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Lara-Murphy Report

What is it about hope that we should pay special mind to it in this LMR 
issue? Perhaps we should start with its common definition, which states that, “Hope 
is a feeling of expectation and desire for a certain thing to happen.”  Other, more elaborate 
versions add that it contains an “optimistic attitude based on an expectation of positive 
outcomes related to events and circumstances in one’s life or the world at large.” Obviously 
the expectations are felt with confidence so you would think that everyone would 
strive to be hopeful as a logical path to happiness. However, the world at large does 
not often display a reality of individuals filled with hope.

There is obviously a big problem out there in the world, but if we have no idea what 
the problem is there is little chance of resolving it. In fact, without realizing it, we 
may be a part of the problem ourselves. Therefore, it behooves us to know what the 
problem is so that if we are one of the ones who are without hope, or have been 
part of the problem without knowing it, we can turn toward becoming a part of the 
solution. 

When people cannot make a living, when they cannot meet their need for food, 
clothing, and shelter—obtain the basics of life—they despair. Hope remains only 
for the eternal, but as to the here and now, there is none. Society caught in the 
grip of such circumstances can become desperate and in an effort to survive do the 
unthinkable. Either he or she will take from someone else, or in anguish take his or 
her own life. This is the problem at its deepest and darkest level.

When the rulers monopolize and debauch the people’s money they destroy the 
division of labor and the sanctity of private property. It becomes only a matter of time 
before those actions engulf the entire populace and everything comes to a grinding 
halt. When Caesar first clipped the gold coins and later debased their purity with 
other metals he created money out of thin air just as surely as we see the world’s 
central banks do it today using modern technology. It affects billions of people and it 
is as destructive to their lives as war—if not more so. Doing away with this problem 
is the solution.

How? If you can see this problem in its fullness and agree that it is indeed the 
problem—an evil that should be defeated—then you have become part of the solution 
and to a large extent have solved it by merely comprehending it. Now help us carry 
the solution to its fruition by joining us and becoming part of the 10%. We are 
on an educational crusade to teach Austrian Economics to everyone and change 
public opinion about our flawed monetary policy while we help each other practice 
Privatized Banking now. Our hope is not naïvely optimistic, it’s real.

“It is the masses that determine the course of history, but its initial movement must 
start with the individual.”

—How Privatized Banking Really Works
Yours truly,
Carlos and Bob
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ReCent deveLoPMentS tHat May be of InteReSt to ReadeRS of tHe LaRa-MuRPHy RePoRt…

PuLse On the MaRket
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Pulse on the Market

THE LEFT’S OUTRAgE WITH HOLDER MISPLACED
Attorney General Eric Holder resigned this month, naturally leading 
the conventional Right and Left wing pundits to evaluate his term 
in office. Don’t get us wrong, there are a thousand different reasons 
to despise the official performance of the former Attorney General; 
“Fast and Furious” comes to mind. But for our purposes here at the 
Lara-Murphy Report, we want to focus on a particular criticism of 
Holder that largely misses the mark.

Specifically, on the heels of Holder’s resignation, many on the 
progressive Left paid the obligatory lip service to the great precedent 
of breaking the color barrier for the office of Attorney General, etc., 
but then launched into their chief complaint: Holder hadn’t sent 
any bankers to prison. Indeed, Holder testified before the Senate 
in March 2013: “The size of some of these institutions becomes so 
large that it does become difficult for us to prosecute them when 
we are hit with indications that if you do prosecute, if you do bring 
a criminal charge, it will have a negative impact on the national 
economy -- perhaps even the world economy.”

Although it’s easy to see that the big bankers own certain men in 
DC, the solution to “too big to fail” banks isn’t to send people to 
prison. No, the solution is to stop bailing them out. Yes, we have no 
doubt that many investment banks engaged in fraudulent activities 
during the housing bubble years that was unethical and perhaps 
truly criminal, but two wrongs don’t make a right: The Fed’s bailouts 
and the Treasury’s “TARP” program represented trillions of dollars 
of additional theft—this time perfectly legal according to the folks 
in DC—from the poor suckers who pay taxes and have U.S. dollar-
denominated assets.

Holder  Resigns
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vETERAN ECONOMIST THINKS STOCK MARKET OvERvALUED
In a September 23 article for Forbes.com, Michael Pollaro reports 
that the particular monetary aggregate developed by Murray 
Rothbard and Joe Salerno has been trending downward in recent 
months. We here at the LMR certainly are not into “market timing,” 
but we do pass along this information as an extra prod for those 
readers who agree with our general worldview but need a little “kick” 
to take action. Remember that in the Austrian theory of the business 
cycle, the central bank floods the economy with extra money via the 
credit markets. This monetary inflation can spur an apparent boom, 
but the prosperity is an illusion. However, the specific trigger for 
the collapse is a slowdown (or an outright reversal) of monetary 
inflation. There are different ways to measure “the quantity of 
money,” and Pollaro is telling us that the particular measure that 
Austrians developed—based on Mises’ theory of what money is—
shows that the slowdown is upon us.

Slow Mone y

HEALTH CARE REFORM INTELLECTUAL WANTS TO DIE AT 75
Ezekiel Emanuel, who was an associate professor at Harvard 
Medical School and has held various government and think tank 
posts, was at the center of Sarah Palin’s “death panel” controversy. 
Specifically, it was Emanuel’s writings on the ethics of end-of-life 
medical decisions that led Republican critics of ObamaCare to 
warn that government bureaucrats would be deciding when to pull 
the plug. In that context, it is rather ominous that Emanuel has just 
published an article in The Atlantic entitled, “Why I Hope to Die 
at 75,” with the subtitle, “An argument that society and families—
and you—will be better off if nature takes its course swiftly and 
promptly.” See, and you critics thought there was something to be 
scared about… 

Death Wish Panels?
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DON’T EXPECT gOOD RETURN ON SOCIAL SECURITY
GMU Economist Bryan Caplan points out on the blog EconLog 
that the Social Security administration posts “Actuarial Notes” that 
contain very revealing information. For example, the most recent 
note (March 2013) on the internal rate of return shows that it 
varies widely among different marital statuses and income classes. 
Specifically, the return can be as high as 6.5% for one-earner couples 
who are poor. But, Caplan summarizes,

“For singles and two-earner couples, Social Security’s return has 
heavily fallen.  Even the middle-income (career average inflation-
adjusted earnings of $41,655 per year) now get a crummy return 
of under 3%.  For the rich, the return is around 2%, and for the 
richest, about 1%.”

The most important thing to remember about Social Security, 
Medicare, and other government “social insurance” programs is that 
they are Ponzi schemes, quite literally. They only work so long as 
there is a growing number of workers to pay for the benefit due 
to the older people collecting the checks. In contrast to a private 
retirement scheme (which of course would include permanent life 
insurance policies), Social Security and Medicare don’t actually invest 
in real, physical capital goods. If you want to be really fastidious 
about it and say that the Social Security “trust fund” represents 
genuine investments just as surely as a private corporation might 
hold Treasury bonds in its portfolio, okay, but then you have to be 
consistent and say that the official federal debt is that much higher. 
(The typical reports of “government debt held by the public” net out 
holdings by government agencies, such as Social Security.) 

Social  INSecurit y
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are You a statist?
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by RobeRt P. MuRPhy
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omething doesn’t add up. Just about every American knows that something 
is very wrong with the country today, and that the policies coming out of Washington are 
a big part of the explanation. Yet at the same time, Americans have (more or less) a demo-
cratic form of government, where they can replace the members of the ruling class periodi-
cally. Let me put the contradiction a bit differently: Back in July a poll showed Congress’ 
approval rating was a measly 15 percent,1 and yet every single member of Congress won a 
popular election. What is going on here?

the SySteM IS RIgged

This is a very complex topic, and there are different routes I could take to tease out the 
various factors. For one thing, the voters are only offered a very limited choice on Election 
Day. Even though in principle you can vote for anyone—even Mickey Mouse—in practice 
the voters in just about every federal election for the past century have known that the win-
ning candidate would be either a Democrat or Republican. So the person who wins the seat 
might not necessarily be the one a majority wanted, but rather the lesser of two evils, the 
candidate who scared the voters less than the other guy.

are You a statist?

S

Back in July a poll showed congress’ 
approval rating was a MeaSly 15 PeRcent, 
and yet every single memBer of congress 

won a PoPulaR electIon.
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Beyond the constrained options of our “free choices” when it comes to Election Day, is 
the fact that the major media work hand-in-glove with the government to keep the “public 
debate” on issues limited to a very narrow range. (Tom Woods jokingly refers to it as the 3x5 
index card of approved public opinion, running the spectrum from Nancy Pelosi to John 

are You a statist?

the voters are only offered a

veRy lIMIted choIce on election day.

the government only 
gets away with its 
aBsurdities and outrages 
Because the puBlic 
ultimately approves them.

Boehner.) It is simply taken for granted that the 
federal government has a role (say) in providing 
every American with health insurance, to ensure 
full employment, or to promote the destruction 
of ISIS, and the only question is over the proper 
means to achieve those self-evidently wise ends. 
By setting up the public discussion in this way—
by taking the goals as given and merely debating 
the best way to achieve them—the media share 
much of the blame for the mess we’re in.

However, even though the above considerations show that the general public—busy as 
they are working, raising kids, paying taxes, watching sporting events, getting a date, and 
trying to lose weight—can partially be forgiven for the horrible state of the country, we do 
need to face the truth: The government only gets away with its absurdities and outrages 
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are You a statist?

the maJor media work hand-in-glove with the 
government to keep the “PublIc debate” on issues 

lIMIted to a veRy naRRow Range

because the public ultimately approves them. Ludwig von Mises argued that even the most 
despotic regimes ultimately rest on public opinion; even the military will turn on the dic-
tator once he has lost confidence. H.L. Mencken put it more acidly: “Democracy is the 
theory that the common people know what they want and deserve to get it good and hard.”

Mencken’s invocation of “democracy” is a good segway to my thesis: Everybody knows 
that the United States has a democratic form of government. However, as it was originally 
founded, the government in this country was supposed to be a democratic republic.

Some readers may remember the reported exchange of a woman asking Benjamin Frank-
lin as he emerged from the Constitutional Convention, “Well Doctor, what have we got? 
A republic or a monarchy?” Franklin’s answer was, “A republic, if you can keep it.” Well, we 
haven’t kept it.

Indeed, the whole point of a constitution or any other type of charter (such as the preced-
ing Articles of Confederation) is to limit what the government can do. The Bill of Rights 
were actually redundant, but they were included (later as amendments) just to be safe. Well, 
that didn’t work either.
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aRe you a StatISt?

The issue boils down to this: The majority of Americans today are statists. That is, they 
look to the State as the source of justice, prestige, self-esteem, security, education, prosper-
ity, and just about everything else that matters in life. Precisely because the State is so ill-
equipped to deliver these items, our country (and the world) is in a huge mess. Americans 
(and many other groups) have hoisted up one particular institution and given it the task 
of delivering everything important, to the exclusion of other social institutions (such as 
the family, charitable organizations, churches, civic associations, and private business) that 
would do most of these tasks much more humanely and efficiently.

Rather than wagging your finger at your neighbor, a useful first step is to diagnose your-
self. In short, are you a statist? The following list is not exhaustive, but if a bunch of these 
apply to you... you just might be a statist. Note that the list below includes things typically 
favored by liberals and conservatives; looking to the State as savior is not merely a “left 
wing” phenomenon.

One last thing before we start the list: I do not mean to suggest that the goals listed are 
bad things. No, the reason statism is so popular is that the politicians announce their inten-
tions to deliver good things. The point of the questions below is: Do you reflexively think 
that if something is important and desirable, that it is the job of the U.S. federal government 
to seek it? That’s the mindset of a statist.

are You a statist?

h.l. mencken put it more acidly: 
“democracy is the theory that 
the coMMon PeoPle know what 
they want and deserve to

get It good and haRd.”



13 L M R  S E P T E M B E R  2 0 1 4

O When describing an earlier period in Amer-
ican history, is your first thought to announce 
who was in the White House at the time?

O Do you think the federal government should 
provide health insurance to all?

O Do you think the federal government should 
defend marriage?

O If you think of the “greatest accomplish-
ments of Americans,” is it mostly things done 
by people who were working for the govern-
ment at the time? 

O Do you think Congress was right to hold 
hearings on the use of steroids in Major 
League Baseball?

O Do you think the government should set 
limits on carbon dioxide emissions?

O Do you think the federal government should 
do something about the global threat of radical 
Islam?

O Do you think the federal government should 
clean up Wall Street?

O Do you think the federal government should 
encourage Americans to save more for their 
retirement, and/or to help them do it through 
Social Security?

O Do you think the government should tell 
schools to serve healthier food to students?

O Do you think the federal government should 
do something about ebola?

O Would you support a NASA mission to 
Mars?

are You a statist?
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O When explaining the fall of the Soviet 
Union, is your first thought, “Ronald Reagan”?

O When thinking about the awful economy of 
late 2008, is your first thought, “George Bush”?

O Should Congress hold hearings on the vio-
lent content of video games and movies?

O Do you think it’s a good idea to let the gov-
ernment record every phone call and email in 
America, so long as they promise to be consci-
entious about it?

O Are you OK with a worldwide network of 
secret prisons, so long as the CIA was running 
them in order to prevent another 9/11?

O Should the government strive to make 
America the world leader in science and tech-
nology?

O Does it bother you to think that China’s 
GDP may soon overtake the figure for the U.S.?

O Should the government ensure that every 
worker gets a decent wage?

O Should the federal government build a giant 
fence around the country, to protect the culture?

O Are you comfortable with the Federal Re-
serve’s ability to finance any amount of Treasury 
debt, because “there might be an emergency”?

O Do you get nervous when people vote on 
secession?

are You a statist?
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are You a statist?

References

1. See: http://www.politico.com/story/2014/07/congressional-approval-poll-108909.html. 

concluSIon

As I said, I deliberately put various things on the list so that just about every reader would 
endorse at least one or two. And naturally, the vast majority of Americans would endorse 
most things on the list above—which is why the federal government is so enormous.

I intentionally want to make readers uncomfortable, to really make them think: Do you 
support the federal government doing Certain Policy X even though you know there is 
no principled authority for the government exercising such power? Remember, there’s no 
danger in the government doing things that the public hates. The danger is letting the gov-
ernment do something popular but illegitimate.

Solving the problem of statism won’t deliver paradise on Earth; if we thought that, it 
would itself be a version of statism—thinking the State is the source of everything in our 
society. Yet we must admit that the major economic and military crises of our day are driven 
by the American public’s overwhelming statism. If we are to make any progress on this 
front, the first question to answer is, “Am I a statist?”

i intentionally want to make readers 

uncomfortaBle, to really Make theM 
thInk.
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the Policy Loan Debate explained

16 L M R  S E P T E m B E r  2 0 1 4



17 L M R  S E P T E M B E R  2 0 1 4

Until 1976, no one in the life insUrance 
industry had ever done an empirical analysis of 
the policy loan option in an insurance contract. 
With the life insurance industry being centuries 
old, the fact that this type of research had never 
been done before is quite surprising. However, 
in 1976, two industry insiders, Wilfred A. Krae-
gel1 and James F. Reiskytl,2 dug deep into trans-
actions of the Actuarial Society of America; the 
records of the American Institute of Actuaries; 
the general proceedings of the American Life 
Convention; and other journals, conferences, and 

happenstance. These actuaries were looking to 
change things. In 1974 the percentage of pol-
icy loans compared to ordinary life insurance 
reserves—loosely speaking, the fraction of the 
insurers’ assets in the form of outstanding policy 
loans—had reached a high level of 18 percent, 
exceeded only by the early 1930s when a peak 
figure of 21 percent had been reached. But the 
prevailing fear in the 1970s was inflation. It was 
projected that inflation, if not abated, would send 
the percentage ratio to 34 percent by 1989—yet 
in reality, in some respects, it turned out worse! 

the Policy Loan Debate explained

court renderings of the 1800s and early 1900s to 
uncover a host of revealing historical facts about 
this unique policy feature that brought serious 
scrutiny to their findings by other members of 
the actuary societies of that day.

Neither the motivations to undertake such a 
study nor the year in which they were done are 

interest. At the time this was very good for poli-
cy owners, but not so good for the life insurance 
companies. The painful consequences that fol-
lowed for the life insurance companies teach us 
once again that government’s direct role in the 
market and the machinations of the Federal Re-
serve can be devastating to businesses and the 
economy.

This Lara-Murphy Report 
article explains why and in 
doing so helps the Autho-
rized IBC Practitioners gain 
a greater understanding of 
where the policy loan con-
troversies of today first orig-
inated. Though some of the 
specific concerns of that ear-
lier time no longer exist, the 
disputes as to whether poli-
cy loans are actually good or 
bad for the life insurance in-
dustry continue to this day. 
What we hope to demon-
strate is that the causes for 
the negative numbers have 
plausible explanations, but 
central among them was a 
statutory embedded fixed 
policy loan interest rate that 
was below market rates of 
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financial institUtions

If you look far back enough into history you 
will find that all financial institutions have 
black marks on their record. The life insur-
ance industry is no exception. The difference is 
that compared to Wall Street and commercial 
banks their records are less tarnished and cre-
ated less havoc on the general economy. One 
other notable attribute is that insurance compa-
nies have learned from their mistakes and have 
made important risk management adjustments 
that have strengthened their business model. 

economy include finance companies, mutual 
funds, and hedge funds. Financial intermediar-
ies are in essence the consummate middlemen. 
All intermediaries issue their own financial 
products such as insurance policies, certificate 
of deposits, or mutual funds shares, to individu-
als and businesses and receive money for them. 
These monies are in turn invested in financial 
markets in primary securities such as bonds, 
mortgages, and stocks.

the Policy Loan Debate explained

But the forces of government intervention and 
bad monetary policy remain uncontrollable foes 
even now as they have been throughout history. 

To put all this into proper perspective we 
should first say something about financial in-
stitutions in general. Life insurance companies, 
like commercial and investment banks, are fi-
nancial intermediaries. They are “intercessor” 
institutions for providers and users of money. 
Other forms of financial intermediaries in our 

The larger portions of an economy’s popula-
tion do not have the time, resources, or ability to 
gather comprehensive information about each 
possible financial undertaking. Intermediaries 
serve an important role in the economy by dis-
seminating adequate financial information be-
tween buyers and sellers, facilitating risk and li-
quidity transformation, and through economies 
of scale they reduce transaction costs. For this 
reason financial intermediaries have historically 
taken in large sums of money from the invest-

If you look far back 
enough into history 
you will find that all 
financial institutions 
have black marks on 
their record.
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ing public. As of the year-end 2012 life insur-
ance companies held $5.6 trillion3 in financial 
assets compared to $15 trillion in assets held by 
banks. The commercial banks and by extension 
investment banks are directly regulated by the 
Federal Reserve while the insurance industry is 
regulated by the individual states with the fed-
eral government overseeing it indirectly.

Life insurance companies are unique interme-
diaries and operate differently from banks and 
investment firms in that they are actuarial as 
well as financial intermediaries. The financial 
products they sell offer protection as a first ob-
jective and the accumulation of savings as a sec-
ond. In a real sense life insurers can be consid-
ered to be a liability driven business since they 

take in funds from individuals and businesses 
today to make conditional payments in the dis-
tant future. This leads life insurers to invest in 
a collection of long-term assets, mostly bonds. 
A recent study4 of the entire insurance industry 
done by the Federal Reserve of Chicago shows 
that 74.8 percent of life insurers’ general ac-
count assets in 2012 were bonds with 44.2 per-
cent of the aggregate being made up specifically 
of corporate bonds. Additionally, life insurance 
companies tend to purchase these fixed-income 
securities with fairly long maturities in order to 
match their long-term liability commitments. 
This investment strategy of matching the du-
ration of assets to the duration of liabilities is 
known as asset–liability matching and is in-
tended to limit companies’ exposure to interest 
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TABLE 2

Life insurance industry’s aggregate assets, 2012

  General-account (GA) assets Separate-account (SA) assets

   Percentage   Percentage
  Billions of GA Weighted average Billions of SA
  of dollars investments maturity (years) of dollars investments

Bonds 2,545.4 74.8 10.2  292.3 14.5
  Treasury and federal  177.8  5.2 11.9 — —
    government bonds 
  State and municipal bonds  125.8  3.7 14.3 —  —
  Foreign government bonds  75.8  2.2 13.4 — — 
  Agency mortgage-backed  229.6  6.7 10.0 — —
    securities  
  Nonagency mortgage-  237.5  7.0 6.8 — —
    backed securities  
  Asset-backed securities  170.9  5.0 9.1 — —
  Corporate bonds  1,504.4  44.2 10.1 — —
  Affiliated bonds  23.6  0.7 5.9 — — 
Equities  77.4  2.3 —  1,620.1  80.4
Mortgages  335.3  9.9 —  8.5  0.4
Real estate  21.3  0.6 —  7.6  0.4
Policy loans  127.5  3.7 —  0.5  0.0
Cash and short-term  106.4  3.1 —  18.1  0.9
  investments  
Derivatives  41.6  1.2 —  0.7  0.0
Other investments  149.2  4.4 —  67.5  3.4
Total investments  3,404.1  100.0 —  2,015.3  100.0
Total assets  3,590.0   — —  2,053.2  —

Notes: All values are for year-end 2012. Agency refers to a U.S. government-sponsored agency, such as the Federal National Mortgage Association 
(Fannie Mae) and Federal Home Loan Mortgage Corporation (Freddie Mac). Policy loans are loans originated to policyholders that are financed by 
cash that has accrued in their policies. The percentages of various bond classes in the general account do not total to the overall percentage 
of bonds because of rounding. Total assets also comprise reinsurance recoverables, premiums due, and other receivables (not listed).
Source: Authors’ calculations based on data from SNL Financial. 



20 L M R  S E P T E M B E R  2 0 1 4

Because loans should never 
exceed their cash values and 
unpaid principal amounts may 
be deducted from cash surrender 
or policy death proceeds, the 
safety of principal associated 
with most loans is absolute.

rate risk. This is a practice that is continually be-
ing refined by life companies as they navigate 
the new world of systemic risk.

What are Policy loans?

In addition to bonds, the life insurance com-
panies hold several other types of investments 
including mortgages, equities, real estate, cash, 
derivatives and other short-term investments 

ance investments for two reasons. First, they are 
not made as the result of an investment manage-
ment decision. They are options exercised at the 
discretion of the policyowner. Second, because 
loans should never exceed their cash values 
and unpaid principal amounts may be deducted 
from cash surrender or policy death proceeds, 
the safety of principal associated with most 
loans is absolute.”6

Curiously policy loans do not have many of 
the characteristics of an investment, or as an as-
set for that matter. It would seem that from the 
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comprising a total of 15.3% of invested assets as 
of 2012. One such investment among this group 
is the policy loan. As of 2012, the life insurance 
industry’s aggregate assets in policy loans stood 
at only 3.7%!5 This is a ratio to take careful note 
of in light of the theme of this article. As you can 
see policy loans remain a very small percentage 
of invested assets. This is a strong indicator that 
tells us that no matter what the problems may 
have been with regards to policy loan excesses in 
the past, corrective measures and changes with-
in the industry have obviously altered all of that.

According to a leading life insurance textbook:

“Policy loans are unique among life insur-

company’s point of view they have no market 
value at all. Unless the policy owner decides to 
repay the loan it never matures, but is instead 
subtracted from the death benefit at death or 
when the policy is surrendered. From an ac-
counting standpoint and the nature of the in-
surance business it seems reasonable to see them 
more as a reduction of liabilities (rather than 
an increase in assets), because an outstanding 
policy loan reduces the amount that the insurer 
contractually owes to the policyholder in the 
event of a surrender or death. 

The truth is that the life insurance industry 
created the policy loan option in 1848 in order to 
dissuade policyholders from surrendering their 
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policies. It was a brilliant idea at a time when 
there were very limited resources for credit for 
the surging middle class. Also consider that from 
the standpoint of the policyholder liquidity is a 
very important characteristic when considering 
an investment. However, surrendering an insur-
ance policy for its cash value also means giving 
up an equally important element—protection. 
Since the cash value is in a sense an amount be-

the Policy Loan Debate explained

it is not a debt, even though interest is charged.”8 
This finding struck this author so profoundly 
that a complete review of an official U.S. gov-
ernment report of all Supreme Court Decisions 
Overruled By Subsequent Decisions9 was care-
fully examined up until 2010. No overruling ex-
isted. Providing that no new evidence has been 
introduced in the last four years to change this 
fact, this ruling stands to this day.

Ever since 1906 
almost all of the state 
laws mandated the 
policy loan option to 
be a part of all life 
insurance contracts.

longing to the policyholder in the first place, the 
policy loan option was a natural consequence of 
sound thinking on the part of the insurance in-
dustry. Better to grant the policyholder a loan 
than to have him opt for surrendering his policy 
when he needs his cash.  As one actuary put it, 
“A policy loan then is really a cash-value with-
drawal, temporary or permanent. We probably 
make an analytical mistake if we view it in the 
traditional way (as an investment or an asset).”7    

Providing credence to this view of policy loans 
is a 1910 Supreme Court ruling on their nature. 
In “Board of Assessors of the Parish of Orleans 
v. New York Life Insurance Company, 216 U.S. 
517. The Court noted that a policy loan creates 
no personal liability of the policy owner, so that 

Nevertheless during the 1960s there developed 
a rising tide of criticism from the insurance in-
dustry toward policy loans that portrayed them 
as “unwise, un-businesslike and dangerous.”10 
By 1976 they were being seriously considered 
for complete removal from the insurance con-
tract.  What most financial professionals may 
not know is that ever since 1906 almost all of 
the state laws mandated the policy loan op-
tion to be a part of all life insurance contracts. 
Though there may be a few straggler states that 
do not have a statutory policy loan requirement, 
competition amongst life insurers has forced all 
companies to include the policy loan provision 
in their contracts. 
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the real issUe Was the rate of 
interest

Why did such a negative view of policy loans 
develop in the insurance industry that carries 
over even to this day? If the insurance industry 
created the policy loan in the first place, why 
were they so eager to recall that decision and at-
tempt to remove it from the contract altogether? 
Actually, it even seemed odd to many in the life 
insurance profession in 1976 though they fully 

recognized their core problem. One actuary in 
particular expressed it this way:

“If we were car dealers it is a little like say-
ing—here we have built this option into our 
cars, an option that we have reflected fully in 
our price, but we are going to ask our deal-
ers not to promote this feature in their sales 

the Policy Loan Debate explained

An inflationary economy, coupled with regulation that 
prevented insurers from increasing the policy loan rate to 
keep pace with the money market rate of interest, set the life 
insurance industry up for a fiasco.
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approach, and will urge our customers not to 
use it too frequently, because it will impair the 
operating efficiency of their vehicles.”11

The culprit, of course, was the statutory low 
fixed rate of 5% and 6% maximum on policy 

up, permitting discretionary borrowing for oth-
er purposes.”12

Finally, there was the matter of the creation of 
inequality between borrowers and non-borrow-
ers as it pertained to the distributable surplus 
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loans during the periods of 1906 
through 1969. This was because 
state laws typically followed the 
pattern of English usury laws. 
The rate did eventually move up 
to 8% in 1975 but by law it re-
mained fixed—contrasted with an 
inflationary economy that raised 
the price of borrowing money to 
historic highs. The industry, quite 
frankly, was stuck. If there had 
been such a thing as a variable 
interest rate at that time there 
wouldn’t have ever been a prob-
lem.

The fixed low interest rates on 
policy loans especially in the older 
policies naturally encouraged the 
use of arbitrage by thousands of 
Americans that only accentuated 
the festering problem. The more sophisticated 
policy owners would borrow at the low policy 
loan rate and invest elsewhere at a higher rate.  
In 1913 Congress had passed a law permitting 
the deduction of interest paid on indebtedness 
when computing net taxable income. Although 
no indebtedness is involved in a policy loan, ac-
cording to the Supreme Court ruling three years 
earlier, policy owners customarily deducted the 
interest. Consequently, the interest deductibility 
created an even greater impetus for arbitrage. 
Still others extended this idea into another 
area that came to be known as the “mini-dip” 
whereby the cash value was used to pay for the 
policy itself. “If premiums and interest are paid 
with sufficient frequency, cash values will build 

on all participating policies. Actuary tradition 
had always pointed out that  “equity requires 
that surplus be distributed to policy owners in 
proportion to their contribution to it.”13 So nat-
urally, there was fear that excessive policy loan 
borrowing would eventually lead to discrediting 
the industry.

In reality when a person can borrow at below 
market rates and invest the proceeds in mar-
ket rates he or she is wise to do so. The right 
to a policy loan is the same as a call option on 
a bond. But in examining the entire spectrum 
of the problem, what we see in summary is that 
an inflationary economy, coupled with regula-
tion that prevented insurers from increasing the 
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policy loan rate to keep pace with the money 
market rate of interest, set the life insurance in-
dustry up for a fiasco.

the Past is not easily 
forgotten

As stated earlier, none of these issues exists any 
longer. Today almost all life insurance compa-
nies are permitted by law to use a variable inter-
est rate on policy loans, the tax deductibility of 
the interest paid on a policy loan has also been 
removed as a general rule, and we now have a 
choice of direct or non-direct recognition life 

in the too distant past. These years marked the 
end of the postwar era in which the industry 
was driven by demand for income security and 
protection, but rapid inflation and soaring inter-
est rates shifted the demand to investment accu-
mulation. Once interest rates were deregulated, 
insurers responded to the competitive pressure 
from other intermediaries with a wide variety 
of interest sensitive products. They also boosted 
yields on their general accounts in an attempt 
to regain their financial footing by intentionally 
mismatching assets. In other words, purchasing 
high-yield long-term bonds to fund short-term 
liabilities. The results were disastrous when the 
junk market faltered. These ramifications ex-
tended into the late 1980s when “[l]iquidity 
demands (policy loans and surrenders) soared, 
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Over the span of U.S. 
history life insurance 
company failure rates 
still remain considerably 
lower than commercial 
banks and all other 
financial intermediaries.

insurance companies to deal with the inequality 
issue of the divisible surplus.

If this is the case, then why are there linger-
ing debates and strict company policies regard-
ing policy loans among various life insurers? I 
would offer that the reason is that the memories 
of the unprecedented economic volatility of the 
1960s and then again in 1979-1982 are not yet 

and the industry escaped massive cash flow 
insolvencies only because most policy owners 
failed to exercise their rights efficiently.”14 The 
trend, however, took its toll and in 1991 A. M. 
Best had to list 103 life insurers of the 2,000 in 
operation as insolvent during this period. 

This industry 5 percent failure rate is the same 
as the one experienced during the Great De-
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FIGURE 2

Life insurance policy reserves, by product type, and the ten-year Treasury bond rate

percent

Notes: The data for life insurance policy product types before 1980 are reported every five years and smoothed linearly; data from 1980 
onward are reported annually. Prior to 2001, deposit-type contracts are included in the annuities values. Starting in 2001, deposit-type 
products are excluded from the measure of reserves shown here. Deposit-type contracts are similar to bank certificates of deposit in that 
policyholders receive interest and principal in exchange for making deposits. The data for other products are largely those for accident 
and health contracts.
Sources: Authors’ calculations based on data from the American Council of Life Insurers (2012) and SNL Financial.
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pression of the 1930s when 20 of the 350 life 
insurance companies failed, but it was consider-
ably less than bank failures. There were 4,000 
bank failures out of 25,000 in operation during 
the Great Depression, or 16 percent and 1,200 
bank failures out of 7,000, or 18 percent, during 
the 2008 financial crisis. The point is that over 
the span of U.S. history life insurance company 
failure rates still remain considerably lower than 
commercial banks and all other financial inter-
mediaries.

The main thing to keep in mind from all these 

implications is that it did change the life insur-
ance industry from what it used to be to some-
thing dramatically different. Drawing again on 
the Chicago Federal Reserve report,15 at the end 
of 2011, 64 percent of the life insurance indus-
try’s total reserves were for annuities, while 30 
percent of them were for life insurance. This is 
a stark contrast to that of 1960 during which 
72 percent of total reserves were for life insur-
ance and just 18 percent was for annuities. As 
we pointed out at the recent Night of Clarity 
event in Nashville, the universe for the beloved 
dividend-paying Whole Life insurance contact 
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is now very small comparatively speaking. Few-
er than 50 insurance companies currently offer 
the product. There is an entire new generation 
of Americans who are totally unfamiliar with 
all of its multi-dimensional benefits. When spe-
cially designed by an Authorized IBC Practi-
tioner, Whole Life provides a form of privatized 
banking that is not only very useful for business 
and individuals, but helpful to the insurance in-
dustry and the economy as well. The room for 
growth in this area of the business is enormous.

conclUsion

The reality is that the existence of policy loans 
against cash values dates back to the mid-1800s, 
but the life insurance industry has never vigor-

ously promoted them. It’s true that issues regard-
ing policy loans were serious during the Great 
Depression, but since then there had been little 
concern until inflation hit in the late 1960s. But 
now we recognize why. The painful experiences 
that followed these events profoundly affected 
the industry. Life companies came to under-
stand their business in light of the new economy 
and the gaining of this new understanding paid 
off. 

The crucible for the industry’s strength and re-
siliency was proven during the Great Recession 
of 2007-2008. Here we saw the pouring of the 
public’s confidence and funds come back into 
the conservative financial sector with marked 
increases going into the Whole Life product 
specifically.  When everything else in the market 

The reality is that the existence of policy loans against cash 
values dates back to the mid-1800s, but the life insurance 
industry has never vigorously promoted them.
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place failed and there was nowhere 
else for businesses and individuals 
to go, the life insurance companies 
were standing strong, ready to pro-
vide the high demand for safety. 

Today matching asset-liability 
cash flows in a low interest rate 
environment is the industry’s new 
challenge, but when the next cri-
sis hits again—and it will hit—the 
life insurance companies are poised 
and ready for another tremendous 
inpouring of funds. We plan for the 
Authorized IBC Practitioner to be 
there to help the public facilitate 
that transition.
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Lara-Murphy report: How did you be-
come interested in Austrian economics?

steve horwitz: The short version is that 
at 16 I stumbled across Robert J. Ringer’s Re-
storing the American Dream, which persuaded 
me that I was, in fact, a libertarian. Being the 
curious young lad I was, I looked at his refer-
ence list and decided I would try to read some 
of the sources he cited most frequently.  One 
of those was Rothbard’s For a New Liberty. It 
so happened, ironically, that our local public li-
brary had a copy, which I devoured. I was now a 
radical libertarian. I then followed up some of 
Rothbard’s references and started reading a lit-
tle bit of economics including the Austrians. By 

the time I got to college I was already reading 
some Mises and Kirzner. I didn’t go into college 
intending to be an economics major, but after 
taking Intro, I was hooked and I started think-
ing about how the Austrian perspective was dif-
ferent from what I was learning in my courses at 
the University of Michigan. Somewhere around 
my sophomore or junior year, I heard about the 
program at George Mason and was pretty sure 
that’s where I wanted to go to study more. And 
I did, and the rest, as they say, is history.

LMr: You and a co-author, Michael McPhil-
lips, had a provocative piece that contributed to 
the debate over so-called “wartime prosperity” 
in the 1940s. Can you explain?

Steven Horwitz is Charles A. Dana Professor of 
Economics and department chair at St. Lawrence 
University in Canton, NY.  An Affiliated Senior 
Scholar at the Mercatus Center in Arlington, VA 
and a Senior Fellow of the Fraser Institute in 
Vancouver, BC, Horwitz completed his MA and 
PhD in economics at George Mason University and 
received his A.B. in economics and philosophy from 
The University of Michigan.  He is the author of two 
books, Microfoundations and Macroeconomics: 
An Austrian Perspective (Routledge, 2000) 
and Monetary Evolution, Free Banking, and 
Economic Order (Westview, 1992). He also blogs 
at “Coordination Problem” and “Bleeding Heart 
Libertarians.” He was awarded the Hayek Prize in 
2010 by the Fund for the Study of Spontaneous Order 
for his work on the economics of the family among 
other contributions.
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things illustrate is that wartime in the 1940s 
was hardly anyone’s idea of prosperity, despite 
what the usual macroeconomic aggregates say, 
and remains, as Mises said, nothing more than 
destruction.  Thinking that war, or the threat of 
war, will get us out of recessions or depressions 
is among the most fallacious arguments in eco-
nomics.

LMr: Now many of today’s Austrian econo-
mists—particularly those who are fans of Mur-
ray Rothbard—think that fractional reserve 
banking per se is a problem. However, there 

sh: What is cool about that paper is that Mike 
was an undergraduate student of mine – a his-
tory major in fact.  It started as a paper for my 
Great Depression seminar and then grew from 
there. What we did was to start with Bob Higgs’ 
amazing work on the myth of wartime prosper-
ity where he demolishes what one might call 
the “macroeconomic” argument that deals with 
GDP and unemployment. We decided to look 
at the very microeconomic level to see what the 
lived lives of American families during the war 
were really like. Mike found a bunch of archi-
val evidence from journals, diaries, newspapers, 
and the like that showed how difficult it was to 

they Can’t Ignore the austrians

“at 16 I stumbled across robert J. 
ringer’s restoring the american Dream, 
which persuaded me that I was, in fact, a 
libertarian.”

find goods, thanks to wartime rationing, 
and how the quality of goods deterio-
rated due to shortages of raw materials 
and various restrictions on production. 
What we hoped we demonstrated was 
the way in which war and the various 
ways the state intervened to manage 
the war economy undermined the di-
vision of labor and specialization that 
had characterized the pre-war econo-
my.  Many families returned to growing 
their own food or raising their own ani-
mals for butchering. What all of these 
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is another school of thought within Austrian 
circles that is okay with the practice, so long as 
government doesn’t subsidize it. Can you ex-
plain?

sh:  I’m not sure I’d say the idea of “subsidy” is 
the key here.  Rather the way I tend to put this 
is that there’s nothing wrong with fractional re-
serve banking that getting rid of central banking 
wouldn’t cure. In other words, within a regime 
of central banking, fractional reserves certainly 
magnify the effects of monetary expansion in 
precisely the way the critics of fractional reserves 
assert. But the problem here is the ability for 
the central bank to change the monetary base 
at will, thereby setting off the multiplier expan-
sion process. It’s the ability of the central bank 
to create the illusion of savings out of nowhere 
that is the source of the problems we associate 
with the Austrian business cycle and inflation 
more generally. 

With a fractional reserve free banking sys-
tem, you do not have the central bank monopoly 
over base money and the power to make those 

discretionary changes. In such a system, banks 
will properly channel savings into investment as 
banks can only create new loans to the extent 
they have excess reserves.  And the overall quan-
tity of such reserves cannot be changed by any 
of the banks. Should the customer of one bank 
increase her deposits, it is coming at the expense 
of another bank’s as she, presumably, depos-
its their notes or their checks. Changes in the 
quantity of the reserve commodity (e.g., gold) 
can have the multiplier effect, but free banking 
systems historically required very little gold to 

they Can’t Ignore the austrians

“What all of these things 
illustrate is that wartime in the 
1940s was hardly anyone’s 
idea of prosperity, despite what 
the usual macroeconomic 
aggregates say, and remains, as 
Mises said, nothing more than 
destruction.”
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run successfully (and one would expect them to 
require even less today), so the size of the effect 
here would be very small. 

So yes, the argument of proponents of free 
banking, like me, is that in the absence of a role 
for government in the banking system, fraction-
al reserve banking does not create problems. We 
also tend to argue that trying to enforce 100% 

significant changes in the demand for money.

I should add that free bankers also do not 
believe fractional reserve banking is fraudulent. 
The nature of the relationship between a depos-
itor and a bank is that of a lender and borrower 
and the terms of the loan are that it is callable 
by the lender on demand. There’s no fraud there.  
If the bank can’t pay back the loan, they are in 
breach of contract for sure, but not fraud.

they Can’t Ignore the austrians

“It’s the ability of the central bank to create the illusion of savings out of 
nowhere that is the source of the problems we associate with the austrian 
business cycle and inflation more generally.”

reserves has problems of its own, in-
cluding a lack of flexibility to adjust 
in the face of changes in the demand 
for money that will lead to problem-
atic relative price adjustments either 
downward or upward in the case of a 
rising and falling demand for mon-
ey respectively. Relying on relative 
price changes to correct mismatches 
between the supply and demand for 
money is exactly what happens dur-
ing the Austrian business cycle and 
is exactly what would happen under 
100% reserve banking if there were 
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LMr: Do you think free-market economists 
in general, and Austrians in particular, have 
been gaining a stronger or weaker foothold in 
academia?

 

sh: I think much stronger than in years past.  
More generally for free market economists we 
have an organization like the Association for 
Private Enterprise Education (APEE) that 

they Can’t Ignore the austrians

“We have an organization like 
the association for Private 
Enterprise Education (aPEE) 
that brings all of us under one 
roof every year, and there are 
hundreds of us.”

brings all of us under one roof every year, and 
there are hundreds of us. We have people ten-
ured at dozens of institutions, some with PhD 
programs. Many of us have grant money to 
bring in post-docs, visiting faculty, guest speak-
ers, and more. The opportunities for students to 
get exposed to radical and rigorous free market 
economics have never been greater.

All of this is true of the Austrians as well. The 
GMU program, for example, has placed dozens 
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of faculty in tenure-track positions in the last 
decade or two.  All of those faculty who were up 
for tenure have received it. They are publishing 
in really good journals, including mainstream 
ones, and the Society for the Development of 
Austrian Economics has over 100 members and 
consistently fills about a dozen very popular 
panels at the Southern Economic Association 
meetings. Many of these Austrian faculty have 
grants or other funding that have enabled them 
to start small centers or programs to forward 
Austrian economics. 

Say what you want, but when the Paul Krug-
mans and Brad DeLongs of the world feel com-
pelled to publicly respond to or attack Austrian 
ideas, that just shows we have influence. The 
present and future of Austrian economics in 
academia has never been brighter.

LMr: Finally, what is your outlook for the fu-
ture, both in terms of the economy and state of 
liberty?

sh: I like to tell people I’m a short-run cynic 
and a long-run optimist. As far as the econo-
my goes, I still think the forces of progress are 
stronger than the forces of political stupidity, 
so I truly believe that my children and grand-

children will see a more prosperous world than 
we live in now. However, thanks to the particu-
lar stupidity of the last decade, that world will 
not be as prosperous as it could have been. So 
while progress continues to win out over stu-
pidity, progress is being increasingly weighted 
down by the size of the debt, by misallocated 
resources from state spending, and by the enor-
mous wastes of regulation. 

As far as liberty goes, a similar mixed bag. The 
TSA and the whole national security apparatus 
have indeed dramatically reduced our freedom. 
Many of our constitutional protections of privacy 
are in shreds. Free speech is under threat as well. 
For all of those losses, however, technology is 
providing us with ways to work around the State, 
from things like Bitcoin to the sharing economy 
of Uber and AirBnB.  The rise of food trucks and 
new and creative ways of providing goods online 
have expanded economic opportunities for both 
producers and consumers. Young people have 
more options for earning a living in unique and 
creative ways than ever before. I think that the 
more we work around the State, the more we can 
create new enclaves of liberty for ourselves, with 
the hoped for result of rendering the State in-
creasingly irrelevant.  I have no illusions that this 
will happen anytime soon, but I already see the 
early signs of such a process. 

they Can’t Ignore the austrians

“I still think the forces of progress are 
stronger than the forces of political 
stupidity, so I truly believe that my 
children and grandchildren will see a more 
prosperous world than we live in now.”



events and
engagements 

2014
November 4 • Grand Rapids MI

Murphy speaks on sound money at the Acton Institute

some events may be closed to general public. 
For more information: LMRevents@usatrustonline.com
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A brand new educational program designed exclusively 
for the financial professional

Includes brand-new video lectures from NELSON NASH

Learn the economics of life insurance that you won’t get 
anywhere else!

For full details see www.infinitebanking.org

Infinite Banking Concepts LLC • 2957 Old Rocky Ridge Road • Birmingham, AL 35243
www.infinitebanking.org
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+

If you don’t like giving large sums of money to banks and mortgage companies 
to finance your cars, homes, boats, capital expenditures for business needs or any 

thing else you need to finance, then you are going to really like this alternative.  The 
rebirth of Privatized Banking is underway.  You can take advantage of the 
years of experience that these three authors in these two books are offering you. 

Go to usatrustonline.com click: store and look for both of these books 
among the other fine books.

BAILOUT
FUnd YOUr Own


