 24 C

Zyonthly Lebor Review, Vol. 25, (October, 1927), p. 907.
S1bid., Vol. 37, (July, 1933), p. 234. :
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mortgages declined esch year through out the period covered with the
exception of 1935.1 While overvaluation of property and serious re-
ductions in the velue of produce. caused the low yield on real estate,
the lenient_pol%cy of the insurence oompgnies towar&»the rortgeges re-
duced the yield on mortgages:vThé rates of yield on the mortgeges
shown in thevtable at the end of this chapter are not the rates thet
are on the faces of the mortgages. The rate of yleld shown in the table
is the cesh actually received which is in most oceses lower than the nomi-
nel rete o the face of the mortgates.2 Tﬁe insurence compenies had two
reasons to be lenient on the mortgages. One reason wes thet meny of
the companies were mutuel compenies end were owned’ by the poliey holders
end the policy holderg were often the mortgegees. Even in the csse of
the stock companies in their effort o keep the goodwill of the poliey
holders, the insursnce companies hed to be lenient. The other reason
wes that some of tbe property wes not worth s much sas the zortgere
and it wes better to .let the pgople who had it strusgle with it than
for the insurence company to take i£.

The highest average yield on mortgeges of gll companles
wtS He44 per cent in 1929. The lowest average yield on this ssset for
the thirty-six companies wes 4,13 per cent in 1935; The spread, the
difference between the hirhest and the lowest rete of yield, was 1,31
per cent which was only a litfle-larger than the spreed on bonds. The
mean yield on mortgezes was 4,91 per cent which wes higher than stocks,
bonds, or real estete. The lowest yield on mortgages for any group was

3.81 per cent for the New Englﬁnd Companieé in 1935. Thus the lowest

laifred u. Best, op. cit., 1936, Introduction, p. xix.
23ee Table II
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yield on mortgares for any group wuss high enourh to maintein the reserve.
The highest yleld for a group was 8,15 per cent for the Negre group in
1929, | |

Insurance companies are decreasinr their hortgace holdings
beceuse the mortgage is not as ces1rable an asset as it appears to be.
Despite the fect thet 1ts yield of 4,91 per oent is higher than the
yield on stock or bonds, one must remember that‘real estete, the lowest
yielding ssset among'the{investﬁents; oves its position to mortgages.
Since the inéura;ce companies can not buy real estate and it is merely
accounting practice thet determines the emount of the mortgege deficiency
thiet will be charged'to reel estute and the amount- thet will be chérged
to mortksges, it would seem well to combine the two investments end see
what the real yleld dﬁe td mortg;ges wes to the insurence companiés. The
totsl investments in ﬁortgages duripg this pario? were seven tiﬁes the
investments in resl estate, Since the‘meaﬂ yvield on mortgezes was 4,91
per cent snd th; mean yleld on reel estate was 1,11 per cent, the mean
yield due to mortzzres was 4.31 pef cent which was lower thasn the mean
vield on stocks end bonus. It would seem therefore thut the mortgage

is not as desirsble an investment es it eppears to be.

1Alfred . Best, op. cit., 1936, Introduétion, Pe xxiii,

4




Rate of Yield on the Mortgage Loans of Thirty-Six Legal Reserve
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TABLE II

Life Insursnce Companies From 1929 to 1936

Groups ‘1929 1930 - 1931 1932 19335 193¢ 1935
New York City 5.42 5,84 5,39 5.26 . 4.00  4.30  4.06
New Englend §.47 5429 5.3l 5,09 3.89 4,48  5.81
Texes 7.2¢.  7.86  6.56  6.65  5.65  5.83 -  5.54
Paoifio Coast 6a26 6405 | 5.0  5.81  5.20  5.40  £.39
Negro 8.15  6.42 5,46 6,09 5469 4.10 6.15
Northwestern 5413 5.03 5,06  4.85 4,25 4,94 4,62
Southeastern 6.15  5.74 6.7 530 516 5.7  5.00
M Be#4  5.42 5,57 5.26  4.07 4,46  4.13




CHAPTER 1I1I
‘ Stocks and Bonds
"Th; investment discussed in ch;pter two viere of a rether
stegnent nature. Thet 18, there was not a hirhly developed market for thems
The extremely low yleld on the real estate shows thet most of it could
not be disposed of at book value. The mortgage market is‘also very
stagnent.l ‘Life insurance~compahies are not called upon to liquidate
&ll of their investments in the regular course of business: It is for
thet reason thet investments in mbrtgafes are considered gooﬁ for this
class of companies., However, insurence companies have desired gfaater
liquidity in recent yecrs end thefe has been & flight from mortgagés to
stocks and bonds. Mortguges constitéted neérly sixty per cent of the
total assets in 186b, and after some fluctuation, had decreased to 42
per‘cént in 192&? and declined every year since 1926 until they were
only 27.5 per cent in 1935, Boﬁds aﬁd stocks constituted only 10 per cent
ofvthe total assets in 1860, but they had increased, after quite a bit
of fluctuetion, to 40 per cent of the assets by 19263 and to 42.1 per cent
by 1935.%4 Stocks end bonds are constently being traded upon the various
exchenges. The spread on high grade boncs is usually very small and they

can be sold so fest that they~are alrost as liquid as cash. It is mecessary

Yialter Edwards Lagerquist, op. cit., p. 34.

2Ri_egel end Lomen, og; cit., pe. 1664

S1bid. ' ~ .
4p1fred ¥. Best, op. cit., 1936, Introduction, pexi.
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to keep some of these highly liquid securities on hend .l

Stocks
Shares of stock represent ownership in corporations,
Some prefer;éd‘;nd guaranteed stocks are permissible investments in
New York nowe. However, for meny years utate laws in New York end some -
other states prohibited 1nveqtments in eny kind of stock. Even now,
New York and some other states prohibit 1nvestments by life insurence-
companics in any type of common stock end some types of rreferred end

2

gusranteed stocks.® Due to the fact that:stock, especially common, 1s

cpnsidered speculativé, it constitutes only a very smell portion of the
total investments of life insursnce companies;3 The idea thet common
stocks do not que goéd investmeﬁts is not well founded. It is true,

thet common stocks are éubject to %iolent'fluotuations over short periods
of time, but over a 1§ng period of time gbod coonn stocks show a higher.
rate of yield tian bonds. Ten tests were made by Edgar Laurence Smith of
the relstive yield on stocks and bonds. The tests covered a fifty-six
yeer period, 1866 to 1922, The individual tests varied from seventeen

to twenty-two years each. Eech 6f the ten ficticious imvestors was
supplied $10;OO0.00 to inveét in common stocks and-a like amount to invest
in bonds. An afbitrary method of selecting the stocks wes decided upon
ﬁefore.tﬁe_selection was madé. This preiented knowledge of sﬁbsequent
events from coloring the chqice. The‘result was thet on1y>one investor

received a lerger return from bonds than from stocks.4

1jotm ¥oody, Profiteble Investing, New York, 1925, p.185.

2p1fred M, Best, op. cit., 1936, Introduction, p.xvi.

S1bid. .

4Edgar Laurence Smith, Common Stocks as Long Term Investments, New York,
1930, pp. 18-20.
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The experience of the companies included 1n this study with
stooks has been favorable. The mean rete of yleld on stonks for the
seven year perlod was 4,70 per cent. This was .21 per cent lower than
the yield on mortgaze loans but it was .39 per cent higher than the
yield due to mortgagee. It was .26 per oent hlpher than the meen vield
on bonds. The spread of the yleld on stocks for all companies was from
4.17 in 1929 to 6,29 in 193¢ which is 1.12. The highest rete of yield
on stocks fo:_any.group of compenies was 7.13 per cent in 1931 for the
Northwesoern.companies. The lowest rate of yield for eny group of com-
penies was .64 per cent for the Negro GomLanies, The Negro‘eompanios end
the Southwestern companies did not have high enoﬁgﬁ rates of yield on
stocks to maintain‘their reserves. The other groups of companies
received high edough rates of yield on their stocks to maintain their
reserves, The Southeastern group was the only group that did not ex~
Ferience s reduction in the rete of yield on stocks in 1935. The rete
of yteld on this type of investment for all compenies decreesed .80
per ceno during 1935,2 R

The statistical date at the beginning of this chapter show -
that stocks have been growing in importence and relative size ae
1nvestments through a lonc perlod of years. Insurance companies do not
have to remain quite as liquid es commerciasl banks.3 This means that

"gilteedge" securlties, the investment heights, need not necessarlly

constitute a very large portion of the investments of insurance compenies.

lrabie 11T
21bid.

3John Moody, op, cit., p.185.
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"The investor, if he is to meintein his relative wealth,
must increase his buying power &s the standard of living rises. If
he succeeds only in keeping his original number of dollars in tact,

oy

it is inevitable that he will fall behind.il

According to the data presented in this section of éhapter II it

. .‘,'. } ' . ' .
appears that stocks are profitable investments for a portion of the
assets of insurance companies despite the fact some state laws oppose‘

them,

1Scudder, Stefens and Clark, Investment Counsel, New York, 1931, p, 8.
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TABLE III

Rate of Yield on the Stocks of Thirty One Legal Reserve Life Insurence

Companies From 1929 to 1936

Groups

1928 1930 " 1931 1932 1933 1934 1935

New York City
New Englend -
Pacific Coast
Negro

Northwestern
Southeastern

All

4.84 5400 5020 4,96 4,30 5041 4,52

2.89 © 4,24 473 4.05 4,05 5.03 - 4,63

64 3.32 L7611 2,71 4.28 3.03
3.88  5.53 7,15 5,50 4,90 4,40 3.3
2.71 3.43 3.61  2.38 1.59 1.80 2.56

4.17 4.80 5.608 4,74 4,20 5.29 4,49
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Bonds

The mean yiéld on bonds for the seven yoar period wss 4.44
per cent. This was «47 per cent lower thaﬁ the meen yield oﬂvhbrtgages
endv.26 per .cent’ lower thén the meéﬁ yield on sfocks. However ﬁhé.mean
yield on bonds was .13 per cent hlvher than the yield due to mortgages
end 3. 33 per cent higher than the mean yield on real estate, The spread
of bond yield was .96 per cent 1 The highest rate of yield received
by any group of compnnies was 7 63 per cent in 1930 by the Negro companies,
The lowest rate of yield was 3.06 per cent to the Texas Companies.
The lowest rate.of yield on bonds for alf corpenies was 3.86 per cent
in 1935, The lowest rete of yield wus high enougﬁ éo maintein the reserves
of mosﬁ compenies,. The.spréad of the rate of yield to the Negro companies
wes 3.19 per cent which was the widest spreéd for bond yield.2 The rate
of bond yield for gll companies hes declined eacli year since 1930.5
The rate of yleld for the New York companies declined each year after
1930.% The rete of yield for tﬁa bonds of the New Englend and Northwestern
gompenies declined esch yéar included in the study.5 The other compéﬁies
followed the same genmersl trend although they did not receive diminishing

returns each successive year.6

Irgble IV,

21bid.

SFigure 1, Appendix B.

4Figure 2, Appendix B.

sﬂigures 3 and 7, Appendix B.

6B rures 4,5,6, end 8, Appendix B.
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The downward trend of yield on high graede bonds did not
stop with the end of this study. The Chesapeake & Ohio Ry. Creig
Valley Branch lst 5's 140 AAA were beinz sold for 1103 February 6,
1937 so a5 to yield the investor 2.31 per centel This seles price
wes a little oué of line, hizher than 1t shoald have been, but it was
the prevaillnp price, The Ameri can Tobacco Co. Debenture 48's '51 AAA
were being bid for at 112 durinr the week of March 8, 1937. Honever
no bonds were offered for sale even at this price. If the bonds had
been sold, the yield to the investors would have been 2.58 per cent,.2
Thzs.price wes not out of line.

"Yields are computed on last sale price to maturity for
listed bonds, end on current ask price ( or the bic¢ if there is no ask)
for all unlisted bonds, Yields are not given for "convertibles" or.
bonds "with warrents" where these fectors cause the issues to sell

ebove the call price; nor are vields given for "entire issue called";
nor for bonds quoted without a bid."3

Thus -one may see from these two examples of'tilt-;dge" bonds, the
former & reilrosd issue end the latter an industrial, thst the yield,
es the period covered'by ﬁhis studyﬂindicated, on the highest grade
bonds (AAA) was falling}so low that insurance corpanies could not buy
them and maintain their. reserves,’
Bonds constituted about 40.per cent of thé essets of insurance
companies in 1935.4 Safety of principal and interest and-merketability are
the two foremost conslderations of good securities,® All bonés are not

safer then any stocks but high grade bonds are considered safer than most

1The Fitch Bond Record, (March 9, 1937) New York, Section 1, p. 52.
2Ibid., p. 12.
31b1d., Pe 3.

4A1fred M, Best, op. cit., 1936, Introduction, p. xi.
5Dav1d F. Jordan) Investments, New York, 1929, pp. 44-45.
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stocks.v

"When one is.investing otﬁer péople's mone& security of
principel is'fsr‘more importint then increese in income yield".l
One thing tﬁatﬂkeéps bond interest low is-the call pfiviledge.
Corporations call their bonds (thet is if'they are callsble) when
they heve a rate of interest on their face thet is much higher then
currert merket retes indicate thet the corporation should payfaBonds
bearing s loyef fate ;f interest ere subsequently issued. One cen not

tell from the tables how far the rate of yield on bonds will be depressed,

N N
Jomn Koody, op. cit., p. 187,
Edgar Leurence Smith, ope cit., ppe 86-87.
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TABLE IV

Rete of Yield on the Bonds of Thirty-Six Legsl Reserve Life Insurence

Companies From 1929 to 1936

‘1928’

1930 . 1931 1932

Assets 1933 193¢ 1935
New York City 4476 4478 4,70 4,66 4,43  4.16  3.84
New Englend 4.89 4.85 477 4.68 4437 4.22 390
Texas 6.01 547 4,85 5.09 3.0 3.0 3,74
Pacific Coast -~ B.64  5.68° - 5.57 5.5 471 4.5  4.29
Negro 3.54 7.63 °  5.17  4.98 4.07 4.61 4.57
Northwestern =~ 4.98  4.89 4,80  4.65  4.44  4.08 881
Southemstern SBT3 5.53 6.4l 4.88 4.43 429 4.40

4,82 482 4473' 467 438 418 3.86

All




CHAPTER IV
IOther Investments

Policy loans, cash, and collatefal loens constltute the
other investmentf. The first two assets named are not resl investments
so far as the insurence company is concefned.

Policy loans |

The policy loan is>éovered by reserves which are carried
smong the liabilitiés;l In the eerlier years of life insurance
business,vtﬁe'poiicy ioan‘was 1 privilédge thet wes extended to some
policyholders, .later it becéme a8 priviledge thiet was extended to all
policyholders.‘ The last step in the evolution of the poiicy loan up to
the present tlme has been to meke the policy loan compulsory in the con-
tract.g That is, coupetit:on has forced the insurance companies to make
provisions in their contrects which.state that one may borrow a sum that
roughly approximstes the surrender'valpe of the polioy.3 Policy loans
were approximateiy 16,5 per cent of the totel essets of insurance compenies
in 1935.4 |

The lowest rate of yield on policy loans for all corpsnies
was 5.75 per cent whicg was tﬁe Qenn rate of yield in 1929.:The mean
rate of yield forvall companies during 1934 and 1935 wes 6 per cent

which was the highest recorded for this esset,® The spread of the rate

lﬁlfred M. Best, op. cit., 1936 Introduction, p. xvii,

leegel end Lomen, op. cit., p. 160
SIbid.

4p1fred Y. Best, ops Cite, 1956, Be xvii.
. STeble VI and Figure 1.

23
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of jield'on all companies was only <25 per cent which was the narrowest
spread recorded for any type of inves‘hment.l The highest rate of yield
replized on policy‘ldans by eny group of companies was 6.88 per cemt by the
Negro 6ompahies Ain 1930,2 'ng lowest rate of yleld realized on policy
louns.was 5.65 ﬁer cent in 1929 by the New York companies.3 Polici‘loans
usually c#rry 6 per cent intérest.4 Some of the tébles and graphs showing
the yield‘oﬁ the assqts of various groups of companies show & rate of
yieié highe;}than-G per cent. At first, it might seem impossible for
insurance compenies to recéiﬁe more than 6 per cent on policy louns but
one must remember that the interest is ushaliy deducted in advenceS: .gnd
payments are maude on the principel throughoututhé &ear. It was laréely in
that menner that & yleld exceeding € per cent was realized by certein
groups; '

The policy loan is a well secured “invéstment" with a high
vield. In fact,'it hes such & high yleld that it often cnables companies.

6 Some

to meintein their reserves that would hot be able to otherwise.
of the disadvantares are that its high rate of interest often causes'
policyholders to drop .their policlies, and those who drop them are

usually the best risks,7 eand it often forces the iﬁsufance compenies

to sell investments at the most inoppotune times.s" Bad risks do not

Irnia,

Zrable XI and Fizure 6.-

STable VII and Figrre 2.

4Riegel end Lomen, op. cit., p. 160.
SIbid, :

61vid.

"Ibid., p. 165,
81bid., p. 162.
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tsually drop their policies because it would be too difficult ifrnot ime

possible for them to get any more insurance

Cash

Caég'agounted to 2.8 per cent of the assets of the forty-nine
compenles covered by-Mr. 0.J. Arnold. However,cash,ﬁhile it is an asset,
is not usuelly en investment. Cesh iﬁ the bank would not return = high
enough &ieid to maintain the reserves. The majority of the companies dol
not need to keep muck cosh on hend because even when in an insolvent
state they are usually able.toAmeet theirfqlaims with premiums that are
collected and interest on investments. 1 Yo tables or grephs on the
yield on cash are presemnted in this study because the majority of the

companies did not have their cash invested or if invested, it hed no yield.

4

Collateral loans
Collateral loans are the last type of investment included in
this study. In forty-nine companies, collateral loans constituted only one
twentigth of ome per cent of the total assets.? The collateral loens are
frow;ed upen by meny insurence compenies because>they gre usuelly secured
ty types of assets that would not be‘accepted as investments.® Collateral
loans had & high enough yield in.their vworst yeur which was 1934 to meintsin
their reserves. The lowest rete of yvield was 3,7 per cent,.The highest:rate

6495 per cent in 1929. This rate of yield of 6,95 per cent was the highest

reto of yleld cn any asset for ell compeniese The spread was 3.25 per cent

1Alfred K. Best, op. cite., 1936, Introductlon, p. xviii.
2Ibid., Pe Xvi.
Srp1d.
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which wes the widest spread recorded for eny investment. The spread
for the Texas compenies was 7,99 pér cent which wes the widest spread
for any asset in any group. The Texas companies had the highest rate

of yiéld on Gollateral losns which was 9471 per cent in 1935 and the
1

.

lowest rate of yleld on this type of investment which was 1.72 in 1934,

l‘I‘able IX end Figure 4,
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TABLE V

Rate of Yield on the Collateral Loans of fwenty-Six Legal Reserve

Life Insurance Companies From 1929 to 1836

Groups 1826 1980 - 1eal 1932 1953  195¢ 1985
New England 5J5%° 5,00 | 4426 5.38  5.83  5.00  5.00
Texas S .77 6450 8.01  6.67 6423 172 9.71
Pacific Coast 6.84 6,40 6,50  5.40  5.03 4,54 3,85
Negro 567 5.96 - T.46  5.50 5.7 552 5457
Southesstern 6.30  5.90  5.62  6.80 5,83 4.66°  5.47
A1 6.95 6,43 6.86  5.87 5,45 - 3,70  5.54
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‘Summary

Real estate was the first typevof iﬁvestment to be considered,
Life insurence compenies ere not permitted fo buy reai estute a8 an in-
vestment.l Bowever, they may purchase real estate for their homé office
bullding.2 All other reel estaue is ucquired through nortgare fbreolosures.
This asset oonstituted apyroximately 77 per cent of the total assets of
insurange companies in 1935. The mean yleld on real estate was l.l1 per
cent which was the 1§iest‘yield bn any éype of iﬁ#estment and was not
high enough to maintein the(reserﬁes. The rate of yield én real estate
for the thirty-si# companies declined eech year after 1930. Somé compenies
believe thet the period of generel business recoverv w111 be followed
by en increase in the yield on real estate, Other compenies have contracted
to sell-their resl estate.

The second type of investment éog;idereq.ﬁas the mortgere loan.
Nortgages constitutéd approximstely 27.5 per cent of the total assets of
insurence compenies in 1935, The meen yield on mortgages wes 4,91 per cent.
The spread of the rete of yield on mortgage 1oans wes 1.31 per cent. The
lowest rate of yield on mortgazes received by any group of compenies
was 3.81 per cent for the New England Companles 1n 1936 whlch W8S hlgh
enough to maintain the reserves. ‘The mean yield due to mortgages, a
weightéd average of the raté.of yield of real estate esnd rate of yield
on rmortgages, was 4,31 per ceﬁt. The rete of yield on mortgages was
higher then the rate of yield on stocks, bonds, or real estate, but the
rate of yield .due to mortgages was lower than the rete of yield on stocks

and bondse.

1R1egel and Loman, op. cit., p. 165.
2Ibid,
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Some states do not permit life insurence companies to invest
in common stockse. Certaln preferfed stocks, due to the fgct th&t they are
considered lass speculative, are.permlsslble iﬁvestmenté in nearly 21l
states. The mean rate of yield on stocks for the seven yesar period was
4.7 per cent; The spread of the yleld on stocks for all companies was
1,12 per uent. Stocks made ruther prof1tab1e investments during the
period studied.

Approximately 40 per cenf of the invesfments of insurance
companies were. bonds. The mean rate of vleld on bonds was 4.44 per cent.
The spread of bond yield was .96 per cent. The rate of bond yield declined
esch year after 1930. Sufety of principal and interest and marketablllty
ere bﬁth oharacteristics of the majority of the boﬁd; held by insursance
oompaniee. However, during ‘the last years covered by this study, the
hlphest grade of bonds was not yielding enough to maintain the reserves.

Sixteen and one-half percent of ell of the assets of insureance
compenies were policy losns. Policy loans are listed under the essets and
& reserve covers them on tbe liabilities.side of the balance sheet. The
lowest rete of yield on policy loens was 5.75 per cent which was the rgte
of yield in 1929. The highest rate of yield on policy loans was 6 per cent.
which was the rete of yield during 1934 and 1935. The spread of the rate
of yield for all companies was .25 per cemt. The high rate of interest on
policy loens often endouraces the healthy pollcyholders to drop their old
policies and take out new ones.

Cash i an asset but not en investment for insurance companies,
Cesh on hand éhd in benks was less than 3 per cent of the total assets.
The interest paid by saving bankg on sgving accounts ﬁas not high enough
to maintein the reserves of insurance'compénies.'

1
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The rate of yield on collateral loens was high in 1929 at
6,95 per cent snd low in 1934 at 3.7 per cent. Only one twentieth of
one per cent of all essets were collateral losns. The spread of the
rgte of jielq,onkgollateral loans was 3.3§ yer cent whi ch was the
widest spread recordqd; T

A1l of the investments of the insurance compenies have been
examined.vSome'investments heve high yields, some have low jields, and
others have yfelds that fluctuate violently. One must realize thet there
is no one best investment for.life insurance companies. There is & degree
of speculation in all securities and the highly speculative issues usually
carry higher rates of yield and grester 1osses'of5principal. The

insurance compenies héve realized thet all of these types of investments

have & place in their portfolios.




APPENDIX A
Legal Reserve Life Insurance Compenies Included in This Study Listed
By Groups
New York City
Equmtable Life Assurance Society of the United States
The Guardian Life Insurance Company of America
Mé'ftrcpolitan Life Insurance Compeny |
The Yutual Life Insursnce Company
Rew ?ork'Inswcnce Compeny
New'England |
Aetna Life Insurance Company, Hartford, Conn. -
John Hancock Mutual Life Insurance Company, Boston, Mass.
Massachusetts !qutual Lii‘e Insurance’ Coxrpany, Springfield, Mass, ’.
New England Mutusl Life Insurence Companv Boston, Mass. A
The Travelers Insurance Company, Hartford, Conc.
Texas | .
American National Insurance ‘Compény, Galveston
Amiccble life Insurance Ccmp.any, Waco
Grect Southern Lif'e'Insuran'ce‘Company, Houston
Southland Life insurance Company, Dallas
Southwestern Life Insurance Compeny, Dallas
Pacifis Coast
Northern Life Insurancc,Company, Seattle, Wash.
Occidenta]..Life Insurance Company of California, Los Angeles, Cal. .
Pgeific Mutual Life Insurence Company of Californis, Los Angeles, Cal.

: Oreg:n Bﬁntual Life Insurance Company, PortTand Ore.

’West Coast Life Insurance Company, Sen Francisco, Cal.
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Negro .
Afro-American4Life Insurance Company, Jacksonville, Fla.
Atlanta Life Insurance Company, Atlsnta, Ga.,
North Caroline’ ¥utuel Life Insurence Compeny, Durham, N.C.
Pilgrim Health and Life Insurance COmpény, Auguste, Ga,
Supreme Liberty Life Insurance Cdmpany, Chicago, Ill.
Universal Life Insurance Compan&, Memphis, Tenn.
Northﬁéstern .
Bankers Life Company, Deg Mﬁines, Ila.
Centrel Life Assur. Soc., of the Unitedetates,ADes Yoines, Ia,.
Equiteble Life Insurance Compeny of Iowa, Des ﬁoi#es, Is.
Northwestern Futual Life Insurance Company, ¥ilwaukee, Vis.
Nortﬁﬁestern National Life Insurence Comyeny, Minneapolis, Minn. .
Southern
Pan-Américan Life Insurmce Company, New Orlenas, La.
Pilot Life Insurance Company, Greensbéro, N,E.
Provident Life and Acc. Insurance Company, Chattanocoga, Tenn.
Shensndoceh Life Insurunce Compeny, Roanoke, Va.

Volunteer State Life Insurance Compeny, Chattencoga, Tenn.
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APPENDIX B
The following tables and graphs show the rates of yield on the various
types of investments by groups of companies. Each group consists of the

companies listed under its neme in Appendix A.
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TABLE VI

Rate of Yield on Assets of Thirty=-Six Legal Reserve life
Insurance Compenies from 1929 to 1936

Assets 1929 1930 1931 . 1932 1933

193¢ 1935
Real Estate 2.62  3.26  2.14 1.01 .96 a7 LB
Yortgage Loens 5,44 5042 5037 5.26 4,07 4,46 4,13
Collateral Loans 6,95 . 6,43  6.86 5,87 5445 3.70 5,54
Policy Losns - ‘5,75 5.80 5.94 Ba77 5491 6,00 6,00
Bonds 4.82 4.82  4.73 | 46T 4,38 4.18  3.86
Stocks 4.17 4,80 5.08 4,74 . 4420 5.29 4449
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TABLE VII

Rate of Yield on Assets of Five New York City Legal Reserve Life
Insurance Companies Fromw 1929 to 1936

Assets 1929 1930 1931

5.41

1932 1935 1934 1935

Real Estste 3,19 3.4 2.88  1.21 .86 36 .16

| Lortgege Losns 5,42 5,44 5,38 5.26 4,00 4,30 4,06
f Policy Loans = 5.65 5.80  5.93  5.69  5.76  6.00  6.00
| Bonds 476 478 A0 4.66 445 406 5.0d
Stocks 4,86 5.00  5.20  4.96 ' 4.30 4,52
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TABLE VIII

Rate of Yield on the Assets of Five New England Legal Reserve Life
Insurance Companies From 1929 to 1936

»

Assets 1929 . 1930 1931 1932 1933 193¢ 1935
Real Estate 2.17 3.16 1,07 .66 .76 1,00 .78
Mortgage Loans 5,47 5,29 5,31 5.09 3.80  4.48 3.81

Collateral Losns - 6,55 5,00 = 4.26 5,38 5,33 5,00 5,00
Policy Loans .87 5,72 5,87  5.85 . 5,85 6,00 6,00
Bonds 4.89  4.85 4,77 4.68 4,37  4.22 3,50

Stocks 2489 4.24 4.73 4,05 4,05 503 4.63
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TABLE IX

Rate of Yield on the Assets of TFive Texas Legal Reserve Life

Insurance Compenies From 1929 to 1936

Assets

‘1929

1930

. 1981

1932

1933

19356

Real Estate
Mortg:ge Loans
Collaterel Losns
Policy Loens

Bonds

3496

7.24

' 7077 )

6,07

6.01

3.79

7.86

6490

6430 "

5047

3,55
6456
8,01
. 6429

4,83

1.82
6465
6467
5480

5.09

2448
5455
6423
6.00

3,06

1,96

5.83
1.72
6.00

3.40
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Rete of Yield of the Assets of Five Pacific Coast Legal Reserve
Life Insursnce Companies From 1929 to 1936

43
TABLE X

Assets 1928 1930 1931 1932 1935 193¢ 1935
Real Estate 4.58 . 478 5.56 2,95 2.25 2,91 2,46
Mértgage Loans 6.26 6.05 5,90 5.81 5.29 5.40 4,39
Colleteral Loans 6,86 6,40  6.00 5,40 5,08  4.5¢ 3,83
Policy Losns 639 6,24 16427  6.02 6.00 6,00 6.00
Bonds 564 5,68 - 5,87 515 4.1 4.55 422
Stocks 667 4,73 5,30 4,80  4.22 4,70 2.9
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TABLE XI-

Rate of Yield on The Assets of Six Negro Legal Reserve Ljfe Insurance
Companies From 1929 to 1936

Assets ‘1926 1930 . 1931 1832 1933 . 1934 1935
Real Estete .69 2,00 1.4  1.2¢ 1,11 2,77 1,22
Mortgage Loans  8.15 6.42 5,46 6409 5.69 4,10 6.15

Colleteral .Loans 54,67 5496 7446 5650 5,17 3432 5.57

Policy Loans 5,73 6.88° - 6.30.  5.93 5.91 6.00 6,00
Bonds 3454 763 5,17  4.98  4.07 4.61 4,57
Stocks .64 3432 1.76  1.11 2.71  4.28 3.03
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TABLE XII

Rate of Yield on the Assets of Five Northwestern Legal Reserve
Life Insurence Compesnies From 1929 to 1936

Assets 1028 1e30 151 1032 103 1eme 1935
Real Estate 129 1.57 85 =eee 1,36 1.50 1,37
¥ortgage Loans 5.13 5.03 5.06 4,83 4,23 4,94 4,62
Polioy Loans 579, 6,00 5.89 5.8 6.00  6.00 6,00
Bonds 4098 485 T 4,80 4,65  4.44 4,06 3.61
Stocks 3084 5453 718 5.50  4.50 4,40  3.30
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TABLE XIII

Reate of Yield on the hssets of Five Southeastern Legal Reserve Life
Insurence Companies From 1929 to 1936

1029

Assets 1950 1931 1832 1983 193¢ 1935
Real Estete 2.62  3.26 2,14 1.01 .96 77 .51
Mortzage Loens 5.48 5442 5,37  5.26 4,07 4,46  4.13
Collatera1‘L§ans 6.95 - 6.45  6.86  5.87  5.45  8.17  T.14
Policy Loans 6429  6.30 6430  5.87  5.65  6.00 ~ 6.00
Bonds 573 5.53 6441 4,88 - 4.43 420 4.40
Stocks 271 3.43 3,61 1,04 1.7 1,45 - 1.43
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