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I .
INTRODUCTION

I appreciate the opportunity to present to this Committee my views on
the question of whether the New York Insurance Law should be amended to per-
mit lnvesiment in common stocks by life insurance companies organized under
the laws of the State of New York. I wish to make it clear at the outset that
the views expressed here are my own. Although a Commissioner of the s, E, C.,
I do not speak in the official capacity of a Commissioner here today., I speak
as an lindividual who has had four years of experlence as an investment expert
for a group of fire insyrance companies in New York, and ; further decade of
experience in an investment institution. I speak also on the basis of ex-
perience and information gathered while I have been a member of the TNEC and
a Commissioner of the S.,E.C. I wish to make it plain, however, that I am not
speaking on behalf of the Securities and Exchange Commission. Although the
’members of the S.E.C, are vitally concerned with the problems raised by tpe
subject-matter of this hearing, they are not participants in these hearings.

This is not the first public occasion upon which I have gdiven my views
concerning common stock investments by life insurance companies. On February
28, 1941 in a statement on life insurance before the TNEC, I said:

“A liberalization of investment laws to permit life insurance
companies to invest a relatively small .percentage of their funds in
common stocks would stimulate healthier financial structures and have a
wholesome effect on the economy. Accordingly it is sugdested that

the respective states give serlous consideration to liberalizing in
this direction their laws governing 1life insurance investments."
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This proposal for liberalizing state laws governing 1life insurance investments
was rot a recommendation for federal regulation of life insurance companies
nor was it a proposal for any kind of federal regulation through the back
doar. It was merely a recommendation for the consideration of the various
states,

It is fitting that the State of New York, which is the home of many
life insurance companies, including four of the five largest, is consider-
ing liberalization of its insurance law to permit common stock investment.
The present provisions of the New York Insurance Law do not pernit invest-
ment by a life insurance company in the common stock of any company. The
New York Insurance Law allows investment in government obligations, secured
corporate bonds, real estate mortgages and certain kinds of preferréd stocks.
The preferred stocks on the so-called legal list for insurance companies
are restricted to such preferreds as have certain earnings records behind
them, In addition, there is a provision that not more than 10% of the pre-
ferred stock issue of any single company may be purchased by a life insurance
company and that not more than 2% of the total ;ssets of the life insurance
company may be invested in preferred stocks.

II
LEGAL RESTRICTIONS ON INVESTMENT

Legal lists prescribed by state laws 1limit the scope of permissible in-
vestments by trustees of other people's money so as to increase the margin
of safety in investment and correspondingly decrease the margin of error in
investment. The legal list is no more than a preliminary qualifier for secur-

ities. 1If the security meets the tests prescribed by the legal list it
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becomes an eligible invesiment. A trustee, howéver, is under no legal
compulsion to invest in an eligible security merely because it is on the
1ist.

Of course, the legal list is no more than a rouéh rule of thumb. The
legal list is no guaraptor of investment safety. It is no magie wand which
converts selected securities into gilt-edged ones. There are plenty of
tinsel securities which gqualify on legal lists. In short, the legal list is
not a safety list,

The legal list does not absolve the trustee from liability for any
selected investment made from among the elijgible securities. The trustee
must still exerclise the ordinary care and prudent judgment that a person
in his position should exercise. 'The truth is, however, that too many
trustees tend to think and act as if the legal list was their absolution.
The legal 1list tends to become a featherbed for the trustee who is under
a duty to invest his beneficiary's funds., The featherbed investment practices
of trustees, as well as the laws thet have codified them, are now running
into seriocus difficulty by virtue of the changing economic and financial
conditions.

Life insurance companies should be regarded as trustees of the funds
invested by policyholders anq stockholders and their offlcers and direc-
torsshould be held to strict trustee standards. Enforcemeat of the trustee
standards should be strengthened, particularly if the legal list is ex-
panded to include common stocks., 4And I belleve that ;he powers of state

insurance departments should be implemented to enable them to exercise

general supervision over investments.
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Legal lists have never remained static. They have been changed to follow
the changing economy and financial conditions. Unfortunatéiy,'ﬂhey are in
some cases historical accidents rather than modern lists adopted to modern
needs. Today, however, most legal lists have undergone liberalizing changes
until they stand on the verge of new frontiers of investment-common stocks.
some states - e.g., Massachusetts, New Jersey, Connecticut and Pennsylvania -
have lqng since permitted life insurance companies to invest in common stocks.
Some states, including‘New York, have not.

I11
THE INVESTMENT PROBLEM OF THE LIFE INSURANCE'COMPANY

The first guestion to be asked is: why should we at this time broaden
the New York Insurance Law to permit investments by life insurance companies
in common stocks? The investment programs of the life insurance companies
are designed to meet their contractual commitments to their policyholders.
The invesiment problems that confront 1ife insurance company managements there-
fore have a vital significance to millions of policyholders, Understanding
of the current investment problems of life insurance companies involves con-
sideration of: (1) the dilemma of the life insurance company which is faced
with the problem of a huge influx of funds which must be invested in a limited,
narrowing supply of avalilable securities with declining yields; and (2) the
broader economic and financ¢ial considerations which flow from the position
of the 1life insurance company in our economic life.

1, The life insurance company sells policies. fhe policies carry
guarantees of payment by the company to the beneficiaries., The premiums
received by the insurance company on the policies are invested to enable

the company to meet the payments guaranteed by the policies, The
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company's income on its ;nvestments must #eep pace with its guarangeé; on
pollciles. wWhen the insurance comp;ny's income on investments félls £o meet
its requirements to maintain reserves for ,guarsntees on\policies, there is
a real danger sign.

Most of our large life 1néu;ance compénies are approaching that danger
sign. They sell more and more insurance policies. They receive mofe and
more\money'to invest. They must put this money to work. They must obtain a
return on investment sufficient to maintain a‘laréer and larger reserve which
will enable»them to meet the additional guarantees on the increasing amount
of policies outstanding. fhe problem of putting funds to work at a satis-
factory interest rate has become more acute., Anxious to meintain their in-
vestments in high-grade bonds, the life i{nsurance companies have found a con-
tracting area of investment for their funds, at a rate of interest more and
more unsatisfactory in the 1light of their pollicy fuarantees.

I want to present before you the current investment and capitalimarket
situation in a more graphic way. For purposes of presentation I shall use
figures regarding the forty-nine largest legal reserve life insurance compa-
nies, which together hold more than ninety per cent of the asseis of all
legal reserve ilfe insurance companleé. The assets of tﬁese companies in-
creased in only eight yeérs from less than 19 billions In 1932 to more than
28 billions in 1940. Their portfolio holdings of real estate, mortgages and
railroad bonds declined to about 10 billions during this period. This de-
cline reflects the drop in urban construction, the wave of mortgage fore-
closures and moratoria, and the difficulties in the farm bel£ and in ihe
railroad industry. During the same period their holdings of federal govern—

ment, state and municipal securities increased from about one -billion to
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more than % billions. Holdings of utility and industrial bonds meanwhile
increased from less than 2-1/2 billions to more than $-1/2 billions.

Thus, the presentfportfollos,of the 1§rge insurance companies indicate
the following pattern. Large amounts of federal, state and municipal bonds
have been purchased although their yield is comparatively low and generally.
insufficient to maintain the level of policy reserves required by law. A
large part cf these purchases is attributaﬁle to the inability of the insur-
ance companies to obtain other high-grade bonds with a satisfactory yield.
The.lifb insurance companies gave hesitated to increase railroad'bond holé-
ings under present circumstances. The mortgaée field has dried up consider-
ably as the depression wrought havoc with mortgage investments and as the
government, to prevent widespread éhaos, stepped into the field. Interest
on farm and urban mortgages has been reduced. Mounting caéh balances are
beginning to appear. In summary, therefore, it is apparent from an exami-
nation of life insurance company portfolios that the available investme¥®t out-
let for additional insurance funds has pretty well nerrowed down toc govern-
ment bonds and corporate bonds of utilities and industrials.

The supply of high~grade corporate bonds in which life insurance com-
panies invest —- so-called "bank guality bonds" -- has been decreasing rapid-
ly. "Bank quality bonds" are generally deeﬁed to be those rated among the
first four grades by a majority of the rating agencies. Since 1931 there
has been an enormous shrinkage of bénk quality bonds from over 25-1/2 billion

dollars to no more than 14-3/4 billions in 1940. To this figure probably

some three billions might be added, representing bond lssues omitted from
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rating because not publicly distributed and therefore lacking in market
interest; Thus the total outstaﬁding amount of bank ;uality corporate
bonds is now no more than two-thlfds of what it was Sack in 1932. And it
is almost i4 billion dollars less ,than th; total amount of‘assets of the
largest 1life insurance companies. In other words, for each dollar of such
insﬁrance assets to be invested there is only about 50 cents face amount
of Ybank quali£y bonds" in existence today. Of the 14-3/4 billions of
corporate bonds, nearly 9 billions were utility and industrial issues.
About 5-1/2 billions of .these utility and industrial bonds were already
held in 1940 by the leading life insu;ance companies,

The large life insurance companies ordinarily do not buy bonds which
sell above their call price. Life insurance companies buy for compara-
tiyely long investment and bonds selling above call price are likely to
be called soog and thereby deprive the buyers of thelr continued investment.
Moreover, subsequent reinvestment after redemption has recently had to be
made under much less favorable circumstances. In addition, if the bonds
are called soon after purchase,the net income on bonds selling above call
price is apt to be less than is required for insurance company investiment.
For these reasons, as'utility and industrial bonds of bank quality rose
abové their call prices, they also rose beyond the investment area of 1life
insurance companies. Meanwhile, the pressure of institutional investﬁentg
on lssues ;hich were still selling below their‘call prices was intensified,
causing them in turn to rise, Of the 8-%3/4 billions utlility (excluﬁing ‘

railroads) and industrial bank-guality bonds rated in May, 1941, about
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5-1/2 billién were bid at or above call prices. Another half billion was
currently non-callable and bid at substantial premiums above par, That
left less than 2-3/4 billions of utility and industrial bond; bid bel;w call
prices. By August, 1941, just three months later, utility (exciuding rail-
roads) and industrial bgnk-quality bonds bid below their call prices had
been reduced to about 1-3/4 billions. As a m;tter of.investment practice,
however, the large life insurance companies seem to limit most of their
purchases to corporate btonds of the first three grades. In August, 1041,
utility (excluding railroads) and industrial bonds of the first three grades
selling below their call prices had been reduced to less than one billion.
Meanwhile the trend for these bonds to sell above call price is continuing
at a fast pace. This tends to cause the rest of the bonds bid below call
prices to be held on to for dear life by the present holders. The market
turnover in high-¢rade bonds therefore tends to freeze and thereby deprives
life insurance companies of opportunities even to buy bonds bid below call
price,

The area of investment by life insurance companies in high-grade
corporate bonds today is, of course, even more limited than the one billion
figure indicates. Of this gmount, a substantiai part is already owned by
investing institutions and not in the avallable market supply. Moreover, a
number of the security issues comprising this amount are bid so close to the
call price that any substantial buying would probably bring them up to the
call price and further constrict the supply of high-g¢rade bonds available
to the insurance companies.

Furthermore, bank loans have in many instances replaced bond financing,

and ‘thereby decreased the supply of bonds. During the last few years
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particularly there has been a considerable increase in long term loans at
low money rates by banks, Of increasing importance too has been the resort to
internal financing by many of our large corporations. Earnings and reserves
are being plowed back into many corporations, frequently making resort to ex-
ternal financing unnecessary.

This leaves the life insurancg company pretty much dependent upon refund-
ings of corporate bonds for investment outlets in this field. We have been ex-
periencing for some time now a tremendous wave of refundings. Companies with
outstanding issues of 5% and 6% high-grade bonds have refunded these issues
at lower interest rates so that they could effect substantial yearly interest
savings and postpone maturlity dates. For the period 1934-1040 nearly three.
fourtlhis of the new issues of corporate bonds were for refunding purposes. It
is estimated that about 12 billlons of corporate refundings took place between
Januafy 1935 and June 1941, equivalent to about one third of all corporate'
bonds outstanding at the end of 1934.

Life insurance companies were hard_hit by these refundings. Yuge blocks
of bonds in which they hgd invested at comfortable yields were retired at the
very time whén they needed greater outlets for the investment of their funds.

‘Naturally, they bought the new lower yield bonds because these bonds . appeared
to be ali that were avallsble under legal llists and their 1nvestment’practlces
and because they simply had to have income to maintain their policy reserves.
Thus the extensive refundings of corporate debt during the past several years
has taken away from the insurance companies the high interest-bearing bonds
which they previously held. Ironically enough, it was among other things,

their own pressing demand for additional high-grade bonds which tended to

raise prices and lower yields on these securities.
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Furds pressing for investment by the life insurance coMpanlés are in-
cfeasihg at the rate of about 1-1/4 billion dollars’avyeaf; And it must be
remembered that the banks and other institutional fiduc&aries are also in- . | ‘
terested in the same class of investments, The great demand for high-grade
bonds created by the institutional investors helped create the grea£ selier's
market for such bonds that we have been experiencing, At the samg‘time; the
supply has actually been decreasing until the available supply of high—gr;dq
utility'(gxcludlng rallroads) and industrial bonds had'decreaseﬁ to about 1
billion in Audust, 1941, less than the annual amount of funds that must be in;
vested by insurance companies., The result has been that bank quality corpo-
rate bonds have acquired a scarcity value, reflected in extraordinarily h#gh
prices and low yields.

Interest rates on bank.quality bonds have dropped so that the total aver-
age return on the bulk of leng term financing now hovers mnearer to the 3 than
to the 4% level. Vo one can predict how many more refundings are in the of-
fing, But it may be that the trend has, with some exceptions, pretty well run
its course. If there is a decrease in refundings, there will be an even great-
er scarcity of high-grade corporate bonds for life insurance company investment.

The T.N.E.C. study of legal reserve life insurance companies (T.N,E.C.
Monograph 28) pointed to the fall of interest rates which had taken pléce in
recent years, and indicated that the life insurance companies had beeg brought
face to face with a serious investment and operating problem -~— the problem ‘ .
of earning enough interest to meet policy guarantees. In 1938 the acﬁteness

of thisc problem was apparent from the fact that on the average the 26 larger
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life insurance companies had 31.19% of thelr ledger assets, or a total of
over 7+1/4 biillong; earniné,lesg than the rate of interest nécessaryqio
malintain polidy_resérves. The trend indicated by the figures for 1938 has
been acc;ntuated since then.

‘Present'yleldé'on securities eligible for 1life insurance company in-
vestment have been estimated as follows:

U. 5. Government Bonds - 1.& to 2.5% .

Municipal Bonds - 2.0 to 2.4%

Corporate Industrial Bonds,

Elrst Three Grades - 2.%4 to 3.21%

The overall estimated yield necessary to meet policy guarantees is from about
2.8 to_3.5%.

I should like to introduce for the record four charts, marked Exhibit
A, covering the Metropolitan Life Inusurance Company, New York Life Insyrance
Company, Equitable Life Assurance Society of the United States and Mutual
Life Insurance Company of New York which show that in two of these four large
life insurance compenies organized under the laws of the state of New York,
the income on investments has dipped close to the interest requirements
necessary to maintain policy reserves., The line signifying investiment income
continues to flatten out or drop over a period of years; the line si¢gnifying
interest requirements necessary to maintain policy reserves continues to
rise due to the unabated inflow of funds upon which returns are guaranteed.

If the present trend continues, and I see little evidence of its abatement,

these two lines will soon cross. When they do, one of the vital margins of
safety for the policyholders will have disappeared.
. While I am discussing the investment problem of the life insurance

cdompany I want to digress for a moment and attempt to clear up some loose
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thinking céncerning two outgrowths of this problem. I refer to the growth
of private placements and competitive bidding for security issues. The
growing concentration of high-grade Londs in the portfolios of 1life insurance
companies, banks and other large institutional investors has tended not only
to cause undue concentration of security holdings, but has also shoved the
small individual and institutional investors out.of the high-grade bond field,
I believe that this concentration, should it continue unabated, carries with
it danyers and evils to our soclal,eéonomlc and financial sysitem, Some per-
sons have attributed this situation to the growth of private placements.
Private placements, that is, the direct placement of security issues with
\the life insurance company by th; iéguers. have been the outgrowth of the
underlying problem of supply and demand which I have already described.
Private placements are an effect and not a cause., The life insurance com-
pany has certain ad?antages over the investment banker which cause it to be
successful in competition for security issues. But it is the pressure upon
ihe 1ife insurance company to invest, and the.limitation oé the market sup-
ply of high-grade corporate bonds, that has forced the growth of private
placements of high-grade corporate bonds.

Some personsg are now attributing the eélls of concentration of high;grade
security holdings in large insfitutional investors to the system of compet-
itive bidding for security issues. I believe that these pers;ns are fooling
themselves. Competitive bidding for security issues in the utility and
industrial field is of recent date and is not yet widespread. The concen-
tration of high.grade bonds in the portfolios of a few large institutional

investors has gone on for many years., Once again I point to the fact ‘ohat~
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it is the underiying investment prcblem of ‘the life insurance company and
the limited market supply of high-grade corporate bonds which has caused
this. Those who point to private placements and competitive bidding as
the reasons for the loss of business by the investment banker and the
growing dominance by the 1life insurance company in the purchase of secur- .
ity issues, are in effect pointing out a few bubbles being emitted by a
caldron of boiling liquid.

2. Thus far I have been discussing the problem from the rather strict
point of view of the life insurance company's investment needs, These in-
vestment problems are created by the necesslity of protecting the policy
holders, depositors and beneficiaries of the life insurance company. There
are, nonetheless, other matters of profound significance to be considered.
The modern life insurance company is a colossus which bestrides our financlial
markets and economy. The life insurance business is not a problem entirely
unte itself, Legislators must consider the welfare of our financial and
economic system in examining the investment laws relating to life insurance
companies,

In this connection, there is a serlous gquestion whether the great
emphasis upon bond investment may not be contributing to the maintenance
and creation of over-bonded capital structures in our utilities and
industries. In thelr capacity as large savings institutions, the life
insurance companies are directing into bonds an increasing amount of capital
which might otherwlse be invested in commoh stocks, The bond demand of our
large institutional investors has helped foster the large number of refund-

ings by utilities and industries in recent years. Refundings, despite their
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immediate benefits to the utility or lndustrlal‘enterprise, may forébo@e
a dire future for the company with an excessive debt structure perpetuatéd
by refunding. Should depression set in and earnings fall off, the weight
of fixed charges in an over-bonded company may préclpltate bankruptey.
In fact, it often has., Many utilities and industries should be gsing this
period of good earnings to scale off excess debt and put on some equity
fact. It should help these companies survive the lean years which may
come again and help avert widespread bankruptcies which disrupt the econonmic
structure. Yet the largest investors on today's market, the custodians
of great portions of the public's savings, are not permitted to buy equity
securities and thereby help put shock-absorbers on the American economy,

Many insurance executives have not yet been willing to recognize that
their investment programs may be creating for themselves a vicious downward
spiral of safety, The pressing demand for high-grade bonds tends to result
in utility and industrial corporations issuing bonds instead of stocks
until, in some instances, their capital structures become excessively heavy
with bonds. High bond indebtedness ices the toboggan slide during a period
of depression. The railroad bankruptcies are red flags planted on over-
bonded capital structures., Thus, the constant demand by the life insurance
companies for an endless new supply of bonds may in the long run under-
mine the very security which the life insurance company seeks through its
investments, For as bonded indebtedness of a corporation increases beyond
a ratio consistent with a scund capital ;tructure, the safety of each
bond correspondingly decreases.

It has been well said by C. W, Kellogs, president of the Edison Electric
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Institute, that "common stock money is the one . ., . necessary foundation
that makes the whole structure stand up." If the foundations of the cor-
porate capital structure are shaky, the entire super-structure of bonds’
may come tumbling down. To repeat, excessive pressure for bond investment
may tend to create capital structures in utilities and industries which are
not conservative, and ultimately contribute to bankruptcy and its attendant
evils. -In this era of rapid change which calls for corporate flexibility,
too much corporate debt is especially dangerous to the investor and the
economy ,as a whole, Still the life insurance companies cling to the tra-
ditiona) practice of seeking riskless investments in bonds. Thelr bonds
may be lulling them into a false sense of security.

I believe that encouragement of additional equity security financing
at this stage, despite the strong urde to take advantage of iow interest
rates, will help to forestall future trouble, particularly when the defense
period is over., The post-war -era sgould find our industry stirong enaugh
to make the adjustments necessary to convert itself from & war economy into
a peace economy. £Zquity money is flexible; debt money is rigid. Sound
capital structures supported by adequate amounts of common stock should
help to facilitate and insure proper adjustment. The life insurance com-
panies can help build‘for post-war economic defense by buying sound equity
securities. By helping avert a deep post-war depression, the life insurance
companies will be investing in their own safety and security.

As you can see, there are serious problems facing the life insurance
companies and cur capital markets and economy generally. The problem of
opening up the field of common stocks to 1ife insurance companies is only

one aspect of these larger problems. But it presents very real and im-

mediate lssues,
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IV NI
COMMON STOCK INVESTMENTS

I believe that life insurance companies have been long enough in bondage
to bonds. The sources of their interest income are drying up. They must
face the plain stubborn fact that new areas of investment must be tapped if
present contracts with policyholders are to be satisfied. The investment
problem of the life insurance company calls for something other than the
stubbornness of the closed mind. It calls for boldness and imagination, for
careful and thorough study of the problems and for intelligent action.

I have no illusions about common stock investment by life insurance com-
panies. It will not afford a total answer to the crushing problem of increas-
ing size and diminishing income now upon the life insurance companies. I am
no medicine man. I don't offer the suggestion for liberalizing the New York
" Insurance Law to permit common stock investment as a2 cure-all. I suggest it
as a step towards alleviation of the life insurance company investment problem,
the capital market situation, and some of the 2conomic problems of the nation.

Other steps will be necessary. Life insurance companies may have to lower
their guarantees on new policies. They have in some instances been writing: -
contracts in effect guaranteeing rates of interest in excess of those which
they are currently able to earn. Higher premium rates on new policles may
be appropriate. But even then, there is a serious gquestion whether this is
enough.: Limitations of size of life insurance companies continues to be sug-
gested. And in the long run, it may be necessary to seek remedies even more

fundamental,
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Being, in effect, a trgstee of other people's money, the life in.-
surance comgagy_ls properly a conservatlve.gnvestor. Conservatism in
investment, however,‘gannop be pggeonholed conveniently into classes of
secur;ties.‘ Yet some persong seem to regard bonds as safe investment
and stocks as speculg?ive. Too many bonds have been unsafe and too many
stocks have been safe to permit such generalization. Still common stocks
continue to be labelled indisqriminate}y as speculative interests. In
this way there has arisen a confusion of the evil of excessive speculation
with plain, ordinary investment in common stocks. Speculation in stocks
is not synonymous with invesﬁment in stocks., It is true that the Congress
and the S.E.C. have condemned the purchase and sale of stocks for purely
gambling purposes., This criticism was directed at excessive speculation
on national securities exchanges in which artificial devices were used to
raise or depress market prices. It has nothing to do with legitimate com-
mon stock investment and should not be confused with it.

Safety of investment is a relative and not an absolute term. Safety
of investment, as we speak of it, really means investiment in securities
with 2 minimum risk of capital loss and a maximum assurance of income re-
turn. There is no securities investment that is absolutely safe. This is
borne out by the past investment experience of life insurance companies
which, by virtue of their soured bond and mortgage holdings, are represented
today on over 60 bondholders' protective committees, and have, through
foreclosures of defaulted mortgages, become the largest farm and urban
real estate holders in the country. Prudent investment in securities de~

pends upon careful scrutiny of individual security issues, the issuing
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company, the capital structure of the issuer, the earnlngs record of the
lgsuer over a period of years, the ability of the Lssuer s management, the
pertinent technological conditions, ete. = all this in light of the needs
of the particular investor. Whether there is likely to be more or less
risk of capital loss and assurance of earnings should depend upon the
results of individual expert examinations, and not upon the general brand
of security. Prudent investment may dictate purchase of the common stock
of one company as a safer and more conservative investment than the bonds
of another company. Labels are fregquently misleading. There are high-
grade common stocks which are not far from tﬁe conservative investment
equivalent of high-grade bonds.

I subscribe to the proposition that the real security behind invest—
ment lies in the continuing earning power of the enterprise, not the
liquidation or reorgdanization value of the propertiy owned by the enter-
prise. Upon bankruptey liquidation or reorganization, it is true that
the senjior bondholder stands in line ahead of the stockholder pursuant to
the priority principles laid down by the United States Supreme Court.

Yet the bondholder's rights to priority in -bankruptey liquidation or re-
organization are, I believe, too fraught with the uncertainty of bankruptey
adjustments to constitute real security to the bondholder. The lnsurance
company, of course, does not invest to extr;ct liquidation or reorganiza-
tion value. It invests to protect its principal and for ;ieady return,

The earnings record and reasonably foreseeable earning power of a cor-

poration are therefore prime considerations to life insurance companies,
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Just as they are to other investors. On an egrnings basis, bonds do
not assure dbetter performance than stocks. The paper assurance of
security found in the words of a bond is_meaiinéless in the abgence of
the brute fact of corporate earnings. -Although bondholders have a prior
claim to corporaie earnings, this may mean little in a healthy, going
enterprise whose earnings are more than sufficient to pay fixed charges
and dividends. The truth is, of course, that some common stocks in com-
panies with a well-balanced capital structure are so close to the.earnings
saurce that they are, in effect, not far different from bonds in respect
of dependability of esrnings. Generally speaking, therefore, emphasis
upon corporate earnings as a basis for conservative investment seems both
sensible and proper. ‘

Investment analysts generally speak of liquidity, yleld and safeéy
in connection with consideration of investments., Liquidity of invest-
ments, es an important investment factor ror life insurance companies, is
largely mythical. Essentially long~term investors, the life insurance
companies have many security holdings without established markets; More-~
6ver, current income has exceeded current disbursements of life linsurance
companies for each year since 1890, thereby tending to render the liquidity
factor of secondary importance. |

A pregent comparison of yields on leading common stocks with ylelds
on high-grade bonds is favorable to stocks. I have already clted some
of the estimated current yields on bonds. They range from 1.8% on U.S.
Government Bonds to 3.21% on third grade corporate industrial bonds.

-

Leading common stocks are selling on a yield basis on present prices
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from about 5 to 8%. Moody's Stock Yields Index, based on 200 common
stocks, reveals that the lowest annual yield in the period 1929-1940
was 3.5% in 1936 and the highest annual average yield was 7.4% in 1932,
Of course, the pur?hase price of the security is a factor determinative
of yield. Any comparison of security yields must take this factor into
consideration. In other words, there is a time to buy stocks and a
time to buy bonds.

Investment safety may mean any one of a number of things. I have
already used the term in what I belleve to be its practical and realistic
sense. Some analysts, however, prefer to give it a more technical mean-
ing - defining investment safety as the probability of receipt of principal
at some future time, This definition lends itself to one answer = high
grade bonds are probably, on the whole, "safer" in this respect than stocks.
But this definition is scarcely realistic in its application to stocks.
Return of principal of common stocks is dependent upon the sale of the
stock to another person. And, of course, there is no applicable maturity
date to stocks. For reasons that I have previously discussed, greater
emphasis upon earnings seems to me to be in accordance with sound invest-
ment practice for life insurance companies. Without sacrificing safety,
the portfolios of 1life insurance companies can be broadened to include
seasoned common stocks,

There is, of course, a greater fluctuation of price and return in
connection -with investments in common stocks than is generally true with
respect to investments in bonds. However, history indicates that
there are both valleys and peaks in market prices in common stocks.

If an investor is able to hold on during the period of descending

market prices, there is much less chance that he will suffer material
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capital loss. The 1ife insurance company which is primarily interested
in long-term investment can hold common stocks for sufficiently long periods
to avoid losses which might occur if it were necessary to sell while the
stocks were still at depressed prices. Of course, the market prices on
common stocks held by life insurance companies cannot be entirely ignored.
On the contrary, investment in common stocks by life insurance companies
would entail constant and alert scrutiny of the markets. It might result
in revision of investment portfolios at shorter intervals than is true to-~
day. It 1; not an easy job., But it is a job that the modern life insurance
company, with proper management, snould be capable of doing. In fact, it
is a job that the insurance company holds itself out as capable of doing
when it accepts the public's money. Fluctuations in dividend returns can
be steadied over a period of years by spreading yields of high dividend
years over the low ﬁiyigenﬁ years.

Since various types of lnvestments react differently to the chgnging
phases of the economic cycle, diversification of portfollio is desirable
and essential for the large life insurance companies. Common stocks in
life insurance company portfolics will permit greater diversification, and,
during the immediate situation, may afford some hedge against inflation,
A life insurance company, no less than other institutional investors,
should not have a static investment policy. As the markets and general
economy change, and as its own needs change, the life insurance company
should vary its investment policy according to its needs. 4 group of com=-
mon stocks will provide added diversification and enable a more dynamic

investment policy.
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I have been speaking in general terms. I want to get down to particulars,

1. I submit for the record a study of selected common stocks, marked Ex-
hibit B. This study contains data regarding the price and dlvlaend records of 1
selected industrial and utility common.stocks over a 15 year period from 1925
to 1940. These stocks show long uninterrupted dividend records, some fluctua-
tion .6f:prices but appreciation of capital value over a long period of years,
and comparatively good avérage yields. There are not many high-grade bonds with
better performance records. I do not submit this data to prove that common
stocks are better investments than bonrds. I offer it to pro;e somethirg which
should really need no proof -~ that there are many high-grade common ;tocks which
rate as well, if not better, than many high-grade bonds as safe, conservative
investments., In this connection, the New York Stock Exchange has recently pub-
lished a study of selected common stocks which bears out the same point.

2. I submit for the record studies of selected common stocks of electric
and gas utility operating companies covering a 25-year period, 1915 to 1940,
marked Exhibit C. These studies show individﬁal common stock earnings and
dividends per share of thirty-eight electric utility companies having asseté
of over six btillion dollars, more than one—third of the assets of the electric
utility industry, These companies and their stocks were not selected as a
matter of hindsight but include all of thé electriciutility operating companies
with bonds outstanding, rated in the first two grades, for which figures were
available., The figures reflect unusual constancy and stability of earnings

and dividends in these companies extending over a long period of years, Even
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where there was substantial variation in earningé and dividends of partie.
cular cémpanles! the investor could have achieved stability of income by
spreading a small part of the higher dividends over the years in which
dividends fell below average. Tabulations are also contained in these
studies which show average invegtment yields on several of these common
stocks, assuming that pﬁrchases were made at different points in the time
series and held for investment from that time through 1940. These average
yields proved to be relatively high over long periods of time.

In connection with these studies, I wish to point to the unusual in-
vestment opportunities in this field. The enforcement of Section 11 of the
Public Utility Holding Company Act by the S.E,C. is bringing about integra-
tion and simplification of the electric and gas utility holding company
systems. In this process, many excellent operating utility companies are
going to be cut loose from holding company mo@rlngs. This means that com-
mon stqggg of operating utilities heretofore held by holding companiés will
be sold publicly on the markets or will eventually be traded on the mafkets

A
. after exchanges with senior security holders in the holding companles have
been effected. Heretofore, due to holding company policles, there has been
a relatively small numbér of utility common stocks available onh the market.
Thus, a great new Field of high-grade equity stocks is opening up.

The data that I £ave submitted on electric and gas utilities bears

out the excellent investment opportunities afforded by some of these
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common stocks. It is the considered opinion.of the investment banking firm
of Lazard Freres and Co. in a recent publication entitled "A Case for Elec-
tric Utility Company Equities", that weighing all factors, and barring cer-
tain contingenclies, selected common stocks of electric operating companies
"justify confidence . . & not primarily for any speculative appeal but for
their attractiveness as to yield and as stable income - producing invest-
ments." The S,E.C. is exerting every effort to correct some of the lop-
sided capital structures and unsound financial practices of these operating
companie§ so that they will be healthy, independent utilities. As the
capital structures and financial policles of these operating companies are
straightened out in accordance with principles of sound finance, common
stocks in these companies should prove to be more attractive than ever, It
is well to keep in mind, however, that ownership of 10% or more of the
voting securities of any electric or gas utility will prima facle cause the
owner to be considered a holding company subject to regulation under the
Holding Company Act. Ownership of 5% of the voting securities in any
electric or gas utility will render the owner an affiliate subject to
limited regulation under the Holding Company Act. It would probably be
the better part of wisdom for life insurance companies to limit their pur-
chases of ut;lity common stocks with these factors in mind.

3. The experience of other investing institutions in common stocks
affords valuable comparative data. Many fire insurance companies have had
considerable experience in common stock investment. Since Mr. Dwight C.

Rose, who is particularly expert in this field, is scheduled to appear
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b;fg;e this“éémmittee, I preféf to le;;e with him discussion of the fire
insurance compéhy ;xperlence. In addition, I believe that the invest-
ment experlence in coonn stocks by some of our endowment and educational
institutions, aithough Qot strictly combar;ble, is intérestlng.
Carnegie Corporatién 3f New Yérk

Carnegie Corpora;lon of New York, a foundation with approximately
$150;OO0,000 in assets, had a problem similar to the life insurance com-
panies, which it met by investing a portion of its assets in common stocks.
Tﬁis foun@ation was established by Andrew Carnegie for philanthropic pur-
poses and under the terms of the gift, thes Corporation has the responsibility
of maintaining the principal of the institution. As announced by the Cor-
poration in its Annual Report for 1933, £he Corporation purchased common
stocks for the first time in 1932 "to meet changing conditions by a carres-
ponding change in the proportion of total capital placed in different
types of investment." As of September 30, 19323, the Coréoration had in-
vested $5,000,000 in common stocks, increasing this to $25,000,000 by 1936

and $28,000,000 by 1940. The Corporation's investment experience is re-

'vealed in Exhibit D which I offer for the record.

The Corporation's poliey is expressed in its report for 1937 wherein
it is said: ‘"Furthermore, the investments of the Corporation are themselves
in a hiéhly liquid-condition. It should be added that although the policy
maintained by the Finance Committee has been one of prudence, it has not

been one of timidity . . . while these (common) stocks have uniformly been

_ selected on the basis of the equities involved rather than the yleld ex-

pected; this yield has proved to be most satisfactory. Indeed without it
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the rate of income for the year, expressed in terms of the rate of return
from the cost of all investments at the close of the year,would s@and at
about 3-1/2 percent instead of about 4 percent as at present.”

That the policy of the Corporation has been successful is attested'by
the fact that its average income on common stocks for the years 1934 to
1940 has been 4.45% in addition to which the Corporation had realized prof-
its of $2,500,000 less unrealized depreciation of $382,000 as of Septem-
ber 30, 1940.

The Corporation's policy with respect to common stock investment is
expressed in its 1940 report as follows: '"The investment{ in common stocks
is limited by resolution of the Board t¢ a maximum of $35,000,000 at cost,
not more than 5% of this amount to be in the common stock of any one com-
pany and not more than 1% of the issued common stock of any one company to
be included.”

Endowed Universities

In a study made by the American Council on Education entitled "What is
Happening to College and University Investments and Income?" by Mr. J.
Harvey Cain, a trend similar to that in the Carnegie Corporation was found.
) Iﬂ.eight universities witb endowments of more than $15,000,000 common stocks
had increased from 9.2% of assets in 1926 to 29.3% of assets in 1940. The
reason for this 1s probably best expressed in a letter from the investiment
officer of a large college:

"We have gradually increased our percentage of investments in common
stocks, feeling that perhaps the difference in yield between this type
of investment and the highest grade bonds is too wide at the present

time. An equally obvious fact is that our percentage of bonds has
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. hibit 1ife insurance companies from investing in common stock.
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continued to decline, due to our policy of not replacing called bonds with
high—gradé, low-~-coupon, long-term issues.' The increase ;; our in;omg rate
during‘the past year was due principally to larger dividends from common
stocks," . .

Prior ﬁo 1936 Stanford University was prohibited from investing in stocks.
After witnessing a decline in its rate of income, The Board of Trustees of the
University petitioned a California state court, seeking a judicial deteémlna-
tion of its power to invest the endowment funds of the University, particularly
with iespe¢t to the investment of such funds in debentures and shares of stocks

in corporations. The university's power was confirmed by the court.  There-

after, it invested in common and preferred stocks and as of August 31, 1939

'héa 10.5% and 10.2% of its assets in preferred stocks and common stocks, re~

spectivelf.
\'
SOME ARGUMENTS AGAINST COMMON STOCK INVESTMENT

Thue far, I have discussed the investment problem of the life insurance
company, some of its broader effects on our economy, and some of the consider-
ations, experlience and data which favor liberalizing the New York Insurance
Law to permit life insurance companies to invest in common stocks. Now I want
to consider some of the principal arguments which have been advanced against
common stock investment by life insurance companies.

l.- A good deal has been said about the report of the New York legisla-
tive committee to investigate life insurance companies in the early 1900's.
That Committee, often called the Armstrong Committee, recommended in its re-

port in 1906 that the New York Insurance Law should be amended so as vo pro-

The New York
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State legislature adop .ed this recommendatioh and mede 1t law. It still is
law. The Armstirong Coufriittee repor£ has since been ¢1£edkaga1n and agaig for
the proposition that 1!.fe insurance companies should not be permitted %o in- ,
vest in common stock. Upon study of the Armstrong Commi%tee report, I am not Q
convinced that it staniis irrevocably committed to the proposition for which it
has been cited. At th : time of the Armstrong Committee investigation the laws
of the State of New Y+ *k permitted investment by life insurance companies in
Stocks. Several of * 3 :m owned common stocks. The Committee therefore based
its recommendatiern ‘ipo 1 iavestigation of the common stock investment practices
of insurance comurnies then in effect.

It was the spinlor. of the Committee that the then existing laws had oper-
ated to permit i1ife in¢iurance companies "to engage indirectly in erterprises
foreign to the purpose 3 of thelr organization.” Serlous evils were pointed i@
out.  Through control of subsidiary corporations by means of stock ownership
some life insurance ccmpanies had practically transacted the business of banks
and trust cowpanies.: In addition, the life insurance companies had placed
millions of dollars at the dispesal of these banks and trust companies through
the maintenance of inactive deposit accounts at low rates of interest. Sﬁock—
holding relationships with banks arnd trust companies were used to carry‘irreéu-
"lar, hidden accouﬁts.and te further the selfish interests of individual inter-
locking officers, l.ife insurance companies had furnished their support to
- financial ventures ‘‘hrough participation in underwritings cf syndicaﬁps. There
wére speculative pui'chases of stocks by life insurance companics with a view 9}

to resale on 2 risins market, Many officers of life insurance companies,
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through 1n§§rlocking directorates and connections, had frequently been in
a position to profit by tﬁese 1ﬁvestment practices. The Commitiee showed
particular concern about thé dangers of undue capital and financlal com-
binations through life 1;sur;nce company purchase of the stocks of banks
and trust companies. |

It is noteworthy tha£ the‘Armstrong Committee was not severely critical
of the investment practice Qf purchasing stocks, as such, but condemned the
abuses connected with the practice. Only a few arguments were advanced why
the practice 1tself was undesirable. For instance, common stock investments
were sald to be fundamentally objectionable because they subjected the life
1nsuranc§ company to corporate.llabilities as stockholders. The report also
“indicated that stock lnvestmenés carried a concomitant responsibility to sus-
tain tbe enterprise in which the l;surance company had invested and perhaps
even to undertake its management, In summéry, the Armsirong Committee recom-
mended that 1nves£ment in common stocks by life insurance companies should be
prohiblted in order to remedy "many of the evils to which the investigation
has directed attention.”

Of course 1906 was not 194i. Many of our large productive corporations
were just getting started then, Some were yet unborn. Investment tables in
the Armstrong Committee report show that most of the common stock investments
were in banks, trust companies, rallroads and traction companigs. Industrial
securities were practically unknown, and utility securities were comparatively
new.  Many stocks were yet unseasoned. In fact, the Armstrong Committee report
shows that some of the stock investments were promotional ventures. Our

economy has matured greatly since those days. We have large, strong
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corporations today with long-established earnings records.  Many of the evils

at which the Armstréng recommendation was aimed have been eliminated. Stock
speculation in its more anti—s;cial aspects has bgeg outlawed and regulated by
government administrative aﬁghorities. T£e activities of interlocking direc-
tors and corporate insiders have been bathed in broad daylight.by government
investigation and regulation. Our modern corporation laws, with few excep-
tions, no lomy.r provide for stockholder's liability. The gra?th of state
insurance supervision has lessened the opportunity for irregular and hidden
accounts through stock subsidiaries of life insurance companies, Financial
cartelization through combinations of banks and trust companies‘with life in-
‘surance companies is not likely in our present economy. Inves;gent practices
of insurance companies téday are better ;egulated and subject to greater dis-
closure requirements than at any previous time,- Since many of the evils which
the Armstrong Committée sought to eliminate no longer exist or appear to be
adequately regulated, the underlying reasons for the blanket prohibition upon
common stock investment then advocated have disappeared.

As the country has expanded during the last 35 years, so must our concep-
tion of investments expand. The Armstrong Committee pointed out some of the
abuses in stock investments and obviously its findings were based upon condi-
tions known to it at the time of its lnvestigation, It was never meant as an
inflexible rule of investment for all tiAes.

2. Some persons contend that life insurance company purchases of common

stock may give them control and influence over corporate management in

many utility and indusirial companies and thepeby tend towards undue



- 31 -
\
concentration of power., I believe that undye concentration of power in
our economy is socially undesirable. Therefore, I think that there i{s a
good deal of force to this argument. BPut at the sﬁme time, I believe that
it 1s not entirely realistic.

By virtue of their tremendous aggregations of assets, even though in-
vested in bonds today, the life insurance companies can and do exert a con-
siderable degree of control and influence over American utilities and in-
dustry. As the largest institutional long-term creditor in our American
economy, thelir investment policies have very real force, It is undeniable
that the power to invest the tremendous assets of the 1life insqrance com-~
pany eA;bles officers of these companies to exert influence over corporate
management. Indeed, their decisions with respect té investments are of
such great moment that they often influence .actions of the whole business
community., It is well to remember too that a powerful creditor like the
larde life insurance company exercises such great influence over the debtor,
particularly in bad times, that it may btorder upon control of management.

There are more concrete evidences of life insurance company control
and management today. Foreclosures on mortgages held by life lnsuranée
companies have thrust them into a position of control and management., Many
life insurance companles by virtue of their bondholdings have found them-
selves in the position of managers of companies in bahkruptcy reorganiza-
tion. The real estate ventures of some of the large insurance companies
are in effect equity interests, and insurance companies have controlled and
actively managed many of then.

Some persons seem to regard the 1ife insurance compény as a passive

by-stander in a creditor status with respect to the corporation in which

!
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the insurance company has lnvested.' Of course, as a matter of fact, offi~
cers and directors ;f life insurance cémpanies with huge bondhecldings do take
an actlve‘interest in what corporate management is,doiﬁg. The earning
capacity of the corporation which enables it to pay interest upon its bonds
depends.laréel& ﬁpon the efficiency of its management., It is, therefore,
the,nagural function of a life insurance éompany which invests the funds of
other people to maintain a continual and aler£ interest in what corporate
management does,

In short, life insurance companies are powerful influences in the
American economy today. They actually manage and control maany businesses.
Although I believe that it is undesirable for 1life insurance companies toA
engage in management of utilit& and industrial enterprises, I doﬁbt vhether
limited investment in common stocks will aggravate the problem. Certainly
_the recorded experience of many investment companies and fire inéurance
companies shows that common stock ownership does not necessarily involve
control and management. At the same time, I believe thaf limitations upon
the amount of common stock investments by life insurance companies and im-
plemented supervision by the state insurance department should be considered
by this Committee in order to guard against undue concentration sf control
in life insurance companies.

3, Some point out that since the life insurance company is in need of
an assured steady refurn, it sﬁould not invest in common stocks since.the
dividends on such stocks are not required bi contract to be paid at
definite intervals. FEonds on the other hand carry fixed charges and there-
fore a steady income. The truth of the matfer is that, if there , are no

earnings, all the language in the bond about fixed charges is not going to
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make any difference. Similarly, no matter what the lahguage is in the share
‘of common stock,.if the earnings are there and the health of the corporation
permlts, common_stgck dividends are going to be paid out regularly. The
records of some of the high~grade common stocks which I have submitted for
the record bear out gpa?‘rggularity and dependability of dividends can be
equal to that of interest on bonds. Income-producing securities are depend.
ent upon continued earning power of an enterﬁrise, and not upon paper con-
tract termse

" Along¢ the same lines, some believe that life insurance company invest-
ments should be in securities with maturity dates approximating those of the
maturity dates on its policies. This has meant adherence to bond investment
because stocks have no maturity dates. Of course, this argument overlooks
some important factors. The T,N,E.C. investigation revealed that as pf the
end of 1938, demand liabilities for 20 companie;:were about 9-1/2 billions
as against 12 billions of total liabilities including policy reserves., These
demand liabilities are from cash surrender a;d loan options provisions of
the policies which are exercisable at the option of the. policyholder or bene-
ficiary. In addition, the T.N.E.C. report shows that during a studied
period more than 454 of the policies written terminated by modes different
from those provided in the policies. Moreover, examination of the maturity
dates of bonds held .in life insurance company portfolios reveals no particu-
lar correlation of these maturities with those on presently outstanding in-
surance policies. Maturity dates of policies are therefore not particularly

important in considering the investment problem of the life insurance company.
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RESTRICTIONS ON COMMQN STOGK INVESTMENT ‘H
I wish to make clear that I do not recqmpend unres tricted agd unlimited
investment by life insurance companies in common stock. I believe phat such d)
- investment should be in seasoned common spocks with established eérn}ngs rec-
ords, and not in stocks of new and untried vgnpurgs.. Reasonable }im}taticns
upon common stock investﬁent by life ingurance companigs shoull be imposedf
Cn the whole, however, I believg‘that it is not advisab}e to write many re-
strictions on common stock investiments into the New York Insurance Law becauée\
sound investment reguires flexibility and lends itself with dreat difficulty
to rigid statutory molds. The 1egal list, in many ways, constitutes frozen
judégment., It may be more practicable for the staté ledis lature to lay down
flexible statutory standards:and allow the New York department.of inéurance
to exercise considerable_disé;éiionJin permitting common stock investments by 63
life insurance companies. |
There are detailgd problems of technique and mechanics of 1imitation of
common stock investment by life insurance companies which I do ﬂct have the_
time to discuss here. However, I sudgest that this Committee.consider care-
fully recommendations that:
(1) No more than a limited peréentége of the total assets/of.a life 1in-
surance company should be invested in common stocks. N
{(2) Ho more than a limited percentage of the fund availablé forvcommon
stocks should be invested in thé common stock of any single company.
{(3) No more than a limited percentége of the zcommon stoék of any single ﬁﬁ

company should be owned by a life insurance company.
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(4) No more than a limited dollar amount shouid be invested in the
common stock of any single company, -
(5) -Common stock eligible for life insurance company investments
should be listed on the national securities exchanges, so that informa-
tion regarding the insurance companies' securities investments may be Qade

publicly available in the public intereste

1
&

VII
SUMMARY AND CONCLUSION

The }1fe insurance companies are confronted today with a drave in-
vestment problem. A mounting stream of funds is being entrusted by the
public to their care. This has created a pressing demand on their part
for high—g;ade bonds in order to enable them to protecﬁ these funds and
meet their policy guarantees. Meanwhile, there has been a fast shrinking
supply of high-grade corporate bonds and a declining rate of return on
bond investments. As a result, the maintenance of essential safety re-
serves to protect insurance company policyholders is already endangered.
And guarantees on policies which must be met are frequently higher than
the rate of return the life insurance companies earn on their investments,
These conditions are becoming increasingly acute. Should these conditlons
continue, efficient operation of life insurance companies and protection
of the funds of their policyholders will be seriously impaired.

Mew investment outlets for the life insurance companies must be
found. It is clear that unless the laws restricting life lnsurance com-
pany investments are liberalized, serious conseguences adverse to the in-
terests of the life insurance companies, their policyholders, and the

general public will ensue.
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Many high-grade common stocks are safe, sound and sane investments, Yet
life insurance companies which need new investment outlets are prevented by
statute from iﬁvesglng in seasoned commonAstocks, Of course the safety of
life insurance company investments must at all times be a matter qf paramount
concern,’ I believe, however, that limited investments in high-grade common
stocks will foster greater safety of life insurance company investments.
Common stocks will not only provide a necessary outlet for investment of 1ife
insurance funds, but this equity money will also put new blood in American
industry and assure the baslic soundness of present life insurance company
‘bond investments,

In conclusion, therefore, it is my recommendation that this Commitiee,
recognizing the serious problems which exist, will urge amendment of the New
York Insurance Law to permit 1life insurance companies to invest in common

.

stocks.
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