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FINANCIAL MARKETS

TUESDAY, JULY 24, 1973

U.S. SENATE,
SuncoMMITTEE ON FINANCIAT, MARKETS
or THE CoMMITTER ON FINANCE,
Washington, D.C.

'The subcommittee met, pursuant to notice, at 10:10 a.m,, in room
2221, Dirksen Senate Office Building, Senator Lloyd Bentsen (chair-
man of the subcommittee), presiding. : .

Present: Senators Long (chairman of the full committee), Byrd,
Jr,, of Vir%niu, Bentsen, Bennett, and Roth, Jr.

Senator BenTsrN. The committee wiil como to order. .

As chairman of this new Subcommittee on Financial Markets, I
would like to state at the outset some of the concerns which have
caused me to convene this series of hearings on the role of institu-
tional investors in the stock markets. .

I am deeply concerned about the possible impact of institutional
investrents in three areas—the preservation of a vigorous equity
market, the opportunity of individual investors to participate in that
market, and the assurance that hard-earned funds which are being
invested by professional managers are adequately protected.

Now, the questions of fixed versus negotiated commission rates or
whether institutional investors should be seated on the exchanges are
matters being considered by other committees of the Congress, These
hearings will be directed at the broader economic questions which
affect every American whether he is an investor, a businessman, or an
emrfloyee. ,

he stock markets of this country have provided American busi-
nesses with pools of available capital for expansion for over half a
centurﬁr. Even those who have never bought a single share of common
stock have benefited from the existence of these markets as they en-
oyed the jobs and the products of a vigorous and expanding economy.
ut today there is an increasing concern that institutional investment
is geriously distorting these equity markets and making it exceed-
ingly difficult for small- and medium-sized firms to obtain the funds
they need for expansion, There is a growing concern that these distor-
tions are also an invitation to foreign companies to take over—at

~ bargain bagement prices~~American firms not presently favored by
institutional investment managers.

(1)

\
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Should the evidence bear out these claims, I believe the Congress
must take action, I do not believe we can afford to allow the U.S.
securities markets to become a place where only a select few institu-
tions buy and sell the equity of another select group of large institu-
tions. I want to see this country ?reserve an economy where a man with
a %ood idea and some managerial ability can attract venture capital
and start o business with the hope of someday selling stock in his
enterprise to the public, To preserve that opportunity we need the
flexibility and vitality of individual investors in the market.

There are many reasons given for the individual investor’s reluc-
tance to put his savings into common stock, But one of the reasons
appears to be the belief that the indiyidual simply does not have a
fig ting chance in a market where institutional investors are doin;; 70
percent of the volume, concentrating that volume in a relatively few
stocks, and operating in a manner which leads many to believe they are
able to fulfill their own prophecy as to their investment choices by the
continuous input of money that is coming into those institutions, into
their pension funds, and the fact they’re continumgk in effect, to
support the stocks they have already purchased. | \

And, finally, there is the question of the security of the pensions,
trusts, insurance, and other funds grofessionully managed by institu-
tions, The tax code provides incentive for much of this investment,

The indirect tax subsidy from the Federal Treasury to private pen-
sions alone is estimated to be in the area of $4 billion a year, Employers
are presently placing over $14 billion a year in private pension funds
for the benofit of American workers when they reach their older years,
And that ﬂﬁure will increase with the passage of pension reform legis-
lation which this committee is presently considering. Clearly, the Con-
gress has an obligation to assure working men and women of this
country that they will still have a pension if IBM, Eastman Kodak,
and a handful of other stocks lose some of their Freaent glamour,

These are the areas which I believe the committee has a responsibil-
ity to explore and that is the purpose of these hearings.

We are pleased to have as our first witness this morning a man of
great experience in this field and I think he can make a major con-
tribution to these hearings.

Mr. Regan, for years we have heard about the concern of your firm

* for the small investor and how your firm hag been encourag ngtsmall
0

investors to participate in the stock market. I suppose you don’t want
to see the day when a small company owner or a middle-sized com-
pany owner has to go to an institution and give away half the action.
I think it will be a sad day in this country if we have a situation akin
to the Japanese market or the German market where most of the big
companies seem to be controlled by bank trust departments.
ith that kind of predicate, Mr. Regan, we are pleased to have

you. : ‘
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STATEMENT OF DONALD T. REGAN, CHAIRMAN OF THE BOARD,
MERRILL LYNCH & CO.

Mr, Reaan. Thank you, Senator.

For the record, my name is Donald T, Regan, chairman of the board
of Merrill Lynch & Co,

I understand that this is the first hearing held by your committee,
which is star’ting to collect facts, and then to form opinions, about
the securities industry, I'm sure you know that you are beginning on
a long and complicated gursuit. You will be hearing opposinpbglp .
ions, You will be exposed to the herds of technical terms that belon
in the broker’s lexicon, A book I wrote 2 years ago pointed out tha
;ust 08 the cleric forgets he has his collar on backwards, so the broker

orgets he doesn’t speak like other men.

r, Chairman, I have been musing‘[about how you might approach
all this complicated subject matter, I was searchin% for some stand-
ard by which you might evaluate all that you will hear and study—
looking, if you will, for a touchstone by which to judge the issues
and the g oposals, The one I hit upon came from your own recently
expresse cern about the individual in the marketplace, You might
want to take him as your touchstone. As far as I know no one else
has done so, Look at every proposal, every opinion, every solution, in
the light of the individunl investor. How does each proposal affect
him ¢ How would it strike him? VWhat good would it do him{ And if
it does him no good, pass it by,

That rather special angle of vision, I think, would enable your
committee to make a very special contribution to the shape of our
securities markets, And the contribution would certainly come at a
critically important time,

So——];‘erha 8 we could begin by asking what a marketplace really
is, and how it looks to the individual whom it is intended to serve,

To think of a marketplace as a place is accurate, but it is also quite
mislecding, I have no idea what level the stocks traded on the New
York Stock Exchange will close at today. But I can tell you with cer-
tainty thut even if every index shows no change, at the close of today’s
market will not precisely resemble the market at the opening, The .
market is organic, mobile, and always in flux,

Looking at that environment, the individual today is struck by an
important characteristic that was not significantly present 10 years
ago. He sees a new power in the market. The power belongs to the
large pools of investment capital that we call financial institutions,
They are the private pension funds, insurance companies, mutual
funds, and banks. From the perspective of the individual, these are
awesome forces, An institution may trade on the stock exchanges, but
it also has the ability to go off the floor of the exchanges to the third
market. There it can trade without disclosure of volume or price, The
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“institution may pay the same rate of commission as the individual,

but it is more likely to make big trades. For those trades it pays only
a commission set by the forces of competition, and ot a commission
fixed Ly the regulatory bodies. An institution may hold a stock for a
long time, but it can sell very swiftly on news that may not reach the
individual until much later. Sometimes the iitdividual thinks that the
institution may act on information that never reaches him at all,

That is usually an unwarranted susPicion. But the institutions have
wrought very important changes in the market, T know that you will
be hearing from export witnesses from the stock exchanges, and the
institutions themsolves, at these hearings. Doubtless you will have
poured over your heads buckets of statistics describing the institu-
tional elephant, Perhaps the statistics will seek to prove that he is not
an elephant at all, But I would like briefly to sketch for you just
where the institutionastand in the market today.

Institutions as a group now do a great deal more trading than indi-
viduals do, About 70 percent of the trading on the New York Stock
Exchange is now done by institutions. Institutions have been increas-
ing steadily the share they own of tho total value of outstanding com-
mon stock. The velocity with which institutions trade in the markets
has been on the upturn pretty steadily for a number of years. In 1064,
institutions had a 12.9 percent turnover rate, Last year it was 2715
percent, So the big traders have also been busy traders, in contrast to
the small investor, who tends to buy his stock and hold it.

Senator BenTsEn. Mr, Regan, if you don't mind, we will interru?t
you for questions at points in your testimony. It might get it better in
context, -

Do you have any percentages for the turnover vote of small
investors?

Mr. Recan. The turnover on the New York Stock Exchange for the
first 6 months of 1973 is &Fproximately 18 percent.. For all of last
year it was close to 20 percent. )

Sex;ator BenTseN. As opposed to 2714 percent for the large institu-
tions

Mr. Reaaw, That is correct.

In fairness one should understand just what functions financial
institutions perform, and whom they serve. They are financial inter-
mediaries seeking to attract funds from savers, and to give those savers
o reasonable return on their savings. They are in the business of serv-
iIng i?ldividuals to the best of their ability, just as we are at Merrill

Jyncn.

}buring the 1960%, individuals sold more stocks than they bought,
If you correlate that fact with the purchases by institutions, you end
up with the simple conclusion that the 1060’s were a time when individ-
uals sold stock to institutions, At first, this trend was judged to be
henlthy. It was thought that institutions would make their influence .
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felt principally on the demand side. It was expected that they would
be long-term investors, and that as n consequence of their positions
price changes would be less erratic, But today’s results don’t look that

way,

&’e do not really know for certain the consequences of the institu-
tional fp‘res(mce in the market on the price movements of stock, We need
more facts and fewer random suspicions on that poiiit. But it seems as
though the price volatility of stocks has increased as institutional trad-
ing has increased. Institutions often trade in large blocks of 10,000
shares or more. Only an average of nine such blocks per day were
traded per day in 1965, But 124 of them were traded per day last year.
Institutions usually acquire stocks carefully over a long period of time,
But thoy sometimes sell hastily and indiscriminately.

‘That i when prices come down with a jolt, The individual gets the
unplensant sensation of suddenly hittin[(;‘ an air pocket. Wo have seen
cnses where quick-breaking news is acted upon swiftlg by the institu-
tional trader. Dx-oPs of perhaps 20 or 80 percent in the value of the
stock can result, The individual shareholder is liable to find out about
all that when he picks up the paper on the way home from the office.

And T have the intuitive feeling that it takes stocks n very long time
to recover from an institutional bailout. The institution may be sell-
ing the stock for many reasons besides the belief that the stock just
isn’t a (ﬁood investment any more, But remember we have our focus on
the individual, who ig only the witness to the large institutional sale,
He makes the immediate inference that the future of that particular
security doesn’t look so good. But he simply can’t get out on time.

The desire of the institution for instant liquidity works against the
interest of the individual, Price volatility arises because institutions
want to sell in a hurry, In the long term, that insistence on instant
liquidity may work zygainst the interest of the institution, too. Institu-
tions need the individual in the market. Individual willingness to buy
and sell helps to keep the market stable and liquid. But these sudden
price drops after institutional sales discourage the individual, and dry
up ]i(ﬁlidlty. That trend could in the end hurt the institutional holder
ns well.

A great feature of American capital markets has been their ability
to accommodate the individual who wants to partxci)t)ate directly and
not through an intermediary. We want to perserve that feature, We
do not want a market that belongs to dealers, or to big institutions
selling huge blocks to each other, That would make a radical change in
the living organism, and in the end might kill it, It would also change
our concept of modern American capitalism, which offers direct ac-
cess to the system for everyone. A great deal would be lost.

The holdings of institutions are largeltv concentrated in a few stocks
that are deseribed as “super growth or “glamour” stocks, Those stocks
have extremely high price earnings ratios, especially relative to the
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values found in the rest of the merket today. The customers of the big
institutions may have benefitted from that institutional policy, so far
at least. But such institutional predilection for only a few securities
uts limitations on the abilities of many companies to raise capital.
hat is not an expected result of institutional trading policies, but
it ha]isens nonetheless,

Public offerings of industrial companies totalled $18.5 billion in the
first half of 1972, But in the same period this year, the total was only
$11.5 billion, The sharpest drop came in the issuance of common
stock-—down from $4.8 billion to $1.2 billion, There were only 18
initial public offerings or $8 million or more in common stock this year,
against $140 last year,

Of course the poor markets this year were the chief deterrent to
new issucs, But there were other deterrents as well, We know of a com-
pany, for example, that glanned to issue 400,000 shares of common
stock, to raise around $10 million, early this year. But then it dis-
covered that there was no individual interest in its stock. Institutions,
however, were most interested in buying, But the company’s manage-
ment decided that it did not want to be owned by institutions to that
degree. It therefore backed away from the market entirely. So instity-
tional desire to buy can have strange effects when it is matched with
a lack of desire b)lr individuals,

Continuing to look at all this from the perspective of the individual,
I believe that two courses of action suggest themselves. One is con-
sideration of means wherebY the actions of institutions are somehow
regulated so that the individual’s sense of disadvantage will be di-
minished, The other is to consider means other than the possible re-
strictions on institutional behavior that would encourage more indi-
viduals to enter our markats in increasing numbers—to their benefit.
the benefit of corporations of all sizes, and ultimately to the benefit of
our economy.

At the same time, however, just how to hobble the right of the insti-
tution to sell what it owns is not easy to determine. Apparently easy
solutions have not so obvious things wrong with them,

Limitations on the institution’s right to sell more than a given per-
centaf_ze of its holdings have been suggested. I put forward that idea
myself. Tt might work if properly designed, but it certainly needs
study. If the outcome would be that large institutions with small hold-
ings would be able to sell more than small institutions with small hold-
ings, a new inequity would be created. A limit on the dollar amounts
permg:ted toi g]nytgne inﬁti:ugqﬂnal sgle lcllas beex;tpg?po%ed. A for:nu]l‘a
may be possible there, Bu erent and inequitable effects on stocks
with different market values might result, To restrict the maximum
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permissible price movements on stock exchanges has also been a sug-
ested corrective, But given the present structure of the securities mar-
ets, that might tend to drive trading to the third market, where it
would be undisclosed and less regulated.

Right now on the commodities markets, limits are placed on price
niovements, A maximum decline or a maximum increase in price is
sot, after which no further swings are allowed. I do not know that
such a rule could work with stock trading, since it would raise the
possibility of brief flurries of trading in the morning followed by a
quick suspension for the rest of the do?'.

It is nlways dangerous to tinker with the mechanism of the market,
unless we know what we are doing would make the situation better
and not worse, Still, some kind of regulation of institutional trading
must be found. The rule of numbers requires it, Whatever way we
find must not damage institutional services, but it must also help pro-
tect the individual investor.

More disclosure of institutional trades in one limitation that I
think would help the individual while in no way harming the public
that institutions serve, A regulation could be passed that would re-
quire institutions to disclose their purchases and sales promptly, I
can see no logical objection to the point that the new power of in-
stitutions puts on them a new responsibility to disclose quickl{.

One requirement that I would like to put' forward would oblige the
institutions to make public, and ’I&erlmps report to the SEC, all its
transnctions weekly or monthly. The institution would have to reveal
the date and J)urchase price, and the date and sales price of every
security it sold, Such a rule would of course give the investing public
a great deal more information than it has today about what every
major institution is doing, It would certainly be helpful to public con-
fidence, and get rid of current concern over institutional secrecy, It
would also discredit the current, usually erroneous imrression that
insﬁﬁ;utions often act on inside information not available to the

ublie. .
P But it would also accomplish even more than that. The insti-
tution would know while acquiring a stock that some day it would have
promptly to disclose the sale. That might make institution reluctant
to take a_commanding position where the stock is thin. And that in
turn would reduce the possibility of a wide price swing.

Sixty years ago, Justice Brandeis said :

Publicity is justly commended as a remedy for industrial disease. Sunlight
is sald to be the best disinfectant., The corporation avolds conduct that will

prove embarrassing if disclosed; the possibility of future disclosure constitutes
& major element in shaping current decision.

e
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Brandeis added that:

The climate of public opinion has an almost {rresistible pressure in the long-
run, Increased disclosure i3 obviously a powerful element in the formation of
plt’ijel:& ‘oggnlon and in the development of public pressures to accomplish soclal
o 'es.

Now let me tick off quickly some actions, other than the regulation
of institutions, that would encourage the individual to enter our
markets directly, There are 82 million shareholders today, including
the holders of shares of mutual funds. But there are 87 million mem-
hers of the working force, whose prosperity is going to increase, How
can they be encouraged to participate in our capital markets? How
can a 1celinmto attractive to these millions of potential investors be
createc

First, by improvement of the markets’ trading mechanisms, That
will come about by a switch from fixed commissions, against which
hoth individual and institution are rebelling, We neced the fresh air of
competition in ratemaking, That will mean better and more varied
service to the individual. The Senate has overwhelmingly passed a bill
calling for competitive rates, Add a date certain for those rates, and
a lot will have been done for the individual investor.,

Then, a change in the tax laws for both foreign and American in-
vegtors, The end of the withholding taxes on interest and dividends

aid to foreign investors -would be taken as concrete evidence of the

.S, Government’s desire to attract foreign investors, We recently
took an informal survey of the managers of Merrill Lynch’s foreign
offices, asking their %udgment about the consequences of ending these
withholding taxes. The response indicated that sales of common stock
to local customers, that is foreign customers, would increase by some-
where around 15 percent. Some estimates went as high as 80 percent.
The common stock of public utilities and certain preferred stocks
would be especially attractive if withholding were ended.

Current sales of U.S. debt securities abroad are ver{) small. But
there is also a great demand for top-grade, liquid debt secruities
abroad. If we were to end our policy of w1thhofding on interest, Amer-
ican corporate debt instruments would become very interesting to
foreigners. That would be true, we believe, oven when Eurodollar
and other foreign rates are higher than rates in this country, because
of the quality of our offerings.

There is lots of money out there looking for a happy home, With an
effort, we can make that kind of home for it here,

As you know, in 1969 increases were made in our capital gains tax
structure, The consequences of the increases probably have been to
discourage many potential new individual investors from entering
the financial markets. This has been unfortunate for our economy.
I believe that the incentives for entry into the markets must be aug-
mented. That is the way to insure that the valuable resource of capital
for the private sector will be maximized,
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The capital gains tax is really a transfer tax, as economist Alan
Greenspan has pointed out. The higher the tax, the lower the turn-
over. Thus the owners of capital are tempted to decide to move or not
to move their capital from one place to another for tax reasons, And
in that way the whole process of capital allocation is distorted.

The willingness of individuals to put capital at risk, even at modest
risk, is essential to the health of our system. Qur tax structure should
be built to encournge, not discournge, such risk-taking, I do not want
to take your time with elaborate proposals concerning capital guins,
I shall only suggest some basice idens, Losses should be deductiblo in a
way that matehes the treatment of gnins, And consideration ghould be
given to a sliding tnx senle for eapital guing, which would decreuso the
amount of tax as the holding period inereases. Perhaps the startin
point. for capital gains treatiment should be with an asset held up to :
months, Perhaps funds that are invested should get special treatment,

I began by spotlighting the individual investor, et me conclude by
telling you how we at Merrill Lynch gage his mood today. We are the
Bogest retail brokerage fiem in the country, with something like a
million and a half customers, Historieally we have always represented
the individual’s interest.

You may bo surprised to know that the individual, even in the pres-
ent environment, is not grim])e(l with dcsll)uir.

Senator BENTSEN. 1 am glad to note that, Mr, Regan. I have talked
to quite a number of people that feel to the contrary.

Mur, Reaan. I understund that, Sanator,

To conclude from the fact that the individual is worvied that he
has fled_the market in droves, and become a disappearing species, is
wrong. He is in fact neither dsinppearing nor endangeved, FHo has not
been trading much for the past ¢ months. But his habit is to buy stock
and hold it anyway, In bad markets he doesn’t trade—for awhile, Then
bargains show up. Then he steps in once more.

One measure of the individual’s confidence is whether he is on hal-
ance a net buyer or a net seller. Our figures for cash accounts now indi-
ceato that individual buying has suddenly changed. On a not basis, it is
at an all-time high.

Gentlemen, if I may call your attention to this chart behind me?
You have a copy of it, I believe, attached to my remarks,

[The chart follows:] '
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Mr. Reqan. What it indicates is that starting in May of 1970 the
individual was a buyer of stock. That is indicated by the bars starting
at the zero line. At the same time, above that, if you will notice, as he
was buying stocks, the Dow-Jones industrial averages were on their
way down. So, on balance, our individual round lot customers in Mor-
rill Lynch were buying as the market went down.

Now, let me explain a little bit what I mean by round lot customers.
These are not the odd lot customers, buying anywhere from one to
1,200 shares. These are people buying 100 shares only, and does not
include institutions. These are only individuals,

Now you will yotice that starting in the final quarter of 1970 and
all during 1971 and 1972, the individual was seller as the market was
rising, and he sold the most in the final quarter of 1972 when the
Dow-Jones averages peaked. Now he has started to buy and he is buy-
ing more on balance currently when the Dow-Jones averages are at
their bottom. This is contrary to the usual supposition about what the
little man is doing. These are not little men. These are round lot buy-
ers. These are not the odd lot buyers. These are wealth[v)' and sophisti-
cated : Doctors, lawyers, businessmen, who make up the bulk of Merrill
Lynch’s customers,

That is how the chart turns out, which surprised us when we looked
at it. We didn’t realize that the individual investor is as dstute as he is.
And there is ﬁrobably a good reason why he was out of the market ; ge
hasn’t liked the downward movement and he stayed away waiting for
bargains. And apparently just recently he has started to come into the
market to & greater extent.

Now let me conclude. In December and January last year, the indi-
vidual was a heavy net seller—this is just for the record—and now he
is swinging around the other way. In December last year, the owner
of odd lots was selling at an all-time high rate. But now he, too, is
back in balance. He seems to be moving toward the net buy side.

The sudden rebound of the market in May or 1970 was caused
largely because of the re-entry of the individual. He saw opportunities
that looked very good to him, and he began to buy. He is apparently
making the same kind of decision now, although it is too early to be
certain that this is deei)1 and widespread. So the individual 1s ver
much around, although he was hibernating in this recent bear marke

Also running counter to the notion that the individual is racing for
the exits are the figures on the opening of new accounts at Merrill
Lynch, We are opening new accounts during 1978 at the highest rate
in our history. For the first 5 months this year, we opened over 212,000
new accounts. That rate is about 5 percent f\igher than the rate at
which were opening them in 1972—— '

Senator BentseN. What kind of criteria do you use to close out an
account ¢ :

Mr. Reaan. We never close an account, Senator, unless————

Senator BenTseN. You never close an account

Mr. Reaan. Not unless it is a margin account in which the equity
gets below 80 percent. Then we have to sell enough to bring it bac
into compliance with regulation T, but apart from that we seldom
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close out an account. It has been our experience that very few investors
wait around for us to do that. When we send them a notice they are
below 30 percent in their margin account, they take action, Of course,
cash accounts we never have to close.

Senator BENTsEN. If you haven’t had a trade with a customer for

8 years, would you still carrihim on the books ¢

Mr. Reean. If he still has a security position with us, yes. Of
course, naturally, if he hasn’t left his securities or his cash with us
Wedno longer consider him a customer, we consider him removed
and——

Senator Bentsen. But that is exactly what I was asking. There is
a point at which you would remove him$

Mr. Reoan. When there is simply nothing in the account, Senator,
when there is zero balance in the account.

Senator Bentsen. Now, how many net new accounts do you have?

Mr. Recan. That is an impossible question to answer. We keep
searching for that valiantly. Each year we open up—well, during the
last 3 years—we have opened up over 400,000 new accounts per year,
and each year we do business with anywhere from 1,200,000 to 1.5 mil-
lion customers,

Senator BenTseN. You see, I don’t know how much you lost though.
You told me how much you gained, but that doesn’t really mean much.

Mr. Recan, I'm tryg‘),g to tell you, in a roundabout——

Senator Bentsen. Well, I am trying to find out, here you started
out in the beginning telling me in your testimony about the problems
created by the institutions in the marketplace.

Mr. Recan. Right.

Senator BENTsEN. And then you turn around and you gave me some
very optimistic figures here, but I don’t know how good your figures
are, because they are not net figures. You are telling me how many new
accounts you have added.

Well, do you believe you have a structural problem in this market,
or do you think this is a temporary aberration because of high interest
rates and Watergate or what have you?

Mr. Reean. That is not an easy question to answer, and I will try
not to give a too complicated answer.

First, getting back to the new accounts, and net new accounts, we -
never know when 4 customer stops being a customer of Merrill Lynch
and becomes a customer of some other firm like Bear Stearns and Co.
and the others. You see, Senator, if a person wants to buy $10,000
worth of stocks, and he orders three different issues, of round fots,
then accepts deliveries of those issues, and we ship the securities to
him, then he has invested. He has no more money to invest now, al-
though he has the three stock certificates. He is off our books and no
longer a customer of Merrill Lynch, It is only when he gets his next
$5.000 or $10,000 to invest that he will come back to us. We don’t know
whether we lost that customer or not. That is my difficulty with these
net figures, . - \

This is not gimilar to a checking account where you suddenly with-
draw t}llle entire checking account and go elsewhere, so I have difficulty
with that,

As far as answering the second part of your question——
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Senator BenTseN. Your sales organization hates to admit it has ever
lost a customer. You always think he is going to come back. )

Mr. Reoan. I will admit that, since we are partially a sales organi-
zation, we do have that problem and we like to think people will come
back to us, and we find, indeed, quite a few do. .

As for whether this is a temporary aberration or not in the market,

ou have to remember something else, Senator, This is not a nice side
of Wall Street to have to discuss, but it is the true facts. We had at
least one major failure of a New York Stock Exchange firm. This is
primarily due, of course, to the charges of fraud that have been entered
against tiis particular firm, and—— )

Senator BentseN. Well, T assumed that the failure of some of these
firms would have resulted, in a firm of your size, probably gaining
customers that are lost from the smaller firms?

Mr. Reaan. That is my point, Senator.

Senator BENTsEN. Bécause of the concern of the small individual
investor?

Mr. Reean. Again, Senator, of the 412,000—up 5 percent from last
year—we were unable to determine at this point how much is due to
that, and how inuch is due to the fact that people are, in accordance
with this chart, coming back into the market to buy.

Senator BenTseN. So this experience of yours may be singular, it
may be unique, and this may not be what is really happening overall
in the way of numbers of investors coming back into the market ¢

Mr. ReaaN., I can think of at least one other publicly owned member
firm of the New York Stock Exchange, Reynolds & Co., which has
gublicly stated that it has had the same experience as Merrill Lynch.

know E. F. Hutton & Co. shows that its new accounts are practically.
at an all-time high. )

So the_experience is not unique to Merrill Lynch. although it may
ge unique to some of the larger New York Stock Exchange member

l‘msl

Now, just to conclude my statement, the interest in direct ownership
of securities, while latent 1n recent months, is very much still present.
A shift to competitive commission rates and the consequent new
marketing techniques that would result will increase that interest
even more. :

The measure of individual participation in our markets is also a
measure of their health and the health of our economy. It might not
be too much to say that in the end individual confidence measures also
the soundness of our kind of capitalism, There is your touchstone.

Thank you.

Senator Bentsen. Mr. Regan, what percent of Merrill Lynch’s
volume i8 attributable to institutions and how much to the individual
investors?

Mr. Rroan, Approximately 80 to 85 percent of Merrill Lynch’s
volume in common stocks is attributable to institutions and the re-
mainder to individuals. "

Senator BentseN, I am concerned today that the ortfolio mantizger

'L 100 e price/earnings
multiple but rather looks at what the large institutions%.re l{u ing, %t
gets into a guessing game trying to follow what the institutions are

09-822—78—pt, 1——3
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doing and trying to anticipate what they are doing in either buying
orselling.

How many times do you hear people asking what are big institu-
tions buying? . .

_Mr. ReeAN. Quite often, Senator. This is a concern of many indi-
viduals as they buy as to whether or not the stock that they buy, or
they own, is one of the institutional favorites. Of course, many finan-
cial magazines and other financial publications try to keep the public
abreast of this. .

Recently, for example, there was an article in Fortune magazine
on this particular topic. Now a lot of the individuals, however, are
themselves looking for bargains apart from what the institutions have
already found to their satisfaction to be bargaing. Now a lot of the
people don’t want to go with the supergrowth stocks. So, accordingly,
I would say that something in the neighborhood of a good percentage
of the market volume is made up of a lesser prioe/eamin? ratio of
stocks, and that the volume in the stock exchange marketplace, while
ownership is concentrated in a handful of stocks, the volume in the
exchange is not similarly concentrated.

Senator BenTsen, Well, I am concerned about six or seven port-
folio managers going down to Delmonico’s for lunch and exchanging
views and developing a herd psychology and buying into the same
stocks and having a self-fulfilling prophecy by the continued input of
their money, especially their pension money, into those particular
stocks. I am concerned about two of them trying to go out through the
gate at the same time and seeing a precipitous drop in those particu-
lar stocks, Does that thing concern you ¢

Mr. Recax. It does concern us. As I stated in my remarks here, the
institutional desire for liquidity and—in your phrase—seeing two of
them trying to get out of the gate at the same time, this does cause
worry as to what the effect is on the market price of that particular
stock(.l There have been some cases here recently where this has hap-

ened.

P I think what you should look to—and I will leave it to these other
gentlemen to explain themselves—is the difference between institu-
tions, If I might say, institutions are not all the same in their invest-
ment objectives, and some institutions are not the competitive style
where they must go for performance. There are many, many mutual
funds, many casualty insurance com}fames, many life {nsurance com-
panies, which have avoided this while others have made a fetish out
of 1t.‘bne of the things I think you should concern yourself with is
the kind of dichotomies that exist in American business where a busi-
nessman is upset about his price/earnings ratio of his own stock. May-
be it is b, 6, or 10 times, but he thinks it should be higher and I'don’
blame him, but at the same time he puts his own pension fund in the
hands of three or four different types of institutions and says, “Now
fellows, compete. Let me see who is going to give me the best return
on my pension money.” He is looking for 6, 7, 8, 10, 12 percent returns
because it is better for his corporation to get the i)est rate of return
he can get. So if he does that, Senator, then he builds up the indi-
viduals who are handling pension funds and then says to them, “Gen-
tlemen, compete.” So you have bank A competing against bank B, and
you have investment counsellor C competing against investment cotin-
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sellor D, and maybe all of them competing against insurance com-
panK X. So this ig a strange thing that I think American businessmen
at the top are going to have to concern themselves with now,

Senator BenTseN. Do you think there are some large companies
that would be as much as 90 percent owned by institutions? Do you
know of anyf

Mr. Recan. I do not know of any that would be 90 percent, no,

Senator BenTseN. You say reinvestment funds should have special
tax treatment. I assume you mean reinvested into the stock market ¢

Mr. RecaN. Yes.

Senator BentseEN, Would you elaborate?

Mr. Reoan. If you take what is allowed in the real estate market
at this time, a fellow buys a home and pays $20,000 for it, and due
to inflation, or what have you, it gets to $30,000 when he sells it, If
he reinvests in another home, that is at least $30,000 or higher, his
capital gains tax is postporied on the additional $10,000, I would su&-

est that much the same thing could be done in the security markets.

ere one to reinvest in the securities markets, he would have his

capital gains tax, not forgiven, but postponed until such time as
he no longer invested it and the taxes were due,

Senator BentseN, Senator Byrd$?

. Senator Byro. Thank you, Mr, Chairman, Mr. Regan, this is a very
interesting presentation. I like the touchstone that you iook, the indi-
vidual in the marketglace. I notice on page 10 that you also mentioned
the individual and the number of individuals who are in the working
force and who are potential investors,

Now, this figure of 70 percent, that the institutions represent 70
percent of the trading now on the exchanges, if it goes much higher,
then it seems to me the individual will have little opportunity in the
market. Would that be the way to express it or not ¢

Mr. Recan. Well, Senator, I think he will always have an oppor-
tunity. You have to remember that the 70 percent of the trading-is
done by institutions, but quite a good deal of the 70 percent is trading
among themselves; an insurance company is selling and a pension
fund is buying, and that type of thing goes on all day long.

AsI sug%ested, in mentioning the number of blocks that were traded
last year—124 blocks daily of 10,000 shares or more—literally the only
buyer there is nowadays for 10,000 shares or more is another institu-
tion. So a lot of that trading goes on among themselves. There is still
plenty of opportunity for individuals there. \

Senator Byro. I guess maybe I shouldn’t have used the word “op-
portunity,” but it seems to me as the trading is concentrated into fower
and fewer institutions—and you have 70 percent now—that the in-
divid}tlmlgis disadvantaged by that, Would that be the correct way to
say that

r. Reaan. e is at a disadvantage only when the institutions come
to sell and want instant liquidity. I£ the institution gets out of the
market in an orderly fashion when it no longer, for one reason or an-
other, has the desire to own the security for that particular common
stock, then the individual is not at a disadvantage. ‘

The buying of securities by institutions is usually good for the in-
- dividual. That is what has put many of these stocks up in price. And,
obviously, the original owners of that stock—or even the secondary
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owners—who have participated in the price rise, have benefited. It
ihs only when the institution wants out quickly that the individual is
urt.

Now as far as the buying is concerned, as I said to Senator Bentsen,
this is concentrated in a very few stocks, There are probably 100 stocks,
at the most, of major concentration with institutions. So that leaves
us 1,400 stocks where individuals are daily buying and selling. On the
American Stock Exchanﬁf, less than 20 percent of their volume is in-
stitutional business. So there is a whole broad market there as well
as the over-the-counter stocks where individuals are free to come and
go.
Senator Byrn. You say that 10 years ago your institutions were not
significantly in the market. What would have been the percentage
10 vears ago?

Mr. Reoan. I would judge similar to what it is today on the Ameri-
can Stock Exchange; 80 to 20. Eighty percent individual and 20 per-
cent institutional.

Senator Byrp. So it’s gone from 20 percent to 70 percent ?

Mr. ReaaN. Seventy. That is in trading, Senator. There is a distine-
tion there hetween ownership and trading.

Senator Byrp, Well, trading,

Mr. Reean. In trading it is 70 percent now up from 20 percent in
a decade. i

Senator Byro. You regard that figure of 70 percent as being a dan-
gerous figure, being dangerously high ¢ ,

Mr. Reaan. I wouldn’t characterize it as dengerous. I am a little ill
at ease with the situation, but “dangerous” is a little too strong an
adjective for me. .

enator BENTsEN. How do you like 90 percent ?

Mr. Regan. Pardon ¢

Senator BenTseNn. How do you like 90 percent ¢

Mzr. Recan. I might not go that far, Senator.

Senator Bevwyrrr. What levels would you become at ease?

Mr. Recan. I would say 50-50, Senator.

Senator Byrn. At what level would you apply the term “dangerous”

Mr. Reean. In the neighborhood of 85 or 90 percent. I would think
that would almost stifle our markets to have all of that institutional
trading. Then you would be getting into the model of foreign markets
as Senator Bentsen has remarked, like the German and English and
Dutch types of markets. ,

Senator Byrp. You say it is always dangerous to tinker with a mech-
anism of the market unless we know what we are doing to make the
situation better and not worse. I think that is certainly correct, but
then you follow that up, which I think is also correct, that we need still
some kind of regulation of institutional trading which must be found.

Now I sort of like the idea that you throw out about the reportin
more regularly business and greater disclosure as to the sales an
purchases of these institutions. Perhaps other witnesses will give the
other side of this, which I would like also to get, but without having
(tlh:iOther side it seems to me you make a very desirable recommen-

ation.

Mr. Reaan. Senator, starting with disclosure, let’s first see what dis-
closure brings, Then, if there i3 more cause for concern, I think that’s

.
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where we start into “tampering with the mechanism,” if you will. I
am enough of a conservative in my economic thinking to realize that
free markets should be free and not hampered,-but we have to con-
trol the commodity markets and we did put daily limits on the com-
modity markets. For the most part those moves have been salutary, I
am not sure, however, as yet that the same thing would happen in the
stock market.

Senator Byrp. Well, there are tremendous numbers of U.S. dollars
floating around the world. Are there any strong cases that well-
managed American comdpanies may be purchased by bargain hunters if
there are a lot of excess dollars floating around %

Mr, Reoan. There have been indications of that and there has been
an awful lot of newspaper and magazine talk about it, but I submit
there has been more smoke than fire here. We can only think of five or
six examples, at the most, in the first 6 months of 1973.

There 1s no doubt, however, that with the devalued dollar and with
our own companies that are long on assets, being so cheap that for-
eign buyers do go for assets and cheap companies and our companies
are in this position at this particular moment. They don’t go for con-
ceptual stocks. They go more for asset-type stocks. And I dare say
they are looking,
ow, I am not sure that this is all bad. We have enjoyed doing the
same tfrin§ in Europe for the past 20 years in acquisitions and the
like. And I am not sure that we want to shut off the flow of foreign
capital over here as long as the plants remain here and as long as
American workers are employed and the like. I don’t see that the
ownership ncessarily hampers our capitalistic system unless, obviously,
it is a defense industry or something that is vital to the concern of the
United States and that we shouldn’t have foreign ownership of.

But, apart from that, I am willing to have them come over here and
compete, providing, you know, they increase the work in the factories
and things of that nature and contribute to our prosperity.

Senator Byrp. If the institutions concentrate their holdings on a
few so-called glamour stocks, how will this affect the mass of medium-
sized, American firms in getting equity capital from the market?

q }}\{Ir.lRE(}AN. It will make it very difficult for them to do it. Very
ifficult.

Senator Byro. How closely does Merrill Lynch follow the portfolios
of the principal commercial bank trust departments?

Mr. Rrean. Since they don’t reveal to us exactly what they are do-
ing, I would say from a distance.

Senator Byro. Well, thank you, Mr. Regan.

Senator BentseN. Senator Bennett?

Senator BennerT. I have asked that a copy of our Blue Book be
deliv%rgd to your table and you have it there. Would you turn to
bage : ‘

You will find a list of the 10 leading institutional investors. Can

R vou comment on the relationship between Merrill Lynch and any of

those 10%
Mr. Reaan. Well, each one of them, Senator, does business with
Merrill Lynch. Merrill Lynch does business with each one of those.
Senator Brn~err. You do business with all 10¢



[ ]

18

Mr. Reean. With the exception of Metropolitan Life Insurance.
Other than acting as broker or dealer in stocks and bonds, I don’t be-
lieve we have any other business relationship with Metropolitan Life,
nor with the Investors Diversified Services.

Senator BEnnerr. But, do I understand that you do act occasionally
as broker for all 10? ) )

Mr. RecaN. Yes, sir. And also dealer in other types of securities,
Government securities, bonds, and the like. ) )

Senator BennNerr, What kind of other relationship do you have
with any of these 10? . )

Mr. Reean. Primarily as a borrower, sir. We are borrowing cur-
rently close to $1 billion and the majority of these banks are lenders
in the market to brokers. :

Senator Bennerr. There is not necessarily any relationship between

_your position as a borrower and your relationship as a broker?

Mr. Recan. The two are supposedly kept well apart and they are
supposed not to have a relationsihp to each other. .

genator Bennerr. Now, institutional investors have substantially
higher turnover rates than the average on the New York Stock Ex-
change list, Is that true?

Mr, Recan. Yes, sir. '

Senator BEnNETT. Can you give us any kind of understanding of
comparative rates—how much higher?

Mr. Reean. As I recall them from memory, the turnover rate on the
New York Stock Exchange for the first 6 motnhs of this year was 20
percent. For all of last year, it was 238 percent. For June the stock
turnover ratio was 16 percent. That is 16 percent for June of 1973
and for all of 1972 it was 23 percent.

Senator Bennerr. That is the average turnover ¢

Mr. Recan. That is the average turnover for all stocks on the New
York Stock Exchange.

Senator BENNETT. Now, do you have any figures for the average of
institutions or for typical institutions, something that we can compare
with thut? —

Mr. Reaan. Twenty-seven and one-half percent, Senator, is the aver-
age institutional turnover.

Senator Bennert. Oh, we have a vote. We have a vote on the floor
of the Senate, so we have to leave temporarily, but I would ask you
one further question. - .

Do you think this variation is dangerous; this gap is dangerous?
Do you think the margin between the two rates is dangerous?

r. REAN. Not as yet, Senator. I have not seen an{ evidence that
the volatility of the institutional portfolio has so far interfered with
the performance. I would be concerned if it gets much larger.

Senator Bennerr. Off hand I would think that there might be
more damage to an individual investor if his account churned-—in other
words, Jet me say it another way—the individual investor runs a
greater risk of having his account churned than the institution.

Mr, Reean. The average institution, Senator, churns the average
recipients portfolio much more than the average broker is doing at
the current moment. ‘

Senator BENNETT. That is an interesting comment.
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With that, Mr. Chairman, I guess maybe we better vote,

Senator BEnTseN. Mr. Regan,. we will recess for about 10 minutes
while we vote.

gRecess.

enator BENTsEN. The committee will come to order. .

Mr. Regan, I think your testimony is very hel}ofu1 and very interest-
ing to us. There are several points that I would like to pursue with
you a little more in order to get the benefit of your experience. What
would you think about imposing a limit on the percent of a comgany’s
total stock than one institution could hold ¢ Obviously, you would have
to have a grandfather clause to prevent precipitous dumping of stock,
but do you think there should be a maximum {)ercentage of ownership
of & corporation that an institution could own .

Mr. Recan. All riﬁ(ht, we will have to take first, Senator, the point
I assume you are talking about, that is a single institution owning a
limited percentage of a single institution{

Senator BentseN. That 1s right.

Mr. Regan. And not all institutions owning a certain percentage
of a single corporation ?

hStenator BenTsEN. Oh, no. I don’t know how you could govern
that,

Mr. Reaan. I would suggest you take a look at what the Investment
Act of 1940 has put in as a rule for mutual funds, Most mufual funds
are not permitteg to own more than 5 percent of the outstanding stock
of a corporation, I would suggest, however, that when it comes to a
bank, you are going to run into difficulty because the bank that man-
ages many pension funds doesn’t own that stock for itself, It owns
a certain Portion for pension fund A and B and C and D, and whether
collectively you want to restrict all of the Kension funds managed
by that bank to a certain percentage is something I am not quite pre-
pared to answer now. I would rather think that one over, because it
would mean that the first few pension funds were able to buy, let us
say, the best recommendation of the bank, and then, having hit their
maximum, they would have to go to their remaining stock recom-
mendations for their remaining pension funds. I would rather reflect
on that one before offering a definite conclusion, but I do feel that the
Investment Act of 1940 should be your guide. -

Senator Ben1seN. Let’s look at another point. There is concern about
the impact on the market if two or three major institutions decide to
sell at the same time, There is a concern about large institutions havin
better avenues of communication and information than the sma
independent investor might have.

Now, do you think, perhaps there should be a limitation on the per-
centage of its holdings that an institution could sell per day? I don’t
agree at all with the idea they should disclose ahead of time what they
- are going to sell or buy because that would put them in an extremely

- bad disadvantage and could lead to all sorts of problems with other
investors taking advantage of it, but let's say that you had a limitation
~ that they could not sell more than a certain percentage of their stock
each day. What would you say to that{ _ ‘ T

Mr, Reean. Well, I think I would have to take a pragmatic ap-
proach on that one, Senator. I was just thinking of our own position
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as a trader if it were known that bank A or insurance company C
owned 800,000 shares of a stock—and you have a percenta%e rule in
effect, let us say—so they say, well, we are only allowed to sell 10 per-
cent of our shares today, and, Senator, I would not want to be the
broker that bought the first 30,000 shares because, you know, coming
behind it are those 270,000 other shares.

Senator BENTSEN. i—Ianging over the market, you mean?

Mr. Regan. Hanging over the market, yes, and if you buy at one
price, the chances are 99 to 1 that it is going to be less tomorrow and
the next day and the next.

Senator BenTseN, That isa very good answer. .

Mr. ReeaN. As I said in my opening remarks about tamgering with
the free market—and I am not trying to be offensive when I say this—
but before tampering with the market, this is the type of thing I
would definitely anticipate and consider.

Senator BENTsEN. Mr. Regan, that is a good statement and a view
that we are well aware of, and we are in complete concurrence with,
and that is the reason we are asking men of your experience and your
expertise to try to give us suggestions of what could be done in the
way of remedial legislation. In this particular committee, we deal
with those things of course more from a tax angle.

You made a number of comments about reinvestment of proceeds
back into the stock market without taxes being paid at that time.

You talked about grading capital gains over a period of time. So
that is something that we will be considering,

I am concerned, too, Mr. Regan, with the fact that I can recall in
the new issues, market craze everything was being sold on a conceptual
basis, and a bunch of the young gunslingers really had their sideburns
burned off. And with the thought of self-preservation—that so many
of them have these days—many are going to think like IBM, because
if IBM goes down, so far as its value, one can’t really blame them too
much because they have an awfully good company there, but if they
buy into some company that isn’t as well known and that one turns
bad, why they may be looking for a néw job. That has to play its role,
too. I don’t know how to legislate on that one.

Mr. Reeawn. I am not sure you can legislate it, but I would remind
you, Senator, of what I also said earlier—that you have to talk to

- American business also, particularly to the chief executive officers of

corporations, about the type of performance that they may be en-
couraging by asking for better returns on their pension funds.

Senator BenTson. So they don't have to contribute as much to the
pension plan each year.

Mr. Regan. Yes, Senator,

Senator BentseN. And I understand the pressures these portfolio
managers are under and the competition among them with that.

Mr. Chairman, would you like to ask some questions at this time?
. The Cuamman. No, ‘

Senator BENNETT. A minute ago Senator Bentsen talked about the
banks handling pension funds and the problems they have in their
trust departments with a series of investments which might take them
above any limit'that we might put on the amount.
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Now, could we handle that—and I recognize the problems—but,
could we handle that by putting some kind of a limit on the total stock-
they could vote, even though they might actually manage more than
# minimum amount ¢

Mr. Reaan. Well, let’s turn to votes for a moment, Senator. It’s been
my experience that banks don’t normally pay that much attention to
the vote. However, if you do restrict the voting, what you’re going to
get into is an awkward position where perhaps the workers, whose pen-
sions are being managed, would have a }Jomt of view they would like
to see expressed at the company’s annual meeting. Or it might be that
the management of a company would like to see some support from
the bank. Yet it would disenfranchise the bank because of a condition
of the marketplace and I don’t think the two really should be con-
fused, I wou]£ much rather have corporate democracy off by itself
and allow these issues to be thrashed out at the annual meeting with
no interference on the part of an artificial restraint because of who
was managing the pension fund. ) .

Senator BENNETT. The fear most people present is that these giant
bank trust departments are going to control the corporations, and
maybe you should insist with respect to pension funds or similar situ-
ations that the bank must insist on instructions from the fund as to
how it votes.

Mr. Reean. I will leave it to the banks to answer that, because I
don’t honestly know how they handle it.

I can tell you the experience of brokerage firms. Our own firm has
$21 billion worth of securities that we are holding for our customers.
In the common stock portion of that $21 billion, we never vote a share
on our own in controversial matters. We wait for instructions, and if
we don’t get instructions, we simply don’t vote.

Senator Bennert. That is all,

Senator BenTsEN. Senator Roth?

Senator Rorn. I believe you mentioned that the 10 largest banks
holding—— ~

Senator BennerrT. It isin the Blue Book.

Senator Roru. That is right.

What about the antitrust implications of such ownership? When
large trustees vote their stock, do any of these investors concern them-
selves that the banks may have large holdings in competitive firms?
Are there any antitrust implications in that ?

Mr. Recan. I don’t think I am qualified to answer that, Senator,
because I don’t know how the banks vote and what the banks rela-
tionshifs are with the companies whose pension funds they are man-
aging. I don’t know what the other relationships are.

I can only tell you from our own point of view of the pension fund
we manage through our investment counseling subsidiary, and the
stock of companies we hold. Again, we don’t vote anything except
what we are told to vote, nor do we try to interfere in any way in the

“management of those corporations,

Senator Rorm. I sg&pose one could argue there are disadvantages,
too, because it is possible for a very small fraction of the ownership to
run the company. In a sense you are sustaining the present owner-
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ship without participating. You are on the horns of a dilemma which-
ever way you move ! . . )

Mr. Recan. In effect, we are unique in that particular instance.

Senator Bennerr. May I interrupt? Do you remember approxi-
mately what proportion of your total $21 billion—who neglects to tell
you how to voteg) .

You ask these people to vote, I judge, and, if they don’t vote, you
don’thact%. How much of the total might be affected in a given year
like that

Mr. Recan, Well, ordinarily we turn into the corporate secretary’s
office of each company prior to the annual meeting between 70 and 80
percent of the votepsf he shares that we hold.

Sen?ator Bennerr. So, it is only 20 to 30 percent that doesn’t get
voted

Mr. Reaan. That is correct, sir, . .

Senator Rorn. I am pleasantly surprised that it is that high.

Mr. Rrcan, Well, actually, of course, we are furnished all of the
material by the corporate secretary’s office, We get it out to our cus-
tomers and ask that they get it back in, and most people, surprlsinﬁly
enough, want to vote in a corporate election, There are very few that
are strictly on the sidelines, and simply won’t turn in a proxy to
management.

Senator BENNETT. Just another curious question.

. The people who don’t vote, does this tend to be the little fellow with\
a few shares, or does it tend to be the big investor?

Mr. Recan. I cannot give you with any preciseness an answer to
that. My feeling is that it is usually the smaller shareholder who don’t
bother to vote. The person owning 10, 15, or 20 shares apparently
just says, “Oh, what the heck.”

Senator Bex~Nerr. That would be my impression, too. There is more
sense of responsibility in the people who have substantial investment.

Senator Rorir. That is all of the questions I have, Mr. Chairman.

Senator Bexnerr. That is all I have.

Senator BEnTsen. If we applied the 5-percent limit of the Invest-
ment Company Act of 1940 to the other institutions wouldn’t we, in
effect, force some of the large institutions to at least expand their
holdings to more of the lower tier stocks?

, Mr.? EGAN. You are suggesting that there would be a grandfather’s
clause :

Senator BENTSEN. Absolutely.

Mr. Recan. Yes, that would be one of the effects.

Senator BenTsEN. Otherwise there would be the dumping of stocks,

Mr. Recan. Of course, there is a spreading of ownership of
companies.

Senator BenTseN. You are not prepared at this time to say whether
you think that is a good idea or a bad one?

Mr. Recan, The actual spreading I would like to see. Whether there
should be a rule on that, I would want to see the effect on the larger
managers of pension funds before I gave a concrete answer. But I am
obviously for the principle. There should be wider ownership in these
larger funds of more stocks. :
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Senator BENTSEN. Aren’t you in a pretty tough position testifying,
having a substantial amount of your money coming from institutions?

Mr. RecaN. So you win some and you lose some, Senator. Obviously,
one has to be careful. I wouldn’t deny that.

Senator BENTsEN. Senator Long ?

The Cuairman. No questions.

Senator Bextsen. Mr. Regan, you have been very helpful to us. We
appreciate your testimony. Are there any further comments you would
like to make?

Mr. Rraan. No, sir, except one final remark to Senator Bennett.
I was reading this blue book during the break. Just for the record,
we have no corporate relationships with any of those 10 institutions.
We are not directors of any, or the like. Of course, Glass-Steagall Act
does prevent a broker from being on a bank’s board, but we have no
cog)orate re]ationshig.

enator BEnTseN. Before you get awag, one last question.

You have expressed some optimism about increasing foreign invest-
ment in this country ?

Mr, ReaaN, Yes,

Senator Bentsen. If we were to eliminate the withholding tax on

- interest and dividends paid to foreign investors, is there an effective

way to avoid U.S. citizens using that feature—by transferring U.S.
funds to foreign investment houses and coming back in that way—
isthere an effective way to avoid that?

Mr. Regan. Obviously, tax avoidance is practiced, but I can’t see
that you would have very many, Senator, who actuaily would try to
cheat on their income taxes that way and try to avoid taxes, I think
the overriding thOd that would come from having literally hundreds
of thousands of foreigners individually buying securities over here—
tapping the great resources of the oil world, for instance, as far as a
direct investment over here is concerned—I think that is a much larger
consideration and benefit than whether or not a few individuals would
try to cheat on their taxes.

Senator BENTSEN. Let me ask you one more question.

When Nestle’s of Switzerland bought out Stouffers——

Mr. Recan. I am very familiar with that. We are the bankers for
Stouffers.

Senator BenTseN. I understand that and that is why I want to ask
you about this 4,300,000 shares of Stouffers Corp. stock, which you had
underwritten along with another firm, and that was withdrawn from
the market in March. What was the reason for that? Was it an un-
favorable market? Were the institutions not interested in that stock?
Why was the offer withdrawn ¢

Ar. Recan. The price of Stouffers’ stock had dropped between the
final quarter of 1972, when we originally started talking with Litton
about that company, and when the time came for that stock to come to
market. We were still negotiating with Litton as to what price they
wanted to sell to the public, and the price at which they would not
sell. We kept telling them there is no way to sell higher. As I recall
the figures, it was a discrepancy between about $32 and $28 or $27 a
share. We said we couldn’t possibly sell it to the public at more than
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$27 or $28—whatever the actual figure was, and they were saying, no,
we have to get at least $30 or $31 and maybe more.

Senator Bextsen. What did Nestles pay ¢

Mr, Reaan. $32 or $33. They stepped right in and paid more for
it, but it was simply a condition of the market that we could not bring
that stock to the public marketplace.

Senator Bextsen, What was the multiple on that stock at the time?

Mr. Recan. I have forgotten., Senator.

Senator Bexrtsen. In effect, it was a bottom-tier company ¢

Mr. RecaN, Oh, yes: it was a bottom-tier company. That is the rvea-
son why it was down in price. It was not coming in as any glamour
stock at 25 or 30 times earnings; no.

Senator BENTSEN. And even though a foreign investor found it at-

" tractive, the institutions did not find it attractive. Isn't that true?

Mr. Reoan. That is right.

Senator BEnTSEN. Well, thank you very much, Mr. Regan. We ap-
preciate your attendance and contribution.

Mr. Reaan. Thank you, sir,

Senator BextseN, Mr, Whitehead, we are &)]eased to have you here
this morning, if you will take the witness stand.

Would you state your name and your firfn ¢

Also, your testimony appears to be rather lengthy. If you could
summarize it for us, it would be helpful.

STATEMENT OF JOHN C. WHITEHEAD, CHAIRMAN, SECURITIES
INDUSTRY ASSOCIATION; PARTNER, GOLDMAN, SACHS & CO,
ACCOMPANIED BY LEE KENDALL, PRESIDENT, SECURITIES
INDUSTRY ASSOCIATION -

Mr. Waitengap. Mr, Chairman and members of the committee, my
name is John C. Whitehead. I appear before you as chairman of the
board of directors of the Securities Industry Association. In my pro-
fessional capacity I am a partner in the firm of Goldman, Sachs &
Co. Seated with me is Dr. Lee Kendall, president of the Securities
Industry Association.

Since you do have our prepared statement and since our views are
rather similar to those expressed earlier by Mr, Regan, and much of
the information that is in our statement also appears in the briefing
material in your committee’s blue booklet, I think I will just sum-
marize this statement very briefly and leave more time for questions
if that would be your preference, Senator?

Senator BenTseN. 1 think that would be fine, Mr, Whitehead.

Mr. Wairenean, We view with great concern the matters that your
subcommittee is considering today. We see the growth in the role of
the institutional investor as a trend that has harmful aspects to it.
We see institutions beginning to reach a dominating role in our secur-
ities market and a dominating role in many of the companies in which
they invest. .

Xt the same time, we see the individual investor shying away from
the market. We see him selling his stock, and we see the securities in-
dustry—the industry that services the individual investor-—coming
upon very hard times with substantial losses incurred by that industry
go far this year, with the result that the number of firms in the industry
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is shrinking and the ability of the industry to raise the capital required
in this country for an expanding economy shrinking as the number of
firms and the strength of the firms deteriorate.

Senator Bentsen. Well, do you think the number of private inves-
tors has increased or decreased 1n the last year?

Mr.dWmTEHEAD. We believe that the number of investors has de-
creased.

Senator BENTSEN. Now, we listened to Mr. Regan talk about over
200,000 new accounts,

Mr. WaireHEAD. Yes, sir,

Senator Bextsen. What do you base your thoughts on? Of course,
he didn’t tell ushow many he lost because he wasn’t sure yet.

Mr. Warrenean, Correct. I would suggest to you, sir, that after a
f)eriod of declining stock market prices, such as we have had for the
ast 6 months, there is a considerable discouragement on the part of
individual investors. Many of them have changed brokers as a means
of finding new hagpiness at someone else’s store, I think you will find
that the number of new accounts opened at most of the leading broker-
age firms has increased substantially, But it is not new investors com-
in% into the market; it is customers shopping at a different store.

enator BeENTsEN. What would you say would be the percentage that
the unweighted index of the stock market has gone down since 1968?
We have some 1,400 different companies.

Now. do you have some numbers on that to give us a feel of what
has happened to the stock market apart from the Dow-Jones, which
can be quite misleading sometimes.

Mr. WhxitenEAD. Mr. Kendall.

Mr. Kenparr, Yes; since 1968, we have had, as you know, an in-
crease in gross national product and in personal income well over 30

ercent. Yet when you look at the Dow-Jones Index, you find it is still

low where it was 1968, and the American Stock Exchange Index,
both of which are weighted by the value of the shares, is down per-
haps 10 percent. The best measure, however, is in the hroad range of
all stocks and there is another index called the Value Line Market
Composite that takes the average price of all of the stocks, It is about
as good a measure of an average portfolio as you can find and this
index shows that prices are perhaps 50 percent lower than they were
in s

Senator BentseN. Than 8§ years ago?
Mr. Kenbarr. In 1968-69, and, in fact, for this broad range of
stocks, as low as it was in 1961,
Senator BenneTT. I8 that kind of information in your statement? .
Mr. KexparL, Yes, sir, it is on page 6 and exhibit 6.and exhibit 7.
You can see the comparison in this chart of the Standard Investors’
composite, the New York Stock Exchange composite, the Dow-Jones
industrial average, all of which are weighted by the value of the
securities, . ‘
In the unweighted index, you take everything as a unit,
Senator BenTseNn. Is it fair to say that the disparity is off the
-.most in those smaller companies and medium-sized companies as a
generalization ? e . .
Mr. KenpavLr, As a generalization, yes. And you see that also in our
- exhibit 7, which was prepared by an‘organization called Wright As-
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sociates that advises a number of our firms, This comgams the price/
earnings ratios of 80 famous growth stocks with the most famous
index, the Dow-Jones industrial 80 stocks index. )

And if You will look back at 1961 and 1962, you see that these had
a close relationship to each other. The ﬁatterns were similar. The
average price/earnings ratio on the growth stocks was approximately
29 times earnings, while the Dow-Jones was at 24. If you look into
1962 figures, you can see there was a drop, but again the relationship
was 18 to 16, .

Today, however, as indicated by the latest figures plotted on the
charts, the average price/earnings ratio of the 30 famous name stocks
is in the aren of 36 times earnings, while the Dow-Jones is in the area
of 14, This is what people mean when they talk about a two-tier mar-
ket with institutions tending to concentrate on one category of secu-
rities and ignoring the other, _

Now, if we were able to draw something like this for the non-Dow-
Jones. stocks, it would be even more extreme. I might add, on the
question that you asked Mr. Whitehead, that we do have some data
also on what has hap&?}r)led to share ownership in actual numbers,

Senator Bennerr, What page is that?

Mr. Kenparr. This is the top of page 8, Senator Bennett. For the
first time in history the stock exchange reported the number of share
owners was down and the decline was about 800,000 from 82,500,000 to
81,700, 000, You can look at the number of shareholders listed on the
books of companies like Exxon, United States Steel, A. T. & T., Gen-
eral Motors, Ford, and many others and see that tfxey actually have
fewer numbers of shareholders, and, of course, the mutual fund data
in terms of redemptions are reported regularly in the ﬁaper and they
indicate a declining trend now for almost 18-straight months,

Senator BENTSEN. Let me get to another tax question that I think
is very important here. Do you think if we treated commission fees as
an investment expense, deductible against ordinary income, that it
would be a useful incentive?

Mr. WarTeHEAD. Yes, sir; I believe that would helé), although I
think that the role of brokerage commission has probably been over-
emphasized in the dialog over the last several years.

Senator Bentsen. But I am talking about the tax treatment of
those commissions. . e .

Mr. Warreseap. You are suggesting the possibility of having them
deductible?

Senator BENTSEN. As an expense. ‘

Mr. WarreHeap, As an expense. ,

Well, yes, sir; I think that would be a very helpful step. It would
enﬁourage individual investors and would be an important step to be
taken. . .

Senator Bnrgﬂnm What is the expe;'*ience of new issues in this cur-
rent market? What is your experience , L

Mr. WHITEHEAD. WZ]I, the experience has been very bad over the.
last 6 months. o

Senator Bentsen. What is the relationship between the health of
new issues and the availability of venture capital to truly new
enterprises? : : : :
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Mr. Warreneap. The number of new issues has been down very sub-
stantially, and particularly of course the number and size of new 1ssues
of common stocks. It follows at the same time that capital available

to small companies has been, in the case of many companies, really

unavailable. For some smaller companies it is simply now not possible
for them to raise capital in the public markets,

Senator BenTseN. Does that mean it is difficult, more difficult for
a new firm with a new idea to get started and doesn’t that really

resent some real problems for the competitiveness of the United
tates economy in the future? Doesn’t that mean it is 1goin to be more
difficult to start a Xerox company or a company like that with a
tr%liy unique idea ¢
r. WHITEHEAD, Yes, sir; it certainly does. . .

Mr, Kenparrn., One of the other concerns we have in this area is the
disappearance of regional investment bankin% firms. 'We have in our
statement an exhibit that perhaps highlights the degree to which such
disappearance has occurred. This is exhibit 12 at the very end of the
statement. What it shows is an advertisement that dates back to 1955
It shows the underwriting account for a public offering of over 4
million shares of General Motors Corp, common stock in that year.
The various brokerage companies you see on the succeeding pages were
in existence at that time and participated in that distribution, We have
circled the companies that have since gone out of business and are no
longer part of the distribution system of the country. The first page
shows the large national companies, but my prineipal concern is for
the smaller ones which are indicated on the succeeding pages. For ex-
ample, on page 2 you see in California under Los Angeles, four of the
firms have disappeared and there are three remaining, If you look at

San Francisco, again dyou see a major erosion of entities. Then con-
i

tinuing on the succeeding pages, perhaps on page 4, Cleveland is a
good example. That is at the bottom of the page. It shows of the num-
ber of companies that existed at that time, there are only four left in
their present state.

We believe that these regional companies are often the organizations
that are addressed first by a corporate officer with a new idea. His
coipany-is often too small for the larger national investment banker
to concern itself with, So, when this service of investment banking is
not available locally, I think there can be slipgage in the ability of a
corporate management to get the funds it needs to expand and grow

...and to become one of the success stories of our Nation.

Mr. Warrenrap. The normal course of growth for a small company
that has had some initial success is for it to go to a lzmall investment
ek its first outside
financing from that small, local, regional firm, It id those local, re-
gional firms who haye been the hardest hit by the bad peried of lack of
ﬁroﬁtability in our industry. And as this exhibit shows, many of them
ave disappeared from the business scene, | '
This ¢auses us to be concerned about how companies will be able to
raise the capital for growth in the future.. You might be interested in
an example of a larger comsany that could be classified certainéy a8 8
and you might be interested in the difficult;
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coul((il seck additional capital. This is a point that is not usually under-

stood.

1 speak of a company that is in the automobile supply business. I
am an outside director of that company. Tt is listed on the New York
Stock Exchange. It is a company with several hundred million dollars
of sales, so it is by no means a small company, but it is a company that
is in the second tier of the two-tier system, Its stock sells at about $20
a share, and its earnings in the year that will end in August will be
about &4 a share. So it sells at 5 times earnings, This company has
some very interesting capital expansion opportunities. However, at a
board meeting last Monday it decided that it simply could not afford
to move forward with those capital expansion opportunities.

Senator BenTsen. If thiey voted for stock, in effect, the would have
to have a better than 20 percent return I guess in anything they in-
vested in to show any increase for their investors?

Mr. WaITEHEAD. Yes, with a stock selling at § times earnings, in
order to sell more stock at that price, it has to have a better than 20
percent return on those investments, And I would also point out to
you that is a 20 percent after tax return, so it means a 40 percent re-
furn on the investment before taxes in order to justify making those
oxpenditures. And their capital expenditure opportunities simply
didn’t have the potential of a 40 percent return on the investment. So
the company decided that it would not proceed with that capital ex-
¥ansion program. I believe that the low price that the stock is selling

or is a typical example of a situation where it was not in the public
interest for that decision to have been made as it was made.

Mr. Kexnpan, Well, it still takes $25,000 a year of new capital—and
perhaps a little more—to create one new-manufacturing job in the Na-
tion and our concern is, when we see companies buying their own
shares in lieu of making a decision of the type suggested by Mr. White-
head, that means one less job or many fewer jobs in that sector of the
cconomy.

Senator BENTsEN. We have talked a lot about the problem, Do you
want to tell us about the solutions.

Mr. Warrereap. Well, T think we can look at solutions maybe in
two areas. One is the things that are necessary to encourage the in-
dividual investor to return to a feeling that he can make successful
investments on his own. The second area is the area of how to, if at
all, control the investment of the institutional investor so that his dom-
inance does not become more extreme than it is now.

I tend to focus my thinking on the first approach rather than the
gecond ap]proach because I think that whatever is done with the in-
gtitutional investor, we must find ways to encourage the individual to

-come back into equity investment if we are going to ;i]reserve the kind
of business society that we have become used to which is a society
based on broad public ownership. ‘

Now we feel that a more favorable capital gains tax is oné of the
most important steps that can be taken to encourage the individual'to
come back in the market. We have proposed a program of capital gains
tax improvement, which is included in our prepared testimony.

" There are two features of our proposal which I would just like to
mention briefly, One is the suggestion to incorporate into the tax
gtructure a sliding scale of graduated capital gains taxes, where the
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tax would be lower based on the length of the holding period, so that
if a man has held a stock for a longer period of time he would be
- subject to a lower tax and, he would have more incentive to sell
than he now has. The last capital gains tax change in 1968 resulted in
& 40 percent increase in the maximum capital gaing tax rate from a
maximum of 25 percent to a maximum of 8614 percent. Now this has
resulted in a severe discouragement to the individual investor. We
believe that that should be corrected and that this kind of change,
with a graduated scale of taxes, would be_a very constructive move.

The second part of our tax suggestion is to provide the same treat-
ment for capital losses as for capital gains, At the present time a man
is only allowed to deduct $1,000 of capital losses in excess of his gains,

Senator BenTseN. What is the logic of that$

Mr, Kenoarr. The logic of that, I believe,. goes back to 1942 when
that $1,000 was first suggested and even just with inflation, it should
have resulted in their being a substantial increase in that $1,000
excess,

Senator Bentsen. So you are recommending that you get the same
treatment for capital losses as you %et for capital gains?

Mr, Warreneap. Yes, sir. Now, the second part of our program for
encouraging the indivi(iuq.l investor that we would like to suggest to
you is legislation to require disclosure of institutional holdings and
institutional trading very much along the lines of Mr. Regan’s testi-
mony., We think that kind of legislation is long overdue. I had the

rivilege of serviré%several years ago as Chairman of the Advisor

ommittee to the SEC’s Institutional Investor Study, and the princi-
pal recommendation of that study, which was made by the SEC, was
that legislation along these lines should be passed.

I very much regret that this kind of legislation hasn’t been passed
and I hope that it can be enacted in the very near future. Our capital
markets have prospered under disclosure. The Securities Act of
1988 was an act that required disclosure. Investors have been success-
ful under that concept and security dealers, too, have prospered under
that concept of full disclosure.

I doubt that any harm can come to institutional investors from
requiring full disclosure of their holdings of equity securities and of
their trading in equity securities.

Senator BENTSEN. Senator Bennett {

Senator BennerT. No further questions.

Senator Bentsen, Senator Roth ¢ -

Senator Rorn. No questions. w A

Senator Bentsen, We have some further commitments at 12:30 and
- we have but one other witness, Mr. Whithead, and we would like to

ve him an opportunity to testify. He has some limitations on his
time, also, We will take all of the information you have presented for
the record and I think this would be very helpful; and so if you have
any further things you would like to include in the record af’t’er‘ addi-
tional reflection, we would be interested in looking at them with that
possibility. ‘

- Mr. Warreneap. Thank you very much, ,
, Senator Bentse. T dislike having to terminate your testimony at

this time, but because of these limitations of time, we will have to move -
~ .~ on, We appreciate your contribution. ‘ ‘ .

| 99-822—78—pt, 1~——8 : : -



4

30
[The prepared statement of John Whitehead follows:]

STATEMENT OF THE SECURITIES INDUSTRY ASSOCIATION, PRESENTED BY JonN O,
WHITEHEAD, CHAIRMAN, BOARD OF DIRECTORS

Mr. Chairman, members of the Subcommittee. My name is John C. Whitehead,
I am Chairman of the Board of Directors of the Securities Industry Associution,
In my professional capacity I am a partner of Goldman, Sachs & Co. Seated with
me is Dr. Leon T, Kendall, President of the SIA.

Since this is our first opportunity to appear before members of the Finance
Committee, I would like to offer a few observations about the Securities Indus-
try Association. The SIA has over 800 member organizations across the na-
tion. These firms do over 80% of the securities business of this nation, providing
financial services for the over 30 million investors who now own equity securi-
ties. These investors span the full range of the people of this nation. The median
annual Income of shareholders in 1970 was $18,500, and the largest single group
(80%) were in the $10,000 to $15,000 income bracket. Almost 10 million shive.
holders had stock portfolios worth less than $10,000, and they lived in just about
every part of the nation. Interestingly, people living south of the Mason-Dison
Line in the states stretching from Delaware to Texas accounted for 77% of tho
increase in shareownership since 1965, California, for example, is the top stute
in the number of shareowners, having 8.8 million. Two million live in 1inols;
1.4 million in Texas, The point we make here is that the nation’s investor popu-
lation is both large and broadly dispersed across this nation,

OAPITAL MARKETS8: A TROUBLED AREA

One of the most unique assets of the United States is its system of capital
markets, Working through a delicately meshed combination of fnvestment bank-
ers, brokerage firms, stock exchanges and institutional investors, the American
people have demonstrated a tremendous capacity to generate the savings and
investment dollars necessary to fuel this economy, to provide new jobs for its
youth, and to finance the needs of its people and governments. Capital is a valu-
able and scarce resource—one that i just as important but, at times, less under.
stood than our other resources—Iland and natural resources, labor and mapage-
ment. Capital must be mobile, that is, be in the right places at the right time,
It must be eficient, that is, produce as much as it can at as little cost. In &n
enterprise economy it must be available in ready supply at a fair price, In addi-
tion, as we expand the mobility and fluidity of our nation’s financial wenlth we
also enlarge the tax base of this nation,

There are disturbing signs that the savings and investment capital of this
nation i8 not doing the job it can, should and must do for the American people
if our economy is to continue expanding to provide more jobs and opportunities
for our people and a larger tax base for our government. Moreover, the securi-
ties markets of the United States today are vastly different from what we knew
just a few years ago. Our objective in the next few minutes will be to set before
you a number of new facts which we belleve provide new insights into the policy
problems facing the nation regarding its securities markets, We believe these ob-
servations go right to the heart of the concerns expressed by Senator Bentsen on
the Senate Floor prior to the calling of these hearings, We bellieve there are
few questions as important to the long-term economte health of this nation as the
issue being examined by this committee.

The problem of the 1970’s is the institutional dominance of the equity market,
Its pricing structure and its relationship to the orderly determination of value.
Some like to view the stock exchange as a glant public opinion poll, valuing the
accomplishments and potentials of corporate America, company by cdompany,
mintite by minute, As with opinion polls, so long ns the voting process is repre-
sentative and random, and not dominated by block voting, the answer one gets
is likely to be a reasonably close approximation of the truth or of true value.
However, if and when and as the values béing registered are biased, there 1s
a good chance that they will distort the truth, Distortions caused by institutional
dominance must be addressed if national markets are again to respond in an
orderly manner and do their job of allocating resoutrces and attracting new
capital to risk situations large and small, popular and unpopular. ‘

All too little attention has been given to how institutional growth and power
have changed the market. Too lttle recognition has heen given to the reacish
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of individual invesors to that power and to their unwillingness to invest directly.
Too little attention has been given to the concern of corporate America with
these changes. Too little concern has been exhibited for the impact of the changes -
on independent broker-dealers, and on their ability to distribute securities and
generate new capital. There seems to be an assumption—explicit and implicit~
that natlonal exchange markets will remain deep, liguid, responsive to real
forces, and that institutional power will be essentially neutral. This assumption
Is false, (We submit for the record a copy of a recent Business Week article
(June 2, 1978) entitled, “Are Institutions Wrecking Wall Street?” and an editorial
from the same issue entitled, “Giants That Rock the Market.”)—(Exhibit 1#*)

Financial institutions today own an increasinug proportion of the nation’s
equities securities, Between 1962 and 1972 their ownership of NYSE stocks rose
by one percentage point per year—from 20% to 809 of total. At the end of
1972, insurance companies, pension funds, mutual funds and other institutions
owned $258 billion of the $872 billion of NYSE-listed equities, These data do not
include bank trust funds, Federal Reserve data for 1071 show personal trust
department assets of $848 billion, the great bulk of which were invested in
equities, The power of institutions in the marketplace, however, far exceeds
their ownership ratio.

Turnover Rates 1964 to 1972.— One reason institutions now dominate stock
market trading is their new-found willingness to buy and sell, to trade, assets in
their portfolio. Exhibit 2 shows that since 1064 the rate of portfollo turnover
by institutions has increased spectacularly from 129 to over 80%. During the
early 1060's institutions were viewed as a stabilizing force in securities markets.
‘They tended to be net buyers and somewhat passive long term investors. In the
mid-1060's, however, the “go-go” or performance cult took hold and turnover
moved upward rapidly, It {8 evident that individual turnover is well below
the institutional pattern. This runs in the general range of 89 to 119 per year,

EXHIBIT 2
Turnover Rates
% NYSE STOCKS
32
30
2" Holdings of Institutions
2¢
24 — —
22 aerat LN i *
20 - ."'a Q“!.‘
e 0...‘ . ".o
NYSE List °
16 .
T - RN .
12 L -1 1 | i 4 { l
1964 1965 (966 1967 (968 (969 1970 (971 1972

Source: NYSE

Activity Ratios-~Exhibit 8 shows that all major institutions participated in
the activity upsurge. Mutual funds have the highest turnover, ranging between

. 40% and 80% per year, Life insurance companies are next. Property and lia-

*P'hie article entitied “Are The Institutions Wrecking W, %
207 of (his heasing ng Wall Street 7 18 reprinted at pago
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bility and pension funds also have doubled thelr rate of turnover since 1965. No
data are available on turnover by bank trust departments, the largest holders
of equities, but information on individual banks indicates that they, too, have
more than doubled activity ratios. . -

EXHIBIT 3

COMMON STOCK ACTIVITY RATIOS OF MAJOR INSTITUTIONS
I;avcenl

Quorterly of Annuol Rote
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Source: NYSE Research Department

Institutional Volume on NYSE.—(Hxhibit 4) The effect of these forces on
NYSBE trading is a8 well-known story. During the 1960’s institutions assumed the
dominant position in the stock market. From 889% of trading in 1068 and 47%
in 1066, they now account for 70% of public volume, At the same time institu.
tional volume rose, the relative share of individual activity declined. On regional
exchanges and in the third market the rise to dominance of institutional trad-
ing has probably been stronger than on the NYSE.

Ooncentration of Holdings—Although institutions come in many shapes and
sizes, a few large organizations dominate the fleld. Bxhibit 5, taken from the
Business Week article attached to our statement, shows that the 10 largest
institutional investors taken together held investment portfolios, excluding real
estate, totalling $156.4 billion. At the end of 1970 the personal trust departments
of commercial banks administered investment funds valued at $202 billion; of
which approximately one quarter was concentrated in just five banks and fully
half in just 21 banks, :
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EXHIBIT 5

Public Trading Volume-NYSE
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THE LEADING INSTITUTIONAL INVESTORS

Investment
portfolios
[billions of
Institution dollars}*
Morgan Guaranty Trust ...ccceveneconsocscncnn $27.2
Bankers Trust ......cceeccocccccacecoccconncs 19.9
Prudential Insurance .....c.cecererrosonccens . 18.3
First National City Bank ....c.coivernccacncncs 17.2
U.S. Trust of New York . ....ccivnvieceneecs ... 7.0
Metropolitan Life Insurance .........- coesecsane 16.5
Maaufacturers Hanover Trust ....c.ccvvecencene 10.9
Mellon National Bank & Trust ..... ceesrevescsne 10.5
Investors Diversified Services ............ cessen 9.7
Chase Maphattan Bank ........ eetencemcncsancea 9.2
Total $156. 4
sExcludes real Investment

Data: Money Market Directories, Inc.
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This shift to institutional dominance and concentration in so short a period
of time has changed the character of markets, biased their valuation function,
effected their liquidity (which shows especially in down markets), and compli-
cated corporate financial decision-making.

It has had a pronounced effect on individual investors and stockbrokers and
deulers. Let us look at some of its effects:

The American economy is in a stage of rapid growth, yet the nation’s equity
markets are not participating in this expansion. Since 1068, personal income and
GNP have risen well over 30 percent while stock prices on the New York BEx-
change, measured by the Dow Jones index, are lower now than in 1968 and the
AMEX index i3 more than 109 below where it was in 1068,

Stock Price Trends—When one examines an unweighted index of stock
prices, the stock price slump stands out even more boldly. Exhibit 6 compares the
Value Line unweighed composite index, incorporating 1,450 stocks (the heavy
Mack line), with the S&P index, the NYSE index and the Dow-Jones index. Note
how much more the unweighted index is off. Market prices of the average stock
:oda&lnre nearly 50% below their peak in 1968 and 5.6% below year-end levels
n 1961,
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Price/Earnings Comparisons.—The dichotomy in the stock market valuation
process can also be seen in Bxhibit 7. This chart compares in terms of earnings
ratios the valuation of 80 famous name growth stocks with the P/R trend in
the 80 Dow-Jones Industrials, In 1961-62, the growth stocks and the Dow &tocks
traded at comparable multiples. That was prior to the institutionalization of
the market. But since the institutions rose to dominance, the differences have
become pronounced—and the greater the degree of institutional dominance, the
wider the disparity. Today the Dow-Jones stocks carry a P/B ratio of around 14
while the 80 institutional favorites are at 86.

We seem to have developed two distinot stook markets in terms of valuation.—
This raises powerful questions about the functioning of stock exchanges. As
Alan Greenspan, the noted economist, has saild, “values which are struck on
exchanges, hour after hour and day after day, are critically instrumental in
allocating the real resources of our economy to those uses most valued by the
American people.” The securities industry throughout history has striven to
foster orderly changes in values of corporations, It serves as an intermediary
in permitting corporate expansion and contraction to be an orderly process.
Historically, when society needed more uranium mines or computers, our in-
dustry helped attract resources there. If it needed fewer conl mines or railroads,
it withdrew resources or made their placement there less attractive. When the
valuation mechanism is distorted, the whole capital formation process and the
nation suffers.

0dd Lot Trends and Mutual Fund Redemptions.—Turning to the other side
of the market, individuals are less willing to take the risks of equity investment
today. As Exhibit 8 shows, odd lot—Iless than 100 shares—activity is at a low
ebb, In 1972, 4.6% of NYSB volume was in such trades compared with 219 of
reported volume in 1960. Since 1066, net sales have far exceeded net purchases,
In 1972, for the first time in history the NYSE reported the number of share-
holders down by 800,000, from 82,500,000 to 81,700,000. Companies as prominent
as Exxon, U.S, Steel, AT&T, General Motors, and Ford had fewer shareholders.
Mutual fund redemptions, Exhibit 9, have exceeded sales for 7 out of 8 quarters
through the end of 1972, and more recently for each month of 1973.
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EXHIBIT 8 EXHIBIT 9
Odd Lot Transaciions Sales and Redemptions of
1945-1972 Mutual Funds
1966-1972

Millions of
Dollars

1945 50 S5 60 65 66 67 68 69 70O Tt T2
Source:NYSE
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Stook Boohange Volume—What effect have these trends had on securities
firms? Stock exchange volume (Exhibit 10), the major source of industry rev-
enues, has become more volatile. As institutions came to dominate the markets,
volume has moved up and down with dramatic and traumatic frequency. Look
back to mid-1970. In gix-month swings trading activity moved from eleven
million shares a day during the middle of 1970 up 68% to 18 milifon shares a
day by the first quarter of 1971 then down 38% to 18 million six months later,
then up to 18.3 million shares, then down, then up and down again! The fre-
quency and size of these moves are unusual even for securities firms. They have
produced & major industry more volatile than housing, autos, and even machine
tools. This saw-tooth pattern of volume is a top management challenge.

A second force impacting on firms and impacting to a greater degree than
previously Is the sharper, more volatile character of price movements in securi-
ties markets. Such moves, reflecting the rapid, sometimes instantaneous, reaction
of institutions to news and to each other, present an historically unique pattern
of price fluctuation. Moves up and down of 109 or more in {ndividual stocks in
anyk given day are difficult for the best specialist, blocktrader, or third-market
maker,

SEST COPY AVAILABLE
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Price of Securities Services.—A third impact on securities firms flows from the
capacity of institutional investors to exercise their economic weight on securities
commissions, Prior to December 1968, the minimum commission charge per share
for an institutional size order and for an individual investor order were identical.
What happened subsequently is shown in Xxhibit 11. On institutional transac-
tions, the volume discount in December 1988, negotiated rates at the $500,000
level in 1971, the new minimum rate schedule of April 8, 19072 and the further
lowering of the negotiation breakpoint to $800,000 in that same month have com-
bined to reduce dramatically the per share commission cost. The commission on a
typical block trade of 25,000 shares of a $40 stock has declined 61.49 from 89¢
per share to 18.2¢ per share. In contrast, the individual trading 100 shares of
the same $40 stock is paying 58¢ per share today, as opposed to 39¢ in 1068, an
increase of 48.7%. We believe that institutions are not paying their fair share of
the lc:otssts of providing investors and corporations with deep, l\lquid securities
markets.
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EXHIBIT 11

INDIVIDUAL VS. INSTITUTIONAL ‘

COMMISSION CHARGES ON A $40 STOCK
; 1967 - TODAY
i

Commission Per Share

! Individual: Institutional:
: 100 Sh. at $40 25,000 Sh. at $40
1967 (Based on rate schedule 39¢ 39¢
in effect since 1963)
1968 (Volume discount infro- 19¢ 24¢
duced in December)
1970 (Service charge added in s4¢ - 24¢
April)
1971 (Negotiated rates over S4¢ i8¢

$500,000 as of April.
Typical charge of 12.5¢/
share above $500,000)

1972 (New rate schedule. 58¢ 17¢
Typical charg> of 12.5¢/
share above $500,000
continues)

' 1972 (Negotiated rates over 58¢ ' t6¢

$300,000 as of March.
Typical charge of 14¢/
share above $300,000)

TODAY (Typical charge above 58¢ 15¢
$300,000 now is 3/10
of 1t of value)

i

Note: A g ber of sh in block transactions
on KYSE in 1972 was 24,559
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Why is it important that securities firms operate successfully-across the
natior ? The reason is because they, too, like banks and savings and loan asgocl-
ations are financial intermediaries encouraging saving and investment. This
effort enables them to perform the vital capital raising function which credtes
new jobs, higher personal income and new government taxes, It still takes over

$25,000 to create one new manufacturing job in this country. I direct your atten. -

tion to Exhibit 12 (attached to the end of our statement). It is a copy of a 1956
public notice of a $320 million common stock offering by the General Motors
Corporation. Over one-half million of these shares were sold to investors through
an investment banking syndicate consisting of 861 broker dealers in major cities
across the nation. Pages 2 through 5 of the exhibit show the cities in which these
firms were located. The cost to General Motors of the underwriting was 68.7
cents per share. X

We use this exhibit to make one very important point. Note how many firms on
the list are circled. Each one of these organizations is no longer in existence,
They have disappeared through merger or dissolution, There is a question as to
how our major corporations will raise funds in the future. More importantly, how
will the lesser known, and newer local companies raise capital to get theie-start?
And at what price? .

What can be done? First and foremost, we belleve, it 18 imperative that this
nation provide positive new incentives to encourage risk-taking by increasing
numbers of individual investors. The willingness of Americans to take risk is
atrophying. Many older investors are locked in and will not turn over their
savings. Others are seeking safe rather than venturesome investments, We view
the capital gains tax as a tax on progress. During the 1960's, and particularly
after 1969, incentives offered individual Americans through the capital gaing tax
were reduced. They are now insufficient to attract Americans to risk-taking. The
top rate on capital gains rose over 40%-—from 2859% to 86.59%. The ravages of

inflation, the ups and downs of the market, the alternatives of high rate insured ~

savings accounts at banks and other savings institutions all prompt investors to
fook elsewhere, If these trends continue, this country simply will not have the
capital to finance the expansion we need in corporate or municipal services. The
{nstitutional investor has shown little appetite for new issues. For individuals it
comes down to this: the risks of loss are simply not worth it if the government
takes away up to 86149 of any profit—and more, when one considers state and
city income taxes such as those in New York, California, and many other states.

The question of the capital gains tax is not a matter of “closing a loophdle”
which benefits only the wealthy. The issue is preserving the very essence of our
free enterprise society, encouraging risk taking, and providing the incentives to
prompt new capital formation for the benefit of all Americans, On this count
thiere can be no conflict between the small investor, the big investor, and the non-
investor. Therefore, we recommend the following steps: :

First, the introduction of a sliding scale in the amount of a capital gain to be
taxed to an investor. Simply, the longer an investor held an asset, the lower the
proportion of the gain he or she would be required to include in his taxable in-
come. Such a sliding scale would help to recognize the inflationary facts of life—
that $100 invested in 1947 has a real value of onl&) $51.80 today and $100 in-
vested even as recently as 1087 is worth only $80.60 today. Because gains due
to inflation are lumped for tax purposes In the one year in which the stock is
sold, the tax bite on inflation is all the more painful for those who have held assets
for many years. The sliding scale we propose would range from a 1009 inclu-
sion foi a short-term gain held for three months and 409 from one year to five
vears, 809% at five years, 209, at ten years, 159 at fifteen years and 109 over
twenty years.

The downward sliding scale of inclusions, by unlocking locked-in assets, will
mobilize capital as well as increase realization and government revenues.

If tax reform were to accomplish nothing other than to free the locked-in
generation, it would be most constructive. New York Stock Exchange research-
ers estimate that persons over 65 own over $275 billion, or 83 percent of all
stoe). Unless and until these gains are unlocked, the government gets no rev-
emtuie rr?m eteh:m. Nor do they become available for reinvestment in areas of new
national need. — .
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What kind of money are we talking about here? Estimates made in the mid-
1980's placed unrealized capital gains in equities at between $233 billion and
$585 billlon. Since then, if anything, these unrealized gains have increased,
Unlocking even half of these dollars (using the low estimate) and taxing them
at say a 20 percent rate would produce over $20 billion in revenues the govern-
ment would not ordinarily receive. These estimates do not include vast assets
held in the form of land, real estate and other types of property.

Secondly, we believe there is a need for new incentives to attract any un-
locked investment dollars to mew risk investments, We recommend more equi-
table treatment of capital losses, From the point of view of the shareholder, tak-
Ing a loss on a stock that went down hurts just as much as a business loss or
a loss due to casualty or theft. We need incentives to encourage investors to take
those losses and recycle their remaining capital, -

Ideally, in order to encourage risk-taking, the deductibility of losses should
parallel the treatment of gains, It does not today. This would hopefully stimu-
late Investors to act on economic rather than tax logle. It would also provide a
very strong incentive to the individual who is choosing between an insured sav-
ings account and a risk asset. o

If Congress continues to feel that some arbitrary limit must be placed on the
capacity of an investor to offset capital losses against ordinary income, we be-
lieve that the economic realities of today mandate a raise in the minimum from
$1,000 (which has been in effect since 1942!) to $5,000.

Thirdly, we believe holding period for capital gains treatment should be mod-
ernized, All the Treasury Department and industry statisties we have examined
show that a three-month period will separate short term speculation from in-
vestment as well as a six month interval. We propose that capital gains treat-
ment start at three months and would re-name the 3 month to 12 month interval
as intermediate term, rather than short or long. o

There you have a specific proposal designed to increase the incentives to in-
vestors to participate directly in equity markets and counter-balance the growing
institutional power. )

. Our second recommendation relates to the need for full disclosure by institu-
tions, We know in aggregate terms that institutional holdings and .activity
in securities have iIncreased dramatically in the past few years ‘to the
oint where they now dominate the marketplace. Beyond this, little hard in.
ormation exists. Bxcept for the few that choose to do so voluntarily, banks,
self-administered foundations, endowments and employee benefit funds and many
insurance companies do not provide information on their holdings or trading ac-
tivities to the public at large or any governmental agency. We believe that public

- reporting should be required of all sizable institutional investors. This would

permit the exercise of appropriate regulatory oversight, honor the principle of
full disclosure, and provide a basis on which-to fashion meaningful answers to
many of the vital questions posed by this Subcommittee. Indeed, regular and
comprehensive institutional reporting was the major legislative recommenda-
tion of the SEC Institutional Investor Study undertaken pursuant to a Joint

~ Resolution of the 90th Congress. We believe that action shotld be taken now to

implement that suggestion.

Finally, we believe ways and means should be found to achfeve orderliness in
the short run in securities markets so that businessmen seeking new funds, gov-
ernments requiring financing and individual investors seeking sound participa-
tion in the growth of Corporate America will be able to base their judgments on
long-term trends and fundamentals. In 1972, our industry raised approximately
$100 billion in new capital for businesses and governments, In the years ahead, it
will be called ofi to raise even more. The great new challenﬂges in developing new
energy reserves, oil, natural gas and atomic power, of financing the housing

~ needs of American families, of restoring the ecological balanc% of financing

transit systems and other urban services in these difficult times of high interest
rates will take more, not less, capital from more and not fewer people. The only
group with a pool of monies enormous enough to meet the nation’s requirements
is the great mass of American households, Public policy must encourage their

fullest particlpation in financial markets, . .
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Exsisir I
[From Business Week, June 2, 1073])

EDITORIALS-—GIANTS THAT ROCK THE MARKET

The Institutional investors dominate Wall Street today. They own half of
the stocks on the Big Board and account for more than two-thirds of its trading
volume. Their dramatic growth—paced by the bank trust departments with bil-
lions of dollars of pension fund money to handle—is forcing profound changes in
the structure of the market and in methods of securities regulation (page 58).

The end result of these changes clearly must be broader markets and tougher
regulation of the institutions, The price stabilization mechanism of the auction
markets provided by the stock exchanges cannot cope with the huge quantities
of securities that the institutions want to move, And the regulatory machinery——
designed on the assumption that most of the trading would be done by small
investors turning over modest blocks—simply does not apply td some of the
most dangerous features of institutional trading,

The institutions tend to play follow-the-leader. The stocks they like moar to
sky-high prices, while the stocks they don’t like go nowhere. As a result, a few
issues sell at absurdly high muiltiples, but the rest of the market is underpriced.
There 18 no room for the small investor, no room for the fledgling company trying
to go public. And since institutional favor is such a precious commodity, com-
panies bend the rules in all sorts of ways trying to gain it.

The biggest obstacle to effective regulation of the institutions is ignorance.
Mutual funds, which hold some $45-billion in stocks, must report their holdings
quarterly. But bank trust departments, which hold neatly fout times that much,
make no such accounting, The Securities & Hxchange Commission’s massive
study of institutions, based on 1969 data, 18 now hopelessly outdated. ]

The starting point for new regulation, therefore, should be to tighten the
disclosure rules and extend them to the banks, insurance companies, and all
other institutional investors, That would provide up-to-date information. With
the facts in hand, Congress and the SEG could then devise the regulations that
are needed to restrain the excesses of the institutions without crippling the
necessary functions they perform. ,
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Senator BentseN. Our next witness is Mr. Salim Lewis.
Mr. Lewis, we understand you do have some experience in block
trading?

STATEMENT OF SALIM LEWIS, SENIOR PARTNER,
BEAR STEARNS & CO.

Mr, Lewis. A bit. . .

Senator BEnTsEN. And if you would state your position, we would
be pleased to hear your testimony. )

Mr. Lews. I am a senior partner in Bear Stearns & Co. in New
York and I have been in the business of actively tradin% securities for
just about as long as I can remember. I came into the business in
1928 and, having the benefit of those years, I do have just a couple
of comments that I would like to make, and then I would be very
happy to triy to answer any questions that you want, realizing, of
course, the limitations of your time.

I don’t think that the market is really quite as surprising as every-
bodf else seems to think it is in this day and age. I can recollect very
easily being told in 1981 and 1932 and the public would never be
back in the market again, and I lived through the years of 1932 and
1938 and 1984, where the volume ranged in the New York Stock
Exchange from 500,000; 600,000; or 700,000 shares a day.

. And I'heard that same thingyrepeated in 1988. I heard that repeated
in 1962, or late 1961 and 1962. You have seen what has happened from
that time on.

In my judgment it was not true then and it is not true today. I think
that Don Regan’s little picture here tells us that things are going on
today that most ‘s)eople who talk about the market reatly don’t see and
don’t understand, namely that the public has already started to re-
enter the market on a limited scale. We are specialists on the floor of
the New York Stock Exchange and we are specialists on the floor of
the American Stock Exchange. We find that many of our securities
which have done nothing but go down, we find now interest starting to .
come into them again. This has happened before, and I think it will
happen again.

think that, obviously, it is a frightful mess when you have a situ-
ation where you cannot publicly finance or raise money at desirable
prices and at desirable levels. As Mr. Whitehead stated, for companies
who are well worthy of it, but I must say that it can’t bé legislated.
I don’t think, except with certain help from tax incentives and so forth
and so on, you can legislate this because the market will have to take
care of those ills and I think the market will.

Senator Bentsen. Well, let me ask you, we are going to consider
questions of possible changes in taxes and what effect they might have,
but would you not consider disclosure a step forward ¢ :

Mr. Lewss. I am 150 percent for disclosure. One hundred and ﬁf?'
percent. But I am not in favor of putting any restrictions on the trad-
m%loplgortunities or the trading practices of the large banks, because
I think, as Mr. Regan put it, and put it very clearly, the sale over a
space of time of a block of stock would just create an impossible situ-
ation, God knows who is going to buy the first batch of it. . :
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Senator BentseN. Yes, even in a situation where it was suf)posed to
be a confidential relationship, with the problem of possible leaks and
allizou could have some serious problems there, couldn’t you.

r. Lewis. Senator, there are no secrets in Wall Street, they don’t
last for more than 10 seconds.

One other thing that I think is quite important here. I think that,
although I know it is not under the jurisgiction of this committee,
and I know you don’t want to go into it, or I gather you didn’t; nev-
ertheless, institutional membership in the stock exchange and nego-
tiated rates are very, very important factor of the entire market and
have to be considered, in my opinion, as part and parcel of where we
are going in terms of markets over this space of time. '

Briefly, as far as that is concerned, I just want to tell you that I feel
that institutions should not be permitted to join the stock exchange
unless they are joining to form a securities firm or affiliate to come out
and compete with my firm, with Goldman, Sachs, and with Merrill
Lynch, and the others, and they should not be permitted to join the
exchange for the simpl’e and single purpose of recapturing their com-
missions, ‘ _

Senator BenTsEN. Mr. Lewis, I appreciate your views on that but
we do want to leave that up to the Banking and Currency Committee,
and we would prefer, particularly because of the limitation of time,
that we stay on those areas where this committee has jurisdiction.

Mr. Lewis. OK.

Senator Bextsen. Fine.

Mr, Lewis. Well, I am sorry, but the only reason I mentioned it is
I felt they are interrelated, and I do recognize the fact that it is not
. the jurisdiction of this committee, as I stated when I began my
statement. L

Well, I don’t think you would want to go into the preference to the
auction market vis-a-vis the dealer market? I think that is Senator
Williams’ committee.

Senator Bentsen. Yes, unless you want to give us some background

information ? . .
Mr. Lewis. As far as background information, I am very, very
strongly in favor of the continuation ahd strengthening of auction,

the auction market rather than progressing anywhere further along )

the route of a dealer market. .
I feel that it is certainly most beneficial to the public and I think,
after all, that is what we are all trying to serve, the public. And I

think as you approach a dealer market you are really approaching a -

real danger. v - :
Senator Bentsen, Well, let’s see, you are a big lot trader. My ex-

ferience hag been—let me see if yours has been the same along these

ines—insofar as the institutions holding major blocks of stocks of

corporations are concerned, isn’t it generally the case when they have—
and I am sure there are exceptions to this—but when they have dis- -

satisfaction with a corporation’s management, they sell out rather

than getting involved in trying to change the management$

Mr. Lewis. Without any question of doubt, - -
Senator Bentsen. And move on to something they think is' moré

attractive rather than staying in to fight the management$

N
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Mr, Lewis. That is correct, and that obviously is what it should be.

Senator BentseN. And let me ask you, do you know of exceptions to
that where major institutions have become involved in influencing the
management of the corporationf -

Mr. Lewis, I think periodically a few of them have tried. I cannot
tell you exactly how successful they have been. I really don’t know.
I think that it was probably more evident in the mutual fund in-
dustry, which you don’t hear as much about these days, for obvious
reasons, than it would be with the banks. That is my personal
experience.

enator BeNTsen, Well, let me ask you about this kind of situation.
Suppose you had an institution that was a major owner of stock of
a corporation—let’s say they own 15 percent of the stock—and that
corporation in turn developed certain problems and then the corpora-
tion came to the institution for a loan. Now, do you think there is a
possibility they would be influenced as to whether they made that loan
or not because of the fact they were a substantial stockholder of that
corporation ¢ .

t. LEwis, As Mr. Regan said a few minutes ago, supposedly the
two sides of the banks don’t meet.

Senator BenTsen. He said “supposed!

9
Mr. Lewis. And I said, “supposedly.?’, After all, I never worked in

a bank. I don’t know. I said they should definitely be apart and afield
from one another.

Senator Bentsen. How about an insurance company ¢

Mr. Lewis. I would think that would be the same.

Senator BENTSEN. Senator Bennett, do you have questions

Senator Bennerr. No.

Senator BenTseN. Senator Roth?

Senator Rorm. Just one followup question, Do ang of these mutual
funds or banks put one of their employees on the board ¢

Mr, Lewis. Do any of the mutuals?

Senator Rorr. Where ‘they have a large holding in a company, is
there any practice of Euttmg a man on the board ¢ .

Mr. Lewis. It has been done, yes; but I think that is part of yester-
day’s business. I don’t think that is a factor today, but I know of some
instances where that has been done. : !

Senator Rorw. That is all.

Senator Bentsen. Mr. Lewis, again, what recommendations would

you suggest to this committee that you think would help the situation
to make it more attractive to the individual investor to participate in
the stock market and develop a situation that was healthier from a

~ ~standpoint of equity money being; available to the small and medium-

sized corporation in this country

Don’t you think it is important # I am sure you do.

Mr. Lewis. I think that is extremely important.

- Senator Bentsen, If there is a Xerox company that is coming along
and being created, they will need money and—

Mr. Lewis. Yes; and also, Senator, by the way, it makes block-
stock trading possible. It heips to prevent it from becoming a loss
leader so-to-speak, and——

Senator Bentsen. Do you have any recommendations? We have
talked about the problems. What are the recommendations?
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Mr. Lewis. My recommendations are whatever advantages tax-wise
you can give them, which I heard suggested here today in several dif-
ferent ways, which I won’t bother to repeat, that would be one way.
No. 2, I think that we mustn’t forget that we are suffering still or
maybe just not getting over, in my opinion, the results of a tremendous

rowth in G‘NIg and income and inflation and all of the rest, which
have all been discussed today at some length, and every time you have
a situation like one of those, which is accompanied by the way by a
heck of a lot of financing and some top grade, some medium grade,
some small grade, and some lousy ones, you always pay a price for it.
And as long as I have been in this business, we have paid a price for
it, and we%mve just paid one heck of a good price for it, but we
mustn’t be too surpriseg at this in retrospect.

I must say one thing, Senator, and this is no criticism of anyone
mentioned because it is an unnatural thing to do, I know, but we should
have been sitting here talking about this about 2 years ago or 114
gears ago, and not when the damage has been done and when %

elieve you will find—and I will bet on it—that natural corrective
causes within the market will take care of the situation, because the
small investor, believe it or not, Mr. John Q. Public, will be back in
the market.

I am 100 percent in favor of as much publicity as possible bein
sivgn to prevent these corporate heads from taking their funds an

ividing them in five different places and setting those five places up
against each other, because it results in the most unsound thing you
can possibly have, and goodness only knows, you have had a belly of
it recently,

Senator BenTsen. Well, thank you. )

Mr. Lewis. But, it is not as unnatural a thing as we might be led to
believe today to have a market like ours is as a result of all these
causes,

Senator BEnTsEN. But, do you not believe that, when you look at the
percentage of dollar volume that was done by institutions 10 vears
ago as opposed to now, that you have a trend there. and that, if you
extrapolate that trend, you have a problem ? .

hMr.hLEWIS. I don’t think you are having a great problem now in that
though.

Se%ator BenTseN. You don’t think this has expressed a trend over
the last 10 years?

Mr. Liewis. I think that there is a very definite trend over the last 10
years, but T don’t think that trend represents anv great problem. I
think that you will see the percentage of institutional trading down
somewhat against the amount of trading that the public will do in the
market when and if the public is convinced that the market has turned.
But I think over the long run institutional trading will go higher and
higher ; because, remember one thing—— ,

Senator BENTSEN. You mean percentagewise ¢

Mr. Lewrs. Yes: the institutional trading in many instances repre-
sents the money of the public.

Senator BentseN, T understand that very well.

Mr. Lewrs. It is their money in there and it is just being done in a
different way. '
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Senator BenTseN. But, it is concentrated into a few parties that are
making investment decisions. Now, do fyou gee a problem if institu-
tional trading went up to 90 percent of the market?

er. Lewis, I think 90 percent would certainly bother the heck out
of me, yes.

Senagor BenTseN. How much of your fifm’s business is done with
institutions percentagewise?

Mr. Lewis. Counting here and abroad, I would say about the same
percentage as the stock exchange, 70 percent. _

Senator BentseN. About 70 percent of your firm’s business is insti-
tutional business?

Mr. Lewis. Yes; we are not fundamentally a retail house.

Senator BENTSEN. Mr. Lewis, do you have anything further you
would like to advise us?

Mr. Lewis. No. ;

Senator BenTseN. We will stand adjourned until tomorrow.

[Whereu{)on, at 12:30 p.m. the subcommittee recessed, to reconvene
at 10 a.m., Wednesday, July 25, 1973.]
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U.S. SENATE,
SuBcoMmrTTEE ON FiNnaNcian MARKETS,

or THE CoMMITTEE ON FINANCE,
Washington D.C.

The subcommittee met, pursuant to notice, at 10:15 a.m., in room
2221, Dirksen Senate Office Building, Senator Lloyd Bentsen (chair-
man of the subcommittee) presiding.-

Present : Senators Bentsen and Bennett.

Senator BEnTsEN. The committee will come to order.

We will have some other members of the committee with us in a bit.
é’Ve are in competition with some other committees as always in the

enate. -

Mr. Callaway, I want to welcome you and Mr. Smith and Mr. Fiske
before this committee. Let me say in order to stop any concern you
might have at the outset, so far as this committee is concerned you are
not convicted of anything nor is this an adversary proceeding. How-
ever, as you have indicated in your statement—and I glanced it over—
considerable attention has been focused on institutional investments
and some very strong statements of concern have been expressed as to
the possible adverse impact of such investments. But since the health
of the market is often governed as much by confidence. I guess, as by
economic indicators, I believe we will benefit from this inquiry.

In a recent survey in May of this year it indicated that 70 percent
of investors believe the market is being manipulated and that an
aspect of that manipulation is the unfair advantages to institutions.—

So you are going to be given a chance to answer those kinds of be-
liefs apparently held, according to this survey anyway, by 70 percent
of the invéstors. And if institutions are not a problem in the market,
although msany investors believe they are, then you will be able to ex-
press that viewpoint. - .

T am concerned, in part, Mr. Callaway, by things that always are
irrational in markets. T have never seen any market where you couldn’t
pick out some irrational examples of things, but I was reading from
the London Financial Times, dated July 20, 1978, and I will quote,
“When you discover that the stock market valuation of Avon Prod-
ucts, a cosmetic company exceeds that of the U.S. steel industry you
know either Avon must be very special or that the steel industry is
ve;gv sick indeed. And when Xou learn that the steel industry is in the
middle of a boom year, and Avon’s growth rate has dwindled over the
last decade from 20 percent to around 15 percent, you can decide dis-
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ti?ctilvely the real problem must be a market with such haywire sense
of values.
Now this is supposedly= sophisticated investment writer and cer-

" tainly it is a responsible periodical.

-So these are some of the things I know of that lead to questions by
the average investors about institutional investing.

So without any further comment, why don’t you begin with your
testimony, Mr, Callaway.

STATEMENT OF SAMUEL R. CALLAWAY, EXECUTIVE VICE PRESI-
DENT, MORGAN GUARANTY TRUST CO. OF NEW YORK, ACCOM-
PANIED BY HARRISON V. SMITH, SENIOR VICE PRESIDENT AND
DEPUTY HEAD OF THE DIVISION AND ROBERT B. FISKE, FIRM
OF DAVIS POLK AND WARDWELL, COUNSEL

Mr. CaLLaway. Mr. Chairman, I have identified méself as Samuel
R. Callaway, an executive vice president of Morgan Guaranty Trust
Co. of New York, and the head of its Trust and Investment Division,
and with me on my right are Harrison V. Smith, senior vice president
and deputy head of the division, and on my left Robert B. Fiske of
the firm of Davis Polk and Wardwell, who is our counsel.

Mr. Chairman, I have an abbreviated version of my statement and
I think our position can be most clearly presented to the committee if
I can go through that version and attempt to answer questions later.

Senator Bentsen. That would be fine.

Mr. CaLLaway. May the full statement, as filed be included in the
record, sir$

Senator BenTseN. I have read your statement and I think you have
presented your side of the argument well and we would be very pleased
to have it in full.

Mr, Carraway. Thank you. I thank the committee for this oppor-
tunity to appear before it. I am especially a%preciative because, along
with many others who are engaged in the business of mana, in-
vestments, I have been dismayed at certain misconceptions which have

. gained wide circulation concerning the role in our economy of institu-

tional investors, particularly bank trust departments. It was with a
view to promoting wider understanding of our function that we in~
Morgan Guaranty began publishing reports on our trust and invest-
ment activity. Copies of the two reports we have issued thus far have
been furnished to the committee staff, and I have brouiht an addi-
tional supply with me in case any members wish to have them. ‘

In the 'Y‘rust and Investment Division our fiduciary activities are
concerned with three broad categories of work. First, we serve as trus-
tee and investment manager for employee benefit funds, which are
mainly pension funds for the employees of industry. The second cate-
gory 1s the administration and investment of personal trusts and
estates. The third is the providing of investment advisory service to
individuals and institutions. .

My statement concentrates on the first category, the trusteeship and
investment of employee benefit plans. It is the iargest of -our thres
categories in amount of assets managed, and it is the category that in
recent years has experienced the greatest growth. In addition, the



(4}

57

employee benefit function most, closely reflects our investment phil-
osophy and policies, since it is the one category in which we typically
have sole responsibility for determining how the funds are to be
invested.

I think it would be useful to the committee for me to describe briefly
how we invest the funds which are set aside by employers to provide
retirement benefits for ultimately some millions of their wot kers.

Let me say at the outset, because there has been a great deal of mis-
understanding on this point, that a high price-earnings multiple is
not uppermost in our minds in seeking out investment opportunities.
Obviously, if two stocks had identical histories, identical current situa-
tions, and identical future prospects, and one sold for 80 times current
earnings and the other for 15 times, we as an investor would choose
the latter.

Our investment policy is determined by three basic characteristics
of employee-benefit glans which distinguish them from other major
types of institutional investor, such as mutual funds. The most im-
portant characteristic is that the liabilities to be met by these plans
are of a long-term nature, Tydpically, the trustee can foresee a net in-
flow of cash for a long period of time, This means he ig confident he
will not have to sell volatile securities in poor markets in order to pay
out benefits, and he therefore can invest for optimum long-term re-
sults without undue concern over interim fluctuations.

The second distinguishing characteristic is that the funds, in line
with the intent of Con to encourage employers to establish pen-
sion and other benefit plans, are not subject to income or capital gains
taxes, This frees the trustee from the tax-related inhibitions that affect
many other investors.

e third characteristic is the fact that there is no distinction or
conflict between income and princigal, because-both are dedicated to
the same Kurpose of assuring benefit payments to the ultimate bene-
ficiaries. A dollar of price appreciation is just as good as, but no bet-
ter than, a dollar of interest or dividend income.

Our constant and overriding objective, as dictated by our fiducia
responsibility, is to achieve the best possible results, consistent wit
prudent management, for the funds entrusted to our care. This ob-
jective has led me, having in mind the basic characteristics of em-
ployee-benefit funds, to invest principally in common stocks and other
equity securities, . .

In buying or selling stocks, our emphasis is on selection rather than

timing, When we sell stocks out of these accounts, it is not because we.

consider them overpriced at the moment, but rather because we be-

lieve the fundamental factors have changed adversely, or because it

lf;as belcome clear that we made a mistake in buying the stock in the
rst place.

In Is);um, we are not traders. The profile of the typical portfolio under
our management chanfges over time, but at a gradual pace. The activity
rates and turnover of our employee-benefit plans are noticeably low
compared with those of other groulps of institutional investors. ,

Our activity rate last gear was 11.5 percent. You will recall that one
of the witnesses yesterday mentioned that turnover for individuals
on the New York Stock Exchange last year was at the rate of 20
percent. :

3
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In selecting stocks, we employ the standard tools of analysis. We
look at a company in terms of the general economic framework, the
markets the company serves, the competence of its management, the
strength of its ball)ance sheet, its history of progress in revenues, earn-
ings, and dividends. We look at-the price of the company’s stock in
relation to book value and to current and Prospectwe dividend pay-
ments, We look at the quality of earnings. We look at the ratio of price
to earnings—not only to past and present earnings, but most impor-
tantly, to our projection of future earnings, since we are investing
for the long term. s

As earlier stated, between two stocks otherwise identical but sellin
at different price-earnin%s multiples, we would choose the one wit
the lower multiple. But if, in our. judgment, the higher-multiple stock
has far better future prospects then it becomes a question of how much
better, and the margin may be great enough to make that-stock—
again in our judgment—the better investment for the long-run pur-
poses of a pension fund. i )

The ideal investment situation is one in which a stock can be bought
at a relatively low multiple of current earnings and held while earnings
increase steadily and substantially and the multiple rises. We are
happy to be able to report that a number of the high-multiple stocks
in fl‘\)e pension funds we manage were acquired, at least initially, when
their price-earnings ratios were significantly lower.

This discussion of the relationship between stock prices and company
earnings brings us to a subject which has occasioned a good deal of
heated comment—namely, the gresent wide disparity in price-earnings
ratios between some stocks and others, the so-called two-tier market.

Of course there is nothing new in the notion of a market having
gradations—or tiers. What makes the present market different from
markets of the recallable past is the greater margin of favor now en-
joyed by a few stocks. ‘

Contrary to an impression that many people seem to hold, the con-
dition referred to as the two-tier market is not something that anyone
has decreed or willed into existence. It is the product of a series of
economic events starting more than a score of years ago and coming
down to the present time.

The series of recessions that occurred in the years after World War
II produced the phenomenon of the recession-proof company, the com-
pany which was able to maintain growth in earnings and dividends
even during economic downturns, '

Companies enjoying this kind of advantage were singled out for
special recognition in the stock market. Their price-earnings multiples
began to reflect their special standing. The upgrading, however, ap-
parently went too far and too fast, because these were the stocks that
suffered most in the market shakeout of 1962, Then came an unusually
long period of freedom from either recession or rampant inflation.
During this time, extending into the latter 1960’s, the distinctions
drawn between companies on the basis of their resistance to adversity
were less sharp, because the economy—and corporate earnings gen-
erally—kept growing fairly steadily.

The recession of 196971 changed that. It was different in configura-
tion from the earlier postwar recessions. Instead of being short and
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steep, as they had been, it was long and shallow. Its adverse impact
reached a greater number of companies, It had the effect of once again
and more dramatically, widening the market premium for the kinds of
company that were able to come through the slump relatively
unscathed. ‘

_This effect was reinforced by the imposition of price, wage, and
dividend controls just as the economy was beginning to show improve-
ment in terms of total activity. It became apparent that many com-
panies could not produce earnings increases at a rate greater than the

_ continuing inflation. The stocks of such companies naturally suffered,

and this served to accentuate the preference for companies more fav-
orably situated.

The controls on dividend increases particularly affected the market

status of stocks of cyclical companies.

Now, with the recovery from the 1969-71 recession appearing to
have run its course, the stocks of nongrowth companies have hadg the
down side of a cycie without the full effect of the com ensating up
side. Further, during the slowdown many companies tﬁat had pre-

* viously been considered recession-proof fell from that state of grace

as their earnings growth was impaired by the prolonged duration of
the downturn. -

This whole combination of factors, I believe, is the main cause of
the present unusual disparity in the stock market’s evaluation of com-
panies which, at first glance, may not seem all that different in invest-
ment quality. It is not a healthy situation. But investors, whether in-
stitutional or individual, are not the cause of it. They are merely re-
acting to the situation they perceive. Blaming the two-tier market on
investors is like blaming a rainstorm on the people who put up their
umbrellas,

What can be done to restore a more even gradation of investor pref-
erence among stocks? I hope it is obvious to all that the answer does not
lie in trying to force investors to stop behaving like investors. If we
retain any belief in the ability of markets to allocate resources, it
should be evident that the correction has to be more fundamental.
‘What is required, in my opinion, is that investors become convinced
that the economy is entering a period of sustainable %rowth with a
lower rate of inflation than we have had over the past 6 or 7 years.

As a matter of fact, right now some investors—and we are among
them—are looking beyond the slowdown that seems to be approach-
ing, and are appraising opportunities among companies currently out
of favor but li‘)tely to find a better environment in the years ahead.

Concern has been expressed by yourself, Chairman Bentsen, and
others about the ability of American industry to raise capital under
the conditions that have been prevailing in the stock market. Without
question, a company whose stock is selling at a very low multiple of

earnings is reluctant to issue new shares. But let us look at what has

been happening in the capital market in the period we're talking ‘
about. Last year net new issues of stock by U.S. corporations totale
more than $12.8 billion. In 1971 they were $13.4 billion.
Senator Bentsen. Let me interrupt at that point, Mr. Callaway.
In the net new issues, that were issved last yeat, can you give me
gome idea of the size of those companies; of the multiples of earnings,
price times earnings that those companies were dealing in ¢
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In other words, were those companies these top-tier companies
rather than bottom-tier companies?

In effect, has this worked to their advantage?

Mr. Carnaway. I do not have statistics to prove what in my opinion
the answer to that question is. I believe that it ran the full gamut of
the high-tier and low-tier, Senator.

Senator BenTseN. That is your guesst

. Mr. CaLLaway. That is my guess.

Senator Bentsen. Wouldn’t it be reasonable that the low-tier com-
panies would not be investing

Let’s say, let’s take the extreme case to make the example of a com-
pany that is selling at five times earnings. Now if the compan% makes
an investment, if he goes out and invests, he would have to have an_
investment in effect that would make 40 percent before taxes and there
are not that many around.

Mr. CarrawAy. That would be difficult, Senator.

Senator BentseN, Wouldn’t it lead us to believe that this new capi-
tal was raised principally by those selling in the top tier as far as price
earnings, multiples?

Mr. CaLLaway. I was basing my guess or opinion on the fact that we
did invest in a lot of companies, in 1971 and 1792, as we mention later
on in the statement, and in our own experience those investments were
made over a wide range of high tier; low tier, low earnings, high earn-
ings, multiple stocks, and it doesn’t seem to me that there was any
particular emphasis on the high tier multiple stocks.

Senator BenTsen, But would it be correct to say, even though you
say you have covered the spectrum, could you say how much money
you put into that spectrum in the different tiers

Mr. Carraway, Yes; I think those figures will come along in a
moment.

Senator Bentsen. All right.

Mr. Carraway. Those totals were well in excess of earlier years. In
fact, in the Erecedin B Fears, 1988 through 1970, the annual total
never got as high as $7 billion, and in 1968 it was a minus figure,

Through the normal workin%e oﬁeupgly and demand, the very high
volume of new stock issues in the last £ years was contributed to the

eneral weakening of stock prices. As might be expected, new issues
this year are running at a considerably lower rate, totaling—accord-
ing to one industry source—just over $3 billion in the first 6 months.
By historical standards, however, even that level is not exactly an in-
dication of anemia in the capital market. '

Senator BenTsen. On the other hand, Mr. Callaway—and I com-
mend this blue book for your study if you have not had a chance to
study this—in that book you will see almost an innumerable number of
issues that had to be withdrawn because of an unfavorable response by
the marketplace, .

f course, those are generally low-tier companies with low
multiples. -

Mr. Carrawaz. Yes, sir. ‘ ‘

Low price-earnings ratios on their stocks don’t hinder sound, well-
established companies from raising money through long-term debt if
they’re unwilling to sell stock at current prices. ‘
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Senator Benxrtsen, What would you say that a corperate bond could
gell for in the market now and it was a low-tier company ¥ What in-
terest rate do you think they would have to pay?

Mr. CaLraway. A low-tier high-quality company ¢

Senator BENTSEN, Yes.

~Mr. CaLLaway. I would guess just under 8 percent.

Senator BEntseNn. Under 81

Mr. CaLLaway. Yes, sir, a long-term capital issue,

Senator Bentsen, That is an awfully high-quality company then?

Well all right.
_ Mr. Carraway. How about smaller, younger companies that need to
raise eguity capital to finance their rapid growth? In this connection
T would like to describe briefly what we have been doing about invest-
ment in such enterprises,

Back in the early 1960’s we moved aggressively to increase the par-
ticipation of funds under our management in investments in care-
fully selected companies of relatively small size. The attractions of
smaller companies as investments for our trusts included the follow-
ing: There is more room for them to grow in a given product or service
market; they normally have greater operating flexibility than the big
companies; they stand to get proportionately more mileage out of any
one new product or other innovation they may devel?lp.

On the other hand, we realized that there were drawbacks. Among
them: Oreater rigk. less liquidity in the investment, much greater ex-
pense—in proportion to the size of the investment—for the research
and analvsis needed to make the investment and to follow it properly -
once made. :

We felt we could overcome the drawbacks and presreve the ad-
vantages by applying the technique of commingling.

So in 1961 we created our special situation—equities commingled
fund to invest in smaller companies, defined as those with market
capitalization of up to $100 million. Later we-established a fund to
specialize in small-to-medium-size companies, those with total market
capitalization between $100 million and $500 million,

At the end of 1972 the special situation—equities fund had assets
with a total market value just under $1 billion, representing invest-
ments in 182 different small companies. The fund for intermediate-
size companies had $600 million divided among 86 companies.

Tn the 2 years 1971 and 1972, through commingled funds we put
$261 million into stocks of smaller companies and $356 million into
medium-size companies, both as heretofore defined. The combined sum
represented 84 percent of the total net investment made in common
stocks fot all our employee bsnefit futids during the 2-year Feriod.

Irivestments made by the smaller-company fuid during the period

involved 218 different compsdnies. In thé casé of 75 of the companies, _

the investmetits were made in connédétion with registered stock offer-
ings with all or part of the proceeds going as new capital to the com-
panies whose shares were putchased. In addition, 27 smaller com-

.. panies received direct infusions of eapital through purchases of se-

curities by one of our commirigled funds which specislizes in real
estate and housing investments;
I have cited thede figuires showing our invelvement with-smialler
companies because I think there has been a widésprexd téridency to
00-822-~78—pt, 1§
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accept too uncritically the contention that large institutional investors
invest only in large companies. Just within the past week, a widely
read newspaper column dealt—as it often does—with this subject.
1t said by way of introduction : “The major banks with their enormous
capital reserves have limited purchases to their 50 favorite stocks and
their impact is such that there are reverberations all down the line.”
Then the-column named two small. young companies as typical vie-
tims of the reverberations in that their own stock prices were suffering
from the preoccupation of institutional investors with larger com-
anies. -

1 It so happens that our Trust and Investment Division, on behalf of
pensign trusts, holds 60,000 shares of one of the two small companies
named.

There is a good deal of discussion these days about the individual
investor’s role in the stock market and how it is affected by the role
of institutions.

And I was encouraged, considerably, with the testimony given ‘on
this subject by yesterday’s witnesses. It was more current than any
other information I have seen on the subject and I was glad to hear
.

My statement also includes some data which strongly sugiests that
allegations about the absence of the individual in the stock market
have been greatly exaggerated.

Now, in my statement, Senator, in any event, we see no basis for
attributing any lessening in tradinlg by individuals in 1973 to the
presece of institutional investors. Much more plausible explanations
are the general downtrend of stock prices, the attraction of high yields
offered by fixed-income investments such as bonds, concern about the
well-advertised financial problems of the securities industry, and the
{;eneral mood of uncertainty induced by political developments here at
home and recurrent crises in the international money markets.

1 know of no quick and easy way to increase the direct participation
of individuals in the stock market. The achievement of convincing
progress against inflation, with a consequent reduction in interest rates,
‘and the resumption of a sustainable rate of economic growth with the
expectation of a steady expansion in corporate earnings, would be the
most powerful stimulants I can think of for the public appetite for
equities.

qIn addition, Senator, the change and tax treatment suggested by
witnesses yesterday could be expected to have a very decideﬁe:nd en-
couraging effect.

In concluding this statement, Mr. Chairman, and members of the
commitee, may I respectfully suggest that the current inquiry not dis-
regard the findings which emerged in 1971 from the exhaustive study
of institutional investing conducted by the Securities and Exchange
Commission at the direction of the Coz:igress. The Commission, in its
letter transmitting the report of the study to the Congress, referred to
its important finding that institutional trading overall has not im-
paired price stability In the markets.

This, it seems to me, has important bearing on the whole range of
interest that occu};)ies the committee in these hearings. Contentions that
the situation is other than that found in the study. I should think, must
bear the burden of proof., . .. - .. L ol

N
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Again, I thank the committee for the opportunity to present this
statement. I will try to answer questions that you may wish to ask.

Senator BenTseN., Thank you, Mr. Callaway.

Of course this committee has been studying the report of the Com-
mission. Now, Mr. Callaway, you speak of the percentage of stock
that is owned by individuals and of course we have this testimony, but
again we also have the testimony that insofar as dollar volume traded
on the New York Stock Exchange that in 1963 the private investor had
something in the area of 65 percent of it and now he has something in
the area of 30 percent of it and the reverse has happened in favor of
the institutions.

Now, if that trend is to continue, and if it does, and we see no signs
of abatement, would you not think it a matter of concern if it got up
to, for example, 90 percent of the dollar volume in the marketg

Mr. CarLaway. Yes, sir, I think that there are two ways, Senator,
if I may, of looking at this particular aspect of the market. One is by
the percentage of the market and the other it seems to me is by the
volume of actual share trading done in the market,

And our figures from the New York Stock Exchange yearbook indi-
cate that from 1960 through 1963—no, I am sorry—through 1971, the
volume of shares traded by the individual increased from 2 million to
5 million shares. Now this was a much less rapid increase than took
place in the share trading by institutions which grew from 1 million
to 10 million, .

I think we find some solace in the fact that the individual investor
is not leaving the market. In terms of increasing the number of shares
he trades, he is not moving as fast as the institutions,

Senator BENTsEN. Haven’t we had figures presented to us that show
that there is an actual reduction in the number of private investors
in the market ¢

: Mr. CarrawAy. I am not aware of those figures. I am sorry to say
that, sir. .

Senator BentsEn. Would you give me some idea of the size of your
trust department? Some idea of the magntude of your company’s
operations?

I understand that vour trust department has some $27 billion in
funds. How much of that is in common stocks?

Mr. Carraway. $27.2 billion at the end of 1972 and of that amount,
roughly across all three categories of accounts, roughly 80 percent was
in equity securities. and that includes convertibles, bonds with war-
rants, and so forth ; largely common stocks, Senator.

Senator BentsEn. Now. approximately how much new money do
you have to invest every month ¢ .

Mr. Carraway. Every month, sir?

Senator BEnTSEN. Yes, in stocks.

Mr. CarrawAy. On an annual basis—and the money does not flow
evenly—but on an annual basis. T would imagine that this year we
will have in the neighborhood of $1 billion. So that would mean, if my
arithmetic is correct, $90 million, or $100 million a month, or some-

thing like that, sir.

Senator’ Bexmepv. Well, yesterdav this committee reported out a
new pension bill with some very stiff funding requirements and I

g oy
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would assume that that might further increase the intake for in-
vestment ¢ .

Mr. CarLaway, Yes, sir.

Senator BentseN, Of your institutions?

Mr, Carraway. Yes, sir. i

Senator BenTsen. And vou say, at the present time, you have ap-
proximately $1 billion of new money over a year for investment that
could go into the stock market?

Mr. CatLaway. That is correct, Senator. .

Senator BEnTseN. Now yesterday we received testimony from Mr.

Whitehead and Mr. Regan that the rate of turnover of stocks of in-
stitutions was substantially higher than that of individuals. Would
you say that was true of Morgan? . )
" Mr. Carrawar. No, Senator; it is not. I think we have given your
staff the copies of the two annual reports that we have published and
in those pamphlets we have the activity rate in our accounts, in our
employee-benefit accouiits, as compared with other institutional in-
vestors, and—— Lo

Senator BenTsen. I asked you as compared to individuals.

My, Carnaway, Oh. all right. T apologize. .

According to the figures we heard yesterday, sir, and I do not know
for myself the turnover rate of individuals, but our rate of activity
was 11.5 percent compared to the 20 percent figure that was given
yesterday for the individual.

Senator Bextsen, Well, let me ask you if you think it contributes to
the fiduciary responsibility of pension fund managers to be running
full-page ads advertising their performance rates. I have some ex-
amnvles here for you. *

Mr. Carraway. It is not, I guess, up to me to judge my peers. We
have adopted the opposite philosophy. We do not believe in it other
than giving such information directly to the clients we are serving.
We do not publish our performance rates.

Senator BenTseEN. I know you are doing something on disclosure
already but do you see any objection to having to make periodic re-
ports with full disclosure of stocks held in your trust departments?
In other words, periodic disclosures, say, every quarter?

Mr. Carraway. We are very much in favor—and I think we are on
record—as being in favor of reasonable disclosure and we try to show
one way of doing that in our statement.

. We do have a bit of question about the frequency of such revela-
tions, because they might conceivablly affect the fortunes of our
clients. By that I am referring back to what was said yesterday

. about——o

Senator Bentsen. Wait, don’t the mutual funds have the same
problem? ’ '

Ié{r". ('?AL]‘I:%\WAY. Pa%célr%n? X
enator BENTSEN. atever applies to you, wouldn’t that also ap-
ply to the mutual fund shareho]dé)rg ? yo 0 P
Mr. CaLLaway. I believe it would.
Senator BentseN. And, if it is fair for him, isn’t it fair for you$
Mr. CarrAway. Well, sir, that is a very good point. I think you can
use that logic, and I am trying to explain the peint of view that we
have, which is that yesterday you heard about the large investor who

~
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might want to sell 100,000 shares and, were it known that he held
100,000 shares and offered 10,000 for sale, there would probably be no
takers because the market would know there are a great many more
shares to come.

Senator BEnTseN. The mutual funds do that all the time. They don't
necessarily clean out a portfolio on a particular stock. They may
decide to lessen their holdings of a particular issue. :

Mr. CaLLaway. Yes,

Senator Bentsen. And it is publicized and there are reports that
they are holding those stocks.

Mr. CaLrLaway. Yes.

Senator Bextsen. And if they offer half of that particular holding,
that doesn’t seem to preclude their being able to sell it. In other words,
they have been doing it

Mr. Cacraway. I reiterate, Senator, we are very much in favor of
disclosure, and we think it is right, and we have started to do some-
thing we thought would help in that. And we will be glad to cooperate
with any further rules and regulations on disclosure.

Senator BEnTseN. At what point in the management is the trust
department and the commercial side of the bank administered by the
same man ?

Mr. Canraway. At virtually no point except that I report directly to
the chairman of the board on a quarterly basis and to the board of
directors.

Senator BentsEN. The chairman of the board is over both sections?

Mr. Canraway. Yes,

Senator Bextsex. How about the president of the bank

Mr. CarLaway. No, sir, I do not report directly to the president of
the bank. My reports are basically quarterly reports to the chairman
of the board, and the board of directors of the bank, and they are very
genera] reports and do not deal with individual purchases or sales of
securities.

Senator BenTseN. Do you vote stock of the companies you hold in
the trust department ?

Mr. Carraway. In those cases where we-are the trustees, the sole
trustee, we do vote the stocks, and that would include almost all of our
emnloyee benefit plans and personal trusts and estates.

In the case of investment advisory accounts, individuals and insti-
tutions. those shares are voted by the individual client.

Senator BENTSEN. In the case where you are the sole trustee and yon
are dissatisfied with the management, or o management decision, do
vou try to influence or change the management’s course or do you sell
the stock?

Mr. Carraway. We would be more apt to sell the stock over a period -
of time if it appeared that no remedy was being made. .

Senator BEntsen. But you would not be adverse to trying to in-
fluence the management’s decision if you disagreed withit? _

Mr. Canaway. We would very seldom, in my recollection try to
influence the management.

Senator BenTseN. But you have done it? You don’t recall having
done so though{

Mr: Carraway. No, Ireally don’t Senator:
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Senator Brntsex. Do you think there are any secrets on Wall
Street ? ‘

Mr, Caruaway. Well, there are some. There are some secrets, I am
sure. WWe don’t feel it is an open book at all.

Senator BentsEn. We had a witness yesterday who testified they

_ lasted about 5 minutes.

Mr. Carraway. Well, we hope we can maintain secrecy longer than
that in our transactions, Senator.

Senator Bentsen; It is of concern to us, or to me at least, that some
of the portfolio managers no longer seem to pay much attention to
what some of us for a long time thought were the fundamentals in
studying the purchase of stocks but now it is a guessing game trying
to decide what you fellows are doing and what the iustitutions are
buying or what they are going to e selling.

Jo you feel that there is an exchange of views amongst portfolio
managers of major institutions?

Mr. Carraway. Not in our case. We have no idea whether it is true
in other cases, so I can’t speak about them, but certainly it is not true
in ours.

Senator BEnrtsen. Is it your opinion that they do not act in concert
and that the herd psychology does not apply ?

Mvr. Cacraway. That is my distinct fee{;ng in our case.

Senator BenTseN, So far as your institution is concerned ?

My, Canraway. Yes, sir, that is really all I can speak for.

Senator BenTseN. You have an investment advisory service, is that
correct ' '

Mr. CanrawAy. That is correct, Senator. -

Senator Bexrtsen. You indicate that the only time you sell a stock
is when you are aware that the fundamental factors have changed that
make it clear it was a mistake to have bought the stock in the first
place. Do you advise your investment advisory service of that at the
time that you might make changes in your portfolio or your trustee
accounts, or——

Mr. CaLLaway. I see. In effect.

Senator BEnTsEN. Is it done simultaneously ¢

My, CaLraway. It is simultaneous in a sense, the entire investment
department meets as one unit. The governing committee is the Trust
and Investment Committee, which meets to review all accounts so
that decisions on a single stock will a§ply to all types of our accounts;
all three categories of our accounts, Senator.

Senator Bentsen. What would you think of limiting an institu-
tion’s ownership of stock of a given com{)uny to 5 percent of that
company’s stock? This limit presently applies to mutual funds by the
Investment Company Act of 1940, What would you think of that if
you had a grandfather’s clause to protect presént holdings? What
would you think the feasibility of that would be as applied to insur-.-
ance companies or trust departments of banks?

Insurance comp~nies already have some of these limitations on them.
But what would you think of that being applied to trust departments
of banks? What problems would result?

Mr. Carraway. One problem that comes readily to mind is it seems
to me it would further accentuate the large holdings of large companies
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because it is much easier and more likely that you would have a holding
of over 5 percent in a small, growinfg company with a limited number
of shares outstanding than you would in a very large concern. So that
I would think that, 1f institutional investors were forced to sell down
to 5 percent, that that money might very easily flow into the big highly
cagitalized companies. -

Senator BextseN. In dollars, how much of IBM do you hold?

Mr. Cavraway. Sorry, sir.

Senator Bextsex. In dollars, how much of IBM do you hold now?

Mr. Canraway. A little over $2 billion at the end of 1972.

Senator Bextsen. That was billion?

Mr. CaLLaway. $2 billion.

Senator Bexrtsex. You should almost like a government,

Senator Byrd?

Senator Byrp. Thank you, Mr., Chairman.

Mr. Callaway, in your summary sheet at the to’p of your state-
ment, you say the {:resumed lessening of individuals’ participation at
present is explainable in terriis of economic and political factors rather
than as a result of institutional investors presence in the market.
Would you elaborate on that a bit?

Mr, Carraway, Yes, sir, I would be very glad to. I feel—and this I
think is somewhat borne out by our complete statement—TI feel that
the individual investors have been very conscious in recent years of
the higher yield that the investor can obtain on fixed income securi-
ties, bonds, as compared to the yield on common stocks or the future
yield on common stocks. And for that basic reason, for that very
reason, a number of years ago the individual investor appeared to be
moving from stocks into corporate bonds. And we also attribute part
of the reason, in our minds, and there is no way of proving this, to the
fact that the individual, through the growth of social security and the
private pension systems, is more assured today of his retirement and is
therefore more interested in investing today for current income. And
therefore, since the bonds give him, let us say, 8 percent, and the stock
at best 5 or 6 percent, it would seem to us very natural that he would
movle{a in that direction—in the direction of bonds and out of the stock
market.

Senator Byrp. That is what you mean by the economic factors?

Mr. CarLaway. Certainly. Yes. That is certainly one of them, any-

' “' a)"

Senator Byrp. Now, what about, you mentioned in terms of political
factors. What about that ? . ’

Mr. Carnraway. I think that investment certainly has a great deal -
of confidence built into the judgment factor, in other words, are you
confident that the economy is going to grow sustainably, are you con-
fident that dividends are going to grow, and so forth, and T think
that both domestically and perhaps internationally there has been
some lack of confidence on the individual’s part that those political

. factors are stable and will give him the background for a sustainable

increase in corporate earnings:

Senator Byrp. The apparent lack of confidence in the dollar. abroad,

~ do you fee] -that has had an effect on the market?

,Il\lh'.‘ Carraway. I would think that it has, Senator, yes, I.woyld tﬁitik
it has. h ' '

BEST CoOPY AVAILABLE
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Senator Byro. In your judgment, does that lack of confidence re-
flect 8 lack of confidence in Washington, so to speak? ‘

Mr. CaLraway. I don’t think I am any judge of that factor, sir.

Senator Byro. Let me ask you this question, which I have agked
each of the economists who have come before this committee. How
does an average individual, not a wealthy person, but an average indi-
vidual, man or woman, {)rotect himself or herself against inflation?

Mr. CarLaway. I would think that one of the ways that he or she
could protect themselves against a reasonable rate of inflation would
be investment in companies which hayve great promise of continuin
growth in their earnings and more importantly, in their dividen
stream which would provide the additional income down the road to
offset the inflationary factors and I think that is why I mentioned
carlier that, when the inflation factor gets to a point where he doesn’t
think he can match it with that, he is probably not very interested in
investing in stocks.

Senator Byrp. Well, are you saying, I assume, that a way, and per-
}mgs t%xe best way—is to invest in common stocks as an inflationary
hedge -

Mr. Carraway. It has been that, over great periods of time, and I
think it has been that in recent vears, if the selection of those stocks was
in the type of company I described. .

Senator Byrp. Could you, Mr. Callaway, briefly outline the proc-
esses by which the trust department of Morgan Guaranty decides to
buy or sell shares in a particular company ‘Who makes the final de-
ciston, for example ? ‘ :

Mr. Carraway. The final decision is made by the Trust and Invest-
ment Committee, composed of eight senior officers of our division.
There is nobody trom any other part of the bank on it. I am the chair-
man and Mr. Smith ‘is the vice chairman, and there are six other
members.

This committee reviews daily the individual accounts, the pension
trusts, the individual accounts, the personal trust accounts. We also
meet continuously in what we call a weekly meeting, which includes
the 45 or 50 investment advisory officers that we have plus the mem-
bers of our investment research department who are following the in-
dustries. And we meet all of the time to discuss the pros and cons of
industries, companies, and the economy, and so forth. '

No exact decisions are reached at those meetings, The outcome of
those meetings is perhaps that the individual officer brings to the com-
mittee for approval or nonapproval of stocks, but that is really in the
simplest terms I can think of, the way we operate. =,

Senator Byrp. Well, when a decision is made to take a strong posi-
tion in a particular company, how rapidly does that decision become
known in the financial commum,ti? ) ,

Mr. CarLaway. In the financial community ¢

Senator Byrp, Yes, .

Mr, CarLaway. I believe that sometimes it is a long, long time before.
it does, and other times it may be relatively soon. We are obyiously
most anxious that it doesn’t become known so that we can acquire
stocks at reasonable prices for our clients, and. we make every effort
both in our trading activities and in our personnel to see that the word
is not passed around. ’ o o
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_ Senator Byrp. Could you indicate what factors ¢ame to your atten-
tion last Junuary that caused Morgan Guaranty to sell a considerable
portion of Tropicana stock, which plunged from 58 to 16%

Mr, Carraway. I remember the incident of reviewing Tropicana.
We felt. that the prospects for the company, the ﬁrowth and earnings
for the company, were not as favorable as they had been previously,
and I honestly don't recall, Senator, the exact details of it, but it was
a decision made after review in the weekly committee meeting. It was a
decision made by the trust committee.

Senator Byrp. Did you have a strong position in that stock?

Mr. Caruaway. Relatively I think it was a fairly large position. I
mean, relatively to the size of the company, yes.

Sensator Byrp. And then would the fact that Morgan Guaranty dis-
g_osed of its shares, would that cause the stock to drop as sharply as it

id, do you think %

Mr, Carraway. I wasu’t aware of that at the time, nor'am I now, but
I could look into the matter and see if they occurred simultaneouly.

Senator Byrp. No; I was just using that as an example of how these:

large institutional investments might affect the stock. I don’t know
anything about TrOf)icana myself, —

r. CaLLawAY. 1 am sure you understand our main aim in life is
‘not to disturb the market either way.

Senator Byrp, Mr. Callaway, do you have any figures which might
il}dicate?the percentsge of a company’s outstanding stock held by

organf?.

Mr. Carraway. Do I have those figures withme?

Senator Byro. Do you happen to have any figures?

Mr. CarLaway. No; I do not. .

Senator Byrp. Or do you keep figures on that linef  _

Mr. Carnaway. We look at those figures, yes.

Senator Byrp. Do you have information as to what is the largest
amount of a company stock owned by Morgan—not the name of the
company—but what 18 the largest amount of stock owned by Morgan
in a company. . .

Mr. Carraway. Percentagewise? We do have that.

You also recall I think we do receive, as a trust company, the estates
and trusts that may be entirely invested in the family business where

the owneypship comes as high as 100 percent of the voting stock, or per-

haps even the entire issue outstanding.

genator Byrp. That should apply to estates?

Mr, CaLnaway. Estates and personal trusts, yes, sir.

Senator Byro. And personal trusts.

Other than such estates and personal trusts of family corporations,
are there any companies in which institutional investors hold a major-
ity of the stock?

Mr. CaLLawaY. Any companies in which institutional investors

 what?

‘Senator Byzp. In which Morgan Guaranty, for exaniple, would hold
a majority of the stock, or do you try to stay away from that?

Mr, Carraway. No, sir, I don't recall anything like that.

N Senator Byrp. I .guess what I am really trying to say, do you try to -
- stay away from owning as much as 50 percent of a company’s stock? .
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Mr. CarLaway. O, yes, sir, indeed we do. We have no arbitrary
limits, but we are very conscious from a standpoint of the liquidity
of the investment and also the possibility of control of the investment,
and I am sure that we have never gone to 50 percent, sir.

Senator Byrp. Does Morgan do 1ts own investment research or does
it rely primarily on brokers? ) -

Mr. Carraway. It relies primarily on its own investment research,
We have a staff here in the %nited States of 45 and maybe 7 or 8 peo-
ple abroad. We do also use what we think is the best obtainable re-
search from Wall Street that we can get, but we rely primarily on
our own in-house research department, and have for as long as I can
remember, sir.

Senator Byrp. Is there coordination between the loan department
and the trust department ? '

Mr. CaLLaway, None at all.

Senator Byrp. Thank you, sir.

Senator BENTSEN. Senator Bennett ?

Senator BENNETT, I am sorry I wasn't here to hear your statement,
but there are some questions that the staff has prepared because they
had the statement in advance, and so for the purpose of getting the
information into the record, I will ask them.

~ About how many brokerage firms do you use in your trading?%

Mr. CaLLawAx. At the present time, we use in the neighborhood of
300 or maybe a few more brokers and dealers in our investment -
transactions.

Senator BENNETT. Are they scattered around the country or are they
headquartered in New York? - -

Mr. Carraway. No, sir, they are scattered around the country.

Senator BENNETT. Could you tell us what kind of criteria you use
in selecting the broker, the dealers with whom you will work?

Mr. CatLaway. Senator, the first requirement is the ability to exe-
cute the order to our best advantage. In addition we of course look at
the financial condition of the firm, and we also take into account the
research capability of that firm. .
—Senator BENNETT. As a general rule, do trust departments acquire
stocks of companies graduallf' in a series of steps and then, when it
con:es‘fl;fne to sell, do you sell them off as a single block? Is that the
pattern . -, .

Mr. Carraway. I don’t think that is the pattern in our case, Senator.
We do acquire them gradually and over a long period of time, and in
most cases, unless there is a violent change in the circumstances of the
company, we sell them also over a period of time. In other words, we
don’t think, as we mentioned in our statement, that we are very good
at timing, but if we do see a gradual change or if through price in-
creases, a security becomes too large a part of the portfolio, we may
start to reduce that concentration in a given portfolio, yes. _

Senator BENNETT. Do I understand you to say that it is very rarely
that ?you would move completely out of a stock at a single point in-
time : S

Mr. CaLraway. That is correct. It is rare. - .

Senator BENNETT. Are there any occasions when two. institutional .
investors might act in concert regarding the stock of a particular
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company ? Do you operate in such a way that you occasionally cooper-
ate with another institutional investor in moving ¢

Mr. Carraway. Never, to the best of my knowledge. Never.

Senator BENNETT. You always operate on your own ¢

Mr. CaLLaway. Yes, sir.

Senator Bexwerr. I think you have answered the question of the
chairman, as to the question of setting limits on stocks which would
ba owned. —

Now, let’s turn to the question of the smaller investor. Is there a
minimum amount of money that a potential investor must have avail-
able before Morgan Guaranty will take him on?

Mr. CaLraway. Yes, sir. We have minimum fees, which in a sense
allocate the size of account we will take, and those fees are set in the
pension area and in the investment advisory area.

Of course, in the personal trust area, we operate under the statutes
of New York State. :

Senator BeNNETT. In effect, what kind of a minimum investment
does that produce ?

Mr. Carraway. Well, the minimum fee, Senator, for an investment
advisory account, including custody of securities and preparation of
some tax materiai, is $5,000 a year, and the client may wish t%é)ay that
minimum even though his account is onl% $200,000 or $300,000, or
i$400,0()0 1iln size. It is entirely up to him. We will take the account if

he pays that.
Senator BENNETT. So it isn’t a question of the size of the account?

It is the size of the fee that influences the decision of the potential.

customer ¢ .

Mr. CarLaway. Well, in all fairness, Senator, we are very interested
in keeping the number of accounts, which are approximately 7,300
accounts of all kinds in our trust-division, we are anxious to keep those
within manageable proportions. We say we give individual attention
to accounts and so we are careful about them, and so forth, and we do
not want to get big in numbers of accounts. It is very difficult for us to
individually take care of a large number of accounts, Senator. We have
made a plea that the Congress allow the banks, and not just ourselves,
the banks to in effect run mutual funds which would allow us to advise
on a commingled basis all of the investors who might want to come
tous.

accounts, small accounts, as decide to use your services?

Mr, Canraway. Well, yes, There is first the investment advisor?v ‘
service and the custody of the securities; the checking accounts, Well, .

and checking accounts, sir.

Senator BenNErT. That is on the other side of the bank, thought |

Mr. CALraway. Yes, sir.

Senator Bexyerr. Checking accounts is on the other side ¢

Mr. Carraway. Yes, sir, that is correct. It is really investment ad-
visory and custody of the securities, with some little tax information
pertaining to their investment accounts.

Senator BENNETT. I think that is all, Mr. Chairman.

Senator Bentsex, Well, thank you.

Now, you do have commingled accounts, don’t you?

Senator BExNETT. For the record, can you or would you outline for
us or list for us all the types of services that are available to such
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Mr. Carraway. Yes, Senator, but they are not available to any
account other than a trusteed account. We can only use commingled
accounts for personal trusts and pension trust accounts. The individ-
tml or tgle charitable institution, by law, we cannot use a common

rust and-——-

Senator Bentsex, I understand. Do you see any reason why your
commingled accounts, their performance, shouldn't be as much a public
record as mutual funds performance?

Mr. Carraway. Of our commingled and common stocks?

Senator BENTSEN. Yes,

Mr. CaLraway. I really don’t see any reason if——

Senator BExTSEN, You said yowdon't see any reason ?

b Mr. CaLraway. If everybody had to produce the figures on a similar-
asis, -

Now, the problem, T think, becomes that commingled -funds are set
ul)) for different purposes, and they may not be exactly identical in the
objectives of the particular fund.

Senator Bentsen. Biit different investors invest for different pur-
poses in mutual funds too. _

Mr. Carpaway. And they of course grade them as growth funds and
income funds and so forth. But I am thinking in our indus;ry,ll believe
where we have a separate fund for special situations, for instance,
small companies, that fund may be a part of a larger fund in another
bank, and it would be very hard to compare the two unless they were
clearly delineated. ‘ ‘

Senator Bentsen. Let me get you back to this question of the 1940
act and the 5 percent limitation. What is wrong with having a 5
percent limitation, be it a small or large company, in what vou hold
in your trust departments, as long as you have a grandfather clause
protecting what you held before since the mutual funds have had .
that kind of limitation since 19407

Mr. Carraway. Well, I must say that the latter part of your ques-
tion is difficult for me to answer. The first part I think I gave you
one answer to. There is another answer and that is that if ‘we are
limited to any low percentage of holding in one company, it would
mean that all of our clients, and particularly new clients coming into
us for advice, would not be treated equally with an existing clients.
If you held 5 percent of IBM and a new client comes to you, you are
not permitted to buy him any more IBM. So I think there wotild be
a restriction on the free investment judgment of the institutions.

Senator BentsEn. How does Morgan Guaranty go about getting
new business? ‘

Mr. Capraway. In the pension trust area, we have one individual, a
genior officer, who is responsible for soliciting any new business, and
he] lg(;fs to the corporations that are not presently clients; and tries to
sell them. : - \

Senator BenTtsen. Does he have a list of the customers of the bank

‘on the other side ¢ :

Mr. Carraway. No, sir. " -
Senator BenTseN. He doesn’t know who the customers of the bank
are? He doesn’t go over and visit his friend on the other side and try

_ to find out who is doing business with Morgan Guaranty before he

goes out to call on them ¢



73

Mr. CarLaway. He-does not, although it is perfectly reasonable a
client of the bank would come in and ask if we make a presentation——

Sendtor BentseN. I know, but you would discourage one of your
men from going to the other side of the bank and finding out who the
other customers are?

Mr. Carraway. That is correct, Senator. We don’t do that in any
aspect of our work,

enator BENTSEN. You have rules against that ¢ :

Mr. CarLaway. Absolutely.

?Senator Bentsex. He doesn’t know who the bank is lending money
to -

Mr. CaLnaway. No, sir, he does not.

Senator BentsEN. Do you think there is any maximum level of
assets that your bank could efficiently manage?
© Mr. CarLaway. That is a good question. That is a good question,
and we do consider it all of the time, I think that there are two aspects
of it. The first question, can we manage these assets and produce

proper returns for our clients, and to this moment at least we seem to
})e accomplishing that reasonai)ly satisfactorily.

The other is that, while we have grown, the total universe has
grown too, and I was interested, as a result of coming down here to
meet with your committee, to discover—and I hadn’t noticed this be-
. fore—that the proportion at book value of our pension trusts to the.

total private pension field has been slipping since 1968. It was then
10.3 percent of the total; and it is now 9.3.
- Senator BextseN, Why do you use book value instead of market?
. Mr. CaLraway. Those are the only figures available.
Mr. Sxrri. In the aggregate, that is right.
Mr. Carraway. I think maybe some correction of this is taking
place, Senator, in the diffusion of the investment of these assets of this
- growing pension and retirement plan field.

Senator BrxTsen. If there was a § percent limit on the amonut of
stock that you could buy in a corporation, do you think that would
force some buying down into the medium sized companies or not?

Mr. Carrnaway. Well, as I explained, we are already buying heavily
in the medium sized field.

- Senator BexTseN. Do you think that you are unique in this respect

" or do you think that is the rule of the institutions to buy into medium

"~ wgized and small companies ?

‘Mr. Carraway. Oh, in small companies, I don’t-think we are unique
any longer. I think we were one of the first to start to do-that, but
I think that the larﬁe trust institutions in most cases are looking for-
- investments in small, rapidly growing and well managed companies
and in medium sized companies, too. co

Senator BenTsEN. Do you think if a company had.10 percent of its
stock held by Morgan and ran into financial problems, that that could
influence the other side of the bank as to whether or not they gave

him a loan? :
. Mr. CaLraway. In my judgment, it would not. :
Senator BenTsen. On that stock where you are sole trustee, and
you vote it, how many people are involved in-the decision as to how
. you vote that stock ? ‘ S
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Mr. Carraway. The ultimate decision is made again by the trust
and investment committee of eight people. ‘

Senator BenTsen. Eight people{ ) )

Mr. CaLaway. Eight people. We also have a committee of senior
officers of the department, not members of the trust committee, who
screen all of the proxics as they come in and make recommendations
to us. As you know, there are a great many proxies that comsé in
and they come in at a certain time of the year. So we have a system
of screening these proxies by senior officers in the investment depart-
ment, and then the voting is approved or disapproved by the trust
‘committee itself.

Senator BentseN. Do you have any feeling as to the impact on the
corporate management of the fact that you might have 10 percent of
the stock of the corporation and have a deal with your bank? For in-
stance, I was talking to the president of a company, a new company,
the other days and he was telling me your trust department owned 10
percent of his particular corporation.

Mr. CaLraway. I think over the period of time that I have been
associated with this company, we have probably sold as many securi-
ties where we had 10 percent at one time as we have bought up to 10 -
percent, at another time. In other words, Senator, I think those com-
panies know today that we are not buying stocks to influence them
and the way they run their companies. We are buying solely in the

“hopes we will ﬁet a good return for our clients, and if that isn’t obtain-
able in our judgment, the stock may very well be sold. ,

Senator BenTsry. Do you have any fecling for how much your in-
vestment decisions influence others in the market who follow you as
the largest investor?

Mr. Carraway. I honestly don’t, Senator, and I don’t think our trad-
ing department, which would be the place you might find out that, I
don’t think they feel that way. Because of the way they do business, I
don’t think they feel that we, in our trading, do influence the market.

Senator BenTsen. With $1 billion to invest, aren’t you in a position
to really have a self-fulfilling prophesy on stocks by continuing to buy
them and thereby hold the price up ? ‘

Mr. CaLraway. I don’t believe so.

Senator BENTsEN. But you have the ability, don’t you?

Mr. Carraway. If we were to put it all in"one security yes, sir,

Senator BENTsEN. We heard yesterday from representatives of sev-
eral large brokerage firms that institutional investors such as Morgan
are dominating the fimancial market and driving many of the small
regional brokerage firms out of business, What is your response to such
alliaf tions? LTt

r. CaLLaway. In our case, I find that we are usually increasing the
number of small regional firms that we are using, :

Senator BentseN. More than you have in the past?

Mr. CaLLaway. Yes, sir.

Senator BEnTsen. Why? - ‘

Mr. Carraway. We find that in the nature of our business of seekin
to invest around the country, that small companies in many cases wit

he best aceess to the regional information
about the company and also about trading in the securities of the
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company. So that I believe—and I might ask Mr. Smith to corroborate
this—that our trend is toward a greater number of regional brokers.

Mvr. Sy, Yes; that is correct, because of the knowledge they have
of their own areas. .

Senator BenneTT. May T ask a question there?

Senator BenTsEN. Yes, Senator. .

Senator BENNETT: In using more regional firms, are you doing any.
more iiivestment in stocks that are not listed on the big board? And in
other words, are you doing more in local over the counter? .

Mr. Cacraway, We have always tried to do that, and we are still
doing a great deal of it. I don't know that I can say it is more propor-
tionately, but we have always been interested in this, Senator. )

Senator Ben~err, This has always been a part of your portfolio?

Mr. Carraway, Absolutely. : .

- Senator BexnTsen. This committee would like to explore some of the
Positive ways that we can encourage the individual investor to get
mek into the marketplace. I for one am concerned about the trend -
lere we see with institutions dominating the market, whether it is a
matter of fault or circumstances, or whatever it might be, and I would
"like to try to avoid that. I den’t want to see the sitnation develop that
has developed in the German market, for instance. I think that the
individual investor makes a very major contribution to stability in the
marketplace.

Some of the suggestions that have been made, such as not having to
capitalize commission rates and others, do you have any particular
fecling about that, for instance?

Mr. CaLzawAY. I really don’t, except I would abide by the judgment
of those excellent firms whose judgment is that it would help the
individual investor.

Senator BenTseN. Another suggestion has been made to give, in
effect, a free reinvestment or a delay in the capital gains paid if the

__money is placed back in the-market. Does that sound fair to you?

. Mr. Carraway, It does; and I think it would be a factor in influenc-
'mg the individual investor to go to the marketplace.
Senator BeNtseN. What do you think of the possibility of a capital-
oaing tax that is graduated for the period of holding %
Mr, Cavraway. I also feel that would be an aﬁded incentive in
‘ gettn;g the individual investor back in the market, if in truth he is
out of it.
Senator BenTseN. I don’t think anyone says he is completely out of
it. It isa question of degree that we are talking about.
Mr. Carraway. Exactly.
Senator Bentsen. When it comes to selling a large block, do you
principally go to the third market ?
Mr. Carraway. Not principally, no, sir. We do use the third market
and have used it for more than 20 years, I believe, and it has remained
a percentage of our normal trading business over most of the periods

_ of time, so we certainly would go to the third market on a large block
and test it.

“"Senator BenTseNn. Is it your feeling that continued inflation has -

hurt the stock market ? ,
Mr, CALLAWAY, Absolutely, I think it does hurt the stock matket.
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Senator BenTsey. Hurts it, and wh}yl'?

My, CALL?WAY. Because I Believe that inflation damages the earning
power, the future earning power of a great many of a major body o
corporations in this country and by doing that, it eliminates the desire
for the individual to invest in those compaiiies to protect his purchas-
m%power down the road.

enator BEntseN, Well, let’s probe that just a bit.

Mr. CaLraway, Yes, sir.

Senator BenrsEN. Why can’t they pass that on, and why doesn’t
that}i in?crease their profits? In other words, why does it limit their
profits "

Mr. Carraway. Competition will really set the prices on these prod-
ucts, and if the inflation of costs is greater than the amount that
prices could be raised in an industry, the gap would close on the profit
margins and the earnings down the road would be lower.

Second, I think that over the years the economy as a whole has
grown somewhere in the range of 4 to 5 percent in gross national
product and that that basically is the growth rate of a good body of
the corporate community. And if you have an inflation rate higher
than that or equal to that, you have obviously siphoned off a lot of the
future growth possibilities for the individual investor.

Senator Bentsex. It is my understanding you are the largest stock-
holder in the world ; is that correct'? - )

"Mr. Caraway. I don’t know, sir. I really don’t.

Senator Bentsex. How about the United States? ,

Mr. CALLaway. I believe wve may be. I have never tried to find out
whether that was a fact. I believe we may be, thou%h. ,

Senator BenTsen. Do you believe there is an added competitive force
in having one institution with that many billions of stocks?

Do you believe that other institutions are put in a disadvantageous
Ki)sition and find it very difficult to compete with the forces of the

organ Guaranty Co.? ' .

Mr. Catnaway. I don’t think so. I don’t think so. I think thre is
plenty of good competition for Morgan Guaranty. I come back in
relating our holdings in equity securities to the value of securities on
the stock exchange, which is well over $800 billion, and, if you in-
clude the other markets—if you include the American Exchange and
over-the-counter securities—it comes to well over a trillion dollars.
And, I think in that context, we are not that big. ~

Senator BEnTsEN. Senator Bennett ?-

Senator Bexwerr. Well, your last answer reminds me of a wise-
crack that used to quite prevalent with respect to this man Morgan’s
competitors, and that is they would if they could. [Laughter.]

Senator Bextsen..I don’t question that.at all;

Mr. Callaway, you have been very helpful.- Do you have unything

~ further you would like to add ¢

Mr. CaLraway. No, I do not,sir. N
Senator Bentsen., Well then, we will take your statement, in.its
entirety, a matter of record. ‘ , ‘
Senator Bentsen. At this time I would like to include this article
from the London Financial Times in the record.
[The article referred to follows:]



Tx

. the rest.

”

[From the London Financial Timgs, Fri., July. 18)
A SENSE OF IRRATIONAL VALUES

(By Nicholas Colchester)

When you discover that the stock market valuation of Avon Products, a cos-
metics company, exceeds that of the entire U.S. steel industry;, you know either
that Avon must be very special, or that the steel industry i8 very sick indeed.
When you then learn that the steel industry i8 in the middle of a boom year and
that Avon's growth rate has. waned over the last decade from.20 per cent per
annum to around 15 per cent, you decide, instinctively, that the real problem must
be a market with such a haywire sense of values,

The trouble iy the domination of Wall Street.by the investing ingtitutions and
the symptom is the “two-tier” market, of which the over-pricing of Avon i8 just
a solitary example, Other stocks that are part of the backbone of the U.S. econ-
omy have been ravaged by the market and a chosen elite among stocks—Kknown
as the Vestal Virging—hag somehow. defied the force of gravity.

Investment industry statistics begin to hint at a word that has not so far been
whispered within it~—monopoly. America has long struggled with monopolies in
its industrial markets and now faces them in the market-that deploys and raises
its capital, Like most monopolies in the industrial sector those that are emerg:
ing in the investment business are not the edifices of malignant men, but rather
the results of business success, They have problematic effects none the less, They
distort the trading mechanism that controls the prices of stocks, and they dis-
criminate against stocks. of small and cyeclical companies in favour of the equi-
ties in successful glants. They therefore need a measure of control,

Institutional investors now. control 46 per cent of the stock on the New York

 Stock Bxchange and account for over 63 per :ent of its trading volume. The latest

figures suggest that out of total institntional equity holdings of $310,000m., banks
control $170,000m., of which perhapy $110m,, is pension fund money, the mutual
funds $45,000m,, the insurance funds $42,000m., and other profesgional managers
'i‘hese figures put the investing power of certain large institutions into
perspective: Morgan Guaranty, $°7,000m., Bankers Trust $20,000m., Prudential
Insurance $18,800m. ani First National City Bank $17,200m. These figures rep-
resent very great pools of money that are deployed by a small number of men,
One result of this concentration of investing power is that it tends to channel
the flow of cash from these hig funds into a relatively small number of stocks. To

control a giant fund a small management team must invest and disinvest in a

serles of sizeable trades, There are only a limited number of American stocks
that have the liquidity to absorb these trades without price convulsions and they
are the 800 or so stocks with the largest capitalisations. A receiit survey by For-
tune Magazine showed -that major bank funds had about half of their equity
investments in the 20 most valuable companies in the U.S.

Superimposed on this need for bigness is an obsession with growth. The growth
fetish was born in the 1960s when it suddenly became fashionable.to price stocks
not with a canny eye on the way their current yield compared with the alter-
native of-fixed interest investment, but on the basis of a discounting of earnings

‘prospects that stretched nebulously into the future. This clond cuckooland of

growth through technology, synergy, and imaginative accounting collapsed in
the recession. of 1970 and a lot of investors wet their feet as a result. But a num-
ber.of the biggest funds had poured their money, almost defensively, into those
companies .that were able to keep. their promise of growth through bad times—
stocks like International Business Machines, Avon Products, Xerox, Sears Roe-
buck, and Eastman Kodak—and were left high and dry. These growth portfolios
were suddenly established as the outstanding success stories, the bandwagon
onto which any self-protecting fund manager must leap. So while the average

' frice of stocks on the New York Exchange has halved since the high point in

968, the value of a portfolio of institutional favourites has risen over the same.
stretch by 80 per cent.

Of course a4 growth company should be rewarded with a premium price multi-

ple, but it now seems that this premium hag lost touch with. reality, and that the

divergence in: valuation between the favourites and the rest threatens to damage -
" the ability of many companies to raise capital. It is difficult to place the blame

tqtithis disparity on anything but the rise in the relative power of the insti-
tutions. : -

" 99-828—173—pt, 1——6
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The Financial Analysts' Journal ran an interesting article in May that com-

pared a discounted cash flow evaluation of stocks in the growth and nongrowth -

leagues. The. stocks were chosen to be of equal risk (using a technique called beta
theory) and it was found that the rate of expected reurn implict in the pricing
of growth stocks was 7.7 per cent, while that for the nongrowth stocks was over
10 per cent. Since the risk co-efficient for the two groups was the same, this result
{mplied an irrational predilection for the growth league. -

The result was not necessarily bad news for the investor, because investment
advice must concentrate on saying what the market will do in all its irriation-
ality rather than on what it should do. But, as with international currencies,
what is acceptable to speculators can be bad for national economies. In the case
of American equities the concentration of investment money on the Vestal Vir-
gins has hit the venture capital market, has made a nonsense of the stock options
offered as an incentive to many American managements, and threatens to lessen
the ability of U.S. corporations to raise capital in the stock market, should they
need to do so.

There are a number of reasons why the largest investing institutions may be
frozen into patterns of irrationality. In the first place they would find it quite
impossible to get rid of some of the stocks they have accumulated. To take an
extreme example: some $15m. worth of IBM stock is traded daily on the New
York Exchange at current trading levels. If Morgan Guaranty accounted for all
of this, it would take the bank 140 trading days to get out of the computer com-
pany. Morgan is clearly well advised to sit tight.

The managers of these great funds do not think for themselves in ivory towers
but are made very conscious of what thelr rivals are doing and how they are
performing. All read the samé financial publications. They receive a lot of the
gime research. They know that by following the leader (a role fashionably
aseribed to Morgan) they can only do as well or as badly as the next man, With
concentrated investing power a joint decision to buy can be self-fulfilling in its
excellence—and vice versa for a joint decision to sell. )

To cap it all a joint buy decision, once taken, need never be tested on the out-
side world. The flow of money into pension funds exceeds the pension outflow
by an amount that each year handsomely exceeds 10 per cent of the total pension
fund money under management, So the growing inflow can be used to fund the
promised appreciation in the outflow, not fraudulently, but simply by buying
with the incoming funds the appreciated stock that must be sold to provide the
client corporations with their pension money. Reducing this prineiple to absurd-

ity, the pension fund industry could play this game with any commodity in which

it could corner the market. I am not suggesting that the impact of the pension
fund industry on the U.S. stock market is 8o absurd, but only that the ever in-
creasing inward cash flow, coupled with a concentration of resources, may help
the willing suspension of disbelief that seems implicit in the current rating of
Avon or of the secret researches of Polariod’s Dr. Land.

t

There are other results of institutional dominance, an impact on the afling -

securities industry, and perhaps on the faith of individual investors in stocks,
but they are another story. The institutions have, in fact, been with us for a

long time but only now, with the market down and public out of it, has thelr

impact been made apparent. The investment tide is out and has revealed whales
that once maneouvred through the market soundlessly. Various plans are being
mooted to decrease their new influence, Most of these schemes would force regu-

lation and revelation of the trades and investments of the big funds, and they
may well be less effective and more complicated than a forced reduction in size.

HEARTTHROBS AND WALLFLOWERS ON WALL STREET

Recent price P/E ratlo  1960-70 high

......... 321 3 309
Johnson and Johnson 120 53 ’ ?0
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- Senator Bentsen. Thank you, Mr. Cal]awaﬁ.
Mr. Cauraway. Thank” you very much,
opportunity.
tThe prepared statement of Mr. Callaway follows*:]

We appreciate this

PREPARED STATEMENT OF SAMUEL R. CALLAWAY, EXECUTIVE VICE PRESIDENT,
- MORGAN GUARANTY TRUST COMPANY OF NEW YORK

Mr. Chairman, members of the Committee: I am Samuel R. Callaway, an
executive vice president of Morgan Guaranty Trust Company of New York and
head of its Trust and Investment Division. With me are (on my right) Harrison
V. Sinith, senior vice president and deputy head of the Division, and (on my left)
Robert B. Fiske, of the firm of Davis Polk & Wardwell, our counsel.

I thank the Committee for this opportunity to appear before it. I am esepeially
appreciative because, along with many others who are engaged in the business
of managing investments, I have been dismayed at certain misconceptions which
have gained wide circulation concerning the role in our economy of institutional

‘investors, particularly bank trust departments. It was with a view to promoting

wider understanding of our funection that we in Morgan Guaranty began publish-
ing reports on our trust and investment activity., Coples of the two reports we
have issued tis far have been furnished to the Committee staff, and I have
brought an additional supply with me in case any members wish to have them.

In the Trust and Investment Division our fiduciary activities are concerned
with three broad categories of work, First, we serve as trustee and investment
manager for employee benefit funds, which are mainly pension funds for the em-
bloyees of industry. The second category is the administration and investment

“of personal trusts and estates, The third is the providing of investment advisory

service to individuals and institutions.
My statement concentrates on the first category, the trusteeship and invest-

.ment of employee benefit plans, It is the largest of our three categories in amount

of assets managed, and it is the category that in recent years has experienced
the greatest growth, In addition, the employee benefit function most closely re-
flects our investment philosophy and policies, since it is the one category in which
l\ve tytpzleally have sole responsibility for determining how the funds are to be
nvested.

I think it would be useful to the Committee for me to describe briefly how we
invest the funds which are set aside by employers to provide retirement benefits
for ultimately some millions of their workers.

Let me say at the outset, because there has been a great deal of misunder-
standing on this point, that a high price-earnings multiple is not uppermost in
our minds in seeking out investment opportunities. Obviously, if two stocks had
identical histories, {dentical current situations, and identical future prospects,
and one sold for 30 times current earnings and the other for 15 times, we as an
investor would choose the latter,

Our {nvestment policy is determined by three basic characteristics of employee
benefit plans which distinguish them from other major types of institutional

“investor, such as mutual funds. The most important characteristic is that the

liabilities to be met by these plans are of a long-term nature. Typically, the

‘trustee can foresee & net inflow of cash for a long period of time, This means he

is confident he will not have to sell volatile seeurities in poor markets in order

to pay out benefits, and he therefore can invest for optimum long-term results

without undue concern over interim fluctuations. ) -
The second distinguishing characteristic is that the funds, in line with the

“intent of Congress to encourage employers to establish pension and other benefit
. plans, are not subject to income or capital gains taxes., This frees the trustee

from the tax-related inhibitions that affect many other investors.

~ The third characteristic is the fact that there is no distinction or conflict
between income and principal, because both are dedicated to the same purpose
of assuring benefit payments to the ultimate beneficlaries. A dollar o. price

. appreciation is just as good as, but no better than, a dollar of interest or divi-

dend income.
. Our constant and overriding objective, as directed by our fiduclary responsi-

- bility, is to achieve the best possible results, consistent with prudent manage-

ment, for the funds entrusted to our care, This objectivé has led us, having in
rifnd the basie characteristics of employee benefit funds, to invest prineipally in
common stocks and other equity securities,

. ®A gubsequent- letter of Mr. Colloway appears at page 264 of this hearing,
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In buying or selling stocks, our emphasis is on selection rather than timing.
When we sell stocks out of:these accounts, it is not because we consider them
overpriced at the moment, but rather because we beljeve the fundamental factors
have changed adversely or because it has become clear that we made a mistake in
buying the stock in the first:place.

In sum, we are not traders. The profile of the typical portfolio under our man-
agement changes over time, but at a gradual pace. The activity rates and turu-
over of our employee benefit plans are noticeably low compared with those of
other groups of institutional investors.

In selecting stocks we employ the standard tools of analysis, We look at a
company in-terms of the general economic framework, the markets the company
serves, the competence of its management, the strength of its balance sheet, its
history of progress in revenues, earnings, and dividends. We look at the price
of the company’s stock in relation to book value and-to current and prospective
dividend payments. We look at the quality of those earnings. We look at the
ratio of price to earnings—not only to past and present earnings but, most im-
portantly, to our projection of future earnings, since we are investing for the
long term,

As earlier stated, between two stocks otherwise identical but selling at dif-
ferent price-earnings multiples, we would choose the one with the lower multiple.
But if, in our judgment, the higher-multiple stock has far better future prospects,
then it becomes a question of how much better, and the margin may be great
enough to make that stock-——again in our judgment—the better investment for the
long-run purposes of a pension fund.

The ideal investment situation is one in which a stock can be bought at a rela-

" tively low multiple of current earnings and held while earnings increase steadily

and substantially and the multiple rises. We are happy to be able to report that
a number of the high-multiple stocks in the pension funds we manage were ac-
?ulred, at least initially, when their price-earnings ratios were significantly
ower,

This discussion of the relationship between stock prices and company earnings
brings us_to a subject which has occasioned a good deal of heated comment—
namely, the present wide disparity in price-earnings ratios between some stocks
and others, the so-called two-tier market.

Of course there is nothing new in the notion of a market having gradations—or
tiers. What makes the present market different from markets of the recallable
past is the greater margin of favor now enjoyed by a few stocks.

Contrary to an impression that many people seem to hold, the condition re-
ferred to as the two-tier market is not something that anyone has decreed or
willed into existence. It is the product of a series of cconomic events starting
more thah a score of years ago and coming down to the present tiwe.

Companlies enjoying this kind of advantage were singled out for specia) recog-
nition in the stock market. Their price-earnings multiples began to reflect their
special standing. The upgrading, however, apparently went too far and too
fast, because these were the stocks that suffered most in the market shakeout
of 1962, Then eame an unusually long period of freedom from either recession
or rampant inflation. During this time, extending into the latter '60s, the dig-
tinctions drawn between companies on the basis of thelr resistance to adversity
were less sharp, because the economy—and corporate earnings generally—kept
growing fairly steadily.

The recession of 1069-71 changed that. Tt was different in configuration from
the earlier postwar recessions. Instend of being short and stéep, as they had
been, 1t was long and shallow. Its adverse impact reached a greater number of
companies, It had the effect of once again, and more dramatically, widening
the market premivm for the kinds of company that were able to come through
the slump relatively unscathed. ‘

This effect was reinforced by.the imposition of price, wage, and dividend con-
trois just as the economy was beginning to show improvement in terms of total
activity, It became apparent that many companies could not produce earnings
increases at a rate greater than the continuing inflation, The stocks of such com-
panies. naturally suffered, and .this served to accentuate the preference. for com-
paines more favorably situated. -

The controls on- dividend .increases particularly affected the market status of
stacks of _cyelical companies: Many.of these were held by investors who pre-
ferred current yield over.other components of ‘gain. With dividends held down,

" . BEST COPY AVAILABLE
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high-ylelding fixed-income investments such as Londs became relatively adttrac-
tlge go thosge investors. The dividend limitations, on the other hand, were of
Lttie or no consequence in the market valudtion of growth stocks, because in-
vestorg in those stucks looked to dividends as sources of future rather than eur-
rent income,

Now, with the recovery from the 1969-71 recession appearing to have run its
course, the stocks of non-growth companies have had the down side of a cycle
without the full effect of the compensating up side, Further, during the slow-
down many companies that had previously been considered recession-proof fell
from that state of grace as their earnings giowth was impaired by the pro-
longed duration of the downturn, ‘

This whole combination of factors, I believe, is the maln cause of the present
unusual disparity in the stock market's evaluation of companies which, at first
glance, may not seem all that different in investment quality, It i8 not a healthy
situation, But investors, whether institutional or. Individual, &re not the cause
of it. They arc merely reacting to the situation they perceive. Blaming the two-
tier market on investors is like blaming a rainstorm on the people who put up
their umbrellas,

What can be done to restore a more even gradation of investor preference
among stocks? I hepe it is obvious to all that the answer does not e in trying
to force investors to stop behaving like investors. If we retain any beilef in the
ubility of markets to allocate resources, it should be eviderit that the correction
has to be more fundamental, What is required, in my opinion, is that investors
become convinced that the economy is entering a period of sustainable growth
with a lower rate of inflation than we have had over the past six or seven years,

As a matter of fact, right now some investors—and we are among them-—are
looking beyond the slow-down that seems to be approaching, and are appraising
opportunities among companies currently ott of favor but likely to find a better
environment in the years ahcad.

Concern has been expressed by yourself Chairman Bentsen and others about
the ability of American industry to raise capital under the conditions that have
been prevailing in the stock market. Without question, a company whose stock
is selling at a very low multiple of earnings is reluctant to issue new shares. But
let us look at what has been happening in the capital markeét in the period we're
tatking about. Last year net new issues of stock by U.S. corporations totaled more
than $12.8 billion. In 1971 they were $13.4 billion. Those totals were well in excess
of earlier years. In fact, in the preceding five years, 1966 through 1970, the annual
total never got as high as $7 billion, and in 1968 it was minus figure.

Through the normal workings of supply and demand, the very high volume of
new stock issues in the last two years has contributed to the general weakening
of stock prices. As might be expected, new issues this year are running at a con-
siderably lower rate, totaling—according to one industry source—just over $3
billion in the first six months. By historical standards, however, even that level

T'Is not exactly.an indication of anemia in the capital market.

Low price-earnings ratios on their stocks don’t hinder sound, well-established
companies from raising money through long-term debt if they’re unwilling to sell
stock at current prices. How about smaller, younger companies that need to raise
equity capital to finance thelr rapid growth? In this connection I would like to
deseribe briefly what we have been doing about investment in sueh enterprises.

Back in the early 1060s we moved aggressively to increase the participation of
funds under our management in investments in carefully selected companies of
relatively small size. The attractions of smaller companies as investments for our
trusts included the following: thére is more room for them to grow in a given
vroduct or service market ; they normally have greater opéerating flexibility than
the hig eompanies ; they stand to get proportionately more mileage out of any one
new product or other innovation they may develop. :

On the other hand, we realized that there were drawbacks. Among them:
greater risk, less liquidity in the investment, much greater expense—in proportion
to the size of the investment—for the research and anlysis needed to make the
investment and to follow it properly once made.

We felt we could overcome the drawbaeks and preserve the advantages by
applyving the technique of commingling. This meant putting in one fund the invest-
ments we would make in smaller companies, and allowing the Individual pension
trusts to acquire units of participation in that one, commingled fund. By this
method each participating trust would have a well-diversified stake in the smaller-
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company area, the inevitable disappointments among the investments chosen
would not do serious damage to any one trust, and the problem of allocating
relatively small numbers of shares among a large number of trusts would be
solved.

So in 1961 we created our Special Situation—Equities commingled fund to -
invest in smaller companies, defined as those with market capitalization of up
to $100 million. Later we established a fund to specialize in small-to-medium-
s$dze com{)anies. those with total market capitalization between $100 million and

500 million, : .

At the end of 1972 the Special Situation-Equities fund has assets with a total.
market value just under a billion dollars, representing investments in 182 dif-
ferent small companies. The fund for intermediate-size companies had $600
million invested, divided among 86 companies.

In the two years 1971 and '72, through commingled funds we put $261 miilion
into stocks of smaller companies and $356 million into medium-size companies,
both as heretofore defined. The combined sum represented 849 of the total net
investment made in common stocks for all our employee benefit funds during
the two-year period.

Investments made by the smaller-company fund during the period involved
213 different companies. In the case of 75 of the companies, the investments
were made in connection with registered stock offerings with all or part of the
proceeds going as new capital to the companies who shares were purchased. In
addition, 27 smaller companies received direct infusions of capital through
purchases of securities by one of our commingled funds which specializes in.
real estate and housing investment.

I have cited these figures showing our involvement with smaller companies
because I think there has been a widespread tendency to accept too uncritically
the contention that large institutional investors invest only in large companies.
Just within the past week, a widely read newspaper column dealt—as it often
does—with this subject. It sa‘d by way of introduction: “The major banks with
their enormous capital reserves have limited purchases to their 50 favorite
stocks and their impact is such that there are reverberations all down the line.”
Then the column named two small, young companies as typical victims of the
reverberations in that their own stock prices were suffering from the preoc-
cupation of institutional investors with larger companies.

It so happens that our Trust and Investment Division, on behalf of pension
trusts, holds 60,000 shares of one of the two small companies named.

There is a good deal of discussion these days about the individual investor's
role in the stock market and how it is affected by the role of institutions, A
frequent allegation is that the individual is “out of the market,” and almost as
frequently the explanation is given that the institutional investors have driven
the individual out. I have seen no convincing proof offered for either proposition,
and I have seen impressive evidence tending to refute both.

Figures published by the Securities and Exchange Commission indicate that
individuals owned about 639% of all stocks in the United States, measured by
market value, at the end of last year. It is true that this percentage has been
declining gradually for a number of years, In 1960 individuals owned 709% of
the total. It is also true that the proportion held by institutions has been increas-
ing as that held by individuals has decreased. But individual ownership of
639 of the total is a long way from being out of the market.

Even as their relative share of total ownership has been declining, the abso-
lute dollar value of individuals' total stake in the stock market has increased
gﬂlﬁqmntially. In 1960 it"was $205 billion. At the end of last year it was $735

on.

So far as trading activity is concerned, the most recent data are those com-
piled by the New York Stock Exchange from reports of its member firms for the
first half of 1971. In that period individuals accounted for 409 of the share
volume done in public trading on the Exchange and for 519 of the share volume
in publie trading on all markets, including the Exchange. (The term “public
trading” here refers'to trading done for customers, as distinguished from trading
done by member firms for their own account.)

The Stock Exchange has not published data for later periods showing the dis-
tribution of trading between individuals and institutions, but it is reasonablé
to assume that individuals increased their activity in absolute terms in 1972 along
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with the increase in total market activity, and that they have decreased it thig
year as total market volume has declined.

There is no basis for attributing this lessened trading by individuals in 1973
to the presence of institutional investors, Much more plausible explanations are
the general downtrend of stock prices, the attraction of high yields offered by
fixed-income investments such as bonds, concern about the well-advertised finan-
clal problems of the securities industry, and the general mood of uncertainty in-

- duced by political developments here at home and recurrent crises in the interna-

tional money markets,

I know of no quick and easy way to increase the direct participation of indi-
viduals in the stock market. The achievement of convineing progress against
inflation, with a consequent reduction in interest rates, and the resumption of a
sustainable rate of economic growth with the expectation of a steady expansion
in corporate earnings, would be the most powerful stimulants I can think of for
the public appetite for equities. I believe any of us can predicfwith confidence
that the combination of those events would produce a sharp incerease in the abso-
lute level of individual participation in the stock market. ‘

As to the individual investor’s relative participation, it is important to recog-
nize that the gradual deeline in the percentage of total ownership and activity
accounted for by individuals is part of a fundamental social change. Society is
restructuring the ways in which it saves a part of current production to provide
for its own future.

The growth of the private pension system is the most visible manifestation of
this change, but the continuing expansion of Social Security is also part of it, and
so is the use of life insurance and mutual funds as a medium of investment by
individuals, As a result, the investment process is becoming increasingly institu-
tionalized and professionalized, but the investing is being done on behalf of indi-
viduals, To the extent that pension and profit-sharing funds, mutual funds, life
insurance companies, and savings banks are investing in the stock market, the
individuals whom they represent are actually in the market, albeit indirectly.

In concluding this statement, Mr. Chairman and members of the Committee,

‘may I respectfully suggest that the current inquiry not disregard the findings

which emerged in 1971 from the exhaustive study of institutional investing con-
ducted by the Securities and Exchange Commission at the direction of the Con-
gress;The Commission, in its letter transmitting the report of the study to the
Congress, referred to its “important finding that institutional trading overall has
not impaired pricestability in the markets.” .

This, it seems to me, has important bearing on the whole range of interest that
occupies the Committee in these hearings. Contentions that the situation is other
than that found in the study, I should think, must bear the burden of proof.

Again, I thank the Committee for the opportunity to present this statement. I
will try to answer questions that you may wish to ask.

Senator BEnTsEN. Our next witness is Mr. I. W. Burnham I, chair-
man, chief executive officer, Drexel Burnham and Co., Inc.

Mr. Burnham, pleased to have you this morning.

STATEMENT OF I. W. BURNHAM II, CHAIRMAN, CHIEF EXECUTIVE
OFFICER, DREXEL BURNHAM AND CO., INC., ACCOMPANIED BY
MARK N. KAPLAN, PRESIDENT -

Mvr. BurnnuaM. Thank you, Mr. Chairman.

Senator BenTsen. If you would give us your name and position,
then proceed with your testimony ¢ A

Mr. BurnHAM., Mr. Chairman, my name is I. W, Burnham the sec-
ond, and I am chairman of the board and chief executive officer of
Drexel Burnham and Co., Inc., and I have with me, on my right,
(1\)11'. %Jm'k N. Kaplan, who is the president of Drexel Burnham and

0., Inc.

Weé are members of all principal stock exchanges and commodities
exchanges, - ’
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"We employ approximately 1,400 pérsons and have capital funds-of
approximately $50.million, We have 10 offices in the United Statés, §
in Western Europe, 1 in Canada, and 1 in Tokyo, Japan, We are in
nearly all areas of the securities business and have more than 50,000
public customers. In addition, a_substdntial part of our business is
done with institutiondl investors, primarily acting as agent and fre-
quently when dealing in over-the-counter market, as principal. :

My own experience dates back to the fall of 1981. I founded Burn-
ham & Co., April1,1938.

Because of the relative short notice of nry appesarance before your
committee, I have not prepared a lengthy documentation of my posi-
tion, I prefer to state what I consider to be facts concerning the sub--
ject matter and a summary of my personal views. I would like to-point
out that the opinions expressed in'this documert are my own and not
necessarily those of Drexel Burnham & Co. Tiic., or my associates,

FACTS

There is institutional dominance of the equity ‘market as evidenced
by the following:

(1) The New York Stock Exchange states that institutional trad-
ing has advanced from 385 percent in 1963 to 70 percent at-the ptresent
time. While the institutional trading volume has been rising, the trad-
ing volume of individuals has declined in the same period from 65
percent to 30 percent. -

(2) Concentration of holdings. A recent Business Week article
stated that the 10 largest institutional investors taken together had
investment portfolios excluding real estate totaling $156.4 billion. At
the end of 1970 the personal trust departments of commercial banks
administered investment funds were valued at $292 billion, of which
approximately one-quarter was concentrated in just five bariks and
fully one-half in just 21 banks.

(3) Turnover ratio of institutions—since 1964, according to the
New York Stock Exchange, has increased from 12 percent to over 80
percent.

(4) At the end of 1972 insurance companies, pension funds, mutual
funds. and other institutions owned $258 billion of the $872 billion of
New York Stock Exchange listed equities. These data do not include
bank trust funds, estimated by the Féderal Reserve in 1971 to be
$343 billion,

(5) The unweighted stock market averages of the value line show
that stock market prices are nearly 50 percent below their peak in
1968 and 6 percent below year-end levels in 1961, -

(6) Excessive concentration of institutional holdings in approxi-
matelv 30 “famous name growth stocks” appears to have affected the
liquiditv of the marketplace. )

(7) Bloc transactions have increased substantially as institutional
activity has increased and has led to concentration of institutional
block business with fewer firms and has caused substantial portfolio
losses for some firms.

«(8) Neootiated rates have to some extent forced institutions to:con-"
centrate their business in order to receive the lowest commission rather .
than distribute the business more evenly throughout the securities in-
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~ dustry. This has caused a considerable decline in income for some
: ﬁt{ms,s principally small regional firms.

. (9)_The public investor has become discouraged, for many reasons
acluding, (a) the problems of the securities industry itself, (b) exces-
sive taxation, (¢) inability to part-iciyate in most block transactions,
d) losses in their investment portfolios and (e) attraction to other
orms of investment and/or speculation, such as savings banks, corpo-
rate and municipal bonds, real estate, and commodities.

SUMMARY OF MY PERSONAL VIEWS

1 do not believe that institutions have been harmful to the economy,

" ‘the public or the securities industry, and the blame for some of the

disappointments and frustrations of investors in the securities in-- -
dustry should not be aimed at them. There is no question in my mind

~ that the increasing trend to institutional dominance of the securities

markets and dominance by a few very large financial investors carries

_ with-it certain risks which should be considered. Generally speaking,

institutions have handled the funds of their clients relatively well, and
if for no other reason than the fact that for the most part they do not
borrow money, institutional accounts have not suffered greatly.

There have been many periods of our past history during which the
stock market declines of major proportions have occurred which were
primarily caused by the investing public, not the institutions. In par-
ticular, I recall the 1937-38 period when the stock market broke 50
percent in 6 months, entirely influenced by public liquidation. At that
tilme my guess is that institutions were about 5 percent of the market-
place.

It is a fact that institutions have concentrated on a relatively few
large growth companies and this has been a successful way for them
to come up with good performance in recent years. These institutional
holdings are now so large that I would venture to guess that many

~of them are havin; second thoughts as to the wisdom of continuing

such holdings and/or adding to them. The result may well be that in
future a{rem‘s better performance may be attained by institutions who
in a balanced portfolio are willing to include the second tier of com- |
panies representing American industry presently selling on the bargain’
counter with high yields and excessively low price/earnings ratios. ¥t
is the marketplace which will determine the wisdom of investments,
not regulation. e -

T am sure you are concerned with the fact that some financial insti-
tutions, principally banks and insurance companies, not only hold very
large positions in the stocks of certain companies, but are also lending
money to these companies and: doing other forms of business with
them. This may lead to conflicts of interest and some financial institu-
tions have already voluntarily separated their portfolio accounts from
the commercial side of the banks. It is a trend which should be
encouraged. -

In the-guest for performance institutions in the past 10 years have
from time to time invested in small unseasoned companies, and this
trend accelerated since 1968 to the point that nearly every financial
institution and investment trust had a growth portfolio directed to- .



SNTA

86
ward smaller companies. They were helped in this respect by the
securities industry which poured out a record number of hew issues
to accommodate them and t}xe public demand. '

The result has been rather disastrous not only for the institutions
but for the Hublic and the securities industry. Many of these securi-
ties have collapsed precipitously from very high prices to a fraction
of 5 percent to 10 percent of their former value. To some extent the
collapse of these securities was caused by the institutions themselves,
who in liquidating the positions were particularly impatient, and in
many cases dumped the positions on the first bidder. In many in-
stances, these secondary growth stocks have declined substantially
while their earning power has been increasing. It appears to be more
a reappraisal of price earning values and the relation to marketability
than earnings disappointments. In arveas where earnings were disap-
pointing or nonexistent the mrket decline was even more serious.

It is evident that the marketplace with only 30 percent of the trans-
actions going to public customers is inadequate to absorb this type of
liquidation. Possibly a lesson has been learned by the institutions be-
cause many of them have retired from investing and/or speculating
in small-growth companies, There are many instances of changes in
policy which are leading to reinvestment of these funds into other
less risky and more rewarding aveas. This liquidation brings to light
the fact that block positioning is extremely costly and dangerous in
small companies an!l that more care must be taken in acquiring and
liquidating this type of security. Other means must be found to in-
crease the denth of the marketplace for smaller companies. There are
many areas where the securities exchange themeselves without the need
for new rules and regulations by Government bodies can encourage
the use of special cfferings and secondary distributions to improve
marketability of smeller company issues.

In my opinion, certain steps have been taken by various agencies
of the Government in recent years which have been unwise and adverse
not only to the investing public but to the securities industry as well.
Some of them are: _

(1) The Federal Reserve Board changes the margin regulations
much too often and usually apgears to do it in order to affect the trend
of the market. By reducing the right to switch securities dollar for
dollar, the Federal Reserve Board has reduced the buying power of
the public enormously. In addition, the Federal Reserve has approved
over-liberal margin regulations for block trading firms to take un-
warranted risks. It has also approved for margin far too many over-
the-counter securities, many of which are relativély unliquid.

* (2) The Securities and Exchange Commission and the New York
Stock Exchange have collaborated in the practice of interrupting
trading in securities without thorough investigation. There are few
interruptions which do not cause large price declines and when one
considers that the securities industry and the banks are lending money
collateralized by securities, the decision to stop trading should be taken

~ infrequently and only after thorough investigation..

- (8) We are reading more and more suggestions by securities industry
leaders that some controls should be placed on the: liquidt}tion of secu-
rities by institutions which hold the equivalent of controlling amounts
of stock for their clients. It would seem to me in cases where an insti-
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tution holds in total 5 percent or more of the outstanding stock of any
conm*mny, substantial liquidation of a position might require that some
disclosure be made in advance, and that a short form })rospectus might
be used primarily to point out the most recent public figures of the
company and refer to the fact that the institution has no information
of an adverse nature. In litéuidations of this type, institutions should

‘be encouraged to use secondary offerings, and underwritten offerings

which would increase the opportunity of the public to participate
rather than sudden block transactions which deprive the public of this
opportunity and benefit oan a few securities firms. Nothing should
be done which would seriously undermine the liquidity of institutional
portfolios because the marketplace has lost enough of its liquidity

~already.

(4) The reduction of public interest in the market and the reasons
therefore have been covered elsewhere, but the important, thing is to
encourage the return of the public investor. In my opinion, your com-
mittee should give consideration to giving the public investor a tax
break which would increase his appetite for equity investments. We
need the decisionmakers who would prefer to invest their own money
but have for one reason or another turned this decision over to others
or have retired from the marketplace-entirely.

There are tax benefits at present for pension funds, for investors in
tax-free securities and for universities and institutional investors who
pay little or no taxes. It seems to me that the overly high capital gains
tax is a major deterrent to investment by individuals. Net long-term
gaing are taxed up to 35 percent before State taxes. I commend to you
g‘:e. brgchure of the SIA entitled “Tax Reform on Your Capital

aIns.

I believe that a reduction in the maximum rate on long term gains
and reducing the holding period would attract small and large in-
vestors back to the marketplace. The recent suggestion of an ingustry
member to permit an individual to retain $100,000 once during his
lifetime free of tax is Wworthy of consideration. If we are to finance
American industry, particularly the thousands of smaller companies,
we must have risk takers, and they won’t take these risks with the
Government being a 35-percent partner and putting up none of the
money. There are many other encouragements needed by risktakers
and decisionmakers which you are probably well aware of, such as the
end of profit controls on business, complete end of controls on divi-.
dends and less expensive money or interest rate.

5. Another area worthy of comment is the fact that for the past
40 years the SEC has been engaged in ruling the insider out of the
matketplace. For the most part the rules have completely discouraged
officers, directors, and their families from ever contemplating a short
term transaction in their own companies. You are no doubt well aware
that a short term transaction at a profit made in a period of less than
6 months requires a return of such profit to the corporation. This
means that any decision to buy or sell stock by an insider must be a
long term decision. I think it is time to review these: rules in the light.
of the need for liquidity in the marketplace. =~ = . -

There is no question in my mind that.in the past 6 months the mar-
ket, would have received a tremendous amount -of help from officers
and directors of corporations if the 6 months’ rule had been changed.
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I think it ig time to be less susgiciou& of p.ecso,le and to permit such
transactions on a shorter term basis, provided there is no insider in-
formation upon which the decision to buy or sell is em%zhmade.

In closing, I recommend to you that the solution to the problems
of the marketplace is not to drive the institutions either from it or into
inactivity. The pressing problem is to increase tremendously the pub-
lic interest in order to broaden the market for the secondary and
smaller companies, whose corporate needs must be satisfied, and in
which institutions for the most part are not interested.

Thank you very much for your attention, ‘

Senator BexrtseN, Thank you very much, Mr. Burnham. I would
certainly agree with you that I, for one, have no desire to drive the
institutions out of the market. I want to see them in there. The ob-
jective, obviously, is to try to find a way to bring the private investor
back into the market.

You made an interesting point that perhaps in the event of an in-
stitntion owning move than 5 percent of the outstanding stock, that
they have some kind of short form prospectus. Would you elaborate
on that a little bit

Mr, Burntiaar. Well, there have been cases, which I can remember,
where more than one institution have gotten together on a block trans-
action, aided, of course, by a block trader or broker, and in the course
of a few minutes, sold in excess of 10 percent of a company’s stock——

Senator BexTsEN. You realize the previous witness testified he
knew of no such instances insofar as his company was concerned.

Mr. Burnmram. T would suggest, well, T am not privileged, of course,
to what takes place in one banking institution; T am sure whatever
he said is correct.__ '

Senator BextseEx. But you do know of instances where at least ‘
others have done so?

Mr. Burvmaym. Well, firms that are engaged in block businesses
generally like to cleanup the market and if they know there are three
Institutions around that have blocks to sell, they don’t want to take
just one. It is a marketing problem. :

And one institution could be a seller without necessarily knowing

how much others are selling, but there was a case, I think some years ---

ago, where National Airlines, if my memory is correct, where over 10
I}‘ercent of that com;im:ny was sold one afternoon without registration.

here were three selling institutions, and the people that bought the
stock did very well in it, but my point is, Senator, that the controlling

- stockholder and insiders have certain rules which they must abide by.

And it seems to me that when an institutional portfolio gets that large,
it is very similar and the rules ought to be less onerous because they
may not be ingiders at all. So notice should be given by institutions of
an Intent to sell and some orderly fashion be established to protect the
marketplace.

Now, f have heard that this miﬁht collapse the market, but I refer
to you the fact that we have seen huge distributions by States, by bi
sellers who have been registered and not only it didn’t put the market
down, but it actually gut' the market up. . . '

Senator BENTSEN. Senator Bennett

Senator BennyeTT. I don’t have any questions.

Senator Bextsen. Do you have any tax proposals which might en-
courage small investorsto enter the market{ T
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Do you think that capital losses should be treated in the same man-
ner as capital gains? v

.. Mr. Burnnam. I am more concerned from the point of view of the

investor, in the treatment of capital gains. I think most people when

f«; investments expect to make-money, and it just comes down

to the fact how much they will give uE if they hagpen to be right in

e thought that you apparently

have or are discussing whereby, if a man has made a capita tgmin and

wants to change his investment, that he be able to postpone that capi-

tal gain and move into something else. You know, very frequently

- people have capital gains on companies that may pay very small divi-

dends and their situation changes and they need income and to get that
income they’re faced with huge taxes, whereas if they didn’t have
to pay that tax, they could move into some stock like American Tele-
phone without having given up that much money in the form of
taxes,

So T think the most encouraging thing is that youw’re sivin some
thought to that and also to something that was suggested by Chair-
man Mills, which sounded interesting to me, which was to reduce the
tax; in other words, the longer you held a security; the less the tax
became. I think the thought of going to a 1 year holding period even
makes the present situation worse. I think a 6-month’s holding period
is too long. If you really want to get the public back into the equity
market, it has to have some tax encouragement, just like when you
wanted to get the country out of the doldrums of the Depression in the
past, you have given corporations tax incentives to build a plant and to
do other things.

Senator BentsenN. Mr. Burnham, the testimony we had is that the
individual investor is more a long term holder than the institution is,
and that he isn’t the trader the institution is.

Mr. Burvmanm. I would say that is one of the reasons why we have
a market which is much less liquid than it should be, due to the tax
rules and due to the other things that have been going on in the finan-
cial community, and let’s say the fact that he feels that he can’t get in
on the block transactions and so forth, so that most of them have be-
come long term investors.

We do need, as I said in my paper, more risk takers who are inter-
ested in attempting a short term transaction because the need of the
marketplace is for people who are willing to go for the short trem.

Senator Bentsen. Do you think we can justify a different capital
gains treatment for stock .market investments than for real estate
transactions, for example?

Mr. Burntiay, Well, as far as the stock market is concerned, it seems
to me, if you-define a person who handles his own money and makes
his own decision, and not someone who turns it over to somebody else
to make those decisions, and you identify that person as a risk taker
and a decisionmaker, that type of person I should think should be en-
couraged and would help bring the participation we want back into the
marketplace.

Senator BeNTSEN. Are you saying you would give him a different
tax treatment than one who turns his portfolio over to an irnivestment
adviser for investment?
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Mr. Bur~iiay. Yes, because the person who turns it over to invest-
ment advisers, and we are investment advisers, isn’t making his own
decisions, .

Senator BENNETT. Before you leave that, may I interrupt?

Senator BenrtseN. Yes, Senator Bennett. v

Senator BENNETT. We already have one situation in which capital

ains can be deferred by reinvestment which is in the purchasing of a
lome. Now if your idea was followed to its ultimate, if & man could -
take a piece of capital gains—Ilet’s say on $100,000—and invest and
reinvest it without capital gains, then you would find it in his estate—
and if you carried it to its ultimate—his estate would go through the
inh(la)xiitance tax without paying capital gains, and I think that is a

roblem.
P Mr. Burxua. The point is, Senator, if he dies, he does pay an estate
tax on the value of his estate.

But, obviously, if you made it exactly like it is on the homes, you
would give him complete exemption and I can see why it is not prac-
tical to expect a complete exemption, but we need some change, be-
cause the rate of taxation is so high. Now, in Europe, you know, for
many years, they had no capital gains taxes because many foreign
countries do not believe that is the type of taxation that should be
applied. It seems to me that since capital gains tax has been applied
in Europe, those European markets have, like ours gradually become
less liquid. There is no liquid market in Europe except Japan, where
there is no capital gains.

Senator Bexnerr. In fact, if you are going to give them a partial

- exemption, what you do is reduce the rate

Mr. BurnHAM. Yes. .

Senator Bex~ert. That is the way to give a man a partial exemption.
So you are back to where we started ; you think perhaps the rates and
the present time-pattern terms are too stringent.

Mr. Burnnam. I think they are. I refer to that in my statement.

Senator Bextsex. Thank you very much, Mr. Burnham. We appre-
ciate your testimony. :

Our next witness is Robert W. Farrell.

Mr. Farrell, we are pleased to have you. Would you state your name .
and position and the name of the firm that you are associated with?

STATEMENT OF ROBERT W. FARRELL, EXECUTIVE VICE PRESI-
DENT AND DIRECTOR OF RESEARCH AT BACHE & CO., INC. '

Mr. FarreLn. Yes; my name is Robert W. Farrell, and I am an
executive vice president and director of research at Bache & Co., Inc.

Senator BenTsEN. Will you tell me what percentage of the volume
of your business is institutional business ¢

Mr. Farrerr. The best figure we have is 17 percent. Probably higher
this year. It is 17 percent based on last year’s figures.

Senator BEnTsEN. Do you think that that low a percentage lets you
deal with the subject with objectivity ¢

Mr, FArreLL. Yes, sir.

Senator BenTsen, All right, proceed. ‘

Mr. FagreLn., Senator, would you like me to read the ihole
statement ? - ‘
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Senator Brntsex. No; I would like for you to summarize it if you
will and we will put the entire text in the record.

Mr, Fagrrern, All right; I will go ahead. I can summarize it in my
own words, in 5 or 6 minutes, I hope.

First, let me emphasize that my experience has been in the research
field. I have been on both the institutional side and the retail side.
Therefore, I don’t think I will nttem\)t to testify in detail on tax
‘matters or commission rates, but will discuss the things I know best
and I think you would be better served if I did.

When I studied the problem of whether or not the institutions have
caused problems for the stock market, I identified five major prob-
lems, all of which to some extent are tied in to the institutional prob-
lem or what is known as the institutional problem.

First, the most obvious is that many individual stocks have lost
liquidity. We are all familiar with the fact that in recent years cer-
tain stocks can go down 10 or 15 or even 50 percent in a single trade.

No. 2, it is obvious that the average private investor has done
. very poorly in the stock market in the last 5 years, and that, in itself,
is a problem. A related problem is that many companies and indus-
tries find it virtually impossible to raise equity capital through public
sources at the moment, and that is obviously a problem for the whole
economy.

Next, we hear much about the so-called two-tier stock market. There
is no question that it does exist. I believe that the gap between the
supergrowth stocks and all other stocks is, historically, very wide and
probably wider than it has ever been.

Finally, brokerage and investngent banking firms are in severe finan-
cial straights at the moment. Most of them are losing money and obvi-
ously capital is less strong than it was a few months ago.

Senator BEnTsEN, Would you explain that ?

Let me interrupt there,

The volume of trade is now much higher than it was 5 or 10 years
ago. Five or 10 years ago those brokerage firms seemed to be making
food money, and now, even with much higher volumes, they are
osing money. Could you explain that?

Mr, FargeLL, I think there are two general answers to that. One is
inflation, Overall, it has been a problem, but in particular, it has been
a problem in any service industry, and, remember, the brokerage busi-
ness is a service business, I believe well over one-half of our costs are
people costs; that is, paying our people. And I think that element of
inflation has been far greater than the total figures on inflation would
suggest. No. 2, we have a real business problem in the brokerage
business, and that is the inability to predict what level of business we
are going to have, not only next year or 5 years from now, but tomor-
row. We have no %ood way of determining what the volume is going
to be, so we literally have to be geared up %or 20 million or 25 million
share days, when we might just as well average only 10 million shares.
And we have big fixed costs. I think with hindsight we made a big mis-
take in that we projected the volume as it had been for the sixties, into
the seventies—therefore, we ended up with more capacity now than
wé can use.. So, we are all in the process of cutting back, but frightened
that-weiwill cut. back too much, and then not be able to handle the
volume, when and if it comes back. ‘ ’

N
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Senator BenTseN. Couldn’t you save a lot of expenses on research

_people by just taking some of these portfolio managers down to Del-

monico’s for lunch where they are discussing the big institutional in-
vestments? Couldn’t you do that and find out what they’re buying
and selling ¢ o

Mr. Farrerr, T don’t think so, Senator. I think what we would find -
is that Morgan Guaranty was i)uyin when the Bankers Trust was
selling and vice versa, An awful lot of that always occurs.

I have never been able to distinguish any pattern whereby, let us say,
in the mutual funds who do publish figures of what they have done—
I have never seen any evidence that it helps an investor to know what -
thley’re doing because they usually act in opposite ways from each
other. ‘

Senator Benrsen. Well, I heard a lot of people speak to the con-
trary. They say that today the game is to try to guess what the large.
institutions are buying rather than to deal 1n the fundamentals that
in years past were crucial in buying a particular stock. .

Mr. Farrenn, Well, T have heard a lot of such talk, too, and I still
don’t believe that it makes any sense. I doubt that there ig any overall
record of success by those who have tried it.

Senator BEnTsEN. Well, if you would proceed.

Mr. Farrerr. I think I mentioned the side-effects of problems that
are related to the institutions and blamed on the institutions.

T would argue strongly that, while the institutions are responsible
f}(;r some of the problems, by no means are they responsible for all of -
them.

T would point out a few things in my own experience which show
that there are other-causes. First, when we talk about the overall stock
market being down and the fact that the public has been hurt, T think
a far greater portion of the blame must be attributed to the fact that
we have been unable to lick our big inflation problem in the last 5
years. As inflation has gotten worse, and as inflationary expectations
have gotten worse, interest rates have gone up and the public has
been hurt and lost confidence in the market. ‘

Number two—- -

Senntor BrNTsEN. T.et me ask you on that first one. .

Mr. Farrerr, Yes,sir. :

Senator BenTseN. During phase 2 our inflation was held down to
an annualized basis of 4 percent. which is as low as any of the major
industrialized bodies in the world, and yet our stock market behaved
badly. In other nations—some of those inflation rates were higler
than ours—their stock markets were behaving rather well. Now, how
do you explain that ? -

Mr. Farrert. Well, Senator, ty recollection—-—

Senator Bentsen. If inflation isthe problem? - -

Mr. Farrerr. Well, my recollection is that during phase 2, which
ended early this year, the stock market had begun to act well, becanss
it was at that time that the Dow-Jones hdd reached anid exceeded 1,000
afid it was in o state of euphoris, I bélievs, beeause it lovked as if we
were making progress incurbing inflation. Then along ctmb phuse 8,
and for 4 vatiety of reassiis that confidence deterioruted and all of a
sudden investots then bagan to worry thut, “Maybe wi ard fiob solving

AN
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our inflation problem after all.” Things went from bad to worse then,

T think expectations went down and, therefore the stock market went

down.
Senator BentseEn. Well, then, how do you explain soms of the for-

ei% markets where inflation was considerably worse than ours.
r. FarreLn. Well, simply, I think the foreigners noticed during
phase 2 that our rate of inflation was, indced, a lot less than theirs,
and during that period thé dollar was relatively strong and the price
of gold was not going through the roof, so a lot of the foreigners began
to invest in our market——

1.‘:Eenatéfr BenTseEN. No; I'm talking about foreign markets them-
selves, - :

Mr. Farret. Oh, I'm sorry. I thought you meant foreign invest-

ments in our market. ) . .
Senator BENTSEN, They were having inflation rates substantially

~higher than ours and yet some of those foreign markets behaved fai_r_ly

well. .
Mr. Farrerr., Sir, T don’t really have a good answer to that question.

Senator Bexnert. Could it be that inflation has been over the years
more clearly a way of life in the foreign countries than it has been
here, and those people tend to discount it. '

Mr. FarrerL, Well, that is a good point, I think, Senator, because
when I talk about the stock market fearing inflation, I believe it isn’t
so much the fear of inflation as it is the fear of the remedies for that
inflation. I think perhaps there is a greater willingness overseas to live
with it than there is here. '

Senator BenTseN. So you are worried about monetary control, and
S0 on.

Mr. FarrerLn. And that we will have to force a recession on ourselves
to solve the problem. I will proceed with my summary.

I would point out on the question of liquidity, & number of other
things that I have run across as an analyst. One is the fact that our
rules concerning inside information are so much stricter today than
they_were 5 or 19 years ago. I helieve that fact contributes to the li-
quidity Il)rogram and has nothing to do with the institutional exist-
ence in the market. It used to be that when a security analyst visited
the financial management of the company, he could get a lot of prett
good information, none of it really breaking the rules, but in hind-
sight some of it might today be described as inside information. It
wasn’t at the time, and the net result was that bad news had a way
of seeping out slowly and could be absorbed by the marketplace gradu-
ally, whereas today I find that corporations lean over so far backward
not to even hint of bad news, that they wait until they are sure it is
noteworthy, then they announce it publicly. :

Senator Bextsen. How would you characterize equity funding in
that respect ?

Mr. Fl;)\RRELL. You mean in what respect ?

Senator Bentsen. The inside information and how it became
available.

Mr. Farrerr. I think that broke the rules, Senator, and was wrong.

Senator Bentsen. Would it have broken the rules in the old days?

Mr. FarreL. Yes, I believe it would.

99-822——73—pt. 1—T7
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Senator Bexyerr. Let’s put it another way, if the old rules were
still ;n effect, would there have been the same temptation to work this
way

Mr, Farrern. The same temptation on the part of the analyst or—-

Senator Bex~err. Allowing the insiders to move.

Of course, equity funding was a fraud operation to start with
anyway.

My, Farrern, That is why it is separate from what I have heen
talking about. I think the rules of fraud have not heen changed, and
I think it would have been a fraud 10 years ago, as it apparently was
recently. -

Senator Bexnerr.-Maybe I should have said under the old rules
could the fraud have been kept alive longer ?

Mr, Farrern, I don’t see how, Senator. Ten years ago there was
enough surveillance on trading activities, for example, to have started
some kind of an investigation. I was a practicing analyst 10 years
ago, and I am certain I would have known at that time that it would
have been bad for me to go to a single customer and say, “I think there
is a fraud afoot, and I want you to know about it first.” -

Senator BeEnTsEN. All right, sir.

Senator BenNerT, Excuse me for interrupting.

Mr. FarrerL. I will proceed on the question of liquidity. -

I also believe that the mania for performance, 1f you will, has led
to illiquidity and tends to be a self-%u]ﬁlling prophecy. Many invest-
ots, even public investors, when they get-wind of the fact that there
is bad news will immediately say, “Oh, this means somebody else will
it;al;g unloading his stock, so I better unload mine before he unloads

is. -

T think this process ballooned, but I don‘t think it was limited to
institutions. I think many retail brokers and many retail customers
have learned to expect it to act accordingly.

Next, on the so-called two-tier market. I mentioneed earlier that it
certainly exists, but I think there is a logic for it and, again, it can-
not be blamed on the institutions or held against them in any way.
The logic is that history has shown, especially in the last 10-or 15
years, that the stock market overall doesn't protect one against in-
flation, but individual stocks do. If the individual stocks are well
managed and highly i)rcdictnble growth stocks. I suggest that those
stocks that comprise the favorite 30 or 50 or whatever the number is,
really fall into a logical pattern of security analysis. In other words,
these companies for the most part, have a rapidly growing demand for
their products or services, they are well managed to the extent that
they all earn a high return on investment, and they are good enough at
whatever they do to do it better than their competitors. All of these
attributes have put them on the upper tier. These are things I learned
as a securitics analyst to distinguish attractive stocks, so I'don't think
it it is reasonable to say that the institutions have a giant conspiracy
going on. I think it is the two-tier market, just a logical outgrowth.of
a rational approach. —-

Senator BENNETT. Aren’t most analysts serving the retail public
aware of those potentials, and aren’t they advising their clients the
same way the professionals on the inside are advising the corpora-
tions?

[ 3

= BEST COPY AVAILABLE



05

Mr. Farrert, Yes and no, Senator, I think, yes; that was true,
going back 6 months or a year ago, but 1 see now u trend in the oppo-
site direction becanse the gap has become so wide that perhaps the
risks now are too high, Ifor us to start at this late date to tell our
individunl customers to buy Avon—well, 1 botter not use individual
nies—-Iait to buy some of the high price carnings, ratio stocks, might
be wrong beeause the rvisk-reward eatio at this stage is very niuch
ageninst them, and also beennse of the great fear that the holders will
start to sell all at onee,

So,ina sense Lam saying I think the problem may he self-corvect.
ing heenuse the gap now is so wide that there ure nany very fine con-
panies that sell at seven or eight times eurnings und that pay dividends
vielding 6 pereent, 1 think that type of investment attraction is becom-
ing more and more obvious to investors, and 1 think probably it will
help solve the problem of the two-tier market,

Senator Bexserr, You ave getting move diversity of recommenda-
tions heenuse there are more and more stoeks moving into that nrea!

Mrv, Fanrnent, Yes: that is corvect, \

Senator BenseN, You mny procecd, *

Senator Bexyerr, That is all the questions T have,

Senator Bextses, One of your recommendations is that investment
resenreh of equal quality and timeliness should he made to both indi-
viduals and finaneial institutions, Is that possible ¢

My, Farnpin, Yoes,sivg I think it is and I think we do it at my com-
pany. I know we do it.

Lot me expand on that a little, We have an internal rule—and it has
been in effect for as long as I have been at Bache, and longer—that
nnytime we have a new researceh recommendation, we make it avail-
able to our wire system. which antomnt ienlly transmits it to everyone
of onr over 100 braneh oflices at the same instant and it is available
to all sulesmen, whether they cover retail sules customers or institu-
tional customers,

.?mmtov BextseN, Do you think you are the exeeption or is that the
rulef ‘

Mur, Fannenn, Ithink it is probably the rule,

Now I don't know for certain, but I don’t know of any case where
it is not the rule,

And as far as equal quality. Senator, T make sure in our own re-
sonrch department that the amount of research, the amount of compar-
ative nnalysis, the amount of internal sereening is identical for a report
that goes to an individual client or an institutional elient, The differ-
ence 13in the way we market it. in the length of the report we write, and
in many cases the ‘mrson who talks to the customer, But the quality, I
believe, is identical. )

Now, let me proceed, if I may. I think to some extent the problems
we characterize as the institutional problem, or p\quk-nm. will correct
themselves as the market becomes healthier and as investment man-
agers realize that the gap between the two-tiers of the market is so
wide that it makes sense to be looking at the lower tier right now. I
think, for example, that foreigners have noticed the fact that many of
our companies are selling at well below book value and well below 10
times earnings. Lately we sce a lot of publicity to the effect that for-
eign companies are looking to buy some of the U.8. companies, That,
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I think, is reminding American investors that some of those stocks
are real bargains, and we ought to be buying them, I think this has
become noticeable in the last few weeks.

In our company we see the public coming back in, and coming back
in to the low-priced earnings, high fveld, and good value stocks,

Sonator BenrskN, Do you think this act of highlighting it or put-
ting the spotlight on it in effect is having a beneficial offect ¢

Mr, Farnerr, Yes; I do. But I don’t mean to say that we can ignore
the problem and it will take care of itself. I hope it does, but I don't
think we can rely on that, So I honestly believe that it is the proper
concern of your subcommittee and your committee, and it is the proper
concern, certainly, of the brokerage community. And I think, ns I safd
in my statement, there are a number of things that we can do, all of
which ave directed towards encouraging the public to come back into
the market.

Senator BenTsEN, You have made a number of sug?estions here
and we aypreciate those. We would like to deal specifieally, if we can,
more with those areas where we would have the jurisdiction of the
legislation.

r. Farrern, All right.
t(’Som),tor Bentsen, The rest for background information is helpful
us,

Mr, Fanrern, Yeos, sir,

Senator BenTseN. Do you have any particular recommendations
taxwise as to what you think should be done to encourage the indi-
vidual investor?{

Mr. Fanrerw, I think—

Senator BEnTsEN. Or some suggestions ¢

Mr, Farren, I think, Senator, as far as I have gone, I have studied
the testimony given on other occasions by the New York Stock Ix-
change, and I suspect that you will hear more of it tomorrow. I en-
dorse their recommendations and our people similarly endorse their
tax recommendations, I don't have any suggestions other than those
that they have made already.

Senator BenTtseN. Senator Bennett$

Senator BeNNrErT. I just had one question—out of curiosity-~and
it is outside of the tax field.

Over tho last few years we have seen gome very spoctacular activities
in particular stocks, the glamour stocks, I wonder if as the volume
inereases whother the lovel of research is being maintained, or whether
there aren’t some hotshots moving into the aren of giving advice, giv-
ing investment adviee, who really are not capable of doing their job?
And I wonder how much trouble they might be causing to individual
investors with their shortcuts and the advice of these lEweople who are
interested only in the glamour stocks and that sort of thing? I wonder
if the individual investor is getting a high level and reasonably con-
sistent lovel of investment advice,

Mr, Farrer, Well, Senator, I think that is a very good point. Your
first question was, as volume increases, do I think the level of research
deteriorates? In many cases I think, yes; it does. On the other hand, as
volume increases, the brokerage community becomes mqre;proﬁtaiole
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and can afford more research, So on an overall basis when volume is
hllgh, wo prob"&blfr do a better job, yet that does allow room for just
what you were talking about, the relatively unqualified person coming
in and recommending a stock purely on a conce[it, if fyou will, Looking
back 8 or 4 years ago, apparently there was a lot o that done by se-
curities analysts who really weren’t trained as securities analysts,

There is in my statement a recommendation that before long, I be-
liove analysts public_brokerage firms shonld have professional cre-
dentinls, and the one I suggested is tho CI"A. which means “chartered
financial analyst.” Anyone who becomes a CFA isn’t automatically &
superior analyst, but he must have had sufficient academic training and
passed enough examinations to convinee us that he docs at lenst have &
good chanco of being good at his job, Ve don’t have those standards
now, and I think we should,

Senator BeNnert, That is further institutionalizing the operation,
but I think he is right.

Senator BrntseN, Under the Investment Company Act of 1040
gome mutual funds cannot own more than § percent of the stock of a
corporation, What would you think if that same rule was applied to
othor financial institutions

Mr, Fagrrern, Overall, I think it makes good sense. I am not aware
of it having caused any major problem for the mutual funds, Senator.

I think it would it in with my philosophy in that it would tend to
convince the public that we are trying to have less problems of 15]\11(1-
ity in the future than we had in the past. However, I think Mr. Calla-
way made o very good point, that I hadn’t thought about before, and
that is, if you pass such a law, you encourage big institutions, such as
his, to concentrate even more on very large companies, so that that has
to be thoroughly thought out before we jump into it.

Senator BrNTsEN. Well, one of the other witnesses suggested that
erhaps n short term prospectus should be used in underwriting when
argo blocks of stock were held and they had to be disposed of?

Mr. Farrern, Generally, I would be favorably inclined to that—
again, on the grounds that I think it would be reassurance to the pub-
lio in order to convince the private investor that he is not being
manipulated or cheated. In a_way, that is the heart of the problem,
As you yourself said earlier, Senator, a recent survey said 70 perc(mt
of the public thinks that the stock market is manipulated. I don’t think
that and I don’t think any of my peers in the brokerage business think
that, but if the public thinks it is true, then it is a real problem,

Senator Bex~ert, No further questions.

Senator BentsEN, Well, thank you very much, Your statement will
be placed in the record.

[The prepared statement of Mr. Farrell follows:]

PREPARED STATEMENT OF ROBERT W, FARRELL, EXECUTIVE VICE PRESIDENT
Bacae & Co. INo,

My name {8 Robert W. Farrell, I am an Executive Vice President of Bache

& Co. Inc. As you may know, Bache & Co. 18 a large publicly owned brokerage

and {nvestment banking firm with over 100 branch offices in the United Stntes

and abroad. We deal in a broad varlety of financial products and services includ-

= {ng stocks, bonds, commodities and mutual funds, and do business with both indi-
= vidual and institutional investors.
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My prinelpal function at the company s Director of Research, In addition, I
nin {nvolved in broader management activities as a member of the Executive
Committee, and during the past year have had overall responsibility for institu-
tHonal salex, My Wall Street experience is somewhat unusual in that I have had
considerable experfence in both retail and institutlonal Arms. For elghteen years
I was on the institutionnl side -of the securities business, and for the past six
years huve been employed by big broad-line firms,

I believe the purpose of this hearing is to investigate the problems that have
nrisen from the rapid growth of institutional investment in the stock markets, [
naturally have opinfons on many of these problems but I think it would be ap-
proprinte for me to conflne my discussion chiefly to the areas of my own experi-
ence, Accordingly, I will emphasize the research and sales involvement in this
disceussion, but will not attempt to denl in depth with either the structural as.
buets of the financlal markets or the problems of commission rate structure,

THE NATURE OF THE “INSTITUTIONAL PROBLEM"

8 1 sce it, there are flve major problems that have recelved much attention
fu rycent months, all of which are to some extent related to the fact that finan.
clul Institutions now represent a major, or even dominant, force in the stock
market, These five problems are:

(1) Many stocks have lost liquidity, as ovidenced by the severe price declines
that often occur irindividual issues on a single day.

(2) The average public Investor has achleved unsatisfactory results in the
stock market during the past four or flve vears,

(3) Many companies and industries find it virtunlly impossible to raise equity
capital in today’s stock market,

(4) Most brokerage firins have been losing money in recent months,

(3) We now have a "“two tler” stock market in which a small group of institu.
tionanlly popular growth stocks are selling at lofty price-earnings ratios while
most stocks «oll at near-record low prices, -

I believe that nll of these problems relate to the publle interest, and, thus,
ure properly the concern of Congress,

There 18 no doubt that the rising Influence of institutions has had some effect
on each of the five problems, but it 18 by no means accurate to state that the
institutions by themselves are responsible for the problems. Indeed, the price
of a stock often drops sharply and suddenly because an institution decides to sell
o large block of stock, but Just as often the cause is something else. IFor example,
the announcement of disappointing earnings for a company can cause a stock
to drop suddenly even if that stock is not widely held by institutions, A fow years
ago sueh an announcement would probably have resulted in a much less severe
reaction because the fmpending bad news would have heen widely known or sus-
peeted beforehand., Nowadays, however, the strict regulations concerning inside
information cause corporate managements to treat significant news with ut.
most secrecy, Consequently, it is inevitable that we have more frequent sudden
aurprises, I am by no means suggesting that the rules on inside information be
rolaxed, but am merely pointing out that this {8 a cause of illiquidity that we
must learn to live with,

Another contributing factor to sudden price changes is the reduction in num-
hers of hrokernge firms providing investment research. As this has oceurred, the
remnining firms have achieved greater influence and at least a small handful of
them ure able to dramatically affect the price of a stock immediately upon
changing their opinion from buy to sell or vice versa.

It is similarly unreasonable to argue that the institutions deserve the hlatne
for the poor stock market results of the public. Admittedly, the “two tler market”
suggests that institutlonal investors have achieved better performance than the
average individual investor, but it is difficult to find a cause and effect relation.
ship. In my opinion, the major reason for the poor investment results of the
typleal private fnvestor s inflation. That problem, which in turn has led to
high interest rates, has diminished the attractiveness of stocks in general and
has shifted attention to growth stocks as one of the few ways of beatlng infla.
tion. The fact that institutions adopted this philosophy—wwhich happened to be
in contrast to what most individual investors were doing—can hardly be some-
thing for which there can be any blame, On the other hand, there has been much
negative publicity suggesting that institutions receive favored treatment in
teris of research information and price concessions. This unquestionably has
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contributed to the loss of confidencd jn the stock market by the public, and bas
probably caused stock prices to decline more than they would have otherwise,

The inability of many companies to raise equity capital under existing stock
market conditions is chiefly attributable to the relatively low level of the stock
market as n whole, Any {nstitutional influence on this state of affairs exists only
in the fuct that thelr Investment concentration in the estublished growth stocks
has absorbed funds that might otherwise have supported the stock prices of
many other excellent and wellamanaged cowmpanies that lacked elther growth
lcluul'nct'm-lmius or sufliclent slze to meet the requirements of major financlal

ngtitutions,

The fact that Institutions, during the past few years, have paid mueh lower
brokerage commixsion rates than formerly has, of course, been a contributing
factor to the reduced profitubllity of the securities industry. Once again, how-
ever, there are a number of other important causes such as reduced stock market
volume, smaller need for outslde financing by American. industry, and the rapid
pace of inflution, especially in service industries.

Overall it seems reasonable to conclude that institutions have at least in-
advertently been responsible for much of the current stock market trouble, but
it Is equally reasonable to say that there certainly has been no glant conspiracy
among them, and that there is much more to the problem than the institutions,
Accordingly, 1 would urge the Subcommittee not to expect that the problems
would be solved solely by regulating the investment practices of lnstltutlol{s.

Ay

POSSIBLE S8OLUTIONS TO THE PROBLEM

I believe there s a good chance that most of the problems described above
wlll be self-correcting, Fivst, if the stock market were now to begln a strong
and sustained upward move, most of the problems would disappear, and those
that remained would be easy to live with, Even if the market does not go up,
there are convineing reasons to Lelieve that the large gap between the favored
growth stocks and all other stocks will narrow. On the one hand, many of the
non-favored stocks appeéar to be alnost incredibly undervalued, and on the other
hand there is a growing number of institutional money managers svho feel that
the risks of high price-earnings ratlos and illiquidity in the established growth
stocks are excessive, Consequently many of them have already started to shift
emphasis away from the big name growth stocks.

Unfortunately, we cannot rely on self-correction to solve the problems because
this would require us to be certain that the market will perform as we expect
it to perform, Personal experience suggests that such certainty will never exist,

Our view Is that the most promising approach to solving the so-called “institu.
tlonal problem” is to develop a program that will bring the public back into the
stock market. In a sense the institutional problem arises because the institutions
are large, there are relatively few of them, and thelr investment objectives and
constraints tend to be similar to each other. The public, on the other hand, has
opposite characteristics: they tend to be small investors, there are huge nunibers
of them, thelr objectives and abllity to take risk range all the way from ultra-
conservative to wildly speculative, and they can just as easily buy stocks in
smalt companies as In large ones. Thus, it 18 obvious that the public investors'
{rierensed presence in the stock market could do much to restore liquidity to
Individual stocks, and bring an end to the two tler market. At the same tlme.
it would facilitate the raising of equity capital by small or unknown companies,
and it would be a very welconie development to large firms such as Bache and
Co. Last, but not least, the return of the publie investor to the stock market

eould hardly have anything but bullish implicatlons for the overall level of

gtock prices, -

Before discussing some thoughts about how we can encourage the public to
come back into the stock market, let me say that I realize there are other steps
that probably must be taken to solve the problems we are discussing today. For
example, I belleve we need a central market place, a strengthening of the auction’
market and perhaps a change in brokerage commission rates. However, ag I
suggested earlier, I think the Subcommittee could be better served if I confine
myself to subjects where my own experience ig greatest,

The first question to answer when one talks about encouraging the public to
buy stocks is whether or not it is in their best interest to do s0. 8ince that ques-
tlon {s not really the subject of this hearing, let me cover it briefly by stating



4

100

that we at Bache & Co. are strongly convinced that the stock market currently
represents an unusually attractive {nvestment opportunity. As always, there are
risks involved in owning stocks, but we think the risks are outweighed by the
depressed priced lovels of most stocks and the likelihood that we will experience
a slowdown in the rate of inflation and a continuation of long term growth in
corporate enrnings and dividends,

HOW TO ENCOURAGE PUBLIO PARTICIPATION IN THE STOCK MARKET

Tho job of convincing the public to participate in the market is, unfortunately
far more complex than making a case that the stock market will go up. A strong
market wouh{) Indeed provide an incentive, but we seo an urgent need for the
additfonal incentive that would be provided by changes In the tax laws applic-
able to individual investors, 1 gtrongly endorge the recent recommendations on
this subject made by the Securities Industry Assoclation, und the New York
Stock Ixchange,

1 believe the key to attracting the public back to the stock market {8 fair-
ness, The individual inyestor must receive the same level of service as the in-
stitutional investor, and equally {mportant, he must bellcve he is recelving the
same service. Because of the latter point, I feel that we need a cooperative effort
by Government and the gecurities industry to develop such a program, The In-
dustry is willing and able to be fair, but the publie grobably cannot bo con-
tvlncted ott this fact without additional legislation esigned to insure falr
reatment,

Below are listed some of the elements which I consider essential in encourag-
ing the private investor. In most cases they involve the question of fairness
between the two classes of investors, and in some cases allude to the program#
undertaken by Bache & Co. to win back the individual investor.

(1) Full disclosure of all institutional purchases and sales should be required.

The extent to which institutional trading causes sudden and severe price
changes should be minimized, To cope with the problem Bache & Co. recommends
the establishment of a joint study group between the gecurities industry and the
Federal Government under the supervision of the SHC,

(2) Investment Research of equal quality and timeliness should be made
avallable to both individual and financial institutions. At Bache we have a
single research division serving both markets, and every new recommendation s
made available simultaneously to all our institutional and retail sales repre.
gentatives. In practice, we often send reports to institutional clients that are
more lengthy than those sent to indlviduals, but the opinions are identlcal, and
the individual can obtain the longer report if he wishes,

(3) Brokerage and Investment Banking firms must provide increasingly pro-
fossional assistance to the investor. The varled skills of research, ortfolio
management, order execution, and custom service must be made available to
all clients, Perhaps legislation is required in this connection. For example, I
would recommend that within a few years, all research analysts employed by
brokernge firms be required to have earned a CFA. Those letters stand for
Chartered Finanelal Analyst, a designation which implies that the holder has
fairly extensive training in the fleld of security analysis,

Af Bache we have attempted to help our individual clients by providin broad
portfollo management advice in addition to our recommendation on lmftvldual
stocks, Another service, which we think is particularly responsive to the needs
of ipdlvldunl investors is our Account Management Service. This is a system
whereby I, ns Director of Research, send a letter directly to cortain clients after
tho Rescarch Department changes its opinlon on a stock. These letters are sent
to owners of the stock who have left their stock certificate in our care.

(4) Whatever commission rate structure is finally decided upon, it should not
provide for “unbundling” of research services. Proposals in this direction argue
that the individual investor should not be forced to pay for research if he does
not desire the service. We think the alternative would be far worse, and woiild
bo against the public interest. In effect, such a system would be encouraging
the private investor to take even less professional advice than hevetofore; while
all available evidence suggests that he needs more,

(5) Brokers must be especially careful about “suitability” when recommend-
ing stocks to private investors, Many investors are willing and able to speculate,
and those who do aré serving an important role in our financial market system.
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Nevertheless, it happens all too frequently that an investor who cannot afford
much rsk buys highly speculative stocks. In my opinion, thig is the problem
which more than any other justifies the role of investment research, To stato the
cnse simply, it 18 easy to find a “tip” about a_stock even without relying on
your broker, but it 18 by no means as easy to determine the degree of risk in.
volved in following the tip.

(6) Investors will not regain confidence in the stock market without first re.
gnining confidence In Qovernment economic policies, The unsuccessful battle
agiinst inflation Auring recent years coupled with rising interest rates and
rapldly shifting approaches to wage and price controls has unquestionably under-
mined investor attitudes, Our view {8 that extremely high interest rates are not
conduelve to the orderly functioning of our stock and bond markets and that
nlmrc; :;tlrosa should be placed on combatting inflation and restoring confidence in
the dollar,

In addition, we belleve that the present rampant inflation calls for the instal-
lation of curbs on consumer credit. .

I thank you for the opportunity to appear at this hearing, and now would
be happy to answer any questions you might have.

Senator BenTseN. Tomorrow we continue our hearings.
[ Whereupon, at 12:20 p.m., the subcommittee recessed to reconvene
at 10 aan,, Thursday, July 26,1973.] -
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U.S. SENATE,
SuscoMMITTER ON FINANCIAL MARKETS
ofF THE CoMMITTEE ON FINANCE,
Washington, D.C.\

The subcommittee met, pursuant to notice, at 10:10 a.m., in room
2221, Dirksen Senate Office Building, Senator Lloyd Bentsen [chair-
man of the subcommittee] presiding,

R P{esont: Senators Bentsen, Byrdgof Virginia, Nelson, Bennott, and
oth,

Sanator BENTSEN. The committee will come to order,

We are in comlpctittion with some of the other committees this
morning. We will have some of the other members of this committee
dropping in shortly,

This is_the final day in the first of a series of hearings that this
subcommittee expects to hold concerning the subject of institutional
investors in the stock market. As we have emphasized from the
beginning, this is not an adversary hearing. We are trying to find
what effect institutions have on the market, for good or bad, and what
remedial legislation might be helpful in that regard, We have tried to
have a cross section of opinions on this subject. We have heard from
the chairman of the Securities Industry Association, as well as repre-
sentatives of individual brokerage firms. And now, in concluding
today’s hearings, we will hear from the chairman of both the New
York and American Stock Exchanges, a representative of a group of
publiclf' held companies and two institutional investors,

I believe that these hearings have served to raise questions con-
ﬁml'nifn% the role of institutional and individual investors that will be

elpful,

I am looking forward to your statement, Mr. Needham. Would
you state your name and your position, plense?

STATEMENT OF JAMES J. NEEDHAM, CHAIRMAN OF THE BOARD,
NEW YORK STOCK EXCHANGE, ACCOMPANIED BY DONALD L.
CALVIN, VICE PRESIDENT; DR. WILLIAM 0. FREUND, VICE
PRESIDENT AND CHIEF ECONOMIST OF THE EXCHANGE; AND
DR. STAN WEST, HEAD OF THE RESEARCH DEPARTMENT

Mr. NeepHaym. Thank you, Mr. Chairman,
My name is James J. Needham. I am chairman of the board of
directors and chief executive officer of the New York Stock Exchange,

ne.
With me today are Donald L. Calvin, vice president, Dr. William C.
JFreund, vice president and chief economist of the Exchange, and Dr.,
Stan West, head of our research department.

(108)
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Mr. Chairman, bocause of considerations of time, I would like to
summarize the comprehensive statement we filed with the subcom-
mittee by reading only its most essential sections. Therefore, I respect-
fully roquest that the full statement we have filed become part of the
hearing record, together with the documents referred to in the state-
mont, In addition, I would like to submit, for inclusion in the record,
the 1973 Fact Book, Yublished by the New York Stock Exchange.

Senator BentseN, That will be fine. Without objection,

It will be included in the record. )

Mr., Neepuam, Mr, Chairman wo appreciate the opportumt to
resent the views of the Now York Stock Exchange on ‘“The Role of

nstitutional Investors in the Stock Market.” And, frankly, we

congratulate this subcommittee for focusing on what has too Jong
been referred to as n phenomenon, when, in fact, it has become an
established national problem—that is, the impact of the growth of
managed investment accounts on the capital markets and capital-
raising process. The growth of financial concentration in this country
has concorned me for many years, including those when I served as a
commissioner of tho Securities and Exchange Commission.,

At the outset, let me say it is my hope that, after study of the
problem, this subcommittee will consider solutions to insure that our
gecurities markets provide equal opportunity to all investors, regard-
less of size, so that equity securities will become a more attractive
investment vohiclo for a greater number of Americans than ever
before—and not to create a ‘“laundry list” of restrictions which
conflict with the concept of a free market system.

An important issue in these hearings, then, is the role of the indivi-
dual investor in the Nation’s securities markets. This may, in fact,
be the key issue, since any (l)roposed logislation dealing with institu-
tional investors should consider the impact on individual participation
in the market. Indeed, our essential comment is that rather than
focusing on ways of re-restricting the activity of institutional investors
congressional concern and action should be to minimize institutional
impact indirectly—Dby stimulating, in every possible npf)ropria.te woy,
greater individual participation in this Nation’s capital markets.

Some observers, noting the extraordinary growth of market activity
by financial institutions in recent years, have forecast the virtual
exclusion of individual investors from the market in the years ahead.

Senator BENTsEN. Lot me interrugt you from time to time, if I may.

Is it your feeling that the trend that we have seen from 1063 to this
time—and the numbers that have been shown to us in this committee
were approximately 30 percent of the markot being institutional in
1963 and, approximately, 70 percoent of dollar volume being institu-
tional now—is it your feeiin%that this increase has leveled off?

Mr. Neupuam. No, Mr. Chairman, it is not. I just feel that the
Congress has available to it, as I have stated in my statement later on,
techniques and means by which the Congress could balance out that
trend. On the other hand, Mr. Chairman, when one looks reahsticé.llK
at the vast accumulations of moneys that are occurring, throug
intermediaries such as J)ension plans, investment companies and
insurance companies, an couplinﬁ that with the understandini that
ours is a more affluent society, dedicated to a shorter work week and
more leisure time and a higher educational level than any other coun-

—



%

1056

try in the world—putting all that together one has to conclude that
an informed citizenry will turn to \)rofessionals to manage their
moneys more in the future than they did in the past.

Senator Bentsen, Well, I am trying to get your statement to jibe,
then. You talk about the extraordinary growth by flnancial institu-
tions and then you say that those who forecast the virtual exelusion
of individual investors from the market, are o¢erly pessimistic. Now
at what point do you think percentage-wise there would be a virtual
exclusion

Mr, Neepuam, Well, I think maybe we are in the semantics area,
where wo are saying that virtual exclusion is a total exclusion. But
what I interpret it to mean—~—

Senator BENTSEN. Lot me ask you this, Would you think that 80
percent was o dangerous level or 90 percent?

Mr. NeepuAM. Yes, I would,

Senator BenTsEy. Do you think we are headed for 80 or 90 {)orcont?

Mr, Neeopuan. I have read analyses by leading academiciuns and
economists where some think that would happen. But we don’t
think so and, if you like, Dr. Fround can speak to that question. He
is our chief economist.

Dr. Freuno. I might just add, Mr. Chairman, that we have to bear
in mind that the numbers you refer to, namely, tho 30 percent of all
public trading that is now individual, has been applied to a larlger &Jie,
a larger total, so that in absclute numbers, at least through 1971,
there has been no diminution of individual activity.

Senator BENTsEN., Wait a minute. Let's be sure we are talking about
the same thing. In perccntuge of dollar volume, it is my understanding
that in 1963 the volume of institutional trading was 30 percent but
currently it is 70 percent. Now I know that the total volume in the
market has increased greatly but I am asking you the percentage of
participation.

Dr. Freunp. Yes. Well, you are absolutely right. In terms of Por-
centage, the individual’s share has declined very sharply. But I might
just add a bit of perspective by noting that although the percentage
of trading by individuals has fallen—indeed dramaticelly since 1960—
the total shares bought and sold on the New York Stock Exchange by
individuals in the first half of 1971 reached 10.7 million shares i)er day,
wgleigh was more than three times the three and one-half million
1960, ,
Senator Bentsen. Oh, I understand that but what about the in-
stitutions, what about the number of shares that they bought as com-
pared to 1063? .

Dr. Freunp. You are absolutely right. Of course, that has shown a
much faster rate of growth, ,

Senator Bentsen. All right. Would you proceed with your testi- -

mtﬁy, ﬁlense? )
t. Neppuam. Thank you, Mr, Chairman, If I may just summarize
the remarks which have already been made?

Not here, but in other places in the Congress, we are raising the
question of the viability of the auction markets of the United States
because of legislation which is pending both here and on the other side.
Certainlar, if we destroyed—directly, deliberately or inadvertently—
our auction market system, we predict at the exchange that there
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will be less—that is the statistics Dr. Freund is leaning on will go the
other way and the individual will withdraw from the marketplace.
So there will be less.

At the New York Stock Exchange; wo regard the individual inves-
tor—including the so-called small investor—as the indispensable par-
ticipant in the market, We cannot permit the individual to become the
forgotten man or woman in our securities markets, as unfortungtely
has happened in ether areas of our society.,

The advantage to the individual investor of acquiring an active
stake in the Nation’s economic growth are obvious. Less apparent are
the vital contributions made by the individual investor—both small
and large—to the securities markets and to the natiénal economy:,

1. Active participation by individuals in the market provides
breadth to trading in thousands of stocks which do not attract the

interest of institutional investors,

2. A massive flow of orders from individuals helps furnish essentinl
liguidity 1o the market, without which price changes would be more
abrupt and the existing continuity from sale to sale would disappear,

3. Individual investors supply new equity curitnl to small and grow-
ing companies, and make it easier for ﬁm'g('l', hetter-established com-
panies to obtain additional capital.

4, Widespread ownership of American industry by millions of in-
dividual investors represents a critical safeguard against undue con-
centration of power in the hands of lurge organizations,

The balance between individual and institutional participation in the
stock market is n unique feature of the American system of capitalism
that must be preserved and encouraged,

There is no need to dwell on statistics showing tho S:rowth of in-
stitutional interest in equity socuritios.x few facts, however, Will
place my remarks in perspective,

First, At the end of 1949, financial institutions held less than 13
percent of the market value of NYSE listed stocks, By the end of
1972, the ratié was up to 30 percent.

Second, The rising turnover of institutional portfolios has con-
tributed to the dominance of institutions in market activity, Prompted
in part by a quest for improved investment performance, tho aggregato
activity ratio of major institutional portfolios reachied a peak in 1069
about 214 times the 1964 rate. Even in 1072, tho rate was more than
double what it was in 1964,

Third. In 1961, institutions and intermediaries accounted for less
than 40 parecent of the dollar value of N YSE public volume, and indi-
viduals uc%ounted for more than 60 percent. By 1971, institutions
were respongible for nearly 70 percent of our public volume, and in-
dividuals for only 30 percent. .

Fourth, The average size of a (ransaction printed on our ticker has
more {han doubled—{rom 213 shares in 1962 to 433 shares in 1972,

Fifth. Orders involving 10,000 shares or more accounted for less
than 3 percent of reported share volume on the NYSE in 1964 and
more than 20 percent in the first quarter of this year.

'I‘uminsz next to the question of institutional demands for what we
might call “instant liquidity,” we find a different tjpe of problem that
has a very sharp and dramatic im{mct on the market.

Although an institution may take weeks or even months to accumu-
late a substantial position in a particular stock, it often happens that

v
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at the slightest whiff of bad news—disappointing earnings or what
have you—the portfolio manager will rush for the exits, with the idea
of liquidating that position nlmost immediately without any serious
impact on the price of the stock. Obviously, that is not a reasonuble
expectution. Yet, institutional investors often express surprise when
such actions trigger a sharp decline in the market prico of a stock. And
individual holders of that stock—to say nothing of the issuing com-
pany—are likely to be seriously perturbed when that happens, and
with good reason.

This problem is compounded to the extent institutions concentrate
their investinent interest in a relutively small numboer of issues. A num-
ber of nmajor periodicals have commented recently on the so-called
two-ticred market made up, on the one hand, of institutional favorites
und, on the other, of the vast majority of issues with no wide follow-
ing. Unfortunately, this concenteation—if it does indeod exist—may
be unavoiduble. So long as institutional performance is judged by
standards based on one of the popular stock price indexes in wllic?l
these highly eapitalized companies carry considerable weight, instis
tutions will feel obliged to own the so-culled favorite stocks, merely to
mateh average performance. And it is pertinent to recognizo that the
huge number oa shares outstanding of these companies also makes it
rather easier for institutions to move in und out of their stocks wi\h
imlmni(y.

t has been suggested by a number of observers that the problem of
institutional domination of the equity markets could be solved by the
enactiment of legal restrictions on institutional activity. The New York
Stock Exchunge has tuken no formal position as yet on the proposal
that limitations be imposed on the size of institutional holdings, or on
the extent of institutional activity in the equity markets, Philosophi-
cally, however, I would very strongly oppose interfering with the
normal supply and demand forces in the marketplace through any
imposition of artificial and arbitrary restrictions. The markets are
very sensitive mechanisms whose most eflicient operation can be
seriously distorted by such restraints,

One measure that might deserve more study would be to require in-
stitutions to recognize realistically the costs of disposing of large
blocks. The equity portfolios of large institutions are valued on the
basis of current prices on a particular trading day. Yet, the value of a
sortfolio containing large blocks of individual securities is undoubtedly
ess than its liquidating value. It has been suggested that it might be
appropriute to assign a discount from the current market price for
such holdings—what tho securities industry refers to as a “haircut’—
based on the size of the holding, the floating supply of the stock and
various other relevant factors. Although the exchange is not now pre«
pared to formally recommend that this bo done, such a requirement
might well have a beneficial effect without interfering directly or arbi-

~ trarily with an institution’s right to acquire, hold or dispose of stocks.

In any event, wo would much profer a positive approach to the
problems of institutional activity—rather tgan o negalive approach
of imposing restrictions on portfolio decisions which, properly, should
be governed by valid investment considerations.

-
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As this subcommittee is aware, Senator Harrison A, Williams, Jy.,
earlior this week introduced a bill that would require the disclosure
of institutional holdings and activity on a regular poriodic basis, This
bill appoars to be a direct outgrowth of recommendations made in the
SEC’s 1971 institutional investor study report. The exchange would
urge the acceleration of efforts to enact legislation in this aroa—sube-
joct to two very strong qualifications: first, that the SEC must be
given adequate funds to administer the reporting requirements; and,
gocond, that the SEC be directed to report back to Congross—say, 1
year after the offective date of legislation—on how the newly dis-
closed information is being used. In the absence of such provisions,
cither tho reporting process could prove ineffective, or it could simply
prove to boe an unnecessary burden on the reporting institutions.

I suggested at the bc%inning of my statement that the koy issue at
these hearings might well be the role of the individual investor in the
Nation’s securitics markets,

It’s no soecret that individual investors have been disenchanted with
the market for some timo—and everyone scems to have-s-favorito sot
of explanations for why this is so. To get a clearor ‘i)ictm'e of investors’
doubts and concerns, the Exchange commissioned a broad, in-depth
nationwide survey of small investors,

We were gratified to find from this survey that small investors con-
tinue to regard stocks as a viable form of investment, and that they
ll:rw‘:s o generally high regard for the professional abilities of stock

rokers,

On the other hand, tho study indicates that small investors feel
that large institutions—the so-called big guys—receive proforential
treatmont in the market; that the industry does not sufficiently protect
the goneral Yubhc through self-regulation; and that brokerage firms
are vulnerable to a reeurrenco of financial difficultios.

As the subcommittee may be aware, the New York Stock Exchange
has been a pioneer in the field of investor education. Our investors infor-
mation department coordinates a nationwide program of educational
and community activities designed to acquaint investors, potential
investors and students with basic economic subjects and with the
fundamentals of investing. We estimate that these programs reach
somo 2 million pepplo a year, while our national roster of some 3,600
broker-speakers addresses audiences totaling another million,

Our school and college relations program prepares and distributes
free classroom texts and teaching aids used by at least 1 million high
school students each year; and our staff of professional educators
criss-crosses the country to participate in scores of universitys
sponsored economic workshops for teachers of social studies and
economics, .

In early 1972, recognizing that many potential investors simply did
not know how to go about contacting a broker to handle securities
transactions, our Investors Service Bureau compiled and published a
directory of Exclmnge member firms which serve individual investors,
Within 9 months, the Service Bureau responded to requests for nearly
50,000 copies of the new directory and handled some 500<direct
requests for assistance and information.

e have already examined some signs of the existing imbalance
between institutional and individual participation in the securities
markets. That imbalance exists and it 1s serious. But the way to cor«
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rect it is not, I am convineed, to force a reduction in the role of insti-
tutions. The more sensible, more constructive approach is to increase
the role of individual investors and traders—which can help accomplish
the same objective by reducing the relative role of the institutions.

It is obvious from what has been happening in the market—or,
rather, from what has not been happening—that this objective cannot.
be accomplished overnight. In addition to specific efforts to restore in-
vestor confidence, it may also be necessary to develep specinl
incentives.

And, these special incentives may be required in the interest of
continued sound economic growth. I alluded earlier to the high pro-
portion of N YSE listed stocks in institutionul hands, but this propor-
tion does not hold across the board in other kinds of stocks. On the
basis of the latest available estimates, as of carly 1970, institutions
owned a considerablo smaller proportion of non-N YSE stocks—less
than 30 percent. Institutions, because Mrigwostment policy or statu-
tory limitations, favor large well-cstablishdd companies. The impliea-
tions for the capital-raising ability of small, less-established enter-
prises can be serious. Both Government and the securities industry
must rebuild the confidence of the individual investor and provide the
incentives to encourage his investment in equitios.

Ten weeks ago, I announced that the New York Stock Exchange
was embarking upon an action program to reverse the recent decline
in the number of sharcowners and to increase the total number by
25 percent before the end of 1975, Our efforts will center on impreving
the markot system to make it more responsive to the needs of indi-
vidual investors. Among the specific steps in our program are thesc:

y 1. Implementation of measures to improve the handling of securi-
ios,

2. Dovelopment of new marketing tools for our member firms.

3. Further strengthening our monitoring of Exchange rules on
timely disclosure of corporate information.

4. Stricter professional standards for registered representatives.

5. Expended and intensified work with educational mstitutions at
all levels to improve the public’s understanding of personal finance.

6. Coordinated advertising, promotional, and matketing campaigns
among all segmonts of the securities industry, to assure the individual
hwc(aistor that the industry is able and willing to serve his investment
needs.

One of the findings of our survey of investor attitudes, as I noted
earlier, was that the little guys think the big guys get s ocial treatment,
Whether or not that's true, the fact that people think it’s true means
that something has to be done.

At the Exchange, we are strengthening our procedures for monitor-
ing and Policin the Exchange's rules on timely disclosure of cor-
porate information. We think it is essential to see that listed companies
do not give out so-called “inside information’—either deliberately or
inadvertently—to financial institutions or to anyone else before such
information is released to the public.

In addition to tightening and improving self-regulatory pro-
cedures in the areas of disclosure, securities handling and member firm
capital, we have also been giving considerable thought to qﬁxestions of
professionalization—particularly with respect to the qualifications of
registered representatives, The registered representative, after all,

00-822—73—pt, 1——8 :
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is the securities industry’s front-line contact with investors, and it is
essential that he be an expert in his field if investor confidence is to be
maintained and strengthened. The Exchange believes the credentials
of those who deal directly with the investing public should be above
repronch. It's as simple as that.

T'o back our conviction here, we have undertaken a rather expensive
program to revise and tougixcn the Exchange’s qualifications for
aspiring registercd representatives. New tests to meet high standards
required by the Exchange arve being developed by a nationally promi-
nent authority on testing. We expect to be able toiput these tests
into operation next year. B

We have also had some suggestions to offer financial analysts about,
avoiding the misuse cf inside information that might come their way.
And we have strongly urged the Financial Analysts Federation to take
appropriate di: ciphnm'y action agninst any member of that profes-
=ionul society who may be found to make improper use of inside
information. :

In today’s society where the appearance of a conflict of interest
is equated with an actual conflict of interest, a related area which
might merit examination concerns the (}uestion of whether there is
adequate separation of the activities of the trust and commercial
departments of large banks, Do the banks, for example, scrupulously
avoid the interchange or leakage of information between their institu-
tionul functions and their management of large individual accounts? I
frankly do not know the answer to those questions. It may very well
he that the doubts expressed by small investors about the advantages
available to the big guys are completely unfounded in this part cular
area. If so, it would certainly seem worthwhile to be able to reassure
them on the basis of hard facts. Perhaps this is an area that might be
reviewed by an approprinte Senate committee.

Another of our survey findings, as I have already indicated, was that
many investors believe brokerage firms are vulnerable to a recurrence
of financial difficulties. Anyone who has been following the misfortunes
of the brokerage community in recent months knows that the small in-
vestor was right on target in that area. This subcommittee is certainly
aware of how relentlessly unprofitable the securities business has been
in 1973.

During the first 5 months—through the end of May—member or-
ganizations of the New York Stock %xchange posted aggregate losses
of $153 million. When this is matched against aggregate profits of
$580 million during the first 5 months of 1972, the net change shows a
decline in profitability of close to three-quarters of a billion. dollars,

We are now awaiting the final figures for June—without, I must
add, any great enthusiasm, since our preliminary estimates indicate a
further loss of some $40 million—and that is obviously no dilution of
the red ink in which the industry has been bathing all year,

We are, as the subcommittee hnows, proposing a commission rate
increase which—it is important to recognize—would do no more than
offset the impact of cost inflation over the past 3 years. We testified
on these proposals at public hearings last week before the SEC. This
pass-through of cost-inflation is essentiul, not as a means of restoring
industry profitability—which it would not do—but to provide con-
tinued service to the public. -
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Obviously, the related areas of institutional impact on the securities

‘markets and individual investor confidence in the market offer many

potential opportunities for constructive action by Government.

The administration has already taken one important step to make
stocks more attractive to investors by easing the restrictions on div-
idend payouts.

We also strongly urge elimination of withholding taxes on foreign
purchases of U.S. securities.

Another measure that would help considerably would be for the
Securities Investor Protection Corporation to revise its rules to en-
courage brokerage firms to stimulate wider public awareness of what
SIPC is and does.

Perhaps the most significant action that Congress can take—and
one in which it would seem that this subcommittee might play a key
role—is to improve the tax treatment of savings invested in securities.

In testimony before the ldouse Ways and Means Committee on
March 21, the exchange offered a five-point program for improving
investor confidence through constructive and realistic tax reform in
this area. This program is particularly important now because of
changes in the tax code in recent years, which have narrowed the dif-
ferential between the tax treatment cf ordinary and investment in-
come. In our testimony at that time, we presented a thorough economic
and statistical rationale for these proposals. Let me summarize them
briefly. Specifically, we urge Congress to:

1. Increase from $100 to $200 the dividend exclusion from Federal
income taxes.

2. Permit commissions Taid on stock transactions to be treated as
investment expenses and thus as deductions against ordinary income.

3. Permit a limited tax deduction for individuals who buy stocks as
part of a personal pension plan, provided they are not covered by
employer-sponsored plans or are covered by inadequate plans. In
other words, we support enactment of the bill on this issue introduced
in the Senate by Senator Javits.

4. Reduce the capital gains tax on securities, depending on the
number of years the securities have been held.

‘5. Raise from $1,000 to $5,000 the maximum tax deduction against
ordinary income for a capital loss; and u]timatelfy climinate the dollar
limit and allow a 50-percent deduction of losses from ordinary income,
after offsets against gains. :

Admittedly, tax changes alone cannot restore investor confidence.
Bringing domestic inflation under control and restoring stability to the
dollar internationally are of critical importance. Small investors are
clearly concerned about economic instability, and economic uncer-
tainties have been a dampening element in the market. ‘

Our national economic ailments are well known to anyone who reads
a daily newspaper, The basic solution to the problems that have been
buffeting the American economy is a stable dollar—at home and
abroad. Life will be much easier for the consumer, the businessman

“and the investor in an environment of consistent fiscal and monetary

policies and lasting international monetary arrangements.
Nevertheless, in the somewhat narrower context of the issues being

addressed by these hearings, a realistic tax policy can provide the

investment incentives needed to raise.the vast amounts of capital

T
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American industry and the Federal Government must have in.the
w —-- -years ahead. Appropriate tax measures can be one of the steps in a
cooperative effort by Government and Privute industry to create the
proper climate for reaching the goal of 40 million individual share-
owners by 1975.
In closing, I again congratulate you on undertaking this serious in-
uiry into a.matter which in the minds of many, urgently requires
the attention of policymakers in all branches of our Government. Our
capital markets and capital-raising capabilities are among our Na-
tion’s most valuable assets, because-they é)rovide the means by which
our social goals of equal opportunity and higher standards of living
will be achieved. It follows, therefore, that any force or combination
of forces which debilitate them is a direct threat to the American way
of life, which places emphasis, first, on the well-being of our citizens
and, secondly, on the objectives of institutions.

Thank you, Mr. Chairman.

Senator Bentsen, Mr. Needham, I ap}l)reciat,e that presentation,
It is obvious you-have given this matter a lot of consideration.

In your statement you say that the balance between individual and
institutional participation in the stock market is a unique system of
capitalism that must be preserved and encouraged.

]%Be balance between individual participation in the stock market
and institutional investment in the stock market is something unique

"~ to our stock market in comparison to the rest of the world. Part of that
balance is being lost and that is of concern to me. Personally, I think
it would be a step backward for us, in the funding of small and new
‘businesses in the equity market, if we ended up in a situation like that
in Germany where the institutions, in effect, control the stock markets.

I believe that the objectives of the disclosure bill introduced by
Senator Williams 3 days ago are very good although I haven’t studied
the details of it yet. However, I am not sure that disclosure alone is
enough and I am trying to decide whether there are other legislative
steps that should be taken.

ne of the suﬁfestions that was made before this committee was the
possibility of taking the 5-percent limitation on ownership of stock in a
single corporation which now applies to mutuals and apply this limit
to other institutions with a grandfather clause, of course, to stop the
dumping of stocks of those holdings that exceed that amount.
- Would you consider that a reasonable limitation? What problems
would you see forthcoming if that was done?

Mr. Neepuam. Section 12 of the Investment Company Act, Senator,
deals with the responsibilities of fiduciaries, primarily, and  the rela-
tionships and the scope of activity of a managed fund; namely, an in-
vestment company. And I think it is 8éction 14 of the same act, sec-
tion 14(b), that directed the SEC to study this problem of concentra-
tion of portfolio activities on the part of an investment company. And
to my recollection, the SEC has never really addressed that question.

But, using the investment companies as an illustration—and I have
no beef against the investment companies—you have what is com-
monly referred to as a stable of funds, that is, a ﬁmup of investment
companies managed by one investment adviser. If you impose that
limitations on the holdings of securities—and let’s just address that

uestion—and then, let us say, we set it at 10 percent as the maximum
that could be held on any one fund, then it would be possible for a
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stable of funds to control 50 percent of a company through a five-funds
cﬁncept, each one with 10 percent. So, you see, there are difficulties
there.

But you know the real problem is not the holdings of the funds.
And I would like to move away from investment companies and
discuss what I consider a more significant—and, from an economic

oint of view, a more dramatic—situation, and that is the pension
unds that are administered all over the United States.

Now, Mr. Chairman, I am not saying that the pension fund tax
benefit should be revised in any way. But if the pension funds were to
individually make investment decisions, we wouldn’t be here today.
The problem is that there is a concentration of the management of
these individual pension funds among a handful of men, of investment
managers. So you don’t solve the problem in my judirlnent, by ad-
dressing yourself to the limitations to be imposed on investment on
pension funds. Rather, Senator, you reached the problem more
directly by asking what restrictions, if any, are needed. Or, what do
we do to give guidance to the geople who manage the funds? This
report that was made available by your staff contains statistics, for
instance, on who manages what in the way of pension funds. So that is
the real problem.

It is at management level that you have this decisionmaking process
taking place, wherein a bank, for instance, may decide that stock X is
no longer a suitable investment for their customers, and they decide
to take all of their customers out. Now, that is one man—or rather
one group of people—making a decision affecting thousands of pension
funds, rather than having each fund making its own individual
decision. So that is really the problem.

Now, there is another aspect of financial concentration which I
don’t think is the subject of this hearing, and that has to do with the
voting rights of the owners of these stocks.

Senator BEnTsEN. How do you legislate that? -

Mr. Neepnam.. That is what makes the problem so difficult. And
that is why, after analysis, we came to the conclusion that the way to
get at the problem was to give greater incentives to individuals to
invest more money in the stock markets to balance this concentration
of management on the other side.

Senator BENTSEN. I must say although I always want to take the
positive side and find Wnﬁs to give incentives, I don’t think we can
- can negate looking into the possibility of remedial legislation on the
other side. '

Mr. Neepuaum. Senator, I don’t mean to give that impression,
either. I think my testimony goes exactly the other way. We urge
{l?'u to go further, There is just a complete absence of information in

is area.
"~ "Senator BenTsEN. Senator Byrd?

Senator Byrp. Thank you, Mr. Chairman.

- Mr. Needham, in your statement, you list five points that you spe-
cifically urge the Congress to adopt. Of those five, which one would
you consider the most important to accomplish what you are seeking?
" Mr. Neepuaum. I would say No. 4, Senator Byrd, We think that

the capital ﬁains tax is a disincentive to invest in equity securities. ‘

Senator Byrp. That tax was increased in 1969 or as a result of the
1969 Tax Reform Act. Have you found that that has had a depressing
offect on the market? :
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Mr. NeepaaM. It was about 1969 that the securities market started
to come apart, Senator, but I will let our economist answer the
question.

Dr. Freunp. I don’t think the economists have an answer to that.
There is a multiplicity of forces here, but I do think that capital
gains played a role.

Senator Byru, Do you feel it had a major impact? ’

Dr. Freunv. We have no measure, no way to measure that directly
and there isn’t anything I could document statistically on this. But 1
do think that capital gains taxes have had a significant impact, par-
ticularly when you consider the reduction in taxation of ordinary
income on wages and salaries.

Mr. NeepHAM. Excuse me, Senator, but, Dr. Freund, didn’t the
exchanlge meke a study on this problem some years ago?

Dr. Freunp. We did, but that preceded 1969.

Mr. NeepHAaM. Are we involved in a similar study now?

Dr. Freunp. Yes, we have underway now a survey of investors’
attitudes to determine the effects of capital gains taxation on their in-
centives to invest. We hope to have those results, I might add, within
a matter of weeks, ’

Senator Byrp. Well, it would be helpful, I would think, Mr. Chair-
man, if those results could be submitted to the committee.

Mr. Neepuam. We will be delighted to furnish them to the com-
mittee,

Senator BENTsEN. We would be pleased to keep the record open to
have them submit it.

Mr. NeepHaMm. Thank you.*

Senator Byrp. Mr. Needham, you recommend reducing the capital
ains tax on securities, depending on the number of years the securities
ave been held. Would you comment on that?

Mr. Neepuawm. I could, Senator, but I would rather Dr. Freund did
it, because this is a matter of economic analysis and I believe he has-
some backups for you on it. -

Dr. Freunp. The details of the proposals were submitted to the
House Ways and Means Committee. I find I don’t have them right in
front of me but, as I recall, they provided for a maximum of a 50-per-
cent rate on hoidings liquidated after 6 months, with a reduction to a
20-percent rate at the end of 30 years.

Mr. NeepuaM. Reaching your question directly, I think one of the
efforts that most American businesses try to make is to accomplish
what the social views of an era are and, also, what seems to be the
intent of Congress. And T think it is safe to say that rather than going
that route, we would rather go the other route, which is to go back to
where we were in 1968 before the enactment of the 1969 legislation.
That would be a more direct way. I think all we are doing here, frankly,
is trying to accommodate what we think the Congress wants to try to
do to overcome this theory that is being proposed that there is no dis-

‘tinction between ordinary income and capital gains.

Senator Byrp. Is what you are saying then, you would leave the
capital gains structure alone, except go back to the 25 percent?

Mr. NeepuaM. Really, that is cutting it right through, Senator, and
that is the best way to do it.

*At press time the survey had not been completed, The subcommittee was informed that upon comple-
tion, it would be forwarded to the subcommittee, )
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Senator Byrp. And leave it at 6 months, also?

Mr. NeepuaM. 'And leave it at 8 months, Frankly, from the Govern-
ment’s point of view, I have heard many people, including my former
associate at the Commission, Mr. Hurlong, who served on the House
Ways and Means Committee for many years, say that a 3-month
holding period—which has been advanced, I believe, by Mr. Regan,
of Merrill Lynch, that would produce more substantial revenues to
the Government. But we recognize that is even more of a problem,
So I think with a 8 months period and 25 percent, everybody would
be very happy.

Senator Byrp. Well, now, you favor the positive approach of using
tax incentives to attract individuals back into the market. Has your
organization made any studies of the revenue impact of the tax in-
centives you propose?

Mr. Neepunam. Yes, we have included those in the record.

Dr. West, Senator, about 10 or 12 years ago, we commissioned a
study by the Harris organization on this subject. Of course, economic
conditions and market conditions have changed drastically since that
time, as has the Tax Code in 1969, which you refer to. Some months
ago, we commissioned a redo of that study, coverinﬁ somewhat the
same ground that was covered in the earlier one—that is, as far as
cutting the tax rate in half, but also going beyond that to the sliding
scale which has become part of our tax recommendations. The inter-
viewing phase of that study is now complete and the data is being
analyzed, and we hope within the next few weeks we will be able to
submit the results of that study to the committee.

Mr. Neepgam. We have offered that for the record and, Senator
Byrd, we have already included in the record our testimony before the

ouse Ways and Means Committee, which includes the impact data
that you are looking for and your staff now has it.*

Dr. West. I might add, Senator, that the study very specifically
covers the study of revenue impact from the_various tax alternatives
that are proposed for the individual investor.

Senator Byrp. I am inclined to favor your proposal on cagital
gains, but I think that the committee and the Congress, as a whole,
will certainly have to take into consideration what the revenue impact
is and, if it is & major impact, that is going to"make it somewhat a
difficult thing. ‘

Mr. NeppnaM. Yes, we are playing cat and mouse in the security
industry. I wonder what the impact is of the special tax considerations
which I believe are approRriate, that have been granted to the oi
industry? I wonder what the tax impact is of gmnting{' deductions to
employers for contributions to profitsharing and pension plans? And
I could go on down the lst. But I 1ealize we would be inconsistent
if we were to say to you that we.wouldn’t care what the cost was,
because the thrust of our testimony, when we appeared before other
committees of the Congress, is that we advocate always a balanced
budget for the U.S. Government.

Senator Byrp. I want to hear that more clearly.

M{. Neepuam. I am glad someone is listening to me in Govern-
ment. .

,. *Hearings before the House Committee on Ways and Means, March 21, 1073, entitled “Cleneral Tax Re-
form," pp. 24652404,
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We believe very stronﬁly that the Government must bear a very
heavy burden of proof whenever the budget is not balanced. And the
budget has not been balanced for enough frears since the Depression to
make a good track record for the Federal Government as a leader in
financial responsibility.

Senator Byrp. I think you are so right.

Mr. NeepuaM. Senator, I wish I lived in the State of Virginia.

Senator Byrp. I wish we had you in Washington.

Mr, Neepuam, I think I got out at about the right time, Senator.

Senator Byrp. I was somewhat encouraged by the statements last
week and by Secretary Shultz' statement, that, for the first time in
several years, the administration recognizes that the budget must be
got under control if inflation is to be got under control. That is a new
recognition insofar as any public statements are concerned or private
statements, so far as I know. I don’t think we are going to get this
economy back in shape and I don’t think, personally, we are going to
get inflation under control until we do what you have suggested there,
and that is, return to the concept of a balanced budget.

Secretary Shultz used the phrase “oldtime religion’” and I like that
expression. I think it is “oldtime religion.” It has been considered out
of fashion and out of date, but maybe what has happened to the dollar
all over the world and the lack of confidence of the investing public
and the lack of confidence of the public as a whole in my judgment may
change that opinion in Washington and may cause us to get back to
where that is not so old fashioned and so out of date, but an essential
element in restoring confidence.

I notice in your statement you certainly do not mean to minimize
the overwhelming importance of bringing domestic inflation under
control and restoring stability to the dollar internationally. I think
that is so verﬁ, very sound, and I think it is not generally realized
that during the §-year period from fiscal 1970 throulgh scal 1974
that the total accumulated Federal funds deficit will be $119 bil-
lion. Another way of saying that is that during that 5-year period,
26 percent of the total national debt of this Nation will have been
incurred during that one 5-year period. That is just smashing. I
have a feeling that the average citizen, while he doesn’t know the
figures, that he senses something is drastically wrong here in Wash-
ington. That was 26 percent of the national debt incurred in a §-year
period from 1970 through 1974, and the other 75 percent was built up
over a period of 150 years—or whatever the figure might be. We fought
the War Between the States, the Spanish-American War, World War I,
World War II, the Korean war, and most of the Vietnam war during
that period that the 75 percent was built up. So that I think that the
No. 1 domestic problem facing our country, as I see it, is to get the

- Government’s financial house into order and it is way out of order now,

And I am impressed that your statement recognizes that. And I
would say, again; I am so pleased to hear you use that word “balanced
budget.” You don’t hear it very often around this Congress, I will tell

ou. :
y Mr, Neepuam. Senator, if I may cap off this fiscal discussion by
saying, if the Congress wants to really get disturbed about something
else—not that you don’t have enough on your minds—but you might
look at the debt that is being incurred by Federal agencies created by
the Federal Government—that is, outside the appropriations process,
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which is something else, and which is completely contrary to the
American way of running a government. 4

Senator BYrp. You are quite right and I am glad that you brought
that out and I hope that the busimess community will become excer-
cised about the irresl)onsibility of the Federal Government in its
spending policies. Unless the business community takes an interest
in it, I don’t know how we are going to solve it. {

Mr. Neepuam. I have been in business for 27 years—most of it
as a practicing CPA, and I have been exercised quite a bit about it.
In fact, before that, I was brought up on some fundamentals in this

“business, and all I can say is the result of my exercising in this has been

shadowboxing.

Senator Byrp. What?

Mr. NeepaaM. Shadowboxing. In other words, I am doing this ex-
ercise but I am not hitting anyone.

Senator Byrp. Well, I think the fact that you are speaking out on
it is very helpful.

Mr. Neepuam. I don’t want to prolong my discussion here, but I
would say that if I had with me today the members of our Interna-
tional Capital Markets Committee—and these are experts—you
might be quite impressed by their thoughts. Dr. Freund, you are much
better at recalling names than I am. Why don’t you read their names
into the record?

Dr. Freunp, The chairman of the ccmmittee is John E. Leslie and
the other members are: Harry B. Anderson, of Merrill Lynch; George
W. Ball, of Lehman Brothers, Inc., and formerly Secretary of State;
I. W. Burnham II, of Drexel Burnham & Co., Inc.; Henry H. Fowler,
of Goldman, Sachs & Co., and formerly Secretary of the Treasury;
Andre Meyer, of Lazard Freres & Co.; Leo Model, of Model, Roland &
Co., Inc.; Frank A. Petito, of Morgan Stanley & Co., Inc.; Robert V.
Roosa, formerly Under Secretary of the Treasury, and now a partner
in the firm of Brown Brothers Harriman & Co.; Nathaniel Samuel, of
Kuhn, Loeb, & Co., also formerly of the State Department.

Mr, Neepnam., And if they were all here, Senator Byrd, they
would say two things to this subcommittee: The first one, balance the
budget, and, secondly, get a hold on monetary policy. That is what
they would say. )

enator Byrp, Well, that is certainly an outstanding group and
one with great knowledge and it is encouraging to me to know that
that group, which you have just named, with such outstanding
individuals, feel that the No. 1 groblem———f believe that is the way
ou expressed it—is to get a handle on Government spending and to
alance the budget.

‘Mr, Needham, you have strongly urged the elimination of with-
holding tax on foreign purchases of U.S. securities. Has any thought
been given, as to how this repeal could be accomplished without

roviding & tremendous invitation to U.S. citizens to invest their
unds in the United States through foreign banks or security houses

for the purpose of avoiding U.S, taxation

Mr. Neeonam, Having some background in the law enforcement
area, I recognize the tremendous administrative law enforcement
problem that this represents. Now, we have discussed this with Secre-
tary Shultz and initially he was, 1 mi§ht, say, not really receptive to
what we were proposing. But I notice in the recent testimony that he
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gave on the Hill, that he was softening his attitude. I think what you
are talking about here, frankly, when we come down to this matter, is
trying to arrive at some arrangements with these foreign countries—
particularly the Swiss—so that we have access to the information we
need in order to enforce our own law.

Senator Byrp. You have expressed your support for the deducti-
bility of commissions paid by investos for the acquisition of securities,
as an ordinary and necessary business expense. Would this tax change
really be significant enough to encourage small investors to engage
more in the purchase of securities?

Mr. Neepuay. We have estimated the impact of it to be $30 million
in loss of revenue.

Dr. WesT. I don’t recall the exact figure. It is a negligible amount
and it certainly would not have very much of a revenue effect, as far
as the Federal Treasury was concerned. But even as a mmatter of
fairness, there is no difference between brokerage commissions and
investment advisory materials, which are now deductible from an
investor's tax return. I suppose the answer to your question is:
Basically, every little thing will help. And, to the extent that brokerage
commissions are treated as any other investment expense, they reduce
the cost to the investor of participating in the market and may en-
courage, to some marginal extent, increased activity by individual
investors,

Senator Byrp. You feel it will have an impact?

Mr, Neeouau. Yes, it may be a kind of sweetener type of .thing. It
won't, certainly, be substantial as a roll back in the capital gains tax
rate. :

Senator BEnTsEN. Senator Byrd, would you yield on that? Aren’t
real estate commissions deductible? How do you (fiﬁ‘erentiate that from
a stock purchase? In other words, why should we capitalize a stock
purchase insofar as the comumission is concerned?

Mr. NeepuaM. You are asking me to justify why it should be?

Senator BeEnTsEN. Well, 1 don’t see the reason why, frankly, if a real
es?tatc commission is a deductible expense, and I believe it is, isn’t
it

Mr. Neeouau. I don’t believe so. It is a capital item, Senator. You
know, historically, Mr. Chairman, the attitude of the Treasury
Department in this particular area is founded on two things: Those
expenditures which are business deductions, and those which are the
cos{, oti acquiring a capital investment, or disposing of it. And so that
is the logic. .

Semw%r Bentsen. I think we would find it very difficult to differ-
entinte between the treatment of one as opposed to the other one,
wouldn’t we?

Mr. Neepuay. I think the Senate and the House, in their national
policy deliberations, have broad administrative discretion. And they
could decide if the public interest were best served by doini what we
are suggesting. They could do it by writing it into the law, Senator.

Senator BentseN. Well, I hope you help me answer my letters to
the real estate brokers.

Mr. Neepuay, Pardon?

Senator BENTSEN. I want you to help me answer my letters; then.

Mr. NeepuaM. Senator, I will tell you what. I will make a trade:
You answer mine and I will answer yours,
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Senator BenTsen. T might take you up on that.

Mr. Neepnam. Real estate has been going up. Stock prices haven’t,

Senator BENTSEN. Please go ahead, Senator Byrd.

Senator Byrp. Thank you.

My, Needham, you bring out some figures which are rather startling
to me, at least.

You say that the aggregate losses for the first 5 months of this year
were $153 million, compared to the aggregate profits for the first 5
months of 1972 of $580 million, showing a dechne of profitability of
close to three-quarters of a billion dollars. My question in that regard:
Were the profits for the first 5 months of 1972 somewhat normal, or
were they somewhat higher than normal?

Mr. Neepsiam. I beliove that most people thought that those
were—well, in the context of the whole year of 1972, where there
were losses in that year as well, that was closer to a normal yield.
Dr. Freund has some statistics on that, and then I want to get back
to another point,.

Dr. Freunp. Yes. I think that the figures show that the profits
were normal, Senator, for the first—well, let me give you a few of the
most recent figures for 1972, Comparable figures for 1972 in terms of
return on capital after taxes: Now in Decomber of 1972, it was 9.6
percent, and that compares with o yield on high grade corporate bonds
now of 8 percent. In November of 1972, it was 17.2 percent; in Octcber
of 1972, it was 2.7 percent. So you see, there is a considerable fluctu-
ation month by month. In September, it was 8.5 percent deficit.
In August, 10.3 percent return on capital. For the full year of 1972,
the after-tax return of all member firms on their invested capital was
10.3 percent.

Mr. Neepnasm. And Senator Byrd, I asked Dr. Freund to read
those numbers to you because the SEC, while I was a Commissioner,
granted a rate increase to this industry, which was determined by
the Commission as reasonable under section 19 of the 1934 act, to
yield a return on capital security investment—ch, no, security com-
mission income—of 15 percent. Now, we know no firms in our industry
have experienced a 15 percent return on anything this year. And as
Dr. Freund has indicated to you, the overall results of 1972, the
result was 10.3 percent.

But, while I have this opportunity, Senator, there is a_serious

‘omission from our testimony this morning. Since we are getting into

this area, 1 would like very much to submit at a later time for the
record a recommendation to which I commend this subcommittee
to give scrious consideration to dealing with. Essentially, it is a tax
proposal which would give the securities industry a tax cushion to
offset a bad year. In other words, a deduction in very good years
which would be available to the industry in very bad years. It would
be comparable—well, it would be computed for the most part in the
same fashion that the loss reserves of a bank are computed. As you
know, they are allowed, under the statute, a favored tax treatment
in order to establish, for the purpcse of protecting their depositors, . -
n reserve against the losses outstanding, despite whatever their
actual experience is. Now, insurance companies are similarly——
Senator BENTSEN. Whit, you are talking about the bad debt loss?
Mr. NEepuaM. That is right. Insurance companies get similar relief
to the extent that their investment income on their own -portfolios,
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not allocated directly to policy surplus, is not taxed either. Also, under
the blind form filed by insurance companies with the various State -
insurance commissioners, there is something referred to as the manda-
toryl security evaluation reserve, which is handled separately in the
tax law. ‘

We havo o study going on right now which we feel has great merit,
which would give the securities industry an opportunity during the
years when they do have good profits to set aside, free of taxes, an
amount which would protect the customers of those firms in bad
years such as the yoar wo are now having. So, if you will please reserve
a place in the record, Mr. Chairman, we would like to submit that
for the record.*

Senator BenTsEN. You are talking about a reserve that would be
sot up to take care of your fiduciary role rather than the stockholders
in your firm? Like the plan for life insurance companies, for the tax
concession that is given to them on earnings that do not accrue to
other than policyholders’ surplus?

Mr. NeepHAM. That is right. And you see the way a broker-dealer
operates now—and it is all in accordance with the 1934 act—while
there is a segregation of cash and securities of customers, per se, in
fact, it is controlled through the same corporate entity that does
underwriting and so on, and takes other rigsks. This would be a way,
Mr. Chairman, of minimizing whatever dangers are inherent in a
combination of dealer and broker activities,

Senator BenTsEN. We would be very pleased to have that state-
ment,

Senator Byrp. That is all. Thank you very much. I appreciate
your comments, ..

Senator BENNETT, Mr, Chairman, unfortunately, I wasn't able to
hear the presentation. I was tied up in another committee and I can
report to you now, we have approved a new head and another member
of the SEC in the Banking Committee this morning.

Senator Bentsen. That is very good.

Senator BeNNETT, That Commission will now be whole and be
able to get back to work. A

.So while I have listened to the discussion, I don’t think I have
anything to add to it.
enator BenTseN, Senator Roth?

Senator Rota. 1 have no questions.

Senator BEnTsen, Mr. Needham, when you were talking about
o limited deduction for the purchase of securities for a personal
retirement plan, you referred to Senator Javits’ bill. As you perhaps
know, this week the Finance Committee approved my pension reform
bill and we permitted a $1,000 deduction for individual retirement
savings under some circumstances. Now, we did not limit that to
stocks. Do you think that we could allow a deduction for someone
who purchases stocks only as opposed to someone who might want
to put his savings in government securities or in a bank trust depart-

- ment or insurance contracts or something else?

.Mr. Neeonanm, Well, Mr. Chairman, my sense of public responsi-
bility is a little bit too great to ask you to do that. I still believe that
the American citizen should have the right to decide where he wants
to invest his money.

* At press time the study had not been comnleted, The subcommittee was informed that the study would
be forwarded to the subcommittes upon conipletion,
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Senator BenTseN. If you said otherwise, I really would have been
surprised, . -

Mr. Neepaasm. Incidentally, Senator, I am very ‘nleased to seo
that this committee has reported pension reform legislation, because
I have been following this subject now for about 4 years since the bill
was originally introduced by Senators Williams and Javits. I believe
that if reform is needed in any area, it certainly is needed in the pension
area, and I really hope the Labor Committee and this committee will
be able to reconcile the differences,

Senator BenTsEN. I am very optimistic we will be able to do so.
We have worked in concert on this. We have a good bill and I think
the two committees will work together. And I also believe, that the
more stringent funding requirements in that bill will require \igcrensed
contributions to many pension plans across the country which will
result in increased stock market investments, In addition, the deduc-
tion for individual contributions may also result in individuals pur-
chasing more stock,

Mr. Neepuam. We concur with that. -

Senator BENTsEN. One statement that you made concerns me and
this pertains to increased brokerage commissions., Would that be
counterproductive with resgect to attempts to bring the small in-
vestor back into the market

Mr. NEepuaM. I have that answer all ready for you. I have heen
asked for that more often in the last week than anything else. I have
just been handed something which, with your permission, I will
submit for the record. This is a background report, entitled ‘“Commis-
sions and the Individual Investor.” Then I will attempt to respond
to your question verbally.

enator BENTSEN. Fine. So ordered.
[The document referred to follows:)

BACKGROUND REPORT

COMMISSIONS AND THE-INDIVIDUAL INVESTOR

Introduction g

The level of brokerage commissions charged on securities transaction has been
a subject of increased controversy and debate within the securities industry,
government agencies and other concerned parties since the New York Stock Ex-
change February 1970 Kroposals for its first increase in commission rates since
1958, These increases, when finall afgroved by the Securities and Exchange Com-
mission and introduced in March, 1972, resulted fn an increase in commissions
on small trades and lowering of the negotiated rate level to $300,000. The pro-

. posed changes currently before the SEC would raise commissions on small trades

still futher, while rates would continue to be negotiated above the $300,000

level,

In light of the current concern over the small investor’s future participation in
the market, the Exchange’s recent proposal to increase commission rates has drawn
criticism from those who view higher commissions as a deterrent to gredter
individual investor participation in the stock market.

~ Information Sources ‘

To determine the sensitivity of investors to an increase in commission rates, the
Exchange has conducted several surveys among investors to determine their
knowledge of and attitudes toward existing rates and proposed rate changes. At
the time of the Exchange’s 1070 announcement of its proposal to raise commissions,
surveys were conducted both before (early February) and after (mid-March) the
annotincement was made, The purpose of these studics was to determiné the effect,
if any, of the proposed changes on investors’ perceptions of the level and reason--
ableness of commission rates, and what effect the ohm:&: would have'on their

o undertaken- in May,
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1970, shortly after the temporary $15 service charge was put into effect, to deter-
mine investor attitudes after they had felt the effect of the increase.

More recently (June-July, 1972), small investor perceptions of commission rates
were probed as part of a comprehensive Exchange study (Marketing Sceurities
to the Small Investor) of small investor attitudes and investment behavior pat-
terns. Early thik year, the Exchange also conducted a qualitative study (The
Disenchanted Investor) in which more affluent investors were given an oppor-
tunity to express their views on increased cominission rates as one of the factors
contributing to their negative outlook toward the stock market.

Public and investor pereeptions of and attitudes toward commissions were
also investigated in the summer of 1972 as part of a Seenrities Industry Associa-
tion sponsored study of the sceurities industry’s publie image entitled “The
Public and Investors Evaluate the Securities Industry”.

Findings

The data gathered in all of these independent research projects indicate that
individual investors, and small investors pnrtiunlnrly, are not greatly influenced
in their investment activity by commission rates, and are, for the most part,
generally misinformed as to their exact lovels, In addition, though investors
tend to overestimate commissions, they continually indicate that current commis-
sion rates are fair and reasonable.

Investors’ activity is nol greatly influenced by commission rates.—In the pre-post
Exchange study conducted during 1970, investors were asked what effect an in-
erease in commissions would have on their investment decisions for the remainder
of that year and beyond. In both waves, only about 109 of the sharcowners
indicated they would invest less should commissions be rasied. The vast majority
would continue to invest at current levels or even increase their investments.

A similar question was posed to investors in the study conducted after the
initiation of the $15 service charge. Once agian, only 109, of the sharcownors
sald they would invest less than at present if the service charge were continued
indefinitely. Close to one in five indicated they expecet to invest more. Theso two
studies seem to show that individual investment activity is relatively inscnsitive
to changes in commission raies and that investors do not take commissions into
account when making investinent decisions.

Less than half the sharcowners interviewed during the Disenchanted Investor
Study (1973) claimed to be personally, affected by the increase in commissions,
Those who did fecl \)ersonally affected had reacted by holding stocks longer and
trading less frequently. Very rarely did investors stop trading altogether or switeh
to some other investment beeause of commissions. .

Individual and small investors are not familiar with existing commission rale
schedules.—When respondents in the Exchange’s 1970 pre-post study were asked
the commission charged on a transaction involving 100 shares of a $20 stock,
m'tcir fc;ur in ten sharcowners in both survey phases were unable to venture an
estimate.

In response to a similar question in the more recent SIA public attitude study,
more than half of the sharcowners (53%) again could not estimate the commission
on a given transaction, Sharcowners owning over $10,000 worth of stock were
only somewhat more knowledgeable—429%, could not make a guess.

Investors have an inflaled perceplion of the level of commissions.—While a large
segment of investors openly admit to not knowing what commission would be
charged on a given hypothetical transaction, another sizable group tend to over-
estimate commissions.

During the 1970 pre-post study, at least one in every three sharecowners over-
cstimated commissions on the purchase or sale of 100 shares of a $20 stock.
Barely one in five investors were able to give a correct estimate,

Shareowners interviewed during the Exchange’s Small Investor Study showed
a similar tendency to overestimate commissions. Over one-third (37%) over-
estimated the commission on the sale of 50 shares of a $30 stock, while better
than fout in ten (45%) overestimated the commission on the purchase of the
same amount of stock. Only about one in four small investors correctly estimated
the commissions involved in these transactions,

In estimating the commission on the hypothetical transaction described in-
the SIA study ?the purchase of $2,000 worth of stock), neargf' three in ten (28%())
shareowners overstated the charge. Holders of portfolios valued at over $10,000
were even more likely (309;) to overestimate the size of the commisston, Correct
estimates were made by onfy 139, of the shareowners in total and by 219 of the-
larger shareowners.
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Investors have a tendency to underestimale commisions on mutual fund lrans-
aclions,—The 1970 pre-post study conducted for the Exchange showed one-half
of the investors were not able to estimate the commission on the purchase of 100
shares of a mutual fund selling at $20. An additional third underestimated the
amount of commission.

In the Exchange's Small Investor Study, over half of the investors under-
estimated the commission on a transaction in which an additional $50 was invested
in a mutual fund already owned.

These findings suggest that individual investors are poorly informed about the
cost of finaneial transactions in general, and not just about commissions associated
with socurities transactions,

In spite of their lendency to overestimale slock commissions, investors think existing
commission rates arc fair and reasonable.—On both the pre and post waves of the
1970 study, fewer than 109, of the sharcowners felt the existing or proposed
rates were too high. Nearly one in four shareowners thought they were about
right, and about one in five thought they were too low,

In the SIA public attitude study, respondents who said they knew the amount
of commission involved in the hypothetical transaction (regardless of whether or
not their estimate was correct) were asked if they thought this amount was fair,
Two-thirds of the investors felt the commission was fair, even though three out
of five had overestimated the amount.

In summary, based on the data currently available, an incercase in commission
rates should not adversely affect individual and small investors’ husiness. Although
tho level of commissions would seem to be ‘)owmiall_\' sensitive issue among
investors, individuals have not taken the trouble to familiarize themselves with
current rates. Furthermore, individual investors have also shown that commission
rates do not figure heavily in their investient decision-making process.

Mr., Negvuay, The board of directors of the New York Stock
ixchange, when it was deliberating—and it did deliberate at length,
about the type of rate relief which was necessary for the industry—
took into consideration a number of factors, Their No. 1 consideration
was a question they devoted o considerable amount of time to, and
that is: What would the impact of this be on the individual investor?
Now, there were various opinions amongst the members of the bowrd,
and finally they did as you would expect them to do, being u reason-
able group. They turned to a study which we had just completed,
which is now a part of the record, on the attitudes of individual
investors. That study disclosed that fewer than 1 percent of the
individuals polled felt that the brokerage commission was a major
factor in their investment decision.

Senator BEnTsEN. What percentage?

Mr. Neegpuay. Fewer than 1 percent.

In fact, Mr. Chairman, some of the investors who were polled
weren’t even aware of the range of the brokerage commissions the
were paying on their current transactions, That is now in the record.

Senator BENTSEN. Let me ask you about the two-tier market that
we have heard about. Do you feel that institutions have contributed
to the two-tier market?

Mr, Neepuam. They haven’t contributed to it, Senator, they have
created it. '

Senator BENTsEN, What is the problem that now confronts people
who want to raise venture capital? Is this a serious problem for a
new firm? Doesn’t this result in a problem if someone comes along
with a new idea, like Xerox once was, and attemptsto go into the equity
market? Doesn’t this, in effect, in the long run restrict the competitive-
ness of our industrial society? '

Mr. Neepuam. Yes, it does, and it is one of the major concerns that
we have and one which threatens the very fiber of our society. This
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country is the great country that it is because it is made up of a lot of
small, enterprising and imaginative and innovative individuals who
go into business. I have had them as clients—this group of people
who start out in garages and basements and then come out with
products that are acceptable to the American public and which are
usable and needed. And their own entrepreneurial skills lead them,
with the assistance of outside capital-—public capital, ultimately-—
to becoming very successful venturoes. I could recite for you a list of
my own clients that started with this “Mom and Pop” over-the-
kitchen-table idea, Now, with high interest rates, with the lack of
available capital for small and emerging businesses, I just don’t
know where the society is going. I really don’t know. And you know,
not only am I concerned about it from that point of view, Senator
because—and I don't want to repeat myself, but I do feel the small
businessman is the backbone of the American business society—it
affacts the large corporate issues as well.

Senator BENTsEN. Let me ask you this: Do you see an increasing
interest by foreign corporations to take over American companies that
are selling at low multiples?

Mr. NEEDHAM. Senator, I spoke to that question months ago before
the first event occurred. I could see it coming and it has happened, and
we will see more of it. We see it more on the west coast and in our
island State of Hawaii where the Japanese have invested substantial
amounts of money in real estate and companies and businesses in those
States. And we are seeing it now on the east coast, where European
and English capital is being attracted here to take over some of our
companies. And I am not certain that is wrong. We have done it in
reverse. But, certainly, cheap stock prices foster that type of invest-
ment.

g Sem‘;tor BenTsEN. Do you think there are any secrets on Wall
treet '

Mr. Neepuaum. Pardon me?

S Sens‘;tor BenTsEN. Do you think there are any secrets on Wall
treot

Mr. NeepuaM. Yes, sir. Anything that happens at the New York
Stock Exchange is always secret until we announce it.

Senator BENTSEN. We had a witness yesterday or the day before
who testified that there were no secrets on Wall Street. This is not a
totally facetious question because we heard in testimony that a lot of
investors these days are not dealing in the old fundamentals but
rather are trying to estimate what the large institutions are buying or -
what they are selling? Do you feel they are having that kind of impact
on the market or not? -

Mr. Neepuam. Well, I would rather we discuss that apart from the
question of whether there are anly secrets on Wall Street, because that
suggests that the people on Wall Street have some inside information. .
And maybe they do, Senator, but hopefully—they are not using it.
The SEC will look into it if they are. N ,

But, the individual investor, it seems to me, is out of the stock
market to the extent that he is, and not coming into it, because of
fundamental economic forces. And after the beating that many of
them took, either by direct investment or through pool accoiiits, it -
would seem their assets just dwindled down to the point where they are
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maybe worth a third of what they were a few years a%ﬁ;]’l‘he individual
investor has become more safet; Prone. He is less willing to take risks.
Secondly, when the equity vehicles have to compete with the deben-
tures and savings accounts that yield substantially high yields and
yields that exceed the rate of inflation, the fundamental question is
economics. Is it better to be with equities, or is it better to be in debt?
And you know, Senator, unlike the savings and loan institutions and
commercial banks, we are not allowed to give away blankets and
coffee pots and things like that. .

Senator BeNTsEN. I realize that.

You made some comments about institutions and some portfolio
managers not giving sufficient consideration to the effect of a block
sale as to how it might affect the market,

Do you think there should be any limitation on the size of a block
sale, either by amount or period of time, within which it is con-
summated?

Mr, Neepuau. No, I do not, Senator.

Senator BENTsEN. What problems would you see inherent in such
limitations? )

Mr. NeepraM. Well, the first one is the abridgement of freedom. I
might start from there,

believe that a fiduciary in managing a fund has to have an an--
nounced investment policy, such as the case of the investment com-
panies. Maybe that is what we need from banks, Senator—an an-
nounced investment policy which they would be forced to follow.
But even that wouldn’t solve the problem you are talking about.

It seems to me the fundamental responsibility, recognizing the
large aggregations of capital is something we are going to be living with
for a long time, is to make the market more responsive to the needs of
all investors. And we dealt with just the individual investor this
morning. But the institutional investor has his own problems. So,
it is up to us who manage the securities markets to find ways to make
our markets more responsive and responsible and, in part, we have.
We have in the securities industry now a whole group of specialists
who didn’t exist 10 years ago, block traders. They came into being by
virtue of the need on the part of institutions to dispose of large
blocks of stock.

Now, I believe that the efforts to create an efficient options market in
Chicago by the Chicago Board of Trade is another response by the
marketplace to accommodate the legitimate needs of institutional
investors. Once it is understood by institutional investors, how they
can take advantage of that options market in a hedging-type (:Pera.-
tion, I think you will see greater use of it. But I think too—and this
is where I began—that maybe that is not enough, maybe the human
mind is not capable of reaching out and solving these kinds of prob-
lems. We need a kind of discipline and will where we are opposed to
- restrictions and where we are not opposed to economic incentives,
That is why this haircutting procedure Imentioned to you might be
an appropriate way that gives & fund manager, in the case of an in-
vestment company, incentive not to unload el at once. If he has a
built-in profit of 20 or 10 percent, and he is able to sell the stock at the

» value it is currently being traded, he picks up that 20 percent. So

that is an economic incentive.
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It has been suggested that that would work with investment
companies but would not work with a pension plan. We discussed
that, too. One method of handling the pension plans could be to remove
some of their tax advantages in order to encourage them or give them
an economic disincentive from doing something .which was contrary
to the public interest. .

Senator BENTSEN. Any further questions?

Senator BenNpTT. Just for the record. We were talking about real
estate commissions. They are only deductible as a business expense
to a real estate dealer who is selling for his own account. The home-
owner or the corporation that is selling real estate cannot deduet,

Mr. NeepuaM. Right, Senator. While we are on the subject of
limitations—and I think that is what we are on——it has been 3. roposed
by a number of people that when there is a break in the price of a
security—let’s say of 10 percent within a day—that that stock
shouldn’t be hand{ed.

Senator BeENNETT. The commodities market approach?

Mr. Neepuam. Right. That has been advanced for a number of
years. I have never believed in it. One thing you have in the securities
market that you do not have in the futures market for commodities
is the securities overhanging the market at all times. You never really
know what you have Fot out there, you know—if someone is willing
to buy, someone is willing to sell.

We have that right on the floor of the Exchange. You have floor
brokers who have orders in their pockets. They don’t tell anyone
anything until the right price is struck. And for us to close the New
York Stock Exchange for 30 seconds, is a matter that we just take
very seriously. )

Vz'hen we halt trading in a stock for any period of time, a number
of people collaborate in that decision. And for us to halt trading in a
stock, let's say, after it has exceeded its limit of 10 or 20 percent,
and then reopen it the next day Senator, it wouldn’t open at the
price that it closed the preceding day. I just don’t think that is a
viable consideraticn for this committee. .

Senator BEnTsEN. Mr. Needham, we are deeply concerned with any
attempt to make investors act other than as investors. Again, that is
why we have tried to get outstanding men in this field across the
spectrum to advise this committee as to any actions we take. And
any actions we take, if any, will not be casual ones, because of our
concern with keeping the marketplace as free as we can.

Mr, Needham, we appreciate your testimony very much.

Mr. Neepsam. Thank you, Mr, Chairman,

[The prepared statement and an address of Mr. Needham follows:)

Preparep STATEMENT oF THE New YoRK Stock ExcHangE, INC.,, PRESENTED
BY James J, NexpuasM, CHAIRMAN or THE BOARD

My namev is James J. Needham. I am Chairman of the Board of Directors,‘
and Chief Executive Officer of the New York Stock Exchange, Inc. With me
today are Donald L. Calvin, Vice President, Dr. William C. Freund, Vice President
zla;:d Chief Economist of the Exchange, and Dr, Stap West, head of our Research

epartment. - - '

e appreciate the opportunity to express the views of the New York Stoc

“Exchange on “The role of Institutional Investors in the Stock Market” and, -

frankly, we congratulate this Subcommittee for focusing on what has too long
been referred to as a phenomenon, when, in fact, it has become an establishe

national problem—that is, the impact of the growth of managed investment
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accounts on the capital markets and capital-raising process in this country. The
growth of financial concentration in this country has concerned me for many years,
including those when I served as a Commissioner of the Securitics and Exchange
Commission.

At the outset, let me say that it is my hope that, after study of the problem,
this SBubcommittee will consider solutions to insure that our sceurities markets
provide equal opportunity to all investors, regardless of size, so that equity
securlties will become a more attractive investment vehicle for a grentor number
of Americans than ever before—and not to create a “laundry list” of restrictions
which conflict with the concept of a free market system,

An important issue in these hearings, then, is the role of the individual investor
in the natlon’s securities markets. This may, In fact, be the key issue, since any
proposed legislation dealing with institutional investors should consider the impact
on individunl participation in the market. Indeed, our essential comnient s that
ruther than focusing on ways of restricting the activity of institutional investors,
Congressional concern and action should be to minimize institutional impact
indlreetly—by stimulating in cevery possible approprinte way greater individual
purticipation in this nation’s capital markets.

Some observers, noting the extraordinary growth of market activity by finanelal
institutions in recent years, have forccast the virtual exelusion of individual
investors from the market in the years ahead. In our opinion, the facts to date do
not support that pessimistic forecast.

At the New York Stock Exchange, we regard the individual investor—ineluding
the so-called “‘small” investor ! as the indispensable participant in the market, We
cannot permit the individual to become the forgotten man or woman in our se-
ourities markets, as unfortunately has happened in other areas of our society.

Why is the individual investor so important to the securitics markets? More
important, perhaps—why is his continued participation in the securities markets
essential to the national interest?

CONTRIBUTIONS OF THE INDIVIDUAL INVESTOR

Particlaption in the investment process enables millions of individual Amerioans
to acquire an active stake in this nation’s economic growth, For mar:iv, it provides
& second income, or the means of financing fami}f educational needs—or a step-
ping-stone to a higher personal or family standard of living,

At tho same time, individual investors—both small and large—through their
Eartloipatlon, make a vital contribution to the securities markets and to the na-

fonal economy-—in at least four major ways. -

First, their active partioipation in the market gives needed breadth to trading in
thoysands of stocks—including many listed on the New York Stock Exchange—
which, for one reason or another, do not attract the interest of institutional inves-

- tors.

Sccond, a massive flow of individual orders helps provide the indispensible

» liquidity which is, itself, a major stiulus to further individual participation in

the market. Liquidity—the ability to transform cash into securities or secyrities
into cash at a price reasonably close to that of the precedinﬁ sale in & particular
stock—offers individuals the opportunity to purchase stocks at a fair Prl(i:g attt
quidate
their holdings at a fair price should their personal circumstances make that

* desirable or necessary at a later dato. A drastic reduction in the flow of orders, .
. centering more and more tightly on institutional business, would open the way
.to more abrupt price changes and loss of existing continuity from sale to sale.

Deprived of the assurance of a liquid market, individual investors would find

*“participation in the market far less attractive. Since individual investors also

! Much of the controversy regarding the prosent and future role of the individual investor has centerod on
the led *sraall”’ lnveg(or. However, many observers—and many investors—tend to regaéd virtually
“small” investor, This lmrreclse use of the term has clouded m{\ny issueg and triggered a
umber of I mﬁme comments. In connectlon with commission rates, for example, 8 num Frespone
ontifled themselves to the Exchange as “small”’ }nvestors an? hay: sndion t! oy hold

ny of thege individuals clearly are ab)
o

t,
of
e
o—in amounts commonly considered as “Institutional-sized’’—and their needs, just as ear?y, merj CC

ork Stock Exchange regards as an ‘“individual” Investor any person, not afiiliated with a

estor as any such person who has (1) household income not exceeding $20,000 & year; (2) s portfolio val
X} 10 more than 31,000, (3) annual T ga A Taes

@ year or less on his transactions.
ug, a3 much 98 two-thirds of the U.8. shareowner population may he considered as " frivestors--
h o the remaining one-third would more properly beporggaxded 88 ‘ymedlum-eu?dq' or “large’” individual,

tions valued at less than $5,000; and/or (4) co on chargesof . .
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partioipate in a substantial proportion of institutional trades, their withdrawal
walild sdverseli/ affeot all sectors of the market.?

Third, Individual investors partlolﬁate in U.8. corporate growth—both by
roviding new equity oapital to small and growing companies and by making
t easler for larger, better-established companies to obtain additional capital by

reinvesting their retained corporate eaminﬁ.

'ourth, the exist.h:ﬁ wldee;;read ownership of Amerloan industry by millions
of large and small individual nvestors—developed over the relatively short sgan
of two decades—ropresents an essential safeguard against undue concentration
of economio l;‘mwer in the hands of large organizations. Individuals continue to
own the bulk of the stock listed on the New York Stock Exchange, In other
markets, the incidenée of individual ownership is even higher than it is on the
NYSE. The balance between individual and institutional control of corporations
{s & unique feature of our system of oapitalism; and we are committed to en-
couraging it in every possible appropriate way.

We look forward to continued vigorous growth in both individual and Institu-

tional investors’ activity in the years ahead—once the nation emerges from the

resent period of economio uncertainty. Institutional aotivity may continue to
norease on the New York Stock Exchange and in other mar ots. However, the
massive flow of orders from individual investors—their primary contribution to
the llqulditfv and successful operation of the seourities markets—must also cone
tinue and, if possible, expand.?

GROWTH OF INSTITUTIONAL EQUITY HOLDINGS

In assessing the impaoct of Institutional investment on the capital markets, some
- historical perspective may be helpful. Institutional interest in equity seourfties is
a relatively recent development in American economic histo?. Institutional
shareownership emerged most dramatioally after World War II. The post-war
%rowth has been due not only to increased Institutionalization of savings, but also
o portfolio polioy changes which reflested & more liberal attitude toward stocks
on the part of state legislatures and among portfolio managers.
At the end of 1949, financial institutions held less than 139, of the market value
of New York Stock Exchange listed stooks. By the end of 1972, institutions owned
nearly 30% of the total New York Stook Exchange List.4

GROWTH OF INSTITUTIONAL ACTIVITY

Perhaps more significant, however, has been the dominance of Institutions in
market activity. During the second half of the 1960s, stock market activity surged
to unprecedented peaks—largely because of the stepped-up turnover of Institu-
tional portfolios. Prompted in v{)an‘, b{ the quest for improved investment per-
formance, the aggregate aotivity ratio of ma{or institutional common stock

rtfolios reached & peak in 1060 that was about 214 times the rate recorded in

064. In fact, even with the subsequent decline in portfolio activity, the rate in
1072 was still more than double what it was in 1964,

The result of this activity has been to reverse the relative rates of l5)an'tioipatlon
of institutions and individual investors on the New York Stook Exchange. In
1061, institutions and intermediaries accounted for less than 409, of the dollar
value of fublio volume on the New York Stock Exchange, and fndlviduals a0~
counted for more than 60%, By 1071, institutions were accountin for nearly
70% of NYSE public volume, while individuals asccounted for only 30%.%

ar———— —~ .
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Over the past decade, the average size of a transaction printed on the New
York Stock Exchange ticker tape has more than doubled—from 213 shares in
1963 to 443 shares in 1972, This has been due primarily to aotivity by institutions
which, as they command larger and larger funds for investment, have tended to
place increas gly large orders with brokers, Another way of look!ng at this
phenomenon is in terms of large blocks—that is, orders involving 10,000 or more
shares—which are overwhelmingly institutional in origin. As recently as the early
19608, the number of such orders remained so small, that the Exchange did not
inolude them in ite regular statistioal roundups of market activity, In the fourth

uarter of 1064, large block transactions accounted for less than 3% of reported
share volume on the New York Stock Exoha?e. By contrast, in the first quarter
of this year, these transactions reached a record high of more than 209%, of reported

volume,
INSTITUTIONS AND MARKET FRAGMENTATION

The Exchange and its member firms have not passively sat by and watched these
developments; but they have adapted their operations to serve the special needs
of the institutional investor. Research efforts have been expanded to provide in-
depth reports for the institutional portfolio manager. Communioations networks
have been improved, Capital has been bolstered to enhance the llquldit{y require-
ments imposed by larger transactions. The skills which make for effective execu-
tion of institutional orders have been refined.

Nevertheless, serious problems remain. Institutions are the dominant users of
the third market——the over-the-counter market in listed securities—and of the
regional stock exchanges on which New York Stock Exchange listed issues are
also traded. Together, the regional exohang;s and the third market accounted for
more than 18%g of the total market for N YSE~listed common stocks in the first
quarter of 1973, As recently as 19065—before institutional activity really began to
surge-~these other markets accounted for only 119, of all trading in NYSE-lsted

ues.
The third market and the re%lonal stock exchanges offer advantages to the instl-
tutional trader which are mot readily available to other investors. The third
markot in particular, has provided an element of confidentlality—or secrecy,
depending upon ﬁur point of view——that has enabled institutional trade
keep their trades hidden from public view. Institutional transactions in the third
market are generally insulated from public orders on the books of stock exchange
specialists and from publio orders represented in the erowd on the floor of the
xchange auction market. In the process of shielding institutional transactions
from the public, these other markets in Exchange-listed stocks seriously fragment
glfmu p;llxam&ry market for listed issues and detract from the all-important element
q Y. v,

There is another aspect of the problem of market fragmentation which, I be.
lieve, merits a brief digression at this point. I am referring to the ll(sbllitgtl of foreign
instifutions to_acquire memberships on :_fional stock exchanges in this country
through their U.8. broker-dealer subsidi . At a time when foreign Interest in
U.8. equities is increasing, this form of indireot access further undermines the
incentives to membership on the New York Stock Exohange and contributes
further to frawxentlnlg the U.8, seourities markets,

Chairman Wright Patman of the House Committes on Banking and Currency
recently expressed concern about an apparent revival of interest in possibly
s:rmit ing commercial banks to acquire stock exchange memberships. In & letter

Chairman John E. Moss of the House Subcommittee on Commerce and Fi-

. nance, Representative Patman noted that:

“The tremendous growth in the actlvities of bank trust departments in re.
lation to trading on the exchanges since the Glass-Steagall Aot was aRt\stsed would
seem to raquire an even greater rationale for prohibiting commercial banks from
becoming members of the stock exchange than existed reviousla’)’ «

Chairman Patman went on to urge the Subcommittee on Commerce and Fi-
nance to adopt: ‘. . . legislation that once again made it clear that banks should
not be permﬂted to engage in the securities business, including brokerage.”

In testimony before that Subcommittee last week, I stressed the New York

" Stock Exchange’s support of Chairman Patman’s view that the essential con-

sideration here i8 not whether institutional membership on stook exchanges would

inorease competition in the securities business—as some have oclaimed—but,

rather, the far more orucial issue of substantially inoreasl%ttho concentration of
foularly banks,
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Yet, we find ourselves living with the strange sttuation in which foreign banks
are permitted by the regional exchanges to do exactly what domestio banks are
not, and should not be, allowed to do.

The entire question of foreign access to the U.S. securities markets has_been

explored in considerable do’gth by the Exchange's Advisory Committee on Inter-
national Capital Markets. That Committee, which includes some of the nation’s
foremost experts in the fiold of capital markets and international finance, has
concluded that considerations of existing national policy and potential regulatory
problems strongly militate against ermitting such access,
- The Committee’s views are spelled out in a discusslon wxger which the Ex-
change is distributing for comment by qualified oxperts, With the Chairman’s
permission, I would like to submit for the hearing record the full report of the
Advisory Gommittee, entitled, “Recommendations Rogarding Foreign Aocess to
the U.S. Soourities Markets.”

INSTITUTIONS AND MARKET LIQUIDITY

Turning next to the (}iuestion of institutional demands for what wo might call
“Instant Hquidity,” we find a different type of problem that has a very sharp
and dramatic impact on the market,

Although an Institution may take weeks or oven months to accumulate a
substantial position in a particular stock, it often happens that at the slightest
wiff of bad news—disappo ntlng earnings or what have you—the portfolio manager
will rush for the exit, with the idea of liquidating that position almost immediately
without any serfous impact on the price of the stock. Obviously, that is not a
reasonable expectation, Yet, institutional investors often express surprise when
such actions trigger a sharp decline in the market ;i)rlce of a stock. And individual
holders of that stock—to say nothing of the issuing company——are llkely to be
geriously perturbed when that happens—and with good reason.

‘This problem is compounded to the oxtent that institutions concentrate their
investment interest in & relatively small number of issues, A number of major
periodicals have commented recently on the so-called two-tiered market made up,
on the ono hand, of institutional favorites and, on tho other, of the vast majority
of issues with no wide followmg. Unfortunately, this concentration—if it docs
indeed exist—may be unavoidable, So long as institutional performance is jud%ed
by standards based on one of the ?opular stock price indexes in which these hi%l ly
capitalized companies carry cons derable weight, institutions will feel obliged to
own the so-oalled “favorite” stocks merely to match average orformance. And
it is pertinont to recognize that the huge number of shares outstanding of these
companies also makes it rather easier for institutions to move in and out of their
stocks with impunity. ‘ .

It has been suggested by a number of observers that the problemn of institutional
domination of the equity markets could be solved by the enactment of legal re-
strictions on institutional activity. The New York Stock Exchange has taken no
formal position as yet on the proposal that limitations be imposed on the size of
institutional holdings or on the extent of institutional activity in the oquity mar-
kets. Philosophically, however, I would very strongly oppose interfering with the
normal supply and demand forces in the marketplace through any imposition of
artificial and arbitrary restrictions, The markets are very sensitive mechanisms
whose most efficlent operation can be seriously distorted by such restraints,

One prospective aid to alleviating some of these problems may be through the
development of more efficient and formally organized options markets. In some
instances, oPtlons trading can serve as a potentially useful vehicle for mitigating
the destabil zing price effacts of large block trades. An essential function of aptions
is that thoy provide an alternative to the direct purchase or sale of securities. - -

For example, if an institutional investor happens to he pessimistic about the
short-term outlook for a particular stock in its portfollo, it could purchase “puts”
or sell “‘calls” in that stock, without resorting to the more drastic action of selling
the stook direotly from its portfolio.® -

Of course, the extent to which this technique can be effective depends upon the
liquidity and depth of both the options and securitios markets in particular
stocks. In the past, many institutions have been reluctant to trade o tions, One
important roason is the limited liquidity and depth that has charactétized the
decentralized options market in New York. )

—————— .
¢ Essentially, o{vﬂons give the holder the right to buy or soll a fixed amount of a partioular st?qk at 8
speoified prica within o gpectied perod. A put” glves ihoholderthe reht o s the Segki B, o' 0!

m ther! o buy it. a ]  of & stook is likely to de .
Calls are purol by those who think thoymarket price is likely to tise. . T
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However, efforts are well underway to organize and iml)rove the options market,
The Chicago Board Options Exchange is operating a pilot program in which call
options are traded on 23 NYSE issues. To date, the CBOE's pilot program
apgdears to demonstrate the viabillt.{ of organized options trading,

oreover, the New York Stook Exchange has been aotivel studymi‘the
options market since last summer, Our purpose has been to determine how N YSE
resources can be most effectively deployed to improve options trading in light of
the potential public benefits of a more efficiently organized options market.

Another measure that might deserve more study would be to re’(fulre {nstitutions
to recognize realistically the costs of dls%oslng of large blocks, The equity port-
folios of-large institutions are valued on the basis of current prices on a partioular
trading day. Yet, the value of a portfolio containing largle blocks of individual
securities 18 undoubtedly less than its liquidating value, It has been suggested
that it might be appropriate to assiFn a discount from the current market price
for such holdin what the securities industry refers to as a ‘hairout’’—based
on the size of the holding, the floating supply of the stock and various other
relevant factors. Although the Exchange is not now prepared to formally recom-
mend that this be done, such a requirement might well have a beneficial effect
without interfering direotly or arbitrarily with an institution’s right to acquire,
hold or dispose of stocks,

In any event, we would much prefer a positive approach to the problems of
institutional activity—rather than a negative approach of imposing restrictions
on portfolio decisions whioch properly should he governed by valid investment
considerations.

As this Subcommittee is aware, Senator Harrison A, Williams, Jr., earlier this
week introduced a bill that would require the disclosure of institutional hold!
and aotivity on a regular periodic basis. This bill appears to be a direct cutgrow
of recommendations made in the SEC's 1971 Institutional Investor Study Report.
The Exchange would urge the acceleration of efforts to enaot legislation in this
area—subject to two very strong qualifications: first, that the SEC must be
glven adequate funds to administer the reporting requirements; and, second, that
the SIEC be directed to report back to Congress—say, one year after the effeotive
date of legislation—on how the newly disclosed information is being used. In the
absence of such provisions, either the reporting process could prove ineffective,
or it could simply prove to be an unnecessary burden on the reporting institutions,

A CENTRAL EXCHANGE AUCTION MARKET

The problems we have been discussing this morninq are basically the twin
groblems of market fragmentation and threats to market liquidity. The New York

tock Exchange firmly belleves that the best answers to these and many other
serious problems fn.cini; the seourities induswry today maK bost be developed in
the context of proposals to create a central oxchange market for listed securities.
This _concogt has boen widely discussed in recent months, but a general consensus
ias éio the best way to go about implementing a contral market system is still
acking,

ThegExchange’s Board of Directors, at its July 11 policy meoting, authorized
broad public distribution of a detailed discussion paper prepared by the. Exchange
staff, analyzing the many and complox questions which surround the task of
developing & central market system, This discussion papor attempts, first, to
clarify the basic issues involved in implemontin’; the central market conceFt;
and, second, to provide a sound basis for discussions with all intorested parties,
from which it may be !)ossible to develop a cooperative program for bringing a
central market system into existence. ‘

The Exchange’s Board firmly believes that a primary objective of a central
market system must be to preserve and promote exchange auction markets as the
best moans of serving the investing public and the national economje interest.
The staff discussion paper builds on the Board’s determination that all trades in

-listed seourities should be executed on registered national stock exchanges—-and

that does not necessarily mean on the New York 8tock Exchange only—operating

. uPder_ similar rules and regulations, The discussion paper contemplates integration
o

f the third market into such a system on the thpory that an auction market——
rather than an over-the-counter dealer market—offors the gublio the best bid-offer
spreads; permits rapid adjustment to supply and demand with minimum dealer
intervention in the pricing mechanism; provides the best available price for public
orders; efficiently matohes ‘public buy and sell orders; and provides most effec-
tively for open execution of all transactions, In short, it is the securities auction
market that offers fair and equal treatment for all investors, large and small.
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Perhaps even more important, the securities auction market ‘suprorts the vast,
nationwide member firm distribution network for securities tha grovldes this
couﬁry’s unique capital-raising mechanism—long the envy of the entire capitalist
world,

As this Subcommittee is doubtless aware, the question of mtegrating the third
market into a central market system for listed seourities has generated a cortal
amount of controversy. But it seems olear that if the third market remaine
outside & central market system—and if, as has been proposed, third market
dealers and member brokers were to have equal access to the system—the result
would be an unbalanced competitive situation, culminating in the rapid departure
of member firms from the component exchanges. This movement would begin
with the elimination of fixed commission rates and would accelerate with the
introduction of a system of competing quotations.’

Rather than take this Subcommittee's time for further discussion of these
enormouam complex issues, 1 would like—with the Chairman’s permission-—to
offer this discussion paper, ‘ A Staff Analysis of Issues Affeoting the Btructure of &
Central Exchange Market for Listed Securities,” for the hearing record.

However, in the context of these hearings, I might add that the discussion pagfr
contemplates requiring full and timely disclosure of all trangactions executed within
a central market system—under eqtual regulatory requirements, This means that
the type of institutional transaction that now escapes publicsorutiny on the regional
exchanges and in the third market would be subjeot to the same regulatory search-
lights that now scan New York and American Stoock Exchange transactions.

oreover, to avold problems of undue institutional dominations and possible
unfair advantages over individual investors, membership in the central market
?ysttﬁmudeacribed in our staff discussion paper would not be open to financial
nstitutions.

Wo are asking all interested parties to comment on this disoussion paper by the
end of August. The Exchange staff will then analyze all comments and prepare &
final document for the Board’s approval at its” October policy meeting. As I
testified to the House Subcommittee on Commerce and Finance last Thursdal.v{,
we hope it may then be possible, without further delay, to establish viable details
of legislation and regulation that will earn broad—and gosslbly unanimous-—
support. Clearly, this will bring us appreciably cloger to the common obleotives
~which all of us—the Congress, the regulatory authorities and the seourities in-
dustry—so ardently seok,

RESTORING INDIVIDUAL INVESTOR CONFIDENCE

1 suggested at the beginning of m&r statement that the key issue at these hearings

mifht, well be the role of the individual investor in the nation’s securities markets.

t's no seoret that individual investors have been disenchanted with the market
for some time—and everyone seoms to have a favorite set of explanations for why
this i8 80. To got a clearer pioture of investor's doubts and concerns, the Exchange
commissioned a broad, in-depth nationwide survei of small investors. And, Mr,
Chairman, with your ggrmlsalon, 1 would also like to offer the survey report,
#'Marketing Securities to the Small Investor,” for the hearing record.

Wo were gratified to find from this survey that small investors continue to
regard stocks as a viable form of investment, and that they have a generally high
regard for the professional abilities of stockbrokers,

n the other hand, the study indicates that small investors feel that large insti-
 tutions—the so-called *big guys'—receive preferential treatment in the market;
that the industry does not sufficlently protect the general public through gelfs -
sﬁgl{aﬁ?n; and that brokerage firms are vulnerable to & recurrence of financial
culties

Tt was small consolation to read in The New York Times earlier this week that
Investors overseas are also beset by doubts and uncertainties—and that, ssemingly,
everyone in Europe and Japan has a different explanation, too. St:ll, as the Times
fraplied, there seems to be a common denominator compounded of currency crises

~an inflation, accompanied b{ rising interest rates and, to borrow the T&mg's
writer's phrase, flights of capital into inflation hedges.” lf)esplte somse new efforts
in other countries to strengthen programs of economic education, a big" problem

11t should be noted that, for individual investors, competitive sommiseion rates would meaq “posted "
o mo%’lﬁ%hod and so t%;th.o'i'he maﬂdﬁ.ﬁo investor mon?t.w m“my unlem%;‘?n ry it on g
ts rates on 100-shate transactions the way a large institution can on tnnmtfon‘q involving maoy

ds of 8|
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iemainsi of just how much investors understand recent economioc and monetary
appenings.

Rg thesguboommittee may be aware, the New York Stock Exchange hag been
a pioneer in this country in the fleld of {nvestor education, Our Investors Informa-
tion Department coordinates a nationwide program of educational and community
aotivities designed to acquaint investors, J)otontial investors and students with
basic economio subjects and with the fundamentals of investing. Committees of
member firm brokers cooperate, with support and assistance from the Exchango,
in conducting such special events as investment forums, lecture olinio and radio
and television disoussion programs in 100 leading cities across the country. We
estimate that these programs reach some two miliion people a year, while our
national roster of some 3,500 broker-speakers address audiences totaling another

million. ..

Our Bohool and College Relations program prepares and distributes free clasgs

room text and teaching aids used by at least one million high sohool students each

ear; and our staff of professional educators oriss-crosses the country to partioipate
n scores of university-sponsored economic workshops for teachers of social studies
and economies,

In early 1072, recognizing that many potential investors simply did not know
how to go about contasting a broker to handle geourities transactions, our Investors
Service Buresu compiled and published a Direotory of Exchange member firms
which serve individual investors. Within nine months, the Service Bureau re.
sponded to requeats for nearly 50,000 copies of the new directory and handled
some 500 direot requests for assistance and information. I would like to offer a
copy of this directory for the hearing record, Mr. Chairman—although this
particular edition will soon be atiperseded by an updated version.

In this summary desoription, I have only seratched the surface of the aotivities
carried on by the Exchange in the fleld of educational and community relations.
And iret, despite the expenditure of well over half a million dollars a year on these
aotivities, we are well aware that a great deal more can and should be done.

THR NEED POR INVESTMENT INCENTIVES

Wo have already examined some signs of the existing imbalance between in-
stitutional and individual é)artloipa,tlon in the securities markets. That imbalance
exists and it Is serious. But the way to correct it is not, I am convinoed, to force &
reduction in the role of institutions, The more sensible, more constructive approach
18 to inorease the role of individual investors and traders—which can help accom-
plish the same objective by reducing the relative role of the institutions.

Tt §s obvious from what has been happening in the market—or, rather from
what has not been happening—that this objective cannot be aocompnshed over-
night. In addition to specific efforts to restore inveator confidence, it may also be
necessary to develop special incentives,

And these speoia] incentives may be required in the interest of continued sound
economic growth. I alluded earlier to the high proportion of N YSE-listed stooks
in institutional hands; but this proportion does not hold across the board in other
kinds of stooks. On the basis of the latest available estimates, as of early 1970,
institutions owned a considerably &maller proportion of non—NYSE stooks—less
than 309%. Institutions, because of investment policy or statutory {imitations,
favor large, well-catablished companies, The implleations for the capital-raisin
ability of small, less well-eatablished enterprises can be serious. Both governmen
and the securities industry must rebuild the confidence of individual investors and
provide the incentiyes to enoourage their investment in eclultles.

Ten weeks ago, I announced that the New York Stock Exohange was embark-
ing upon an aotion program to reverse the recent deoline in the number of
shareowners and to inorease the total number by 25% before the end of 1975,
Our efforts will center on improving the market system to make it more responsive-
to the needs of individual investors. Among the speoific steps in our program are_

these:
1. Implementation of measures to improve the handling of seourities.
2, Development of new marketing tools for our member firma. - o
3. Further strengthening of our monitoring of Exchange rules on timely
disclosure of corporate information, .
4, Strioter professional standards for re, tered representatives. ’
5. Expanded and intensified work with educational institutions at all
- Jovels to improve the public’s understanding of personal finance. -
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8. Coordinated advertising, promotional and marketing campaign among :
all segments of the securities industry, to assure the individual investor tha
the industry is able and willing to serve his investment needs.

One of the findings of our survey of investor attitudes, as I noted earlier, was
that the little guys think the big guys get special treatment, Whether or not that’s
true, the fact that people think it’s true means that sometfﬂng has to be done.

At the Exchange, we are strengthening our procedures for monitoring and
policing the Exchange’s rules on timely disclosure of corporate information. We
think it is essential to see that listed companies do not give out so-called “inside
information’’—either deliberately or inadvertently—to financial institutions or to
anyone else before such information is released to the public.

n addition to tightening and improving self-regulatory procedures in the
areas of disclosure, securities handling and member firm capital, we have also
been givln¥ considerable thought to ?ueations of professionalization—partioularly
areas of disclosure, securities handling and member firm capital, we have also
been glving considerable thought to questions of professionalization—partioularly
with respect to the qualifications of registered repreaentaolves. The registered
representative, after all, is the securities industry’s front-line contact with in.
vestors, and it is essential that he be an expert in his fleld if investor confidence is
to be maintained and strengthened. The Exchange believes the credentials of
those who deal direotly with the investing public should be above reproach. It's
a8 simple as that,

To back our convioction here, we have undertaken a rather expensive program
to revise and toughen the Iﬁxcha.ngo’s qualifications for aspiring registered
representatives. New tests to meet high standards required by the Exchange are
being developed by a nationally prominent authority on testing. We expeot to be
able to put these tests into operation next year, ,

We have also had some suggestions to offer financial analysts about avoiding
the misuse of inside information that might come their way. And we have strongly
urged the Finanolal Analysts Federation to take appropriate dleolpllnargv action
against any member of that professional society who may be found to make
improper use of ingide information.

related area which might merit examination concerns the question of whether
there is adequate separation of the activities of the trust and commercial depart-
ments of Iarge banks. Do the banks, for example, scrupulously avoid the inter-
change or leakaqe of information between their institutional functions and their
management of large individual accounts. I frankly do not know the answer to
those questions. It may very well be that the doubts expressed by small investors
about the advantages available to the big guys are completely unfounded in this
fartloular area. If so, it would certainly seera worthwhile to be able to reassure

hem on the basis of hard facts. Perhaps this is an area that might be reviewed by -

an appropriate Senate Committee,

Another of our survey findings, as I have already Indicated, was that many
investors belleve, brokerage firms are vulnerable to a recurrence of financial
difficulties. Anyone who has been following the misfortunes of the brokerage
community in recent months knows that the small investor was right on-target in
that area, This Subcommittee is certainly aware of how relentlessy unprofitable
the securities business has been in 1973.

THE PROFITABILITY SQUEEZE

During the first five months——through the end of May—member organizations
of the New York Stock Exchange posted aggregate losges of $163 milllon. When
this is matched against aggregate profits of $680 million during the first five
months of 1972, the net change shows a decline in profitability of close to three--
quarters of a billion dollars.

And we are now awaiting the final figures for June—without, I must add, any

reat enthusiasm, since our Prellminar ostimates indicate a further loss of some

0 million—and that is obviously no dilution of the red ink in which the industry
hag been bathing all year. ’

Deoclining stock volume has also been a factor. Through the end of June, volume
on the New York Stock Exchange has declined by 11%, compared with volume
for the first half of 1972, And volume on the American Stock Exchange—which
has substantially the same roster of member organizations—has declined by 409%.
Despite some small improvement this month, we stfll have to face the faot that
we are now in the midst of the period which has traditionally been known in the
securitios business as ‘‘the summer doldrums.” - o
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Fow firms have been able to escape the tightening profits squeeze which has
largely been the result of inflationary pressures. Since April 1970—the last time
there was any increase in securities commission rates—the cost of goods and
service purchased by New York Stock Exchange member firms has jumped by

8%. And, in fact, over-all commission rates have decreased during this same
ggaig%owith the introduction of negotiated rates on portions of orders over

Ol;viously, all of these factors do not add up to a very good formula for running
a profitable brokerage business that can stimulate the confidence of customers
and potential customers—even when they are overlaid, as has boen the case, with an
intensive, industry-wide effort to improve operating efficlency, and stringent
efforts by the New York Stock Exchange to monitor member firms’ compliance
with Exchange capital requiroments.

We are, as the Subcommittee knows, groposlng a commission rate incroase
which—it {s important to recognize—would do no more than offset the impact of
cost inflation over the past threo years. We testified on these proposals at publio
hoarings last week before the SEC. Again, with your permission, Mr, Chatrman, I
would like to offer for the hearing record, our report, ‘““The rgent Need for a
Seturities Commission Rate Adjustment in an Inflationary Setting,” which we
submitted to the SEC in June. In connection with this report, I should note that
this pass-through of cost-inflation Is essential, not as a means of ros‘t’orinf industry
profitability-—which it would not do—but to provide continued service to the
publie. Indeed, throughout the lengthonin% period of unprofitability-—and under
conditions which, in other industries, might have spawned a ‘‘public be damned"”
attitude—New York Stock Exchange member firms have continued to serve the
publie, even when that has literally caused them to lose money.

THE ROLE OF GOVERNMENT

Obviously, the related areas of institutional impact on the securities markets and
individual investor confidence in the market offer many potential opportunities for
constructive action by government.

The Administration has already taken one important step to make stocks more
attractive to investors by easing the restrictions on dividend Fayouts.

We also strongly urge elimination of withholding taxes on foreign purchases of

Another measure that would help considerabl{o would be for the Securities
Investor Protection Corporation to revise its rules to encourage brokerage firms to
stimulate wider public awareness of what SIPC is and does.

Perhaps the most significant action that Congress can take—and one in which it
would scom that this Subcommittee might play a key role—is to improve the tax
treatment of savings invested in securities.

In testimony before the House Ways and Means Committee on March 21, the
Exchange offered a five-point program for improving investor confidence through
constructive and realistic tax reform in this area. This program is %articular y
important now because of changes in the tax code in recent years which have nar-
rowed the differential between tax treatment of ordinary income and tax treat-

‘ment of investment income, Specifically, we urge Congress to:

; 1. Inorease from $100 to $200 the dividend exclusion from Federal income
axes, - '

2. Permit commissions paid on stock transactions to be treated as invest«
ment expenses and thus as deductions against ordinary income,

3. Permit a limited tax deduction for individuals who buy stocks as part of a
personal pension plan, provided they are not covered by employer-sponsored:
plans or are covered by inadequate plans. In other words, we support enacte
ment of the bill on this issue introduced in the Senate by Senator Javits.

4. Reduce the capital gains tax on securities, depending on the number of
years the securities have been held.

5. Raise from $1,000 to $5,000 the maximum tax deduction against ordinary
income for a capital loss; and ultimately elimifiate the dollar limit and allow a
50% deduction of losses from ordinary income, after offsets against gains.

In our testimony at that time, we presented a thorough economic and statigtioal
rationale for these proposals. Rather than take an additional hour or more of this
Subcommittee’s time today to review that material, I would like—again with your
permission, Mr. Chairman—to offer the text of our March 21 testimony for the
record of today’s hearings. ‘
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In stressing these proposed tax measures, which we view as crucial to any
determined effort to restore the confidence of both American and foreign investors
in the U,8, seourities markets, we certainly do not mean to minimize the over-
whelming importance of bringing domestic inflation under control and restoring
stability to the dollar internationally:

Indeed, our survey of small investors clearly showed that concern about eco-
nomioe instability has been an important factor in the curtailment of their market
aotivity. The American consumer and investor has for many months been cons
fronted by the paradox of coexistent economic prosgfrity ahd psychological
Pessimism. As the economic indicators have climbed higher, confidence in the
uture of the economy has seemed to slump lower. The dampening element hag
been unc:;itaénty. And neither the economy nor the securities markets can thrive
on _uncertainty.

It 1s ensy ezough to tiock off a catalog of our national economje allments, The
money supply has continued to grow rapidly-—as interest rates have been risin
right through the roof; the Administration has been trying to hold down Federa
spending—while some elements in Congress have been seeking to inorease spend-
ing; the price of %lld has skyrocketed—while the value of the dollar sinks steadily
lower overseas. of these factors-—and many others—have been deeply ime
printed on the minds and attitudes of virtually anyone who reads a daily news-

paper,

All of this has contributed to the pervasive climate of economioc uncertainty..
What has been making life particularly difficult for the consumer, the businessman
and the investor, is the inability to plan further than a few weeks ahead with
any degree of assurance. New ?ame plauns seem to be adopted, almost experi«
mentally, and then discarded as ineffective within weeks of their implementation,
The American economy~——despite the superstructure of prosperity that has kept
profits at high levels in many industries—has simply been rocked and shooked too
many times during the past two years,

It'is partioularly disturbing that most of the corrective efforts to date seem to

- have been directed at the symptoms of economic distress, rather than at the root

oauses. I have no instant presoription for ouring our )gresent ills and assuring

germanent prosperity and stability, but surely, it does not require great Ferce tion
0 recognize what our essential immediate goa{ must be. We need a stable dollar—

at home and abroad.

1> This can only be accomplished through coordinated and consistent flscal and

monetary policles and through diligent negotiation aimed at establishing lasting

international monetary arrangements,

In the somewhat narrower context of the issues which are being addressed by
these Subcommittee hearings, the New York Stook Exghange is firmly convinced
that realistic tax polioy can p’lay & major role in helping to provide the incentives
needed to raise the vast amounts of capital essential to meet and fulfill the nation’s
demands for both the immediate and long-range future. If investment in stocks
laioneea&in made attractive to millions of Americans, that capital will again
flow to erican industry and we will construotively avoid any restrictive

‘emergency measures to prevent institutional domination of our capital markets,

We have seen the number of individual shareowners of corporate stooks and
mutual funds surge from 6% million to more than 30 million in & mere two decades.
We have, certainly, the means to reach the goal of 40 million individual share-
owners by 1975. But achieving that ﬁoal will depend on whether government and
private industry are willing to join in a cooperative effort to provide the right
climate in which these ons of individual investors—and the 110 millfon

. people who are indireot owners through institutional stock holdings—ocan share

equitably and profitably in the continuing growth of the American sconomy:.

Bie BorrowiNg AND Bio SpenpiNa: ITs IMpacT ON THE AMERICAN EcoNOMY

ADDRESS BY JAMES J, NBEDHAM, CHAIRMAN, NEW YORK S8TOCK EXCHANGE, INC,) AT
A LUNCHEON FOR CORPORATE AND INSTITUTIONAL EXECUTIVES, 8AN FRANCISCO,
CALIFORNIA, FEBRUARY 28, 1078

In the past, the New. York Stock Exoha;xlge has not often chosen to speak out

concerns of ‘the securities business, -
But I think it's essential to recognize that, in the 1970s, certainly, the sscurities
business does not and cannot o&erate in a vacumn.,

The efficiency and health of the securities markets—which is a matter of direot -

.concern to us—are olosely related to what's glt(xlng on elsewhere in’ the national
economy. And it seems to me that the New Yor

Stook Exchange, as the securities

.
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. denigration of law and order, t. ‘
it seems to me that these problems have been building for a long time, and that
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}ndusrttry's principal spokesman, must involve itself in economic issues of national

mportance.

}f‘hls belief was reinforced just a few weeks ago, when Congress received the
proposed budget for the new fiscal Year 1974. As you know, the budget proposals
gvere g);(leleted with warm approval In many quarters, and by vigorous opposition
rom others,

Most of the controversy stems from various recommendations aimed at decreas-
ing Federal government spending. The heat that was immediately %enerated by
some of the more controversial details threatens, it seems to me, to divert publio
attention from the goal itself, Our nation cannot afford to let {hat happen. We
must recognize that, if heavy government si;‘)endlng—-ﬂnanced by heavy govern-
ment borrowing—ir allowed to continue unchecked, we may be courting addition-
al serious economic difficulties.

Commitment to Social Programs

. 8ince the end of World War 11, our national leaders have repeatedly reaffirmed
and broadened a great national commitment to programs of social, educational
and environmental improvement among many others all aimed at improving the
quality of life in the United States.

These calls to national self-improvement struck resf)onslve chords throughout
Amerioa. They sparked a growing national perception that, in the midst of
prosperity, there were gaplng dpocket,s of need and want. They called forth a new
awareness of the problems of disadvantaged minorities, of economically depressed
areas, of the aged and infirm,

And 1t should be noted that American businesses quickly realized that there
were many areas in which they could help.

Nevertheless, in our national enthusiasm to right wrongs as quickly as possible,
we made some mistakes,

Too often, in the flush of our enthusiasm, we prodded government to develop
and carry out the programs needed to achieve new social goals, without adequate
planning or careful enough thought for possible fiscal consequences. The result
as others have observed, has been a hodgepodge of programs, ‘“hastily conceive
gnt‘ij poorly put together,” which simply have not done the job they were intended

o do.

Realism and honesty force us to acknowledge that, despite the beat possible
intentions—and despite the vast effort to mobilize America’s tremendous human
and material resources—we are still far from the summit of achievement en-
visioned by our national leaders, .

We have not reached many of the goals which we have pursued for more than
& decade. Worse, while we have witnessed improvement in many areas, we still
have poverty in the midst of glenty. We still have disadvantage side-by-side
with opportunity. In short, we have not succeeded in helping all those who need
and deserve assistance,

Consequently, it is incumbent upon us to rethink and reevaluate programs not
only in terms of whether they have been successful, but also in terms of their effect
on our national economy.

We cannot ignore the fact, for examplo—as recent headlines have vividly drama-
tized—that Amerioca occuples a rather less-than-eminent status in ourrent world
financial affairs,

Here at home—even as we strive toward the goal of full employment—we are
shouldering tremendous tax burdens, We are plagued by continuing inflation—
elmd we are confronting at least the possibility of further inflationary increases in

973.

Clearly, this is not an auspicious time for the nation to contemplate—or tole-
rate—oxtravagant new ways to increase the national defioit. It is a time, I submit,
when we should be taking & hard look at all government spending—in the full llgh‘
of what we are, or are not, achieving,

“Let Government Do It" :

Where economic and social issues have been concerned, it has seemed almost
obligatory in recent years to blame America’s problems on our long involvement
in Indo-China. History will judge the accuracy of that analysis.

But when it comes to many of the problems which people today regard as sym
tomatic of a decadent societr—-the partial breakdown of moral authority, the

e abandonment of many of our traditional values—

the! Ig‘re-dlc\te the time when Americans first became awate of places called Saigon
anol.
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As we look ahead, we may find that we've been using the war in Vietnam as a
scapegoat—as an excuse for not coming to grips with owr other problems. For
example, many of these problems may have taken root in the euphoric economic
climate of the late nineteen-fifties and early sixties.

To many people the casiest answer to any new problem was—let’s buek it up .
to the Federal government. “Let Government do it"” became a national watch-
word. And government, responding to pressure, stepped into the breach, takin
over one function after another that traditionally had been a carefully guarde
province of the private sector.

The time has come for us not only to stop asking government to do so much—
but, further to stop allowing government to do so much.

Surolir, we have the ability in this country to meet the challenges of social
responsibility and change without requiring government’s help at every turn.

Private Enterprise: Merit and Need

All of you will agree that America’s economio greatness—the regl backbone
our nation’s pre-eminence-—has developed, over a period of nearly two centuries
through the evolution of our system of private enterprise. This system is supporteci
and nourished by a very complex network of financial markets. In essence, those
markets accumulate, allocate and distribute capital throughout the economy-~
largely on the basis of merit and need.

One of the key factors in this system—indeed, what makes it unique—is the vast
network for distributing new sccurities which is operated by the nationwide com-
munity of New York Stock Exchange member organizations. This network con-
stitutes the major channel through which new investment capital flows to American
industry from the nation’s great finaneial institutions and from nearly 32 million
individual investors. _

In 1971 alone—the last full year for which statistics are currently available--a
total of some $133 billion in new cquiti,; and debt securities was issued in the
United States. The likelihood is that when the 1972 figures are tallied up, the
total will be almost as high.

A breaksown of the total figure is illuminating. In 1971, U.S, corporations
issued for public distribution a net total of about $48 billion in new securities.
Of this, they offered to underwriters nearly $14 hillion worth of new stocks and
close to $26 billion in new bond issues, Perhaps 90 per cent of this—more than $36
billion in new securities—moved out into the hands of investors through the New
York Stock Exchange distribution network. And that same network was active in
the private placement of another $9 billion in corporate stocks and bonds.

The Nation's Biggest Borrower

Those are very impressive numbers. But many of you have already recognized
that they don’t add up to anything like $133 billion. In fact, if you eliminate the
du{)lication, something like $85 billion remains unaccounted for.

t’s not hard to find. . ‘

For that amount, ladies and gentlemen, represents the total amount of Federal,
state and local debt floated during 1971—in that single year. But even this
doesn’t tell the whole story.

Using cstimates for 1972, one of the natlon’s most respected authorities on
fiscal and monetary policy, Dr. Maurice Mann, referred a few months ago to
what he called: the “explosion in the number and dollar size of Federal credit
programs.” Dr. Mann pointed to the tremendous impact of Federal borrowing
on the allocation of this country’s real and financial resources.

Here, too, you will find the numbers very interesting. But let’s go back to 1969,
when combined borrowing from the public—by the U.S. Treasury and through -
Federally assisted programs—totaled some $16 billion. This was about 18 per
cent of the total credit demand in the economy at that time. By 1972, the same
gources were accounting for an estimated $60 billion of borrowing—according
to Dr. Mann—roughly half the total national demand for credit.

I know of no more dramatic example of government’s ability to get what it
wants—and to distort the function of the public marketplace in the process—in
the absence of any articulate public opposition. Over a period of less than a
quarter-century—while ‘nost of the public was looking the other way, so-to speak
—the Federal government has thrust itself to the forefront as this nation’s prin-
cipal borrower.

By comparison, most of the world’s noncaﬁitalist nations—where government is
expected to run the economy without much reference to a private sector—look
almost like amateurs. . ) o )
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. government has expanded and fed upon itself—not so much wit|
" governed, as in the absence of articulate opposition.

- patible with the goal of building a decent life for all Americans.
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The Most Privileged Borrower

But not only is government the biggeat borrower—it also enjoys special privi-
leges which are not available to eorporations or individuals.

How many of us are aware that a substantial portion of government borrowing
is carried on without scrutiny by elected officials? This takes place through credit
programs in which the borrowing agency enjoys what amounts to the extraor-
dinary privilege of setting its own borrowing standards and disciplines.

Nor is this situation unique to Washington. In one large state, for example, the
State Comptroller has expressed alarm at the way public financing arrangements
erode the constitutional right of the people to vote on questions of state
indebtedness.

Undoubtedly other states have also resorted to this method of financing.

So far, the national economy has been able to stand the strain of accommodating
the seemingly insatiable demand for funds from government at all levels. But we
simply do not have a bottomless well of capital—and unless some brakes are
intelligently applied, something will have to give.

Consequences of Big Qovernment

When you look back on the consequences of big government, of big borrowing,
and of big spending over the past quarter-century, the wonder of it all is that we
have managed to retain any semblance of a free society—that is, of the concept
of individual, private initiative which is the bedrock of our American heritage.

The consequences of big government have filtered relentlessly into every aspect
of our national life. But nowhere have these consequences been more dramatio
than in our national economy. For, as we all know, the cost of big government has
to be financed, somehow.

It was Karl Marx who declared that: “The only part of the so-called national
wealth that actually enters into the collective possessions of modern peoples is
their national debt.”

While that statement, as quoted, is nonsense—it is indisputable that the public
debt in this country—whieh has risen to the vicinity of half a trillion dollars—
certainly and unfortunately belongs to the American people.

Along with that debt, we find ourselves today with the urgent need to damp
inflation. That urgency has been underscored—again—by the recent awkward
performance of the dollar on the world’s monetary stages.

Just last Tuesday, Federal Reserve Board Chairman Arthur Burns stressed to
Congress the crucial importance of whittling down odur international balance of
payments deficit as speedily as possible.

n terms closer to home—to your home and mine and to the homes of 200 mil-

‘lion Americans—the cost of big government is paid for out of our pockets, and

out of our family budgets. A ‘

We pay these costs in one way or another, whether we want to or not; whether
or not we agree with the way the money is being spent; whether we happen to be
financially well off, or just getting by, or economically disadvantaged. There has
to be a better way than the one the nation has been using.

The Message of the Budget
I think this is the basic message to be gleaned from the budget that is now before
the Congress. )
The buget refers to “‘an idea that is central to the preservation of democracy:
the consent of the governed.”
Elected officials must recognize the disturbing truth that, for a generation,
h the consent of the

Obviously, it is not necessary to agree with all the details in the new budget in
order to support the idea of curbing runaway Federal spending, It makes perfectly
ood sense—particularly in a time of inflation, when we are so concerned about
nereasing productivity—to make every effort to allocate capital sensibly and
logically: To direct it to those areas where it will do the best job in the context of
our national priorities, ‘ ‘
Critics of the budget claim to find it neglectful of government’s social responsi-
bilities. They imply that the quest for sound fiscal policy must somehow be incoma
That attitude is incompatible with common sense. The government of the -
United States—whatever its shortcominis in some areas—is certainly not going
to ignore or neglect the poor, the sick, the aged, the disadvantaged—or anyone
else—who, as an American, is entitled to share ful’ly in the benefits and opportuni-
ties generated by a healthy ecomony. ) ‘ ’ e e
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Those critics might well consider the words of Thomas Jefferson—in his first
ingugural ad + %, .. a wise and frugal government, which shall restrain men
from injuring one another, which shall leave them otherwise free to regulate their
own pursuits of industry and improvement, and shall not take from the motith of
labor the bread it has earned. This is the sum of good government, and this is
necessary to close the cirele of our felicities.” :
Jefferson lived in & much less complex age than we do. He would recognize that
in 19073, wisdom and frugality are not enough. Certainly, he would add com-
assion to the characteristics of government needed to set our nation’s priorities
order—and to complete a modern circle of felicities.

The People's Responsibility

=" == “The tagk of making certain that the element of compassion figures prominently

in any determination of our national priorities should not be borne solely by
elected officials but by all Americans, including business and labor groups.

The gon! of decreasing the total size of government will take time. But we can
make a good start toward bringing the administration of vital public services
into & much closer and more logical relationship with the people who require

them most.
This means, of course, greater accountability for state and local government.

‘It also means Americans will have to watch what goes on more ¢ osely. Suoch

glvolvemen,t' will strengthen what many people today refer to as “participatory
emocracy.

We live in an era when four-letter Anglo-Saxon words seem to have lost the
ability to shoock most people, But as we take a hard look at bi %ovemmenbw@nd
at big borrowing and big spending—we must voice a four-letter Anglo-Saxon
reaction of our own. ‘

And that word is: Stop!

That doesn’t mean we should stop doing everything we can to improve the
quality of life in America. But it does mean we should stop looking for easy
golutions from government——because the kinds of problems we are concerned
with have no easy solutions, Therefore the solutions to those problems must be
gought by all Americans. .

* * . . . . .

As I indicated at the beginning of my talk, the Stock Exchange has traditionally
follol:vzdla policy of tending chiefly to the matter of running an officlent securities
marketplace. : T

That?s still our main business. It always will be,

But as everyone knqws, our business is very closely watched by government,
And government has never been bashful about giving us suggestions for change
and improvement. . .

1 have made it clear that we regard this as a two-way street, Neither the Ex-
change nor the government is exempt from constructive oriticism. The Exchs %Q
will state its views when major matters involving the economic well-being of ‘this
country are at stake, because any weakening of our economic position is bound to

. ——adversely affect every individu American,

T4

Senator Bentsen. Mr. Kolton, would you state —your name and
position for the record.

STATEMENT OF PAUL KOLTON, CHAIRMAN, AMERICAN STOCK
EXCHANGE, INC., ACCOMPANIED BY NORMAN 8, POSER, SENIOR
VICE PRESIDENT IN CHARGE OF POLICY PLANNING; AND DAVID
LENEFSKY, PROJECT DIRECTOR

Mr. KorroN. Mr. Chairman, and members of the committee, my
name is Paul Kolton, and I am chairman of the board of the American
Stock Exchange. With me today are Norman S.- Poser, senior vice
president in_charge of ﬂi)olicy planning, and David Lenefsky, project
director in the same office. '

The subject of these hearings—the role of institutional investors in
the stock market—has implications which go far beyond the securities

markets and has a profound effect on our national economy. During:
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the past few years we have seen fundamental changes in the character
of the U.S. securities markets—the most dramatic of which has been
the rise in importance of institutional actiw‘!&y. In the chain of events
which followed, one result, which we are only now perceiving, is the
increasing difficulty which many of the Nation’s corporations—and
particularly smaller companies—face in raising new capital from the
American public. Because the problem is so vital, we welcome the
decision of this subcommittee to address itself to it,

In the past decade, as the committee well knows, institutional activ-
ity in the securities markets has risen to the point where it now
accounts for approximately 70 percent of volume on the New York
Stock Exchange and approximately 26 percent on the Amex. Beyond
these figures, there have been qualitative changes which are more
difficult to measure. The markets, which have traditionally served
as a vehicle for helping to raise and allocate capital and have served
a8 a sensitive pricing mechanism responsive to thousands of individual
investment decisions, have lost a degree of their ability to perform
these functions. These conditions developed as institutions grew in
size and in impact—and as the individual retreated to the sidelines,
convinced, in part, that he could not compete on an equal footing
with large institutions. )

While such factors as inflation, the plight of the dollar abroad and
our political problems at home have certainly played a part in causing

" the individual to withdraw, his concern over institutional domination

has clearly been an important factor. By the summer of 1973, a series
of survezs had indicated that individual investors believe that insti-
tutions have better access to information, receive better executions
in the marketplace, in some instances have an excessive impact on
stook prices, and have a better opportunity to receive allocations of
desirable new issues. In summary, the public has come to think that
institutions receive preferential treatment over individuals.

The result has been what one might predict. The people who believe
that they are less favored are turning elsewhere to satisfy their in-
vestment needs. For the first time since 1962, when such data were first
assembled, the number of individual stockholders in the United States
has declined. Stockholders now number approximately 31.7 million;
down 800,000 from early 1972. Similarly, trading volume is down sub-
stantially. On the New York-Stock Exchange activity for the first 6
‘months of 1973, is down 11 percent from the year-ago period; on
the Amex, where the individual investor still accounts for 75 per-
cent of activity, our special concern over the departure of the in-
dividual is dramatized by the fact that volume is down by 40 percent

from a year

8go.

When this withdrawal by the individual is coupled with the recent
tendency bﬁ many institutions to concentrate their holdings in a rela~
tively small number of issues, a go-called “‘two-tiered” market is
created. For the overwhelming number of common stocksin the sec-
ond, or noninstitutional tier, price-earnings ratios have fallen to lows
which have not been seen in over 15 years, In the wake of the public’s
absence and given deteriorating stock prices—and even though cor-
porate earnings have continued to rise—the ability of companies to
obtain new financing from the %ublic has been substantially impaired.
And this goes to & question the chairman asked of Mr. Needham

_regarding the ability of companies to raise equity capital. A measure

99-822~78-—pt, 110 -
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of the paralysis which'is affecting the Nation’s capital markets is the
fact that, in May and June of this year, only seven com%anies in the
entire country were able to make their first registered public offerings
of common stock and this compared with 104 companies in the same 2

“months of 1972,

We believe that these developments are a matter of urgent concern,
and that they make it so appropriate for this subcommittee to con-
sider legislation which would, first, help restore the confidence of in-
dividual investors in the fairness of the securities markets and, second,
provide encouragement to individual investors to participate in these
markets.

Several months ago I suggested certain steps which might be taken
by institutions on a voluntary basis to help win back the investin
public, on the theory that the institutions themselves have a vita
self-interest in preserving the efficiency and fairness of the markets
they use. It is implicit in those suggestions, of course, that if voluntary
action is not taken, new legislation would be appropriate, certainly to
t,hhe g:f‘:tg‘nt that these steps do not lie within the existing authority of
the SEC.

At the outset, there is now widespread agreement that there should
be periodic disclosure by institutions of in ormation relating to their
activities and holdings in the markets, similar to disclosures now re-
quired by the SEC of mutual funds. Earlier this week a bill was in-
troduced in the Senate to provide such disclosure, and while we have
not yet had an opportunity to review the text of the legislation, we
strongly endorse this direction in principle. Moreover, such a measure
would have a salutory effect on the patterns of institutional activity
it the market.

Beyond the question of disclosure, we think it timely to develo
clear guidelines concerning -the methods and patterns of institutiona
trading. This suggestion is based on a thoughtful view that the
demands that institutions make on the markets are often greater than
the markets are reasonably designed to fulfill. For example where an
institutional investor has acquired a large position in a stock over an
extended period of time, it may be unreasonable to expect the markets
to absorb that position within a few hours—or minutes.

One effect of such sudden “dumping” of positions is to change
drastically the market price of a security, even though no fundamental
corporate events have occurred which would alter the security’s
inherent value. Price fluctuations of this kind, which may occur only
because of a decision by an investment manager to liquidate a position,
can be expected to have an adverse impact on public confidence in
the markets. Over the years, one of the hallmarks of the U.S. exchanges
has been the orderliness and gradualness with which price changes
normally occur. This has done a great deal to inspire public con-
fidence and participation. And, the stockholder today who sees a
large percentage of the paper value of his holdings disappear during
one trading session is likely to be wary of those markets, and of the
market mechanism itself.

We believe, therefore, that consideration should be given to limiting
an institution’s activities in a security, perhaps in relation to that
security’s recent volume. For exampie perhaps an institution’s
volume should be limited to a given percenta%e of average weekly

ow weeks. This is a
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technique the Amex has used over the years in connection with so-
called shelf distributions. In this procedure selling stockholders and
companies undertake to sell securities in an orderly manner, generally
over a period of time, and the results have been markedly satisfactory.

A third area we believe should be explored is the advisabilitgr of
limiting the amount of stock of any particular compangr which an
institution is permitted to hold. Such a limitation would encourage
institutions to spread their investments among a larger number of
companies and avoid the effect of the ‘“two-tiered” market, which
tends to focus attention on institutionally favored stocks and simul-
taneously distort the market value of those which happen to be out
of institutional favor. Limitations on holdings also would avoid
situations in which institutions, often inadvertently, have placed
themselves in a position to dominate the managements of their
portfolio companies.

In the few minutes that remain, I would like to turn to the role that
tax incentives can play in encouraging the investment process. Several
suggestions have been made recently that are designed to encourage
risk-taking by individuals, and T will mention those which we believe
might receive consideration from tho subcommittee, with a view to
the possible enactrent of an individual investor’s tax incentive bill.
We start, I might add, by recognizing that thousands of America’s
publicly held companies, because of their relatively small size and the
nature of the investment rishs involved, depend on individuals, not
institutions, to supply substantial quantities of equity capital.

First, it has been suggested that the dividend ex¢lusion from
gersonal income taxes be increased from its present level of $100 to

200. Such a step would certainly demonstrate that as a matter of
national policy we are prepared to encourage the smaller investor to
participate in our equity markets. ,

Second, it has been ‘suggested that the applicable rate on realized
capital gains be reduced progressively the longer & security has been
held by an investor. Such a step would not only give tax relief to many
holders who are, for all practical purposes, ‘“locked in’”” by the present
capital-gains rates, but would at the same time actually increase
Government revenues by unlocking these securities, while serving to
provide additional liquidity to the market. -

A third proposal which the.committee has discussed is that commis-
sions paid by investors should be treated in the same way as other
investment expenses, and not as part of the purchase or sale price of a
security, as they are treated under the present tax code. Such an
amendment to the tax law would enable investors to deduct all of
their commissions paid against ordinar}); income.

Finally, it has been proposed that the present $1,000 maximum tax
deduction against ordinary income for capital losses should be sub-
stantially increased.

All of these proposals for encouraging investment in the equity
markets represent positive steps forward and we believe they merit
gerious consideration by this subcommittee. More than that, Mr.
Chairman, we believe the work of this subcommittee itself represents a
promising and important star, toward encouraging the individual
investor to again participate directly in his own—and the Nation’s—
économic future. ‘ o
" Thank you.
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Senator BentseN. Thank you very much, Mr. Kolton. Senator
Bennett, you can proceed.

Senator BENNETT. There are two or three points in your testimony,
that I noted as I read it, because this was interesting because it con-
%i:ltied more or less with the testimony we had yesterday from Mr.

oway. :

You say that the third area you believe should be explored is the
_ advisability of limiting the amount of stock of any particular com-
pany which an institution is permitted to hold, on the theory that that
would take the companies deeper into the lower tier.

The point was made to us yesterday that the very large companies
have so heavy a capitalization and the small companies so limited a
capitalization that, if you put a limit of 5 percent on, this could
effectively deter them from an investment in a small company, while
they could still go on investing in the very heavily capitalized com-
pany, the company with millions of shares, So that if they were think-
ing of a time when they had to make a fairly quick liquidation, the
easiest decision is to go with the company where they probablﬁ' would
" not hit the ceiling for a long, long time. So the feeling was that that
might be counterproductive.

he witness also told us that Morgan Guaranty were interested
consciously and definitely, as a matter of policy, in getting into the
lower market now. And when they did, they tended to have a larger
percentage of investments in the limited capital company than- they
do in the big ones. -

Do you t that kind of testimony would cause you to change
the recommendations you make here? )

Mr. Kovron. I think there are interesting points that have been
raised there, Senator. I think that what yesterday’s testimony tended
to focus on was the upper tier on the one hand and the smaller com-
panies on the other. And it is quite true that with the very smaller
companies that are coming into the market, that have just outgrown
the ‘“Mom-and-Pop” category and are Foing public, institutional
f)a.rtici ation among those companies would pose very serious prob-

ems of control and would probably exceed any realistic guidelines that '

could be developed.

But there are thousands of com{)anies, publicly held ¢companies in
America that occupy, what I would call, the middle tier. These are
companies that are quite large in their capitalization, and have been
enormously profitable over the years that have been largely ignored by -
the body of institutional investors and are suffering the problems that
we are now witnessing, caused because of the two-tier market. So, in
this instance, Senator, the focus or the thrust of our proposal would
have immediate effect on that middle tier of companies that have
been largely neglected and are represented at the present time on the
American Stock Exchange, and on the New York Stock Exchange.

Senator BENNBTT, As | remember what I heard yesterday, it is the
" kind of problem that cannot be gimply solved. -

Mr. KovToN. Absolutely. -
Senator BENNETT. You put one limit here and then it chokes off

some else.

Even 1? it were possible to identify the favorite stocks—the first
tier stocks and the middle tier stocks and the third tier stocks—and
then say to them, you may only have 40 percent of your investment
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in class No. 1, and you must have X percent of your investment in
class No. 2, 1 imagine that is an impossible definition and would
be impossible to enforce?

Mr. Korron. I would expect that would be very difficult, but I
think that it might be possible to construct a formula that was based
on either percen ta%:a or a given number of shares or certain amount of
dollars, and then the formula would be constructed in a way that the
activity might be restricted to the greater of those amounts. It seems
to me, if there were real interest in exploring this, that the formula
would come,

Senator Bennerr, Mr., Calloway also made the 1&oint that, as a
trustee, if you put a 5-percent limit on, let us say, IBM, he is not then
able to provide equal service to all of the accounts for which he is the
truxsﬁiee, and this would present a serious problem, a philosophical
problem,

Mr, Kovton, I think there is a very, very interestin, gihilosophicg.l
grob]em there and, that is, whether a trustee in addition to his

duciary res onaibhity to the ga.rtncular people who owned the
- security, whether he also had the broader responsibility to the market
in which he operates to ensure, both in his own self interest and in the
iqug]esb of the broader community that that market continues to be a
viable one.

I believe that one of the problems that has surfaced in the lagt
several years is that the institutions have {)roperly focused on their
fiduciary responsibilities but very fow people have paid attention to
the broader social responsibilities that may be inherent in making sure
that the mechanism works.

Senator BENNETT. That is natural because they are subi')ect to very
strict regulations with respect to their fiduciary responsibilities.

Mr. Kovrron. That is right.

Senator BennerT. Right.

Mr. Kovrron. I might say, Senator Bennett, that Morgan Guaranty
is a good example of a major institution that is aware of and is studﬁng
its broader responsibilities, and yet it is an institution also in whicl
40 percent of its holdings are centered in_only 20 companies. This is
part of our broad dilemma here.

Senator Bennerr. This is the old problem of the conflict of interest
which we all have to live with in one way or another. You also sgicf
that limitations on holdings will also avoid situations in which in-
stitutions often, inadvertently, ef)lace themselves in a position to
dominate the management of their portfolio companies, ‘ ,
~ Again, referring to Mr. Calloway’s testimony, he told us in detail
how they avoid that risk; how far they go to avoid that risk. Do you
think it is a.serious risk in the terms of the total hol of institu-
tions? Are there institutions that use their capacity to influence man-
agement? Is it a serious problem or is it just an occasional problem?
~ Mr, KouroN. No, sir, we believe and we have done some research

on this, which we have reported on previously, that'it is a significant
problem. We had the Harris organization, some years ago, conduct a
geries of in-depth interviews with company managements, with ex-
ecutives, of a series of companies, in which we probed—rather t:he
Harris Co. interviewers—probed the corporate relationships with in-
stitutions to find out what kind of direct and indirect pressure might
be exerted, both in the area of disclosure of information and in terms of
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influencing management decisions. And in both of those kel‘; areas—I
don’t recall the exact figures—but we could certainly make them avail-
able to the committee—an overwhelming majority of the respondents
indicated that they felt they were subject to institutional pressure
either for information about the company’s prospects or finances or
how it was faring{)or getting into areas that involved what in an ortho-
dox sense must be considered management decisions.

Senator BENNETT. Is there a difference between the position of a
fiduciary which, according again to Mr. Calloway, represents the de-
cision of the holder of the stock for which it acts as trustee, rather than
the decision of the management? In other words, he told us that in
every case, they go back to the person or company for which they are
trustee, to ask them to tell them how to vote the stock in the case of
where the stock could be voted. And, in most cases, they are told and
they vote the stock in accordance with the instructions of the owners,
In some cases, they get no instructions.

Now, is there a difference in their situation than that, say, of a
m:(ligal?flund or a pension fund where you can’t identify the owners so
readily

Mr. Kovuron. I don’t know that there is but I strongly suspect that
there is. We tend to speak of institutions and use the word as a catch-
all and yet institutions obviously cover some 20,000-plus organiza-
tions, and include not only the banks and the investment companies,
but insurance companies, foundations, charitable trusts, colleges. So
I think it is very hard to characterize their practices under one um-
brella. The information that the Amex had in the early 1970’s and the
late 1960’s would indicate that institutions were acting very differentl
geﬁ?nding on the nature of the institutions and the nature of their

oldings.

Sengtsor Bennerr. Does this committee have a copy of that study?
Could we see we get a co‘](nly?"‘ ’

Mr. Kouron. We could certainly see that one is made available.

Senator Bennerr. Well, I would start by saying that just within
the week this committee finished its work on a very comprehensive
pension plan, and so our minds are on that general problem. What
could be the potential effect if pension funds were invested in a limited
number of stocks? What could be the effect on the solvency of those
funds? Should we be concerned from that point of view about more
diversification?

Mr. Kouron. Well, I think that the solvency of the funds, the
ability to protect the people who are behind the funds and whose
financial futures literally are tied up in many cases, entirely in those
funds, is a matter that, obviously should receive the attention of this
subcommittee. I think that is a very valid concern that the Senate
would have to focus on.

As to its impact, as to how you address it, in terms of the funds’
investment decision, I really don’t know. I would like to think about
that and perhaps as we focus on it, if we could submit & memorandum
to the committes, it might be helpful?* , ‘

Senator BENNETT. Well, maybe, we should go the way of trying to
identify the various types of institutions and beginning to set limits
by types rather than to set an overall limit? It seems to me, aren’t

*At press time, Sept, 17, 1973 the information referred to had not been rfceived. The
Committee was informed that information was forthcoming and would be included

in the
. printing of the hearings held by the Subcommittee on Financial Markets {n September 19%8_. )
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“mutual funds limited in their investment to 5 percent? Now, maybe

pension funds—- :

Mr. Kouton. Oh, there are a whole battery of limitations that now
exist for different categories of institutions. And, of course, by the
charter of the institution, depending on the State in which it has been
organized, so they range over a whole vartiety of areas.

enator BennNErr. There seems to be general agreement on the
need for greater disclosure of institutional holdings, but I notice you
have also imposed restrictions on the volume of trading.
- Can you tie these two together and comment on wghat you think
the problems are?

Mr. Kovron. The broad problem, Senator, is that we believe the
institutions have a vital interest and, in fact, a responsibility in
making sure that the markets in which they are so heavily involved
continue to operate in a way that encourages rarticipatxon by the
individual investor, which is absolutely essential to the institutions’
operations in the marketplace also. -

A factor that is frequently forgotten-is that a simple 100-share
trade by two individuals activates the pricing mechanism that helps
an institution value a portfolio that may be worth many, many
billions of dollars. And we believe that one of the things that has beén

“lost sight of in the rise of institutional activity is the self-interest

that the institutions have in making sure that the markets that they
use, continue to be responsive, because the markets have become
less responsive with the withdrawal of individuals and with the grow-
ing power of the institutions. And we have asked ourselves what

- steps might the institutions take to be sure that the markets continue

to operate in a viable fashion? Two things have suggested themselves.

One is the advisability of limiting an institution’s holdings in a
particulpr company. Another is limiting the degree of activity in a
particular security at a particular moment in time, to be sure that
there are no disruptions in the market that will only serve to alienate

~ - or trouble the public even further.

- Y

We don’t believe that those proposals are in any way mutually
exclusive or inconsistent. As a matter of fact, we have over the years
taken the position that, as the public has been invited into the market
an increasing number of reasonable restraints have been imposec

_upon the prcfessionals in the market. Certainly the institutions are
- professionals in an orthodox sense. And to the extefit that they are

professionals, to the extent that they have an enormous economic

" muscle, it seems to us that prudent restraints could be imi)osed upon

the institutions in their use of the marketplace for, as I indicated
earlier, their own self-interest.

Senator BEntseN, Mr. Kolton, do you feel that some of the lar%e
o

“institutional portfolio managers in buying stock have the ability

have a self-fulfilling proghecy insofar as what is going to ha}apen to
the price of that stock because of the amount of contifiued increase
in the amount of mone thﬁv have put into the market?

Mr. Kouron, I think, Mr. Chairman, that we have seen that

“develop over the years and I think that the very amount of economic
, gfwer that is concentrated by institutions in the market would

dicate that there is, to a de%ree——and‘ I can’t document it—but I
‘believe to a degree there is a self-fulfilling prophecK. ,

Senator BeNTseEN. Does that, in effect, lock them into some of
these stocks?
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Mr. Kovron. It may. It may indeed. :

Senator BENTSEN. Do you see a tendency on the part of other
investors to want to know what the large institutions are buyl’ﬁ% an
selling instead of concentrating on some of the old fundamentals on
investing in stocks? .

Mr. KovutoN. I think that would be a perfectly human question
to ask that if an individual took a look at the market and saw that
70 percent of the activity in that market was conducted by institu-
tions and then he realized, too, that the institutions were focusing
their activity in a relatively small %roup of securities, and that they

the market, then those securities
that the institutions were not favorin% would also not be favored,
would also not be favored so much by the individual investor, I think
it is a perfectly human question to wonder what activities the insti-
tutions were up to; what stocks the institutions are focusing on.

Senator BENTSEN. You made a remark about limiting the percent-
age of stock in a single corporation that one institution could cwn.

ow, & previous witness made the point that a stable of funds could
be created. Under this technique each fund could go up to its limit
and thereby the management company would have a vel sub-
stantial interest in the cor, oration. Now, how would you apply it to
a large institution and do'it effectively to accomplish your objective?

Mr. Korron. There rﬁ(iight be several ways to do it but one would
be to focus in on who had the manasemenb who had the investment
responsibility. If a small group of in ividuals were managing a groug‘
of funds, then I think it would be appropriate to apply this approac
to all of the funds that the group mamaged.

I might say that the on the shelf distribution problem which is an
area the Amex has had specific experience with, and which can involve
companies, with perhaps 60 or 100 sell'mﬁ1 stockholders, includin
other companies and institutions—and they have raised that identical .
question, namely: Do you mean this has to apply to all 60 selling stock-
holders or all participants in the shelf distribution? And our response
has been “Yes”: The overriding concern is with the orderliness and
the stability and the fairness of the market, , :

And I was interested in some of the earlier testimony of some of
the people who appeared before this committee; some of the people
who expressed great concern over any impogition of restraints on
institutional activities because they were with organizations with
which we pioneered in developing the shelf distribution mechanism
I have described. They haye been, as I said, markedly successful in
their ability to, over a period of time, satisfactorily sell-large blocks
of stock without disrupting the market.

Senator BentseN. Senator Byrd? B

Senator Byrp. Thank you, Mr, Chairman. : .

Mr. Kolton, how far flung and deep is the screenin of companies
which seek to be listed on a stock exchange? I intended to ask that
of the %evious witness and forgot it.

Mr. Kovron. There is & very extensive screening that goes on b{
the securities division of the American Exchagge and, to my knowl-
edge, by the stock list department of the New York Stock Exchange.
It is a process that begins with confidential and informal discussions
with the company in which a whole series of questions are robed,
not only matters that deal with the financial information that the
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company has available—and that is in the public record—but with
questions dealing with conflicts of interest that may exist within a
company, questions about its disclosure policy, 1its relationships
within its own corporate community and so on.

Once the staff—and I now turn to the Amex, in particular—once
the staff of the Amex has satisfied itself that a company apparently
meets the exchange’s requirements, it gives an informal preliminary
opinion, advising the company that, on the basis of the information
that we have available—and this includes a review by an internal
examining staff at the exchange—a company is told that it is in o
sosition to submit a formal listing application. When that formal

ting application arrives, it is again reviewed and then sent to an
outside accountant, to one of the major accounting firms.

Senator Byrp. The exchange does that?

- Mr. KorroN. The exchange does this. The exchange has an ar-
rangement with a series of major accounting firms which review
every listing application after the exchange staff has done it. The
reason that we have to have this arrangement with a number of
accounting firms is that a particular company is very likely to have
its own accounting performed by a particular firm and, obviously,
we will have to have that information reviewed by still another
accountinﬁ firm.

And when we send it, we also send to the accounting firm any
3uestions that our own staff may have relative to its financial con-

ition, its statements, or the accounting practices or the problems that
mséy have arisen. )

0, by the time the answer comes back;we are reasonably satisfied
that we have probed to & point where a recommendation can be
made to the board, o

Senator BYrp. Well, once a company is listed, do you take any
subsequent precautions? Are there any subsequent probings?

Mr. Korton. Oh, yes, there is constant attention given to our
listed companies. I would say that a very substantial part of the:
exchange’s budget is devoted to following up with companies to be
gure that they make timely disclosures of material information, in -

“which the public has a warrantable interest. We follow up closely
~ on the issuance of their quarterly reports and semiannual and annual

reports. We have a series of delisting criteria, that is, criteria for
continued listing that & company must meet over the years. And
‘when a company falls or even starts to fall below those criteria, our
peogle engage in conversations with the company as to what its
problems are and what its prospects for the future are, so that we do-
try to follow those verﬁ closely. -

Senator Byrp. If the price of a stock of a particular company

were to drop, just to take a figure from 80 to 10, is that, in effect,
a candidate for delisting? L : o
Mr. Kovron. Price, sir, is not a criterion for delisting, but our
computers are programed so that at the end of each trading day they
give us the names of the securities traded on the exchange that day °
hat have varied by a particular amount from their normal volume
and from their normal price variation and that list of gecurities is.
immediately distributed to our surveillance division and to our
gecurities division. They go to work and they try to find out why it
has happened and what has happened. Frequently, most frequently,
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there are developments that are readily apparent as to why those
movements occurred but, where they are not, the exchange will
launch an investigation.

Senator Byrp. Thank you.

Now, in your statement you say that the New York Stock Exchanﬁe
activity for the first 6 months of 1973 decreased 11 percent while
on the American Exchange the volume decreased by 40 percent.
What does that indicate to you?

Mr. KortoNn. To us, that indicates, Senator, the withdrawal of
the individual from the market, his increasing sense of concern and
alienation over economic conditions in general, and over his disen-
chantment with the market as an investment medium at the present
time, in particular. :

I think that the Amex was particularly affected by the withdrawal
of the individual because so much of our volume springs from the
individual.

Senator Byrp. That is what I was getting at, the wide disparity
between 11 percent and 40 percent.

Mr. Kouron. Yes, sir, because 75 percent of our volume comes
from the individual. Out of every 100 shares, the individual is re-
sponsible for 75 shares on the Amex and only 30 shares on the New

ork Stock Exchange. .

Senator Byrp. And that is because of a difference in size of the
companies?

r. Korron. Yes, sir.

Senator Byrp. Companies listed? . :

Mr. Kovuron. Yes, sir. There are a number of companies on the
the Amex who by their size would not, at the present time, represent
viable investment meédiums for institutions because of the size of the
institution. ‘

Senator Byrp. You recommend a change in the tax laws concerning

-caR'iItal ains. What is your specific recommendation?
PA

r. Korton. Well, the specific recommendation, Senator Byrd, is
that the a})plicable rate be reduced progressively the lonfer a security
has been held. Now, this grows out of the earlier studies that Lou
Harris made for the New York Stock Exchange which was, I believe
in the early or mid-1960’s, and subsequent studies that have been
made by others, And in all cases, the indication has been that not only
would a reduction in the capital gains rate serve to unlock securities
ﬁn]d, thereby, add to the market’s liquidity, but would generally

elp—— |

Senator Byrp. But at what point would you start and at what point
would you stop? Would you have 6 months at a minimum?

Mr. Kouron. We haven't taken a formal position on the rates but I
would say that the American Exchange would certainly be interested in
seeing that 6 months extended. There are many ways, however, to
get at the problem of unlocking the funds that are locked in and we
would be very happy to give the subcommittee the specific priorities
that we would assign to an adjustment of the capital gains rate and
holding period. :

Mr. Posgr. I think, just to clarify Mr. Kolton’s remark on ex-

tending the 6-month period, I don’t believe that would mean that |

the present short-term capital gains should be for a longer period
than 6 months. I think we are principally talking about the period
after the 6 months, that instead of having one stepdown, to have a
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series of stepdowns as time goes by; maybe over a period of years.

Senator Byrp. And how low would the rate go on that basis?

Mr. Poser. Well, that, I think, we will submit a memorandum to
the subcommittee.*

Mr. Kovron. In earlier work that we did on this and that we have
not brought up to date, we had taken it down to 12% percent.

Senator Byrp. Thank you, Senator Bentsen.

Senator BentseN. Thank you very much, Senator Bryd.

Senator Roth?

Senator RorH. You made the statement that dumping stocks, on
oceasion, creates a substantial change in the price of that stock. Why
would it be to the advantage of any large institution to dump a large
block? Wouldn’t it be to their advantage, as a matter of economics,
to spread their sales out over a longer period of time?

Mr. Kovron. I would think that it would be to their advantage but
experience would indicate that, when an institution makes a decision,
it very frequently wants to act quickly. It really has not been un-
common for us to find, after we have reviewed a particular situation,
that an institution may take a period of weeks or months to assemble
a block and then once they have reached a decision to sell, that
decision may have been reached at 3:10 in the afternoon and by 3:30
they want out. Wo have seen that happen.

Senator Roru, Has your organization or any other studied the
extent to which dumping has had a substantial impact on the price of
a given stock?

Mr. Korron. We haven’t made a study in the broad sense of your

-question, where we could aggregate all of the figures and all of the

incidents, but we have made a series of studies of individual incidents
where this has occurred and where we have been able to see the impact
on the market and what happens.
. Senator RorH. In any event, it is your position that the incidents
have been high enough so that some kind of corrective action is needed?
Mr. Kovron. Yes, sir.,
Senator RorH. You mentioned the Harris study which attempted
to measure the impact that large holdings have on a particular corpo-

- ration. If a large institution has controlling holdings in a number of
-companies in tho same industry, doesn’t this seem to imply a conflict

of interest or possibly even antitrust implications?

Mr. Kovron. It might, Senator, but I might say that certainly there
would be nothing in the Harris study, that I could recall, that would
suggest that, because here the information we were seeking was from
corporate executives, who were not, in the course of their interviews,
being asked to name the particular institutions, where these matters
may have arisen. In other words, we were simply asking them for
trends and patterns and the kinds of pressure that they might be
subjected to. So we would have no information based on the Harris
study, per se, as to whether an institution that was talking with com-
‘pany A, might also be talking with company B and company C.
~_Senator Rota. Is there any information that shows, for example,
the extent to which large institutions buy into a number of companies
within the same industry?

Mr. Kovron. I don’t know, Senator. I don’t know of any informa-

. tion there.

*At Press time, Sept. 17, 1978 the information referred to had not been received. The
Committee was informed that information was forthcoming and would be included in the
printing of the hearings held by the Subcommittee on Financlal Markets in September 1973.
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Mr. Poser. There may be something in the institutional investors:
study of the SEC, which was published in 1971, that might answer
your question.

Senator Rora. Now to your proposal of tax incentives. We all have
read in the newspapers and heard discussions that Congress should:
eliminate alleged tax loopholes. Ca‘%ital gains tax treatment frequently:
is included as one of the biggest. What justification is there for us to-
extend rather than eliminate it?

Mr. Kovron. [ think, Senator, that the subcommittee in the study
that it is engaged in at the moment is addressing itself to broad ques-
tions of national policy and one of the broad questions of national
policy has to do with what role the individual is expected to play in
our securities markets, what role the markets, themselves, fulfill. And
to the extent that we require individuals in the markets to make this.
business of raising and allocating capital work, and to the extent that
the markets have to be viable so that individuals as well as the institu-
tions will participate, then it seems to me if those steps, that have been
recommended, can be taken and agreed upon, then the subcommittee:
is in a position to say that this is in the interest of participation in the
market and in the interest of a viable market, which ultimately
stimulate the growth of capital and will stimulate the ability to raise
it, and, therefore, the benefits and inducements are necessary.

I don’t think, for example, that our economy can continue to grow
and develop new products to put people to work if over every 2-month
period only seven new companies are going public, and yet that is what
we had over the past few months.

Senator RotH. You have made a number of specific proposals to
change the tax laws. Do you believe that they are going to make a
significant change in the number of small or private investors who will

articipate in the market? Is this what is really keeping them out or is
1t what has happened to the stock market generally?

Mr. Kovrron. On, no, I think it would be badly overstating the case
to say that the current tax structure, even if it 1s changed is going to
play a decisive role but I think a number of things are having an effect
and are going to have an effect. And a revised and what I consider a
more favorable tax climate is a very important ga,rt of the underpin-
ning, but, obviously, major questions have to be addressed as well;
questions of inflation, questions of managing our foreign trade balance,
questions of the dollar and certainly questions, as I have indicated in
my prepared statement, of our political problems at home are influ-
ences that are weighing heavily on the individual, But I think a series
of steps has to be taken and one of them is a tax climate which tells
the individual that he is wanted. )

Senator Rorr. Do ]}'ou really believe that there is an opportunity
to bring back the small investor in a major way? I have had a number
of people in the past tell me that they feel that he is a dying breed and
it doesn’t make much difference what we do. .

Mr. Kovrron. I don’t believe that at all, Senator. I absolutely believe
that the smaller investor, the individual investor, will return to the
market when he is assured that there is a climate within that ‘mechan-
ism in which he can deal on an equitable basis and be dealt with fairly
and be serviced properly. I don’t have any question in my mind that
gm individual investor will be back. I do have a question as to ‘the

iming,

Senator Rota. Well, if pension funds for example tend to concen-

il
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trate on a few so-called upper tier stocks, aren’t we in a sense prevents

ing the creation of thousands of jobs by Tack of capital for the medium
and small companies?

Mr. Kovron. I think we are.

Senator RorH. Have any studies been made as to the this impact?

Mr. Kovron. I don’t know of any studies that have been made but,

certainly, it is instructive to look at the new-issue market. For example,

Mr. Poser has just given me a month-by-month summa.léy of the num- .

ber of new issues that have been brouiht to market. Since January
1972—now, this bears directly on the ability of the corporations, the

young ones and the new ones, to go public, and we have talked already
about the 7 companies that went public in May and June—now, that

number by contrast was 64 in March 1972 and 67 in June 1972. So I

think that we are looking or have been witnessing over the past 18

months a slow withering of that process and I think it is a dangerous

one. .

Senator Rorr. I think any information that you could give us to
document the impact of market concentration on new jobs and new
industries would be most helpful.*

Mr. Kovron, I miglht, say, Mr. Lenefsky pointed out one of the
figures we have developed is that underwritings, during the first
quarter of 1973, were down 49 percent as compared to the first com-
parable first quarter of 1972. Here, again, is another direct evidence of
slowing down of this process of putting people to work and creating
new products, new jobs, new markets, new equipment.

Senator RorH. Some people have proposed that we create a capital
gains tax which declines over a longer period of holdings. Apparently
one justification for this idea is the notion that a declining rate would

- help to unlock stock held in accounts for many years. Couldn’t it also
have the opﬁ)osite effect? Wouldn’t some people find an economic
incen.t?sive to hold stock longer in order to take advantage of the lower
taxes

Mr. Korron. I am not sure I understand the full thrust of your
question, Senator. .

- Senator Rorn. Well, let me restate it.

It has been proposed that the capital gains tax be lowered according
to the period the stock is held.

Mr. Kovuron. Right.

Senator Rora. And the justification of this tax benefit is that this
would help unlock stock now being held by individuals who don’t want
to sell and be subject to tax.

Mr. Kovron. YEs.

. Senator Rotm. I am saying that it seems to me that while there
may be some truth in that, it also seems to me it could create the
opposite effect; that if we grovide those benefits, they may become
incentives for people to hold stock longer.

Mr. Kovron. I see, I think, Senator, that if the rate were to go down
gradually, there would probably be, on the basis of the studies that

- were made & number of years ago, at any rate, sufficient incentive for

Eeople to take advantage of their visible profits at the lower tax rate,
liquidate their position and achieve the capital gains and also add to

the market’s liquidity. But we are dealing in the future here and I

must say we really don’t know. '

*At press time, Sept. i'l. 1978 the information referred to had not been recelved, The
Committee was informed that information was forthcoming and would be included fn the
printing of the hearings held by the Subcommittee on Financial Markets in September 1978,
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Mr: Poser-Senator, I am not a tax lawyer, so——

Senator Roti. I am not either.

Mr. Poser (continuing). So you will excuse me if the law has been
changed recently, but I%)elieve that one factor is that you do get a
stepped-up basis at death and, therefore, I think that maybe there
is a great deal of locked-in securities that are highly appreciated that
are being held just to avoid the present capital gains rates.

Senator Rotn. Of course, some people would correct that by chang-
ing that aspect of the tax law.

r. Poser. Yes, sir.
hSenﬁtm‘ BeNTSEN. Some people wouldn’t consider it a correction,
though.

Sergxator Rora. Right.

Mr. Konron. Of course, some of us would prefer the situation never
arose. ) :

Senator Rora, Thank you.

Senator BEnTSEN. Well, we are motivated very much by a desire
to help small companies get started, so that they can go to the equity
market. We have today some good companies selling as low as five
times earnings.. They are faced with an extremely di%ﬁcult situation,
which would hardly justify them going to the equity market and .
selling stock. In fact, they would have to have better than a net.
20-percent return, after taxes. So they would have to have a 40-
percent return on investment. So it puts the free enterprise system in
a real bind here.

leiiously, as you say, tax incentives represent just one facet of the

roblem.
P We have another witness we would like to hear from this morning.
We appreciate your testimony very much.

Mr. Kovron. Thank you, %/Ir. l(%hairmtm, and gentlemen.

Senator BEnTSEN. We would like to have Mr. Wood take the witness
stand. We have one other witness and, if it is agreeable with him, we
would like to reconvene the subcommittee at 2 o’clock.

Let me first state my deep appreciation that the members have
shown such interest in this subject. A majority of this committee has
been here through the hearings that we have held, even with the
competition of other hearings and other committees.

ould you please state your name and position?

STATEMENT OF C. V. W0OD, CHAIRMAN, COMMITTEE ON PUBLICLY
OWNED COMPANIES, ACCOMPANIED BY JAMES J, O’'NEILL, EXEC-
UTIVE DIRECTOR ; ABE FORTAS, COUNSEL; REVIS L. STEPHENSON,
CHAIRMAN OF CLARK INDUSTRIES, INC.; AND FRED M. ZEDER,
CHAIRMAN OF HYDROMETALS, INC.

Mr. Woob. M{) name is C. V. Wood, Jr. I am chairman of the
/ _ licl)lrl Owned Companies. I am president of McCul-
loch Oil Corp. which has its headquarters in Los Angeles, Calif. My
curriculum vitae is attached to this statement as exhibit A. -
With me in the hearing room are Messts. Stthenson and Zeder
who are members of the executive committee of the Comimittee of
Publiclly Owned Companies; Mr. Abe Fortas, whose firm is general
counse
director of the committee.

e

for the committee; and Mr. James J. O’'Neill, who is executive -
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I should first like to express my thanks to the chairman and the
members of the subcommittee, on behalf of myself and the Com-
mittee of Publicly Owned Companies, for this opportunity to state
our position.

e have filed a detailed report today with the chairman with many
statistics showing how institutions are now dominating the market,
and I will try to summarize here iust, now the thoughts and reactions
of our members. Also, we would like to ask that our detailed report be
made a part of the record.

Senator BEnNTsEN. Without objection, that will be done.

Mr. Woob. We believe that this subcommittee’s approach gets to
the heart of the critical problem facing this Nation today. It is the
problem of concentration of control in our securities markets, and the
meaning and effect of the concentration. It is only in this broad
perspective that problems such as rates, membership on the exchanges,
and the rules and regulations of the markets can properly be.
considered. -

So far as we know, this is the first time that a group of chief execu-
tives of publicly owned companies has been oaganized and has ap-
peared before a congressional committee specifically to express the
view" of those companies with respect to legislation affecting the
securities markets.

The committee now has a membership of 469 companies which is
increasing almost daily. Our companies are located in 40 States.
These companies represent $43 billion in assets; 1.8 billion stock-
holders and 1.1 million employees. Of these companies, 73 are listed
on the New York Stock Exchange; 311 on the American Stock
Exchange; and the securities of 85 are traded over the counter.

Since its organization in March of 1973, the committee has held
meetings of executives of publicly owned companies in 12 cities,
including New York, Chicago, Los Angeles, Dallas, Houston, Fort
Llauderélale, Boston, and Minneapolis—and other meetings are
planned.

I would like to say that at these meetings we only have the chief
executive officer. In a few cases where he can’t possibly make it, we
have had the senior vice president of finance but in 99 percent of the
cases we are speaking for and reflecting the thoughts of, the chief
exacutive officer of the comFany. And in each of these meetings, I can
also say that the reaction of these executives have been uniform all of
the way through the discussions. .

The committee’s brochure has been circulated to all companies
listed on the New York and American Stock Exchanges and about
400 companies traded over the counter. We have received no dissents.
Many companies have suggested supplementary ideas, some of which
have been incorporated in our program, as I shall mention.

The hundreds of company executives with whom we have talked
are dee;l))l distressed about the situation in the securities markets and

ems that are affecting their companies. Their concerns are
for their companies, for their stockholders and for their emplayees and,
also, in many cases for the ability of their suppliers; that is, other:
companies who furnish _their products to them and want to be sure it
is possible for them to be able to raise money and maintain the oper-
ations so that their suppliers’ parts will be available to support. their,
own operations.

°© .
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(1& They feel keenly that they are being starved out of the capital
markets.

(2) They are extremely alarmed by the withdrawal of the individual
investor from the marketplace.

(3) They are deeply concerned about the dominance of a few great
institutions and because institutional policies and practices preclude
us—about 90 percent of corporate America—from access to America's
storehouse of investment funds through the traditional American
channels of independent investment firms and millions of individual,
direct investors. .

Gentlemen, I cannot over-emphasize the seriousness of the present
situation. Unless we—and that really means you in the C‘on%-ess——
come up with a solution, America as we’ve known it will be a chapter
in the history books. )

(1) Our freewheeling, vital enterprise system, composed of thousands
of aggressive and competitive publicly owned companies, will slow
down to a walk. ,

(2) New, publicly owned companies will be impossible—there will
be neither a market on which they can sell their stock nor independent
local and regional brokers to underwrite and distribute their stock.

(3) Existing companies, except for a few giants, will starve for
equity capital. The only thing they can do—and that’s limited—is to
hock themselves to the great banks and insurance companies for loans.
This means an enormous debt-burden, and a debt-equity ratio which
will be so high that a little adversity will drive the companies into the
bankruptcy courts. And the demands for more and more loans will
drive up interest rates even more, and make the present inflation look
like a modest bubble.

Senator BenTseN. Let me ask you: You say there has been an
increase in re?uest.s for warrants, for instance, for that type of equity
when you go for funding for an institution?

Mr. Woon. Yes, sir, [ would say there has been an increase in that
because they know how tough it is for us to get money in the equity
market, so they can sit down and write their own ticket.

Senator BENTsEN. All right, if you will continue, please?

Mr. Woop. (4) Control of our economy will be concentrated in a
few %eat banks, insurance companies and pension fund managera—
and in a few giant industrial and service companies. While we're
fussing about competitive comniission rates for executive transactions
on the securities markets, competition where it really counts—
competition between big and small companies in our industrial
system, will disappear.

(6) We'll have a wave of mergers and takeovers, many by for%ijgn
capital who'll pick u(f) bargains two wafys : They can buy our companies
at the ridiculously depressed prices of our stock on the markets, and
they can buy them for cheap, devalued dollars in terms of their own
currenc%, :

(8) With all respect to the genius of the people who run our great
banks and institutions and the young, longhair analysts who advise
them, one of these days the pool they’re running in & few religion
stocks will start to leak—and the fantastic, overvalues that they’ve
created will be washed away in a flood. Unfortunately, we'll all be
the sufferers, ‘ -
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I don’t propose to burden you with a lot of figures. They’re in our
statement, and they’re also in the excellent material prepared by
your staff as a committee print.

The fact of the matter is that because most of the investable funds
in this country are controlled by a few banks and other institutions
which also do about 70 percent of the dollar volume of trading on the
New York Stock Exchange, the stocks of the companiocs that we
represent are undervalued to the danger point. We can’t go to the

equity market to raise money for replacement or expansion of our

fiacglities. When we can’t avoid raising money we have to do it through
obt. .

Debt gervice has become and is increasingly a severe burden on our
companies, threatening the financial soundness of many of them.
Taking the Standard and Poor’s list of 425 industrial companies,
long-term debt has trebled from 1962 to the end of 1971. Debt-equit:
ratio has risen from 26 percent to a dangerous 41 percent, and it
probably higher now.

Further, corporate underwritings of equity issues has dwindled to

a trickle. In the first quarter of 1973, underwritings are down 40
percent compared with the same period in 1972; and dollar value of
corporate private placements is down 30 percent. And I think most of
that has been covered by the two previous gentlemen.

Our companies are inviting targets for takeovers by foreign as well
as domestic capital. Some of us, faced with the practical impossibility
of raising new money, are looking around for mergers with other
companies. Some of us have been the target of tender offers made at
& premium above the present depressed market values—and we are
great bargains at those prices. .

Our stockholders have become unhappy and dissatisfied. Miilions
of them are faced with the destruction of a lifetime of savings. -

Our employees are faced with the destruction of -the value of com-
pany securities held in gension, retirement, and profit-sharing plans.
They are also faced with the prospect that their opportunities for job
advancement are curtailed because their companies have had to defer
expansion plans and generally engage in belt-tightening.

Our executives are unhappy. Many-have invested their lifesavings
in stocks of their companies. They can’t understand why the market
value of these stocks have collapsed despite excellent earnings and
unfilled orders. Many of them have stock-options, which have Lbecome
worthless.

This situation is the cause of, and is aggravated by, the deplorable
condition of the broker-dealer community and the disappearance of
many independent brokers and investment houses, particularly local
and regional firms on which smaller companies and individual in-
vestors depend.

The best available estimates are that to supply the e(}uity capital
that we will require by 1980, we need to market $7.5 billion annually
i_rb gtio)cks by 1975 and $11 billion by 1980. (American Banker, May 11,
1 . o
- By 1976 we will need 3.6 million additional jobs, over the present
base. By 1980, we will need 11.7 million additional jobs. (Cunference

‘Board.) ' ‘
99-822—78—pt, 1—~11
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~ We need vast new production of goods and services to supply even
present demands and stem the tide of inflation. We need much more
to meet the needs of our future population and of new world require-
ments.

Where is this coming from? Is it coming from the 21 institutional
favorites—or even 100 companies? Or must it come from the thousands
of noninstitutional enterprises in this Nation? :

If we are to look to these thousands of companies, we must get a
supply of equity capital to them. And we’re not going to do it unless
we can reverse some of the present trends.

Essentially, there are two ways to go about this: We’ve got to get
the individual investor back into the market, and we've got ‘o change.
the situation so far as the investment, management and trading of the
vast institutional funds are concerned. These are obviously inter-
related in the sense that we cannot expect the return of the individual
investor as an owner and investor in corporate America unless insti-
tutions will change some of their current practices.

I want to emphasize that we believe that institutions—life insurance
companies, banks, pension funds and the like—perform an important
and vital service in our financial system. They accumulate capital .
from millions of individuals and they deploy that capital for the use
of the public and private sectors of our Nation. Our criticism is not
of the institutions, but of certain institutional practices, as I've
described. We believe that these practices must be changed, in the
interests of the Nation and of the institutions themselves,

Presently, the most important institutions are virtually uncon-
trolled and unregulated so far as their securities market practices are
concerned. Only the mutual funds are subject to Federal laws limiting,
in some respects, their holdings in individual companies. In man
companies, one or several institutions are so dominant because of their
large stock interests that corporate managers live in fear of their
displeasure. At the same time, the volume of their trading is so great
that they can and do dictate the commission rates that they will
,Rlay for the services of a broker or dealer who executes their trades.

egotinted rates in dealing with them is a hoax, because of their
enormous power. Actually, as I have said, they are practically dictated
rates. They are not negotiated rates. The broker-dealer is virtually
helpless to insist upon a reasonable rate. '

here are no general requirements that the major institutions—
banks and insurance companies—disclose their holdings or their
trading. They usually accumulate their positions carefully and quietl
over a period of time, and the gublic is generally unaware of what is
going on. Then, because of bad news—or because some analyst has
changed his mind about the prospects of a company or an industry—
they dumg large blocks on the market, far beyond the stabilizing
capacity of the specialist. '

e have seen some spectacular instances of this, and in practically
every meeting that the Committee of Publicly Owned Companies has
held, executives have told us of their own experiences as the targets
of this dumping. We have some examples in our filed statement.

Because of this, and more important’l) because the available invest-
ment funds are concentrated in just a few stocks, as & result of insti-
tutional concentration on the religion companies and the -sharp



Y

r 159

decline of individual trading, liquidity, and price-continuity in our
markets are at a low point.

Recommendations:

1. Tnvestment and trading by all institutions which manage other
people’s money, and not just investment and trading by registered
Investment companies (which are now the only institutions subject to
specific SEC regulation), should by subject to specifically designed

ederal regulation under the centralized jurisdiction of the Securities
and Exchange Commission. These investment and trading activities
have reached such dimensions and have such national importance that
they cannot be left unregulated, nor can regulations be fragmented
a}rl'nol Federal banking agencies, State insurance commissions, and
the like.

2. Institutions must be required to disclose and report their hold-
ings of corporate securities, and their trading.

3. Measures must be adopted to induce institutions to invest their
funds and the funds of managed accounts in a broader range of
American companies. The present dangerous concentration of enor-
mous-institutional funds in a few companies must be halted and
reversed. The overfeeding of a few companies, resulting in extraor-
dinarily high market prices for them, and the starvation of thousands
of sound, profitable companies creates a situation of national peril.

a. Presently, only certain mutual funds are effectively limited as to
the percentage of a particular company’s security that they may hold
in their portfolios. This type of limitation should apply to all financial
institutions. We urge prompt study and hearings as to the limits
that should be fixed and prompt legislation to affect such limitation.
In the absence of such limits, control of America’s corporations will
increasingly pass to a few institutions; and institutions which are
custodians of other people’s money will increasingly be vulnerable to
tite adversities of individual companies in which tKey have an enor-
mous stake.

b. We also urge that effective limits should be prescribed by Federal
law as to the amount or percentage of an institution’s assets that may
beinvested in the securities of a single company. These limits should be
so devised that a bank or insurance company, or a pension or other
fund, for example, that has vast sums for investment, must make those
sums available to a large, and, hopefully, a diversified number of
companies. We submit to you that the present situation in which, as I
have discussed, there is great concentration in a few companies, is not
tolerable. ‘

4. Institutional trading practices should be regulated so as further
to discourage and prevent trading on inside information and so as to
prevent dumping of larﬁe blocks of securities in resFonse to changing
market judgments. With respect to the dumping of large blocks of the
securities of a company, we believe that it is possible and feasible
to limit the amount of stock of any one company that an institution
maf' sell in a single trade. We have made some calculations which I
will furnish the subcommittee on request. They indicate that if an
institution were limited to a maximum sale of one-quarter of 1 percent
of the outstanding shares of any particular company in a 30-day
period, that this would not hurt. We are all naturally concerned about «
the liquidity problem that we know is the backbone of the securities
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market. The one-fourth of 1 percent rule would accomplish & number
of things: (1) The liquidity wouldn’t be that big of a problem. You

take the 256 biggest stocks in America. One-fourth of 1 percent of that

would represent $750 million worth of sales, so you would be per-
mitted to giok up that much revenue in the top 25 stocks alone, but
look at what it would accomplish. You take a company like Mr.
Zeder’s here, 2 million shares outstanding. Under a one-fourth of 1
percent rule, the maximum they could hit him with would be 5,000
shares in any one given month, My company has 18 million shares
-outstanding so they could hit us with 40,000. We can live with amounts
hl:e thﬁse. It is the 100,000- or 250,000-share blocks we can’t live
rough. :

Senator BEnTsEN. What if you had a block trade that didn’t bump

“‘the price of the stock? If you had one institution that was willing to
‘trade with another institution without affecting the price of stock,
avould that concern you?

Mr. Woob. No, that wouldn’t concern us at all. It probably wouldn’t
concern us as long as it was a maximum of a quarter of a point under
the present market. -

Senator RoTH. Would that undermine the stock market?

Mr. Woop. I don’t think so.

Senator Rora. Would you be promoting shopping?

Mr. Woop. They do that all of the time anyway.

Senator Rora. All right, go ahead. I am sorry.

Mr. Woob. Also, we feel that legislation should be enacted which
will revise the tax laws.

5. Legislation should be enacted which will yevise the tax laws so
as to provide needed incentive to individual .investors to acquire
ownership of shares in corporate America. :

We believe that there is an overwhelming national interest in
encouraging direct investment by individuals in corporate America.
This will not be achieved, under our system of government, unless
there is adequate incentive. The present capital gains tax rate is
much too close to the effective ordinary income tax rate to provide
incentive to small investors, particularly in view of the attraction of
high interest rates that are available on fixed obligation investments.

There are varisus ways of remedfy"m% this situation. Chairman
Mills has suggested the possibility of a life-time amount of capital
gainis that may be accumulated, tax free. Another possibility, which
the Committee of Publicly Owned Companies has suggested, is an
annual exemption of the first $1,000 of capital gains realized as a
result of securities transactions.

1 should like to point out that many institutionally controlled
funds, such as pension funds, enjoy special tax treatment. We believe
that it is imperative that the tax laws should correspondingly aid
the small, individual investor who puts his funds in corporate America.

6. We strongly oppose institutional membership on.any securities
exchanges. We oppose membership by any person or entity, directly
or through a controlled affiliate or subsidiary, unless such person or
entity, including all of its affiliates and subsidiaries, is primarily
engaged in the securities business as broker or dealer. In other words,
we strongly oppose permitting any entities whose primary stake is
as an investor or money manager to hold the preferred position of
membership on a securities exchange. s '
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The American (feople believe they are entitled to trade in a public,
auction market, dominated by professionals. They regard institutions
as competitors; and they are not likely to have confidence in trading
in a market in which their competitors have the special access, benefits
and influence over rulemaking that membership necessarily implies.

7. Institutions should be required to bear their fair share of the
costs of o%erating the securities markets. Their enormous power
should not be increased bﬁ' allowing them to trade at bargain rates,
which necessarily mean that individual trades must bear a dispro-
ortionate share of the expense of the markets. The only way that a
air distribution of costs, which will encourage the individual investor,
can be effected is through fixed, minimum rates—fixed by the in-
dustry’s self-regulatory agencies subject to SEC supervision, or by the
SEC if these agencies are reluctant or unwilling to take on the task.

8. There is one further, important, recommendation that has been
made by many of the pubficly owned companies which-are members of
our committee, and it relates to the fact that our shareholders are
continuously complaining that they don’t get timely information.
Much of our stock is held by institutions as well as b% the brokerage
community, in street names or nominee accounts. This means we
can’t communicate directly with the real owners of our stock when
there is some important development. This should be changed. In-
stitutions and brokerage houses should be required to supply us with
the names and addresses of the beneficial owners of our stock, at least
unless the owner specifically instructs the holder to the contrary.

CONCLUSION

I should like, in conclusion, to thank this subcommittee, its chair-
man and members. We believe that you are addressing yourself to a
problem that is fundamental to our economic system and to the
essence of our democratic society. We shall keep our members in-
formed of the work of this committee, and we are confident that all
of the companies which we represent will join us in our appreciation
of gour labors. -

. Senator BenTsEN. That is a very interesting statement you pre-

sented to this committee. We have heard from a number of insti-

tutions and we will hear from others and we heard from major broker-
age firms. We are delighted to have the views of the chief executives of.

the companies today. .
Let me ask you on this question of jobs. We had some figures given

us the other day that capital investment, average capital investment
industrywide was about $24,000 for each job. So, in effect, what you
are saying, that the companies in not being able to go to the equity
market to raise more capital, at least has closed down one avenue of
creatin%vnew jobs,

. Mr. Woop. Without any question. -
Senator BenTseN. Do you have a pension fund in your company?
Mr. Woop. Yes, sir.

Senator BenTseN. Who administers it?

Mr. Woon, Bache & Co.” . ' )

Senator Bentsen. I think you may run into an ironical situation
where some of the modest-sized companies, the medium-sized com-
panies, are having %ensmn funds administered by institutions who
- are,in turn, buying the stocks of very large companies.
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Mr. Woop. That doesn’t happen to be our particular case.

- Senator BENTSEN. So yours 18 not a situation where a pension plan
particig»mt of a medium-sized company, in effect, is squorting,
through his earnings and his contributions, the stock of one of the top-
tier companies?

Mr. Zeper. Senator, earlier you asked if there were any specific -
instances, when you referred to the warrants, and I can give you a
good example of that. Again, this also relates to your question on jobs
that areé provided. :

Now, we had a situation recently, where it seemed necessary to
raise about $10.5 million for expansion of a program that we had. At
that time, we went to our two lending institutions which are insurance
companies and their suggested rate was 9 percent and, in addition
to that, 100,000 warrants at market which represented & percent of
our company. So, to put a pencil to this, this came out to about 1114
to 12 percent or better. Ordinarily, that is about what we would have
to pay if we went for equity capital selling at 10 times earnings. So, it
hasn’t escaped your lending institutions today that those selling with
low PE's have to pay a lot of money. And this again, I believe, has
had a very serious effect upon our inflationary cyecle.

Senator BEnTSEN. Well, I certainly don't criticize institutions for
asking for warrants, at whatever rate the market is. I would just like
a little more spread in the competition of that market. A

What do you think in the longrun will be the affect on the com-
petitiveness of domestic industry if we continue to see this inability of
new companies and Smaller companies and medium-sized companies
to raise equity capital?

Mr. Woob. Well, I think two things—well, more than two things. A
number of things are going to happen. One, if they can’t ﬁet money
either they are not going to e:%gand or they are going to have to sell
out to some bigger company. We are going to see. many, many coms-

. panies who just can’t get the money to actually get their first 1ssue—

and these start-up companies have been the whole backbone of this
country—and so our technology is going to suffer. Qur competitive
situation in the world market is going to suffer. That is one of the big
advantages, you know, we always had over the rest of the world; our
ability to raise money for the little guys to let them get in there and
build and grow. So that if they can’t get the money, we are going to
have serious problems. Also, you are going to see the problem we have
already mentioned, the one of unemployment.

Senator BENTSEN. Do you think there should be a limitation on
what institutions should own of a company?

Mr. Woop. Yes, sir. -

Senator BEnTsEN. What do you think is a reasonable limitation?

Mr. Woopn. Well, now, I think the 5-percent limitation that mutual
funds have would be the maximum.

Senator BENTSEN. Do you have a substantial percentage of your
company owned by an institution?

r. Woop. Yes, sir. Close te 20 percent.

Senator BENTsEN. Close to 20 percent? -

Would you like to comment, Senator Roth?

Senator Rorr. Yes. , ,

1 want to compliment you for your very provocative and informs-
tive statement. 1t raises, in my judgment, a number of serious ques-
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tions. I am not sure that some of the actions we have taken with
respect to institutions have always been forward steps.

would like to know, if I may, a little more about your organization.
You say you rexresent a membership of 569 companies with assets
of $43 billion. Are your members mostly small- and medium-size
comf)anies or dominated by larger companies?

Mr. Woop. Yes; we have some large companies. The waK it hap-
pened, there were nine company presidents who got together back
around the first of the year and, in talking, we found out we had
common concerns. These were companies from various parts of the
country and they produced different products. B

In March, we decided that it was our stockholders, our stock, and
our employees, that were being kicked around here, so to spenf:, by
Wall Street, the stock exchanges, the SEC, and the dovernment, and,
for some reason, we couldn’t find if they had ever talked to a chief
executive of a company. Our stock is a product of ours, almost the
same as if we were building chainsaws or anything else because it
is the value of the stock which determines how much money we can
get to grow and to do things. So we decided that somehow or another,
we needed to get the input and the thinking of a number of company
exétutives all across the country into this whole problem.

So the nine of us, well, we got hold of a list and that is why in the
early days we were predominantly mostly American Stock Exchange
people. We sent out letters probably to about 400 company presidents
and we had meetings in New York, Chicago, and Los Angeles, and
260 of them showed up. We outlined our thoughts and our plans. We
gave out a little paper that is attached to our big presentation that
we made to f}"ou, and they unanimously, to a man, voted to form this
committee. They put a little money in; an averafge of about $500 so
that we would have some money fcr some legal fees and to hire one
full-time executive director and for communications. Most of our
money is spent in communicating back and forth with our membership.

We held subsequent meetings-which have also been well attended.
I just feel confident that before the end of September we will have
over 1,000 company presidents on this committee. And we really think
we reflect their thinking.

Senator Roru. Do iou think that will expand to the larger com-
panies or do you think they would be too fearful if they have large
institutional stockholders?

Mr. Woob. Some of the larger companies—well, gee, I don’t know,
we just haven’t spent that much time talking to them. Remember, we
are also busy trying to run our own companies.

Senator RorH. ’I%-ying to get money?

Mr. Woop. But a number of us have dedicated darn near a day a

~ week to this thing.

Senator RorH. This is a little off the track but you apparently feel
that some congressional action on institutional membership and fixed
commission rates have been backward steps rather than helpful
legislation. :

r. Woon. When you let institutions trade cheap, it makes it easier
for them to dump. It makes it easier for them to yo-yo the market up
and down. If they were made to pay a fair share of it maybe they
wouldn’t trade so much. And, also, you can’t let anything happen to
the securities industry in this country, It is the thing that makes it all
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work. It is the conduit through which all the moneﬁ from the individual
investors flows to the companies—and I think the institutions’ costs
are down over 60 percent and, yet, the individuals’ costs are up 50
percent—and this upsets them. We talked to a number of investors
around the country and discovered that the individual investor is
aware of the fact today he is paying roughly 60 percent of the costs at
the New York Stock Exchange, and doing only 30 percent of the trad-
ing while the institutions are doing 70 percent of the trading and are
paying only 40 percent of the costs. If they think he is not aware of
that they are not looking into the situation very deeply. These inves-
tors know these numbers and they don’t think it is fair. They think
th%y are playing in a game with a stacked deck.

enator Rorr. Mr. Chairman, I see we have a vote on, so I will
relinquish my time. But I want to thank you gentlemen for your very
interesting testimony.

Senator BenTseN. We do have a vote on the floor of the Senate. We
are appreciative of your testimony. We think you have made a very
gajor contribution. I just have to ask one parting question of Mr.

ortas,

Mr. Woob. We would be happy to come back after lunch.
tesstg?ator BenTseN, Well, I do have another witness who wants to -

11y.

Mry Fortas, do you see any problems if there is an even larger
domination of the market by the institutions? Do you see any prob-
lems with the Sherman or the Clayton antitrust acts?

Mr. Forras. It would be very difficult to use the antitrust instru-
ment here, Senator, although the total national situation, I must say,
as an old man who has been around here a long time, reminds me much
too painfully of the days when I first came here during the early days
of the New Deal, and the kind of concentration problem we had then.
That t,erribrlgr alarms me, ) .

Senator Rorr. Could I ask a question? ,

If a large institution is shown to have large holdings in competing
companies, would the antitrust laws ap[ply in any way?

r. Forras. It would be very difficult to show that that power has
been used in restraint of trade or that it has approached monopolistic
proportions. Antitrust, in my opinion, is a very inadequate instrument
to use in this situation

Senator BenTsEN. Mr Wood, there might be a few questions,soif—
you wouldn’t mind coming back? - .

Mr. Woop. We wouldn’t mind at all, if you just tell us what time
you want us to be here.

Senator Rora. Two o’clock.

, ?enlgtor BenTseN. The committee will stand in recess until 2
o’clock.

- [Whereupon, at 12:30 the committee recessed to reconvene at 2
p.., the same day.]

AFTERNOON SESSION

Senator NeLsoN. Gentlemen, I am very sorry I wasn’t able to be
here during this morning's testimony. I had to attend a conference
of the Senate Labor Committee.

Senator Bentsen, as you know, has an amendment pending before

the Senate and I will therefore read to you questions that he left.
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In recent months, almost half of the stocks on the New York

Stock Exchange have been selling at 10 times earnings. What are

.some of the problems faced by a company with good earnin%s and a
good future for exapnsion, but whose stock happens to be selling at a
multiple of 10?

Mr. Woop. T think I could answer that.

Senator NeLson. He also has some more and I will read them all
at once. Are you familiar with instances of companies curtailing
expansion plans because of low multiples? If this continues, what does
this mean to the long-run competitiveness of our economy? Our
concern is not just concentration of economic power in the stock
markets but the concentration of economic power throughout all of
our markets.

Mr, Woop. Well, I think a lot of companies would be happy today
if their multiples were at 10. There are a lot of them down to five.
But there were companies selling at five and they tried to go to the
equity market for some money, Senator, and they have to make 20
percent. If they are selling at 10, they have to make 10 percent. If
they are selling at 30 multiples, they have to make only 3 percent to
kee 1their earnings per share constant. So I think that is & prime
problem.

Mr. ZepEr. There are a lot of problems. I can address myself to
them, because my company is selling at eight times earnings. There
are a number of problems that beset a company with a lowglgE.

In the years past, as I have already said in my previous remarks,
it was the opinion of management that all we have to do is run our
companies and do a good job and earn money and the stockmarket
would take care of itself or the price of our shares would. That isn’t
true today and it has to be a very real and important part of man-
agement’s considerations today. ‘

In addition to the problems that Mr. Wood has suggested to you,
such as the high price you have to pay for the money, you also have
such things as stock option programs. We have in our written state-
ment a number of companies that have stock options. I don’t believe
my comgmny is mentioned there, but we have just put out 360,000

_shares of stock for 57 of our employees 2 weeks ago. We sent them
letters congratulating them on the opportunity to participate in our
company. Our stock at the time was at $13.06 a share, their option

rice. When they got my memo, the stock was at $7.50. The response
got from them was “Thanks,” I think.

So, what you set out to do today with a stock option program in
ourP%)mpany, as an employee incentive, is really negated with a
ow PE.

The other problem we brought up earlier was the real possibility of
takeover of companies. We have seen such a tremendous rise an(i, in-
crease in this type of activity, particularly from abroad, where, for
example, in the Japanese market the U.S. currency is, depending on
whose figures you use, worth any where from 30 to 40 percent less
than it was worth only 2 short years ago. Now, when you take that—
well, let’s go back to my case. We are selling, I think, today around
$9.50 to $10, which is about 20 to 25 percent below the book value of
$11.90 per share that our company can be purchased for. Again, if
we can be 'purchased with foreign moneys that are valued in excess of
what the dollar is worth today, that is another incentive. So, I think
you have a pretty good example there.
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Mr. STEPHENSON. As a recent example, I spent the last few weeks
in June and July in Japan on behalf of our company to facilitate the
selling of our products in order to provide

Senator NeLson. What products?

Mr. StepanNsON. A closed circuit pollution system that we sell
in the steel mill industry and so forth in Japan. Incidentally, it is a
terrific market and a wonderful export market.

In passing, I might say that we export about 25 percent of what we
make in the United States.

Well, while I was there, I was approached by one of the businessmen
with whom I was doing business and he said he had pedple who are
interested in buying U.S. firms for cash and they were particularly
interested in firms that were in the business of exporting to Central
and South America. He named specific industries in which he was
interested and he said the smallest firm-they were interested in was $5
million a year and up to $100 million a year. ‘

Senator NeLson. In sales?

Mr. StepaENSON. In sales, And he had cash ready and, if a firm
was attractive enough, he said they would pay 20 percent over market.
And I didn’t like that.

Senator NeLsoN. That was a question I was just going to ask you.

Senator Bentsen’s question states that on Juiy 14, the Economist,
a British publication with worldwide circulation, carried a story en-
titled “Good Time To Buy American,” in which it was pointed out
that Volkswagen could presently buy General Motors for half of what
it would bave cost 2 years ago. Is that anywhere near accurate?

Mr. StepaENSON. I don’t know. You would have to ask General
Motors. I don’t think. - :

Senator NeLson. Well, I think Senator Bentsen is simply quoting
the Economist. The quote is accurate. I don’t know whether the facts
are or not. ‘

Mr. STEPHENSON. And, Senator, I think additionally it is not only a

ossibility but this threat imposes restrictions on businessmen. This is
rightening. This has a bearing on our judgment. This has a bearing on
whether we will expand or whether we dare use our cash. We can’t go
and borrow money. It is freezing the possibility of expansion.

Senator NerLsoN. Why did it freeze the possibility of expansion?

Mr. SrEpHENSON. Because we don’t dare use our cash, our available
cash. And if we do go into the market, to get cash to expand, we put
ourselves in f'eopardy and, therefore, this is drying up jobs. L

Another thing that is important: I think if you will look into the
history of successful nations, you will find that there is a direct
relationship between the amount of capital expenditure made by the
industry of a country and its exports. Your capital expenditures
have a direct relationship to your productivity, and your productivity
is what controls your position in the international market. You must
produce more per manhour in order to compete in the world. And in
order to produce more per manhour, you must give your laborers,
your people, the type of machinery that gives them an advantage in_
productivity and this is capital expenditures. |
_And if 1you slow that down in any nation, that nation is going to
find itself at a disadvantage in world competition. This is one of
the things that hurts the balance of trade and the position of theé
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Senator NersoN. Well, are there any substantial examples of
foreign investment in this country?

Mr. STEPHENSON. I could give you one. Recently, an Italian com-

any now controls Talcott, one of the biggest finance firms in Now
ork. That same company coiitrols the Franklin Bank.

Senator NeLson. The Franklin Bank?

Mr. StepuENSON. The Franklin National Bank, a big bank on Lon
Island, and a very progressive bank. That is owned and controlle
by an Italian company. Those two have been in the newspaper in the
last 10 days. -

Mr, Woon. We have a number of them in the statement,

Mr. StEprENSON. Yes; we have a whole list here,

Senator NELson. Is there a dramatic trend in foreign investments
occurring in this country since the devaluations of the dollar in the
past year or two?

Mr, SterrENsoN. Yes.

~_'Senator NELson. Do we have any dollar figures, comparable

figures?

- - Mr. Woob: No; but I can name you some of them: Gimbel Brothers,
First Western Bank and Trust Co. of Los Angeles, Stouffer Foods,

Talcott National Corp., Certain-Teed Products, Bank of Contra
Costa and Security National Bank, Computest Corp. and Commercial
Trading Corp. These have all been bought out in the last 6 months.

Senator NeLgon. Controlling interests?

Mr. Woobp. Yes,sir. -

Senator NeLsonN. In the past 6 months?

Mr. Woob. Yes, sir.

Senator NeLson. Well, how does the amount of investment in this

' country by foreign companies compare with 5 years ago or 10? Are

there any periods of comparison?

Mr. Woon. We don’t have those figures.

Senator NeLson. I am advised that the Commerce Dopartment
keeps such up-to-date statistics. I think they ought to be made
available for inserting in the record over some comparable period.

Mr. SrEPHENSON. Another thing that I know from my work in

. international business, because even though we are a very small firm,

we are a highly technical organization and we have to be international,
Senator, otherwise, the things that we sell to the steel mills in the
United States, if we didn’t sell to the Japanese or the Germans, they
wotuld copy it and maybe come back into our own market with the
very same things, so we have to be international. And everywhere I
go there are [?lans and talk about the British, the French and so on,
4 S. firms. They are all looking into this and planning to
o it,

© . Senator NeLson, Well, now——

Mr. STEPHENSON. And it is alarming.
Senator NerLsoN. You comment on how alarming it is, but isn’t .
that what happened to Europe. We made vast investments in. Europe
and it didn’t seem to have damaged the French, or the German or

Mr. SrepuENsON, Wel

- British or Italian economly, did it?
]

I think the situation is a little different,

" Senator. If you will look 8t the history, you will find that here in the .
... United States we were the most progressive in technology and in ~
‘ jpifo_(:iuctivity. I happen to have been in the position of running busi-
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‘nesses, making comparable machinery in several foreign countries, in-
.cluding Argentina, Englend, Switzerland, Sweden, France and so forth.,
.And while we paid over twice as much in the United States to our
laborers, the cost of labor as a percentage of the selling price was
lower in the United States than it was in any one of those countries.

~ Now the reason that we could %o into those countries and benefit them
is we brought them a technology that helped their economies. And
this was a constructive thing.

But if they come in here and get control of our companies at some-~
thing below book value of the companies, and take the profits out after
they get control, this is alarming. .

Mr. Woop. You will find that when we bought over there, we were

~-~-~'=-‘~’~I}'°‘°“bly paying much more than, let us say, book value, Senator.
‘ hey are able to buy over here now at way below book value. That is
the difference. S

Senator NeLson. I do recollect that the French and others became
quite concerned 4, 5, 6, or 7 years ago, about_the invasion of their
economy by vast investments by Americans, What did they total?
$90 billion or thereabouts? I have forgotten the exact figure but I
doﬂ; qu?ite grasp how it is so much a greater threat to us than it was
to them

Mr. SrepuensoN. I will tell you one of the reasons, Senator. This
country has a better living standard than any country in Europe. No
one compares to us. No one has as many refrigerators, automobiles,
television sets, vacations and so forth. We'have a standard of living
much higher than they do. We would like to keep it that way, or at
least, not to have our own go down. Let theirs come up—we don’t
object to that—but let’s not reduce the productivity of this country
so that we don’t have the jobs thst are necessary for us to maintain
our eConomﬁr. ‘ -

Senator NELsoN. But how does foreign investment here reduce our
productivity? .

Mr. StepuunsoN. Well, for one thing it takes the profits out. It
also takes the decisionmaking out. o

Senator NeLsoN. Waell, that is the same thing we did in Europe.

Mr. StepaENSON. Well, the shoe is on the other foot. They were
very concerned about that and right now, I can tell you, we are
concerned., And another thing, this is one of the reasons why nearly

——everywhere that I go in the world I must establish & subsidiary in that
country and do some work there or they close the borders to me.
There is no way, for instance, that I can export my equipment into
Japan, into Australia, into Mexico, into Brazil,. unless I have an
operation there and provide employment to the people in those
countries. Just no Waiy. - ‘

Senator NELsoN. I understand that, but that is what they are
doing if they invest here when they start building their et}‘(u;pm‘qnt and
automobiles and machinery here. The Japaness, Kekomeen, just

S opened a soy sauce plant in Jamesville, Wis., because the jobs are here. -
i Mr. StepuensoN. The Japanese are building o steel mill -up ‘x:g%r
. Attica, N.Y. And, in that case, they are %fm “to build" the mill -
, . themselves and it is probably a constructive t ing, Senator. .

‘ - Another thing, it is not just- this taking over by foreigners. My
company happens to be very small and very successful. It was formed.
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in 1953. We have grown profit-wise and revenue-wise 20 to 30 percent
per year and we are a atey for takeover today.

Senator NeLsoN. I didn’t hear that last word.

. Mr. StepHENsoN. I said we are a patsy for a takeover. Our stock
is selling for about 10 times earnings, but this happens to be equal to
our net worth: Last week, it was sefling below net worth in spite of
the best year in our history.
© Senator NeLson. Well—- .

Mr. SrerHENSON. Senator, could I make one more point in answer
to that question?

If foreltgn,interests take over our companies, there will be more of a

_ problem for the small investor in this country. The whole basis of our
economy and our way of life is based on the liquidity of our market
and the fact that the smaller investor can get in and out and has had
a place in the past to make money and support us. We feel that this
miist be someway or another maintained. : ‘

~Senator NELSON. Some countries limit the amount that can be
“invested or require that either the government or the industry there
be a participant with 51 percent of shares. Is that a common practice?

Mr. STEPHENSON. Yes.

Senator NeLson. We don’t do that?

Mr. StepnENsoN. No.

Senator NELsoN. Would that be advisable?

Mr. StepuensoN. Well, I think we are getting on to a question that
is a little different than what we came here to testily about and I am
just maybe getting out of my depth in answering it. I don’t like to. I
am for the United States.

- Senator NeLsoN. I am, too. I am just trying to find out——
- Mr. ForTas. Senator, may I make an observation about this?
Senator NeLsoN. Yes, Mr. Fortas. ‘
. Mr. Forras. From the point of view of the problem of the securities
_markets, there really isn’t a great deal of difference conceptually as
to whether the takeover is by a large domestic company or a foreign
com;fany. The reason that the foreign company presents a particular
problem here is that it is easier for them to take over now than it is
‘for a domestic company to take over another U.S. company and the
‘reason for that is the devaluation of our currency. )

Now, when you take & look at the question of the desirability or
undesirability of having the small- and medium-sized companies taken

-over by any other company, domestic or foreign, then you get, I
think, close to the heart of the issue with which your subcommittee
is' dealing because our economy—and to use a hacknefred but a;('f)rett.y ]
good phrase—our economy and the American way of life depend upon
the existence and the encouragement of thousands of small independent

. enterprises that grow. That is the yeast in our economy. That pro-

_ vides the competition. That Yrovides the infusion of new ideas and

: tt.echnol‘o%‘y and that keeps us alive. ‘ C

NQW; 8

. ay it really doesn’t go to the heart of the question whether
~'the takeover is by a foreign country or domestic company. Now the
~problem that is germane to the particular issue before your sibcom-

mittee ig this: At the present time, due in part to the two-tier market
~ and to the fact that available investment and trading funds are going
. into just a few stocks of so-called institutional favorites—the 21 stocks
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or 100 stocks; people vary in their estimates—and the problem is
because the available investment and trading funds are going into
only those stocks, the bulk of our companies in this country—perhaps
90 percent of them are selling on the securities markets at very de-
pressed prices; prices that are more depressed on an earnings basis
than they have been in 30 years, according to some figures. Now,
when these companies are being valued on our securities markets—that
is the function of the securities markets—at these depressed prices,
they can be more easily picked up than a company that is selling at-
what we used to regard as a realistic price earnings ratio. So, because

_the prices are depressed, they are & standiil‘i; invitation for somebody
[

to come in and make a bid to the stockholders at a few points above
the market and pick up a great bargain. N
Now, it is bad in terms of conventional American philosophy

for small companies to be purchased by big compenies, foreign or

" domestiec.

Senator NELson. I have to interrupt you, Mr. Fortas because thiere
is the rollcall. :

Mr. ForTtas. Well, that is about the story anyway.

Senator NELsON. I am sorry about these interruptions.

If Senator Bentsen has some additional questions that have not
been asked, I assume you would be willing to respond to them in
writing for the hearing record?

Mr. Fortas. Yes.

Senator NELsoN. Thank you very much, gentlemen.

Brief recess.] :

r. BEst. Because there is another rollcall vote, I am going to
run through some questions that I think Senator Bentsen would
have asked, so as not to delay this proceeding. ,

As I understand it, the concern over foreign takeovers is that the
two-tier market creates aii artificial incentive for foreign compaties
to buy out American companies? Is that actually the concern?

Mr. Woop. Itis the fact that they can buy them below value..

Mr. Best. Could you just speak to the question of bloc trading
and dumping? o o
~ One of the apparent concerns is that institutional investors can
gain a significant holding in a_ particular company and then, for
reasons of its own, can dump a large portion of that stock virtually
within a half hour. Have you any recommendations in that regard?

Mr. Woop. I think we made some recommendations on that. We
were talking about the oné-quarter of 1 percent rule, for instance..

But I can give you some good examples of whathappens around the
country; both from my own personal experience and the experience
of talking with literally hundreds of other comgany presidents. You -
have an institutional dump of 50,000 or 100,000 shares and that can
drive the stock down a couple of dollars. And then the next day the
phone is ringing and the shareholder who is on the other end, shys,
Whas is wrong with the company. And he says, well, why did the™

stock go down $2 or $37 He asked why was that volume of 100,000

shares traded yesterday? And the only answer is, well, it is some
institutions dumping. And immediatelinthey think, oh, the institu-
tions know something that we don’t know. And"tilén he goes .and -
starts selling himself. He gets nervous. Pretty scon, there: 188 been

- enough of it sold that they have triggered some m‘ﬁrgm”ca,lls and thén
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the whole house of cards goes down. So all of this happens because of
one dumping in 1 day. -

Mr. Best. Is there evidence that this trend is increasing or that
the institutions are doing less and less of this?

Mr. ZepER. I think there is some evidence that there is more of this.
Yes, sir, and if the conditions continue as they are today, the trend is
likely to continue. And one of the things that happens—to add to
Mr. Wood’s comments—I can give you a good example in our case,
where a fund accumulated some 40,000 shares of our stock. In order
to do that, I understand they contacted 10 individual brokers to
assemble these securities .over quite an extensive period of time, a
number of months. They decided to get out one afternoon for no
reason that had anything to do with the way we were conducting
our ‘business or the way our company was going because we were
having an exceptional year as we haye had for the last 8 years. They
decided to get out. They, in turn, called the 10 brokers back that had
ea“ch‘ac%tired, let us say, 4,000 shares and told each of them they. had
40,000 shares to sell. So it wasn’t 40,000 shares that hit the market.
There were 10 brokers each trying to sell 4,000 shares and even after
the initial supply was taken up, the resulting market conditions
helped depress the stock some 30-some percent over a 2-day period.

Mr. Best. I think Mr. Wood mentioned that your company was

~20-percent owned by T. Roe Price?

Mr. Woob. I don’t think I mentioned it but that is the one.

Mr. Best. How did that come about? ‘

Was that because the market was depressed at the time?

Mr. Woob. I don’t know and I must say T. Roe Price has not
been going in and out. We have had a lot of other ones that have
hurt us bad, though. They have accumulated their position in a
number of funds and in a number of managed accounts. It is not in

- any one fund of theirs.

r. Best. Do they have control over the management of your.
company with 20 percent? o

r. Woob. Of course not, no, because they are in various different
funds and various different managed accounts but they are still
under one umbrella. "~ . :
- Mr. Best. There are a few questions on taxes I might ask, also.
. In proposing a graduated scale of capital gains, the primary reason
given was that such a change would free up locked-in assets. Isn’t it
possible this problem can also be redressed by eliminating the incentive

- to hold such stocks by a change in capital gains at death rules?

Mr. Woob. I don’t think we are qualified to answer that. That is

- something that has never been discussed with our committee, The

best we.could do is give you our personal opinion and I think you will
want to hear from our 500 company presidents. '
“Mr. Forras. It may.also be relevant to point out that the proposal
of the Committee of Publicly Owned Companies is not for a stepped-
down_capital gains tax depending on the ‘period of holding..They
haven’t taken a position against that but they haven't taken & position

- for it, but rather, because of the paramount concern of the committe

about encouraging the individual investor, the committee has propose
an afinual exemption of up to $1,000 capital gains realized on the sle

-
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" Mr. BesT. Let me ask you a question on that. You have suggested
an annual exemption of $1,000 of capital gains. This may serve as
%uite an incentive to the small investor to reenter the securities market.

owever, what rationale can justify this preference for investment in
securities as opposed to other capital assets? )

Mr. Woob. Well, to begin with it would provide the salesman of
investment banking houses all around the country added incentive
to seek out the business of the individual investor. In other words,
it gives him a new twist to his own story of good investments: Let’s
say the average individual thinks that perhaps he could make a 10-

" percent return. So to be able to get that $1,000 tax free, he would

brought out with respect to the problems associated with lii

probably invest $10,000. Now, only half of them will come out with.a
profit; some of them with a loss, so you probably get $20,000 invested.

I think you could easily say that a lot of them would invest more
than $10,000. Now a tax break on $1,000 would cost the Government
something in lost revenue or income, and say that is $200. I think you

‘ wi(;;xld agree that this would be greatly offset by the new investments
w

ch may average up to $40,000. The $200 lost, which is only one-

" half of 1 percent of $40,000, is & lot cheaper than having to su sidize

unemployment or somethinf else later on. ,

_Mr Forras. May I supplement Mr. Wood’s response? I do'believe
there is a reasonable rational distinction to be drawn between & capitdl
gain, that is, between treatment of capital gains and securities, and
treatment of other capital gains. I believe that there is a profound and
overriding-national interest in encouraging a securities market which
has the features of liquidity, price continuity and the widespread
participation of small investors directly investing their savings in the
corporations of this country. I know of no comparable situation. I
don’t think commodity investments, for example, commodity 1 ,_admf, ‘
is really comparable and I beliéve that- the securities markets do
present a unique situation in that this sort of measure, confined to
securities trading, has a national purpose that justifiesit. _
" Mr. Brsr, As I have heard the witnesses here address themselves
to the problem, the remedies seem to fall in two major categories: -
Tax incentives to get individuals back into the market and, second,
regulatory measures to arrest the alleged domina,tion_by’institutiogai
investors in the market. Many witnesses favor the positive approdch
but there has been some criticism of the regulatory suggestions.

Are you familiar with the issue that the Morgan Guaranty wiimei?seq

limiting

- to say b percent or some percentage, the holdings by an institution

" were to spread its investments around evenly, it would gain contro

- have anyplace else to put their money. They aren’t at thut-polit yet.

-dress ourselves to. that prob

in any one company? He suggested that this, in effect, would just. '
make the problem that much worse because the institutions are so
heavily capitalized. that if a bank of Morgan’s size, soine $28 Bﬁli‘@h‘i
of a lot of the small or medium-sized-comﬁames. T =
Would you want to address yourself to the problem that the Morgan

e (,}u‘arant% witness suggested would arise in any kind of regulation of .
" holding3 " | SRR Y

Mr. Woop, Well,‘I might f'ust say this, that perhaps we shouldad- :
em once they have gotten 5;};‘)791‘(;9;1;.,,&

let us say, the red and white chip companies, and then they ‘didn’t
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Mr. Besr. But would there there be any more problem for Morgan:
Guaranty than there would be from mutual funds, if you had that
limitation?

Mr. Wood. I don’t think I am qualified to answer that. Do you want
to speak to that?

r. Forras. May I add this? It was Mr. Callaway who suggested
that there are a great many medium-sized companies so that in all
probability Morgan Guaranty—to take it as an example—would be
able to find good solid investments for the funds over which it has a
fiduciary relationship. Now, if our argument js correct, then it is of
extreme national importance that the institutions be induced to spread

" their funds around. And in that connection, may I say that I have a

kind of feeling that it is rather unreasonable to expect the institutions
to do this voluntarily for two reasons: ‘

First, they do have a fiduciary responsibility and, unless there is a
framework of law within which they discharge their fiduciary respon-
sibility, they may run into a problem if, in their judgment, IBM is the

- most shining star in the universe, and they do not put their money in

IBM. Second, there is a problem of competition among the institutions,
particularly for the management of employee benefit funds and it is
asking a lot to éxpect an institution to do anything less than lf)articipate
in the self-fulfilling prophecy which accompanies the so-called religion

~ stocks. So that it may be necessary, regrettably as I am sure we all

feel it to be, that there may have to be some legislative framework
within which those institutions can conduct their investment policy.

Now, beyond that, I must s\z/?r I have a little difficulty with the argu-
ment if the argument is that Morgan—to use it as an example and not
meaning any thing individually about it but just as an example you

' cited—the argument, as I understand it, is that Morgan would hardly

be justified in buying, let us say, 5 percent of IBM because it might
not then be possible to spread it pro rata among all of its managed
accounts, regardless of Morgan’s judgment about it. Well, that may be
some consideration but, on the other hand, our argument is really that

" there are other advantageous investments in this country if we had the

legislative framework which would comé)el the institutions to take a
look at those investment opportunities. S¢, if it is a national necessity
as this committee views it, then Morgan—again, to use it as an ex-
ample—may have to find some other way of handling its accounts.

~ that would be beneficial.

Now, it may indeed conceivably—although I don’t believe it—but
it might conceivably operate as a limitation on growth of the institu-
tions. I don’t believe it. ’

"~ Mr. Besr. Do you feel that institutional investors are getting a

sufficiently diversified research and investment advice to be able to
invest a significant part of their portfolio in a broad range of stocks or
do Kou'fee that the institutions tend to get limited advice from a few
high-powered research centers or their own research departments?
~ Mr. Wood. I don’t know. I do know this, that there are research
reports put out by the various research organizations so that if they
want to avail themselves of them they are available. ‘
. Mr. Besr. How do you explain the alleged herd meritality among
the institutions if it is not they are getting limited advice?
Mr. Woop. I think you would have to ask them that question of

© DD-822+78—pt, 112 -
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. Mr. Forras. Well, may I add this? I think there is an obvious
tendency of an institution or any investor to concentrate on a few
stocks. Some institutions have some analysts in their own shop. The
analysts are limited in number and they specialize in the largest com-
panies. I am quite sure that presents an incentive and a temptation to
confine their major interests to those larger companies,

Here, again, you get to whether the net result of it is in the national
interest.

Mr. Zeper. Also, I think this is a situation, isn’t it, where the
institutions are dealing with just a handful of stocks and trading them
back and forth amongst themselves? I was telling the story awhile
back about the farmer who was bragging about his four sons; that he had
four such very smart boys and he said every day they Eet up in the
hayloft there and trade back amongst themselves and each one of them
makes 3 or 4 dollars. I think we see a lot of that going on with our
institutions. ‘

Going back to the point on Morgan, I don’t want to appear to be
picking on them but in talking about being able to spread 1t around,
if you take a look at the numbers, Morgan has about $1 billion a year
to invest and out of that theﬁ' have put $650 million last year in about
seven stocks. They had another $150 million which they put into eight

other stocks. Here you have 15 stocks with $800 million invested in

them. I think they could broaden their base beyond that without

" coming close to controlling white and red chip companies,

Mr. Woobp. Of course, they did get themselves in a box. You take
the institutional favorities and say that their PE’s are up around 40,
and you have many people covered by pension funds who think they
are going to get $40 a month, so if that PE goes down to 20, they only

et $200 a month. So, really, the instututions have to maintain that.
hfI boxed themselves in,
r. Best. They are locked in?

Mr. Woob. Thev have to continue to su}f)port that PE. ,

Mr. Besr. I will ask one more question from Senator Bentsen and
then I think I will resume my rightful Eface. ‘

To what extent is investment in the igher tier, the upper tier, due
to the performance cult psychology? Is there really that much hig’he'r
performance in the upper tier at the present moment? I know they are
selling at higher multiples, but is there that much growth potential in
the companies or are they locked in? In other words, if it were simply -
a performance cult, they could go into the lower tier and have a per-
formance cult in those stoeks, too. . o

Mr. Forras. 1 don’t think so. That phrase means stock market
performance. 1t doesn’t mean earnings performance. For example, in
our complete statement that is on file we refer to a study that was

“made of the 100 highest earning companies and only five of the insti-

tutional favorites were in that group of the highest per share earnihg
companies. That appears in-our Prppared statement. Only 5 of the

avorites mide the list of 100 com-.
panies whose stock showed the greatest earning per share. That was &

study that appeared in Forbes ma%azine in January of 1973,

So when you talk about the t‘per ormance cult, you are talking not
about performance in terms of earnings, but you are tﬂlking about
Eerformance in terms of what the ticker tape sa(s. And to use Senator

entsen’s phrase, it again is a sort of-self-fulfilling prophécy that the
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institutions embrace. If it were performance, in terms of a standard
" that was related to basic conventional values, earnings, we would have
a very different story.
Senator Roru. Are these higher tier companies essentially the
largest companies?
r. Forras. There are some very large companies that are not in
the group. )
r. ZEpER. I think one of the top tier companies listed on man
analysts’ computer runouts that I have seen is a company not mucK
larger than my company, doing about $170 million a year, so it is not

_ just necessarily the giants, but most of the giants are in there, yes.

Senator Roru. I apolo%ize for the disruptions we have had today,
and I want to congratulate you for coming out and speaking so
- frankly. I think it is very refreshing.
I think business has made a mistake in the past by failing to take a
‘ Eosition. They are like politicians. They are afraid they are going to
urt some part of their constituency or their customers. And I think
business has not gotten their story across well enough because the

- have been unwilling to openly say what concerns them. So

“congratulate you on that. :
e recently passed legislation in the Senate dealing. with freely.

" negotiated commission rates. I voted against the bill, and I think if

followed the thrust of your remarks, you feel this legislation is not in
the best interests of competition. »
Mr. Woop. That is right. We very strongly object to that.
Senator Roru. If we were to adopt the approach that you suggest—
a limitation on institutional ownership of any one company—would
these same large institutions then grow to dominate a broader section
of our corporate life? ‘ ,
Mr. Forras. I don’t believe so, Senator. If you limited it to 5
ercent, the ownership of 5 percent of the stock of any company, that
1s.to say, they would presumably own 5 percent or up to 5 percent of

. a great many more companies, but it would be an extraordinary

situation where 5 percent is a controlling block. You always have the
_problem of several institutions lget.ting together to exercise manage-
ment influence, of course, but I think that is more of a theoretical
- problem than a real problem. o
Senator Rorn. But doesn’t this speak to our present laws known
~as the prudent man statutes? If a large fund is forced to limit its
investments, it may find that it can only buy, at the margin, stock in

- firms it feels are unattractive or even ungafe investments. Under most

State laws, a_trustee normally has a fiduciary duty to (i)rotecb capital
investment. I suppose the Federal Goverhment could preempt the

" ares but'is this a desirable situation? This committee has just finished

a great amount of work on the pension reform bill, What good would
new vesting or funding provisions be if we undermined the value of

- the investments which are to create the returns necessary to cover
“pension benefits? '

,]M‘r‘.‘Woo‘p. But the mutual funds have been able to live with this
rule, - : . ‘

7 Senator Roru. I understand that.

Mr. Woop. The 5-percent rule.
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Mr. Forras. Well, T think, Senator, perhaps if I might add this?
That your point involves two things that the committee has suggested:
One is the 5-percent limitation as to the amount of equity of a company
that may be owned and, secondly, a restriction on the amount that -
can be traded within a 30-day period, and it is, of course, true that the.
situations may arise which raise proi)lems of fiduciary (flu»ty,_‘That; is,
let us suppose that a fiduciary believes that IBM is the best invest-

. ment around, so why shouldn’t the institution be able to put 20 percent
M

of its funds into IBM? And let us suppose that an institution believes
that a particular industry or a particular company is running into
hard times. So why shouldn’t the institution be able to unload all of
that on the market? Well, thex(l)fyou look at it from two points of view.
(12‘ From the point of view. of economic freedom—and, as in most
other situations in the “valleX of tears,” we have to weigh and
balance our considerations—and (2) is the national interest. And our
submission is that it is so important to the national interest, to the:
Nation, to preserve the kind of country that we want, that we feel
observance of these limitations is justified. And we feel it is of over-
whelmingly greater importance to the Nation to preserve the market
than to have an institution free to exercise its untrammeled judgment.

.And all of us—1I certainly do—believe in-the maximum freedom for

investment judgment but there are times when we believe this ¢on-
sideration must yield to overriding national considerations.

And another goint which has to be approached is the technical,
legal, moral problem of a fiduciary’s responsibilities. And I believe
again that that has to be gaged and determined, evaluated in light of
larger considerations that I have already described. And as I said a
fow minutes ago, I believe in all fairness to institutions and to fiduci~
aries, that you have to set these limits by legislation. In other words,,
that it is the U.S. Government that is saying to the mutual funds s,n‘(i
the banks and so on and to the people who entrust their moneys to-
those institutions, that you must be aware of the fact that the per-
formance of your fiduciary dutﬁr must be within these rules, that the
Congress of the United States has prescribed in the national interest.
And T think unless you do that, it is unfair, really. I think unless you
do it by legislation, 1t is unfair because there is, undoubtedly, a problem

- of fiduciary responsibility.

Senator RoTu. If-I could, I would like to turn to a different area.
One of the gentleman spoke about their dealings in Japan, and if I
recall correctly, the Japanese depend very heavily on borrowed money
as s means of financing their industrial expansion, They seem to
regard our reliance on equity capital as old- ashioned. They borrow
extensively from the large banks because they feel that this is a better

way. . .
. Iyremember years ago, when I was at Harvard Business School they

taught us that a firm equity base was the necessary foundation. for
corporate growth. Maybe, in light of our Japanese competition, we
ought to reexamine those principles? Ty :

r. ForTas. Senator, two things about it: First thing, there is
much more of identity. bétween the banks and the lending institutions

~ and the industrial companies in Japan than there is here. So it is sort

of one hand washing another, so to speak, The second thing is, this.

"situation, I believe, is changing very rapidly in Japan. I had a very. -

interesting visit just about 3 weeks ago from an official of the Japanese
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Stock Exchange, the Tokyo Exchange, and the gentleman, who is
chief of the finance division or some such name comparable to our
SEC and which has the functions of our SEC, was over here making a
really remarkable study of our equity markets, And I had the pleasure
of taking him around to the SEC and various other places so that he
could get an idea of our regulatory techniques. I think he got more of an
dea of our regulatory problems, but nevertheless, things seemed to be
changing over there.

Senator Rorr. Yes; I understand that they are taking a careful look
at our approach now, but it is interesting that in the past they cer-
tainly have very successfully pursued a different course of action.

Mr, Zeper. I might add and amplify what Mr. Fortas has pointed
out. I just came back from Japan a few weeks ago. There is not only a
closer alliance between business and their banking associates over
there, but there is a very, very close association with their Government
bodies in the interest of expanding industry In Japan. .

. Sexlllq,tor Roru. Yes; there certainly is a much closer working rela-
tionship. — ‘

You indicated in your testimony that it is estimated that by 1975,
we will need to market $7.5 billion annually in stocks and $11 billion
by 1980. What are we currently obtaining in equity capital?

Mr. Woop. Well, I think Mr. Kolton of the American Stock Ex-
change testified on that this morning. So far in 1973, it hasn’t been
énough to even try to add up.

Senator Rorn. If I recall, he mentioned new offerings for six or

séven companies.
© Mr. Woob. Something like that.

b Senator Rora. But I assume that wasn’t the complete story or may-
e it is. ; -

. Mr. Woop. I think that was the total complete story as to new

issues.

Senator Rora. There must have been some small companies that
came to market in that period.

Mr. Woob. Just look in the newspaper every day. There are no
_ tombstones; they are just not there.
Mr. Forras. Here, excuse me, Senator, in our complete statement,
~which is on file, shows some figures and they are drawn from the Se-
curities Industry Association Report from May 21, 1973: This is not a
direct answer to your question, but in the first quarter of 1973 under-
writings were down 49 percent compared with the same period in 1972.
‘And the dollar value of corporate private placements were down 30
“ percent. I don’t know what the base figure is. ‘ ;
Senator Rorn. Earlier in these hearings I asked how we might
 justify action which many people might consider an expansion of an
~alleged loophole. Now, if we were to grant a $1,000 tax exemption, a8
“you suggest, could we logically limit it to investments in securities?
Mhere are certainly other investment opportunities—land, natural re-
sources, commodities, and so forth w ich would theoretically- be

eligible. ‘ :
o glr. Woop. Because it will help to encourage individual investors to .-
- come into the marketplace and they have been the backbone of cor-
gors;t.e capital in America. It will encourage them to put their money
ack into equities. It is going to he}ip keep our new companies coming— .
“along. We could get them financed. It is going to help our existing
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companies to get the money for e:ipansion to keep up our technology
and to hold down unemployment. I think the best way to answer that
is: If we don’t get the individuals to do it, where is the money going to
come from? The individuals have left the marketplace and by all of
the numbers that have been quoted here today, we see that the money
isinot coming into American industries for expansion and new indus-
tries. .

Senator Rors. And yet I must say, I don’t think the average citizen
has any appreciation of this problem. I haven’t really heard much
discussion except in strictly financial circles.

Mr. Woobn. No: but he won’t feel this for 2 or 3 years. Companies
are expanding with money they raised a couple of years ago, but it is
like putting marbles in a pipe. If the pipe slants a little up ill, as lon
as the pipe is full, they are going to keep coming out of the other en )
but when you stop putting them in, you are goifig to lose them. In
other words—— ‘ .

Senator Rora. I certainly feel that there is a need for organizations
like yours, interested in educating people about complex problems,
such as this. But if you listen to some of the speeches on the floor here
and read the media, you might think the answer to all of our problemis
lies in the other direction. Many people feel we have toc many tax
excel;tions. So I urge your organization to look at this aspect of the
problem, I think it is a very important one, if you want to get support
on the Hill.

Mr., Woob. Very good i)oint, very good.

Mr. ZupER. Senator, I might comment also on the question to
Chairman Wood. I think we should also keep in mind that the United
States is one of the few countries that does have a capital gains struc-
ture. And again our competitive posture 1s being affected by how this,
too, regulates or tends to regulate the interest of the average investor
in our market. ‘

Senator Rotu. Well, gentlemen, we have kept you here a long time,
and I don’t want to detain you any longer. I want to apologize for the
chairman, who I know is anxious to return here and participate, but
he has some important amendments on the floor. We all appreciate
your coming here and providing us some very useful - testimony.

[The prepared statement of Mr. Wood, Jr., follows:]

PreparED STATEMENT oF C. V. Woob, Jr., PresipenT, McCuLLoch O1L Corp.
ON BEHALF OF THE COMMITTEE OF PuBLicLY OwWNED CoMPANIES ;

INTRODUCTION N - '

My name is C. V. Wood, Jr. I am Chairman of the Committee of Publicl
Owned Companies. I am President of McCulloch Oil Corporation which has its
headquarters in Los Angeles, California. My curriculum vitae is attached to this
statement as Exhibit A.

With me in the hearing room are Messrs. Stephenson and Zeder, who are mem-
bers of the Executive Committee of The Committee of Publicly Owned Companies;
Mr. Abe Fortas, whose firm is general counsel for the Committee; and Mr. James J.
O’Neill, who is Executive Director of the Committee. :

1 should first like to express my thanks to the Chairman and the members of the -

‘Subcommittee, on behalf of myself and The Committee of 'Pgbl,icl‘y Owned Com-

panies, for this opportunity to state our position, S .
We particularly welcome the creation of this Subcommittee. We have the

" greatest respect and appreciation for the diligent and dedicated work of the so- = :

called Williams Subcommittee and the Moss Subcommittee in the House. We have
observed, however, that the mission of these subcommiittees has thus far been
concentrated upon the problems of the securities markets in isolation-—that is,
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without the major, intensive reference to the impact of market conditions and of
proposed legislative changes in market rules upon the American economy, upon
our democratic enterprise system and upon corporate America.

hasten to say that this observation is not by way of eriticism of either of these
able and distinguished subcommittces. In part, the limitation of their perspective
has been due to the way their mandate was defined and to the time of definition—
that is, their task was defined before the full and dangerous implications of the
situation in the securities markets became apparent.

In part, the limitation of the approach of these subcommittees may have been
due to a feeling that Congress could first legislate on rates, membership and other

roblems relating to the governance of the securities markets, and thereafter turn
0 problems such as institutional dominance and control and the impact of pro-
posals upon corporate America and upon the American democratic, enterprise
system. B

With all respect, we do not believe this sequence is cither jossible or prudent
without inﬁictinﬁ great damage on our Nation, from which we may not recover.
The reason for this, as we shall demonstrate, is that the scemingly technical con-
siderations relating to rates, membership and so on, and the provisions of proposed
legislation, are not and cannot be considered as matters that are circumseribed
by the parameters of the sceurities industry. They involve much more than who

ays how much for the execution of trades; or who runs the New York Stock
xchange; or who can be a-member of an exchange.

These matters determine and will determine to a fundamental degree and a
pervasive extent what kind of Nation we’re going to have. They will determine
such matters as: -

Who controls our economy—millions of individual Americans, or & few
institutions? .

Can small and medium sized—and even a large number of very big com-
panies—survive---can they have access to equity capital, or will equity caYital be
available only through a few large brokerage-investment firms, and only from
a few enormous institutions?

Will the American people as investors and potential investors have accoss to
indegendcnt local and regional brokers and investment houses—will those houses
be able to survive?

 Will the American people, as direct investors, continue to control and direct
the flow of equity capital to thousands of companies? or

_ Will we follow the European pattern of control of the economy by a few great
banking houses? .

It is because this Subcommittee seems to be charged with the responsibility of
looking at these fundamental problems that we particularly welcome its creation
and these hearings.

! 1. THE COMMITTEE
Original Membership

I should first like to describe The Committee of Publicly Owned Companies, its
origing and activities. -

So far as we know, this is the first time that a group of chief executives of
publicly owned companies has been organized and has ap‘peared before a Congres-
sional Committee specifically to express the views of those companies with

. respect to legislation affecting the securities markets.

he Committee now has a membershir of 469 com’Fanies which is increasing
almost daily. The companies are located in 40 states. These companies represent
$43 billion in assets; 1.8 million stockholders and 1.1 million employees. Of these
companies, 73 are listed on the New York Stock Exchange; 311 on the American
Stoc Exeimnge' and the securities of 85 are traded over the counter.

he genesis of the Committee is as follows: -

In 1971, following the recommendations of the Martin Report, the American
Stock Excimnge organized the Listed Company Advisory Committee. The mem-
bers were nine chief executives of companies listed on the Amex. They were
broadly representative of the various regions of the Nation and of different types
of comlian es.

The Listed Company Advisory Committee met quarterly. Its members worked
hard at their task and were the beneficiaries of an earnest and effective effort by
the officials of the American Stock Exchange to fully acquaint them with the
operations of the market and current problems.

I think it is fair to say that all of us had previously paid very little attention to
the operations of the securities markets. The information that we acquired as
members of the Listed Company Advisory Committee was a revelation, and it
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resulted in an awakening. All of us had concentrated all of our energies on runpin
our businesses, We had proceeded on the assumption that if we turned out goo
products and services and marketed them effectively, we had done our job. We
thought that if we turned in a good record of profitable operation and growth,
the stock market would take care of itself. I suppose we thought of the stock
market as an auction market that more or less automatically responded to supply
and demand and which reflected the true values of our companies with reasonable
accuracy. We had never thought that the evaluation that the market placed on
our companies was greatly affected by the laws, rules and regulations which
govern trading in the securitics markets. :

This illusion was shattered by what we learned as members of the Listed
Company Advisory Committee. The way the markets are regulated and the way
they operate are of fundamental importance to us. It is our companies—the
publicly owned companies—that are bought and sold every day on the markets;
and the price and volume of trading, and who is doing it, is of fundamental im-
portance to us. It is our companies that currently are being deprived of access to
the equity markets because investment funds are being concentrated in a few
great financial institutions which pay practically no attention to thousands of
companies like ours—which concentrate on a few so-called “religion” stocks of a
few enormous institutional favorites. .

Historically, everybody was being heard except the public companies them-
selves—and they were all talking as if we did not exist; as if we were just the
poker chips and not the game itself; as if the important questions were who paid
what commissions and who controlled trading, instead of what is going to happen
to America and to the thousands of companies that produce the goods and serv-
ices, the competition and initiative that are the hallmark of America.

Accordingly, the nine members of the Listed Company Advisor}s; Committee
decided in January of 1973 that some organized vehicle ought to be formed to
present our views. We decided that a broadly based organization should be formed
composed of chief executives of publicly owned companies, to operate with total
independence from any of the securities exchanges and from the securities in-
dustry itself; that this independent committee should formulate its.views as to the
problems and prescriptions for the securities markets; and that the committee
should present those views to the Congress, the SEC’, the securities exchanges
and the securities industry.

The Committee’s Activities

Since. its organization in March of 1973, the Committee has held meetings of
executives of publicly owned companies in twelve cities, including New York,
Chicago, Los Angeles, Dallas, Houston, Fort Lauderdale, Boston and Minne-
apolis—and other meetings are planned.

At each of these meetings the reaction of company executives was uniform.

The Committee’s brochure, which is attached as Exhibit B to this statement,
has been circulated to all companies listed on the New York and American
Stock Exchanges and about 400 companies traded over-the-counter. We have
received no dissents. Many companies have suggested supplementary ideas,
some of which have been incorporated in our program, as I shall mention,

The hundreds of company executives with whom we have talked are dee{)ly
distressed about the situation in the securities markets affecting their companies,
They feel keenly that they are being starved out of the capital markets. They
are extremely alarmed by the withdrawal of the individual investor from the
market?lace. They are deeply concerned about the dominance of a few great
institutions; the concentration of power over our economy in a few institutions;
and the market practices of institutions—particularly the fact that institutions
appear to buy or sell at the same time—on a sort of follow-the-leader basis; the
fact that they are concentrating activities on the buy-side of the markets in a few
religion stocks or institutional favorites, without regard to underlying values;
that they engage in dumping of large blocks of stock, without regard to market
effect so far ag the public or the market makers and specialists are concerned;
that they won’t or can’t invest in the broad spectrum of American companies; -
and that their activities preclude us from access to America’s storehouse of
investment funds throuﬁh the traditional American channels of independent -
investment firms and millions of individual, direct investors. ‘

1l. WITHDRAWAL OF INDIVIDUAL INVESTORS: INSTITUTIONAL CONCENTRATION

The basic fundamental facts of the securities markets which, in our o%inion,
seriousl%v cgntribube to the difficulties of our present situation can be brisfly
summarized. ’
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1. Individual investors and traders have withdrawn from the securities markets

(a) The New York Stock Exchange recently reported that the number of
shareholders in the U.S. had declined 800,000 since the previous shareholder
census, the first such decline on record. .

(b) Odd-lot investof transactions, characteristic of small round lot (individual)
transactions, reveal a steady stock liquidation trend for 35 months. In 1960
odd-lot trades represented 21% of total NYSE volume. In 1972 it was only 4.6%.

“(¢) The ratio of trades of 200 shares and under to total NYSE volume has
declined to half of what it was in 1968, .

2. Instit%ei&ns, directly and through managed accounts, dominale the securities
mar :

- (a) Asof the end of 1972, total institutional holdings of corporate stock amounted
to %3%181&%18)“ or about 349 of the total (SEC Statistical Bullelin, p. 519, attached
as Ex .

(b) Institutions account for 709, of public dollar volume on NYSE, compared
to 35% in 1063.

(0) f’ension frads, most of which are controlled by the great financial institu-
tions, added $8.9 billion to their stock portfolios in 1971 and another $6.7 billion
in 1972; while the public withdrew $5.3 billion from stock market in 1971 and
another $2.7 billion in 1972. (Money Magazine, July 1973.) Morgan Guaranty
Trust Co., a giant New York bank, alone managed $16.6 billion in employee
benefit assets in 1972, Morgan had more than $10 billion in only 25 companies.
I attach as Exhibit D, a table from Barron’s Magazine, showing the concentra-
tion of that bank’s holdings in these 25 companies and the percentage of shares
that Morgan owned in each of them.

8. A few institutions own a rast percentage of all institutional holdings

(a) The two largest types of institutional stockholders are private noninsured
pension funds and personal trust funds. Together they account for over 50%
of total institutional holdings (SEC Statistical Bulletin, ﬁ 519, Exhibit C). Out of

illion is managed by only
ten banks, (Business Week, March 31, 1973, :

(b) At the end of 1972, bank trust departments managed $292 billion, of which
one quarter was concentrated in five banks and one half in just 21 banks. (SIA
Testimony, Williams Subcommiltee, February 22, 1973.

(¢) The Nation’s largest insurance company controls investible funds of about
$33 billion. (Whitehead Speech, May 11, 1973.

(d) As of the end of 1972, four New York it{ banks managed or co-managed
the employee benefit assets of 192 of the 300 largest corporate pension funds.
(Penston Magazine, 1972-73 Directory issue.)

4, Institutional investments and trading are heavily, and amazingly, conceniraled
in the securities of a few companies .

(a) Fourteen out of 17 leading banks included in a Fortune Magazine Survey
hold IBM as their No. 1 holding. The other three have IBM stock as their second
largest holding. More than half have 7% or more in that stock. One bank has
13%. All 17 have General Motors in their top twenty and 19 include Exxon in
their top twenty. Eleven include Eastman Kodak in their top three holdings,
(Fortune, July 1973, p. 189, attached as Exhibit E.)

Morgan Guaranty has $2.1 billion of managed trust assets in IBM; First
National City has $1 billion; Manufacturers Hanover has $769 million;
Chemical Bank has $610 million. (Fortune, July 1973, pp. 86-87.)

(b) One of the largest banks, with over $1 billion in pension fund money to
invest last year, placed 65% in just seven stocks; another 20% in eight other
ii&ocksl;] 311'137;1;6 balance in less than fifteen other stocks. (W%iteh Speech,

ay .

(¢) Morgan Guaranty Trust Co., holds 14.8% of the outstanding shares of
Walt Disney, and 10.2% of Polaroid. (Barron’s Magazine, June 18, 1973, supra.)

( A'.l‘h;al m%senberger Service lists only 21 stocks as institutional favorites,
as of Apr X

(¢) Attached as Exhibit F is a grou;i) of documents showing investment port-
folios of several large banks, This again shows the extraordinary concentration
in a few institutional favorites, and it shows that the various banks put large
amounts of their managed investment funds in the same stocks.

6: The market price of instilutional favorites has vastly increased without subsiantial
relationship to earnings while the market value of the securities of perhaps
90% of publicly owned companies 18 depressed, despile record corporale
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earnings. Thetr markel prices bear no relation to their value, This i8 because

of the absence of individual trading; because fo liquidation of individual hold-

ings; and because available investment and trading‘ capital s concentrated in

instilutions which, in turn, invest and trade in the securities of only a few

glamour or religion companies. In addition to the facts slaled earlier, we add
these significant reports: ‘ ‘

(a) The Weisenberger list of 21 institutional favorites advanced 90% from

December 1968 to April 1973 and 259%, since April 1972, (Weisenberger ervice.{

(b)) Even the Dow Jones index, which is heavily weighted with institutiona

favorites, shows a P/E for industrial comgg.nies in itg list of about 14, while the

estimony, June 15, 1973.)

6. Most companies cannol raise equily capital for expansion or other needs. Under-

grilt@'ngé«—the means by which companies raise equity capital—have sharply
ecline :

(a). Hundreds of thousands of companies in our Nation have shown consistent

. and increasing earnings in the past few years, but their stock prices are at all-time

lows compared with their earnings.

(1) Between 1968-1972, the GNP was up 33%; personal income was u
36%; personal savings were at record levels; but stock prices were off 50‘%1.
(Whatehead Speech, May 11, 1973.)

(2) Corporate profits were up 26% for the first three months of 1973,
but Price-Earnings ratios are at the lowest levels in 20 years. The most
broadly-based index, the Value Line index, is off 509% since 1968. (Money
Magazine, July 1973.)

(3) Between Agril 1972 and April 1973, nearly 900 companies on the New
York Stock Exchange out of 1,532 companies listed, increased their earn-
ings, but suffered a decline in their price-earnings multiple. -

(4) During the same one-year geriod, nearly 500 companies on the Amex
out of 1,309 companies listed had the same experience.

(b) Here are a few examples of what has happened to companies that are
members of our Committee—companies with steady, increasing, high earnings
and incredibly low market value:

Earnings per share

P{E ratio,
1970 1971 1972 June 1, 1973
Aluminum Specialty Co....ooooo o $0.92 1.05 L13 1
Dovelopment ca.of Ami 68 153 230 5
Noel Industries...... . .45 . 114 6
Missouri Beef Packers. ....ccoo.c..c. 1.15 1,69 2,06 4
National Silver industries. .68 .81 1.16 4
Resistoflex........... - .18 .4l .66 1
[ LY 2 3 .98 L1 121 7

Exactly what does this picture of undervaluation mean to us?

Tt at we can’t go to the market to raise money for replacement or
expansion of our facilities, It means that we can’t raise equity money for such
things that are demanded of us, such as improvements to effect fpollu(;ion control
to meet the demands of environmentalists. It means that many of us faced with an
unavoidable need to raise money have to go to the banks and saddle our com-
panies with very high interest rates and fixed charges, and dangerously increase
our ratio of debt to equity. And as we resort more and more to bank borrowings,

~ —interest-rates escalate, pyramiding our problem and the inflationary perils facing

the Nation,

(2) Evidence of this is the increasing burden of short and long-term debt in our
corporations and the raise in debt-equity ratio. Debt service has become and is
increasingly a severe burden on our companies, threatening the financial sound-
ness of many of them, Taking the Standard & Poot's list of 425 industrial com-
panies, long-term debt has trebled from 1962 to the end of 1971. Debt-equity
ratio hag risen from 26% to a dangerous 41%, and it is e({:robably higher now,
(Jones, Chairman of General Electric Co¥ Exhiobit, attached.)

(3) Further, corporate underwritings of equity issues has dwindled to a trickle.

" In the first quarter of 1973, underwritings are down 49% compared with the same

period in 1972; and dollar value of corporate private placementa are down 30%.
(SIA Report, May 21, 1973, p. 8.) There were 26 primary underwiitings by Amex
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%8%;)&11105 in the first five months of 1972 as agzinst only 2 in the same period of

(4) Our companies are invitin, tariets for take-overs by foreign as well as do-
mestio capital. Some of us, faced with the practical impossibility of raising new
monhey, are looking around for mergers with other companies, Someé of us have
been the target of tender offers made at a premium above the present depressed
market values-—and we are great bar%ains at those prices. Here are some figures:

a. In the most recent five months of 1973, 40 tender offers have been filed with

" the SEC—meaning that some company believes stock prices are so low that it is
offering a premium to the public. In the preceding five months, only 14 were filed.

b. I do not have figures on the number of mergers and acquisftions of companies,
but it is common knowledge that-the rate is accelerating. Here is a list of just some

_of the recent, highly publicized take-overs of good American companies b{ foreign
companies with their homebase and loyalties ranging from Saudi Arabia to the
United Kingdom.

Acquirer: Acquiree: -
British-American Tobacco (U.K.) Gimbel Brothers
Lioyds Bank of London (U.K.) FirsftLVXestem Bank & Trust Co.
: of L.A.

Nestle (Switzerland) Stouffer Foods

Michele Sindona (Italy) . Talcott National Corp.

Saint-Gobain (France) Certain-Teed Products

Adnan Khashoggi (Saudi Arabia) Bank of Contra Costa and Security
National Bank (both California -
banks)

Siemens) Aktiengesellschaft (Ger- Computest Corp.

man;
Unitegy Dominions Trust (U.K.) Commercial Trading Corp.

(5) Our stockholders have become unhappy and dissatisfied. Millions of them
‘are faced with the destruction of a lifetime of savings.

(6) Our employees are faced with the destruction of the value of company
securitios held in pension, retirement, and profit-sharing plans. They are also
faced with the Erospect that their opportunities for job advancement are cur-
tailed because their companies have had to defer expansion plans and generally
en%age in belt-tightening.

7) Our executives are unhappy. Many have invested their life-savings in stocks
of their companies. They can’t understand why the market value of these stocks
has collapsed despite excellent earnings and unfilled orders. Many of them have
stock-options, which have become worthless. Let me give you a few examples of
the collapse of the value of stock-options: -

a. Daylin, Inc., a New York Stock Exchange Company, which is & member of
our Committee, has a stock-option plan under which the options are exercisable at
an average of $14.81. The options were granted. Its stock is now quoted at around
784, despite excellent and uninterrupted earnings.

b. Spencer Companies, Inc., has options outstanding to 28 executives issued on
October 20, 1972. The exercise price is $7.94. The recent price is 434. Spencer is
& member of our Committee.

¢. Titmuss Optical Corporation has an option plan at $9, the options being
granted on January 9, 1973. The recent market (Frice is 3%. )

d. Compac Corporation has options outstanding at $6.31 to $9, the options
having been ﬁranted December 31, 1972. The market Yrice of its stockis 434.

So we are all faced with the most serious problems resulting from this abnormal
decline in market values—problems affecting our financial ability, the soundness

of our capital structure, our ability to produce goods and services that the Nation ...

needs%istookholder disaffection, employee dissatisfaction and the morale of our
executives. ‘

., We know that this situation is due to many factors—most of which have nothing -
- 20 d(; 1iw;it,h the rules and practices of the securities markets. But we also know these

wo things: .

(a) That the rules governing trading and the organization and practices of the
securities markets are a factor, and an Important factor, in creating this deplorable
_situation, and unless we are wise and prudent, changes in those rules and practices

ccan increase the current difficulties instead of aiding in their elimination; and
(b) That the phenomenon of withdrawal of the individual from direct trading -
and investment—and the continued and increasing doriinance of institutions as
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the source of capital investment funds and the p,rinoigal traders in securities,
especially if accompanied by continued concentration by institutions on a few
companies and by uncontrolled and unregulated trading practices by institutions,
can convert the present perilous situation into a disaster, -

?. The market prices c;f a gew “religion’’ slocks which dre institutional favorites are at
extraordinary high levels because of institulional concentration. Those prices are not
generally based on earnings records, but on “follow-the-leader” practices or subjec-
Live judgments of a few tnstitutional analysts as to the piclure : '
(a) The religion stocks or institutional favorites are by no means the leading

companies in terms of per share earnings. Their popularity with institutions seems
to be based on size and subjective judgment as to the future, rather than on the
hard evidence of value. Only five of the 21 “religion” stocks or institutional
favorites made the list of 100 companies whose stock showed the greatest earnings
per ghare. (Forbes Magazine, January 1973.) :

(b) The situation resembles a pool operation in which a few investor-traders have
run up the price of stocks. In part, this is due to the facts that big institutions know
the big corporativns and frequently have interlocking directors and a variety of
business relationships with them, and that institutions do not and perbaps cannot
feasibly learn about, and follow, smaller companies. In Eart also, Yt is due to the
fact that institutions put their managed funds in stocks that will show market
gelformance, regardless of true value, so they may successfully compete for the

enefits of management of pension funds and other moneys,

8. Independent regional and local brokerage firms upon which our companies depend
for underwriting services, for inleresting investors in our stock, by selling efforts
and by research inlo our companies which they communicale to prospective in-
vestors, have declined in.number and suffered substantial losses

(a) One hundred sixty firms have been compelled to leave the securities business
since 1970; sixty or so others are presently under NYSE surveillance, (Money

Magazine, July 1973.) :

(b) There are presently 543 New York Stock Exchange member firms, “the

fewest in thirty years. (New York Times, July 23, 1973.)

(¢) For the first five months of 1973, aggregate fosses of NYSE member firms
were $153.5 million, compared with a total profit of $5680 million for the first five

l(!)l\??’t.@hg' )of 1972. Sixty percent of member firms suffered losses in May 1973.

(d) The common stocks of all sixteen publicly owned broker-dealer firms are
currently selling at below the firms’ asset values. (New York Times, July 23, 1973.)

111, CONSEQUENCES OF AND REASONS FOR WITHDRAWAL OF INDIVIDUAL
INVESTORS: INSTITUTIONAL TRADING PRACTICES

These are the hard facts of economic life in the United States; and I suggest
to you that they are intolerable—they cannot be allowed to continue. We ¢annot
starve 90% of our business enterprises. We cannot endure the destruction of, the
life savings of millions of our citizens. We cannot put a lid on the growth of the
American economy, We cannot, we must not, allow the kind of growth of concen-
tration of economic power in a few institutions that we are witnessing, ac- -
companied by confinement of the availability of equit?r capital to a few, enormous
companies. The issue goes far beyond the welfare of our companies, or even of
our stockholders and employees, It certainly goes far beyond the surface questions
of rates and exchange membership.

We should like to call the Subcommittee’s attention to an excellent paper by
Mr. James M. Roche, former Chairman of General Motors, in which he points
to the urgent need which we have for vastly increased capital investment. In
summary, he says:

“The American economy faces an unprecedented need for capital in the next

- few years. Our companies need vast amounts of equity capital for expansion, to
provide the goods, services and jobs that are needed; to meet the demand for
modifications of plants and techniques to satisfy ecological considerations; and to
modernize and replace the production facilities required to meet foreign competi-
tion and assure the flow of s)roduets and materials essential to the full employment
and well being of our people.” - : :

The best available estimates are that to supply the gﬂuity capital that we will

: reciuire by 19080, we need to market $7.5 billion annually in stocks by 1975 and

$11 billion by 1980 (American Banker, May 11, 1971.)

By 1975 we will need 3.6 million additional jobs, over the present base. By 1980,

we will need 11.7 million additional jobs (Conference Board.) -
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‘We need vast new production of goods and services to supply even present
demands and stem the tide of inflation, We need much more to meet the needs of
our future population and of new world requirements. ‘ ‘ o

here is this comin% from? Is it coming from the 21 institutional favorites——
.or even 100 companies? Or must it come from the thousands of non-institutional

~enterprises in this Nation?

. If we are to look to these thousands of companies, we must get & su pl{ of
equity capital to them. This can come only from direct investment by individuals—

. in'any event, unless and until institutions can be induced or compelled to spread

their investment funds over the broad spectrum of American business.
We come, then, to the question of why-the individual investor }as withdrawn

" from the markets and what we must do—and refrain from doing—to get him back.

Withdrawal of Individual Investor

Obviously, the reasons for the withdrawal of the investor from the securities
market are many and varied. Inflation; devaluation of the dolldr; the bust in
late 1989 and the early 70's followin the bull market; the failure of brokerage
houses ; scandals, such as Equity Funding-—these and many other reasons provide
a large part of the answer. Some of them to to basic economic factors.

In enacting SIPC, Congress has taken an important step towards shoring-up
investor assurance against the failure of brokerage houses. Congress has also.
required reserves and safeguards to protect customer balances and securities
in the hands of brokers.

Corporate America welcomes all of these reforms. But other, vital conditions
equally require attention if we are to restore individual investor participation in
the securities markets, Many of these can be summed up by a single observation:
Individuals do not believe that, in today’s markets, they are getting a fair shake.
Primarily, they believe that the institutions are getting the breaks, and that they
are the step-children of the securities markets—and they’re right about it!

- In June of this year, the New York Stock Exchange published a study of small
investor attitudes towards the securities markets.

The Study found that 759 of small investors surveyed believe that “large
investors make out better in the stock market than small investors.” (P. 47)

“A substantial majority of small investors feel that large investors make out
better than they do. But even more distressing is the feeling among a large number
of small jpvestors that a relatively small group of large investors are making __
money ‘consistently on the basis of ‘inside information.’ ”” (P. 8

The Study also found that 60% of small investors surveyed believe that ‘“‘a
relatively small group of large investors are making money consistently on the
basis of ‘inside information.” ” (P.

Finally, the Study revealed that 79% of potential investors surveyed believe
that “large investors have access to tips, inside information and other special
gervices in the stock market that are not available to small investors.” (P. 56

In my own experience, I can tell you that this feeling of investors—that institu-
tions get information not publicly available—is pretty well-founded, despite the
company’s best efforts to prevent it. I have had the experience of hearing from an
institutional analyst who found out about a development in one of my company’s
offices before I did,—Institutions are really in the category of preferential investors
if not technically “‘insiders.” We must devise better rules to keep up the pressure
on institutions to penalize trading on inside information, and our companies must
continue their efforts to tighten up on leaks. One factor, however, that has a
bearing on this is that we, the companies themselves, hav®é no means of direct
communication with our shareholders. We don’t know the names of the thousands
whose stocks are held in street-names or nominee accounts. Brokers have an
obligation to send out proxy material; but even brokers can’t be compelied to
send out' purely informational reports in between stockholder meetings. We
believe that this should be remedied so that we can obtain the names of our real
shareholders from banks, insurance companies and other -institutions, as well as
from brokers.

The Stock Exchange’s Study also reported investor awareness of another
fact that has contributed to diminishing individual investment and trading in
the stocks of our companies, That is the pronounced decrease of service to smaller
investors. This is because the concentration of tradin‘% in institutions has meant
a decline in the number of activities of brokers who traditionally have serviced
the individual investor, This is because of three factors: First, the adverse
financial impact upon the smaller firms that has resulted from the diversion of
institutional orders to the larger houses. This has come about because the so-called
negotiated rates above $300,000 has caused institutions to'increade their large-
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block trades. On the New York Stock Exchange, during the first quarter of 1973,

" there were 8,421 block transactions—more than in any of the three preceding

quarters.! Institutions usually place these with the largest, leading houses, depriv-
ing the smaller houses of the smaller trading that they used to handle f

ingtitutions,
Second, where a regional or local house does obtain a block tradei or more likely,

- 8 partfcipation in & block trade, it receives only a small commission—actually a

nominal commission.
Third, genemlly speaking, only borkers analyze any except the largest com-
panies and keep the individual investor informed of the investment and trading

opportunities presented by the smaller companies. Most banks and other large

institutions don’t do this,

In addition to the reasons that the Stock Exchange Study developed for the
disaffection of individual investors, there are basic and pervasive reasons why
individual investors have left the securities markets—reasons which will be
increased, with, in our view, disastrous results by the Williams Bill (8. 470)
?h;eady pafised by the Senate, and the. Moss Bill in the House (H.R. 5050) it
t is enacted. :

First, is the extreme distortion that has occurred in the rates for executing
trades on the markets. The cost to individual investors has increased sharply
since 1968, while the cost to institutions has declined just as sharply. .

In 1968, it cost an institution exactly the same per share as it did a small trader
to buy or sell a share of stock. In 1968, for the first time, the Exchange recoghized
that there should be a quantity discount-—which is clearly correct. But then,

" corresponding with the great growth in trading by institutions and the increase

of their clout and bargaining power, the rates went to the opposite extreme. This
culminated in the adoption of so-called ‘‘negotiated” rates on portions of trades
above $500,000 which was later reduced to $300,000. Here are the consequences:

In 1968, an individual bu{ling or selling 100 shares of a $40 stock had to pay 39¢
Per share or $39. Today he has to pay 48.79, more: 58¢ per share or $58; In 1968,
an institution buying a typical block of 25,000 shares of a $40 stock had to pay 39¢
a share. Now it pays 61.4%, less—15.2¢ per share.

While the costs to individual investors have increased about 509, the SEC
estimates that institutions today pay 679% less than they did in 1968 (SEC,
19(b)(2) statement).

verall, while institutions do about-70% of all trading on the New York Stock
Exchange, they pay nowhere near that Fercentage of the commission revenues.
lelxdividuals, who account for only 309, of the dollar volume, bear the majority of
the costs. -

I have no doubt that the American people are aware of this. They certainly
know that the charges to them have sky-rocketed. All you have to do is to talk, as
I have to some small investors who have quit trading, and I think you will find that
the increases in their broker’s charges for executing trades will.be cited over and
over againi as the reason for their withdrawal. - ‘

I also believe that the American people resent the fact that institutions—the big
fellows—can trade big blocks for only a nominal charge while they have to pay
these high costs, The American people do not like that kind of situation at all.

At the same time, they read in the press that the Stock Exchange has proposed
even higher rates for the little fellow and no increase at all on the large trades!
fDo {l?u \y?onder that millions of them feel that the stock market is not the place
or them ‘

Second, is the fact that small investors believe that the securities markets
today are of, by and for the big fellows—the institutions. They feel that the in-
stitutions dominate and control the markets; that they get inside information;
that they ruthlessly dump stock without notice, leaving the average investor
holding the bag; and that the institutions influence and are about to control the
management of the markets. ’ :
. Now, I want to make it clear that we believe that institutions serve and can
serve a great and valuable function in the capital and securities markets of this
Nation, Banks, insurance ccmpanies and mutual funds are extreme%.vls\}lu@.ble

e Nation,
They are valuable, and they are necessary. We need them, just as we need the
direct, individual investor. But if vast institutions represent th ‘
equity financing and most trading in the markets, if they are overwhelmit:glgr the
source of oapital funds to the virtual exclusion of direct investment by %di uals,
we are not going to have the kind of America that we prize so highly. The reason

1 SEC Statistical Bulletin, p. 577,

or some

e source of most new -
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. that large institutions simply cannot and will not supply the financing and thé

market facilities that we need if we are goinig to continue to have an economy com-
Yosed of thousands of vital, growing companies and not just a relatively few giants,
f the individual investor continues to boycott the securities markets, the best we
can hope for is that by persuasion and regulation, we can induce the institutions
to do somewhat better than at present.
Presently, the most important institutions are virtually uncontrolled and un-
regulated so far as their securities market practices are concerned. Only the mutual

funds are subjeot, to federal laws limiting, in some respects, their holdings in in--

dividual companies. In many companies, one or several institutions are so domi-
nant because of their large stock interests that corporate managers live in fear of
their displeasure. At the same time, the volume of their trading is so great that
they can and do dictate the commission rates that they will pay for the services of
a broker or dealer who executes their trades. ‘‘Negotiated” rates in dealing with
them is & hoax, because of their enormous power. The broker-dealer is virtually

: helpless to insist upon a reasonable rate.

here are no general requirements that the major institutions—banks and in-
surance companies—disclose their holdings or their trading. They usually aceumu-

“late their positions carefully and quietly over a period of time; and the public is

generally unaware of what is going on. Then, because of bad news—or hecause
some analyst has changed his mind about the prospects of a com‘pany or an in«
dustry—they dump large blocks on the market, far beyond the stabilizing capacity
of the specialists.

We have seen some spectacular instances of this, and in practically every meet-

’in% that The Committee of Publicly Owned Comganies has held, executives have
tol

d us of their own experiences as the targets of this dumping. I attach as Exhibit
J an article from the Institutional Imvestor narrating 12 instances of dumping.
Another well-known example ocourred in connection with Levitz Furniture. On
one day, September 29, 1972, institutions dumped 700,000 shares of its stock and
the market price fell in less than half an hour from 47 to 33! Of course, thousands
of small investors were left holding the bag.

I think it is important to realize that institutions are no longer stablizing factors
in the market. It is fair to say they are no longer predominantly investors, but
they are traders. There is great pressure on them to show short swing profits,
They are traders, who, despite their vast power and the vast concentration of

. their interests, operate substantially without disclosure and without regulation

or guiding principles to protect the national interest. In a few short years, from
1966 to the present, their percentage of total New York Stock Exchange dollar.
volume has rocketed from 47% to 70%. The rate of turn-over of their portfolios
has risen from 20% to over 30% (SIA Statement of June 15, 1973, before the

. House Subcommittee on Finance and Commerece, Exhibit 2), It is probably much

greater if the third-market and the regional exchanges were added.

Third, there is no doubt that the individual investor has withdrawn from the _

market because of the fact and fear of illiquidity. According to a Harris survey,
only 19% of stockholders consider stocks to have a worthwhile degree of liquidity.
Thei\‘f can no longer feel confident that if they buy stocks, they can sell them on the
market at a ‘i)rice which may have gone up or down, but which will move only
gradually and in small steps. One of the most significant indications of this is the
virtually unprecedented frequency these days of suspension of trading on the
New Stock Exchange because of the imbalance of orders, far beyond the capability
oz t:hlf é;gecialists to handle. (Barron'’s editorial, August 21, 1972-—Exhibit I
attached.

The basio reasons for this have already been described: Institutional concen-
tration, institutional dumping, decline in brokerage efforts, withdrawal of in-
dividual investors, and cessation of market-making. ‘

I should like to observe that this lack of liquidity and continuity in the securities

markets is a threat not only to individual investors and publicly owned com-
panes—and the Nation—but also to the institutions themselves—to the banks
atid the pension and other funds that they represent, to insurance companies and
of mutual funds themselves, :

Institutions no longer have a basic, underlfd.n‘g flow of investment by the public
to underpin the market and to supgly liquidity and price-continuity. The habit
of institutions to concentrate on a few stocks and the fact that- most of them
concentraté on the same stocks are sources of great danger. This is the “herd.
instinet” that I've mentioned. If one institution pulls out of an institutional

and the laggards are left with vastly depreciated holdings.

* favorite, others are likely to do the same until the botton drops out of the market.

AN
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With respect to the occasional investments of institutions in smaller companies,
institutions are also likely to experience sovere losses if they are forced to liquidate
on & thin market. A number of mutual funds, forced to liquidate some of their
gortfollos because of shareholder redemptions, have already suffered greatly

eoause of this. In 1972, for example, mutual funds withdrew, net, $1.9 billion
from the market because of redemptions, This year will probably see the same sort
of phenomenon. In the first quarter of 1973, mutual funds lkLul ated $726,000,000
in ‘securities held in their portfolios. (Fortune, July 1073, p. 88—Exhibit H

. attached.) Obviously, in & thin market, they are taking a terrible beating as a

result of these sales.

Accordingly, we believe that the return of the publi¢ investor, and the correction
of practices which exaggerate the illiquidity and lack of price continuity in the
markets, are of the greatest importance to the institutions themselves, as well as
to the Nation, the average American and to corporate Ametica. .

RECOMMENDATIONS

'%‘hﬁa fundamental problem was stated by the Chairman of this Subcommittee
as follows: ..

“ " our securities markets must be restored as a place where all sound
business ventures can seek funds and where individuals can invest those funds
with confidence: If we allow the U.S. securities market to become a place where
only a select group of large institutions buy and sell the ecfulty of ‘another select
group of large institutions, a great deal of American capitalism will be dead. Not
only will the competitiveness of the securities market suffer, but the inability of
small and medium size firms to raise equity for expansion will cause the competi-
tiveness of our entire economy to decline. Should that happen it will not be just
the investor and businessman who will be the loser. It will be the American
consumer who suffers the greatest blow.” (Cong. Rec., June 27, 1973, p. 12238)

Our general recommendations are as follows:

1, We respectfully urge that the Congress should enact comgrehensive legislation _
which will restore to the securities markets a proper balance between the interests
of individual investors and those of institutional traders, so that individual
Americans may be encouraged again to become direct investors in corporate
America with equal access to the securities markets on fair and attractive terms,

2. We urgently represent that the Congress in any event should not enact legisla-
tion which will enhance the dominanee, power or advantages of institutions in the
securities markets, either by being able to execute their trades at lower rates or by
achieving membership on the securities exchanges, directly or indirectly.

3. We respectfully represent that the Congress should not enact legislation
affecting the securities markets—or freczing into their structure and practices
drastic provisions relating to commission rates and membership on the exchanges,
unless and until there has been an adequate evaluation of the effect of such meas-
ures on our economy and their impact upon fundamental matters such as concen-
tration of control and narrowing of business opportunities in America.

Specifically, we urge the following:

1. Investment and trading by all institutions which manage other people’s
money, and not just investment and trading by re%ist,ered investment companies
(which are now the only institutions subject to specific SEC regulation), should be
subject to specifically designed federal regulation under the centralized jurisdietion
of the Securities & Exchange Commission. These investment and trading activities
have reached such dimensions and have such national importance that they can-
not be left unregulated, nor can regulation be fragmented among federal banking
agencies, state insurance commissions and the like. : )

9. Institutions must be required to disclose and report their holdings of corporate

" securities, and their trading.

3. Measures must be adopted to induce institutions to invest their funds and the
funds of managed accounts in a broader range of American companies. The present
dangerous concentration of enormous institutional funds in a few companies must
be halted and reversed. The over-feeding of a foew companies, resulting in extraor-
dinarily high market prices for them, and the starvation of thousands of sound,
profitable companigs creates a situation of national peril, ‘ ,

{a) Presently, only certain mutual funds are effectively limited as to the ipercenh
agoof a Yarticular com‘)any’s gecurity that they may hold in their portfolios. This
type of limitation should apply t6 all financial institutions, We urge prompt stud
and hearings as to the limils that should be fized and prompl legislation to effect suci
limilation. In the absence of such limits, control of America’s-corporations will -
increasingly pass to & few institutions; and institutions which are custodians of
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- other people’s money will increasingly be vulnerable to the adversities of individual

companies in which they have an enormous stake,

(b? We also urge that effestive limits should be prescribed by federal law as to
the amount or percentage of an institution’s assets that may be invested-in the
seourities of a single company. These limits should be so devised that & bank or
fhsurance company, or a )ienslon or other fund, for example, that has vast sums
for investment, must make those sums availablé to a large, and, hopefully, a
diversified number of companies. We submit to you that the present situation in
&llﬂoh las I have discussed, there is great concentration in a few companies, is not

erable. C , ‘ ‘
4. Institutional trading practices should be regulated sq as further to discourage
and l{)revent trading on inside information and so as to prevent dumping of larﬁe
blocks of securities in response to chanflng market judgments. With respect to the
dumping of large blocks of the securities of a company, we believe that it is pos-
sible and feasible to limit the amount of stock of any one comPany that an in-
stitution may sell in a single trade. I have made some calculations which I will
furnish the Subcommittee on request. They indicate that if an institution were
limited to a maximum sale of }4 of 1% of the outstanding shares of any particular-
company in a 30-day period, they could nevertheless, by dealing in the twenty-
five largest stocks, which most of them hold, realize proceeds of $750 millfon. A
limitation along these lines would induce institutions not only to refrain from
breaking the market to the vast injury of companies and other stockholders, but
it might also induce them to spread their investment funds.

5. ie lation should be enacted which will revise the tax laws so as to provide
needed Incentive to individual investors to acquire ownership of shares in cor-
porate America.

We believe that there is an overwhelming national interest in encouraging di-
rect investment by individuals in corporate America. This will not be achieved,
under our system of government, unless there is adequate inicentive. The present
capital gains tax rate is much too close to the effective ordinary income tax rate to
provide incentive to small investors, particularly in view of the attraction of high
interest rates that are available on fixed obligation investments.

There are various ways of remedying this situation. Chairman Mills has sug-
Fested'the Possibility of a life-time amount of capital gains that mag be accumu-
ated, tax-free. Another possibility, which The Committee of Publicly Owned
Companies has suggested, is an annual exemption of the first $1,000 of capital gains
realized as a result of securities transactions, )

-6, We stronglg oppose institutional membershi&gn any securities exchanges.
We oppose membership by any person or entity, ctly or through & controlled
affiliate or subsidiary, unless such person or entity, including all of its affliates
and subsidiaries, is primarily engaged in the securities business as broker or
dealer, In other words, we strongly oppose permitting any entities whose primary
stake is as an investor or money-manager to hold the preferred position of member-
ship on a securities exchange, :

he American people believe they are entitled to trade in a public, auction
market, dominated by professionals. They regard institutions as competitors;
and they are not likely to have confidence in trading on a market in which their
competitors have the special access, benefits and influence over rule-making that
membership necessarily implies.

Even now; the American people, as we have discussed, believe that, institutions™
have special privileges and inside information. According to the Little Survey ) 709

- of investors and 64 %, of non-investors now believe that the market is manipulated.

(Wall Street Journal, May 4, 1973.)—It takes no great leap of imagination to
foregee that this feeling will be vastly accentuated if the very institutions that
they now fear become members of the exchanges. :

We believe that the result of institutional membership will be to increase the
alienation of the individual investor and to drive even more of them out of their
positions as co-owners of corporate America. Correspondingly, it will increase
the damage to our companies and reduce our ability to provide a vital, com-
petitive factor in American life, ;

On the merits, we can see no real justification for institutional membership.
They are investors and traders for their own account and for managed accounts.
They should not make the rules or have a vote on the rules, although there is no
reason why their advice should not be heard. They should not be in a position to
obtain an inside track on trades by reason of membership. .

Fundamentally, it is entirely wrong—entirely contrary to our national interest .

- ‘and our antitrust traditions, to sllow institutions to add to their presently' over-

99-822 0—78~pt, 1——13
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whelming dominance, the additional power and control over our economic life -
which membership on the exchanges will give them, Our great insurance com= °
panies—certainly our great banks—our great mutual fund complexes are powerful
enough—they control enough money and enough securities and are in a position to
control enough companies, merely on the basis of the mone%' they own and mana,
and theé securities which the{ohold, in those capacities, It seems clear that it
little short of reckless to add to this the control over the secutities of others which
th%v would acquire as broker-dealer-members of the securities exchan?ea. )

@ respeotfully submit that thereis no valid reason for permitting institutional
mdmbership, even if its brokerage businessis confined to the public, Indeed; we
believe it to be highly doubtful whether banks and insurance companies, directly
or througe holding company devices, should be allowed engage in the broker'age
business. In fact, there reasons which appear to usto, be overwhelming for the
denial of such functions to entities which, in the aggregate, are primarily investors -
and traders in securities, competitive with the general publie, rather thrn agents
for them. In summary, these are: o
ga; Adverse reaction of public, described above:™ )

b) Greatly increased concentration of power in the institutions which are also
members. These institutions will not only have at their command the vast funds
that they control or manage, but they will be able, as broker-dealers serving.
public customers, to influence the investment and trading of their customers and
the public. If, for example, an institution decides to buy or sell the stock of a
particular company, it is reasonable to suppose that its member-subsidiary will
make the same recommendation. The result will be a multiplication of the power
and market effect of the institution.

On the other hand, if the institution is buying a stock and its member-subsidiary
recommends sale to the public—or perhaps even if it makes'no recommendation—
the problem of conflict of interest arises. -

A similar situation would be presented with respect to such matters as proxy
contests. The institution would not only vote its own stock, but its broker-member-
affiliate would influence the votes of its customers.

(c) Added to the present enormous power of institutions to provide or withhold
funds from companies by stock purchases or loans would be the power of its
member-subsidiary to underwrite, distribute or market a company’s securities, or
to decline to do 80. It was this type of concentration that was & chief target of
the Glass-Steagall Aot, decreeing a separation between commercial banking and

underwriting. ‘

" (d) Institutions which are members of the exchanges, directly or through sub-
sidiaries, undoubtedly would have access to information on a more advantageous
bagis than the public, particularly if they are floor members.

(¢) Institutions, as members, would have a vote and, because of their size and
strength, a powerful voice, with respect to the rule-making function of the ex-’
changes and their administration.

(/) Institutions. which, because of their small size or of state or federal limita-
tions, do not become members, will be subject to competitive disadvantage.

7 Institutions should be required to bear their fair share of the costs of operating
the securities markets. Their enormous power should not be increased by allowing
them to trade at bargain rates, which necessarily mean that individual trades
must bear a disproportionate share of the expense of the markets. The only way
that a fair distribution of costs, which will encourage the individual investor, can
be effected is through fixed, minimum rates—fixed by the industry’s self-regulatory
agencies subject to SEC supervision, or by the SECif these agencies are reluctant
or unwilling to take on the task. '

We respectfully submit that there is nothing peculiar or special about rate-
fixing in this type of industry, Brokerage is essentially a service function..It is
and should be intensively regulated. It i8 competitive as to the quality of many
gervices, including research and advice; it is necessarily & somewhat closed in-
dustry, restricted in mimber, as to the exeoution of orders. It ir more like the
trucking industry, for example, than like the manufacture of hardware or clothing.
Regulation of its rates is essential to make possible the existence and growth of
our competitive economy, by making certain that the rates serve a complex ;lmblie
tunotion, including making securities ownership and market aotivity attractive to
illions of small, individual investors. : ' A

#Negotiated” rates are and will be & hoax. Rates on large-block transactions
as experience to_date has demonstrated, will be dictated by the instltution,ai
traders, and will be extremely low or nominal. ‘ B
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Commisstons will be Erobably determined on the basis of the rates fixed bi' one
or a few large, dominant brokerage houses, If the rates are fixed at a very low level,
the result will be to drive hundreds or thousands of independent broker-deslers
out of-business, thus depriving investors and smaller companies of their essential
services. Oligopolglia the likely result with the consequence that the financial and
economic life of this Nation will he centralized and concentrated in a few houses,
in a single eity. The Nation and its people, as well as corporate America, will have
Eaid a terrible price for lower costs of executing securities transactions. They will

ave serlously damaged competition at the heart of American economie, social and

‘political life, At the mos:té wé will have gained competition—assuming it survives—"

or commission rates at the cost of competition in our industrial eeonomy. In our
resgeotful opinion, this is a bad bargain,

n the other hand, in the absence of the formal fixing of rates under striot
regilation and supervision, the securities industry may arrive at a “consensus’
as to rates, At best, this will be subject to antitrust attack by the Department of
Justice and tteble-damage actions by private litigants. This is hardly an attractive
alternative to controlled, regulated rates.

We wish to emphasize to the Subcommittee that if oligopoly results from the
elimination of regulated rates, the results are likely to be vast and pervasive, far
beyond the brokerage business itself. It is likely, for example, to lead to concentra-
tion of the underwriting business in the same firms, not only because competitors
will be out of business, but also because the firms that have a large brokerage
business have the distribution facilities for the securities that are underwritten.
Each firm in the oligopoly will probaby have strong business connections with its
own list of the giam banks, insurance jompanies and funds, and the views of these
ingtitutions will pervade the brokerage and underwriting business, even more than
at present. ‘“‘Outsiders’” will have little chance of access to our financial markets.

t is our strong recommendation that the Congress should not attempt to cure
the deficiencies of the prescribed commission rate schedule by abolishing it and
turning over what is essentially a service function to a probable oligopoly. If 1
may say so, with all respect, that would be like the removal of a lung to cure a
case of influenza. : :

‘On the contrary, we urge the Congress to insist that all investors and traders
should bear a fair and reasonable }I)‘art, of the expense of operating the exchanges
and our broker-dealer mechanism. There should be fixed, minimum ratesappticable
to all trades, large or small, with differentials that take into account the national

_objective of encouraging small trades as well as the economies of large block trades.

The present exemption of trades or portions of trades above $300,000 should be
eliminated. We suggest that the Congress should resolve thie antitrust problem by
expressly providing that the fixing and employment of minimum rates by the
exchanges with the approval of the SEC shall be exempt from the antitrust laws,
but that those laws will, of course, applg to any rates that are otherwise fixed or
charged by collusion or in furtherance of a monopoly. ‘

¢ do not believe that is beyond the capability of the SEC and the industry
to come forward with a suitable mechanism for fixing minimum rates. We realize
that the brokerage business is extremely volatile, and that it proceesd from feast
to famine.depending upon volume. We also realize that disentangling brokerage
costs from other aspects of a typical broker-dealer business is difficult. But we
believe that a mechanism can be devised. One possibility is & schedule based,
not upon “average’’ costs, but upon the approximate median costs of the industry
or ull))on reasonably approximated costs of a reasonably efficient brokerage business.
We believe that something of this sort ¢can be devised, perhaps with a mechanism
for prompt adjustment which might be geared to the volume of trading over a
relatively short period of time. - N

CONCLUSION

We respectfully submit the foregoing to this Subcommittee, and we repeat our
thanks, as representative of a broad segment of corporate America, for this Sub-

committee’s consideration.
THE COMMITTEE OF PUBLICLY
OWNED COMPANIES, .
By C. V. Woop, Jr,,
Chairman.

Counsel:

Fortas aAND KovEN

Washington, D.C.
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~ (Exhibit A)
CURRICULUM VITAE
C. V. WOOD, JR., CHAIRMAN, THE COMMITTEE OF PUBLICLY OWNED COMPANIES’

C. V. Wood, Jr. is President of McCulloch Oil Corporation, a Los Angeles,
California, petroleum exploration and Froduotion compf,ng listed on the American
and Pacific Coast Stock Exchanges. Its subsidiary, Mc ulloch Properties; Inc.,
creates and develops fully-%lanned, new communities.

He is a member of the Board of Governors of the American Stock Exchange
and previously served as Vice-Chairman of the Exchm(a}ge’s Advisory Committee.

Mr. Wood was named President of McCulloch Oil Corporation and elected to
its Board of Directors in 1967.

He started his oareer with the Convair Corporation during World War II. In
1950, he was alipointed Director of Southern California activities for the Stan«
ford Research Institute; and in 1955 was named Vice President and General
Manager of Disneyland, Inc., supervising selection and Eurchase of the land.

He formed Marco Engineering in 1956, providing market research and analysis,
design, engineering and construction coordination services, Five years later,
Mr. Wood merged his firm with McCulloch Properties, Inc. He hag irected the
master planning of such sites as Pueblo West in south-central Colorado and
Fountain Hills, near Scottsdale, Arizona.
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EXHIBIT B

THE COMMITTEE
OF PUBLICLY OWNED COMPANIES

NEW YORK STOCK EXCHANGE—AMERICAN STOCK EXCHANGE—OVER-THE-COUNTER

A Voluntary Committee of Chief Executlvés

To Represent Corporate America’s Interests in Fair Market Prices and
Fair Trading Practices in the Securities Markets

Before the Congress, the SEC, the Exchanges,
the Financial Communily, and the Public

Bxecuuve Committee:

C. V. WOOD JR., Chairman
President, McCulloch Ol Corp.

JOHN BORETA, - JOHN A. GILLETT, JR.,

President, Buttes Gas & Oil Company President, Circle K Corporation
JOSEPH E. COLB, FRANC M. RICCIARDI,

Chairman, Cole National Corporation Chatrman, Richton Inwmtioul, Inc.
SHELDON COLEMAN, REVIS L. STEPHENSON,

Chalrman, The Coleman Company, Inc. Chalrman, Clarkson lndustries, Inc.

FRED M. ZEDER,
Chairman, Hydromelals, Inc.

22 Thames Street
New York, N. Y. 10006
Tel.: (212) 732-0882



104

THE COMMITTEE OF PUBLICLY OWNED COMPANIES

Organized March 13, 1973, the Committce, as of June 1, had 400 members, It represents
companles listed on the New York Stock Exchange, American Stock Bxchange, and traded In the
Over-The-Counter market.

-

James Needham, Chairman of the Board of the New York Stock Bxchange, said:

The Exchange welcomes the new Commitiee of Publicly Owned Companies to the ranks of
those who are willing and prepared 1o work hard to preserve the best elements of our existing
capital markets system and for the development of constructive new ways to Improve that
system so that the investing public will regaln whatever measure of confidence in the market
may have been dissipated in recent vears.

Paul Kolton, Chalrman of the Board of the American Stock Bxchange, said:

The newly formed independent Commitiee of Publicly Owned Companies will play an impor-
tant role In resolving cruclal issues involved in reshaping the nation's markets.

W. 8, (Bill) Stuckey, Jr,, Congrossman, said:

Many of the Committee's 400 medium- and smaller-sized member companies belleve that they
would be the chief beneficiaries of the individual's return to active trading . . . A representative
of the Committes of Publicly Owned Companies will address this Subcommities during our

- hearings; 1 think Ut ls imperative that we hear from the companles that are so dependent on the
individual Investor.

James Rochey rotired Chairman of General Motors, said:

Whether we are a part of corporate America, a part of the securities industry, an investor, or’
Just an ordinary citizen, we all have a great interest in the efficlent operation of our capital
markets. Those of us in the corporate world and in the securities industry have a speclal
responsibllity to make the system work effectively in the best interests of all. We must not
through indifference, by reluctance to change, or in the pursult of narrow selfish interesis,
destroy the important trust imposed upon us. In these unseitled times it is incumbent upon
each of us to do what we can to find responsible solutions to the challenges which confront us.

BEST COPY AVAILABLE
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THE EMERGENCY: THE NEED FOR ACTION

The market value of stocks of our type of Company, compantes other than a few Instl.
tutional favorites, have steeply and arbitrarily declined desplte increased earninge,

1. A sutvey of 2,375 companies listed on both exchanges shows that 75% of thess com-
panies increased thelr earnings over the past year. But only 5% of these companies
thowed an increase in their price-carnings multiple.

2. On the NYSB (eliminating the Institutlonal favorites) prices of an average share have
declined 23% In the past year.

8. On the Amex, prices of an avorage share of our type of company have declined 33% in
the past year.

The fantastic undervaluation of stocks of our type of company is barmful to our
stockholders, our employees and to our country,

We cannot obtain new public financing for our needs or can get it only at sacrifice prices;
Expansion plans must be deferred; -

We are targets for take-overs by foreign as well as domestic capital;

Our shareholders are disaflected;

Our ability to provide additional goods and servicos needed by the nation Is threatened;
Our capabllity to provide more jobs for employces is diminished.

The withdrawal of the individual investor from the market ls a baslo factor con.
tributing to this condition

There are 800,000 fewer Amoricans who own common stocks, compared with a yesr sgo,
seventy percent of the trading on the NYSE Is by institutions; only 309 by indjviduals,

The withdrawal of the individual investor is due not only to economic considerations
or to publie reaction to the end of the bull market of the 1960', but to diseriminatory
comuilesion rates, Institutional dumping and market practices which are unfair to
the individual Iuvestor. These are nat the product of free market forces but of
statutes and rules. Pending legislation will aggravate these discriminations,

Specifically, the Individual investor has suffered from:

1. Sharp increases in the commission rates which the individual investor must pay, while
Institutions have been relieved of most or all charges for the execution of thelr trades;

2. Institutional dumping;
8. Institutional concentratlon of thelr investments in & few favorite companies;
4 Institutional dominance of the securities markets;
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8. Absence of market liquidity and continuity due in large part to individuals’ lack of con-
fidence in the markets and institutional concentration;

6. Unequal access to information;
7. Institutional and block trading practices;
8. Fear of institutional control of the markets,

AMERICA'S COMPANIES HAVE NOT BEEN HEARD--ALTHOUGH

The Congrees, the S8EC, and the Exchanges are all currently consldering bills or pro
posals which vitally affect our companies, thelr managemeat, stockholders; employees,
and the publle interest,

It Is our companies, onr stock, our stockholders, and our employees who are affected.

Thess bills and proposals will further drive down the value of our stock--~make it
difficult or impossible for us to ohtain finaneing==keep the individual investor out of the
market—-further concentrato control in a few Institutions==further expose our companies
to raide and takeovers at depressed prices,

Your help by membership in the Committes Is needed to support the Commiites’s
program: .

THE POSITION OF THE COMMITTEE

1, Investor Confidence, Individual investor confidence must be restored. He must be
assured that he can invest and trade on fair and equal terms, at falr commission rates, in open,
auction markets, at prices at or near the last ticker quote, without fear that the market will be
unfairly affected by institutional dumping; and that he will have access to the same information
as any [nstitution or other trader.

2. Commlssion Rates, We oppose so-called Negotiated Rates. “Negotlated Rates” means
that Institutional investors buy and sell our securities at little or no cost for executing thelr trades,
while Individuals bear most of the expense of the market place. Indlviduals cannot *“negotiate”
rates, Negotiated Rates mean higher costs to individual investors,

= We urge the lowest possible rates for smaller, individual investors, We urge that institutions

should be required to pay fair rates for their trades,

8, Institutional Membership, Institutional membership on the Exchanges means that
they will unduly influence rules and trading practices; that they may have access to market informa-
tion denied to individual lnvestors; and that thelr net cost of trading will be less. There Is no good
reason for this preferential treatmont to one class of investors, The markets should be public,
agency markets operated by professionals, open to all on the same basls,
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We urge that institutiondl membership should not be permitted, so that institutions may not
obtaln preferences or advantages over non-members and individual Investors.

\

4, An Orderly and Fair Matket. Individual investors must be assured that an orderly
market will be maintained; that wide swings in market prices will be moderated; that public orders
will be glven preforence; and that the indlvidual investor can invest and trade with confidence
in the market mechanism, .

We urge that the duty of the exchanges and otv specialists and market-makers to maintaln an
orderly markot should be proserved and strengthened,

8, Disclosure and Regulation of Institutional Trading, Individual investors are entitled
to current Information about institutional holdings, Institutions should not be permitted to dump
thelr holdings of a particular company except within prescribed limits, The amount of securities
of a particular company that an institution or afiillated group of institutions may hold should be
strictly limited, so as to induce Institutions to Invest In more companies—not In Just the largest
blue-chip companies. Institutions should not be permitted to use thelr cconomic power to obtaln
or use information not available to the general public.

We urge that institutlonal trading be subjected to disclosure and reasonable regulation In the
interests of an orderly market, the needs of our economy, and to avold unjustified injuty to indl-
vidual investors.

6. Tax Rellef and Incentives, Wo belleve that the first $1,000 capital gains by smaller
Investors should be exempted from tax,

THE PROGRAM FOR ACTION

Through the Committee, the interests of America's companies have been and wiil bo asserted
and dofended in the Congress, the SEC, the securitles exchanges and the financlal community and
in the public-media,

The views of Corporate America will be vigorously expressed in defense of our companies,
thelr stockholders, and employees—and of America's vital economy and its frec-onterptise system,
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Exhibit O
S100XHOLDINGS OF INSTITUTIONAL INVESTORS AND OTHERS
SEO STATISTIOAL BULLETIN

Institutional investors held $308 billion of oorgouu stook, both common and
preferred, at 'IYG” end 1072; thelr holdlnﬁa were 8327 billion at the end of the pre-
vious year, The institutions listed in the accompanying table thus owned 34.0
reroent of total stook outstanding; individuals owned 62.9 percent.! Compara~

ively, in 1960, institutional stookholders owned 26.7 percent of outstanding stook
and domestio individuals owned 70.1 percent. The percentage of oumandln;
stook owned by foreign investors was slightly over 8 percent in both 1960 and 1072,
Data for 1072 are preliminary and subjeot to adjustment.

The two largest institutional stockholders are erlvau noninsured pension fun
and personal trust funds, which together account for well over 50 percent of tot
{nstitutional stookholdings. Mutual funds, as the third largest institutional stook-
holder, owned 858 billion at tho eitd of 1072, Foreign individuals and institutions
owned an estimated 836 blllion of U.8, stock at theend of 1972,

(Exhibit D)
A BrupY IN CONCENTRATION: MORGAN GUARANTY'S ToP 28
BARRONS, JUND 18, 1078

Holdings on Dec. 31, 1972
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(Exhibit E)
[From Fortune, July 1878)

Excerer rrRoM ArTicte Entirrep “How tae TerrisLe Two TiERED MARKET
Oanme 10 Wart Streer’ .

Superior Oll, and Texasfulf, had an earnings decline in the flve tough years
of infiation and recession that followed. But the fourteen stooks as a whole had &
median annual earnings growth of 8.8 percent. In contrast, the eamm? vgromh
of the 8, & P. 500, even though it is heavily weighted by 1.B.M. and a few other
stooks that were among the fourteen, was less than 1 percent annually.

Focusing on comparisons of this sort recently, James Lane, president of Chase
Manhattan's investment-management subsidary, sald the'y show ‘‘there is some
rationality to the market and its divergenoe into {wo tiers.”” Lane's thoughts have

1 Beo the May 23, 1078 edition of the Securities and Ezcha mission Statistical Bulletin for the derle
vation o?:'uu%t value of ouuundln: oorporate stock in m’é'f:."&!" oa
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sgeoial significance, for during most of that 196671 period, Chase was heavily in
the “wrong” stocks and did very badly in gerformanoe. Lately, llke many other
converts, it has been swinging more toward the upper tler,

TYRANNY OF QUARTERLY REPORTS

Chase’s foor erformance cost it a good bit of pension-fund business, and that
brings up the final argument as to the banks’ ourrent investment ofioles ma
be—for—rational, Corporations today keeg constant pressure on their invest.
mont managers, demanding from them the superior results that will permit
reductions in the annual contributions these corporations must make to their
gonllon-!unds. Many of the corporate executives who are today most need about
he low })rlces of their stocks would no doubt be among the firat to yell if thelr
pension-fund managers bought low p-e stocks and did poorly with them. Many
corporate executives, while compla nlﬁg about the tyranny of a market that
ju ‘595 companies on the basls of such short-range measurements as quarterly
results, today exaot Txarterly reports from their investment managers, and glve
these considerable weight in assessing performance.

Under such surveillance, many nvutmox}t managers adopt strategies that
seem to them suited to the game they’re in, For exam;;le, if & bank buys, say, a
Xerox, and that company's earnin gou 12 percent {n the next year, its stook
may follow along., A low p-e ‘‘value’ situation, on the other hand, may stay
depressed for a long time before the gain in its earnings and book value begin to
show up In its price; and while it may ultimately prove more ’proﬂmblo than the
Xerox situation, that will be of small comfort to the bank if it has lost all of its
penslon-fund acoounts, '

he game also forcibly suggests to many investment managers that it is a
mistake to be unorthodox and that the peroenugo lay is to do what everybody
else is doing, One Wall Street professional who talks regularly to bank portfolio
managers counts as all too typloal a remark made recently to one of them: ‘It
doesn’t really matter a lot to me what happens to Johnson & Johnson as long as
everﬂrone has we all go down together.”

The few banks that have tried to steer a different course moving into what
they see as bargains in the lower tier lately found the going rather tough. One
suoh_bank is National of Chicago, Its portfolio, though studded such standbys
as I,B.M, and Kodak, Is committed also to oyclical stooks and {s less concentrated
in the very largest companies than most other big bank &ortfouoa are, As a result,
the returns First National delivered its pension accounts last year, though these
ran to around 14 percent, did not compare well with the returns of more than
20 ﬂ"’“’“ realized by some of the New York banks,

rat National has at least one olient, Armour, that is not troubled by this fact.
Armour algo_has pension-fund assets with other banks orlented toward growth
stocks, and First National thus supﬁl es some balance that Armour welcomes.
But it does not appear that the bank, with its ‘different’” approach, is picking
u% very many new pension-fund aocounts these days. Howard E. ﬁallengren,
who heads the trust department’s investments, .says the situation is not easy to
llve with. ‘' You get pressures building up to buy major growth stooks, You get
them from everyone, From management: Why aren't you in the major growth
stooks? From ocustomers, In your own department, from portfolio managers,”

_But Halle:‘:igren sayas he isn't wavering, ‘I keep thinking of what one of my old

bosses used to say: ‘Investment people have to have qualities of courage and
patience,’ !’

While Hallenﬁen waits, Hg can at least keep telling himself that he has bought
his lowstier stooks at prices that can be rationalized, That is clearly more than

- most topstier buyers can do. Their thoughts about the Intrinsic value of growth

stooks-~which {s admittedly one of the murkler subjects around—tend to be
underdeveloped. The banks seem to buy instead mainly on the basis of ‘‘feel”
fnd historical p-e ranges. We buy I.B.M,, they say, when it apgroaohes the lower
imits of its range; and we avold It at the upper limits, The banks tend also to
retreat into arguments that price doesn’t mean that muoh anyway. What counts
they say, is to pick the #‘f‘ht companies ﬁ}’d even then, they add, you can geé
by with an_occasional misjudgment,. thhis 18 g battinauaverage game,”’ says
one trust officer. You're going to lose a stook now and then—say, a Litton
il:\'x,t if your universe is a bunoh of other very profitable companies, you can stand

"That 1s true, of course, onlsv 80 long as the universe itself is not ked down
sharply, Were such a markdown to ocour today, it would probably imply a
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switoh from buying to selling by the banks themselves. It is not easy to see this
kind of a move taking place right now, but it is always rosslble. ome market
commentators {dentify weakness in the growth stocks with the end of a bear
market, and expeot firmly to see these stocks begin to orack.

18 IT HARDER TO BE BUPBRIOR?

There can be no doubt, looking at the data that ForTuN® gathered on the
largeat holdings of the larsgst trust departments, that oraoks in a few bl: stooks
would do broad damage. Fourteen out of the seventeen banks included in the
data have I.B.M., the market's btﬂ)est stock, as their No, 1 holding (the other
three have it in second place) and better than hall have 7 porcent or more of
th:lr og;nmon-atook assets in that one company, (One bank, Chemical, has 13
percent,
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EXHIBIT F

BANKAMER\CA

The 50 Largest Stock Holdings in Trust Accounts
8haros’ PurContol Tolal
Soourity (in thonsands)  Bharos of Company
Amarioan Cyanamid Company . . . . . . . . I ] 168
American Home Producta Corporation . TS 1 ] 08
Amorican Tolephone & Telcgraph C ¥ T (] 01
AMIBOING, v v 4 . o e e e e e e e e . 880 87
Atlantio Richlietd Company . . v« v v v ¢ v v 0 0 e s e e s 308 0r
AVORPrOduots ING. .« « v v v v v e e e e e e e . 208 0.4
BankAmeriod COTPOTANON ., + « v v v o 0 e e e s 120810 1.9
Brunswick Corporation .« . . . v v v 0 v 0 e e . BO7 27
Catnrplilar Traotor Co. . .+ + + + 4 . P . L} 04
Champion Internationa) COrporation . .« v v v « v 4 v 0 4 0 .0 . 18 [ A4
CoonColaCompany o v v v v v v v e e e e e 108 0.2
CrumBFOrsler . v + v v v v v v e e e e ey . B4 48
Dow Chemicai Company .« . « v v v o v v « v v o 0 e . 280 06
Bagiman Kodak COMPANY v v v v « v v v v 0 o w0 e e e e s e 439 03
BxxonCorporation . + + v v v w e e e e e . 128 03
Foderated Depariment BLOros 100, « v .« + . . v v . w0 0 w4 . s 384 . 09
First National Boston Corporation, . .+ v+ v 4 o + o o 4 o v+ o+ 314 20
First Nattonal City Corporation. + v v« v v « v v v o 4 0 o0 s . . 208 08
FordMotorCompany + « v v v v 4 4 v s e e e e . 30 04
Qeneral Bleotrio Company » . . .. . o v 0 0 0 e e e e w4 . 08 08
General Motors Corporation » . v « o« o v 4w o s 0 w0 s s . B78 0.2
Imperial O Limited . . . « . . Lo 0w e e e . 482 0.4
International Busingss Machines Corporation, . . . . . « + +« ¢« + . . 408 03
Jonathan LOganIng, « « o v « o 4 v v 0 v B0 e e 0. 200 64
Kaufman 8 Broadino., « v v v v v v v e 0w e a0 . 808 28
MoDermott (J. Ray)&CO.IM0. o v v v v v v e e e e . 204 42
Morek&Couln0, « v v v o v e g s e e e e e R 03
Minnesota Mining and ManufaoturingCompeny « « « « « « « « « .+ . « B8O 08
Morgan (J. P) & Co., Incorporated . « . .« « v o v s e 0w .. 118 10
PabsiBrewinQ COMPANY . v « v v v« o 4 4 e e e e e e . 827 24
Pacitic Gas and Blectrlo Company . v %, « v v v v 0 00 0 0w . 02 18
Penney (J.C)Company, IO, « . v v v b o 0 0 e e e e e s . 208 04
Procter8QamblBCOMPAAY. « + ¢ « 4 4+ v b 00w e e 0. 20 [ 2]
Quaker Oats COMPaNy v v v « v v w0 v r e e v e . 378 18
BatecoCotporatlon .+ » « . v v 0 e e e 30 29
Schering-PloughCorporation + « « « « + ¢« « o v v e 0 .. 11 or
Boaro, Roobuck 8nd 00, « v « v & ¢+ v v w w s e e e e . . A0S 03
Southern California Bdison Company « v v« « v« v v o 0 w00 o 087 1.8
8tandard Oll Company ol Californle + v « v v v « v « v 0 v o o4 0 309 04
Slandard Ot Company (Indian®) + » « « « v v v v 0 0 e 0 s . AW 06
Blorilng DrugIno, » v v v v v v v e e e e e e s 2 19
TOANOOOINO. v v v« 4 v e e e e e e e e, W8 10
TOXBOO 1IN0, « v v v u v e e e b e e WY 04
Transamorioa Corporation + + « o v .« 4 0 b e 0w e e e o AN 20
Unlon Carbide Corporation « v v v v v v v v o v v s doe s . 800 10
United States Fidelity and Guaranty Company. + + + « « + + « ¢ « + « 30 24
United Telocommunioation®, 100, + + « + + « « « 4 « 4 v o« 0 0 . 178 23
WarnarCommunioations In0. + « « v v . . 0w e e e 0 . 490 28
Western Dancorporallon . + + v v o 4 v 0 0 e 0 s e s e e e s o BO7 [ 4] .
Xorox Corpor@tion « « + + 4 v 0 4w e e e e e e e e s 04 04

*Ag of Decomber 31, 1972
"l:eww shares ﬁu{n BankAmarica Corporation Famity Estate Plan
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Banuwees TR

dAudionony common Fund

List of Investments Comprising Fund
Al Opaning of Buainets, Jannary 31, 100}

\

o 1117 COMMON STOCKS
Automobile and Asceriories

15,000 Gegpetl Motors COPPOTALION ..urmem §_ 47908269 _:__l.m,m,oo

Bevrege
20,000 Anheuser-Busch Incorporate
15000 Gata-Cols Company wmmeem..

§1,200,£62.50 § 1,030,000.00
73645490 2,124,000.00

Bwilding L
20,000 Standard Brands Paint Company ...... § 97076980 $ 995,000.00
20,000 \Veyerh C . 1,088,981.62 I.O”.!O0.00
$ 2,020,721.43 ¢ 2,082,500.00
LALLM SO
Butiness Beuipment
10,000 B ghs Corporation ... § 94923383 - § 2,260,000.00

12400 1dernal o s sams00

10,000 Xrox C ! P4S.969.44 1,850,000.00
$ 2,120790.17 § 9,107,500.00

Cosmrlics
30,000 Mn Products 1nCorporated ... ... weuu § 1,797,936.00 § 3,885,000.00
15,000 ChestbroughePond's Incorporated ... '1,279,736.28  1,294,280.00
§ 3,081672.25 § 8,148,250.00
S C——————

Drwp
18,000 ymm Homa Products Corpararion ci.omwm £ 2.241,000.00
15,000 Jolneon & JONRIOR v ocome e ome . PHAONTIS 101623060
20,000 Lilly & CAMOIAY s vm v s £23,003.33 145000000

10600 u,?y& Corpany w——— OIS 2BB2M0N

2000 S¥AbY Corporntion ... [— P10,24¢.43 735.!5_.“._0_0
8 4,210,027.62 & 9,193.028.09
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Blectrical Beuipment and Blocirenics
10,000 AMP 1nCOrpOrated . vos wmcmrmeman & 1.023,212.10  $§ 1,180,000,00
25,000 Emerson Blectrie COMPARY wmm o 144509791 2,028,000.00
18,000 Prferal Electric COMPANY . ovemicerm  JS8,248.85  1,261,000.00

104000 w:mom,l Telephons & Telegraph Homd 1225000

12000 Thomas & Betts COrpOration wommnme  $99.674.20  3,140,000.00
$4412313.76 8 6,412,000.00

, Inronse
15,000 Crbdd Corporalion ..e.. ... osmmsminn 8 $50,975.00 & 750,000,00
3,000 Generat Reinsurance Corporation wu.ew. 117540000  1,466,200.00
16,000 Lincoln Nationa) Corporation ... ..., 393,200.90 64450000
$ 243208500 § 2,40.200.00
Lelewrs ond Recreation

400 D}My (\Walt) Productiond o mecoue § 1,480,898.48 § 3,045,900.00

MHathinery

L ki fact ' '
16000 Biack % Decker Munulucturing Come o\ onaisto 8 178000000

Oil a.d Natwril Gos Produstion
150 Kyt Corporation ...
25000 Iopariat ©iF Limited
000 L’ﬂmm Lma g

waner § 36929203 §  705,000.00
$15,072.15  1,168,740.00

oot 432,079.60  1,245,000.00
23,000 bll (11} Cormluon s 639,617.41  1,693,375.00
‘30,000 Texas Ol & Gas Corporation wewcummee 13224220 682,§00.00

$ 3,129,609.00 § §,494,625.00

Photegraphie
24,000 Ewtnran Kodak Company ..

e 8 788.030.16  § 3,366,000.00

Pudlic Utility
15530 Central & South West Corporation ... § (73,3237 § 690,000.00,
12,000 Florida Power & Light Company O N5.80 432,000.00
20000 Texas Uiilities Company uwmua §41,533.27 $80,000.00
—— o ———.
$ 1,660,002.44 § 1,202,000.00
o A g BULLU i

Publishing
34,000 Col:l.v!n.e_m Clearing Houss Incorpo.
G

$ 503,775.00 $ 1,152,000.00

mm_.;
15000 Lowa's Companies Incorporated .. § 106095000 § 1,040,620.00
20000 ). C, Penney Company w.. wummmmnmme  $33,034.06  1,815,000.00
12,000 Sears, Rosbuek & Comnny [— 23500187 1,361,800.00
37,080 Southland Corporati we  1,334,678.00  1,140,210.00
$ 380099399 § $.347.038.00

Mizetliansows
23000 Ameriean Greetings Corporstion .wm.. § 884,187.50 § 1,858,250.00
16000 Minpesota Mining & Manufacturi
© T COMPARY veoecronmm e reah 348073 130400000

20000 S$implicity Pastarn C: 5. 09200004 § 1,099,00000
Total Common 816¢hs wuvenamnmnwa $35,384,134.89 $65381,110.00
Total Investmenty .. o BILISLOISLY $68.65L11000
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CHASE WRANWATTAN --

—

foLBiNds®Toc

We have listed below all 220 publicly iraded
common stock holdings which were hold in invest.
mont management accounts for individus! and
personal lrusis and ostates as of 12/31/72 and had s
market value ag of thal date in excess of one million
dollare, The holding of a given stock, (nparior in

whole, may be ai {he direction of a olient of the
inslrument creating @ trust o estate,

All holdings in 0xcess of |won|K miliion dollare
arelisted in order ol market vaiye. Theroalter, atl
stock hofdl'\?l are shown in dollar categonos
slphabetically.

All stock of socurily inlerosts of the Chase
Manhaitan Corporalion, parent company of
The Chaso Manhatian Bank, are held et the diraction
of the client involved Itis not our policy tu diract the

urchase of our socurities or 1o recommend them,

HOLDINGS IN EXCESS OF $20 MILLION

Inlernational Business Machines Corp. $393,100,000
Exxon Corporation 264,600,000
Easiman Kodak Company 160,500,000
Mobi! Oil Corporation 156,800,000
Standard Oit Company of Californis 138,800,000
General Eleciric Company 100,800,000
Standard Qil Company (Indlana) 72,200,000
Merck & Company, Incorporated 71,200,

Qoneral Motors Corporation 69,600,000
Xarox Corporation 66,700,000
Texao0 Incorporated 80,400,000
American Tefephone & Telegraph Co. 49,700,000

01 do we over dolorml@n voling of its shares.
~

Avon Products, Incorporated  * 48,800,000
Penney (J.0.) Company, Incorporated 44,709,000
duPont (8.1.) de Nemours & Company 43,

Bears, Rosbuck and Company 4

Bristol-Myers Company 33,700,000
Internationai Tefephone & Telegraph Corp. 30,000,
Procter & Gamble Company 28,600,
Polaroid Corporation 000,000
American Home Products Corporation 24,100,000

Minnesota Mining and Manufscturing Co. 23,600,000
Amarican Cyanamid Company 22,200,
Monsanto Company 20,400,

HOLDINGS BETWEEN $20 AND $10 MILLION

American Eleciric Power Company, Ino.
Allantio Ri¢ghfield Company
* Cummins Engine Company
Dow Chamical Company
First Nationa! City Corporation
Qrace (W.R,) & Company
Gulf Oil Corporation
Honeywall, inc.

litinols Power Company

International Paper Company

Johnson & Johnson

Plizer incorporated

United States Fidolity & Guaranty Company
Warner-Lambest Company

Waestinghouse Electric Corporation
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HOLDINGS BETWEEN $10 AND $5 MILLION

Aetna Lifo & Casually Company
JAfherioan Express Company
Burlington industries, Incorporated
Burroughs Corporstion
1LY, Financiol Corporation
slorpiliar Yractor Company
Chase Manhattan Corporation
ubb Corporation
Cities Borvice Company
4:Cola Company
Columblia Broadossting System, ino.
Consolidetod Natural Gas Company
Lonsumers Power Company
Continental Oit Company (Del.)
Floride Power & Light Company
Aeneral Toiophons & Elecironics Corp,
Qeorgla-Pacific Corporation
QGoodyear Tire & Rubber Company
Howard Johnson Company

International Harvester COmpan’y

International Nickel Company of Canada, Lid.
Lilly (E1l) end Company

Long Isiand Lighting Company

Manufacturers Hanover Corporation

Mgltnon Oil Company

J:B. Morgan & Co., Incorporated

PPQ Indusirios, Incorporsted

;hllupo Petroleum Company

CA Corporation

Revion, Incorporsied

,Reynolds (R.J.) industrios, Ino.

8coll Paper Company

Shell Oif Company

JBouthein Company

Btandard Oil Company (Ohlo) '

Texas Utilities Company )

= Union Carbide Corporation

HOLDINGS BETWEEN $5 AND $2.5 MILLION

Allig-Chalmers Corporation
Aluminum Company of Americe
emmdn Heas Corporation
Jmarican Air Fitter Company. Incorporated
Ametican Alrlines, Incorporated
American Natural Gas Company
American He:Insurance Company
Ashland Oil, Incorporated
Beneliclal Corporation
Celanese Corporation
Chrysier Corporation
Combustion Engineering, incorporated
Commarcial Solvents Corporation
Connecticut General Insurance Corp.
Continental lilinois Corporation
Continental Telephone Corporation
Corning Glass Works
Dartindustries, incorporated
Diamond International Corporation
Emery Alr Froight Corporation

= Federatod Depaniment Storos, inc.
Firestono Yiro & Rubber Company

«» Ford Moltor Company
Qenaral Foods Corporation
Qenaoral Publio Utilities Corporation

iltotte Corpany
lorcules incorporated

INA Corporation
ingersoil-Hand Company

g

99:822 0 - 13 - 14 (pt, 1)

thpl.J

¢
Johns-Manville Corporation
Krafteo Corporation ,

» Kresge (8.8.) Company

Loews Corporation
Louislana Land and Exploration Company
May Depariment 8tores Company
Moore Corporation, Lid.
National 8lee! Corporation
Nisgara Mohawk Power Corporstion
Northern Natural Gas Company
Ohlo Edison Company
Prince Consolidated Mining Company
Publio 8ervice Company of Indiana, Ino.
Richmond Corporation
Roysl Dutch Peiroleum Company
Gearle (3.0.) & Company
8inger Company
8outhern Calilornia Edison Company
Bouthern Reilway Company
8 %Rand Corporation

Ibb Corporation
8uperior Oll Company
Texas Instruments, Incorporated
Teans Union Corporation
Travelers Corporation
Virginla Eloctric and Power Company
Waestern Bancorporation ’
Waeyerhssusor Company
Woolworth (F.W.) Company
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HOLDINGS BETWEEN $2.5 AND $1 MILLION

~

Abboll Laboratories

At Products and Chemicals, Ino.
Akzong Incorporated

Allied Chemics! Corporation

Ametican Broadcasting Companies, Ino.

- Amarican Can Company

Amaorican 8moiling and Refining Company
Anhouser-Busch, incorporated
Arkansas Louisiana Gas

Armatrong Cork Company
Banksmarica Corporation

Bankers Trust New York Corporation
Beslrice Foods Company

Bethiehem 8teel Corporation

CPC international, Inc.

Canadian Pacific Limited
Carborundum Cornpany

Carrior Corporation

Central and 8outh West Corporation
Chemical New York Corporstion |
Chesebrough-Pond's incorporated
Christians Securitios
Clark Equipment Company
Consolidated Edison Company of New York, Inc.
Contingntal Corporation

Denver & Ephrala Telephone & Telegraph Company
Diebold, Inc.

First Chicago Corporalion

Firet Pennsylvania Corporation

Florida Power Corporation

Goneral Reinsurance

Qelty Oll Company

Giddings & Lowls, Ino.

Qrant (W.T.) Company

Healih-tex Incorporated

Howlell-Packard Company

international Basic Economy Corporation
international Flavors & Fragrances, Inc.

Knight Newspapers, Incorporaied

Linc¢oln Nationsi Corporation

Marcor, Incorporated

Matriotl Corporation

Maitin Marietia Corporation

McDonald's Corporation

Mercantile 8loros Company, Incorporated
Miudle South Utitinas, Incorporated
Morton-Norwich Products, ino.

Molorols, Incorporated

N industries, Ino.

Nalco Chamical Company

Nalional Aitlines Incorporsied

Northrop Corporution ., e
Northwust Airlines, Incorporated

Notlon 8imon, Incoipotated

Pacitic Gas and Eteciric Company
Panhandie Earlern Pipe Lino Company
PopsiCo, Incorpoinlod

Petkin-Cimer Corporation

«e Philip Mortis Incorporated

-

Pilisbiiry Company
Pinkerton's, Int. Clary B (non-voting)
Public Bervice Cieatric and Oos Company
Quakor Oats Company
Rark Organisat-on (Amorican Dopository Roceipts)
Richardaon-Muir ol incorporaled
Rich's, Incorpoia'ed
Roaciway Expross. Incorporated
Robint (A.H.) Cutnpany, Incorporated
gau’?: -Am;hum.énc.
1. is Papa: Commpany f
acmuo?ulndummw ine
8chiitz (Jos ) Brawing Co.
8eoll & Fetzer Comnany
Southorn Naturat Ga3 Company
Southorn Pacili Company
Sterhing Drug Incorpurated
Tennoco ing.
Timo Incorperui.d
Trico Producis Corpuration
UAL, Inc.
Upjohn Company
V. £. Corporatiun
Walgroen Comyh.iiy
Whirlpool Corpattin
Witco Chomical (. arporation
2Zenith Nadio Coporelion
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CoNTWENTAL WLINOS
A

Value

ou1) 8
Xerox Corp. $ 8,95 6.5%
Eastaman Kodak Co. 8,902 6.4
Int') Business Machines 8,040 5.8
Sears, Roebuck and Co. 8,004 5.8
McDonalds Corp 7,625 5.5
l“l‘ck & CO. 7!1” 3.2
Avon Products Inc. 8,470 .0
Minnesota Mining & Mfg. Co. 5,:{] 3.7
folaroid Corp. i, ] 3.7
Johnson & Johnson 33

el Total $.60,816 49.9%
) Total Securities w

®% . -

BEST COPY AVAILABLE
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Qi1 & Cas - (.3.6%)
100,000 Shrs. Coasta) States Gas Producing Co.
40,000 Enrs. Quaker State 0il Refining Co.
Hootography ( 9.08)
60,000 Shrs. Eastaan Kodak Co.
40,000 Shrs, Polaroid Corp.
Batlrosd ( 1.48)
70,000 Shrs. Illinois Central Industries, Ino.
Betail Trade { 6.3%)
32,000 shrs, Marcor, Inec.
69,000 Shrs. Sears, Roebuck and Co.
Iobacco (b, 7%)
g,ooo 8hra, Philip Morris, Inec.
»000 shrs. Reymolds Industries
Unolassified (14.64)
80,000 Shrs. AMF Inc.
100,000 Shras. Brunawick Corp.
70,700 Shrs. CB8 Corp.
»000 Shrs, Minnesota Mining & Mfg. Co.
35,000 shrs, Procter & Gamble Co.

Total Securities (97.1%)

Net Cash & Bquivalent zeogg

Accrued Income

Total Value (200%)

December 31, 1972 Unit Value

MARKET VALUE
$ 3,162,000 ¢
z,za_q,ooo

4 5,18,000

$ 8,902,200
D208, 600

$ 13,947,000

4 1,933,400

$ 8 92:30'3

$ 8,919,840

$ 3,547,500 ¢
~d1097,200 ¢
$ 6,644,700

[] 2.7 .ggg
3,503,484 ¢

5.13223 N

$ 20,737,784

$138,102,074
$ 3,962,800

. $1k2,299,552

measwn——
$337.95M27



(1.28)
50,000 8hrs. Monroe Auto Bquip.
- Cheatcal (2.2%)
50,000 Shrs. Nalco Chemical Co.
Bruge (20.7%)
29,000 Shrs, American Home Products Corp,
0,200 Shrs. American Hospital Supply
»000 8hrs, Avon Products Inc,
33,000 Shra. Johnson & Johnson
4000 Shrs, Merck & Co.
24,300 Shrs. Searle (0.D.) & Co.
»000 Shra, Warnerlambert Co.

‘ogﬂ_{gg & Electronic Equipment (7.5%)

50,000 Shrs. Hewlett-Packerd & Co.
20,000 Snrs. Honeywell, Inc,
75,000 ghrs Sperry Rand
Iinancial ( 4.4%)
$0,000 Shrs. Bank America Corp
50,000 Shrs. Firat Rational City Corp.
Iood ( 8.88)
200,000 Shrs. McDonalds Corp.
Ez,ooo 8hrs, Pepsico, Inc.
;000 Shrs. Quaker Oats
0ffice Equigment = (11.98)
20,000 Shrs, Int'l. Business Machines Corp.
60,000 Shrs. Xerox Corp.

76,28

87.12
45,00

MARKET VALUE
$ 1,643,500
¢ 301500000’-

bR

1567,500

7,329,600

z:%,m
&

$ 29,535,650
4,325 N

¢ zivso:%
000 4

$ 10,694,000

L) 3;'*00.888.*

$ 6,223,000

‘ 7. ’
\ i' 9:028.-2

$ 12,L74,200

Og, 1,000

$ 16,995,000
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Total Cldudeary Md\“ﬂ*
A Sloh, (ommm Tewk Cumd
A Quptiouakos Ve, Punsion Tounk

Decoinber 20,1672 PERCENT OF OUTHSTANDING SHAKES
1OTAL
MARKET SOLE  WHARED NO FIDUCIARY
VALUE  VOTING  VOTING  VOTING HOLDINOS
188UF (8 y1LL10N8) (96) (%) (%) (%)
1 International Business Machines
Corporation . . . . . .. $1,028 1.37% 09% 4% 2.20%
2 Xerox Corporation . . . . . . 668 3.96 12 1.57 565
3 Fastman Kodak Company . . . . 507 138 .08 87 212
4 AvonProducts,Ine. . . . . . . 404 3.72 .05 1.34 6.11
6 Meck&CoyIne. . . . . . .. 345 3.63 22 146 8.31
6 Thoe Cwa-Cola Company . . . . 338 2,78 08 99 3.82
17 Gencral Eleetric Company . 317 1.63 .08 ) 239
8 Gehoral Motors Corporation . . . 288 a3 .08 47 1.26
9  Sears, KocbuekandCo. . . . . . 259 K} 04 48 142
10  Phillipy Petroleum Company . . . 250 04 .01 746 1.50
11  Minnesota Mining and
Manufacturing Company . . . . 228 1.79 02 65 236
’ 12 8.8. Kresge Company . . . . . 223 2.64 04 1.22 3.89
13 J.C. Peuney Compuny,Ine. . . . 196 2.42 .05 1.35 3.82
14 Johnson & Jolnson Vo 101 1.96 01 65 2.61
15 Exxon Corporation . . . . ... 162 41 .01 35 82
16  Atlantic Richfield Comnpany . . . 165 3.36 o4 96 436
17 Caterpillar TractorCo, . . . . . 151 334 06 59 3.99
18~ Corning QlassWorks . . . . . 151 21 26 140 1.86
19 Bl Lilly and Company . . 150 1.99 04 18 216
20 Texas Instruments lneorpouud . 148 5.80 02 160 132
21  Ford Motor Company . 14 137 Neg. 41 118
22 MotorolaIne. . . . . . . .. 116  4.08 Neg. 1,63 6.61
23  HoneywellIne, . . . . 111 8.14 05 1.09 4.28
24  American Hospital Supply
Corporation . . . . . . . . . 107 3.72 .08 2,54 6.31
25  Fivst National City Corporation, . 102 0 0, 232 2.32
26 Schering-Plough Corporation 100 1.61 03 124 2.87
21  Hewlott-Puckard Company . . . 98 " 3.62 0 88 427
28 Texacolne, . . . . . . . .. 94 39 05 A48 92
29 International Telophone and
Telegraph Corporation . . . . . 87 1,01 04 48 153
30 QGenoral Telephone & Electronies
Corporation . . . . . . . . . 80 173 04 .53 231
81 Emerson EleetrieCo. . . . . . 10 339  Neg. 24 8.62
82  Amcrican Homo Products
Corporation . . . . . . . 3 59 05 52 117
33 Westinghouse !-.lectric
Corporation . + . . . . .« . . 12 32 01 167 190 .
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PERCENT OF OUTATANDING RILARES

A LA L

101AL
MARKEY 80LE  SIARED NO PIDUCIARY
- VALUE  VOTINO  VOTING  VOTINO JIOLDINGA
1ssur: ($ MILLIONR) (%) (%) (%) (%)
34 MecDonald Corporation . . . . $69 -1.46% 08%  .83% 233%
85 Whirlpool Corporation . . . . . 66 331 01 14 5.00
30 The Bendix Corporation . . . . 66 .01 01 1097 1099
37 E.I dulPont de Nemours &
Company . . . . . . . e 62 18 10 47 T4
38 Walt Disney Productions . . . . 60 0 01 21 81
30  Virginia Bleetric und Power !
Company . . . . . . . ... b8 3.63 01 1.05 6.65
40 TRWIne. . . . . .. 57 634  Neg. 28 6.62
41  Federated Department S(oru, Ine. . 85 191 08 29 2.26
42 The Travelers Corporation . . . 53 2.1 04 22 3.03
43 "American Express Company . . . 52 1.06 .03 85 164
44 Tho Louisiana Land and ’
Fxploration Company . . . 51 238 04 83 3.24
46 J.P. Morgan & Co. lncorpomted .49 161 10 .86 2.67
46  The Southern Company . . . . 49 263 02 18 343
47  Boaster Laboratories, Ine. . . . . 48 2.42 01 58 301
48 fTextronIne, . . . . . . - +7 3.51 02 132 4.80
49 Colgate. PnlmolhoCompnny . 46 - .0 01 2.32 234
50 MarcorIne, . . . . . S 46 5.39 02 32 6.74
61 Armstrong Cork Company . . . . 44 4.54 02 R 5.16
52  Philip Morris Incorporated . . . 43 113 Neg. 21 140 .
83  The Procter & Gamblo Company . 42 32 05 09 46
84 Middie South Utilities, Ine. . . . 42 3.03 .03 81 3.80
65 The Perkin-Elmer Corporation . . 40 482 18 1,60 6.80
66 Continental Telephone
Corporation . . . . . . C 40 3.65 .06 1.21 4.92
67 Mobil Oil Corporation . . . . . 39 23 04 24 51
88 Flovida Power & Light Company . 38 1.88 .38 a2 2.96
89 Southcrn Californis Edison
Company . . . . . . 38 233 02 a9 313
60 Tl:eRankOrganhatlonlelted ) 38 1.70 02 42 2.14
61  Associated Dry Goods
Corporation . . . . . . . . . 87 4.85 Neg. 38 8.23
62 FMCCorporation. . . . . . . 37 87 Neg. 144 6.16
63 MGIC Investment Corporation . . 36 123 08 48 179
64 Pennzoil Compamy . . . . . . 35 5,15 0 37 6.12
65 American Telephone and
Telegruph Company . . . 35 .06 0 .08 A2
66  Standard Olt Compuny (Indlunn) 35 21 03 .33 57
80
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PER

CEN?T OF OUTSTANDING SIIARES

107iL
MARKET SOLE  SHARED NO PIDUCIARY
VALUE  VOTING  VOTING  VOTINO HOLDINGS
188U {8 MrLLIONS) (%) (%) (%) (%)
87 Colonial Penn Group, Ine, . . . . 436 2.62% 0% 81% 343%
68 AMP Incorporated . . . . . . 35 175 0 46 2.20
69  Texas Utilitics Company .. 34 142 28 18 1.88
70 Moore Corpovation Limited . . . 34 1.95 03 14 2.12
71  Carolina l'ower & Light Company . 33 4.07 08 137 5.49
72 United Telecommunications, Ine. 33 3.39 .01 92 432
73  Union Oil Cotnpany of California . 32 2,49 Neg. 31 2.86
74 Sony Corporntion . . . . . . . ‘32 82 .01 17 1.00
75  Qeneral Mills, Ine. . 32 84 .01 1.63 2.31
76  Covvier Corporation . . . . . . 81 4.01 03 .56 4.69
71 The Hobart Munufacturing
Company . . . . . . . . . . 29 .0 0 7.08 1.08
18 DPoluroid Corporation . . . . . 27 20 02 35 65
79 The Chubb Corporation. . . . . 27 55 0 3.22 3.1
80 Zenith Rudio Corporation . . . . 25 187 03 54 2.43
81 Dabst Brewing Company . . . . 25 344 01 .01 3.46
82  Marriott Corporation . . . . . 24 1.84 01 ad 2.20
83  First Bank System, Ine, A 24 2,23 A4 36 273
84 Squibb Corporation . . . . . . 24 67 02 32 1.02
85 TheClorox Company . . . . . 23 158 0 .86 2.44
86  The Nutional Cush Register
Company - . - . . . . . . 2 22 M 102 330
87 Doubletuy & Company, Ine. . . . 23 182 0 2849 8032
88 Dow Jones& Company, Ine. . . . 23 1.83 .55 1,06 343
80  Prentice-Hall,Ine. . . . . . . 23 117 Neg. 561.  6.60
'90  Bristol-Myers Company . . . . 22 46 .08 .60 104
91 Masco Covporation . . . . . . 22 2,10 03 .88 3.62
92  Houston Lighting & Power 22 1.66 .03 .51 2.09
Company . . . . . . . . ..
93 Commonwealth Idison Company . 21 .68 04 51 1.23
94 Kaufinun and Broad, Ine, . . . . 21 1156 0t 1.79 2.98
95 Standard Oil Company of 20" 13 02 16 30
Californla . . . . . . ...
96  Chesebrough-Pond's Ine, . 20 1.28 Neg. 60 1.86
97 The Upjohn Company . . . . . 19 .85 02 46 1,03
98  Allegheny Power System, Ine. 19 2.91 03 26 320
99 Consumers Power Company . . . 19 44 .03 2,05 2,52
100  Trunsumerica Covporation . . . . 19 1.05 .01 55 161

Neg.=less lha»‘.m ',{,

Suiree for

31

lard § Poor's Corp

tion Year-End 1972 Stock Guide
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HOLDINGS IN A STOCK COMMON TRUST FUND

December 20,1072
. arour %
SHARRS : OF TOTAL
oR MARKET MARKET
UNITS __ISSUR VALUE _ VALUE
' TECHNOLOGY
29,165 JInternational BuslneualachlneoCorporation .. $11,724,330
69,025 Xerox Corporation . . . Coe e e e . 8,809,031
81,110 Xostman Kodak Company. . . . . . . . . . 4,615,946
31,600 AMPIncorporated . . . . . . . . . . . . 404,800
45,052 Merck & Co., Ine. . . CIEET IR e 4,015,260
20,678 Motorola Ine. . . . . She e e e . 3,811,020

40,200 ElLlllyandCompany . . . . . . . . . . ., 8200025
68,000 The Perkin-Elmer Corporation . . . . . . . . 2218500

25,600 Ilewlett-Packard Company . . . . . . . . . 2,205,760
25,302 Minnesota Mining and Mnnut‘acturlng Company . _ 2,166,484
TOTAL TECHNOLOGY 346,965 30%
CONSUMER AND S8ERVICES
40,066 AvonProducets,Ine, . . . . . . . . . . . . 8§ 5470,026
58,478 Qeneral Motors Corporation . . . . . . e 4,744,028
40,000 Philip Movris Incorporated . . . . . . e - 4,730,000
34,600 Johnson & Johnson . ... . . . . . . . . . 4515300
73,700 Fivst Bank System, Ine. . . . . . . . . . . 4422,000
24,624 Tho Coca-ColaCompany . . . . . . . . . . 30641814
66,500 Zenith Radio Corporation . . . . . . . . . . 8624260
120,000 BeatriceFoodsCo. . . . . . . . . . . . . 3330000
37,600 Pabst Brewing Company . . . . . . . . . . 2812500
76,000 Whirlpool Corporation . . . . . . . . . . . 2,718,760
21,600 AmeﬂeanllomeProducuCorporauon .oa .. 2,635,200
65,000 The Travelers Cérporation . . . . . . . .. 2,626,875
28,500 Chesebrough-Pond's,Ine, . . . . . . . . . . 250087
20,500 The Procter & Qamble Company. . . . . . ., . 2285750
8,000 Walt Disney Productions . . . . . . . . . . © 2,107,018
20,000 J.PMorgan& Co. Incorporated . . . . ., . . 2,100,000
100083 Pemylvan‘i!:oLﬂe Company . . . . .+ v . . . 912,5%
26,200 Dayton-Hudson Corporation . . . . . . . C 694,300 _
TOTAL CONSUMER AND SERVICES  $55,780,243  85%
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oroUP %
SHARDS OF TOTAL
oR MARKET MARKET
UNITS _ ISSUE YALUE __ VALUE
BASIO INDUSTRIES
60,862 Qeneral Blectric Company .......... eieee. § 4,438,318
650,000 Exxon Corporation . . . . . . . . . . ,376,
68,000 Caterpillar TractorCo. . . . . . . . . ,857,
60,000 Mobil Ol Corporation . . . . . . . . . . . 8700000
71,300 Armstrong Cork Company Ve e e e 2,650,900
100,500 FMC Corporation. . . . . . . . . . . . . 20261250
22,200 Emerson Eleetrie Co, . .- . . . ..2,026,750
wm.mnomnumm $23,205,218 ~ 16%
UTILITIES
108,200 Southern California Edison Company . . . . . $ 2,047,050
100,000 Middle South Utilitles,Ine. . . . . . . . . . 2,675,000
60,000 American Telephone and 'IbleguphCompany .. 2,637,800
86,144 -General Telephone & Electronies Corporation . . . 2,695,088
70,000 Oklahoma Gas and Blectric Company . . . . . 1,985,000
61,668 Northern Indiana Public Service Company. . . . 1,603,072
50,000 Continental Telephone Corporation . . . . . . 1,287,500
roraL utwites  $15,730,210 ~ 10%
COLLECTIVE FUNDS
29,280 Supplementary Common Stock Fund . . . . . $12,831,888
737 Speclal Equity Fund . . . . . . .. ., . 825,518

TOTAL eou.:cﬂv: runps $13,657,406 9%
Cash and Short Term Investments . . . . . . ._§ 2.330,54

___..ﬁ
TOTAL PORTFOLIO gxs‘l,ess'ee ﬁ
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HOLDINGS IN A REPRESENTATIVE PENSION TRUST

December 29, 1972
PERCENT
OF TOTAL
MARKET MARKET
CATROORY VALUE _ VALUE

Cash, Short Term Investments and Other $ 668951 1.6%
43

Oorporate Bonds . . . . e e 1,811,431 %
ForcignBonds . . . . . . . . . e 65890 0.8
Mortgages . . . . . . . 440w 626,480 18
RealEstate . . . . . . . ... ... 1,176,282 28

Common Stocks . . . , . . e e 7,722,850 89.0

.8
7OTAL PORTFOLIO ” 370,81 m

' COMMON 8TOCK HOLDINGS

onour %

SHARES OF TOTAL

ok MARKET MARKET

UNITS _ 18SUE VALUE _YALUE

TECHNOLOGY

8,360 International Busincss Machines Corporation . . $ 3,360,720
17,000 Xerox Corporation . . . . . . . . . . . . 20537250
12,600 LEastman Kodak Company . . . . . . . . . 1,869,626
15,000 Merck & Co., Ine, . . . Coo s e e e . 1,336,818
16,000 Ilewlett. Paekurd Compnny Coa e e . 1,207,600
8,000 Motorolalne. . . . . . . . . PP . 1,047,000
10,000 Minnesota Mining and Manufacturing Company . 856,260
6,000 Honeywell Ine. . . . PN 828,000
4,000 721,500

Texas Instruments chorpomed e e e
TOTAL TECHNOLOOY $13,860,620  871%
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arour %
SHARES oF T0TAL
OR ) MARKET MARKET
UNITS _ ISSUE VALUE _ VALUE
CONSUMER AND SERVICES
12,000 Avon Produets,Ine. . . . . . . . . e . $1,641,000
10,000 The Coca-Cola Company . . . . . . . . . . 1485000
20,000 Zenith Radio Corpovation . . . . . e e . 1,090,000
9,000 Scars, RocbuckandCo. . . . . . . .+ . . . . 1,044,000
11,500 J.C, Penney Company,Ine. . . . . e 1039312
12,000 Ford Motor Company . . . . . . « « . . . 058,500
7000 Johnson & Johnson . . . . . . . . . . . . 913,600
17,600 American Hospital Supply Corporatlon e 851,500
256,000 Matsushita Electric Industrial Co., Ltd. ADR - 828,126
8,600 QGencral Motors Corpovation . . . . . . P 689,563
10,000 American ExpressCompany . . . . . . . . . 648,750
15,400 Marriott Corporation . . . . . . . . . . . 562,100
16,722 Continental Mortgage Investors . . 215206 _
TOTAL CONSUMER AND mw:cm $11,060,6486 ~ 32%
BABIC INDUSTRIES
10,000 Atlantic Richficld Company . . . . . . . . . ¢ 1777600
11,000 Caterpillar TractorCo, . . . . . . + .« . . . 131,500
8,000 Exxon Corporation . . . . . . . . . PN 700,000
0,600 QGencral Eleetric Company . . . . 692,312
mu.amc moumms $ 2,901,312 1%
UTILITIES
35,000 Southern California Edison Company . . . . . ¢ 971,250
12,000 American Telephone and Telegraph Company . . 633,000
22,000 Virginia Electric and Power Company . . . . . 492,250
10,000 Texas Utilities Company . . . . . e e e 340,000
15,000 United Telecommunications,Ine. . . . . . . . 333,750
8,000 Florida Power & Light Company . . . . . . . 315,000
6,000 Houston Lighting & Power Company . . . 306,750
m.u.mu.n- ¢ 3,392,000 9%
OOLLECTIVE PUNDS
11,735 Supplementary Common Stock Fund . . . . . $ 5,142,926
408 Speclal EquityFund . . . . . . . . ... 456,346

TOTAL COLLECTIVE FUNDS  § 6600272  15%

TOTAL COMBMON STOCKS g7!722.850 looza
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[ H. Jonas
Chairman and Chist Executive Officer
Qeneral Electric Compeny

The pubtic opinon polls €l us that
people  way cespecially  the  better
cduvaled soung. and peaple of higher
Income “are looking mure and more (©
business (o tuke 4 position of leadership
in alleviating avial problems,

This was indicated by o recent Hurris
Poll which showed. tor example, that 92%
of the people think business should pro.
side Jeadenhip in clesning up the envi.
ronment, High expectations ulso were
shown in the poll for fourteen other
swlneconontic problem ureds.

Huouever, these high expectations were
not soived because people think business
had done u good jub on these problems,
Only 0% of those polled had "y great
deal of confidence” in corporate execu-
tives. Rather, it Is because, us Hurris
concluded. business is believed to huve
the puwer to gel such things done.

The Quastion Of Resources

1tis these lust seve s vords—"the power to
get such things dor"~that | want to
divcuss with ,ou tonight. For at this
particuldr guncture in time, | think we
must seriously questicn whether or not
husiness will huve the resources, especiat.
ly the invested carstal. successtully 1o
confront the swial and economiv chal.
lenges which our society legitimutely ex.
pects it to tackle.

It has been estimated, for exumple, that
environmentsl protection outlays alone
over the next decade will require about
7% of the total capital investments of
business,

“Of consider the nation’s energy
requirements. Recent studies we have

EXHIBIT 02

219

The Challenge
of Capital Attraction

made indicate thut the cumulative capital
needs of the electric utilities alone in this
country between now and the year 2000
will approach one trillion. two hundred
billion dollars. And that's in 1973
dollars.
The question that ly

me is whether the private sector will be
uble 10 utiruct the necessary funds to
meet such demunds, let ulone provide the
economic growth to fulfill the materiul
expeciations of the people.

Uneasy Slock Market
Inssmuch us most of the broud stock
market indices hit all-time highs less thun

shot up nearly 30%. Moreover, the uggre-
gate price-earnings multiple of these
other 407 stocks was only in the 9 to 108
runge at the high.

It's not surprising that with most indus-
trial equities selling ut their lowest P-E's
in ulmost twenty yeurs, many companies
are buying buck their own stock, And of
course, the fuct thut this cun help increuse
eurnings per share- u syndrome (o which
1"l return later~probubly contributes to
the trend. It s all too upparent that the
current stock markets are characterized
by 4 fundumental uneasiness, But even i
we reflect back on the more ehullient
markets of a few weeks ugo, the greut
dispurities in ions cuuse vonvemn

three months ugo, we might conclude that
the mythicul uverage invesior would
probubly unswer “Yes" to such u
question, However, if we were to dissect
one of the broud-bused Indices—let's use
the Stundurd und Poors 428 Industriule
~we'd find the following:

© Just eighteen companies, such as 1BM,
Xerox. und Eustmun Koduk, with 4 com.
posite price-eurnings rutio of 47 und an
after-tan relurn on invested cupitul of
18%. uccounted for an increase equul to
all the growth in the S&P Industriu)
index during the lust seven yeurs. Put u
lictle differently. the market value of all
of the Stundurd und Poors 428 increased
by ubout $111 billion beiween 1963 and
the end of 1972, but only I8 companies
accounted for ull of thut increase.

® This means that. tuken together, the
composite stock market valuution of the
other 407 compunies in the index husn't
incressed 4 dime during thut sume

- \pmod. while the consumer price index

ubout the ability of the busic industrial
backbone of our economy to uttruct the
tisk cupitul needed to continue the econ-
omy's growth,

Profit Margine: Downtrend

For more thun two decudes now the
profit murgins of corporations have been
in @ long-term downirend.

Covernment statistics indicate that
buck in the eurly 1950 non-tinanciat
corporations eurned in the runge of 23
percent before tuxes on total capital. Ten
years ugo this ratio had dropped to ubout
18 percent, und in 1970 it was duwn (o 13
percent. But this disurbing trend does
not reflect the inflation of the past
decude. In o more reveuling context, it is
interesting 10 look at a fittle-used indes of
the Depariment of Commence which re.
custs hooked depreciation for the higher
cost thut would huve heen incurred for
replucing womn-out equipment. These ad.
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justed statistics show u pre-tax return on
total capita dropping from the 20 percent
range in the early 1950's to 12 percent ten
years ago, and 1o less than 9 pervent in
19,

To pul this inte more specific terms.
let's Jook aguin at the 428 S&P lndus-
trials. Here, as an unfrocked bookkeeper.
| hope you'll let me indulge in the
heinous and grievous sin of calculating
percentuges on percentuges. After tux
margin ratios dropped by over 15% in the
decude ended in 1971, And i we were to
meusure this decrease from 1968 only.
when the onslaught of inflation reully
accelerated, the drop in margin ratios
would be over 20%. Even us great o year
us 1972 seems to have been. it uppeurs
that only ubout $ percentage points of
that 20 point decline were probably
recovered.

But of even greater significance, the
after tux teturns on long-term debt und
stockholders’ equity for these sume 425
industrials also deteriotuted by some |5%
in the ‘62 10 ‘71 decade. And in the lust
half of the period, this segment of Amerl-
ca's strongest corporations wus uble to
achieve an after 1x incremental return of
less thun 3% on some $130 billion which
wus udded o cupitul during those years.
In retrospect. many a company didn't
even earn the cquivalent of interest

- charges on newly udded funds.

There's no need tonight for me (0
conjecture aboul all the reusons why costs
have been far outrunning revenues:
however, one influence hus been so per-
vusive-und will continue to be so for the
foreseeable future-that it deserves some
mention. I'm speaking, of course, of in.
Nution.

Inflation Squeezes Margins

Especiully during the lust seven years or
so, demand-pull inMation in the services
sectors, both priv.ue und government.
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squeeze on munufacturers’ marging.

In & much needed uttempt to improve
productivity, to offset rising labor und
materiul costs, und to protect hurd-won
market posstions, manulacturers invested

uguinst inflation cun also be expecied to
keep fong-term interedt rates well above
their historical levels,

So, now we have the basic dimensions
of our concern about whether the indus.

heavily in plant und equip Here  yria) buckbone of our is urmed
also inflation drove up the costs of new  ydequately 0 confront either the sodul or
plants while frenetic cost reduction uc:  (he problems it is d 1o

tivity tended to obsolete process techno-
logy faster than ever before. The invest-
ment in gross plant of the S&P Indus.
triats, for example. more thun doubled
during the decade ended in '71,

To finance this vast growth in plant. us
well as to provide needed working cupi.
tal, manufscturers had to atiracl more
invested funds. The way they did it.
however, exacerbated even further the
compression of profil murgins. The vol.
ume of long-term debt issues virually
exploded while interest rates surged 1o
their highest levels in a hundred years.
Our S&P 425 Industrials trebled their
long-term deht causing their combined
debt/equity ratio to rise from 28% at the
beginning of the decude to*¥1% by the
end of 197). Although the duta uren't
readily availuhle, we can probably us.
sume that short-term borrowings ulso
took off, because the current rutio for the
industriuls deteriorated steadily through-
out the period from 2.5t0 1.8.

With ull dué respect for the leveruge
principle, I'm sure that the camnings per
share syndrome also contributed heavily
to the desire of muny managements (o
shun equity financing. But for whutever
reuson, the debt string wus pretty well run
out wuhom benefit of u solution (o the

d blem of declining profita.
bnlny-u pfoblem thut, fcom all indica.
tions. threatens to become structural.

Most economists expect inflation over
the next decude 1o continue at rates well
above U.S, historical stundurds, perhups
in the runge of ubout 4% unnually. More
IMI\ nnythlg else. the shift to a ub

where prod y has been ch

cully low hus led to runaway prices and
soaring tuxes. After all. what are the
economies of scale for lawyers. firemen.
of siing quuriets?

Folded buck into the cost of living. und
through collective bargaining labor con-
tracts into  munufacturens’ costs. this
demund-pull inflation in services and
& 1 was (runslated into

t-push infl in the {

my is
While the c.ckulalon Is ;omplu it
has been demonstrated that about 76%
of our intlation from 1960 to 197}
was due to inilation in the cost of prie
vate und public servives.

And the continuing shill to services is
expected by 1988 to result in services
employment three times that of manufac.
turing. contrusted with the two-to-one

mlor The end result wav o clussic

lationship thut existed in 1960. More-
over. the need for investors 1o hedge

overcome, Already having incressed their
debt significantly, can our indusirial
8¢ tuke the calculuted risks
necessury (0 enhunce productivity for
services as well us for manufucturing with
inflation pressing downward on profity.
bility und upward on interest rutes?
Could it be thut for 100 long we have
d Ives only with inequali
ties of consumption in the expansion of
our industrial buse? Have we rewched
the point thut investment returns in our
manufuciuring establishthent cust serious
doubl upon future exployment upportu.
nities and the ubility to compete 41 the
world market fevel? | don't believe we
Cun pass # judgment-yel; however. the
evidence is strong enough 1o justify
sense of regency ubout the needed uce
tions that ure so fumiliar to ull of us:

Nosded Actions
® Pirst, raising the productivity of our
privete and public service sectors, We
simply cannot compete effectively in a
world market with one of the slowest
rates of productivily growth of any of the
mujor indumiul nullom
(B (]
policies Ihu\ wil be consistent with the
needs to encourage risk investment. This
may be contrury to & popular theme of
the times which is clouded in the thetoric
of “loop-holes,” yet our present tus struc.
ture has a vigorous bidg sgainst private
suving und cupital attrattion, And, any
steps thut will mitigate this bias will, in
the final unalysis, be to the mutual long.
term benefit of all elements of our
society.
. Thirdly. scrutinizing il of our
ing public expendi in
terms of efficiency aud the op(lmum
of g that
the good society must invest “some of its
bounty in programs thut consiructively
telieve social problems, we must, never.
theless, achieve # balance of programs
i with the ilable to
us.

EXHIBIT 63
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Crodibliity In Pinanciel Reporiing
Taken together these efforts can go a long
way towards helping to bridge the chusm
lying beiween the Ametican people's
high expectations of business und their
low evaluation of what they believe the
accomplishments of business o be. |
believe we can build such a bridge. The
very reason why we are assembled here
tonight~to luunch the Finuncial Ac.
counting Standards Board-is an indica.
tion of our willingness 10 wckle the
assignment. For improving the credibility
of financiul reporting is virtuully u sine
qua non for effectively communicating
with the public. Such credibility would
certainly help to attract our capital
resources 1o their most productive econo-
mic and sociul uses,

For instanve. 1 have been deeply con.
cerned with the tendency we huve seen
for some lime now o overemphasize
sngle elements of financial performance.
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admit thut something like a crisis of A Challenge To Mensgement
fidenge in finuncisl bas  Whut musi we then do?
been abroad in the tund of lute. We must recognize that the new Board
For instance- will not be u cureall for every ailment.
@ Although | am opposed to totul “uni-  We must recognize that with its flrsr
formity™ in ing~becuuse u "cook-  decision the new Board is going 1o gore

book™ upproach to rule. ~making inevitab.
ly winds up with an unimaginative and
bland stew~! do sympathize with the
investor who cun't understand why two
transactions having identicul circum.
stances aren’t bookkept the same way.

® The so<called “Chinese money"™ gumes
of the 1960's were un intelleciuat delight

somebody’s ox-und thar will be the time
for us to pull together-not 1o splinter
spart,

Let's not lose sight of the public and
professional momentum that hus brought
us this fur; and ley's not forget that if we
falter, government stands ready (o do for
us whu we can't do for ourselves.

hiving ull the uppeal of medieval theo.
logy in some of their subtleties. but ut
what cost to many individuals and to
sociely us & whole? | suppose some of the
principal beneficiuries ure those who
write books ubout them or use them for
doctoral dissertations' One cun't help
wondering. though, how much ol the
recent investor apathy toward the vast

Blind worship ut the shrines of
per share™ und “prive-earnings mulnplc
has led us to forget ather importunt busic
messurements  like  “return  on  in.
vesiment” und even “net to sale”
Muchinations to improve earnings per
share, while ignoring the effect of in.
creased invesiment., huve been u greut
distervice 1 all of us. As u matter of fuct,
with the hypodermic efects we had in the
late 60's on “EPS.” | wonder just how
good-ur bud -our towl economic statis.
tes on profit margins really ure!

A Crisls Of Contidence

it Is not my intention. however, (o
aversemphasize the well-aired problems
of the uccuunting world of the pust few
years. But, in all honesty. we do have to

y of ind | equities can be
traced in Part to un ever-increasng lavk
of confidence in reported opersting
results.
® Or. on the procedural side of things.
100 much invesior unceriainly has resul-
ted from lengthy deluys in resolving ap-
parent or resl accounting principle
problems.

Al of-these criticisms cun't be luid at
the doorstep of any single group. But
frankly. the buck hus to stop with corpo.
fate munugement. And on this pomnt. |
am sure that t don't have to emphusize 1o

my iutes in generul
that this new venture 18 espmn"y impor.
tunt Lo us, not just to the uccountants: for
we share with them the responsititity for
using realistic und workable ground rules
for financual reporting.

has the obligation,
through eumple und influence, (o be
sure that finapgial statements of the firms
whose stewardship is entruited 1o them
are understandable, complete, unim.
paired und sound In short. they must
have integnty written betwecn Jll the
hines.

As u recent Wall Streer Juurnul edito.
tial pointed out, “No smoumt of institu-
uonal sirengthening will do the job
unless the corporate community general-
ly recognizes the importance of repotts *
Furthermore. says the Journul = .. . the
fate of the FASB witl not only tell us
what kind of uccounung we will have -
but by meusuring whether the business
community cun force itsell to take the
long view ~ulso tells us more than a hitle
about how well that community cun meet
many of the other challenges 1t fuces ™

Clearly the personal tesdenhip of alt
of us hus been placed solidly on the line:
for there's no escaping the fact that thisis
one allimportant job thut business does
have the power to get done-and done
right.
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(Exmsir H)
[From Fortune Magazine, July 1978)

ExcerprT FROM ARTICLE ENTITLED “How THE TERRIBLE Two-TIERED MARKEY
CamE To WaLL STREET"

In any case, the changed circumstances of the funds are a major fact to be
reckoned with in the stock market. As recently as 1969, the funds, more often
than not playing the role of “‘anxious buyers,”’ put $2.5 hillion into stocks, Forced
to meet redemptions, they turned into “‘anxious sellers’” last year and took $1.9
billion out of the market. That meant a swing of $4.4 billion, and the negative
impact on the market is difficult to overestimate. This year the swing may be
extended still further. In the first quarter the funds were siphoning money from
the market at an annual rate of $2.9 billion, )

These pieces of gloom relate, of course, to the whole universe of mutual funds,
and it should be realized that some funds—those relatively few with good records
to talk about—have been taking in large chunks of money this year. And into
what kind of stocks was this mone beins put? Growth stocks malnly, with
high p-e ratios mainly—in other words, all of those inhabitants or near neighbors
of the upper tier. Meanwhile, the funds hit with the biggest redemptions were
those that have put their raitf\ in the lower tier and have little but weak records
to show for it. As these funds sold off stocks this spring to ralse cash, the lower
tier got pushed still lower. .

ROOMING WITH DAVY JONES

While all this was going on, certain institutions that are rather like rich relatives
of the mutual funds—the life-insurance and casualty-insurance com})anles, state
and local governmenb pension funds, and the biggest stock buyers of all, private
noninsured pension funds (normally called ‘‘corporate’” pension funds)—were
acoumulating mone%' as they always do and were stoutheartedly funneling hu&g
amounts of it into stocks, Thelr buying in the first quarter, in fact, was at & qu
high annual rate of $14.5 billion (the record is $18.2 billion, set in 1971), about
half of that flowing from the corporate pension funds,

But seemlnglf these buyers were doing almost nothing to support the lower tier,
That point is difficult to prove with precision, since these institutions are not re«

uired to report publicly the details of their quarterly purchases and sales.

ORTUNE, however, in a good many interviews with institutional buyers this
spring, could find very few who were going into lower-tler stocks, or who even
seemed to be thlnklng hard about doing so. And the market itself, of course,
counts as evidence; had anyone been giving the lower tier much support, its stocks
would not now be rooming with Davy Jones,

It is clear that these institutions do not see in the lower tier those same “choice
fnvestment opportunities” that Jim Needham does. Yet ForTunE's study of
price-earnings ratios shows clearly that a whole army of stocks are at levels that in
the postwar period have come to be considered ‘“‘cheap.” Furthermore, if one
focuses on companies rather than stocks, a good case can be made that there are
excellent values around.

All sorts of companies, in cyclical industries mainly, that could recently be
bought at book value (or lower) have for at leadt several years averaged a return
on book value of, say, 11 percent or better, and have reasonable expectations of
maintaining (or improvinﬁ) that return, An investor who buys into such a com-
pany at no more than book can also figure to earn 11 percent (or better) on his in.
vestment, both on the money with which he originally buys a piece of the action
and also on every dollar of his earnings that the company retains and puts back to
work in the company.

IGNORING AN 11 PERCENT PROPOSBITION

If such a company pays a 6 percent dividend (which might be the case in today’s
market), the reinvested earnings will produce an average, though not necessarily
steady, earnings growth of 5 percent and a corresponding growth in book value.
This growth may or may not be recognized simultaneously in the stock market.
In any case, the investor owns a property whose underlying value i8 gaining at an
average rate of 5 percent a year and that gain, combined with the 6 percent divi-
dend, produces the 11 percent total return, The list of companies that look able to.
deliver 11 percent would run pretty long today. To name just a few of them:

. Brown _Group, Colonial Stores, Goodyear, W.T. Grant, Grey Advertising, Indian
Head, Kentuoi&y Utllities, Marine Midland Banks, Munsingwear, Phelps Dodge.
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An 11 percent return is a meaningful standard for several reasons. It exceeds
bond interest rates by a margin that many investors would consider ‘‘comfortable.’’
It is considerably above the 9.5 percent or so that investors, as a whole, have his-
torically found it possible to earn on stocks. Most significantly, perhaps, it exceeds
by quite a lot the annual rate of return that large institutions have shown them-
selyes able to earn on stocks, on the average, over the last ten years,

The average for the 300 large pension funds whose performance is monitored
by-the brokerage firm of A.G. Becker has been 9.5 percent (and for the last five
wars only 7 percent). The average for the equity mutual funds followed by

fesenberger was 9.2 percent for ten years (and only 4.8 percent over the last
filve years). Moreover, most institutions today, having been sobered by those
performance numbers and also battered by a couple of post-1968 bear markets,
are very restrained about their expectations for returns in the future. Foew seem
confident these days of doing better than 10 percent,.

Yet the interest of these institutions in that 11 Kercem proposition appears
almost nonexistent. Their attention, instead, is on the companies whose returns
on capital ure considerably higher—say, 14 percent and up~~and whose earnings
growth is considerably less subject to oyclical bumps and potentially much faster—
perhaps 10 percent or more. These are the “‘good businesses’ of the world, and
could all stocks be bought at the same multiple of earnings, these are the ones
that everyone would want to own., But the prices of these stocks have been
affected relatively little by the bear market that has ravaged the rest of the list
and they can be had only at upper-tier prices, The question then becomes: is {
rational for the institutions to stay with these expensive stocks when so many
others can be bought at greatly reduced prices?

(Exhibit I)
Epitoriar COMMENTARY
TEXAS GULF REVISITED—A S§ET OF GROUND RULES I8 INDEED ‘‘SORELY NEEDED"
“Some disasters strike suddenly and murderously: the flood which roared down

" the Conemaugh Valley to engulf Johnstown, I’a.fl or the two million tons of rain-

soaked coal waste which collapsed upon the small Welsh mining town of Aberfan’
Others take a little longer to sink in. In and around Broad and Wall, as a ¢onse-~
quence, the ruling cited above (by the U.S. Court of Appeals for the Second Cirouit
in the case of the Securities and Exchange Commission plaintiﬂ-ap%llnnt, veérsus
Texas, Gulf Sulphur Co., Charles F. Fogarty, Richard D. Mollison, Walter Holyk,
Kenneth H. Darke, Francis G. Coates, Claude O. Stephens John A, Murray,
Earl L, Huntington and Harold B, Kline, defendants-appelleess has slight effect to
date. On the New York Stock Exchange on Thursdaly, TG common closed off
little more than a peint . . . It promptly made up the loss on Friday. With some
noteworthy dissent, chiefly from other mining companies, & Dow-Jones midweek
news round-up found relatively little concern among corporate executives queried;
the case, one observed, ‘will do no more to us than to confirm our Xrevious polioy o

care and scrupulousness in the dissemination of information.’ A security analyst
wa? quoted asksaying,:,‘We don’t live on tips. I don't think it's really going to hurt
us in our work. . . .

*-- * * * » * *

Four years almost to the day have passed since these words first appeared in
Print (Barron's, Aug. 19, 1968), and nobody is pushing the panic button. Yet far
rom changing for the better, matters in some respects have gone from bad to
worse, Having been found guilty of violating the federal securitiés laws wh{ch
overn trading by corporate insiders and ban ‘‘manipulative and deceptive
ovices”, Texas Gulf Sulphur Co. and it8 key executives persisted in geeking to
clear their names, a long (;:md costly) procedure which ended only lagt December,
when the U.S, Supreme Court unaccountably refuged their petition for a hearing.
As & consequence, by court order, the vice president and general counsel has
surrendered a stock option gmntecf him in 1964 on 4,300 pre-split shares, Three
other defendants have been compelled to forfeit the difference between what they

paid for their stock and the “mean average price’ of 40% on April 17, 1964, sums

ranfln from $2,301 to $35,663 (plus interest at 6% since the time of purchase),
while the field geologist must repay not only $41(793 on his own account but also

$48,405 representing profits made by others (so-called tippees) on his direct

‘retommendation. In eettling various private lawsuits, Texas Gulf Sulphdr has
- agreed to reimburse plaintiffs

(all of whom claimed that they were gulled into
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selling their stock by a deceptive press release) to the extent of $2.7 million. And
a few months ago the company quietly dropped the “‘Sulphur”,
Others also have been getting a whiff of fire and brimstone. Since mid-August,
1968, the SEC, alleging similar violations of the seourities laws, has filed com-
laints against executives of Manor Nursing Centers, Harvey's Stores, IT & T and
um'’s, not to mention a elutch of mutual funds, underwriters and money mana-
ets, In the process, to the mounting uneasiness of the financial community, the
efinition of ‘‘insider” has expanded to include anyone and everyone—lawyers,
accountants, security analysts, newspapermen, printers, clerk typists, ordinary
investors—who somehow come into possession of information not generall
known and “material,”’ an elastic concept which, as SEC Chairman Willlam J.
Casoy told the American Bar Ass'n last week, may be taken to mean anything
from prior knowledge that ‘‘a highly regarded analyst with a large following is
about to chan;;e his opinion on a particular issue’, to advance word on the forth-
coming-sale of a big block of stock. As official strictures begin to take hold and
bite, finally, the impaoct of news on the market has grown alarmingly pronounced.
Suspensions of trading for days at a time, relatively rare in the past, have pro-
liferated, while downside breakouts and gaps of 20~30% between transactions
once strictly a panic phenomenon, today sometimes even fail to make the broad
tape. Regulation {s something Wall Street long ago presumably learned to live
with, but the cost of living keeps goin u’p.

So does the pace of SEC enforcement of rules and standards which, prior to the
Court of Appeals’ reversal of the Distriot Court decision in the Texas Gulf Sulphur
case, were scarcely accepted praotice either in Wall Street or Washington, let
alone the law of the land. In the past four years, as noted, the agenoy has charged
a number of corporate managements with trading on inside information in viola«
tion of the antifraud provisions of the seourity laws, imposing not only consent
deocrees but also, in a few cases, monetary damages. Regardln(ithe bankrupt Penn
Central, the Commission, so its Chairman recently made known, is weighin
“posslbfe enforcement actions,”’ and, at his behest, is investigating the recen
susl‘plolo‘m trading in Liggett & Myers.

ar and away the most significant proceedlnﬁ to date has been that involving
Investors Management Co. and a number of other money managers, all of whom
were accused of using inside information about the worsening %ros ects for Douglas
Airoraft Co., gleaned from its underwriters, Merrill Lynoh, Pierce, Fenner &
Smith, to effect transactions at the %mllo's expense, In its ruling—which went
unappealed by the defendants—the SEC sought to nail down an all-encompassin
definftion of *insider’’ to wit: “We consider that one who obtains possession o
matetial, non-public corporate information, which he has reason to know emanates
from a corporate source, and which by itself Ylaces him in a position superior to
other investors, thereby acquires a relationship . . . within the purview and
restraints of the antifraud provisions.”” As to the latter, the agency also cast its
net exceeding wide: “The ambit of the antifraud provisions is necessarily broad
80 a8 to embrace the infinite varlety of deceptive conduct.”

Such definitions cover quite a blt of ground—and leave vast uncertainties and
gaps. To date, moreover, efforts to gain clarification (notably on the part of
seourlty analysts, who, in contrast to their earlier complacency, now recognize
that they have cause for concern) have not Fotten very far. In a recent {ssue of the

ht members of the profession went
over some of the issues with SEC Commissioner (and former Chief Counsel)
Phillip Loomis. Though all hands tried hard, the colloquy merely served to point

.. up the pitfalls, For example, suppose an analyst, through his own expertise, comes
% ,

up with an earnings estimate that differs from the generally accepted one. If he
seeks and gets confirmation from the company, “he’s got a problem,” to quote
Mr. Loomis, Again “‘material” information about a company obtained from
suppliers is legal now, but may not remain so. 8mall wonder that thé Analysts
Journal, citing an SEO investigation of amrinterview between a representative of
Faulkner, Dawkins & Sullivan and the chairman of Bausch & Lomb, Inc. plain.
tively observed: ‘‘The investment community has taken great interest in the case
because the ciroumstances . . , are hard to distinguish from thousands of other
circumstances in which an analyst in private meeting with & company executive
has discussed future earnings prospects.” Or that Roy R. Neuberger, senior gartner
of Neuberger and Berman, which the SEC is probing in connection with the trading
in Liggett & Myers, the other day was quoted as saying: “‘I think the rules (on in-
:%:i? nfox;x:xatidn) are being broken by analysts all the time.” To say nothing of
eir customers. i : ‘
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“Full disclosure” is the %genoy’s standard recommendation, but, in the light of
the penalties incurred by Texas Gulf Sulphur Co. for issuing what subsequently
was termed a misleadlng press release, many corporations not surprisingly have
chosen to clam up. With no forewarning, news—good and bad alike-—has begun
to have an exaggerated impact on a market already far too institutionalized and
thin for its own good. On the New York Stock Exchange, for example, since
January, issues have been suspended from trading because of an ‘‘order imbals
ance’” or “influx’’ nearly 200 times, well over half a%aln a8 often (not counting the
upside bulges aoross-the-board on August 16, 1971, day after the White House
unveiled the New Economic Program) as a year algo. nexpected adversity for
one company after another—Max Factor, Handleman, Holiday Inns, Wan
Laboratories, to cite a few—has triggered delayed openings and heavy overnigh
losses. If all this serves to ‘‘protect’’ the investor, then protection comes very high.
Some in the Commission—notably the businesslike Chairman—have beg.m
to show a new awareness of what's involved. As Mr, Casey told the American Bar
Assoclation last week: ‘‘We want you to know that . . . we recognize our obligation
to make as clear and definite as possible the rules and standards to which the
business and professional community will be held. . . . One area in which such a
satisfactory set of ground rules is sorely needed is insider trading.”’ Better late

than never, *
(Exhibit J)
ILuiquipity: Is 17 BECOMING A PROBLEM AGAIN?
(By Fred Bleakley)

(It & money manager's dream is finding a stook that goes up, his nightmares
involve being unable to get out of one that is plummeting. And in late July, many
managers awoke to find their bad dreams coming true, A surprising number of
small to medium-sized instutional growth favorites, in those weeks, took the kind
of drubblng that is usually assoclated only with bear markets. What went wrong?
Is market illiquidity once again rearing its ugly head? In the following article,
Senior Editor Fred Bleakley provides some answers in describing events which
?ighta-just)mlght——show us what we can expect the next time the market

urns down, :

For two weeks prior to the release of the latest earnings report from Handleman
Co., president David Handleman ducked all phone oalls from analysts. And
in retrospect, that probably should have been the tip-off. On Friday morning,
Jultf 14, the Detroit-based rack jobber of phonograph records and casettes, whic
had attracted more than a little institutional interest, announced earnings of
2 cents a share in the latest quarter, contrasted sharply with Wall Street’s esti-
mates of 30 cents. By 10 a.m,, the flood of institutional sell orders to the floor of
the NYSE was so great that the specialist was unable to open it for trading, and
suspense about where it would open continued through the weekend and into
Monday afternoon., Finallx, a team of four floor officlals, led by former Big Board
governor John Flanagan, huddled together and came up with a [tn‘ice. A 360,000~
share blook, representing about 8 percent of the company’s outstanding common
stock, went on the tape at 1034, down some 51 percent from the last trade.

By itself, the Handleman affair was nothing more than the sort of one-dai;
phenomenon that has occasionally murdered such stocks as Wm. Wrigley, ST
and Levitz Furniture over the past year or so. But what happened in July showed
every sign of beiug much more than a simple aberration in a few stocks, In addi-
tion to Handleman, more than a dozen issues of institutional quality, inoludin_s
Genesco, Holiday Inns, McDonald’s, Wang Laboratories, Li fett & Myers an
Max Factor, all took the kind of sudden, unpredictable drub ngs that one nor-
n!ntall)él associates only with bear markets or with very thin over-the-counter
situations, :

While the very best of institutional growth stocks generally managed to hold
their own during the middle weeks of summer, this second echelon of growth

Bad news, more often than not a
disappointment in earnings ranging from slight to major, galvanized a rash of
institutional sell orders which was met in the market by what one trader describes
as ‘“an incredible—and I mesan inoredible—vacuum of buying.” And the result
was also classic: The stocks, when they finally did trade again, did so at sub-
stantial discounts from their former prices. o

hat accounts for this unnerving performance? Were traders and market
makers doing a bad job? Did money managers and analysts siinply expect too
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much? Or has stock market illiquidity, the villain of the 1969-1970 bear market,
come back to haunt us?
DOUBTS

Part of the problem was the oft-cited combination of factors now besetting the
marketplace: uneasiness about the possibility of a MeGovern presidency, llmﬁaring
doubts about inflation and the continuing dollar orisis, But clearly, with the
market as a whole demonstrably able to withstand such uncertainties—duting
the last three weeks of July the Dow never dropped more than eight points In
any one day and remained above the 900 level—more basic forces were at work
here. Despite the finding of the SEC's institutional study that institutions are
actually a stabilizing force in the market, it would seem that the series of one-day
disasters in July meant at the very least a temporary refutation of that view, In
the case of Handleman, for instance, when told the stock would open so low, the
»ublic withdrew more than half of its orders—which had amounted to about

0,000 sharcs—to sell at the market, but none of the institutions, whose total
t‘)‘nmrket"ﬁorders came to better than 350,000 shiarcs, had second thoughts about
afling out,

The Handleman debacle may have been an extreme case, but the other stocks
hit during July showed uncomfortably similar results—often on news that was not
nearli so devastating, Holiday Inns merely reported an earnings dip for three
months to 39 cents per share {vs. analysts’ estimates of about 46 cents), and its
shares tumbled from 80 to 40 in one massive trads, Wang Laboratories, which
dropped from 59% to 48%¢ in a single day, was even olearer evidence of the fickle
nature of its holders, While the company admitted half-year earnings would be

. somewhat lower than originally anticipated, it remained bullish about {ts new com-

Futerized typewriter—the chief reason why the stock had run from 36 to over 60
n the first place. And in trylng tn account for the drop in Liggett & Myers, which
fell 6% points in one day (to 46%) on news of lower earnings, a company spokes-
man insists that analysts knew well in advance that almost all of the company’s
problems were ‘“temporary and not chronic.”

To be sure, some of the companies deserved their downward reappraisal—to use
the delicate phrase—more than others. Grumman Corp. slid five points to 1244 in
a single trade, when it lost out on its bid for the space shuttle contract—which is

rounds in the best of markets. And a nogative article on the Wanke! ongine in
arron’s cast doubt on the prospects for urtlss-erght‘ Wankel's North Amer-
fcan rights holder, once again underscoring the newspaper’s ability to affeet stocks,

But other developments were less than understandable In an investment
environment which, if not the best of markets, certainly was not the worst of
markets. And, that being the case, what look like piecomeal aberrations demand
o%;)ser t:xamlnation as a possible portent of things to come in a weaker market
climate.

COLD BLOODED TRADERS

As Institutional Investor explored the causes of these declines, one important
conclusion that emerged is that this experience may be telling us what can be
expected in a negotiated rate environment. No hard oxperience has yet emerged
about how block gosltioners will perform under negotiated rates when the market
turns soggy, but the widely held belief is that positioners are no lonqer as willing
to stop a silde by movinﬁ in with their own money at high prices, *We'll make
bids or offers in any market atmosphere, but we just have to look at each trade
more cold-bloodedly,” is the way Daniel Murphy, Shields & Co.’s head trader,
puts it. And by lettfng stooks fall where they may, the Eositiohin,g firms are, {n
essence, saying that there Is no way institutions can make it up to them if tﬁey
take a lick ng on {)ositlons. Under negotiated rates, even If an institution pays a
biﬁh rate for a position bid, the rules now do not permit it to pass along continuous
follow-up business at higher-than-oompetitlve rates. ‘““Negotiated rates have
changed the psyoholog&' of the game,” reports Will Welnstein, Murphy’s counter-

Co. "Despite all the erudite studies to the contrary, the
absence of commission incentives is causing flliquidity in the market.”

The trend was perhars inevitable. Somé traders at institutions have picked upa -
re{;utation for bargaining harder under ne;i:otiated rates than brokerage houses -
think they really would. So, when the tables are turned, and their institutions
have a block to unload, they are learning to their dismay that it is much more

. difficult to find a friend.

But this is only one factor underlying the July declines—and & disputed one
at that. Goldmat{ Sachs head trade’x" Igobert‘M}r’mchin. for hig part, maintains

that the big price discounts which evolved “don’t have anything to do with
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negotiated rates.”” And Irving Pollack, head of the SEC's division of enforcement,
maintains that negotiated rates probably only mean the difference of a quarter
to a half point or 50 on a position bid. :

In any event, no one ever gave the responsibility for stabilizing markets to the
block houses. The price they are willing to position at is, in a sense, a part of the
service they have to offer. So the big question, on the execution side of these
trades at least, is whether the specialists were performing up to their ability. Since
a specialist has to turn his decision-making over to floor officials when he is unable
to open a stock, the big discounts that were taken in many instances are a reflec-
tion of the effectiveness of the whole system.

THE MARKDOWNS

In the case of Handleman, Flanagan says the main reason it was opened so
low-in addition to the pauc‘ty of huyers—was a block of 100,000 shares set to
sell anywhere above 12. Flanagan denies that the fact that Froelday & Co., the
specialist in the stock alrcady had a substantial long position in” Handleman
played a role—or, by implication, that by allowing the firm to take in more stock
at 1044 it would better be able to average out the position on a rebound. Even
at 1054, of course, it was no guarantee there would be a rebound. And in the case

of Wang, even though the stock opened down 914 points, at 50, specialist Michael
8{ ,15 ; /f?rg\ has & "héllt’x)va” loss on the

Quinn of Benton, Tompane & Co. reports his
position it took. he stock continued to drop in succeeding days to 42,
- Down this And ot "u low
many polnts v‘u off from
from the the ggovloun
On this The stock previous  On volun;’ 030
day closed at close (percen
Max Factor & C0uevrvuranecenacrreansannns July 10 3 -1 , 100 18.61
Wan, tcob?utorlu.lnc..... casedon.... % 11 .; N
Family Dollar Stores, Inc. Jutl'y )] -g 83, , 44
Genesco, Ine....... PO . - 489,7 2
cuulis-w'lgﬁl Corp. luly 1; - ) .
Handleman Co..... Ly o & - \ v
McDonald’s Corp,..... es 0.0, s. - u. 3
Iggett & Myers Cor oy 19 - 7 .47
estinghouse Electr L duly 20 4 - 1 3,7 .02
New Process Co... ... . July g 2 - , 5 ;
Gri mmar COMPrerrnncensnsonrcnas cusane Jul 13% - X X
Hollday Inns, 1n€.eesseernecnrancereanenncaned 0..... 4214 - 8, 0. 00

Nonetheless, the best measure of whether stocks were marked down too low
was the extent to which they rebounded in succeeding days. And in almost all the
cages—including Handleman which hovered around the 13 level for over a week
and Hollday Inns which gained back a similar percentage—it would be difficult
to make a case that the original markdown price was unreasonable,

The fact remains, then, that the most influential factor in the JuI{ aotlon was
the edgy temperament of the institutions themselves. Viewing the outlook at that
time, they were wary about the economy’s prosFecu beyond the next year, And
reluctant to hold stocks for the long term, or to ride out temporary problems, they
became obsessed with growth stocks which promised clear sailing over the next
six to twelve months. I know of many a sophisticated, sensible money manager
who will not own a stock unless it has the potential of appreolatlnF by an extremely
high percentage by year-end,” says the research director of one leading brokerage
firm. The chairman of White Weld’s investment polioy committee, Thomas Pryor,
puts it this way: “The thinking has been that if a stock's not with me, it's against

- me. This eyclical economio recovery is now half over and time is running out.”

On top of that, the institutional game in this market has many new players,
which_only serves to heighten the concentration in favorite stocks, This list in-
cludes medium-sized reglonal banks and institutions, many of which research .
houses have been courting for the first time, as well as pension funds which have
been do%gedly switohmf from bonds to common stocks as they invite keener
-.competition for their split funds. All of this, together with the new aggressiveness

» of bank trust departments and the scramble by mutual funds to avold net re-
» demptions, brought performance pressures to a pitoh.
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STARTING STAMPEDES

What happened then is in microcosm of what could happen again. Finding
themselves in high-multiple growth stocks, a concept they neither fully truste
hor fully understood, many of these newer entries in the game shied at the first
hint of trouble. Meanwhile, everyone, veteran performance manager or not, was
ﬁetting the same message at the same time—in part because so many insititutions

ave narrowed the lists of brokers they use and listen to many of the same callers. -
A firm merely had to put out a “hold’’ recommendation to start a stampede in one
of these issues,

Often, in fact', the impetus to sell stemmed from the mere presence of a single
large sell order, “I recelved an order to sell 150,000 shares of a stock,’” reports one
trader, so I made my customary two calls to institutions I knew had been buyers.
Wouldn’t you know that on the first call I made, the guy shot back, ‘If you've
got 150,000 to sell, you can add 110,000 more,’

As 80 often hagpens, the trend a})paronﬂy fed on itself as the number of big
losers mounted. Potential buyers of one of these stooks became less willing to
take on a block close to the last sale because of the big gaps that had already
opened up on other stocks and out of fear that their stock might meet the same
fate. What’s more, the sellers probably became more willing to concede to bare
gaining. As Carl Wolf president of the Hodberg and Gordon Fund, which sold
out 10,000 shares of Handleman at 32 a month before the lece fell apart, says:
“If T had known what was going to happen, I certainly wou
a week over one point.”

Despite all the apparently understandable exocuses for July's burst of selline,
seasoned managers of large amounts of growth-stock money are, on the wholg,
extremely oritical of what transpired, ‘A very small number of people are puttin
money management in a bad light,”’ complains the head of one big investmen
company. "I know of one manager who aotual;l\: told his broker to sell his Handle-
man at ‘whatever price you can get.’ Nuts! That's no way to manage people’s
money.” And, Fred Brown, chairman and president of Natlonal Investors Corp.,
adds that “In the long run, discounts of this kind are going to destroy public
aonﬂdeﬁ:e in ,t,,he markets. The blook business has to be figured out so the public

as a chance, '

Fred Brown’s words echo the concern of many in the business when it comes to
the responsibility of institutions both in trading and evaluating stooks, Is it juat
gossible that the dictum of the best execution should be applied to the timing of

he sell order, Instead of merely the competitiveness of the bids? Not likely, ac-
cording to Richard Meyer, Abe Pomerantz’s law partner, because that would
amount to ‘“second guessing Investment managers on investment decisions.”
But many in the industry feel there is a point here somewhere. And other questions
arise as well. For instance, what about valuing big blocks that, if recent history is
any gulde, may only be sold at a tremendous discount, Is it correct to determine
management fees and, in the case of mutual funds, sell shares at tha inflated value?

dn’t have argued for

IN ISOLATION?

More important, the concerns aroused by the sudden price slides in so many
stocks this summer can do nothing but fuel the controversy over the power of
institutions in the marketplace. If the trend continues, it i3 likely that a consumer-
minded Congressman could once again stir up talk of limiting the size of institu-
tional trades, or establishing some form of commodity- {ge imits for stooks or
tt)?nstlrléotldnig a two-tier market, isolating the public from the gyrations of Institu-

onal trading.

For the tfme being, such changes do not seem imminent. SEC chairman
William Casey made this clear recently when he sug%eeted that changes now in
progress in the market's structure will work to curb violent lprlce swings. Among
other thln% he sald, a central marketplace, in which regional exchange specialists
through a NASDAQ-type viewing machine, would mean ‘‘greater depth, liquidity
and price stability than the present situation, with these orders scattered among
& number of unconnected places.” ‘

Meanwhile, it is possible that the terrible pummeling these dozen or so {ssues
took in Jul‘y may have a positive effect, if only in persuading money managers to
move carefully in the face of what could lie ahead, To be forewarned is to be
forearmed, As one portfolioc manager, who was able to %et‘out of Handleman in
the nick of time puts it, “‘If I had ever thought I had that much exposure to a
bloodbath, I would never have owned the stock in the first place.” But perhaps
that is too much to hope. More likely, in the view of most investment men inter-
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viewed for this article, the pattern which established itself this summer will hg

around for some time to come., More than a few people are concludinff a8 Donal

Hessler of the University of Rochester endowment fund recently told his invest-

irﬁentbcc}mm”tee, that ‘“We have to be prepared-to live with greater volatility
an before.

Otherwise, managers are going to find themselves in the position of trying to
find more rationalizations for what happened after the fact, as the words of one
who did not get out of Handleman in time amply illustrate. He had bought his
bloek in the mid-30s and upon hearing the surprisingly bad earnings report made
ul;; his mind to sell. The q(qeatlon was at what price. Firat indications were that
the stook, having closed Thuraday at 21, would open between 15 and 18, Too
low, he decided, 8o he hold back his order to ‘‘blow it out on the rebound.” When
Handleman ﬂnallty did open even lower, ha says, “there was no way I was goin
to panic out at 11.” He didn’t, By hanging on gamely, he managed to get out a
12 “and a fraction.”

Senator Rora. I would like to ask Mr. Bigler, who has waited such
a long time, to come to the witness table. i

Senator Benrsen. This is perfect timing.

STATEMENT OF HAROLD E. BIGLER, JR., VICE PRESIDENT IN
CHARGE OF EQUITY INVESTMENTS, CONNECTICUT GENERAL LIFE
INSURANCE CO.; REPRESENTING THE AMERICAN LIFE INSUR-
ANCE ASSOCIATION, ACCOMPANIED BY PAUL MASON, ASSOCIATE
GENERAL COUNSEL

Mr. Biarer. I got quite an education this morning,

Senator BeNTsBN. Well, I just had an education on the Senate
floor, too. Were I¥ou here yesterday and the day before?

Mr. Biarer. No, sir.

Senator BentspN, Well, why don’t you state your name and your
position and proceed with your testimony? I apologize for the delay.

Mr. BigLer. Thank you, Mr. Chairman, if I may, well, first of all,
I am Harold Bigler, Jr., and I am vice president in charge of equit){r
investments for the Connecticut General Life Insurance Co., and
am one of those rascal institutional investors you heard so much about
this week. I am appearing today, however, representing the American
Life Insurance Association. Accompanying me is Mr. Paul Mason,
associate general counsel of the association.,

I may, Mr, Chairman, I would like to kind of skip through the
‘prepared remarks we have and ask that our summary statement be
accepted for the record with its exhibits,

Senator BentseN, Without objection, so ordered.

Mr. Bigrer. The life insurance industry and companies are major
holders of common stocks. We have an estimated market value in
excess of 817 billion, and this includes well over $6 billion—

Senator BENTsEN, $17 billion?

Mr. BiaLer. $17 billion,

Senator BenTgeN. I thought you said million.

Mr. Brouer. I might add that that is somewhat at conflict with
: ghe 1?tigo—vsome odd billion that is reported in this document, this blue
ook,

[Srarr Nore,—The $42 billion figure is derived from Federal Reserve Board
_ statistics, Article in the June 2 issue of Business Week rep! n,teg in this dooument
ag,m‘mgm ]the figure to Mr. Paul Kolton, Chairman of the Amerioan Stoock
X0, g6, .
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hSex;ator BenTseN. What is the source material of the document
there

Mr. BioLER. T am not sure, This was in text, sir, I am not sure what
the source was.

Senator BentseN. I see, but you are saying to me that all of the
members of your association hold stocks having somewhat less value
than what the Morgan Guaranty has in its trust department?

Mr. BigLEr. Oh, yes. Insurance companies, primarily, are lenders,
longtime lenders, providing long term debt to the American economy.

enator BeNTsEN. I have some understanding of it. ,

Mr. BreLer. Although the subcommittee has indicated that it is
not looking into such questions as commission rate structure, insti-
tutional membership,. and the formation of a central market and so
forth, we have attached a number of our previous positions and
statements on that,

Senator BenTseN. We have no objections to that as background
information.

Mr. BioLer. OK.*

We have examined the eight questions that have beén referred to
in this subcommittee’s press release dated July 18, and it might be
helpful if I might eXf)lam that we operate in our industry through a
committee system. 1 am chairman of the committee on securities
investments and this is composed of some 18 or 20 members. We have
not had an opportunity to assemble that committee. I am speaking
here today quite personally and without the official backing of our
committee, .

I do feel, however, since I have spent some 16 years in this busi-
ness, I feel qualified to respond to some of your questions. If, in the

rocess, there areas where I cannot give correct answers, we would
e happy to submit material at a later date.

Recently there has appeared some criticism of the manner in which
institutions are affecting their trades and the impact of such trades on
the liability of the auction market. Some of the criticism manifested
itself in the recent Business Week article in which institutional
traders are accused of being irresponsible in their trading practices,
in that when they begin to sell, their large orders do damage to the
auction process. The industry leaders %uoted in this article also
criticized institutions for concentratin§ their purchases on 20 to 30
major stocks and as a result, consideration should be given to limiting
the amount of shares that may be traded by an institution.

Senator, at this point, I would like to add the question whether
that would include the purchase side as well as the sell side, because
I think a number of suggestions have been made on the side of selling
securities.

Woe strongly suggest that institutions are being unduly criticized,
Senator, for the current situation in the marketplace, and this is
not to apologize for what I, personally, would consider excesses in
the past. This is a result of the performance cult, which I think we
izggolarace back to the development of the mutual funds in the early

8, ‘

I think the performance cult is one of the reasons you don’t have
the individual in the stock market today. The individual has been
notably unsuccessful in his investments, C

*This material was made a part of the official files of the Subcommittee.
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So we do think institutions are being unduly criticized for the
current situation——

Senator BENTSEN. Let me ask you at that point——

Mr. BiaLer. Yes, sir. )

Senator BENTSEN. Let me interrupt you from time to time.

Let me ask you why the individual investor has been so notably
unsuccessful, as you stated, in the stock market in his investments.
Do you have a reason for that?

r. BigLBr. Yes; well, let me say that not only has the individual
been unsuccessful but there have been many institutions that have
been unsuccessful, too. ) )

Senator BENTSEN. So you aren’t just singling out the individual?

Mr. BioLer. No; but I would single him out, particularly. And
I think it has to do, Senator, we heard the chairman of the New
York Stock Exchange this mornmg talk about upgrading the caliber
of the retail representative and I think there is a great deal that can
be done in this area. I don’t have, at hand, numbers concerning what
the average individual in the market is dealing with. I am sure Dr.
Freund would be much better to present those numbers than I, but
I recall within the last 2 years seemf something that the average man
in the market is in his early fifties—I am not talki g about the mutual
fund but the fellow dealing with the retail representative—and he is
really not dealing with that much money; something on the order, if
I recall correctly, $50,000 to $75,000. And I think if you took today’s
rates and someone waikqd into the office of & member firm and wanted
to invest $50,000 one time in, that the retail representative would
probably net somewhere in the order of $300. That is not a great deal
of money to pay attention to an individual comi g in off the street
with $60,000. He has got to turn that $50,000 into $200,000, and then,
he, the representative has an income of $1,200. He does that by churn-
in%hlm over four times and I think that is one of the problems.

enator BentseN. Churning of accounts? )

Mr. BigLer. Not necessarily, Senator, making recommendations
that are in the best interest of the customer. That is the problem.

Senator BENTsEN. One of the problems in scheduling hearings is
that we are often interrupted by floor votes. A vote is now in progress.

Mr. BigLER. Yes, sir. . .

Senator BenTsEN, So, I will continue for 2 or 3 more minutes and
then Id am going to let Mr. Best of the Finance Committee staff
proceed.

Mr. BroLer, Fine. ,

Well, I would like to quote from something Don Weeden, chairman
of Weeden Co., a third party firm, said in a speech he gave recently:

There is no need for institutions to be apologetic. They did not cause inflation,
the trade defleit, the payments deficit, or the gold crisis, let alone Watergate. 8o
far, 1973 has been a lousy year for lots of reasons, none of which has any%hlng to
do with institutional trading pFactices. Institut{ons should politely but firmly
deocline the role of the scapegoat. i ‘

Senator BenTsEN. Do you also subscribe to this, which appears in
your prepared statement: :

Are the complaints about institutions really part of a cunning campaign to restore .

< fixel commissions?. : A
.- Mr, Biorer. I suspect there is a small element of truth there.

-

\
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Senator BonTseN. I assure you there is no element of that in this
committee’s hearings. '

Mr. BioLer. There is no reason to question that at all but there has
been, as you are well aware, a great deal of debate over the past 4
iflears between institutions, the SEC, and various committees on the

ill about that, One of the major areas that appears implicit in the
questions raised in this first phase of the subcommittee’s hearings
a};l)pears to concentrate on the question of whether restrictions, if any,
should be placed on institutional trading and -we believe any such
conclusions along these lines are premature and unwarranted.

Senator BenTseN. How do You feel about disclosure?

Mr. BiaLer. We have absolutely no objection to disclosing at all.

Senator BenTseN. I don't see why you would.

Mr, Biarer. I think it is healthy for the whole system, Senator.

Senator Bentsen. I do, too. I feel it would be OK if you did it on
a periodical basis, :

r. BiaLpr. Yes, sir. ‘

Senator BeNTsEN. You, obviously, do that anyway for your
internal reports in a comé)any of any substance.

Mr. BiaLer. Yes, we do.

Senator BEnTsEN. And I have some knowledge about the insurance
business having headed a life insurance company once upon a time.

And a mutual management company, too, So I walked both sides
of ti}zel street and I have gone out to sell stock on my own to raise
capital.

r. BioLer. Then you are also aware that there are limitations
on the amount of stocks we can hold, particularly, those who do
business in New York State, which is the toughest State to do business
in. We, in effect, now have a mutual fund type regulatory obligation,
the 8 percent, which we have found no problem in living with,

Senator BEnTsBN. You don’t see any problem with that?

Mrilecwa. No, sir, and we have a mutual fund in our complex
as well,

I sympathize with the problems of the very large banks because
they are dealing for a whole series of individuals or trusts and so forth.
Let’s see what else I can just touch on. -

Oh, I did want to meke one point. If there is a limitation in the
amount of trading that can be done, it will reinforce the two-tier
market, if there is a two-tier market. ‘ ,

Senator BentseN. Tell me why you feel that way?

Mr, BiaLer. I am going to buy stocks I can live with, as is every-
body else, and also, I heard the greatest bull story in the world from
the bond market here just a moment ago, I am going to buy stocks
I can put away in the back of a vault, if I know I am going to be
limited as to the amount of stocks I can trade. And these guys who
just left the table “‘ain’t seen nothing yet” because wait until they
try to raise money on a registered offering, if iou know that you are
goinf be limited on the amount of that stock that you can sell. I
would submit that there is no stock that is permanent but all of us

}‘ER}" the Morgan Guaranty doesn’t change its mind on a stock

Senator BentseN. Well, maybe that will explain to mé~Wi1); IBM,
with all of the antitrust suit actions and charges against them, stays
at a high multiple. : ‘ ‘ ‘
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Mr. BiaoLER, It stays at a hii}: multiﬁle, because it is well financed

has a reasonable record, and in an inflationary environment should
do reasonably well.

The bottom tier or the lower PE stocks would recover dramatically
if we could do something about inflation. I hesitate—and I have
learned my lesson in this area, to predict anything about the inflation,
anything at all—and our own economist has given up as well—

enator BENTSEN. Secretary Shultz has shared that problem.

Mr, BiGLER. But straighteninﬁ that up would do more for the lower
tier companies than anything else. And, incidentally m% definition
of the two-tier market is the upper tier are those stocks that haven’t
gone down yet, and I think it is that simple. That company is in the
second tier in spite of record earnings and so forth.

Senator BENTSEN, That bell means I have to go.

Mr. BiaLEr. You have to run? I understand.

Senator BENTSEN. You will excuse me?

Mr. Biorer. If I may, I just have a couple of pages to go. We
understand on July 26, Senator Williams, together with Senators
Brooke, Tower, Proxmire, and McIntyre introduced a bill referred
to as the Institutional Investor Full Disclosure Act, which would
reciulre institutional investors to disclose regularly their portfolio
ho dinigs and large security transactions. Senator Williams points

out this bill, which is the third bill to result from the securities industry
study, conducted by the Subcommittee on Securities of the Commit-
tee on Banking, Housing and Urbrn Affairs, addresses itself directly
to the role of institutions in the securities markets and the implica-
tions of that role for the small investor and the capital-raising mech-
anisms. Senator Williams, in introducing the bill, comments that the
legislation would accomﬂlsh the task of (Froviding needed information
about institutional trading practices and investment policies.

Althou%h we have not had the full opportunity to examine this
bill in de ail; we do endorse the concept of full disclosure or “Truth
in Securities” as it is sometimes referred to. We, therefore, endorse
this legislation which would implement the si?iﬁcant recommenda-~
tion of the institutional investors study that the SEC should obtain
regular and comprehensive information regarding institutional
transactions which may contribute, in part, to unusual price move-
ments. So that it will be continuously in a position to evaluate all
recommendations regarding institutional tra i:ﬁ

We should point out that when the SEC submitted its institutional
investors study report in March of 1971, it did concentrate on some
of the very issues under consideration by this subcommittee. The
study reached the significant conclusion that institutional tradin
has not impaired price stability on the markets. The study did no
discover any basis for imposing limitations on the volume of institu-
tional trading or on the size of institutional transactions.

‘ rning specifically to the question raised with regard to the effect
institutional investors are having on the ability of the new- or small-
or medium-sized firms to require the capital they need, the Com-

~mission, in 1972, held hearings generall{ referred to as an investi-

. gation into the matter of hot issues whic

ability of new or emerﬁmg companies to-acquire capital,

h dealt, in part, with the
‘ Tﬁat,‘ there- -
discussion. For your information, we ave -

/
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enclosing as exhibit E, a copy of our statement to the Commission -
on these matters.

We point out in this statement that one of the principal reasons
for the dearth of investments and venture capital is that life companies
are generally restricted by their liability to policyholders which require
a certain level of liquidity and by State laws which have a darnpening
effect on venture capital investments.

I might also add I think one of the reasons that the public is not
in the market is that a large number of new issues have been pushed
on them in the past, which were not exactly in the best interests of
individual investors.

We recognize that we have not answered some of the specific ques-
tions raised, particularly with regard to the tax limitations, but if the
subcommittee so desires we could attempt a summary statement, We
ar(M)re ared to answer any questions you have.

r. Best. Thank you. :

I was not in the room when you began your statement but I do
understand there was some dispute about the $42 billion figure that
appears in the staff blue book. That figure was taken from the ‘‘Busi-
ness Week’’ article of June 2 which was attributed to Mr, Kolton. I
understand the basic source is the Federal Reserve Board.

Mr. BigLER. I see.

Mr. Best. And so, the challenge is not with the staff, it is with Mr.
Kolton, ‘“Business Week,” or the Federal Reserve.

Mr. BioLEr. Might I also make a comment on that page, the top
of the blue book, because I think there are some misleading implica-
tions in the numbers. I had occasion to call the Prudential Insurance
Co. and check that $18.3 billion figure—-—

Mr, Best, What page?

Mr. BiaLer. Same page, page 3 of the blue book, the table at the

top.

Y\’Ir. Besr. Again, the tuble is excerpted from the same source,

Mr. BioLer. I understand. The point I want to make is, this in-
cludes bonds as well as stocks and that would be true for the Metro-
politan as well. I think the implication of that whole article is that they
are talking about equities, the stock market and so forth.

Mr. Best. Fine.

In the “Fortune” article that appeared in July, which you must,
undoubtedlglv, be aware of, there was a table that provided a list of the
portfolio holdings of the major banks.

Mr. BiaLer, Yes. .

Mr. Best. Could you sup};l)ly to the subcommittee for comparative
puﬁoses, a similar lis for the large insurance companies?-

r. BiaLer, Easily. Well, relatively easily, Ten largest type of—

Mr. Best. Something akin to the comparison. ‘

Mr. BigLer. We could. I suspect you will find many of the same
?ﬁmgsmAre you talking about the table on pages 44 and 45? Is that

e table, -

Mr., Best. Yes, it appears on pages 44 and 45, and 6 and 7. It is
the same table.,* , o

Mr. BigLer, You said for the industry, but might I suggest the

major companies of the industry?
*Pp. 320 and 321 of this hearing.

.
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Mr. Best. Yes, similar to the major banks. Maybe the ten largest
companies,
ould you estimate the distribution of holdings of the large in-
surance companies are similar to those of the 10 largest banks?
Mr. BigLer. I would suspect that is the way it will come out,
You are going to find IBM, Kodak, EXXON, Xerox and so forth, and

80 on.

Mr. Best. Would you find that situation analogous to the fact 47
percent of Morgan’s holdings are in 20 companies?

Mr. BigLER. I can tell you 50 percent of our holdings are in 33
companies,

[The_ following information was subsequently submitted for the

record:]
AMERICAN Lirg INSURANCE A880CIATION

TABLE ON 20 LARGEST COMMON S8TOCK HOLDINGS OF THE 10 LARGEST LIFE COMPANIES

September 13, 1978,

Attached is a Table listing the 20 largest common stock holdings of the 10 major
life com{)anles, comparable to that prcla{mred for the banks as contained on gages
44~45 of the Briefing Material on the Role of Institutional Investors in the Stock
Market (Jul{ 24, 1073), prepared for the Subcommittee on Financial Markets.

The selectlon of the 10 largest life companies is based on the asset size of the life
company. However, the ranking of the 10 companies is based on the assets of the
life company, plus the assets of any affiliated mutual fund. The selection of the 20
largest common stock holdings for each life company is based (except where other-
wise indicated) on tho holdlng In the general account, separate accounts, and any
affillated mutual fund, as of December 31, 1972.

The Table contains three figures for the life companies, in lieu of the “assets
managed” ﬁﬁure of the banks: (a) total common stocks managed by the life com-
pany and affiliated mutual funds; (b) total securities managed by the life company
and affiliated mutual funds lnciudlng bonds and common and preferred stock;
and (¢) total assets of the Hfe company and affiliated mutual funds. The figures
are as of December 31, 1972,

The last horizontal column shows total common stocks managed as a percentage
of total assets, We beliove that these figures are significant in showing that com-
montstocks managed by the life company constitute a small percentage of total
assets, -

ZEZST CORPY AVAILABLE



JavIIVAY AdOD 1S38

Equitable (N.Y.) New York Life

John Hancock

Miltions Rank

Millions Rank

Each Life Company’s top

z"&g“ﬁaamm """"

Prodeatial—Texas lust. (6),
MM%.:;«&

Bustoughs (2),

EACH LIFE COMPANY'S OTHER MAJOR HOLDINGS

St. Oit (ind.) (11), Polaroid (12),
mﬁ (' )g) mfsm Burroughs

Watner-Lambert
(11), Tampax (15), éontmhl ©), 05)"“-0&? Km(s) Dis

Emﬂe(n)..
Corning Glass

Kerr-McGee (18), "Weyethaeuser (19),
(2), ITT (5), Disney (6), Amesican Express (7), ARA

m(} Services
(3), Motorola (11), Rohm & Haas (14), y
Fi sxwm ), Union Pacific (17), Burroughs (18), Honseh(g

Haueodt T!&Co.(la) Black & Decker Land & Expl. (14), Westingh
1 5 s % 09)- Warner-Lambert . ouse (16)
exas

nstruments (2), , Westi
Warner-Lambert (10), Motorola (11), Chubb (12), K:esge.(u), Dow

§

’

g Morri:
5,2t fne

982



(1 ") 91 - g2 -~ O z20-66

U.S. companies by Market value:
Dec.”ﬁ, 1973 4 Millions Rank Millions Rank Millions Rank Miltions Rank Millions Rank

Merck.
American Home Prod

Emhmmpuy’smznudmgs .........
‘mmasamﬁd common
stocks managed.

Total secusities managed.. .
rumcmmaﬁwwmm).
Tﬂ:“tcomm stocks as a percent of totat

1 Includes all affilisted companies.
- EACH LIFE COMPANY'S OTHER MAJOR HOLDINGS
spm,- Pepsico , , 1.P. Mor Frstctuagocov JC. \
m&l o (1L, Pty m&(&%’m‘%&mo&%&%ﬂma inon Beadiey Btadley %o;)p.(&) Textron gl:)‘:é?ss(?g(s) Pl A S A A
Co. €6), Brunswick (), msmmwmg) St Oatn- NT;‘W(DMW(S) Itek({O) ITT (1), mne%). : (13) acﬁbm@
m&m&o , McDonsld’s (15), Matsushita m mmss namps 9, cast. (15), Johos-Mansville (17), Georgia-Pacific &x) 4 as),roammacnm).

Northwestern—Dow Chemical rton (6), , Westinghouse (10; 1 !
smmmaz) MTQOS).MM%J‘Q%MM 9 )m)



1

. those organizations that follow what they call the core stock

238 : —

\
Mr. Best. Could you tell us the amount of pension funds held by
insurance companies?
Mr. BierEer. It is going to be in the order of $50 billion. We will
have to check that number and submit it separately to you.
Mr. Mason. We can supply that figure.
Mr:-Best. Could you estimate how much new pension money has

. flowed into insurance companies?

Mr. BioLer. It has certainly been a heavy cash flow and a positive
cash flow. We will have to provide you with that number, as well.

(The following was submitted in response to the above questions;

(6) The amount of private pension plans in the United States funded with life
companies: $52.3 billion of reserves in force at the 1972 year-end.

The payments made during 1972 into private genslon lans funded with
llisf)?I lcompsmies: $5.5 billion. This compares with $5.0 billion of payments during

The source for both of these figures is the Life Insurance Fact Book 1973,
published by the Institute of Life Insurance, at page 40. .

Mr. Besr. Isn’t it a concern to have so much of your holdings con-
centrated in a few companies, from the point of view of your pensioner?
In other words, is there a possibility that if one or two of the large
companies had serious financial problems or antitrust suits, or what
have you, that the stocks could plummet to such an extent that the
pensioner’s money might be actually in danger?

Mr.-BraLEr. Well, that has happened in_the past. For example,
Litton from 108 to the teens or be ow, and I can remember Boeing,
at one time, the darling of Wall Street, and also Levitt, which we own,
sells from 40 to 7 or 8. So, sure, that is a danger but that is built in your

" actuarial assumptions because what you are doing is measuring the

bottom line performance; the total performance and not the individual
security. -
Now, in our own case, we not only have regulatory rules but we

have some internal guidelines and to lose 5 percent of the value of a-

portfolio is significant of course and it hurts. But you have to look at
the portfolio as a whole, because that is what the actuaries are lookin
at in measuring the soundness of & pension plan and not the individua
security. And so, that is one of the reasons you do diversify. -

Mr. Besr. Right. So it is in your own interest to diversify and not to
havi gxcessive concentrations, however, that is defined, in a fow
stocks

Mr. BraLer, Sure. I manage 28—rather some of my staff manages—
different portfolios and we will range in size from 22 issues to the
largest %ortfolio which has 78 different issues within it. ) )

r. Besr. Are there any economic reasons why a company like
Avon—and I don’t know anything about the company—why its
stock value mi%1 t be $7 billion, which is apparently 20 times the value
of Merrill Lynch’s stock value? Is Avon worth 20 Merrill Lynch’s?

Mr. BigrLer. That is a good question. Is IBM market capitalization
worth more than twice the assessed value of Manhattan Island?
You know, we play these games all of the time. I would, personally,
say, no, but, obviously, someone is willing to pay that price. They

are looking at a future stream of earnings and Eutting a value on those.

My, Best. Are they also locked into the stock?

Mr. BraLer. There has to be some element of that, particu%l{glith
, this blue

list, and they are continuously adding to those.
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Those situations do change. The First National City Bank used to
have Bristol Meyer as a core stock. It no longer does. So there is this-
sellf\?roBhecy, this self-fulfilling prophecy to some extent, yes, there is.

r. Best. What if one of the holders of this security decided to
dump it? What effect would that have on the others?

Mr. BraLER. It might have a great deal of effect. o

Mr. Best. Would you be able to hold on to a security if you knew
that Bankers Trust or Morgan was dumping? Dumping perhaps is the
wrong word, let's say disposing of it in a hurry?

Mr. BiaLer. Well, one of the reasons that Morgan and most of us
have been concentrating in a higher quality larger capitalization stock
with a long record of success, i.e., earnings, dividend increases and so
on, in an mﬂationar{' environment, is the ability that it gives us to
look at a decline in that stock as an oplportunit.y to buy some more if
the fundamentals remain the same. If the fundamentals begin to
deteriorate in IBM, or Avon, or what have you, there will be a lot of
selling in that period. )

Mr. Best. In an inflationary environment, are these kinds of
companies in a com(f)etitive position that they could easily pass on any
increased costs and, therefore, protect themselves against the infla-
tionary environment?

Mr, Brarer. T don’t fully understand phase IV, so I really can’t
answer that. -

Mr. Besr What is to prevent-IBM from increasing the price of its
computers if there is hardly any other competition?

r. BroLer. I will say that these stocks listed here tend to have low
labor content in their cost of doing business and that is another
reason. There is a tendency in an inflationary environment to invest in

those. Again, you can see the rationale behind the investing in this

type of company rather than a labor-intensive industry or company.
r. Best, That does raise questions with regard, then, to the em-
ployment effects of this concentration because, if an aver?fe-sized
company or a medium-gized company has a pension fund—and maybe
the companK has high labor content—and a good deal of the capital is
channeled through this institution that then invests in low labor con-
tent industries, the competitive ability of the high labor content
business is in jeolpardy; isn't it? -
Mr. Biarer. 1 think so and, also, those high labor content in-
dustries tend to be the same ones who have needs for vast capital.
Mr. Best. And have the most severe foreign competition.

M:‘a.lBOGLER. Steel and so forth; that is right. Also, low return on
capital, ) C

enator BentseN. Now that you had all of the tough, penetrating

‘questions, I will ask you some of my own.

Let me ask you this: What do you think about corporations who
divide up their pension funds, fcr example, between three or four in-
vestment firms and say, now get with it? : ' :

Mr. BigLer. The horse races.

Senator BENTsEN. And then the one who does the best job—and
the best job to them means the highest return which you and I
probably know may not be the best job in~the long run—is the one
who gets all of the business. ‘ V ,

Mr. BroLeEr. May I shift around to the other side of the table.

because I am a trustee of a committee that has just fired one or two



240

endowment managers because he didn’t perform up to snuff. And
yesterday, as a member of the State of Connecticut Pension Com-
. mittee, if you will, the Treasurer’s Advisors Committee on Invest-
- ments, we spent the full day listening to our four advisors telling us
why they didn’t do such a good job and why they are going to do a
better job in the future. This is a rel®tively new venture %or the State.
We have been in equities since 1972, which was not the best time to

get into the stock market, but in spite of that, the funds were only . .

down 11 percent for the 12 months ending June 30, which is not bad
performance although there was one who was down 18 percent, one
of the managers. And when he was all through, I urged him not to try
and play catch-up ball and told him to do what was right. I sympathize
with him because I go through that same process every week with one
of our clients, one or more of our clients.

There was a time here not too long ago when I felt it was time for
someone to say, let's change the rules of the game, you know, there
are tremendous values in these second-tier stocks, for instance. You
hear of sales and earnings of 20 percent a year for 7 years and yet they
are selling below book value and that is a PE the stock doesn’t deserve.
But I feel that it will be self-correcting, Senator, in my humble
opinion it is correcting right now today. Yesterday, the breadth of the .
market was 5 times what it was a month ago and 10 times what it °
was 3 months ago. If you look at some of the over-the-counter stocks
which were in the five, the sixes, the sevens, they have gone to 10, 11,
and 12. Those are dramatic increases: And I think you will find the
same thing on the New York Stock Exchange. Now, whether Morgan
or some of the other banks in New York are getting the message from

. sessions such as this, I don’t know, But what we have to do, we—
‘meaning institutions—is get back to investing instead of buying pieces
of paper. We were forced to do that by the mutual funds, =

n_the insurance company, Good Lord, our turnover 10 years ago
was 8 percent. Today it is probably 30 percent or 85 percent. I have a
fear that—and I don’t know if this committee is aware of the Arthur
qu?er Service or the Weisenberger Service of measuring mutual fund
performance. The Lipper Service i'ves us our score sheét every Mon-
day morning and I am afraid that A. G. Becker is going to do that with
pension funds, so that, as you can see, the pressure is great. The ;f)}'es-
sures from the very companies that are concerned about the low PE’s
on their own stock is great. The pressuré on their managers to out
perform somebod% or to do better than somebod{ else is great.

And a man at Texas Instruments gave a speech not too long ago—
and I am not sure what the occasion was but it might have been the
financial analysts meeting here in Washington within the past few
weeks and I will see if I can find it—but it really made sense. It is the
first time, in a long time, we corporate leaders get up like that and say,
don’t push your %ension managers t00 hard because American industry
has been doing that and it isn’t working. C

Senator BenTseN. Well, the incentive for them is, if they can push
him hard enough and he gets a high enough return, then they don’t
haye to contribute as much to the pensions. -

Mr. BioLEr, Well, that is true, ‘ .

Senator BENTsEN. Do you think if other institutions have the same
kind of limit you have as a result of being qualified in the State of New
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York to do business, and you have a 5 percent limitation, don’t you?

Mr. BiGLER. Yes.

Senator BenrtseN. If other institutions have that kind of limit, do
you think it would force further diversification of their portfolios and
might move them down into the lower tier?

. Mr. BroLer. It might move them out of Morgan Guaranty. For
instance, the pension account who comes to Morgan Guaranty and is
the last fellow in, and they say, I am sorry, but we can’t put IBM in
our account, he might try to find a trust company who will handle
is account. I think that might be a problem. It would be good for
the country banks anyway.

Senator Bentsen. Do you have any ?uestions Senator Bennett?

Senator BeNNETT. Unfortunately, I was not here to hear the
statement. i}

I have just been absorbing that last answer, We have had a great
variety of answers to that question as to the possible conse%xences of
the limit. I don’t know whether you were here to hear Mr. Calloway,
but Mr. Calloway suggested that 5 percent of IBM is a lot of shares.

Mr. BraLer. Yes, 1t is.

Senator BENNETT. And if they were limited to 6 percent of the
Excell Corp. from Salt Lake ,that is only a few shares so they would
pags the little one up as just not worth it.

Mr. BigLER. I think there is a great danger of that. I would do the
same thing for that amount of money.

Senator BENNETT, Maybe we better put together some packages
that say, in order to buy IBM, you must agree to take so many shares -
of stock in this class and so many shares of stock in that class?

Mr. BigLer. You know, thatis a technique we use for small capitali-
zation or thinly capitalized stocks anyway. I remember not to tnany
years ago, everybody had a drug package. You didn’t know who was
going to hit on the research, so you would own five or six drug com-
pany stocks but treat it as one investment because you didn’t know
whether Meyer or Lilly or someone else was going to have the steroid
of the year. And we also used to do that with small electronic com-
panies as well, where you create the package in order to get the play
of the industry because you weren’t quite sure where you create the
package in order to get: the play of the industry because you weren’t

- quite sure which one was going to be the one to pop up with the product.

Senator BENNETT. I have really no further questions.

Senator BentseN. Our deep concern, as you have heard it reiterated
time and time again, is how do we get the individual investor back in
the market? We think it is bad for institutions and bad for the free
enterprise system not to have him there.

Mr. BigLer. We agree on that.

Senator BENTSEN. Do you think the institutions will finally take
over the whole market? ) . )

I\tflr. BiaLer. Well, the individual investor is essential to our financial
system. _

I think we have an innate right to lose money. On the other side of

- that equation, I think we have an innate right to make money.

Senator BeNTsEN. Do you have any other ideas ag to how by the
legislative route we mifht remedy this situation? As I understand .it,
you said the 5-percent limitation on the ownership of stock in a corpora-
tion for you as an institution has not been a problem?
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Mr. BigLeR. That is correct.

Senator BENTSEN. On the other hand, you are concerned about any
kind of cripple rule on the sale of a stock of a particular issue?

Mr. BroLer. I am afraid that would not increase the ability to raise -
capital for the system for the country?

Senator BENTSEN. Insofur as the institutions themselves, do you
have any other ideas thai might be a contribution?

Mr. BreLer. From a legislative sense, no; I really don’t. But I
think the situation is correcting itself.

Another question came up several times before—and I disagreed
with Mr. Fortas on this—1 think_the block business is declining.
If there is more capital in Solomon Bros., to use that as an example,
and we are in a better position to work that stock out ourselves than
to take a two- or three-point discount from the market in order to
move something, because two or three points in that market
may be 10 or 20 percent. In other wordg——

Senator BEnTsEN. Do you have any numbers to back that up?
You said you think the block business is decreasing.

Mr. BiaLer. Well, I think if it hasn’t, it will because this is a topic
of conversation at all of the seminars and meet‘mFs that I go to, and
people in similar positions go to. And, in the ear: fy stages of a down
market, as we began to see last year in the second tier of stocks coming
down, obviously, the first sale is the best sale and I am still kicking my-
self in that I didn’t try to work some stocks out. But I think we are
now at this market level where I think that that pressure is off ot is
coming off. And don’t hold me to this, but I am rather optimistic for
the outlook for equities, technically and fundamentally, and for many
other reasons and I think that is going to correct a lot.

This gentleman here is going to be very happy when his stock is
back to 12 or 15 times earnings. )

Mr. MasoN. May I add, as Mr. Bigler pointed out at the outset of
his statement, we have not had the opf)ortunity to in anywafy poll our
membership and certainly we haven’t had the opportunity of referring
this to a particular committee that consists of some 15 companies that
generally consider these matters. '

And we would like to take that opportrnity in the months to come
and, if it is acceptable to the comrittee, we would like to furnish at an
appropriate time some further thoughts with respect to bringing. the
individual investor back into the market. :

Senator BEnTSEN. We would be happy to consider, at that time, the
inclusion of those into the record. -

Mr. BioLer. I would like to make one final comment and, that is,
the question about the deductibility of the commissions that have
been mentioned, the retail reps will love it. ) 4

Senator BEnTsen. Well, do you think that would encourage people
to buy stocks?

Mr. BiorEr, I think it would bring people back in. Unfortunately,
in my personal opinion, it would bring people back in the wrong way.
Bring them back as traders which adds liquidity, I suppose, but I am

‘not sure that is in the best interest of the man on the street.

Mr. MasoN. Mr. Chairman? .

Senator BENTSEN. Yes, . , S

Mr. Mason. In 1972, the Securities and Exchange Coirimission
became quite concerned about some of the matters that are now under
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consideration by this committee and a number of the chairman’s
questions in the last several days went to the issue of when a company
becomes public, what happens and other such questions and we
{mrticipated in_those hearings, which were, unfortunately, referred
o as hot issue hearings, which gave the imﬁression that the hearings
were limited to a select list of stocks. But the hearings and the ques-
tions that were put to approximately 30 to 50 witnesses were quite
far reaching and did explore some of these very same areas you have
been raising and I would merely suggest that if that record is available
from the Securities and Exchange Commission and some preliminary
ﬁo?c}ulqions that they reached, I would think that would be enormously
elpful.
enator BENTSEN. Well, we appreciate that very much.

Gentlemen, we aprreciate your testimony very much. We think it
has been very helpful to us. -

The prepared statement of Mr. Bigler follows:]

STATEMENT OF AMERCIAN Lirk INsuranck Co., Presentkp sy Haroup E,
BioLkr, Jr.,, Vice PresipeNT, CONNECTICUT GENERAL LiFE INSURANCE

Co.

Mr. Chairman and members of the Subcommittee, I am pleased to be given
the opportunity to appear before you today. My name is Harold E. Bigler, Jr.
and I am Vice President in charge of Equity Investments for Connecticut General
Life Insurance Company. I am appearing today representing the American Life
Insurance Association, Accompanying me is Mr. Paul J. Mason, Associate General
Counsel of the Association.

The life insurance companies which are members of the Association are major
holders of common stock, with an estimated market value in excess of $17 billion,
whicih inclludos well over $6 billion of equities held in separate accounts funding
pension plans,

Although the Subcommittee has indicated that it is not looking into such ques-
tions as commission rate structure, institutional membership ang the formation
of a central market since these areas have been thorcughly studied by other Con-
gressional committees, I do believe that a number of our statements made before
other Congressional committees are relevant to the issues at hand. onseguently,
we are attaching a list (Exhibit A) of the statements we have submitted in the
past several years which exploie the evolving pattern of institutional trading. In
particular, we are submlttlng at this time (Exhibit B) a summary statement pre-
sented on June 28, 1973 to the House Ssubcommittes on Commerce and Finance.
in regard to H.R. 5050. Although this summary statement does deal specifically
with some aspects of competitive commission rates and institutional membership,
it does at the same time concern itself with more recent institutional trading pat-
terns in response to questions gosited to us by the House Subcommittee.

We have examined the eight questions referred to in this Subcommittee’s press
release dated July 18 rega ln%jhe first phase of the Subcommittee's oversight
hearings.! It might be helpful if we were to explain briefly how we generally pre- -

our submissions to the respective Senate and House Committees as well as

' pare
go the Securities and Exchange Commission in matters involving institutional in-

vestors and their role in the marketplace. The Association has a Committee on
Securities Investments composed of a representative group of companies, The in-
dividual from the respx;;:tive company with the greatest expertise to deal with
these issues has been Hssigned to the Committes, Normally, we have sufficient
time to ciroulate to the Committee the contents of the Senate or House bill or
sgeeiﬁc inquiry as the case may be. This circulation is designed to initially “‘test
the waters” as to the nature of the response to be made. We usually then discuss
the issues in order to assure that our response represents the most reasoned judgs
ment based on the experience in the particular area. This entire process usually

1 We liave also looked brleﬂg at Committes Print 08-744 enditled, “The Roleof Institutional Investorsin
the ?wok Market” pre y the staff fgr the use of the Subcommittee on Flmnc‘al Mar:eto. Unfortu.
nately, time did not allow for us to mmn to afme 0f the speoifie points ralsed in thismaterial, However, .
m&g 1 ! t“l‘ie ’ao Jﬁ&.‘;‘“ opportunity to do so either in writing or in alater appearance before the Subeom-
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takes no more than two weeks. Unfortunately, in this case, we have not had the
opportunity to follow this procedure and, consequently, our remarks this morn-
ing are based more on my own reaction, as well as Mr, Mason’s. I do not want to
suggest at this point in time that I can speak readily for an enzire industry. How-
ever, this Is an area in which I have spent a good number of years and do feel
c“x:liﬁed to respond generally, Since the Finance Committee press release indicates
that this subject will be under continuing study and that there will be further
testimony at a later stage, I respectfully suggest that we can give you some pre-
liminary views at this time but that we be afforded the opportunity to submit at a
later date some more specific answers to the questions posed. Further, if the Sub-
committes should so desire, we could also participate in these hearings in the fal‘}.

Now that we have reviewed some of the backgound of this statement, I will
turn to some of my more specific reactions to the issues you have raised with
regard to the role that the institutional investor is playing in toda{s market,

ecently, there has appeared some criticism of the manner in which institutions
aro offecting thelr trades and the impact of such trades on the viability of the
auction market. Some of this eriticism manifested itself in a recent Business Week
article in which institutional traders are accused of being irresponsible in their
trading practices in that when they begin to sell, their large orders do damage to
the auction process. The industry leaders quoted in this article also criticize
institutions for concentrating their purchases on 20 to 30 major stocks and that as
a result consideration should be given to limiting the amount of shares that may
be traded by an institution.

We strongly suggest that institutions are being unduly criticized for the current
situation in the marketplace. A number of arguments that are beinﬁ made by
some of these Wall Street firms are unsupported by facts and are illogical. As
pointed out in a recent address by Donald E. Weeden, Chairman of the Board
of the Weeden Companfr, entitled ““ Institutions: The New ‘Bad Guys,’ "' prepared
for the Fifth Annual Institutional Traders Conference on June lé, 1973, and
which we attach as Exhibit C:

““There is no need for institutions to be apologetic, They did not cause inflation,
the trade deficit, the payments deficit, or the gold orisis—let alone Watergate.
So far, 1073 has been a lousy year—for lots of reasons—~none of which has any-
thinf to do with Institutional trading practices. Institutions should politely but
firmly deoline the fole of the scapegoat. . . ,”” - .

Mr. Weeden, whose firm deals exclusively with finaneial institutions, and whose
earnings have been significantly down as reported recently in the gress, neverthe-
less, does not blame institutions for the current market situation.! He points out
in his address that nothing about the good that is done when institutions buy
massively is reported—only what happens when ther sell.

ddressing himaself to the question of depth and i?ulduy in the marketplace,
Mr. Weeden asserts that the volume of stock trading is up dramatieally over the
past decade and that, for example, on the New York Stock Exchange averafe
daily volume in 1972 was 16.5 million shares which compares with average daily
volume on that Exchange of 10 million five years ago and 3.8 million 10 years ago.
He suggests correctly, in our view, that this increase in volume is a direct result
of institutional trading and that surely the New York Stock Exchange would not
want to go back to 3 million share days,

He also suggests the following, and although we have no definitive views on this
statement of Mr. Weeden at this time, nevertheless, it is worth consideration:

*, . . Are the complaints about institutions really part of a cunninf campalgn
to restore fixed commissions? For example, are not the suggestions that Institutions
be required to split up their orders merely not so subtle attempts to get those
orders divided into small transactions covered completely by fixed rates?”

We will be better equipped to evaluate this statement after we have had the
opportunity to digest the written and oral statements of others before this Sub-
committee. We are particularly interested, in this connection, in the statements
made by brokerage firms and the basis for such statements that may develop
regarding the role of insurance companies. _ .

One of the major areas that appears implici in the questions raised in this
first phase of the Subcommittee’s hearings appeais to concentrate on the question
of whether restriotions, if any, should be placed on institutional trading, We
believe that any such conclusions along these lines is premature and unwarranted.
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There simpl%is no evidence or basis in fact to justify such abnormal restrictions
on trading. We further believe that a first step in evaluating the need for change
should be in the direotion of greater disclosure as we will now attempt to explain.
The Business Week article of June 2, 1973 cited in the July 24 staff briefing
material recognizes that: “The conventional wisdom on Wall Street is that institu-
tions are a stabilizing force in the market because they are mature, sophisticatet
investors, armed with plenty of research—in for the long haul and not likely to
act precipitously.” However, the article goes on to state that much of that wisdom
is based on a 1eport on institutional investors completed by the Securities and
Exchange Commission two years ago and now out of date. We respeotfully submit
that the conclusions reached by the Intistutional Investors Study were based
on exhaustive research and that there is no hard evidence produced in the Business
Week article or elsewhers, which refutes the conclusions of the Study,

We belleve, and in this connection we support the findings of the SEC's Insti-
tutional Investors Study, that the potential or actual impaot of. institutions on
Portt‘ollo companies cannot be assessed by institutional beneficiaries, corporate
nvestors or government policy makers without full and fair disclosure of institu-
tional equity holdlnﬁs and management policy. In this connection, we are sub-
mitting as part of this statement (Exhibit Dg'a brief portion of the 1971 com-
munjcation from the Securities and Exchange Commission to the Congress
tegardh}lg the disclosure of holdings as a part of the Institutional Investors Study
report. This study pointed out quite clearly that there is a serious need—in order
to properly assess the impact of institutional trading—to require disclosure of
m?snt uirge institutions whioch ate presently excluded from disclosure under
existing law, .

On sevetal occasions in 1973, members of the Securities and Exchange Com-
mission addressed their attention to the criticisms being made of institutional
traders as well as to the solutions to existing difficulties. For examgle, then
Chairman Cook on May 10, 1973, in a speech before the Investment Company
Institute, pointed out that a number of observers deseribed the current institu-
tional investor as foousing on short-texm performance, and that this charaoteristio
may account partially for the “air pockets” that have hit a number of New York
Stock Exchange-listed securities. In acknowledging that some observers have
advooated restrioting institutional ownership or trading of securities, he stated
that the Commission has serlous problems in creating artificial barriers in the
marketplace, Ho suggested that.one of the solutions to restoring the individual...
investor’s confildence in the stock market would be for the Commission to request
the Congtress to enact an Institutional Disclosure Aot to give the Commission
rulemaking power to require reports of holdings and transactions from all tyfes
of institutional managers. Then Chairman Cook, in another address, before the
Economic Club of Chicago on April 25, 1973, said the following in this connection:

“Critics also contend that these institutions suddenly—sometimes overnight—
liquidate positions acquired over a long period, cauging sudden é)rlce drops even
in the largest stocks. In reaction, we have heard calls for restrictions on the per-
centage of a company’s outstan(iing stock which can be held or on the amount
which can be sold in a given time period. -

““The Commission is opposed, at least at present, to any arbitr,arr impediments.
However, as pointed out in our Institutiona) Investor Study of 1971, we do belteve
disclosure of institutional holdings and their significant transactions may be
desirable, both to inform investors of institutional concentration and to aid the
Commission in meeting its responsibility to assure orderly and equitable markets.
Not only would all the participants in the future central market system bé better
informed, but corporations would have a hetter understanding of the nature of
their shareholders. Accordingly, we will ask Congress to pass an Institutional
Disclosure Act, which woul gfve us rulemaking power to require all -types of
institutional investors—banks, insurance companies, pension funds, and the
like—to disclose holdings and transactions in securities over which they have
investment authority.

“I believe that institutions will be anxious to provide this information to demon-
strate that their market behavior is fair and proper; moreover, the information
could be provided without undue burden from the computer records presently
maintained by most institutions.”

- We understand that on July 26 Senator Williams, together with Senators
Brooke, Tower, Mclnt%re and Proxmire, introduced a bill, referred to as *The
Institufional Investor Full Disclosure Act,” which would require institutional
investors to disclose regularly their portfolio holdinﬁ and large seourities trans-
actions, Senator Williams points out that this bill (which Is the third bill to result
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from the Securities Industry Study conducted by the Subcommittee on Securities
of the Committee on Banking, Housing aind Urban Affairs) addresses itself directly
to the role of institutions in the securities markets and the implicationg of that
role for the small investor and the capital raising mechanisms. Senator Williams,
in introducing the bill, comments that the legislation would accomplish the task
of providing needed information about institutional trading practices and in-
vestment policies.

Although we have not had the full opportunity to examine this billi‘ in detail,
we do endorse the concept of full disclosure or “truth in securities’ as it is some-
times referred to. We therefore endorse this legiclation which would implement
the significant recommendation of the Institutional Investors Study that the
SEC should obtain regular and comprehensive information regarding institutional
transactions which may contribute in part, to unusual price movements, so that
it will be continuously in a position to evaluate all recommendations regarding
institutional tradln% ) - ‘

As this Subcommittee is aware, in 1968 the Congress directed the SEC to study
the purchase, sale and holding of equity seourities by institutions, in order to
determine, among other things, their effect on ‘“the maintenance of fair and orderly
securities markets’’ and “the stability of such markets.”” The Institutional In-
vestor Study, conducted by the SEC pursuant to that mandate concluded:

“An effective program of government regulation of institutional investors
and the securities markets must emanate from empirical analyses of institutional
behavior, weighed on the scales of competing po loly considerations, . . . (Thhe
course of future developments cannot acourately gauged nor can reasoned
regulatory policies be plotted without a continuing flow of such information.
The Commission believes that gaps in information about the purchase, sale and
holdings of securities by major olasses of institutional investors should be elimi-
nated, and recommends that the Securities Exchange Act of 1934 be amended
to provide the Commission with general authovity to require reports and dis-
closures of such holdings and transactions from all t.ﬁv;i)es of institutional investors.”

We believe, thereforo, that Senator Williams’ bill is a step in the right direction.

We should also point out that when the SEC submitted its Institutional Inves-
tors Study report in March of 1971, it did concenirate on some of the very issues
under consideration by this Subcommittes, The SEC study was designed to provide
a basis for understanding the underlying economic trends evidenced by growinﬁ
participation by institutions in equlty investments and their impact on bot
securities markets and corporate issuers, The study reached the signifficant
conoclusion that institutional trading has not impaired price stability in the
markets,. The study did not discover any basis for imposing limitations on_the
volume of institutional trading or on the size of institutional transactions. With
respect to the impact of institutional position changes in N YSE-listed stocks on
prices, the Studs' (Volume 5, at 1465) concludes:

... the findings indicate that situations in which the trading of an institution
mz:{ create or accentuate {)ﬂce movements are more or less matched in number
and importance by situations in which the trading behavior of an institution
reduces the magnitude of the t)irlce impaots of trading by others. The most striking
result of the analfsis is that the original assumption {as to institutional impact on
prices) is factually inacourate. In general, situations in which an institutional
position change may have a price impaoé seem to be no more frequent than
situations in which such a position change tends to offset the price impaots of
trading imbalances by other market participants. : :

‘“T'his conclusion applies %enerally to large and small position changes, to those
conducted by banks or by investment advisers (including mutual fuhds) and to
both purchase and sales programs. With relatively minor exceptions, it applies
even after allowance is made for characteristics of the position change, such as its
total size or the size of the individual transactions used, and for the market con-
ditions under which the position change was conducted. The analysis did, how-
ever, indicate that, when institutions trads on the third market, they save, on the
average, the equivalent of a full stock exchange gommission.”

Turning specifically to the question raised with regard to the effect institutional
investors are having on the ablility of new or small and medium sized firms to
acquire the capital they need, the Commiission on 1972 held hearings lgfenerall
referred to as an Investigation into the matter of the ‘hot issues”) which dealt
in part with the ability of new emerging companies to acquire capital, and i3 there-
fore relevant to this discussion. For your information, we are enclosing (as Ex-
hibit E) a copy of our statement to the Commission on these matters. - -

-
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We point out in this statement that one of the prineipal reasons for the dearth
of investments in venture capital is that life companies are generally restricted by
their liabilities to policyholders which require a certain level of liquidity, and by
State laws which have a ‘“dampening’” effect on venture capital investments,
This statement (see in particular pp. 8, 7 and 8 of Exhibit E) highlights the scope
of the extensive State law restrictions on investments.

As indicated at the outset of this statement, we recognize that we have not
answered some of the specific questions raised, particularly with regard to the
tax implications, but if the Subcommittee so desires, we could attempt a supple-
meftary statement,

We are prepared now to answer any questions you may have on the basis of the
statements we have made today.

Exnipir A

The ALIA (successor association to the ALC-LIAA) submitted the following
matetial on the issues of institutional membership, competitive commission rates
and other matters affecting the structure of the securities market:

1. Securities and Exchange Commission

(a) Comments submitted to the Commission on August 6, 1970, January 12,
1971 and July 27, 1971 in connection with the N YSE proposals on commission
rates and institutional access. .

Statements were submitted to the Commission on August 15, 1971 and

. December 23, 1971 in connection with its investigatory hearings on the national

securities markets. ) s
(¢) In connection with the Commission’s Rule 19b~2 proposal, material was
submitted to the SEC on October 3, 1972, December 8, 197 and July 6, 1973.
2, Senate Subcommillee on Securities of the Senate Committee on Banking, Housz‘nq

- and Urban Affairs.

(ag Statement on 8. 3169 (March 22, 1972).

(b) Statement on S. 1164 and S. 3347 (April 19, 1972),

(c) Statement on 8. 470 and S. 488 (February 21, 1973),

3. Houge Subcommiltee on Commerce and Finance of the Commiltee on Interstate

"~ and Foreign Commerce

(a; Statement on problems of the securities industrgr (April 14, 1972),
(b) Letter of comment on H.R. 5050 (June 22, 1073),

Exnisir B

- BUMMARY STATEMENT, COMMITTEE ON SECURITIES INVESTMENTS, AMERICAN LIFE

INSURANCE ASSOCIATION

Mr. Chairman and members of the Subcommittee, I am pleased to be given the
opR&)rtunity to appear before you today,
‘ y name is Harold E. Bigler, Jr., and I Am Vice President in charge of Equity
Investments for Connecticut General Life Insurance Company. I am appearing
to%y representing the Amerioan Life Insurance Association. Accom;‘)anying me
is Mr. Paul Mason, Associate General Counsel of the Association. In previous
submissions to this Subcommittee we have .given you details concerning the
makeup of that association. I won’t repeat those statistics, other than to say that
the life insurance companies involved are major holders of common stock, with
an estimated market value in excess of $17 billion, which includes well over

* $6.0 billion of 