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FINANCIAL MARKETS

MONDAY, SIMZX g 4, 1973

U.S. SENATE,
SUBCOMMITTEE ON FINANCIAL MARKETS

oF Tnx CoMMmTTEE oF FINANcE,
Washington, D.C.

The subcommittee met, pursuant to recess, at 10:07 a.m., in room
2221, Dirksen Senate Office Building, Senator Lloyd Bentsen (chair-
man of the subcommittee) presiding.

Present: Senators Bentsen, Byrd, Jr., of Virginia, Bennett, and
Roth, Jr.

Senator BENTsErN. Would Mr. Kelso, Dr. Ture, and Dr. Musgrave
please come forward and we will try to do this in a panel, gentlemen,
if we may.

The committee will come to order. This week we will continue our
inquiry concerning the condition of the U.S. equity markets and the
role the institutional investors are playing in this market.

I like to think that these subcommittee hearings have already had
some impact. I know that the institutional investor study by the
SEC came out in 1971 but it was not until the start of these hearings
that the SEC began to seriously consider proposing disclosure legis-
lation for large institutions. I think that disclosure -would be of great
help to the smaller investor by providing him with a greater dvree
of confidence. In addition, disclosure will give us a better insight into
the impact of the institutions on the-market.

I heard some analysts say that they have seen a modest change in
the direction of investment by some of the major institutions into
lower tier stocks. The opinion has been hazarded that these hearings
and the information developed by this subcommittee have had some
influence in that direction. I like to thiak that this is the case. And I
think it is something that is healthy for the overall equity market.

Good morning, Senator Bennett.
So I believe our first hearings were valuable in helping to identify

the problem.
. The testimony gave us considerable concern. One of the most
disturbing aspects is the decline in the number of individual investors.
For the first time since 1952 when they started keeping a record of
the number of individual investors we are seeing a decline in that
number and that decline is alarming because these individual inves-
tors, with their judgments, with their variety of opinions and deci-
sions, really contributed to a free marketplace. Millions of individuals
investing their sa wings have given our market vitality and they have
provided the needed reservoirs of capital.

Now, while individual investment has declined there has been a
growth of institutional business. That in turn has not been sufficient

(1)
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to set off the loss from individual investors. The volume is down and
we read of brokerage houses that are in financial trouble today.
Underwritings of new issues have dropped off alarmingly and public
offerings of new companies are nonexistent. Without access to equity
financing, I don't low where they are going to raise capital unless
they try to raise it through borrowings and if-you go to an institution
with a low multiple and try to raise it through borrowings, you
find first that you are going to probably pay points over prime. I
heard of one case the ot er day that paid five points on front. And
then the lenders will often say, "and by the way, we would like some
free warrants collateral to add up to 10 percent of equity" and then,
of course, they say we certainly want a comp ensating balance.

So what does your true yield finally end up as being and where
do you find investments today that give you that kind of return?
And when we realize that it costs $25,000 in new capital to create
just one new job in manufacturing, where are all these new jobs
going to come from that a growing population needs in this country
of ours? Are they destined only to be created by the major corpora-
tions who might have sufficient cash flow to do that or might be
selling at a high multiple where they can afford to go to the market?
Does it mean that the small company with a low multiple that has
reasonable prospects of growth, that it can't go to the equity market,
that it is selling five times earnings and that means it needs something
that gives them a 40 percent return before taxes, and they have a
difficult time in borrowing, does it mean that they finally are merged
taken over? Is that the end result? If it is, that is of great concern to
me as chairman of this subcommittee and I know to all members
of this committee.

The other thing that was brought to our attention was the trend
where the institutions today on the New York Stock Exchange have
70 percent of the volume but 10 years ago, they had 35 percent of
the volume and if you extrapolate that kind of a trend curve, it
means finally they could have all of the market and we would have a
situation like Germany where today I understand that German
banks control about 60 percent of industry. You have one bank over
there whose trust department has morehan 25 percent of over 120
nonfinancial corporations. The largest bank's trust department in
Germany owns more than 25 percent of the largest shipping concerns.

The current issue of Business Week carries an article entitled
"Can U.S. Industry Find the Money It Needs?" I think that article
expresses very well some of the concerns of this committee and I
request the consent of the committee that it be printed in the hearings.

Senator BENNETT. I think it should be, certainly.
[The document'referred to follows. Oral testimony continues on page 12.]

(From Business Week, Nov. 22, 1978J

CAN U.S. INDUSTRY FIND THE MONEY IT NEEDS?

"A great deal of American capitalism will be dead," warns Senator Uoyd M.
Bentsen, Jr. (D-Tex.), if institutional concentration in a few "religion" stocks
eliminates the ability of U.S. markets to provide capital for thousands of other
corporations.

As Bentsen's subcommittee on financial markets resumes hearings next week, it
is clear that his concern is well founded. Institutional dominance of trading has
combined with historically high interest rates to drive most individual investors
out of the marketplace. InstLtutional concentration in a tiny handful of high-
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priced, high-visibility securities has driven most stocks down to historically low
p/e ratios. Unable to raise new equity, companies are contracting ever-increasing
interest costs that cut down their existing equity's attractiveness. Except for the
benefit of a few famous Institutional favorites, the equity markets have ceased to
fulfill their primary purpose. Stock issues have effectively ceased. In just the first
six months of 1973, more than 300 offerings were withdrawn as unsalable. The
stream of equity capital to U.S. industry has run dry.

In the view of James M. Roche, until recently chief executive of General Motors
Corp., such a situation could scarcely have come about at a less appropriate point
In time. "In the next few years," he stated recently, "the American economy faces
an unprecedented need for capital." The domestic oil industry, according to the
economists at Chase Manhattan, will require some $200-billion by 1985. Power
utilities will want about $70-billion in outside capital in just the next five years.
Just one company, American Telephone & Telegraph Co., will, according to ex-
ecutive vice-president and treasurer John J. Scanlon, need $40-billion to $60-bil-
lion for Itself and its subsidiaries in the next decade. And Stewart S. Cort, chairman
of Bethlehem Steel Corp., says his industry needs $3-billion to $4-billion a year
between now and 1980 to replace obsolete facilities, install pollution control equ ip-
ment, and expand capacity by the additional 20-million to 25-million tons it ex-
pects to need.

"Oujr competitive free enterprise system," Roche emphasizes, "has succeeded
In large part because of the success of our cpital-raising mechanism." When this
mechanismn falters, as It Is faltering today, it rapili affects thousands of American
companies. They drop into debt. They cut back. Theygt taken over-sometimes
by companies whose institutional sponsorship has provided or preserved a higher
pie multiple, and sometimes by foreigners.

THE DANGERS OF EQUITY SHORTAGE

If the short-term effect of the equity shortage is painful for individual American
corporatios, the long-term effect on the American economy could be agonizing.

This is why some thoughtful securities industry leader see the Bentsen com-
mittee as among the most significant on Capitol Hill today. Whereas other
Important--and more celebrated-Congressional committees are considerin
problems vital to the securities industry, Bentsen is examining questions vita
to all industry. Among them: the possibility he raises that "the current two-tier
market system may be stimulating the takeover of U.S. companies by foreign
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entities," and "the effect of Insttutional investors on the ability Of new Or small
and medium-si. firms to ae the -capital the need to surVive and compete
with U.S. corporate ane a foreign fut e y

Institutonal dominance of the marFt , o oe equity
raisig ability of many U.S. corporate dants too, umles they're lucky enough
to be numbeid among the nstitution'sared cows." Donld T. n chair-
man of Merrill Lynch, Pierce, Fenner & Smithi has noted that "It's Just as es-
sential, from an economic viewpoint1 that an established corporation should be
able to raise capital as that capital should be available to emerging companies."
Other early witnesses before Bentsen's committee, which first met for thie days
in July, left no doubt of the urgency or the global nature of the problem. C. V.
Wood Jr., chairman of the Committee of Publicly Owned Companes (BW-
June i), asked "Can small and medium-ssed---and even a mr number of very
big oompanes--survive? Can they have access to equity capita?" Wood's group
now c s as members nearly 00 corpoitions, and he testified, "They feel
keenly that they are being starved out o the capital markets."

Among his preliminary Ideas, Bentsen told Business Week, he is leaning
toward limitations on institutional holdings. Such legislation could have two
highly desirable effects. On the one hand, a reduction of institutional concentra-
tion In a few stocks would eventually spread an enormous amount of wealth among
hundreds of others. The top 10 U.S. banks alone have concentrated about $27-
billion in just 10 sacred cows. This huge equity represents 3% of the value of all
2,700 stocks listed on both New York and American stock exchanges. At the same
time, limitations on institutional concentration would do much to eliminate
the violent sell-offs in fallen institutional favorites-the plunge by Levits Furni-
ture Corp. from $60 to $6 being a prime example-that have done so much to
destroy individual investors' confidence in the market.

A restoration of such confidence, It is clear today, is essential if the market is
to recommence its function as a provider of equity capital, a function it has
ceased to perform (tables). Merrill Lynch's ! iagan, the first witness before Bent-
sen's committee testified that the value of new industrial equity issues had
tumbled from iR.8-bllion in the first half of 1972 to $1.2-billion in the first half
of 1973. And James W. Davant, chairman of Paine, Webber, Jackson & Curtis,
says: "Whatever the situation in the first six months, you can bet It's a lot worse
in the last three."

Last ear Davant's firm brought to market eight companies offering stock to
the public for the first time; this year, there was one. "The use of equity financing
for emerging companies," sy Davant, "has not just diminished; It's ceased.'
The figures bear him out. In July and August last year according to New Issue
Outlook, there were 78 new Issues; in July and Auglist tiis year, 7.

THUN TREMORS ARE INDUsTRY-WIDE

The result is grim for literally thousands of companies large and small, es-
tablished as well as emerging. The problems of Reliance Steel & Aluminum Co.
(box) are typical of those plaguing medium-shed corporations in the sort of
basic industries in which sophisticated financial institutions have lost interest.
So are those of Fransia Winery, Stouffer Foods, and American Metal Climax.

Franzia, California's fifth-largest winery, has Increased ales from $16-million
two years ago to an estimated $30-million in fiscal 1973. Earnings, too, are ex-
pected to double the 1971 figure of $542,000. But when Fransia planned an
equity offering to help finance 1973 capital expenditures of $3-million, "the
market was a disaster,' and the issue was abandoned. In Its place came an ac-
quisition offer from bibulous Coca Cola Bottling Co. of New York (BW July 7),
which also took over Mogen David wines in 1970. Like that institutional darling
and more famous relative, "Coke" of Atlanta, Coca Cola of New York has
managed to maintain the reasonably high multiple essential to takeovers.

Stouffer Foods also was taken over When a public share offering was seen as
unlikel to produce a satisfactory price for its owners, Utton Industries. In its

plce, tton accepted a bid from Switserland's Nestl, and ownership of the
Fiar household brand passed into foreign hands. So dia much of the aluminumbusiness of America Metal Climax, the fourth-largest U.S. fabricator of aluminum.

Eager to expand capacity but strapped for equity and burdened with a debt
that had tripled since 196f, Amax BW-Au&2g ) sold a half-Interest in its alumi-
num opersUons to Japan's Mitsui for $125-inllion.-hl ) an's iou

While a handful of banks (such as California's Security National) and famous
retailers (such as Gimbel's) are among the U.S. corporations whose control has
passed to foreigners since the establishment of the two-tier market, power over
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even more of them seems rapidly to be passing to reditore-particularly to
bankers.

Regbd Jones, chairman of General Electric Co., recently fretted that the
volume of corporate long-term debt Issues had virtually "exploded," with debt-to-
equity ratios lor the SO Industrials leaping from 26% to 41 In just 10 years.
And Thomas I. Unterberg of Unterberg, Towbin, a New York Investment firm
with a respected record In the underwriting of smaller companies, answers the
question of what happens to such com aies when they cannot raise equity cash:
"They merge. They reduce exp mansion. They pay the banks 1%% over prime, plus

C 20% compensating ba ls Clay go out of business."
The list of companies forced by. te two-tier market to cut back on expansion

or fall back on their bankers would stretch from coast to coast--and from Florida
to Minnesota.

In Miami last month, diversified Pershing Industries withdrew an offering of
200,000 shares at $7 a share and, says President Maurice Revits: "This has
caused us to approach any sort of expansion with a lot more caution." To acquire
additional cars for Pershing's leasing division, he would have to pay "2% to 2 %
over prime, which means the customer would pay $30 to $40 a month more for
his car."

In Minneapolis Wilson Learning Laboratories, manufacturers of video educa-
tional progrms, Aad seen sales soar 90% last year and was seeking $1-million In
equity to finance further expansion. Instead they were obliged to turn to banks-
"a hard route," says founder and chairman Larry Wilson, 'because you never get
as much money as you really need." Wilson emphasizes that "not getting the
money from the stock offerin has hurt. We are running from month to month,
project to project-with a real cash flow crunch."

Among the young, thriving electronics companies in the San Francisco penin-
sula's "silicon valley," Advanced Memory Systems withdrew a 460,000 share
offering in May and added $2.5-million to its $6.5-mllion in short-term bank
borrowings. Said a spokesman: "It would have been nice to sell those additional
shares rather than borrow more from the bank with Interest rates so high."

In Fayettevflle, N.C., the building business of American Classic Industries
dropped a series of expansion and development projects when its public offering
was withdrawn. Says Barry Barnard, vice-president for finance: "We've leveraged
ourselves a little more highly than before. We are pretty much trapped between
high interest rates and not being able to go public.

A bottling firm in Baltimore withdrew an offering of common stock intended to
replace high-cost indebtedness. Instead, Worries Its treasurer, "our interest cost Is
bearing on our earnings." His lament points up a problem like an exposed nerve in
tooth cavity-a cavity which, left unfilled, could rapidly deteriorate into the
general decay of profitability. As C. V. Wood told the Bentsen committee: "When
we can't raise [equity) money for expansion, replacement of facilities, or pollution
control, we have to go to the banks and saddle our companies with very high
interest rates and fixed charges." Salomon Bros.' chief economist, Henry Kaufman,
recently noted that bank loans to business had expanded, in the first seven months
of this year, nearly four times as fast as even in 1969. The result of consistent
debt financing, as GE's Jones makes clear is to "exacerbate the compression of
profit margins." Jones quotes statistics showing that in the early 1950s, nonfinancial
corporations earned a pretax 23% on total Capital. "Ten years ago It had dropped
to about 18%0, and in 197lIt was down to 13%."

LITTLE ROOM FOR OPTIMISM

With short-term interest rates at their historic highs, and long-term rates nearing
them, there is no reason to suppose that this situation has improved since 1971.
_Nor are there grounds for optimism that It will-miraculously or ot .w -get
better in the foreseeable future. In 1946, AAA bonds yielded an average 2.50/ but
those days are gone forever. With an "inflation expectations component (W-
Sept. 8) of 4% to 5% to be added to the "real" rate of interest of another 4% to
5% that is normal for a period of economic expansion the cost of servicing debt
can only bear down more heavily on corporate profits. .Fonit ]Kaufman warns
that "Many corporations fac refinancing requirements. There's $37.9-bmlon in
corporate bonds maturing by 1985 that needs to be refunded."

In debt financing, as Paine Webber's Davant points out, "The government pays
half." Interest, for corporations as for individuals, is deductible dollar for doa
against taxes, so Its net effect on the eqnings per share of most companies is only
50% of Its actual cost. Furthermore, Davant says, companiess that borrow ar
expecting their return on new investment will be higher than their normal return."



6

Take a steel company with $1-billion in debt outstanding and a return on invest-
ment of 8%. Suppose it borrow# an additional $100-million. At 10%, its interest
cost is $10-million. If it can make 12%half as much again as its normal return-it
can add $1-million post-tax to earnings. But if the economy goes into a recession,
or even just a dip, and return on the new investment drops to the level of the old,
it represents a drin of $1-million on post-tax earnings. Unfortunately, in practice
corporate results frequently fail to live up to corporate expectations. Speaking of
the performance of the S&P Industrials in the five years from 196671, GfE's
Jones notes that "many a company didn't earn the equivalent of interest charges
on newly added funds."

-David Healy, vice-president and director of research at Drexel, Burnham, who
has specialized in analysis of the steel industry, notes that steel's earnings coverage
(of interest costs) got "really bad" at the beginning of this decade "becA~se of
deteriorating profits and increasing debt."

This combination, it should be noted, Is what pushed the Penn Central into
bankruptcy. On the eve of its collapse, moreover the Penn Central was planning a
further massive increase in its debt burden. But If added debt financing is undesir-
able for the majority of U.S. companies-and all evidence suggests that most of
them should be decreasing rather than increasing their borrowings-where is the
capital they need to come from?

This It*the central problem confronting Bentsen and his committee and it Is a
vital as well as a thorny one. Unless corporations can obtain large Infusions of
equity, they will be obliged either to stop expanding, or to expand via debt. In
taking on more debt, At inevitably high interest cost, they increase what Healy calls
the reverse leverage on their equity. Their expansion reduces, rather than improves,
their per-share earnings-as does the necessity of refinancing old debt on which
interest costs represented substantially less of an earnings drain. The "embedded"
cost on AT&T's total debt has risen 1.15% since the beginning of this decade. This,
Scanlon notes wryly, "costs us $250-million extra a year."

THZEE SOURCES OF EQUITY CAPITAL

The high cost of new debt will trap most corporations in a tightening noose from
which they can escape only by selling off operations or going out of business-
unless they can obtain equity, and obtain it soon. Apart from retained earnings,
there are for U.S. corporations today essentially three sources of equity capital for
plant and equipment: institutional investors, individual investors, and venturecapitalists.Of these the richest and the most reluctant are the institutions. Largely because

of the banks' traditional policy of concealing the scope and size of their holdings,
there is much confusion as to exactly how much of American industry they now
effectively control. It is a common practice of bankers to pooh-pooh the notion that
institutions now dominate the markets. Thus Samuel R. Callaway, executive vice-
president of Morgan Guaranty, cites SEC figures showing that at the end of 1972,
Individuals owned 63% of all equities, and claimed this as "impressive evidence
that the individual is not out of the-market." SEC figures cited by another banker
(C. Roderick O'Neil executive vice-president of Manufacturers Hanover) show
however, that individual ownership at the end of 1971 had been 66.8%. The rapid
decline, 3.8% in one year, appears to indicate that the individual is quitting the
market in a hurry. In terms of dollars, the 3.8% shift means that individuals own
some $40-billion less (f the equity of U.S. corporations, and institutions own some
$40-bilion more-in one single year.

Furthermore, such figures do not by any means tell the whole story of the new
institutional dominance. This was well illustrated when James J. Needham,
chairman of the New York Stock Exchange, told the Bentsen committee that
institutions owned approximately 30% of Big Board-listed equities by the end
of 1972. But he emphasized that this figure specifically excluded the banks'
personal trust holdings. He said that were these and other smaller institutional
groups to be included, the figure would probably total 45%. Figures released last
week by the FDIC reveal that just 300 U.S. banks control trust assets of $365-
billion. Institutional holdings of equities now total half a trillion dollars, give or
take a billion or two.

By restricting their sponsorship to what Needham calls an "ever-narrowing
circle" of Investments, the institutions have created a self-perpetuating downward
spiral. for other stocks. According to the Economic Report of the President for
1978, individuals have been selling more of their holdings of equities than they
have bought since 1962-and the stocks they have been selling have been those
not favored by the institutions. Since the institutions control the pension money
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that provides virtually the only fresh flow of funds Into the market, there has
been no way for these stocks to go but down. The result, as expressed in Securities
Industry Asen. (SIA) testimony before Bentsen: "When the valuation mechanism
Is distorted, the whole capital formation process-and the nation-suffers."

HERD PSYCHOLOGY AND STARVATION

While one product of the Institutional philosophy of concentration (less politely
known as "herd psychology") is equity undernourishment for nonglainour
companies of any size, another Is equity starvation for small and emerging com-
panies of almost every type. Few big banks-and the top 20 U.S. banks control
48% of all America's trust and pension assets-will consider Investments In
companies capitalized at less than $5-million. Chalkley J. Hambleton, president
of the Harris Trust & Savings Bank in Chicago, a forward-looking bank that is
the nation's 12th largest In terms of trust assets, says that $5-million worth of
stock in the hands of the public Is the smallest situation in which Harris Trust
would invest-"but we would much prefer a minimum of $50-million."

Morgan Guaranty is unquestionably the most progressive of the really big
banks in its seeking out of smaller companies as potential investments: Whereas
First National City Bank and Bankers Trust are invested in about 400 companies
each, and Manufacturers Hanover in around 250, Morgan is invested in 569. Cal-
laway told the Bentsen committee that the bank had established two funds: one
specializing in "smaller companies, defined as those with market capitalizations of
up to $100-million," and another specializing in "small to medium companies,"
which Morgan defines as from $100-million to $500-million. Although the bank in-
vests, through these funds, in some 268 companies, Callaway allows that they do not
represent a very large proportion of Morgan's equity investments. Of the bank's
$21.4-billion in common stocks, well over $19-bi lion is in the shares of "larger"
companies, those with capitalizations of more than $500-million. Moreover, Cal-
laway says that "while I m sure we have invested in companies with capitaliza-
tions of as little as $5-million, we'd have to be really interested to do so."

-If institutions are limiting themselves to corporations worth $5-million--or, as
in most cases, a great deal more-it is evident that equity capital for emerging
companies is going to have to come from somewhere else. The same is true of
nonglamour companies-that overwhelming majority of small medium, and
large companies whose industries just do not interest the institutions. The major
potential source, because of his propensity to save 6% to 8% ($50-billion a year) of
is disposable income, is the individual investor.

Just as Bentsen's prime concern in establishing his committee was the new in-
stitutional dominance of the markets, so one of his primary objectives is to bring
the indiW 4 neF b ack. Several witnesses, however, raised questions about
his absence. Morgan Guaranty's Callaway as noted, questioned whether the in-
dividual had ever gone. And Merrill Lynch's Regan suggested that he might be
coming back already. Regan pointed to the fact that Merrill Lynch is opening new
accounts at "the highest rate in our history"-a sentiment echoed by Paine Web-
ber's Davant and (with some exceptions) by brokers all over the U.S., in a survey
conducted by Business Week.

One explanation was provided by Stan West, research director of the New York
Stock Exchange: "Given the well-publicized problems of the Street, a lot of share-
holders may be switching to well-capitalized firms as a matter of self-protection.
These people show up as new accounts at Merrill Lynch, even though they're not
new shareowners. And when a firm like Reynolds takes over Courts in Atlanta,
the people that go with Courts' registered representatives to Reynolds
won't show up as new account openings. But, if Courts' R.R.s take them to Robin-
son-Humphrey [another Atlanta firm], theyll show up as new."

Just as consolidations produce new accounts for some firms without actually
bringing new investors into the market, so do liquidations. The 48,000 investors
who had accounts at Weis Securities will show up as new accounts somewhere,
even If all they do is liquidate what Is left of their holdings.

WHERE IS THE INDIVIDUAL?

In any case, however many accounts are opened, individual business in the
equities market is off sharply. Through Aug. 10 business on the Amex-which is
dominated more than 70% by individuals trading-was off 321%, in relation to
the same period last year; business on the Big Board-which is dominated to about
the same extent by institutons-was by contrast off only 7%. If the Individual was
indeed coming back, he was doing so very slowly.



8

Furthermore, Business Week's survey showed that many erstwhile Investors
had grave doubts about coming back to the market at a:. .

Gary A. Daum, administrative vice-president of General Nutrition Corp. a
Pittsburgh food supplements retailer, says: "I'm a gambler by instinct, an. I
still have a yearning to play the markets But not now. There's too much riqk
involved, because the worth of a company no longer determines the value of Its
stock. Stocks move to the pressures of big investors."

Other investors find the interest rates on fixed income securities too tempting
for equities to appear attractive. Says Barry E. Tague, an investor who Is vice-
chairman of the PhWIadelphia-Baltlmore-Washngton Stock Exchange: "It's that
time now when you should be content with 9% on your money, and go fishing
for a while."

And others, of course, are Indeed girding their loins and preparing to reenter the
fray. For example, David W. Eaton a Los Angeles management consultant, is
anxious to get back-despIte punising losses In 1968-9: I bought companies
at $35 that are going for "he says.

It is perhaps investors like Fred Torres, general sales manager of Cleveland's
Woodhll Chemical Co. who represent the biggest challenge to the Bentsen
committee. Torres says e has "definitely lost confidence In the stock market,"
and he has cut his Investments to perhaps 20% of what they were a few years
ago. For one thing, he has bought a house. For another, he has put some of the
money into bonds. And he has been "shaken by what has been happening to the
brokerage industry." Torres had money in an account with Dempsey-Tegeler,
another brokerage firm that went under, and he says "I almost never did get
that thing straightened out.

If many people feel as do Torres and most of the ex-Investors In Business Week's
sample, Bentsen faces a severe struggle to get them back In the equity market.
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One additional difficulty In doing so is noted by former SEC chairman G.
Bradford Cook. He feels that, in these days of increased Social Security and
improved pension possibilities, many of the sort of people who once invested in
the stock market to build up a nest egg no longer do so. Instead feeling that their
nest egg needs will be taken care of, and disillusioned by market gyrations and
manipulations, they look to other outlets for spare money and savings. Among
the most important, Cook suggests, may be second homes.

The present prospects for raising large amounts of fresh equity capital from
these investors appear bleak. Indeed, these prospects appear downright forbidding

-when the third basic source of equity is also considered-for the venture capitalists
- are not able to provide more than a tiny percentage of what is needed.

No exact figure exists on how much the equity venture capitalists do provide,
but the generally accepted figure is $100-million a year.

Obviously, this is a drop In the bucket of equity capital that U.S. companies
require. Obviously, too, although some venture capitalists are now taking advan-
tage of low p/e multiples to move in on relatively large businesses, they only invest.
in principle, in a rather restrictive type of company: the type that can provide
them, as Leroy W. Sinclair of Technimetrics says, "with at least 40% on their
Investment, compounded annually."

"STARTUP CAPITAL IS TIGHT"

Venture capitalists are now able to make investments on terms that attract
them, says Stanley M. Rubel, who runs his own venture capital consulting firm
In Chicago, "because a lot of companies are desperate for capital." Despite this
demand, and despite the fact that as much money is available for venturing as
ever, an anomalous situation has developed. "Startup capital is tight," Rubel
says. "More venture capital money is flowing into secondary financing, because
venture capitalists are waiting to see how companies perform before they invest."

This impression is confirmed by venture capitalists themselves-such as Edgar
F. Heiser, of Chicago's Heiser Co. Because of low multiples in the stock market,
he says "startup investors don't see their stock br:ng tradeable for five or six
years, and they're backing off from startup inveeting.'r

The multiples that venturists are looking for moreover are clearly very different
from those being paid these days on most emerging companies. It is evident, too,
that while there is equity ready, waiting, and to spare for a new Polaroid, an Itek,
or a Digital Equipment, venture capitalists are not going to solve the equity
problems of stodgier, more basic, less spectacular companies.

Here, in fact, is one of the most exasperating examples of the waste that is a
b roduct of the two-tier market. Venture capitalists have plenty of money avail-
alfor the right deal. Indeed, they are scrambling over each other to get into
the deals that offer some prospect of venture capital-eised returns. In the same
way among the few established companies that qualify for institutional interest,
there is no practical limit on the amount of equity available. This is, says Paine
Webber's Davant, an effect of the institutionalisation of savings. Says Davant:
"Where decisions are made by a handful of money managers instead of by a large
number of Individuals, only the institutional darlings are able to sell equity."

An excellent example is Digital Equipment. A "religion" stock as far as insti-
tutions are concerned, It recently sold 750,000 shares to bring in some $6-million.
Digital's p/e was then 40 and it is interesting to note the primary object of Its offer-
Ing: the repayment of Digital's bank debt. By paying off the debt with capital
obtained at 40 times its earnings, the company would be able to improve these
earnings still further, thus, conceivably, justifying the institutions' putting an
even loftier multiple on Its stock.

THE EUROPEAN PATTERN
Digital Equipment illustrates another problem put by C. V. Wood to the

Bentsen committee: "Will America follow the pattern of Europe-where the
economy is controlled by a few great banking houses?" While the concept Is
utterly foreign to the U.S., It no longer appears altogether Implausible. The
economist Richard Scott-Ram says: "Unless we can get the stock market back
on course, many companies won't be able to raise equity capital. The banks are
going to be called on to provide most financing-just as they do in Germany."

As part of the_.v.ersalbank" or total financial services concept that Charac-
terises the German banking system, the banks there function as the only under-
writers. They are heavy purcbaers of-the issues they sell, with the result that
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they maintain absolute authority over a large part of German industry. Bentsen
says some observers estimate that 60% of German business is now effectively
controlled by banks.

Woodrow Wilson noted in 1911 that, "The great monopoly in this country is
the monopoly of money." The investment policies of banks are now preventing
most companies from raising equity capital and obliging them to come back
to their bankers for borrowings. One of Miami's leading bank officials says frankly
that the kind of companies that generally go to the public for risk capital, and are
currently stymied, now have to pay 2% to 2 % above prime for expansion
money--plus compensating balances. At that rate, companies are effectively
paying 140 %to 16%.

Although few companies relish the idea of paying this sort of short-term interest
cost, they may find the thought of looking themselves into today's levels of long-
term interest rates even more distasteful. Economist Paul Markowski a vice-
president of Laidlaw-Coggeshall, reckons that any company with a credit rating
lower than BAA would have to pay 10% or more on long-term money today. This
mean in effect, that smaller companies, and those of medium or lower quality
have nowhere to turn but their banks. The reason is that public marketing of
debt at 104 %, as the Penn Central discovered three years ago, is just not feasible.

As for private placements, volume in the first half of this year soared to an all-
time high, with lenders expanding from the traditional small band of huge "life"
companies to Include more than a thousand varied institutions; among them are
savings and loans, insurance companies of all sorts and sizes, and pension plans.
However, the 'letter stock" fiascos of 1969-70 have dulled institutional taste for
private equity deals, and-with the exception of some convertible preferred-
private placements now consist almost entirely of debt. In any case, as Markowski
observes, smaller and non-blue chip companies find it extremely difficult to tap
the Institutions in the private market--"unless they're willing to give up control."

INTERNAL SOUaCES ARE DRYING UP

This points up the crucial problem that is about to confront the management
of almost every U.S. company outside the institutions' "favorite 50"-if indeed
it Is not already staring them in the face.

Corporate capital expenditures are now running at around $100-billion a year.
Between now and 1985 (box), they are expected to total well over a trillion dollars.
In the last two years, corporations have been able to rely more heavily than usual
on retained earnings, partly because profits have been so high, partly because-
owing to dividend restrictions-they have been limited in the amount they could
pay out to stockholders. Now this situation has changed in two ke wavs. First,
shareholders are allowed higher dividends, and indications from Wall Street are
that they are going to demand them. Second, as Salomon Bros.' Kaufman points
out: "Corporate profits are going to come down and Internal cash generation Is
going to slow." For equity capital, in other words, corporations must look much
more to external sources.

When they do, their welcome Is likely to be more frigid than many of them
would imagine in nightmares. Jim Davant stresses that many of the hundreds
of equity oferings that have been withdrawn this year could have been sold-"if
the managements had been willing to accept 5 or 10 times earnings, where they
had been expecting 15." Economists confirm such gloomy predictions. Kaufman
says: "It's a question of price. If companies have the earnings, they can probably
get the equity money-if they're willing to pay the price." Scott-Ram feels most
companies will be forced to sell equity at eight or nine times earnings, or less.

The question immediately arises, is this worth it? A. Gary Shilling, the chief
economist of investment bankers White, Weld, points out that, already, the
height of some companies' debt-equity ratios may force them to sell equity "at
multiples they won't like." The electric utilities, says AT&T's Scanlon "are being
obliged to sell equity at or below book value. They don't want to erode any further
the Interest coverage on their debt."

But for thousands of campanies selling "below book," this option i hardly
practicable. Tom Killefer, vice-president for finance at Chrysler Corp., whose
stock is selling at $24 against a book value of nearly $50, says: "We just couldn't
do an issue of equity in these circumstances. It doesn't make sense, and the stock-
holders would never tolerate the dilution." Chrysler, happily can finance expan-
sion internally: but what happens to a less fortunate company-such as a steel-
maker with less cash flow and a lower rate of return? "You have a heart-breaking
decision," Killefer suggests, "You pay the money, or you put off your plans."
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W. B. Boyer, chairman of Republic Steel Corp., leaves little doubt of what his,
company's answer would be. "We're not interested in maintaining a share of
industry," Boyer says. "We're interested In profits. If that means we have to
contract the company, we'll do it."

QUESTIONS AND ANSWERS

Unless Bentsen and his committee can come up with some solutions to U.S.
corporations' capital crunch, it is clear that choices and prospects for many of
these companies are less than brilliant. Like Republic, they can cut down or cut
back. They can go deeper into debt. They can, if their earnings are presently
high enough, raise equity capital by selling stock at, ridiculously low multiples-a
process eventually as harmful, since it cuts down earnings per share, as an ex-
cessive reliance on debt.
1. By placing limits on the dominance of institutions

Almost everyone who has examined the question feels that some sort of action
is essential. The exchanges agree. The SIA agrees. Don Regan agrees. Wood
agrees, vehemently. Even some institutions agree by implication-since they
say they self-impose certain limits, in theory, already.

"Bentsen favors formalizing such limitations, to the extent of setting a limit on
how much of a company any one institution can hold. He also favors the bill
recently introduced by Senator Harrison A. Williams (D-N.J.), under which,
institutions would be obliged to stop concealing their holdings and their trading
through prompt, regular disclosure of both.

The advantages of such measures are evident. Surveys by the NYSE, and
SIA, and Arthur D. Little, Inc., all reveal one fundamental reason for the in-
dividual's absence from the market. As G M's Roche puts it: "More than seven
out of 10 believe the market is manipulated."
2. By encouraging both institutions and individuals to invest in "noninmtitutional"

stocks
Regan, who would like to see institutions make public all their transactions

monthly or even weekly, says: "I can see no logical objection to the point that
the new power of institutions puts on them a new responsibility to disclose
quickly." Were they to do so, and were each institution to be limited to, say,
3% of any company, the benefits to the market would certainly be at least twofold.

First, there would be a steady inflow of institutional cash into the stocks of
hundreds of sound corporations that, despite steady and even startling earnings
growth, have not benefited from this inflow, simply because they were not num-
bered among the Institutions' favored few. Second, the fact that this process
was taking place, and that because of disclosure it was seen to be taking place,
would also encourage individuals to Invest again. Some authorities Such as
Charles F. O'Hay, senior vice-president and director of research at the hovident
National Bank in Philadelphia, believe that the mere existence of the Bentsen
committee and its leanings are exerting a healthy effect on securities prices. In
the last few weeks, hundreds of low pie stocks have advanced while a series of
"superglamors" such as IBM, Avon, Merck, and Polaroid have hit or approached
new 1973 lows. This at least suggests that the movement is under wa

Regan would also like to see a greater effort by the banks to assist Jhe develop-
ment of emerging companies. "They're the ones that can afford it," he says with
emphasis.

But whatever the banks can be encouraged to do, the main burden of financing
emerging companies with equity will still fall on the individual. NAshville broker
J. C. Bradfordsays: "The institutions always want the hot issues but are usually
unwilling to buy the ordinary ones. I'd say 90% of an average issue goes to our
retail customers." The Philadelphia firm of Suplee-Mosley, Inc., is typical of the
underwriters who normally bring half a dozen new companies public each ear,
and who depend on the individual investor to do so. "This year," says Senior Vice-
President William Z. Suplee III, "we'll be lucky to do one."
3. By increasing the market participation of individuals

Bentsen is leaning toward some sort of relief on tax treatment of gains--and
everyone concerned with the health of the equity-raising markets seems to agree
thatit is essential. GE's Jones admits that this may be contrary to "the rhetoric
of loopholes" but stresses: "Our present tax structure has a vigorous bias aat
private saving and capital attraction." Equity would seem to demand some adjust-
ment. Morgan Guaranty's Callaway makes the point that taxes put the individual
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Investor at a considerable disadvantage in competition with the Institutions, and
Bentsen notes that the "indirect tex subsidy" from the Treasury to private
pensions alone is estimated at billionn to billionn a year. Even on long-term
capital gains, the SIA points out, the Individual can wind up losing very nearly half
of any profit when state and city taxes, and a baso federal tax rate, which now
reaches 3034%, are factored into the whole equation.

Regan proposes replacing this with a sliding scale to provide a taxbite graduated
according to the length of time an asset Is held. His range: 80% after six months,
descending to 10% after five to seven years. He makes the point that a large factor
in most assets' appreciation is inflation, and he does not see why Investors should
be taxed on this unwanted ingredient of their profit.

SIA Chairman John C. Whitehead also proposes a sliding scale and demonstrates
that the present level of capital gains taxation Is actually keeping large amounts of
revenue from the government. At least $200-billion of capital gains are "locked
In," Whitehead explains. If just half of these were unlocked, and if they were
taxed at 20%, they would produce a bonus of $20-billion for the Treasury. The
market can also benefit: By their nature holdings of high-flyers such as IBM and
Xerox account for a preponderance of locked-in gains were these gains to be
unleashed, economists. believe, a hefty proportion would gravitate into "value"
securities with lower multiples.

In the view of Regan, Whitehead, and the NYSE's Needham, equity would seem
to call for some revision of the tax treatment of losses, particularly if individuals
are to invest again in the relatively high-risk situations represented by most
emerging companies. Regan and Whitehead suggest, simply, that the tax treat-
ment of losses should match that of gains. Nedham proposes raising investors'
deduction from Its present $1,000 to $5,000. He also favors treating brokerage
commissions as "investment expenses," deductible against ordinary income.
Bentsen says he is "very sympathetic" to that Idea.
4. By making foreignere and their surplus dollar, more welcome

"Foreigners," says Merrill Lynch's Regan, "find it difficult to understand why
we seem to want to make it hard for them to invest in our securities." One par-
ticular bugbear is the tax (generally 30%) the U.S. withholds from dividends and
Interest due foreign investors. Regan told the Bentsen committee that Merrill
Lynch could sell an estimate 15 to 30% more U.S. common stock abroad if
withhodling were ended. He said: 'There is lots of money out there looking for a
happy home."

Indeed there is. John Scanlon spent last week with AT&T Chairman John D.
deButts talking with investors In London, Paris, Zurich, Geneva, and Amster-
dam. Says Scanlon: "There are those vast pools of dollars accumulated abroad
maybe $100-billion. I think it would be good to eliminate this [withholding tax)
deterrent."I If foreigners can be encouraged to increase their investment, if individual U.S.
investors' confidence can be repaired, much of the erstwhile robust health of
America's capital-raising process may be restored. Most important, as Whitehead
told the Bentsen committee: "Distortions caused by institutional dominance
must be corrected if national markets are again to do their job of allocating
resources and attracting new capital to risk situations popular and unpopular,
large and small."

Bentqen recently told Business Week: "We don't want a situation in this coun-
try like you have in Germany." As he said in the Senate: "Mr. President, unless
changes are made in the current investment picture, I am concerned we will see
many of our companies acquired by foreign interests, while those which retain
U.S. ownership will be subject to the control of a few institutions."

Senator BENTSEN. Gentlemen, you are here because you share
this concern about the equity market and what we should do for the
future. I know there are committees on the Hill that invite people
to testify who only reflect the opinion of the chairman. At least I
have heard that. That is not the case here. We have men of varying
opinions and that is what we want. We want your contribution as
to how we can try to resolve this problem. If it were an easy one it
would have been resolved a long time ago but we are going to dig
at it. We want responsible legislation that will stand the test of time.
We don't believe we can come up with a total panacea either.
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Senator Bennett?
Senator BzNNTT. I just would like to associate myself with the

statement you have made. I think you have outlined the problem
in a very real and practical sense. The thing we need in this kind of
a situation is a practical and not a theoretical solution. I hope we
can contribute to that kind of a solution. I am delighted that these
gentlemen are here today. I will be very interested in what they have
to say.

Senator BIONTsmN. Gentlemen, we are very pleased to have
Mr. Kelso, the general counsel of Bangert and Co., Inc., Dr. Norman B.
Ture, an economic consultant, and Dr. Richard Musgrave professor
of economics Faculty of Arts and Sciences and Law Scho, arvard
University. fhis is a very distinguished panel indeed.

Now, I think it might be helpful if each of you would take about
20 minutes and then we can just open up to discussion.

STATEMENTS OF LOUIS 0. KELSO, ESQ., GENERAL COUNSL AN.
GERT & CO., INC.; DR. NORMAN B. TURE, NORMAN 2. TURE, INC.,
ECONOMIC CONSULTANTS; DR. RICHARD A. MUSGRAVE, PROEl-
SOR OF ECONOMICS, FACULTY OF ARTS AND SCIENCES AND LAW
SCHOOL, HARVARD UNIVERSITY

STAThMNT OF LOUIS 0. Kziso

Mr. Kimso. I would be pleased to start, Mr. Chairman.
I am Lous 0. Kelso. May I say that Mr. Norman Kurland, who

collaborated in the preparation of the paper that we have submitted,
is also present in the room today.

I would like to begin, Mr. Chairman, by discuss. a technique
of flnanc6-which Bangert & Co. is pioneering. The activies of Bangert
& Co., Investment Bankers, are explained more fully in our written
submission. I think it will have completed between 40 and 50 financ-
ings this year using this technique. The reason for emphasizing it
is that it is so little known I can't really talk about its implications
unless it is understood.

If I may do so, I would like to have the committee turn to the
paper which we have presented and -let me make a few comments
on what is described there as Model I or "Conventional Corporate
Finance." (Page 71 herein.)* I want to compare this in a moment with the technique of finance
which we call Employee Stock Ownership Financing.

Model I is based on some simple assumptions, namely these: that
a corporation, a business corporation or perhaps a trade or finance
corporation, has determined that it can sell an additional output of
its product or services, and that to do so it needs some capital the
usuiL problem. It needs new plants or new machinery or perhaps
rolling stock or whatever its business requires. And it has done its
feasibility study.

There is a logic, of course, to corporate finance and that is the logic
of investing in things that will pay for themselves. That is perhaps
the highest single responsibility of business management: to make
sure that the thig it invests in will pay for themselves within a
reasonable period of time. Normally, 3 to 5 years 's a rule of thumb.

32-l 0 - " - pt. --
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It may take longer in certain industries. It may take longer under
certain economic conditions. But in any event, in this example, we
assume the feasibility study is completed and that it demonstrates
that the proposed expansion will pay for itself within an acceptable
period of time.

Model I represents certain of the techniques for accomplishing
this financing transaction that are conventional today and have
been in the past. One of the most frequently used methods, of course,

C is that the corporation goes to a lender. The lender may be a bank,
an insurance company, or, in a rare instance, a pension trust. The
feasibility study is presented to the lender, discussed, maybe ad-
justed, but eventually, let's say, the lender approves and the loan is
made.

The corporation gives back its promise to pay. It then takes the
cash and buys its incremental new equipment, puts it into its working
capital, or whatever the business requires.

The lines at the bottom of the corporation symbol represent the
stockholder base, the owners, the men who own the title deed, as it
were, to the corporation's assets.

Now, there are other ways to accomplish that conventional financing
step. The corporation can earn profits, withhold the "wages of capital"
from the owners of capital--the stockholders-and accumulate
enough of those earnings after paying its corporate income taxes
usually both State and Federal aggregating substantially above 50
percent normally, and take the remainder to buy the tools that it
needs.

It also has access, of course, to accelerated depreciation which is a
technique provided by the tax law to help finance the growth of
business. Similarly, investment credit. Similarly, if it is a natural
resource industry, to depletion allowances.

If you put all of these techniques together, they really fall into
two essential classes: financing growth out of current cash flow or
financing growth out of borrowings, rep aid out of cash flow.

Over the last 15 years, and I have left out one technique which I
will mention in a moment, these techniques in the aggregate account
for the financing of about 98 percent of new capital formation. Now,
it is important to note that in none of these techniques is any stock
issued. In none of these techniques is a single new stockholder created.
Not one.

This, by the way, is the reason that notwithstanding the quanti-
tative studies about their being 32 formerly and now 31.5 million
shareholders in the U.S. economy, the qualitative studies all show
exactly the same thing. They are cited in our paper. Namely, that
5 percent of the households and individuals own all the equityca ital IaThe amount that is owned outside is negligible. That is to say, the

income significance of it is negligible.
If you called a capital-owning family a family that derives one-

half its income, its spendable income, from capital sources you are
talking about one-half of 1 percent of the consumer units, the house-
holds and individuals, in the United States.

Now, there is one other technique of finance that I have mentioned.
That is the sale of stock to the public for cash. On the average over
the past decade and a half this method accounts for about 2 percent
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of new capital formation. In many years it is actually negative. That
is to say, corporations buy back more of their stock than the aggre-
gate of new stock issued. This has been true of about 7 of the past 15
years.

The sale of new stock to the public similarly does not create any
new shareholders. The reason is that the purchase of stock is a cash
transaction and very, very precious few people have the money to
buy stock over and above their consumer demands, their rising
consumer costs, their rising taxes, and their reasonable rising
expectations.

Now, what you have here is a rather frightening realization that we
finance our economic growth-and it runs up to well over $100 billion
per year in the U.S. economy today-in ways that build the oumership
of the incremental productive power, represented by the gigantic
new capital formation that takes place each year, into a stationary-
and even shrinking-stockholder base.

Now, if it were just a question of some people being too rich and
some people not being rich enough and had no functional significance
that would be one thing. But the fact of the matter is that in the U.S.
economy and in all economies around the world, the input mix into
the economy, if you functionally divide it simply into inputs made by
people and by nonpeople, or by people and by things, or by labor
and by capital-I am here speaking of physical input sources-
we are simply building a time bomb into the U.S. economy and the
fuse on that time bo b today is burned almost to the end.

Technology is rapidly changing that input, mix, shifting the burden
of production off the human factor and onto the nonhuman factor.
If at the same time we finance our growth in ways that confine and
even shrink that ownership base, then we are briging about a gigantic
mismatch between the possession of unsatisfied needs and wants and
the possession of sufficient economic productive power to enable
people to be self-sufficient -in meeting their own needs and wants.
Now, let me mention just a couple of more implications of con-
ventional finance and then I would like to turn to the alternative
that Bangert & Co. has developed, is using, and that I think has got
to become enormously important in the near future for the very
reasons that underlie these hearings.

In conventional finance, represented by model I, the labor force of
those corporations that use its methods is put in a very difficult
position. The workers' living costs being inflated, their taxes are pro-
gressively raised, and their expectations go up because we advertise
and educate, and because our mass production economy assumes
mass consumption. And yet, when you take a mature worker, by
which I mean a man or woman who has learned to perform his or her
ob about as well as that person can, there is no way acceptable to
abor to make that individual any more productive as a worker.
In some industries, the tool and die industry for example that may
take a decade or a decade and a half but I understand that one major
hamburger chain considers that it takes 30 minutes to teach a counter-
man all he needs to know to perform his job competently

So the point I am trying to make is this. You can raise the produc-
tivity, the productivitiness, the inherent productivitiness of a worker
only up to the point where he really inows his job. Beyond that
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there is no way on God's green earth to raise his productivitiness except
to make his work longer or harder, and if you do either of those, the
trade unions will say you are engaged in a speedup, and the philos-
ophers will say the purpose of industrialization is not to make us all
work harder, but rpth Jr to spare us from oppressive toil.

Now, thus, the labor force under model I financing is put in a posi-
tion where it must literally take the monetary system into its own
hands. How does it do that? It does it by demanding more and more
pay for less and less work. This is not pay for production. It is welfare
or charity disguised as pay for production. It is the monetization of
welfare. It is outtake not based on input.

Therein lies the thrust of inflation, and I am, not blaming labor.
No one should assume that I am criticizing labor. I am saying that
our conventional techniques of finance put labor in this hopeless
helpless position. There is but one way to raise the productiveness of
a mature worker and that is to build the ownership of capital into him,
using the logic that business has always used, namely, put him in a
position where he has access to credit, to buy capital on terms where
it will pay for itself.

Let me point out that in model I the logic of corporate finance
from the standpoint of the stockholder is simply this. The stockholder
through his corporation has access to nonrecourse credit which is
used to buy new tools which increase the productive power behind
his stock.

Now, if I may, please ask you to turn to page 73 of our written
testimony where you wil find a diagram labeled "Model II" repre-
senting employee stock ownership financing.

The object of model II financing is to put employees (to whatever
degree management and, if a labor union is involved, labor may
decide) in the same position that the stockholder has traditionally
been under conventional financing techniques without taking any
property away from existing stockholders. The objective of employee
stock ownership financing is not to impair the property of existing
stockholders in any sense of the word. We cannot build a private
property society on the destruction of private property. Rather, the
purpose of employee stock ownership financing is to plan the growth
some of the incredible growth of the future, the literally trillions of
dollars of new capital formation that we must put into energy devel-
opment, new towns, rapid transit, improved housing new factories,
new farms, and what have you, so a major portion of the ownership
of that newly formed capital will be built into the labor force whose
inputs are indispensable to bringing it about, and yet do it in ways
that do not diminish the workers take-home pay.

Model II is based on the same assumptions as to facts as model I
but here we have plugged into the financing structure a traditional
deferred compensation trust used in a very unconventional but never-
theless legal manner approved by the Internal Revenue Service and
well substantiated with various tax rulings and statutory provisions.
The ideal trust is a stock bonus trust. It is possible within limits also
to use profit sharing trusts. In fact, it is also possible to use so-called
money purchase pension trusts.

Here the lender makes his loan to the trust, not directly to the
corporation. The trust turns around and invests in the corporation.
The corporation sells newly-issued stock at its market value on the
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day the transaction happens. The trust gives back its note to the
lender. This puts the cash, of course, in the corporation, which is
then able to buy its new tools, its new plants or factories, And the
corporation gives its guaranty to the lender to the effect that each
year it will make a payment into the trust of an amount sufficient to
amortize the current installment of debt of the trust

Now, let me compare the two models. When the financing trans-
action is complete under model II, you have built the ownership of a

S million dollars worth of capital ito the labor force of the company
without taking anything out of the workers packets or pay checks.
In model II the retirement income provisions of the corporation liter-
ally become costless. Why? Because the cost of the capital in model II
is about the same as the cost in model I.

The reasons for that are the following: firstly, the payments by
the corporation into the trust are deductible from corporate income
tax so that it finances its growth on pretax dollars rather than after
tax dollars.

Secondly, building of a capital estates in the workers for use after
retirement is actually an aspect or function of the financing process
itself.

Now, this needs to be compared with and distinguished from the
typical case of the institutional investor today that uses the vast
stream of pension and profitsharing retirement funds to go out and
put demand pressure on the market prices for outstanding pieces
of paper, outstanding securities, and simply bids up the price of those
securities. In other words, employee stock ownership plan financing,
used on a large scale, is capable of harnessing, the growth of broad
capital ownership in the labor force with financing the growth of the
cororate sector.

1t is rather frightening when you realize that the vast amount
of funds poured into the pension trusts and profit sharing trusts of
the United States are simply invested in a game of chu.ri .around
the ownership of outstanding securities. The convention ivest-
ment of retirement funds does not create any new productive capital.
It creates jobs for a lot of speculators and croupiers in the stock
market casino but it does not finance new capital formation and it
does not create new owners but merely defers income to post-retire-
ment years, whereas employee stock ownership plan financing does.

Now, the implications for motivation are rather obvious. I think
the American economic dream is the dream of accumulating over a
reasonable working lifetime enough productive capital to have eco-

C nomic security, to have a secure source of capital and income, whether
one is ill or aged or technologically unemployed. Employee stock
ownership plan financing is the rqeans of building the American eco-
nomic dream into men and women who are just as certainly deprived
of it today as if it never existed. .

In terms of inflation, which is one of our most serious problems
I believe that this is the only technique by which we can turn aroundinflation. Again, the labor force under conventional financing is
absolutely forced to take the monetay system iot its hands. It

must demand more and more pa y for less and less productive input.
In so doing, it generates inflation as sure as -tomorrow's sunrise.
We have grmually priced ourselves out of &11 kinds of markets that
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are being taken over by foreigners. Under employee stock ownership
plan financing, the labor force ip gradually put in the position where
if it demands more and more pay for less and less work, it is cutting
its own throat. In other words, it can't really afford to do that.

Finally, I think the last observation I should make here is simply
this. The question of the adequacy of the funding for the enormous
growth of the future has been raised in this committee. If you will
look at our model II diagram in our statement and under the box
labeled "Lender" sketch in a little box there entitled "Federal Re-
serve," and draw a line from the lender down to the Federal Reserve
System representing the discounting of the financing paper, and a
line back from the Federal Reserve System representing the payment
of cash by the Federal Reserve to the lender, then you have a technique
for doing almost the opposite of what we are doing today. Today we
monetize welfare by acceding to demands for more and more pay
in return for less and less work. This is why you have to arbitrarily
increase the money supply year in and year out. But employee
stock ownership plan financing, with provisions for Federal Reserve
discount, is a technique for monetizing tools, monetizing the non-
human factor of production. As it pays for itself the credit is totally
reversed, but the tools go on producing indefinitely thereafter because
their productive power is preserved by depreciation procedures that
set aside out of gross income sufficient funds to restore it. Thus
employee stock ownership plan financing, with provisions for Federal
Reserve System discounting of financing paper will be a powerful
deflationary force in the economy.There is lots more to be said and we have tried to cover it very
fully in our paper. I must not take the time of my colleagues on the
panel, but I appreciate having a chance to make these comments.

Senator BENTSEN. Thank you very much.
Your full statement will be placed in the record.
Senator BENTSEN. If it is all right, Senator Byrd and Senator

Bennett, we will let all three witnesses testify and then ask questions.
You may proceed.

STATEMENT OF DR. NoRMAN B. Tupr.

Mr. TURE. Thank you, Mr. Chairman.
May I take the liberty of commending the subcommittee on this

investigation.
Senator BENNETT. Will you identify yourself.
Mr. TuR'E. I am Norman Ture, President of Norman B. Ture, Inc.,

consulting economists in Washington, D.C.
.The performance of the major U.S. financial markets this year

has been a source of widespread concern and bewilderment, and I
commend the committee for undertaking this activity and hop that
it will shed some light and offer a basis for some constructive changes.

Against the b of vigorous economic expansion in 1972
and early 1973, as measured by indicators of real-as opposed to
monetary-aggregates, the principal indicators of financial market
activity appear to have been much more closely in line with a stagnant
economy, if not, indeed, one in resession. Aside from a fillip in late 1972
and early 1973, the New York Stock Exchange composit index
shows at best no trend in common stock prices, and in all probability
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a downtrend. The price-earnings ratios of all but a relative handful
of stocks have been astonishingly low throughout the year. Transaction
volume has been so limited as to push many brokerage firms to--or
over-the brink. There are numerous indications, moreover, that
institutions have accounted for a very substantial part of total volume,
while individual savers-investors appear largely to have withdrawn
from the stock market.

There is a common and readily understandable proclivity to insist
on simple answers to complex questions. In the case of the financial
markets it is tempting to identify one or a few factors as the source of
its puzzling behavior. The true explanation, however, is probably as
complex as that for any current economic phenomenon. I hasten,
therefore, to disabuse this subcommittee of any idea that my discussion
and recommendations are submitted as exhausting either the causes
of the financial markets' present conditions or exhausting recommend.
tions for dealing with these factors.

The current concern about the financial markets should stem from
recognition of the fundamental role those markets play in the U.S.
economy. However recondite or esoteric the .operations of the stock
market to the man in the street.-Main Street, not Wall Street-or
even to the economist, it is obvious that no advanced and diversified
economy depending largely on private enter rises for the conduct of
business in free markets could function efficiently without a well
developed capital market. When evidence that the capital market
is not doing its job effectively begins to accumulate the occasion for
concern far transcends the effects on the immediate capital market
participants; it extends to the entire economy, public and private
sectors alike. Surely we do not need a repetition of the great market
crash of 1929 to have its lessons well in mind.

Before proceeding, perhaps it would be advisable to review the
fuctions of financial markets in order to be clear about the context of
the discussion to follow.

First of all, financial markets provide valuations. When these mar-
kets operate efficiently, they provide objective and impersonal in-
formation about the capitalized values of the expected earnings of a
huge number of business entities. This information is a summary or
consensus of the varying assessments by the market participants of
what future earnings are likely to be, what risks are associated with
those future earnings, what costs will be incurred to realize them, and
finally how much those future earnings are worth today. Moreover,
the information about any one company and its valuation takes into
account the corresponding information and valuation of all others.
For any one company, therefore, an efficiently operating financial
market s valuation reflects its worth relative to that of all other com-
panies.

For companies that are guided in their activities by the objective
of maximizing their profits and the net worth of their shareholders
as in my judgment they properly should be, the valuations provided
by financial markets are essential. They are assessments by the market
participants of how well such compames have performed and of how
well they are expected to perform in the future. Changes in those
valuations are cues to management with respect to virtually every
aspect of their conduct of business. And they are important inputs
in the determination of the cost to the company of usig capital serv-
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ices hence of company investment decisions, even if capital outlays
are largely internally financed.

A corollary function of financial markets is to facilitate the efficient
allocation of saving. In brief, the condition for efficient allocation of
saving is that at the margin the present value of the future income
contributed by every dollar of saving is the same (when adjustment
is made for differences in risk). In an efficiently operating financial

C market, information about company performance and prospects is
quickly translated into valuation of the equity interest in companies,
and changes in these relative valuatlns are cues to savers-investors
as to changes in the composition of their investments which they can
make in order to maximize the future income they can realize from
their saving.

Moreover, the agegate of all such market information provides
savers-investors with- the essential information about the relative
cost of savin--how much current income otherwise available for
consumption is required to buy a given amount of future income.
Clearly, this information is a basic determinant of the allocation of
income as between consuption and saving.

It is evident I trust that these functions of financial markets are
not peripheral but are basic to the efficient operation and progress of
a free-market economy. Impediments to effective performance by
financial markets, therefore, also prevent the most efficient allocation
and use of the economy's resources, which means that the economy
as a whole is deprived of valuable output which it otherwise would en-
joy. By the same token, the amount of saving and investment which
the economy as a whole undertakes is likely to be less than it would be
if financial markets were free of serious impediments, the consequence
is slower growth of production capability and output, to the cost of
all of us.

Efficient financial markets, therefore, are an important concern for
all of us, not only those who are active participants at any time. If
those markets cannot do their job properly, the working American is
likely to find himself working with fewer, older, less efficient tools
than otherwise. His productitity, hence his real earnings, will be less
than otherwise. And he is more likely tO be exposed to job displace-
ment by foreign competition. Finally, those markets will afford him'
less assistance in putting his savings to their most productive use in
his efforts to save for retirement or the proverbial 'rainy day."

This subcommittee, I am sure, has heard and will continue to re-
ceive a substantial amount of testimony pertaining to deficiencies in
our financial markets and to the factors responsible for them. Rather
than attempt to go over that ground again, I should like to focus on
one aspect, the inadequacy of individual investor participation, and
to offer some suggestions to increase that participation.

One of the basic conditions for efficient operation of any market is
that its structure is highly competitive. In turn, satisfying this condi-
tion in the general case requires a sufficient number of buyers and
sellers so that the actions of no one can significantly affect the price(s)
of the product(s) traded in that market. While economic theory
affords no basis for determination of the minimum number of buyers
and sellers required for effective competition, it does support the
generalization that reducing the number of market participants tends
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to increase the obstacles to competition. When the number of buyers
and sellers is very large, of course, even a substantial variation in that
number is likely to have little impact on the effectiveness of com-
petition. But as the number of participants decreases, their influence
on market outcomes increases, and market results tend to become
more dis erased, less of a measure of consensus of participants, less
meaningful as measures of relative values, and therefore less effective
in allocating resources. Thinning out market participation, accord-
ingly, is likely to result in a loss of efficiency by the market in the
performance of its functions.

It is, of course, no news to the members of this subcommittee that
thin participation has been the rule rather than the exception in the
operations of the U.S. financial markets for some time past. Volume
of transactions is, to be sure, only a proxy for the number of buyers
and sellers, but in the case of the securities markets, there is other
evidence to support the inference that the downtrend in volume
during the past 18 months has been associated with a downtrend in
the number of buyers and sellers. In the month of August this year,
for example, average daily volume on the New York Stock Exchange
was only 11.8 million, lower by far than any other month in 1972 and
1973. The average daily volume through the first 8 months of this
year has been about 14.9 million shares, compared with 16.5 million
for the whole of 1972. And except for January and July, the average
daily volume each nonth this year has been lower than that in the
corresponding months of 1972.

These volume data, while not themselves establishing a reduction
in individual investor's participation in the market, are nevertheless
highly indicative. They strongly suggest that the 800,000 decline in
the number of shareholders in the United States recently reported by
the NYSE has continued through 1973. Continuation of this decline
will inevitably be associated with reduction in the number of buyers
and sellers and with increased concentration of volume in the, very
large institutional market participants. The implications of this
development for the efficiency of the market has already been noted.

What accounts for the inadequate participation of individual
savers-investors? Obviously a great many factors, which have been
explored before this subcommittee in its earlier hearings, contribute
to the reluctance of individuals to hold directly equity interests in
U.S. corporations and to manage these interests actively. In my
judgment, the thrust of tax policy in the United States is one of these
factors.

Generally overlooked in the periodic furor over tax reform is that
taxation in the United States, particularly at the Federal level, is
heavily biased against private saving. The demonstration of this
bias on analytical grounds has been made by numerous economists
at one time or another, and I don't think it would be appropriate to
burden the subcommittee at this time with an elaborate exposition
of this analysis. If I may, however, I should like to call the sub-
committee's attention to my testimony on February 5 of this year,
to the Committee on Ways and Means in the House of Representa-
tives. This testimony was addressed explicitly and at length to various
basic elements of the Federal tax system and their disproportionately
heavy weight on saving as compared with consumption. If I may,
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I should also like to take the liberty of referring the subcommittee to
the publication by the NAM early this year of my study of "Tax
Policy, Capital Formation, and Productivity," in which I have at-
tempted to demonstrate not only the existing tax bias against saving
and capital formation but also the adverse consequences of that bias
for the rate of advance of labor's productivity and real earnings.

On this occasion, I'd like to concentrate on the Federal tax treat-
ment on capital gains and losses. Surely it is not to be taken as ex-
clusively the major element of tax bias against saving but I think
it is most proximate to the problem which the subcommittee has
before it. As this subcommittee is well aware, the differential between
the taxes imposed on capital gains and on ordinary income is one of
the principal targets of the standard list of tax reform proposals.
This differential is alleged to be one of the principal "loopholes,"
primarily availed of by upper income individuals. In principle, it is
argued, capital gains are in no significant way different from ordinary
income, and, it is claimed, they should be similarly taxes. And so on.

In fact, however, when the present tax treatment of capital gains is
viewed against the standard of equal treatment of consumption and
saving uses of income, it turns out not to be a "loophole" but an
additional tax burden on saving-a negative loophole, if you will.
Perhaps an extended example will help to make tins clear.

Suppose, for the moment, a tax-free economy. Individuals in that
society are continuously making choices between the use of their
current income for consumption or for buying additional income in
the future i.e., saving. The amount of future income which any given
amount of saving buys depends on the contribution at the margin of
the additional capital in which the savings are invested. The cost of
any given amount of future income is the amount of current consump.
tion which must be foregone by the saving needed to acquire it. Many
considerations, of course, enter into individuals' consumption-saving
decisions, but given these considerations, those decisions depend on the
relative cost of saving and consumption.

As an example, suppose that in this hypothetical tax-free economy
a person might be able to buy some given quantity of consumption
goods for $1,000 or he might use the same $1,000 instead to buy
common stock in a company earning, say, $120 per share, when the
market rate of interest is 12 percent. Now suppose an income tax is
levied; for ease of illustration, suppose the tax rate is 50 percent. With
the tax, the cost of the same amount of consumption goods goes up 100
percent in the sense that it now takes $2,000 of pretax income to buy
the same $1,000 of consumption goods. But the cost of saving goes up
much more. To have $120. per year of additional income, one has to
receive $240 of pretax income. But with no change in the market rate
of interest, one must now buy $2,000 worth of the stock to get $240
pretax per year.1 And to have $2,000 with which to buy the stock,
$4,000 of pretax income is needed. The 50 percent income tax, thus,
has doubled the cost of consumption, but it has quadrupled the cost
of saving. Thus, the tax had doubled the cost of saving relative to the
cost of consumption.

The effect of the tax on the total volume of private saving, depends
on how responsive people are in their consumption-saving choices to
changes in the relative cost of saving. Some economists assume that

I Assuming no Income tat Is separately levied on the corporation income.
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this response is zero, that personal saving decisions are unaffected
by changes in the real rate of return on their saving. I find this assump-
tion untenable on analytical grounds and unverified by actual ex-
perience. Rather, it seems to me, an increase in the real cost of saving
relative to the cost of consumption will reduce the proportion of
income used for saving.

To return to our example. Suppose the corporation whose stock
the individual purchases uses the proceeds of the stock sale to buy a
$1,000 machine. Suppose, to simplify the example, the machine is
expected to last forever. To warrant the investment of $1,000 in the
machine if there were no tax, the machine would have to add $120
per year to the company's net revenues. But if an income tax, appli-
cable to both the corporation and the individual at a marginal tax
rate of, say, 50 percent, were imposed, the machine would no longer
earn $120 per year, after taxes. The corporation income tax itself
would reduce the aftertax earnings to $60 per year. And if the
corporation were to distribute the aftertax cash flow to the share-
hol er, he would net only $30 per year on his $1,000 saving.

(f before the tax was imposed he required $120 per year to induce
hin to give up $1,000 of current consumption, he will hardly be likely
to settle for $30. Clearly, he will reduce his saving-investing. So will
others like him.

Collaterally, the corporation is hardly likely to invest $1,000 in a
machine that returns only $60 per year after tax. With no change in
the market rate of discount of future earnings, $60 per year is worth
$500, not $1,000. If the company's objective is to maximize its profits
and the net worth of its shareholders, the aftertax earnings of the
machine will have to increase to $120 per year; pretax earnings, then,
will have to go up to $240 per year to justify the investment, if
earnings are retained. And if earnings are distributed to the share-
holders, pretax earnings would have to increase still further-to
about $480 per year.

Obviously, a great many capital outlays which would contribute
enough to the corporation's net revenues to warrant their undertaking
in the absence of the tax become unprofitable and are foregone when
the tax is imposed. The reduction in saving and capital formation
resulting from the tax will continue until the stock of capital falls
relative to the amount of labor services used in production sufficiently
to generate the required pretax and aftertax earnings.

Now, to complete the example, suppose that after the adjustments
in saving and investment are completed, the -corporation retains its
aftertax earnings, buys another maChine, which will also add $240
per year pretax to its earnings, hence $120 per year aftertax. The
market value of the sharehoide's stock in the company, of course,
will go up if the market is operating efficiently. Instead of $120 per
year, per share, the earnings now have gone up to $240 and therefore
a share is going to increase in value from $1,000 to $2,000.

Now, this increase in value is exactly equal to the present or dis-
counted value of the additional $120 per year of aftertax earnings when
they are discounted at the market rate of interest of 12 percent. Recall
that ever dollar of the corporation's earnings on the original ma-
chinery, that it owned, out of which it accumulated the $1,000 to buy
the new machine, was, taxed as it was earned and every dollar of the
earnings of the new machine will also be taxed as it is earned.
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If the shareholder decides to sell his share of stock in the corpora-
tion, he will realize a capital gain of $1,000. Under the present tax
treatment of capital gains he will pay additional tax of $250 on this
realized capital gain. This additional tax is properly viewed as a sur-
charge on the tax already paid on the prior year's earnings on his
initial investment, or equivalently as a surcharge on the tax that will
be paid over the succeeding years on the new machine's earnings. In
either case the same future earnings stream will be taxed twice, once
at 50 percent rate as the earnings are realized each year, and again at
25 percent in our example on the capitalized value of that future
income stream.

The present tax treatment of capital gains, therefore, when evalu-
ated against the standard of equal proportionate taxation of con-
sumption and saving uses of income, emerges not as a loophole but
as an 'additional, heavy burden on saving. Coming as it does on top of
the disproportionately heavy individual and corporate income tax
load on saving the taxation of capital gains significantly increases the
relative cost of saving. . T _.

But this is not the sole effect of capital gains taxation. The tax is
imposed on gains not as they accrue but only when they are realized
by sale or exchange of the assets. The occasion for the tax, then, is not
merely the increase in value but the transfer of the asset as well.
Taxing capital gains not only increases the relative cost of saving but
it also increases the cost of changing the composition of the assets
one owns. The interaction of these two effects of capital gains taxation
is to increase the difference between the expected returns on alterna-
tive investments required to make a shift in asset holdings worthwhile.

Unless it could be established that people are utterly unresponsive
to changes in transaction costs, an obviously untenable assumption
taxing capital gains must reduce the frequency of transfers and
impede prompt changes in the composition of assets in response to
changes in their relative values. In turn, this clearly impedes the
efficient functioning of the financial markets in providing valuations of
alternative uses of saving and in allocating saving optimally.

The present tax treatment of capital losses further burdens private
saving and impedes prompt change in the composition of asset. hold-
ings. Under present law, capital losses are offset against capital gains
and up to $1,000 of ordinary income. Any losses not so offset may be
carried forward for an unlimited number of years, but in the case of
individuals; no carryback to earlier taxable years is allowed. Since
capital gains are fully subject to the additional tax in the year they
are realized, the tax cushion against losses may very well be less
than the additional tax burden on gains.' The risk of investment is
increased. In addition, where losses have accrued on an investment,
the limitation on their deductibility tends to deter liquidation of that
investment and its replacement by other assets. Loss treatment, there-
fore, accentuates the bias against saving and shifts in asset holdings
imposed by the taxation of capital gains.

I must concede it is extremely 1itficult to measure the weight of
these tax impediments to efficient performance of the capital market,
but there can be little doubt that they are significant. There are a
number of studies which show that the average length of time stocks

IIn such cas the mean value of the probability distribution of the after-tax outcomes of any given
invest at is reduced. The investment, then, is not only les productive but also riskier.
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are held is astonishingly long. And unless one attributes these very
long holding periods to irrationality on the part of savers-investors,
the tax treatment of gains and losses must be held largely accountable
for the immobilization of huge amounts of past saving. It must, there-
fore be viewed as a serious impediment to financial market efficiency.

This is not to say that taxation alone accounts for the declining
role of individual investors in our security markets or even that those
tax considerations are primarily responsible for the security market

c conditions now causing so much concern. Nor do I mean to suggest
that changes in the tax law to ease the existing burden on saving and
on transactions will, of themselves, reverse the trends in the securities
markets with which this subcommittee is concerned. But surely appro-
priate changes in the tax law will make an important contribution to a
hgher rate of private saving, to greater participation by individuals
in the financial markets, and to more efficient functioning of those
markets.

If I may, I would like to take a few minutes to offer some suggestions
for changes in the tax law.

Any discussion aimed at changes in the tax treatment of capital
gains and losses in the interests of mitigating the existing tax bias
against saving and the ready transferability of assets faces a huge
barrier of conventional wisdom which argues instead for even heavier
tax burdens on capital gains. That argument is oriented primarily to
so-called equity considerations. It is predicated on a concept of income
deemed to be needed if the principal purpose of taxation is to equalize
economic status, without regard to the impact of implementing that
income concept on the neutrality of taxation with respect to the
consumption-saving choice. That income concept insists that capital
gains are in nowise different from any other kind of income for purposes
of measuring economic status of various individuals, and that taxing
capital gains less heavily than other income defeats the purpose of
progressive taxation. The conventional wisdom is clearly based on
highly circular reasoning. But it has so broadly permeated the policy
forum that any proposal to alter the tax treatment of capital gains
and losses in the interests of neutrality-equal treatment of saving
and consumption-is more often than not received as special pleading
for "fat cats".

As an economist, I profess no expertness regarding tax, equity.
Both the historical record and abstract analysis strongly suggest to
me that Government tax and expenditure policies and programs are
ineffective in redistributing income. Indeed they are likely to be
highly counterproductive. The interests of all active participants in
the economy--that is, the overwhelming majority of us-rather lies
in a tax system that as little as possible interferes with our private
choices as to how we obtain and use our income and wealth. Such a
tax system should as little as possible change the relative costs of the.
alternatives we face in the marketplace. And given the enormous
requirements for additional capital we face in the coming years-$250
billion it has been estimated merely for environmental control measures
over the next decade, environmental control capital which adds not
one single. dollar's worth of goods and services to the consumer's
market basket--to 'maintain, [et alone advance our productivity and
living standards will require enormouO increases in capital outlay, it
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seems to me. Given that fact, top priority in tax policy should be given
to reducing the existing heavy tax bias against saving.

The tax proposals which I am about to present are oriented toward
reducing this tax bias. In my judgment, they are also likely to make
the tax laws fairer. But that judgment, just as the contrary judgments
of others, should be taken as expressions of preference, not as scien-
tifically derived truth.

It follows from my earlier argument that one important revision to
reduce the existing income tax bias against saving and capital asset
transactions would be to eliminate capital gains and losses entirely
from the income tax base. In the context of the history of the U.S.
income tax, of course, this would be a drastic change. But this sub-
committee surely is aware that it is not a drastic change when viewed
against the tax policies of most of the other advanced industrial na-
tions. Only two of them, the United Kingdom and our neighbor to the
north, Canada, in fact treat capital gains similarly to the way we do.
In most other countries, capital gains are excluded substantially from
the tax base.

A less drastic approach would be to extend the present "rollover"
treatment of gains on personal residences to a larger list of capital
assets-at the least to gains on corporate securities. Under this treat-
ment, the tax on capital gains would be deferred so long as the pro-
ceeds from the sale of eligible assets were fully reinvested. The basis
of the property acquired upon reinvestment would be proportionately
adjusted downward by the amount of the tax-deferred gains.

This proposal would in effect tell the saver-investor that he could
maintain the value of his eligible asset holdings as long as he fully re-
invests the proceeds from the sale of any of these assets. This rollover
treatment, therefore, would exert a powerful incentive for remaining
an active investor without penalty for engaging in capital asset trans-
actions or changes in one's portfolio.

Both of these problems, of course, encounter the objection that they
would primarily benefit the affluent. As indicated, I am highly skepti-
cal about the relevance and validity of this objection. To the extent
that such measures increase saving and business investment, their
principal effect is to increase the amount of capital with which labor
services are used, hence to increase the rate of advance of labor's pro-
ductivity and real wages. In evaluating proposals for tax changes, it
is important to look beyond their initial impact on the distribution of
tax liabilities and to their ultimate effects. Failure to do so is largely
responsible for the existing tax bias against saving and for resistance to
tax changes to reduce that bias.

But insofar as egalitarian preferences restrict the opportunities for
constructive tax changes, there are a number of less drastic revisions
in the tax treatment of capital gains and losses which would provide
significant abatements of the existing antisaving tax bias and en-
couragement for individual ownership of equity interests in American
business. One of these revisions would be to allow everyone a-lifetime
exemption of up to, say $50,000, or $100,000 of capital gains say,
$50,000 or $100,000 of capital gains realized on corporate securities
and perhaps other specified types of property. A variation of this
approach would be to exempt up to some specific amount of capital
gains per year, say $5,000, realized orl corporate securities. The tax
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abatement in this general approach would obviously be far more
significant to persons of modest incomes- than to those with very
large portfolios.

A companion change would be to increase substantially the amount
of capital losses which might be offset against ordinary income. The
limit under present law is $1,000. This might be increased to, say,
$10,000 or $20,000. Indeed, full offset of losses against ordinary in-
come would be highly desirable and effective. This would obviously
have to be associated with a more effective carryover provision. I
would suggest that a 3- or 4-year carryback of losses should be added
to the present carryforward provisions for losses which cannot be
offset in the current taxable year.

One proposal currently receiving a great deal of attention would
provide for a downward graduation of the capital gains tax rate the
onger the capital assets-had been held. For example, the rate ap-
plicable to gains on property held for 5 years or less might be 25 per-
cent, that on property held as long as 10 years might be 20 percent,
and so on, with a bottom rate of 10 percent, say, on property held for
20 years or longer. As noted earlier, there is a large amount of gains
locked up in capital assets which have been held for extremely Iong
periods of time. The downward graduation of rates with length of
holding period would certainly result in a flood of realizations of long-
held appreciated capital assets.

To the extent that accrued gains on long-held assets reflect primarily
inflation, the graduated stepdown proposal would afford at least
partial recognition of this fact in determining tax liability. A more
direct way, of course, of dealing with this serious difficulty would be
to provide an explicit inflation adjustment in determining the amount
of taxable gain.

Both of these proposals would be effective, I believe, in freeing up
assets which would be realized but for their illusory appreciation.
Both would somewhat reduce the additional tax burden on saving.
Neither, however, deals head on with the fundamental bias against
saving in the present income tax and capital gain provisions. While
these proposals deserve, in my judgment, serious consideration, I
hope that they would be regarded as merely very modest first steps

_OW.rd the more basic revisions which I suggested earlier.
- In my introductory remarks, I alluded to the proclivity to look

for simple- answers to complex questions. Mindful of that caution,
I do not offer the above suggestions fof, tax revisions as a panacea.
Many factors other than taxes impact on the- functioning of the
financial markets and influence market results. But these tax changes
should make a significant contribution to mitigating existing im-
pediments to efficient operation of financial markets. Hopefully,
these proposals at the least will spur a more innovative search for
constructive tax reform than is usually found in the standard reform
program.

Thank you.
Senator BENrsEN. Dr. Ture, that is a most interesting presentation.

I think it will be helpful to our considerations.
Now, we will hear from Dr. Musgrave who does not share many

of your views, as I understand it.



STAwz=Nroi DR. Rriciu A. Muowv
Dr. MusORiVE. Mr. Chairman, gentlemen, I am Richard A.

Musgrave, professor of economics at Harvard University.
The chairman indicated at the beginning that a variety of views

will be heard. If my good friend, Dr. Ture, with whom I have argued
this for many years, is correct, you have had an example of straight
reasoning and scientifically derived truth, and you will now be ex-
posed to an example of circular reasoning and value judgment,

The concern of this subcommittee, as the chairman has pointed
out, is, one, that the stock market has been dominated increasingly
by large investors, to the detriment of the individual investor; and-
two, that this has resulted in a "two tier" market in which small and
growing firms cannot obtain capital at reasonable cost. Moreover
this has lead three, to such companies being scooped up by foreign
investors at bargain prices. Specifically, however, the problem before
this panel is the extent to which this situation was caused by or can
be remedied through tax policy, in particular the treatment of capital
gains.

Since I am not an expert on the stock market and since the long
run concern of your committee is with the development of an equitable
and efficient tax structure, I will address myself primarily to this tax
issue. However, a brief look at the broader problem is needed to set
the stage. As I see it, the growing role of institutional investors is a
largely inevitable development, reflecting as it does the desire of in-
dividual savers to delegate their investment management to such
institutions. At the same time this development has been encouraged
by tax advantages and can be retarded somewhat by their removal.

he high degree of concentration in the investment business and the
resulting diversion of funds toward established companies with in-
creasing cost of financing for smaller firms on the other hand is not
inevitable. At the same time it is a problem the remedy of which calls
for regulatory rather than tax policy measures. A further widening of
the capital gains perference in particular is not the proper remedy;
and the two-tier issue now before you should not be permitted to
divert the Finance Committee from the goals of tax reform, goals
which I believe, to quote Dr. Ture's conventional wisdom, call for a
tightening rather than a relaxation in the tax treatment of capital
gains.

Let me therefore begin with a brief statement why the current
capital gains preference should be curtailed and why most students of
taxation are agreed that an equitable income tax cals for the taxation
of capital gains as ordinary income. In principle, at least, such taxa-
tion should apply whether capital gains are realized or not. The
underlying principles are these:

1. Under the income tax a person's ability to pay should be measured
in terms of the accretion to his economic capacity; and this is the case
independent of the sources from which the income was derived or
the uses to which it was put.

2. As to sources, the tax treatment of income-as a measure of
broad based taxable capacitv--should not differentiate berween wage
or capital income, nor should it distinguish between different types of
capital income. Thus, dividend income should be treated in the same
way as interest income, and capital gains should be treated in the
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same way as these two. A dollar of income is a dollar and in all cases
there results the same addition of the taxpayer's economic capacity.
Moreover, it should make no difference whether capital gains are
realized or not. If my net worth has increased by $1,000 1 have be-
come wealthier by $1,000. Whether I choose to sell and reinvest or to
retain the particular asset is merely a matter of deciding how to use
the gain or to arrange my investments. It should not be of concern
from the tax point of view.

3. Turning to uses, the income tax should be indifferent as to
whether a person decides to consume or to save, to swap investments
or to maintain his portfolio unchanged. How the taxpayer uses his
economic capacity is his business. The tax is to be based on his gain
in capacity, that is all.

4. All this is quite straightforward. Income measured as accretion
therefore calls for the inclusion of capital gains in the tax base. At the
same time, I do not deny that a case can be made for other forms of
taxation. In particular, a tax might be based on a person's consumption
rather than his income. That is to say, saving may be excluded from the
tax base and having done so, a personal and progressive rate tax
(similar in form to the income tax) might be imposed on consumption
expenditures only. There are some difficulties with implementing this
new form of taxation but it can be done.

In my view, income is preferable to consumption as a measure of
taxable capacity, since it provides a more comprehensive measure,
but the consumption base is not nonsensical. However, and this is an
important point, an argument for a consumption tax (an "expenditure
tax") as against an income tax is not an argument for the exclusion of
capital gains (or their preferential treatment) under the income tax.
If the tax is to be on consumption, then all income which is not spent
but saved should be excluded from the tax base, and not only capital
gains. Under neither tax are there valid arguments, from the point of
view of tax equity, to accord special treatment to capital gains. In
other words, the case would be for substituting a progressive consump-
tion tax for the income tax but not for exclusion of capital gains from
the tax base under the income tax.

5. There has been literature over the years in which it is argued that
a consumption tax is preferable to an income tax because the latter
"double taxes" capital income. After the confusion which surrounds'
this argument is cleared away one is left with the conclusion that the
income tax may be said to interfere with the choice between present
and future consumption whereas the consumption tax does not, and
that this interference may impose an "excess burden" as economists
call it, which is aioided under the latter.1 There are serious qualifica-
tions to this argument and its quantitative importance is questionable.
But even if sueh a point can be made, it does not follow that the con-
sumption tax would be preferable on balance. If the income base if
preferred to consumption on equity grounds, an income tax may never-
theless be considered superior. After all, the only tax which does not
disturb economic dccisions is a head ta-, but few people-I think not

I One of thee confusions relates to terminology. For purpses of economic theory economists have donned
income as the present value of a future consumption sream which to the nontechnical reader suggests that
there Is no Income without consmption. This, of course, Is a nonsequltor. Using this terminology, we need
merely sy that capital gans give rise to a potential Increas in present and future consumption and this ti
all that matters for our punosem. The fact that such potetial Inease exists means that there is a gain in
economic capacity. This, however, Is a fine point inecocsmatiswith which I hope this committee
wil not be bothered.

I3-! 0 - " -pt. 2 -- I
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even my good friend on the right-would argue that this tax, being
totally unacceptable on equity grounds, should be preferred to al
others.

Turning now to the practical importance of the capital gains prob-
lem it must be noted that it is not a minor aspect of tax reform but
of fundamental and strategic importance. Such is the case for two
reasons:

1. Failure to tax capital gains as ordinary income has been the
dominent source of tax avoidance by high income groups. Capital
gains as a percent of AGI rise from less than 1 percent for returns
below $30,000 to 21 percent for returns above $100,000 and to over
40 percent for returns above $500,000. Counting capital gains fully,
these shares are 2, 35, and 60 percent of AGI respectively. No wonder
that for returns above $100,000 tax savings from capital gains ac-
comint for about half of all savings from tax preference. [See J. A.
Pechman and B. A. Okner, "Individual Tax Erosion by Income

* Classes," in economics of Federal Subsidy Programs, Joint Economic
Committee, U.S. Congress, 1972.]

The treatment of capital gains thus accounts in large part for the
fact that the effective tax rate (ratio of tax liability to AGI) hardly
rises above 30 percent at the upper end of the scale.

Senator BENTSEN. Dr. Musgrave, it is not that Senator Bennett
doesn't very much want to hear your testimony but he has a previous
commitment at the White House and has to make that commitment.

Dr. MUSGRAVE. I understand that. Thank you very much for
pointing it out.

While one may debate how high bracket rates should rise, a zero
rate on unrealized gains and a 36.5 percent rate on realized gains are
hardly adequate upper limits; and even if they were, there is no
excuse for applying them to taxpayers with capital gains but not to
those who receive them from other sources and must pay rates of
up to 50 or 70 percent. Effective taxation of capital gains is essential
to making progressive taxation stick and to do so in an equitable
fashion.

2. Failure to tax capital gains as ordinary income is an all pervasive
source of trouble in the Internal Revenue Code. Many or most of
the tax shelter problems (at least the domestic ones) are linked to
the capital gains and accelerated depreciation issue or, most typically.
to the two in combination. The only satisfactory solution to these
difficulties, I believe, is through reform of capital gains treatment.
Other remedies, such as limiting depreciation to the taxpayers'
equity in the asset or interest deduction to interest received are
questionable in principle and only makeshift improvements. dom-
bined with the minimum tax approach they lead us away from facing
up to the need for redefining taxable income in equitable form.

3. The importance of the capital gains problem cannot be belittled
by the fact that the revenue significance of moving toward full taxa-
tion is limited. About $15 billion obtainable from full taxation of
gains (taxation at ordinary rates of realized gains and of accured
rains at death or gift) msy not be much, given a total take of $250
biion or more; though it is not chickenfeed. But revenue is not
the entire story. Failure to tax capital gains equitably, means failure
to tax high incomes equitably; and this in turn makes it impossible
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or exceedingly difficult to collect the remaining $230 or $240 billion
in an equitable fashion.

Turmng not to problems of implementation, acceptance of the
principle that capital gains should be taxed as ordinary income does
not relieve one of facing the practical difficulties of so doing. Here
as in other aspects of life, an ideal solution is not possible but a good
deal can be done to improve matters.

1. Obviously, full taxation of realized gains without taxation of
unrealized gains at death or gift would exert too heavy a lock-in
effect. Obviously also, taxation of all current but unrealized gains
on an annual accrual basis would be unmanageable. The solution,
as has been pointed out many times, lies in taxation of accrued gains
at death or gift, combined with periodic taxation (say every 5 years)
of accrued gains on readily negotiable assets such as traded shares.
Losses, in turn, would have to be recognized and treated on a sym-
metrical basis. In fact, it is precisely the principle of taxing unrealized
gains which makes the latter possible; moreover, adequate provision
for averaging would have to be made.

All of this involves difficulties but they can be overcome, indeed
the new problems which arise may be small compared to those en-
countered in dealing with capital-gains-based taxshelters on a piece-
meal basis.

2. The frequently raised objection that taxation of gains not realized
by sale is unfair because the taxpayer has no cash with which to pay
his tax poses a valid concern only where family farms or enterprises
are involved. In these relatively small number of cases, special solu-
tions may have to be found, just as such difficulties must be dealt
with under the estate tax. For the bulk of the cases, I see no problem.
If the taxpayer owes a tax debt, let him sell part of his assets to meet
his obligations. This is only fair, provided that he is given sufficient
time-at interest-to avoid losses through forced sale.

3. What is needed in capital gains tax reform is to face up to the
problem of including unrealized gains in the base. Little is to be gained
by tinkering with minor measures and some such proposals'will make
matters worse rather than better. Discarding the special 25-percent
rate would be helpful as a tidying up operation but it would not make
a great deal of difference. Inclusion of gains in the minimum tax
helped a little. Lengthening the holding period for short gains or
returning to the stepdown rate structure of the thirties, however,
would set us on a wrong course, and I shall return to this presently.

There is little economic basis to the notion that short term specu-
lation is wicked while long term holding of investment is virtuous.
Indeed, preferential treatment of long holdings adds to the inequities
which result from deferral of taxation of such gains.

The crux of the problem, I repeat, is not in reforming the treatment
of gains realized by sale, but in first tackling the more basic issue of
taxation of gains not thus realized. A proposal for taxation at death
and gift was made by President Kennedy in 1963 and repeated in the
Treasury's tax reform proposals submitted to the committees of the
Congress in 1969. Moreover, legislation along this line has recently
been adopted in Canada. Bringing capital gains into the tax base is
possible and there can be no honest to goodness tax reform without
doing so.
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Tax deferral and inflationary gains: In concluding this part of my
discussion I shall note two further and complex aspects of the problem;
that is, (1) the role of tax deferral, and (2) that of inflation.1. Tax deferral arises because capital gains are taxed when realized
rather than when they accrue. This would be the case even if taxation
at death or gift was applied. The taxpayer who receives income in the
form of capital gains thus enjoys a benefit of tax postponement,
whereas others who receive their income as wages or dividends must
pay at once. Receiving a tax postponement is valuable to the taxpayer
since it is equivalent to receiving an interest free loan. Or putting it
differently, postponement reduces the present value of the tax. A tax
of $100 payable in 10 years, discounted at a rate of 8 percent, is
similar to a present tax of $46 only, so that the taxpayer is given a
tax benefit of 45 percent. This suggests that to treat capital gains
wholly similar to other income, an interest charge would be needed at
the time when the tax is imposed. Reducing the rate of tax with the
length of the holding period, therefore, works precisely in the wrong
direction, as it adds to the benefits which long-holdings already have
obtained from tax postponement.

2. Income as a measure of taxable capacity should be viewed in
real rather than in nominal terms. Capital gains which merely reflect
a rise in prices do not constitute a real gain in net worth and should
not be taxed. An equitable treatment of capital gains calls thus for an
inflationary adjustment. Since such an adjustment is not made, it has
been suggested that the present preferential treatment may be viewed
as a substitute therefor.

Regarding realized gains, we note that the rise in share prices over
the years has tended to be in excess of consumer prices, suggesting
an inclusion ratio of 67 percent for assets held over the period from
1947 to 1972 and a 49 percent for assets held from 1960 to 1972. More
recently, of course, the picture has been reversed with share prices
falling together with a rise in the general price level. It must be noted,
however, that unrealized gains are not taxed at all; and since such
gains are a multiple of realized gains, the conclusion remains that
capital gains are typically undertaxed under present law'

This conclusion is reinforced if the deferral factor is allowed for.
Thus the question arises, how to construct a system under which both
the deferral inflation aspects are accounted for. In this connection I
would refer thelcommittee to a paper of a young colleague of mine at
Harvard, Roger Brinner, which is geing to appear in the December
issue of the National Tax Journal, where this matter is examined in
detail.

I now turn to the effects of fuller taxation of capital gains on the
health of the economy:

(1) Preferential treatment of capital gains being a powerful factor
in reducing the effectiveness of progressive taxation, fuller taxation
could greatly increase progressivity over the higher income ranges,
and this may or may not be desirable. However, this conclusion fol-
lows only on the premise that there would be no offsetting reduction
in bracket rates. inclusion of gains combined with a reduction in rates
to a maximum of 50 percent-as now applies to earned income-would
cushion the increase in progressivity, while leaving us with a substant-
ial gain in "horizontal equity," that is to say, a substantially more
equal treatment of people with equal taxable capacity or income.
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(2) The argument may be made that capital income is taxed more
heavily than wage income since it is not only subject to the personal
income tax but also to the corporation profits tax and to property
taxes. This being the case, is not the preferential treatment of capital
gains a jusiied offset to this discrimination? My response is that
preferential treatment of capital gains is not the appropriate remedy.
If the tax burden on capital income is to be reduced, the proper
remedy is to treat all capital income alike, and not to limit the re ief

C to capital gains. I would thus combine full taxation of gains with in-
teration of corporate-source income into the individual income tax,
without there being an additional corporation tax. Such an approach
would improve horizontal equity as well as close the loophole which
the preferential treatment of capital gains now provides for high
bracket taxpayers.

(3) In considering the effects of fuller capital gains taxation on the
level of investment and economic growth, a distinction must be drawn
once more between the overall level of capital taxation and how it is
imposed. Fuller taxation of capital gains would shift a larger part of
the burden to this form of capital income; but unless the over level
was increased in the process, the burden on other forms of capital
income would be reduced. On balance, I see no presumption that the
effect would be harmful to growth. Preferential treatment of capital
gains as a whole, I think, is not an efficient way of giving tax incentives
to investment. At the same time, it is a highly inequitable way. Tax
policy aimed at furthering growth must be designed to accomplish
this objective with the least damage to tax equity and from this
point of view the capital gains preference is a very poor approach.

(4) In concluding, I return to the bearing of tax policy on financial
markets and the particular concern of your committee with the
growing role of institutional investors.

This growth, of course, is no recent phenomenon, but a continua-
tion of a long-term trend, extending back to the beginning of the
century. As capital markets broaden and become more complex,
individual investors naturally wish to delegate their investment deci-
sions to experts who are in a better position to make intelligent choices.
This is merely a sensible division ofilabor. Moreover, this development
reflects the changing structure of saving. As income rises, people are
enabled to retire sooner, and this requires savings to be placed into
forms which serve the retirement purpose for example, savings in-
stitutions of various kinds. For this and other reasons, the growth of
institutional investment management is a natural development, and
I see no need for deploring it. Indeed, one would expect the needs of
both savers and the capital market-though not perhaps the broker-
age business-to be served better in the process.

At the same time, the case for institutional investment does not
call for excessive and growing concentration in this business. Indeed,
the evils of excessive concentration in this industry may well be more
pernicious and the potential gains in productivity less than in other
industries. The specter of Japanese-type financial concentration is
indeed a frightening one. At the same time, I find it somewhat difficult
to understand why the increased importance of institutional investors
must lead to a two-tier market and resulting dearth of funds for small
firms. Should one not expect that institutional investors, being larger
in size-even without being huge--will be better able to undertake the
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the individual investors for whom the purchase of well-known shares
may well be the only feasible solution? The recent tendency for
institutional investors to concentrate on a relatively small number
of large glamour stocks may thus be somewhat of a fad. As time goes
on, this fad will subside-and there are already indications thereof-
and bubbles may arise in other sectors of the market. Nevertheless,
the very existence of large portfolios may cause such bubbles to de-
velop more easily and to interfere with an even-handed market. If
so, this accentuates the overall problem posed by heavy concentration
in the investment industry.

The way to deal with it, however, is not through tax adjustments or
at least not primarily so. The obvious remedy is to limit the size of
investment management firms and to break up the 10 or 20 largest
firms that now dominate the market. Unbroken over a period of years,
this should pose no great difficulty, as no physical plant or production
structure is involved. If the result is insufficient and there is still a
dearth of capital for small firms, a requirement to hold x percent of
assets in such issues could be considered. However, the proper ap-
proach to small business relief, if it is to be granted, is to go the direct
route of subsidy. Certainly, the way to help small business is not
through tax relief which combines inefficient aid to small business
with effective but inequitable grants to large investors.

In this connection, it is important not to be misled by a picture of
the market that shows little individuals driven out of the market by
huge institutions. The fact of the matter is that these institutions-
which, I agree, should not be permitted to be so huge-reflect, to a
substantial degree, the interests of the little individual who has
placed his investment into life insurance, savings accounts, or mutuals,
whereas the individual investor-through little in terms of his market
share-is typically a very substantial person in the high-income
brackets. While his participation in the market may be increased
somewhat by reducing the taxation of realized gains, provided that
the additional funds do not go into mutuals, the further deterioration
in tax equity would be too high a price to pay. The structural problem
with which you are concerned, therefore, is not a tax problem-
except perhaps for certain measures to tighten the tax treatment of
pension funds-but one of excessive size; and the proper remedy for
what lies in a ceiling on the portfolio which may be managed by any
one firm.

Finally, a further word about the lock-in effect of capital gains
taxation. Just as an increase in the tax on realized gains, taken by
itself, would increase this effect, so would a reduction reduce it. This,
however, is not the only way in which to approach the problem. As I
have noted before, the lock-in effect is reduced also by inclusion of
unrealized gains in the tax base; and, as a matter of equitable taxation,
this is the approach toward which we should move. I hope that the
committee's current concern with the financial market and the two-
tier problem will not lead you to lose sight of this more important and
lasting objective of tax reform.

Thank you.
Senator BIENTSEN. Thank you, Dr. Musgrave, for your testimony.

I think that it will be helpful to us.
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Can you tell me what capital gains policies are in effect in some of
the developed countries of the world, such as England, Germany,
and Japan?

Dr. MUSORAV.. Well, Canada and the United Kingdom moved
pretty much to the present U.S. system. Canada moved pretty much
to the present U.S. system on realized gains but added taxation at
death and gift of unrealized gains. There is a wide variety of the tax
treatment in continental countries. On the whole, their tax treatment
on capital gains is looser than ours.

On the whole it is less tight, less tight among continental countries
than it is in the United States.

Senator BENTSEN. Now, you made a statement that you couldn't
understand why large financial institutions wouldn't make greater
investments in some of the smaller companies because these institu-
tions would be better equipped to undertake the kind of research
required to detect small promising firms than individual investors.

Well, I would agree with you but it doesn't work out that way.
The testimon we have had before us from the Morgan Guaranty
Trust Co. indicates that of the $21.4 billion of common stock held
by Morgan, over $19 billion of it is in shares of larger companies.
NOw, which are those? Those are companies with capitalizations of
more than $500 million.

The witness for Morgan says that:
While I am sure we have invited in companies with ca italizations of as

little as $5 million, we would have to be really interested to so.
It is prettyobvious that they haven't done it in many instances.
Then you have to look at the practicalities of what they are faced

with. They have an eight-man investment committee making these
decisions for over $21.4 billion worth of stock. So as a practical
matter it is a lot easier for them to limit themselves to the larger
companies.

You made a comment that a capital gains tax at death would
free the sale of stocks by older persons who might otherwise hold
the stocks until death to avoid any- capital gains tax. That might
be true in some cases, but I can't help but remember an attorney
friend of mine whose specialty wis drafting wills. He told me that
of all the clients that he drafted wills for, there were only two who
prefaced their requests by saying, "When I die," while all the rest
said, "If I die."

Mr. Kelso, Senator Bennett had a couple of questions he wanted
me to ask you concerning your proposed plan. Does the employee
have any option-as I tinderstafid it, ybur plan aims to encourage
the ownership of corporations by the corporate employees.

Mr. KELSO. That is correct.
Senator BENTSEN. Does the employee have any option in that, or

is it a compulsory thing; and in turn, if he gets out of it, can he
still stay with the company?

Mr. KELso. Senator, he has no choice. That is to say, merely by
being an employee, he automatically is put in a position where, over
a period of years, he accumulates in his account shares of stock in
the company. It doesn't take anything out of his paycheck, and he
does take it if he leaves under an investing schedule and the maxi-
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mum investing .schedule is 10 years. Many corporations fully vest
them in 5 years.

I might add Senator even though employee stock ownership
financing is used ultimately to finance the growth of the corporation,
and to build ownership into the individu employees, it is a simple
matter to thereafter achieve diversification. That is to say, the
employee stock ownership trust can exchange shares in that trust with
shares held by any other trust or both on the open market, for that
matter, as a tax-exempt trust, and can be diversified if that is desirable.
There really are-and for this reason I think that this proposal does
address itself to the question of how you finance small companies.

At the end of our paper, we have a list of legislative proposals there.
One of them is the development of a capital diffusion insurance cor-
poration which would be somewhat the counterpart of the FHA in the
consumer field. FHA insurance insures a lender that loans on home
mortgages. Capital diffusion insurance corporation would insure a
lender that loans to an employee trust for the purpose of financing
growth and building ownership. into employees. We think that this
together with the ability to really finance growth on credit, which Iintended to point to when I suggested drawn in the Federal Re-
serve, the ability of the lender to discount with the Federal Reserve,
really gives us open-ended power to finance the growth of our in-
dustry, completely untrammeled by ay kind of institutional limita-
tions. In other words, .the growth of the economy would be limited by
purely physical things: Resources, manpower, desire of the market to
consume.

Senator BENTSEN. Dr. Ture, is it your opinion that the locked-in
gains of persons over age 60 would come into the marketplace if
there was a stepdown in the capital-gains tax relating to the period of
holding?

Dr. TUR. Senator Bentsen, certainly there would be a much
stronger incentive on the part of those holders to investigate oppor-
tunities to change the composition of their portfolios. One o the
things they would have to bear in mind, of course, is that if there
were some large disgorging of those securities over a relatively short
period of time, capital losses would start to accumulate at a pretty fair
clip, and that in itself would act as a check against the liquidation of.
those holdings. But on the whole, it seems to me perfectly clear that
you would get at least one very powerful one-shot effect in getting
people to liquidate holdings that they have held for a very long period
of time, not because they found them the single most attractive asset
to have in their portfolios, but because they want to avoid the very
substantial tax penalty on changes in their portfolio.

Now, thereafter, what the effect would be would, I think, depend
on the detailed specifics of a downward graduated plan. I could very
well visualize that one of the reservations about it is that downward
graduation always affords an inducement to hold on a little longer
instead of to liquidate or to transact in the very near term. If you are
within, for example, a year's time of a 5-point cut in the rate that
you will pay on gains that you will realize, you are likely to think very
seriously about selling those assets today and think very seriously
about the advantage of holding onto them for another year.

Senator BENTSEN. On the other hand, if it is graduated at the rate
of 1 or 2 percent a year for a period of years, I assume that 1 year's
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differential wouldn't make a lot of difference in an investment decision.
Dr. Tuuz. Well, I would suggest that the longer the time period

before there is another stepdown in the rate, the less the locking-in
effect of downward graduation would be. Some of the downward
graduation plants, of course, i think would have a perverse effect,
but those that I think are receiving considerable attention today in-
volving 5-year stepdown periods, are not so likely to involve that
perverse effect.

Senator BENTSEN. Do you think this will increase revenues col-
lected by the Government or not?

Dr. TUBE. Well, certainly with respect to that-first one-shot effect,
I can't help but see that there would be a very substantial revenue
gain. f am not in a position to offer you any estimate for it. I am sure
staff can. But to the extent that people in fact are locked in and find
a very low rate available to them for liquidation of assets that they
don't really want to hold any longer, of course there will be substantial
revenue gain flowing into the Treasury, at least the first time around.

Senator BENTSEN. Dr. Musgrave, are there incentives for invest-
ment that you would prefer rather than lowering the capital-gains
rate?

Dr. MUSGRAVE. Yes. I certainly prefer the investment credit
approach. I think that it is much preferable. For one thing, it addresses
itself to real investment taking place. It is not related to a particular
type of financing, and it is much more acceptable from the point of
view of the equity of the income tax.

If investment incentives are to be given, they should not be given
in a way which introduces new inequities into the tax structure,
because then they will be looked upon as devices of tixavoidance by
the affluent. They have to be given in honest fashion which says, all
right, we want to give investment incentives on the one side, but we
do not want to use the need for giving investment incentives as a
means of vitiating the taxation of the rich.

I think the investment credit is both more effective dollar for dollar
as investment incentive, and it is much more acceptable on equity
grounds.

Senator BENTEN. I agree that the investment tax credit is an
effective tool, but it is something that increases investment by cor-
porations rather than adding individual investors to the marketplace.
Wouldn't that be correct?

Dr. MUSORAWV. Certainly the investment credit should be applied
to partnerships and to individuals as well as to corporations.'

Senator BENTSEN. If you move it to partnerships, it would be just
a step away from individuals, then, wouldn't it?

Dr. MUSORAVE. Present law permits the credit to be taken by non-
corporate investors. Moreover, the individual who invests in corporate
shares will benefit from the credit which is given to the corporation.

Mr. KELSo. Senator could I address that question?
Senator BNTSmN. Ye;*
Mr. KELsO. One of the most serious pro5Itins about the ownership

basis is, of course, the increasably concentrated ownership of equity
capital in the U.S. economy. One percent of the consumer units owns
71 percent of the equity bas.

Now, the investment credit is one of the best ways in the world to
further concentrate that. That is to say, you can give them invest.
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ment credit of any amount you want. All you do is strengthen and
concentrate the ownership of the existing shareholders. I would submit
that two bills that are cited in our paper, namely the bill S. 1370
introduced by Senators Fannin, Hansen, and Dominick on March 27
of this year, and the companion bill, H.R. 8590 introduced by Con-
gressman Frenzel, are ideal means of encouraging incentive to invest-
ment through amplifying the use of employee stock ownership trusts.

There are a number of features to that. One is the increasing of
C the limits of deductibility which is the amount of financing that can

be run through the trust which would accelerate the growth, the
equity, both to finance business and to build ownership into employees.

Another is a provision which would make dividends deductible
from the corporate income tax if paid into the trust provided the
trust passes them through into the employees' pocket.

Here is a way of getting a second source of income into employees
and, by the way, to broaden the idea and inculcate the idea of the
importance of capital ownership which our whole economy has paid
lip service to but never has really done very much about.

Finally, one of the provisions of those bills would give the employee
stock ownership trust the same status as 501(c) (3) foundations.

Now, when the rich man reaches the end of the line and he clearly,
as your attorney friend indicates, doesn't ever think he is going to
reach it, but there is one other thing: he also thinks he is going to
somehow or other take it with him when he goes. (No one has really
quite made it yet; when they don't, they leave it here.) Now, the
tax laws are so designed that he cannot really leave it to individuals
if it is a big fortune. What does he do? He socializes it. That is to say,
specifically disconnects it from people in the great general purpose
foundations.

The provisions of this bill would permit a man of giant wealth,
say a Hery Ford, to set up in cooperation with the Ford Motor
Co. or any other corporation, for that matter, employee stock owner-
ship trusts into which he could give his wealth the same tax advantage
to himself but the difference would be that it enables the corporation
to raise the incomes and economic security of employees without
raising costs and, of course, to broaden the equity ownership base
and reconnect the capital and rebuild the Government physical
base. Bigger taxpayers, bigger incomes.

Senator 'BINTSEN. Thank you, Mr. Kelso.
We know that private investment in other countries is a much

greater percentage of their GNP than ours and their record of pro-
ductivity looks better these days when we look at Japan. Gross
fixed capital formation in that country is 35 percent of its GNP
compared to 25 percent in the Common Market, and less than 15
percent in this country. Of course, I know we spend a lot more pro-
portionately on essentially nonproductive things, military at one
end anctwelfare at the other end. Don't you think we have to encourage
savings and investment in this country to a greater extent than we
have today?

Dr. Ture, would you comment on that?
Dr. Tuni. Yes. Let me consider those data just to make surewe

have them in proper perspective.
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One comment, first of all, is that it is just terribly difficult to make
those comparisons. I know because I have tried on many occasions
and this is an enormously frustrating statistical search.

What you will find, among other things, is that in a number of
nation's national accounts-unlike those of the United States-there
is a tendency to lump together both public and private capital forma-
tion, and in a number of countries, of course, a substantial amount
of the investment in residential construction is undertaken under
public auspices-a much, much larger-

Senator -BrNTSEiN. Let me say that the numbers I gave you are
U.S. Government estimates

Dr. Tutnz. It is good to have them. I will look forward to them
in the record, and -I would appreciate being able to look at them.

The second reservation is the following. The effectiveness of any
additional amount of capital in increasing output or productivity
depends on how much capital you have in relation to labor in the
first place. The United States, of course, has a much higher capital-
labor ratio than any of the other countries that we are looking at.
What that really means is that any additional x number of dollars
worth of capital will add less to productivity here than it will abroad.

Now, having put that reservation in place, let me then hasten to
say that I find the existing biases in our tax laws as well as in other
institutional features imposed by Government, for example, in regu-
latory policies generally, the existing biases imposed against saving
and capital formation are wholly without social purpose.

Now, I have the greatest respect and admiration for Professor
Musgrave. We have been friends and professional associates for a
long time and I respect his judgments about equity considerations.
I don't see how I could possible gainsay his right to place very high

priority on that as a guide to tax policy. So far as I am concerned, I
d the matter a great deal more tenuous. I don't understand,

candidly, these equity considerations, with the crystal clarity that
some of my colleagues seem to, and it seems to me that vastly more
important than that very will-o-the-wispy kind of policy criterion is
to make sure that the economy operates efficiently. I am confident
that if we are permitted to do so by the proper institutional structure
that the equity problems would diminish in severity for all of us.

I think the present tax biases which initiate with taxation-the
inclusion of saving in the tax base as well as the taxation of the returns
on saving at the individual level, the additional tier of corporate
taxation, the additional tier of capital gains taxation, the additional
tier of property taxation at the State and local level, the additional
tier of estate and gift taxation, and inheritance taxes at the State and
local level, these amount to an enormous bias against saving and
capital formation. Another associate of mine, on one occasion or
another, held up a cigarette in front of an audience and said, "We tax
the consumption of this vastly Jesp than we tax saving." It is as if we
treat saving as a woefully inferior good.

I don't understand what objectives of social policy are to be pur-
sued with the present tax biases against saving and capital formation.
So surely I would associate myself with the sentiment that you ex-
pressed. It would be wholly constructive, indeed, to move toward a
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much more nearly neutral tax system. I am willing to take that a
bit at a time. I agree with Dr. Musgrave that we really ought to take
saving out of the tax base entirely but I don't think that is really a
feasible suggestion at this point in time. I think it is a fairly drastic
proposal, to say the least. Let's take one part of the existing tax bias
against saving and modify that by eliminating capital gains from the
tax base. I grant that is drastic. I think it is high time for us to think
about drastic solutions to problems that are of long standing.

Senator BENTSEN. Dr. Musgrave, I am concerned about some of
the major institutions getting locked in on high multiple stocks. We
have seen a situation where it looks like some of them are in a position
to have self-fulfilling prophecies or are manufacturing their own
prophecies. We have some corporate stock down there in the mud and
then other corporate stock that seems to take the approach of
Jonathan Livingston Seagull, absolutely no limits.

We saw a situation where IBM took a very severe drop and the
large institutions started buying again and the market recovered. We
know that one particular institution has over a billion dollars a year
in new income and if it served their purpose, they actually could keep
up the price of stocks in their portfolios.

That sort of thing gives me some concern. Does it you?
Dr. MUSGRAVE. I share your concern with the fact that these are

such huge concentrations in the investment business and I see no
particular purpose, good purpose, which this serves. Economists have
argued that one should hesitate to condemn large producing units
such as manufacturing corporations because bigness may offer ad-
vantages in technical developments and innovations, and that these
should be balanced. against the more traditional case against monop-
olistic market shares. But these defenses of size do not apply to the
financial market at all. I say if you are worried about large institutional
investors, then divide them up. Set a ceiling on the portfolio which
they can hold. That is the way to deal with the problem rather than
to accentuate what I think are defects in the tax system.

Could I go back to the preceding question for a second?
Senator BENTSEN. Sure
Dr. MUSGRAVE. If we draw a comparison with other countries that

have a much higher investment to GNP ratio, we should keep in mind
that they, especially Japan, were in the process of tooling up, that
they were in the process of building themselves a modem economy.
Counties in that position, such as South Korea, have a growth rate of
15 percent. That rate can-be maintained for a while until the economy
is built up, but you can't really compare them with us.

Moreover, the matter of productivity with growth is to a consider-
able degree not just expanding the capital stock but introducing new
technology which involves replacement investment as well as new
investment. Our capital stock being very large, this is of particular
impOrtance for us.

In addition if one is worried about inadequacy of the American
capital stock for the American worker, one should do something about
the tax laws which encourage huge outflows of capital by American
corporations which otherwise would have to be invested in the Ameri-
can market.

While personally I am not worried about our growth rate or our
ratio of gross investment to GNP, I would urge that such measures
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as are taken to increase this should be taken in a way which does not-
by my value judgment-render more unequal the distribution of
income and wealth.

I agree with Mr. Kelso's sentiments on that matter, but I don't
see at all how his scheme will make a really significant difference in
this respect. After all, from where are the additional savings which
should flow into the pension funds going to be diverted? If wages are
not increased, if the wage-profit share is not affected, where are the
funds going to come from? I just don't see the macroeconomie
consistency-

Mr. KELSO. May I respond to that?
Dr. MUSORAVE [continuing]. Of the scheme the big burden remains

on the tax system and if you use taxation to engage in growth policy
you have to keep in mind the equity objective.

If one is worried about the level of saving, one might argue for
replacing the income tax in part by a consumption tax. The way to
do this is to place a progressive rate expenditure tax on consumption,
then you retain progressivity in the system. But if you don't do it
that way, if you do it by excluding capital gains from the income tax
base, then the distributional aspects of the thing are totally different.
And I think unacceptable.

Senator BENTSEN. Dr. Ture, would you like to respond?
Dr. TURE. If I may.
Mr. KELSO. Could I also, eventually?
Senator BENTSEN. We will try to. We are running out of time.
Dr. TURE. There are so many things to respond to I will have to

economize in response.
Let me first respond to your question, if I may, sir.
I am sure that the management of a large number of these very

large institutional funds are equally concerned about the problem
that you mentioned and I am glad-I was delighted to hear you
put it just that way because it was a much better exposition of what
I was trying to' get at when I was talking about efficient operation of
the financial markets and the adverse impact of the thinning out of
-the miarket.IM

Surely if a large institutional investor decides that it might want
to reduce the amount of its holdings of a particular share of stock,
one of the things it has to be terribly concerned about is whether or
not it can do so without really just bashing the market and it would
certainly prefer to be in a situation where it would not have to be
concerned about the liquidity of any particular part of its portfolio
on the basis of its own actions. I don't think the solution is, as Dr.
Musgrave suggests, breaking up these large institutional funds in
any penal action. I think the initial impact of that would probably
h,, catastrophic.

Father, I think it is to find a way of diluting their influence by
bringing a great many more participants into the market and there-
fore diffusing their concentration of ownership.

Now, I think that the existing tax impediments toward active
participation by individuals as investors in the market are not in-
consequential. I know there are a number of economists who say
they have very little impact. In my judgment, both their analysis
andthe data on which they produced that analysis are wrong. I think
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they have a very powerful impact, and I would suggest what is called
for is a very critical examination of existing tax provisions and a very
bold and general search for new ways of taxation which will in fact
provide much more nearly neutral treatment as between saving and
consumption.

Senator BENTSEN. Dr. Ture, thank you very much.
One of the things that concerns me, too, is the increasing debt.

equity ratio that we are seeing for so many companies in the last few
years and the problem, as I stated earlier at today's hearings, is that
these smaller and medium-sized companies are having a great deal of
difficulty raising equity capital. One thing we have to emphasize is
how this relates to the employee on the assembly line who probably
doesn't pay much attention to the financial pages of the newspapers.
However, unless these companies can expand, they are going to find
themselves merged and taken over. Sometimes some of the plants
close down as a result of a merger and these employees are out of jobs.
So whether or not these small- and medium-sized companies can raise
money directly affects the economy of their entire area and in par-
ticular the employees that work with them.

I want to say, gentlemen that our time has run out.
Mr. KELSO. Senator could I just briefly comment?
Senator BENTSEN. Yes, if you would quite briefly, please.
Mr. KELSO. I Will indeed.
There are two answers to Professor Musgrave's comment as to

where does the money some from. One of those answers is that it
would channel a large part-if employee stock ownership financing
were used, it would channel a large part of the corporate retirement
funds into the growth of industry itself rather than into merely bidding
up the prices of outstanding securities. That doesn't create new capital
formation.

Secondly, it is an old economist's tale that new capital formation
can only be financed out of past savings. That is absolutely not true and
it is not historically what has happened in most cases. It would be im-
possible to explain the growth of Japan if that were true.

New capital formation could be financed out of pure credit so that
there really is no limitation--there is no such question as where does
the money come from. Credit is simply the right of people to contract
with each other.

Senator BENTSEN. Dr. Ture?
Dr. TURE. Well, with all due respect, I would like to say that I

think there are a large number of elements in Mr. Kelso's proposal
that are extremely attractive, but I think the record ought to be
correct with respect to the point that Was raised by Dr. Musgrave
to which you have just responded. 0 .

Look at our national income accounts. The amount of gross private
domestic investment is precisely equal to the amount of gross national
saving and that isn't simply an accounting device. That represents
a necessary equality in any economy, and I don't care what the
structure of that economy is, whether it is the Japanese, Soviet,
or anybody else. If you try to finance an increment of capital outlays
by the creation of additional credit, either it will all be nominal,
that is, just price changes and not real, or there has to be a com-
mensurate increase in saving. If it doesn't come about, you don't
get the capital.
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Senator BzNTszz. Thank you, gentlemen. I have a list of questions
that I would like to submit to each of you for the record, and I would

iate -very much your answers being contributed to the record.
This has been very helpful and enligh tenin and I will carefully

review each of your testimony. Obviously, we have had a good col-
loquy here and I think that is a contribution.

Thank you very much.
The committee will stand adjourned until tomorrow at 10 a.m.

in room 2228.
[The questions of Senator Bentsen, with replies, and the prepared

statements of the preceding witnesses follow:]

QUESTIONS SUBMITTED BY SENATOR BENTSEN TO DR. MUSGRAVE

Question. How do you feel about liberalizing the decutibility of capital losses
against ordinary income by increoasinfthe maximum loss that can Ue deducted from
$1,000 to $5,000 per year?

What about a capital loss carry-back as Mr. Ture suggested?
Answer. In principal, I favor full allowance of capital losses against other

income. Just as gains should be treated as ordinary gains so should losae be
treated as ordinary losses. This involves extensive carry forward and back as
well as the offsetting of losses against other forms ofIncome. However, in a
system where gains are taxed only when realized full allowance for losses would
be asymmetrical. The investor can avoid taxation of gains (by not realizing)
while making sure of allowance for losses (by realizing). Therefore, the loss
problem has to be solved in conjunction with taxation of unreallsed as well as
realized gains. Moreover it would not be reasonable to permit tax savings from
capital losses at the full rate while capital gains are taxed at a preferential rate
only. In the absence of a more complete solution, one should therefore be
careful with liberalizing the loss treatment. I say this with some regret because
within an overall solution to the problem which provides for the taxation of
unrealized gains, I am wholly in favor of full provision for loss allowance.

Question. You have mentioned the alternative of a consumption tax-I wonder if
you could elaborate on its desirability or non-desirability from an economic
standpoint.

Answer. The case for consumption taxes differs depending on whether
reference is to the usual type of sales taxes or excises, or whether it is to a
consumption tax of a personal type, i.e., based on the taxpayers annual total
outlays on consumption, with progressive rates and personal exemptions more
or less similar to the approach now taken under the income tax. My reference
in the statement was to the latter type of personal consumption tax. The case
for such a tax may be based on: (1) the judgment that consumption is preferable
as a measure of taxable capacity to income; and (2) on the proposition that
the tax system should be designed to be more favorable towards saving, thus
permitting a higher ratio of investment to GNP. While I think that these are
arguable positions, I do not share these views.

The idea that a person should be taxed "in accordance with what he takes
out of the pot" rather than in accordance with what "he puts into it" is of long
standing, having been advanced, among others, by Hobbes. Nevertheless, I feel
that this interpretation of saving, as a sacrifice being made to the good of
society, is rather far-fetched. A person who receives income may choose to
consume or to save, and at times he may choose to dissave wealth which has
been accumulated in the past. In all these cases, he makes what he considers
the best use of his income. I thus consider income, defined to Include a person's
entire accretion to his wealth, as the more meaningful and suitable basis by
which to measure a person's taxable capacity.

Turning to the level of saving, the question is by how much substitution of a
consumption for an income tax would increase the level of private saving; by how
much such an increase would raise the rate of growth, and how important this is
as a policy objective. Regarding effects on the rate saving, partial replacement
of the income with a consumption tax (even at progressive rates) would un-
doubtedly increase the savings rate in the private sector. With personal savings
now at $50 billion an increase of say $10 or $15 billion might result. This would
increase private sector saving as a whole by about fifteen percent, permitting an
increase in the ratio of investment to GNP from say fifteen to seventeen percent.
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As a result, an increase in the annui.l rate of productivity gain from about 4 to
4.5 percent might result. While thee magnitudes are rough guesses, they suggest
the range involved.

However this may be It should be noted that increased private sector saving Is
not the only way in which the amount of capital formation available to the U.S.
labor force can be increased. As noted in my statement, there has been a massive
diversion of U.S. corporative investment Into foreign subsidiaries which could
be retarded and he made available to U.S. labor. Moreover a substantial part of
the increased need for capital formation which is said to a4p in connection with
environmental requirement. Is appropriately financed In the public sector, thus
calling for public saving, I.e., a higher rate of taxation and budget surplus or a
lesser rate of deficit.

Whether a higher ratio of investment to GNP is an essential objective for U.S.
economic policy, fally, is not readily answered. Comparison with economies
which have only recently emerged from a less developed state (such as Japan) or
with economies which are in the process of making a break-through to Industrial
production for mass markets (such as some of the European countries) are mis-
eading. The high growth rate recorded by these economies Is a more or less
temporary phenomenon and those countries will settle down to a lower rate, more
similar to that of the U.S., after this transition has been completed. The question
whether our concern should be with an Improved allocation of resources and di-
vision of current output, as against an Increased rate of growth has be6n discussed
at length in recent years and I need not review It here.

The main point which I tried to make in my testimony does not involve a case
for or against policy measures to further growth. Rather, my point was that
given a set goal to further the rate of growth, tax measures designed to achieve
this objective should be constructed carefully so as to induce savings and in-
vestment in a way which will be most compatible (or least incompatible) with the
objectives of an equitable tax structure. The capital gains device in particular
does not meet this test. It is not an efficient investment incentive while at the
same time resulting in benefits which accrue very largely to taxpayers in the high
income bracket.

Question. You have noted that equitable treatment of capital gains does require an
adustment for initation. Could this be done by adding a fixed percentage increase to
the basis of a capital asset annually?

Answer. Inflation rates differ greatly by holding periods. The adjustment there-
fore should not be made on a flat basis but be based on the price rise during the
actual holding period. In other words, the case for inflation adjustment cannot be
mechanically translated into a case for reducing tax rates automatically for each
year of additional holding. Based on the cost of living index, a table for base ad-
justment can be readily worked out, with the applicable adjustment rate depend-
ing on the period over which the asset was held. Tus for 1974, the Treasu would
issue a table indicating the inflation adjustment appropriate for assetshreld for
one two, three... ten... twenty-five years, with the latter a cut-off base. A new
tabfe would then be issued In 1975 covering the then past twenty-five years and
so forth for each year.

I must, however add a qualification: The inflation adjustment (permitting a
write-up of base) should be combined with an interest charge to account for the
advantages which have been derived from the deferral of tax liabilities. This will
add to the tax liability otherwise due so that the combined adjustment may be a
plus or a minus depending on the period in question. Adjustment ratios of this
sort are given In the article by Roger Brinner in the National Tax Journal for
December 1973, referred to in my earlier statement. With certain simplifications
an annual table allowing for the combined adjustment may be worked out by the
Treasury, with application of this table by the taxpayers a simple matter ofrou-
tine. Since both types of adjustment are an essential part of moving towards an
equitable treatment of capital gains, I would be hesitant to undertake the in-
flation adjustment without also introducing an adustment for deferral gains.

Que.tion. Is it correct that in addition to urging that capital gains be taxed as
ordinary income, you would also reduce the maximum tax on such income to 50%
diminate the earate tax on corporate income, and change the tax treatment of capital
assets transferred by gift or at death?

So, broad changes would be necessary before changing the tax treatment of capital
gain.?

Answer. Yes, If I had my way, I would combine (1) rate revisions and (2) inte-
gration of corporate source income into the individual income tax with (3) full
taxation of capital gains. It does not follow, however, that nothing should be done
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about (3) in the absence of both (1) and (2). Taxation of unrealized gains (at
death or transfer) at the preferential maximum rate of 36% (now applicable to
realized gains) should be applied even in absence of integration. While some case
can be made for a preferential rate (as applied to corporate shares) as a rough
offset for the "double taxation" of corporate source income, this is not a satis-
factory way of dealing with the problem. In the longer run, an equitable solution
calls for Integration of corporate source income with full taxation of gains whether
realized or not.

Question. In urging taxation of capl gains as ordinary income you point out
ot net worth is increased by such gains, whether you sull sch assets or continue

to hold them and whether you ue the proceeds of sle for reinvestment or consumption.
Don't we have an important stake in encouraging continued use of these funds in the
capital market?

Answer. The question may be divided Into two parts, i.e. (a), is it desirable to
encourage the investor to hold on to particular assets and (b) is it desirable to
encourage him to maintain his net worth and not to dissave?

The answer to (a) is clearly no. The capital market should be fluid and the tax
law should not encourage the investor to stay locked in. This can be accomplished
either by combining the taxation of real gains with a roll-over provision (as
Dr. Ture suggests) or by including unrealised gains in the tax base (as I prefer).
Either approach will do. The argument that the investor will disregard taxation
at death (as raised by Senator Benteen) is unconvincing to me; and if It were
correct, there would Indeed be a strong case for highly progressive estate taxes.

With regard to (b) I refer you again to my answer on the consumption tax
question. If we wish to encourage investment and saving, this inducement should
be given generally and not only for capital gains. In this case, part of the income
tax ought to be replaced by a progressive consumption tax. The capital gains
route, as noted before, is neither an efficient nor an equitable way of dealing with
the growth problem.

QUESTIONS SUBMITTED BY SENATOR BENTSEN TO DR. TURz
Question. Would not the effect of your proposal to exempt savings from taxation

increase the tax burden on low and middle income families since they have to consume
a higher fraction of their income than higher income families?

Answer. Reducing the tax bias against saving must benefit all taxpayers, directly
and indirectly. Widely used in support of tax proposals which would increase the
penalty on saving is the notion that only the rich save. The notion is simply
incorrect. The vast bulk 6f personal saving is undertaken by middle-income house-
holds. In any event, the present disproportionatley heavy tax burden on saving
rests directly on all individuals subject to income and property taxes; the corpora-
tion income tax indirectly burdens the saving of everyone as well as directly bur-
dening saving by shareholders. Taxing saving no more heavily than consumption
would allow everyone to make consumption-saving choices undistorted by the
p resent tax penalty against saving. To be sure, the proportionate tax reduction
for those upper-bracket taxpayers who save a relatively large proportion of their
income would be greater than that for a low-bracket taxpayer who saves little, but
this is because the present graduated tax rate structure increasingly penalizes
saving the higher taxpayer's income. Removing current saving from the tax base
would make both rich and poor better off. Moreover the resulting changes in tax
liability distribution by income level would only be the initial impact of providing
equal tax treatment of saving and consumption. Far more important would be
the subsequent Increase In total production capacity, total Income, and the
increase in labor's productivity and real earnings.

Question. If the capital gains tax were reduced, what would you suggest as to the
taxation of other types of return on sa ing-dividends, interest, etc.?

Answer. The basic proposal for equal tax treatment of saving and consumption
requires eliminating multiple taxation of saving and future income provided by
that saving. Under the individual income tax, tax is paid not only on the amount
of current income saved but also on the future income produced by current
saving. Additional tax burdens on the same future income are imposed by the
corporation income tax and by the taxation of capital gains. Placing saving on
an equal footing with consumption calls for either eliminating current saving
from the tax base and taxing all future income and the full proceeds from the
sale of capital assets, or if current saving is taxed, eliminating tax on all future
income generated by the saving.

-727 O- 7-pt. 3 -- 4
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Reducing the current tax on capital gains is a temporizing measure, a modest
firt step toward reducing the tax bias against saving. So long as current saving
is included in the tax base, reducing taxes on dividends, interest, rents, etc.
would be constructive measures. Personnally, I would Prefer excluding current
saving from the tax base and fully taxing all return to saving.

Question. Do you have any idea how much capital formation has been discouraged
by the disincentive for saving of the income taxt Could you give us some rough idea
of the magnitude of this effect?

Answer. It is difficult to estimate precisely the amount of capital formation
foregone as a result of the income tax bias against saving. The elements of the
rough estimate are:

On the National Income Accounts basis, the average effective income tax rate
(i.e., Federal individual and corporation income tax liabilities divided by national
income) in 1972 was 15.5 percent. This implies that these taxes increased the
cost of saving relative to consumption by 18.3 percent:

a. If the overall effective tax rate is 15.5 percent, the tax increases the cost of
consumption by 18.3 percent, ie., it requires $1.183 of pretax income to have
$1.00 after t4a with which to buy $1.00 of consumption goods. I

b. With the tax, it requires about $1.40 of pretax income to buy the same
amount of future income that $1.00 would buy in the absence of the tax, i.e.,
$1.40 of income before tax leaves $1.18 after tax, and with no change in the
pretax rate of return on saving, $1.18 saved from current income will yield
(1-.155) (1.18r)-ar, where r is the pretax yield on saving.

c. Since the tax increases the cost of consumption of $1.18 and the cost of
saving to $1.40, the cost of saving relative to that of consumption is increased
by the tax by 18.3 percent, i.e., $[40-$1.18-1.183 (results are from unrounded
numbers). If it is assumed that the elasticity of private saving with respect to
the relative cost of saving-1, then the 18.3 percent increase in the relative cost
of saving implies an equal percent decrease in the amount of saving. Then the
amount of private capital in place is about 18.3 percent less than It would be if
the income tax had been so structured as to provide for equal-proportionate tax
burdens on saving and consumption.

Question. Although a change in the tax treatment of capital losses for individuals
may well be in order, to what extent will such charges increase individual participation
in capital markets? After all, isn't the real reason for participation the seeking of
gains rather than losses?

Answer. However formal or informal one's investment decision-making, the
process involves some weighing of the gains and losses which are to be realized.
When one makes an investment, It is upon the decision that the probability of
gain exceeds that of loss and that the most likely outcome is a gain sufficiently
great as to be at least competitive with that of alternative investments. If the
tax treatment of capital losses were Improved, the weight of after-tax losses would
be reduced relative to the weight of after-tax gains in the probability distribution.
Hence, individuals would be more inclined to Invest in somewhat riskier outlets,
e.g. common stocks, than at present.

question. How can we keep such a graduated system of capital gains tax from
creating a new "lock-in" problem, with securities holders waiting for further tax
reductions before disposing of their stock?

Answer. Any downward graduated rate structure for gains is likely to retard
realizations to some extent, since clearly if the gain can be maintained for another
year, two years, or what have you and realized with lees tax thereupon, there is
incentive to defer realization. The strength of that incentive depends on how
many years one must continue to hold specific assets before the next step-down
in rates and the amount of the step-down. Clearly, the longer the holding period
and the smaller the rate step-down, the less the incentive to defer realization.
And any such incentive must be weighted by the investor in terms of his estimate
of future gains on his existing holdings.

A companion measure to step-down of tax on gains might be step-down of
ordinary income offset of losses. I recommend against this measure although it
would indeed weaken the incentive to defer realizations.

Question. If the thrust of a number of studies is that the average holding period
for stocks i quite long, would it be possible to unlock such holdings with a single
reduction of the capital jains tax, say after 20 years, rather than an annual reduction
of the capital gains tax?

Answer. Any step-down of the capital gains tax rate should unlock some hold-
ings. A step-down which becomes available only 20 years from the date of acquisi-
tion of capital assets is of little use in unlocking assets held for any period materially
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less than 20 years-for such holdings, the step-down in effect doesn't exist. For
assets held close to 20 years or longer, the step-down would presumably represent
a reduction from existing rates and might well unlock a substantial volume of
them. The extent of such unlocking would, of course, depend on other factors
as well, e.g., prospect for further gain or loss, contemplated gift or bequest of the
property, with a zero tax on the transfer, etc.

The principal reservation against both a one-shot step-down and a graduated
step-down is that they don't confront the main issues of capital gains taxation
head-on, viz so long as both current saving and the return thereupon are taxed,
taxing capital gains at any rate is an additional tax penalty on saving. Moreover,
once either system is in place, some part-possibly substantial-of the lock-in
problem will remain. This is why people refer to the step-down proposal as having
principally a "one-shot" effect.

Question. In considering the adoption of "rollover" treatment for capital gains,
should this be provided on an unlimited basis, or with some limitatont

Answer. "Rollover" treatment for capital gains would be provided implicitly
by tax revision to provide equal-proportional taxation of consumption and saving.
Under such taxation, amounts currently saved would be deducted from current
income while returns on saving, including the full proceeds from the sale of assets
in which savings had been invested, would be fully included in current income.
Thus, if an individual sold assets for $1,000 and reinvested the full $1,000 in other
assets, the deduction for current saving would fully offset the $1,000 of sales
proceeds. In effect, he'd "roll over" any gain, included in the $1,000 sales proceeds.
No adjustment of basis of the new assets, however would be required.

Short of the complete revision to provide equal tax treatment of saving and
consumption, "rollover" treatment for capital gains should be viewed as a step-
modest in magnitude-in the right direction. As an intermediate measure, the
"rollover" would, of course require basis adjustment of the new assets.

The types of assets to which "rollover" should apply if it were adopted in the
present-law context rather than as an implicit part of completely neutral tax
treatment of consumption and saving is a matter to be resolved on nonanalytical
grounds. It probably would be wise to limit such treatment, initially at any rate,
to corporate securities and possibly real estate (in addition to the existing rollover
treatment for personal residences). In theory, of course, there is no reason why
the treatment should not be extended to gains on all capital assets.

If "rollover" were provided, any limitations Imposed on the amount of gain
eligible for such treatment would be arbitrary. If capital asset eligibility were
limited, there would be even less occasion for any limitation on the amount of
gains which might be rolled over.

question. How would you assess the impact of your suggestion to provide an annual
exclusion of $5,000 for capital gains realized from the sales of corporate securities
What would be the distribution of such a proposal among taxpayers and how much
of a revenue loss would have to be borne?

Answer. Estimating the revenue impact of an annual exclusion of $5,000 of
capital gains realized from the sale of corporate securities is particularly difficult,
not only because of the problems involved in estimating investors' responses but
also because of the volatility of realized capital gains. Data pertaining to capital
gain realizations of two years ago, for example, may have little bearing on gains
likely to be realized in 1973. Similarly, the amounts of gains which would have
been realized in 1971 had the $5,000 exclusion been available might well differ

or materially from the gains actually realized that year.
With these reservations in mind, it is estimated that a $1,000 annual exclusion

would involve an initial impact revenue loss of roughly $600 million. This loss
would increase less than proportionately as the amount of the exclusion is in-
creased, since many taxpayers realize gains less than $1,000, $2,000, etc. per year.
For many taxpayers, therefore, some part of the annual $5,000 exclusion would
be 'wasted." A $5,000 annual exclusion, accordingly, would probably involve a
revenue loss in the neighborhood of $2 billion (based on 1971 income level3.

Clearly the $5,000 exclusion -would cover a much larger proportion of likely
gains of small shareholders than of those with large corporate security portfolios.
Tax saving per dollar of excluded gain on the other hand, would be less for the
lower-bracket than higher-bracket investor, although the maximum differential
in tax savings per dollar of excluded gain would be 28 cents (from lowest- to
highest-bracket taxpayer).

The preceding revenue estimates take account of the distribution of gins and
the estimated proportion of gains attributable to corporate securities in the recent
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past-1971. As indicated, it does not necessarily follow that the distribution of
tax savings from the $5,000 annual gain exclusion, if made available for 1973, say,
would closely follow the earlier pattern.

Question. In pursuing the concept of a graduated capital gains tax, based on length
of holding period, how can we accomplish this without unduly adding to the complexity
of our tax laws

Answer. Downward graduation of capital gains tax rates, based on length of
holding period, should add little to compliance or administrative burdens. Tax-
payers are required on the present tax forms to show the date of acquisition of
property on which gain has been realized in the taxable year. Little difficulty would
be encountered in adding a separate rate schedule based on length of holding period.

I

QUESTIONS SUBMITTED BY SENATOR BENTSEN TO MR. KELSO

Question. How do bankers react to your proposal
Answer. 1. With rare exceptions to date, favorably. Actual participation in

Employee Stock Ownership Plan ("ESOP") financing applications to industry,
either as lenders, trustees, or through recommending to their clients the study
and possible use of ESOP financing, has involved the following banks:

Bank oi America
Chase Manhattan Bank
Chase Manhattan Capital Corporation
Union Bank (California)
American Fletcher National Bank (Indianapolis, Indiana)
First National City Bank (New York City)
United California Bank
Wells Fargo Bank
Manufacturers Hanover Bank
Crocker Bank
Mid-City National Bank (Chicago)
First National Bank (San Antonio, Texas)
Marine Midland Bank (New Jersey)
Republic National Bank
U.S. National Bank (San Diego)
First National Bank of Austin, Texas
First Bank of Harvey (Harvey, Illinois)

2. Employee Stock Ownership financing techniques, in every aspect are de-
signed to make maximum use of the genius of existing financial institutions.

3. The low visibility of two-factor theory at this point in economic history
must also be recognized in evaluating this answer. Most bankers do not know
about two-factor theory or ESOP financing. Our experience has been that when
they become acquainted with the concept and its business and financial applica-
tions, they become most interested in studying them. The financial world is the
most conservative area of any society. Even where all evidence points to a massive
structural (and therefore, theoretical) error in the conceptual thinking behind our
economic system, there is a natural reluctance to consider innovation. In banking
circles, for example, it violates the conventional wisdom to say, as two-factor
theory tells us, that the limiting factors to economic growth can never be a
"capital shortage" or "money shortage" or "credit shortage", as long as all the
human and other physical prerequisites exist and can be combined for simultane-
ously increasing new capital formation with increasing consumption. Consider, for
example, the following diagram, which simply adds the final missing link to the
diagram set forth on page 73 of our written testimony in order to adopt the bank-
ing system to the economics of reality:

In connection with pages 72 to 77 of our written testimony, note that this is a
method for using pure credit in financing the expansion of the economy after all
available past savings have been substantiaUy employed. Another way of saying this
is that it is a technique for monetizing new capital formation under conditions
where the best minds in the world of business and finance have determined (a) that
the newly-formed capital will pay for itself within a reasonable period of time
(during which the credit is reversed), and (b) that the newly formed and now
paid-for capital will thereafter continue to produce goods and services for the
system, its productive power being constantly restored through depreciation
procedures which set aside out of gross income sufficient funds to replace the wear
and tear on capital instruments before net income is computed. This is the essence
of the long range deflationary impact of ESOP financing. The monetization of new
productive capital should be compared with the present horribly confused and
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disorderly practice of monetizing welfare (creating new consumer dollars with no
corresponding increase in real economic output). Government deficit spending is
only one form of monetized welfare. "Funny money" is also created when, by
closing off more rational opportunities to raise their living standards, we literally
compel the labor force to capture control of the monetary system and to monetize
welfare through demanding, and getting progressively more pay for progressively
less actual work input. The prevailing practice of monetized welfare (aided and
condoned by government) is the essence of the engine of inflation that is racking
every economy on earth today. The inflationary distortion can be reversed by no
other technique except under the vigorous discipline compelled by ESOP type
financing. Using the logic of business, ESOP financing builds ownership of the
other factor of production into the masses who invariably do not own capital and
whose labor power to produce what they reasonably desire to consume is insuffi-
cient and constantly being eroded by accelerating technological change.

MODEL 11
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4. We will not at this time elaborate upon the simplicity of controls available
to the banking system and to the Federal Reserve System for assuring that the
transition from a one-factor to a two-factor economy is accomplished smoothly
except to say that such rational controls should be compared with the irrational
controls prevailing today. Under these, the escalation of interest rates, the cutting
off of credit to small and medium sized businesses, and rising levels of unemploy-
ment are the methods used to offset the structural defects arising from holding
to a one-factor economic policy in a two-factor real world. These currently-used
controls, the misconceived techniques that derive from one-factor thinking, in-
flict the costs of the conceptual errors behind the economy on the people least able
to bear or to resist them.

5. Bankers are very quick to realize, when they study ESOP financing tech-
niques, that a loan secured by the general credit of a corporation and repayable
from pre-corporate-income tax dollars is a better credit risk than a loan payable only
from after-corporate-income tax earnings. Functionally considered, the corporate
income tax is both a powerful deterrent to new capital formation in the economy,
and, when combined with the personal income tax, makes the personal acquisition
of capital ownership by the average man entirely impossible. This is the basic
reason why 5% of families and individuals in the economy own virtually all of
its equity and debt capi. To put the matter another way bankers readily see
that through ESOP financing; one million pre-tax dollars Will pay off one million
dollars of the principal of a loan to finance corporate growth. The same loan, made
directly to the corporation (assuming a 55 % combined State and Federal corporate
income tax bracket), requires approximately 2.3 million pre-corporate-income
tax dollars to repay the principal. Thus the functional penalty to new capital
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formation resulting from the corporate income tax, when pre-tax dollars can be
employed to finance growth, is greater than the amount of capital raised.

6. The slowness of innovation has so far prevented a general awareness by
bankers that a broad acceptance of two-factor concepts would result inthe bulk
of new capital formation being financed through the banking system, thus pro-
viding an enormous increase in banking business. It should be remembered here
that, year in and year out, about 98% of new capital formation is internally
financed by corporations and that the larger portion of this internally financed
new capital formation at present is directly financed out of cash flow without
resort to external borrowing.

7. The banking community favors economic growth. A broad acceptance of
ESOP financing would:

(a) accelerate economic growth by removing financial capital limitations
and leaving only physical limitations. At the same time, it would correct
for the great majority of people the niimatch between the poaewon of
unsatisfied needs and wants and the possession of productive power (there-
fore market power) to satisfy those needs and wants.

(b) Broad acceptance by the banking and corporate community of ESOP
financing would remove the barrier of high interest rates which are used today
to control inflation-the natural correlative to one-factor economic policies.
Broad use of ESPO financing by the banking system would leave only risk
and administrative costs as justifiable components of interest rates, and they
would decline to a small fraction of their present levels. No imagination is
required to visualize what this would do to accelerate economic growth. High
interest rates, in an economy that runs primarily on credit, are the equivalent
of entropy in a mechanical system.

8. Any hesitancy on the part of banks to accept the innovation of two-factor
economics and ESOP financing, based upon concern for their income or power
sources, is not well-founded. Serious reflection should cause any banker to conclude
that exactly the opposite would be true. For example, the revenues of banks as
trustees of pension and profit sharing trusts should be as great or greater if they
are invested in financing ESOP Trusts of blue chip companies as they are if they're
invested in the recirculation of outstanding stocks of those same blue chip com-
panies. Such ESOP financing, in appropriate cases, can involve "equity sweetners"
in the form of shares of stock or warrants in the companies whose ESOP Trusts are
financed. If corporations were persuaded, or induced, or required to pay out their
net earnings fully (the wages of the capital factor) and to finance their growth
through ESOP techniques, the extent of financing handled by the banking system
should be multiplied many times over. By encouraging banking clients to switch
from conventional financing techniques to ESOP financing methods, banks could
take a major initiative in controlling inflation-something they are presently as
powerless as the rest of the society to do, so long as we conform to one-factor con-
ventional financing concepts.

9. Accumulated savings (past savings) held in the banking system are, of course,
finite. By understanding two-factor theory and employing ESOP financing meth-
ods, banks would no longer be limited in their financing capacity by the accumula-
tion of past savings, but could employ both finite past savings and future savings
that are limited only by physical factors, rather than by institutional defects.

10. Should government heed our recommendation to establish a Capital Dif-
fusion Insurance Corporation (see the legislative -suggestions in our written
testimony, page 83, paragraph [6D, the opportunity of bankers in general to
finance small and medium sised buslnesm would be gat~y *W rpd, and their
risks in doing so greatly diminished.

Question. How do union leaders reci to pur e
Answer. 1. The visibility of two-actor cooamle theory ia the world of union

leadership Is even smaller than in the banking world. For this no one is to blame,
but praise Is due for these hearings of the Financial Markets Subcommittee of
the Senate Finance Commitee in providing a forum for exposing these concepts
to comment criticism, and controversy.

2. Trade Unionism to date is just beginning to emerge from the dark ages of
its class-struggle background. The union leaders who have taken the time to
understand two-factor economics pretty much reply in the same vain as the
president of a major national union which we will identify here only as the aris-
tocrat of labor unions. His reply was to the effect that "I am fundamently in
agreement with what you say and I am profoundly interested. What do we do
about it?" The presidents of four major national labor unions have indicated
reliminary substantial concurrence with the concept. In every istance, they
ace the necessity for painful reexamination of the goals of trade unoism with
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their well-entrenched union bureaucracies. The process of assimilation of the
potential of ESOP financing for trade unionism will, we predict, accelerate
spectacularly when the first major union broadens Its horizons to contemplate
both factors of production. That union, not yet identified, will look upon its task
as maximizing the opportunities for its members to produce goods and services:

Through employment to the extent that there are legitimate opportunities
(not opportunities syntAesized out of boondoggle, featherbedding, or other-
wise), and

Through the building of capital ownership into its members by taking
advantage of the fact that the use of ESOP financing to finance new capital
formation is a collectively bargainable subject.

3. Fortunately, the combined unsatisfied economic needs and wants of the 95%
of the U.S. families and individuals who do not own capital is so vast that our
economy will require, we estimate, 25 to 30 years of the most intense, full employ-
ment to bring into existence the new capital formation required to produce a high
standard of living for all families and individuals and simultaneously, to protect
the environment in the course of so doing. This will provide a period of some 25
to 30 years of intensely full employment during which most Individuals and fam-
ilies can acquire the ownership- of viable holdings of productive capital, preparing
for the ultimate day when only a portion of the labor force will be required cur-
rently to operate a system that delivers a high standard of living for all people.

4. Fortunately, the realities of our economic position are such that we will thus
be given 25 or 30 years to educate a new generation of citizens on the economics
of reality-two-factor economics-and to condition that generation to live lives
dedicated not only to economic work but to work outside the economic order. (See
Kelso and Adler, THE CAPITALIST MANIFESTO, Random House, N.Y.
1958, pp. 13-29.)

5.A critical aspect of the significance of two-factor economics, both for the
banking and financial world and for trade unionism, is to be found in the absolutely
new power, never before available, to build market power into the masses who are
non-productive or under-productive for the simple reason that they do not own
any portion of the factor of production that Increasingly dominates the productive
scene as a result of accelerating technological change.

Question. Most economists state categorically that new investments depend on
accumulated savings. Are you suggesting that industrial growth may be financed on
credit not dependent on past savings? If so, where will that credit come from?

Answer. 1. This question has been answered affirmatively in the answers given
to two preceding questions.

Question. Is your concept of financing industrial expansion on "pure credit"
analogous, at least in its mode of implementation, to the role the Federal Reserve System
plays in supplyin money to cover government deficits, which, of course, is purely
inflAtionary? Wouldn't your approach be similarly inflationary?

Answer. 1. "Pure Credit" is nothing more nor less than the power of people
and their legal institutions to contract with each other under a legal system
wherein every party to the contract (and sometimes people who are affected but
are not "parties" to the contract) has recourse to the legal system to enforce his
rights, or redress his injuries. When the central bank monetizes governmental
costs which are not, in the accounting sense of the word, self-liquidating, something
radically different is involved than in monetizing the new formation of capital
under conditions where it will first pay for itself within a reasonable period of
years and will thereafter continue to produce goods and services almost in-
definitely.

Question. In terms of overall equity, how can we-Justify elimination of ordinary
income or capital gains tax when an employee receives his share of assets accumulated
in an employee stock ownership plan trust account?

Answer. 1. In our general outline of an overall legislative program that would,
with only the most imperceptible adjustments, correct the fundamental defect
in our national one-factor economic policy (see our written testimony, page 83,
paragraph 5), we suggested that income tax or capital gain tax upon the receipt
b an employee of the securities in his account in the ESOP trust at the time of
his retirement or the termination of his employment, should be eliminated. The
economic policy for building capital ownership into previously non-capital-
owning employees is to raise their economic productiveness. (Se our written
testimony, pages 70 to 73). This being so, it is totally inconsistent to then reduce
the productiveness of the individual or family by taking away his or its productive-
ness (as represented by its capital ownership) because of the occurrence of either
termination of employment, or retirement. Indeed, to do so is perverse and
counter-productive. This reasoning can best be illustrated by looking at the owner-
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ship of the other factor of production, labor. Education apprent~cship the
accumulation of experience, all raise the productiveness of labor, provided you
are dealing with a competent and motivated individual. Would it make any sense
to tax a worker because he had graduated from high school or college, or a profes-
sional school? Would it make any sense to tax him because he has completed an
apprenticeship, or to tax him each year on the basis of examinations demonstrating
that he has learned from experience? Similarly, it makes no sense to tax the
individual because he has become more productive through his ownership of the
non-human factor of production: capital. He should properly be taxed on his
income which reflects his increased productiveness, either through his educated
or experienced labor power, or through his accumulated ownership of capital, or
both. This probably implies the propriety of taxing him at any time that he
converts his stock ownership Into spendable income, although an economy which
has freed itself from most of the costs of welfare (including boondoggle or disguised
welfare) might well tax only the actual use of wealth for consumption.

Question. If we were to follow your legislative recommendation on providing these
employment stock ownership plan trusts the same tax characteristics accorded to tax
exempt foundations to encourage gifts of what you have designated "productive capital,"
what would we be achieviny in term of its overall benefit?

Answer. 1. The objective of this legislative recommendation (see our written
testimony pages 82-83, paragraph 4) is to achieve a more rational match between
the possession of unsatisfied consumer needs and wants, and the possession of
the power to produce sufficient income to satisfy those needs and wants.

2. Conventional techniques of finance and many of our methods of taxat~on
(see our written testimony, pages 71-72) have the effect of building vast concen-
trations of the ownership of productive power into individuals and families whose
present and potential unsatisfied consumer needs and wants are dwarfed-indeed
infinitesimal-in comparison to their productive power. But the logic of a free
market economy, in the light of two-factor economics, is simply double-entry
bookkeeping. Under double-entry bookkeeping, what each individual or family
takes out of the economy in the form of purchasing power is supposed to be
based upon what each individual puts into the economy in the form of economic
productive input. The irrationality of one-factor economic concepts causes us
to be quite oblivious to "the fact that we build enormous concentrations of pro-
ductive power into particular individuals or families with complete social un-
awareness that this inevitably deprives millions of others of the economic power
to legitimately produce the income required to enable them to enjoy their rea-
sonably desired standard of living. This crude economic ignorance, or in some
cases greed disguised and justified through one-factor thinking, forces upon various
sectors of -the economy and upon the part of government, reactions that are
ultimately destructive of the free market itself, of political democracy, and of
human freedom. By being oblivious to the fact that we must expand the capital
ownership base as technology shifts the Lurden of production off labor onto
capital, we tacitly approve the concentration of the ownership of productive
capital. Labor, both to protect itself from serious privation, and to fulfill its
destiny of providing mass consumption market for our mass production economy,
must demand progressively more pay in return for progressively less work. The
government, stepping in to close the purchasing power breach naturally resultinF,
must redistribute income, though to do so it violates an historically basic economic
principle: Machiavelli's Law. Machiavelli's main lesson in economics, given to
the political head of the Italian City State in order to help him survive in office,
was "Remember Prince, a man will sooner forgive you for killing his father than
for tampering with his patrimony." The violation of Machiavelli's Law by modern
governments, in all the ways that they seek to take away the property of in-
dividuals is one of the chief sources of the strife that besets these societies. We
might note, parenthetically, that former President Allende of Chile seemed
oblivious to Machiavelli's Law. How much better to use the precepts of two-
factor economics both to protect the ownership of capital of those who have it,
and to provide access to non-capital owning individuals to legitimately acquire
the ownership of newly formed capital, and even to provide means whereby the
wealthy at death, or before if they desire, can achieve their tax objectives in ways
that help the poor to become more self-sufficient through capital ownership. Help-
ing people to help themselves is the highest order of charity and should he encour-
aged by the same tax laws that affect other forms of charity most of which merely
treat the symptoms, not the causes. At the end of the life of the owner of concen-
trated wealth, when he comes face to face with the fact that he cannot take it with
him, how much better to provide him a vehicle under which he may leave his wealth
on earth, as he must, in ways in which it will become reconnected with individuals as
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part of an overall plan to motivate their productive energy, their loyalty to the
private-property system of production, and to freedom and democracy.

Question. Wouldn't such a plan need very tightly drawn rules to prevent it from
becoming a tax-avoidance device rather than a means of dispersing capital ownership?

Answer. 1. The laws and rules have already been well designed and are incor-
porated in Section 401(a) et seq. of the Internal Revenue Code. There are minor
shortcomings in the rules and regulations relating to stock bonus trusts andprofit
sharing trusts which could be easily changed to make it possible, once an ESOP
trust has been used to finance growth and to build ownership into empolyees, to
permit diversification of the trust assets by exchanging some of the employer-
corporation shares for other shares of equal value and distributing to the employee
at retirement or termination a diversified portfolio. Careful study and analysis
may reflect refinements and improvements, but it seems to us that they would be
minor.

Question. Could you explain the rationale for your legislative recommendation that
corporate dividends paid to a qualified employee stock ownership plan be deductible to
the corporation making such payments?

Answer. 1. The object here is twofold: (1) to tighten up the private property
characteristics relating to the private ownership of capital, and (2) to prevent
confusion of the taxpayer by not fully communicating to him the immediate and
full impact of taxation upon him. The purpose of all productive activity in the
economic arena is as Aristotle noted, the consumption of economic goods and
services by individuals. To impose income taxes on the corporation is to conceal
from individuals the critical feedback that tells them how (or even if) their
economy is working. Furthermore, and this is a cruel irony, the corporate income
tax imposed historically for the purpose of taxing the rich in order to benefit the
poor, actually makes the acquisition of capital unattainable b the poor. True,
capital in the well managed business will pay for itself, but ony if the owner of
capital receives substantially the full yield of the wealth produced by the thing
which he owns. The corporate income tax cuts into the stream of income that
flows from the property itself to the owner of the capital, and thus impairs the
ability of a non-capital owner to buy capital on terms where it will pay for itself,
although this is the minimal logic which business invariably expects from invest-
ment.

2. Two-factor theory calls for the cooperation of business, labor, agriculture,
and government to design our economic institutions and to operate our economy
in full recognition that the underlying logic is simply double-entry bookkeeping.
Since mas3 production implies mass consumption and politically acceptable as
well as socially desirable economic policy calls for institutions which enable every
family or individual to produce wealth providing it or him with the income level
reasonably desired, steps which raise the productive power of under-productive and
non-productive families by building capital ownership into them, as well as steps
which assure that the producers receive the full income-equivalent of their pro-
ductive input, are necessary to the efficient functioning of the system. This was
recognized by J. B. Say almost two centuries ago in the principle that economists
have come to know as "Say's Law". But in one-factor terms, Say's Law is simply
inscrutable. In two-factor terms it is obviously the logic of a system dictated by
the laws of supply and demand, the logic of double-entry bookkeeping, and the
logic of economic morality under which all families and all individuals are expected
to produce what they reasonably desire to consume.

Question. What's in iffor the future of democratic trade unionism?
Answer. 1. This has been partially answered in connection with a preceding

question. But it needs be added that the employee-stockholder, being a new
creature on the economic scene, stands desperately in need of education about the
economy. We predict that unions will become the chief agents in spreading and ac-
celerating the acceptance of two-factor economics and of financing techniques
based upon these concepts. Trade unions, through the use of two-factor theory,
can marshal the U.S. economy into a more effective competitor in world markets
than Japan and Germany are today, and can bring a degree of prosperity and en-
vironmrntal responsibility to the U.S. heretofore undreamed of.

Question. Your proposals would suggest the Congress has placed the cart before the
horse, that is, that we have structured our tax system without sufficient consideration
of its effect on our productive system. Briefly, what are your views on how we might
.rstructurea simpler and more equitable national tax system and in particular, how

does a tax on corporate profs hurt the little man outside the corporation.
Answer 1. In answer to the last part of this question first, the corporate income

tax is an inherently discriminatory "double tax' on private incomes from capital.
Originally devised as a "populist" measure to redistribute capital incomes from
corporate owners and to relieve some of the burdens on the non-owning masses of
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rising governmental costs the corporate income tax has had an anti-populist
effect: it constitutes a major reason for the monopoly of access to the ownership
of new productive capital by present owners. In our answers to previous ques-
tions, we have pointed out that the majority of working Americans are effectively
denied the right to share in capital ownership to the extent there is any impair-
ment or diversion-by government or corporate management--of the "wages"
of capital, without which neither ownership of newly formed capital nor private
capital incomes can become widely diffused to enable every household to pay for
its consumer needs, as well as to pay for government services. Moreover, the
erosion of "private property" in capital has in turn led to increasingly complex
tax countermeasures to protect present owners from further dilution of their
property rights, a problem which could have better been avoided had government
policy recognized the advantages of making corporate ownership more broadly
and equitably available to working taxpayers.

2. A sound tax policy cannot be constructed upon confused or unsound political
and economic principles. Our written statement, based upon the concepts of
Two-Factor Economics as elaborated upon more extensively In books and writings
cited in this presentation, combines proven economic principles from the past
within a logical framework more realistically designed to cope with today's
industrial world and with the challenges we can expect from accelerating techno-
logical change. Some critics, before analyzing the logic of Two-Factor Economics
and ignoring the case-tested effectiveness of ESOP financing tools, have charged
that our recommendations for tax reform are "tax loopholes", that Congress"would be forcing American taxpayers to subsidize and buy shares for workers."
Such assertions, Indeed put the cart before the horse the tax system before the
system of production. I it is a 'tax break" that is required to enable more working
people-iwho make up the overwhelming bulk of our taxpaying public-to become
economically self-sufficient through capital ownership, then one could make a
persuasive case that not only would Congress be hard-pressed to mandate a more
desirable social objective but that by design it would strengthen and simplify
our tax system and broaden its revenue base.

In contrast let us compare tax policy and government economic policy that
for the past Aalf century have helped to make the rich richer:

The investment credit which diverts government tax funds into strength-
ening the capital ownership of existing owners.

Accelerated depreciation does the same thing for the same top 5 percent
of Americans who own all of today's capital assets.

Depletion allowances do the same thing.
Numerous leveraged tax-shelter schemes, including tax-free interest from

State and municipal bonds.
Low cost housing subsidy laws provide attractive tax-shelters for the

wealthy.
Urban renewal creates jobs for the poor but subsidizes capital ownership

for the rich.
Agricultural subsidies provide jobs for the poor and concentrate the owner-

ship of agricultural capital in the rich.
Corporate subsidies, such as those to bankrupt and nearbankrupt defense

contractors and railroads, benefit only present owners.
Employee stock ownership plans on the other hand, involves a healthy turn-

about in national tax policy. Without government hand-outs, the poor would
become self-sufficient by employing the genius of our corporate and financial
institutions for the spreading of capital ownership among the many but uniquely
not at the expense of today's affluent few.

3. Sound tax policy is based on a re-assertion of the political, moral and social
philosophy that once made America "the last best hope of mankind." It recognizes
that government does not produce wealth and that every "subsidy" must originate
with those individuals whose productive toil and productive capital actually
produce society's marketable goods and services. Wealth is produced most effi-
ciently within competing private enterprises vying to satisfy consumer demand.
Government, through its taxing and spending powers, can, of course, redistribute
wealth, along with its traditional powers of maintaining a just and peaceful society,
enforcing contracts, etc. And to the extent voluntary associations and other special-
ized social institutions like our corporations become disfunctional and create,
rather than solve, problems for society, government literally is "forced" to fill
the social vacuum. We have reached the point today that as a result of defects
in our economic institutions to which our presentation is addressed, government
itself is suffering from such an acute case of functional overload. Increasingly
burdened with economic matters better handled by individuals and private insti-
tutions, the State-civilization's most important social invention--cannot
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effectively carry on the highly specialized and limited functions for which it was
designed: maintaining an orderly system of justice and peace under which all its
citizens can flourish. Since capital within the context of a modern corporation-
mankind's second most important social tool-produces an increasing share of the
wealth of an industrial society, a sound and juqt government policy would remove
roadblocks to broader corporate stock ownership, so that the need for government
Intervention and income redistribution would gradually and systematically be
reduced.

The necessary costs of government could then be shared by a constantly growing
base of citizens with direct private incomes from our corporate sector. Such a policy
would also automatically broaden the accountability of corporate management to
an expanded stockholder constituency base, making the corporation more "popu-
lar" as a social institution and enabling it to make a quantum advance in its own
evolutionary development. (In terms of its present constituency base and effi-
ciency as a direct distributor of mass buying power, the modern corporation is still
primitive, about at the same stage in its evolutionary history as democratic govern-
ment was at the time of the Greek city-state.)

4. In our opinion, the soundness of our tax policies should be judged by whether
their net effect hold government functions and government costs to an irreducible
minimum and whether such costs are derived from the broadest possible base of
increasingly self-sufficient taxpayers. In this regard, our proposals would hive two
beneficial effects on the revenue picture at alllevels of government: (1) it would
revitalize and stimulate growth within the private sector, thereby enabling under-
productive and non-productive workers to be hired by expanding corporations
while reducing levels of government spending for welfare, expanded public pay-
rolls, and subsidized jobs in private industry; and (2) It would expand the Federal,
State and local taxpayer base from expanded corporate payrolls and from rising
capital incomes. At the same time, it would gradually eliminate disincentives to
the creation, maintenance, and renovation of productive capital, upon which the
quality-of-life of modern civilization depends.

Question: You've made proposals to make corporate employees into capital owners
through employee stock ownership plans. What change in present laws are necessary
to do the same for professionals, public servants, teachers, small businessmen, military
retirees, the disabled, and others who do not work for major corporations?

Answer. 1. A comprehensive answer to this question would require one or more
books. But a preliminary overall answer is to be found in THE NEW CAPI-
TALISTS (Kelso and Adler, Random House, 1961) in which a basic plan for
making credit accessible to various segments of the society in planned sequences
for the purpose of enabling them to acquire capital ownership in the expanding
industries of the economy is outlined. As noted on pages 79-80, of our written
testimony, however, careful study needs to be applied to the motivational prob-
lems that could be created by making it as easy for the individual to acquire
capital ownership without the performance of work in the economy as for the
individual whose working life is linked to his acquisition J. capital ownership. The
critical problem to be solved here is to be assured that the-labor inputs necessary
to build an adequately productive economy are adequately encouraged and re-
warded. In the early stages of expanding the productive power of the economy
through these techniques, the combination of motivating the potential labor
force through providing the opportunity to acquire the ownership of a viable
capital holding over a reasonable working lifetime may have to be accompanied
by providing reasonable welfare support for those who are simply incapable or
unwilling to participate in the task. *

Question. Most analysts judge corporate performance by PIE ratios. You seem to
reject this. What would you suggest is a better yardstick for measuring the quality of
corporate performance?

Answer. 1. The best yardstick for measuring the quality of corporate perform-
ance, the value of corporate shares, and the degree to which the integrity of private
property of the corporate shareholder is protected is yield to the stockholder on
his investment. Anything else is artificial and confused and cannot be used to
make sound comparisons among competing investments.

Question. How do you handle the problem of investment risk?
Answer. 1. The business world has long ago decided that the way to handle risk

is through insurance. Since the cumulative risk of the failure of businesses to pro-
duce a net income inevitably falls on the society, with Impact localized according
to the nature of the case, it is quite clear that this risk Is one for which insurance
can be designed. The gres test economic risks flow from the mismatch between the
unsatisfied needs and wa ts of potential consumers and their power to produce the
income sufficient to enable them to satisfy those needs and wants. Thus two-
factor theory as implemented through ESOP? financing and through the second
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Income Plan would eliminate the major historical cause of the economic cycle. As
this objective of two-factor economics is accomplished, the task of insuring the
risks of economic feasibility would become even easier.

Question. During World War 11 the Reconstruction Finance Corporation was
established to generate credit for ex anding firms engaged in war production. 18 what
you're talking about a sort of RFC approach for building an expanded peacetime
economy?

Answer. 1. The monetization of new capital formation through widespread
ESOP financing bears some resemblance to the activities of the RFC during
World War II. However, presumably two-factor economic theory and its financing
applications would be used to accomplish the high levels of economic performance
during peace time that such emergency credit activities accomplished during war
time emergencies.

STATEMENT OF Louis 0. KELSO, GENERAL COUNSEL AND NORMAN G. KURLAND,
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SUMMARY

Collectively, the institutional investors and the public stock markets, both
basic components of the overall financial Institutions of the U.S. economy, are as
presently operated, part of the economy's most serious problems and will con-
tinue to contribute to those problems, rather than to contribute to the solutions of
those problems, unless some simple but very important structural adjustments are
made.

The underlying institutional defects, fortunately do not require earth-shaking
corrections. They arise out of our failure to rationalize our economy--our failure
to look at It in system terms.

Bangert & Co.' in its written testimony to the Subcommittee on Financial
Markets of the Senate Finance Committee has carefully delineated the underlying
problems, and the steps required to correct them. Bangert & Co., Itself is represent-
ative of the nature of the innovation that must be adapted to the institutional
investors, to the stock markets, and to the peripheral financial institutions that
Interface with them. Bangeit & Co. performs, essentially, merchant banking
functions, but does not engage in any aspects of the brokerage business, in delaying
in securities for its own account or In the purchase or sale of securities either at
wholesale or at retail for others. iangert & Co. specializes in the service of assisting
corporations to use a financing technique known as Employee Stock Ownership
Plan ("ESOP") financing.

Through ESOP financing methods, corporations enable their employees to
acquire beneficial ownership of newly issued stock without taking anything out of
employees' paychecks or savings, in the course of financing: (1) new capital forma-
tion, and (2) changes in the ownership of business assets through acquisitions
divestitures, spin-offs and reorganizations. ESOP financing methods are also used
to enable employees to acquire beneficial ownership, of closely-held stock of an
emgoyer or a parent of an employer corporation.

Bangert & Co. was orgn pnzson Maya,4, 1971, and initiated its financial service
business In April, 1971, for the purpose of providing on a national and inter-
national scale a service It perceives as much needed by modem business but which
heretofore has been generally unavailable. It is the analysis of Bangert & Co. thatservices of the type it renders, particularly if aided by legislative ieforms it pro-
poses, can contribute to correcting some of the major deficiencies in the traditional
techniques of U.S. investment banking and in conventional corporate financing
strategy. These deficiencies center upon the failure of existing financial institutions
and practices to take into account that a main function of technological chane,
upon which the strength of modem industrial economies rests, is to shift the
burden of production at an accelerating rate off the human factor (labor) and onto
the non-human fator (capital--generally speaking land, structures and machines
and Intangible capital); that the logic of a market economy rests primarily upon

IBasvd & co. xnoprated a Calonia corporation, bs located at III Pla. Sma Oft Frudlo,
Caliornia Witl ( up : [4145-706).
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the principles of double-entry bookkeeping, under which each individual's personal
outtake (i.e., his personal income) is expected to be based upon his personal pro-
ductive input into the economy; and that consequently, the traditional techniques
of investment banking and of conventional corporate financing strategy, cause a
socially intolerable result: they build incremental productive power into people
with few, if any, present or potential unsatisfied consumer needs or wants, and
fail to build incremental productive power into the overwhelming majority of the
population, including the entire labor force, whose unsatisfied needs and wants,
when matched with purchasing power, make up the main market for consumer
goods and services in our economy.

More particularly, conventional financing techniques build the ownership of
the bulk of all newly formed capital (aggregating about $100 Billion per year in
the U.S. economy) Into the approximately 5% of the consumer units who already
own virtually all productive capital. Bangert & Co. concluded that because con.
ventional investment banking and conventional corporate financing strategy
both lead to techniques which give the owners. of existing capital a monopoly of
access to the ownership of newly formed capital, creating no new capital-owning
households in the economy there is a serious need for financing techniques that
would use the self-liquidation logic of conventional corporate finance to enable
traditionally capital-less employees of business enterprises to buy newly issued
stock or outstanding closely-held stock of their corporate employers, on a non-
recourse credit basis, paid for under a commitment on the part of the employer
corporation to make a relatively high proportionate payout of the pre-tax earnings
of the underlying assets to or for the benefit of the employees as new beneficial
owners within a tax-sheltered, deferred compensation trust.

In its testimony, Bangert & Co. outlines not only the techniques for accomplish"
ing a broadening of the property base of the economy, but the larger implications
of so doing and a program of possible legislative reforms for accelerating the
system's transformation.

THE ROLL OF INSTITUTIONAL INVESTORS IN THE STOCK MARKETS

In our system of government, it sometimes happens that when things, such as
our economy today, are not working well, the American public turns to its Con-
gress and asks that it "do something." The "something" often takes the form of a
Congressional hearing. In such event at the very minimum, Congress has re-
sponded and has "done something." he most important single determinative,
in our opinion, of whether a Congressional hearing can initiate useful social reform
or provide leadership out of serious social problems lies in the formulation of the
questions to which the hearing participants direct their deliberations. If the
investigation begins with asking the right questions and is sustained until the best
possible answers have been developed the hearing may indeed initiate the cor-
recting of social or systemic errors of tle society.

DELIBERATIVE BENEFICIAL CHARGE MUST BEGIN WITH THE RIGHT QUESTIONS

The destiny of a society is determined-absolutely determined-by the ques
tions its leaders ask, rather than by the particular answers to those questions
For the wrongness of an answer will sooner or later be controverted and corrected.
But where Cngressional inquiry begins by asking, with the best of intentions,
the wrong questions, the whole society can be diverted from solving its problems
for decades, or perhaps forever.

The likelihood of conducting a great cathartic investigation around the wrong
questions can be illustrated from some of the deliberations that have taken place
in the past. It is quite clear that, in one form or another, our society since the
1930's has been asking and proposing answers to the question: "How can we
eliminate the effects of poverty?'

How can we provide income to the underproductive and the nonproductive?
How can we provide health care for those who cannot pay the market price for

the services involved?
How can we provide housing for those who cannot afford to buy or rent houses?
How can we provide education for the children of families who cannot select

and pay for the school of their choice?
How can we provide jobs for those whose employment is made unnecessary

by ever-advancing technological change?
How can we provide income--retirement income--for those who once worked

but who for various reasons can no longer work or find compensable work?

0 CopyrWgt 1978, Beugert & Co., Inc.
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One and all, these are wrong questions. It is not the effects of poverty-and
each of these questions deals with an effect of poverty-but the cause of poverty
we should have been asking about. We predestine ourselven to failure and vain
travail by our great controversies about how to cope with the effects of poverty,
so long as we do not have the clear-eyed courage and intelligence to ask: Why
are people poor? How can we make them not poor? How can we make then rich
in the sense of being economically self-sufficient? How can we make them self-
sufficient without violating the basic moral nature of man, while taking advantage
of the sound and proven economic institutions evolved over centuries?

Rich or self-sufficient families do not have income problems, so they do not need
welfare or social security payments or pension payments. They do not need
publicly provided health care, because they can select and pay for their doctors
and hospitals. They do not have' housing problems, because they can select and
buy or rent a house of their choice and the housing market responds to buyers
with purchasing power. Rich or self-sufficient families do not need government
assistance to attain education for their children, because they can select the
school of their choice; even build their own schools, and pay for them.

Rich families do not need jobs if their members are too old to work or are
disabled, or are technologically redundant, because they produce wealth and
income through their privately-owned capital. Unemployment in the economic
order, as those who have tried it have found, is not at all uncomfortable-for those
who can afford it and who turn their energies and talents to leisure work, the
unlimited order of work of the mind and spirit, and to a reasonable amount of
recreation and play.$

Economically self-sufficient people-rich people in the functional sense of the
word rather than in the selfish and greedy sense of the word-do not have retire-
ment income problems; they produce wealth and income to the ends of their
lives through their privately-owned capital. They need not burden the labor of
others, or the capital of others, in order to produce viable and secure incomes.
They do not impose economic threats to the young and to the unborn generations
with the burdens of their support.

We recognize that it is quite as much the responsibility of the witnesses who
appear before the Financial Markets Subcommittee of this Senate Finance
Committee as it is of the Committee itself, to use the most rigorously disciplined
methods to focus on the right questions. Indeed, as lawyers, as well as economists,
we are aware that the main function of the principles of pleading and the laws
and principles of evidence in judicial hearings is to assure that the questions
subjected to scrutiny are relevant questions, and that the evidence and debate
in seeking answers are directed towards those right or relevant issues. We attach
no less importance to the rightness or relevance of the questions in this Con-
gressional inquiry.

BASIC ASSUMPTIONS UNDERLYING THE QUESTION "WHAT I8, AND WHAT SHOULD BE,
THE ROLE OF THE INSTITUTIONAL INVESTORS IN THE STOCK MARKET?"

It Will contribute towards the assurance that we direct our attentions to the
right questions if we first identify basic assumptions implicit to the above ques-
tions, and if we can obtain the concurrence of those involved in this investigation
as to the identity of those implicit assumptions. If it should turn out that no
general consensus about the Implicit assumptions is possible, this would be
tantamount to acknowledging at the outset that the efforts of those involved
will likely solve no problems in the real world.

The most important of the underlying basic assumptions, as we see them, relate
to: The role of the stock market itself in the national economy. The role of the
financial intermediaries we refer to as "institutional investors" in the national
economy. The logic of that which we call our "economic systetn." The nature of a
stock investor. The nature of a stock speculator or stock gambler. Whether
"institutional investors" are investors or speculators. The logic or rationale of
the activity which we call business investment. What is it supposed to accomplish?
Does the same logic apply to individuals and to business institutions? The func-
tion of the corporation in a free-market, private capital ownership economy.

We will begin by examining each of these' component assumptions and by
defining each of them in a way that seems to us to be consistent with the facts
of life ni a free-market, private property industrial economy, even if being thus
realistic causes us, as it will, to depart from the conventional wisdom concerning
many of the subjects covered.

'.Se KlAo and Adler, The Capitaft Mffa to, Random Houe, Now York, 1008, pp. ISO-=
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After all, the U.S. economy is not working well either internally or internation-
ally. It is not working well in one way or another from the standpoint of a large
proportion of the people in It, including those who participate in the activity we
call the "stock market," and it is not working well from the standpoint of most of
our institutions, including the stock market itself. To here marshal the litany of
facts necessary to support those unpleasant conclusions would be to assume-
which we do not-that Congress is not aware of the evidence that pours forth
dally in the news media and In the serious journals. We have full confidence that
no one concerned in this societal self-examination has any doubt that because
of the gravity of our economic, political, sociological and moral plights, a mere
cosmetic investigation of the problems surrounding the stock market will not
suffice.

THE ROLE OF THE STOCK MARKET ITSELF IN THE NATIONAL ECONOMY

We confine our testimony to the "stock" or equity securities markets only.
Equity securities represent the ownership of business, whereas debt securities,
even debt securities which are convertible at the option of the holder into equity
securities, are money claims against the issuer. While a general analysis of the
capital markets comprehending both debt and equity securities would undoubtedly
have deep significance for the role of the institutional investor in the stock market,
our references to that larger significance will be confined to the relative importance
of debt and equity financing of new capital formation in the U.S. economy.

To understand the role of the stock markets, including both the registered
securities markets and the over-the-counter stock markets, in the U.S. economy,
one must realise at the outset that in the functional sense, there are really two
types of stock markets:
The primary stock market

The primary stock markets involve the issuance of new equity securities by
corporations to the public for cash. The hallowed importance which the idea of the"stock market" has in the American society derives from this function. The
rise of the U.S. economy to industrial supremacy in the world has initiated and
propelled to its great rate of growth primarily through the sale of stock to inves-
tors. Those early purchases of equity securities are the foundations of virtually
all of the great American fortunes. Since it is the efficiency of new ca ital forma-
tion and the rate at which the formation of capital takes place that is decisive
of the wealth and power of a modern economy, it is no wonder that the stock
markets, which were crucial to giving the United States economy its initial
leadership, occupy something of the position of a sacred cow in the business and
critical world. Nor is this early importance of the stock markets diminished by the
act that there often "wasn't too sharp a line between 'pioneering' and

'buckaneenng.' "'
It is of the utmost importance, however, to recognize the minimal significance

of the stock market in financing new capital formation in U.S. enterprise today.
During the eleven years from 1955 to 1965, a mere one-half of one percent of the
aggregate new capital formation in U.S. corporations (which account for well
over 80% of the total output of the private economy) was financed through the
sale of new stock at all.& During the six year period from 1985 through 1970, the
sale of equities for cash (including a large proportion of private placements) to
provide funds for nonfinancial corporate businesses averaged a mere 2.36% of
total capital funds provided for those businesses.6 The large number of registration
statements filed with the Securities and Exchange Commission In 1973 and there-
after withdrawn, combined with the rapidly ex ding practice of corporations
to repurchase their own shares because of a belief that their stocks are "bargains"
and are "underpriced" by the public stock markets, virtually assures that the
net new capital formation resulting from the sale of new equities, including both
private placements and public offerings, will be a negative figure in 1973 as It
was In each of the years 1959-1963, and in 1988
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The "Secondary Stock Markets" or public markets for trading in already-outstanding
or secondhand securities

In contrast to the almost insignificance of the sale of new stocks for cash to
the public to finance corporate growth in the last decade and a half, the second-
hand securities market has steadily grown to gargantuan proportions. The dollar
volume of stock sales on registered exchanges in the United States rose fairly
steadily from seven billion dollars in 1940 to 147 billion dollars in 1971, The cor-
responding increase in the number of shares traded on registered exchanges rose
from 283 million in 1940 to 4,205,000,000 in 1971.7 It is well known that until
recent severe retrenchment in the securities brokerage business, during which
hundreds of small brokerage houses have disappeared from the scene and many
of the largest have merged, the industry was geared to a trading requirement, if
it was to 'break even,' of 15 million shares per day.

THE CONFUSION OF THE PRIMARY STOCK MARKETS WITH THE MARKET FOR
SECONDHAND STOCKS

There is, of course, a relationship between the primary stock markets and the
secondary or secondhand stock markets. It has never been stated, more clearly
than in the study sponsored by the Joint Conunittee on Education Representing
the American Securities Business, a summary of the findings of which were
published in a book entitled "Investment Banking Functions-Their Evolution
and Adaption to Business Finance " by Merwin . Waterman.' %

"Actually an issuer does not "sell' new securities in the market; the corporation
issues securities in exchange for cash (or property or services). The investor in
his turn does not "buy" new securities; he accepts them as evidence of his par-
ticipation in the enterprise. But this whole process has become known as the
"Primary Securities Market," and the most significant feature of this market lies
in its competitive relationship to the "Secondary Securities Market". It is a fact
that the transfer of securities from issuer to investor follows a pattern similar to
that followed in the transfer of securities from one investor to another; the latter
i the transfer of "second-hand" securities, if you will, in contrast to the "new"
securities which evidence the raising of new capital by an issuer.

When new securities are issued they are priced and sold in competition with
old securities available as alternative investments. The secondary market thus
serves an important purpose in providing value perspective to the investor and
to the issuer. Further, the existence and also the quality of a secondary market
will often determine an investor's willingness to buy (invest in) a new security,
because he seeks a degree of liquidity in his investments that he cannot get from
the corporate issuer. Important and significant studies of the secondary markets
exist, and here reference is made only to the fact that the organized securities
exchanges and the over-the-counter securities markets play an important role in
the new capital-raising process. Not only is the relationship between primary and
secondary markets as close as described above,. but also many personnel and the
organization of practically all investment banking firms are so arranged as to
participate in both types of markets. It is safe to conclude that the primary
securities market andthe whole process of new capital raising would not and
could not exist in their present form without the coexistence of such institutions
as The New York Stock Exchange, The American Stock Exchange, the several
regional stock exchanges throughout the country and the over-the-counter securi-
ties market. The transferability of capital between investors which is made pos-
sible by the operation of these secondary markets is a condition essential to the
original commitment of capital to business by creditors or shareowners."

We believe that two conclusions are important here. Firstly, in considering
the role of the stock market itself in the U.S. economy, we must note that the
public stock markets are relatively insignificant with respect to financing the
growth of the economy, the function that originally gave them their prestigious
position in our business and political thinking. The upsurge in the proportion
of net new capital funds raised by sale of stocks to the public from zero in 1965
to about OR % of the source of funds for new capital formation jn 1970 corre-
sponds with the period of the sale of new "hot issues" to "little guys" by the
overheated hucksters of the brokerage industry, which has in turn led to the
disappearance of the "little guy" from the public stock markets today. Secondly,

I 't&koZ Abetror of W/ UnNtd Siee, 1972, p. 467, Table no. 724, (Baed on Securities and Erehange
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the chief functional importance of the stock markets in recent years, the statistics
clearly show, is to provide a virtual "instant liquidity" for the fifty or fewer
"upper tier" glamour stocks held in gigantic concentrations by the institutional
investors, providedno attempt to sell any significant part of these giant holdings
is made, and a sort of halting liquidity (or "illiquidity," depending on one's
point of view) for the hundreds of other stocks traded on the stock markets.

We well later address the subject of liquidity itself.
One other point seems relevant here to the role of stock markets themselves

in the nationaleconomy. Professor Waterman's historic book, "Investment Banking
Functions " above cited, was sponsored by the entire "American Securities Busi-
ness."* This soul searching by the "American securities Business" was inspired
by a massive antitrust suit brought against the securities business by the Gov-
ernment. *The final decision in the case was rendered by Judge Harold R. Medina
in favor of the seventeen defendants.10

Professor Waterman actually defined the function of tbe primary stock markets
indirectly by defining the functions of the people who in fact operate the public
stock markets:

"The observations In this study are directed primarily, if not exclusively, to
discovery and disclosure of the nature and functions of investment banking as
they apply to the raising of capital for private business enterprise.. .. In effect.
it will be viewed as a "material-handling device" in the capitalistic process.
(p. )

The problem to be examined here Is, in its basic elements, a simple one. On
the one hand the private business enterprises in our economy have a need for
capital funds to expand our productive capacity and to finance the flow of goods
to the consuming public. Front another point of view there are the Individual
and institutional savers, the real creato, of potential capital, who have produced
in excess of their Immediate needs, and us have funds available for investment.
The problem is how best to Implement the transfer of these capital funds from
those who have them for investment to those who need'them for production.
(p. 2)

While the South remained primarily agricultural, industry grew apace In the
NortL, so that the need for capital-moving machinery became as important as
the need for capital itself. (p. 20)

The entire era 1900 to 1930 was one of great industrial development in this
country from investor to user... . Factually there is no doubt that the invest-
ment bankers played a significant part in the "ca italisation" of our economy.
They laid the tracks and developed the financial transportation system over
which the supplies of capital funds were routed and carried from their sources
to their points of use; on the return trip they carried the securities from the
issuers to the investors.. . . Their job was essentially that of reconciling the
needs and desires of security issuers on the one hand and investors on the other.
(p. 56)

Except In strict agency transactions securities do "go through" the investment
banker on their way from the issuer to the investor, and the funds ultimately
flow through the same channels in reverse direction. (p. 118)

The end results of greatest interest to all concerned are basically simple and
have been held up as the tests of effective operation throughout this analysis-
they are (1) raising capital for private enterprise, (2) raising it in the amount
and at the time needed, (8) matching the capital requirements of investors, and
(4) performing these functions efficiently and with profit. This implies not positive
direction of the flow of capital by the investment bankers, but provision of machin-
ery which issuers and investors may use to facilitate the movement of capital
in the amounts and in the direction of their choice." (pp. 184-185)

Several concluons concerning the role of the stock markets themselves in the
national economy, based in part upon the foregoing considerations and in part
upon the analysis which follows (see pp. 63-M5, 70-72), should be set forth here:

1. If financing of the growth of new capital formation in the U.S. economy
were dependent in more than the most trivial and insignificant way upon the
sale of equity ecurities to the' publid-In the public stofk markets, it is perfectly
clear that the growth of the economy would stop and it is more than probable

I, im saso w T:he Americas Stock fxpbei The AicsOton of Stock Exchmng Yun,T ~ ~ ~ ~ ~ ~ I so-a aksA o fAeiA No& ndoo nament imf
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that the economy would collapse. For presumably good and sound reasons under
prevailing circumstances, business, particularly well-established businesses, do
not choose to finance their growth through sale of new stock.'L

2. The public stock markets are mechanisms for satisfying the passion for
quick liquidity primarily of "Institutional Investors" (who account for some
seventy percent [70%) of the trading volume) who must trade outstanding
securities back and forth in a ceaseless ebb and flow of at least fifteen million
shares per day to keep the securities business healthy. If this endless churning
of the "deeds" to the ownership of the means of production in the U.S. economy
serves any rational purpose It can be justified and public concern for the health

ofte"stock market"l would seem appropriate, but If, this restless churning
and surging of Shares of stock representing the ownership of capital In the
American economy does not serve a rational purpose, or even worse, if it is
positively deleterious, then the far more important questions would seem to
relate to, whether there are more rational means of financing the growth of the
U.S. economy.

3. It has elsewhere been shown Is that all the conventional techniques of
corporate finance o prate as Professor Waterman describes the function of the
investment banker, They function In one direction to transport funds from those
who have excess above their consumption needs and desires to the corporations
and entrepreneurs whose business enterprises require new capital in order to
Increase their productive output. And they function in the opposite direction as
transporters of the ownership of the newly formed capital in those growing
productive enterprises to the wealthy five percent (50) of families and individuals
In the U.S. economy who own all of its productive capital. In other words, the
public sale of newly issued stocks in the stock markets, so far as it contributes
to the financing of new capital formation, is a minor function of the stock markets
at best, and has the functional effect of building incremental productive power
Into the tiny minority of families and individuals who are already excessively
productive. At the same time, it deprived the capital-less majority whose des-
perate responses are slowly but surely destroying the supremacy of the American
economy of the incremental productive power they need.
THE ROLE OF FINANCIAL INTERMEDIARIES ("INSTITUTIONAL INVESTORS") IN TIB

NATIONAL ECONOMY

i will comment here only upon certain principal financial intermediaries,
beginning with the most basic of all financial intermediaries, the business
corporation.

THE CORPORATION

In any functional sense of the word the business corporation is the most basic
of all financial intermediaries. It is of course not an 'institutional investor" in
the sense that the term is here used. However, It is man's greatest social inventions
for bringing together through financial and contractual arrangements the raw
materials, the know-how, labor power, and the capital (both tangible and intan'.
gible) required to produce goods and services in a technological society. It is the
capital stock of the business corporation that identifies the owners of the corpora-
tion. If that ownership has the true characteristics of private property, then it is
the owners of the corporation that are entitled to the net income of the corporation,
just as it is the owners of the labor power employed by the corporation who are
entitled to the wages and salaries for their productive input as workers.

The institutional investors,'including retirement system trusts the insurance
companies, the mutual funds and the charitable foundations, to lhe extent that
they invest In the stock of'Amerian enterprise, invest in the stock sued by
this basic financial intermedia*y, the busineSs corporation .'

Whatever the onstituency bf the "institutional Investor" and whatever the
character of that constituency, it must of necessity be evaluated in terms of its
effects upon the relationship between Individuals and the basic financial inter-
medary, the business corporation. The goods and services of the economy that
make up the quality of its economic life, and Its power and strength in the world
economic community, are primarily produced in the business corporations of the
economy. If the "institutional investors" di in fact tender a valuable investment

u T. notable exception in the cam of estsblshed busines is public uttlitie, which are required by
iep autborltils to fin a uou of t. Ar growth through sale of equftspp.
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service in the economy, that value must be measured in terms of the relationship
which their activities create between the families and individuals and the pro-
ductive corporate enterprises.

In the functional sense there are but two basic input sources into the production
of goods and services: the human factor (the workers, whatever the nature of
their work, whether physical or mental, or innate or acquired skills) and the non-
human factor (capital, generally speaking land, structures, and machines, and
in crtAin situations intangible capital).

The institutional investor has no role whatsoever in connecting individuals
C with the ownership of labor power. In , free society each man owns his own labor

power, and the concentration of the ownership of labor power is made impossible
by the laws, that prohibit human' slavery.
. So it is only with respect to one of the two input factors of production that the

institutional investor is significant: it influences the pattern of ownership of
capital and the character of that ownership. Functionally, because the essence
of the private ownership of capital is the right to receive all of the net income
produced by that Capital, the institutional effectiveness both of the business
corporation and of the institutional investor, must be measured by the extent
to which the full per share net income of the business corporations involved is
received by the direct constituents of the business corporation and by the indirect
constituents of the business corporations who derive their interest in them through
the institutional investor. These are, in the first case the direct stockholders of
the corporation, and in the second case, of course, they are the beneficiaries of
the private retirement systems, the policy hold* and annuitants of the insurance
companies, and thd "public" at large in the case of the charitable foundations.Measured by these standards, and drawing in part upon the remainder of this
memorandum, we draw the following concluhions:.1. The role of the institutional investor in the national economy appears to
be one of evaluating, selecting, and diversifing the Investments made on behalf of
their constituents in the stocks of the primary financial intermediary, the business
corporation. The business corporation itself is under no legal compulsion to pay
out the "wages of capital, its net earnings to its owners, the stockholders, except
to the extent that it may choose to do so. Many corporations do not choose to do
so, and few ever choose to pay out more than half. It is inevitable that the yield to
the ultimate constituent of the institutional investor will be less than his yield
if he were invested directly in the stocks of the business corporations which the
Institutional investor holds for him, for the Institutional Investor is in business
for profit and the yield to the ultimate constituent Is reduced by that profit.
In the desperate effort of the institutional investor to show a higher apparent net
income than the receipt of whatever dividends are paid on the stocks which it
holds, (since the laws of private property, under which the owner is entihdled to the
full yield of the. property which he owns, are not enforced in our corporate sector),
the institutional investor must resort to the capital gains game. That is, the in-
stitutional investor must buy low in order to sell high and sell high with the hope of

buying low to show better "performance" for its constituents. That there is a
loser in every trade of outstanding securities as well as a winner goes without
saying. As long as institutional investors are trading in the ownership of out-
standing shares of corporate stock it is a zero sum game. Nothing is created and
nothing is lost-except of course the assets of the ultimate constituent used to
pay for the services of the players in the zero sum game and the brokerage com-
missions involved.

2. That the institutional investor can make a better portfolio selection than
an ininformed beneficiary of a retirement trust seems probable, though the studies
that have been made are not particularly flattering. That Institutional investors
in stock as a whole can get in yield, either through* dividends or through capital
gains, any more than-their ultimate constituents would get if they held jhe stocks
directly seems quite impossible. The actual studies that have been made tend to
suggest that year-in and year-out, on the average, the institutional investor will
gret no more out of the stock which it holds and trades than the basic financial
intermediary, the business corporations themselves, put out.

WHAT IS THE NATIONAL ECONOMIC POLICY AND WHAT IS THE LOGIC OF WHAT WE
CALL OUR "ECONOMIC SYSTEM?"

The overall problem of the role of the institutional investor in the stock market --
cannot, we believe be accurately appraised without recognsing that our national
economic policy, the Employment Act of 1946, is a one-factor policy. Like tradi-



tional economic theory as a whole, including laissez-faire free enterprise theory,
neoclassical theory, Keyneso and post-Keynesian theory, socialism and com,
munism, our national economic policy recognizes in the functional sense, only
one-factor of production: labor.

The physical function of capital-land, structures and machines, and even
intangibles--so these conventional economic theories hold, is to amplify the
productiveness of labor. Thus, in the mathematical sense, the production of goods
and services is regarded as a unitary or mono-factor process, under which certain
ingredients can be added to the production process that "raise the productivity"
of labor. This phrase, repeated ad nauseam In business, economic, and political
circles, means, with some rare exceptions of no practical importance, that the
output of labor per hour of labor input has risen, and that the capital-amplified
productiveness of labor is the cause. The addition of structures, machines, im.
proved land, etc., to the production process "raises the productivity of labor"
according to the conventional wisdom. Since the Puritan Ethic is the morality
of our economic system (and of all other economic systems as well, for it reflects
a permanent #wpect of human nature), under which the purchasing power re.
ceived by each consumer unit is supposed to be based on what that consumer
unit contributes to the productive process, the way to have a happy and pros
perous economy in order to enable everyone to live well-so conventional theory
holds-is to have full employment and to maximize capital investment in order
to "raise the productivity of labor."

Unfortunately, this is simply beautifully preserved and ossified pre-historio
nonsense. The production of goods and services is not-in the real world-a
mono-factor system at all, but a.binary or two-factor system.

Capital (physical capital, that is, and in some situations intangible capital as
well) produces goods and services in the same senses-physical, economic, political
and moral-as does labor. The addition of capital instruments, or improved capital
instruments, to the production process does not make labor more productive at
all. It increases output because the productive input of the capital is added to the
productive input of the labor, or in many cases, displaces and supersedes that of the
labor altogether, with a resulting increase in output. The reality of the matter in
most modern production processes is that actual output rises only to the extent
that the increased productiveness of capital offsets the decreasing productiveness
of labor.

Who gets what from the production process is determined by who puts what into
the production process. And who puts what into the production process is deter-
mined by who owns each of the two particular input factors involved. Workers
get wages and salaries because each worker owns his labor power, which he
contributes to the production process. The capital owners-usually stockholders-
get dividends, rents, royalties, etc., because they own directly, or through capital
stock, indirectly, the non-human factor of production: capital.

The purpose of technological change is to shift the burden of production off
labor and onto the non-human factor, and to produce greater quantities and new
kinds and better qualities of goods and services than labor alone could ever
produce.

The Puritan Ethic does not command each consumer unit to produce by some
pre-industrial method in order to receive income; it only commands that the value
of economic out-take must be based on the value of economic input. The form of
input should be a technical decision: one for engineers, scientists, managers and
farmers, not one to be made by economists, politicians, moralists or educators.

Furthermore, at the present stage of technological development of the U.S.
economy, most of the productive input already Is made by the non-human factor,
not by labor. Economic history is a long story of concurrent diminishing labor
input and rising economic output. If we Insist on the equal opportunity of every
family and individual to produce a good economic life as a means of enjoying a
good economic life, then we have no choice but to equip each consumer unit with
capital ownership whether or not there is in reality a demand for full employment,
or for 95% full employment, or for 50% full employment. 

If we recognize on one hand that it is timely for Congres to enlarge the Na-
tional Economic Policy to Include not only the facilitating of full employment
(to the extent that there is a legitimate market demand or employment), but
also to adopt a legislative program that will channel the ownership of new capital
formation Into the underproductive majority who do not own capital and away
from the excessively productive minority who own it all, then we can evaluate
whether the entire business of corporate finance is being properly conducted or,
If not, whether It could be better conducted. It Is quite evident that the combina-
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tion of our one-factor economic policy in a real world where most of the productive
input is made by capital, the other factor, and techniques of corporate finance
that build the ownership of all future capital formation into the same tiny and
shrinking minority who already own all productive caital, is the source of virtu-
ally all of the grave ills that beset the U.S. economy.'

In two-factor terms, the logic of a free market private property economy is
neither more nor less than double-entry bookkeeping. Under it, what each indi-
vidual takes out of the economy is expected to be based upon the productive input
which he makes into the economy. If there are two input factors, labor and capital,
and each individual is innately equipped only with one-his labor power-and the
stage of technological development is such that the other, the capital factor
provides most of the productive input, then the conclusion that the economy will
not work is unavoidable. That the institutions of our society must make it pos-
sible for men born without capital to buy it, pay for It, and own it in order to engage
in production through that ownership, then seem unassailable.

That the stock markets as we know them and the institutional investors as we
know them have failed to do this is undisputed history. Furtunately, as we hope
to demonstrate, the nature of our stock markets can easily be reformed, so that
we will raise the economic productiveness of the underproductive and nonproduc-
tive, using to the maximum the genius of our existing institutions, the role of
institutional investors, and the role of the investment banker, with relatively
minor changes, can be modified to help make the economy function both internally
and in the world community.

WHAT IS A STOCK INVESTOR?

A stock investor is one who acquires the ownership of stock capital for the pur-
pose of holding It and engaging in production through its ownership, in order to
enjoy the net income produced by the underlying capital. An investor buys to
hold to own, to receive the yield and to enjoy. He does not buy merely to sell,
and he does not sell merely to buy something else. An investor may well conclude
from a long range analysis of a stock that he holds, the price of that stock that a
prospective buyer will pay, and the characteristics of alternative investments,
that he should sell one capital stock in order to acquire another. But the investor
makes that decision on the basis of the present and prospective yields of the
stock, not on the basis of a capital gain that he can make by a fast switch.

WHAT IS A STOCK SPECULATOR OR STOCK GAMBLER?

He is the other type of stock buyer. He buys low in order to sell high, and he
sells high in order to buy something else low and to repeat the process. He does not
buy to own or hold. When he has sold a stock, he could not care less whether the
underlying business is leveled by an earthquake or a fire or technologically
superseded, or goes bankrupt. He Is a gambler. He is not an investor. His psychol-
ogy was once articulated by Joseph H. Hirshhorn who is reputed to have asserted
after selling his stock holdings for $4,000,000.00 just before the 1929 crash "I'm
not an investor. I'm a speculator. I'm not interested in blue chips and their divi-
dends. They're okay for grandma and the kiddies, but I've always wanted the
proposition that costs a dime and pays ten thousand dollars."' 4

ARE TFE "INSTITUTIONAL INVESTORS" INVESTORS OR SPECULATORS?

We suspect that to a large and Increasing degree. institutional investors are not
Investors, but rather are speculators. In the first place, it is rare indeed for the
pension-trust or for any bank trustee (except for the bank trustees of Employee

I8 While the quantitative studies indklete some 30 million shareholders in the U.S., the qualitative studies
show virtually all the stock In the to 5%. As to Indirect ownership, through financial Intermediaries such
as Insurance companies and mutual fnds, suh investments an almost never acquired on a self-liquidating
basis, so they do not nmak a net increase in the buyer's standard of living. They substitute income fromd
capital fGr income from labo, but the rarel ralse the economic productiveness of the Individual. Such,
investments evlme a nd = etadard of living and the "storing" of trchasing power, subject
to the effects of ina~ufor fahtr use. In our adrvanod industrial economy, it is X: deed for one to
acquire through p vislns, a eaptal holding that would yield a viable Income. On the degree of
concentrtion of otw pi of pructv capital, see Robert 3. Lmptuan, National Bureau of odnonu
Research, The Share of Tp WIt-Holders in National Wealth, iO2S49M (Princeton: Princeton Uni-
versity Fres, 1962) 2 3, 19S, I; (Whartou School Stock Ownership Study, Proceedings of the American
Statta Assocatioit i and Economio StatstiWs Section, I), pp. 1*-IN; McClaughry Asso.
clate Inc, -frpde bwarwP, the Ssbe Foundatim Fond ft Lao %= 1971 At pges 101-19
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Professor James D). Smth of the Nunasylvauils State YUniversty. MIl of the 4atde survyed onfimte
gtentral accursey~ of the Laa & at analy. s.
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Stock Ownership Trusts, which we will discuss later) or for a mutual fund, to buy
stocks upon original issue. Thus they do not, as buyers of stock original issue
contribute to the financing of the growth of the economy. That their purchases
in the secondhand market from the original purchaser may in certain situations
encourage investors to buy newly-issued stocks is possible, but the relatoinship
seems to be a very tenuous one.

As to insurance companies, they are by laws of their state of incorporation quite
generally prohibited from becoming joint purchasers on original issue with in-
vestment bankers or venture capital firms, and in practice, it is rare for them to
do so or to buy an entire original issue except in a rare private placement.

It is equally'rare for a charitable foundation to purchase stock on original issue.
Stocks acquired by such foundations are normally the result of gifts motivated on
the one hand by failure of the donor either to take his portfolio with him at
death, or, because of our estate and gift tax laws, to be able to leave very much
of it to his family or friends.

Overall it seems inevitable that the institutional investor is principally a
combination investor and speculator in the secondhand market. What is known
for certainty is that except in a rare and unusual instance, the institutional investor
does not have access to means of investing that will meet the test of basic business
logic: invest on terms where the asset purchased will pay for itself. The most
obvious reasons for this are that the institutional investor is buying in the sec-
ondary markets stocks yielding a rate of return that is less than the market value
(that is the current interest rate) of the funds invested. If the ravages of inflation,
resulting automatically from our defective National Economic Policy and our
failure rationally to broaden our capital ownership base, are offset against the
appreciation in market value of stocks held by institutional investors, it would
appear that most institutional investors are capable at best of delivering to their
ultimate constituents somewhat less than what was originally entrusted to them.
In other words, our system of institutional investors are a means of accumulating
capital for their ultimate constituents only to the extent that they help those
constituents to discipline themselves and to reduce their current spending for
consumption. It is not at all clear that this is a very valuable form of assistance
in the overall picture when it is recogrnizedthat the very profitability of the cor-
porations whose stocks are held by the institutional investors depends upon the
health and strength of the consumer markets for the products of the business
corporations

A CAUTIONARY NOTE ABOUT PREVALENT MYTHS

In examining the assumptions implicit in the question of the role of the institu-
tional investor in the stock markets, it is already clear that there are certain
disparities between rational function and the conventional wisdom in the field of
finance.

The awesome fact is that there is no area of our society more replete with sheer
mythology than the financial world. An indispensable step in the direction of
defining the role of the institutional investor in the stock market, or even the role
of the stock market itself, reqitires brief allusion to some of the prevalent myths
that tend to confuse thinking in this area.

MYTH: THE STOCK MARKETS ARE OUR FREE CAPITAL MARKETS AND ARE THE HEART
OF THE U.S. ECONOMIC SYSTEM

Obviously the truth is that the overwhelming bulk of new capital formation
comes from a combination of direct use of cash flow by business enterprise and
borrowings repaid from cash flow. As a source of business capital, the stock markets
are not only minimal, but erratic, unreliable, and often counterproductive. By the
latter, we allude again to the fact that the public flotation of stocks on original
issue is simply one of the key mechanisms for concentrating the ownership of
capital-the single most serious defect in the structure of the U3. economy. This
is because the stock market provides no means by which an individual without
excess funds can finance the purchase of capital stock on terms where it will pay
for itself.

MYTH: WE MUST ATTRACT THE SMALL INVESTOR BACK INTO THE MARKET

That the gamblers in the secondhand market for outstanding stocks need the
"little guy" as a buyer at a handsome multiple of their original costs seems entirely
plausible. That this practice is good either for the economy of the small investor or
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small speculator (normally the latter) is rather doubtful. The "little guy", like the
institutional investor itself, cannot buy an equity stock on terms that make busi-
ness sense, namely where its yield will pay its cost of acquisition within a reasonable
time, except in a case of a freak accident or an illegal tip. This raises a generous
doubt as to whether there is any social need or individual need on the part of the
"little guy" for the "little guy" to return to the public stock market.

MYTH: THAT ALL STOCK BUYERS ARE "INVESTORS"

The very unexamined and chaotic state of our concepts of corporate finance
and our half-iralid, half-invalid National Economic Policy, and our failure to
develop a rational theory of a capitalist system all conspire to insure that most
stock buyers, individuals as well as institutional investors, are really speculators
or gamblers.

MYTH: THE STOCK MARKETS PROVIDE POOLS OF AVAILABLE CAPITAL FOR THE
EXPANSION OF BUSINESS

It has already been shown that while it was true in decades prior to 1929 that
one of the chief methods of raising capital for certain types of business enterprise
was through the sale of stock, in recent years the funds provided for the expansion
of business by sale of new stocks to the public amount to only a few drops com-
pared to the pools of capital provided internally by corporations, or through
debt financing repaid out of internal cash flow. In a significant proportion of the
last fifteen years, the functioning of the stock markets has actually reduced the
capital available for business expansion because the values established in the
erratic, emotion-ridden public stock markets have so dismayed managements that
they have caused corporations to expend their cash reserves to repurchase more
publicly held stock than the amount of new stock issued during those years.
This was true in each of the years 1959 through 1963 and in 1965 and 1968, and
in all probability it will be true for 1973.15

MYTH: A MAN WITH A GOOD IDEA AND GOOD MANAGEMENT ABILITY CAN GET
VENTURE CAPITAL TO START A BUSINESS WITH THE HOPE OF SOMEDAY SELLING
STOCK TO THE PUBLIC

This should be known as the "free economy illusion." The odds in today's
world against success in small business startups are enormous. If the small business
entrepreneur is able to obtain courageous venture capital suppliers tb back him,
it is not the entrepreneur who normally hopes someday to sell his stock on the
public stock markets, but the venture capital supplier. The venture capital sup-
pliers, at least the successful ones, are shrewd risk-takers who expect to help get a
business started and then to sell out at a respectable multiple of their investment.
The venture capital supplier is a combination between an investor and a specu-
lator; he is a short-term investor, and the shorter the term is, provided he can sell
out at respectable profit, the better he likes it. For the entrepreneur himself to
sell out short of retirement is grounds for suspicion that he is bailing out because
he expects the ship to sink. At most, it can be said that the public stock markets
are good for the entrepreneur because, except for the possibility of selling out at
a profit, the venture capital supplier will not be interested even in the most promis-
ing of new companies.

As we shall note later, there is much to be said for the merits of the venture
capital supplier selling out his investment to the employees of a new business
through Employee Stock Ownership Plan' Financing than in selling to the dis-
interested or rather the merely financially interested public. There are a dozen
reasons why this is a better solution to the problem of the venture capital supplier
who has accomplished his objectives and wants cash for his investment, than sale
through the public stock markets.

MYTH: THE INSTITUTIONAL INVESTOR CAN PROVIDE A SAFE HAVEN FOR THE OWNER
OF SMALL SAVINGS AND THE PARTICIPANTS IN RETIREMENT SYSTEMS IF THE
PRICES OF CORPORATE STOCK SHOULD COLLAPSE

This Is perhaps one of the most insidious of all the myths involving public stock
markets and institutional investors. Of course, diversification by any efficient
means will protect the ultimate constituent from being at the mercy or a radical

I "Economic Report of the President," 1961 p. 196, Table C-60; same for 19,p. 287, Table 0-0; "Per-
sonal Investing," Fortune, May 1964, p. 75; Statistical Abstract of the United States, 1966, p. 500, Table
706, and p. 472, Table 658; U.S. Statistical Abstract, 1972, p. 478, Table 754.
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drop in the price of a particular stock in which he may be invested, if other stock
prices hold up. But the evidence is rather substantial that stock prices in the non-
glamour stocks can progressively move lower over a long period of time while the
actual earnings and inherent success of the corporations involved rise at a healthy
rate. Furthermore, the herd instinct of institutional investors, it would appear,
causes them to drive the price of the glamour stocks up to absurd levels and to
hold them there by incessant churning of their favorites. This would seem to be
nothing more than sustained unreality.

The logic of business investment lies in selecting investments which will pay for
themselves out of the income they produce. This is the basis upon which corpora-
tions buy capital assets* and acquire other corporations. A rule of thumb is that
the assets should be expected to pay for themselves in three to five years; rarely
longer than ten. When a stock is purchased at a price of forty times the per share
corporate earnings, it is perfectly clear that the buyer isaA gambler, not an investor
at all. An investor would know that even with luck, under our prevailing corporate
strategy no more than one-half the corporate net earnings will ever be paid out in
dividends. He will also know that he most pay an income tax on those earnings
before he can use the residue to pay off the price of the stock, or to reimburse
himself for the investment. Thus, in terms of the auto-financing logic of business
investment, the investor Is buying a stock on terms where his after-tax yield from
the security might take at least one hundred years to pay off the price of the
stock, even if he allows for a zero rate of interest on the funds invested! Such
stock purchase is made solely in reliance upon the expectations that the herd-zeal
of other speculators will drive the price even higher, so that the outrageous price
plus a profit will be recouped from an even more outrageous sale.

More importantly, since there are only, twa things that produce goods and
services, namely people and capital, and only one of those two things produces
goods and services vicariously for its owner (kind that is capital), it is qvite
obvious that there can be no such thing-as a "safe haven" in. any economy
where a significant sector of corporate enterprise is depressed, profitless, or
bankrupt...

This subject cannot be adequately examined without realizing that the "prudent
man rule" calling for a diversification of investments is a guideline postulated
for keeping a substantial capital estate intact, if not gradually growing. It is a
rich man's rule. But, since the capital in the .U.S. economy is entifely owned
by 5% of the families and individuals, it is only that 5% to whom the so-called
"i)rudent man rule" applies. When the prudent man rule is applied by the
institutional investor to the accumulation of .priyate retirement funds, insurance
companies, and mutual funds, it has the effect, ao we have already seen, of
keeping the poor and capital-less poor and capital-less.

The only rule that will make it possible for the,' man born without capital
and who has no desire to. become an ascetic: (and, perhaps who realizes that a
mass production economy cannot afford ascetics anyway) is the "prudent estate
builders' rule" announced by -Andrew Carnegie in his biography. The rule is 'put
all your eggs in one basket; watch the basket and stay very close. to it and see
that the eggs hatch and that those chickens lay more eggs that are in turn
hatched." hat is te rule that made the rich-or the Ancestors of the rich-
rich. It is the only rule that has any promise of enabling the capital-less to
become "rich" in the sense of becoming self-sufficient through the ownership o'
viable capital holdings.'8

MYTH: THAT IT IS SENSIBLE FOR INSTITUTIONAL INVESTORS TO OFFER "FIXED
BENEFIT PLANS" TO WORKERS

The evidence adduced by the several Congressional committees that have
studied fixed benefit retirement systems-pension plans-has left no doubt but
that the level of "fixed benefits" promised is dependent upon the "lottery effect"
under which something like only one in ten individuals covered by the plans
will ever receive the "fixed benefits." Even so, there are constant actuarial
adjustments that increase the costs of such pension plans; there is no doubt
that their burden is on the one hand a powerful inflationary force in the
economy and on the other hand a depressant to business. The myth lies in the
pretense that there is scriiething besides the corporate enterprises whose stocks
are held by the institutional investor that somehow or other can magically
distribute effective purchasing power irrespective of the state of those under-
lying enterprises. This simply is not so.

16 See page 72 to 77 herein.
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Perhaps more Importantly the whole mechanism of fixed benefit pension
financing is such that its costs are pure cost to the employer companies. The
stocks purchased by the pension trustees are purchased on the basis that their

ield wilt never pay their costs of acquisition, if any realistic factor is allowed
or the costs of the funds themselves. If we then subtract the inflationary

erosion flowing from this combination of malatructured retirement system and
irrational corporate finance, we are holding out a promise of safety where none
in fact can exist. In the terms of the systems engineer, we are seeking to get
more out of the system than we put into It. It is simply not possible.

In this age of automation, we seek to design mechanical, electronic, and even
social systems so that there is feedback from the system to its participants. A
fixed benefit pension system is expressly designed to isolate the pension par-
ticipants from feedback from the underlying capital which is the only possible
source (other than cleverly concealed redistribution of wealth) for their vicarious
production of Income. "The ultimate effect of shielding men from the effect of
folly is to fill the world with fools," said Herb - t Spencer.

For a means through which employees, over a reasonable working lifetime, can
accumulate a viable holding of productive capital without Imposing any signfi-
cant costs on business, so that it becomes in the interest of business itself to maximize
that capital holding, see the discussion of Employee Stock Ownership Financing
on pages 72-77 of thIs memorandum.

MYTH: THE INSTANT LIQUIDITY OF THE PUBLIC STOCK MARKETS MUST BE MAINTAINED
AT ALL COSTS

To say the very least the value of instant liquidity to an investor is enormously
exaggerated; but its value to a speculator or gambler cannot be exaggerated. We
strongly suspect that if the price of achieving instant liquidity for investors is the
maintenance of a 15-million share per day gambling casino in the New York Stock
Exchange alone, then the price is vastly too high.

The investor owns capital for its yield. We submit that it would be a fruitful
area for Congress to Investigate means whereby corporations could be motivated,
or perhaps required, to pay out the "wages of capital" fully like the wages of labor,
for the simple reason that the double-ntry bookkeeping logic of the economy
requires It. If, at the same time, existing accumulations of capital can be main-
tained and protected while being used to build the ownership of the newly formed
capital into the labor force that owns none, as it can through Employee Stock
Ownership Plan ("ESOP") financing, and where that source of limited financing
can be supplemented by the unlimited use of self-liquidating credit to finance
any level of feasible growth In the corporate sector as it can through ESOP
financing, then a great deal less emphasis on instant liquidity through the stock
market would be indicated.

There are few transactions by Investors that require "instant liquidity." The
proof of that, of course, is to be found in the field of real estate investing. Land
and the structures erected upon land constitute the largest repository of pro-
ductive capital in our economy. Yet in that field "instant liquidity" is unknown,
and certainly would be undesirable. To a large degree this is because the buyers
of real estate are far more often true investors and far less frequently speculators
than in the case of the public stock markets.

Finally, it would seem that the encouragement given to the development of a
single national stock market by the Securities and Exchange Commission places
the emphasis where it should be. The larger the market, the easier to have a
reasonable degree of liquidity without a vast frenzy of speculative gambling and
churning for the sake of producing commissions or capital gains.

MYTH: A HIGH RATE OF NEW CAPITAL FORMATION IN THE ECONOMY IS GOOD IN
ITSELF, IRRESPECTIVE OF WHO OWNS IT

Once we view the economy as built upon a binary system of production with
each of the two factors, the human factor and the non-human factor, producing
goods and services in precisely the same senses--physical, economic, political
and moral-it then becomes possible to define the logic of the economic Oystem.
That logic, as we have noted above: is simply double-entry bookkeeping.?7

"f The Zconomist' term for this is "Say's Aw." See Kebo and Ilette, Two-Factor Theory: The Eco-
olcs of Relity, Vintage Pro New Yrk, 1967, p. 10, Note 10.
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At the same time, it quickly becomes evident that a sound national economiclicy calls for all reaonable means to solve the income distribution problem
by raising the productiveness of the nonproductive and the underproductive
individuals and families who do not own capital. The question of who owns the
newly formed capital that is brought into existence, and of who become the owners
of existing accumulations of capital when their present owners depart this poten-
tially good life, is every bit as crucial as the rate of new capital formation and
maintaining the productiveness and efficiency of the existing capital stock.

Once we recognize that In the real world the economy operates through two
factors of production, not just one as our National Economic Policy might lead
us to believe, we can see that it is nothing short of an outrage to so operate our
economy that a J. Paul Getty, reputed to own $2-billion of productive capital,
can obtain a third billion dolrs additional capital, than it is for most of the
capital-less 95% of the American population to acquire over an entire working
lifetime sufficient productive capital to yield an income of a hundred dollars a
year. What does a man, owning the productive power that would support (de-pending on rate of return) from 8,000 to 16,000 families at $20,000 per year capital
incomes, do with additional capital capable of supporting another 8,000 families
at similar capital income levels? The total goods and services consumed over any
significant period of time is identical with the amount of goods and services pro-
duced. The economic basis for personal income under the logic of the system is
productive input. If a minority of the families and individuals of the economy are
permitted to monopolize the means of producing wealth through capital owner-
ship, the economy will slowly, but perhaps from here on out not so slowly, grind
to a halt.

It is a matter of the utmost urgency for Congressional leadership to recognize
that the pattern of the ownership of capital-the design of the "invisible struc-
ture" of our economy-is as crucial as maintaining the integrity and growth of
that economy itself. We will not have a healthy economy until we correct the
mismatch between the possession of productive power and the possession of
unsatisfied reasonable needs and wants. We must so plan the growth of capital
ownership and we must so manage normal changes in capital ownership, that we
build market power and economic self-sufficiency into the underproductive and
the nonproductive families and individuals.

WHAT SHOULD BE THE ROLE OF THE BUSINESS, FINANCIAL AND ECONOMIC
INSTITUTIONS IN GENERAL IN THE U.S. ECONOMY?

The general rule, which follows from the logic of the system itself, is that bus!-
ness institutions, including the corporations, the stock markets, the institutional
investors, the retirement systems, the insurance companies, the mutal funds, the
savings and loan Institutions, etc., should facilitate the growth of new capital
formation and trade within the economy and between the economy and other
economies in the world community and at the same time make a maximum
contribution towards the building of productive power (market power) into the
underproductive and the nonproductive individuals and families. The business
and financial institutions should avoid the discontinuity (a self-stimulating evil)
which results when excess productive power is concentrated i families or in-
dividuals. It would seem to be sound public policy to use the logic of the system
as. a whole to make individuals and families self-sufficient in the sense of their
being able to produce the value-equivalent of what they wish to consume, What-
ever reasonable standard of living may appeal to them.

TWO-FACTOR ECONOMICS-THE ECONOMICS OF REALITY

Within the concept of Two-Factor Economics "8 and the techniques for applying
it to build the ownership of productive capital into the property less 95% of
American consumer units (and into all families and individuals everywhere) lies
the possibility of the first modern attack since the Homestead laws in otir agrarian
period on the causes of poverty: The low productiveness of the worker who has
nothing to sell in the most highly industrialized economy in history , save his
labor power, and the nonproductiveness of the worker, even a Ph. D. in aero-
space engineering, who finds no actual demand for his services at all except demand
in, the facade economy synthesized ond boondoggle.

Two-Factor Economics enables Us to ask the right questions, to discover and
formulate the right answers, and effectively to apply the indicated solutions in
the real world.

111 Ko and Hetter, Two-Factor Theory: The Roonomics of Realty, Vintae Press, N.Y., 1967.
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The Economics of Reality is as applicable to the underdeveloped world as to
the developed world, for If a social science Is a "science", it is applicable every-
where and at all tines.

CAN INVESTMENT BANKING AND BUSINESS FINANCING TECHNIQUES CONSTRUCTED
UPON THE CONCEPTS OF TWO-FACTOR ECONOMICS ENABLE EMPLOYEES TO BUY
CAPITAL WITHOUT USING THEIR SAVINGS OR REDUCING THEIR STANDARDS OP
LIVING THROUGH PAYROLL DEDUCTIONS?

The answer is "yes, of course." To fully see both the problem and the answer,
a comparison of conventional corporate finance and of Employee Stock Owner-
ship Plan ("ESOP") financing techniques is necessary.

THE FATAL DEFICIENCIES OF TRADITIONAL TECHNIQUES OF CORPORATE FINANCE
OTHER THAN SALE OF STOCK

The process by which newly formed capital (improved land, new structures or
structural additions, and new machines and tools) is brought into existence under
conventional financing techniques can be functionally analyzed from the follow-
ing example. Suppose a Corporation has done its feasibility studVy for a contem-Olated expansion' (self-liquidation within a reasonable period of years is the es-
sential logic of business investment) and concludes it shotild sped a 'hiilldn
dollars for new tools in order to increase output of goods and services for Which it
foresees a profitable market. The corporation goes to its bank or other lender,
convinces the lender of this "feasibility," and borrows the necessary funds-let's
Bar repayable In installments over ,fiv.q years. The picture looks something likethis " 8 i

MODEL I
CONV0NTIONAL CORPORATE FINAI CE .

C CORPORPA1 '.4 ONyears) 
LENDER

(5 ycars)

smockhoIlcz ' IS '

The important aspects of this technique of finance are:
When the 1oan is paid .ff, the incremental productive power represented by'

tools costing one million dollars has been built into a st tionary stockholder base.
An individual may sell stock which he owns in the corporation, and another
individual with capital may buy the stock, -but. no net new capital owners are
created in the process.

Since, as a matter of fact, virtually the entire personal ownership of productive
capital in the U.S. economy lies in the top 5% of wealthholders, it is clear that a
principal contributor to this concentration of ownership of productive power
(productive input being the business basis as well as the moral basis for personal
outtake or income) under the double-entry bookkeeping logic of a market econ-
omy, lies in a technique of finance that builds all incremental productive power
-into a tiny stock ownership base that already owns functionally excessive pro-
ductive power having in mind that the economic purpose of production is
consumption. Those who must constitute the great majority of ultimate customers
for business-the people with present and potential unsatisfied consumer needs
and wanta--*do not acquire incremetital productive power through this process.



73

Those who are in fact already excessively productive (in relation to their present
or potential consumer needs or wants) through it acquire all incremental pro-
ductive power.

The other principal methods of financing new capital formation, those using
internal cash flow such as retained earnings, investment credits, depletion, accel-
erated depreciation, etc., all have precisely the same concentrating effect. In the
aggregate, all of the conventional techniques of inance above mentioned ac-
counted for nearly 98% of new capital formation during the past fifteen years.

As we have already observed, the sole remaining financing method, the sale of
new equities for cash, has the same concentrating effect: the new stock is sold to
people with capital-the'top 5% of wealthholders-who nan pay cash for it.

In short, the logic used by business in making investmentis-the logic of in-
vesting in things that will pay for themselves-is not available to the 95% of U.S.
residents born without family capital ownership. As the non-human F actor in-
creases in quantity and in relative productive. power, its ownership remains
concentrated in a stationary fraction of the population. With rare exceptions,
employees, including management employees, do not own functionally significant
amounts of productive capital.

The conventional economists have failed either to se the problem or to propose
significant solutions.

This can be demostrated no more effectively than by referring to Simon Kuznet4'
definitive book on Capital in The American Economy: Its Formation and Growth,
published in 1961 by the National Bureau of Economic Research. In this volume,
Dr. Kuznets (pp. 394-399) answers the question of why financing is necessary
in connection with new capital formation by saying that it is because businesses
have a need for capital instruments before they have saved the funds to buy
and pay for them.

However, Dr. Kuznets seems totally oblivious to the fact that in a private
property industrial economy, all households have a need to own equity capital
before they have saved the funds to poy for it. Indeed, they need to own equity
capital so that they can save the funds to pay for it. Yet it takes no argument to
demostrate that while we have devised elaborate means for financing the, pur-
chase of consumer goods (which produce no marketable wealth and thus do not
assist buyers to-pay fot their cost), we have virtually no techniques for financing
the purchase by Individuals of newly issued equity securities, although new
capital formation which takes place under reasonably competent management
normally produces income in successive cycles in amounts sufficient to pay for
stock representing it over and over again.

THE EMPLOYEE STOCK OWNERSHIP PLAN ("ESOP") SOLUTION TO THE DEFICIENCIES
OF CONVENTIONAL CORPORATE FINANCE

The sol4t4on to the conventional mismAte.i between the ownership of productive,,
power an h pssessionof present or potential unsatisfied needs and wants is
to facilitate financing a, significant portiol of new capital formation and normal
business changes in the ownership of existing assets, such as the transfers of
owner p of i]lely-held businesses,,or acquisitions, divestitures or mergers by
corporations, by techniques that legitimately build the ownership of viable
capital holdings into corporate employees without taking anything from their take-
home pay or t9l.eir Universally inadequate (or non-existent) savings, and without
impairing the property rightsof existing CaPital owners.

Te baic" fldm blook .for bringing !kout such change In the pattern of
ownership of captianthe A!a.S. economy s ESOP lancingg (the possible varja.
tions Are numiinous)" UAMnP the assunqptions referred to in connection with the
above ,o4u'4in of traditional financing, te followW g diagram shows how it
works:-.

The mostfimportant aspects of the ESOP financing technique are:
The loan is made not directly to the corporation, but to a specially-designed

ESQI Trut that qualifies as a tax-exempt employee stpok bonus trust under,
Section 4Q.() .of the Internal 'evenue Code and corresponding provisions of
State laws. Such trusts'normally' covr all employees of the corporation and their
relative annuo compensation (however reasonably defined) over the period of
years that the financing is being paid off. The trusts are normally under the-
control of a committee appointed by management and its membership may
include labor representatives.

The committee invests the proceeds of the loan in the corporation by purchasing
newly issued stock at Its then current market value.
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The trust gives its note to the lender, which note may or may not be secured
by a pledge of the stock. If it is so secured, the pledge Is designed for release of
proportionate amounts of the stock each year as installment payments are made
on the trust's note to the lender and the released stock is allocated to participants'
accounts.

The corporation issues its guarantee to the lender assuring that it will make
annual payments into the trust in amounts sufficient to enable the trust to
amortize its debt to the lender. Within the limits specified by the Internal Reve-
nue Code, such payments are deductible by the corporation as payments to a
qualified employee deferred compensation trust. Thus the lender has the general
credit of the corporation to support repayment of the loan, plus the added security
resulting from the fact that the loan is repayable in pre-tax dollars.

Each year as a payment is made by the corporation into the ESOP Trust
there is allocated proportionately among the accouuts of the participants In
the trust a number of shares of stock proportionate to the participant's allocated
share of the'payment. Note that this permits the employees to acquire stock in
increments over a period of years at a price fixed at the thne the block of stock is
first purchased. Special formulas have been designed to counteract the relatively
hi h proportion of early amortization payments used to pay interest and the
relatively high proportion of later amortization parents used to repay principal.

As the financing Is completed and the loan paid off, the beneficial ownership
of the stock accures to the employees. Most trusts are designed to permit the
withdrawal of the portfolio in kind, subject to vesting provisions, , either at ter.
mination of employment, or at retirement. However, it is desirable to so de-
sign the ESOP and Trust that ay dividend, income on shares of stock that
have been paid for by the financing process and are then allocated to the employees'
accounts may be distributed currently (with a minim m two-year deferent,
possibly required by law) to the employee-participants, thus giving them a
second source of 'income.

Diversification of the assets of the Trust can be achieved If desired after a
particular block of stock has been paid for by exchanging the stock, at fair market
vWue, for other shares of equal market value. Since the Trust is a tax-exemp
entity, 'such diversification is without tax impact.

A brief comparison of conventional' financing methods represented by Model
I, with ESOP financing represented by Model II, is as follows:

MODEL It
M4RXEU STOCK OWNESI1I1P FINANCING

all cmp.oyeas
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A 4IEF COMPARISON OF CONVENTIONAL FINANCE, REPRESENTED BY MODEL -I, WIn EMPLOYEE STOCK OWNERSHIp FINANCING,
'REPRESENTED BY MODEL II

ziooei L

CORPORATE GROWTH FINANCED IN CONVENTIONAL WAYS 1 9

Model II
CORPORATE GROWTH FINANCED THROUGH EMPLOYEE STOCK OWNER-

SHIP TRUSTS i9
'TAX TREATMENT OF INTlVu.1Wr

Interest deductible for corporate income tax purposes as such. Interest deductible for corporate income tax purposes as acontribution to a qualified trust.
TAX TREATMENT OF PRINCIPAL 19

Repayment of the principal, which is not deductible for corporateincome tax purposes, requires $2.3 million pre-tax dollars.

WHO OWNS THE STOCK WWWMEWhen the financing is paid off, the employees have acquired noCapital ownership. Since their labor is their only means of makingproductive input, and they are faced with rising living cts andtaxes, employees must demand ever hihe .... for thesame or less work input. higer cmpensain for the

Repayment of principal, which is deductible for corporate incometax purposes, requires only $1 million pre-tax.
--- - 3a , 433 IT SE L F

When the employee stock ownership financing is paid off, the,employees, including executive employees, each in proportion tohis relative income from the coprainhve sedmd throughtheir trust, on installment credit that is non-recourse as to them,newly issued stock, under conditions where the proceeds to thecorporation are invested in new tools, and where the employees,in economic theory (as dist he from tax theory) are entitledto receive a preferential dividend representing the "full wases" oftheir new capital to enable them to pay for it.
CORPORATE STRATEGY IMPLICATIONS

The corporation, by constantly rep lacing labor input with capitalinpt, withot recogizing th need of employees to make up fortheir declining economic productiveness through ownership Ofcapital instruments forces employees to demand more pay for theSame or less work. hls raises costa without raising output.

Sband upon an mumpton that a oan tr to YWea nsIWment payout bW&Casaio ais.~w o ni

The orPoration, by financing its expansion on terms that
not Only more favorable to it but which also build equity ownership
into employees witho--t .-- :- --nshi .moom i onrip
savings puts em d takehome pay or invading their
withoututs ployees in a Position to build a capital estate

u ucng spdable income and within a few years to adda growing second Income to their wage or salary.
$1 mmlou in ne*w pnt, and bhaa prud Its bank W on tMat amount on a ave-

c-u



INTERNATIONAL COMPETITIVE ADVANTAGE TO U.S. BUSINESS

Model I
Because the corporation cannot Provide better increasing eco-1omic security or increased incomes to its employees except by:increasing its costs, its only hope, vis-a,-vis foreign competitors, is

thatthey suffer the same or a worse fate.

Model II •
Because the c tion can provide increasing economic security

and, after the stock has in effect paid for itself, increasing income for
its employees wchot increaSing its cos, it puts itself progressively
in a better position vis-a-vis its competitors, domestic and foreign.

ECONOMIC ALIENATION
The natural antipathy between owners (who generally do not There is a growing unity of interest between owners and em-work in the corporation) and workers, who own no part of the ployees, as employees become equity owners through their tax-corporation, grows, and reflects itself in alienation of the workers, exempt, in-house mutual fund, the ESO Trust, having been givenlack of common goals, decline of craftsmanship, high turnover, the opportunity to invest on the same .terms the corporationwate, soci unrest and, n extreme cases, even sabotage. traditionally insists upon for itself when it makes an investment-

.. . that it pay for itself.

GOING PUBLIC V
Close holding stockholders may remain in a position whereeither they or the corporation, or both, will at some future time be

requiredo xMake an expensive pubic sale of stock to establish itsmarket vale to provide ivaluaion and liq
tax problems. n ude

5. GOING PRIVATE

The ESO Trust itself can buy dose-held stock, on pre-corporate
income tax dollars, and solve normal estate tax problems and return
the full fair market value of the stock to the selling stockholders,
without subjecting either the corporation or its stockholders to the
vagaries of the public stock market, while building equity ownership
into corporate employees in the meanwhile.

RETIREMENT SECURITY AS AN OPPRESSIVE BUSINESS COST OR AS A SOURCE OF NEW CAPITAL FORMATION?
No anxiety of the American working man or woman could be

better founded than the concern for income after retirement.Most corporate and public employers have policies of mandatory
retirement at 65 or less. Unless the typical employee reduces hiscurrent standard of living (and his potency as a customer for busi-
ness) sufficiently during his life to accumulate a fund to provide%to Y2 his income throughout 'his retirement, even with pensions
and Social Security, his income drops to the poverty level on
retirement.

In terms of accumulation for retirement of corporate or govern-
mental employees who participate in Employee Stock Ownership
Trusts, it is realistic (and theoretically sound) to look at payments
made by the employers into the trust as pat of the yield (along
with dividends) on the trusts' original investments. Thus in eco-
nomic theory (as distinguished from tax theory), the contribution
is simply the preferential dividend that enables the investment on
non-recourse credit (as to the employee) to pay for itself in pre-tax
corporate income dollars. It amounts to relatively full payout of



Nevertheless, inadequate as governmental, union, and corporate
pensions are, they are a devastating cost to corporations and tax-
payers. The reason is quite Iapparent: the funds so accumulated

",We mostly invested in outstanding pieces of paper (stocks or bonds)
S!at yields that assure that the investments will never, if the market

4 cot, offmoney is considered, pay for themselves. Corporations fortheir -wn accounts, would never knowingly or intentionally makeinvAtments that will never pay for themselves, but for their con-
WDational pension and profit sharing trusts, they, like governments
aud unions, sdmost invariably do!

So year after year, the corporate, union, and governmentalcosts of pensions go up. Year after year their inflationary impact
pushes up the cost of living, for they contribute nothing to the out-
put of goods and services to offset their costi. In other words thesurs invested do not'go directly into new capital formation. Year, after year the functional inadequacy of retirement plans in the face
.f rising costs of living and rising taxes brings grief, privation andfrustration to those who have looked forward to depending upon'them. At the same time, many corporations would be insolvent or

stripped of most of their equity, H' their retirement plans werecurrently fully funded. Their stocks would plummet in the market
place.

the "wages" of capital to enable the new beneficial owners (the
:employees) to pay for their new capital out of what" it produces.

Since the average pre-tax yield Ton invested capital for U.S.
corporations is, and for many years has been, 20%_per annum and
better, the potency of ESO Trust financing per dollar invested by
the employer in building capital ownership in the employee is 400%
to 600% greater than conventional corporate, union, or govern-
mental retirement plans and it is not a corporate cost, for corporate
growth financed in the conventional way would cost as much or
more!

Employee Stock Ownership financing can be adapted both to
governmental and union use, and is currently being employed by a
growing number of corporations.

LABOR-BUSINESS STRIFE OR LABOR-BUSINESS PEACE?
-The employees are gradually conditioned to think in terms of the

permanent employee-management warfare, using raw coercion andthe threat of coercion to extract more pay from the employer inreturn for the same or a diminished work input. The "economic
"alution -through coercion" syndrome- involves maximizing in-
convenience to trade, business, the f economy and the publitas ameans of making coercion of the'employer more effective. Income,
i the mind of the worker, becomes more a function of coercive
power than of quality and quantity of productive input, so coercion
grows, and the quantity and quality of goods and services shrinks.

The employees are gradually conditioned to think like owners
because they become owners. As the reality and awareness of
ownership grows, the identity of interest between stockholders,management and employees grows. So does their interest in under-
selling competitors domestic and foreign, their pride in quality,their resentment o waste, their solicitude for public goodwill. Pay
for nonproduction equally hurts the property and income of the
empkyee, the manager, and the stockholder.
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CONFORMITY TO ECONOMIC REALITY

Model I
Although the objective of traditional economic poly is to se

the income distribution problem solely through.full employment,every technological. advance diminishes the relative input of laborand.ieaww te relative input of capital per unit of output in alle of econo Production. -Thus pure science, applied science,-eering, and management-the disciplines involved in economicoction-work for dimploym.t., the exact oposite of thenational onoimiopolicy. Th e concentration of ownerip of capitalexpands the productive power of those without needs or wants.Thie nonownership of capital by 95 % of U.&. -families with vastt needs and wants prevents their lgi#l Iy (i.e., other:than through coercion) Increasing. their productive input andthereby enlarging their incomes and their consumption of goods andservice. Tbli failure to broaden ownership of capital becomes amain cause of unemployment, which can then only be alleviated bygovernmental boondoggle and make-work producing non-consumer
goods and services.

Model II
This financing technique provides the missing link in corporatestteg.t raises the power of corporate employees with unsatisfiedneeds and wants to consume as it expands the power of the corpora-tion to produce. Its effect in raising employee purchasing power isreal for the only way for a mature employee to become more produc-tive is for him to acquire ownership of productive capital. An

employee is not made more productive in any real sense by coercing, pay for the same or less work input when there is a laborSurplus. When workers legitimately acquire Capital ownership as thecorporation expands, their personally owned productive powergrows simultaneously with the corporation's biit to producegoods and services. Their increased incomes do not result in increasedcosts, but increased output. This is the reverse effect of conventionalfinancing, which forces employees to; demand more pay withoutmore productive input-a direct source of cost-push inflation.

INFLATIONARY OR ANTI-INFLATIoNA v?
Because this technique of finance leaves employees no choice butto demand more pay without more work input, it amounts topacdng the wage base of every employee with personal welfare andforcing9 the corporation to use the price to tax the publicfor the cost. Soon after, the empl ees cover that they are thepublic. Their g ae, cnel y their r living costs. Theprows sta again. Itis the engine of inflitionil

Because this technique depends upon the business logic of self-liquidating investment, it is not only not inflationary; it is de-flationary.

MORE JOBS OR FEWER JOR
Conventional corporate strategy is built upon three tene1--) iti.lf production and sales, (2) minimiuing os
13#Ying out of trouble (big good c raectisthis IS-60mbined with. onvntional finance, wheh builds no capi
Oivn~rhkpn O the foundations for a shrinking emplc.n .base are lai M na of -costs -I best accomplished-elixnlnting labor through tehnologatl innovation and capvestment. This results in shrinking consumer- demand;-wfurther diminishes labor demand.

ts: The US. economy would have to be expanded somewhere betweend seven and twelve times over (with further adjustment for populationLen increase) to be capable of poiding the adsrie eesr
- . c.p . pz rovim a e goods -and services n ecessary

tal to provide comfortable lies for all U.S. cities and residents.
y- Accomplishing that task alone would require between 25 and 30y years oN the most intensive full employment. But such employment-_al and such growth-can only come about if levels of consumption risecommnsurately,, a result only possible in a market economy ifincreased roductive power of the vast majority with unsatisfiedneeds- an wants.is Proportionately raised. This can only comeabout with expanding private capital ownership.

f
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SOMN OF THE CRITiCAL FINANCINGO PHOULEMs THAT CAN Ba SOLVED 1HROUOH

ESOP FiNANCIO METHODS

FINANCINO C4LPITAL IMPROVEMENTS AND WORKING CAPITAL

By solving two problems with a single expenditure, ESOP financing can lower
the cost of financing capital improvements. This may not be true if a short range
point of view Is taken, but is normally will be true over a longer period of time.

Since the ESOP financing technique enables a corporation to ance growth
and working caital In pre-tax dollars, it Is realistic tomeasure the saving resulting
from ESOP financing (as compared with conventional Model I financing) in pre-
tax dollars. 8o considered, tW ax Awing resuUt in a cas'-low accumulation of
useablifund in the corporation noriiazly equal to or exceeding the aMoint ofhe debt
repaid, (i.e., in a 50% effective corporate income tax bracket,,, the tax saving
In pre-tax dollars would equal thb amount of the debt, to which saving is added
year by year an increment proportional to the company's rate of return on invested
net worth; This comparison is significant, of course, only when comparing with
conventional debt financing or other financing from internal cash flow or bor-
rowings repaid from internal cash flow. It does not apply when comparing with
sale of stock to the public for cash, but the latter is, as we have noted, regarded
as a very unpopular and expensive method of financing.

EmployeeSck Ownershi financing builds retirement security and retirement
income in ways that benefit the corporation by financing. its growth. Thus, in
effect, the corporation can mXimUie employee retirement purity because of the
indirect advantage to the corporation itself. The cost of providing good retire.
ment security' over a reasonable working lifetime is eliminated because such
provision is simply the result of planning the ownership of capital by employees
in the course of financing activities of the corporation. The corporation in effect
gets double mileage on its Investment. This should be compared with conventional
private retirement systems where the fund accumulation$ are used merely to
play games with outstanding securities in the irrational public stock markets.
Such funds do not go into new capital formation (and thus nev productive
power), nor do they go into financing the growth of the sponsoring corporation
itself..

The corporation derives economic advantages from not putting Its labor
forceln a position where it must demand progressively more pay for progrewsvely
less work as every other conventional type oF corporate finance does. While
some of the costs of the resulting labor strife can be passed on to the company's
customers in the form of higher prices, It is clear tlat the corporation must sufer
some competitive disadvantage (particularly when competing with foreign
producers), and that corporate profits before wage Increases were restrained by
pay controls, have been noticeably falling for a number of years. The advantage
flows from creating a property relationship between the corporation and the
employee through which the employee ldetifees with his company; the gradual
damping of labor demands for more and more pWy in ricm for diminishing work
input because of the growing awareness of the worker that by so doing he is' im.
paring his Own investment; reduction of costs to the company'from eliminating
or at leit reducing resistance to technological improvement; the reduction or
elimination of featherbedding, sabotage, employee thefts and pilferage, and the
taking of dope and alcohol onthe job--all evidences ofworker alienation, Worker
alienation begins with denial of opportunity to acquire owership of capital in
an economy where most production Is carried ot through capital and where
the American economic driam is the ownershipof a viable holding of productive

another words properly designed ESOP financing should not create any dilu-

tion of earnings over a reasonable period of years. This is precisely what you
would expect ffemployeeq are gven the opportunity to acquire capital through
use of the traditional e!-liquidang logic historically used by business itself.

ACQUIO5TIONA

Whether a corporate acquisition takes the form of acquiring stock or assets,
if the acquiring corporation intends to pay cash, arranging the financing through
the ESOP Trust enables the purchaser to effect the acquisition on pre-tax dollars
while building equity ownership into employees. The labor force of the vAquired
business can be added to the acquiring corporation's 1$or base for purposes of
the ESOP.
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AN ;SOP SOLUTION TO THE PROBLEM OF "LOCKED-IN" COS&E-HOLDING
STOCKHOLP4R8

The ESOP Trust provides an in-house, private market for the stock of close-
holding stockholders. These trusts are designed to be invested primarily, or at
least initially, in company stock. They can buy new stock from the company:
they can buy It from close-holding stockholders; they can buy it from venture
capital suppliers who have taken a risk to help finance.the company's growth, and
who seek to participate in that growth through their equity. The-trust can borrow
money so that it can make stock acquisitions. It can make those acquisitions in
pre-tax dollars. If the corporation should try to solve the problem of the close-

olding stockholder by a redemption, it wojld cost over twice as much because
the corporation would have to pay taxes on corporate net income before it could
use the rei'due for a stock redemption. Thus, the venture capital supplier can
withdraw tis capital and his profit, which is his reason for investing, without
forcing the cor pany Into the arms of a conglome ate, wlich may disorganize it
and ruin it for all time, or without forcing it into the public market, a step which
may be equally disastrous because it becomes tied to wil4, irrational forces that
cause the value of its stock to fluctuate in ways that have no direct and dependable
relation to what goes on inside the business or in the markets for its products. No
doubt there is some correspondence over a period of years between the income
performance of the corporation and the price of Its stock in the stock markets,
but as of any particu4r moment (and purchases or sales are made as of particular
moments) this correspo4dence is at best a coincidence.

A CORPORATION THAT DOXS NOT NEED CAPITAL BUT WANTS TO MOTIVATE ITS
*IMPLOYURS AND TO GIVE T1AEM 'ITHE EYE OJN THE OWNERS"

In this caso the ESOP provides an excellent answer. A corporation may es-
tabUsh an ESOP and each year issue to It a number of shares of stock determined
by the Board of IDireotors. The corporation takes a tax deduction under state
and federal cbrorate income tax laws for the fair market value of the shares
transferred t the Trust, significantly increasing the corporation's cash flow. No
tax Is imposed on the employees until they ultimately remove their stock from
the Trust.

WHAT ABOUT PEOPLE NOT EMPLOYED BY CORPORATIONS: RUBLIQ EMPLOYEES,
AND THE MANY XIND$ OF UNEMPLOYED?

While the details'of methods for building the ownership of equity stock into
these through financing techniques employing Two-Factor Economics are beyond
the scope* of this article, Two-Factor Economics is a universal concept. It is not
limited to its applicabihty to any particular sector.

ESOP financing tecilMques can displace most conventional financing of new
orpital fdrmatin in the public sector: building ownership of capital facilities of
municipalities, counties, st ates, colleges and universities; the Federal Govein-
ment, the Post Office, et& Into pitbliC employees. The effect of siih flitancing
would be that the staggering costs of public retirement systems could be elim-
inated, taxes redt4ced and retirenient capital and incomes of retired public em-
ployees vastly improved. ' , ' I " I

Th necessity for building a- far larger productive economy to bring about
general affluence will, we estimate, provide the most intense full employment in
th6slV.S. econoihy, for every employable worker for somewhere between 25 and 30
yeArS. During 'that -time, with a broad use of financing techniques built on Two-
FTactoT Economics, every consumer unit will be acquiring its viable ca ital estate.

Bt what about the unemployable? The sick, the handicapped, the aged? In
"The New Capitalists," 20 Kelso and Adler showed that the opportunity to buy
capital by paying for it out of what it produces can be extended to anyone: sick,
old, or totafly disabled. But because it is necessary to motivate the building of a
"Second Economy" capable of producing enough goods and services to rovide
general affluence and of protecting the environment as well, careful consideration
should be given to first extending the opportunity to acquire capital ownership to
workers--public and private-and, in themeanwhile, to continue, and to improve,
welfare for the sick, old, and disabled. To make it as easy for a non-worker to
acquire a viaWe capital estate as for a worker could diminish the motivation re-

0 Random Houae,,NeW York, 1961i



81

quired during the next 25 years to build a sufficiently powerful economy to
simultaneously produce general affluence and to protect the environment. We
cannot overnight correct the effects of a century of one-factor economic policies
that bedevil our economy.

MARKETABILITY OF STOCK DISTRIBUTED TO EMPLOYEES THROUGH THE ESOP

If the corporation's stock already is traded in a public market, then easy mar-
ketability of stock distributed to an employee requires only that it be properly
registered under SEC requirements. In general, the purchase of stock from the
corporation by the ESOP is regarded as a private placement. Shares purchased
by an ESOP from a close-holding stockholder or from public stockholders would
have the same status under the Securities Act of 1933 as they had in the hands of
the sellers. Distribution of shares from the Trust to on employee is probably an
"exempt transaction" because the employee dodg not pay fof them in the con-
ventional sense of the word, although this Is a presently uncertain area. Shares
distributed to an employee can be sold back to the corporation or to the Trust
without registration, but cannot be sold to others unless they are registered. For
cornpaniesreporting under Sections 13 or 15 of the Secur , ies Kct of 1934 or that
agree voluntarily to so report, the highly simplified 8-8 form of registration is
applicable so that employees Yeceiving stock froMil an ESOP Trust anid desiring to
sell it to persons other than the Trust or the issuing corporation will have fully
registered shares.

l3ut suppose there is no public market for the company's stock or, as is frequently
the case, the stock is subject to a" right of' first refusal" agreement, pursuant to
which it must first be offered back to thQ Trust at its faiK market value if the
distributee desires to sell it. In such cases the ESOP itself becomes v very effective,
and a rational "in-house" market for the stock. ,.

In some instances, employees are additionally given a "put" which enables
them to require the repurchase of their stock at fair market valuc by the ESOP
Trust. Usually in such cases the ESOP's are given the power to make paYment of
the price in installments over a reasonable period of time to protect tbee Trust
from undue surges in demands on cash. However, such ESOP's have the. power
to borrow, which also helps to alleviate liquidity problems of the Trust. Stock
so repurchased is reallocated to remaining employees. This has proven in practice
to be an entirely workable solution to the problem of providing a sol(, dependable
and mutually beneficial market for such shares.

Another means that, may be used to solve the marketability problem in non-
public companies that have ESOP's is to establish options on the part of retiring
or withdrawing employees to exchange common stock in the corporation for
fixed-income preferred stock or debentures that will provide income security for
the retired employee, or for the ESOP Trust periodically to make secondary
offerings of the employer's stock to the public and to invest the proceeds in a
diversified portfolio of securities. To make this latter method fully effective under
U.S. tax laws possibly requires a change in law to permit such diversification for
stock bonus trusts.

Clearly, the problem of being "locked into" the investment in a closely-held
employer's stock is one that is easily solvable in practice through the use of an
ESOP Trust.

CORPORATE PLANNING OF EMPLOYEE OWNERSHIP

By planning in advance to build a reasonable share of the ownership of the
corporation's growth into the labor force, management puts the employees in a
position where their economic security and future income growth can occur without
their demanding more and more pay for the same, or for less, work. Every argu-
ment that can -be made against the class conflict approach to labor relations
Justifies ESOP financing from the corporation's and the employees' standpoints.
ESOP financing attacks the causes of inflation by enabling the employee to build
his economic security without demanding progressively more pay for progressively
less work, the force that has powered the engine of inflation for forty years or more.

ESOP financing we are confident, Is not just a simple, tangible step in the
implementation oF a realistic economic policy and corporate strategy in the
U. S. economy, but it is the dawn of a new age in corporate finance, and a new age
in corporate and labor union relations.
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WHE ENORMOUS NEW CAPITAL FORMATION REQUIREMENTS OF THE U.S. ECONOMY
FOR THE IMMEDIATE AND DISTANT FUTURE SHOULD BE FINANCED THROUGH
ESOP TZECHNIQUZS

Estimated capital requirements for the U.S. economy during the coming
decade exceed a trillion dollars. These include the capital requirements of energy-
related industries, financing for rapid transit and other transportation systems,
financing of new towns and the revitalization of old towns, housing, automation
to lower costs of production and to recapture lost markets, the construction of
recreation and leisure facilities, and the protection of the environment. If these
enormous capital requirements are financed in the traditional ways, so that
ownership of the new capital is built into the already excessively productive
small capital-owning class, then we can say with confidence that we can see the
future, and it won't work.

Only ESOP financing techniques attack the causes of poverty--the low pro.
ductiveness of people who have nothing to contribute to the productive process
except their labor power. Only by building capital ownership into the propertyless
masses can adequate market power be created to sustain a healthy, happy, aid
virtually welfarefree economy.

Only when most individuals and families become self-sufficient through the
ownership of viable capital holdings can we say that economic power is sufficiently
diffused throughout our society to protect poetical freedom and democracy,

ESOP FINANCING IS NOT MERELY A NEGATIVE CASE AGAINST TeE REDISTRIBUTION
OF WEALTH AND INCOME

Methods for applying the to individuals, self-liquidating logic of investment
that corporations have traditionally used for themselves are simply methods for
solving the income maintenance problem through enabling every individual
to produce more, not merely to receive more. They are a positive alternative to the
redistribution of wealth and income by government fiat, coercion, fraud and
theft. They are disigned to link the performance of useful work over a reasonable
working lifetime with the acquisition of a viable capital estate, without cost
burdens to business, and without decreasing take-home pay to workers. They are
a means for avoiding the saddling of the labor and capital of the economically
productive with the costs of maintains income for the economically under-
productive and economically nonproductive.

THE ERRONEOUS IDENTIFICATION OF CAPITALISM WITH THE SPECULATIVE SECURITIES
MARKETS

Without Two-Factor Theory, it was perhaps inevitable that the enemies (and
even the bewildered friends) of economies that systematically build incremental
productive power into those without present or potential future need for such
additional productive power, which systematically deny the acquisition of ad-
ditional productive power to the masses whose needs are virtually unlimited,
should come to be identified with the speculative securities markets. For those
markets have prodded some spectacular examples of the accumulation of wealth
without the proe'ut ion of any useful goods or services." Of course, the gains of
the few were alwaye offset by the losses of others-usually the many. It is the
function of the "little man" in this legalized casino business of the public stock
markets to be milked for the enrichment and amusement of the dairyman who
operates the casinos.

In the light of Two-Factor Economics, the importance of the speculative stock
market casino diminishes enormously. There is no social rationality in encouraging
men to buy stocks solely for the purptoe of selling them at a higher price, and to
sell stocks solely for the purpose of buying them at a lower price. That is not
owning a factor of production in order to engage in the productive process and to
derive the resulting income. Rather It is gambling in the ownership of the means of
production, a practice calculated to bring economic suicide to any society that
indulges it. Of course, it is important to have an orderly way to buy and sell capi-
tal holdings, but both common sense and history tell us that this need not be done

In double-entry bookkeeping terms, this Is enuently larceny.
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instantly or even speedily. Instant liquidity satisies the purposes of the brokers-
the croupiers in the gambling casino of the organized securties markets-and of
the speculators. The degree of importance of a high-turnover securities markets to
the economy as a whole Is thoroughly demonstrated by the fact that less than 2%
of new capital formation requirements takes place through those markets. While
these markets have a real importance to the casino operators and speculators
they have only an illusory importance to the capital-less individual who is misled
Into believing that he can acquire the ownership of capital through investments
made on terms where they will never pay for themselves.

A SUGGESTED PROGRAM OF LEGISLATIVE REFORMS THAT COULD ACCELERATE TH
BROADENING OF THE CAPITAL OWNERSHIP BASE IN THE U.S. ECOMONY, SUD-
STANTIALLY TRANSFORM ITS STOCK MARKETS FROM SPECULATOR MARKETS INTO
INVESTOR MARKETS AND ENGAGE ITS INSTITUTIONAL INVESTORS IN THE ACTIVITIES
THUS UNTAILED

The economy of the United States has endured the mythology of one-factor
conventional economic concepts in a two-factor real world to the point where
change can no longer be avoided.

Either we set about speedily repairing the mismatch between the possession of
economic productive power and the possession of present and potential unsatisfied
consumer needs and wants, so that we can achieve both a free and a genuinely
affluent society, or we must accept growing totalitarianism to convert the erroneous
one-factor mythology into nationalistic dogma as the totalitarian socialist
economies all do."

So close to breakdown Is our myth-ridden, over-inflated, labor-strife-torn,
craftsmanship-atrophied, debt-burdened, bureaucratized boondoggle economy,
that steps to broaden the capital ownership base must be given priority over
every other aspect of economic reform If we are to recapture the American in-
nocence that once made the United States the epitome of a good society.

We offer some suggestions in nontechnical language of rather obvious legisla-
tive reforms that could accelerate the program of expanding the capital owner-
skipbase. We think they demonstrate how minor the required changes are.

We suggest consideration be given to making the following changes in Federal
laws with corresponding adaptrons in State laws where necessary:

(15 Expand the present National Economic Policy, which is embodied In the
Employment Act of 1946, from a policy relying solely upon full employment to
solve the income distribution problems (and impliedly on welfare when that
doesn't work) to a National Economic Policy calling for (a) maximizing the
economic productiveness of every family and individual both through full em-
ployment, to the extent that such employment is required to meet the market
demand for humanly useful goods and services and is not contrived to artificially
"create jobs"1 and (b) rapid expansion of the capital-ownership base through
financing techniques built upon Two-Factor economics. A proposed draft of such
legislation is set forth as an appendix to Two-Factor Theory: The Economics of
Reality, pp. 167-186, inclusive.

(2) Increase the limits of deductibility for corporate Income tax purposes of
payments into an ESOP Trust (now 15% of covered payroll) to 100% of pay-
ments used by the Trust to pay Interest and 150% of amounts used to pay
principle, but not exceeding in any event 30% of covered payroll.2"

(3) Make dividends paid-into equalled ESOP Trusts deductible by the corpora-
tion if paid out currently by the Trust to the participants under the Plan.

(4) Give qualified ESOP Trusts the same tax characteristics as tax-exempt
foundations presently enjoy, so far as donors are concerned. Such amendments
would encourage affluent taxpayers to make gifts of productive capital, which
they otherwise might socialize in tax-exempt foundations, to ESOP Trusts in
order to reconnect the ownership of capital with private individuals. Such Amend-

OThe most profound student of the subject, Karl Marx, was quite aware of the require-
ment of totalitarianism to make one-factor economic concepts feasible in the real world.
He thep proceeded to invent another myth, the myth that the instinct to own the means
of produetion--the acquisitive lnstinct-wwould "Wither away" under the dictatorship of
the proletariat. See Kelso "Karl Marx: The Almost Capitallst" Amerton Bar Jesralp,
March 19T5, Vol. 48, No. I. The recent oYv~v.throw of the Allende Socialist government In
Chile by the middle class capital owners (trucks, shops, small farms), and their sympa-
thisers amons the aspiring workers and the military, suggests that human patience with
one.factor soialt mytholow Is growng short.

4 stion (2), (0) and (4) ae taken from S.. 1370 Introduced by Senators Famn
on IM IIV,173 ad aoompeniou bill,ELR. 880, introduced into the Rioms of Roevwntatlves on Tune 12,
197 by Cog esm n esel.
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ments to the Internal Revenue Code and corresponding provisions of State laws
would in due course increase Federal and State revenues, because the end result
Would be to build capital ownership and increased incomes into employees. No
loss of revenue to thb Federal or State governments would be incurred, since such
contributions made to charitable foundations a& already exempt from taxation.
Had such legislation been in effect; a Henry Ford could have put all of the em-
ployees of Ford Motor Compsny, and of its distributors and dealers, in a position
where, over a reasonable lifetime of diligent work, they would have accumulated
substantial capital estates. The tax effect on his own personal estate would-have
been the same as that achieved by turning his estate over to the Ford Foundation,
and with no greater immediate loss. to the government, althou h it would be
reasonable to expect that this arrangement Would significantly rafse the value of
all stock of the Ford Motor Company, including that retained by Ford heirs. The
effect would have been to reconnect the capital of that industrial giAnt to specificpeople--the employees-in order to make them bigger taxpayersjmotivate them,
and to assure them higher incomes before and after retirement. The Ford Motor
Company by that arrangement would be placed in a position to raise the incomes
and economicd security of its employees Without risii it. ,; . -

(5) Modify the Internal Revenue Code to eliinate any Ordnary income or
capital gains tax at the time (normally at retiremefit or upon terminatt,64 bf his
employment) that an employee is distributed the assets i his ESOP Trust
account. The object of building capital ownership nto otl prwlse non-capital-
owning individuals arid families is to make them mA pTOd icive. It makes no
sense, at the very moment that the'rodtiotive assets afe taken into hands of the
participant in the ESOP Trust to undo a significant part of the Xesults Thus
achieved by taxing away and separating him from the ownership of part of his
capital estate. Individuals should be taxed' on income, incltidifig the convei.on
of capital assets into income, but not merely ipon increases in their productive-
ness. It would not be logical to tax individu4qls upon their gradiatioh from'high
school or college or graduate schools merely because the productiveness of their
labor power is thereby raised. Similarly, it seems singularly counterproductive to
deprive them of a portion of their capital estates; carefully accumulated over a
working lifetime, the purpose of which is also to makq the indiViduals more
productive.

(6) Congress should consider legislation establishing a government insurance
agency, which might be known t , the CapitAl Difusion Insurance Corporat~on

(C) C"n). Iti purposes would be tobinsur6 banks, Insurance companies, and other
lenders, who make loan financing te ESOP Trusts, much asthe ed al tifi g
Insurance Agency insures banks which make onsutr leans ong home financing.
Such an insurance company, which might Idi& ly be imitate d by private iniurers,
As the FHA now is woud rilitate andencourage thtuieadinoss of banks another
lenders to make sich loans and it could served along with theu Federal eye
Board, as a regulatory mechanism e for having, the nW ecvnonic poliy intothe
economy. The methods used in establishing the Federal_ Housing Insurdnce
Agency could approximMely be followed it establishing the ODIC.It

(7) Amend the Federal and State banking laws andFe'deral and State ietihe-
ment systems laws 'to give public employees access' to non-recourse credit (as
ESOP Trust does under present law for corporate employ eees) to buy stocks lewly
issued in the course of fwancin* the expansion of the economy by qualified co -
porations. Criteria, already highly developed, -for* identilyn I And selecting
profitable enterprises that could qualify t4) finance their e masi6n n this manner
should be adopted In ord r to "qualify" ',stocks of artic bne e fr that
type of financing. Corporate dividends paid into sues trusts should be deductible
66oM corporate income tax. In exchange for having access to virtually iuilmited
financing for growth (so long as It meets the feasibility tests), corporations should
be required to pay out the "wages of capital" corporatee net earnings) fully
to the owners of the corporation's capital-the stockholders. Not only'does mass
Reduction of humnanly useful goods and services impl- their mass consumption,
ut the double-entry ookkeepiri lo a of a free ma et economy requires that

the wages of capital be paid out fal kte Wvaof lbrt ak uhms
consumption possible with a minimum of enervmaUng consumer debt. Consumer
debt merely diminishes the market power of the consumer by the amount of
interest paid over the life of the loa. in housing, for example, the buyer often
pays the equivalent of two price-itiflAted houses in loan interest in order to buy
one price-inflated house

(8) Legislation should be developed and adopted to enable banks and insurance
companies, and other qualified lenders (which should include savings and loan
associations) to discount loan paper Insured by the Capital Diffusion Insurance
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Corporation with a Federal Reserve Bank, pursuant to regulations to be adopted
by the Federal Reserve System. This would amotiqt, in effect, to a process for
monetizing productive power (represented by capital purchased under an arrange-
ment where It will pay for itself). The ultimate effect of wide-spread ESOP fi.
nancin would be deflationary. This Is so because once the newly formed capital
has paid for itself and the credit advanced has been reversed, the newly formed
capital continues to.throw off goods and services virtually indefinitely, Its pro-
ductive-power being restored and protected by depeito prceures that
set aside, before net profits are computed, sufficient funds for tis purpose.

(9) Legislation should be ado pted to provide an opportunity for careful reflec-
tion upon the New Economic Policy in connection with labor relations contro-
versies, and to relieve the economy and the society from the enormous damage
done by strikes and lock-outs, the coercive tools used today in seeking or resisting
the inflation-forcing demands for more pay in return for the same (or even less)
work input. Such legislation should give the President power, in all Instances
Involving interstate commerce, to suspend the use of strikes and lock-outs for a
reasonable period of time while the parties involved investigate the possibility
that ESOP financing might reconcile their differences in a manner consistent wit
the public interest and their own mutual prosperity. ESOP financing techniques
normally benefit both the corporation by giving it access to lower-cost capital,and the union by building the ownership of productive capital into its members
with unprecedented spee4. The end result is to raise employee incomes without
proportionately raising business costs and without raising the price the public
pays for the company's products, all of which are in the public Interest.

(10) Steps should be taken to formulate a policy within the Anti-Trust Division
of the Department of Justice, and within the Federal Trade Commission,. with
implementing legislation if necessary, to assure that in all divestitures, primary
emphAsis is placed on sale where this is financially feasible, of divested assets to
employees in the subsidarfes or divisions being divested through ESOP financing
techniques. This procedure should include consideration of installment pay-out
arrangements with the seller, partial payment through the issuance of subordi-
r*%ted debentures to the seller, and possibly governmental financing assistance
, ough CDIC insurance or otherwise where adequate financing under prevailing

market conditions is not readily available.
(11) Steps should be taken to establish a policy within the Interstate Commerce

Commission, the Federal Aviation Administration, the Federal Power Commis-
sion, and within other appropriate Federal regulatory agencies to use their powers,
where the best interests of the regulated industries, their employees and the
public can thereby be promoted, to encourage the use of Employee Stock Owner-
ship financing to rapidly build significant capital ownership Into such employees.
It is clear that if employees of transportation and other regulated enterprises
progressively demand more pay in return for diminished work input-as they
must to maintain or improve their standards of living if they have no access to
the ownership of capital-and the regulatory bodies do not automatically permit
these increases to be charged to shippers, passengers, and other users of the
services of such regulated industries, the transportation enterprises or other
regulated industries will sooner or later collapse-as the entire no th-east rail-
road system of the United States is undergoing at the moment. In fact, it is
safe to predict, that the thousands of urban mass transit systems needed by all
of our cities, in addition to efficient inter-urban transit systems cannot and will
not be built (except by governments) until techniques for substituting the grow-
ing ownership of capital for inflationary wage and salary demands are developed.
The same is true in the airline industry as well, and in other public utilities such
as the electrical, gas, and telephone industries.

(12) Consideration should be given to tax and other measures which woild
encourage conglomerates seeking voluntarily to divest themselves of subsidiaries
or divisions or other assets, to use ESOP financing techniques to sell these assets
to employees of the entities which will ultimately operate after divestiture.

(13) Studies should be made of the extent to which Federal leadership, co-
operating with the appropriate regulatory bodies of the states, can encourage
public utilities to finance a major portion of their expansion through a combination
of Employee Stock Ownersip Pl*n financing techniques and techniques that
build ownership into customers of public utilities, in order to raise the power of
the public to pay for the services. In the light of the American dream that every
family and individual hoqe to cquire an dependentt source of income through
the private ownership ofa siificant holding of productive capital, It seems
illogical to grant monopoly franchises to corporations without requiring them to
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finance a major part, If not all, of their expansion in ways which would build
second sources of income into their employees and Into their customers.

(14) In the case of sale by the U.S. Government Atomic Energy Commission
of atomic fuel plants to' private enterprise, and in the case of all such similar
privatisation transactions, studies should be made of the means of selling a major
part of the equity of such enterprises to einployees, and of other means of

broadening the ownership base of the resulting new companies.
(15) In order to relieve theFederal Government. the states, cities, towns, and

other municipal corporations school districts, college districts, universities, and
various quasi-public corporations of multitudinous debt and tax burdens, Federal

- and state legislation should be drafted to encourage the privatization of facilities
now owned and operated by such governmental agencies and quasi-public corpo-
rations, This legislation might be modeled on the Eisenhower Post Office Law,
which was designed to encourage private construction and ownership of post
office buildings thereupon leased to the Federal Government. Rather than to
encourage the highly concentrated private ownership of such facilities, however,
they should be owned by the employees who work for the governmental agencies
and quasi-public corporations Involved. Such employees can be made the em-
ployees of the respective facilities' corporations with arrangements for the
'leasing" of the employees to the governmental agency at cost, and the leasing

of facilities at fair market value. The end result would be the building of private
capital ownership into civil servants and other governmental and quasi-public
corporation employees so as to give them private security and second sources of
income. The staggering costs of present public retirement systems could thereby
be enormously reduced-perhaps even eliminated.

(16) A governmental policy should be adopted for the privatization of all
publicly owned assets where the ownership of such assets can be acquired by
employees of entities operating such assets through the use of ESOP financing.
Each step in such privatization will reduce the public payrolls and at the same
time raise the tax base and the private incomes of the employees involved. The
motivational implications in raising the efficiency of the. economy and the power
of the American workers to buy and enjoy the output of business and industry
should be desireable by-products of such steps.

(17) Legislation should be developed to provide the use of ESOP financing
techniques in connection with the building of new towns. Each new town represents
a vast new collection of capital instruments. If those capital instruments become
owned by the top 5% of wealth holders, following the patterns of the past, the
new towns will quickly reach the state of economic stagnation characteristic of
all old towns and cities today. To bring into existence vast amounts of productive
capital without commensurately raising the power of people affected to engage in
production through the ownership of the newly formed capital, as well as through
their employment, is to Invite the repetition of the crushing problems which we
now face at every level of the economy.

(18) Legislation should be'adopted to require the Federal Power Commission,
which has options under the Federal Power Act to purchase some 270 used hydro-
electric plants at prices which represent a fraction of their current fair market
value, to assure that such plants are purchased by employees and by propertyless
people who are now deprived of an opportunity to be sufficiently economically
productive. It is virtually certain that these assets can be purchased on terms where
they will pay for themselves quickly. Soch a policy WoUld help raise the productive
power of thousands of unproductive and underproductive citizens, disalienatingthem, raising the Government's tax base, and carrying out the spirit of the new
industrial Homestead Act policy above outlined.

(19) Our labor-management relations laws should be modified to facilitate
and encourage organized labor's trading off its present legal right to coercively
abolish the law of supply and, demand with respect to Wages and salaries (a
product of one-factor economics) for fast an4 effective access to the acquisitionof capital ownership and second sources 6f income through ESOP financing.
This would enable workers--and everyone else-to euJoya reversal of Inflation
higher Incomes and greater legitimate leisure and e4onothic security. It would
a$ln enable L.S. industry and agriculture to produce the highest quality and
lowest priced goods and to out-compete anyone anh r- n ater our ex
amnle is imitated abroad. y a

(20) We should eliminate or radically reduce the capital gains tax Imposed
under present Federal and state income 4x laws oit irch individuals who selltheir holdings of equity ptocks to ESOP Thists of corporatns or to tho ESOP
Trusts established for public emuploy;4. Not only do wi have the problem of
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uding the new capital formation of the future away from the excessively produc.
tive rich to the underproduotive and nonproductive non-capital-owning masses
but we facilitate the broadening of the ownership of the enormously concentrated
present holdings in such manner as to respect and protect private property. It
should be remembered that a rich man with "liquidity" can diversify his holdings
under the "Prudent Man Rule" by re-investing in other securities or assets.
The "Prudent Man Rule" is a rule to live by for the rich whose capital estates
have, reached the caretaker stage. But the "Prudent Man Rule" which keeps
the rich man rich, if mistakenly followed by capital-less workers, has the effect
applied wo-Factor Economics that the propertyless many must follow-and

be educated and encouraged to follow.
(21) Finally, the formulation and refinement of legislation pertaining to the

foreign economic policy of the United States should be undertaken. The power
of business and Government of the United States, through the use of ESOP
financing techniques and related means, to show the developing economies how
to make "haves'" (that Is, capital owners) out of the "have-nots, ' without taking
from the present haves, should be the first instrument of our foreign policy. This
is an awesome power, capable of relegating coercion to a secondary role in inter-
national relations. It would be a positive means of making America again a
symbol of good will In the world. There would appear to be no other way for
U.S. corporations to build their stockholder constituencies abroad to the degree
necessary to enable the citizens of the host economies to consume their share of
the goods and services which the multinational corporations wish to produce and
sell In those economies.' 4 In no other way can U.S. managerial talents, merchan-
dising know-how and financial statesmanship be sold year-in and year-out to
friendly nations for the mutual profit of all. And in no other way can U.S. enter-
prise avoid the confiscation of Its assets by the governments of developing econo-
mies (and even developed economies) In order to help solve domestic economic
problems which would automatically have been solved if the proprietary base
had been broadened as those economies underwent industrialization.

STATEMENT BY NORMAN B. TURE, PRESIDENT, NORMAN B. TURE, INC.

SUMMARY

Financial market results this year appear to be seriously at odds with the
vigorous expansion of the economy in 1972 and early 1973. Of particular concern
is the substantial decline in the participation of individual investors. A large
number of factors undoubtedly account for the apparent puzzling performance of
the stock market this year, and no single, simple answer will deal satisfactorily
with the complex questions raised by that performance. Notwithstanding tis
reservation, changes in tax policy can contribute significantly to improving the
efficiency of our financial markets.

The efficiency with which the financial markets perform their basic function
of valuation of business enterprises and of allocating saving is a matter of concern
for the entire economy, not merely those who are active participants in the
market. Impediments to efficient functioning of financial markets prevent the
most efficient allocation and use of the economy's resources and distort the
consumption-saving choices of the private sector.

A serious impediment to market efficiency is the thin participation which has
prevailed for some time past. The market's thinness is principally attributable to
inadequate participation by individual savers-investors.

One of the factors accounting for the reluctance of individuals to invest directly
in corporate equities is the anti-saving thrust of tax policy. A number of the basic
features of taxation in the United States exert a bias against saving. When viewed
against the standard of equal treatment of consumption and saving, the present,
income tax treatment of capital gains and losses turns out to be an Important
element of this anti-saving bias.

Excluding capital gains and losses entirely from the income tax base would
significantly reduce the present disproportionately heavy tax burden on saving and
the barrier to capital asset transactions. A less drastic change would be to extend
"rollover'? treatment, now provided for gains on personal residences, to a larger '

' A Keso and betterr "Upooting World Poverty-A lob dr Buudnea," Bu Hotlsoeu o, WU1964.



list of capital assets-at the least to corporate securities. More modest revisions
include a lifetime exemption of, say, $50,000 to $100,000 of capital gains realized
on corporate securities and other specified types of property or alternatively an
annual exemption of, say, $5,000 of such gains. Significant liberalization of the
capital loss offset provisions are also called for.

Downward graduation of the capital gains tax rate with length of holding
period has been proposed as a means of unlocking the very large amouut of
gans frozen in capital assets which have been held for very Iong periods of time.
This approach would also implicitly make allowance for the inflation component
of much long-term gains in determining tax liability. A more direct approach to
eliminating inflation gains from the tax base would be to provide an explicit
inflation adjustment in determining the amount of taxable gans.

STATEMENT-TAX POLICY, INDIVIDUAL INVESTORS, AND FINANCIAL MARKETS

I. Introduction
The performance of the major U.S. financial markets this year has been a

source of widespread concern and bewilderment. Against the background of
vigorous economic expansion in 1972 and early 1973, as measured by Indicators
of real-as opposed to monetary-aggregates, the principal indicators of financial
market activity appear to have been much more closely in line with a stagnant
economy, if not indeed, one in recession. Aside from a lip in late 1972 and early
1973t the NYSk composite Index shows at best no trend in common stock prices,
and , all probability, a downtrend. The price-earnings ratios of all but a relative
handful of stocks have been astonishingly low throughout the year. Transaction
volume has been so limited as to push many brokerage firms to-or over-the
brink. There are numerous indications, moreover, that institutions have accounted
for a very substantial part of total volume, while individual savers-investors
appear largely to have withdrawn from the stock market,

There is a common and really understandable proclivity to insist on simple
answers to complex questions. In the case of the financial markets, it is tempting
to identify one or a few factors as the source of its puzzling behavior. The true
explanation, however, is probably as complex as that for any current economic
phenomenon. I hasten, therefore, to disabuse this Subcommittee of any idea that
my discussion and recommendations ae submitted as exhausting either the causes
of the financial markets' present conditions or recommendations for dealing with
'hese factors.

The current concern about the financial markets should stem from recognition
of the fundamental role those markets play in the U.S. economy. However re-
condite or esoteric the operations of the stock market to the man in the street-
Main, not Wall-or even to the economist, it is obvious that no advanced and
diversified economy depending largely on private enterprises for the conduct of
business in free markets could function efficiently without a well developed capital
market. When evidence that the capital market is not doing its job effectively
begins to accumulate, the bcoasion for concern far transcends the effects on the
immediate capital market participants; it extends to the entire economy public
and private sectors alike. Surely we do not need a repetition of the great market
crash of 1929 to have its lessons well in mind.
II. Functions of Financial Markets

Before proceeding perhaps it would be advisable to go over some familiar
ground concerning tMe functions of financial markets in order to be clear about
the context of the discussion to follow.

First of all, financial markets provide valuations. When these markets operate
efficiently, they provide objective and Impersonal Information about the cap-
italized values of the expected earnings of a huge number of business entities.
This information is a summary of consensus of the varying assessments by the
market participants of what future earnings are likely to be, what risks are as-
sociated with those future earnings, what costs will be incurred to realize them,
and finally, how much those, future earnings are worth today. Moreover, the in-
formation about any one company and its valuation takes into account the
corresponding information and valuation of all others. For any one company,
therefore, an efficiently operating financial market's valuation reflects its worth
relative to that of all other companies.

For companies that are guided in their activities by the objective of maximizing
their profits and the net worth of their shareholders, the valuations provided by
financial markets are essential. They are assessments by the market participants
of how well such companies have performed and of how well they are expected to
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perform in the future. Change in those valuations are cues to management with
respect to virtually every aspect of their conduct of business. And they are im-
portant inputs in the determination of the cost to the company of using capital
services hence of company investment decisions, even if capital outlays are
largely Internally financed.

A corollary function of financial markets is to facilitate the efficient allocation
of saving. In brief, the condition for efficient allocation of saving is that at the
margin the present value of the future income contributed by every dollar of
saving is the same (when adjustment for differences in risk are taken into account).
In an efficiently operating financial market information about company per-
forinance and prospects is quickly translated Into valuation of the equity interest
in companies, and changes in these relative valuations are cues to sairers-investors
as to changes in the composition of their investments which they can make in
order to maximize the future income they can realize from their saving.

Moreover the -aggregate of; all such, market information Provides savers-
investors with the essential information about the relative cost of saving-how
much current income otherwise available for consumption is required to buy .A
given amount of future income. Clearly, this information is a basic determinant of
the all cation of income as between coo~umption' and saving.

It is evident, I trust, that these functions of financial markets are not
peripheral but are basic to the efficient operation and progress of a free-market
economy. Impediments to effective performance by financial markets, therefore,
also prevent the most efficient allocation and use of thq economy's resources,
which means that the economy a a whole is deprived of Valuable output
which it otherwise would enjoy. By the same token the amount of saving and
investment which the economy as a whole undertakes is likely to be less than
it would be if financial markets were free of Seri6us impediftients; the conse-
quence is slower growth of production capability and qrtput, to the cost of all
of us. I I

Efficient financial markets, therefore, are an important concern for all of us
not only those who are active participahts at any time. If those markets cannot
do their job properly, the working American is likely to fInd himself working
with fewer, older, less efficient tools than otherwise, His productivity, heice
his real earnings, will be less than otherwise. And he is more likely to be exposed
to job displacement by foreign competition. Finally, those markets will afford
him less assistance in putting his savings to their most productive use in his
efforts to save for retirement or the proverbial "rainy day."

This Subcommittee, I am sure, has heard and will continue to receive a
substantial amount of testimony pertalhifig to deficiencies in our financial
markets and to the factors responsible for them. Rather than attempt to go
over that ground again, I should like to focus on one aspect, the inadequacy
of individual investor participation, and to offer some suggestions to increase
that participation. One of the basic conditions for efficient operation of any
market is that Its structure i highly competitive. In turn, satisfying this
condition in the general case requires a sufficient number of buyers and sellers
so that the actions of no one can significantly affect the prices) of the product(s)
traded in that market. While economic theory affords no basic for determination
of the min!mum number of buyers and sellers required for effective competition,
It does not support the generalization that reducing the number of market partic-
ipants tends to increase the obstacles to competition. When the number of
buyers and sellers is very large, of course, even a substantial variation in that
number is likely to have little Impact on the effectiveness of competition. But
as the number of participants decreases, their Influence on market outcomes
Increases, and market results tend to become more dispersed, less of a measure
of consensus of participants, less meaningful as measures of relative values, and
therefore less effective in allocating resources. Thinning out market participation,
accordingly, is likely to result in a loss of efficiency by the market in the
performance of its functions.

It is, of course, no news to the members of this Subcommittee that thin partici-
pation has been the rule rather than the exception in the operations of the U.S.
financial markets for some time past. Volume of transactions is, to be sure, only
a proxy for the number of buyers and sellers, but in the case of th securitle6
markets there is other evidence to support the inference that the downtrend in
volume during the past 18 months has been associated with a downtrend in the
number of buyers and sellers. In the month of August this year, average daily
volume on the New York Stock Exchange was only 11.8 million lower by far
than any other month in 1972 and 1973. The average daily volume through August
of this year has been about 14.9 million shares, compared with 16.5 million for
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the whole of 1972. And except for January and July, the average daily volume
each month this year has been lower than in the corresponding months of 1972.

These volume data, while not themselves establishing a reduction in invididual
investors' participation in the market are nevertheless highly indicative. They
strongly suggest that the 800,000 decline in the number of shareholders in the
United States recently reported by the N.Y.S.E. has continued through 1973.
Continuation of this decline will inevitably be associated with reduction in the
number of buyers. and sellers and with Increased concentration of volume in the
very large Institutional market participants for the efficiency of the market hasalready been noted. .. ,. ..

C What accounts for the inadequate participation of individual savers-investor?
Obviously a great many factors, which have been explored before this Subcom-
mittee in its earlier hearings, contribute to the reluctance of individuals to hold
directly eq"utyluterests in U.& corporations and to manage these interests
actively. In my judgment, the thrust of tax policy in the United States is one of
these factors.
111 Taxation and Individual Saving and Investment

Generally overlooked In the periodic 'furor over tax reform is that taxation in
the United States, particularly at the Federal level, is heavily biased against
private saving. The demonstration of this bias on analytical grounds has been
made by numerous economists at one time or another, and I shall not burden
the Subcommittee at this time with an elaborate exposition of this analysis. If I
may however I should like to " the Subcommittee's attention to my testimony
on February 9 of this year, to the Committee on Ways and Means in the House
of Representatives. This testimony was addressed explicitly and at length to
various basic elements of the Federal tax system and their dis roprtionately
heavy weight on asking as compared with consumption. May I also take the
liberty of referring the Subcommittee to the publication by the NAM early this
year of my study of Tax Policy Capital Foriaion, and Productivity, in which I
have attempted to demonstrate not only the existing tax biao against saving and
capital formation but also the .adverse consequences of that bias for the rate of
advance of labor's productivity and real earnings.

On this occasion, I'd like to concentrate on the Federal tax treatment of capital
gains and losses. As this Subcommittee is well aware, the differential between the
taxes imposed on capital gains and on ordinary income is one of the principal
targets of the standard list of tax reform proposals. This differential is alleged
to be one of the principal "loopholes,' primarily availed of by upper-inome in-
dividuals. In principle, It is argued capital gains are in no significant way different
from ordinary income, and, It is claimed, they should be similarly taxed. And so
on.

In fact, however when the present tax treatment of capital gains is viewed
against the standarA of equal treatment of consumption and saving uses of Income,'
it turns out not to be a "loophole" but an additional tax burden on saving-a
negative loophole. Perhaps an extended example will help to make this clear.

Suppose for the moment a tax-free economy. Individuals In that society con-
tinuously make choices between the use of their current income for consumption
or for buying additional income In the future, I.e., saving. The amount of future
income which any given amount of saving buys depends on the contribution at
the margin of the additional capital in which the savings are invested. The cost
of any given amount of future income is the amount of current consumption
wflch must be foregone by the saving needed to acquire It. Many considerations,
of course, enter Into Indiiiduals' consumption-saving decisions but given these
considerations, those decisions depend on the relative: cosi of saving and
consumption.

As an example, suppose that in the tax-free economy a person might be able
to buy some given quantity of consumption goods for $1,000 or he might use
the same $1 000 instead to buy common stock in a company earning, say, $120
per share when the market rate of interest is 12 percent. Now suppose an Income
tx islevied; for ,ase of illustration, suppose the tax rate is 50 percent. With the
tax, the cost of the same amount of consumption goods goes up 100 percent in
the sense tat it no,* takes $2,000 of pretax income to buy the same $1,000 of
consumption goods, But the cost, of saving o up much mtore. To have $120
per year of addif4onal income, one has to receive $240 of pre , income. But with
no change in the market rate of interest, one must now bu $2000 worth of the
stock to get $240 per year.' And to have $2,000 with which to buy the stock,

As4.umla no hom tot Is opwstdi biad on t06 ocrpcai oum .W
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$4,000 of pretax income is needed. The 50 percent Income tar. thus, has doubled
the cost of consumption, but It bam quarupled the cost o; saving. Thus the
tax has doubled the cost of saving relative to the cost of consumption.

The effect of the tax on the total volume of private saving depends on how
responsive people are in their consumption-saving choices to changes in the
relative cost of saving. Some economists assume that this response is zero, that
personal saving decisions are unaffected by changes in the real rate of return
on their saving. I find this assumption untenable on analytical grounds and un-
verified by actual experience. Rather it seems to me. an increase In the real

~stof Ang rltive to the cost of consumption will reduce the proportion
- of income used for saving.

To return to our example. Suppose the corporation whose stock the Individual
purchasers uses the proceeds of the stock sale to buy a $1,000 machine. Suppose,
to simplify the example, the machine is expected to last forever. To warrant the
investment of $1,000 in the machine it there were no tax the machine would have
to add $120 per year to the company's net revenues. Nt If an income tax, ap-
plicable to both the corporation and the individual at a marginal tax rate of, say,

0peroent, were imposed, the machine would no longer earn $120 per year, after
taxes. The corporation income tax itself would reduce the after-tax earnings to
$80.00 per year. And If the corporation were to distribute the after-tax cash flow
to the shareholder, he would net only $30.00 per year on his $1000 saving.

If before the tax was imposed he required $120 per year to Induce him to give
up $1,000 of current consumption, he will hardly be likely to settle for $V(00.
Clearly, he will reduce his saving-investing. So will others like him.

Collaterally, the corporation is hardl likely to invest $1,000 in a machine that
returns only $60.00 per year after tax. With no change In the market rate of dis-
count of future earnings, $60.00 per year is worth $500, not $1,000. Ifthe com-
Pany's objective is to maximize Its profits and the net worth of its shareholders,
the after-tax earnings of the machine will have to Increase to $120 per year;
pretax earnings, then, will have to go up to $240 per year to justify the invest-
ment, if earnings are retained. And if earning are distributed to the shareholders,
pretax earnings would have to increase still further-to about $480 per year.

Obviously, a great many capital outlays which would contribute enough to the
corporation s net revenues to warrant their under king in the absence of the
tax become unprofitable and are foregone when the tax is imposed. The reduction
in saving and capital formation resulting from the tax will continue until the stock
of capital falls relative to the amount of labor services used in production suf-
ficiently to generate the required pretax and after-tax earnings.

To complete the example, suppose that after the adjustments in saving and in-
vestment are completed, the corporation retains its after-tax earnings and buys
another machine which will also add $240 per year to pretax earnings hence $120
per year to the company's after-tax earnings. The market value of the shareholders'
stock inthe company will go up from $1,000 to $2,000. This increase in value, of
course, is exactly equal to the present or discounted value of the additional $120
per year of after-tax earnings counted at 12 percent as before.

Recall that every dollar of the corporation's earnings on the original machinq
out of which the $1,000 to buy the new machine was accumulated was taxed as
it was earned. And every dollar of the earnings of the new machine will also be
taxed as it is earned.

If the shareholder decides to sell his share of stock in the corporation he will
realize a capital gain of $10,000. Under the present tax treatment of capital lns
he'd pay an additional tax of $250 on this realized capital gain. This additonal
tax is properly viewed as a surcharge on the tax already paid on the prior years'
earnings on his initial investment or equivalently as a surcharge on the tax that
will be paid over the succeeding years on the new machine's earnings. In either
case, the same future earnings stream will be taxed twice, once at the 50 percent
rate as the earnings are realized each year, and again at 25 percent (in our example)
on the capitalized value of that future stream of earnings.

The present tax treatment of capital gains, therefore, when evaluated against
the standard of equal proportionate taxation of consumption and saving uses of
income, emerges not as- a loophole but as an additional, heavy burden on saving.
Coming as It does on top of the disproportionately heavy individual and corporate
Income tax load on saving, the taxation of capital gains significantly Increases
the relative cost of saving.

But this is not the sole effect of capital gains taxation. The tax is imposed on
gains not as they accrue but only when they are realized by sale or exchange of the
assets. The occasion for the tax, then, is not merely the Increase in value but the
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transfer of the asset as well. Taxing capital gains not only increases the relative
cost of saving but also Increases the cost of changing the composition of the assets
one owns. The interaction of these two effects of capital gains taxation Is to in-
crease the difference between the expected returns on alternative investments
required to make a shift in asset holdings worthwhile.

Unless it could be established that people are utterly unresponsive to changes
In transaction costs, taxing capital gains must reduce the frequency of transfers
and impede prompt changes in the composition of assets in response to changes
in their relative values. In turn, this clearly impedes the efficient functioning bf
the financial markets in, providing valuations of alternative uses of saving and In
allocating saving optimumly.

The present tax treatment of capital losses further burdens private saving and
impedes prompt change in the composition of asset holdings. Under present law,
capital losses are offset against capital gains and up to $1,000 of ordinary income.
Any losses not so offset may be carried forward for an unlimited numbefof years,
butin the case of individuals, no carryback to earlier taxable years is allowed.
Since capital gains are fully subject to the additional tax in the year they ate tfea.
ized, the tax cushion against loses may very well be less than the additional tax
burden on gains.' The risk of investment is increased. In addition, where loses
have accrued on an investment, the limitation on their deductibility tend to
deter liquidation of that investment and its replacement by other assetN. LosI
treatment, therefore, accentuates the bias against saving and shifts in asset hold-
ings imposed by the taxation of capital gains.

The weight of these tax impediments to efficient performance by the financial
markets is difficult to measure in precise quantitative terms, but there can be
little doubt that they are significant. There are a number of studies which show
that the average length of time stocks are held is astonishingly long. And unless
one attributes these very lortg holding periods to irrationality on the part of
savers-investors, the tax treatment of gains and losses must be held largely ac-
countable for the immobilization of huge amounts of past saving. It must, there-
fore, be viewed as a serious impediment to financial market efficiency

This is not to say that taxation alone accounts for the declining role of individual
investors in our security markets or even that those tax considerations are pri-
marily responsible for the security market conditions now causing so much
concern. Nor do I mean to suggest that changes in the tax law to ease the existing
burden on saving and on transactions will, of themselves, reverse the trends in
the securities markets with which this Subcommittee is concerned. But surely
appropriate changes in the tax law will make an important contribution to a
higher rate of private saving, to greater participation by individuals in the fi-
nancial markets, and to more efficient functioning of those markets.
IV. Tax Changes To Encourage Individual Investment

Any discussion aimed at changes in the tax treatment of capital gains and
losses in the interests of mitigating the existing tax bias against saving and ready
transferability of assets faces a huge barrier of conventional wisdom arguing for
even heavier tax burdens on capital gains. That argument is oriented primarily
to so-called equity considerations. It is predicated on a concept of income deemed
to be needed if the principal purpose of taxation is to equalize economic status,
without regard to the impact of implementing that income concept on the neu-
trality of taxation with respect to the consumption-saving choice. That income
concept insists that capital gains are in no wise different from any other kind
of "income" -for purposes of measuring economic status of various individuals,
and that taxing capital gains less heavily than other income defeats the purpose
of progressive taxation. The conventional wisdom is clearly based on highly
circular reasoning. But it has so broadly permeated the policy forum that any
proposal to alter the tax treatment of capital gains and losses in the interests
of .neutrality-equal treatment of saving and consumption-is more often than
not received as special pleading for "fat cats."

As an economist, I profess no expertness regarding tax equity. Both the historical
record and abstract analysis strongly suggest to me that government tax and
expenditure policies and programs are ineffective in redistributing income and are
likely to be counterproductive. The interests of all active participants in the
economy-that is, the overwhelming majority of us--rather Res in a tax system
that a little as possible interferes with our private choices as to how we obtain
and use our income and wealth. Such a tax system should as little as possible
change the relative costs of the alternatives we face in the market place. And given
the enormous requirements for additional capital we face in the coming years

In such cus the mean value of the probability distribution of the aftertax outcomes of any given in
vestment Is reduced. The investment, then, Is not only lese productive but also riskier.



93

if we are to maintain-let alone advance-our productivity and living standards,
top priority in tax policy should be given to reducing the existing heavy tax bias
against saving.

The tax propals presented following are oriented toward reducing this tat,
bias. In my judgment, they are also likely to make the tax laws fairer. But that
judgment, just as the contrary judgments of others, should be taken as expressions
of preference not as scientifically derived truth.

It follows rom my earlier argument that one important revision to reduce the
existing income tax bias against saving and capital asset transactions would be to
eliminate capital gains and losses entirely from the tax base. In the context of the
history of the U.S. income tax, of course, this would be a drastic change. But ths
Subcommittee surely is aware that the income tax laws of few other advanced
industrial nations apply to Capital gains.

A less drastic approach would be to extend the present "rollover" treatment of
gains on personal residences to a larger list of capital assets-at the least to gains
on corporate securities. Under this treatment, the tax on capital gains would be
deferred so long as the proceeds from the sale of eligible assets were fully re-
invested. The basis of the property acquired upon reinvestment would be pro-
portionately adjusted downward by the amount of the tax-deferred gains.

This proposal would in effect tell the saver-investor that he could maintain the
value of his eligible asset holdings as long as he fully reinvests the proceeds from
the sale of any of these assets. This rollover treatment, therefore, would exert
a powerful incentive for remaining an active investor without penalty for engaging
in capital asset transactions. .

Both of these proposals, of course, encounter the objection that they would
primarily benefit the affluent. As indicated, I am highly skeptical about the
relevance and validity of this objection. To the extent that such measures increase
saving and business investment, their principal effect is to increase the amount
of capital with which labor services are used, hence to increase the rate of advance
of labor's productivity and real wages. In evaluating proposals for tax changes,
it is important to look beyond their initial impact on the distribution of tax liabil-
ities to their ultimate effects. Failure to do so is largely responsible for the existing
tax bias against saving and for resistance to tax changes to reduce that bias.

But insofar as egalitarian preferences restrict the opportunities for constructive
tax changed, there are a number of less drastic revisions in the tax treatment of
capital gains and losses which would provide significant abatements of the existing
anti-eaving tax bias and encouragement for individual ownership of equity in-terests in American business. One of these revisions would be to allow everyone
a lifetime exemption of up to, say, $50,000 or $100,000 of capital gains realized on
corporate securities and perhaps other specified types of property. A variation
of this approach would be to exempt up to some specific amount of capital gains
per year, say $5,000, realized on corporate securities. The tax abatement in this
general approach would obviously be far more significant to persons of modest
incomes than-to those with very large portfolios. -

A companion change would be to Increase substantially the amount of capital
losses which might be offset against ordinary income. The limit under present
law is $1,000. This .might be increased to, say, $10,000 or $20 000. Indeed, full
offset of losses against ordinary income would be highly desirable and effective.
And a three- or four-year carryback of losses should be added to the present
carry forward provisions for losses which cannot be offset in the current taxable

Ig year.
A proposal currently receiving a great deal of attention would provide for a

downward graduation of the capital gains tax rate the longer the capital assets
had been held. For example, the rate applicable to gains on property held for 5
yearS or less might be 25 percent, that on property held as long as 10 years might
be 20 percent, and so on, with a bottom rate of 10 percent on property held for
20 years or longer. As noted earlier there is a large amount of gains locked up in
capital assets which have been held for very long periods of time. The downward
graduation of rates with length of holdfi period would certainly result in a flood
of realizations of long-held appreciated capital assets.

To the exent that accrued gains on long-held assets reflect primarily inflation,
the graduated step-down proposal would afford at least partial recognition of
this fact in determining tax liability. A more direct wdy of dealing with this
serious difficulty would be to provide an explicit inflation adjustment in deter-
mining the amount of taxable gain.

Both of these proposals would be effective in freeing up assets which would be
realized but for their illusory appreciation. Both would somewhat reduce the

OF 22-727-7-7 -7
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additional tax burden on saving. Neither however, deals head-on with the fund
mentM bias against saving In the present income tax and capital gain provisions.
While these proposals deserve serious consideration, I hope that they would be
regarded aS merely very modest first steps toward the more basic revisions sug-
gietw erlier.
Y. conclusion

In my introductory remarks I alluded to the proclivity to look for simple
aowers to complex questions. Mindful of that caution, I do not offer the above
suggestiops for tax revisions as a panacea. Many factors other than taxes impact
on the functioning of the financial markets and influence market results. But
these tax changes, should make a significant contribution to mitigating existing
impediments to efficient operation of these markets. Hopefully, these proposals
at the least will pur a more innovative search for constructive tax reform' than
Is usually found IA the standard reform program.

8ATSMU NT ay Ricu.Ap A. MusoaAva, H. H. BURBANK PRorssoR O POLITICAL
EcoNomy, HvaVARP UNiv~wsTy

The concern of this subcommittee, as I take it from the material given to me
by the staff is (1) that the stock market has been dominated increasingly by
large investors, to the detriment of the individual investor; and (2) that this
has resulted in a "'two tier" market in which small and growing firms cannot
obtain capital at reasonable cost. Moreover this has lead (3) to such companies
being scooped up by foreign investors at bargain prices. Specifically the problem
before this panel is the extent to which this situation was caused by or can be
remedied through tax policy, in particular the treatment of capital gains.

Since I am not an expert on the stock market and since the long run concern
of the Senate Finance Committee is with the development of an equitable tax
structure, I will address myself primarily to this tax issue. However, a brief look
at the broader problem is needed to set the stage. As I see it the growing role
of institutional investors is a largely inevitable development, reflecting as it
does the desire of individual savers to delegate their investment management
to such institutions. At the same time this development has been encouraged
by tax advantages and can be retarded somewhat by their removal. The resulting
diversion of funds towards established companies with increasing cost of financing
for smaller firms on the other hand is not an inevitable development. At the same
time it is not one the remedy of which calls for regulatory rather than tax policy
measures. A further widening of the capital gains preference in particular is not
the proper remedy- and the two-tier Issue now before you should not be per-
mitted to divert the Finance Committee from the goals of tax reform, goals
which I believe call for a tightening rather than a relaxation In the tax treatment
of capital gains.

A, TE CASE AGAINST CAPITAL GAIxNS PREFERENCE

Let me'therefore begin with a brief statement why the current capital gains
preference should be curtailed and why most students of taxation are agreed that
an equitable income tax calls for the taxation of capital gains as ordinary income.
In principle, at least, such taxation should apply whether capital gains are realized
or not. Let me briefly explain why this is the case.
Underiyino princil

1. Under the income tax a person's ability to pa should be measured in terms
of the accretion to his economic capacity which he has experienced during the
tax year. This addition broadly defined, equals the increase in his net worth plus
his consumption over the period. Or, what in the same, it equals his consumption
plus saving. Two people, who have had the same addition of say $20 000 have
the same economic capacity; and this Is the case independent of how the income
was derived or the uses to which it wasput.

2. As to sources, the tax treatment of income--as a measure of broad based
taxable capacity--should, not differentiate between wage or capital income, nor
should it distinguish between different types of capital income. Thus, dividend
income should be treated in the same way as interest income, and capital gains
should be treated in the same way as these two. A dollar is a dollar and in all
ces there results the same addition to the taxpayer's economic capacity. More-
over, it should make no difference whether capital gains are realized or not. If
my net worth has increased by $1,000 1 have become wealthier by $1,000. Whether



I choose to sell and reinvest, or to retain the particular asset Is merely a matter
of decidinghow to use the gain or to arrangemy investment#.

3. Turning to uses, the Income tax should be indifferent as to whether a person
decides to consume or to save, to, swap investments or to maintain his portfolio
unchanged. How the taxpayer uses his economic capacity is his business. The
tax is to be based on his gain in capacity tlhat is all.

4. All -this is quite straightforward. come measured as accretion therefore
calls for the inclusioni of capital gains in the tax base. At the same time I do not
deny that a case can be made for other forms of taxation. In particular, a tax
might be based on a person's consumption rather than his income. That is to say
saving may be excluded from the tax base and having'done so, a personal and
progressive rate tax (similar in form to the income tax) might be imposed on
consumption expenditures only. There are some difficulty with implementing this
but it can be done.

In my view, income is preferable to consumption as a measure of taxable ca-
pacity, since it provides a more comprehensive measure, but the consumption
base is not nonsensical. However, an argument for a consumption tax (an "expendi-
ture tax") as against an income tax is not an argument for the exclusion of capital
gains (or their preferential treatment) under the income tax. If the tax is to be on
consumption, than all income which is not spent but saved should be excluded
from the tax base, and not only capital gains. Under neither tax are there valid
arguments, from the point of view of tax equity, to accord special treatment to
capital gains.

6. There has been a literature over the years in which it is argued that a con-
sumption tax is preferable to an income tax because the latter "double taxes"
capital income. After the confusion which surrounds this argument is cleared
away,' one is left with the conclusion that the income tax may be said to interfere
with the choice between present and future consumption whereas the vnsumption
tax does not, and that this interference may impose an "excess burden" which is
avoided under the latter. There are serious qualifications to this argument and
its quantitative importance is questionable. But even if such a point can be made,
it does not follow that the consumption tax is preferable on balance. If the income
base is preferred to consumption on equity grounds an income tax mV. neverthe-
less be considered superior. After all, the only tax which does not disturb economic
decisions is a head tax but few people would argue that this tax, being totally
unacceptable on equity grounds, should be preferred to all others.
Practical importance

The capital gains problem is not a minor aspect of tax reform but of fundamental
and strategic importance. Such is the case for two reasons:

1. Failure to tax capital gains as ordinary income has been the domniiaut
source of tax avoidance-by high income groups. Capital gains as a percent AGI
rise from less than 1 percent for returns below $30,000 to 21 percent for returns
above $100,000 and to over 40 percent for returns above $500,000. Counting
capital gains fully these shares are 2, 35 and 60 percent respectively. No wonder
that for returns above $100,000 tax savings from capital gains account for about
halt of all savings from tax -reference 2 The treatment of capital gains thus
accounts In large part for the tact that the effective tax rate (ratio of tax liability
to AGI) hary rises above 80 percent at the upper end of the sale. While one
may debate how high bracket rates should rise, a zero rate on unrealized gains
anda 36.5 percent rate on realized gains are hardly adequate upper limits: and
even if they were, there s no excuse for Applying them to taxpayers with capital
gains but not to those Who receive them frokn other sources and must pay rates
of up to 50 or 70 percent. Effective taxation of capital gains Is essential to making
progressive taxation stick and to do so in an equitable fashion.

2. Failure to tax capital gains as ordinary income is an all pervasive source of
trouble in the Internal Revenue Code. Many or most of the tax shelter problems
(at least the domestic ones) are linked to the capital gains and accelerated de-
preciation issue or. most typically to the two in combination. The only satisfactory
solution to these difculties I believe is through reform of capital gains treatment.
Other remedies such as limiting depreciation to the taxayers' equity In the asset
' One of these confusions relates to terminology. For purposes of ecomio theory economists havs

donfned income as the present value, of a future consumption stream which to the nontechnical reader
suets that there is no income without consumption. This, of course, is a non-sequltor. Using this termi-
nology, w need merely say that capital gains give rise to a potential increase In present and futre oonsump-
tion and this is all that matters for our purposes. The fat that such potential increase exists means that
there Is a gain in economic capct.Thsi however, Is a Aine point In economic semantics with which I

hoethis committee will not be bothrd98e . A. Peehman and B. A. Okner, "Individual Tax Erosion by Income Class," In economics of
Federal Subsidy Programs, olt Noonomlc Oommittee, U.S. congress, 1972

I
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or interest deduction to interest received are questionable in principle and only
makeshift improvements. Combined with the minimum tax approach they lead
us away from facing up to the need for redefining taxable income in equitable
form.

3. The importance of the capital gains problem cannot be belittled by the fact
that the revenue significance of moving towards full taxation is limited. About
$15 billion obtainable from full taxation of gains (taxation at ordinary rates of
realized gains and of accrued gains at death or gift) may not be much, given a total
take of $250 billion, although it is not chicken feed. But revenue is not the entire
story. Failure to tax capital gains equitably means failure to tax high incomes
equitably; and this in turn makes it impossible or exceedingly difficult to collect
the remaining $230 or $240 billion in an equitable fashion.
Problems of implemnntaion

Acceptance of the principle that capital gains should be taxed as ordinary income
does not relieve one of facing the practical difficulties of so doing. Here as in other
aspects of life, an ideal solution is not possible but a good deal can be done to
improve matters.

1. Obviously, full taxation of realized gains without taxation of unrealized
gains at death or gift would exert too heavy a lock-in affect. Obviously also taxa-
tion of all current but unrealized gains on an annual accrual basis would be un-
manageable. The solution, as has been pointed out many times, lies in taxation of
accrued gains at death or gift combined with periodic taxation (say every five
years) of accrued gains on readily negotiable assets such as traded shares. Losses,
in turn would have to be recognized and treated on a symmetrical basis, and ade-
quate provision for averaging would have to be made. All this involves difficulties
but they can be overcome; Indeed the new problems which arise may be small
compared to those encountered in dealing with capital gains based tax-shelters
on a piecemeal basis.

2. The frequently raised objection that taxation of gains not realized by sale
Is unfair because the taxpayer has no cash with which to pay his tax poses a valid
concern only where family farms or enterprises are involved. In these relatively
small number of cases, special solutions may have to be found, just as such dif-
ficulties must be dealt with under the estate tax. For the bulk of the cases, I see
no problem. If the taxpayer owes a tax debt, let him sell part of his assets to meet
his obligations. This is only fair, provided that he is given sufficient time (at
interest) to avoid losses through forced sale.

3. What is needed in capital gains tax reform is to face up to the problem of
Including unrealized gains in the base. Little is to be gained by tinkering with
minor measures and some such proposals will make matters worse rather than
better. Discarding the special 25 percent rate would be helpful as a tidying up
operation but it would not make a great deal of difference. Inclusion of gains in
the minimum tax helped a little. Lengthening the holding period for short gains
or returning to the step-down rate structure of the thirties, however, would set
us on a wrong course. There is little economic basis to the notion that short term
speculation is wicked while long term holding of Investment is virtuous. Indeed,
prefential treatment of long holdings adds to the inequities which result from
deferral of taxation of such gains, a matter which I shall consider presently.

The crux of the problem, I repeat, is not in reforming the treatment of gains
realized by sale, but in first tackling the taxation of gains not thus realized. A
proposal for taxation at death and gift was made by President Kennedy in 1963
and repeated In the Treasury's tax reform proposals submitted to this committee
in 1969. Moreover, legislation along this line has recently been adopted in Canada.
Bringing capital gains Into the tax base Is possible and there can be no honest to
goodness tax reform without doing so.
Tax deferral and inflationary gains

In concluding this part of my discussion I shall note two further aspects of the
problem, i.e. (1) the role of tax deferral and (2) that of inflation.

1. Capital gains are taxed when realized rather than when they accrue. This
would be the case even if taxation at death or gift was applied. The taxpayer
who receives income in the form of capital gains thus enjoys a benefit of tax post-
ponement, whereas others who receive their income as wages or dividends must
pay at once. Receiving a tax pstponement is valuable to the taxpayer since it is
equivalent to receiving an interest free loan. Or putting it differently, postpone-
ment reduces the present value of the tax. A tax of $100 payable in 10 years
discounted at a rate of 8 percent is similar to a present tax of $46 only, so thai
the taxpayer is given a tax benefit of 54 percent. This suggests that to treat capital
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gains wholly similar to other Income, an interest charge would be needed. In any
case, reducing the rate of tax with the length of the holding period works precisely
in the wrong direction, as it adds to the benefits which long holdings already
have obtained from tax postponement.

2. Income as a measure of taxable capacity should be viewed in real rather
than in nominal terms. Capital gains which merely reflect a rise In prices do not
constitute a real gain In net worth and should not be taxed. An equitable treat-
ment of capital gains calls for an inflationary adjustment. Since such an adjust-
ment is not made, it has been suggested that the present preferential treatment
may be viewed as a substitute therefore.

Regarding realized gains, the rise in share prices over the years has tended to
be in excess of consumer prices, suggesting an inclusion ratio of 67 percent for
assets held over the period from 1947 to 1972 and a 49 percent for assets held
from 1960 to 1972. More recently, of course, the picture has been reversed with
share prices falling together with a rise in the general price level. It must be noted
however that unrealized gains are not taxed at all; and since such gains are a
multiple of realized gains, the conclusion remains that capital gains are under-
taxed under present law.

This conclusion is reinforced if deferral gians are allowed for. Moreover, there
is the further question whether allowance for inflation in the taxation of capital
gains would be appropriate unless similar allowance is made for real losses suffered
by creditors and real gains made by debtors.

B. ECONOMIC EFFECTS

I now turn to the effect of fuller taxation of capital gains on the health of the
economy.
Effects on Progreesivity

Preferential treatment of capital gains being a powerful factor in reducing the
effectiveness of progressive taxation, fuller taxation could greatly increase progres-
sivity over the higher income ranges. This conclusion follows, but only on the
premise that there would'be no offsetting reduction in bracket rates. Inclusion of
gains combined with a reduction in rates to a maximum of 50 percent (as now
applies to earned income) would cushion the Increase in progressivity, while
leaving us with a substantial gain in "horizontal equity," i.e. a substantially
more equal treatment of people with equal taxable capacity or income.
Tax Burden on Capital

The argument may be made that capital income is taxed more heavily than
wtlge-income since it is not only subject to the personal income tax but also to
.the corporation profits tax and to property taxes. This being the case, is not the
preferential treatment of capital gains a justified offset to this discrimination?

response is that preferential treatment of capital gains is not the appropriate
remedy. If the-tax burden on capital income is to be reduced, the proper remedy
is to treat all capital income alike, and not to limit the relief to capital gains.
This would combine full taxation of gains with integration of corporate source
income into the individual income tax, without there being an additional corpora-
tion tax. Such an approach would improve horizontal equity as well as close the
loophole which the preferential treatment of capital gains now provides for high
bracket taxpayers.
Effects on economic growth

In considering the effects of fuller capital gains taxation on the level of invest-
ment and economic growth, a distinction must be drawn once more between the
overall level of capital taxation and how it is imposed. Fuller taxation of capital
gains would shift a larger part of the burden to this form of capital income; but
unless the overall level was increased in the process, the burden on other forms
of capital income would be reduced. On balance, I see no presumption that the
effect would be harmful to growth. Preferential treatment of capital gains as a
whole is not an efficient way of giving tax incentives to investment. At the same
time, it is a highly inequitable way. Tax policy aimed at furthering growth must
be designed to accomplish this objective with the least damage to tax equity and
from that point of view the capital gains preference is a very poor approach.
Bvei, rin-financial markets

In concluding, I return to the bearing of tax policy on financial markets and
the particular concern of your Committee with the growing role of institutional
investors.
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This growth, of course, is no recent phenomenon, but a continuation of a
loing-term trend, extending back 'to the beginning of the century. As capital
markets broaden and becokne more complex, individual investors naturally wish
to delegate their investment decisions to experts who are in a better position to
make intelligent choices. This is merely a sensible division of labor. Moreover,
this development reflects the changing structure of saving. As income rises, people
are enabled to retire sooner, and this requires savings to be placed into forms
which serve the retirement purpose, i.e., savings institutions of various kinds. For
this and other reasons, the growth of institutional investment management is a
natural development, and I see no need for deploring it. Indeed, one would expect
the needs of both savers and the capital market (though not perhaps the brokerage
business) to be served better in the process.

At the same time, the case- for, institutional investment does not call for ex-
cessive and growing concentration in this business. Indeed, the evils of excessive
concentration in this industry may well be more pernicious and the potential
gains in productivity less than In other industries. The specter of Japanese-type
financial concentration is Indeed a frightening one. At the same time, I find it
somewhat difficult to understand why the increased importance of institutional
investors must lead to a two-tier market and resulting dearth of funds' for small
firms. Should one not expect that institutional investors, being larger in size (even
without being huge), will be better able to undertake the investment research
required for detecting promising small firms than the individual- investors for
whom the purchase of well-known shares may be the only feasible solution? The
recent tendency for institutional investors to concentrate on a relatively small
number of large glamour stocks may thus, be somewhat of a fad, As time goes on,
this fad Will 'subside (there are already indicatlbns thereof), 'and bubbles may
arise in other sectors of the market. Nevertheless, the very existence 'of large
portfolios may cause such bubbles to develop and to interfere -with. an even-
handed market. If so, this accentuates the overall problem posed by. heavy con-
centration in. the investment industry.

The way to deal with it, however, is not through t~x adjustments. The obvious
remedy is to limit the size of investment management firms andt6 breai up the
ten or twenty largest firms that now dominate the market. This should pose, no
great difficulty, as no h ysical plant or production structure is involved. If the
result is 'nsufficievit an d thera is still a dearth of capital for small firms, a require-
ment to hold.x percent of assets in such issues could be considered. .Uowever, the
proper approach to small-business relief, if it is to be' granted, is to go the direct
route of subsidy. Certainly, the answer is not to give tax relief which combines
inefficient aid to small business with, effective but inequitable grants to laige
investors,

In this connection, it is important not to be misled by a picture of the market
that shows "little individuaLR" driven out of the market- by "huge institutions."
The fact of the matter is that these institutions (which I agree, should not be
ermitted to be so huge). reflect, to a substantial -degree, the Interests of the little

ndvidual who has placed his investment into life insurance, savings accounts, or
mutuals, whereas the individual investor, (though little In terms -of his market
share) is typically a very substantial person in the high-income brackets. While his
participation in the knarket may be increased somewhat by reducing the taxation
of realized gains, provided that the additional funds do not go Into mutuals, the
further deterioration in tax equity would be too high a price to pay. The structural
problem with which you are concerned, therefore, is not a tax problem (except
perhaps for certain measures to tighten the tax treatment of pension finids) but one
of'excessive size; and the proper remedy lies in a ceiling on the portfolio *hibli may
be managed by any one firm.

Finally, a further word abput the lock-in effect of capital gains taxation.' Just
as an increase in the tax on realized gains, taken by itself would increase this effect,
so would a reduction -reduce it. This, however, is not the 6nly way in which to
approach the problem. As I have noted before, the look-in effect is redilced also by
inclusion of unrealized gains in the tax base; and, as a matter of equitable taxation,
this is the approach toward which we should move. I hope that the Committee's
current concern with the two-tier problem will not lead you to lose sight of this
mdre important and lasting objective of tax reform.

[Whereupon, at 12:15 p.m. the subcommittee was adjourned to
reconvene at 10 a.m. on Tuesday, September 25, 1973.]
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TUESDAY, SEPTEMBER 25, 1973

U.S. SENATE,
SUBCOMMITTEE ON FINANCIAL MARKETS

OF THE COMMITTEE OF FINANCE,
Wa4hington, D.C.,

The subcommittee met,-pursuant to recess, at 10:10 a.m., in room
2228, Dirksen Senate Office Building, Senator Lloyd Bentsen [chair-
man of the subcommittee] presiding.

Present: Senators Bentsen, Bennett, and Roth, Jr.
Senator BsNisNN. The committee will, :ome 1'6 order. -

hW have run Into a conflict this morning with the fll Finance
Committee and at least for a time we will not have the othermembers
of this subcommittee with us.

I would like to ask Mr. James Lane and Mr. Quentin Ford if they
would please take the witness stand and we will do this as a panel. f
those two gentlemen would come forward.

Mr. James M, Lane and Mr. Quentin U. Ford.
Pension funds are one of our principal sources-of institutional inw

vlstment. Over $14 billion a year is presently being contributed to
private pension funds, as a result of provisions in our tax code which
encourage the creation of such funds.'.

The indirect tax subsidy from the Federal Treasury to private
pension funds is-estimated to be in the area of $4 billion a year.

Now, we have just passed in the Senate a major pension reformibill
and with the funding requirements that it cWlls for and with the early
vesting that it calls for, you are going to. see: aA acceleration of funds
going into pension funds.

This morning we are going to receive testimony from Mr. Edward
Malone, vice president of trust operations for General Electric. That
company has chosen to manage its own pension fund. However, most
companies do not retain control of their funds but turn them over to
outside managers-such as,bank trust departments.

We will also hear from representatives of two such trust departments
this morning, Mr. Quintin Ford, senior vice president of Bankers
Trust Co., and James M. Lane, executive vice president of the, Chase
Manhattan Bank

Trust departments have been growing very rapidly. The trust de-
partment Of Mr. Ford's bank has almost doubled in size in the last 5
years. His trust department together with Mr. Calloway's of Morgan
Guaranty--whom we heard from in the first round of hearings-holds
more stocks and bonds than all of the 500 mutual funds in the United
States.

When you total all the securities held by bank trust departments,
it comes to $330 billion. That is a staggering amount of market power.

(W9)
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And it's starting to buy some rather staggering shares of American
industry. The 10 largest banks now hold almost 30 percent of Pola-
roid. They own almost as much of Xerox, more of Avon, and nearly
40 percent of Walt Disney.

.The magitude of these trust funds and the size of such holdings
raise serious questions about concentration of economic power and
about the safety of these funds.

These are the questions which we will be examining.
I do not want to see American banks control American business

the way German banks control German business. In Germany, 1 of
the largest 3 banks owns 25 percent of over 20 nonfinancial companies,
and the largest bank owns 25 percent of the country's largest shipping
company. We do not have that in this country; but I am concerned
we may be moving in that direction.

Now, Mr. Lane, would you please give your statement first and
then we will call on Mr. Ford and then we will go to some questions.

STATEMENT OF ;AMES M. LANE, PRESIDENT, CHASE INVESTORS
MANAGEMENT CORPORATION, NEW YORK, ACCOMPANIED BY
RICHARD A. STARK, COUNSEL OF MILBANK, TWEED, HADLEY
AND XeCLOY

Mr. LANE. Thank you, Senator.
Mr. Chairman and members of the subcommittee, my name is

James M. Lane and I am president of Chase Investors Management
Corp., New York, a wholly owned subsidiary of the Chase Manhat-
tan Corp.

With me today on my left is Richard A. Stark, counsel of Milbank,
Tweed, Hadley, and McOloy. Chase Investors was formed Novem-
ber 1, 1972, to carry on certain investment management functions
formerly conduce by the fiduciary investment department of the-
Chase Manhattan Bank, N.A., also a wholly owned subsidiary of the
Chase Manhattan Corp.

A purpose for formation of Chase Investors was to provide in-
creased general management flexibility, as well as to permit greater
focus on institutional types of accounts which we felt-

Senator BENTSEN. Mr. Lane, would you hold there for a moment?
Do we have prepared statements from you?

Mr. LANE. Yes, you do.
I pointed out that one of the purposes of the formation of Chase

Investors was to provide increased general management flexibility as
well as to permit greater focus on institutional types of accounts which
we felt required concentrated and specialized investment management.
Another purpose for restructuring investment responsibilities within
the Chase group was to consolidate the investment management
functions pertaining to personal trust and domestic individuals in the
Bank's trust department.

We thus have separate management teams focusing on marketing
and managing investment services to institutions and to individuals.
We also have separate investment decision centers utilizing, however,
the same investment research base which is provided by Chase In-
vestors.
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Chase Investors is registered with the Securities and Exchange
Commission under the Investment Advisory Act of 1940, and in addi-
tion, as a subsidiary of a national bank holding company, comes under
the jurisdiction of the Federal Reserve Board and the Comptroller
of the Currency.

I have been asked to comment on one of the prime concerns of
these hearings, namely, that large institutional investors are said to
be responsible for causing what has been referred to as a "two tier

IC market" by concentrating their holdings in a selected few large cor-
porate issues.

There is nothing new in disparities between price earnings ratios of
common stocks. For some time we have -been charting price earning
ratios for indexes representing high consistent growth companies,
companies we have classified in the moderate growth category, and
cyclical issues. The high consistent growth group has usually sold at
multiples ranging between 30 and 40 times their most recent 12-
month earnings, while the moderate growth and cyclical groups have
generally sold at about 15 to 20 times their comparable earnings. I
have attached a chart portraying these relationships.

[The chart referred to follows:]

PRICE EARNINGS RATIO
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Mr. LANE. The disparity between the multiples of the high con-
sistent growth issues, generally synonymous with the top tier of the
two tier concept, and the other groups widened noticeably in 1971and 1972, reaching its widest gap in the fourth quarter of 1972. A

significant contribution to this disparity was the general lowering of
multiples of issues in the lower tier, as most investors were cautiously
appraising the improving earnings results of these stocks, indicating
lack of confidence in the staying power of the better earnings.

Broad economic conditions during the past few years have made
successful investment in common stocks a difficult assignment. Cor.
porate profits after taxes reached a peak of nearly $50 billion in 1 AO
It was not until 1972 that that figure was exceeded.
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During the 6-year period the Cotisumei' Price Index rose almost 30
percent from 97.2 m 1966 to 125.3in 1973. Thus, measured in constant
dollars, after tax corporate profits were still substantially below the
1968 level.

The trend in domestic operate profits was even less favorable;
reported profits before taxes include an inventory valuation adjust-
ment that amounted to about $7 billion in 1972, compared to less than
$2 billion in 1966. In addition, a growing portion of profits was derived
from overseas operations.

Recently, these profits have included a s' nificant hopefully non-
recurringi amount, that resulted from the devaluation of the UT.S.
dollar.
1 I might also point out that for the 3 fiscal years 1971 through 1973
the Federal budgetdeficit totaled more than $60 billion. Inflation has
been a continuing problem and, for more than 2 years, investors have
had to cope with freezes and phases, all of which has culminated in a
6 percent increase in wholesale prices for the month of August. In
addition to Government price and wage controls, most industries and
companies in our economy have been subjected to increasing govern-
mental regulation and restraints. Equity investors have also-had to
contend with short term interest rates moving to unprecedented peaks.

During this period, political and ethical, as well as economic, values
have come under serious question and reappraisal. In short, investors
have had much to worry aout and their confidence has been severely
tested.

Under the circumstances, it is not surprising that investors have
tried to concentrate their investments where they thought earnings
results would be most assured-in companies with excellent records,
that could most readily control their cost/price relationships and be
less vulnerable to the impact of economic and regulatory developments.

I would also like to make a brief comment concerning the changing
structure of the market.

It has been pointed out that institutions have been consistently
increasing their share of equity holdings as well as trading activity.
This seems only natural as various services benefiting individuals have
been growing mcludmig insurance, retirement and profit sharing pro-
ram and collective investment through mutual funds. Institutional
investing is primarily the professional investment implementation of
various programs designed for the benefit of millions of individuals.

It is likely that the growth in these financial programs has replaced
at least a portion of assets that would otherwise have been invested
directly. Also, speaking very generally, institutionally invested funds,
while subject to great competition among the various managers, are
relatively conservatively oriented when compared to funds invested
directly in equities by individuals. 1

Wore an exaggerated two tier market to continue for a prolonged
period, it is conceivable that serious capital acquisition or takeover
problems would occur some companies. However, I believe that the
relatively extreme disparity is a temporeqy one and will be corrected
through the working of economic and market forces.

Perhaps we should remember that individual investors experienced
serious capital losses in the aftermath of the booming new issue market
and the populr' 'high-flyers" of the late sixties.
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What is needed is- an environment of sustainable, relatively non-
inflationary growth which can provide renewed confidence on the part
of investors, within the framework of appropriate monetary, fiscal andregulator' policies..In the marketplace, equity valuation trends are generally a matter

of degree as various investors register their own judgments. To help
us in the formulation of our own particular judgments, we have a large
staff which does economic, industry, and security research, evaluation
of outside research, computer oriented analysis, and provides port-
folio management perspectives. These efforts all contribute to a deci-
sion procedure that, of course, places ultimate responsibility with our
investment policy committee. I

We, for example, for some time have felt that a somewhat more
balanced approach to structuring a portfolio was appropriate 'as com-
pared to that which has generally been ascribed to large institutional
managers. Such an approach was not extremely rewarding in a year
like 1572 when almost all of the market's advance was provided by a
rather limited number of issues.

Incidentally it is somewhat paradoxical that some corporate ex-
ecutives complain about the lack of investor interest in the so-called
second tier or lower earnings multiple issues,, and yet they press for
t9p investment performance over relatively short periods in their pen-
sion funds.

This attitude may have a tendency to reinforce at least temporarily
such trends as we are discussing.

I think it is pertinent to note that A correction from an excessive
stretch in relative values appears to be taking place currently in the
market.For example, as of a recent date; 9 of the best 10 performing stocks
for ,this year among our 50 largest holdings have price earnings ratios
of less than' 25. This re presents a major change from the prior year.
Also, the broad unweighted indexes have recently been doing better
than the popular market weighted averages, which are importantly
influenced by the largest companies. This is a change both from 1972
and the first 6 months of 1973. Thus, there is increasing evidence that
the gap between the two tiers is narrowing. ba

In looking over the briefing material prepared by your staff and the
statement on behalf of the Committee of Publicly Owned Companies,
one gets -the feeling that institutions are-not only accused of creating
the "two tier" market, but also are apparently being held accountable
for the-ills of the brokerage industry, t1. e disruption of capital-markets,
the takeover of U.S. companies by foreigners, the lack of interest of the
individual in the equity market, and a number of other problems.

S"I:would like'to briefly explore some of these other issues, as well as
certain attitudes concerning the field of investment management which
I feel are niiscdnceptions.

The trend toward less direct involvement by the individual in the
securities market is nothing new.-,

According to SEC data) the individual's share of equity holdings
has been declining quite consistently for almost 20 years. Individuals
owned, 73.5 percent of all, outstanding equities' in 1955 and the pro-
portion declinaed!to 62.9 percent in 197;..

.1.
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This really indicates a slow and gradual decline, in percentage but
not in dollar amount, which was more than offset by indirect owner-
ship through mutual funds, pensions or insurance equities.

A likely cause for the individual's reduced market participation is
his apparent loss of confidence in Wall Street. The individual investor
who withdrew from the "hot issue" market in the last few years, of
course, made a wise decision and should be congratulated. It should
not be overlooked that the individual has recently had interesting
alternative investment vehicles.

Currently, he can earn a return of close to 10 percent in short term
fixed income investments. Fixed income mutual fund shares have
been sold successfully by brokers in competition with common stocks
and some firms have been successful in shifting their customers' in-
terest from equities to commodities.

There have been a few cases of foreign companies acquiring domes-
tic business enterprises. Again, direct foreign investment in our coun-
try is nothing new. The most obvious factor that prompted some of
the take-overs is the change in relative currency values after two
devaluations of the U.S. dollar, as well as the depressed state of major
segments of the U.S. securities market.

It should be kept in mind that foreign investment in the United
States, including acquisitions of U.S. companies, help our balance of
payments just as our acquisition of foreign companies has strength-
ened their payments balance. Moves to discourage takeovers may re-
sult in retaliation by foreign governments and work to our detriment
since our investment overseas exceeds by several fold the foreign in-
vestments in the United States.

The importance of the securities markets to the raising of equity
capital is, I believe, overstated. The institutional investor study of
1971 made the following statement: "The National Bureau of Econom-
ic Research Report concludes that, in the aggregate corporations
rely very little on the equity market as a source of funds." A study of
our own concluded that during the 5-year period 1965-69 net sales of
stocks amounted to an insignificant $7 billion for the period. Thus, less
than 11% percent of total corporate needs for funds or only 3 percent
of their external sources was supplied by new issues of common stock-
by contrast, sales of bonds for the same 5-year period exceeded $55
billion.

I would like to turn now to a few of the misconceptions pertaining
to the investment management business-at least from the point of
view of what I consider a substantial and reputable investment man-
agement firm.

The first of these is the matter of conflict of interest. One sometimes
hears accusations regarding situations where the interests of aclient's
account are said to have been subordinated to the interests of the
investment manager. Statements have been made that, when a com-
mercial bank buys securities of companies that do business with the
bank, loan and deposit arrangements are taken into consideration in
determining purchase or sale programs, and that insider information is
received from the commercial lending officers.

I can assure this subcommittee that in the Chase group, we have
followed a practice-for as long as I can remember during my period
of senior management responsibilities-of maintaining a strict ban
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on the exchange of any insider or sensitive information between the
commercial and investment management areas of the organization.

I can also say. that I have never received interference or pressure
or even suggestions as to the course of investment action with respect
to any speciflc security from any Chase banker outside the investment
department.
I Another popular misconception is that large institutional investors

often unite to manipulate the market in a particular security or agree
to take turns in buying or selling.

Nothing is further from the truth. All of us keep alert to any major
signs of market activity, shifts in emphasis, trading in large blocks and
the like-but we do this independently. This is and should be expected
of any astute professional.

When an investor's trading section tests the market in a particular
security and finds considerable strength on the buy side, or weakness
on the sell side, the trader certainly is expected to try to determine the
causes and sources of the activity.

Conversely the initiator of the activity is doing his best to cloak his
activities. If the direction one wishes to take is the same as the market
trend-that is, if he wishes to buy when the market is strong or sell
when it is weakening-a decision has to be made whether to proceed
and possibly accelerate the direction, or to stay on the sidelines hoping
for a restoration of balance.

The decision is a matter of independent judgment.
A related concern involves to so-called dumping of stocks which we

believe is an exception rather than a rule. Such action is usually
prompted by news or other factors interpreted as being adverse to the
company. Naturally, there is a question as to whether or not, in eachinstance, all holders, be they institutions or others, will come to the
same conclusion to liquidate. In fact, some consider such news as
buying opportunities and thereby supply a degree of stability to the
market d a liquidation.

General, liquidation is done in an orderly manner, as is the
accumulation of securities. There are few who are not concerned about
unduly influencing the market for. an issue when they are buying or
selling.

Restriction on liquidation would, we believe, result in dangerous
erosion of the marketplace. Liquidation creates purchasing power for
commitment in other issues being offered and, in a sense, supports
the auction market function.

Still another misconception is that institutional investors desire to
expert control over portfolio companies either unilaterally or in concert
with others. Speaking for my own organization, I can assure you that our
interest in portfolio companies is strictly in their attributes as invest-
ments. We view them with the eyes of our clients, how they mightimpact client accounts, and not with any self-interest on our own be-
half. Our interest is in managing the portfolios entrusted to us in a
fully competitive manner. Thus, our concerns completely coincide
with those of our clients.

Suggestions have been made that some legislation dealing with
institutional disclosure of holdings and transactions should be enacted.
Similarly, various proposals were made for legislation that would im-
pose restrictions on trading or limit ownership of securities by insti-
tutional investors.
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We are on record as favoring the disclosure of holdings and 'trans-,
actions. I would like to take this opportunity to make a proposal in
this regard that we feel would be responsive to the public's right to be
informed concerning our investment activities.

We believe that a procedure for quarterly reporting of holdings of
20,000 shares or more would meet this need.

Additionally, we would support a requirement to report significant
transactions made during the quarter. We would also suggest that
these reports be segregated to indicate those holdings and transactions
over which the investment adviser or manager has sole discretion and
those which result from sharing the investment responsibility with
others.

We urge that any legislation enacted will not hamper the ability of
investorM to conduct operations properly and serve the best interests
of their clients and the public.

We would like to note that, however good congressional intent may
be, legislative intrusion into the market' mechanism can cause more
problems than it solves. I

I urge that most careful consideration be given any legislation
which would restrict ownership or trading.

For example, I have no doubt which action will have a more re-
pressing effect .on the market-the sale by an institution of a large
block of stock or the announcement by the same institution of its
decision to sell a block of stock of a similar size, thus indicating
publicly that alarge number of shares is and will be overhanging the
market. It would definitely be the latter.

Some recent difficulties of our security market were heightened by
the attractive opportunities for investment in foreign markets. During
the past few years, stocks have performed better on a number of
foreign exchanges, and in addition, gains of up to 50 percent were
added by the devaluations of the dollar. In contrast foreign investors
suffered through devaluation of the dollar on their U.S. investments.
Looking ahead to the elimination of the Investment Equalization Tax
in 1974, we must make sure that our security markets will remain
competitive with foreign stock exchanges.

Unduly restrictive legislation will hamper the willingness and ability
of foreign institutions to investing the U.S. market and may lead
some domestic investors to look for greener pastures overseas.

Like this subcommittee, we are interested in viable and liquid, secu-
rity markets in which we can transact business in the best interests of
our clients. But just as recent attempts to'cure temporary economic
imbalances have provided another reason for investors;, to search for
companies with "earnings visibility," it is important that legislative
remedies aimed at temporary dislocationsm inthe market not cause
more serious, more lasting problems.

- Thank you, Mr. Chairman, for this opportunity.
Senator BENTSEN. I believe you have raised enough questions thM-

perhaps we should just ask questions at this point before we go ahead
to the next witnesses.

Let me say first that on the question of restrictions in trading whichhtes in significant number of shares overhanging the market;
share that, concern with you. 1 .
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I am not one who would support that kind of an approach. But
insofar as limitations of ownership percentagewise in a corporation,
in that regard I think that we will have to come to something like that
on the discretionary accounts. For years it has been done with mutual
funded. For years insurance companies who operate in the State of
New York had to do it and I do not see that it has had any adverse
effect on their investment decisions. To the contrary, I think it puts
them in the position where they do not have the exposure that they

C might have with undue concentrations in a particular stock and might
result actually in more safety for the fund itself.

With some 1,400 stocks on the New York Stock Exchange, I don't
think that is an undue limitation on the options for investment that
are available to the portfolio managers.

Now, the statement has been made that Chase in no way passes
information from the commercial side to the trust, department side
and I hope that is correct. But the information was provided to us
that in the case of Leasco's attempted takeover of the Chemical-'that
Chemical Bank immediately got the list of stocks over the Leasco
from their trust department and availed themselves of that infor-
mation. So if you have been fairly responsible in this situation it
does not appear that all of the major banks have been.

Can you tell me what role Chase played in the refinancing of Boise
Cascade which began last year?

Mr. LANE. No, sir, I cannot.
Senator BENISEN. You cannot.
Mr. LANE. No.
Senator BENTSEN. My information is that the Chase Trust Depart-

ment had a position in Boise Cascade that approached a million and
a half shares. Is that correct?
* Mr. LAN. That could be correct.

Senator BENTSEN. Wouldn't that be a significant holding?
Mr, LANM. Yes; it would, but the holding was important r-,ducd

about that time. And we knew nothing about what was going on in
the commerce department.

Senator B!riSN. You had no idea that they were going through
the refinancing on the commercial side of- Boise Cascade, a particularly
important deciioiA, it seems to.me, for the bank because it wa .a major
refinancing. W46o had the ultimate decision finally on refnaneig?

Mr. LANE. It would be the corporate department. The corporate
banking department would have tbat decision.

Senator BENTSEN. Do you believe that they had po idea of the size
of the holding that the trust depritnent ha4i Bonise Casade?

Mr. LANE. I doubt it very much, although there are certain funds
that are published. However, if, the disclosure suggestion that we are
making were to take hold, then. they would iknQw pr'c"sely what our
holding would be; jist as Qther xpembers of the public woI d know.
But under current, car¢lmstane they Aoi't know, although perhaps
tlxey can seq it as a holding-that s, in, a pol fund where holdings
are published or perhaps in our own thrift fund if holdings happen
to W there.

Senator BENmSN. S you, have, absolutely no knowledge whether
the people who made the decisiQn for refinancing Boise Iacade had
information that, would ap's them of the, amount of holdings of
Boise Cascade that were held in the trust department?...
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Mr. LANE. I'm sorTy. I failed to catch the question. You mentioned
the holdings.

Senator BENTSEN. Are you saying to me that the people who made
the decision at your bank on the commercial side for the refinancing
of Boise Cascade had no knowledge of the size of holdings on the
trust side?

Mr. LANE. Well, as I say, I think they can have a feel of holdings
because there are certain publicly available documents that indicate
that we may have been holder at the time. But they have no precise
information on that score, and I don't think that is their responsibility.
Their responsibility is to do an appropriate financing job for Boise
Cascade. They are not concerned with our holding in terms of their
decision.

Senator BENTSEN. You don't think that influenced them at all?
Mr. LANE. No, sir, I'm sure it did not.
Senator BENTSEN. In 1969 1 understand Chase sold 750,000 Pan-Am

shares for $7.5 million in 5 percent subordinated notes in Resorts
International, Inc. and for a 15-year option to purchase 1.5 million
Resorts class A shares, one-half at $40 a share and the other half at
$60. I also understand that Resorts International is principally in-
volved in gambling casinos and real estate in the Bahamas.

Can you give me a feel why you exchanged Pan-Am for interests
in Resorts International?

Mr. LANE. At that time we felt that the outlook for Pan-Am was
not attractive from an investment point of view. I think subsequent
events have proved that this was a correct decision. Unfortunately,
the alternate investment has not proved rewarding either, although
the profit and loss comparison is quite favorable in comparison with
Pan-Am's history since then. But it was done in the view of improving
the investment posture of the accounts.

I might add that obviously this was not what one would call a
first-tier investment. It was not deemed to be in the most conservative
segment of the account as far as asset holdings. But it was very small,
less than one-half of 1 percent of any single account.

Senator BENTSEN. Let me explore the current IBM situation. The
other day when the judge awarded substantial damages to Telex,
the stock dropped some 37 points in 2 days for a paper loss-of about
$4% billion. What did your Trust Department dol Did they step in
and buy then?

Mr. LANE. No. We were not active on either side of the market on
that day.

Senator BENTSEN. In the week following that decision, did you buy
IBM stock?

Mr. LANE, Frankly, I'm not positive whether we bought or sold
any shares, but we were not large factors, I can say that.

Senator BENTSEN. Now, a statement was given to us that a major
foreign institution stated that they were buying only the 25 recom-
mended stocks of a major bank in New York because they felt that
that bank would support the price of those stocks. Now, you are in
a position to have self fulfilling prophecies for the amount of funds
that are coming in. Now, if we have that kind of a rippling effect where
even foreign investors are following the lead of major institutions in
the U.S.A., you are in a situation where you can manufacture your
own prophecies, aren't you?
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Mr. LANE. No, sir, I don't agree with that statement at all.
Senator BENTSEN. If you had over $1 billion a year in new money

coming in, and chose to put it in selected issues, aren't you in a
position of being able to support the price of that stock?

Mr. LANE .Well, Senator, unfortunately, we don't have $1 billion
a year coming in, for one fact.

Senator BENTSEN. Well, at least one department of one of the banks
does.

Mr. LANE. Apparently so, but I think that this suggestion of a
follow-the-leader approach, this kind of trend, could possibly work
for a limited period of time but, as I have indicated in my prepared
testimony, I think that economic and market factors become self-
correcting. Price, after all, is a factor and at some point, no matter
how attractive the outlook for a company is, you are just paying too
much for it. I think that if people want to follow this as an investment
approach, the approach of the foreign investor you cited, they are
welcome to try it for a while but I don't recommend it as an invest-
ment policy. Don't think it would be a successful approach over any
period of time.

Senator BENTSEN. Mr. Lane, I don't either, but in the short run
it can be and that concerns me very much.

You know, when you talk about the lower tier stocks and the
depreciation in their market value, I don't know how much of that is
because the individual investor has left the market and how much
of it is because the major institutions do not buy those stocks, but
concentrate their investments otherwise, and as I understand the
gist of your statement, the banks are being made scapegoats for an
unhealthy market situation caused by factors such as inflation. You
stated there is an unfair indictment of banks that they are only
looking after their fiduciary relationships as trustees of pension funds.
Do you think the concerns of the Finance Committee, of the Banking
and Currency Committee, two former Chairman of the Securities and
Exchange Commission, the Governor of the Federal Reserve, the
Chairman of the Anti-Trust and Monopoly Subcommittee of the
Senate Judiciary Committee, of the actual or potential dangers of
successful concentration in the securities market are totally without
foundation?

Mr. LANE. I don't think I suggested that. I think that-I have no
problem with giving a lot of thought to this particular focus that you
have outlined.

In fact, we think about this all the time in terms of an investment
approach. However, I think the question is one of pinpointing the
cause of the problem and what may be its solution. I think that, as
I suggest in my final sentence, it could be a real mistake to artificially
restrict investment action in terms of what-in the two-tier concept-
may be somewhat of a temporary disparity.

Senator BENTSEN. I wouldsay to you, Mr. Lane, that this committee
doesn't want to do anything in the way of legislation that won't stand
the test of time. We don't want to do anything that keeps investors
from acting like investors and we are not talking about restrictions
that are really beyond what have been put on other institutions.

Senator Bennett.
Senator BENNETT. Thank you very much.

22-727-78-8
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As I understand your statement, Chase has one division which
manages. institutional accounts and another division, your trust de-
partment, that manages individual accounts. Do both f these divi-
sions have access to the same information sources?

Mr. LANE. Yes, sir.
Senator BENNETT. There is an active interchange of source material

and opinion between the managers of the two divisions?
Mr. LANE. That is right, Senator. As I have indicated in this state-

ment, Chase Investors, which is the separate affiliate of the bank, does
provide investment research for the trust department. in other words,
the portfolio management is in the trust department but they have
access to our research product. We, in effect, sell our research product
to the trust department.

Senate BENNETT. For our record, could you supply us some kind of
information about the comparative performance of these two divisions?

Mr. LANE. Well this is a brand new reorganization as I have also
indicated. Formerly, we were organized as a fiduciary investment
department, as we called it in the bank, of which I was head and all
of the activities were in one department. For reasons that I stated
previously, we felt that it would be a propriate to organize in this
way in terms of the future. But I thifk the history is not yet long
enough to give you any meaningful data in that regard.

Senator BENNETT. Was the purpose to separate investment coun-
seling from normal banking services?

Mr. LANE. That is partly the purpose. I think the key purpose was
to give us increased general maagement flexibility as I have indicated,
and we can do that. We think that, looking ahead, the competitive
picture from time to time in the future will be a difficult one, and
we wanted to organize ourselves to be sure we are competitive on
that score.

Second, I think that both the marketing approach and also the
investment approach differs in terms of the institutional type account
and the individual. We want the prime focus for both markets to
be the main responsibility of various individuals, so by separating
those functions, we think we both-both markets are better served.

Senator BENNETT. Can you tell us approximately what percentage
of your total investment accounts are in each of these two areas?

Mr. LANE. Very roughly, 66% to 75 percent, I would say, is in.
stitutional, and thie balance is individual.

Senator BENNE . Are there any special services you supply the
institutional investors that are not available to the inividUal?

Mr. LANE. No, sir. I don't believe so.
Senator BENNETT. One of the characteristics of institutional favorites

is that they seem to be inflationproof, capital intensive. Many appear
to be industries with high degrees of 6ocentraion. Could it b, that
their ability to bring a healthy rate of return in good times and bad is
related to. the fact that they can easiy pass on any increased, cost to
the consumer because of their market power? Do you think there is a
coincidence in the fact that many of. the institutional favoritesIBM,
Xerox, Exxon, Eastman, et cetera,, are under investigation for anti-
trust violations?

Mr. ANE. Is the thrust of your question that the market power of
these companies has something to do with their attraction as invest-
ments?
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Senator BENNETT. And your interest, the interest in them particu-
larly on the institutional side.

Mr. LANE. As a matter of fact, Senator, I believe that the individual
side would have a larger percentage of investment in the so-called
first-tier than the institutional side. I think that this relates partly to a
slightly more conservative emphasis, perhaps, in ,the individual area.
Secondly, the tax factor is of course, more important in the individual
side than the institutional side which is largely tax free. So, in terms
of your question, I would suggest that the typical first-tier stock would
be more widely held in individual accounts than in institutional ac-
couiiI§. And, as I have indicated in my talk, our particular portfolio
structure has not been quite as heavily weighted in the direction that
several comments in the briefing material suggest is typical for our
type of institution.

Senator BENNETT. Currently Avon seems to be an institutional
favorite. Its present stock value is greater than that of the entire
value of the stock of the entire U.S. steel industry. Can you tell us
why Avon stock value is $7 billion today?

Mr. LANE. Well, I think the company has certainly demonstrated
an impressive record. I believe the 10-year growth rate is something
like 17 percent in terms of earnings per share which is severalfold
better than that of any steel industry company, I believe. Certainlythis is true in terms of the steel industry generally. Obviously, investors
are seeking maximum corporate results and Avon has offered that to
investors.

I think in the case of Avon, as I read in my statement, it is always a
matter of degree and judgment. Probably the biggest question an
investor has to face is: is he paying too much-not is the company
going to do better than American industry generally.

Senator BENNETT. I am tempted to wonder whether Avon may be
reaching the top of the spiral, tlat that kind of a paper value -

Mr. LANE. Well, I think it is a most valid question. I must say that
people have been asking that question for quite a few years and at
least to date it has been premature. But, again, I think you are talking
about indiidual judgments, and if we were posting our holdings, you
would find that our holdings of Avon are not as large as those of most
institutions.

Senator-BENNETT. Just, if you know, are your holdings of Avon on
the institutional side greater proportionately than on the individual
side?

Mr. LANE. I am not sure Senator, but I believe.that the statement
that I made earlier would old for, Avon, kianely, that I think they
would be larger on the individual side prop tinately '

Seflator BENNETT. No other questions, Mr.. Chairman.
tSnator BEN TSa.i Senator Roth.
Senator ROTH. Yes.0
Mr. Lane, I would like to go back to. this question of saying that

the two departments work independently and are airtight. One of my
concerns is under the law your board of directors and your officers,
undk your State law in particular, have an obligation to act in the
best interests of the entire corporation. So how can they manage a
company and tnot be aware of what is going on throughout that
company and still live up to its corporate responsibility?
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Isn't it a-
Mr. LANE. You are correct, that the board of directors is responsible

for the entire corporation.
Senator ROTH. And the officers.
Mr. LANE. Pardon?
Senator ROTH. As well as the officers.
Mr. LANE. Yes.
Senator ROTH. Am I not correct-
Mr. LANE. Two officers, the chairman of the board and the presi-

dent, oversee the entire corporation. Only those two officers in effect
have responsibility across the board. Those two officers and in addi-
tion, of course, the board 9f directors.

Senator ROTH. How many vice presidents are on the board of
directors, any of them?

Mr. LANE. There are four officers, what we call the executive
office-the chairman, the, president, and two vice chairmen-are
members of the board of directors.

Senator ROTH. But are you trying to say that a vice president
does not likewise have a fiduciary responsibility under the general
corporate law to look after the best interests of the corporation? He
is able to isolate his activity to a limited area?

Mr. LANE. That is right. He certainly has responsibility to the
corporation, Senator, but he is charged with the responsibility of
doing the job in his particular department and, if he is involved in
trust or investment activities, his responsibility is to work for those
particular customers or clients of the bank.

By the same token, if he is a loan officer, he is working for the
corporate, institutions, or individual customer on that side of the
bank. Since he does not have knQwledge of specifics in terms of what
is going on in the other area, his focus is completely in terms of his
area of responsibility.

Senator ROTH. Now, let me ask you this.
Exxon-you are a large holder in Exxon?
Mr. LANE. Yes, sir.
Senator ROTH. And do you have any interlocking members of the

board?
Mr. LANE. Well, the chairman of Exxon is on our board of direc-

tors, yes.
Senator ROTH. And do you manage any of the Exxon employee

benefit funds?
Mr. LANE. Yes, we do.
Senator ROTH. Is it realistic to think that the various departments

can work independently of each other as a member of top manage-
ment, whatever level, chairman or lower-would it be realistic to think
that the selling of stock, of Exxon stock, for example, let's say that
is happening theoretically--is it realistic to think that selling of Exon
stock might not have some repercussions with respect to the deposits
that Exxon may have with your bank?

Mr. LANE. Senator, the fact is that we are completely free to sell
Exxon stock without consideration of the deposits. I1 think it is abso-
lutely realistic to think that way.

Now, whether that is believable in terms of a third party is another,
question. But, believe me, the pension business is very, very com-
petitive, and we have lost accounts or had reduced propoi tions of
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pension accounts in terms of companies represented on our board of
directors, if indeed those companies feel that we are not matching the
competition investmentwise. So, as far as I'm concerned and my
people are concerned, the only thing that counts is to do, as I said
in my statement, a fully competitive investment job. If I had to worry
about such considerations as you mentioned, I don't think this would
be possible. In fact, I know so. So, it is realistic to think that way,
although I can see that it is difficult to agree that this is what is going

C on, if you are a third party.
Senator ROTH. What has been the performance of Exxon common

stock in the last 3 years?
Mi. LANE. I think in the last 3 years it has been rather good, par-

ticularly last year and this year, but it has not always been so. And
I must say that our positions have changed quite importantly from
time to time. We are much heavier holders today than we were 2
ears ago. But we were heavier holders several years prior to that.
1r. Chairman, in the last comments you made before you turned it

over to Senator Bennett, you expressed an agreement with us that
you weren't interested in any artificial restrictions that would impair
the marketplace. The thrust of our comments was that, if we did have
the kind of disclosure that we suggest in our talk, some of the ques-
tions that are being asked would become clear. The disclosure would
reveal certain facts and we could see that some of the fears that exist
today are, I think, unwarranted. Additional disclosure, I think, would
bear that out.

Senator ROTH. Just one general comment. Perhaps Chase Man-
hattan is able to keel) these operations separate, but it seems to me
to be a difficult concept for banks generally.

Let me change to another area. Do you have any suggestion as to
how we cau get the small investor back into the market?

Mr. LANE. Well, again I think that what has happened in the
market is the product of economic and other aspects-as well as,
let's say, political and some of the ethical reappraisals that have been
going on. All of these things have worked to reduce confidence. Also,
going back to the late 1960's, we witnessed the exact opposite to what
we see today. In other words, in the late 1960's, the individual was in
the market very importantly. The new issue market was very alive
and, unfortunately, in retrospect, the individual was tempted to buy
indiscriminately. Some goods, in retrospect, were not worthy of his
interest, and he suffered. So, both in terms of economic history
recently and in terms of market experience, the individual has been
hurt.

So, I think the basic thing that is needed is, as I indicated, a healthy
sustainable growth rate in our economy, hopefully with a lower rate
of inflation than we have experienced. That is basic.

Now, secondly, I do think that some of the tax suggestions that
have been discussed are certainly worthy. I heard your comments at
the New York society, Mr. Chairman, and I think the idea of elongat-
ing the holding period or taking that into consideration in terms of
reduced capital gains rate, would be most helpful in unlocking some
of these first-tier stocks. That is where the really big profits are.
Therefore, this is where the tax factor hinders sales the most. This is
another reason why individuals probably hold these types of stocks
even in greater proportion than institutions, which indeed can sell
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Avon without a heavy tax penalty. An individual who has held Avon
for 10 years has a tremendous tax bite to consider.,On this point, I
am in support of my colleague here on the right in the banking busi-
ness. In his speech--I quickly read the last part-he seems to agree
with that; too.

Senator ROTH. Mr. Chairman, I will waive any further questions
at this time.

Senator BwsiNTN. Mr. Ford, would you give us your statement at
this time?

STATEMENT OF QUITIN U. FORD, SENIOR VICE PRESIDENT,
BAN.ERS TRUST CO., ACCOMPANIED BY 1AKES T. BYRNE, JR.,
ASSISTANT GENERAL COUNSEL, BANKERS TRUST CO.

Mr. FORD. Yes, sir.
Mr. Chairman, first let me say that I believe you have a copy of

the statement which I will try to brief somewhat.
I am Quintin U. Ford, a senior vice president of Bankers Trust Co.

of New York, in charge of its investment department. With me on my
right today is James T. Byrne, Jr., assistant general counsel of Bankers
Tiust Co.

As a representative of a major institution engaged in the manage-
ment of trust assets for over 70 years, I welcome this opportunity to
appear before this committee as I feel strongly that the role of the
institutional investor, particularly that of the fiduciary, ha§ been
misunderstood.

In presenting my testimony, I would first like to point out that the
current discussion of the two-tier market and, most particularly, some
of the suggested ideas to remedy the alleged situation completely
overlook tie fiduciary responsibilities of institutional investors. This
oversight is most important when one considers that the Bankers
Trust Co., for example, acts as trustee for the benefit of several thou-
sand private individuals and close to 4 million employees (active
and retired) of company pension plans which we administer in whole
or in part. The proper discharge of this fiduciary obligation can hardly
be underestimated when it involves the financial security of millions
of Americans.

Implicit in the prudent tnah rule which has been reaffirmed by
Congress in its proposed pension reform legislation is an obligation
which may at any given, time result in fiduciary ownership of either,
of the so-called tier stocks.''

Perhaps, if the committee were made cognizant of how an experi-
enced trustee responsibile for some $20 billion of fiduciary assets goes
about the business of fu its fiduciary obligations, it would help
to dispel certain notions that large investing institutions by design
concentrate only in high multiple owth stocks.

Selection of common stocks for investment purposes at Bankers
Trust Co., has traditionally been based on a number of factors that
are continually being studied by over 30 security analysts, actively
following 800 diffeteft companies in 70 industries, with the assistance
of a large 6bonomic staff and sophisticated computer models. Formu-
lating our investment thinking is the current and, more importantly,
the anticipated future state of the United States and world economies.
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Underlying long-term economic and demographic trends are analyzed
to determine how fast the, overall economy can be expected to grow
in the next 3 to 5 years, and which broad segments are likely to ad-
vance the most rapidly. Within this framework, the faster growing
industries are selected for further investigation. Companies within
these industries, or those that produce products and/or services that
are related to accelerated growth areas, and which have demonstrated
ability to continually increase profits, on a basis consistent with ful-
filling their social obligations, are then chosen as possible investment
vehi les.

Conclusive data is then discussed with portfolio managers who
assess the particular client's goals to determine if the security under
consideration can be effectively used to carry out the specific invest-
ment objectives of the portfolio.

Very short term special situations, however, that periodically
arise and affect only one company uniquely are generally not sought
out as investment opportunities. We do not encourage the type of
short term trading which results from this approach.

Once a security is selected for purchase it is not forgotten. Review
of the fundamentals within the company, the industry, and the
economy with an eye toward any changing developments that may
dampen the outlook, is a continuing task. Should a change occur, we
attempt to determine if the factors are temporary, only the expecta-
tion of basic deterioration in future earning power or price considera-
tions of exhorbitant proportions would cause us to turn negative,
whereupon we would initiate an orderly sales program. While our
investment research division is the main source of investment ideas,
Bankers Trust Co. has placed growing emphasis on the role of 50
individual portfolio managers in the investment decisionmaking
process. This replaces a procedure or committee system that pro-
mulgates an approved list of securities and accordingly tends to
discourage concentration in that the day-to-day decisions on an
individual trust are now made by accountable portfolio managers-
within the framework of the bank's overall policy-and often reflect
the individual investment style of these managers.

The record shows that over any reasonable period of time common
stocks on the basis of total return have produced better results than
fixed income investments. Recognizing this, we began investing a
substantial portion of our trust funds in equities in the early 1950's-a
time when many trustees were continuing to concentrate their in-
vestments in fixed income securities. Since then we have held to this
approach.

As long ago as 1967, for our employee benefit accounts we embarked
upon the purchase of smaller capitalized companies having what we
eoiisidered to be outstanding growth prospects in an effort to find, if
you will, the "Xerox's" and "IBM's' of tomorrow. Ever mindful of
our fiduciary obligations, we felt the most prudent approach to this
quest was through the establishment of a pooled fund thereby di-
versifying the " inherent in this type of security. At the end of
last year this fund, whoe sole purpose is to invest in emerging com-
panies that have yet to earn the distinction of any "tier' ra-ing,
was valued at close to a billion dollars. This fund currently represents
approximately 15 percent of the common stock commitment of our



110

participating employee benefit trusts. I have with me additional
copies of our Supplemental Equity Fund report if the committee
should care to have them. Additionally, I would like to call the
committee's attention to the fact that through two venture capital
funds and a restricted securities fund we have provided "seed"
money to some 65 embryonic business endeavors. The aggregate
dollars we have committed primarily through these special purpose
funds in the securities of over 300 companies of considerably less
stature than those designated as "first tier", demonstrates, I believe,
in a very positive and dramatic way that we are, within the parameters
of prudence, contributing our share of fina ci to the small arid
intermediate and less seasoned company. Additionally, as a corpora-
tion we and a number of other banks participate in small business
investment corporations which provide to new ventures equity fi-
nancing which may otherwise not be available.

While it is currently in vogtie to allude to companies with the best
earnings history and the most predictable prospects as "top tier"
stocks, it does not seem illcgical that they should be accorded above
average price/earnings ratios. The price/earnings ratio that investors
are willing to put on these stocks is high only as it relates to the ratios
of that much larger group of stocks lacking these characteristics.
These high price/earnings ratios are merely reflective of increased
investor recognition and awareness of those relatively few companies
having greater abilities to control their destiny and cope with the
inflationary environment. Perhaps other investors are saying, as are
we, with a portion of our funds, that these stocks in the current
environment of a controlled economy represent the best investment.

However, history shows that investment styles go, through periodic
changes. For example, in the early 1960's many cyclical industries
such as automobile, tire and rubber, airlines, and oils outperformed
the averages and many of the "glamour," or today's "first-tier"
stocks underperformed the same averages. Later in the decade the
stocks of conglomerate and congeneric companies were favored by
many investors. These in turn were then replaced by equities of small
sized so-called concept companies which helped to fuel the "Go-Go"
funds.

In sharing with you some of the thinking that results in our present
investment mix, I hope I have been able to demonstrate our complete
objectivity in the discharge of our investment function. The obligation
of a fiduciary is to produce the best possible investment rewards for
his beneficiaries consistent with the investment risks assumed. If our
response to this obligation results in a type of common stock invest-
ment which over the longer term consistently produces the rewards
desired, it is not a matter of felloww the leader" or a self-fulfilling
prophecy of supporting the market. Rather, it is the action of inde-
pen(lent trustees attempting, to the best of their ability, to discharge
their fiduciary obligations.

In our particular case, as a result of a flexible investment approach,
our portfolios are far from static. This is evidenced by the fact that
of our 50 largest common stock holdings, only 16,were in common for
the years ending 1963 and 1972, respectively. In other words, 70
percent of the names appearing as our top 50 at the end of 1963 were
replaced with other names over the decade. In addition, over this
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10-year period (1963-72) there have been a total of 124 different
companies which have appeared among our 50 largest common stock
holdings.

It is our view that the alleged "two-tier" market is not sinister and
will be self-correcting as investment opportunities change. It is the
obligation of a fiduciary to be aware of these changes, and I predict
that the 50 largest common stock holdings of Bankers Trust Co. 10
years hence will show as significant a change as has occurred over the
past 10. The economic world is constantly changing, and we expect to
change with it. Unless we do, we will fail our trust beneficiaries.

As one of the major trust institutions of long experience, we are
acutely aware of our fiduciary responsibilities and, accordingly, we
must take a jaundiced view of suggestions that could impair the
proper functioning of a trustee's activities. Prescriptions to remedythe "two-tier" market that evolve mandatory trust investments and
limitations on a trustee's investment flexibility can only impair the
discharge of these duties in a most harmful manner. This is not an
idle fear but stems directly from our experience with the inferior
investment performance which results when testators under wills
have sought to limit our investment flexibility. For example, in 1949,
we established two common trust funds; one for trusts where there
were no investment restrictions, and the other for trusts which were
restricted to New York State legal investments. The legal fund
between 1960 and 1972 increased in value only 60 percent while the
discretionary fund during the same period appreciated over 290
percent. The gain in income for the legal fund was only 63 percent
compared with over 100 percent for the discretionary fund.

As another example of the consequences of restricting the flexibility
of a trustee, in 1939 we received a $492,000 tiust which was restricted
solely to bonds. A recent valuation indicates o decline to $490,000. A
fully discretionary trust over the same period produced a gain in
value of over 400 percent, which was a rather representative invest-
ment result for this period during which the purchasing power of the
dollar declined 67 percent.

Senator, we are ever mindful of our fiduciary responsibilities.
In this respect, Senator, we thoroughly support the remarks of

Dean E. Miller, Deputy Comprtoller of the Currency for Trusts, in
his statement to the Iowa Trust Association which I have quoted in
my prepared statement.

our Second question concerned the limits of the amount of stock
that an institution could own in a single company, and would this
tend to force large institutions to diversify their holdings?

Our response would be simply that there is no cornucopia of promis-
ing "second-tier" companies which stand the test of our research, and
we question whether any fiduciary is going to risk investment of the
major portion of its trust moneys in the common stock of unacceptable
second-tier companies. Limits on the amount of stock that an insti-
tution could, own in a single company would not automatically divert
money to "second-tier" companies. Given the alternative of investing
in unacceptable second-tier companies or fixed income securities,
the money would go into the latter type of investment. In fact, there
is an inherent defect in-

Senator BiN8IzN. Let me ask you, is the assumption there that
all second-tier companies are unacceptable?
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Mr. FORD. No, sir, it is not. I think I mentioned second-tier
companies that meet the standards, if you will, of our research, of
our analysis. No. That is not the assumption.

In fact, we feel that there is an inherent defect in arbitrarily limiting
the amount of stock an institution can own in a single company
because, by definition, it would be self-defeating since such a limitation
would also, place a ceiling on the amount of money which could be
invested in promising second-tier companies meeting the fiduciary
investment criteria, which, I believe, answers your question.

With regard to the sharp declines in the prices of Clorox and Tropi-
cana, I can only say, Senator, that we have no information on whether
the slarp declines in the prices of certain stocks were substantially the
result ol large institutional sales. However, differing investment
opinions among institutions can have only a salutary effect on the
market as in the' dase of Tropicana, where we, Bankers Trust Co., were
a net buyer during the market decline earlier this year.

We do have some suggestions inregard to your fourth and last ques-
tion concerning equitable tax incentives that Congress could enact to
encourage small investors to enter the market. I might just read these'br *rifly •.•The small individual investor is confronted with various -alternative

investment opportunities which compete for his commitment. Among
these are savings accounts, bonds, and common stocks. There is nor-
mallya higher degree of risk in a common stock investment than is the
case with the two other examples mentioned. The risk of loss, there-
fore, is undoubtedly a real deterrent to attracting the small inVestor
back into the stock market.

We think one approach-
Senator BENTSIN. Mr. Ford, we will have to recess for a few minutes

so that I can go to the floor of the Senate for a vote.
[Recess.)
Senator BENT'SzN. Gentlemen,, thank you very much for your pa-tience. The committee will come to order.
We will have to terminate the hearings this morning at 12 o'clock

because of other commitments that we have made.
I might state that concerning the so-called wall between the com-

mercial side and the trust department of banks, I am sure there is a
sincere desire on the part of many banks to see that they have such a
wall. It is a pretty difficult thin g, it seems to me, to administer. We
have here the statement in 'a Boston College Industrial'and Com-
mercial Law Review" article saying:

Another important form of wall breakdown illustrative of the limited delegation
of authority to a wall division'may occur when the Trust Department Wishes to
sell a large block of stock in a corporation which is a valued commercial customers
In one such case where the customer had earlier evidenced a sensitivity to such"disloyal" behavior on the part of one of its major banks, the matter was placed In
the hands of the Chief Executive Officer of the bank. So it was the top officer in
that instance rather than the ranking Trust Department executive who gave
clearance for the sale. -

That is part of the problem a bank runs into. Let me say Mr. Ford,
I share very strongly your concert about the fiduciary relationship.
In a modest way 17have been in the management position of a bank
and I have sat on boards of banks, trust departments, and I have
owned financial interests in banks, and been in the same position in
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mutual funds and life insurance companies, and in each of those things
the fiduciary relationship is paramount. And I am concerned about
it, too. But perhaps from a little different aspect, I wonder what
would happen if you had the multiplicity of antitrust suits against
IBM, for example, and then you gentlemen in your wisdom decided
that you had better be moving out of IBM or one of the others, it
seems to me that gate gets pretty small in getting out. I am sure thatyou must place some kind of a self-imposed limitation on the amount
of stock you think is prudent to buy in one company. Do you not
have one, Mr. Ford?

Mr. FORD, Yes, sir, Senator. We do have a self-inposed limitation,
and that really in effect stems from what you might call prudence. The
limitation will vary in relation to the confidence that we have in the
particular company that is under question. But we do that with all of
our investments and have met with a fair amount of success in limiting
our investments, if you will, in relation to the prudent man rule.'

Senator BmNTx. I. understand that for one stock, Morgan has 8
percent in this one particular company, Chemical Bank has 9 -percent
in it, the Bank of New York has almost 10 percent That is just listing
three. It seems to me that is quite a commitment of total assets in one
company of some very, very major institutions in this country.

Mr. FORD. Senator, I share your concern. However, I think there is
one redeeming factor, if you will, and that is that the assets currently
under management are becoming considerably, more diversified in
terms of investment managers employed. In other words, there are
more professional managers managing portions of employee, benefit
funds, and I think Mr. Lane also alluded to this-I know in our own
case that this shifting of funds is going on all the time. From an invest-
ment point of view, 1 thoroughly believe that all investors don't look
at a particular situation in the samd light. I think the interpretations
are somewhat different.

You have alluded, to IBM and the current litigation, From our
standpoint to the best of my knowledge we did not sell any IBM. We
have a rather positive approach toward the company, if you will.

Senator BzNTsEN. What were your actions in the first week follow-
ing the decision of the coui ts in the IBMTekz: case?

Did you buy or sell or hold?
Mr. FORD. In the-case of IBM?
Senator BENTsEN. Yes.
Mr. FORD. No, we did not sell in any quantity. As I mentioned

before, we have 50 portfolio managers who are operating with a certain
amount of independence, but to my knowledge there was no major
sale of IBM stock. And I do have a great deal of faith in how investors,
sophisticated investors, interpret situations, the outlook, funda-
mentals, et cetera.

Senator BENms. Do you have some: limitation in your own mind
that you think would be prudent as to how much of your assets should
be in one company no matter how good the reputation of that com-
pany was, of its management or what at the moment looks like its
future-I can't help but remember, too, some of these vogues, what is
in and what is now out?

Mr. Foxm. 'Yes, sir.
Senator B TamsN. I can't help but remember the early fifties in

life insurance companies. I can't help but remember the so-called
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"Go-Go" funds, where some of these young portfolio managers got
their sideburns burned off. I can't help but remember some of these
new issue stocks, where they doled out a few shares to you as almost a
reward. But before the banks get too virtuous about this, I can't help
but remember also that back in the fifties, supposedly mutual funds
were so outperforming banks and today even though we don't have
full information from the satisfied look on some of the bank portfolio
managers, you can't help but think that they must be outperforming
mutual funds.

Mr. FORD. We hope so.
Senator BENTSEN. Now, with a little more disclosure, we will know

how smug they should look or not. But they have chosen to go into
what has been popularly called the first-tier stocks and those, just
like broad ties and narrow ties, these things may pass, too, and here
again it is my concern as to letting that marketplace properly work,
and I get disturbed about the ability of an institution, whether you
agree or not, having some ability to have a self-fulfilling prophecy if
it wants to. We are talking about a subjective judgment area, and it
is very' difficult to determine whether the portfolio manager is trying
to protect himself or protect his beneficiary.

Mr. LANE. Mr. Chairman-
Senator BENTSEN. Senator Bennett.
Senator BENNwrr. No, I have no questions.. I am looking at th--

clock. We will have to move along.
Senator BNTSEN. Let me ask you, when you decide to sell a stock

that is a very major holding, that is spread across a number-oTport-
folios, how do you decide to allocate the number of shares sold among
the portfolios?

Mr. FORD. Well, we have-,.we use the various market mechanisms
available to us which you are familiar with-including the block
houses to come extent. From the standpoint of controls if you will, in
the employee benefit area which obviously represents the large bulk

'of our assets, sales are all allocated on an equity table basis. In other
words, if an order is entered, the stocks are sold over-the stock in
question, rather, is sold over a period of time depending on what
mechanism has been available to us in the marketplace, and the
prices are allocated equitably to the various portfolios involved on
any given day. If the price ranges, let's say, between $35 and $40 a
share, each participating trust will have an average sales in that area.

Senator BENTSEN. Would it be possible that ou might be selling
IBM out of one portfolio and not out of another because of differences
in the investment objectives of the two portfolios?

Mr. FORD. Oh, yes, that is a very real possibility. This again alludes
to the fact that I don't believe all investors react the same about any
given situation.

Senator BENTSEN. Well, I certainly agree with that statement, but
my concern is whether you have a consensus in your investment de-
partment or in your trust department and then apply it equally over
all of the portfolios?

Mr. FORD. The instances of that are very rare, Senator, at least
in my experience. For instance, IBM as a case in point-while we
didn't self any stock, I question whether we bought any because other
than where new money is involved or, say, a new fund of some sort,
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there would really be no reason, again getting back to the prudence
question, no reason to add to our holdings.

Senator BENTS N. Mr. Ford, under the limitations of time--
Mr. FORD. Could I make one point, Senator?
Senator BENTSEN. Yes.
Mr. FORD. I just wanted, if I could, to conclude on some of the very

brief tax suggestions we have, as I believe your committee concerns
itself with taxes.

C I was referring earlier to the risk in common stock ownership, and
one approach that could be taken to offset part of this high risk factor
would be to allow small investors a full deduction against ordinary
income for net capital losses. Our suggestion would be to increase the
present allowable limit of $1,000 to perhaps something in the area of
$5,000. In order to restrict this proposed change to small investors, a
provision could be added limiting the increased deduction to individ-
uals with gross income below some appropriate amount.I Another approach to encourage the small investor into the market

-Vouli! be to permit brokerage co.n2p*sions, again within limits, to
be deducted against ordinary income in the year incurred. Under
current tax rules, as you are aware, brokerage commissions paid on
the purchase or sale of investment securities are treated as capital
adjustments rather than as current deductions against income.

Additionally, we endorse previous proposals to defer the capital
gains tax on securities sales in cases where the entire proceeds are
reinvested in other securities; and to reduce the amount of capital
gains subject to tax on a graduated scale dependent upon the length
of time a security is held. Consideration might also be given toa
lifetime exemption of moderate amount for realized capital gains
similar in nature to the lifetime gift tax exemption.

Senator BENTSEN. Thank you very much.
Mr. FORD. Thank you very much, Senator.
Senator BENTSEN. We appreciate your comments on that, and

I am very pleased to hear about your 50 different portfolio managers.
I hope they have an independent view.

Thank you very much.
We are going to submit additional questions, if you have no objec-

tions, to each of you, and we would appreciate very much having
your responses in the record. Is that agreeable to you gentlemen?

Mr. LANE. Certainly.
Senator BENTSEN. Thank you very much.
[Mr. Ford's prepared statement follows:]

STATEMENT OF QUINTIN U. FORD, SENIOR VICEPREBIDENT BANKERS TRUST
COMPANY 

.....

Mr. Chairman, Members of the Committee: I am Quintin U. Ford, a Senior
Vice President of Bankers Trust Company of New York in charge of its Invest-
ment Department.

As a representative of a major institution engaged in the management of trust
assets for over 70 years, I welcome this opportunity to appear before this Com-
mittee as I feel strongly that the role of the institutional investor, particularly
that of the fiduciary, has been misunderstood.

In presenting my testimony, I would first like to point out that the current
discuss ff of the "two-tier" market and, most particularly, some of the suggested
ideas to remedy the alleged situation completely overlook the fiduciary responsi.
bilities of institutional investors. This oversight Is most important when one
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considers that the B~nkerq Trust Company, for example,7 act as trustee for the
benefit of several thousand private individuals and close to 4 million employees
(active and retired) of company pension plans which we administer in whole or
in part. The proper discharge 0f tht fiduciary obligation can hardly be under-
estimated when it involves the financial security of millions of Americans.

With this in mind, I refer to the Prudent Man Rule which requires that a
trustee '.i . shall conduct himself faithfully and exercise a sound discretion. He
is to observe how men of prudence, discretion and intelligence manage their own
affairs, not in regard to speculation, but in regard to the permanent disposition
of their funds, considering the probable income, as well as the probable safety of
the capital to be invested..1 As you gentlemen are aware) the Prudent Man Rule
has , been reaffirmed by Congress in its proposed pension reform legislation.

Implicit ih this definition isthe responsibility of fiduciaries to administer trust
monies In the best long term interests of their numerous beneficiaries. This
obligation which is neither easily nor lightly discharged may at any given time
result in fiduciary ownership of either of the so-called "tier" stocks. In this
connection, it seems ironic that we and other responsible investing institutions
are being unfairly singled out for having attained above average long term results
for our trust beneficiaries, pensioners, and investment advisory customers.

Perhaps, if the Committee were made cognizant in some detail of how an
experienced trustee responsible for some $20 billion of fiduciary assets goes about
the business of fulfilling its fiduciary obligations, it would help to dispel certain
notions that large investing institutions by design concentrate only in high
multiple growth stocks.

Selection of common stocks for investment purposes at Bankers Trust Company
has traditionally been based on a number of factors that are continually being
studied by. over 30 security analysts, actively following 800 different companies.
in 70 industries, with the assistance of a large economic staff and sophisticated
computer models. Formulating our investment thinking is the current and, more
importantly, the anticipated future state of the United States and world econ-
omies. Underlying long term economic and demographic trends are analysed to
determine how fast the over-all economy can be expected to grow in the next 3
to 5 years, and which broad segments are likely to advance the most rapidly.
Within this framework, the faster growing industries are selected for further
investigation. Companies within these industries, or those that produce products
and/or services that are related to accelerated growth areas, and which have
demonstrated ability to continually increase profits, on a basis consistent with
fulfilling their social obligations, are then chosen as possible investment vehicles.

The selection process, however, does not end here. Detailed analysis of company
balance sheets, profit and loss statements, the quality of management, recent or
future changes in product lines, acquisition policies and a host of other internal
factors are studied, as is the current purchase price of a stock-relative to expected
future earning ability as well as its relevance to other securities-either within ok
outside its univei ie. Conclusive data is then discussed with portfolio managers
who assess the pa -tioular client's goals to determine if the security under con-
sideration can be %ffectively uqod to carry out the specific investment objectives
of the portfolio.

Shorter time horizons than the 3 to 5 year outlook, typically 12 months out are
of necessity also considered in the investment process, The cyclical nature of the
economy encourages us to be flexible during periods of changing growth patterns-
resulting in the purchase of securities of companies typically more sensitive to an
up trend in the economic cycle and a reversal of the process in anticipation of a
slowdown in the economy's growth rate. During periods of economic uncertainty,
companies that exhibit strong growth characteristics and which are also less
vulnerable to the overall economic environment generally represent superior
investment values. Very short term special situations, however, that periodically
arise and affect only one company uniquely are generally not sought out as
investment opportunities. We do not encourage the type of short term trading
which results from this approach.

Once a security is selected for purchase it is not forgotten. Review of the
fundamentals within the company, the industry, and the economy with an eye
toward any changing development that may dampen the outlook, is a continuing
task. Should a change occur, we attempt to determine if the factors are temporary,
in which case we would not modify our investment stance. If the factors represent
a basic shift;, we would embark upon an orderly sale of the stock. Thus, as long as
the fundamental growth of a company remains relatively strong, we continue to
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view its common stock favorably; only tho expectation of basic deterioration In
future earning power or price considerations of exorbitant proportion would cause
us to turn negative.

While our Investment Research Division, which we currently budget at over
$2 million a year, is the main source of Investment Ideas Bankers Trust Company
has placed growing emphasis on the role of 50 individual portfolio managers in the
investment decision-making process. This replaces a procedure or committee
system that promulgates an "approved list" of securities and accordingly tends to
discourage concentration in that the day-to-day decisions on an individual trust
are now made by accountable portfolio managers--within the framework of the
Bank's overall policy-and often reflect the individual investment style of these
managers.

The record shows that over any reasonable period of time common stocks on
the basis of total return have produced better results than fixed income invest-
ments. Recognizing this, we began investing a substantial portion of our trust
funds in equities in the early 1950's-a time when many trustees were continuing
to concentrate their investments in fixed income securities. Since then we have
held to this approach in investing in equity securities, and, at present, our trusts
are invested approximately 75% to 85% in common stocks. This is not to say,
however, that we are adverse to utilizing fixed income securities when they appear
to provide a more attractive return than equities on a shorter term basis, or where
they are particularly appropriate in meeting the stated objectives of a trust
portfolio.

As long ago as 1967, for our employee benefit accounts we embarked upon the
purchase of smaller capitalized companies having what we considered to be out-
standing growth prospects in an effort to find, if you will, the "Xerox's" and
"IBM's' of tomorrow. Ever mindful of our fiduciary obligations, we felt the most
prudent approach to this quest was through the establishment of a pooled fund
thereby diversifying the risk inherent in this type of security. As I mentioned in
my letter to you of August 1 in response to the questions posed in the Finance
Committee's press release of July 18, at the end of last year this fund, whose sole
purpose is to invest in emerging companies that have yet to earn the distinction
of any "tier" ranking, was valued at close to a billion dollars. This fund currently
represents approximately 15% of the common stock commitment of our partici-
pating employee benefit trusts. (I have with me additional copies of our Supple-
mental Equity Fund report if the Committee should care to have them.) Addi-
tionally, I would like to call the Committee's attention to the fact that through
two venture capital funds and a restricted securities fund we have provided"seed" money to some 65 embryonic business endeavors. The aggregate dollars
we have committed primarily through these speciaL purpose funds in the securities
of over 300 companies of considerably less stature than those designated as
"first tier," demonstrates, I believe, in a very positive and dramatic awy that we
are, within the parameters of prudence, contributing our share of financing to the
small and intermediate and less seasoned company. Additionally, as a corporation
we and a number of other banks participate in small business investment cor-
porations which provide to new ventures equity financing which may otherwise
not be available.

While it is currently in vogue to allude to companies with the best earnings
history and the most predictable prospects as "top tier" stocks, by way of invest-
ment rationale at least it seems logical that they should be accorded above average
price/earnings ratios. The price/earnings ratio that investors are willing to put on
these stocks is high only as it relates to the ratios of that much larger group of
stocks lacking these characteristics. These high price/earnings ratios are reflective
of increased investor recognition and awareness of those relatively few companies
having greater abilities to control their destiny and cope with the inflationary
environment. Perhaps other investors are saying, as are we, with a portion of our
funds, that these stocks in the current environment of a controlled economy
represent the best investment.

However, history shows that investment styles go through periodic changes.
For example, In the early 1960's many cyclical industries such as automobile, tire
and rubber, airlines, and oils out-performed the averages and many of the "glam-
our", or today's "first tier", stocks under-performed the same averages. Later in
the decade the stocks of conglomerate and congeneric companies were favored
by many investors. These in turn were then replace by equities of small sized
"concept" companies which helped to fuel the "Go-Go" funds.
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Whether the goal Is long term growth, security of income, or preservation of
capital, the approach that was effective yesterday may be the wtong one tomorrow.
The accelerated pace at which the worldis changing makes the investment process
more complex and calls for constant reappraisal of investment decisions. Govern-
ments, for example, are continuously expanding their economic role. Technological
process is introducing rapid changes in our way of living and doing things. Political
and social movements are upsetting old values and establishing new priorities.

In sharing with you some of the thinking that results in our present investment
mix, I hope I have been able to demonstrate our complete objectivity in the
discharge of our investment function. The obligation of a fiduciary is to produce
the best possible investment rewards for his beneficiaries consistent with the
investment risks assumed. If our response to this obligation results in a type of
common stock investment which over the longer term consistently produces the
rewards desired, it is not a matter of "follow the leader" or a self-fulfilling prophecy
of supporting the market. Rather, It is the action of independent trustees attempt-
in g, to the best of their ability, to discharge their fiduciary obligations.

In our particular case, as a result of a flexible investment approach, our port-
folios are far from static. This is evidenced by the fact that of our 50 largest
common stock holdings, only 16 were In common for the years ending 1963 and
1972, respectively. In other words, 70% of the names appearing as our top 50
at the end of 1968 were replaced with other names over the decade. In addition,
over this, 10-year period (1963-1972) there have been a total of 124 different
companies which have appeared among our 50 largest common stock holdings.

It is our view that the alleged "two-tier" market is not sinister and will be self-
correcting as investment opportunities change. It Is the obligation of a fiduciary
to be aware of these changes, and I predict that the 50 largest common stock
holdings of Bankers Trust Company 10 years hence will show as significant a
change as has occurred over the past 10. The economic world is constantly chang-
ing, and we expect to change with it. Unless we do, we will fail our trust
beneficiaries.

As one of the major trust institutions of long experience, we are acutely aware
of our fiduciary responsibilities and, accordingly, we must take an extremely
jaundiced view of suggestions that could impair the proper functioning of a
trustee's activities. Prescriptions to remedy the "two-tier" market that involve
mandatory trust investments and limitations on a trustee's investment flexibility
can only impair the discharge of these duties in a most harmful manner. This is
not an idle fear but stems directly from our experience with the inferior Invest-
ment performance which results when testators under wills have sought to limit
our investment flexibility. For example, in 1950, we had two common trust
funds; one for trusts where there were no investment restrictions, and the other
for trusts which were restricted to New York State legal investments. The legal
fund between 1950 and 1972 increased in value only 69% while the discretionary
fund during the same period appreciated over 290%. The gain in income for the
legal fund was only 63% compared with over 100% for the discretionary fund.

As another example of the consequences of restricting the flexibility of a trustee,
in 1939 we received a $492 000 trust which was restricted solely to bonds. A recent
valuation indicates a decline to $490,000. A fully discretionary trust over the
same period produced a gain in value of over 400%, which was a rather representa-
tive investment result for this period during which the purchasing power of the
dollar declined 67%.

My message gentlemen, is simple: We are ever mindful of our fiduciary re-
sponsibilities and we believe we have the ability to adjust to the ever-changing
investment environment. Beyond the present restrictions of the Prudent Man
Rule, we seriously question the wisdom and necessity of legislation which would
limit the flexibility of trustees and probably affect adversely the financial security
of millions of Americans. We do however, strongly endorse the provision contained
in the proposed pension reform legislation which would require that all managers of
pension funds be held accountable for the proper discharge of their fiduciary
responsibilities under the Prudent Man Rule. This is definitely a positive step in
the right direction for the protection of those American employees covered by
pension plans.

Before concluding, Mr. Chairman, I would like to respond to the four questions
contained in your letter to me of August 7, which are:

1. Would disclosure requirements for the holdings and transactions of all
institutions increase the confidence of small investors In our securities markets as
well as provide a greater source of information to the Congress?
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Although Bankers Trust Company voluntarily discloses its 50 largest common
stock holdings, as do a number of other large bank trust departments, we fail to
see how such disclosure has increased in the past, or would increase in the future,
the confidence of small investors in the securities markets. Relevant to this point,
in May of this year, in an address to the Iowa Trust Association, Dean E. Miller,
Deputy Comptroller of the Currency for Trusts, stated in part:. I think It should be recognized that the only way we are going to get

this man of modest means into the stock market is through the device of the
no-load mutual fund-that and indirectly through his pension fund.

"Our governmental concern should be toward the effectuation of a system
which permits as many as possible choices of such funds to him, including
some administered by banks. He is not going to invest directly In the stock
market more If he knows that there is a massive bin somewhere in this country
containing detailed minutia of the investments and transactions of everybody
who has more money than he.

"To be more specific, Increased disclosure of bank trust department holdings
is going to be of no benefit at all to him. Neither will the implementation of a
few more government agencies and a few additional cost burdens upon banks.
They will only redound to his detriment."

Unlike a mutual fund, a large bank trust department administers several thou-
sand diverse accounts with multiple investment objectives. Accordingly, the
aggregating of securities or transactions of thousands of these diverse accounts to
comply with disclosure requirements can be meaningless and misleading for those
it is intended to aid.

2. Would limits on the amount of stock that an institution could own in a single
company (with a grandfather clause) tend to force large institutions to diversify
their holdings and focus a greater amount of their investments in promising com-
panies in the second tier? -

Bankers Trust Company already conducts a great deal of research in seeking out
promising companies in the "second tier" and, when identified invests in them.
Unfortunately there is no cornucopia of promising "second tier" companies
which stand the test of our research, and- we question whether any fiduciary is
going to risk investment of the major portion of its trust monleO in the' common
stocks of unacceptable "second tier' compines. Lmhits on the amount of stock
that an institution could own In a single company would not automatically divert
m ney-to "second tier" companies. Given the alternative of investing in ulaccept-
able "second tier" companies or fixed income securities, the money would go-into
the latter type of investment. In fact there is an inherent defect in arbitrarily
limiting the amount of stock an institution can own in a single company. By
definition it would be self-defeating since such a limitation would also place
a ceiling on the amount of money which could be invested in promising "second
tier" companies meeting fiduciary investment criteria.

..... 3. Have sharp declines in the prices of such stocks as Clorox and Tropicana
been substantially the result of large institutional sales and have these declines
further eroded the confidence of small investors in our securities markets?

The stock market is an auction market and, historically, has always been subject
to significant percentage gains and losses in total and'in individual stocks. Im-
balances between supply and demand of stock can cause sharp price fluctuations
particularly when developments concerning a company are favorably or unfavor-
ably interpreted. Also, a generally weak stock market will cause similar gyrations
as occurred in, 1962, a time when according to statistics presented to this Com-
mittee institutions were not n~leged to -have "dominated" the stock market4'
Nevertheless, many quality stocks declined 50%- It would seem axiomatic that
market declines erode the confidence 6f small investors In securities markets
generally. I

We have no Information on whether sharp declines in the prices of certai
stocks were substantially the result of large institutionaltsales. However, differing
Investment opinions among institutions can have only a salutary effect on the
market as in the case of Tropicana where Bankers 'Trust Company was a net
buyer during the market decline earlier this year.

4. Are there any equitable tax incentives that Congress oul4 enact to encourage
small investors to enter the market?

The small individual Investor Is confronted with various alternative investment
opportunities which compete for his commitment. Among these are savings
"- nts, bonds, and common stocks. There Is norznallh a higher degree of risk
in a common stock investment than Is the case with the two other exampheemen-

22-727- ---- 9
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tioned. The risk of loss, therefore, is undoubtedly a real deterrent to attracting
the small investor back to the stock market.

We think one approach that could be taken to *offset part of this higher risk
factor would be to allow small investors a full deduction, within limits, against
ordinary income for net capital losses incurred during the year. Our suggestion
would be to increase the present allowable limit of $1,000 to, perhaps $5,000. In
order to restrict this proposed change to small investors, a provision could be
added limiting the increased deduction to individuals with gross income below
some appropriate amount.

Another approach to encourage the small investor into the market would be
to permit brokerage commissions, again within limits, to be deducted against
ordinary income in the year incurred. Under current tax rules, as you are aware,
brokerage commissions paid on the purchase or sale of investment securities are
treated as capital adjustments rather than as current dq.ductions against income.

Additionay, we endorse previous proposals to defer the capital gains tax on
securities sales in cases where the entire proceeds are reinvested in other securities;
and to reduce the amount of capital gains subject to tax on a graduated scale
dependent upon the length of time a security is held. Consideration might also be
given to a life-time exemption of moderate amount for, realized capital gains
similar in nature to the life-time gift tax exemption.

Thank you, Mr. Chairman and the Committee for the opportunity to present
our views on the role of institutional investors in the stock market.

Senator BENTSEN. Let's now hear from Mr. Malone, vice president
-of trust operations, General Electric Co.

Mr. Malone, I apologize. Rather than holding you over, why don't
you summarize your testimony and we will take all your testimony
in the record, and then we will submit questions to you for your
answers, if you will.

STA~ET OF EDWARD H. MALONE, VICE PRESIDENT, TRUST
OPERATIONS, GENERAL ECTRIC C0.

Mr. MALONE. Very fine, sir.
. My name is Edward H. Malone. I am vice president, trust opera-

tions of the General Electric Co. I should immediately note, however,
that the opinions in this statement largely represent my personal views
as an aging practitioner in the investment management business, and
are not necessarily the views and opinions of the General Electric Co.,
or the trustees of our pension fund.

General Electric, as you know, unlike most American corporations,
manages the assets of its pension trust internally with five trustees
assisted by a staff of investment professionals, a of whom are em-
ployees of the company. Our pension trust is one of the largest in
American industry, in keeping with the company's position as one of
the largest employers in the cotmtry. Our trust, like most pension
funds, has committed a substantial portion of its assets to equity-
type securities. Common stocks and convertible securities owned ag-
gregate just short of $2 billion, equivalent to 71 percent of total
investments of the, trust.

I have read with interest the testimony and staff briefings presented
to this committee during their July hearings. I particularly share the
obvious concerns, expressed repeatedly during your hearings, about
the continuing ability of our system to provide and allocate the ever-increqi capital .investment needs of our society. And it is the al-
leged failure of, or threats to, our capital-raising mechanisms that
would appear most fundamental to the inquiries of this committee.
. , would like to suggest that the two-tier market and institutional
concentrations are but symptoms of the far more fundamental weak-
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enings of our economic and investment infrastructure. This commit-
tee's hearings represent a needed inquiry into our securities markets
and its participants, but I would be concerned that well-intentioned
efforts to increase public participation in the marketplace or to place
restrictions on institutional trading or ownership could well result in
even more serious dislocations in other sectors of the economy, while
simultaneously failing to remedy the far more basic structural defects
of our system. We must seek out ways to encourage incremental sav-
ings and capital formation. We should remain most cautious in tink-
ering piecemeal with the free market mechanisms that have historically
served so well in providing Americans with a quantity and quality of
life unequaled in the world.

Individual participation: As you have already so aptly described the
situation, Mr. Chairman, "individuals contribute the great variety of
opinions and judgments that make a free marketplace" and give our
markets "vitality and * * * ready reservoirs of capital." There is
little doubt that individual participation in our stock markets has
been declining in a relative sense over a long period of years. On the
other hand, I sense in much of the testimony to your committee anoveremphasis on the relative shift in owners hip and trading propor-
tions, with too little attention given the fact that in absolute terms,
public participation in and ownership of American industry has
expanded at remarkable rates over the past two decades. To be
specific, the number of individual shareowners of public corporations
has increased almost five-fold over the past two decades.

Since 1968, the public has reduced its investment in equities and
has diverted three-fourths of its incremental savings to bank and
thrift accounts where it has the. satisfaction and assurance of protect-
ing its principal, while obtaining a competitive return on capital ac-
cumulations.

I am fully convinced this same keen sense of value relationships will
undoubtedly again prevail as the public's confidence in our system is
revived and the investor foresees the opportunity for relatively more
attractive returns from stocks than from the other competitive al-
ternatives for savings.

Tax constraints: Encouragement of broad public participation in our
securities markets certainly remains a highly desirable objective and
some of the means for achieving this which have been suggested during
your hearing would appear constructive; indeed in at least two areas,
they appear long overdue from the standpoint of equity to the indi-
vidual investor. I believe some form of sliding scale, capital gains tax
amendment would materially improve the liquidity aspects of the
stock market and simultaneously, is likely to result in some narrowing
of the substantial dichotomy of valuations that have existed within
our equity markets.

The $1,000 annual limitation on the deductibility of capital losses
against income would also seem worthy of modification. Since 1942
the per capital dollar aggregates of our national product and personal
income have increased more than sixfold, but the $1,000 limitation
on losses remains constant. Certainly, a move to liberalize this aspect
of our tax laws would encourage risk assumption and provide
much needed capital flows to our Nation's emerging industries %nd
companmes.
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I would also hope that the fprthcoming tax reform hearings would
broaden in scope, beyond the so-called loophole closings to include
detailed consideration of ways to encourage private and corporate
savings and capital formation. One of the Nation's greatest challenges
in the years ahead relates to the fact that prospective demands for
capital will considerably exceed presently visible flows of individual
and corporate savings. We are, in fact, already beginning to suffer
from the shortfalls in capital investment over the past decade. Our
failure to match investment growth with the substantial growth in
employment has already severely restricted productivity improve-
ments and thereby intensified cost pressures in our highly inflationary
environment. Even an early redress of our capital formation-and in4
vestment shortfalls will be unlikely to forestall a series of capacity
shortages and supply crises in many of our basic industrial com-
modities, where returns on investment have too long remained below
levels necessary to justify and attract incremental investment.

To sum up on this matter of tax constraints, we should certainly
encourage any modifications which would ameliorate existing inequl-
ties and of equal, importance, whichwould tend to improve efficiencies
in the allocation of capital investments by removing tax-induced or
constrained impediments to otherwise sound investment decisions. At
the same time, such modifications should ideally seek to fosterincreased sa "vings, rather than simply a reallocation of existing savings,
which might do considerable harm to other capital markets and users.

So much has already been said about the two-tier market and insti-
tutional concentrations that I hate to belabor the issue, but you might
be interested in the concentrations that prevail in our own pension
trust. Our 20 largest stock positions account for 44.1 percent of the
market value of our total equity holdings. Those same 20 holdings,
however, account for 20.6 percent of 4the cost value of our equity
portfolio.-Even more significant is the fact that when we single out
the 10 holdings in this group of 20 largest that typically are referred
to as religiouss growth' stocks, the cost market comparisons are more
revealing. At market value these 10 issues account for 28 percent of
our equity portfolio but on the basis of portfolio cost, they represent
but 7.2 percent of tIe total.

Obviously, these 10 highly successful American companies account
for a significant share of our equity investment success over the years
and this is true of most institutional and, I suspect, individual port-
folios as well. Extraordinary concentration, then, is the inevitable
result of the business success of a few companies, not of a deliberate
diversion of funds from investment alternatives.

While our, pension trust's concentrations are substantial, it is
important to recognize that there is considerable breadth in the
balance of our portfofio. In all, we hold positions in the equity secu-
rities of 176 companies. This total incidentally represents a material
expansion of our list in the past 5 or 6 years, prior to; which, as a
matter of portfolio policy, we limited the number of names to 100.

We have invested in a limited number of venture capital-type
companies and, also, occamonally, participate in the new-issue market.
twarate dollar commitments in such areas however, are neces-

sarily i Wied by the nature and obligations we have with respect to
the funds entrusted to us, and by 4 strong dedication to those fiduciary
responsibilities.
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Senator BursmuN. Mr. Malone, due to time limitations I would like
to have the rest of your statement submitted for the record, and we
will submit questions to you, and we would like to have your answers.
I am interested in the fact that you spend a o deal of your time
talking about your concern about ownership I mitations and then, as
you get on into your statement, that you say:

I doubt anyone's ability to be 100 percent sure, for all time, of any one company
and to the extent therefore that an Institution exceeds more than a fixed per-
centage ownership of a pa.tcular company's shares in its discretionary accounts,
perhaps the 10 percent lmit contained in the Investment Company Act, then in
such circumstances the sale of, say, more than 10 percent of such holdings might
properly require a registered offering.

That is an interesting comment.
Let me say on one of the previous statements that was made, and

this was a statement made by Mr. Lane, "The National Bureau of
Economic Research report concludes that in the aggregate corpora-
tions rely very little on the equity market as a source of funds," and
then goes on to say, "Less than 1% percent total corporate needs for
funds or only 3 percent of their external sources was supplied by new
issues of common stock. By contrast, sales of bonds for the same 5-year
period exceed $55 billion."

Let me say I don't really believe that is representative at all, be-
cause what you are talking about there generally are very large
corporations. I can't help but remember going to the equity market
to raise equity, to sell stock for a comp any that I had formed, and I
wouldn't have had any chance of seg long term bonds. But the
investors went into what had to be a risk enterprise and I had the
satisfaction of creating jobs, of bringing a competitive product to the
marketplace, of having some financial rewards myself. But the small
companies, the new companies, that is what I am concerned about.
For them the equim major source of money.
For large corporations which generate enough cash income and can
float bonds to expand, the equity market may not be as significant.
However the equity market is of great significance to new companies
that don't have the long history which would make it easier to sell
bonds.

I don't believe that your figures are really representative. I still
want to see the time in this country when we can have a new IBM
get started, when we can have a new Xerox, when some young fellow
who has the courage to get out and start a company, puts in the hours
that are necessary, and-when he succeeds, to be able to expand and
build a corporation and not be faced with the problem that he is
running into today, that when he has a chance to expand, he can't
finiax.e it and he ends up with a merger or a acquisition or takeover.
I think dhat is a sad commentary on the present situation. I hope it
will correct itself.

Well, thank you very much.
[The prepared statement of Mr. Malone follows.]

STATzmENT OF EDWARD H. MALONe Vrc9 PitkSIDENT'-TRUsT OPERATION,
GauAL E'sLcRio Co.

My hme is ward H. Mone and I *am Vice P 4ent-Trot, Opqtationsof the Seta ncri60A I0hould. hof the enrl ectri0 Comapapy. I Jhud mediately no~te, how ever, that the
opinions in thi statemqnt * resen my personal views~ ao A"glp praci -titioner in the investment Yna geihent busness, a a not n s y thevis
and opinions of the General tric Company.
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To further identify my role, I should add that General Electric, unlike most
American corporations, has a Pension Trust managed internally by Trustees,
assisted by a staff of investment professionals, all of whom are employees of the
Company.

General Electric's Pension Trust is one of the largest in American industry,
concomitant with the Company's position as one of the largest employers in
the nation.

GENERAL ELECTRIC PENSION TRUST, SUMMARY OF INVESTMENT HOLDINGS. AUG. 31, 1973

Market value Percent total(millions) portfolio

Short term investments................................................O .
Government and coproration bonds ................................................
Mortgage ...................................................................... 174
Real estte leasebacks .......................................................... 224 & 0

Total fixed Income .............................................. 805 28. 9
Equity Investments .................................................... I,980 71.1

Total Investments ......................................................... 2785 100 0

Our Trust, like most pension funds, has committed a substantial portion of its
assets to equity-type securities. Common sLocks and convertible securities owned
aggregate just short of $2 billion, equivalent to 71% of total investments of the
Trust.

We can return later to questions you might well have about the Trust's invest-
ment policies and practices, but for the moment I simply wanted to provide some
perspective and dimension to my interest in the deliberations of this Committee.

I have read with interest the testimony and staff briefings presented to this
Committee during their July hearings. My interest derives from convictions
common to the members of this Committee, namely, a profound belief in, and
dedication to, the American economic system. I particularly share the obvious
concerns, expressed repeatedly during your hearings, about the continuing ability
of our system to provide and allocate the ever-increasing capital investment needs
of our society. Capital formation and investment is the lifeblood of our economic
and social objectives and expectations. And it is the alleged failure of, or threats
to, our capital-raising mechanisms that would appear most, fundamental to the
inquiries of this Committee.

Regrettably, much of the testimony before this Committee, as well as the
relevant business magazine articles preceding your hearings, have tended In typical
American breast-beating fashion, to single out one aspect of the capital resource
problem (the two-tier market and institutional concentrations) as a convenient
scapegoat. On the contrary, I would like to suggest that the two-tier market and
institutional concentrations are but symptoms of the far more fundamental
weakenings of our economic and investment infrastructure. This Committee's
hearings represent a needed inquiry into our securities markets and its participants.
but I would be concerned that well-intentioned efforts to increase public participa-
tion in the marketplace or to place restrictions on institutional trading or owner-
ship could well result in even more serious dislocations in other sector of the
economy, while at the same time failing to remedy the far more basic structural
defects of our system. Rather, we must seek out ways to encourage incremental
savings and capital formation. At the same time, with capital requirements, or at
least expectations, considerably in excess of our resources we must be increasingly
conscious of national strategies and priorities in the allocation of that. capital
through the public and private capital markets. In the meantime, we should
remain most cautious in tinkering piecemeal with the free market mechanisms
that have historically served so well in providing Americans with a quantity and
quality of life unequalled in the world.

INDIVIDUAL PARTICIPATION

As you have already so aptly described tho situation, Mr. Chairman, "indi-
viduals contribute the great variety of opinions 4nd judgments that make a free
market place' and give our market "vitality and . . . ready reservoirs of
capital." There ts little doubt that Ixtdividual ptcipaton in our stock markets
has been declining in a relative sense over a lioh period of years. On the other
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hand, I sense in earlier testimony to your Committee an overemphasis on the
shift Ln ownership and trading proportions, with too little attention given the
fact that In absolute terms, public participation in and ownership of American
industry has expanded at remarkable rates over the past two decades. To be
specific, the number of individual shareowners of public corporations has increased
almost five-fold over the past twenty years. Even in the past decade alone, share-
ownership has increased at about a 6 % compounded annual rate, while the volume
of trading by the public has increased at better than a 10% annual rate. These
statistics would suggest that the public's longer range interest in owning a piece
of America remains intact, albeit temporarily discouraged by the relatively un-
favorable climate for investment success in recent years. Various public opinion
surveys clearly show that public attitudes towards, and confidence in, virtually
all of our public and private institutions have declined to record lows. Equity
frauds, accounting gimmickery and confusion, Watergate, inflation and all the
other promoters of uncertainty have hardly provided a compelling environment
for equity investment.

As Stock Exchange surveys suggest, the individual investor does have some
concerns about the increasing institutionalization of our equity markets, just as
I would be concerned about my chances of success in a tennis match against
Billy Jean King or even Bobby Riggs. But, if the apparent professional edge of
an institution, in the quest for reasonable stock market returns, is presumed to
be a major impediment to individual investor interest, I would necessarily ask:
why then has the public deserted the mutual fund industry and the institutional
professionalism that it proffers? The statistical record seems clear; since 1968 the
public has reduced its investment in equities and has diverted three-fourths of
its incremental savings to bank and thrift accounts where it has the satisfaction
and assurance of protecting its principal, while obtaining a competitive return on
capital accumulations.

in retrospect, our individual investor has perhaps been more discerning and
responsive to relative investment values and risks than many of our professional
investors. This same keen sense of value relationships will undoubtedly again
prevail as the public's confidence in our system is revived and the investor foresees
the opportunity for relatively more attractive returns from stocks than from the
other competitive alternatives for savings.

TAX CONSTRAINTS

Encouragement of broad public participation in our securities markets certainly
remains a highly-desirable objective and some of the means for achieving this
which have been suggested during your hearings would appear constructive-
indeed in at least two areas, they appear long overdue from the standpoint of
equity to the individual investor. Some form of sliding scale capital gains tax
amendment should materially improve the liquidity aspects of the stock market
and at the same time is likely to result in some narrowing of the substantial di-
chotomy of valuations that have existed within our equity markets. Moreover,
such a graduated tax scale is unlikely to materially impact tax revenues; in fact
in the initial years at least, the Treasury could well reap considerable incremental
tax revenues.

The $1,000 annual limitation on the deductibility of capital losses would also
seem worthy of modification. Since 1942, the per-capita dollar aggregates of our
national product and personal income have increased more than sixfold but the
$1,000 limitation on losses remains constant. However, merely adjusting dhe $1,000
figure for the effects of inflation is not an adequate response to the problem. Y am
obviously not a tax expert, but as a taxpayer, and individual investor, I fall to
understand why capital losses are not accorded the same treatment as capital
gains. Certainly, a move to liberalize this aspect of our tax laws would encourage
risk-assumption and provide much needed capital flows to our nation's emerging
industries and companies.

Beyond these specific suggestions for a more equitable tax treatment for In-
dividual investors, I would hope that the forthcoming tax reform hearings would
broaden in scope, beyond the so-called "loop hole closings," to include detailed
consideration of ways to encourage private and corporate savings and capital
formation. One of our nation's greatest challenges in the years ahead relates the
fact that prospective demands for capital will considerably exceed presently visible
flows of individual and corporate savings. We are, in fact, already .e ining to
suffer from the shortfalls in capital investment over the past decade. Our failure to
match investment growth with the substantial growth in employment has already
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severely restricted productivity improvements and thereby Intensified cost pres-
sures in our highly Infationary environment. Even an early redress of our capital
formation and investment shortfalls will be unlikely'to forestall a series Of capacity
shortages and supply crises in many of our basic Indutrial, commodities, where
returns on investment have too long remained below levels necessary to Justify
and attract incremental investment.

To sum up on the matter of tax constraints, we should certainly encourage any
modifications which would ameliorate existing in ities and of equal importance,
which would tend to improve efficiences in the allation of capital investments
by removing tax-induced or constrained impediments to otherwise sound invest-
ment decisions. At the same time such modifications should Ideally seek to foster
increased savings, rather than simply a reallocation of existing savings which
might do considerable harm to other capital markets and users. I would note, for
example, the Importance of our thrift Intermediaries in the financing and achieve-
ment of our national housing goals. A return of the individual investor to the
securities markets would be partially at the expense of our thrift Institutions and
ultimately, therefore, to the detriment of our residential mortgage markets.

INSTITUTIONAL CONCENTRATIONS AND TNX TWO-TIER MARKET

Possibly too much has already been said and written about the two-tier market
and institutional concentrations in 30 or 50 growth stocks, but with your indul-
gence, I would like to add a few thoughts to this much-maligned subject.

At the outset, I must admit to dismay and disbelief over the amount of abuse
which has been thrust upon the leading practitioners of growth stock investing.
There has always been a "herd instinct' among investors--indeed, this In a sense
is a fundamental premise of the Massachusetts' prudent man rule-but implied
suggestions of collusion or buying pools are so wide of the mark on the basis of
my observations, that I don't believe they are worthy of further comment. In-
stead, I would simply refer to several studies of bank-trust departments that
have been made which show a considerable degree of diversity and breadth to
their respective investment holdings.

Much is made of Morgan Guaranty's substantial holdings of such Issues as
IBM, Kodak and Avon, but in each case such holdings are not that dispropor-
tionate to the relative aggregate market value weighting of those issues In the
total stock market universe, particularly when it is recognized that through
appreciation, the most successful stocks will always become an increasingly larger
proportion of a typical institutional portfolio.

In that connection, you may be interested In the concentrations which prevail
within our own Company's Pension Trust. Our twenty largest stock positions
account for 44.1 % of the market value of our total equity holdings, a figure which
approximates Morgan's reported concentrations, but the main point I wish to
make is that those same twenty holdings account for only 20.6% of the cost
value of our equity portfolio. Furthermore, when we single out the ten holdings
in this group that are typically referred to as religious growth stocks, the cost-
market comparisons are even more revealing. At market value, these ten issues
account for 28.1% of our equity portfolio but on the basis of portfolioeosts, they
represent but 7.2% of the total. Obviously, these ten highly successful American
companies account for a significant share of our equity investment success over
the years and this is true of most institutional and I suspect individual portfolios
as well. Extraordinary concentration then is the inevitable result of the business
success of a few companies, not of a deliberate diversion of funds from Investment
alternatives.

I believe our experience Is representative of other institutional investors and
I can only be proud of the fact that we were fortunate to recognize the growth
qualities of such companies at a reasonably early stage in our investment process
and that Ve have not been tempted too frequently to liquidate such holdings
even though they periodically appear overpriced relative to alternative equityOp ties. "Whle ou.T Pension Trust's concentrations are substantial, it is important to

recognize that there is considerable breadth in the balance of our portfolio.
In all, we hold positions in the equity securities of 176 companies. This total.
ncidental7 represents a material expansion of our list in the past five or six

years, prier to which,,as a matter of portfolio policy, we limited the number of
names t109.
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We have invested in a limited number of venture capital-type companies and,
also, occasionally, participate in the new-isue market. Our aggregate dollar com-
mitments In such areas, however, are necessarily limited by the nature and obliga-
tions we have with respect to the fund entrusted to us, and by a strong dedica-
tion to those fiduciary responsibilities. The extent of our interest in smaller en-
tities is also naturally constrained by the size of our portfolio assets and by a dilu-
tion of Investment management attention which any significant expansion of our
Individual equity list might entail.

In this latter connection, I think it is appropriate to note that any considered
limitation upon the asset size of institutional investment managers would tend to
restrict the quality and depth of the investment organization's management
strength, thereby further limiting the availability of such institutions to effectively
and prudently consider equity Investments in many small and medium-sized
companies. Few bank-trust companies make much money In their trust opera-
tions according to the Federal Reserve, but at least the size and quality of their
existing research and portfolio management staffs has enabled them to be an im-
portant source of equity capital for hundreds of our smaller, emerging companies.

Overall, I think the leading bank-trust companies are to be congratulated rather
than criticized for their past investment actions, including the investment concen-
trations that have been a product of those successes.

RESTRICTION ON INSTITUTIONAL TRADING AND OWNERSHIP

Your Committee has heard a number of recommendations aimed at restricting
institutional activity in the equity markets. It has even been suggested that a
limit should be placed upon the degree of price movement permitted any given
stock in one trading session.

Each of these suggestions appears not to have been subjected to the tests of
alternative impact and, in general, represent a frightening response to the prob-
lems to which this Committee has adcdessed itself. Most would be counter-
productive at best and, at worst, could ultimately, seriously jeopardize the
efficient functioning of the marketplace which Is so vital to the creation and
allocation of capital in our system. I believe this Committee already recognizes
the risks of such trading limitation proposals and, therefore, will not belabor the
point.

On the subject of limitations on the ownership of any company's shares by
individual institutions, I must admit I find myself in an ambivalent position. On
the one hand, interference with free market forcs is an anathema, and yet I do
find myself somewhat concerned about Individual institutional ownership of as
much as 10% or 15% of a company's outstanling shares. My concerns, I should
add do not stem from any fears of an Amer'can Zaibatsu. On the contrary, I
hold considerable faith in the code of ethics and sense of social responsibility
prevailing within the major institutional investment organizations. On the
other hand, I find it easy to criticize the accumulation of such substantial owner-
ship positions. Thus, while I share the enthusiasm for the one-decision mode of
investment I doubt anyone's ability to be 100% sure, for all time, on any one
company. o the extent therefore that an institution exceeds more than a fixed
percentage ownership of a particular company's shares In its discretionary accounts
perhaps the 10% limit contained In the Investment Company Act), then In such

circumstances, the sale of say more than 10% of such holdings might properly
require a registered offering. In this way, the public and other institutional in-
vestors would be adequately exposed to and updated on the particular companies
operating results and financial position, as well as be put on notice of the intentions
of the selling institutions.

With the exception of that kind of requirement on disposition, I would not be
In favor of any percentage ownership restrictions, since this would likely do more
harm than good to the smaller companies seeking the Interest of major investment
institutions. Clearly, percentage ownership limitations would not serve to broaden
Institutional equity lists as some of Its proponents imply.

As one final note on this subject, I might mention that our Pension Trustees
established many years ago some self-imposed restrictions on size of holdings, In
terms of percentage ownership as well as in terms of portfolio proportions. In
recent years, the percentage ownership limitation has been set at 5% of outstand-
ing sharefor companies whose shares outstanding have an aggregate market
value of over $100 million and 10% of outstanding shares for companies with less
than $100 million of equity at market. As a practical matter, in only a small
proportion of instances do we own more than 2% of the outstanding shares of
companies in our Trust portfolio.
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DISLOSURE

In brief, I would share the Committee's views that periodic disclosure of
institutional holdings and transactions is appropriate. I have not had a chance as
yet to read Sen. Williams' bill (S. 2234) but Iwould hope that the reporting require-
ments were kept to reasonable and practical proportions. I would also hope that
such legislation will, by its terms, preempt the field to avoid the possibility of
duplicate filings being required at state levels. Xerox is a great growth company
because of Americans uncanny propensity to make untold duplicates of data of

C frequently dubious value.
FOREIGN TAKEOVERS

Some testimony before this Committee has expressed concern about the acquisi-
tion of American companies by foreign interests, particularly so, as many American
corporations are selling at "depressed" prices. I do not share such concerns and
one need only look at the economic and investment aggregates of the United
States and the rest of the Free World to realize that potential acquisitions by
foreigners are effectively limited to reasonable proportions. Despite a doubling
over the past decade the value of foreign direct investment in the U.S. is only
$15 billion today, while the value of U.S. investments abroad is over $100 billion.
In any event, we should welcome the infusion of foreign capital, both as a palliative
to our capital deficiencies and as a means of cutting into that $100 billion of
Eurodollars that has been a source of considerable distress In our international
monetary relationships. The U.S. has been a major source of capital investment
for other nations of the world for decades and with our long range balance of
payments position likely to remain troublesome, we should indeed be encouraging
foreign investment in our securities markets and have no right or reason to fear
foreign acquisitions of entire companies.

CONCLUSIONS

I have certainly appreciated the opportunity to express my views before this
Committee and I would conclude with a few overall observations.

It is obvious that the substantial growth of institutional investors is impacting
in various ways the traditional security market mechanisms that are integral to our
capital system. The inquiries of this Committee and other legislative and regulatory
groups are, therefore, very much in the public interest. It is regretably however,
that these hearings coincide with what hopefully might prove the nadir of what
may be the most protracted bear market in American History, albeit disguised in
the popular market averages by the exceptionally fine earning and price perform-
ance of several dozen of America's great companies. Most investors and business-
men have not fared at all well in these past five or six years, with their stock
portfolios or options, or with their long range business and flnancin plans. Nor is
the recent past a period of solace to our securities market makers. Re brokerage
and investment banking community is suffering with its own private recession in
the midst of a booming general economic environment. Overall, therefore, the
participants in the marketplace are at least, emotionally-charged in their perspec-
tive and, at worst, inclined to reach out for laws, regulations or controls which
might appear rational in the heat of the moment, but when viewed in the proper
longer term perspective, are likely to prove detrimental to the common good.
I frankly find the pleas of many of your distinguished witnesses from the business
world and Wall Street to be a close parallel to similar cries of businessmen in the
very recent past for economic controls. 1 suspect that the vast majority of those
proponents of wage and price controls now view these programs as ineffective, it
not a disaster. I would anticipate that this Committee and your legislative col-
leagues will not over-react to problems and aberrations of the moment, but rather
will permit natural market forces to be reasserted.

Again, my sincere thanks for your kind attention and interest.
Senator BNTSiaN. This will close the hearings for today. The hear-

hnwwill be resumed at 10 a.m. on Thursday.
Whereupon, the subcommittee was adjourned at 12 noon, to

reconvene at 10 a.m., Thursday, September 27, 1973.]
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U.S. SENATE,
SUBCOMMITTEE ON FINANCIAL MARKETS

OF THE COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to recess, at. 10:05 a.m., in room
2228, Dirksen Senate Office Building, Senator Lloyd Bentsen [chair-
man of the subcommittee] presiding.

Present: Senator Bentsen.
Senator BENTSEN. The committee will come to order.
At our last meeting on Tuesday, Mr. James Lane, of the Chase

Manhattan Bank, testified that the importance of the security markets
as a means of raising capital is badly overstated. He cited figures
indicating that between 1965 and 1969 new issues of common stock
accounted for only 1% percent of total new corporate funds.

I said at that time that my feeling was that these figures were mis-
leading, that major companies are able to fund a lot of their growth
out of cash flow, that major companies have the financial history and
stability that lets them sell bonds so that they do not necessarily have
to go to the stock market fo-r capital.

However, when you have a small, new company which is just start-
ing or a middle-sized company that has not been in existence too long
they do not have that kind of history which allows them to go out and
sell bonds. I have had personal experience in that and I have seen a lot
of my business management associates over the years who have had
that same kind of problem and they have had to go to the equity
market to raise money. New companies and smaller companies may
represent a small percentage of the total capital, structure in the capital
market, but I think they represent a very important part because
these companies are the ones that finally some da grow ito Xeroxes
and IBM's and Polaroids and I do not think we should ever have the
day when they do not have the chance to do this.

I can remember a few years ago when everyone was forming a ven-
ture capital deal, and I can recall the great numbers that came from
Boston and New York to Texas with their funds and had them avail-
able and they wanted 10 percent of the deal, 20 percent of the deal, or
30 percent of the deal. But one of the things they always had in mind
was that some day they could sell, that they could go to the stock
market, they could have their new issue and they could move on to
the next deal, that they could turn their capital over, here was their
pay-off.

But who do they sell to today? That is the problem they are facing.
Today we still have some venture capital outfits around but they want
40 percent of the deal, 80 percent of the deal, or 70 percent of the deal

(135)
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because they feel like they are locked in, they feel like they are entitled
to that.

Now, I have had the staff check and I find that the figures that were
used by Mr. Lane really are not representative. He used the figures
1965 to 1969.

During the more recent period between 1970 and 1972 common stock
accounted for 16 percent of the total funds raised from sources other
than appreciation of present assets.

So I think the health of the securities market is extremely important
for the modest size company, in particular, and new companies and if
we want a growing healthy economy which accurately reflects the price
of the goods we 0 buy then we must have a stock market which is
also growing and healthy and which accurately reflects the value of
the companies trading thereon.

think that the laymani can more easily understand the problem if
you think of a game of Monopoly. If you have finally won all the
property, who do you trade with, how do you determine values. If we
are not careful we will get into that kind ea situation in this country.

Our witnesses this- morning will be addressing themselves to the
health of the market, and I would like Mr. Roger G. Kennedy, vice
president of financial affairs of the Ford Foundation, to be our first
witness.

Mr. Kennedy, would you take the witness stand and give us your
statement?

Mr. KENNEDY. Thank you, Mr. Chairman.
Senator BzNrrsEN. Mr. Kennedy, we are very pleased to have you

here this morning and look forward to hearing your comments.

$TATEtENT OF ROGER G. KENNEDY, VICE PRESIDENT FOR
FINANCIAL AFFAIRS, FORD FOUNDATION

Mr. KENNEDY. Thank you very much, Senator.
Could I just say at e beginning that I share intensely your

anxieties about the relationship between the growth points in American
society and the American economy, and the overall capital structure.
There is a difference between a growth point obviously, and a long
established firm and we are concerned with those growth points.

I would like to thank you for an opportunity to be here, and my
name is Roger Kennedy, vice president for financial affairs of the
Ford Foundation.

I don't formally represent the Ford Foundation here but I do hope
to be suggesting some ideas of my own that stem from my own
experience.

The first subject suggested by your staff for discussion is the "two-
tier market" about which a gooddeal has been said. The upper tier
of that market is a row of extremely uneven eminences now running
across a very uneven terrain. It has not become elevated as some have
said, above the lower tier, like the Rocky Mountains or by any gigan-
tic or sudden volcanic upthrust of investor interest. Instead, the two
tiers became distinct while some stocks maintained their values and
most others eroded away around them, until quite recently.

Why has the topography of the market, then come to look like
southeastern Wisconsin and it is landscaped? Wh htw the investor
interest washed away ?rom the great multitude of equity securities
held in this country and exposed the granite in others?
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The answers, I think, break into three groups: Economic, psycho-
logical, and structural. There is good cause at the moment, since this
statement was written a week and a half or so ago, to think that the
system is operating right now to bring investor capital back into the
great mass of the com anies and we all.want to encourage that flow.

To do that we shou d look first at why investors are in the top tier.
They put their money there because inflation has hurt the earnings
of many companies because antiinlationary remedies have hurt theearnings of others, but the top tier companies do seem to be able to
keep on growing regardless of inflation.

Second, those big top tier companies, not all of them so terribly
big, they have shown stead y,predictable earnings in all weather and
investors pay for stocks according to their estimates of the discounted
cash flow of future earnings, and they want to be as sure as they can
be about those future earnings. a

Third, there isn't anything phony about the proclaimed virtues of
these stocks. There are such things as real growth companies and
analysts can find them when their records are good and their manage.
ments are good and their position in the economy is distinct.

Some of them are unique. Some of them dominate an industry, in
many cases an industry they created and you mentioned two or three
in your earlier statement. Some of these companies retain ingenious
and inventive and hard-working managements. They seem likely to
many investors to be able to hold on to the markets they created.

The question really is, I suppose, why aren't investors searching out
new ones. Why aren't they finding out these growth points, why don't
more stocks attract confidence. This brings me to a second group of
reasons for the two-tier market, the psychological reasons.

The first one is memory. The last great speculative updraft around
1968 sucked a lot of people, a lot of small investors, into investing in
companies they didn't know much about. Many people need only roll
back their cuffs to find the scar tissue where they were burnt then. It
will take a long time before they will reach out again.

SenatorBENTSEN. Mr. Kennedy, I keep on my dresser a half bottle
of shaving lotion that cost me about $25,000 in a new venture.

Mr. KIONNEDY. Yes sir.
Senatoi*BENTEN. But that does not mean they are all bad. There

are some splendid ones and it is distinguishing the good ones from the
bad ones that is hard for the small investor, especially if he is not
getting good competent advice.

Mr. KENNEDY. Second, there is an inhibition that arises from fiduci-ary psychology. There has been talk here, right talk, that an indi-
vidual investor, that trustees, unlike individual investors, and certainly
unlike speculators, would prefer to invest in the known, the large the
proven. Trustees will generally accept a little less return for a little less
risk than a rich individual might. And trusteeship does increasingly
affect the market.

Third, just a thought in mind I suggested in my written testimony,
that there is an association of the predictability of earnings in some
large companies and the predictability of returns from bonds. I do not
want to over-emphasize this in my verbal testimony. It is perhaps an
idiosyncratic view but I suggest it to you because I think it is iight.

Finally, there are some structural reasons. One of them, to be very
direct about it, is that on a cost/benefit basis a dollar spent on the anal-
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sis of a big company is likely to be just about as much, it costs you
ust about as much to analyze some companies as some complicated
ittle company, and a prudent fiduciary who knows every dollar he

spends for analysis is a dollar out of the hide of the old age pension or
the charity; or which he is responsible is going to get as much use out
of a dollar of analysis in investment dollars as he can. That is a
structural reason.

It is true that the top tier companies are often so thoroughly
researched by "the Street", Wall Street or other streets like State
Street, that virtually no research effort is required to make an invest-
ment decision.

We use more than 50 research houses, 40 or 50 of them outside of
the city of New York, and there is an awful lot of research available
on many stocks.

Senator BENTSEN. Let me ask you this, if I may interrupt since I
do not have any of the other members here yet--

Mr. KENNEDY. Yes, sir.
Senator BENTSEN [continuing]. I read an interesting article the

other day on liquidity of research
Mr. KENNEDY. Yes sir.
Senator BENTQEN. bid you read that one? The question there was

that there was, you say there is, a great amount of research available,
and I know that.

Mr. KENNEDY. Yes, sir.
Senator BENSTEN. But that there was more and more focusing on

just a very few research firms.
Mr. KENNEDY. Yes.
Senator BENTSEN Who have built a reputation.
Mr. KENNEDY. Yes.
Senator BENTSEN. And the argument .of the- author of this par-

ticular article was that there was illiquidity in research.
Mr. KENNEDY. In the sense that there are fewer and fewer-
Senator BENTSEN. Yes; that is right.
Mr. KENNEDY [continuing]. Large companies in which research

people have a great deal of confidence? Is that the point that. the
article made?

Senator BENTSEN. This was the research firms.
Mr. KENNEDY. Yes, sir.
Senator BENTSEN. And, therefore, that ax the institutions focused

more and more in on these particular firms, they are all getting the
same feedback on a very few stocks. That was the rationale of the
argument.

Mr. KENNEDY. It is true that if after you found you had gotten
some bad advice or bad ,research you would tend not to return to the
same source of information. It is true some people are better at re-
search than others, more consistently thorough, competent, skillful-
that is as true in research as it is in any other field. You will tend to
return more often, when you really want a thorough job of inquiry
made, to a place that does it well. I believe, sir, that it is almost as
natural there as it is in any other field.

Back to my written statement-or another point about the reluc-
tance of some institutional investors to invest in some smaller or less
well-known companies. Second, I want to make a particular point
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about the fear of jeopardy that afflicts, and must, concern many
fiduciaries.

Included in the rules set out by the Tax Reform Act of 1969 for
private foundations are provisions which expose officers and trustees
to personal tax liability for the making of investments found to be
sufficiently risky to jeopardize a foundation's charitable purpose.
Naturally, this counsel of cautious, and there are many counselors of
caution, diminished the readiness of such officers and trustees to reach
out beyond successful, solid, well-researched, thoroughly researched
companies toward those which were newer, attractive, but less com-
pletely tried.

6Th regulation of one fiduciary has become caution to another, thus
the law applied to philanthropy in 1969 has produced, I think, agenuinely chilling effect on imaginative, out-reaching money manage-
ment, and not just for those directly affected by the law. Officers and
trustees for pension funds and endowments could see a warning light
flashing and that warning light, as I would like to suggest in a moment,
has become more than just a warning light later. Under that light was
a sign reading, "Play it safe."

Ifi could, sir, I would like to insert some new language because in
some recent action by the Senate-in my prepared statement which I
would like, if I might, to read in except for a couple of paragraphs.

Senator BENTSEN. So ordered.
Mr. KENNEDY. Subsequent events seem to have justified that

spreading caution. Private pension plan legislation enacted by the
Senate a week ago, that is H.R. 4200, I think would apply a prudent
man standard to the investment of pension funds and would impose
on fiduciaries personal liability if that standard were not met. Senate
bill S. 1179, which was a forerunner of the legislation enacted and
was reported favorably by this subcommittee s parent committee,
would have followed the jeopardy investment concept applicable to
foundations by specifically requiring that pension plan fiduciaries dis-
charge their duties in a manner which did not jeopardize any income
or assets of the plan and would have imposed on fiduciaries a penalty
tax and personal liability for losses due to jeopardy investments.
Although the jeopardy investment standard was eliminated, pension
plan fiduciaries may conclude in light of this legislative history, that
the prudent man standard-as yet very undefined in the context of
Federal pension plan regulation, and a little bit undefined in terms of
its application to foundations, embodies many of the same concepts,
placing additional restraints on their flexibility in selecting
investments.
SPr-actically speaking, the effect upon the person who is responsible

for those funds is to discourage him from reaching out very far. He is
going to be very likely to try to be sure that he invests in companies
that have had a kind of good housekeeping seal of approval, often
by a very large institution in the neighborhood. That seems to me to
be an influence contrary to the desires of spreading capital a little
more widely.

Senator B ENTSEN. I think you made a very salient point. When you,
get into this area of subjective judgment it is pretty hard to legislate.

Let me ask you about one thing: I recall that under the Nebraska
State insurance laws, for example, insurance companies could invest
a very small percentage of their total assets.
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Mr. KENNEDY. Yes, sir, the so-called "basket clause."
Senator BENTSEN. A basket clause-I used to refer to it as the

gold mine stock clause-and they could just put anything they wanted
to-

Mr. KENNEDY. Yes.
Senator, BENTSEN. They could have the full freedom to take the

risk, on that one. Is there a, way t6 structure something like that?
Kir. KENNEDY. Yes, s.

C I believe myself that it is not beyond the capability. of man to
devise a mechanism for permitting large funds covered by fiduciaries
to take what might be caued a higher risk, or accept higher "volatility"
a.4 expressed in academic' circles, for a proportion of the portfolio.
This could be carefully worked out so that it did not represent too
large a proportion of the portfolio. It does not mean that the fiduciary
should not make a good solid inquiry, to try to do the safest job he
can, but to go into a new company which does not require such stand-
ards as do some State insurance Acts' 5 years of positive earnings.

There are a lot of'new companies that may have a bad year or two
in their start-up period, and such inhibitions, it would seem to me,
would have a deterrent effect upon getting money to growth points.

Yes, sir, I think this is something that could and shoild be worked
out.

Senator BENTSEN. In other words, you might take as low as 1 per-
cent of your total assets or something like that?

Mr. KENNEDY. Certainly.
] guess I do want to emphasize that provisions like those which

prohibit foundations jeopardizng funds are certainly necessary. There
have to be ways of insuring that they do not make improper use of
their assets. But I did want to also express the effect of these pro-
visions upon concentration of investment.

If I may, would be awfully grateful for the chance to include thatcouple of paragraphs and then pickup my prepared statement With
these words.

Senator BENTSEN. Do that.
Mr. KENNEDY. There are some reasons for, these are some of the

reasons for the high relief in the topography for the two-tier market.
I think, because of our rather widely spread portfolio, in comparison
to others, I certainly hope that the gap between the tiers is closing
and that many more companies will rise up, so to speak, to the top
tier. But this will only happen after investors have actually had the
experience of a more modest rate of inflation which appears to be
reasonably predictable and of specific price improvement in stocks.
They are going to have to have a little success.

I tried a diagnosis and I hope for a moment you will just permit
me to make a personal expression about the work of this committee
which I did a little earlier and I will retrace it.

I just think it is of the greatest of importance to the vitality of
capitalism, the vitality of our society, that we do seek ways of getting
money into the growth point of our society. I think this committee
has done a splendid service in providing this focus.

We in foundations, have to derive funds for further educational
and ch aritable purposes from portfolios made up of those stocks. We
are particularly cognizant of that.
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The best remedy, of course, is 1 think a return of confidence justified
a strong and consistent anti-inflationary national economic policy.

It is a very big subject but it is really the heart of the matter.
A number of other ideas have been suggested which do not reach

the fundamental problem of investor confidence. They may just be
symptomatic TieoH, but I think they are important too and we ought
t study them.

I would like to make a couple of very brief comments on a couple of
c thought. 0

First of all, we share the general view that the publication of invest-
ment transactions, not just investment positions, is a very good idea.
We should have full disclosure often enough to inform but, obviously,
not so often as to put an unreasonable cost burden on the pensioners
and the charities that pay for them.

In deciding about publication requirements, there are two questions
everybody would always want to ask. One of tIem is, will you spend
too much money disclosing, and the second one, are you reasonably
sure somebody is going to use the information disclosed?

Senator BENTSEN. r would agree with you, Mr. Kennedy. We do
not want to see the SEC flooded with paperwork which they are not
going to utilize. Perhaps disclosure can be limited to institutions and
transactions of a certain size.

Mr. KENNEDY. Yes, sir.
Senator BzNTs8N. That will be helpful, I think, to everyone

concerned.
Mr. KENNEDY. Yes, sir.
Senator BENTSEN. But you run into a diminishing return pretty

fast When you get into very minute transactions.
Mr. KENNEDY. Yes.
We publish, of course, our portfolio annually and we could publish

ours quarterly, but we have to do it anyway and it would not trouble
us very much, but it would be a burden to a number of smallerinstitutions..station on the size of security holdings have been discussed

frequently here and they have been famiar to mutual funds and life
insurance companies for many years and to foundations since the Tax
Reform Act of 1969. A percentage limitation of the amount any one
investor may own in the voting stock of any company makes sense,
but I think it is important to point out that there is a social cost here,
too.

Limitations can discourage institutional investors from looking for
C opportunities among smaller companies because they cannot get a

benefit which really helps them from the small doar investmentwhile, at the same time, taking account, we have to take account of
the danger of excessive control.
.There is a balance here. Under regulation within general legislative

limits, I believe we can achieve the objective of encouraging investment
by such institutions in these companies perhaps by escalating upward
a permissible percentage of ownership as the size of capital, say,
diminishes.

We spoke of venture capital first. Venture capital firms, we think,
when they are well and responsibly run, provide a veay, very important
service. We are trying very hard to encourage vome portion of our
portfolio in that direction, despite the counsels of caution.

22-727-4---10
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The investor wants a position large enough to have a real effect
upon the portfolio. The company wants money without giving too
much power over its affairs to an individual stockholder, and, onceagain, I believe we can work out a balance between these two
obectives.

On the other hand, I am afraid that some of the medicine suggested
could make a recovering patient pretty sick again. For instance limi-
tations upon the size of trades could seriously retard the flow of capi-
tal, retard it toward the second-tier companies, of smaller companies
in particular, for a subtle reason.

Our objective is to increase activity in the securities of these com-
p anies to encourage investors who have been scared off. If trades are
limit ed, or forced to be spread across a long period of time, the brokers
will benefit. But will the economy? Will a little company?

Senator BzNTsN. Mr. Kennedy, let me tell you I certainly agree
with you there. I think it would be an unreasonable burden on an
institution to have to spread its trade over a lengthy period of time,
and I would hate to be the broker who had to handle the execution
of the later sales.

Mr. KENNEDY. Yes, sh.
Senator BENTSEN. I do not think that the members of this com-

mittee want to do anything that keeps investors including institu-
tional investors from acting like investors.

Mr. Ki-NNEDY. Then I certainly will not read through my next
couple of paragraphs, which put in a little midwestern language, what
a lot of the fellows have been saying in a little more complexity,
about the same point. I have a very strong feeling that we want to
encourage a lot more activity in these securities, we need to broaden
the capital market, make it work more efficiently, more openly and
more fairly.

I do not think, I gather it is not in anyone's mind to clutter it or
to confuse it.

Senator BzrTsiN. Let me ask you Mr. Kennedy, about the con-
centration of investments in some of these companies that you re-
ferred to as being almost inflation-proof and which are also ably
managed corporations.

What would happen if there were a series of antitrust suits that
were successful and some of these large institutions had a substantial
percentage of their assets in the companies being sued and all of these
institutions tried to get out of that stock at the same time? It seems
to me that this creates a problem and there is some risk involved
which has to be balanced off against the fact that these are inflation-
proof companies or seemingly so?

Mr. KENNEDY. Yes, sir, that is a difficult problem, and the pres-
ence on the statute books since Senator Sherman's efforts in the 1880's,
the Clayton Act, have had an influence upon the analysis of all secu-
rities on the part of skillful thorough research analysts, the possibility
of antitrust actions against companies which do occupy a dominant
position, has certainly affected ea estimates on the part of suchthorough and competent analysts in the past.
.Senator BENTSEN. Let me ask yo do you have a self-imposed

limit on the percentage of your assets that you invest in on~e security?
Mr. KENNEDY. Yes, sir, we do.



We not only have our self-imposed limit, but also an elaborate
formula under the Tax Reform Act, and I will try to state it, and I
am sure counsel will want to correct my testimony if I misstate it
in any way.

The practical effect of it is when you get over 2 percent you begin
to worry because after 2 percent you have got to find out whether any
disqualified person, which includes your trustees, your donors, any-
body who is related in any way to the institution, may also have a
security holding in that enterprise.

Senator BUNTSUN. You are referring there to the insiders.
Mr. KENNEDY. No. There is a special description of people related

to foundation-excess business holdings is what my friend tells me is
the appropriate descriptive title for that proportion. As you get on
up toward 20 percent you begin to run into extremely severe tax
penalties which, I believe, are something in the neighborhood of 200
percent if you find you have a holdin * aggregate of all these persons
and yqursIf of over 21 percent. It is often hard to find out if you have
a lot of disqualified persons, including the relatives of the trustees,
and so forth.

So we worry about that quite a lot.
What that has done to us is when we get over 2 percent we report

to our trustees that we are getting over 2 percent and maybe, of
course, the company, the security is just growing in value.

When we get over 5 percent, which we have, I think in only-
Senator BEnTSzN. Mr Kennedy, I have an important phone call

and I will be back in just a moment.
Mr. KNNIEDY. Should I remain, sir?
Senator BENTsUN. If you will just stay there and I will be right

back.
[Short recess.)
Senator BENTSEN. Mr. Kennedy, looking at the time and realizing

we have two more witnesses, I think we will proceed to the other
witnesses. The information that you have given us will be helpful to
us. I am particularly interested and intrigued by the idea that you
instigated that there ought to be some way that foundations and
institutions could invest a portion of their assets in high risks, small
corporations and new emerging corporations.

Thank you.
Mr. KENN DiY. Thank you Senator.
[The prepared statement of Mr. Kennedy follows:]

STATEMENT OF ROGRR G. Xr.NNEDT, VICE PRESENT FOR FINANCIAL AFFAIRS,
FORD FOUNDATION

I would like to thank you, Mr. Chairman, and the Members of your Subcom-
mittee for your invitation to appear here today. My name is Roger Kennedy, and
I am Vice President for Financial Affairs at the Ford Foundation. I do not formally
represent the Ford Foundation in these discussions, but I hope to be useful in
suggesting, here, some ideas that stem from my own experience.

The first subject suggested by your staff for discussion is the "two-tier market."
The upper tier of that market is a row of uneven eminences running across a very
uneven terrain. It has not become elevated above the lower tier as did the Rocky
Mountains, by a gigantic or sudden volcanic upthrust of investor interest. Instead,
the two tiers became distinct while some stocks maintained their values and most
others eroded away around them. Why has the topography of the market, then,
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come to look like southeastern Wisconsin? Why has investor Interest washed
away from the great multitude of equity securities held in this country and
exposed the granite in others?

The answers to these questions break into three groups, intertwined but dis-
tinguishable in emphasis: economic reasons, psychological reasons, and structural
reasons. There is good cause to think that our economic system is operating right
now to bring investor capital back toward the great mass of companies but our
purpose here is how to encourage that flow, To do that we should ooki first at
the economic reasons for the interest of investors where it now is: in the top tier.
Investors put their money there because inflation has hurt the earnings of many
companies, and because anti-inflationary remedies have hurt the earnings of others,
but the top-tier companies seem to go on growing in earnings regardless of inflation.
Second, the top-tier companies have shown steady predictable earnings in all
weather, and investors pay for stocks according to their estimates of the discounted
cash flow of future earning. Third, there Is nothing phony about the proclaimed
virtues of these stocks. There are real growth companies. They aren't hard to
identify: their records are good; their managements are good; and their position
in the economy is distinct. Some are unique: they dominate an industry. In fact
in several instances they created an industry and retain ingenious, inventive and
hard-working management. These seem likely to be able to bold onto the markets
they created.

The question is not why these companies are such good investment%, but why
aren't Investors searching out new ones, why don't more stocks attract confidence?
This brings me to the second group of reasons for the two-tier market, the psy-
chological reasons.

The first one is memory. The last great speculative updraft around 1968 sucked
many people into investing in smaller, little-known companies. Many people need
only roll back their cuffs to find the scar tissue where they were burnt then. It
will take quite a while bbfore they will reach out again toward unfamiliar names.

Second Is Jiduciary psycho y. It is no wonder that trustees, unlike individual
investors, and certainly unlike individual speculators, prefer to invest in large,
proven, well-known companies rather than small unproven companies. Trustees
generally will accept a little less return for a little less risk than might a rich indi-
vidual. And, as previous witnesses have testified, trusteeship inoreasingoy affects
the market.

Third is the uee of stocks as surgates for bon&. Uncertainty about national
economic policy, uncertainty about the means which will be selected to fight in-
flation and their effects upon corporate profits, and uncertainty about the degree
to which as a society, we will charge corporations more-of what we are now calling
"external costs" have built up a general unwillingness on the part of investors to
take the sort of risks which they were willing to assume in more tranquil times.
This has a depressing effect upon the price/earnings multiples which mark the

-fever-chart of Investor confidence.
I would like to suggest the somewhat unorthodox view that stocks in the top

tier of the two-tier market are now being used by many as substitutes for bonds.
They are comforting to investors who have been trained to prefer stocks to bonds
but are no longer willing to accept general equity risks. Investing in many smaller
companies might give these people high returns, but they feel to them, too chancy.
When investors, large and small, are scared, they aren't likely to be venturesome.
They like the tried, true and presumably predictably, and they pay more for those
qualities than for a "piece of the action' if the trajectory of the action is very hard
to predict. They may buy a bond or a top-tier stock for the same psychological
reasons.

Finally, and much less important are certain structural reasons. One of these is
the cost of analysis. Large funds will naturally lean toward companies with large
capitalizations because the analysis of a company prior to investment (analysis
required by law of a prudent fiduciary) often costs about the same whether that
company is large or small, and, therefore, the analytical cost per dollar invested is
less to buy 2 percent in large company than to buy;2 percent in a small company.
Indeed, many of the top-tier companies are so thoroughly researched by the Street
that virtually no additional research effort is required to make an investment
decision. (In fact, many investors believe only one such decision Is required-to
buy such a stock.) Since cost of investment Is a charge either against the investors
or against the pensioners or the charities for which many of these investors are
responsible, they give attention to cost-effectiveness.
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Second, we must take account of the fear of jeopardy. Included In the rules set
out by the Tax Reform Act of 1969 for private foundations are provisions which
expose officers and trustees to personal tax liability for the making of investments
found to be sufficiently risky to jeopardize a foundation's charitable purpose.
Naturally, this counsel of caution diminished the readiness of such officers and
trustees to reach out beyond successful solid, well-researched companies toward
those which were newer, attractive but Wes completely tried.

The regulation of one fiduciary is a caution to another. Thus the law applied to
philanthropic Investment in 1989 has, I think, produced a chilling effect on imagi-
native money management, and not just for those directly affected by the law.
Officers and trustees for pension funds and endowments could see a warning light
flashing. Under that light was a sign reading: "play it safe."

Subsequent events have seemed( to justify such caution. Pending legislation
concerning the Federal regulation of private pension plans has concerned Itself in
part with articulation of standards governing the conduct of pension plan trustees.
Legislation reported favorably by this Subcommittee's parent committee (S. 1179)
would follow the jeopardy concept applicable to foundations by specifically
requiring that trustees of pension funds discharge their duties In a manner whichdoes not jeopardize any income or assets of the funds and would impose on trustees
a penalty tax as well as personal liability for losses due to jeopardy investments.

Provisions such as those enacted for foundations and those proposed for pension
p lans may be necessary, but their effect is to lead to concentration of investments
n companies which have been thoroughly analyzed and discussed and are already

stamped with the approval of giant bank trust departments. If you were personally
liable for a loss to a fund or a penalty tax under these rules, would you not be most
comfortable in those stocks Which no one could possibly describe as speculations?

These are some of the reasons for the high relief in the topography of the two-
tier market. I think (and because of our rather widely spread portfolio, in com-
parison to others, I certainly hope) that the gap between the tiers will close--that
many more companies will join the top tier. But this will happen only after
investors have actually had the experience of a more modest rate of nation which
appears to be reasonably predictable and of specific price improvement in stocks.

Having tried a diagnosis, I hope you will permit me a comment on the work of
this Committee. I think It is of very great importance to the vitality of capitalism
in this country for us all to seek means to make easier and more consistent the flow
of capital into good, growing concerns which may notyet be so big or so familiar
to investors as the top-tier companies. I think this Committee has served very
well in focusing attention upon the erosion of investor confidence. This focus ts
very welcome to foundations which must derive the funds which further educa-
tional and charitable purposes from portfolios largely made up of the common
stocks in American industry.

Diagnosing causes can suggest remedies, and the best remedy is a return of
confidence, justified by a strong and consistent anti-Inflationary national economic
policy. That is a verylarge subject, well beyond the limits of today's discussion.

A number of other ideas have been suggested, none of which reach this funda-
mental problem of investor confidence. All are worth careful study, but at best
would represent only symptomatic relief. Nonetheless, some brief comment may
be useful about that symptomatic relief:

(1) First, as to publication of institutional investor holdings and trading: we
should have full disclosure, sufficiently often to inform, but not so often as to put
an unreasonable cost burden upon the pensioners and the charities which would
bear the burden of computing, printing and distributing results. Disclosure Is
generally a good idea; it can cost a lot of money; and, of course, in each instance
the questions arise: how often should it be required and for whose practical use?

(2) Limitations of the size of securities holdings have been familiar to mutual
funds and life insurance companies for many ears and to foundations since the
Tax Reform Act of 1969. A percentage limitation of the amount any one investor
may own of the voting stock of any company may make sense, but there is a social
cost here, too. Limitations can discourage institutional investors from looking for
opportunities among smaller companies because they cannot get a benefit which
really helps them from a small dollar Investment, while at the same time taking
account of the danger of excessive control. Under regulation within general
legislative limits, we may achieve our objective of encouraging investment in
these companies by escalating upward a permissible percentage of ownership as
the size of capitalization diminishes. The investor wants a position large enough
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to have a real effect upon tWe portfolio. The company wants money without
gi ving too much power over its affairs to any individual stockholder. It is not

eyond the mind of man to achieve a proper balance of these two objectives.
which is what the public wants.

(3) On the other hand, some suggested medicines could make a recovering
patient sick again. For instance, limitations upon the size of trades could seriously
retard the flow of capital toward second-tier companies for a subtle reason. Our
objective is to increase activity in the securities of these companies to encourage
investors who have been scared off. If trades are limited or force to be spread
across a long period of time, the brokers will benefit. but will the economy?
Won't the stickiness, inefficiency and ponderousness of such a market further
reduce the price/earnings multiples of the stocks which are our concern? Many
observers believe that the reason that the U.S. equity market has produced higher
price/earnings ratios than many European markets is that our market has been
relatively fast and efficient. If that market is made to operate in a vat of glue it
will not move efficiently, and the companies most in need of an active market
will suffer most.

Furthermore, if an investor knows that he can only trade a limited amount of
stock at any time, or if he must dribble out his trades over time, he will be very,
very cautious-even more cautious-about the stocks he is willing to buy. If you
were told that you would be Ilocked into" your stocks, which would you be most
likely to buy: a big, well-known company with plenty of admiring banks to
buy its stock, or * * * c

Senator BENTSEN. Our next witness will be Mr. Ralph P. Coleman,
Jr., president, Over-the-Counter Securities Fund, Inc.

STATEMENT OF RALPH P. COLEMAN, JR., PRESIDENT, OVER-THE-
COUNTER SEM ITIES FUND, INC.

Mr. COLEMAN. My name is Ralph P. Coleman, Jr. I want to thank
you, Senator Bentsen, for the opportunity of testifying before this
subcommittee.

For thepast 18 years I have been president of Over-the-Counter
Securities Fund of Oreland, Pa. I am also editor of Over-the-Counter
Securities Review and executive director of the National Association
of OTC Companies. So I do have a rather extensive acquaintance
with the type of companies we have been talking about today, the less
researched companies and the smaller and emerging companies.

I founded the fund in 1955 and have been its chief executive and
portfolio manager since that time.

We currently have assets of about $6.4 million and around 4,000
shareholders.

An initial investment of $10,000 in our fund in June 1956 would
recently have been worth over $66,000, with all dividends and capital
gains reinvested.

Senator BENTSEN. I did not know any mutual fund founded in 1955
still had the same chief executive.

Mr. COLEMAN. That is right, I think I am the world's oldest living
mutual fund executive, from a service standpoint, anyway. Sometimes
I feel it. But our fund has the highest alpha rating according, to
Weisenberger's ratig service over the past 10-year period.

I cite these examples not to blow our own horn, but to demonstrate
that it is possible to invest successfully on an institutional basis without
becoming involved in the so-called two-tier market game. Ours was
the first-fund to invest exclusively in over-the-counter securities and,
with one exception, we are still the only fund in that area. With
scattered exceptions, over-the-counter securities have never been
big institutional favorites. Even today, although the market value of
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all OTC stocks totals around $150 billion-about 25 percent of the
market value of all NYSE stocks-institutional holdings of OTC
stocks constitute less than 5 percent of the market value of all in-
stitutional portfolios.

Yet it is in the over-the-counter market that the great growth com-
panies of today first became available to the investing public. The'superstocks" of 1973, such as Xerox, Avon, Polaroid, McDonald's,
Walt Disney Productions, all traded OTC within the past 10 to 15
years and at small fractions of their present prices. And it is in the
OTC market of today that the growth companies of tomorrow are
being nurtured.

Ironically, the so-called professional investors rarely buy growth
stocks before they grow-when the biggest opportunities for capital
appreciation are possible. Rather, most institutions prefer to buy their
growth stocks when they are pretty well grown and the possibilities of
geometric growth in market value are that much more limited. For
example, if IBM were to show the kind of market appreciation over
the next 23 years that it did over the past 23 years'its market value
would rise to around $2.8 trillion, compared to its recent market value
of around $40 billion.

Almost $3 trillion-or about three times our present annual gross
national product.

The hard fact of the matter is that institutions-who concentrate
their holdings in the "top twenty" or "favorite fifty," or whatever
number you want to give it-are really living in the past.

Of course, the analysts at these institutions don't really expect the
fabulous past growth of these companies to continue at the same rate
in the future but they believe the momentum is sufficient to make
them "safe" and profitable investments in the years ahead.

I sincerely believe that such an investment philosophy is fraught
with danger--not only to the economy and stock market as a whole, as
other witnesses have so eloquently testified, but to these institutions
themselves and to the investors who have entrusted their funds to
them.

When an institutional investor goes into a stock yielding I percent
or 2 percent and selling for 30 to 40 times earnings he's shutting him-
self off from two potentials that exist in many other stocks.

With a 1 percent or 2 percent return he's certainly not buying the
stock for dividend yield. And with the stock selling at 30 to 40 times
earnings he's certainly not buying it with the hope that another com-
pany will come along and offer to buy the company out at a price
greater than 30 to 40 times earnings. Yet these are the possibilities
for capital enhancement that exist in many high yield, low p/e ratio
stocks that most institutional investors consider beneath their port-
folios.

As to the portfolio of Over-The-Counter Securities Fund, probably
75 to 80 percent of the individual issues we own are not owned by any
other institution at this time. I say "at this time" because it has been
our experience that over a period of years, if the company is success-
ful, it will eventually attract institutional support-usually after
most of the big appreciation is out of the stock.

For exaniple, we were probably one of the first institutional inves-
tors in Marriott Corp. in the early 1960's when the stock traded OTC.
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Now the stock is on the NYSE, it's a big institutional favorite but it's
selling at a price that is more than 15 times what we originally paid
for the stock.

However finding a Marriott is not an easy task. A more likely
scenario is for the fund to purchase stock in a company and then have
the company acquired by another larger company.

Over the past 7 years, this has happened to over 50 of our portfolio
holdings and, on the average, the sale price was about 50 percent above
what we originally paid for the stock. I will give you an example of
what just happened yesterday. Early this spring we bought stock in
the Baltimore and Ohio Railroad which most people lump with the
Penn Central. Actually they will earn a record $40 million this year
but they were 95 percent controlled by the C. & 0. and there had been
an offer about 10 years ago and we had a feeling with the improved
B. & 0. earnings that eventually there would be another offer. Well,
we paid about $10 for the stock. It will probably work out at $25 to
$26 a share in C. & 0. stock because they are taking over the balance.
Now this B. & 0. ie not on the list of any institutional investor, yet
we saw an opportunity and we acted on it, and other institutional in-
ve.otors can find this same sort of data if they dig deep enough.

Senator BENsE&. Let me ask you. How has your performance been
since 1968 when there has been such a setoff?

Mr. COLEMAN. In 1968 we are ranked among the first 15 funds.
This year for example, we declined about 9 percent in asset value per
share. I think it is one of the beauties of a mutual fund. You know
exactly where you stand. This is one of the areas where the banks must
be brought into the same type of equality with the mutual funds in
terms of performance.

Senator BENTSEN. To what extent are you involved in letter stocks?
Mr. COLEMAN. Not at all.
We have never purchased any letter stock. It has been against our

policy, and we never expect to buy any. We buy common stock
primarily on the open market.

A number of ingenious proposals have been offered about what to do
about the institutional investor and the "two-tier" market. Although
I appreciate the problem I do not agree with those persons who advo-
cate a limit on how much stock an institution can sell at any given
time; who suggests a "limit" on the price a stock can drop in any one
day; or who urge 30 days notice of the intention of an institution to
buy or sell any large quantities of stock in their portfolios.

These are very artificial, galling restrictions that would interfere
with the free market process in a most disastrous way.

However, having said this. I would hasten to add that I am very
much in favor of establishing disclosure rules on the holdings of all
institutional investors along the line that the Securities & Exchange
Commission has established for mutual funds. That includes the trust
departments of banks, insurance companies, selfadministered pension
funds where the funds of a substantial group of employees is involved,
and similar entities. I

Our fund has been subject to continuous SEC regulation since its
inception. While we may have become occasionally vexed-over some
particular situation we believe the Commission has generally acted
m an evenhanded and constructive manner. And We feel'reasonably
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certain that subjecting banks and insurance companies to SEC dis-
closure regplatibns would 'work no great hardship on them and would
help the investing public to understand better ihe workings of these
giant institutions.

Certain, there is a greater public interest involved in the workings
6f a bank trust department, handling a $100 million pension fund
for a company with 50,000 employees than in the workings of $6
million mutual fund with 4,000 shareholders. Yet under present

C rules, the portfolio holdings and investment record of the bank trust
department can remain veiled from public scrutiny while the mutual
fund must operate in a virtual fish bowl of disclosure.

We're not complaining about, the fish bowl, but let's at least get
the really big fish into the bowls

Investment Company Act regulations limit the size of a holding
in a single company to 5 percent of the fund's total assets and limit
ownership to 10 percent of the voting securities. We believe these
rules should be applied to the investment operations of banks, in-
surance companies and other institutions. These 5- and 10-percent
regulations should not be applied to holdings that such institutions
own when they would be subject to SEC supervision. However, all
portfolio purchases thereafter should be subject to the 5- and 10-
percent rules that already apply to regulated investment companies.

One of the most pernicious practices of many mutual funds and
other institutional investors is the concentration of their investments
in a relative handful of stocks--with many funds having over 50
percent of their assets in as few as 10 stocks. S, uch concentration

as nOt produced superior results for most of these mutual funds.
Our own fund, with one of the best investment records in the in-

dustry, has followed an opposite policy.
We currently have 240 different securities in our portfolio. Many

people have told us to cut down on this number. Perhaps we should,
but the proof of the pudding is in the eating and in our case ourportfolio policy has helped us-build a good record.

Senator Buo'rs.N. Let me ask you how you can afford to bother
with that many stocks and do the research With assets of $6.5 million?

Mr. COLEMAN. Well, I can only say that we have done it. Likeanybody else we.have had a few bloopers there.
The overall record has been a good one and I will tell you, quite

frankly, that we work primarily from published sources such as
annual reports, prospectuses, offering circulars. In most cases we do
not have direct contacts with the management. Sometimes we prefer
it this way because we do not want to get involved on the prongs of
insider disclosure, you know--contacts, disclosure and that type of
thing. As it is now management can toll you nothing that they do
not publish, and in our case we buy, hold and review.

You take the situation on Xerox and ?olaroid and IBM. Most
everybody knows these situations inside and out, yet that there are
analysts who spend their complete time on IBM. Of course, with the
market value of the company that probably is proper, in that case.
But in our case' we have tried to spread our research out. We put out
a special report service which each month goes over four different
companies all over the counter. We feel that in this case we are per-
forming a worthwhile service in broadening, investor interest ina
variety of companies. 7
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Senator BENTSEN. If you will proceed with your statement because
I think we have a vote coming up on the floor in just a few minutes.

Mr. COLEMAN. All right.
I will just quickly say that why don't the large institutions go into

more stocks, I think in many cases they follow the leaders and if
things go badly well, the small fry can always say the "biggies" in
the institutional world were the ones who originally invested in it. I
also think that this concentration in a few stocks has resulted from the
failure of many analysts to really do their homework, to get off their
duffs and to learn about companies that may have their headquarters
in nonmetropolitan areas, especially in the Midwest, the Southeast and
New England. Too many analysts are really quite parochial, ac-
quainted only with their "chosen few" stocks, and fundamentally
ignorant of the vast body of companies which are the backbone of
the U.S. economy. It's about time some of these analysts do some
really original research I think you mentioned that yourself where
you had spoken of illiquidity of research. There are many excellent
companies out in the hinterlands or the sticks which an analyst has
not visited in years or if at all.

And finally, to summarize, when IBM lost 38 points in 2 days Jast
week that was a paper loss of over $5.5 billion in that particular
stock. At the low in 1973, it was a shrinkage of almost $14 billion of
market value.

Now if a decline, a precipitous decline, like this can take place in
a premier institutional issue where 50 percent of the stock is owned
by institutions cannot a decline of greater magnitude be expected of
superstocks of lesser magnitude? I question very much the theory
of the one-decision stock not only in terms of its impact on the market,
but in terms of the market value of the portfolios holding those
stocks.

And the final point I would make concerns portfolio turnover.
I will not cite specific examples but I believe that the portfolio

turnover rate of some institutional investors is so high as to border
on a so histicated form of churning. They are violating one of the
basic rules of true investing. Long-range investing requires that the
stock can grow with the company, I believe that a period of time
must pass before the fruits of true investing can be harvested. This
reduces portfolio turnover to a minimum. In our case portfolio turn-
over has never been over 7 percent over the past 3 years. As long-term
investors, we list the year which we purchased the stock.

Senator BENTSEN. May I interrupt just a moment?
Mr. COLEMAN. Yes.
Senator BENTSEN. You make this point of high turnover and you

use the term churning and you get into the question of a fundamental
judgmental area and a subjective judgment involved. Do you think
that can be regulated by legislation?

Mr. COLEMAN. No; I did not suggest that. I think a fundamental
shift in investment thinking, is needed, I think it is a hard thing to
regulate and I am not so sure I would be in favor of regulation that
might freeze transactions. But it is a cleansing of the mind basically and
takng an entirely different attitude that many-the mauy mistakes
here-have been primarily in the mutual, fund areas among the
so-called, go-go funds, I cannot judge the banks and insurance con-
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panies because we do not know their portfolio turnovers, but we do
ow about mutual funds and some of them have a turnover of over one

hundred percent. I am ashamed to be part of an industry that engages
in this type of thing. It concerns me considerably. Some of the.e high
portfolio mutual funds may have a good investment record but in most
cases excessive portfolio turnover is accompanied by mainly poor
results.

Senator BENTSEN. I remember one time looking at a mutual fund
management company out in Colorado. How frustrating it was to see
how their charter was one that provided that they would invest in
certain companies and they just stayed in those companies, period.

Mr. COLEMAN. Yes.
Senator BENTSEN. And they didn't change. It was frustrating to me

to see how well they had performed over all those years.
Mr. COLEMAN. I know some funds have had a legal list and 'some

have done quite well when they have been restricted that way.
Senator BENTSEN. Mr. Coleman, your testimony has been very

interesting and we appreciate it very much.
Mr. COLEMAN. Thank you very much.
[The prepared statement of Mr. Coleman and articles from the Over

the Counter Securities Review magazine follow :]
TESTIMONY OF RALPH P. COLEMAN, Ja., PRESIDENT, OVER-THE-COUNTER

SECURITIES FUND, INC.
My name is Ralph P. Coleman, Jr. May I thank you for the opportunity of

testifying before this Subcommittee. For the past 18 years I have been president
of Over-The-Counter Securities Fund of Oreland, Pa., I am also editor of Over-
the-Counter Securities Review and executive director of the National Association
of OTC Companies.

I founded OTC/SF in 1955 and have been its chief.executive and portfolio
manager since that time. We currently have assets of about $6.4 million and
around 4,000 shareholders. An initial investment of $10,000 in our Fund in June
1956 would recently have been worth over $66,000 with all dividends and capital
gains reinvested. According to Wiessenberger's Mutual Fund Rating Service,
which ranks all mutual funds on a risk reward basis, our Fund has the highest
"Alpha" rating of any mutual fund over the past ten year period. Other mutual
fund performance authorities also give our Fund superior ratings.

I cite the above examples of our investment record not to "blow our horn" but
to demonstrate that it is possible to invest successfully on an institutional basis
WITHOUT becoming involved in the so-called "two-tier" market game. OTC/SF
was the first fund to invest exclusively in over-the-counter securities. With
scattered exceptions, OTC securities have never been big institutional favorites.
Even today, although the market value of all OTC stocks totals around $150
billion-about 25% of the market value of all NYSE stocks-institutional hold-
Ings of OTC stocks constitute less than 5% of the market value of all institutional
portfolios.

Yet it is in the over-the-counter market that the great growth companies of
today first became available to the investing public. The "Superstocks" of 1973
such as Xerox, Avon Polaroid, McDonald's Corp., Walt Disney Productions all
traded OTC within the vast 10 to 15 years and at small fractions of their present
prices. And it is in the OTC market of today that the growth companies of tomor-
row are being-nurtured.'

Ironically the so-called professional investors rarely buy growth stocks
BEFORE they grow-when the biggest opportunities for capital appreciation are
possible. Rather, most institutions prefer to buy their growth stocks when they
are pretty well grown and the possibilities of geometric growth in market value
are that much more limited. For example, if IBM were to show the kind of market
appreciation over the next 23 years that it did 6ver the past 23 yeas its market
value would rise to around $2.8 TRILLION compared to its recent market value
of around $40 billion. Almost THREE TRILLION DOLLARS--or about three
times our present annual gross national product
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The hard fact of the matter is that institutions who concentrate their holdings
In the "Top Twen ty" or "Favoxte Fifty", or whatever number you want to give
It-are really liViOng in the past. Q)f course the analysts at these institutions don't
really expect the fabulous past growth of tiesb companies to continue at the same
rate in the iutire but they believe the momentum Is sufficient to make them
"safe" and profitable investments in the years ahead.

I sincerely believe that such an investment philosophy is fraught with danger-
not only to the economy and stock market as a whole, as other witnesses have so
eloquently testified, but to these institutions themselves and to the investors who
have entrusted their funds to them. When an institutional investor foes into a
stock yielding 1% or 2% and selling for 30 to 40 times earnings he s shutting
himself off from two potentials that exist in many other stocks. With a 1 %o or
retrun he's certainly not buying the stock for dividend yield. And with te stock
selling at, 30 t6 40 times earnings he's, certainly not buying It with the hope that
another. company will come along and offer to buy the company out at a price
greater than 30 to 40 times earnings. Yet these are the possibilities for capital
enhancement that exist in many high yield, low p/e ratio stocks that must insti-
tutional invesiprs consider beneath their portfolios.

As to'the portfolio of Over-The-Counter Securities Fund, probably 75% t& 80%
of the individual issues we own are NOT owned by any other institution at this
time. I say "at this time" because it has been our experience that over a period of
years If the company is successful, it will eventually attract institutional support-
usually after most of the big appreciation is out of the stock. For example, we
were probably one of the first institutional investors In Marriott Corp. in the
early 19O0 when the stock traded OTC. Now the stock is in the NYSE, it's a big
institutional favorite but it's selling at a price that is more than 15 times what we
originally paid for the stock. However, finding a Marriott is not an easy task. A
more likely scenario is for the Fund to purchase stock in a company and then have
the company acquired by another, larger company. Over the past seven years, this
has happened to over 50 of our portfolio holdings and, on the average, the sale
price was about 50% above whatwe originally paid for the stock. There ARE other
ways to make money in stocks than in investing in the supergrowth issues and hope
that an ongoing bootstrap operation will provide all participants with capital ap-
preciation ad infinitum.

A number of ingenious proposals have been offered about what to do about the
institutional investor and the "two-tier" market. Although I appreciate the prob-
lem I do not agree with those persons who advocate a limit on how much stock an
institution can sell at any given time; who suggests a "limit" on the price a stock
can drop in any one day; or who urge 30 days notice of the intention of an institu-
tion to buy or sell any large quantities of stock in their portfolios. These are very
artificial, galling restrictions that would interfere with the free market process in a
most disastrous way.

Having said this, I would hasten to add that I am very much in favor of estab-
lishing disclosure rules on the holdings of ALL institutional investors along the
line that the-Securities & Exchange Commission has established for mutual funds.
That includes the trust departments of banks, insurance companies, self-admin-
istered pension funds where the funds of a substantial group of employees is
involved, and similar entities. Over-The-Counter Securities Fund has been sub-
ject to continuous SEC regulation since its inception. While we may have become
occasionally vexed over some particular situation we believe the Commission has
generally acted in an even-handed and constructive manner. And we feel reason-
ably certain that subjecting banks and insurance companies to SEC disclosure
regulations would work no great hardship on them and would help the investing
public 6 understand better the workings of these ciant institutions. Certainly,
there is a greater public Interest involved in the workings of a bank trust depart-
ment handling a $100 miIio pension fund for a company with 50,000 employees
than i the workings of a $8. llion mutual fund with-4,000 shareholders., Yet
under present rides, the portfolio holdings and investment record of the bank
trust department can remain veiled from public scrutiy ,while the'mutual fund
must operate in a virtual fish bowl of disclosure. We're not complaining about the
fish bowl,,but let'o at least get the really big fish into the bowlt

Investment Coppany Adt regulations limit the sise of a holding in a ingle
company t, 5% of the funds _ oWl sets and limiV owner hip to 10%, of the
voting secprties, We believe these rules should bejapplied to the Inv ment

1,. . . . : L •, , , ., : ' ,
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operations of banks, Insurance companies and other institutions. These 5 % and
10% regulations should not be a1ed to holdings that such institutions own
when they would be subject to SEC supervision. However, all portfolio purchases
thereafter should be subject to the 5% and 10% rules that already apply to
regulated investment companies.

One of the most pernicious practices of many mutual funds and other institu-
tional investors is the concentration of their investments in a relative handful of
stocks--with many funds having over 50% of their assets In as few as ten stocks.
Such concentration has NOT produced superior results for most of these mutual
funds. Our own Fund with one of the best investment records in the industry, has

C followed an OPPOSIT'E policy. We currently have 240 different securities in our
portfolio. Many people have told us to "cut down" on this number. Perhaps we
should but the p roof of the pudding" is In the eating and In our case our portfolio
policy has helped us build a good record. We really feel quite badly, when we look
at ourxlimited assets of under $6.5 million, and realize that there are many excellent
stocks we would like to buy but for which we lack the money.

I think the failure of many institutional investors to invest in greater numbers
of different stocks can be traced to two factors. First, most of them want to play
it safe by following the leaders. If things go badly, the "smaller fry" among these
investors can simply say that everybody else made the same mistake, including
the "biggies" of the institutional world. Secondly, I think this concentration in a
few stocks results from the failure of many analysts to really do their homework,
t get off their duffs and to learn about companies that may have their headquarters
ii non-metropolitan areas, especially in the Midwest, the Southeast and New
England. Too man analysts are really quite parochial, acquainted only with their
"chosen few" stoc an fundamentally ignorant of the vast body of companies
which are the backbone of the U.S. economy. It's about time these analysts did
some really original research on entirely new companies-maybe even a few OTC
corporations. Perhaps they would be able to broaden their investment horizons
and realize there are OTHER companies that might just make BETTER invest-
ments than the grossly inflated superstocks many of them are presently up to their
eyeballs in.

When mighty IBM lost 38 points in two days last week after the Telex court
decision there was a paper loss of over $5.5 billion or about 19% of that stock's
market value. Since then IBM stock has recovered somewhat with the general
market. At its 1973 low IBM stock was more than 25% below its high for the
year-a shrinkage in market value of almost $14 billion. If such a precipitious
decline can take place in the premier institutional Issue--over 50% of the stock
is reportedly owned by institutions-cannot declines of even greater magnitude
be expected for the superstocks of lesser magnitude? Certaly the recent IBM
price performance should give pause for reconsideration ofthe theory of the "one
decision" stock, not only in terms of its impact on the market as a whole but in
terms of the market value of the portfolios holding IBM or any other superstock
similarly affected.

There is one final point I would touch on in these hearings. Thatpoint concerns
portfolio turnover. Without wishing to cite specific examples, I believe that the
portfolio turnover rate of some institutional investors is so consistently high as to
border on a sophisticated form of "churning." I recognize that this may be a
harsh thing to say but I believe it to be true. To the extent that this churning-'
excessive portfolio turnover-takes place institutional investors are violating one
of the most basic rules of true investing-that such investing is usually carried
out on a long-range basis with holdings held over'a period of several years so that
the stock can "grow with the company." I do not wish to imply support of the
"one decision" theory of stock investing but I do believe It must b recognized
that a periodof time-must pass before the fruits of true investing can be harvested.
Such a viewpoint reduces portfolio turnover to a minimum. In the case of q, own
Fund our portfolio turnover rate over the past three years has never bteen above
7%. And, as long-term investors, we practice what we preach, listing in our Port-
fo'reports the year in which we first purchased a particular holding. A number
of our holdings go back for 5 to over 15 years'. Institutional investors who main-
tain high rates of portfolio turnover may ALSO have a good investment record.
However, in most cases excessive portfolio turnover is NOT accompanied by a
good investment performance and often It'is accompanied by plainly poor results.'
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[From the Over the Counter Securitles Review]

Tam INSTITUTIONAL INVESTOR-WHo Nns Him?

Several months ago, a magazine catering to'the interests of the institutional
investor, carried an article which was entitled "The Public-Who Needs 'Em?"
the main theme of which was that in tomorrow's investment world the private
investor had no real role and that he really wouldn't be missed at all. This view-
point has been put Into practice by a number of brokerage firms, some of whom
quite ostentatiously told the individual or "retail" investor that they no longer
wanted his business and that they wer going to concentrate on the "big money"
of the institutions. As the stock market has sagged In recent week and Wall
Street has felt the reverberations in sharply reduced profits or outright losses
the investment community seems to be taking a new look at the once spumed
individual investor. Comments Monet Gordon, analyst for the Dreyfus Fund:
"Public participation is the key to a solution" (to the lack of consistent volume
on the NYSE) "but the conditions are not right yet. Too many people got hurt
in 1969 and 1970 and they are skeptical." Chimes in James Needham, Chairman
of the New York Stock Exchange about the drop in public participation: "the
securities markets need the individual investor both small and large, to provide
liquidity and contribute to a smooth and efficient functioning of the auction
market process." 4 # .

No doubt the NYSE people are encouraged to look to the individual investor
again because the abolition of fixed commissions on transactions above $300,000
has made the big block of trades of institutions much less profitable than they used
to be. Nevertheless, there is a real rationale underscoring the importance of
the small investor, the man or woman whom a few years back was being en-
couraged to own a share of America. There are STILL over 32 million individ-
ual Investors although, according to the NYSE, this number dropped by
800,000 in 192, the first decline in a decade. These investors ARE vital to the
economy of this nation and anyone who does not think they are important is
doing a disservice to the nation in general and to the investment community in
particular,

Which brings us around to the subject of our editorial-The Institutional
Investor. In three past editorials we have inveighed agant the dangers of in-
stitutional investing, as it is presently practiced, by all too many supposedly"professional" investors. The characteristics of this new breed of institutional
investing cai be summarized as follows:

X. Short-time investing in securities to reap short term profits if the stock goes
up or to quickly "cut losses" if the stock goes down. By definition this Is NOT
investing it IS speculation, because true investing is a procedure requiring a period
of time, usually running to a number of years. Following this short-term policy,
some institutional investors, including the once sto.id trust departments of some
banks, are achieving extraordinarily high turnover ratios in the equity portions oftheir portfolios. _ ,,2. A fascination with stocks selling at high price/earnings multiples. One of the

great growth mutual funds of this era last year had an average p/e ratio of 35 for
its portfolio stocks. Although the recent market debacle has cut back this high
multiple it is still Well above 25. Some institutional seem positively suspect about
a stock simply because it is selling at a lowly multiple of 10 to 12 and they reason
that there must be comething terribly wrong with a stock currently priced at 6
to 8 times earnings. Such managers simply wouldn't be caught dead with uch
cheap merchandise in their portfolios!

3. A sudden and total lack of confidence in management of a portfolio company
If the company fails to increase quarterly earnings or If earnings do not reach
previous estimates, usually developed outside the company. The new breed of
portfold manager usually expresses his rack of confidence quite concretely-by
unloading the stock as quickly as market condition will permit, In our opinion,
this Is the basic season for the "air pockets" that have caused a number of stocks,
mainly on the NYSE to lose as much as one quarter to almost one hkAf of their
market value in a single day on the heels of a declining earnings report. The new
portfolio manager doesn't alow for or forgive mistakes-except his own. Manage-
ment must "perform" in terms of ever-rising earnings or "out they go.". 4. The result of the above concentration on increasing earnings per share Is to
confine mostinstitutional investors to literally a handful of stocks and to ignore the
vast majority of issues which happen to have occasional dips in earnings but are
otherwise excellently managed, thoroughly viable companies. Of course, when
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institutions get so loaded to the gills with certain stocks they keep the p/e ratio
for those "premier" growth stocks at unrealistically high levels even if the com-
panies, fall to produce yearly earnings gains. A classic example of this act of
financial levitation Is Polaroid Corp. whose earnings have gone nowhere except
down since 1968 but which still supports a p/e ratio of around 90. Too many
institutions would take too big a bath if Polaroid were suddenly to fall out of bed
even though this situation could change drastically if the company's highly touted
new camera isn't the financial cornucopia it's supposed to be.

The Institutional Investor-who needs him? Seriously, we are beginning to
wonder. From the standpoint of the securities market, he's injected a great element
of instability into an already delicate situation. He rushes into and out of stocks
with abandon, totally ignoring the need for orderly markets which should be the
hallmark of the professional money manager. He's created an intolerable and
dangerous gap In price/earnings ratios between the "have" companies-those who
"have" institutional investors In significant quantities-and the "have not"
companies-those who do not have appreciable institutional interest. By narrow-
ing his perspectives to only a relatively few securities the institutional investor
has created an awesome and potentially lethal concentration of investment power.
In so doing, many of these so-called "pros" tend to completely ignore the over-the-
counter market. We recently, attended a conference of professional investors and
we suggested to a young bank investment officer (whose bank is traded OTC)
that he take a look at a certain OTC stock. His flip response was "tell me about
it when it's listed." Ironically, three of the big growth companies discussed in
detail at this meeting were Avon, Xerox, and Polaroid-all three of which traded
OTC a few years ago at fractions of their present prices Finally, as concerns the
indispensability of tfe institutional investor we detect an increasing disenchant-
ment on the part of many corporate managements with these professional investors
who are your dearest friends when earnings are on the way up but don't even know
you are living if earnings show a decline. Most businessmen have the sense to
realize that sales and profits usually have a cyclical, up and down movement to
them that is a natural part of the economic process. Unfortunately, some Institu-
tional investors are so naive and ignorant of business that they fal to realize this
very fundamental fact of economic life, which applies to the vast majority of
companies and even to an occasional patented, certified "growth" stock.

[From the Over the Counter Securities Reviewl

PLAYING WITH INVZSTMZNT FinZ

When the stock market broke wide open in the Spring of 1970 and stocks
suffered their worst slide since the Great Depression there were many observers
ourselves included, who believed there was at least one lesson that was learned
by investors from that holocaust. That lesson was essentially this: He who plays
with fire can get burned by the fire, If not incinerated. This "fire", in the invest-
ment sense, included, in the first group, stocks selling at high price/earnings
ratios, mainly because the company had shown a good record of growth in earnings
per share and/or it was in an industry or embraced a "concept" that was "in
fashion." A second group of stocks where there was 'ire" were 100% speculations,
often "hot" new issues, in which the company was In a start-up stage.perhaps was
operating at a loss and was probably in poor financial condition. The so-called'go-go" mutual funds, managed by the young gunslingersn," plowed into both
groups of stocks, making wholeale purchases of stocks of the most questionable
investment 'merit and not carinIg a whit what they paid for the stock In terms of
Its price/earninge ratio. Well, as too many Investors know, most of these "house
of cards (or certificates)" came tumbling down in 1969-1970, with some of the
more adventurous mutual funds recording asset value loses of 40% to 60% and
over.

We thought, after the horrendous experience outlined above, that mutual
fund Mad other so-called " rofesional" money managers hAd learned their lessons
well and that for at least e next decade we could look forward to a period of rel-
ative investment sanity and conservatism. How wrong we were! In the almost two
ears since the market touched bottom on May 26, 1970, there has been a snow-
balling 'reOv of the same type of speculative hiveetment thinking that sowed
the se6e of she 1970 debacle' By this thinking we mean some,very specific thi zim:

1. Unbalanced concentration on just one set of figures about a
growth In earnings per share. This concentration is so all-encompassing and short-
range that it involves not only yearly projections but quarterly projections. And



pity the poor company that misse Its earnings projection by a few cents. Analysts
have been known to virtually throw fits when such projections are not met,
taking their "revenge" on management by a wholesale dumping of the stock.
Wrigsey stock on the NYSE was a classic example of this pique last year when it
dropped 80 points in a single day. More recently, Bausch & Lomb drew the ire
of the Institutional investors when it announced that projected quarterly earnings
would not measure up to what some sources in the "Street" had been estimating.

2. By massive concentration on growth In earning per share this investment
thinking completely Ignores just about every other component of financial analy
sis: Financial condition-working capital, current ratio, cash and equivalent
position, etc. Capital structure-ratio of debt to equity, debt service, dilution
potential, eto. Industry position--a study of the position of the company in its
ndustry and Its various strengths and weakness, from product, plant and

management standpoints. Analysis of the dividend yield and dividend record of
the company. Since some of the stocks currently favored by investment manage-
ments pay no dividend at all and plan to pay none in the "foreseeable future,"
dividend analysis can be rather academic. In sum, what we are saying is that
investors who buy on an BPS basis umaly ignore all of the other fundaentas
of security anal .

3. A concentration on certain Inditry and eonomic groups to the neglect of
virtually #A companies outside these "chose few," regardless of how well they
may be doing. In 1967-M8 the coneentratlon was on fast-food franchisers, com-
puter lesin companies, nursing homes et al. Today the magic industries include
almost anything connected with houms-from home building and furniture to
mobile homes and mortgage banking.

A typical e xapl of current professional investment thinking Is afforded
in a New York %hw interview by Vartang G. Vartan with Eugene C. Sit 33
Chinese-born vice presidet and portfolio mmaae of Investors Diversified
Services New Dimension Fund and I)8 Growth-Fund. Mr. Sit discusses his
recent portfolio purchases in three categories: Smaller and medium-sised com-
panies with the potential of rapid growth: Veto Offshore, Tropicana Products
and Scott's Home Builders. IU the consumer sector of the economy, Sit has
added Church's Fried Chicken and Ponderosa System. And in the technology
area, his most recent additions were National Semiconductor, Data General
and Hewlett Packard. We took Mr. Sit's eight selections and analysed them
further. Here are the results: .-
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Sketching the parametem of Mr, Sit'e reent purchases we find these charao-

. The current ie/earnigs ratios of the stocks purchased ranged from a low
,.f 41 (Church's =re Chick*n'one of two OTOComalprhsd oah~

61 92 (DAa Geneag, *mini omputer mker alsoOT.) Ow are l atao
q( * stocks purebsed by Mr. Sit was 60-o The p e nt pie ratio f h Dow
Jones ndustrials is around 17 or le than one-thirdthe pie ratio of Mr. Sit's
eight selctons ..

. Only two of the eight laies purchased pay cash dividends, And in the ase of
the two stocks which are paying cash divfdends the yield is nominal-O.2% In
the, owe of Sott's Home Bui and 0.4% In the ce, of Hewlett-Paokard,

g. The extent of institutional investment In Mr. Sit's Issues varies from a low of
Sfor Hewlett.Pk (which ha over 26million shares outtandix) to 42 % for

4ri ,dSiondor. For the eight:stcks i t ctlo held an avengs ot
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4. From 1967 to the latest 12 moe,, all seven companies reporting earnings for
the period, had fairly substantial increases in earnings per share-ranging from a
26-fold increase for %onderoua System (restaurant operator), from $0.03 to $0.75
a share, to an advance of under 200/c for Hewlett-Packard ,electronic instru-
mente), from $0.81 to $0.98 (which kr. Sit regards as an excellent cyclical

4 0uene Sit "playing with fire" in the aforementioned purchases? In his
interview he admits to having "to be able to accept high price/earnin ratios,
high volatiliy and occasional disappointments." Majbe so. But how high can
a p/e ratio be and still be an intelligent investment? Can it be 50, 60 to 99 times
earnings? Such premier growth Issues as IBM and Xerox command between
40 and-0 times earnings. Is It proper to put a much higher p/e ratio on much less
established, much lees proven companies than IBM or Xerox? Of course we're
familiar with the cliche about "new growth companies" vs. "old growth com-

iee." And we remember 1969-70 only' too well to forget that today's appeal.
growth stock can become tomorrow's unwanted dog-IF that magic skein

of ascending earnings per share In each year happens to be broken by some
unexpected development. What does a portfolio manager think of when he buys
a stock at 60 times earnings? First off, there are a number of reasons for which
he CANNOT be buying the stock:

1. He's obviously not buying the stock as a "turnaround" situation. A stock
selling for 60 times earnings is probably a higy profitable company, in terms of
both profit margins and return on equity and growth in earning per share.

2. He's not investing in the Issue for the cash dividend paid. his Is apparent
from the virtually nominal yield on Mr. Sit's portfolio purchases.

S He's certainly not purchasing the stock as a prospective merger candidate.
Very few, if any, oompanies selling at 80 times earnings are reasonably-priced
prospects for uston by another oompany-unless that company Is selling for
an even higher pie ratio, a highly unlikely situation. The earnings dilution suffered
by a pursing om . when It buys a company selling for 80 times earnings can
be otastf% e=ejifran exchange of stock Is Involved,

Why, then do portfolio managers, such as Mr. Sit, willingly accept strato.-
spheric prioe.earni g ratios for certain Issues? Patently, they air expectin, a
continuation of the strong growth pattern of per share earnings pins. but w en
a company start at a relatively small earnings base, as3 an of these companies did,
with the exception of Hewlett-Packard, there is usually a deceleration in the rate
earns growth as the company, increases and accumulates its earnings. For
eaple, Church's Fried Chiclke increased earnings per shar over 12-fold by ad-
vancng erns from $300,000 In 1967 to around . million in 1971. But to
achieve a similar 12-fold earnings over the next four years profits will have to rise
to almost $45 million-which is a lot of chicken any way you cook It. Even Mr.
Sit doesn't expect Church's Fried CLicken to do that well but such a projection
points up the difficulties of maintaining a certain percentage earnings gain each
year as a company becomes bier and more profitable. At the ultimate, for
example, IBM would have to clear an extra SI billion plus to double present
earnais of $9.38 a share on its approximately 115 million shares outstanding. On
the other hand, a company with only 100 000 shares outstanding and earning V1.00
a Share must earn only an extra IiR 0 to double earnings.

-Do Mr. Sit and his "growth stock1' cohorts really believe that companies that
a selling for 50 to 90 times earnings will continue to maintain those kind of
pie ratios?,

In our view, Mr. Sit and other "growth stock" specialists expect one of two

1. Other investors will be willing to pay even higher price/earnings ratios than
these stockm are now enjoying. Our opinion Is th aPplication of the "greater fool'
theory is a highly unlikely development. PtE ratios above 50 are already rich and
aq fraught with tremendous downside risk.

2. The company will continue its spectacular powth in earnings per share, the
ratio will be mantained, and that because of t com aton a higher price
result for the stock. This I. the more probably of the two expectations but

again it's a situation that allows for little, oIrno slow down, in the rate of earnings
growth.

What it all boils down to is this: Institutional and other investors caught up in
the "growth stock" theory ar confusion a good company and a good stock. The
tock of any good company, even 1M c an become hight speculative IF the

price of the stock goes beyond a reasons peearnn rato.

20-M784--11
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For several years this publication has depo red the sin y speculative
tatcs employed by supposedly prudent nsttutlonal investors. _V6 years ap,

when the marketwas going through Its most severe shakeout in the post-war era,
we devoted two editorials to "Institutional Investing Dangers." Lately, we found
support for our concern from several distiuished sources, including columnists
for The Wal Sired ourna, Barren's and Forwb.

In his July 3 "Abreast of the Market" column in The Wall Siredt Journal, Dan
Dorfman examines the situation. "G rowing InstitutIona hunger for distantt
profit'-with many funds narrowing their money-maki time horins--i still
another hurdle confronting cyolical". Its generally agreed there are big earnings
recoveries in store for a lot of cyclical com aes, far superior, i many caes
than the lwg growth-oriented concerns. Yet, there's the continuing almost
ogaib beief in many quarters that there's a quicker gain in the offing from

quality growth concerns with earnings visibility." Dorfman goes on to point that
this Is one of Wall Street's major dilemmas-the substantial and growing disparity
In price-earnin multiples between the quality growth stock and cyclical,

smilen & %aflan a brokerage house which keeps an index of 25 growth stocksand an index of 2i cyclical companies reports that the growth stock index, com-
posed of Merck, K odal Po 4d, et l. Is curreny selling at 32 times last 12
months' earning and is 28% above April 1971, which was the market's peak.

contrast the cyclical index, including Ford, General Motors, Goodyear and
Alcoa, is selling for a multiple of 15, or les than half that of the growth group.
Further the cyWlical group has shown a loss of about 6% since the April 1971 high.The undying attachment to growth stocks even if it defies reason, is poignan y
expressed by Thomas C. Pryor, chairman of the investment policy comMittee ofWhit- Weld & Co.: As for such high-multiple growth stocks as Kresge Disney
and !VcDonald's, Mr. Pryor says that "the near-terms risks are greater." But he
adds: " I think they should be owned because of their longer term superior growth

mental." This hesitancy to ever "let go" from the quality growth stok in
urther exemplified by the remarks of Donald R. Spaidal, senior Investment officer

at Manufacturers Hanover Bank ($9 billion in investment assets)'. Mr. Spaidal is
bearish at the moment believing the DJIs may drop to the 870-80 level by the
end of July and he doesn't think the quality growth stocks are attractively priced,
but he quickly adds: "We'd be buyers on Weakness because we prefer earnings
visibility." His candidates for purchase are hardl uni us: Merck (pie tio-44
yield-l.4%) American Home Products (p/e--8, y 81 .74%); IBM (p/& ,
yield 1.4%); Minnesota Mining & MfS. e--39, yield-1.26%); Corning am
(p/e-43, yield-1.4%). Obviously, noody would buy ttie above stocks for theirdvidend yields-well under 2%. At the price/earning ratio they sport-an aver-
age of slightly over 40-we can see only limited upside potential and considerable
downside risk. The common sense of Mr. Spaid 's recommendations becomes
even more suspect when it is noted that from 1967 to 1971, Merck's earnings per
share advanced only 30% or 6 a year- American Home Products galnedf6J2
orl10O a year; IBM's rose 60 or 10 a year; Minnesota Mining's in crae
36 % or 7% a year; and Corning Glass Works'actually DECLINED 27 T th4old queston: "What price wrorth?" Mr. Spaidal's DnswE Inplain-7P oth'9._

In the July 3 Barron's, Alan Abelson, our favorite "ferretof the footnotes"
withdraws himself sufficiently from his perusal of the black magic of the balance
sheets to succinctly observe:" We've hid a do fato two-tier market for months
now: one tier conss g of half a hundred big 'growth' stocks and their loyal
institutional admirers; the other made up of the thousands of hum-drum issues
and Just-plain-folks investors. The notion occurs to us thot perhaps in some
fashion the set-up should be formalised. Thus, a section of the market officially
set aside for the exclusive use of the bik players &ad their chosen playthings,
more or ls like an African game preserve, If only in the interests of public safety,,
For sure as shooting, should the institutional gamesmen tire of the sport, many
an innocent might be trampled in the resulting stampede. We're still convinced
that one major excess of this bull market--the institutional herding Into a rela-
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tively few stocks-has yet to be remedied. And whn It finally is, chances are the
asty effects will ripple out through the reit of the list. But there are a few tenta-

tive s1gns that we my have at lesst a little breathing room before the reckoning."
Atlacking the imltutional speculators with evident sestp Martin T. 8oenoff

9enMeartir of Atalanta PartnerS, New York, writes in the Jul issue of
Poeb": -"The overldbmir edm ne*- today is that speculation a become
institutionailed and is in the han of tha bank . Whereas the mutual funds
weg the Wolf pack'leaders from the 1te lftia through 1960 they no longer
have the cask ow to regain trend settets. There must be a full dozen growing
bank money pools of $6 billion to $10 billion, and biding behind the marble pillared
facades are thet Unks' money managf whose fearsome power makes Tyranno-
saurus Rex look like a pussy cat.... The major demand thrust for stocks comes
from pension fund cash flow which is largely managed by the banks. It Is obvious
today that the banks have chosen to the growth stock route to the exclusion of
much of the cyclical and basic Indus sectors, which today are relatively cheap.
This trend can continue even while the basic Industrials continue to show hand-
some profits momentum. Values in oil, automobiles and others are dismissed.
Growth stock speculation has become pervasively institutionalized."Presently, the banks treasure their growthies to the exclusion of everything
elsep and this trend ig self-reinforcing f new money is earmarked for the growth
goods. It would be a mistake to think that more than a temporary correction
is in the making for growth stocks. The mutual funds ran with the speculative
torch for a decade, and now for the Seventies It is the banks' turn. . . . So the
banks have all the tickets and, by concentrating on a handful of big capitalization
securities, they can not only put an enormous amount of dollars to work, but they
can almost achieve whatever performance goal they want per annum. No non-bank
management organization can match this frepow r, and the banks have finally hit
upon a way to perform and keep all the money within the marble pillars. Ti
trend may not change for years.... The institutionalization of speculation surely
is unhealthy. Either the growth stocks will top out at some point in this cycle and
the rest of the market will catch up, or the disparity will widen further and set the
market up for a sizable correction comparable with 1982 or 1969."

The common thread running through all of these observations is that the so-
called professional and supposedly prudent institutional investors are playing a
dangerous, speculative game with other peoples' money. For years, bank trust
departments were criticized for playing It "safe" with fixed income securities and
blue chips. Now they are accused of being too speculative by investing in big ticket
growth stocks selling st stratospheric price/earnings ratioL We share Mr. Sosnoff's
concern ove the unbecoming speculative tack of many bank investment managers.
But we do NOT believe the banks will be able to achieve whatever performance
goal they want per annum. On the contrary, we feel that eventually the banks are
going to end up with a lot of high-priced, low-yielding growth stocks just like they
ended up a few yeas ago with a lot of giant, slow-moving blue chips. In the case
of the blue chipi, the aftermath was a reduction in the prices of these stocks to
sensible levels as it finally dawned on investors that these companies just weren't
as invulnerable as the institutions had imagined them to be. We predict that the
same fate awaits many of the cherished growth stocks of today which have been
driven up to ridiculous prices and vanishing yields by the same kind of faulty but
stubborn reasoning that these institutions applied to the blue chips a few years ago.

Senator BUNTSU. Mr. Hambleton. He is the President of the Harris
Trust & Savings Bank, and president-elect, trust division of the Ameri-
can Bankers Association.

Mr. Hambleton, if this committee has hit an open nerve with you,
you tell us about it.I understand that you have a photographer, you want to take some
pictures while you are testif ou do that is perfectly al right.

Mr. HAMBLUTOI1. I do what I am told, sir.
Senator BUNTSU. If he wants some for your publication or some-

thing why you are certainly welcome to have him take it.
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STATEMENT OF CH4ALLY 7. HAMBLETON, PRESIDENT.ELECT OF
THE TRUST DIVISION, THE AMIAN BANK, ASSOCIATION
AND PHRESIEN OPTEHRI0RS AVINQO AS
CHICAGO; ACO0MPAIED BY WILLAM W. (RAULTY, EX
TIVE VICE PRUDENT THE E0 TIUT BAN & TRUST
CO., HARTFORD; PAUL L OOLLIS SENIOR VICE PRESENT OF
FIRST NATIONAL CITY BANK, NEW YORK CITY, AND ROBEZT L
REVAN, ASSISTANT FEDERAL LEGISLATIVE COUNSEL, ABA

Mr. HAMBLETON. Thank you very much, sir.
Mr. Chairman, as you mentioned, my name is ChadkleyJ. Hamble-

ton, president-elect of the trust division, the American Bankers
Association and president of the Harris Trust & Savings Bank,
Chicago. I am accompanied by William W. Graulty, executive vice
president, the Connecticut Bank & Trust Co., Hartford, who is
vice president-elect of the trust division, Paul J. Collins, senior vicepresident of First National City Bank, New York City, and Robert L.
Bevan, assistant federal legislative counsel, ABA.

The American Bankers Association has a membership of about
14,000 banks which represents approximately 96 percent of the
commercial banks in the country. Over 3,800 of these banks exercise
trust powers and are members of the trust division.

We appreciate this opportunity to appear before the subcommittee
to discuss the role of institutional investors in the stock market and
to discuss recommendations to restore the role of the individual
investor in the stock market. We hope our comments will be of help
in your consideration of this issue.

You will be happy to know that I do not intend to read the 40
pages of written testimony, sir, but I request that they be made a part
of the record.

Senator BENTSEN. It will be done.
Mr. HAMBLCTON. The trust industry was somewhat surprised by

articles and statements published this summer alleging that institu-
tional investors were destroying Wall Street and the Vitality of our
capital markets.

Consequently we were pleased when the subcommittee undertook
these hearings. We are convinced the hearings will help clarify the
roles of institutions and individuals in the stock market, the causes
of the two-tier market phenomenon and ways to help relieve this

C situation.
In discussing the current market situation some commentators have

tended to overlook the fact that "institutions" are in reality "pools of
savings" of many individuals. They also have tended to lump all
institutions together as a giant monolithic investor. They have
refused or failed to reco *ie that there are over 3,800-trust depart-
ments, over 800 mutual funds and uncounted thousands of insurance
companies, endowments, pension funds and other separate institutional
investors.

The association today would like to discuss trust departments, their
operations and their investments in the equity market.
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We also would like to suggest some ideas to help bring more indi-
viduals into the stock market.

Mr. Chairman according to the latest figures we have seen, trust
departments as of December 31, 1972, held, in over 1, 200,000 accounts,
assets totaling over $403 billion. These assets should not be viewed, as
one gigantic economic force since they are held by the 3,800 banks in
many different capacities and with various degrees of authority. Most
of our accounts involve numerous beneficiaries and over. 167,000 of
them are employee benefit accounts which serve millions of beneficiaries.

The fact that trust departments now hold over $400' billion in
assets is evidence that they provide a needed service to the American
people because these assets have come to. the trust departments
voluntarily and by best estimates 60 to 90 percent of them can be
withdrawn by the customer at any time.

Bank trust departments serve as executors of estates, guardians of
minors and incompetents, as trustees of revocable, irrevocable and
testamentary trusts. They act as investment advisers and custodians.

A bank may serve alone or with a coexecutor or cotrustee. They may
have sole investment discretion, may share investment discretion
with others or may only provide investment advice. .,t

They ma have authority to vote stock under their management,
they may sare such authority or may possess no voting authority.

Even when the bank has sole investment discretion it is surrounded
by legal restraints. When a bank accepts a trusteeship it is under a
duty to administer the trust according to its terms according to
the law, solely in the interest of the beneficiaries of the trust. Conse-
quently the investment portfolio of each trust must reflect the needs
of its beneficiary or beneficiaries.

It should be emphasise that trust assets are not in a trust depart-
ment's power but in its care.

Trust property belongs to the beneficiaries and any action that is
taken to restrict trust departments restricts the rights of individuals.
A good indication of the diversit of investment authority personal
trusts is the findings of the SAV institutional investor study that
trust departments hold sole investment authority over less than 30
percent of personal trust assets and over les than 10 percent of
agency accounts.',

In contrast to this we readily acknowledge that banks hold sole
investment authority over about 80 percent of the employee benefit
assets in their accouitts.

Employee benefit amounts held on December 31,-1972 about $110
billion wort of equity securities. Here ag it should be kept in.mind that these assets must be invested within the leal restraint
imposed on trustees, And in addition the Senate has just approved
a comprehensive pension bill that will prescribe in even more
terms the obl i6 A us and-,responsibilitie of pension bau fte and
other fiduciails.

Now to turn to the question of how concentrated is bank invest.
meant activity. The American Bankes Association recently conducted
a survey of trust department securities activities and securities
holdings.- rutdpatet

We sent questionnaires to all 3,800 banks Wit Xttd eot
and received answaf. from about 800. One thini we learned is that

M.W73.* * a, L I -- U '.4
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85.8 percent of the brokerage orders placed by trust departments
with assets over $750 million between January 1 and June 30 this year
were under $100,000.

We asked the total number of corporations in which the banks held
equity securities on December 31, 1972. The average number for trust
departments with assets under $50 million was 133 companies. For
trust departments over $750 million, the average number of corpo-
rations in which equity securities were held was 2 543. We have oily
had time to feed into the computer the top 25 holdings of the top52
reporting trust departments, all of which hold in excess of $1 billion,
in assets.

We found among the top 25 holdings a total of 29 corporations.
We asked the trust departments to indicate where customers had
discretion over 60 percent of more of a holding.

Senator BzNT5BN. Mr. Hambleton, you are reading apparently from
a summarized statement, is that correct?

Mr. HAM LRTON. Yes, sir.
Senator BzwrsmN. I guess you sent one up to me. I am having

trouble following your statement in the long document presented
to me.

Mr. HAMBLETON. We just finished it this morning, sir, so I made
some corrections on it.

Senator BZNTS N. We have run into a conflict here and I am going
to have to run over and vote; that light up there means we have a
vote on the floor. If you will wait I should be back in about 10 or 15
minutes unless we catch two votes back to back.

Short recess.]
Senator BENTSNN. The committee will come to order.
Well, Mr. Hambleton, back on the record, if you will proceed with

your testimony.
Mr. HAMBLZETON. First, sir, I am sorry you did not get a copy of

the condensed version.
Senator BUWMsN. That is all right.
Mr. HAMBLZTON. We were working on it up to breakfast, as I

mentioned. I shall continue reading.
We have only had time to feed into the computer the top 25 holdings

of the top 52 reporting trust departments, allof which hold in excess
of $1 billion in assets.

We found among the top 25 holdings a total of 299 corporations.
We asked the trust departments to indicate where customers had
discretion over 60 percent or more of a holding. We found that it is
the customer in many instances that is partly
larger holdings of the growth stock by banks Pr

-We will beg A to 7urvh the balance of this data as soon as it
has come out of the computer.

Mr. Chairman, we included in our prepared statement considerable
additional information on trust department investments. We believe
the information presented indicates that bank trust departments are
diversif ing the portfolios of their beneficiaries and customers.

We do not deny that because of their investment quality certain
stocks are held more often than others. But it seems clear that sub-
stantial holdings go for beyond the favorite 50 or 70 issues. The recent
report.of Morgan Guaranty shows that it holds over $10 million worth
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of 223 securities and between $1 million and $10 million worth of 343
additional securitiesi-

Senator B1NTeEN. Let me understand, Mr. Hambleton, would
you clarify that for me?

When it says over $10 million worth of 223 securities, that does
mean, I suppose, over $10 million in each of these 223 securities?

Mr. HAMBLZTON. Yes, sir.
If I may refer just briefly to my written testimony, there is one

paragraph I would like to read there.
The First National City Bank of New York recently examined

the 10 largest special situation funds managed by banks. These funds
held $3.5 billion in total assets. Citibank found a total of 791 separate
issues, 228 listed on the New York Stock Exchange, 142 listed on the
American Stock Exchange, and 361 over-the-counter issues. Not oneissue was held by all funds. One issue was held by 6 funds, and 587
issues were held by only 1 fund.

We realize, nevertheless, that despite this diversity there is concern
over the recent gap between high and low multiple stocks. We agree
with the comments of Mr. Samuel Calloway before this subcommittee
as to the fundamental causes of the situation. We are convinced the
problem is cyclical, not structural, and we are heartened by several
signs that the situation is easing.

in the regard, Mr. Chairman, I request that an article which
appeared in the Wall Street Journal on September 26 be printed
at the conclusion of my statement.

Senator BENTSIN. It will be done.
Mr. HAMBLETON. I would like also to read one brief paragraph from

the New York Times this morning:
Wall Street. analysts were impressed and some professed astonishment at the

rotation of leadership among various groups that is often a classic indicator of
market strength.

That is this morning's New York Times.
Nevertheless, despite this, the ABA does not advocate the Congress

do nothing.
We believe the individuals who have left the market have done so

for many reasons, including the following: '
1. Many were burned in the 1969-70 market and continue to be

reluctant to take another risk.
2. Overall uncertainty about the Nation's economy discourages

equity investment.
3. Performance of the stock market in recent years has been weak.
4. There is more competition from high interest, fixed-income

money instruments.
5. Changes in capital gains treatment has made stock investment

less attractive.,
Senator BUNrmwN. Mr. Hambleton, I-*uld not disagree with any

of those., I think that all of those contribute to less individual investor
participation. But obviously I do not think those are the only reasons.

Mr. HA DLUror. Obviously; yes, sir.
We think certain steps can be taken that will increase individual

part"cipation and p--mote more healthy markets.
First, we support the early development of a central market system.
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Second, we urge the Congress to enact an institutional investor dis-
closure act that would require bank trust departments to reportsecurities holdings and transactions to the appropriate agencyso Iong
as it is limited to significant data and does not impose an undue cost
burden on our customers.

We recognize that "confidence" is what is required to get individuals
into the market and to promote healthy markets. If meaningful dis-
closure will help build consumer confidence in our securities markets,
the ABA supports it.

A number of suggestions have been made for changes in our tax
laws to provide incentives for individual investors trading. Most, if
not all, of these suggestions have called for some change in the capital
gains tax. These incentives would, however, be as favorable for
investors in the high multiples as investors in the low multiples.
While they would probably increase trading across the board if we
really want to achieve more buying in the low multiples, tle tax
incentive must be so directed and it must be, s cant.

We would suggest one approach which the subcommittee might
wish to considerif it decides action in the tax rea is necessary. Under
this proposal the flit year's cash dividends after the purchase of
securities would not be subject to income tax but, rather, would be
considered as a return of the taxpayer's basis. Thus ordinary income
would be converted to capital gain.

To maximize the advantage of this tax incentive, a taxpayer would
invest in low multiple high dividend stocks and would be encouraged
to trade yearly. We realize this proposal has shortcomings and I hasten
to repeat, the association does not advocate its enactment. However,
the idea was developed by some of our people and we pass it on for
whatever consideration the Congres wishes to give it.

In addition to disclosure and capital gains revision, a number of
other suggestions- have been made for regulation of institutional
investors.-We believe most of them would be counterproductive in
that they would result in exactly the opposite effect than that desired.

The first suggestion is the imposition of a 5-percent cap on the
amount of stock held by any institution in any one corporation.

While there is no specific limitation over the total holdings of a
trust department in any one corporation at this time, there are two
very realistic restaints. Good performance and fiduciary responsibility
require real mobility.

Further, there are restraints in the 1933 and 1934 Securities Acts.
The insider provisions, the contro|lmg person provisions, and the cor-
porate take-Over provisions, and others serve as a real damper on the
total position which a trust department may voluntarily take in a
security.

Senator Bzsm . Let me ask you, would a limitation on the
amount of stock that you own in a corpottion give- you. greater
mobility? Would you not have lees of a problem in ilig that tn*
of stock, and would you not run into lees competition from other
institutions that might want to get-out at the same time?

Mr. HAUMR.troN. Well, I thik the int there, sir, i$ that it is
sometimes eaer to put toget* a block of trades if we g.t holdings
of that sge.

Senator BaNTUsN. Well, of course that depends on 5 percent.
Mr. HAMBLDTON. It depends on the security.
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Senator BENTSEN. Five percent is a basis of how large a corporation
you are dealing in.

Mr. HAMBLATON. I think some of the-
Senator BENTSEN. Five percent of IBM would be a pretty good-sized

stock.
Mr. HAMBLTON. I think the subsequent paragraph gives some

practical answers to this question really.
What would be the impact of a 5-percent limit?
In the growth stocks it would probably be nil. In the smaller second

tier companies, it could be substantially adverse because 5 percent
could represent a relatively small investment. If such a limit were
established for trust departments, the Congress would have to decide
whether the limitation would apply only to acquisitions where the
bank had sole investment discretion or, in addition, to acquisitions
where the bank shares investment discretion..

Would it apply to a guardianship cowing to the bank?
Senator BENTSEN. I would say, I think we have touched on that,

Mr. Hambleton, in previous statements. I think we are talking about
situations where the bank has total discretion.

In addition to that, we have stated repeatedly, if such a limitation
were put in we would assume the grandfather clause would be put in
there to protect excess holdings.

Mr. HAMBLETON. Well, I think-it is my understanding that the
grandfather clause would cover holdings currently held, but I mean in
the future----

Senator BENTSEN. I think obviously you have to defer to any testa-
tor's limitations that he put in his will. Obviously you could have a
situation where some man wanted ownership of a corporation to pass
on to his family. Certainly we would not want to divest that sort of
situation.

Mr. HAMBLETON. These are very important points in trust depart-
ments.

Senator BENTSEN. Of course they are, but to me they are so basic
and axiomatic that you would not write legislation that would result
in divestituture of such shares. We are only talking about the shares
over which the bank has total discretion.

Mr. RAMBLETON. Then we will not spend any more time on that
point and go on to the next one.

Another suggestion has been to limit the amount of a stock that can
be sold during a certain period. One-quarter of 1 percent in a 30-day
period was proposed. Under the prudent man rule, no fiduciary could
possibly invest without a reasonable assurance of liquidity. Such a
trading limitation would be devastating to smaller corporations. A
limitation on trading would tend to peg maximum investment at that
amount.

Similarly, the other suggestions which have been proposed for trading
limitations would tend to limit the amount of stock acquired or-held in
smaller companies.

Also, if Utrdi.g limitations were imposed, how would trust depart-
ments decide which account to sell from first?

This would result in tremendous problems and equities in the
liquidation of stock in a company in which we had lost confidence.

Chairman Ray Garrett of the SEC recently told the House B
and, Currency Committ"' that there is alacko y hard data which
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suggests that restrictions on trading are either wise or necessary. We
agree completely with Chairman Garrett's observation and oppose
trading restrictions ae well as a limitation on the amount of stock
of a corporation which can be held by any one person.

Mr. Chairman, the ABA appreciates this opportunity to appear
and discuss these issues. If we can be of any assistance to the sub-committee or staff, we hope you will call on us.

Senator BENTSIN. Thank you, Mr. Hambleton.
Mr. Hambleton, in your statement you indicate that the 1933 and

1934 Securities Acts, through their insider provisions, serve as a real
damper on the total position which a trust department may volun-
tarily take in a security. Would you elaborate on that?

Mr. HAMBLETON. May I ask Mr. Bevan if he would please answerthat?
Mr. BEVAN. Yes, sir; the insider restrictions apply to a 10-percent

holder of securities in a corporation, and this would be the concern.
At the current time, we do not believe the law requires an aggregation
of all accounts by a bank to determine whether it reaches that 10

ercent. But there is always the possibility of a different construction
eing applied by the SEC. Also a suit may be brought against a bank

and it would have to make the arguments to the court; that noaggregation is required. Therefore, the law sort of acts as a damper
against exceeding the 10-percent holding._

Senator BENTSEN. Mr. Hambleton, I had previously stated that I
personally, and I cannot speak for the subcommittee, do not believe
that it is wise to put a limitation on institutional trading. I must say
that the argument that you give for not imposing such a limit is pot
the same one I would use.

When you talk about whose accounts do you favor, you have that
problem anyway. When you are ready to get out of a stock and it is in
a number of your portfolios and you feel that the price is going down,
you always have the problem, it seems to me, as to how you apportion
that stock when you sell it. As the price keeps going down, obviously
you must average it among these people so no one is discriminated
against. I think you have that problem anyway.

Now one of the conclusions of the SEC institutional investor study
of 1971 is that insider affiliate provisions of the Securities Act were
not particularly effective on institutions because most of those pro-
visions just deal with large holdings of shares which are beneficially
owned. The study suggested in certain instances these rules be
extended from beneficial ownership to holdings under common invest-
ment managements.

Would you consider that reasonable?
Mr. HAMBLETON. Sir, in reply to the first part of your comment,

I think that the problem here is this 30-day delay in the sale of stock;
in other words, that you can only do so much in a 30-day period.

Granted, you cannot always get rid of everything you own within
5 minutes, but you ordinarily under normal conditions can get rid
of it within a reasonable period of time.

Senator BINTSEN. I would like to put in the record at this point
a study showing institutional concentration of stocks where one bank
held over 10 percent in three major corporations. So in this instance
the so-called Misder rule apparently had no effect.

[The document referred to by Senator Bentsen follows:]
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aOLOGUE. Institutional investors have a vital stake in the continued
viability of security markets as a national institution in our free

- --enterprise economy. 'While institutionalization is certainly not the
sole cause of the plethora of problems facing the security markets,
and while institutional investors are themselves the victims of circum-
stance, their dominant position today is a mandate to take a leading
role in security market revitalization. A broader understanding of
the imact of instAtutionalization upon the public is necessary if the
.evitalTization of our markets is to be achieved*. These remarks attempt
to contribute to that understanding.

The De- Institutionalization
Of the Stock Market
In American Society

A Question of National Economic, Security

Hardly anyone in the investment community is
unaware of the malaise affecting America's se-
curity markets today. However, because current
discussions fail to span the full dimensions of
this national problem, they can appropriately be
likened to the proverbial "fiddling while Rome
burns."'

The public investor, the average U.S. corpo-
ration and the Wall Street community all seem
to be sinking inexorably. into the quagmire of
distress surrounding our security markets. The
public is disenchanted to a point where, for the
first time, the U.S. shareholder population is ac-
tually declining. Numerous American corpora-
ions find their stocks selling at multiples of cur-
rent earnings lower than we have seen for two
decades, and so low as to subject them to the
risk of control by foreign capital pools. Wall
Street is Immersed In red ink, with New York
Stock Exchange member firms having reported
an aggregate loss of $193 million in the first half
of 1973. _

The one group that has, until recently, emerged
largely unscathed are the institutional investors.

This statement to the U.S. Senate
subcomuittee on financial markets
expresses solely the views of
David B. Bostian, Jr.

Despite the well known plight of the mutual
funds, which comprise a relatively small part of
the aggregate, institutional investors have, as a
whole, increased their dominance even while other
market interests were suffering. However, the in-
stitutions may soon find themselves faced with
their own set of problems, stemming in no small
part from the adverse public attitude toward our
security markets. Commissioner John Evans of
the S.E.C. recently noted in an address before
the Utah Bankers Association, for example, that
"some responsible parties" were recommending
substantial restrictions on institutional trading and
holdings, though he still refrained opposed to
such artificial impediments to the free market.
Likewise, the Sixth Annual Institutional Investor
Conference highlighted a panel on pending pen-
sion fund legislation noted to contain provisions

'that would make "the, prudent man rule pale by
comparison." Institutional investors would, there-
fore, seem to have as much a stake in the condi-
tion of the security markets as anyone, even
though many of them have remained largely aloof
to the distress of the broad lower tier of equity
securities by steadfastly channeling their new
funds into a favored few.

This writer is not suggesting, however, that in-
stitutionalization is the sole cause of the plethora
of problems facing the security markets today.
Indeed, in many respects, the institutional in-
vestors are themselves the victims of circumstance.
On the other hand, with due regard for their col-
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t pow and laenc --sttutoal investor,
os bebaf oa their self-intrst, should be mre
than ready for a seaching analysis of the prob-
lem fain the nadon's markets.

On the Congressional front, significant legis-
lation is now under consideration. It is of utmost
Importance that, in its final form, the'legislation
reflect a full appreciation of those basic truths

0C which have been the very foundation of the eco.
nomic superstructure, and which, heretofore,
have engendered wide public support and en-
banced the growth of both Corporate America
and Wall Street, as well as the growth of insi-
tutional investors.
ThE WRITER HOLDs THzE TRUTHS
To BE SELF-EVIDENT:
(1) That the capitaluste form of economic society
bas been the vital foundation upon which America's
past growth has been based and upon which future
presperity ls dependent.,
(2) That the individual American is the basic ele-
ment in the capitalistic economic system, and only
with the individual's faith in, and goodwill toward,
the capitalistic system in America ca Ithope to

(5) That the broad body of Corporate America,
upon which the majority of Individual Americana
depend to realse their entrepreneurial ambitious, is
Itself dependent on the goodwill of the broad popu.
lstion not only for capital, but also for the very
mandate to operate profitably.
(4) Any serious impediment to the goodwill and
faith of the average American in the capltallstic
economic system should be viewed as allen and as a
threat to the national economic security.

America's Security Markets
A Troubled Institution

In a 1972 address on "The Institutionalization
of the Market" this writer summarized the many
potential dangers accompanying the progressive
ititutionalization of the American security masr.

kets by noting that "the current institutionllza.
tion of th market seems to be resulting in the
dc-institutionalization of the stock -market in our
society at large".1 Today, as institutional investors
Increasingly dominate dollar trading volume, re
earch-intOrmation flows, and capital allocation

decisions, while paying progressively less for their
doma in* market position, hidvida particlpa-
ion in our security markets, so vital to our "p

talisic system, is suffering progressive W' pa

1. Footnotes, appear'at end of artiec

sibly permanent damie. The repect for equal
oppotWmft to strive for success aU an uttre-
preseur or an Investor supplying capital to other
entrepreneurs is being lost. The increasing domi-
nance of Institutional investors in the American
stock market has probably done much to alienate
the individual Investor and possibly even to un-
dermine the previously iMplicit mandate to Cor-
porate America to earn a historically viable re-
turn on invested capital. When individual stock
ownership, and the Individual support of capi-
talistic goals implicit therein, begins to lose its
place as an institution in American society, the
private enterprise system Is in grave danger. The
assertion that this is a questioir of national eco-
nomic security Is not so difficult to accept when
one considers in detail the following evidence:
(1) A recent 149s Harris survey reported on the
degree of confidence in financial institutions-' The
results were s hooking and Harris concluded that the
problem of solving the public's loss of confidence in
the stock market was a challenge "of greater mag-
nitise than some of the central problems on the
agnda of today's securities industry leadership."
Consider some of the Harris survey findings:

(A) Only 16 per cent of the population has con-
fidence in the financial community (excepting
banks).
(B) Only 19 per cent of all stockholders consid-
ered stocks to have a worthwhile degree of liquid-
ity.
(0) 60 per cent of all stockholders now consider
stocks to be a "luxury."
(D) 46 per cent of all stockholders now cate-
gorically say that owning stock Is "net a good
value for the money."

(2) A recent Arthur D. Little survey further con-
firmed the public's loss of confidence in the conduct
of security markets. The "most damning" finding
of the report is that many Investors think the mar-
hat Is "manipulated." Seventy per.ceast of investors
and 64 per cent of non-investors shared this view. r
garding "a atlon." A key aspect of the "ma.
nipulatlca" charge centered upon "Wufair advas.
tages and aces by Institutions...".
(5) The New York Stock Exchano recently re-
ported that the number of shareholders in the United
States had declined 800,000 since the previous share-
holder census, the first such decline on the records.
(4) Odd-lot investor transactions, also character-
istic of mall round-lot public (individual) traus-
actions, reveal a steady stock llquidatlo trend for
6 consecutive months. Indeed, the last day on which

those nall investors made any net purchases was.
July 28, l6"o, ner the bottom of the 19*1.O sd

(7

iii i
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(6) The eodltt teed f iet rediptlms rw
p o nthly byp the ted hindus date bask
to MI mWma the Same dlenebsameat evimmd
by poit 4 abMv
(6) Wpei the A a t 9 the bread body of Ce.
Peus Ameic, the marlmt values f average oi.
pa hav defined drastically AI the recent peast.
For rzample, between April, 1IM2 and AprIl, 108
the -prih of an averge ar on the Amereian

Io Zeige del -MMeat-Imstely a er vent
and thM prie of an average share an the New York
Stak Imimug defined appremx tey 30 per mt,
on am equaleghting basis. Thes lag decline
assured despite the feet that pros af up.
(1) Prblems tor the bred body of Corporat
America related by limited market liquidity (and
Interest) In, their share run the amut from re.
bed ality to prrm new and additional capital
for modern on to the threat of 'raids" by for.

(8) Tbe combination it public investor dlsev t-
meat with the now heavily institutional stock mar-
hat pointss 1 and 3) and the declining ohare prie
d te dflt of American corporations (point 6)
have created an atmosphere whore the public at-t laa Neome imsingly skeptical about or.
ierae goals as' well as corporate profits. This
ikeptlssm i domented by surveys reported in
leadn buainess publications.
(0) Institutional invetor dominate the dollar trad!
ing volume en the New York Stock Exchange today.
SeV p cent of non-member (or public) dollar
volume is currently done by these large Institutions
as a group and the remaining 30 per cent i done
by individuals.
(10) While institutional investors generate TOper
ent tbe non-member dollar trading volume,they
ar paying increasingly lower commissions for the
business done due to "negotiated" rates, While de-
tadled current data oan the allocation of cmmission
revenues between Institutional and individual see-
tors is not yet availabe, those institutions which
dmdnnato 70 per cent of the dollar volume on the
NYSE may be, paying les than half of NYSE com-
mision, revenues leaving the individual investor
paying more than half of the NYSE eommissin

(11) While .institutional Investors dominated NYSE
tUalng (as %9e in points 9 and 10 above), they
do not deal in all tPsWo equally. A group of S1 In-
stitutional *favorites" compiled by Wiosenberger

service advaned 90 per cent since December of
" 'a" sbqat 26 per cent between April of 197z,
md April of 1978. An avera stock on the NYSE
(as rdected by unweighted market indicators) do.
siadnd about 50 per cent slnce December of, 1988 and
aboit 3 per cent between April of 1 and April
of 1073. Th divergent price. trends resulted in

the averg multl of the n fted
grup rising U OppW m1tel fear io tu aver.
sae lvel of the ere NYS ls yet Mir give of
the ft 'faverlw" wee "le to rank among the top
100 0aeaon the NYSN in tems of highest
Avo-Yea earnings g"whl (See Exhibit A.)
(12) While my I institutional Invenors (baks,-aOe funds and insurance ompanie for exam-
p) are n4 reqled to make a ftull dielosure of
their pertfelle boldim a esneentrati
In the outstanding selm .swugmcopnewa
revale as far back as 190 by the Instual
Investor a y. Owneimp peroetages a high as
40 to so per ent of the Outstanding shares in l
limited lst of "favorites" were reported thenl N
buying by pension funds and banks, e. over the
Past three-plus years has surel iereesed thee
concentration Recently o" large bank was re-
ported to own over 10 per cent of the outstanding
shares of several larg companies. (See xhibit a
and zx t C.)
(18) The Institutional investors which dominate the
NYSE dollar volume deal with an breasinly lIm.
Ited number of brokerage houses, according to the
Arthur D. LIttle surv cited in pofnt L This se
letivity tends to allow institutions o ditnte"
rather than negotiate commisslons
(14) As many as 90 per smt, of the comopani
isted in the Wall Streeat Jwe stoek page do not
appe to warrant research, net because their pros.
pees, are poor, but because they don't, generale
enough sales to reward brokerage houses in corn.

(15) The trend tord Institutional "coftrol Of
research activities was noeted by the Arthur D. LUttle
ePort cited in points 2 and 18. Institutions, with

research dollars drastically cut, "ar plaf in.
ternal expansion of their own research staffs."I
Furthermore, the First Institutional Research Con.
ference, being held in September of 1978, raises the
question "Will institutionsbecomp Independent of
Wall Street rseareh?".' Given the tendency to Con-
centrate that institutions exhibit today, control of
research, to any der,, would seem to be an mi-
noIs portent for the markopie

"Who, If Anyo, is Goining the Benefits?"
It is vital that the ultimate legidation on these

matters surmount the myopic proposals from spe-
cial interest groups and focus on the larger issues.
The need for a national perspective was clearly -
stated by former SEC Chairman 0. Bradford
Cook in an address befom the Economic Club
of Chicago.

"Th public character of the nation's securities
markets is a unique national url... one
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nhbit A: A GOUP OP 21 CURRENT
INSTITUTIONAL PAVOWItTU

wls.ees on1" Isetlme " sIq tmttpe
81 stFsui"es . .... 0.b~mwere ft) (s f 4/15/71)

American Hoe Procts a X
AMP, in. I 40 X
Avon Products 5X
Cosa-Cols Company 44 1X
Dr Pepper Company 6 X
Dun & Bradstreet so X
Eastman Kodak 41.1
Eli Lilly" , 45 X
Internatonal Bus. Mach. 88 X
International Flavors & Frag. 77 X
Johnson & Johnson s6 X
Lubrinol Corp. 81 X
Merck Company 46 X
Minnesota Mining & Mfg. 87 X
Pfier Incorp. 25 X
Proctor & Gamble Company 29 X
Bears Roebuck & Co. 2 X
Scherug-Plough Inc." 51 X
Simplicity Pattern 44 X
Warner Lambert Company 81 X
Xerox Corporation " 48 X

Mum Mwurn 42 X

that gives our population broad participation
in companies and provides for a market pricing
system that represents the effect of thousands
of decisions made by individuals and institu-
tions alike... The erosion of investor conf-

a dence and participation in the securities mar-
kets is national in scope, and so are the causes
of the problem. The answers... can come only

"through a concerted effort on a national scale
to preserve and strengthen the public character
of the markets.

In the short run, however, Institutional' In-
vestors appear to be dominating the scene at the
expense of the other parties. Just what is the nature
of this Institutional dominance? How did it evolve?
Is it viable? The July, 1973 Fortuns magazine edi-
torial dramatized the growing seriousness of the
institutional domination. Noting the concentration
of power in the pension fund sector, Fortun blunt-
ly stated:

"Antitrust action to redue the market share of
the big banks' pension business might be ap-
propriate."
Those ire strong word. Hopefully, enlightened

nibI Us INSTITUTIONAL CONCENTRATION IN
It I UILICTRD ISUES

itbmin Fsvs,te Ceumam

American Home Products 85% in iNW
Avon Products
Ehtman Kodak
International Bus. Mach.
Merck CWmpany
M1ineota Mining & Mfg.
Proctor & Gamble
Sears Roebuck
Xerox Corporation

479 In 190
41% In 1W6
483 In 1969
50% in 196
88%1 n 190
8496 n 199
45% in 190
52% in IM

This data was excerpted from the
Institutional Investor 8tudy Ieport."

Exhibit C: INSTITUTIONAL CONCENTRATION IN
197-wAN EXAMPLE

The table below reflects the portfolio holdings of
Just oue major Institution, a bank, as of 12//7L
The right hand column Indicates that one institu.
tion owns over 10 per cent of the outstanding stock
of several naor companies. It is noteworthy that
this bank and nine other large banks manage $76
billion of pension assets, over hlWf the totaL-.

Meek

IBM
Eastman Kodak
Avon Products
Sears Roebuck
Xerox
Walt Disney
Polaroid
Proctor & Gamble
Schlumberger
General Motors
American Home Products
Coca-Cola
Exxon
American Express
Mobil
Kresge
J. C. Penney
Merck
Philip Morris
McDonald's
Texaco
First National City
Schering-Plough
Johnson & Johnson
MOIC investment

12/31/ni
POWWs Ose

MN) (MI)

$P4 5.21
1,188 7.69

651 4.75
605 5.22
59 4.00
478 8.97

8 8.54
890 4.29
844 4.25
880 2.70
820 2.15
3o9 8.51
804 4.71

365 5.82
279 8.10
274 8.08
272 2.1
26 '8.45
212 5.58
210 2.78
207' 1.01
2 1.57
082.11

she,

(VII)

161.5
57.8

150.7
79.8
27.8
82.8
81.9
86.

287.6

59.7
224.2
48.6

108.2
117.2

57.1
74.2
27J
88.9

272.0
116.1
21.1
21.1

Tet"

4.5
4.8
8.2

5.0
14.8
10.2

4.8
11.8
1.5
5A
8.6
1.6
9.7
8.7
5.0
6.4
4.2
8.5
8.
2.1
2.4
5.7

10.0

(Table excerpted from Barm's, June 1, 98 )
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self-Interest will avoid government intervention
Likewise, a better urerstandlnS of the lnstito
tionalization phenomenon may lead the way to i
more synirtic: marketplace where regulation E
not necessary. Though the following excerpt
from the writer's address to the -Tenth Annua
Contrary Opinion Forum were delivered in 1972
subsequent events, especially the emergence ol
the "two-tier market," have made the question
of viability less "contrary" today:

The Institutionalization of the Market-
A Question of Viability

In a recent book on the subject, Charles Ellis
has many pertinent observations on the relatively
new phenomenon of institutional investing."

"Institutional investing has been a dramatic
and powerful phenomenon. It is an exciting
new kind of business. And it will surely change
our nation's business and financial structure in
the years ahead... It bears repeating that tht
full consequences of the impact (of lnstltu
tonal Investing) have not yet been seen."
Ellis further points out that Institutional in-

vesting is a'relatively innovative business form
that has evolved from a position of limited im-
portance to a $200 billion asset position in just
two decades. Indeed, its growth has become so
rapid that today the institutional business is grow.
ing at twice the rate of the national economy. Yet
despite the success implied by its rapid growth,
the most pertinent and timely phrase from the
above quotation may well be the final line: "It
bears repeating that the full consequences of the
Impact of institutional investing, have not yet
been seen." Figure One provides important per-
spective by giving both historical and projected
stock ownership for various categories of insti-
tutional investors as well as their cumulative mar-
ket position. In the "Percentage of Total Market
Value" columns in the middle of the table note
the tremendous and still growing importance of
"Noninsured Corporate Pension Funds." Total
institutional holdings as a percentage of total mar-
ket value of outstanding equity is currently around
30 per cent, half way between the 1968 figure
of 23.2 per cent and the projected 1980 figure of
36.2 per cent. The New York Stock Exchange
has recently estimated that institutional equity
horpags may currently be as high as 45 per cent
of the total market value of outstanding 'equity if
"a number of institutional categories for which

no basis exists for estimating holdings" are in-
e eluded.

I The relative ownership positions of institutional
i Investors and non-institutional investors does not
i mirror the full extent of today's institutionalize-
I tion. While institutional investors currently own
I about 30 per cent - the conservative estimate -
I of total corporate stock outstanding, their trading

activities, mainly in search of performance, en-
compasses approximately 70 per cent of NYSE
dollar trading volume, excluding the activity of
members. Figure Two clearly shows how insti-
tutions dominate the market on a total volume
basis. The "turnover rate" graph reveals the dra-
matic increase in Institutional trading that began
in 1965 as institutional investors began to believe
that better performance was directly related to
portfolio trading. However, the 1969-1970 crash
caused the first downturn in the turnover of hold-
ings, and the rate has been basically flat In the
30 per cent area since then. The second graph
shows that "block trading" as a percentage o
NYSE volume is currently around 18 per cent
and projected to reach 25 per cent by 1980. The
third graph shows the relative volume trends of
institutions and the public (individuals) and
speaks for itself. If NYSE member trading Is
eliminated, -the current insittom! dollar vol l04;
runs at a.70 per cent rate.*

The Institutional Investor Study"
The widely noted Institutional Investor Study

concluded that institutional impacts on liquidity
and stability were generally favorable. According
to Lawrence D. Jones of the University of Penn-
sylvania, who spoke at the 13th annual meeting
of the American Finance Association in his ca-
pacity a; an Associate Director of the Institutional
Investor Study:" "The Institutional Investor
Study's results... have contributed to turning
the focus of public attention away from the im-
pact of institutions on the market structure and
toward an appraisal of the markets themselves.
Particularly significant are the negative findings
produced by the Study's testing of the parallel
trading hypothesis and the surprisingly limited
evidence of institutional price impacts. The Study's
analysis of market making indicates that the trad-
ing behavior of institutions that impinges upon
market makers results from market fragmenta-
tion and a regulatory structure which has in-
sulated markets and market makers from each
other."
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In the writer's opinion, these cnclusios are
subject to two important caveat:
(1) The Institutional Investor 8tud)' cos a lim-
ited tie peald In Its march for .idmee of smaim
nsttutuional price impacts and, apeclfcaliy, left out

the Anal two 4vstatIng quarter of the 19W-10
boer market whan institutional nerves and market
qukity wer reallv put to the teot.

(3) The full nature of isltutmul Impact apo
the public interest is a far broader 4quetion than
whether or not hustutional trading imbalances dis-
rapt the stability of the market

The Institutional Investor Study monitored "in-
stitutional trading imbalances... monthly for the
period January 1968 to September 1969, for 229
institutions trading In 325 common stocks."
(Journal of Finance, May, 1972, pap 307).
Them i, however, the possibility -that the favor-
able findings of the Study during that period may
be less thad valid because, In addition to the lirt
ited time frame, the high strs period of the bear

market that Included the final 1969 quarter
through May of 1970 was not included. By con-
trt, the period of the Institutiona Investor
Study can be described In terms of the Dow Jones
Industrial Average as a large trading range
bounded by the high 900's on the upside and the
800 area on the downside. The critical time to
measure institutional impacts was in the quarters
following the Study when the DJIA plunged
through 800. The prices of many instltqtional
favorites dropped sharply following the clse of
the Study. Control Data, an institutional favorite
of the period, had been trading calmly In the
140-160 range for many months before the In-

stitutlonal Investor Study closed. However, -in
October c 1969, leM than a month after tnsI-
nation o the Study's sample period, Control Data
began a sudden decline that ended in the low 30's
In May of 1970. While it did not rebound vigor-
ously, other institutional favorites like Polaroid
and International Business Machines also regis-
tered severe declines In the post-Study period fol-
lowed by equally sharp advancm when the new
upswing in the market began. If the fal months
of the 1969-19.70 bear market were included In
the Institutional Investor Study Report the con-
clusion, which were relatively favorable to the
Instltutionalized market, might have been altered
significantly.

Noteworthy evidence of possibly disruptive in-
stitutional mbalances In the period following the
close of the Intitutional Investor Study ih pro-
vided by the behavior of odd-lot balances rela-
tive to non-member round-lot balances, the latter
being characterized by the SEC Statistical Bul-
.letin as "institutionally dominated trUding bal-
ances (See Figure Three). Non-member round
lot balnoes, which, In the main, represent Inst
tutional activity, revealed heavy selling during
the chaotic final months of the. 1969-1970 de-
cline, right at the lowsl By contrast, Frigute Three
also shows that the public was a nt seller right
at the top of the'bear market while Intitutions,
on balance, wer aggressive net buye.

The Stock Market's New "Crowd"?
When unanimity of opinion develops, implying

that the final participant has acted (bought or
sold) on the opinion, price will have completed

FIGURE ONE: PAST AND PROJECTED STOCK OWNERSHIP BY INSTITUTIONS

How MucHt SUCK WILL. lNTTIOI45 OWN?
aftt Va"

(In Word)
1%r IM5 2M0

Percent Of Yota
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i~sss. 1911.2000
MVraCoroate Pee ion Fuds .......

estment CompWas ..................
Slate and LOal Pension Funds ...........
Life Inlorn Compa pa ................
Prperty ad Casualty Insurance Comjes ..
UVnlly and Colege ndmem ........
C1 nn ............s. u ..d

$ 56.0
4.8

142"14.7

4.4

2 1,730

46 171
37 118
20 190
8 74

n 53
Total hnstl mWaM dins........ $773 $ 714 $5,05
Market Vale of AN outstanding Stu" $7613 $1,966 $9.1
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7.6
1.7
1.912
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13.7
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1.9
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1.9
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3.9
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13
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0
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9.0

1.
10.0
120

8.'.O

10.0
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Swe: IsMIUMn WO of Common Stdk 1900 00 by R ft M. Soldoff.
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M t amm trendand wm be rely
to rewvrsed rectim As public par-

lnt:-pm - in the stock market has
dmialshed, the inst uons have be-
cme the primary active partial-
posts. Oves their current domt-
ame o the market in terms of
doar trading volume, it i entirely
poasle that, almost by defudt,
istitations an becoming the new
"rowd" in te market, preestined,
a a group, to be wrong at major
Waning Points.

Evidence In support of this view
is pvided by a poll of money man-
er attending the Fft Annual

histltutonal investor. Conteronce."
Whom asked to pick the group that
imid perform best for the duration
f 1972, tbose surveyed picked the

airlines as their first choice. At the
dne of tis pol most major arne
Mcks were within one per cent of
thir 1972 highs and, as might be

-pce from such MU unanim-
ity. underwent severe declines im-
mediatel thereafter, plni8 nearly
50 per cent as a group by the close
of 1972 and about 75 per cent as a
rmp by the spring of 1973 when
they were voted as one of the groups
to avoid at the 1973 Conference.

Hm the New Cnromd
Oversold Performance?

An important factor underying
the dramatic growth of institutional

tg" exciting new kind of
buine" a Ellis described it-p-
pears to have been the selling o
"performance," which has been
broadly deined as doing better than
certain market averages over a pe-
dod of years. As the public found
it increasingly difficult to make and
keep money in the stock market as
the last decade progessed, funds
were turned over to prolsional
money managers who not only could
relieve the public of the burden of
day-t-day decisim making but also
hed forth the implicit promise of
performance. In recent years cor-
postions burdened with the re-

FGWI rwo THREE VIEWS OF INSTI"UTIONALTRADING ACTIVITY ON THE NYSE

Turov Rate .
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FIGURE THREE: ARE INSTITUTIONAL INVESTORS THE NEW "CROWD" IN THE MARKET?
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qmosbillty of corporate pension casts have been
prodding their institutional money maaeM Into
a quartemquarter performance re.

Institutional investors may have done them-
selves a serious disservice in selling performane.
Many public Investors have developed the atti-
tude that promn is the primary gal, ot
equity ownership. When performance was not
forthcming in r~ent yeam, they seem to have
concluded there was little purpose in owning
equities, much less paying someone else to buy
and sell them. Could such a rationale not lie be-
hind the tenacious trend In mutual fund net re-
demptions that stretches back to 1971?

There is a growing body of statistical evidence
that institutions as a group cannot out-perform
the "random walk" represented by the market
averages. In March of 1972 Fortune magazine
cited a key 1970 study sponsored by the Twen-
tieth Century Fund and conducted by professors
Irwin Friend, Marshall Blume and Jean Crockett
of the Wharton Business School:

"In a massive 1970 study, they-professors
Friend, Blume and Crockett ..,showed that
the investment performance of mutual funds as
a group was no better than what an investor
might have achieved by buying and sellng, at
random."

Going on to review more recent studies, Fortune
further observed:.

"The news about the rather poor overall per-
formance of the pension funds and investment
advisers parallels the (1970) findings... pro-
fessor Friend also reached a similar conclusion
about bank trust officers."
Summarizing the continuously growing body of

evidence regarding the real limitations of wide-
spread pursuit of. performance, Joseph Spigelman
and Dr. Julian Gumptz made the following ob-
servation:*

4

"It is already notorious that the performances
of professional money managers exhibit a more
and more normal probability 'distribution.
About half of them do better than the averages
and about half do worse; and only a small mi-
nority perform consistently well over a period
of yea -probably by chance."

ThI evidence does not imply thai institutional
investors cannot make money for other people
when thq broad market is in a rising trend, but
only that, the gaint achieved at such times are

the result of agegate appredation influeces and
merely reflect the degree of that influence. The
recent and vowing popularity of the so-called
"Index Funds" would appear to indicate increas-
ing acceptance of merely duplicating the perform-
ance of leading market averages as a realistic
investment goal. Indeed, one may conclude that
the more Institutions engage in the aggressive
pursuit of performance, the greater any given in-..
stitution's difficulty in achieving above average
resuts.

However, the consequences of the pursuit of
performance go beyond the frustrations that ac-
company the failure to. achieve it. The volatile
market action that appears to accompany the ag-
gressive pursuit of, performance may be further
dama&$ the public psychology. Consider the fol-
lowing examples from a 1972 article entitled
"Illiquidity: Is It Becoming a Problem Again?"."
Noting that progressive institutionalization had
"brought performance pressures to a pitch," spe-
cii stock price collapses were reviewed. In the
case of Handleman Company stock, the public
canc lled half of their orders to sell 10,000 shares
when notified that the Issue would open substan-
tially lower, but "none of the institutions, whose
total 'market' orders came to better than 350,000
shares, had second thoughts about bailing out."
Likewise, Wang Laboratories' stock was dumped
when interim i~ninp were lower than antici-
pated, even though the prospects for a new com-
puterized typewriter- the cause of the issue's
prior advance from 35 to 60-remained un-
changed.I

An editorial in the August 21, 1972 Barron's
highlighted how public confidence was being dam-
aged by "a market already far too institutionalized
and thin for its own good."

"On the New York Stock Exchange, for ex-
ample, since January, issues have been sus-
p from trading because of an 'order in-

a or influx' nearly 200 times, well over
half again as often (not counting the upside
bulges across-the-board on August 16, 1971,
the day after the White House unveiled the
New Economic Program) as a year ago. Un-
expected adversity for one company after an-
oh.. . has triggered delayed openings and
heavy overnigt losses."
The, erosion of public confidence did not hap-

pen suddenly. William McChesney Martin, Jr.,
speaking before a 1971 luncheon of the New
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York Pl-muda Witer Asoiain warned of
yhe peCd "to rmcstbls thed Inadty o hek mare" because l sons o people.,,
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sC charm Wlam 3. C yno,*ed in a 1971
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amte-shareholder relatioship, the Iodivkh
has had a progrei loss of identity with I
shareholder role (see Figure Four and note C
right side of the diagram). Even though the I
dividual employee and the individual sockhold
are often the same person, the role in which th
person perceives himself will determine a gre
deal about how he conducts himself as a vot

C with respect to Issues of Importance to the pi
vate enterprise system. As the individual ca
to think of himself as a shareholder, he may ha
less concern for that system.

There are, of course, observers who belime
that the public's direct Interest in the market
no longer essential because the public hos becou
an "involuntary" investor through th- geometi
growth of corporate pension funds. But there
something disquietingly myopic albout such a viev
Figure Five reveals that the growth of corporal
pension funds Is really nothing more than a rc
section of the rapidly sharing cat of privat
employee benefits. Awmrrcan corporations hay
consequently turned tr professional money man
v!t in a desperate attempt to ofMt the poten
aly devastating imlact of these costs on cor

porate profits.1 Thh pressure for performan

FI'.IJR SIX
DlsItkttatfol'igetioa of 0b Mo&kt

Goodbye to the Market

al ad the resultant concentration of institutional
& portfolio has allowed the equities of many cot-
he porations to drift downward to historically low
n- levels. The so-called "two-der" market has left
r many company executives a well a employees

at distressed when institutional cash flow from pen.
at slon monies. bypassed their own companies' equi-
or ties. A recent Fortw article highlighted the "self-
i- fulfilling prophecy" aspect of continuous chan,
es neing of cash flow into a narrow list of equities
ve and questioned if this really represented per-

formance."
It Ironically, the public still expects the financial
is intermediaries that manage its money to perform,
i. even though its direct-compensation preferences
ic may drastically narrow the number of corpora-
Is tons that are sufficiently unburdened by labor
v. costs to produce earnings gains commensurate
x with aggressive performance goals. This, of
- course, leaves the institutional investors that
e have sold the public on their ability to perform
e caught in the middle.
- Summry-The Risks

The depth of the public's disenchantment
which has been growing for some time - is re-
vealed in this 1971 letter to the editor of Bar.
ron's.t"

Naw KIND op CASINO
To the Editor:

What Wall Street does not seem to under-
stand as yet, is that millions of small investors
are easing out of the stock market for good.
They have become the smart guys. The market
of tomorrow may well become a new kind of
casino with the big investors trying to out-
smart the other. Can a casino survive without
the public?

.. American industry is to survive, perhaps
it .would be well for each corporation to sell
its own equities outright without a stock ex-
change, commission and fees. Then, the small
investor may return to purchase shares of those
companies which he trusts will Share in a
brigh future. The average smaU investor Still
has faith in industry. He has learned to dis-
trust the machinations of clever people . . .
'those whose only motive is personal gain and
who could care less about American industry.

soute.: U. lkvlngs and Lon Legue

of DoAN
80-, , ,

• - ,, .. .. . .... . . .. ii i iii iiI
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Whatever the Precise reaon the pubicde
parture documented In Figure Six Is vivid evi-
dence of the declining, role of the stock market
In our society. The current trend toward "inst-
tt allzato.of the market is resulting in the
mock market's do-institutlonalization in our soci-
ety at large. It is doubtful whether this trend Is
beneficial to institutional investors, Wall Street,
or our economic system. While institutional In-
vestors are certainly not inherently bad, the cur-
rent nature of Institutionalization is.

The Remedy - A Balance of Power
Our security markets are now at a truly critical

juncture. Every party with a serious stake In their
continued viability must be seriously concerned.
We have argued that viability depends, at least
In part, on a harmonious balance among the in-
terests of the American public, American corpo-
rations, Wall Street. and institutional investors.

Ultimate success in revitalizing our national
security markets will depend on mutual respect
on the part of each of the groups listed above for
.the interests of the other groups, and on the will-
ngness of all to put the national economic secur-

ity above the interest of any. In achieving the
.balance necessary to sustain a viable security mar-
ket, it may seem that institutions are being asked
to make a greater accommodation than the other
Interest groups. Given their stake in this market,
however, and given their current power and in-
fluence, institutions must play a critical role. *

FOOTNOTES
L An address delivered on October 13, 1M before

tW, Tenth 'Annual Contrary Opinion Porum,
Ma.zhetor, Vermont. The full text of addresses
before that forum may be obtained from Mr.
James L Frar, CFA, Fraer Management
Associates, 809 South Willard Street, Durling.
too, Vermont 05401, who In sn of the spon.
son of the annual forums Excerpts from the
'"XItttutloonllsation of the Markef' address
appeared in Berreo's on November 6, 1072
(pap a") and in TAe New ?ork Timm on
November 8, 1M2 (Marketplace" column).

. This Louis Harris survey was reported In the
Flaesfs Asalysts J.mwal, March-April 1073

. This Arthur D. Little survey was reported In
the Wall Street Jeurnad, "Hard-on-tbh t
column, May 4, 17S.

"4. The nature of the threat from foreign capi-
tal was discussed by NY8 Chairman, James
J. Needham In a BRusines Week interview
(4/14/78). Documented examples of foreign
takeover attempts wer cited in a B m'e
editorial In the 6/26/78 issue.

L 5.e lb lw commilssIon cost bae Paid by insti-
I iteoas (versus tie public) was well illustrated

in VtA4 NeW Yeb fTmts, "Markstplace" Solumn,

. See footnote (2) above,
V. Thi view of the sututional donai of M

serch tivitIes via the "power of the purse" Is
expresed b James L Fraser, noted CFA and
president of Fraser Management Assocates.

8. See footnote (3) above.
9. The First Institutional Retach Coerene is

spos vd by the IaetitulonO InetOr maea
sine. .

10. Se the annual review isue of F*rbe maga-
sine for January, 173.

11. The Institutional Investor Study e port was
authorzsd by Public LawS 90488 and 91410.
It was released In 1970.

.12. The 81/78 BMusines Week reported tlbt the
following ten banks now manage 7 billion
dollars In pension assets.

BDiN Axoma

L Morgan Guaranty $16.9 biion
2. Bankers Trust 1iLl
3. First Nati"l City 0.8
4. Manufacturers Hanover 6.5
. Chase I)

t FIPrst Nat Chicao
7. Nat B"ank, Detroit 5.0
L, Mellon 4,
9. Continental IlL 4.0

10. US. Trust 8.0

21.

TOTAL ....................... $7". billion

Iustfetjena Invesiing by Chuare D. Elis, Dow
Jon-Irwin, Inc., 1971.
See footnote (11).

I2. Exoerpt from the remarks of Dr. Lawrn D.
Jones before the 18th annual meting of the
Amican inuance Association (Decemer 27.
39, 1071) as reprinted In the May, 171 Joearmd

38. This poll of managers In attendance at te
Fifth Annual Confer e was reported in the
Wall Street Leoae, April -24, 1072.

K."The Know le Revolution" appeared In theFleaia Analt arna, July-Angust, 1972.

25 The article appeal in the September, 107
Issue of the lstieal Ingstsr..

2. Interview with William "J. Casey In Frwe,
July 15, 1911.

37. "Sre as Death and Taxes" appeared in Der-
te's, August 2C 1073.

IL The artl l appeared in the July, 19M8 Fertxne
and was entitled "Two-Tier Miseries." •

29. Bee Ltrs-to-the-Ediitr section at errs's,
October 4, 1M1.
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Senator BNTszN. Do you feel that banks should have a self-
imposed limitation on how much of their discretionary assets should
be invested in one particular stock?

Mr. HAMBLVTON. Well, in the case of our bank, when we get over
5 percent of any what we call our working list stocks, it has to be
reported to our directors once a month. They keep track of it. They
are interested enough to know what is going on and to require a
justification for it.

We are not one of the Iret trust departments. Mr. Collins' bank
might have a different problem there with the large holdings.

Senator BZNTSUN. Do you feel there is a prudent-limit on bow much
stock you should own in a major corporation, percentagewise?

Mr. HAMBLXTON. Well, I would like to ask Mr. Collins to answer
that question. He is an investments man, and may I ask him if he
would answer It?

Senator BzUnUN. Yes; of course.
Mr. CoLLuNs. Thank you.
We follow somewhat the same procedure Mr. Hambleton does and,

in general set an internal limit of 5 percent of the outstanding stock.
Senator BZWMN. Generally set a limit of 5 percent?
-Mr. COLLINS, We generally will not go over that.
In the event we o so, it is because of a relatively high level of

confidence on our part in the outlook for the company.
Senator BENrsuN. Do you see any serious handicap to your invest-

ment policies if you had a 5-percent limit on what you could own in a
major corporation when you had some 1,400 other choices just on the
stock exchange?

Mr. COLUNS. To the extent that we would be forced to discriminate
against new clients, yes.

Senator BNrSZN. This is the same kind of limitation that you see
on insurance companies that operate in the State of New York.

Mr. Cou~xNs. But they are not managing funds for' a series of
individuals, corporations. The insurance situation tends to be a
single pool as opposed to a number of individual accounts.

enator BENrsuN. Well, they are beginning to are they not?
Mr. Co I Ns. They are as separate companies, but I have no feeling

as to how large their business is.
Senator B NBEN. And we have had no objections from them con-

cerning such limitations. Mutual funds have a limitation. It is 10
percent of the stock of corporations, I recall, or 5 percent of the
assets of the fund, making dual limitations; is that not the way it
works?

Mr. CoLLINs. I believe they have a kind of a basket provision that
allows them to go over 5 percent in a single stock.

Mr. HAMBL3TON. Senator, may I clarify one point here?
Senator BZNWMuN. All right.
Mr. HAMBTOs. You are referringi to 5 percent strictly on stocks,

on holdings where the trustees ighave full discretion?
Senator BEIImzN. That is correct.
Mr. HAMELUTON. You are not talking about cotrustees, you are

not talking about any of that?
Senator B zNwrsu. No.
Mr. HAmDLIo. All right.
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Senator BRwm m. That is my personal view at this time. And I
might, like every economist, Put abi hedge around it.

Isay that is my personal view at t time.
Mr. HAMBLUTON. Well, I could still see situations where a customer

would come in and present certain securities to you, but I believe you
have covered that.

Senator BzNrnsx. Oh yes. We would not want to negate the
ability of a customer to do that at all.

Let me ask you how you vote your shares. Let's say that you are
handling the pension fund money and you buy the stock or that
account I assume that you vote all those shares do Vou not?

Mr. IiAMBLBoN. In our bank we vote all eares we possible
can. If it is a routine Proxy, we ordinarily vote with management.
there are any questions, if there are any serious questions, we have a
subcommittee of our trust investment committee that reviews each
one of them and makes recommendations as to how the shares should
be voted.

I presume this is done differently in most banks.
Senator BzNTsmN. Do you believe that a trust department should

be allowed to buy and exercise control, and by that we acknowledge
the control is not necessarily 51 percent;.do you think a trust depart-
ment should be allowed to do that?

Mr. HSAMBL3ON. Buy control of a company?
Senator BznsuN. Yes.
Mr. HAmBLjTON. I would not think so on its own. Maybe if it is

outvoted, or is told to do so by a cotrustee, but I would think that
would be a pretty high-

Senator BzNTsN. I am t aldng about totally discretionary ac-
counts. You see, the situation we have in Germany today where you
have one bank over there, that has 25 percent of 20 of the largest
nonfinancial corporations; and one owns 25 percent of the largestshiipipin company.

Mr. HAMBLUTOw. That would be too high.
Senator BmwTsmn. I frankly do not want to ever see that kind of

situation ever develop in this country. I think that is a concentration
of economic power that should not come to pas.

Mr. HAMBLWO. I would agree.Senator Bmi~ru,. ObvioUs m companies can be controlled
with less th an 50 percent of the stck You would agree with, that,
would you not?

Mr. p Yes, sir, I would..Senator BUnTN. What would you think of the possibility of the
beneficial owners of the shares voting them?

Let's say, for example, that you are hoing shares in IBM for a
pension fund. Would you have problems with the idea of letting the
beneficial owners vote them?

Mr. HA BLxWoN. You mean all the pensioners?
Senator BxwnxN. No; I do not mean that. I do not know whether

it would be the pensioners' employer or whether it would be the
trustees of th6 pesinfund.In other wo a on of the concentration of

Mr. HA mLBTON. My reaction to thatwould be that ifa bank or
f trust department Was acting as trustee, it should have the authority
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to vote the shares. There is an intermediate step, most companies
have pension committees that could be involved in voting in case of
an agency type of arrangement, but if a trustee has sole investment
authority and it is not written otherwise in the trust agreement it
seems to me the trustee should have the full authority to vote the
shares.Senator BunwzsN. I assume you would a that the market can
only function efficiently if you have a multiplicity of judgments, a

C substantial number of buyers and sellers.
You would agree with that?
Mr. HAMBLETON. Yes, sir.
Senator BENTSZN. I assume you would also agree that it would be

meritorious if stock prices actually reflected the true values of com-
panies. I understand there would be varying judgments on that,
particularly from management.

Mr. HAMBLMTON. Well I am mclined to think in many cases they
represent the true value of the companies or certainly what the market
thinks of it.

Senator BMNTSEN. That is true; if you have true competition in the
marketplace, then I would agree with you.

Ten years ago the dollar volume on the New York Stock Exchange
attributed to institutions was 35 percent, and today it is 70 percent.
If you extrapolate that kind of a trend curve and it went up to 90
percent would that be a matter of concern to you?

Mr. HAMBLIWON. May I ask Mr. Collins to answer that one?
Senator BENTSUN. All right.
Mr. COLLINS. Sir, I think the answer is yes, it would be of concern

if by going to that number you did have an undue amount of concen-
tration and you did end up with, as you stated previously, a relatively
limited number of buyers and sellers who tend to act in similar fashion.

I am not sure that would be the result.
Senator BENTSIN. Well, let's take Morgan because they have

apparently done a good job for their investors, from the record as I
understand it, but they have $27.4 billion worth of assets, and we
passed a pension bill that is going to accelerate the funding of pensions
and probably accelerate the institutional management of them.
Assuming they continue to do a good job and they continue to grow
as they have do you not see this continued concentration resulting
in some robiems?

In addition to the institutional volume there has been quite a
substantial amount of corporate buying of their own stock, perhaps
as much as 10 percent of that volume. So, when you finally get down
to it, you really do not have a lot of individual trading in that stock
by indvidual investors, and then you have board members who buy
for their own accounts.

Mr. COLLINS. My response to that, sir, would be that I think we
tend to lack enough good information on whether all of the insti-
tutions do, in fact, move at the same time as opposed to whether they,
in fact, provide a fairly effective market among themselves as well as
with individuals. And it certainly is for that reason that the ABA,
and I speak also for Citibank, strongly supports disclosure in getting
enough information so that we can make better judgments on the
subject.
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Senator BENTSEN. Mr. Hambleton, in supplying information for.
the record, after you have surveyed your 10 largest banks, we would
like to have the percentage of funds managed by the 10 banks which
are purely discretionary as opposed to cotrustee arranments or
other arrangements where the bank does not have discretionary
authority.- Let me ask you as the investment counsel in this situation, if the
number of participants in the market decreases, would you not antic-
ipate larger fluctuations in prices because you did not have the leaven.
ia effect of a great number of judgments?

Mr. COLLINS. My view is that you would probably continue to have
the leavening effect of a great number of judgments because I think
that there would be a number of individual judgments expressed by
the institutional investors as well as the individual investors.

Senator BENTSEN. Well, now, I understand that Morgan has an
investment committee of eight.

Mr. COLLINS. I guess what I mean is that there will be considerable
differences of opinion over time between what the Morgan feels and
the Citibank feels and what the Harris feels and, as a result, you will
get offsets that way instead of everybody doing the same thing.

Senator BZNTSUN. We had information the other day of a foreign
investor who stated that he was buying just the recommended lists
of major banks and trust departments because he felt they would
support the price of the stock.

Mr. COLLINS. I view that as a popular fiction, sir.
I realize that people attempt to do that. Certainly my experience

would suggest that people who have been successful in the investment
business have done so by doing good research and making their own
independent decisions as opposed to second-guessing what other
people's judgments are.

Senator BENTSEN. You do not believe in the follow-the-leader
syndrome? '

Mr. COLLINS. I do not, sir.
Mr. HAMBLETON. Senator,' I sit on the finance committees of two

charitable organizations in Chicago, one of which is at one bank and
the other is at another competing bank and I am amazed at the
number of conflicting recommendations tiat go back and forth from
those two banks, It is a source of constant amazement to me.

Senator BIENTSEN. But there also is quite a concurrence of judg-
ments from the holdings that we have seen concerning this top few.

Mr. HAMBLUTON. Some, but it has always surprised me-h6w-ittle
there is. Everybody is looking for a different-something different, to
put in there.

Senator BzNTszN. You do not think that these five or six of these
portfolio managers do not meet for lunch down at Delmonico's and
decide, "You know, that is a pretty good idea, let's go back and buy
it."

Mr. HAMBLZTON. I could give no testimony on that subject.
Senator BENTSEN. In your statement you say that you think it is a

popular fiction that the institutions can have self-fulilling prophecies;
I do not think it is a fiction that they can have self-flhing prophecies
because I think they can, and I think any institution that has a
billion dollars of new money coming into it a year could support a
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stock if the portfolio manager decided that that was neces&y, to
make his record look good for his investors, and he could do it for
quite a period of time.

NOW, whether he does it or not is some .hin ee. gi, you pt
into the subjective judgment and it is very difficult as to what shoId
have motivated t man, I also understand that if he makes a decision
to gO into -a iom psy-of course, widgit im ufacturers is usually
use--andifhe is wrong hecould Well be fired for it, but if he goes into
one of the great corporations of this country that is supposedly a.
cepted as having excellent management, and if it is wron, why, it is
just too bad ifa lot o( other people make -the mistake..

So again there ai a pressure forum to gointo that t of situation.
I do not know how you manage that one. I wish I cotzd figure it out.

Well, thank you very much for your contribution. I think ithas beenhelpful.. .. ._ . . ,
You have brought up one new intriguing idea that I had not heard

before insofar as possible tax treatment and we will take a look at it.
[The prepared statement of Mr. Hambleton and an article from the

Wall Street Journal follows:J
8tATUMZST BY CwzfsA . HAKSoMI t i, Nusa wz Lx, TRuST Pvrsio,

zn AuZRcA* BA,mNzU AwozAI&oi.

S RUMMAY
According to the latest figures Trust Departments on December 31, 1972 held

In over 1,20,000 accounts, assets totafllig over $4 billion. Most of these
accounts serve numerous'benefolales and over 167,000 of them are employee
benefit accounts some of which serve thousands of beneficiaries. In most Trus
Departments somewhere between 60 and 90 percent of the assets can be with-
drawn At any time by the customer.

Bank Trust Dpartments serve as ezecutors, guardians, trustees, investment
advisors and custodians. They may hav sole investment disorerton, may share
investment discrtion or only provide Investment advice. Each trust is a separate
entity and must be admiWitered solely In the interest of its beneficiaries. This
has r euted in a broad diversity of equity investments. 8tatistical data td support
this is provided.

The American Banks Association supports the following which may help bring
more Individual Investors in the market:

1. Development of a central market sy.jem.2., Enactment of legislation which would rquire ki tonal Investor to dis-
close significant securities holdings and transations.- f . -... .

While not advocating Its enactment, the Amerioa Bankers Association also
suggests a tax proposl for Congresional osideration. Under the proposal,
cash dividends reeeived the first year after the purchase of securities would be
treated as return of bads rather tha ord in lcome •

Mr. Chairman: My namne Is Chalkley J. Hambleton, President-eect, of -the
Trust Division, The American Bakers Aoaio and Peintof the Harris
Tm sand Saving Bank, Chicag. i am acompanied- by Wiim, w. oraulty,
Executive Vice Prsident, The Connecticut Bank and Trist Company Hartora,
who Is Vi e. President-elect of the Trust Division, Paul J. CoIns Senior Vice
Preideat of PIt National Ci Bank, NW York City, and Robert L Bevan,
Assistat Fed",s Log" " a Wve onse ARA. ,, 11
- The American akers sAoc m has membership f bout 14,000 bak

which represents approximately 96% of the comnerca banks in the country.
Over 3,800 Of these bmks exercise trust powers and are members of the Trust

Th Amercan Blank Association appreciate this opportunity to appeW before
the Suboomunittee to discuss the role of Isttutioval Ivestors In the stc market
and to discuss recommendations to restore the role of the Individual investor In
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the stock market. We hope our comments willbe of help to the Suboommittee in
its on r of this important issue.

The trust industry was somewhat surprised by articles and satement published
this summer alleing that Instltut/onal investors were detroying Wall street mad

oM our markets. seetly we wer when the
to unto these bear i. We a convinced. the bMangs wl te olp

G veroo th fct: mt*.qnt/tt n& = m In lthe sk' f ~two-ie market pnamW10 and ways to help i.I.m this sitaon
disumuf th a~re. makt it ns me' etoV 6 tventded to

individual, Thy Tb ow have tended to lump an tit as a slant
monolithic investor. They hae refused or fled to recogne that there ar over
3,800 trust department over 800 mutual funds and uncounted thousands of
Insurance companies, endowments, pension funds gad other separate institutional.
investors.The Association today would like to disouistrust d enwts, their operation
sad their Investments In the equity market., We also would like to, suggest some
ideas to help bring more individuals into the stock market

The Association shares the Subcommittee's concern for a strong capital market
and for a vital competitive brokerage indust. These things ae not only essntal
to a growing economy but are a necessity If trust departments are to serve the
public. For a number of years the Association has supported the extension of
competitive broker fees. We have told the Congress on several occasions that
banks have no interest in membership on stock exchanges to execute trades for
trust accounts. We have urged a separation of brokerage and money management.
And we have supported tie development of a central market system composed
of the two national exchanges, the regional exchanges, the third market and
NASDAQ. We believe a central market will bring maximum liquidity to the
market by giving maximum exposure to orders and maximum disclosure to
transactions. Ths one development we believe Is most important to bringngIndividuals into the market. When the individual investor knows he i be abl
to obtain the best price available in any market across the nation on his trans-
actions we believe he will come into the market with a renewed confidence.

We are glad to see the SEC take steps to end fixed commissions but are somewhat
apprehensive because It Is tied to a temporary increase in fixed fees on transactions
below $300,000. Further we are pleased that the Congress is continuing to move
toward enactment of needed legislation in the securities area.

Mr. Chairman, according to the latest figures we have seen, trust departments
as of December 31, 1972 held, in over 1,200,000 accounts, assets totaig over
$403 billion. These assets should not be viewed as one gigantic economic force
since they are held by the 3800 banks In many different capacities and with
various degrees of authority.

I specificaly mentioned the 1,200,000 counts because this is an available,
statistic indicating the vast number of people the trust Industry serves. Most of
these accounts involve numerous benefit es and over 167,000 of them ma em-
ploy" benefit accounts some of which serve thousands of beneficiaries..

SThe fact that trust departments now hold over $400 billio In assets is evidence
that they provide a needed service to the American le because th s assets
have come to the trust departments voluntarily and 60to- 90perent of them can
be withdrawn by the customer at any time.-

Bank trust departments serve as executors of estate, guardians of minors and
incompetents, as trustees of revocl irrevocable and testamentary trusts,
Investment advisors and custodians. A bank may serve aloneor with a oo-executor
or o-trustee. Thy may, have sole investment discretion, may share investment
discretion with others or may only provide Investment ad/vie. They may have
Authority to vote stock under their management, they may share such authority
or may possess no voting authorit,

Even when the bank has sole nvestment -discretion it is surrounded by is
restraints. When a bank accepts a trusteeship, it is under auty to admii
the trust aoording to Its terms, and aooordig, to the law, solely in the interest
of the beneficiarliesof the trust with unswerving loyalty, bringing to the trustee-
ship and d11tlyexerclinq, all of the skills and abilities the trustee has. Justice

ZAroso, in 1928 said in MdUR rd v. Salm that the standards which must be
met by fiduciaries are "not the morals of the market place but the punctUio ofAf honor. the most ssitive."' Much of the publc ad ofcial msapph no
of, the manner in whichh trust depart ments carry on, their work ariesfrom 4
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failure to comprehend that each trust is a separate entity, separate and apart
from all others the trustee bank must adminiter. Also there Is a failure to compre-
hend that banks actively compete with each other for trust business.

Consequently the investmentportfollo of each trust must reflect the needs of
its beneficiary or beneficiaries. If the beneficiary is an elderly widow with high

orptentflll high medical exessthe assets of the trust may well be invested
allY-i fixed Income debt scrte.On the other hand Uf the beneficiary is in the
middle yeas of life the assets will probably be split between equities and debt
securities. If the beneficiary Is a young adult with little need for additional income
and with his or he ari y s ahead the trust will probably be invested 100%
In wth stocks. It is highly possible that the trustee at the same time could be

a specific stock out of the first trust, holding the same stock in the second
and buying It for the third.

An interesting reflection of how bank trustees may sometimes be selling a
security out of one account to make distributions, to pay taxes, or for other trust
purposes, and at the same time be buying the same security as an investment for
another account is found in the 1972 Report of the Investment Management
Group of First National City Bank of New York. The report lists the 25 largest
equity purchases and sales during 1972. As examination shows that Citibank
purohabed $33 million of Xerox stock in 1972 but sold $861 million worth of the
stock. It bought $58 million of IBM and sold $31 million. In the same way Citibank
bought and sold in the top 25 four other securities, Avon, Eastman Kodak, Coca-
Cola and Exxon.

Most personal trusts are established with securities already held by the grantor.
As a result tax considerations may play an important part in investment decisions
from the very first. As with individual investors a lock-in situation may prohibit
certain investment activity in trusts. A further indication of the investment
diversity of personal trusts is the findings of the SEC institutional Investor study
that trust departments hold sole investment authority over les than 30% of
personal trust assets and over less than 10% of agency accounts.

In contrast to this we readily acknowledge that banks hold sole investment
authority over about 80% of the employee benefit assets in their accounts.
Employee benefit accounts held on December 31, 1972 about $110 billion worth
of equity securities. Here again It should be kept in mind that these assets must
be invested within the legal restraints imposed on trustees. And In addition the
Senate has just approved a comprehensive pension bill that will prescribe in even
more precise terms the obligations and responsibilities of pension trustees and
other fiduciaries.

Another easily definable area In which banks exercise full investment discretion
is the maa ment of common trust funds. Here again the bank's discretion is
subject to limitations. Common trust funds must be invested in accordance with
a stated investment policy and are closely supervised by the banking agencies.
Also a common trust fund must prepare and file an annual financial report which
Is sent to beneficiaries with an interest in the fund and is available to anyone else
on request.

Just how are banks exercising their investment discretion? How concentrated
Is bank investment activity? How are investment decisions reached? To answer
this last question first most bank trust departments have an investment committee
that is composed of a number of senior officers. This committee decides which
securities should be on the buy 11, which should be on the sell list and which
should be on the hold list. These decisions are made after the Investment group
in the trust department, which normally includes investment analysts, has made
recommendations. Once the decisions are made it is the account portfolio nagers
who then make the day-to.day investment decisions based on the buy, hold and
sell list and the needs of the account beneficiaries. The account portfolio manager,
of course, must obtain the concurrence of co-fiduciaries when necessary and, as
indicated before, this is 70% of the time in personal trusts. Except in rae instances
buys and sells in a personal trust account occur only at the time of Its periodic
review.

The pattern of course is somewhat different in the employee benefit accounts
where their sihe larger, their number smaller and there is no concern for tax
consequences.

So there are many people involved in the investment decisions of bank trust
departments-the analysts, the investment committee and the account portfolio
mnagers. In some instances this latter duty may be performed as a Joint effort
of an investment officer and an administrative officer.
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Before leaving the question of investments I would like to note that it is the
goal of every analyst to find the next IBM. As consequence there is always
someone looking at the newcomers and at the lower tiers.

Now to turn to the question of how concentrated is bank investment activity.
A number of sources provide answers to this question. Samuel Callaway testified
before this committee as to some of the investment activities of Morgan Guaranty
including its special situation funds.

James Wood, Vice President, Bank of New York, in addressing the ABA
National Trust Conference in February of this year discussed his examination oftwelve common trust funds man&gd by New York banks and banks represented
on the Investment Committee of the Trust Division. He found 247 different
issues in the 12 funds on December 31, 1972. Only 44 issues were held by 3 or
more funds while only 15 issues were held commonly by 5 or more of the 12 funds.
IBM was the only stock held inall 12 funds. The average p/e ratio of the stocks
held In each fund varied from an average of 20.4 to 40.7 with 9 of the 12 funds
being below 30.

In July of this year C. Roderick O'Neil, Executive Vice President of Manu-
facturers Hanover Trust Company revealed a similar study by his bank which
examined ten pooled funds managed by banks. Only one stock was held in all ten
funds. In total 259 different stocks were held in the funds while only 12 stocks
were owned by five or more funds.

The First National City Bank of New York recently examined the ten largest
special situation funds managed by banks. These funds held $3.5 billion in total
assets. Citibank found a total of 791 separate issues, 288 listed on the New York
Stock Exchange 142 listed on the American Stock Exchange and 361 over-the-
counter issues. Rot one issue was held by all funds. One issue was held by six
funds, and 587 issues were held by only one fund.

The American Bankers Association also conducted a survey of trust depart-
ment securities activities and securities holdings. We sent questionnaires to all
3,800 banks with trust departments and received answers from about 800. The
first question we asked was the number of equity security orders they had placed
with brokers druing the first 6 months of 1973 broken down by number below
$100,000, the number between $100,000 and I300,000 and the number over
$300,000. We tabulated the responses to provide figures for trust departments
below $50 million in trust assets, $50 to $150 million in assets, $150 to $750
million and over $750 million. Thirty-seven thousand and eighty-one orders, or
98.6 percent of the orders placed by trust departments under $50 million were
under $100,600. Four hundred and thirty-three orders were placed between
$100,000 and $300,000 by these small banks and 77 orders were placed over
$300 000. Similar percentages are found for the larger banks. Of the banks from
$50 1o $150 million, 96.8 percent of their orders were under $100,000 and the
$150 to $750 million banks reported 94.4 percent of their orders were under
$100,000. The somewhat startling figure Is that 85.3 percent of the orders placed
by trust departments over $750 million were under $100,000. Eleven and six-tenths
percent of the orders placed by these larger banks were between $100,000 and
$800,000 and only 8 percent of the orders were over $300,000. This latter group
conststed of 12,990 orders. Twenty of the top 25 banks responding providedfigures indicating that 87 percent of their orders were under $100,000 and that
4 percent were over $300,000. All of these banks have trust assets in excess of $2
billion. It should be noted that this breakpoint of $300,000 is considerably belowthe block trade figure of $500000.

* The next question we askeJ was the total number of corporations in which the
bank held equity securities on December 31, 1972. The average number for trust
departments under $50 million was 133 companies. The number for trust depart-
ments from $50 to $150 million was 50, for trust departments from $150 to $750
million the number of corporations was 1,370 and for the trust departments
over $750 million the number of corporations was 2 543.

We asked each bank to list their top 25 equIt rxoldings and then asked what
percentage these 25 constituted of their total equity assets. Sixty elght percent of
the trust do t over $750 million reported that the top 25 holdings repre-
sented le s than percent of their equity assets.

We have only ha time to feed Into the computer the top 25 holdings of the
top 52 reporting trust departments all of which hold in excess of $1 billion in
assets. We found among the top 25 holdings a total of 299 corporations. IBM again
was the only security found on every list. Eastman Kodak and General Motors
were next found on 51 lists. Exxon was on 49, G.E. on 48 and Sears on 41. Xerox
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was on 8 lists, Texaco on 88 and $M's on 32. By the time you reach the 31st
stook in popularity It appears only on 10 lists. Only 87 stocks appear on 3 or more
lists. We asked the trust departments to indicate where customers had discretion
over 60 percent or more of a holding. In the ease of IBM there were 10 banks where
custome xer*d discretion over more than 60 percentof the holding. In the case
of Fa m Kodakomr exercisedsuch dhron in 18 trust departments and
for GM cutomer over 60 percent of the holding was found in 14
istanc. 3Eon was subject to over 60 percent customer discr6ion in 13 cases and
G.E. In 9 ases. The same was true for Sears in 11 cases and for Xerox in 5. So It
is quitt dar that It is the customer in many Instances that is partlyeposble

C for the modin of the grwth stocks by banks.
Mr. = , we believe the information presented Indicates that bank trust

4Wpartments are diversifying the portfolios of their beneficlaries and customers.
We do not deny the popularity of certain stocks but it seems clear that substantial

holinsm~ om .A ubeoNW thfvot 50 or 70 issues. The recent report of Morgan
Guaranty shows that It holds over $10 million worth of 223 securities and between
$1 million and $10 million worth of 848 additional securities.

We realize nevertheless that despite this diversity there is a market problem
when the gap between high and low multiple stocks is as It has been for the last
several month. We are convinced the problem is cyclical, not structural, and we
are heartened by several signs that the situation Is easing. Nevertheless the ABA
does not advocate the Congress do nothing.
• We belieye the individuals who have left the market have done so for the

following reasons:1. Many were burned in the 1969-70 market and continue to be reluctant to
taken another risk.

2. Overall uncertainty about the nation's economy discourage equity
investment.

3. Performance of the stock market in recent years has been weak.
4. Access to the buying and purchasing mechanism has been greatly reduced,

piati oulaly, with brokerage firms across the country closing or reducing the num-
brof retail offices
5. There's more ompetition from highinteret, fixed income money Instruments,
6. Changes in capital gains treatment has made stock investment less attractive.
7. There s much disenchantment with the service and quality of advice offered

by retail broker.
We think certain steps can be taken that will increase individual participation

and promote more healthy markets. First we would repeat our support for the
early development of a central market system. Second we urge the Congress to
enact an institutional investor disclosure act that would require bank trust do-
partments to report significant securities holdings and transactions to the bank reg-
ulatory agencies with & copy to the 8EC*

We recognise that "oonfildence" is what is required to get individuals into the
market and to promote healthy markets. If disclosure will help build consumer
ooafldence in our securities market we believe it is worth the administrative and
eoonomio osts to institutional investors so long as disclosure is limited to signifl-
oat data.

If Congress should, decide that all institutions should report to the BBC directlyinstead of trust departments reporting to the banking agencies we would not
object. We would hop, however, that Congress would give some attention to
centralizing repo ! one Aenoy.,

A number o sugnestions have beenmade for ohans in our tax laws to provide
Incentives for ind uidal investors to begin trading. Mft U not all of these
gestions have yelled for some change in the capital gains tax. Thee incentives
would however be as favorable for investors in the high multiples as Investors in
tho low multiples. While they would probably increase - n acro the board,
If we want to achieve more buy in the low multiples the tax Incentive must be
so directed and it must be siant. We would suggest one approach which the
Subcommittee, might wish to cn idrfIt decides acton in the tax are is nece.-
sary. Under this proposal the first year's cash dividends ae the purchase of
securities would not be subject to Income taxhut rather would be osidered as a
return of the taxpayer's basis. Thus -ordinary income would be-converted to
capital gan To maxmise.the advantage of this tax incentive a taxpayer wouWi
invest In low multiple h dividend stocks and would be encouragd to trade
yearly. We realism this proposal has shortcomings and I hasten to repeat the
Assocation does not advoote Its enactment. However, the Idea was developed
by some of our ople and we pass it on for whatever ousideration the Con
wishes to give If,
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In addition to disclosure and capital galns revision a number of other sugges-
tions have been made for regulation of institutional investors. We bedeve mcs of
them would be oounterproductive in that they would result in exactly the opposite
effect than that desired.

The first suggmtion is the Impositiou of a 5% cap on the amount of stock held by
an institution in any one or- on. A dlvreified mutual fund is subject to a
1% restriction. This limit along with others was placed.in the Investment Com-
pany Act to protect mutual fund investors by asuring diversification. Accounts
S managed by t departments as Ustees or in other fiduciary aspaties are pro-
tecteby trustlaw agais exoesulve investment In Say one aset.

While there Is no s i limltao over the total holding of trust department
in any one orporation there are two very realistic resus. Good p0ormanoe
and fiduciar ponsibility require real mobility. Further there ar restraints in
the 198 & 1934 Securities Acts. The insider provisons, the oontroUling person
provisions, and the corporate take-oyer provisions and others serve sarl dampe
on the total position which a trust department may volunt take In a securty.What would be the impact of a 5 limit?In thega wth stocks It would rob.
ably be nil. In the smaller second tier companies it Kod be substantially adverse
because 5% oould represent a relatively small investment. If such a limit were
established for trust departments the C6ngress would have to decide whether the
limitation would apply o0ly to-acquisitions where the bank had sole investment
discretion or, in addition, to acquisitions where the bank shares investment dis-
cretion. What about the case of 2 or more co-trustees when decisions are by majo-
rity vote and the bank opposes the acquisition? What about the cases where a life
long customer of the bank dies and names the bank executor or trustee and his
estate contains sufficient shares of a company to put the bank over the limit?
Must this customer's testamentary wishes be deiaed? Must this customer be denied
the protection of corporate trustee or executor? Also what about the various ac-
counts of the trust department? Considering a bonk's fiduciary responsibility how
is it to determine which accounts' are to hold what it believes may be the next
IBM? Undoubtedly all these questions can be sdved and our beneflccares and
customers can learn to lie with the answers but I want to reiterate it will, be our
beneficiaries and customers including ndlilons of employee benefit beneficiaries
who may be affected by this limit. In our opinion a 5% lImit could adversely*affect
our trust beneficiaries and customers and the medium and smaller se corpora-
tions who are the ones that are needing help.

Another suggestion has been to limit the amount of a stock that ca be sold
during a peri-c. One quarter of 1% in a S0 day period was proposed. Such a
limitation would be devastating to smaller corportions. No fiducay cm invest
without a reasonable assurance of liquidity. A limitation on trading would tend to
peg maximum Investment at that amount. Similarly the other suggestions which
have been proposed for trading limitations would tend to limit the amount of
stock acqui ed or held in smaller companies. Also, if trading limitatios were Im
pond how would trust departments decide which account to sell from first.

Chaima Ray Garrett Jr. of the 5P0 recently told the House Bankdng andCurrency Committee that there is a lack of ay-hard data whioh suget that
restrictions on trdn are either wise or necessary. We agree completely, With
Chairman Garrett's observaton and-oppose trdh tstroic4tions as well as a
limitation on the amount of stock of a coprtion whchca be held by 317 one

In conclusion we would le to emphasis trust sut. are not in our power but in
our care. In most trust departments somewhere between 60 and 90 percent of the
assts managd oan be withdrawn at any time by the customer. One of the leaders
ot our Indut has described our customers as follows and we believe this deswip-
tics Is e d y rant lain our role in the market. "Our astome
(bles t hm) ae heterog ous m amba , a moft array whM new marhes
In step. Amon them an soni who want a pe. of thi acto, s d many mho wh
want only peaf t mJ aT Uy e f r many rems and their aas hav nt
common PurPOse and thiWnetetatvte ocnrltnec. Whatsut
onewIl never suit another. It Is a t tmans r!sposiblity somehow to suit them
all." I m esberof t o ee an ap te tis mum wFilbit.

Mr. haimanVth AMA appreciates this potulttos" ppeow "nd disus
these issues. If we fa be of ay assistacw tthe Suboaml or sta" we hope
y"0 Wil cal oni U&



APPENDIX A
R3SPoNrsrIMT FOR SurrABiLrr--Tv HAND-TA wRNo OF IN~WTuzirn

(An Address by Charles W. Buek President United states Trust Co. of New York
at the A.B.A. Seminar on Fiduciary Responsibility)

"Is now a good time to buy stocks?" This Is a common question today and it
is Intere g how differently It will be answered by various investment managers.
Many a broker will give you a straight answer yes or no. Mutual fund manaers
may modify their replies a little, perhaps relating a cash reserve to the latest
Dow Jones Averages. But in both cae you will get an answer.

Ask a trust man the same question, and he will reply with a barrage of questions
in return. "Who are you? How's your health? Have you mortgaged your home?
What is your annual sary? How old Is your rich mother-In-law? How's shefeeling?" •-

Aska simple question and that Is the kind of answer you will get from a trust
man. But be patient, for he is preparing to give you a hand--tailored answer
exactly suited to you and your circumstances. Hand-,tailoring financial judgment
Is his way of life.

Solving a family financial problem Is very much like studying a bridge hand at
the card table. Those of you who play bridge will know that most hands have
certain Identifying; characteristics. Sometimes you have all the cards, and you can
make your bid without effort. At other times you may be short of trumps, or they
may be In the wrong hand, and you will have to play carefully. All too often you
are desperately short of strength and will have to take chances to make your

The same is true of investment problems. A trust man asks himself such ques-
tions an, "Is there enough money here to do what must be done'? Do inescapable
Income requirements dictate investment policy? Will I have time enough to ac-
complish my customer's goals? Am I free to take risks, or must I avoid them?"

In studying trust investments from an industry-wide point of view, one all too
often forgets the infinite variety of accounts which makes up those totals. A recent
study of combined trust assets in all Insured commercial banks showed the follow-
ing diversfcaton. Trut aesa ditribuion

All insured commercial banks: PerwI
Common stocks ---------------------------------------- 85
Fixed Income securities ---------------------------------------- 30
All other I ...... ................... .------ f--------

Total------------------------.. O--------------100
tIncludw 0 pment eu on dmnmd.

HARD-?AILOU D INVSMZNT POU0CI
It would be an understandable mstike to think that this 65% holding of com-

mon stocks (more often referred to as the equity ratio) re presents the collective
market judgment of trust men under prevalli conditions. 71& ratio is then com-
owned with s lar ratios to be found in mutual fuds pension funds and the port-
folios of other investment imnager The fapt Is that a trust department is a on'
glomeratlon of hundreds or even thousands of widely differing accounts. Equity
ratios ran all the way from 0% to 100%, and no two cooutsare alike. The
makeup of every acoount--the selection of bonds and stocks--Is varied to suit its
individual purpose and limitations.

Trust men must develop hand-tailored program for savers and spenders, buyers
and se the old and the young, the rch and the rather poor, tbe timidand the
brave. A 85 t equity ratio for the industry is only an average from which individual
accounts are free to range far and wide.

(190)
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Simply to demonstrate the contrasts which we encounter, let me give you a
thumbnail description of three tye of customers having very different Investment
requirements. In each case I wil assume that the trust department has $100,000
with which to work.

First consider the ease of an elderly individual, perhaps a widow 80 years of age
and In poor health. Her medical expenses for nursing care are hig. Her $100 000
trust nIht most wisely be Invested entirely in 9% bond& Thi would reeflude
almost all chance for growth and yet be best for her. There is no time to buIld for
the future, for her needs are immediate and urgent. (Resultant equity ratio 0%).

A younger woman, perhaps a spinster of 50 presents a very different problem.
he still h some years of employment ahea of her. More Importontly, she has

80 or 40 ears to reckon with during which time inflation may mpair the real value
of her $100.000 fund. It might be more prudent to inves for her only 50% in
high-yielding bonds and the remaining 50% in attractive long-trm growth stocks.
She nearly needs this hedge even though t reduces her current Income to $6,000 a
year from a maximum of $9,000. (Equity ratio 50%).

Another familiar trust customer is the young man who has inherited $100 000
at the age of 20. His entire career lies ahead of him. He hAs the God-gven priviaege
of wealth at an early age. Over his lifetime an aggressive program of long-term
growth should surely have time to succeed. His account might prudently-be In-
vested entirely in promising common stocks providing a very limited current
return. (Equity ratio 100%).

All three of these utterly different programs seem to constitute prudent invest-
ment judgment under identical market conditions.

HAND-TAILORED TRUSTS
Ag pert S-perent OveN rtr n omo stok

Apo(percent) redo percent )

I dnM"s............o $100000 .... . J50 5000 0dw
....... 0......IO..= = = = ................ 00.. .3 100

These familiar examples of typical trust customers servo t demonstrate a
simfcant as t of the stock market activities of bank trust, de tments. Do
you realiseat the bank might buy IBM for the young man, hold it for the
spinster, and sell it for the Invalidl How different from the activities of other
institutional investors. It is no wonder that trust departments have less market
impact than one might expect.

TRM CRUCIAL QUESTION OF TIME

Trust men work with aging individuals and ageless institutions, with accumulat-
ing trusts and with wasting trusts. Time is always a factor to be considered, and
is often decisive.

In July of 1969, I talked to a group of life insurance men-The Million Dollar
Round Table--about the risks involved In common stock investments. I told them
of the market setback of the early 1980's and stressed the need for time in all
suoosul lnvetment grams. in the light of recent market experience, my
reference to the time eout bears repeating.

The stock market reminded all of us recently of one of the basic facts about
equity investment. It takes time to invest in equities and succeed. This is not the
tiining we talk so much about, but simply time. There ar investors who don't
have time to own equities, and many more who do.

We may have lost track of this obvious fact in the Fabulous Fifties. Common
stocks were a rewarding commitment for -any or all periods of time. They appre-
ciated in estates in process of ldation, in building funds awaiting use, and even
in the mall over the weekend. This ws a stimulating period in which to live, but
a deceptively misleadins.one in which to lean thp business of equity investment.

Tha is not our usual way of life. Manager of investment funds must take the
longer view. Our reasons for holding equities, and patiularly for our selection
of "Idividual issues all include the cement of time.We look for good m ent but this is only evidenced by a long succession
of wise decisions day after day. inevitably the well run company Will emerge
from its field and reward its stockholders, but this takes time.
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"We P44rntia le wihplow back Prion ot earnings in reserch or In
new plant and equiMeNt.M plowbaock has a cumulative effect,
ew" ssigmi onlyovera perodof y s

Research and Invetns awe frsrtnysow. Whether we are developingw
an antiAotlc, a computer or a xwncAtt ulad time is umeasred in y.
Investors must wait for t"l ft in esourceulnes of maaeet to be

We have no better waY to cbooto stods than by thus s ar. Th be g
the m% we must have tim e and take the tims, to make our method worL
Wen we have done badly with equity In s a it ham often been because we1Whavet600,tdoRelL

"hahmet at time aiwa Inflence an" sometimes dternftes the sitM"ainy
of Invesmet programs Obder the followingbreaskdown at tbse who may
not ave the time to make off*ve use of common stock& ,

Have They th Mime to Own Stodka? (And surely suonoed.)

YES NO,

tives. Estt.
Po"md 'Building funds.Inrnom anies. toll tion roa,.

On my lst of those who have the time to own equities and succeed are oilee
and university endowment funds. Unhappily some have the time but not the
patience. They are eotatio over the new total return concept which encourages
the spending of all the endowment Income and a portion of principal as well.

e app tion to offet the inroad is asumed.
Burdnedo0ege with deficitsUmn an Institution has bew selling off the os that

lays the golden Gggs. Undrsandably but also unapily, they, ar tri"=to eat
their cake and have it too. Furthermore, the =tic of invading principal is
likely to become habit forming. A little nip of p cipal today Is like the student's
firt drink, first smoke or his first puff of marJuana. If a small invasion of prin-
cipal will balance the budget today, how deep an inroad wil be necess y when
interest rates return to norma and costs have risen still higher? Time is on the
side of colleges and universities, if they would only let it work for them.

Time is running out for another large group of trust customers. I am referring
to doctors and lawyers and their so called Keogh-type trust. A successful 45
year-old professional man may have 20 yeass before meant in which to ame-
mulate an adequate retirement fund for himself. The small amounts which he is
permitted to set aside tax free for his retirement will be hopelessly inadequate to
provide for him in his retirement unles they are very apresively mnag

Interim. For profeson l men who ar not yet pa rtrmt,
would expect Keogh trust Inve tme! t very often to show 100% equity atios.

3 AND P IMOWANOr

Another factor having a strong and often deosive effect on investment decisos
is the substantil size of trust accounts. The a market value of all personal
trust accounts throughout the country is abot 190,000. In the largest inmtutu-
tions this average approaches $0,000. These ae vey substantial amounts,
rpresentng In many case the as sup ato the customer, By contrast, theav . Investment In a mutual fund Is undet $10,000, and very Uentl7 under
$,000. Aain by oontrst, the averp man aris less than li,000 fe i eNt
an". In this country to&y.

When at6 =niid invest a thousand dollars in a mutual fund, he may
saY to himself, 'Mene Oes n6tlng.His way at life Will not be materiay altered
f the Investment, falls. On the othe hand when a customer brings a quarter of a
milon, dollas to a tust, bcn4 e very citui may sar e goweseryhn
I owna.", The larg amount b* v*Wh a direct beawing an the depenvdabllm*.
come wh"c we must poo and the degee of rbsk which wil be acceptable.W As
a tesulto our nes macounts tend to look more like a insurance copay
Portfolio than the holdings of a mutual fund or a brkeae count.

BEST.AVAILABLE COPY
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The Largest Twenty Holdings of Common Stocks. (Two actual portfolios.)

A Major Trust Department I

American Telephone . Telegraph.
Avon Products.
Bristol Myers.
Caterpillar Tractor. "
Eastman Kodak.
General Electric.
General Motors.
Gulf Oil.
International Business Machines.
International Flavors & Fragrances.
Merck & Co.
Minnesota Mining & Manufacturing.
Chas. Pfizer & Co.
Polaroid Corp.
Procter & Gamble.
Sears Roebuck.
Standard Oil of California.
Standard Oil of New Jersey.
Texaco.
Xerox Corp.

I Excluding family companies.

A Large Mutual Fund

Burroughs Corp.
Career Academy Inc.
CNA Financial dorp.
Coca-Cola Co.
Continental Corp.
First Charter Financial Corp.
Ford Motor Co.
GAC Corp.
Great Western Financial Corp.
Imperial Corporation of America.
Kaufman & Broad, Inc.
Kroger Co.
Polaroid Corp.
Saxon IndVstries, Inc.
Schlitz Brewing Co.
Trans Continental Investing Corp.
U.S. Fidelity & Guaranty Co.
U.S. Financial.
Xerox Corp.
Zapata Norness Inc.

SUITABLE RISKS AND REWARDED

A trust man's responsibility for suitability is most evident in his calculation of
acceptable investment risks. Because of the relatively large amoitnts of funds in-
volved in our trust and agency accounts, principal tends to be precious and
income indispensable.

On the other hand, in some cases our investment accounts do not represent all of
the assets of an individual or a family. Sometimes a man's career or his family's
business constitutes a full ration of risk already, and the account he opens with us
represents his backlog and his anchor to windward. Here again suitable risks and
no more are to be taken.

It is an old and commonly accepted rule that investment judgment involves the
acceptance of calculated risks in anticipation of commensurate rewards. Trust
men are expected to make this calculation with particular care. Many a man has
brought his affairs to us simply to end the unacceptable risks which pervaded his
own unskilled attempts at investment management.

Before closing I should mention that all investment activity of a trust depart-
ment must suit the tax status and regulatory environment of the account. We use
tax-exempt bonds for production of after-tax spendable income where appropriate,
of course. We always weigh the relative advantage of dividend yield and common
stock growth on an after-tax basis.

We have a very common problem with the capital gains tax liability attaching
to old holdings of stocks, some of which have a nominal cost basis. Since accounts
generally come to us fully invested rather than in cash, this is a very common
problem and our investment activities are limited or even immobilized by these
considerations.

SUITABILITY TO THE LIMIT OF CUSTOMER ACCEPTANCE

It is one thing to determine an investment program which exactly suits one of
our customers. It is quite another thing to persuade him to accept it. Bear in
mind our very limited authority to act on our own discretion.

22-727-78----14
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COMMON STOCKS HELD UNDER SOLE DISCRETION

[in percent

Common stocksExtent of under sole
Average Common stock bank discretion discretion

Total common stock percent of total s to investment percent of total
assets proportion assets typical average assets

Employee benefit accounts ......... 33 60 20 75 Is
Personal trusts and estates ......... 49 67 33 25 8
Agency accounts .................. 18 65 12 10 1

Total ...................... 100 ................ 64 ................ 24

Clearly our job has only begun when we have drawn an investment program
for our customer. He may be a doctor, a lawyer, a businessman or an armchair
quarterback, but one thing Is certain; he will have strong views on investment
matters. We must counsel, explain, persuade and amend. Our final action, when
it comes, will often be a compromise between our views and his.

The assets of a trust department are truly the assets of our many customers
not only legally but emotionally as well. They shared in the choice. They hold
their stocks at times with feelings of affection bordering on love, and will have to
be completely satisfied by any reasons we may give for sale.

Our customers (bless them) are a heterogeneous assemblage, a willful and
unruly group, a motley army which never marches in step. Among them are some
who want a piece of the action, and many more who want only peace of mind.
Thcy are there for many reasons and their affairs have no common purpose and
their investment activities no central tendency. What suits one will never -suit
another. It is a trust man's responsibility somehow to suit them all.



APPENDIX B

RESPONSIBIL Y OF FDUCIARIiS
(An Address by Henry Harfield, Esquire, Sheaman and Sterling New York City,

, - at the A.B.A. Seminar on Fiduciary Responsibility)

The best way to describe a person's responsibilities is to ascertain what he is
supposed to do and for whom. That is as applicable to a fiduciary as It is to a day
laborer. It is a pity that so many people take the easy way of reading labels
rather than studying the operation of the labelled article. The sensible way to
proceed is to examine the function and then decide what label should be applied.

Actually, just this often happens in the case of fiduciaries. There are a great
many more fiduciaries in this world than ever applied for the job. For example,
everyone Is aware that a person wearing the label "trustee" is held to a very
high standard of care and conscience. It may be said that this standard goes
with the title. But consider the number of people who never aspired to the title
of trustee but are held to that degree of responsibility through the device of
resulting or constructive trusts. I'm reminded of the Frenchman who was con-
victed of treason and was carried to the guillotine in a tumbril surrounded by a
jeering mob. He said "If it were not for the glory of the occasion, I would prefer
to stay at home."

Probably the best single statement of fiduciary responsibility was made in a
case that did not involve formal trust relationships nor indeed a voluntary assump-
tion of the responsibilities that were im osed. That is the old New York case of
Meinhard v. Salmon, 249 N.Y. 458; 164 K.E. 545 (1928) in which the complainant
alleged t isDartner had betrayed him. Justice Cardozo was moved to make
his famousif somewhat turgid, statement that where fiducaries are involved, the
standards they must meet are "not the morals of the marketplace but the punctilio
of an honor the most sensitive". In essence then, a fiduciary is to be guided by
the punctilio of an honor the most sensitive, In respect of his transactions with and
on behalf of the person or persons who repose faith in him. This is the essence
of the fiduciary relationship. It does not matter whether the relation is character-
ized as a formal trust under a will or other paper bedecked with red ribbons and
seals, or as an agent or registrar. J

Accordingly, I shall not waste your time or my own this morning by exploring in
scholarly detail the sub-classes of the genus fiduciary. There is neither time, nor in
my estimation, any good reason for rehearsing the subtleties of distinction between
a testamentary trustee and a corporate trustee, or between a trustee and an execu-
tor or administrator, or among any of the other profusion of high-principled spe-
cialists that, ia the aggregate, make up the holy band of fiduciaries. I should also say
to you that the propositions of law which I shall state as general principles are
derived from the American Law Institute Restatement of the Law of Trusts, and
so it is possible, although I do not believe it likely, that State law may provide some
exceptions.

At the outset, let us observe that a fiduciary cannot exist in a vacuum. Just as it
has been said -that no man can be a law unto himself, so no man is a fiduciary for
himself except in certain ecclesiastical areas as to which I am not competent to
speak. (cf. Romans, 4:15: "Where no law is, there is no transgression.") A fiduciary
is one who acts in the interest and on behalf of another, whom we may loosely refer
to as beneficiary. A person acting as fiduciary mut be guided in his every act, or
omiss[o0n to act, by the exercise of his best judgment and the fullest employment of
his talents and skills to the end of protecting and furthering the interest of his
beneficiary. If, in any respect, he fails to discharge this duty, he will be held to
account under the strictest principles of equity. Here, I believe, is one of the most
significant distinctions between one who acts as a fiduciary, responsive to the
punctilio of an honor the nost sensitive, and one who acts as a principal, respon-
sive only to the morals of the marketplace. The latter, Mr. Average Man, may be
cast in damages and forced to pay, either by surrender of money or by surrender
of liberty in extreme cases, for a default in the discharge of obligations that he has

(195)



196

undertaken. A fiduciary is match more strictly accountable for his deficiencies. The
maxim "equity regards as done that which ought to be done" 1 has a special mean-
ing for fiduciaries. Let me provide one illustration, borrowed from Section 206 of
the Restatement:"A transfers Blackacro and a sum of money to B in trust for C and directs him
to develop oil wells on Blackagre. B purchases adjoining land for himself and opens
oil wells thereon which deplete the oil from the wells on Blackacre. B can be com-
pelled to hold the adjoining land and any profit which he makes upon a construe-
tive trust for C, on being reimbursed out of the trust estate for his expenditures."

C Accordingly, it may be said that a.fiduciary owes to his beneficiary a duty of
perfect loyalty, such that no departure from it will be condoned and, to the extent
possible the beneficiary will be placed always in the same position as if the duty of
perfect loyalty had been perfectly discharged.

It is clear, thcrefore,-at least it is clear to me,-that no one can can be a fiduci-
ary because nobody is perfect. No one, corporation or individual, is capable of total
subordinationi of all functions to the interests of another. When I say that, I rec-
ognize that a pregnant woman may be an exception. Absent the process of gesta-
tion, however, it is clear that a person who enters into the relationship of fiduciary
also splits his personality. Stating this more practically the absolute standards of
loyalty and selflessness are applied to the fiduciary only within the scope of his
fiduciary relationship. f

The legal fiction ofselflessness is subject to additional practical footnotes. Even
though certain acts by a fiduciary might clearly be advantageous to his benefici-
ary the fiduciary is excused from performing them if to do so would constitute a
violation of law or, indeed, conflict with a clearly defined or existing public policy. 2

It Is at this point that the differences among the various types of fiduciaries
become of practical significance. The practical significance'of -the difference lies
in the difference in the scope of the respective relationships. For example, an
executor stands in the position of the representative in this world of the deceased
testator. The scope of his responsibility is, accordingly, coexistent with the scope
of the estate that he administers. Quite a different situation is presented where,
for example, a person undertakes to act as trustee of a particular fund, the equita-
ble 'interest in which may be only a small part of the settlor-beneficiary's total
wealth. Let us go back to the Restatement illustration of a few moments ago,
and assume that A and B are proprietors of adjoining oil properties. A dies, naming
B as his executor and as trustee to operate his oil property. A question may arise
as to whether B can properly accept this appointment, but it appears clear that
if he does qualify he must prefer the operation of A's oil property over his own.
Now assume that A, instead of dying, transfers a million dollars in cash to B,
in trust to invest and reinvest the sum, paying the income to A during his life
and thereafter to A's children, remainder in fee to the heirs of his body. There
would appear to be no reason why B should hesitate to accept this appointment
nor any reason why, if he does accept the appointment, he should be obliged to
lessen the competition which exists between his oil property and A's oil property.
Indeed, the Department of Justice might have something to say if he did elect
cooperation over competition. The fiduciary's responsibility is congruent with
his mandate. Thus, in our hypothetical case, B is a fiduciary with respect to
the mass of assets he administers; he has assumed no responsibility with respect
to the extraneous well-being of the beneficial owners of those assets. He must

- faithfully account to A for his stewardship of the trust assets, but if he alienates
the affection of A's wife, that is not actionable--at least in the State of New York.

We deduce a rule. In determining the responsibility of a fiduciary, the scope of
the relationship must first be ascertained. Once the scope of the fiduciary relation-
ship is ascertained, the consequences of the fiduciary's conduct follow almost as
a matter of course.

I do not suggest that controversies and indeed difficult lawsuits may not arise
out of the definition of a fiduciary's duty in a particular case and out of the question
as to whether he has adequately performed that duty. My point is only that the
law provides formulae for the resolution of these questions and mechanisms by
which the decisions may be implemented. Again, let me illustrate.

A trustee is directed by the terms of his *overning instrument to invest and
reinvest the corpus of the trust exclusively in railroad bonds. Pursuant to this
mandate the trustee holds a portfolio of railroad bonds providing an average
yield of 10%. At that point in time, the trustee sells the entire portfolio and rein-
vests in government bonds yielding on 5%. Accordingly to the Restatement

127 Am. Jur. 2d, Equity, J 126
I A trustee is under no duty to comply with the terms of a trust which an either illegl or against public

policy, Restatement (2d),5 1 t66.
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(Section 227) this Is a breach of trust by the trustee and the immediately for-
seeable consequences is a diminution in the benefits to the income beneficiaries. It is
clear, however, that the trustee is also under a duty to the beneficiary in ad-
ministering the trust "to exercise such care and skill as a man of ordinary prudence
would exercise in dealing with his own property." (Restatement, Section 174).
And what the trustee has done with the trust property nt he hypothetical case
parallels precisely what he has done with his own personal fortune. Does the
so-called 'prudent man" rule override the express terms of the trust? If the
trustee had followed the express terms of the trust, would he be excused from the
duty of prudence? Will the income beneficiary prevail? Will the settler turn in
his grave?

I do not attempt to answer any of these questions, but I emphasize again
that the law provides procedures for their resolution as well as procedures by which
the judgment, what,.ver it may be, may be enforced.

Let's try another hypothetical. Mr. John Q. Tycoon is the sole trustee of a
charitable trust for the benefit of widows and crippled orphans. At the time the
trust was created, it held and still holds a substantial block of stock in the Steadfast
Glue Company, of which Mr. Tycoon is a director. Mr. Tycoon is summoned to
an emergency meeting of the board of directors at which he is informed that the
company is hopelessly insolvent and it must'consider filing for bankruptcy within
the next ten days. Mr. Tycoon leaves the meeting and, in his capacity as trustee
for widows and orphans, telephones his broker to sell all of the company's stock
held by that trust. Alternatively, Mr. Tycoon recognizes that he has received
this information confidentially as an insider of the company, so he makes no
phone calls to his broker and merely murmurs under his breath "there go the
widows and orphans".

Once again, I make no attempt to predict what the consequences to Mr. Tycoon
would be if he elected either of these courses of action, but again, I emphasize
the fact that the law. provides well-recognized procedures for determining his
accountability as a fiduciary and for implementing whatever determination is
made.

There is nothing new in any of the things that I have said to you. The concept
of the requirement of absolute loyalty by a fiduciary and the concept of the
accountability of a fiduciary, of the enforceability of fiduciary obligations, all
are familiar doctrine to every law student. Their roots go back to the very develop-
ment of the common law and concepts of equity in medieval England* - they are so
much a part of the fabric of our society that they are no more worthy of remark
than the rising of the sun and the obligation to pay taxes.

But there is a reason, I think to discuss the legal responsibility of fiduciaries;
indeed, there are two reasons. The first of these is that the concepts are so well
known that they tend to be taken for granted and, therefore, perhaps, overlooked.
The second is, as I mentioned at the outset, that we are developing in this country
a whole new breed of what I may characterize as inadvertent fiduciaries. I am
referring to corporate directors who act contrary to the interests of the corporation
in which they hold the office of director. I am referring to investors who acquire or
retain controlling stockholder positions in order to loot or otherwise abuse the
company in which they hold stock. I am referring to persons who achieve a privi-
leged position with respect to information and who reject the obligation of discre-
tion that goes'with that privilege, I am, in short, referring to scoundrels.

Now in the bad old days, these scoundrels may have gotten away with their
rascality because they were wearing labels that said merchant, or industrialist,
or entrepreneur, instead of labels that said trustee, or executor, or fiduciary.
Today, they are not getting away with their misdeeds because the courts are
adopting a functional approach in which they examine what the man did instead of
what the man said, what the man did instead of what the man is, and the tool that
they have used to achieve this result is the application of tried and true and well-
established principles of law that have always been controlling for those who were
professional and not inadvertent fiduciaries.

The use by courts and administrative agencies of equitable principles to correct
inequitable conduct is wholesome. It always has been. It is the way our law works,
and has worked since the beginning of equity, but you would think, from the
uniformed public reaction, that the courtshad just invented the wheel and so far
as legislators are concerned, whether federal or state, the strutting and squawking
is about what you would expect if a rooster had laid an egg.

3 Sco o Trusts, 3rd. ce. 1170
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You may ask whether I have any purpose in my remarks other than using this
platform to insult the establishment of government and the public generally. I do.
There Is a moral. During the difficult days of World War 11 it was national policy
to encourage efficiency and to discourage waste by promoting the full utilization
of existing goods. You will remember, or some of you will, the ubiquitous signs
saying "Use It U ', "Made It Last", and few years ago, during the recent water
shortage in New York City "Don't Mlush for Everything".

The relevance of those policies to the responsibility of fiduciaries, here and now,
is this. There is a comprehensive, detailed and time-tested body of law to protect
those who deal with fiduciaries. The law requires a fiduciary to exercise his best
efforts to further the interest of his beneficiary. "Best efforts" is a significant
phrase in this connection because a fiduciary who is highly skilled may be held
to a higher standard than one who is less skilled. The prudence of the reasonable
man is a mandated minimum, but exercise of that degree of prudence which
would characterize a reasonably stupid or ignorant man does not relieve a highly
intellient and expert fiduciary from the fullest devotion of all his talents.' Perhaps
most important, the law not only makes substantive provision for the faithful
performance by a fiduciary but provides effective means for rendering him ac-
countable for all his actions, whether worthy of praise or censure.

This body of law or, if one prefers, this kit of legal tools applies and is available
to any fiduciary relationship regardless of whether the particular relationship is
given at the outset a particular label. Just as the concepts of equity have is-
torically been applied, even in the absence of a formal fiduciary relationship, to
achieve appropriate results by characterizing a relationship as a resulting trust
or characterizing a person as a constructive trustee, so they are now available and
are used, to characterize appropriate commercial or corporate practices as fiduciary
relationships.

So, I conclude with these observations.
1. There is no deficiency" in the law governing fiduciaries. That is a good and

sufficient body of law. Let s not trade it in for a new model as long as it continues
to serve.

2. The fact that the law governing fiduciaries is being applied more broadly
confirms the vitality of that body of law; it negates any suggestion that fiduciaries
require additional or different regulation.

3. If there are rascals abroad in the land whose excesses should be curbed by
law, it may be appropriate to subject them to existing fiduciary law; it is not
appropriate to alter the existing law. Don't flush for everything

.4. If the fiduciary concept is to be extended to relationships and transactions
that have not traditionally been tested by fiduciary standards, then it is essential
that the scope of the particular relationship be thoughtfully and realistically
defined.

I end as I began, with a reference to Cardozo's dichotomy. The responsibility
of a fiduciary is dictated by the punctilio of an honor the most sensitive. If the
morals of the marketplace can be elevated to that standard, well and good. But
so long as fiduciaries meet the exacting standards of their calling-and profes-
sional fiduciaries are required to do just that-they should not be caught up in
prophylactic raids on the marketplace.

Ordinarily a trustee incurs no liability It he does not fall below the standard of a man of ordinary pru-
dence. It may be, however, that a particular trustee has greater skill or more facilities than those of the
ordinary prudent man. In such a case he Is under a duty to exercise the skill." Scott on Truuts, 1 174.



APPENDIX C

A DEFINITION AND ANALYSIS OF THE FIDUCIARY RESPONSIBILITIES OF BANKS

(An address by Richard P. Brown, First National Bank Denver, Colo. at the
A. B. A. Seminar on Fiduciary Responsibility)

Mr. BROWN. Whenever I want to put my thoughts on anything in the trust
field into order, I turn to the works of the master Austin Wakeman Scott the
long-time professor of law in the field of trusts at harvard Law School, and the
reporter on trusts for the American Law Institute. In the first paragraph of the
Introduction to his ABRIDGMENT OF THE LAW TRUSTS, Dr. Scott tells
us that Professor Maitland was accustomed to tell his students in equity that "Of
all the exploits of Equity the largest and the most important is the invention and
development of the Trust. If we were asked what is the greatest and the most
distinctive achievement performed by Englishmen in the field of jurisprudence I
cannot think that we should have any better answer to give them than this,
namely, the development from century to century of the trust idea." Dr. Scott goes
on to compare the flexibility of the trust concept with that of the contract concept,
then pointing out that while practically all legal systems embrace the contract
concept, very few include the trust concept; Dr. Scott then says "The trust,
however, is a device for making dispositions of property. And no other system of
law has for this purpose so flexible a tool. It is this that makes the trust unique."

Thus, the trust is a device conceived in the English system of equity juris-
prudence which gives to the residents of the countries which have adopted that
system of law a uniquely flexible way of making dispositions of property in the
interest of the security and well-being of their families. We are fortunate in our
United States to have the trust concept as a part of our legal system; and those
of us who have chosen trust work as a career are privileged to work in a field
where the opportunities to serve those who "place their trust" in us are unique.

My part of our program today is to delineate the responsibilities which a bank
accepts, and must discharge, when it enters into the various relationships which
exist in our trust departments between the bank and its customers; the extent of
those responsibilities in terms of the yiumber of such relationships and the dollar
size of the relationships we have accepted; the fees which we charge; the manner
in which we attract suoh business; the reasons that we seek such business; and,
so far as we are able to ascertain, the reasons that our customers see fit to place
such responsibilities upon us.

Until very recently there was a great deal of secrecy and mystery about trust
figures. Banks, for one reason or another, were unwilling to reveal the size of
their trust departments, the numbers of trusts which they handled, and the value
of the trust assets contained in those trusts. Similarly, they were unwilling to
reveal the amount of income which was derived from their trust business. No bank
made any effort to report the value of its trust assets, and trust fees were almost
always buried in the "other operating income" figure in the statements of income
which were publishc in the banks' annual reports.

Beginning in 1967, however, several developments occurred which, for the first
time, made trust department figures generally available. The staff of the sub-
committee of the House Banking and Currency Committee initiated a study of
the size of bank trust departments, and asked for and received from the major
trust departments throughout the country information on their holdings of
securities. The Comptroller of the Currency required that, for 1967 and succeeding
years, trust department income be stated as a separate item in the income state-
ment of the bank where trust department income constituted a significant portion
of the bank's gross income. For the year 1968 for the first time the Board of
Governors of the Federal Reserve System, the FDIC, and the Comptroller of the
Currency all required the trust departments under their supervision to file state-
ments of their condition on substantially Identical forms and under substantially
identical directions, so that the three sets of statistics could for the first time be
collated and statistics which would Include the assets of all of the banks in the
trust business throughout the country produced. These statistics were released in
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a booklet entitled "Trust Assets of Insured Commercial Banks-1968," and in
that booklet we have literally for the first time a fair picture of the assets held
by bank trustees throughout the country. These statistics are probably known to
most of you, but they are impressive figures and, considered in gross, have led
some to comment on the assumed economic power of "the trust industry."

As of the end of 1968, according to this booklet, insured banks throughout the
United States handled a total of 962,880 trust department accounts. The rate of
establishment of new trust department accounts permits us to state with confidence
that the number of such accounts handled by the insured banks is now over one

C million. The value of assets held in those accounts in existence at the end of 1968
was $282,710,626,000. This is truly a tremendous figure, and the responsibilities
assumed by our trust departments in the handling and management of assets of
this value are of such magnitude as to be significant not only to our banks and to
the beneficiaries of the trusts which we handle, but to our country as V. whole.
Thus, it is proper that we review here, for our own guidance in the continued
discharge of those responsibilities, and for the benefit of those who are our guests
today, th3 nature and extent of those responsibilities and the steps which we must
take in order to assure that we will continue to discharge those responsibilitiesprO ery

krley word in the relationship which exists between the trust department

of a bank and its customers is the word "fiduciary"-a single word which sum-
marizes the fact that our duties toward trust customers require us to subordinate -
any personal interest which our bank may have in their trusts, or in the securities
and other properties which comprise the assets of the trust, to the interests of
the beneficiaries, and to act solely in the best interest of the trust and of those
entitled to share the benefits of the trust without regard for the bank's personal
interest. Austin Scott, in speaking of the duty of loyalty which a trustee owes to
the beneficiaries of the trust, states, "A trustee is in a fiduciary relation to the
beneficiaries of the trust. There are other fiduciaries, such as guardian, executors
or administrators, receivers, agents, attorneys, corporate directors or officers,
partners, and joint adventurers. In some relations the fiduciary element is more
intense than in others; it is peculiarly intense in the case of a trust."

I don't know that I have. ever found the words "intense" and "fiduciary" used
in conjunction in the way that Austin Scott has used them in this sentence, but
I like the concept of "intensity" as a measurement of fiduciary duties; and I think
that we can very properly classify the various relationships which exist between
our trust departments and our customers in terms of the intensity of the fiduciary
relationship which is involved, and I propose to do this-including in what I
have to say about these separate categories of relationships, figures as to the
number of such accounts, the total value of such accounts, and the-average value
of such accounts reported by insured commercial banks for 1968.

At the top of the list, as measured by the "intensity" of the fiduciary relation-
ship, I would place the function of the executor or administrator of a decedent's
estate. I place it there because the duties which are owed the beneficiaries of the
estate-the devisees and legatees named in the will, or the heirs of the deceased
person in absence of a will-are truly fiduciary duties of a high level. At the same
time, however, the executor or the administrator owes other duties to persons
who are not beneficiaries of the estate. He owes duties to the creditors of the de-
cedent, and he owes duties to our Uncle Sam and to the state of the decedent's
residence in connection with taxes which are imposed upon death. Quite frequently
the interests of creditors and the interests of beneficiaries are adverse. Almost
invariably the interest of the two tax-collecting entities on the one hand, and the
interest of the beneficiaries on the other hand, may be considered to be adverse.
A failure to discharge properly the duties owed to the government or the state
may result in fines and penalties being assessed and, conceivably in actual
imprisonment of an executor or its agent. On the other hand, the failure to dis-
charge properly the duties owed to the beneficiaries may result in substantial
civil liability by way of surcharge. Thus, the executor or administrator in the
administration of an estate is forced to walk a very careful, impartial line between
his obligations to the beneficaries, the creditors, and the tax collectors. In addition
to the presence of conflicting groups to whom the executor or administrator owes
duties, there is the further very material fact that in his dealings with the members
of the family of the deceased person, he is called upon to assist in times of critical
stress, when it may properly be said that the abilities of the beneficiaries par-
ticularly widows to act in their own interest may be substantially impaired. hus,
I consider that the duties owed by the executor or administrator are of the highest
type of responsibility.
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In this same "most Intense" area of fiduciary relationship, I am inclined to in-
clude the function of the guardian or conservator of the property of a person who is
under legal disability. I do this because the duties bear a great resemblance to
those of an executor or administrator, and because the fiduciary is acting with
respect to the property of a person who, by legal definition, is unable properly to
handle his own assets.

According to the joint compilation of the Fed, FDIC, and the Comptroller, to
which I referred earlier, we find that the insured banks of the country as of the
end of 1968 were handling 135,763 estates of persons who were deceased or were
minors or mental Incompetents, with total value of $18,564,317,000 or an average
value of $136 700 1

One step down .the ladder of the intensity of the fiduciary responsibility, and
believe me, please, these steps are very small steps, I place the responsibility of
banks In acting as trustees of testamentary trusts and of irrevocable living trusts.
Under the heading of irrevocable living trusts I include those which were irrevo-
cable from the time of their Inception and those which, while originally revocable,
became Irrevocable at a later time due to the occurrence of some event such as the
death of the settler of the trust. I am a little hard put to explain why I place these
two very substantial categories of trust business at a lower level of fiduciary re-
sponsibility than I have placed the administration of the estates of deceased per-
sons or persons who are under legal disability. I think the reason is the feeling that
the recency of death, in the case of an executor or an administrator, or the presence
of a legal disability, in the case of a guardian or a conservator, raises' the level of
responsibility just a very little bit above that which is owed by the trustee of An
irrevocable trust. This distinction is, perhaps, a little intangible, and is admittedly
based, as far as I personally am concerned, upon a feeling which is more visceral
than cerebral; nevertheless, I have that feeling. /

Next in order in the "intensity" of fiduciary relationship I would place the
revocable living trust; and, consistent with the definition of irrevocable trust which
I used in the last category, I would define a revocable trust as being a trust which
was at its inception, and still is, revocable. I place the revocable living trust
below the irrevocable living trust and below the testamentary trust in the measure
of fiduciary intensity, simply because in the revocable trust the person who holds
the power to revoke can, at his own convenience, rid himself of; the trustee if he
sees fit to do so. In such cases, the trustee's services may be dispensed with very
early in the game, if for any reason the trustee does not satisfy the settler, and
the settler can ordinarily protect himself against any maladministration by the
trustee before such maladministration becomes too great and results in substantial
loss to the trust by the simple expedient of terminating the *rust.

The combination of the testamentary trusts, irrevocable living trusts, and
revocable living trusts is lumped together in the heading'of Personal Trusts in
the available statistics on the number and value of trust accounts, so that I cannot
supply separate figures for these three categories. Taken together, however, they
are by a very great margin the most widely used type of trust account, and the
aggregate vahle of the assets held in these trusts exceeds by a substantial measure
the next largest category, which is employee's truss. At the end of 1968 under
this combined category of personal trusts, the reporting banks throughout the
country held a total of 614,927 such trusts with an aggregate valuation of $119,
808,688,000 or an average value of $194,800 per trust.

Philosophically at least, I think that employee benefit tnsts should be included
in the same general category as revocable living trusts in the assessment of the
measure of fiduciary responsibility which the trustee bears. They are living trusts
in the sense that they are entered into by written agreement rather than by will;
and while they are not revocable In the ordinary sense that the creator of the
trust may revoke it and bring back into his own ownership the funds and property
which have been placed in the trust, nevertheless there is almost universally found
in the employee benefit trust a provision whereby the trustee can be removed,'
either by the employer who has established the trust, or by an employees' com-
mittee.

I In order to simplify the reporting procedure for those banks where the breakdown between personal
trusts an eitaes, wai nt reoily available, the sutu3rviqIng agencies permitted such banks to report
personal trusts and estates under a single heading; where such a breakdown was readily available to the re-
porting bank personal ttusts and estates were reported in separate columns. For the purposes of this talk IIlave proratea the numbers of accounts and the value of property reported under the single heading "Per-
sonal Trusts and Estates" between the separate columns headed "Personal Trusts" and 'Estates" respec-
tIvely, in the same proportions as were found to exist in the cee of those banks which were able to report
those categories separately. I believe that this proration results In substantially, although perhaps not pre-
cisely, scurate figures.
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It is because of this power of removal, which gives the person or the group which
has the power to remove the trustee the opportunity to move quickly to put an
end to any maladministration of the trust, that I say that the employee benefit
trust fits into the same general category of responsibility as the revocable living
trust. The statistics on the employee benefit trusts are, as you know, quite impos-
imposing. They are certainly the most rapidly growing field of trust business.
At the end of 1968 bank trustees administered 88,058 employee benefit trusts
having a total value of $84,346,958,000. The average value of employee benefit
trusts handled by bank trustees throughout the country is $957,900; this average
figure is much higher than the average for the personal trusts and estates, almost

C five times as large as the average personal trust and about six times as large as
the average estate. We must bear in mind here, that an employee benefit account
is held for the overall benefit of a group of employees, with the total number of
beneficiaries in some such accounts running-up into many, many thousands of
individuals.

At the next lower level of the intensity of the fiduciary relationship I believe
most of us place the agency account. The agent is deliberately selected by the
principal, and he can be relieved of his duties at any time by the principal. Where
the agency, as distinguished from the trust, relationship exists, the property
remains the property of the principal and does not become the property of the
agent; thus, the principal remains vested with all his legal rights in the property,
and is not relegated to the enforcement of equitable rights against a trustee in
order to protect himself. Since in the agency the powers and abilities of the
principal to protect his own interests are substantially greater than is the case
with a beneficiary of a trust or an estate, placement of an agency account at the
lower end of the ranges of fiduciary responsibility appears to be proper; but again
I would emphasize that once the basic fact of fiduciary responsibility is established,
the gradations are very minor and the fundamental duties of the fiduciary are
owed wherever the fiduciary relationship exists, regardless of the precise name
which may be applied to that fiduciary relationship.

The 1968 report of the trust assets of insured commercial banks separates
agencies from trusts and estates, and subdivides the agency field into the cate-
gories of employee benefit agencies and all other agencies. The aggregate of these
figures is quite substantial-a total of 5 618 employee benefit agencies, holding
a total of $8,496,489,000, and 118 514 other agencies holding a total of $51,491,-
304,00, The total of all assets held by bank trust departments in agency accounts
was $59,987,793,000.

Much of what I have had to say to this point might be described as a quan-
titative review of the aggregate of the trust responsibilities of bank trustees. Now
I would like to discuss the matter of trustees' responsibilities in a qualitative
sense-the duties owed, generally, by each trustee to the beneficiaries of each
trust.

Once a bank accepts a trust, it is under a duty to administer it, according to its
terms, and according -o the law, in the interest solely of the beneficiaries of the
trust with unswerving loyjalty, bringing to the trusteeship and diligently exercising
all of the skills and abilities the trustees has, and, whether the trustee has them
or not, all the abilities the trustee should have, or holds itself out as having.

Note that I have stated it is the trustee's duty to administer the trust according
to its terms, and according to the law. Much public and official misapprehension
of the manner in which trust departments carry on their work arises from failure
to comprehend that each trust is a separate entity, separate and apart from all
the other trusts the trustee bank administers, governed by the separate instrument
which creates it, administered in the interest of the person or family entitled to its
benefits, and invested in the manner best calculate to maximize those benefits.

The most fundamental responsibility of the trustee is the duty of loyalty owed
to the beneficiaries of the trust. The trustee must deal with the trust property
solely in the interest of the beneficiaries. The trustee may not deal as an individual
with the trust property, may not acquire interests adverse to the trust, and may not
avail itself for its own account of opportunities which would be advantageous
to the trust, and may not derive profit, other than a reasonable trustee's fee, from
the position of trusteeship. I

It is the responsiblty of the trustee to protect the trust property, to take and
maintain control over it, to defend any legal actions which may threaten the trust
and its property, and where necessary to the protection of the trust property, to
initiate legal actions for that purpose.
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Another of the major responsibilities of the trustee is to keep the trust property
separate from its own property, and separate also from the property of other trusts
which the trustee may be handling, in order that the trust property may always
be identifiable as such. The trustee must keep and, at the times and In the manner
required by law, render accurate accounting to the beneficiaries, and furnish
to the beneficiaries, upon their reasonable request, information as to the status
and administration of the trust.

It is a part of the responsibility of the trustee to deal equally and impartially
with all the beneficiaries of the 4Ust, and where the interests of separate benefi-
ciaries or groups of beneficiarieqwaro conflicting or potentially conflicting, to be
most scrupulous in avoiding any preference of one beneficiary or group as against
another.

When we consider the nature and the extent of the duties owed by a trustee to
the beneficiaries of a trust, and the fact that the average trust department
account has a worth of approximately $293,000, it is obvious that the decision to
create a trust, and the selection of a trustee, are matters that are carefully con-
sidered, thoroughly discussed, and not arrived at lightly.

No one is obligated to create a trust, or to employ a bank as his trustee, executor,
or agent. With very rare exceptions, every one of the more than one million trust
department relationships handled by banks today is handled by the specific bank
because the property owner who established the relationship wanted a bank, and
wanted that specific bank, to undertake the fiduciary responsibilities which that
relationship entails. Not only is no one obligated to create a trust or to utilize
a bank as his trustee but in a surprisingly large proportion of the trust department
accounts which banks handle, they may be removed from their position of trust
should their handling of the account fail to please.

Precise statistics as to the proportion of fiduciary accounts in which banks can
be removed by their customers are not available but from the very nature of the
agency relationship they can be removed in ail agency accounts; they can be
removed in all revocable trusts where the settler is still alive and competent; and
they can be removed in a great majority of employee benefit trusts. Making some
rough estimates, and saying that banks may be removed from their office in all
agency accounts, 40 per cent of the "personal trusts," and 75 per cent of the
employee benefit trusts, we find that we are subject to removal in 45 per cent of
our trust department accounts and that these accounts encompass 61 per cent
of the total assets in our care. Thus, in this very substantial portion of our trust
business not only must our customers be convinced of our integrity and ability
before t&ey designate us, but they must remain so convinced by our handling of
their trusts, or we will be without a job.

Trusts are established as the result of extensive discussion between customer
and bank officer. The wills and agreements which establish trusts are carefully
prepared, usually by, or with the collaboration of, the customer's attorney; and.
the customer's attorney is usually present when the effective document is signed.
Each of the more than one million trust department accounts in existence repre-
sents a irote of confidence, by the owner of property of substantial worth, in the
integrity, ability, and industry of the bank which has assumed the particular
fiduciary responsibility..

A service which has led a million customers to entrust almost three hundred.
billions of assets to the trust departments of the nation's banks can exist only
because of the combination of public need for the service and bank ability to.
supply it. The needs are many-in one case, management of a man's lifetime-
accumulation for the benefit of his widow, thoughtfully sheltered from business-
problems and worries by a devoted husband who is no longer able to supply that.
shelter; in another, the protection of a spendthrift from her own weakness, in
order that the modest estate the father has accumulated may support the daughter-
for the greatest possil)le period of time; in yet another the realization by an
active professional man that the investment ofthe funds Ae is able to accumulate
is a job calling for the same level of professional ability that he offers to his own
patients or clients, and that he himself is not learned in the profession of investing.

The resources provided by bank trust departments to meet the needs of their,
customers and prospective customers are as many and varied as the needs
they meet. We attract trust services by providirg " administrative officers who are
experienced and sympathetic in analyzing and solving the personal and family
problems that the flexibility of the modern trust is designed to deal with; invest-
ment officers with proven ability to producQ investment performance in today's



204

difficult investment climate; operations people who collect, account for, and remit
with promptness and precision, relieving our customers of the burdens of I ook-
keeping and the like.

These abilities are our stock in trade--skill, training, exerience, devotion
ready availability, and an ability to meet our responsibility. These we supply to
our customers to meet their needs; these we offer to those whose business we
solicit. The growth in the number of trust accounts handled and the general
upward trend in trust assets year by year are proof that our services please our
customers.

What is the cost of our services? A part of the duty of a fiduciary is to derive no
gain, other than reasonable compensation for its services, from its handling of
trust accounts. Fees for services as executor, administrator, guardian, or conserva-
tor are either fixed by a court or approved by a court, within limitations contained
in. state laws. Fees of trustees under wills are fixed by law in many states. Fees of
trustees under wills where not fixed by statute, and fees of trustees under agree-
ments, are subject to the inherent requirement of equity that they be reasonable;
and their reasonableness may be questioned in court at any time.

Bank trustees compete with other trustees, and with other types of institutions,
in the various fields of trust work. Our fees must be, and are, reasonable in order to
permit us to maintain and hold our business volume. Bank trustees' fees are
usually calculated as a fraction of a percent of the value of the trust, starting at
from one-half to three-quarters of one percent in the lower brackets of, say, up to
one hundred or one hundred fifty thousand dollars, and dropping to about two-
tenths of one percent in the areas above a million dollars. Fees in trusts under
agreements, including employee benefit trusts, are subject to negotiation, and a
potential trust customer is free to shop and negotiate the fee which may be charged.
In my experience, and in the experience of other trustmen with whom we have
talked, most trust customers, present and prospective, feel that "the laborer is
worth his hire," and current fees for trust services are modest and no more than
reasonable compensation for responsibility assumed and services performed.

For certain special services, such as discretionary distributions, the final dis-
tribution of the trust property, the tax involvements occasioned by the death of
the creator of a revocable trust, and the like, there are reasonable additional fees.

The fact that our fees are based upon the current value of the trust property
obviously supplies an added incentive to trustees to make the trusts under their
administration grow and prosper.

It is also worth noting some of the things for which we do not charge. We do not
charge commission on purchases and sales of securities; hence we have no incentive
to "churn" trust accounts. Our common trust funds, in which many of our small
and medium-sized trusts are invested, have no "load" charge and no redemption
charge.

In summarizing this review of the nature and extent of the fiduciary responsi-
bilities of banks, it seems fair to say:

"That the banks of our country have accepted responsibility for the fiduciary
management of nearly 300 billions or dollars in assets;

"That these assets are encompassed in more than a million scwvrate trust de-
partment accounts having in all probability several million individual bene-
ficiaries;

"That the duties and responsibilities of the bank with respect to e~ch separate
fiduciary account are determined by the specific instrument establishing the
relationship, read in the light of the atmlicable local law;

"That such duties and resl)onsibilities therefore differ from one account to the
next, and are owed in each individual account to the specific beneficiaries of that
account, and are enforceable by those specific beneficiaries;

"That for these reasons, each fiduciary account must be administered separately,
according to its own terms, in the interest of its own beneficiaries. While uniform
practices and procedures for the handling of routine matters may be set up within
our trust departments, discretionary matters such as the sale and purchase of in-
vestments, the making of discretionary distributions, meeting with and counseling
beneficiaries and customers, and the like must remain matters of individual action
and judgment by qualified experts within the trust departments;

That in the separate handling of each separate fiduciary account the bank
must. act solely in the, interest of the beneficiaries of that account, placing that
interest above any personal interest of the bank, its officers, directors, or stock-
holders, and that the bank must derive no profit, other than its reasonable compen-
sation, from its position as trustee."



205

We in trust work are proud of the ability and devotion of the staffs of our trust
departments to the high standards of duty which these responsibilities impose upon
us. We feel that the number of accounts handled by our trust departments, the high
average size of those accounts, and the tremendous worth of the assets which have
been entrusted to us, testify to the Sincere and conscientious effort by trust people
of both the present and past to meet and discharge these responsibilities, and that
the continued growth in the number of fiduciary relationships established with our
banks, demonstrates the trust and confidence which those who have studied our
abilities, our principles, and our performance place in us. Those who know us best
are our customers, and their favorable judgment of us is continually expressed by
their placing in our care the funds and securities which they have been able to
accumulate to provide for their futures and the futures of their families.

We intend so to conduct the business of our trust departments as to continue
to merit this confidence.

[From the Wall Street Journal, Sept. 26, 1973]

IHEARD ON THE STREET

(By Charles J. Elia)

It would have sounded like heresy a few months ago for dedicated backers of
top-rung growth stocks to even suggest other stocks might be better investments.

It's happening, however, as a rallying stock market demonstrates that the broad-
ening interest in depressed and cyclical stocks !hat appeared in the July rally
wasn't any flash-in-the-pan.

Spencer Trask & Co., an influential brokerage firm closely identified with growth
stocks, sent to its institutional clients yesterday a five-page memo outlining a
modification in its investment policy. The gist of the advice: Growth stocks
should still be best for the long run but a number of lesser-known, even tradition-
ally cyclical, stocks are likely to show better relative performance and it's time to
diversify.

The broadening market similarly is producing a switch of emphasis at such
other major research firms as Baker, Weeks & Co., and a step-up of purchase
decisions at such prestigious firms as Morgan, Stanley & Co.

The market's recent recovery hasn't quelled the fears of some bears who don't
believe a new bull market has started. But the evidence is mounting that many
issues, ignored during the past two years by institutions, are out performing the
popular averages and some of the large portfolios so heavily committed to a small
number of fashionable growth stocks.

The averages, in fact, are practically bringing up the rear in the performance
derby according to studies by Steven C. Leuthold, of Piper, Jaffray & Hlopwood
Inc. Through last week's close, the Dow Jones industrial average was up 9.3%
from its 1973 low and Standard & Poor's 500-stock index was up 6.9%, after both
were adjusted for dividends.

By comparison, one sector of the science-technology group' tracked by Mr.
Leuthold was nearly 56% above its low, and another was up 48%. The secondary
petroleum sector was up 37%, primary metals 30%, cyclical manufacturing 21%
and secondary chemicals 25%. In all, stocks in 25 industry groups advanced more
from their 1973 lows than did the Dow Jones industrial average through last
Friday.

Perhaps even more significantly stocks in 15 of those groups rebounded better
than did a special Institutional index that Mr. Leuthold uses to measure the per-
formance of 600 issues most widely held by pension, insurance and mutual funds.
The institutional index was 4.9% above its low last Friday.

At Spencer Trask, the switch in approach was helped along by the psychological
pall cast over high price-earnings-multiple stocks after International Business
Machines lost a court decision in a civil antitrust suit to Telex.

The firm also cites a buildup of investible funds, anticipation of lower interest
rates, increasing attention by Congress to wide gaps between valuations of
"favorite few" growth stocks and the rest of the market, and a change in psy-
chology, as reasons for switching its market strategy.

"At worst, in our opinion, high-quality growth stocks might simply under-
perform in a generally rising market in the near or intermediate term," says Spen-
cer Trask. Most portfolios needn't disturb "core" holdings in these-stocks but, the
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firm adds, investors might consider "using a portion of 'excessive' holdings of high
p-e stocks including, for example, certain drug stocks," cash reserves and new
.money inflows to diversify.

Among the examples of group's and stocks it likes, Spencer Trask includes lesser-
known growth stocks, such as Chubb Corp. (over the counter), Disston, AMP,
Sambo's Restaurants and several oil issues; stocks in capacity-short process in-
dustries, such as Monsanto, Dow Chemical, Du Pont and Kimberly-Clark; asset-
rich companies, such as Weyerhaeuser and Louisiana Land; and issues likely to
improve as interest rates ease, such as Federal National Mortgage Association,

(C Household Finance, Beneficial Finance, bank stocks and selected utilities, such as
American Telephone & Telegraph.

At Baker Weeks, which -has been recommending such cyclicals as airlines,
papers and selected chemicals for some time, in addition to growth stocks, there
has been a switch in emphasis. Among other things, the brokerage concern in
recent weeks suggested its clients reduce consumer-oriented stock holdings to
17% of the portfolio, from 22% several months ago (and 31% a year ago); increase
energy-related stocks to 15% of holdings (they were 7% a year ago); and increase
basic'manufacturing to 20% from 19% recently (and 15% a year ago).

The securities firm has 44 companies on its list of recommended cyclicals or
"turn-around" situations, recently adding such issues as Clark Equipment, Sperry
Rand, Mission Equities and several airlines.

Morgan Stanley's stock research department believes an expected change in
market leadership "and the correction of so-called religious growth stocks" have
begun. Barton M. Biggs, research director, adds: "The portfolio manager who
doesn't recognize the importance of this and position himself accordingly will
have to accept the anguish of below-average performance."

Morgan Stnaley is urging portfolios be 90% invested, and is recommending
25% of holdings. be in paper, metals and other resource-oriented cyclicaLs; 10
in bank and utility stocks; 20% in what he calls "second-tier, emerging growth"
companies; 10% to 12% in companies affected by capital spending, including
Burroughs and Digital Equipment, and about 15% in energy-related stocks.

Senator BENTSEN. We will meet again at 10 o'clock tommorow
morning

Thank you very much.
[Whereupon, at 12:15 p.m., the committee recessed, to reconvene at

10:00 a.m., Friday, September 28, 1973.]
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U.S. SENATE,
SUBCOMMITTEE ON FINANCIAL MARKETS

OF THE COMMITTEE ON FINANCE,
Wa8hington, D.C.

The subcommittee met, pursuant to recess, at 10:10 a.m., in room
2228, Dirksen Senate Office Building, Senator Lloyd Bentsen (chair-
man of the subcommittee) presiding.

Present: Senators Long (chairman of the full committee), Bentsen,
and Bennett.

Senator BENTSEN. The committee will come to order.
We have a conflict in that the full committee is now meeting dis-

cussing other legislation. That is where I have been.
We will proceed with the hearing at this time:
Mr. Corcoran, you are the first witness; if you would come forward

and take the witness stand. We are pleased to have you.
Today is the last day of our second round of hearings on the role

of the institutional investor in the marketplace. We will be hearing
from two witnesses who believe very strongly in the importance of
maintaining a stock market where millions of individual investors buy
and sell shares in American business, where multiplicity of investment
decisions and goals provide a ready source of equity capital for the
new and expanding businesses which must provide our Nation's
growth in the years ahead.

I must say the chairman of this committee agrees with the impor-
tance of that market.

Mr. Corcoran.

STATEMENT OF THOMAS G. CORCORAN, ATTORNEY

Mr. CORCORAN. Thank you; thank you, Senator. My name is
Thomas Corcoran. I am a lawyer at 1511 K Street.

For this appearance I am not on a retainer for any particular client.
To qualify the witness, I am deeply interested in your investigation
because, as a lawyer with Mr. Jesse Jones' Reconstruction Finance
Corp. and as assistant to the Secretary of the Treasury, I was a White
House participant in congressional deliberations during its attempt
to meet the capital markets crisis from 1932 until the outbreak of the
war.

Under Mr. Rayburn's direction I was a participant in the drafting
of the Securities Act of 1933, the Securities and Exchange Act of 1934,
the Public Utilities Holding Company Act of 1935, and the congres-
sional examination of the effects of concentration of economic power in
the so-called Temporary National Economic Committee examination
for the Congress in 1938.

(207)
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With respect to the effect on the U.S. economy of the activity of
foreign nations, I particip ated in the formation by Executive order of
the first, Export-Import Bank in 1934; I sat at the feet of Milo Perkins
in the Board of Economic Warfare during the war.

I have for 30 years represented fully American-owned companies
doing business in every continent where I have been able to see the
intensity of the competitive position in which U.S. industry will
increasingly find itself in the years ahead.

The burden of this statement, relies on the fact that ultimately, if
we are going to have a balance of payments without a deficit, we have
to recreate the capacity of the U.S. technology to export manufactured
goods from the United States as well as technology.

One of my old chiefs was Justice Holmes. He opined: "An advocate
would well assume that the court knows some law."

As the last witness in these hearings, having read most of the testi-
mony before your committee and the public comment on it in the press
and in the magazines, I appreciate and will assume the depth of your
understanding of an unprecedently complicated economic situation
in relation to the supreme importance of the only internationally
competitive asset the U.S. has not already given away-its once
remarkable equity capital market.

Therefore, not repeating what others have said, I confine myself
only to the help I consider might be given to your many-fronted
economic problem by one idea which I think can at least tangentially
assist in many phases of your problem. That problem, as the prepara-
tion material of your staff shows in the green book, is so entangled
with provisions of our own tax law and the politics of the international
money market that no one observer could honestly suggest a compre-
hensive solution of all facets of the problem.

We are all like the blindfolded Hindus who generalized about the
anatomy of an elephant by feeling either just its trunk or its tail.

The idea I offer as a tool in helping some facets of this problem is
an old idea already once embodied in our tax laws-a tool which, I
have been given to understand by press reports, Congressman Mills,
chairman of the House Ways and Means Committee, and the chair-
man of this committee, Senator Bentsen, approve in principle. It is
the adaptation to today's circumstances of an idea which was embodied
in the Federal tax law prior to the needs of World War II financing:

(a) The taxation of gains in capital assets on a graduated scale down-
ward, graduated in relationship to time such capital asset has been
held dated back to the time of acquisition, and

(b) A corresponding proportional offset of capital losses against
such capital gains.

You have heard from more qualified witnesses of the value of this
capital gains tax treatment in relationship to the provision of equity
investment in the kind of large business enterprises listed on the
stock exchanges and solicited in public offerings.

I think Mr. Reagan of Merrill, Lynch, Mr. Whitehead and Mr.
Needham have already previously testified to that.

Beyond that kind of equity capital, I testified last March before the
House Ways and Means Committee about the application of the
graduated concept to spur the even more individual entrepreneur
equity economy that has not only been, but still is, the backbone of
our economic growth.
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I am talking, for instance, about capital gains in farmlands devel-
oped over a lifetime by farm owners, homes developed and improved
over a lifetime which have to be disposed of with the progress of
familes and growing old, the ultimate disposal of employee stock
ownership in Tenneco, the realization of a lifetime's work in self-
employed and self-financed business operations.

I request that there be received for the record the full text of my
March statement before the House Ways and Means Committee in
which I developed this approach in full.

Senator BENTSEN. It will be so included.
Mr. CORCORAN. I hope there will also be incorporated in the record:
(a) The testimony in such March hearings of Mr. James Needham,

chairman of the board of directors, and chief executive officer of the
New York Stock Exchange, and I

(b) Of Mr. John C. Whitehead, chairman on behalf of the Secu-
rities Industry Association, and his colleagues.'

The research in their testimony supported the generalizations in
my own.

I do not say this idea is the complete answer to cut through the
tangled web of interrelated problems you are examining, but I propose
that it might help a lot in many directions.

If I may digress a moment to fundamental background:
Part of the problem of the U.S. balance of payments is that Amer-

ican business has been accustomed to the management simplicity of
serving an ever-expanding domestic market without bothersome
problems of paper and currency details involved in managing foreign
trade. Our trade deficit is to a considerable degree due to the fact that
except for the providential assistance of agricultural exporters-
which is only temporarily saving us-American businessmen have
not wanted to, because they have not had to, engage in aggressive
export promotion of American-made products like other countries,
which until the last 10 years could not match on our technical superior-
ity-a supperiority which is dangerously nearly over.

For Americans, up to date, it was easier for management to export
capital rather than goods. Since most of my business life has been
spent serving truly enterpreneuring ventures abroad, I have seen this
firsthand.

Only very lately on a trip to Asia were there signs of a significant
interest in a general export of made-in-America industrial products
rather than the export of American capital to produce in foreign
countries. That instance was where RCA, despite the competition of
Sony, was deliberately putting a color television set for sale in Taiwan
in competition with the Japanese almost monopoly of television sets
that have so far run around the world. An incidental piece of that,
Senator, that was very interesting was that the Taiwan Foreign
Minister told me that he was perfectly willing to enter into an under-
standing with the United States that Taiwan would buy -from the
United States American technical goods equal to the amount of any
export from Taiwan to the United States.

There are exceptions, of course-airplanes, but the Concorde is
flying around Washington now and we have licensed the Phantom to

See .226.
2See YIouse Ways and Means hearings entitled "General Tax Reform," Mar. 21, 1978, pp. 2400 ft., and

245 ff.
22-727-78-----15
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Japan, computers, but we are harassing our leader in that field, IBM,
and Japan and Europe are licensed to catch up fast.

Since we will have indefinitely to import raw materials for industry,
the only possible permanent answer to the balance-of-payments
problem must be continuing export of a continuing superior industrial
technology. That as I shall suggest later is dependent on a resumption
and sustaining of a research and technological supremacy which in
turn will require an enthusiastic equity market.

The answer again to our balance-of-paents problem, I submit, is
technological development, and again insist that there is related to
this the ability that is given in the tax law for the new invention and
the new company to acquire equity capital.

Now, only for a moment I generalize on some of these- causes of the
total U.S. economic problem as seen from the viewpoint of one who
has spent all his professional life in helping build from the bottom
truly entrepreneurial equity enterprise. My own experience has
confirmed a generalization, Thope you will not object, I learned from
Justice Holmes, exposing me to the prophecies of Brooks Adams, the
Democratic brother of Henry Adams. And subsequent events are
certainly corroborating Brooks Adams.

No people as such are fundamentally eternally superior. Economic,
and eventually political power, are related to the availability of
adequate natural resources useful in the technology of the time and
adequate supplies of productive labor. Depleting -American material
resources of essential kinds during the wars, we in that competitive
respect have passed from a have to a have-not Nation, for just one
instance in the quality of our iron ore supplies in the Great Lakes
region.en the ultimate simplicities of the material and productive-labor

equation, unless we use our better educated brains to do something
about it in regaining our technological superiority, power will certainly
pass in our children's lifetime to the comparatively undepleted re-
sources and cheap labor productivity across the Pacific.

Further, paying an understandable gambling price to buttress the
political security of Europe against a Russian threat, we have, in our
political support of the European Economic Community, created a
competitive colossus ultimately more threatening to our political and
economic power than even, to date, the Japanese.

For the moment this ultimate competitive difficulty is masked in
the international balance of accounts by the need by other nations for
our agricultural production-what my friend Eliot Janeway called
yesterday before the Banking Committee America's "agripower in
cotton and grains. It is a providential respite for us, but obviously
that advantage will .iot long hold.

Nations with governments which can by force direct their economics,
like China and Russia, will make it their first goal, by importing and
copying our agricultural technology and technique on low-cost loans,
to avoid dependence on food from America as we now seek to avoid
dependence on foreign energy. It may take them 5 or even 10 years to
succeed but, barring governmental upheavals, succeed they will-
ultimately.

All this is to point up the tremendous importance to the United
States, in order to preserve a now vanishing industrial technology
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supremacy, of revitalizing its unique equity capital market which is
an uncopiable consequence of the free development tradition in which
a brand new Nation grew up a brand new continent and whose export
technology is our best and only hope for a permanent solution to our
balance-of-payments problem.

Your committee faces the most crucial necessity of concentrating
-on the resuscitation of that equity capital market as the most im-
portant economic instrument we have to have for our technological
survival and technological export as the strongest and most socially
secure Nation in the world.

In a perhaps laudable and justifiable search for a world of peace and
-compassion, we have already given away almost every other advantage
we, once had. In hindsight, after the devaluation of our currency we
find we have already distributed in excess every other component of
our one-time technological superiority. In overabundance we have
given away our accumulated capital and, along with it, the supremacy
-of our dollar and the elasticity of our Government's power to borrow
and tax.

To reconstruct Europe, to provide a source of production close to the
action of our wars against the double forces of ideology and national-
ism in the j ar East; to meet our deficit of raw materials in Latin
America an Africa (engendering political repercussions of "imperial-
istic exploitation"), we have distributed on soft credit our machinery
capital and freely licensed our engineering know-how. All we really
have left is an open capital market in which the public as. well as
financial institutions participate, which again is an uncopiable con-
sequence of the free development tradition in which a brandnew
nation grew up a brandnew continent.

In retrospect we might have distributed our partly used machinery
instead of giving away to our competitors our newest, leaving our
own industrial complex trying to compete against our new machinery
abroad with.machinery at ome for which we did not provide adequate
depreciation for replacement because we feared the loss of tax revenue.

All that is over the dam. The hopeful signify cant fact is that we did
not, yet, export one asset so subtle and so dependent upon American
public habit developed out of the original entrepreneurial American
spirit, that the world has not yet been able to copy it in entirety; that is
the U.S. equity ca ital market.
• For, although the mixed financial syndicates you every day note
in the financial pages are teaching the Japanese and the Europeans
fast, no country in the world has yet developed so subtle and as varied
a mechanism as our own capital market. When it works properly, it
can draw willing, not enforced, public savings into the continued
unmatchable equity support of a nation's economic development.

But, as has been pointed out to you by others, the way things are
going, there could be a possibility that before they become like us, we
will become like our competitors, not a free capital market but a
Government-bank-directed financial monopoly.

For that reason, with priority over every other economic problem
in the country, the readaptation of the machinery of the American
capital market and the related readaptation to it of the American tax
laws is the most important economic matter before the country,
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Furthermore, as is clear to all perceptive people in political life, we
are in a period where (a) a rising demand for social services, and (b) a
rising level of assumed understanding of economic forces emanating
from college teaching of so-called political and economic science is
fueling a growing passion, domestically and internationally, for what
is called the "redistribution of wealth and power."

For those trying to keep political forces of a heterogeneous nation
on an even keel, this could create a challenge the like of which we have
never faced since 1929. Without offering a judgment what should be
done about facing it-because I honestly do not know-I mention
only incidentally the political potentiality of a concentration of power
in the so-called -two-tier capital market.

If due to unforeseen circumstances, we should have a stock market
crash even less than that of 1929, it will now as it did not in 1929
affect the economic security of hundreds of thousands of pension
holders. It might engender a vicious public reaction such as in the
famous 100 days of Franklin Roosevelt almost swept away the
possibility of keeping the financial market in private control. Against
this background, it seems important to look at the averages of the use
of a graduated capital-gains tax on several fronts of your interrelated
marketing-taxing problem.

First of all, such use should be looked at in the light of a most
significant fact. In the last few years there has been an appreciable
closing in the tax laws of the gap between the highest tax on earned
income and the highest tax on capital gains. Excluding the variation
in additional State taxes on both earned income and capital gains now
on the Federal basis, making allowance for the new preference tax,
the rates of such taxes are startlingly close.

On the Federal basis, 50 percent is the top tax on earned income.
Allowing for the preference tax, the capital gains tax in any sub-
stantial situation is already 37%1 percent instead of the traditional
25 percent, and in particular situations I am informed it can exceed
50 percent. In the important capital-providing State of New York,
with which I am very familiar, allowing for both Federal and State
taxes, the earned income tax and the capital gains tax are generally
considered as substantially equal.

On such a basis, what financial inducement is there for a future
true self-financing genius like the Bill Lear or David Packard of the
present to hold on and develop to its fullest development a head-
aching equity situation for the long-term good of the country, com-
pared to taking an opportunity for a quick profit by selling out to a
domestic conglomerate or an exchange-fat foreigner.

You have heard able testimony about the advantage to the renewal
of the capital market of a graduated capital gains tax as an incentive
for investors "locked in" to long-term holdings to sell during their
lifetime by the inducement of a gradually reducing~capital gains tax,
rather than stay "locked in" for a lifetime to wait for a lower estate
tax. This is important and true. But in honest , it should not be
stretched to assume it will meet all the hopes of those concerned with
the economy of bringing the small investor with additional capital
into the market.

The coming back of the small investor, burned in losses since the
market began to turn in 1958, or disillusioned by a conviction that
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he is at an information disadvantage with big institutions, will have
to be achieved by much more reorganization of the capital market
than a graduated capital gains tax only.

But as the figures shown by the witnesses before you representing
the stock exchanges and the securities business, the inducement to
sell of such a grad ually reducing capital gains tax can result in a large
redistribution of the capital already in the market to make it avail-
able for investment in different and newer enterprises than it is
already locked into.

It was also testified by representatives of the stock exchanges and
investment industry before the House committee that demonstrably
it would result in a higher tax return to the Federal Government.

Conversely, however, it can also have the beneficent effect of keep-
ing capital locked in in situations where it is to the advantage of the
American economy and continuity of American management that
capital shall stay locked in. When, as now, sound equity investment
is selling at an unprecedentedly low price (particularly in depreciated
American money as compared with appreciated European or Japanese
money) an offer of takeover can tenipt an American investor to take
a quick profit rather than stick with his company for long term unless
he has the counterbenefit of a decreasing capital gains tax. This is a
matter of no little concern to the American economy right now, and
to American political thought.

While hoping for the infusion of foreign buying to buoy the stock
market and make equities competitive with fixed income investments,
the Nation is as apprehensive of foreign control of American companies
as a few years ago Europe and Britain were protesting American take-
over of British and other foreign companies.

Furthermore, a capital gains tax decreasing with years of invest-
ment-holding will stimulate the risk-taking entrepreneurial spirit of
the individual risk-taker like Bill Lear of Lear Jet or David Packard
of Hewlett Packard.

On the daring and self-conifident originating genius of such men has
depended much of American technological advance despite the orga-
nized technological research of long-established companies. When our
"agripower" advantage is gone, we will have needed in time the
encouragement of such beginning entrepreneurs. They are indispens-
able to reestablish our technological supremacy with which we have
been blessed for 30 years by the brain drain' of scientists from all
over the world, attracted by our organization in war and daring
breakthroughs in atom power, airplanes, electronics, and space.

Bill Lear's incredibly persistent attempts to break through to a new
way to produce an antipollution engine are a natural resource of the
country. If our principal industry, the automobile industry, is going to
regain its power to resist the inroads of products from countries with
cheaper materials and cheaper productive labor, to some large degree
its success will depend upon the inventive genius of the thousands of
parts suppliers, running their own businesses on the equity contribu-
tions of themselves and a few friends who supply the bulk of the ideas
from which the technology of the U.S. automobile business advances.

The point need not belabored. The instinct of the small entrepreneur
bred of the American experience is a plus for the regaining of American
technological supremacy, which no Asiatic or European country has
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in its bones. Every witness before your committee has put ls finger or.
the desperate necessity that the capital market once more provide
a means of equity assistance to these small beginners and the risks they
undertake.

A fabulously successful investor. once described to me his invest--
ment technique. In a single frontier technique of science, he invested
heavily in 10 small companies in which individual genius was working-
its ferment, gambling that at least 1 of the 10 would turn out mag-

C nificently whatever the risk that the other 9 might fail.
But when comparative tax rates reach a point where there is no ad-

vantage to the individual entrepreneur to hang on year after year-
rather than take a quick sellout to a merger opportunity, combined
with the temptation of an earned income salary for his continued man-
agement, the country loses the essential driving power of owner-
management. The cure for it can in some degree be to induce him to
hold on to his ownership with the expectation that the longer he main--
tains his capital risk position, the more the tax law will favor him rather
than the fellow who gives up too easily. .

Again, I am not trying to overstate what this particular change in
the tax law will do. Changes far more reaching than this are going to.
be needed to avoid a concentration of power in the Japanese- or
German-type-bank-capitalized economy, with a danger of popular
political resentment peculiar to the opportunities of our political
system.

It is not easy to be specific about how the capital market has to be
reorganized. It is hard to deny the results produced by the successful
experts in economic prophecy that has produced the two-tier system.
No matter what the effect has been on the rest of the economy, it
seems good for those who have profited and seems to argue that all
we need is simply more and better "experts" of that kind.

A capacity for selecting the businesses and the companies that in
the complicated situations of today can constantly produce growth
is not an inconsiderable national asset, even if it resists the interference
with its way of operating involved in proposed periodic disclosure s>
that the average investor will not feel he will be jockeyed into losses.
by insiders running pools such as destroyed the market in 1929.

A component of an adequate reorganization of the equity market
may require a reexamination as discussed in the preparatroy material
of your committee staff of certain tax advantages given large aggre-
gations of capital and their managers under provisions of the present
tax laws which hitherto have seemed, and may still seem, based on
sound considerations of public policy. Possibly easier treatment of'
dividends may redress the balance between equities and fixed income,
investment.

Certainly the survival of an equity market requires a reorganization.
of the securities trading market that will not make the rescue of the,
securities industry from its present nonprofitable operation depend on,
putting the burden of its revitalization on the small investor least
able to bear the burden.

The combination of these remedies is for wiser and younger men.
.But for he reasons stated, a most useful tool, and a tool that

appeals to the American sense of justice, would be a graduated capital
gains tax, graduated downward according to the length of time an
asset is held, related back to the time of acquisition of such capital
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asset, with a corresponding proportional application of capital losses
against capital gains.

My testimony before the House committee tried to develop this
thesis in specific application to that equity investment of average
America which is larger in totality than all listed stocks, although it
does not ap pear in stock exchange quotations or public offerings-for.
instance, the farmer's land, the houseowner's residence, the employee's
carried stock, the individual entrepreneur's business.

C There is still a driving power, of thrift in the American success
-story.

Suppose two men each with the same amount of income; one
spends his money or is content with investment at high-interest rates.
The other is the adventurer who, in the form of equity investment in
his own or someone else's business, saves his money to take risks for
the benefit of the whole economy, however unintentionally. If there
is not a differentiation between these two in the tax laws, a driving
power will go out of American life that we need to stay on top for the
peace of the whole world.

If the golden goose is to continue to provide the good life for all
Americans while they go on taking care of the world, this is more than
economic justice; this is economic commonsense.

Senator BENTSEN. Mr. Corcoran, I appreciate that statement. I
think probably you and Ben Cohen are uniquely in a position to judge
the issues before this subcommittee because of the driving force that
the two of you were in drafting some of the far-reaching laws back in
the thirties that helped this economy get moving again.

Mr. CORCORAN. May I suggest Mr. Ben Cohen is in this room, sir.
Senator BENTSEN. I know he is. I want to thank you for your excel-

lent statement. I appreciate its candor, and I think it is an excellent
contribution and we think that the experience that you bring to this
committee is something that is very he pful to us.

I do not know where we are going to get those wiser men you are
talking about, but we think we are beginning to understand the
problem. I certainly agree with you that a graduated capital gains
tax for a period of time helps, but by no means is a total solution to
the problem. We have to find other and more innovative ways to bring
the individual investor back into the marketplace.

I would like to ask Senator Bonnett if he has some questions at
this time.

Senator BENNETT. Only one comment: I think in the process we
have to find a way to solve the problem hinted at in this statement to
give credit to the individual investor and make him feel that he is
making a contribution, instead of participating in an evil function
which is destroying our society. This business of downgrading the
process of production and saying that profit itself is evil and that we
would be better off to take care of alI of the people out of the tax
money of the United States is a serious psychological problem that we
face in considering this problem of equity investment, either in the
exchanges, through the exchanges, or through the direct application
of individual savings to a single man's-business.

Senator BENTSEN. Did you have anything further?
Senator BENNETT. No.
Senator BENTSEN. I, too, believe we must give credit to the fellow

who starts out and builds a business from scratch and takes the risk
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because he is the type of fellow who has made a major contribution to
the growth of this country, and there is a very direct correlation
between his success and the creation of new jobs for people across
this country. We know for every new job in inanufactuing, you are
talking about a capital investment of something like $25,000.

Now if we are going to avoid the continued concentration of eco-
nomic power, then these new small companies have to be able to go
to the equity market.

We have had some witnesses who testified that a very minimal
percentage of money was raised on the equity market but he was
relating to the overall corporate structure. It is true that a major
corporation has a history behind it so that it can sell bonds or finance
much of its expansion out of, its cash flow and its appreciable assets.
But the young corporation does not have that kind of a history, and
they cannot sell those bonds and they have to sell equity on the
market. They have to be able to oto the equity market and find
risl-takers who are willing to buy those kinds of stocks on the chance
that maybe they will hit the Xerox of the future or the Polaroid of
the future.

So I share with you your very deep concern, and we will be working
very hard to try to come up with some solutions that we think are
responsible to keep the investor acting like an investor and yet to
bring the multiplicity of judgments and decisions to the marketplace
that give you a free market.

Let me ask you what you think about the possibility of a limitation
placed on institutions so far as how much stock they could own in
major corporations? Spch is done now with mutual funds and it is
done now with insurance companies that operate in States like New
York. This has not been true of baik trust departments other than
self-imposed limitations that they might put on, and you have a
variable there so far as the judgment of different trust departments
are concerned.

What would you think of a limitation, say, a percentage of stock
that an institution could own in IBM or Avon or Disney?

Mr. CORCORAN. I favor it very much, and I think in their own
wisdom they should do it, too. I also think we ought to be careful no
matter how much resistance there is to it, to the secret operation, I
think we ought to have more disclosure so. that we do not have this
feeling that the big fellow on the inside swaps information within his
own group and lets the little fellow go down the drain.

I think that is essential to the restoration of confidence.
If you really believe that the small investor is really coming back

into the market, I think these things have to be done to take the
chance that maybe he is going to, I think we have to go an awful long
way to bring the small investor back into the market.

Senator BENTSEN. Mr. Corcoran, I do not know that we can. I
think that the figures that we have related-which indicate that 10
years ago the institutions had 35 percent of the dollar volume on the
New York Stock Exchange and today they have 70 percent-really
do not tell how far it has gone because I am confident that since
January 1 that probably 10 percent of that dollar volume has been by
corporations buying their own stock.

Mr. CORCORAN. That is right.
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Senator BENTSEN. Because it was selling at such a very low multiple
that they could sell their own stock and have a greater impact on
their earnings per share than trying to spend it on some productive
capacity. That is kind of self-defeating when you are trying to create
new jobs in this country, that is a pretty 4ad situation.

Mr. CORCORAN. That is right.
Senator BENTSEN. In addition to that, you have had a number of

firms on the exchange buying for their own accounts. So when you
get down to the individual investor who is making an investment in
that market, it is a pretty small percentage. There are a number of
long-range things we have to do to deal with the problems of inflation.
But then I think we can come up, perhaps taxwise, with some legis-
lative contributions that will create an incentive for this man to come
back into the market, and that is what we are studying very hard to
see if we cannot do as our contribution.

Senator Bennett?
Senator BENNETT. Mr. Chairman; the chief theme in your testi-

mony, Mr. Corcoran, was the importance of a declining rate of capital
gains tax over time.

Do you have any ideas for us as to the pattern in which that rate
might decline. Do you favor a slowly declining rate each year or a
series of steps every 5, 10, 15 years or a series of broad steps?

Can you give us any comment about this pattern?
Mr. CORCORAN. Well, I think, first of al, it would be politically

necessary, if you are going to be able to do this at all, to increase the
6 months' holding period. Now starting with that, the reason I asked
for the reference to it in my testimony to the testimony in the House,
I worked out my own series of suggested drafts, which cut us down
to 20 percent after 15 years and maybe nothing after 20.

The stock exchange-and I jump that in 5-year jumps to avoid
administrative difficulties when people were trying to fool the Treasury
by saying they had held for 5 years instead of 4 years.

Then the stock exchange and Mr. Needham had much more-I
made it every 5 years, and I have that in my testimony, which I have
referred t6 here, in the House thing, all spelled out in statistical form.
The stock exchange wanted to make it every year or every 2 years.
I wanted to make it every 5 years because I have been in the Treasury
and I know these administrative difficulties.

The securities industry, I think, was even more-they worked it
out on an even more of a quick scale, I mean every year or something
like that.

I would rather do it in 5-year jumps because of the administrative
difficulty of making decisions as between 1975 and 1976. But allowing
for the rate of inflation, which has already been taken into account,
I should certainly think that after the first-suppose we start, and I
have an assumption in which I may be wrong. I think that before we
are through with the reorganization of the tax laws, public opinion is
going to force a beginning top rate for both earned income and capital
gains, I am afraid of it.I do not think it is right, but I am afraid it
will happen.

Workung on that assumption that both will be 50 percent, then I
say the fellow who saves his money and keeps it saved for 5 years
should at least have 10 percent taken off for the first 5 years, and then
lesser amounts, or even maybe greater amounts as you go on from
10 to 15 to 20.
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Now the Stock Exchange wants to do it at a much faster immediate
rate and sir I would only suggest, I have the stock exchange position
here in the statement by Mr. Whitehead of last March, how he wants
to do it, and I have the securities industries suggest as to how they
want to do it, and I had in my own testimony my own suggestion as
to how I wanted to do it, and they are all set out comparatively in
my own March testimony.

Senator BENTSBN. Well, of course we have not had time to read
that.

Mr. CORCORAN., I know that, sir.
What I thought we ought to do with it is, we take off 10 percent

for the first 5 years, then we begin to take it off until we get down to,
say, 20 percent and maybe at 20 years we stop at 20 percent, or maybe
at 20 years we stop at nothing. But considering the inflation and
considering the inducements both to get out and get in on that strange
combination of lockedins, I told you, sometimes it is good to get
them out, sometimes it is good to get them in.

I think you have to take then what to do about that as to the way
you fix these rates, but I would say for myself that I would start,
I would take 10 percent off for the first 5 years and I would take
another 20 percent off for the next 10 years, although it is hard to
say you should have no tax, I do not know whether it will politically
sell but I think if a fellow holds it that long, he should pay no tax at all.

I kept talking about three instances that really bother me. You take
a fellow who inherits a piece of land from his father and farms it and
improves it as we improve it over the years with all the new things
we put into the land and all the machinery we buy, and it comes to
the point where the son does not want to take over the business and
wants to go to the city. By this time the value of the land has gone
up because of the pressure on land prices.

It seems outrageous that after having contributed to the economy
and worked his heart out and taken his risk for 20 years-that he
should pay almost no capital gains tax at all.

I do not think that willsell, but that is what I think.
I am thinking of something else. All right, if you own a home and

you improve your home and you grow your children up in your home,
and you invest in your home, as I who have had six children have
invested in my home, and then all the children go away; now the tax
law says,

You will not pay any capital gains tax if you reinvest that money to' that
degree in another home.

I do not need another home. I need to be able to pay rent on an
apartment and be taken care of, and I do not think the present
situation, the present tax law, helps one damn bit in the amount of
capital appreciation that has been plowed into that home over 20
years.

Now you take another situation, many an employee has, as I call
it, a carry stock situation in a company. One of the ways to make an
employee, make an employee feel like the Japanese feel that thecompany cares for him, is to go into a thrift plan where the employee
buys stock and the company contributes to the purchase'bf the stock.
At the end of it, this is a common gtock; the fellow has the common
stock but now maybe when he retires at 65 he would rather sell that
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stock and buy a fixed income or buy an annuity to take care of him
in a different way of life. I think it is outrageous that after he has held
vn to that stock for 20 years he should pay a regular capital gains tax.

I think as he has to sell it in order to meet his change in life, he
ought to be given the benefit of a graduated tax downward, and I
would say if he had stayed with the company 20 years, he pays no tax
-at all.

Or you take the case of a fellow like my friend Bill Ler or my
friend Packard, who build a company up, as they have, with tre-
mendous consequences for the technological development of the
-country, and then they become 70 and they have all this stock. Now
I do not think that after having done that and having lived through
this that they should have to pay the same capital gain as a fellow

who goes into the market and speculates on a 6-month or a 1-month
term. Because I do not--because I understand that, it is a long time
-before that I have thought of concretions on this.

I have very honestly put in my testimony on March 20 and I have
suggested that there be put in the record in connection with my
testimony today the tables of reduction year-by-year which are sug-
*gested by other people than me.

Senator BENNETT. That is what I wanted to get into the record.
Mr. CORCORAN. It is all in the record, in my testimony which I

1havq had, you have already accepted for the record, the comparative
tables are there, and I also ask that the record now refer to this
earlier testimony of Needham and of Whitehead, which explains why
they rationalize the particular rate of decline for the tax which they
recommended.

Senator BENNETT. Well, if the committee should decide that a
diminishing rate is a sound program, then we can worry about the
numbers--

Mr. CORCORAN. That is right.
Senator BENNEZTr [continuing.] Afterwards.
Mr. CORCORAN. Then, sir, may I say you have another correlative

relationship.
I was in the Tresury before Mr. Morgenthau kicked me out, I was

in the Treasury when we were worried about the offset of capital
losses against capital gains.

Now, the reason we did not treat capital losses at that time as a
complete setoff against capital gains, you know we only allowed it
was that the losses in the 1929 market were so big that we were
afraid of the public reaction if some of the big operators in the market
paid no tax at all at that time.

Now that situation has gone by, and-iihink there is a relation
between the offset of capital losses and the right tax on capital gains
and I think this is a time when we can consider it without having the
apprehensions we had after the break of 1929.

Senator BE.NNETT. The committee is considering that proposition
also.

I have no further questions, Mr. Chairman.
Senator BENTSRN. Thank you, Senator Bennett.
I have one other concern about the graduated capital gains tax.
I would not agree with the stock exchange members who feel that

the holding period for capital gains treatment should be shortened.
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However, if we extended the holding period to one year, it would seem
to me that you would have a hiatus there of 6 months wherein you
might very drastically affect the stock market because of those persons
who wait until the 6-month period has passed and therefore you have
a period of time in which you would depress the trading. Perhaps that
could be handled by phasing in the 1-year holding period for capital
gains over a period of, say, 6 years and to put it out to 7 months at
the end 6f a year, 8 months at the end of another year, and therefore
not have that kind of a serious effect of the impact on the market.

Would something like that appear reasonable to you?
Mr. CORCORAN. Senator, sometime you are going to have to race

up to this short period, capital gains 6 months, 1 year, sometime you
have to face up to it. Whether you can ease it out as you are saying
over a period, maybe that would be a wise thing to do, but inevitably
we are going to have to do it and, as I have always understood the
politics of this situation, the labor power will not permit you to make
any reductions in capital gains-taxes unless you do lengthen the period.

Have, unfortuantely, had to take that into my computer, too.
Senator BENTSEN. I think you may have a good argument on that

point.
Mr. Corcoran, we appreciate your testimony, and it has been a real

contribution.
Thank you very much.
Mr. CORCORAN. Thank you.
[Mr. Corcoran's prepared statement and his statement before the

Ways and Means Committee, follow:]

STATEMENT OF THOMAS G. CORCORAN, BEFORE THE SUBCOMMITTEE. ON FINANCIAL
MARKETS OF THE SENATE COMMITTEE ON FINANCE

For this appearance I am not on retainer for any particular client. To qualify
the witness, I am deeply interested in your investigation because, as a lawyer with
Mr. Jessee Jones' Reconstruction Finance Corporation and as Assistant to the
Secretary of the Treasury, I was a White House participant in Congremsional
deliberations during its attempt to meet the capital markets crisis from 1932 until
the outbreak of the War.

Under Mr. Rayburn's direction I was a participant in the drafting of the Securi-
ties Act of 1933, the Securities and Exchange Act of 1934, the Public Utilities

- Holding Company Act of 1935 and the Congressional examination of the effects of
concentration of economic power in the so-called Temporary National Economic
Committee examination for the Congrs in 1938.

With respect to the effect on the US. economy of the activity of foreign nations
I participated in the formation by Executive Order of the first Export-Import
Bank in 1934: I sat at the feet of Milo Perkins in the Board of Economic Warfare
during the War. I have for 30 years represented fully American owned companies
doing business in every continent where I have been able to see the intensity of the
competitive position in which U.S. industry will increasingly find itself in the
years ahead,

One of my old chiefs was Justice'Holmes. He opined: "An advocate would well
assume that the court knows some law." As the last witness in these hearings,
having read most of the testimony before your Committee and the public comment
on it in the press and in the magazines, I appreciate and will assume the depth of
your understanding of an unprecedently complicated economic situation in relation
to the supreme importance of the only internationally competitive aset the U.S.
has not alresdy given away-its once remarkable equity capital market.

Therefore not repeating what others have said I confine myself only to the help I
consider might be given to your many fronted economic problem by one idea wlnch
I think can at least tangentially assist in many phases of your problem. That
problem, as the preparation material of your staff shows, is so entangled with
provisions of our own tax law and the politics of the International money market
that no one observer could honestly suggest a comprehensive solution of all facets
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of the problem. We are all like the blindfolded Hindus who generalized about the.
anatomy of an elephant by feeling either just its trunk or its tail.

The idea I offer as a tool in helping some facets of this problem is an old idea
already once embodied in our tax laws-a tool which, I have been given to under-
stand by press reports, Congressman Mills, Chairman of the House Ways and
Means Committee, and the Chairman of this Committee, Senator Bentsen,
approve in principle. It is the adaptation to today's circumstances of an idea which
was embodied in the federal tax law prior to the needs of World War II financing:
(a) the taxation of gains in capital assets on a graduated scale downward, graduated
in relationship to time such capital asset has been held dated back to the time of
acquisition, and (b) a corresponding proportional offset of capital losses against
such capital gains.

You have hard from more qualified witnesses of the value of this capital gains
tax treatment in relationship to the provision of equity investment in the kind of
large business enterprises listed on the stock exchanges and solicited in public
offerings.

Beyond that kind of equity capital, I testified last March before the House Ways
and Means Committee about the application of the graduated concept to spur the
even more individual entrepreneur equity economy that has not only been but still
is the backbone of our economic growth. I am talking for instance about capital
gains in farm lands developed over a lifetime by farm owners, homes developed and
improved over a lifetime which have to be disposed of with the progress of families
and growing old, the ultimate disposal of employee stock ownership, the realization
of a lifetime's work in self-employed and self-financed business operations.
. I request that there be received for the record the full text of my March state-

ment before the House Ways and Means Committee in which I developed this
approach in full. I hope there will also be incorporated in the record (a) the
testimony in such March hearings of Mr. James Needham, Chairman of the
Board of Directors and Chief Executive Officer of the New York Stock Exchange,
and (b) of Mr. John C. Whitehead, Chairman on behalf of the Securities Industry
Association and his colleagues.

The research in their testimony supported the generalizations in my own.
I do not say this idea is the complete answer to cut through the tangled web

of interrelated problems you are examining but I propose that it might help a
lot in many directions.

,If I may digress a moment to background. Part of the problem of the United
States balance of payments is that American business has been accustomed to
the management simplicity of serving an ever expanding domestic market without
bothersome problems of paper and currency details involved in managing foreign
trade. Our trade deficit is to a considerable degree due to the fact that except
for the providential assistance of agricultural exporters-which is only temporarily
saving us-American business men have not wanted to, because they have not
had to, engage in aggressive export promotion of American-made products like
other countries which until the last 10 years could not match on our technical
superiority-a superiority which is dangerously nearly over, For Americans, up
to date it was easier for management to export capital rather than goods. Since
most of my business life has been spent serving truly entrepreneuring ventures
abroad I have seen this first hand.

Only very lately on a trip to Asia were there signs of a significant interest in
a general export of made-in-America industrial products rather than the export
of American capital to produce in foreign countries. There are exceptions of
course-airplanes (but the Concorde is flying around Washington now and we
have licensed the Phantom); computers, but we are harassing our leader in that
field and Japan and Europe are licensed to catch up fast.

Since we will have indefinitely to import raw materials for industry, the only
possible permanent answer to the balance of payments problem must be continuing
export of a continuing superior industrial technology. That as I shall suggest
later is dependent on a resumption and sustaining of a research and technological
supremacy which in turn will require an enthusiastic equity market.

Only for a moment I generalize on some of the causes of the total U.S. economic
problem as seen from the viewpoint of one who has spent all his professional life
in helping build from the bottom truly entrepreneurial equity enterprise. My own
experience has confirmed a generalization I learned from Justice Holmes exposing
me to the prophecies of Brooks Adams, ihe Democratic brother of Henry Adams.
And subsequent events are certainly corroborating Brooks Adams. No peo ple as
such are fundamentally enternally superior. Economic and eventually political
power are related to the availability of adequate natural resources useful in the
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technology of the time and adequate supplies of productive labor. Depleting
American material resources of essential kinds during the wars we in that com-
petitive respect havepassed from a have to a have not nation, for just one instance
rn the quality of our iron ore supplies in the Great Lakes region. In the ultimate
simplicities of the materials-and-productive-labor-equation, unless we use our
better educated brains to do something about it, power will pasq in our children's
lifetime to the comparatively undepleted resources and cheap labor productivity
across the Pacific.

Further, paying an understandable gambling price to buttress the political
security of Europe against a Russian threat, we have, in our support of the Euro-
pean Economic Community, created a competitive colossus ultimately more
threatening to our political and economic power than even to date the Japanese..

For the moment this ultimate competitive difficulty is masked in the inter-
national balance of accounts by the need by other nations for our agricultural
production-what my friend Eliot Janeway called yesterday before the Banking
Committee America's "agripower" in cotton and grains. It is a providential
respite for us, but obviously that advantage will not long hold. Nations with
governments which can by force direct their economics like China and Russia
will make it their first goal, by importing and copying our agricultural technology-
and technique on low cost loans, to avoid dependence on food from America as
we now seek to avoid dependence on foreign energy. It may take them five or
even ten years to succeed but, barring governmental upheavals, succeed they-
will-ultimately.

All this is to point up the tremendous importance to the United States, it
order to preserve a now vanishing industrial technology supremacy, of revitalizing
its unique equity capital market which is an uncopiable consequence of the free
development tradition in which a brand new nation grew up a brand gew t.
nent and whose export technology is our best and only hope for a per; 4ent.
solution to our balance of payments problem. Your Committee faces cruciate
necessity of concentrating on the resuscitation of that equity capital rlTrket as
the most important economic instrument we have to have for our technological
survival and technological export as the strongest and most socially secure nation
in the world.

In a perhaps laudable and justifiable search for a world of peace and compas-
sion we have already given away almost every other advantage we onge had. In
hindsight after the devaluation of our currency we find we have already dis-
tributed in excess every other component of our one-time technological superiority.
In over-abundance we have given away our accumulated capital and along w
it the supremacy of our dollar and the elasticity of our government's power to.
borrow and tax. To reconstruct Europe, to provide a source of production close,
to the action of our wars against the double forces of ideology and nationalism in
the Far East: to meet our deficit of raw materials in Latin America and Africa
(engendering political repercussions of imperialistic exploitation), we have dis-
tributed on soft credit our machinery capital and freely licensed our engineering
knowhow. All we really have left is an open market capital in which the public
as well as financial institutions participate which again is an uncopiable conse-
quence of the free development tradition in which a brand new nation grew up a
brand new continent.

In retrospect we might have distributed our partly used machinery instead of'
giving away to our competitors our newest leaving our own industial complex
trying to compete against our new machinery abroad with machinery at home for
which we did not provide adequate depreciation for replacement because we-
feared the loss of tax revenue.

All that's over the dam. The hopeful significant fact is that we did not-vet-
export one asset so subtle and so dependent upon American public habit, developed
out of the original entrepreneurial American spirit, that the world has not yet
been able to copy it in entirety. That is the U.S. equity capital market. For al--
though the mixed financial syndicates you every day note in the financial pages
are teaching the Japanese and the Europeans fast, no country in the world has.
yet developed so subtle and as varied a mechanism as our own capital market.
When it works properly, it can draw willing not enforced public savings into the-
continued unmatchable equity support of a nation's economic development. But
as has been pointed otit to you by others, the way things are going there could be a
possibility that before they become like us-we will become like our competitors.
not a free capital zriarket but a government-bank-directed financial monopoly.

For that reason, with priority over every other economic problem in the.
country, the re-acaptation of the machinery of the American capital market and.
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the related re-adaptation to it of the American tax laws is the most important
economic matter before the country. Furthermore as is clear to all perceptive
people-n political life we are in a period where (a) a rising demand for social
services and (b) a rising level of assumed understanding of economic forces

-emanating from college teaching of so-called political and economic science, fuels
a growing passion, domestice'Jy and internationally, for what is called the "re-
distribution of wealth and power." For those trying to keep political forces of a
heterogeneous nation on an even keel this could create a challenge the like of
which we have never faced since 1929. Without offering a judgment what should be
done about facing it-because I honestly do not know-I mention only incidentally
the political potentiality of a concentration of power in the so-called "two-tier'
capital market. If due to unforeseen circumstances we should have a stock market
crash even less than that of 1929,'it will now as it did not in 1929 affect the economic-
security of hundreds of thousands of pension holders. It might engender a vicious
public reaction such as in the famous 100 days of Franklin Roosevelt almost
awept away the possibility of keeping the financial market in private control.

This prolix background seems important to look at the advantages of the use of a
graduated capital gains tax on several fronts of your inter-related marketing-
taxing problem.

First of all, such use should be looked at in the light of a most significant fact.
In the last few years there has been an appreciable closing in the tax laws of the
gap between the highest tax on earned income and the highest tax on capital
gains. Excluding the variation in additional state taxes on earned income and
capital gains now on the Federal basis, making allowance for the new preference
tax the rates of such taxes are startlingly close.

On the Federal basis 50% is the top tax on earned income. Allowing for the
preference tax the capital gains tax in any substantial situation Is already 37M%
instead of the traditional 25 % and in particular situations I am informed it can
exceed 50%. In the important capital-providing state of New York, allowing for
both federal and state taxes, the earned income tax and the capital gains tax are
generally considered as substantially equal.

On such a basis what financial inducement Is there for a future true self-financing
genius like the Bill Lear or David Packard of the present, to hold on and develop
to its fullest development a headaching equity situation for the longtime good
of the countjy-compared to taking an opportunity for a quick profit by selling
out to a domestic conglomerate or an exchange-fat foreigner.

You have heard able testimony about the advantage to the renewal of the
capital market of a graduated capital gains tax as an incentive for investors
"locked in" to long term holdings to sell during their lifetime by the inducement
of a gradually reducing capital gains tax, rather than stay 'locked in" for a
lifetime to wait for a lower estate tax. This is important and true. But in honesty
it should not be stretched to assume it will meet all the hopes of those concerned
with the economy of bringing the small investor with additional capital into the
market. The coming back of the small investor, burned in losses since the market
began to turn in 1958, or disillusioned by a conviction that he is at an information
disadvantage with big institutions will have to be achieved by much more re-
organization of the capital market than a graduated capital gains tax only. But
as the figures shown by the witnesses before you representing the stock exchanges
and the securities business the inducement to sell of such a gradually reducing
capital gains tax can result in a large redistribution of the capital already in the
market to make it available for investment in different and newer enterprises
than it is already locked into. It was also testified by representatives of the stock
exchanges and investment industry before the House Committee that demon-
strably it would result in a higher tax return to the Federal Government.

Conversely, however, it can also have the beneficient effect of keeping capital
locked in in situations where it is to the advantage of the American economy and
continuity of American management that capital shall stay "locked in." When
as now sound equity investment is selling at an unprecedently low price (particu-
larly in depreciated American money as compared with appreciated European
or Japanese money) an offer of takeover can tempt-an American investor to take
a quick profit rather than stick with his company for long term unless he has the
counter-benefit of a decreasing capital gains tax. This is a matter of no little concern
to the American economy right now. While hoping for the infusion of foreign
buying-to buoy the stock market and make equities competitive with fixed
income investments, the nation is as apprehensive of foreign control of American
companies as a few years ago Europe and Britain. were protesting American
takeover of British and other foreign companies.
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Furthermore, a capital gains tax decreasing with years of investment-holding
will stimulate the risk-taking entrepreneurial spirit of the individual risk-taker
like Bill Lear of Lear Jet or David Packard of Hewlett Packard. On the daring
and self-confident originating genius of such men has depended much of American
technological advance despite the organized technological research of long estab-
lished companies. When our "agripower" advantage is gone we will have needed
in time the encouragement of sueh beginning entrepreneurs. They are indispensable
to re-establish our, technological supremacy with which we have been blessed
for 30 years by the brain drain of scientists from all over the world attracted by
our organization in war and daring breakthroughs .in atom power, airplanes,
electronics and space. Bill Lear's incredibly persistent attempts to break through
to a new. way to produce an anti-pollution engine are a natural resource of the
country. If our principal industry, the automobile industry, is going to regain
its power to resist the inroads of products from countries with cheaper materials
and cheaper productive labor, to some large degree its success will depend upon
the inventive genius of the thousands of parts suppliers, running their own
businesses on the equity contributions of themselves anda few friends who provide
the bulk of the ideas from which the technology of the U.S. automobile business
advances.

The point need not be labored. The instinct of the small entrepreneur bred of
the American experience is a plus for the regaining of American technological
supremacy which no Asiatic or European country has in its bones. Every witness
before your Committee has put his finger on the desperate necessity that the
capital market once more provide a means of equity assistance to these small
beginners and the risks they undertake. A fabulously successful investor once
described to me his investment technique. In a single frontier technique of science
he invested heavily in ten small companies in which individual genius was working
its ferment, gambling that at least one of the ten would turn-out magnificently
whatever the risk. that the other nine might fail.

But when comparative tax rates reach a point where there is no advantage to
the individual entrepreneur to hang on year after year rather than take a quick
sell-out to a merger opportunity combined with the temptation of an earned
income salary for his continued management, the country loses the essential
drivifig power of owner-management. The cure for it can in some degree be to
induce him to hold on to his ownership with the .expectation that the longer he
maintains his capital risk position the more the tax law will favor him rather than
the fellow who gives up too easily.

Again I am not trying to overstate what this particular change in the tax law
will do. Changes far more reaching than this are going to be needed to avoid a
concentration of power in the Japanese-or German-type-bank-capitalized
economy with a danger of popular political resentment peculiar to the opportuni-
ties of our political system.

It is not easy to be specific about how the capital market has got to be re-
organized. It is hard to deny the results produced by the successful experts in
economic prophecy that has produced the two-tier system. No matter what the
effect has been on the rest of the economy, it seems good for those who have
profited and seems to argue that all we need is simply more and better "experts"
of that kind. A capacity for selecting the businesses and the companies that in
the complicated situations of today can constantly produce growth is a not
inconsiderable national asset--even if the top tier investment fraternity naturally
resists the interference with its way of operating involved in proposed periodic
disclosure so that the average investor will not feel he will be jockeyed into losses
by insiders running pools such as destroyed the market in 1929.

A component of an adequate reorganization of the equity market may require
a re-examination as discussed in the preparatory material of your Committee
staff of certain tax advantages given lArge aggregations of capital and their
managers under provisions of the present tax laws which hitherto have seemed
(and may still seem) based on sound considerations of public policy. Possibly
easier treatment of dividends may redress the balance between equities and fixed
income investment. Certainly the survival of an equity market requires a reor-
ganization of the securities trading market that will not make the rescue of the
securities industry from its present nn-profitable operation depend on putting
the burden of its revitalization on the sm-dl investor least able to bear the burden

The combination of these remedies is for wiser and younger men.
But for the reasons stated, a most useful tool and & tool that appeals to the

American sense of justice would be a graduated capital gains tax graduated
according to the length ?f time an asset is held, related back to the time of acqui-
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sition of such capital asset, with a corresponding and proportional application of
capital losses against capital gains. My testimony ore the House Committee
tried to develop this thesis in specific application to that equity investment of
average America which Is larger in totality than all listed stocks, although it
does not appear in stock exchange quotations or public offerings-for instance,
the famer's land, the house owner's residence, the employee's carried stock, the
individual entrepreneur's business.

There is still a driving power of thrift in the American success story. Suppose
two men each with the same amount of income. One spends his money or is con-
tent with investment at high interest rates. The other is the adventurer who in
the form of equity investment In his own or someone else's business saves his
money to take risks for the benefit of the whole economy, however unintentionally.
If there is not a differentiation between these two in the tax laws a driving power
wil go out of American life which we need to stay on top for the peace of the
whole world. If the golden goose is to continue to provide the good life for all
Americans while they go on talking care of the world, this is more than economic
justice; this is economic common sense.

STATEMENT Or THOMAS G. CORCORAN BEFORE THE HOUSE WAYs A") MEANS
CoMM r rE

(Inbluded are excerpts from Stock Exchange and Securities Industry Association
statements)

This statement before the Ways and Means Committee is a realistic, consci-
ously political approach recognizing that (a) the Committee has a political more
than an economic problem, o)the capital gains problem is emotionally involved
with every other problem before the Committee and the nation, and (c) perfec-
tion aside, the best approach to accomplish anything in the near future Is to be
technically as simple as possible and appeal from many points of view to the widest
possible approval of a public that generalizes only that it is against (1) taxes on
itself, (2) favor to the "rich," and (3) the concentration of wealth..

Therefore, note these emphases in this statement, e.g.-
1. Not a new Idea; It is only the reconsideration and extension of an old idea

adopted in 1934 to meet an investment freeze, resulting from '29-'32, similar to
what we have now.

2. Simple-it requires only a simple change in the tax base-it is not involved
in the tangle over the earned income rate as such and the "loopholes." It leaves
unrecommended the length of the short term gain and the rate of write-off of
capital losses against earned income. It is also administratively simple as would
not be a year-by-year sliding rate. The Committee can therefore consider this
now without making hard decisions on more complicated matters that may have
to be laid over.

3. Ties the arithmetic of taxation into the existing political real situation let
loose by Wallace-Me Govern by emphasizing the average man's investment posi-
tion after twenty years, involving far more other property-capital than securities.
capital-the "what to do" is a corollary to a main concern for the average man
his job, and his country. Without disagreeing on the more complicated positions of
the Securities Industry or the Stock ExchAnge, It asks now for les.

4. Therefore, ties into (a) the balance of payments situation, (b) reversal of the
de-industrialization of the U.S., (c) reattainment of the U.S. supremacy in tech,-
nolugy, (d) social contentment, and (e) avoidance of a concentration of power
with inevitable ultimate results in McGovern-type political radicalism.

The views I express here are my own, deliberately without retainer trom others-
n Interest deriving from my own work in the Government since 1932 In the

Treasury, the RFU, the organization of the SEC the wartime Board of Economic
Warfare and the subsequent experience of myself and associates n provate praq-
tice in the problems of financing new enterprise.

I am familiar with' the work oi tax bills and although I would go along with
much of what the preceding witness for the Securities industry har said my sug-
gestion is to make the simplest change possible In the present law for pragmatio
political simplicity. My purpose Is--not to propose a new idea that will politiclyor : nistratlvely complicAt9 the present system-but only t ugest that the
COnizttee re-ex&mne and i- evelop ant old -iea that eal' fit within the

22-727-M&--18



226

system-an ol idea of this Committee's predecessors in the 1934 Act. Then as
now the Committee was vitally concerned-about the economy. The country was
frightened by the '32 crash and by our first devaluation of the dollar and wasn't
investing. The 1934 Committee, therefore, sought to fashion he capital gains tax
to get savings out of hiding into Investments in new enterprise and new employ-
ment.

The idea of the 1934 Act was to tax capital gains on a scale graduating down-
ward to more than ten years. It would be hopeful if now that Idea could be re-ex-
amined and extended to tax capital gains on property on a downward graduating
scale when the property has been held for a very long period of time, e.g., 20 years.

Until 1942, when the War forced many expediences in the tax law-among
other reasons to keep the stock exchanges open-the tax law considered equitable,
as well as economically and socially most desirable, this general idea of graduation
of capital gain-tax according to periods of time.

1972 is somewhat like 1934. Witnesses before me have shown that the again-
devalued dollar, the doubts about the economy, and shunning of the capital
market by the non-institutional equity investor, all are suggesting clearly that
today's tax law isn't working to help a U.S. economy just waking up that it is
newly competing for its very life with competitors bigger, richer and more pro-
ductive than before we have ever met. There is fire behind the Burke-Hartke
smoke and the energy crisis smoke. And it is also waking up to the capital costs of
the pollution and energy technology It demands and that our only ultimate answer
to tL balance of payments problem is the re-creation of our suprmacy, in new tech-
nology.

In conditions of the '70s, the Ways and Means Committee's direction in the
'30s is significant. To expand investments and jobs with the help of the American
capital market in the international competition, and the technological necessities
of the '70o the graduation-rationale of the 1934 Act needs re-examination and
extension. It will include, it is to be hoped, encouragement of the creation of a new
category of very long capital gains.

In the now additional 30 years since the 1934 idea was dropped in the War
conditions of 1942, many new factors have been added to make a re-adoption of
the 1934 graduation principle needed to stimulate new venture investment we
must have if today's U.S. economy is going to be competitively capable of main-
taining national employment at U.S. labor rates and national Independence in
raw materials. I

Certainly, a first important factor is our new European and Asiatic competitors
themselves. We have already equipped them against ourselves with our tech-
nology, our education, our marketing skills, our credit, and much of our ac-
cumulated capital.. But certainly, a second important factor is the creeping rise in the capital gain
rate itself relative to- the earned income rate. The earned income tax top is 50%.
On the alternative tax basis, not only has the capital gains tax gone up from 25%
to 35% but with the minimum preference tax added it can go up to 37 %.

Further, when there is taken into account the effect on interaction of capital
gains with the earned income limitation of 50%, the seemingly effective tax on
certain amounts of capital gain can go up to 45%. Add new state and city taxes on
capital gains and it is now assumed, as rule of thumb, in a capital market as
important as New York City, that for an equity Investor the effective long-term
capital gain rate will average out to at least 50%.

And a third important factor is that It now takes at least $10,000 of new capital
to create the opportunity for one new earned income job.

Herewith for comparison are the relevant part of the law of 1934 and a sugges-
tion for this Committee's thought about a new,,category of very lon capial got";

19S4

117(a) SEO. 117. CAPITAL GAINS AND LOSSES.'
(a) General Rule. In the case of a taxpayer, other than a corporation, only

the following percentages of the in orloses reognied upon the sale or
exchange of a capital asset shall be taken into account In computing net
Income:

100 per centum if the capital asset has been held for not more than I year;
80 peroentum if the capital aset has been held for more than 1 ye but-

not for more than 2 yearn;
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60 per centum If the capital asset has been held for more than 2 years
but not for more than 5 years;

40 per centum If the capital asset has been held for more than 5 years
but not for more than 10 year;

30 per centum if the capital asset has been held for more than 10 years.
Notice this 1934 Act stopped graduating at 10 years. Wouldn't it be more

appropriate to extend the graduation to the 20th yea-i.e., the average man's
Investment lifetime. Because the capital gains tax in so far as it affects longer
term capital- gains Is a retroactive tax on gains on capital assets purchased many
years ago when the rates on capital gains were much lower, and on gains which
accrued in years past lonq before the new rates became effective. The longer the
time of holding the more inequitable and more discouraging is the situation of a
verylong investor in respect of new rates.

Suggested new schedule grad uated downward for "very lon" capital holdings
(induding existing holding.):

If the capital asset has been held for not less than 20 years--10 per cent;
If the capital asset has been held for not less than 10 nor more than 19 years-

20per cent;2f the capital asset has been held for not less than 5 nor more than 9 years-30

per cent;
If the capital asset has been held for not less than 4 years but more

than 40 per cent;
If the capital asset has been held for more than but not more than'per cent;
If, the capital asset has been held for more than but not more than• per cent;' r________

If the capital asset has been held for less than - per cent.
The maximum rate of tax should not be higher than the highest applicable tax

on taxpayer's other income, in no event higher than 50%, and there should be an
appropriate reduction of percentage for ealiis and losses under a stated amount
like $50,000.

Capital losses should be graduated in the same proportion when used against
capital gains. Capital losses not offset by capital gains might be offset against
ordinary income to the extent allowed under the presentlaw. (See next pae
showing comparable proposals of the New York Stock Exchange and the Secu-
ties Industry Association.)

The New York Stock Exchange suggested-

6 months to under 5 years* 505 to under 10 years .45
10 to under 15 years --------------------------------
15 to under 20 years ------------------------------------ 5

20 to under 25 years 0---------------------------------------
25 to under 30 years ---------------------- -------------- 2
30 years or more ----------------------------------------- 29

The Securities Industry Association proposal Is-

PROPOSED LONG TERM CAPITAL GAINS TAX REWISION

in P-N""

Percent mai
Holding period Inluion tax rate'

Oto 3 mo ...................................................................... 100 70.0
$to 12 mo .................................................................... 5 35.
1 yr to$ yr ................................................................... 40
SA to 10yr ... .............................................................. 30. 0
1 yr to Iyr.................................................................. 2 14.0Is yr~ ....0 ................................... 0.................V..... it.

,y ......................................................................

i Does at jM ood tStato ad I* iopes tss, mlnlmm tax n taxP mhs ormnSlml tax onnsd twn$e,
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ISpecial emphasis should be placed on the over 20 years category. Because that
sthe real investment lifetime of the investing American. It brackets (a) the time

when he has paid the costs of his children's education and the setting up of their
new families nd (b) the time when he retires or his earned income otherwise
diminishes apd he Am t9 begin to depend on his accumulated capital nest egg if
he's lucky enough to have i tand posibly shift out of a low income growth holding
holding into an investment with a higher income yield like the Sear, Roebuck
'pension situation described to you by the witnesses for the Stock Exchange.

For that reason It would seem more realistically equitable to consider first' the
20.year investor and work backwards to shorter periods.

This suggested schedule for very long capital gains tries to make due allowance,
in accordance with other testimony before this Committee, for the normal secular
inflation of the dollar which reduces purchasing power compared to the real value
of the dollar with the capital investment was normally made. Furthermore, with
little spread between long holdings and short holding, deliberate attempts are
made to twist either short term trading or earned income into the long-term
category. With longer time spreads, this twisting out of the short term tax can
be avoided.

Would this schedule mean a measurable loss or more unstable flow of revenue
to the Treasury? The holder of property, large or small, of course, has his option
when he chooses to sell or hold and incur or not incur capital gains tax. The very
long-term holding approach, however, tends to avoid erratic liquidation by booms
and busts. , ..

There is probably no better evidence on this point than that in considering the
1934 Bill, your predecessor Committee studying the matter concluded: "..., the
adoption of this plan will result in much greater stability in revenue, will give all
taxpayers equal treatment, will encourage normal business tranwations, and will
yield substantially greater revenue."'

The testimony here given by representatives of the Stock Exchange and the
Securities industry backs up this estimate of the Committee of 1934 with figures
from modem Treasury experts.

As I've said before, special emphasis should be placed on the over 20 years
category. Because that is the real investment lifetime of the investing American.
It brackets (a) the time when he has paid the costs of his children's education and
the setting up of their new families and (b) the time when he has to begin to
depend on his accumulated capital nest egg if he's lucky enough to have It and
possibly shift out of a low income growth holding into an investment with a
higher income yield. In the case of a man who starts and lives with his new busi-
nessi it usually takes him 20 years of steady work to bring his work to steady
fruition.
Excerpt from Statement of John C. Whitehead, Chairman on behalf of the
Securities Industry Association, before the House Ways and ideans Committee

"Revenue Bonefit, of Unlcd Gains
"In these days of federal budget stringency, a liberalization of capital gains

tax treatment offers this Congress a unique opportunity to increase tax receipts
and at the same time help to regenerate the national wealth. For every billion dol-
lars of mains unlocked as much as $200 million ia new tax revenues might be
gained. -Tax Analyst Nelson McClung, while a U.S.. Treasury Analyst in 1966
estimated that there were $233 billion of unrealized capital gain in equities and
that 90% of these assets had been held for more than 7 years. Martin . Bailey In
an earlier study put the figure at $558 billion.) Unlocking even one-half the dollars
rioted by McClung's research and taxing them at, say, a 20% rate would produce
over $20 billion in revenues for the government that It is unlikely to otherwise
receive. Furthermore, there are likely to be even greater tax gains from locked-in
real estate holdings, mineral resources and other forms of wealth."

Iit

Consider such a continuous holding for 20 years-in substance, the average
mn's entire active investment life. There the distinction is clearest between short-

term trading and very long-term investment both in consequences for the economy,
admiaistrative workablity Aod in individual justice. (However the same approach
can justify obmpariable tiretment for holdings for 15, 10 or A ydau wth appro-
- A ime hereto are oerpts from the Oommittee repw on the at/on of I4w omnaped In tSeld-

man's Jeiasatve Hstory. So r #a aIalon erod to mu& ev/dena, hady boon giyon the Cow-
W"Ua I w attempt to repWt Its sanllu.e ah
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priate graduations, i.e., a downward graduation of the tax with the length of the
olding period.)
The previous witnesses have told you of the problems of attracting capital zur,

aggregation in big enterprises. To some of the public whose political opinion has
to be taken into account, capital gains relate only to high flyers on the Stock
Exchange seeking tax shelters and loopholes. To mitigate I'd like to emphasize
that far more capital is invested In simpler activities of the average American
than Is represented by the Stock Exchange lists and it is equally entitled to your
attention. Vital as are the organized exchange and investment mechanisms to
the momentum of industry and furnishing obs, it clears emotional prejudices
to think first of the kind of capital property outside of the exchanges in which the
average American invests and keeps his savings for most of his life (after, of
course, he has first paid taxes on his earned income to acquire capital for the
investment).

A few types cover the majority of properties in which the quiet American has
always invested his savings in the hope that the investment of his already taxed
earned income will ultimately near the end of his life produce a lump sum of
Capital.

Looking at them first should disabuse any resumption that consideration for
very long term investors Is only to help the rich. In each case, ask first whether it
stqms 'just" to those investors that they should for 20 years of risk have togive
up as much as a possible half of the 20-year appreciation of the value of their
asset, whether including or excluding the factor of unprecedented inflation-would
It seem "just" enough so they would invest again? (So far as inflation is concerned
so much evidence has already been given the Committee that I will not attempt to
repeat its significance.)

Then ask whether being "locked-in" as they say and hesitant to pay such a
large tax to liquidate investment such an Investor will feel free to change his In-
vestment as he should change It in the changing circumstances of his later lfe
when he needs higher income return.

More importantly for the sale of the whole economy of the whole country,
then ask whether a 50% rate, a 35% rate or even a 25% rate would be an adequate
inducement for another new investor to start today, Investing in the same kind of
property, to undertake a similar 20-year service to the community and creation of
jobs for others each one of his predecessor Investors has undoubtedly performed.

:member investors now near completion of 20 years of investment started
commonly asmming a capital gains tax rate lower than today's.

Case one.-Fifteen years ago a farmer bought his farm out of his own pre-tax
earnings or from an inheritance which had to originate from tax paid earned in-
come or from estate tax paid. We have tried hard to maintain this individual
farmer for the social value of rural population. He holds on and adds to his farm.
Now he can hardly farm it himself; his sons go to the city; he can't find young
labor. Costs rise through taxes and Inflation of equipment and materials to com-
pete with commercial farming. Five years from now he will give up and sell to a
commercial farmer.

After twenty years of risking his time and his only asset do you think it seems
fair to him to take away half the value of the land he improved with his labor over
so many years? Would you think his paying half his inflated gain in taxes an
inducement for others to buy another farm to work alone?

Case ttwo.-Fifteen years ago a family buys a home on the 20 year FHA mort-
gage. Five years from now the children will leave home; the mortgage will be paid
off and the parents retired, with little nest egg after paying the children's -ay
through college. For any reason the parents will then want to sell. Without capital
gains taxation a young family shifting homes every three or four years could re-
invest in ownership of a new home. But old parents can't afford to sell their 20
year investment In their home and buy and keep another home. Instead, they
need to turn their 20-year mortgage free capital asset into income to pa,. rent on an
apartment and to make up the reduction of their earned Income. With all your
allowances for the aged in such a case do you think It seems fair to them to take
away a substantial part of the value of the house they maintained for 20 years?

Case three.-Fifteen years ago that national hero, a venturesome man, bet all
his savings to date, already tax-paid as earned income, on his burning Idea-like
David Packard and Bill Ur of our time or Henry Ford and Orville Wright when
there were no taxes. For further capital he took the debtor's risk of borrowing
from friends or a bank, Few of these individual venturers make gooo on theirrisk without joining with them other risk-takers. ftt the natlo 'a b-v

lifeblood depends on their keeping coming. It takes St least $10,000 orth of such
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investment to create each significant new earning job. But hundreds of venturers
take the risk-the big technological industries like the automobile.and the air.
plane are really assemblers from small suppliers of such investors. And from their
experiments come a large part of the ideas to improve American technology.

For fifteen years such a risk-taking enterpriser beats the ups-and-downs of the
business cycle and better capitalized competition and creates something new for
the economy to make jobs in new industries when old industries rot off.

Five years from now, after 20 years of persistence he may realize a capital gain
bunched in one year by selling to another business or "going public." The sig-
nificance of this case is that we're beyond whether he thinks it "just" that he
give up 50% or even 25% of a capital gain a goodly portion of which may be due
to the reduction in the purchasing power of the dollar. The important question
about this kind of indispensable man is whether you think that at a 50%, 35%
or even a 25% rate in an inflating world, there will be enough new men like him
to begin now to risk 20 years of ulceis to provide new jobs for old?

Case four.-Fifteen years ago a doctor or a lawyer had saved from tax-paid
earned income or a tax-paid inheritance $1,000, $10,000, or $50,000. Against an
old age, for which a professional usually has little or no retirement income, he
invests in equities, i.e., stocks not bonds. Possibly he stakes the one-man venturer
wrs just talked about, and he holds on at a lower rate of annual return than he
cood get from bonds or savings banks in the hope of an ultimate better capital
gain. On the average, he has an even chance not to lose; but if five years later he
has to sell out at a loss there probably won't be enough years left in his life to take
up his full deduction of $1,000 a year against his capital loss. In the meantime,
however, his risk money with that of others is creating jobs.

This is exactly how most new and competitive American graseroot businesses
start before big capital becomes interested. At increasing capital tax rates do you
think from now on there will be more small investors taking the chance that they
took until three years ago? The market isn't saying so. If anything, the small
investor is only lending on debt securities not buying stock equities. The mutual
funds market redeeming investors in stocks is now successfully interesting in-
vestors in bonds.

Case five.-On this last example you have already finally given some relief in
seven-year averaging but the principle still holds for a 20 year Investment. An
employee buys stock of a forward-looking corporation under a plan to hold to
retirement In 20 years. To ensure itself loyalty and morale the employer helped
and subtly encouraged the employee's investment. Sears, Roebuck is an example-
it is in large part owned by its employees. If it is a growth company like Sears,
Roebuck the employee will on 20-year retirement probably sell his stock to get
income. If the company prospers, among other reasons because of the loyal pro-
ductiveness of similarly situated employee-stockholders, the employee's realization
can be a substantial capital gain. In the Sears case, It is very substantial.

If an employee retiring after 20 years has 'to give up even his partly averaged
property gain at 50, 35, or 25% of his appreciation-are such socially desirable
plans going to attract new employees to stick on the job down the long road of
20 years like his Japanese employee-competitor rather than keep their wages
uninvested in the equity and stability of the business tbey stick with?

Of course, we finally meet the kind of big investment needed to build steel mills,
industrial plants and mines. Since their earnings cyclically fluctuate'too heavy
fixed charts can be dangerous to the big ones as to the little man starting a parts
b!qinems. They too need ejuify money. It used to come to them through the small
individual investor into the stock market. Then, when he was told he needed
professional management, the average American contributed his equity through
mutual stock funds.

But he isn't doing that today. There may be many reasons why. But certainly
one reason is that a rising capital gain rate in an uncertain economy does not make
equity investment attractive.

In the stock market, it has been estimated there are now comparatively few
very long term investors. One good guess is that 70%, not 50%, of today's ex-
change volume is trading by so-call institutional investors, pension funds, chari-
table endowments and insurance companies, some of whom pay no capital gains
taxes for good reasons of public policy. Being shrewd investors, they are spldom
20, 15 or 10 year continuous holders. They trade in and out on certainly shorter
than; Ave-year market swings and establish a useful new tax base. Among them,
there will be fewer 29 year, 10 year, or 15 year large investors than smaller In-
vetors to benplt from verylong gain tax modifcation.
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But it Is the readiness of all these kinds of Americans to risk their savings as
equity capital investment that has, along with superior natural resources we are
just beginning to understand we no longer possess, developed this country's
economy under a free economic system to our past state of social content and
stability and competitive effectiveness against the foreigner. Home ownership,
individual farm ownership, owner-management of business, employee partial.
pation in business ownership, and long time holdings by investors of any kind
are the real producers of the earned income jobs at superior American wages
on which our workers live and from which all our advanced social services are
funded.

As past Chairman Casey of the SEC has been saying, now that we have given
away all our other competitive assets, the only superior competitive aqset we have
left for international competition is our capital market, i.e., the willingness of our
people to invest in long term equities while the Japanese and German investment
is still owned and directed by their banks not their public and the Frenchman may
still be keeping his savings in gold under his mattress.

Having looked at the problem of the small very long term Investor let us now
fact squarely a possible feeling that although you want to help the small long
term Investor, you don't want similarly to help the big very long term investor
or maybe your public does not want to. This although he performs perhaps more
significantly the same service to the economy in the provision of jobs; and although
it will be self-defeating economy-wise and administratively to try to distinguish
between small and large.

But it may make you feel ess worse to treat them all the same If you think,
about the stability of the economy.

Long time smali investors usually reach a point where they have to liquidate
at some point in their lifetime; large investors are usually not under such com-
pulsion and liquidate only after long conbideration.

As the Treasury's tax experience ahows, with a broad, diversified portfolio
professionally managed, a very wealthy individual or a wealthy institution,
foundation, pension fund, or mutual public fund, has opportunities for great
timing advantages in offsetting aganst capital gains contributions, shelters, and
above all capital losses taken In different years from capital gains. A taxpayer of
moderate means who has to use his time and attention to live does not have th~se
opportunities. His capital assets are in a few properties, his farm, his business
his home, his savings bank, a few, securities; he can neither offset capital losses
against his earned income nor sit before the ticker to give Investments hour-by-
hour attention.

For both its stability apd mobility therefore the, economy needs a very long
titne capital gains tax encouragement to induce the large investor both to hold on
nt the right time and to liquidate at the right time.

IV

Beyond immediate capital contribution, very long term investment by small or
large investors meets a serious need in our economy at this stage of concentrating
economic power.

It meets a need to encourage continuing owner-management and substantial
stability of stock ownership in both owners and employees to ensure businesses
reasonable stability of management and employee mare. By and large, business
is run more efficiently and employment is more stable the closer ownership is
tied to both management and employees-rather than to street-name stock,
grey for proxy houses hunting mergers The best protection for successful American

usinesses to avoid the jarring experiences of year-by-year attempts at takeover
mergers is substantial ver ong term investment by owner-management and
employees. Employee long-holding stockholders have the production incentive of
feeling that in working for secure employers, they are working securely for them-
selves.

Another social problem of no little significance related to the treatment of
capital gains to justify encouraging the average investor to invest his capital
long term In equities, Is the threat of disappearance of the so-called free-auction
market on the stock exchanges. It is estimated that perhpas 70% of the New
York Stock Exchange volume today is the concentrated activity of so-called
institutional investors, e.i., mutual funds, pension funds, charitable endowments,
insurance companies seeking mainly at the same time the same kind of oppor-
tunities and thus tending to buy and sell together on "good" or "bad" news.
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In the next 10 years under continuing conditions, you could project that 70%

Into nearly 100% of such concentration. That could bring the financial and there-
fore the industrial decisions of the entire country under the potential total control
of a-few decision makers--that would, in turn, bring certain political radicalism.

Apart from such concentrated power over broader economic decisions, concen-
trated buying and selling huge amounts of already accumulated capital could be
far more dangerous to the economy than the stock exchange pools that were
outlawed by the securities legislation creating the SEC. It could have the same
depression effect as happened in 1931 and 1932 on individual enterprises and employ-
ment, bank loans for industry, and on banks themselves lending on securities

C collateral.
V

Suing up to apply taxation "principles" to economic and political realities:
The capital gains tax is a tax on the net gains realized by the taxpayer from

the sales of capi assets in a taxable year. The capital assets sold may have been
bought many years earlier. The net realized capital gains in any year does not
measure the increase in the taxpayer's net worth, but only the net gain on the
capital assets sold during the year. It is possible that the taxpayer may have a
substantial decrease in his net worth in a year in which he has taken net capital
gains and conversely that he may have a substantial increase in his net worth in a
year In which he has taken net capital losses.

When a gain is approximately only the length of the present short term gain,
it is politically understandable why the public cannot appreciate the difference
and why administrators have difficulty.

But when we come to truly longer term capital gains, i.e., 20, 15, 10, 5 years
old, factors are involved that have little bearing on short term capital gains.
There is the secular trend towards inflation and the depreciation of the purchasing
power of the dollar over the long term. For all but a few exceptional cases, there
is bunching in one taxable year of capital gains gradually built up over many
years.

There is the problem of not penalizing the investor and the nation for the
investor's willingness to accept smaller current yields on his investments than he
could secure on triple A bonds and for his willingness to accept the risks of staying
with a good investment through periods of declining as well as rising earnings.

Depriving the investor of a substantial part of capital gains built up over the
years may cause the investor to prefer bonds over stocks and make equity financ-
ing by American business increasingly difficult: The strength and resourcefulness
of American business enterprise may be seriously impaired by having to finance
growth and expansion by an excessive reliance on debt financing.

High taxes on long term gains may cause many long term investors to become
short term traders in their effort to ride up but not down with the market. This
will increase the floating supply of stocks overhanging the market in periods of
decline thereby accentuating and prolonging market declines and their effect on
business and employment. Certainly, this has been the case with many mutual
funds excessively concerned with their short term performance.

Although corporate management of both our great and small business enter-
prises must have a sense of responsibility to all stockholders and employees,
management in turn needs the support of a substantial body of long term stock-
holders and employees concerned with the long term standing, strength and suc-
cess of the company.

It should also be remembered that the capital gains tax affects not only those
who invest in the list securities of our larger corporations but many more moderate-
sized and small corporations which are owned and ru .yIv a few individuals who
started their businesses by leaving most of their prv, ;A in them. As stated by
Richard D. Turner in the July 1971 issue of the Ar,can Bar Journal:"..
small business represents a livelihood for approximately 60% of the population
and accounts for more than 40% of the business activity in the United States."

While a capital gains tax may operate more or less harshly in particular situa-
tions, the tax obviously cannot be tailored to each individual case. But the
various considerations referred to, however, do suggest that the tax on very long

/
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term capital gains should be graduated downward. That is, the longer the capital
asset has been held, the less should be the applicable effective rate of the capital
gains tax.

It is therefore suggested the Committee consider the schedule herein earlier
sketched out as an Idea for an extension, fitted to the needs of the United States
in 1973, of the 1934 Committee's pre-War appreciation of the economic and social
benefits of a very long capital gain tax category.

In relation to other parts and purposes of the tax law, the idea may take much
technical working out in detail. But fundamentally Its approach seems the sound
principle for the new economy ahead.

SEC. 117. CAPITAL GAINS AND LOSSES.
(a) General Rule.-In the case of a taxpayer, other than' a corporation, only

the following percentages of the gain or loss recognized upon the sale or exchange
of a capital asset shall be taken into account in computing net income:

100 per centum if the capital asset has been held for not-more than 1 year;
80 per centum if the capital asset has been held for more than 1 year but not

for more than 2 years;
60 per centum'if the capital asset has been held for more than 2 years but not

for more than 5 years;
1 40 per centum if the capital asset has been held for more than 5 years but not

for more than 10 years;
30 per centum if the capital asset has been held for more 10 years.

COMMITIrZ REPORTS

Report-Ways and Means Subcommittee (73d Cong., 2d Sess., H. Rept.
Dec. 4, 1933).-Substantially as reported by Ways and Means Committee.
(p. 5-6)

Report-Ways and Means Committee (73d Cong., 2d Sess. H. Rept. 704).-
Existing law provides in section 101 for a special treatment of the gains and losses
resulting from the sale of capital assets held over 2 years. The tax on gaints,on
such sales is limited to 12% percent, with a-corresponding limitation in case of
losses. In the case of assets held less than 2 years the gais are taxed in full and
the losses allowed in full except In the case of stocks and bonds, losses from which
are limited under section 23(r).

Our present system has the following defects:
First. It produces an unstable revenue-large receipts in prosperous years, low

receipts in depression years.
Second. In many instances, the capital-gains tax is imposed on the mere in-

crease in monetary value resulting from the depreciation of the dollar instead of
on a real increase in value.

Third. Taxpayers take their loss within the 2-year period and get the benefit
therefrom, and delay taking gains until the 2-year period has expired thereby
reducing their taxes.

Fourth. The relief afforded in the case of transactions of more than 2 years is
inequitable. It gives relief only to the larger taxpayers with net incomes of over
$16000

Fifth. In some instances, normal business transactions are still prevented on
account of the tax.

Your committee has examined the British system, which disregards the gains
and losses for income-tax purposes. The stability of the British revenue over the
last 11 years is In marked contrast to the instability of our own. In that period the
maximum British revenue was only 35 percent above the minimum, while in our
own case the percentage of variation was 280 percent.

Your committee however, has been unable to reach the conclusion that we
should adopt the british system. It is deemed wiser to attempt a step In this
direction without letting capital gains go entirely untaxed. Your commIttee rec-
ommends the following plan:
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First. To measure the gain or loss from the sale of property by an individual
according to the length of time he has held the property, only the following
percentages of the recognized gain or loss are taken into account for tax purposes:

One hundred percent if the capital asset has been held for not more than 1
year;

Eighty percent if the capital asset has been held for more than 1 year but not
more than 2 years;

Sixty percent if the capital asset has been held for more than 2 years bat not
more than 5 years; and

Forty percent if the capital asset has been held for more than 5 years. (p. 9-10).
It is .believed that the adoption of this plan (see sec. 117 of the bill) will result

in much greater stability in revenue, will give all taxpayers equal treatment, will
encourage normal business transactions, and will yield substantially greater rev-
enue. The method proposed is safe from a revenue standpoint, inasmuch as capital
losses cannot be used to reduce ordinary Income, while gains are taxed in full
or in part in proportion to the time for which the property has been held. The
existing method which has been in force since 1921 can be defended only on the
groundof expediency. (p. 10).

Section 117. Capital gains and losses: This section provides for the new treat-
ment of capital gains and losses already described in general terns under item (3)
of the first part of this report. It should be borne in mind that this new treat-
ment supersedes the 12%I percent capital gain and loss system of present law, as
well as the system of limiting short-term losses to the amount of short-term
gains as provided for under section 23 (r), (s), and (t) of the Revenue Act of 1932.

The following propositions kre essential to the consideration of the new
treatment:

1. The determination of the amount of gain or loss from each sale or exchange
of property, the recognition of such gain orloss, and the basis for determining gain
and loss, are all provided for in sections 111, 112, and 113 of the bill. These sec-
tions correspond to the same numbered sections of existing law.

2. Section 117 of the bill deals with the manner of taking into account in com-
puting net income these gains and losses which have been determined under
section 111 and have been recognized under section 112.

3. Subsection (a) provides for all taxpayers, other than corporations, a series
of percentages which must be used in arriving at the amount of the recognized
gain or loss which shall be taken into account in computing net income. The
theory is that the gatn or loss should be somewhat reduced in proportion to the.
time for which the capital asset has been held. (p. 30-31).

To illustrate the application of the new capital gain-and-loss system in the case
of an individual, the following example is given:

Gain Loss
Gain Loss taken taken

recg- recg-Into Into
account account

under under Percent under under
Item sec. 112 sec. 112 Time held applicablo sec. 117 sec. 117

Corporate stock ............. $5,000 ............ mo ............... 100 $5,000Bonds ................................. -- - - - - -y ............ so ............ W. .
Government bonds .......... 1,000 ....... .- 2 yrs. ............ 6 600 ............
Real estate ............................ 000 6yrs .......... ........... 1,200
Short sales ................. 2,000 ........................... 100 2,000 ............

Total .................................. ! ................................... 7.600 4.400

In the above case, the taxpayer would include in gross income subject to tax
$7,600 in gains and be allowed to deduct $1,400 of losses. The net increase in his
Income will, therefore, be $3,200. If, however, in another case, the total shown in the
last column of the example had been $7,600- (loss) and the total in the preceding
column, $4,400 (gain) then the taxpayer would be allowed to deduct from his
gross income only $4 ,00 out of his $7,600 of losses. Practically speaking, in such
a case the gains and losses would, therefore, have no effect on the tax paid by the
taxpayer. (p. 31-32).

Report-Senate Finance Committee (73d Cong., 2d Sees., S. Rept. 553).-
Your committee concurs in the general features of the plan proposed by the
House bill, but believes a few modifications should be made therein. Reference
to section 117 of the bill dealing with capital gains and losses will reveal the
following changes in respect to the House bill.
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First, and additional bracket is added to the schedule providing for the per-
centages of gains or losses to be taken into account in computing net Income.
This additional bracket provides for taking into account 30 percent of the gain or
loss if the asset has been held for over 10 years. Under the House bill 40 percent

- of the gain or loss was taken into account in the case of assets held for more
than 5 years. It is believed this change is proper in order that normal business
transactions may not be prevented and in order that long-term losses may not
eliminate from tax speculative short-term gains. Moreover, as far. as the 30-
percent rate on gains Is concerned, the use of this rate cannot reduce the tax
by more than 70 percent. Under existing law the 12%-percent rate may bring
about a tax reduction as great as 80 percent. (p. 12)

Substantially increased revenues are expected from this new system of treat-
ing capital gains and losses. The changes made are either to prevent tax avoid-
ance or to bring about greater equity. No consequential amount of revenue is
lost by these changes. It should be noted that all persons other than corporations
are affected by the percentage brackets, including individuals, partnerships, and
trusts. (p. 13).

Report--Congerence Committee (73d Cong 2d Ses., H. Rept. 1335).
Amendment no. 65: The House bill provided that (except in the case of corpora-
tions) only 40 percent of the recognized gain or loss from the sale or exchange
of a capital asset should be taken into account in computing net income if the
asset had been held for more than 5 years. The Senate amendment provides for 30
percent if the asset has been held for more than 10 years. The House recedes.
(p. 22)

CONGRESSIONAL DISCUSSION

Discussion-House (Cong. Rec. Vol. 78).-On capital gains and losses, in
general. (p. 2510 2512 2789)

MR. SAMUEL h. HILL. * * * what we have aimed at and what we think we
have succeeded in accomplishing is a smoother gradation in the matter of rec-
ognized gains and losses on capital investment, so that there is not that great
jump from taxing 100 percent of such gain if held for 2 years or less and only
124 percent of such gain if it is held for more than 2 years. * * * (p. 2663)

Mr. CooPEr of Tennessee. * * * Under existing law there are only two types of
capital gains and losses treated under the income tax law. We will consider for a
moment a capital gain-or-loss transaction. If the asset has been held for less than 2
years it is treated in full as ordinary income. The full amount is taken by way of
tax on the gain and a full amount given by way of loss on the loss sustained. But it
the asset is held over 2 years there is a rate of 12}4 percent applied to the capital
gain or the capitai los. This simply means that many wealthy taxpayers of this
country dispose of'their capital assets in order to get the benefit of the loss by
selling jiut before the 2-year period expires and the gain by selling just over the
2-year period. Your committee, after giving most thoughtful attention to the
subject, decided that there should be a further extension or division of the period of
time within which treatment should be given to these capital gains or losses.
(p. 2789)

Discussion-Serate (Cong. Rc. Vol. 76).-Rejected amendment to tax gains
or loss on basis of five times additional tax from one-fifth of profit in case of
property held for five years, etc. (p. 6099-103, 6170-87)

MR. IARRISON. * * * Profits from sales of property cannot fairly be subjected to
the same graduated rates which are applicable to other types of income, because of
the fact that the gain realized by a sale in a particularyear often represents a
profit which has accrued over a number of years. The bill represents a great ad-
vance over the existing law in providing that the amount of capital gains or capital
losses to be taken into account shall depend upon the length of time that the
property sold has been held. For example, if the property sold has been held for
2 to 5 years, 60 percent of the gain or loss is to be taken into account in computing
net income. Senators will recall that now the period is 2 years. If the property has
been held for more than 10 years, 30 percent of the gain or loss is to be taken into
account. These provisions give a proper recognition to the length of time during
which the profit or loss has accrued, while at the same time the capital gain or loss
which is taken into account is subjected to the graduated surtax rates. In our
opinion these provisions are a notable improvement over existing law, which
subjects any gain from the sale of property held over 2 years to a fiat 123/4percent
tax. We estimate. that $30,000,000 additional revenue will be secured by these
provisions. They are certainly a simplification. I may say, in that connection, that
while there is no capital gain and loss tax in England, while we retain these pro-
visions, they have a tendency toward simplification. (p. 5846)
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MR. BLACK. Then what Is the reason advanced as to why the entire gain should

not be taxed if the asset has been held more than 2 years?
Mr. REED. Because presumably the entire profit has not been realized in the

last year; presumably the asset increased or decreased in value at a fairly uniform

rate while It was being held. That is the theory.

Mr. REED. I do not think it is a question so much of encouraging or discour-

aging the transaction in the case of the short-term profit, but the philosophy Is

that a speculative profit from a purchase last week and a sale this week is not in

any sense an investment transaction. A man engaged in that kind of dealing is

trading in property in order to obtain a speculative income out of it, just as dealer

on the New York Stock Exchange will buy and sell thousands of shares in a day

and wind up all even, so far as shares go, but with a money profit. That is income

in every sense of the word, whereas in the case of a man who bought a dwelling

house to live in 20 years ago, who sells it now for some reason-perhaps because

he has to-if he makes a gain, he is not making a speculative gain in any sense.

The transaction was not entered Into for profit at all. To clap on that man a very

high surtax rate, as if that were a constant investment income coming to him,
would be the height of In'ustice. (p. 6171-2)Mr. GEORGE. , * N ow we have this proposition, and this is the philosophy

and the reasoning under this provision. If we are not going to allow the tax payers

the benefit of capital losses, how may we in equity tax his capital gain? The bill

undertakes to soften the tax on the capital gain. Bear in mind, we have taken

away from him his losses, we have disallowed his losses except for the one year

upon the same business in whcih he had the gain, and yet we hold him to his

capital gain for the first year, 100 percent of the gain, and then we graduate it

downward depending upon the length of time he has held the particular asset.

(p. 6174)

Senator BENTSEN. Our next witness is Mr. Harry Kahn. Come

forward, please.

STATEMENT OF HARRY KAHN, NEUBERGER & BEEMAN

Mr. KAHN. Mr. Chairman, Senator Bennett, my name is Harry

Kahn; I am a partner of Neuberger and Berman, a member firm of

the New York Stock Exchange. The views I express today are my own

and my own only and are not intended to represent the views of my

29 other partners. In spite of the number, we are a strong small firm

without branch offices and confine ourselves to a relatively small

range of activities; that is, no underwriting nor commodity business.

As background of my own qualifications, I have handled funds on a

discretionary basis for many years; from 1960 into 1963 1 was research

partner of a major retail brokerage house, Bache and Co., and in the

days of Presidents Roosevelt and Truman, I served as an economist
in a number of Government departments; State, Treasury, the Mar-

shall Plan, among others.
I do not wish to repeat what you have already read and heard. The

articles in both Fortune and Business Week, the testimony you have

already received from the heads of the exchanges, the speech of James

Roche, and much of the other testimony you have already received

certainly illuminates the problems of maintaining a broad free market

and the maintenance of a system designed to permit the raising of

risk capital by the small and the middle-sized firms.
Parenthetically, I should say that I wrote a short piece along the

same lines which was printed in the NYSE magazine exchange back

in May. I submit a copy of it as more background.
Senator BENTszN. It will be included in the record.
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Mr. K&N. But to get right to the point, what can be done to make
things better?

I do not believe that things will right themselves by the passage of
time and I am not sure that the remedies already suggested to you go
far enough to resolve these problems. The remedies already submitted
"to you include:

(1) Full disclosure of the activities of major banks and other in-
stitutions handling the billions of dollars of pension, institutional, and
individual accounts; •

(2) Limitations on the size of their holdings and limitations on the
pace of their selling decisions;

13) Changes in the tax structure to help the small investor.
would support and second all of these useful and timely sugges-

tions, particularly the second one.
Full disclosure is an important and useful first step. If the public

could see from quarter-to-quarter what each bank another financial
institution is doing in the handling of the funds under its control, it
would be most helpful. Publicity instead of secrecy, results instead of
guessing, would be most desirable.

But I believe disclosure is only a first step. I would favor putting
limitations on the size of the money handled and the percentage in
any one company that any one investor can hold as two necessary
second steps. I

What seems of primary importance is. to prevent too few people
from making too many giant financial decisions. Investors should
be given two cutoff points-both the amount of money they can
handle (safeguarding this in every way against holding company
devices that might be created), and the amount of money and/or
the percentage of total stock outstanding that any institution can put
into any one stock.

In the tax field, I would like to second a proposal made by Henry
Kohn, a New York lawyer, which appeared in the New York Times
on August 27 of this year. The gist of it applying to small companies
is: To change the Federal tax law so that a person buying and selling
a publicly traded stock issue would receive material tax benefits on
the sale if the stock either appreciated in value or if it declines.

I should say here, he was concentrating, and I am concentrating
here, on small companies, not the huge ones, and while I append his
entire remarks and enclose the letter, I would like to point out that
he is referring to publicly traded companies with stock selling below
20 at the time of purchase, and with gross revenues under $15 million.

Congress could provide that if a person buys and sells a stock in
that category within a 5-year period beginning, say, January 1, 1974,
any realized long-term capital gains would be divided by five instead
of by-two-before applying the regular tax rate, and in the case of
shoft-term gains, consider only one-half of the gains before adding
them to other income..

In the event of a loss, permit losses to be deducted from ordinary
income limited to $25,000 in any one stock issue, and a maximum of
$100,000 over the 5-year period.

Now, clearly this is Mimply illustrative, and it is a suggestion, and
you are going to hear many more suggestions, but it does illuminate
an area which I think could be explored and refined.
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I would like to develop-
Senator BNTSEN. Tell me again, as you read your prepared

statement, what was the categorization of the company?
Mr. KAHN. A company which would be selling -below 20 at the

time of purchase.
Senator BENTSEN. You mean the price would be below 20?
Mr. KAHN. A price, a small company selling at a low price.
Senator BZNTSEN. What difference does that make?
Mr. KAHN. With gross revenues under $15 million.
Senator BENTSEN. I understand that kind of limitation, but what

differences does it make about selling below a price?
Mr. KAHN. I think you are right, I think that is out. It should be

the gross revenues and not the price, I agree.
I would like to develop the second theme and one other which I

believe the committee should explore as perhaps more significant
ways of getting at these difficult maladjustments in our financial
society.

The problem remains that major institutions-banks, insurance,
et cetera-by the various nature of their operations, concentrate their
purchasing into too few companies with too few people making invest-
ment decisions.

A recent list sent out by a major company to its portfolio executives
consisted of stocks to be recommended to their clients; it was a good
list of fine companies. But there were only 32 names on it. Now in-
stitutional portfolio executives are required to confine, for the most
part, their suggestions to an approved list and institutions, for pur-
poses of convenience, ease of handling, supervision of portfolios,
prevention of major investment blunders, et cetera, will try to limit
such lists. The result is that by the very nature of their operations,
large institutions tend to freeze out of investment consideration the
many, many middle and small companies which may be worthy ofinvestment but are a nuisance or bother or statistical anomaly for the
institution's investment operation. The impact of this knowledge is
very serious in its repercussions.

We, for example, as a small brokerage house trying to do our best
for our individual clients, have to follow, to a large degree, the same
formula. The old saying "If you can't lick them, join them" holds.

Once in a while a situation becomes so overwhelmingly attractive
that a chance can be taken but now, for the first time in my invest-
ment experience, I must say to myself each time I buy a stock for a
client not only "Has this investment merit?" but "Is it likely that
major institutional investors will be interested in this investment?"
That is why so many good companies with good prospects are selling
at such low multiples and this is why the underwriting of new issues
has come to such a halt.

I would say there, departing from my statement, that I handle
upwards of $60 million of individual clients, and I have learned that
it is extremely difficult for me these days to buy small companies for
them because they have become so sensitive about being stuck with
the so-called small company that if you make a mistake in a small,
purchase of a small company, the client really is most concerned. if
you buy Exxon or IBM and it goes down, everyone is perfectly
satisfied .
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Senator BENTSEN. It is the Government's fault then.aughter.]

r. KAHN Or whatever. But it really is, this is a big change, and
it is a big change in the last 10 years. .

I simply say that by the very size of the money to be disposed of
and the necessity to control such operations properly, diversity in
investment judgment, individuality in investment decisionmaking,
and decisionmaking for the right reasons are hampered or prevented.

Perhaps institutions can find ways to break down their own opera-
tions into segments, completely decentralized, with separate analysts
and separate investment decisions by many more individuals. This
might include research on the number of people in institutions who
make final decisions as to security selection and how these people
go about getting their information.

To what degree do institutions automatically exclude investing in
companies of small size? And what is defined as small? $300 million
in sales, or more?

I cannot answer these questions, but I believe the committee will
discover that the trend toward untoward concentration, in our finan-
cial society continues.My other recommendation is to consider creating a new Govern-
ment agency to purchase securities both of corporations seeking more
equity capital for expansion purposes through underwriting and of
corporations whose stocks are now so low in our current two-tier
market that without new major sources of investment they are
currently prevented from expanding or developing their activities.

This recommendation is designed to fill the gap which now exists
because the private underwriters are either unable or unwilling tohelp small- and middle-size firms to raise sufficient equity capital.

Again departing from my statement, obviously that is not politically
feasible or attractive at the moment when the stock market is rising
and people are less worried and so forth. Nevertheless, I think it

should be considered now as something which could be a standby
or a plan at future bad times.

Precedent for such activity would be the Japanese effort in the
1960's to bolster their securities markets after a great downturn and
our own effort to help business in the early 1930's-the Reconstruction
Finance Corporation. The' uccOSS, too of the Comsat Corp. as a
mixed Government-private operation is also another most successful
example of how Government can help business to help itself.

Since the Japanese experience is the most relevant, let me say a
few words about it.

There was a boom in Japanese securities in the 1959-61 period.
This was followed br a long decline which lasted for several years
into 1964. It was serious and there was at least one major securities
company liquidation.

In 1964, a mixed group of private and public institutions consisting
of 12 Japanese city banks, the Industrial Bank, the Long Term Credit
Bank, and four large securities companies, founded the Japan Joint
Securities Co. Later on this company also borrowed funds from the
Bank of Japan. The Japan Joint Securities Co.'s main purpose was to
buy deprmsed securities. It was not permitted to buy more than 10
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percent of any one single issue. During 194 and 1965, it bought 189
billion yens' worth of stocks-190 different issues.

These stocks were held and gradually sold over the next several
years. By 1969, the Japan Joint Securities Co. was virtually out of
business. In 1970 it was dissolved after distributing modest profits
on its operation.

Senator BzNTSEN. I would have to say that with respect to a govern-
C ment agency that dissolves itself, the East is different from the West.

I have always heard that the nearest thing to immortality on Earth
was a temporary government agency.

Mr. KAHN. As one who worked for the Marshall Plan, I am aware of
that.

Senator BzNz Tr. Mr. Chairman, the witness has mentioned the
RFC. As a member of the Banking Committee Iparticipa
dismemberment of the final elimination of the RFC.

Mr. KAim. Perhaps if we had more of them and more clearly
planned that they would be temporary, it could be done more often.

At any, rate, part of these were used for public purposes connected
with banking and securities, but in its hour of crisis in part of 1964,
the Japan Joint Securities Co. was virtually the only buyer.

Now, let us assume, for example that Congr were to pass an
act creating a $2 billion corporation designed to help small and middle-
sized firms raise equity capital. Such a corporation could be required
either to purchase on its own, were no private investors willing to do
so, or to operate on a matching or some equivalent basis with private
underwriters and private capital.

Without having done extensive research on the subject, it seems
clear to me that many well-run companies now unable to tap the cap-
ital markets would find the way much easier. The result on the success
side would be a sharply higher degree of new underwriting now almost
nonexistent and perhaps a major break or turn in the current trend
toward concentration in American corporate life and American
decisionmakin.

I point out that my firm has no underwriting so I have no personalaxto grind here.
With the strong shoulder of a Government corporation and major

funds available, many small, middle-sized, and even large investors
would be more venturesome and more willing to risk capital in equity
projects. &

Naturally, there are major risks and major pitfalls in such a project.
Unless done with great safeguards, excellent security, and excellent,
very carefully chosen personnel, such a corporation would be open to
graft, corruption, and scandal. But if we wish to make capitalism more
open and to seek more innovative companies doing new things, and
finding new ways of developing independent of the giants, this would
be a way which has already been tried in limited ways both here and
abroad and has had more success than failure.

In suggesting such a corporation, I am not recommending another
permanent agency but, rather, a new temporary one with a limited
life designed to end as soon as the underwmting markets return to a
more-normal life and as soon, as ways are found to diminish theresults
of institutional pervasiveness over the current capital market.t.



Since Senator BmteW'a very recnt, addresto the Now York Socity
of SecuAt iAnalyste, the IaB-ks e h asbIoken and Ahe mark
has returned to the upsie with vim sad vigor. Many will,. threfore,
say and feel that these problems are. m norreet " ad in, reading the
tetiwany, I sea "Ii iverat people aMticipated tis a idsald that this
is what would happen. , #

I do not feel that way. I think the program s tea ste still
vital and that al should be either instituted now or rhus,
future ozr. geneies couid be avoided by advane pnni an orwardthiuking legislation.Senator B T]iN. Well, it is an intriguing ids& you have offered

aid it is-excellent testimony.
We axe pleased to have the chairman of the full committee here this

morning &ad I would oak the chairman if he has any' questios?
The OHAIRMAN. I think it is a good statement. Thank you.
M. KAHN. Thank you, S rtor
Senator BENTsiN. Mr. Kahn, I would like, to explore one idea with

you which involves the so-called splinter groups of apAiyats, analysts
that might specialize av metal analysts or energy analysts, who ever
the same industry for different institutions.

It is my understanding that from time to, time these men gather
pedically at paos, liW- the city, Midday Club or the Recess Club.
Are you aware of. such splinter groulps of analysts?

Ur; &Iw. Yes.
Senator BENTSEN. Could you give us examples ot suh splintergroups, othei than thetal analtySta ur the eaelyg analysts?
.r. KA W ell, I am mot an hathoriby ow tb*. working d the

splinter groups, but it is my impression and understanding that mo
iua4or itastrito hy* gups, of am yStN1_sApW8aJizig in i iWI
who-have been doiz. for somae years o th*e inWAitk*" -of their
brokerage house, and who are authoritative in this field,.Th#'fid..could.
be retail trade, the metals industry, the oil industry, . ee chwaieal
industry, and so frtlb, right down the-whole list of diiereut induotAs,
aadt they twve group e such people whe uaoet, aw they will got: a top
official of a corporation in their field ard thoywil have a spemal.moot-
ing, dinner or afternoon or what, and, they will hear him.

they Wilf be very oireful that no inside information is siveau.
which would at be avaglabw to, verybody else, no new-iuformw-on
would be given, and . think that is handled carefully. But obviously
thy are goiug to get a flavor, an on, whian isgoingto be
4dvantagooua to teir unierstauding oPhcmpman . . a.

Senator BvWsmv. Theme is, ditinet potwbility if not lcbability,
th A t participating analysts will arrive eAt, as you say, a flavor or
idea that might be transmitted back with some unaniity to thE
respe4ive fiaaaaiai institutions and therefore influence the investmentdecisions?

.Mr. I AHN I think. there is a teigdency ie that direction. I think.thatthe analyst 'simore likery to want to go along with his peers tq to be,
independent because if he tells his institution to got rid of a major dug
coinpany, for example, and he thinks the others are not going to do
itl'ho is f'ealiy stepping Way out.
'enaor BENTSRN. It is much easier to conform?
Mr. KAHN. Much easier.

22-727-78-17



242"

"fSenatoi B' .TSm If they are all wrong, why there is some solace in
that and he Can point to the others making the same mistakes?

Mr, KAHN.. Same niistakes and the stock will drop a great deal the
dat they decide they are all wrong.

Sen atorBENTSEN. Do you believe there should be a limitation on
what institutions own in a single corporation?

Mr. KAHAN. I do.
C_ I also believe that the limitation should be not only in the percentage

of the stock but also in the actual value, the number of dollars the
institution should have in any one corporation so that if, for example,
an institution has an investment which has gone up to a tremendous
degree, so that from the institution's point of view it has become a
larger percentage of its own equity holdings, perhaps there should be
restrictions or suggestions that they would be automatically forced to
sell a certain percentage.

Senator BENTSEN. Are you thinking that because of the fiduciary
responsibility of the institution-

Mr. KAHN. Yes,
Senator BENTSEN. If they had a higher percentage of their assets in

one particular situation?
Mr. KAHN. Yes, I think it would be helpful both ways.
Senator BENTSE1N. Do you think we have cause for concern, do you

think we are on a subject that is of great concern to the equity market,
the continuing concentration of economic decisions in smaller and
smaller groups of people?

Mr. KAHN. I think that is a matter of very grave concern because
I do feel very strongly that there are too few people making these
decisions.

Senator BENTSEN. Mr. Kahn, I, too, am concerned about the
smaller companies not being able to go to the equity market to raise
capital to expand.

Senator Bennett?
Senator BBNNmr. Mr. Chairman, there is in Mr. Kahn's statement

something that intrigues me and I cannot quite understand what it
means. In his statement he says:

Investors should be given two out-off points-both the amount of money they
can handle (afeguadi ng this in every way against holding company devices that
might be created) and the amount of money and/or the percentage of total stock
outstanding that any institution can put Into any one stock.

We have been talking about the second and I understand it, but I
am puzzled as to how you can say to a man that "if you have a million
dollars to invest, that is too much, you cannot invest it."

Mr. KAHN. No, no, that should be amended to say institutional
investors, institutions.

Senator BEqNNETT. Well, how do you mean that an institutions
investor should be told,

You can handle up to $100 million worth of stock and then you get to be that
big, you have to stop?

Mr. KAHN. I think I would like to suggest that that is an area
that should be looked at. That at a certain point any one bank or
institution should be limited in the amount of money that they can or
should handle.
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Senator BENNETT. Then you say to the bank trust department-
Mr. KAHN. Right.
Senator BENNETT [continuing]. You can get so big and then you

have to stop.
Mr. KAHN. Then you have to stop and it should go to other banks

or other trust departments.
Senator BENNETT. So a client has to be told,
You have to divide your business. I cannot take any more of your business?
Mr. KAHN. I would favor that.
Senator BENNETT. Does that not fly in the face of the American

idea that we should all do so well that we continue to grow, we con-
tinue to expand our services?

Mr. KAHN. Well, my answer to you is, if one institution was here
and indicated that they handled about $30 billion equity capital, do
you want them to handle $60 billion? Or more?

Senator BENNETT. Well, I can see when you get out to that extreme
case, you have something to give you pause but are you going to say
$20 billion is the limit? Are you going to say to the Salt Lake Bank,
"You are small and you live in a small community so $100 million is
your limit"?

Mr. KAHN. NO, I would not do that. I would say there should be a
maximum for any one institution so there would be a cutoff point at
a certain size because I fear that you otherwise are going to have a
small group of giants and your smaller Salt Lake bank may have great
trouble in hav-ing continued investors interested in them if they
think that huge banks, because of their power and knowledge and the
fact that they can keep buying one-way stocks, are going to do so
much better for you than that smaller bank, they are not going to
give you any more money.

Senator BENNETT. Do you have any idea where you would put that
limit?

Would you chop any bank down to $1 billion, $5 billion, or would
you, if you are not going to chop them down and you say $22 billion\
is the limit, then actually you have only put a limit on one bank.
All the rest of them are free to grow as they please.

Mr. KAHN. I would say that a cutoff point perhaps of 25 percent
higher. than the present peak level would seem to me a fair maximum,
and I would think that any one institution should have a maximum
amount in that area. It would have to be determined rather thought-
fully, and not off the top of my head, but I favor a limitation, yes.

Senator BENNETT. This would be very difficult to write into law,I
think; it would be very difficult to write into law.

That is the only question I have.
Sernitor BENTSEN. Mr. Kahn, Mr. Kennedy of the Ford Foundation,

in talking to us about the prudent man rule and the responsibilities of
trustees and their exposure to personal liabilities, stated that the
prudent-man rule could be inhibiting for risk situations.

He suggested that it might be wise if a small percentage-I percent
or 2 percent of the discretionary funds of an institution-coufld have
a different criterion of investment apart from the prudent man rule.

I know that some State insurance laws have that kind of a basket
clause. Do you think that would be a progressive step or not?
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Mr. KAHN. I think it would, I would agree with that.
Senator BENNETT. It is a built-in go-go fund.
Mr. KAHN. Not quite, Senator.
Senator BENTr;?. Well, when you start putting parameters around

investments there are new companies that often fall into that clas-
6ification.

I am sure that at one time Xerox must have been a rather risky
investment.

Well, thank you very much, Mr. Kahn, for your contribution. We
ap reciate it.

Mvr. KAHN. Thank you, Senator.
IAttaclunents to Mr. Kahn's statement follows:]

APPENDIx A-As APPEARED IN "TnlE EXCHANGE';, MAY 1973

The stock market is suffering, in part, today because of an increasing concen-
tration of money and financial interest in a steadily smaller group of securities.
Here have been a number of studies showing that the rise in the stock market

last year was primarily in a very small number of major corporations--a favored
50, so to speak. In contrast to these, there has been a decline in interest In hundred
perhaps thousands of secondary companies listed on the New York and the
American stock exchanges and traded over the counter.

The large institutions handling hu e sums of money and concerned about the
welfare of their investors naturally ta e the position that they must consider their
clients first. The other side of the coin is by overconcentration in a smaller and
smaller number of investment choices, the institutions have created a situation
harmful to the American markets, the American economy and, in the long run, to
the very clients they wish to protect.

Institutions that continue this trend create an atmosphere where far too muchmay be paid for a few stock market leaders while no interest is shown in the many
other companies in our society selling at far more reasonable prices, with fat
greater income, and thus, perhaps, a far greater total return. In consequence of
this trend, many secondary companies have trouble In Interesting their employes
in stock optioli programs and, more important, have liquidity problems in de-
pressed market. This In turn limits their opportunities tQ raise eqiity thonev.

It is easy to go over the list of big companies that have been stock market
favorites and to see where money has been concentrated. These would be corn-
panics such as IBM, Merck, Xerox, Procter & Gamble, Disney and Eastman
Rodak. Each of these companies are excellent companies and it is not my intent
to disparage their competence, quality, or potential. At the same time, many are
n'w selling at multiples of 40 or 50 or even 70 times earnings. In an earlier era,
this would have been regarded as dangerous. In each case, the dividend income
is minuscule. Yet because of the leadership of major institutions in buying these
few large holdings, they have led the way to an overconcentration and, in conse-
quence, to an unfortunate trend away from the rest of the nation's securities.

It is hard to understand why institutions controlling so much money don't
branch out and study the many, many companies selling at eight to twenty times
earnings, with good prospects, good quality and decent yields. There. are an
enormous number of such companies. If institutions were to lead the way in
putting a slightly increased percent of money into such companies, it Would have
major effects. These would be a reversal of the overconcentration clearly ap.
parent in current institutional practices and a greater ability of many small and
middle-size companied to obtain capital for both epnsion and handling their
corporate relations with stockholders, employees and larger competitors. In turn'
this would probably help to turn the tide in the withdrawal of the individual
investor from the securities markets and perhaps even help offset the redemption
rate in the mutual fund industry. I

History shows the danger of following just one securities policy fashion with
too much enthusiasm. Forty years ago, major financial institutions followed a
very different investment policy than many do today. Fresh in their minds was
the grim memory of the Depression and what has happened to the growth stocks
of the Twenties-they were caught in the speculative frenzy that led to the market
debacle of 1929. Intending to avoid a repetition of that catastrophe and to seek
security for their clients, the institutions overreacted against stocks and were
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guilty _again and a of overconcentration in corporate or government bonds

of the highest quality but paying meager returns of three percent ot" less. At this
turn of the investment cycle, there were innumerable stocks of fine quality and
good earnings paying out dividends of Ave and six percent. These tended to be
avoided as too risky. If used at all, they tended to be minor percentages of thetotal Portolio...

Ahd *st 'as this strategy led to a poor overall return because of excessive
emphasis on conservation W principal, so 10 and 20 years later the institutions
concentrated in the blue chips--the steels, chemicals, autos and utilities. These
worked fine for the early investors. But those who held many of them into the
Sixties saw the wheel turn again-this time to companies in younger industries
such as electronics, drugs, computers and copying. As a result, the blue-chip
portfolios stagnated at best.

The multiples in these new glamor stocks have been going up in' these ever
since. I believe institutions should change their approach to -take advantage of
existing good values rather than play a style too long and too hard.

Is it too harsh to compare the I weu-run"conservative financial institution with
the fashion business? A new style sells well and then is explaited to death. Aren't
institutions now overconcentrating on one style---codipanies with a seeming
constant predictability of steady eamings growth-and stressing it too much?
By doing so, stocks are bid to such false values so that very slight disappoint-
ments are taken as overwhelming defeats and then the rush for liquidity is like
the rush of the lemmings over the cliff. Everyone at once and price disaster.

This is not to suggest that institutions should become more speculative or less
quality-minded. On the contrary many quality companies doing well are currently
undervalued and that this trend has been going on to such an extent that it is
time for some fresh thinking about true value in investments. The health of the
American business economy depends upon diversity rather than overconcentration.

A society in which all investment decisions tend to go more and more into too
few places may become a dangerous economic society. It implies monopoly power.
It a so creates the danger of terrible price reversals in which competitive institu-
tions all seek liquidity at the same time. But liquidity for everybody is impossible,
as economist John Maynard Keynes has pointed out. And to use his metaphor,
the game of musical chairs in which someone is left standing is not a proper game
for big institutions. On the contrary, they should be more concerned with finding
hidden values in the many big but not giant companies that currently exist.

In early 1962, the then president of the New York Stock Exchange made a
speech warning investors against too much speculation in unseasoned, inexperi-
enced companies. Eleven years later, the situation is 180 degrees different. The
time has come to warn against overinvestment in the small number of extremely
well-run American corporations at the expense of indifference to so many alterna-
tive and cheaper investments. It would be a healthy thing for the United States
and a measure of the social responsibility and maturity of major institutional
investors if they could show the leadership required by changing their approach
from the select few to the neglected many.

APPENDIX B

To BOLSTER STOCK-MARKET UNDERDOGS

To THE EDITOR: The crisis that paralyzes a significant part of the stock market
calls for legislative action. It hardly makes sense to continue only to wring our
hands and bemoan depressed prices of so many securities, and to deplore the rapid
demise of many stockbrokers, when constructive steps are within our reach.
Everyone recognizes that raising capital by selling stocks has almost dried up.
The established corporations can weather the storm, but tens of thousands of
small companies are imperiled because there is virtually no interest in stocks of
small companies. A healthy securities industry is a vital prerequisite of our system.
We can and should make it more attractive to buy the securities of relatively small
companies.

While there is more than one way to bring life back into the securities markets,
here is an approach which is simple and requires no appropriation of funds. The
stimulus is to change the Federal tax law so that a person buying and selling a
publicly traded stock Issue would receive material tax benefits on the sale if the
stock either appreciated In value or If it declined.
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It would work this way: Determine a category of stocks, which may be called
"small companies"; any publicly traded company with its stock selling below 20
at the time of purchase with gross revenues under $15 million, would qualify. The
Congress could provide that if a person buys and sells a stock in that category
within a five-year period beginning, say, Jan. 1, 1974, any realized long-term
capital gains would be divided by five instead of by two before applying the regular
tax rate, and in the case of short-term gains, consider only one-half of the gains
before adding them to other income. In the event of a loss, permit losses to be
deducted from ordinary income, limited to $25,000 in any one stock Issue and a
maximum of $100,000 over the five-year period.

Tax incentives in the field of small business have been helpful in the past. We
need something now which has a broader scope in order to lift so many thousands
of companies out of their stagnancy and help assure the continued viability of a
capital market which is so essential to our economic system.

This suggestion which can of course be altered in many different ways, is not
a substitute for the exercise of prudence in investing in smaller companies but
should go a long way to get our capital markets off dead center.

HENRY KAHN.
New York,'Aug. 27, 1973.
Senator BENTSEN. Thank you, gentlemen. That will conclude the

hearings at this time.
[Whereupon, at 11:30 a.m., the committee adjourned.]
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STATIDUT OF GEORGE KLINE SMITH, REPRESNTING THE AMuRicAN COUNCIb
ON CAPITAL GAiNS AND £STA.T TAI4TION

My name is George Cline Smith. I have been an economic and business con-
sultant for manyyears. I am past president of the National Association of Business
Economists and I am a member of the Board of Directors and Executive Commit-
tee of the American Council on Capital Gains and Estate Taxatiot. This statement
has been prepared and is submitted on behalf of the American Council and Its
members.

The United States is currently facing two major economic crises: Inflation and
severe shortages. Both have been well publicized, and need no documentation here.
While the causes of these crises have independent elements, there is considerable
interrelation between them. Increasing productivity and production could go a
long way toward curing both shortages and inflation.

Since Biblical times, it has been recognized that an economy cannot consume
all its production, something has to be held aside for investment. If a society eats
all its corn, there is nothing left to seed next year's crop. The United States,
through its tax policy, seems to be deliberately Ignoring this fundamental economic
truth, encouraging maximum consumption and placing one roadblock after another
in the path of investment.

Tax policy can be used to stimulate productivity and production, productivity
meaning efficient use of economic inputs such as labor andinaterial, and production
meaning total output with or without changes in productivity. The investment
tax credit has demonstrated its effectiveness in stimulating capital investment,
which is the principal source of improved productivity.

What is generally overlooked is that the basic structure of our tax system is
designed to encourage consumption at the expense of investment, and there is even
the real danger that prospective changes in tax law will increase the bias against
investment.

It should be obvious that the progressive income tax eats into potential invest-
ment by absorbing funds from those who would not spend all their income on con-
sumption. It is not my purpose to debate the progressive income tax, since it is so
thoroughly established as a part of national policy, but merely to point out that It
exists as a factor.

But on top of this tax, we have the unnecessary burden of the capital gains
tax. Some expert semanticists have managed to convey the impression that long-
term capital gains get "preferential treatment" since they are taxed at lower rates
than ordinary income. The truth is that capital gains get detrimental treatment
in the sense that they are taxed at all. Most industrialized nations have recognized
that capital gains are not income, and should not be taxed as such; the United
States stands almost alone in its policy of syphoning off private investment
capital through the gains tax.

It should therefore not surprise anyone that other industrialized nations are
outstripping the United States in economic .rowth. As I pointed out in testimony
before the House Ways and Means Committee on March 21 of this year, there
is an almost perfect correlation between high rates of fixed investment and high
growth rates. Germany, Japan stand at the top of the list in both factors; Britain
and the United States are at the bottom.

The fact that we share this dubious distinction with the British is somewhat
alarming. We are both low-investment and high-consumption economies; the
main difference is that our absolute consumption per capita is higher than the
British, because we are richer. But Britain once occupied our enviable position,
with high absolute consumption per capita relative to all other nations; today it
does not. I shudder to think that we may be following the British in this as in so
many other things. But there are signs to be read as Americans are forced to cut
back on consumption of electricity, gasoline, heating fuels, paper bags and a host
of other things once taken for granted.

In my earlier testimony for the Ways and Means Committee, I said that
material growth had become a dirty word in the minds of many people. Obvi-
ously, there are many problems caused by excessive growth rates to which we
have not made proper adjustments. But as I pointed out then, no-growth can be
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an even dirtier woed. In the six months since that statement was made we have
been forced to face up to the problem of no-growth. The paper industry is one
example; uncertainty as to the rules and costs of pollution control, among other
factors, has almost stopped the addition of new capacity, with present and
prospective shortages of bags, boxes and printing paper. Some 40 million acres
of agricultural land have been released for crop use, but production of fertilizer
and farm equipment is at capacity ceilings already-resulting in continued infla-
tionary pressure in the sensitive food sector. Many other examples could be cited.
The important point is that many of our current problems could be cured, or at
least eased, by increased capacity.

In our economy, private fixed investment is critical to capacity growth, and
the tax structure is critical to such investment. Our present tax structure, with
its combination of progressive income tax rates, double taxation of distributed
profits, and" "preferential" treatment of capital gains gives considerable encourage-
ment to the retention of corporate earnings.%

How important are retained earnings? According to the Federal Trade Com-
mission figures, retained earnings of manufacturing corporations in the period
1966-1971 totalled $99 billion. Over the same period, net property, plant and
equipment of these corporations increased by $103 billion, or almost the same
amount. I would not argue that every dollar of retained earings goes into fixed
investment; during the same period, inventory investment amounted to $50
billion.

The important thing is that the $99 billion of retained earnings supplied a major
portion of investment needs. What would happen with less retained earnings?
Corporations would face two choices: reduce investment by the same amount, or
tap the lending institutions for the difference--in which case the additional demand
would certainly drive up interest rates. In actual practice, the result would
probably be somewhere in between: lower investment and higher interest rates.

During the first phase of these hearings, Dr. Norman B. Ture described the
importance to the economy of the efficient performance of financial markets in the
allocation of saving. He noted that these markets were being hampered by the
thin participation which has prevailed in recent years, and illustrated the anti-
saving bias of our present tax laws. The lackluster performance of the stock
markets in spite of the current boom in business certainly presents some awkward
questions. Tax policy furnishes some answers.

It is popular to talk of the capital gains tax as a haven for the rich. But to the
extent that it affects the stock markets, it is hitting at a broad cross-section of
Americans of all degrees. In 1970, some 30 million people owned stock. Of these,
about 58% were in households with total incomes of under $15,000 a year. Many
of these would be retirees; some 17% of the household heads reporting stock
ownership were 65 years of age or over. Any increase in the capital gains tax
rates would most certainly have an adverse effect on the market and on these 30
million individuals. Conversely, a reduction of present rates would have a favor-
able effect.

There is another stock market effect which touches particularly middle and
lower income families who do not themselves own stock. Pension funds are more
and more involved in equities. And pension funds are being called on to perform
much larger functions through legislation and labor contracts. Again, pension
funds can be hurt or helped, depending on whether capital gains rates are raised
or lowered.

Inflation has been called the most cruel tax of all. To the extent that the capita
gains tax hinders investment, it must bear some responsibility for inflation. The
best way to fight inflation-and certainly the most satisfactory for both con-
sumers and management-is improved productivity. And productivity improve-
ment depends more on plant and equipment investment than on any other factor.
Any tax change which shifts emphasis from investment toward consumption sim-
ply intensifies inflation by increasing demand pull and decreasing the capability
of productivity improvement.

There has been debate over equity ever since taxes began, and there will never
be universal agreement. There is also total disagreement among tax experts as to
the effects of changes in the capital gains tax. Certainly an increase in the gains
tax rates would open a Pandora's box, radically altering a complex structure to
which our laws, our courts and our economy have long been adjusted. At the very
least, the tax should not be made more burdensome. At best, it should be elim-
inated completely, for the good of the economy and all the people-not just a
favored few. Such a development is probably unrealistic, but consideration should
at least be given to changes in the direction of lessening the gains tax burden.



251

[From the Japan Stock Journal, Sept. 17, 1978]

VANISHING INDIVIDUAL INVESTORS

The Tokyo Stock Exchange is very much concerned by the sharp decline in the
proportion of shares held by individual investors. A study by the TSE's Research
Department finds that the figure dropped from 61.3% in 1950 to 32.2% in March,
1972 and further down to 29.8% in March, 1973. The figures are based on the pro.
portions of the market values of shares of the 1,631 companies listed on the
TSE's First and Second sections.

When the Tokyo market reopened in 1949, the Japanese government under
directives of the Allied occupation had broken up the old zaibatau combines and
some of their larger companies. Various measures were taken to sell or otherwise
transfer the shares formerly owned by the saibatsu central holding companies.
The banks and other financial institutions were prohibited from owning more
than 10% of the shares in other firms. By and large, the shares thus forcibly
liquidated wound up in the hands of individual investors. Again, inflation was
still severe, and the market offered a hedge against it. The securities trade got
itself an assured position, particularly with the banks barred by law from the
securities business, and there was much talk well into the early 1960's of "people's
capitalism." The launching of investment trusts also offered an easy and fairly
sae method of investment in stocks by the general public.

BUSINESS TAKES OVER

The relative decline of the individual investor, however, las been steady and
one-way. Most Japanese still prefer to put their savings in the bank. As inflationary
pressures eased the life insurance companies came back into business to write
new policies, collect premiums, and put part of the proceeds into stocks. Business
firms got back, on their feet and started to acquire shares in other companies to
build up or cement business ties. Interlocking share-holding arrangements grew,
and the old zaibatsu banks and firms revived old ties featured by such arrange-
ments. Savings, as has been said, flowed into the banks and through them into the
hands of business. Those with control of money naturally tended to increase their
share of ownership of the major sectors of the economy.

In recent years, this trend toward business owning business has been spurred by
"stable stockholder" operations. Originally fearful that the lifting of controls on
entry of foreign direct investment would lead to takeover attempts, management
of Japanese firms, painfully aware that their notoriously small equities made them
vulnerable to takeover, sought to get the bulk of their shares into the hands of
banks, other financial institutions, subsidiaries, and companies with which they
did business and which could be reasonably relied on to hang on to their shares,
assure the issuing firm of a solid pro-management majority, and protect it against
foreign takeover. This strategy was later expanded to protect firms against
domestic takeover as well. The majority of large Japanese firms now aim at

-- stable stockholder levels of 79 % to 80 % and in many cases have already achieved
their targets. The result has been that financial institutions and non-financial
business firms now hold 69.7% of all shares-the balance not owned by individual
shareholders is in the hands of securities- houses, the government (in a few firms
only of a public interest character like Japan Air Lines), and miscellaneous groups
as mutual aid societies.

The financial institutions and business firms are lumped by the securities trade
under the term of "hojin" (incorporated bodies). The easy credit situation in 1972
made it possible for the hojin to step up their buying of shares sharply and to
increase their total proportion of all shares outstanding by 4.6% during the year.
The big trading firms bought shares in manufacturing companies to get more
leverage in pressuring them to do business with them. Auto manufacturers bought
shares in parts companies to secure closer control or to prevent rivals from doing so.

THE DECLINE IN TRADING

The hojin and other stable stockholders tend to keep their shares. This has in
turn reduced the number of floating shares in the market and also quite markedly,
particularly in the current uncertain market, the volume of trading. On two oc-.
casions-in December last year and January this year--daily volume in the
TSE's First Section went over a billion shares. The market is now limping along
on daily turnover of about 100,000,000 shares. The hojin, having bought, are not
selling, and with money becoming increasingly tight, they are not doing much
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buying. In Wall Street, the institutions are reported to be accounting for most
of the trading. In Tokyo's, Kkabtocho, iadlvidal trsdet now do most of the buy-
ing and selling. The overall trend is for individual investors to sell and ite hIojin
to buy. Again, the still high level oftho m ket and high prices of individual issues
make it difficult for the small investor to buy. The olddays wtxen they could pick
vp bak shares for 440 or *60 each and buy power company shares tlt paid a
ger yieid than bends are over.
The TSE and the securities houses are finally aeting to exarmie the tustioa

and to search for remedies. The exchange's Policy Committee ha4 set up a special
working group whih Is due to report before the end of the year. The problem Is

complex one and of vital concern to the sesuities trade. By going strongly
after hein business, expediting stable stockholder opomtion_, and hanCling such
matters as the direct allocation of new issues to designated parties, the houses
have in a sense been working to put themselves out of business. Unlews shares are
held more widely by Individual Investors, the secondary or trading function of
the market will atrophy. Daily vohne must be gotten up to the 200-millon-
share level in the TSE If the houses are at least to break even. The market int too
many issues is already far too thin and prices rise or drop sharply on small-scale
buying or selling. A gt, if the credit squsee gets so tight that the hojin are iorce1
to Start selling to rise needed operating funds, the market will be in serious t trouble.
The prevalent belief, however, is that this will not happen and any share that
the hojin wanted to dispose of have already been sold.

The securities houses themselves are now maintaining a low profile in the market.
They used to account for a substantial part of total volume as dealers buying and
selling for their own account, but under their new code of ethics, they can no
longer do so. The houses long made the market and they will have to find ways
of reassuring a more active role.

There axe various proposals for getting the individual investor back into the
market. One way would be to adopt tax measures that would encourage higher
dividends. The present corporation tax on earnings is 36.75% but on that part
paid out as dividends the rate is 26%. One suggestion is to lower the latter rate
to the West German level of 15%. It has even been urged that earnings paid out
as dividends be made tax-free as a business cost In the same way as interest paid
on bonds and money borrowed from the banks. While the need Is recognized to
build up equities and strengthen corporation financial structures, there is consider-
able cnticism that the payout rate among Japanese firrs of dividends against
earnings and yields are far too lo* compared with those of the West. With for-
eign companies due to be listed on the TSE shortly, Japanese Investors will be
comparing domestic firms with them and this also could lead to changes. •

Basicaly however, Japanese managemept may find it advisable to change its
line of thinking as embodied in the stable stockholder idea and regard with more
favor wide holding of its company's shares. Stockholders, for example, can also
be customers for Its goods or services. Closed holdings of capital mayin its way
be as bad as closed trading blocs or controlled product markets. An environment
needs to be created In which the individual can make a choice among wider
options, based on reliable information, on where to invest his money.

STEINER, Rousz & Co., INc.,New Yark, N. Y.
lion. LoYD BENTSISM,
Russell Oice Building,
Washixgon, D.C.

DEAR SENATOR BENrsEN: I am writing in my capacity as the Chief Executive
Officer of a forty-nine year old retail oriented stock and bond brokerage firm. Our
operations are mostly in the New York area, but we have also maintained branches
for many years in Alabama and Louisiana and more recently in Florida. We have
over 300 employees.

I congatulate the Committee In the forthright and constructive way it has
approached -the problems of the securities industry. As you know only too well,
the health of our industry has a direct relationship to the general public interest.
" Wall Street" is the leading money market of the world. The efficiency of this
market in raising capital is unparalleled and capital Is the fuel of a free enter.-
prise system which supports the very society In which we live.

I do not have to tell you about the seriousness of the condition of the financial
community. The problem stems from the fact that the public has turned its back
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on traditional financial markets. This has affected both the brokerage and the
underwriting sectors of our business.

If our Industry does not recover Its health and if the trend toward oaewMtration
of financial resources imto fewer and fewer hands continues, our marvelous jystam
of distribution will no longer be avaihlbe to American business. I am swre thegiant corporation will find ways to raise capital, but what wihpea to mediWm
sized ari small rms? #

The key to the problem is the Individual investor. In order to regain his,"-
tcipation we must restore his confidence hn financial market ad provide im
with new incentives for risk taking. With this in mind, I would like to present to
the Committee a summary of my views.

1. The free enterprise system, which is the foundation of our industrial economy,
should be given a climate in which it can perform for the generad good.

2. While not without Imperfections, the Stock Exchanges have served this
nation well in that they have fulfilled their role in the capital raising process. In so
doing, the Exchanges were historically organized to be responsive primarily to the
investment needs of the public..

3. Our national philosophy should be to encourage direct ownership of shares of
United States industry by as many individuals as possible. Securities market
should be designed to serve the public. Governments and industry policy should be
directed toward encouraging public participation.

4. The Exchanges and the public were not prepared for the institutional domi-
nance of the equity market. This dominance, a recent phenomenon has had a pro-
found effect on the system of orderly determination of value. Opinion surveys
have shown conclusivey that individual investors feel overwhelmed and frightened
by this new situation. The number of individual U.S. shareholders declined by
800,000 in 1972. This is the first time a decline Ias ever been recorded. If this
trend is allowed to continued, it could create serious long-term economic and politi-
cal problems.- 5. The Individual Investor needs encouragement. He must be reassured that our
system workA for him. .A program. must be developed t. further the concept of
broad bxwaoe direct parW. tipaion in Arvneican IusinesS. Such a program must
combine new legislative Iitiatives as well as new self-i,.gulatory rules. It could.
include the following:

(a) that exchmge menberstip implies on obligation' to do a public busi'
ness

(b) that the conmiasion structure be fair both to the small investor and the
institution

(p) that the institutions be required to reveal their holdings and disclose
their trading activities

(d) that new rules be established to require institutions to follow orderlytrading procedures_(4) that ept Balns and dividend treatment for sml hi be

liberalized as one means of equalizing the relationship between individuals
and institutions.

It is difficult to cover a complex sulect In a brief letter, but I have ttimr to
touch upon the major points. I would be happy to assist the Committee it further
information ;s desired.

Very tr uly yoE. L
• . _ LEON J. W11L,

MAairwmon (of Me &ecwties (iewif fee.

AME=tCAN INSURANCE A8sOCIATlION
GDVERNMRNT AFFAIRS DI5CARTURNF,

Hon. LLoY BENTSEFN, Wainolon, D.C.
Chairman, Sobcommittee on Finandat Market., Commitee on Finance, U.S. 8enat#,

Washington, D.C.
DEAR SENATOR BENTSEN: We have recently polled the property-casualty

insurers in this Association to determine what percentage oftheir assets are
invested in so-called "upper tier" common stocks.

As you know, an article by Carol J. Loomis in the July 1t73 Isue of Ptoitulte
called attention to the eximtnce of a "two4tter market" in common stocks, par-
ticularly regarding investments by batik trust deparments. We have take" the
top twenty common *mtcks used by M1. Loomis, plus seven others fromn the cmi-.
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mon stocks which she found repeatedly in bank trust departments which also
appear in our company portfolios. The remaining stocks in Mr. Loomis' analysis
are not held with frequency by our members. The twenty-seven securities selected
constitute the most frequent investments by our membership in the upper tier of
common stocks. They are: IBM; AT&T; Eastman Kodak; General Motors;
Exxon; Sears Roebuck; General Electric, Xerox; Texaco Minnesota Mining;
Procter and Gamble; Coca-Cola; duPont; Ford; Avon; Mobii; Johnson & Johnson;
Standard of California; Merck; American Home Products; Burroughs; Catepillar;
Dow; Disney; ITT; Kresge; and McDonald's.

C Five portfolios have been selected as representative of our property-casualty
membership. Each is broken down on the attached chart to show the amount of
assets invested In bonds (including both corporate and tax free), preferred stock;
and common stocks. Common stocks are further divided Into public utilities
banks, trusts and Insurance companies; and industrial-miscellaneous.

Because bonds are such an Important part of property-casualty investments,
we have stated the amount of assets invested in upper tier stocks as a percentage
of the total portfolio including bonds, and as a percentage of common stocks. t
Is Important to remember that in many property-casualty companies, over half of
the portfolio is invested in bonds, whereas Ms. Loomis foun" bonds today are
about as unpopular as low p-e stocks with the big banks," Fortune 89.

I hope this information will be helpful, and that you will let us know if other
data would be useful.

Sincerely yours, WALTR D. VINYARD, Jr

Counsel.

Banks, UppeT Uprtrusts Indus- tir ties
a trial and common common

Total Total Public Insur. misel- stocks as stocks as
portfolio Total pre utility anes lanous percent percent of

Insurance" (thou- Total common ftrred common common common of port- common
company sands) bonds stocks stocks stock stock stocks folio stock

A ............. $941,587 1 $390,352 $535,043 $16, 192 $139,198 $5,568 $77,277 8.2 14.5
e ............. 404,9 169,480 212,710 22,779 15,398 15,874 181,438 7.1 13.4
C ............. 593,919 398,487 183,023 12,409 26,485 11,267 145,271 5.6 18.3
D...... 2,490,256 1,301,46 1,171,559 17,234 215,294 138,292 , 817,973 17.4 37.0
E.........1,082,771 582,711 500,060 ......... 47,933 34,956 417,171 10.5 42.7

I Book value.

STATEMENT SUBMITTED BY B. KENNETH SANDEN, PRICE WATERHOUSE & CO.

SUMMARY

It appears there will be a limitless need for capital Investment In the foreseeable
future. To insure an orderly flow of investment and viability in the capital mar-
kets, the tax system applicable to realized capital gains must continue to be founded
on equitable and rational rules, preferably simple In application and adminis-
stration. On this basis It is respectfully recommended that the system taxing
long-term capital gains include the following generalprinciples:

1. Continue to distinguish long-term capital gains from ordinary Income.
2. Continue to tax only realized gains.
3. Adopt a sliding scale for the inclusion of realized gains in taxable income

based on the holding period of assets sold.
4. Eliminate the higher tax on capital ans caused by considering capital gains

a preference that reduces "earned Income' subject to the maximum tax.
Other major countries generally tax capital gains more favorably and, in ad-

dition, encouragement is given to Investors through imputation of the corporate
tax or in reduction of such taxes on profits distributed.

STATEMENT

One of the most important assets of the United States Is its capital market
system with tremendous capacity to generate capital accumulation and its viable
mobility to provide shifts in investment as the needs of the economy change. As
accounting consultants to a broad cross section of American business we believe
there will be virtually a limitless need for capital investment In the foreseeable

0



255

future. This need is rapidly expanding as the social and environmental issues come
Into greater focus. For example, it has been estimated that some 300 billion dollars
might well be needed for pollution control facilities alone In the next decade. To
ensure an orderly flow of investment and viability in the capital markets, the tax
system applicable to realized capital gains must continue to be founded on equi-
table andrational rules, preferably simple in application and administration. We
believe there is real danger to our long-term economy in some of the recent pro-
posals for greater taxation of capital gains. It appears that these proposals have
been built on the shifting sands of emotion and expedience.

The proper method of taxing long-term capital gains has been a complex ques-
tion for over half a century. Since 1922 such gainshave been distinguished from
ordinary income and the "tree" and its "fruit," with their important distinctions,
have become part of the income tax jargon. Although there are those who believe
capital appreciation should not be, taxed at all under an income tax system, the
more accepted view in the United States is that so long as the toll charge is rea-
sonable the concept Is acceptable. Of the major industrial countries, however,
only England and Canada tax capital gains at rates comparable to those of the
United States. The other industrial countries tax such gains at relatively nominal
rates or not at all.' (Summaries of how certain countries tax capital gains are
attached a Exhibit I.) Moreover most of the industrial countries give invest-
ment in equities an additional boost by using either the imputation or the split-rate
system of taxing corporate dividends. Both of these systems give the stockholder
a degree of relief from the double taxation inherent in the U.S. "classical" system.

However, the reasonableness of the current taxation of long-term capital gains
may well be questioned. In the last ten years the maximum tat~'rate on other
income, and particularly earned income, has been drastically reduced. (Congress
should be commended in this regard inasmuch as any tax system which takes half
or more of one's income should be viewed as having reached economic and social
limitations except for national emergency periods.) But; in the meantime there
has been a steady erosion of the capital gains base in addition to increases in the
effective tax rate on long-term capital gains. It must be recognized that an indi-
vidual taxpayer is enticed to put his personal wealth into securities or other
investment because the potential for profit after taxes makes them attractive even
in the face of losses. However, as the waters of favorable tax treatment recede
the rocks of risk and loss appear more formidable to investors. Further shifts in
reducing the differential between the taxation of long-term capital gains and
ordinary income do not appear equitable and should be avoided.

It is respectfully recommended that the system taxing long-term capital gains
include the following general principles:

1. Continue to distinguish long-term capital gains from ordinary income.
2. Continue to tax only realized gains.
3. Adopt a sliding scale for the inclusion of realized gains in taxable, income

based on the holding period of assets sold.
4. Eliminate the higher tax on capital gains caused by considering capital gains

a preference that reduces "earned income" subject to the maximum tax.
•The reasoning behind the foregoing suggestions is set forth as briefly as possible.

1. Continue to distinguish long-term capital gains from ordinary income
There are many substantial reasons for taxing long-term capital gains at a rate

different from that applied to ordinary income. Not all of these, of course, are
equally applicable to each type of capital investment, but they generally en-
compass the basic rationale of encouraging the flow of capital to the securities
market. Among the primary reasons for taxing capital gains more favorably are-

(a) Capital losses are limited in deductibility
(b) Reinvested capital gains are taxed
(c) Partial double taxation on corporate investments
(d) Taxable gain reflects price level changes and not economic gain
(e) Capital gains, aside from price level changes, often represeMt accumula-

tion of income of many years which would be bunched in one year I t for
the averaging effect of the preferential rate: , n " except

(a) The tax Jaw generally limits the deductibility of capital losses to prevent
taxpayers from passing on their financial wounds to tho TreasUr. Therefore,
without encouragement through a favorable differential when catagains #re
realized, investors would be placed in the same category for tax purposes as

I It is interesting, to note that foreigners can trade in the U.S. stook market tax-free drng any year in
which they are in the United States less than 188 days. This is obvious recognition of the fact that favorable
tax rates attract investment capitaL
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gamblers-hardly the public policy appropriate to the times. It is essential to our
economy that business "risk-iake ikist in substantial numbers and recognition
of this fact occurs n the capital gains area and in other special provisions of the
Internal Revenue Code.'

(b) Mobility of capital is desirable in a free economy. Taxation of capital
transactions natlirally has its adverse effects on mobility throfigh the so-called
'lok in." In addition, to the extent capital proceeds are reinvested, thee is no
'net economic gains and any tax imposed on the transaction reduces total capital
available for rertvestmfnt. This repetitive tax impost should be at % lesser rate
than applied to ordinary 'iis1ed income so a not to unduly inhibit mobilty and
create a frozen investment dniate. The ready ability to divest is elemental to
public investment. The greater supply of capttal-4he lower its cost--with benefit
to the entire economy.

(o) With respect to corporate investments there Is a substantial element of
double taxatlon whefl earn' arb taxed at t&c corporate level and again at the
shareholder level on min whch represent capitalized earnings. The mintr ad-
justment allowed on dividends received cannot be considered adequate relief in
this area and accordingly there is additional justification fr a tax differential
when taxing realized long-term capital Katns.

(d) The primary basis today for a tax differential attributable to long-term
capital gains is the recognition that such gains are largely the effect of hflttionary
price level adjustments and are not -economic plins. Thx publicatios and business
periodicmls have devoted considerable space in recent year to the ]robletns of
compettsating for inflation n the tax andfinancial area. It should be clear to sl1 of
us that a taxing system which ignres the economic elects of the 4readoU
decrease in the purchasing power of the dollar may create laeq ties sd hardship
of substantial magnitude.

The dramatic shrinking of the dollar is fllustrated by the following t&bW of the
Consumer Price Index fnAve-year intervals using the 1"? bwo and a rounded-off
CPI computed on a 1971 base from 1931 tO 1971:

4CP4?96W (C~base

11........ ............................ ..........
................. ......................... 41

196.... ................... ..... ..... ....................... .................. S
1"S1 ........................ ............................ ,. ............. .... . . 1L 0.....-- -- - -- ..............- - - - - --.. 77.8 64

........... .......... .......... .......... .......... .......... 81.4
191........... ..... ....... ........................- - -. 80

1971---------------------------------------------- ....... 12L.3 100

Based on the above index, if an investment made 15 years ago is presently sold
for a dollar lcrease of 60% there would be no economic g l. on the tansWmctfon.
On this baais, taxing the musory gain at a more favorable rat4 Is hadly prererentiai
treatment, but merely an equitable realization of economic Tact.
9. Continue to tax only realized gains. The income tax stAtutes appropriately tax only realized gAins u.ader the method
of reporting adopted by'a taxpayer. This principle should'be a hered to In the
tax t ono -terin ca 4 it =Ina under the income tax laws. Ta.Utlon of tn-
realied aon redeah n not an income tax problem a"l It appear that
6nce the Wfruity' 1s taxed, under the Income tax p~ov)Ilons, atid the "tree" -us
capital, under the estate tax prOvtAlona. It Is hrration d to Ouggest that the ranches
be runed to somehow "'Oduce more taxable "fruit" and )Am "tree,"

The solution ay ie i in toegation or the estate an gilft tax provis ons with
prOWer, reogton of ter-famiVy transfers, adjustment of total exemption, etc.
n (i ne er of the solutigna frequently mnintioned appear to be

helpful in the capital accumulation and oblityor, ifdtlonal tafes are
imposed at death, there is slmlpy-1]s_ Pefsofra Iavetn,,nt. If a canty-overX of ttoe
decedent'. baaIs adopted, the problem of lock-in1 Is greatly exaggerated, and
dji led over 4topucoeeng generation.

80 Of t intert i t ohe r epot of th 06nUhtt PrIe s WMLe e Basis 9et--A Sedtlon of
TexaUn ctAecan Bwar doation. The report "Prior-Level Bag~s Adjustment-A Moes" 3srpose1'
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8. Ad*t a stiding secqe for-the incl. ioia of realised gains in taxable inawm based on
tAs h/ing period f asset. sId ,

Present law differentiates short and long-term capital transactions on the basis
of a six months holding period. The reasons previously set forth for oontinaing to
distinguish long-term capital gains from ordinary income do not appear generally
applicable to assets held for a period as short as six months and apply with more
force to assets held considerably longer. In recognition of these factors a sliding
scale fur inclusion In taxable Income of capital gains would create greater equity
and would appear to be less cumbersome than a price level adjustment mechanism
designed to accomplish the same purpose.

Short-term gains and losses should be reflected as trading transactions fully
includible In income or offset against other income if a net loss. This treatment
would create a clearer distinction between traders and investors. A suitable
short-term cut off might be one year, with a phase in of the extended period by
one or two month intervals over a number of years to avoid complications in the
securities market.. The extension of the short, term holding period should help to
kv.tore confidence In the fairness of the capital gains tax system.

Gains on assets held beyond the short-term trading period could be included on
an annual sliding scale at reductions of say 10% per year (but to not less than
perhaps 20%) or lternatively by brackets of years and percentages. However,
too large a reduction for holding assets slightly longer may create temporary
"look-in" disadvantages. On a consistent basis, long-term losses should be allowed
to offset long-term gab on tLe same scale.

It might well be that the sliding scale approach would also encourage more
9publio o fedup of securities In closely held companies as contrasted with present t
law which gives encouragement to tax-tree mergers with larger corporations to
overcome the" lock-n' and secure diversification.
4. limitM tAs rductiu in "eartnd since' a.ttr be to the 60% capital gains

"dutf mtwaf*mm tax purposes
One of the most important provisions In the Revenue Act of 19 was that

pertaining to the maximum tax on "earned income." Now that the 50% rate has
been phased in, greater equity applies in taxing salaries and profits attributable to
personal services, and the incentive to engage In planning to defer taxation has
been greatly dltnWi.ed. However, the inclusion of the 50% capital gains deduction
as an item of tar preference" that reduces earned income' to which the max-
imum tax may be applied appears completely inequitable.I The inclusion of 6Wy 50% of long-term capital gains in income is not a true
pre areace, but is in reality a measurement of maximum tax on such gains. Mechan-
kcally, the entire gain could just as well be included with a35'% top rate made
applicable and, In fact, this is the way the tax is generally understood. The 50%.
deduction is not a" tax shelter" as It cannot offset independently generated income
which would otherwise be taxed as ordinary Income. The net effect of including the
capital kain deduction as a tak preference is that people who work for a living pay
higher capital gains taxes than those who merely live off their wealth. The public
poloy aspect of this treatment escapes logic.
6. (a) Allow operations to rowup currently capital oses at the sam rate a# capital

gains are taxed, or (b) In any event, extend the capital loss carryover pro-
visions without limitation

Capital losses are deductible by corporations under present law only to the extent
C of capital gains. Any excess losses are entitled to A three-year earryback and a

five-year carryforwak'd. These provisions appear unduly restrictve and should
be modified.

Generally the business of a corporation is "business" and not the generation of
capital gQa& Ther. are many instances, however, in which it is desirable that
tempormy idle funds be invested in other enterprises or direct investments.
The non-business risk elements and time factors Involved justify treating result-
wng alns in a category different from ordinary income. The restrictive provisions
relating to the deduction of losses, however may create adverse "look-In" effects
at ths corporate level. In the meantime tihe special punitive provisions of the
Interred Revenue Code relating to unreasonable accumulations of surplus and
personal holding companies are safeguards against the improper use of corpora-
tions as tax haven pocketbooks.

It is suggested, accordingly, that an econozoic loss sustained by a corporation
on capital transactions should be recognized at the same tax rate as would be
applldf aneto Win were realized.

22-727-78- 18
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In any event, the current limitation on the length of the carryforward of a
capital lose should be eliminated. Present law creates a "lock-in" which discourages
disposition of loss assets, and encourages the use of forced measures to create
capital gains. Neither of these alternatives appear desirable to the economy as a
whole.
Comments on alternative suggestions for taxing longterm capital gains

The responsible proponents of eliminating the tax distinction between capital
gains and ordinary income generally concede that further refinements would then
be required in the interest of equity. Price level adjustments should be recognized
in order to Minimize taxing the non-economic gain. Capital losses should also be
allowed consistent with the taxation of gains. In order to avoid the taking of
losses, but deferring of gains, a periodic determination and taxation of unrealized
appreciation is frequently advocated. If these alternative principles of taxing
long-term capital gains and losses were adopted the result might well approximate
the present system of taxation coupled with the sliding scale approach. They
would, however, introduce into the tax laws complexities in application and ad-
ministration of perhaps unmanageable proportions.
Valuation as a problem

The specter of periodically valuing every closely-held business in the United
States is mind boggling (let alone art work, jewels, silverware, farm land, etc.).
The proponents of taxing unrealized gain, reconizing the valuation problem,
start a steady retreat exception after exception is added to the list of items which
will not be taxed untithe gain is actually realized. Some proponents of taxing un-
realized gains have compromised to the point of suggesting that only the gat on
publicly traded securities be recognized. However, such a policy would surely
discourage investing in public companies vis-a-vis other investments" such as real
estate. It would also act as a strong Impetus to keeping privately held companies
from going public can you imagine taking a successful company public if It would
subject all its stoci to taxation at thxe next valuation date?
Liquidity as a problem

Thp taxation of unrealized gains also presents a liquidity problem; where will
the money come from to pay the tax? Some, recognizing liquidity (but not valua-
tion) as a problem, would tax all gains but defer the tax due on closely-held
businesses until (1) the closely-held stock Is disposed of by sale or gift, (2) the
stock becomes a liquid asset (e.g., the company goes public), or (3) the owner dies.
Others have suggested that, pending payment, the tax would merely be a debt
which would draw interest or that the government should receive an immediate
equity interest in the property in question. The creation of a debt might well
involve the usual security devices the government imposes when a taxpayer owes
money-posting of bonds, jeopardy assessments, attachments, etc. The implica-
tions to private borrowings and mobility of capital of such procedures could well
be enormous.

It appears we would be well advised to steer clear of such a tangled web approach
to the taxation of long-term capital gains and retain the basic distinguishment
inherent in the present law which has worked so well for half a century.

EXHIBIT I

There follow summaries of how several major industrial countries tax individuals
on capital gains from portfolio securities held for investment:'

CANADA

Canada has taxed capital gains only since 1972. Marketable securities take as
their cost basis their fair market value on December 22, 1971 (or original cost, if
less if sold as a loss).

he Canadian taxation of capital gains of individuals is similar to that of the
U.S. One half of net long-term capital gain on securities hold for Investment is
included in income. If transactions for a year are a net loss, an individual may
deduct the lesser of $1,000 or 50 percent of the loss. Unlike the U.S., there is-no
holding period requirement for capital gains treatment.' -

FRANCE

France does not tax capital gains of individuals on portfolio securities held for
investment.
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Gain on stock Is subject to tax at a fiat rate of eight percent where (1) the seller
or a close relative was the director or manager of the company during the previous
five years, (2) the seller's share of the company profits was greater than 25 percent
during the previous five years, and (3) the gain exceeds F 1,000 (approximately
$240).

WEST GERMANY

West Germany does not tax individuals on long-term capital gains from port-
folio securities held for investment. Short-term gains (six months or less) are
taxed in full.

Gain from the disposition of stock held by a "substantial investor" is taxed at
half the regular rate. A "substantial investor" is one who during the five year
period preceding the date of transfer owned directly more than 25 percent of the
outstanding stock. Losses can be offset against income or gain from other sources.

ITALY

Italy does not tax individuals on capital gains from securities held for invest-
ment.

JAPAN

Japan does not tax capital gains of individuals on securities held for investment
if his trading activity during a year is less than 50 trades and 200,000 shares.
Trading in excess of these limits subjects all security transactions to taxation.

If the limit is passed 100 percent of net short-term gains (5 year holding period)
and 50 percent of long-term gains are included in taxable income (after a statutory
capital gains deduction of 400,000-approximatcly $1,500).

Net capital loss for a year offsets other income without limitation.

THE NETHERLANDS

The Netherlands does not tax individuals on capital gains from p, tfolio securi-
ties held for investment. However, if the seller has a substantial interest in the
corporation the gain is taxed at the lesser of (1) the ordinary rates or (2) a fiat
20 percent.

An interest is deemed to be substantial of (1) the seller and his family own
one-third or more of the outstanding shares and (2) the seller's direct interest
amounts to seven percent or more of the outstanding shares.

UNITED KINGDOM

The U.K. did not tax capital gains until 1965. Marketable securities take as
their cost basis their fair market value on April 6, 1965.

Net annual capital gains of individuals from securities held for investment are
taxed at the leqeer of the following:

1. A fiat 30 percent; or
2. Half of the first £5,000 of gain and all in excess of £5,000 included in ordinary

income. An investment income surcharge of 15% on investment income over
£2,000 is added to the tax initially computed. Investmentincome, for this purpose,
includes capital gains.

REMARKS OF JEFFREY M. BUCHER, MEMBER, BOARD OF GOVERNORS, FEDERAL
RESiRVE SYSTEM TO THE CONFERENCE OF THE WESTERN SECTION OF THE
TRUST DIVISION OF THE AMERICAN BANKERS ASSOCIATION HONOLULU, SEP-
TEMBER 21, 1973

For the past 21 months the Report of the 'Presidential Commission, on Fi-
nancial Structure and Regulation, headed by Reed 0. Hunt, has been a leading
element in the climate of change stirring throughout the financial community of
this country. Both the existing structural configurations and the practices of fi-
nancial institutions have been embroiled in controversy In some respects reminis-
cent of the 1930's era of reform. The Hunt Commission was not the sole source of
this atmosphere, as we can see changes initiated from other parts of the govern-
ment as well as the private sector. The environment appears to augur a sub-
stantial probability that some changes will come to pass and that among them the
trust activities of banks will not be overlooked.
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On the regulatory---or to put it more broadly, the governmental-side of these,
events, them have been a number of first approximation responses to the Hunt
Commission Report and the climate of change. The most notable was a Presi-
dentia message to the Congress early in August suggesting seven major legislative
proposals "designed to strengthen and revitalize our financial institutions" so as to
allow them "to adapt to the changing needs of borrowers and lenders (and) make
full use of technological innovations.' To date there have been no AdministrationproposAls directly affecting truist, activities, but given the Hunt Commission and

ngresional proposals, some legislative reactions should probably be anticipated.
In the Congress the stirrings have been varied. The House Banking and Cur-,

Ic rency Committee chaired by Representative Wright Patman just last week began
hearings which in part focus on reforming the nation's financial institutions and
their regulation. The staff of the House Banking and Currency Cdmmittee has
issued a Staff Report titled "Financial Institutions: Reform and the Public
Interest" in which recommendations for general banking reform at least as com-
prehensive as those of the Hunt Comitsson are outlined.

Whether any of these recommendations, reports, or legislative proposals will
appear in the near future in the form of new law, Is an open question. However,
taken comprehensively they indicate a rather general questioning of the present
structure and operations of financial institutions and of the form and nature of
governmental regulation of the financial world. In this connection, the greatest
present significance of the questioning may lie in what appears to be widespread
hospitality for the Idea of the need for substantial changes that would affect the
financial community both broadly and deeply.
. Recently, one can also sense some ferment In the private sector. Changes

arising from this unrest have b6th governmental and private origins, but bank,
particularly trust departments, have responded voluntarily to some of these forces.
For example, recent public concern about the voting of stock held in trust port-
folios-when issues of social responsibility or when management-shareholder
disagreements were present-has resulted In the development of recommended
guidelines by the Amwrian Bankers Association In another case, the Justice
Deatttnent oriticised as an alleged "restraint of trade" the interest of banks
in the deposits of those stockbrokers who receive oommissions for carrying out
the securities transactions of thir trust departments.

The mere threat of Justice Department action, along with some journalistic
criticism of the practice, has ted to the voluntary elimination of "tie-in" practices
of this type by most institutions. For various reasons we also are seeing the
creation of investment advisory company subsidiaries in bank holding companies,
which in effect constitute a spinpingpoff of -investment research and portfolio
management services from the bank trust department to a semiautonomous
subsidiary. The establishment of these companies constitutes one example of
how banks on their own initiative are effecting significant stuctural and operation-
al change in their trust activities.

I hope these observations will help us to place the remrdnder of our discussion
in the context of a changing environment to which we must be perceptive and
respomive. Trust activities are by no means the only focus of publIc attention,
or perhaps even the most likely area where change will obcur first. Nonetheless,
I feel the proposals for change merit close scrutiny.

PROPOSALS FOR CHANGE IN TBUST DEPARTMENT OPERATION

SpecifiC proposals cbnoerning the future of trust operations are of particular
interest. In prt, the Hunt Commission recommended:

That banks With total trust assets of greater than $200 million should be
required to build a wall between their trust and commercial banking operations,
denying to trust department investment personnel access to credit information
aboumulated by the commercial banking division of the bank.

That no director, officer or employee of a corporate fiduciary recommend or
initiate any pdft'hme or sale of seCetlties on the iaiiis of hlnderfnformation.

That the -prudent man rule" should become a universalrequirement by making
it a part o Federal bank law. , '' I

That bank hAiting dompantes be pertnittet to set tip a single aflrote to Carry
on the truAt activities of all the banks In thO holkilgompany.

That, state law petnitting, babik holding cmpatiies-bbe allowed to overate
system-wide worunon' trust funds *mhong all Ofliate banks With trust .poen..

The section on trust operations of the study by the staff of the Htate Banking
and Currency Committee included these principal obhervations and recommenda-
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tions--intended to generate debate--and I would emphase that this was a staff,
not a Committee product:

There exists a potential conflict of Interest when commercial banks extend credit
to corporations while holding enormous corporate assets in their trust depart.
menta; moreover, trust department- operations in securties markets pose a
potential threat of circumvention of the Gla 8teagaU Act's requirements.

Such circumstances "argue strongly for separation of commercial and trust'
departments of commercial banks."

As an alternative to present arrangements, there Is proposed the creation of a,
Federal Trust Management Commission "to regulate and supervise the manage-Cment of all foundation funds, charitable trusts and pension funds."

Provision could be made for the licensing of "special Investment advisory
corporations, devoted solely to the management of all pension, foundation and
charitable trust Investments" and qualifying "for management of private trusts
as well." All officers and employees of these corporations would be prohibited from
having business relationships with any other corporate entity.,

That trust companies resulting from the proposed complete separation of trust
departments from commercial banks could qualify as such "special investment
advisory corporations."

Finally, that "the required separation should not, perhaps, apply to banks
which hold trust assets of $200 million or less."

THE BACKGROUND

There is an evident malaise about bank trust operations, too broad to be
attributed soelr to suspicion of the commercial banking system. In particular the
Hunt Commission, if it is judged by its leadership, personnel, and its Report, was
an advocate of change in banking structure beoatea It believed in the system and
wanted to preserve banking's legitimate role in the United States economy. Yet
it suggested that Informatior and operational barriers be put up between trust
departments and other commercial bank functions, while the House Banking
Committee staff has gone so far as to recommend not just a"wall" between trust
and commercial banking but complete separation.

I am uneasy about these matters, because I feel that the banking system as it
operates in the United States is too important an economlo factor to be per.-
mitted to lose public confidence. In looking at all of these proposed reforms to-
gether, it seems to me that the concerns stimulating them are rooted in several
aspects of commercial bank trust operations. These include the tremendous size
of commercial bank trust department holdings; evident possibilities for conflict of
interest between trust and other bank operations; and, very importantly, the
impact of.trust operations on the economy as a whole, particularly in the equities
and bond markets.'

The Federal Reserve Bank of New York recently published a two-part study
of commercial bank trust operations which gave some analytical clarity to these
misgivings. Let me cite the following findings:

Commercial banks are administrators of a large part of the nation's intangible
wealth. Personal trust departments of the banks administer, either as trustee or
agent, the largest aggregate of investment funds in the country-$292 billion at
the end of 1970 and $341 billion at the end of 1971-equivalent at the end of 1970
to almost two-thirds of the commercial banking assets held by the same banks
and almost half again as large as the pool of fiduciary funds administered by life
insurance companies. The 1970 total was an increase of 50 per cent in six years.
In 1971 alone, the increase was 17.8 per cent, 70 per cent of the increase being
appreciation of assets. That is to say--f I may comment at this point-that this
is an aggregate which, given even moderately competent handling, cannot help
but trw th a rapidity which, in turn, cannot help but provide further evidence
for those who voice concern over such concentration of resources.

Approximately one quarter of personal trust funds held by commercial banks
in 1970 was concentrated in just fve banks, and half in 21 banks.

Employee benefit trust funds accounted for approximately a third of the per*
sonal trust-pmd totals in both 1970 and 1971, and has been the fastest growing
principal component of commercial bank trust holdings since the early 1960's.

Certain categories of commercial banks' fiduciary assets are impressive not only
in absolute terms but also as percentages of the total of such securities outstand-
ing. ThU is particularly striking with regard to equities and corporate bonds, with
trust department fiduciary holdings accounting in 1971 for 22.4 per cent and 20
per cent, respectively, of the outstanding totals.
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Banks have maintained their position into the seventies as far and away the
largest public traders in the equities markets.

The sheer size of financial assets held by commercial banks as fiduciaries has
awakened strong public interest and even fears.

Concern has been expressed, too about the potential for conflicts of interest.
At many banks the funds deposited by trust departments in their own bank are
larger than those of the bank's largest outside depositor.

The staff study of the House Banking and Currency Committee is much more
explicit on the subject of possible conflicts of interest, asserting that:

Trust department officials can take unfair advantage of loan activity informa-
tion available in the commercial bank.

Trust department investments can be used to help bail out an ailing corporation
which is heavily indebted to the commercial bank; or, the opposite case, in which
the bank lends to help a badly managed company in which the trust department
has invested.

Loans can be withheld from competitors of corporations that are heavily repre-
sented in the investment portfolios of trust accounts, thereby diminishing the
ability to compete.

In view of such indications of accumulating concern about the operations of
trust departments of commercial banks, the author of a recent article in the Yale
Law Review suggests, as one viable alternative "separate incorporation of the
trust department outside the bank complex." However, this author points out
that separation could have its abuses also, in the form of "sweetheart' arrange-
ments between the bank and the trust department separated from it. Further, one
could point out that the mere separation by creation of a subsidiary company,
does not substantially alleviate the problems of concentration or regulation.

ONE REGULATOR'S VIEWS

From the foregoing discussion, we see an underlying ferment with respect to
the future shape and operation of the nation's financial system as well as with
regard to the role and structure of governmental regulation of financial institu-
tions. The trust departments of commercial banks appear to be contributing
significantly to the general uneasiness. I want to state very clearly that while I can
see an understandablebsis for misgivings about commercial bank trust depart-
ments, current criticisms and assertions appear to relate to potential or possible
abuses. Few emperical studies have been made of these alleged conflicts of in-
terest. There has been no litigation in the area of the magnitude of, for example,
the Texas Gulf Sulphur case on the question of improper use of insider information.
This, along with personal observations and experiences, leads me to believe trust
activities to be very largely operated by honorable men who do their best to keep
possibly conflicting interests at arm's length. I feel as did Justice Cardozo in the
famous old New York case of Meinhard v. Salmon, there Cardozo remarked that
the fiduciary responsibility, like that demanded in operating trust activities, is a
very high standard of conduct "not the morals of the market place but the
punctilio of an honor the most sensitive." I think this would continue to be the
case in the future without structural change or additional governmental regula-
tion.

However, the problem is not one of whether or not we must regulate more
stringently the conduct of honorable men, but the trust department's public
image. What then is the issue with which we are confronted at this time? Increas-
ingly it appears to me that the problem is one of recognizing that our banks,
because of their unique pivotal economic role and enormous economic power,
must not only avoid actual abuse of their powers but, like our judicial system,
even the appearance of such insofar as they are capable of performing their duties.
As William J. Copeland, Vice Chairman of Pittsburgh National Bank, said
recently, the trust department's "problem with the public is not what we are
but what we appear to be." If the public perceives, and to some extent believes
these problems exist, their confidence will decline, regardless of the objectively
viewed reality. The "wall" must take a form such that the public will be assured
that it is a sufficient barrier to abuse. The reinforcement of the "wall" can be
initiated by the government, or by the banking industry. I would prefer to see the
latter.

Now is the time for action because the assets of commercial bank trust depart-
ments have grown so great, their operations can have such an impact on critical
markets, and the potential for conflict of interest has become so pervasive. There-
fore, I confess I must be counted among those hospitable to the idea that change
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must be given serious consideration. The separation of trust and commercial
banking activities in a holding company would relieve the risk of the dangers
associated with these potentials for abuse and could bring positive benefits to
the whole banking enterprise as well. I feel that in many respects a trust subsidi-
ary or affiliate, as opposed to a trust department or division, would be a far smaller
liability to the nation's banking system in the public's eyes.

Here I speak only for myself, as the Federal Reserve Board has not taken a
position on the future of trust departments. I do not even know the thinking
of my colleagues on this subject, as a body or as individuals. To that, I would add
that my position, so far as specifics of change go, is not yet final in all of its details.
However, it is my. view that there are good arguments in favor of change in the
relationship of commercial bank trust operations to the rest of commercial banking.

What shape should this change take? I do not want to be dogmatic here, be.
cause I think there are probably several possible solutions ranging from Vice
Chairman Copeland's suggestions about improved public relations to the House
Banking and Currency committee staff's ideas for a major restructuring, of the
industry. At this time, I am inclined to say that the bank holding company
offers a solution that could go far toward solving both the banking and the reg-
ulatory problems involved.

Mr. Copeland's emphasis on the image of trust department's is the correct
focus, but fails to attack the separation problem. The proposals in the study by
the staff of the House committee have not been fully developed yet, so I. will
reserve any evaluation until later. However, their general thrust suggests that
additional regulatory organizations need to be established specifically for trust
operations. Although there could be improvements, I feel the present framework
is adequate.

As a practical matter, I think banks that are in bank holding companies present
virtually the whole problem, because they include nearly all the large banks with
large trust departments. You will recall that the study published by the New
York Federal Reserve Bank noted that half of personal trust funds administered
by commercial banks was in 21 banks. This study alho found that in 1971 nearly
nine-tenths of the employee benefit trust fund assets at banks was lodged at 59
banks with trust assets of more than $1 billion each. Since holding company
groups mid-way in 1972 included banks with 60 per cent of all commercial bank
assets in the United States, few of the larger banks remain outside the holding
company format.

Wherever the line is drawn for a required break-off of trust from commercial
bank activities, I do not think this would cause an exodus of large banks with
large trust departments from holding companies. If the rationale for the suggested
$200 million boundary is the potential conflicts of interest arising from trust de-
partment's holdings in securities of companies to which the bank is extending
credit, then I think the barrier could be raised substantially and still be effective.
I feel this asset level should be more extnsively researched to provide an optimum
point where additional regulation attaches. Actually line-drawing is largely irrele-
vant as these banks have many other interests in remaining within the holding
company format. Further, from what I know of the current operating rules.
particularly in the larger institutions, bankers and trust men follow rules that,
for all practical purposes, already accomplish the total separation of commercial
banking and trust activities.

I should add that one of the basic statutory rules governing banks is a bar to
tie-in arrangements with their affiliates. Another basic rule is that affiliation with
a holding company should carry with it a positive public benefit. Assuming the
legal separation of trust departments as entities in bank holding companies, these
statutory requirements would strengthen the Board's hand in promulgating
rules to avoid conflicts of interest, or other anticompetitive effects, between
banks and trust companies in a bank holdin* company.

This regulatory framework would be built upon the existing foundation of
Board regulation for trust departments which has as its primary purpose the
avoidance of trust activities placing undue liability upon the bank, or disadvan-
taging trust beneficiaries. Since, as a practical matter, the insulation of the bank
from the liabilities of a holding company subsidiary might be difficult, the avoid-
ance of liability would still be a very important aspect of regulation, as would
also the protection of trust beneficiaries.

The separation of trust departments of banks in a bank holding company, as
distinct corporate entities, would, I believe, solve most of the objectionable as-
pects that are gathering in the public's view around bank operated trust depart-
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ments. Problems of supervision and regulation would remain as before the separa-
tion and additional safeguards to insure Independent operation-would hve to be
empToyed, but these would be the regulators' problems.. Ithink there might be other benefits as well. These benefits come from greater
attention to cost accounting as related to the trust function and certain economies
of scale derived from the consolidation of duplicative activities within the holding
company. I would expect a further swing from a reliance on "balance credits" as
a rrutch to support trust department earnings to a '.. basis" measurement of
profitability for the separate trust company, This would, I hope, establish the
trust subsidiary as an l earner" so that capital could be more efficiently allocated
based on expected rate of return. Presently bank managers seem to have real
difficulty in decidig how to allocate funds to the trust department. Profit planning
and performance should be enhanced through the creation of a subsidiary which
must compete for capital with the other holding eompahy affiliates. Thus, the
separated trust operation could be viewed as a separate whole, and decisions would
be made to continue or discontinue services because they do or do not add, directly
or indirectly, to the profitability of the trust company. Furthermore, the commer-
cial bankers could no longer be heard to complain about the trust department's
drag on institutional profits.

Consolation of tLe individual trust operations of bank holding company banks
into one unit is likely to produce efficiencies of scale which can also contribute to
holding company earnings. By eliminating duplications among the banks, the
administrative advantage of uniformity could lower operating costs and control
problems without Impairing the overall level of services rendered to the public.

From the bank management point of view, the creation of a trust subsidiary
might have several additional advantages. In recent years the investment advisory
activities of trust departments have been subjected to increased competition. The
trust department "product" could be marketed more effectively perhaps, by
removing it from the unromantic image of the stodgy bank trust department. A
further advantage could be the achievements of trust managers, since the sub-
sidiary would not be subordinate to the bank, and management would become
more goal oriented.

However, it Is my view that the largest and most enduring benefit would inure
to the nation's banking system as a whole, by lifting from it a growing burden of
public doubt. As a matter of public perception, regardless of what is believed by
trustmen, the "Chinese Wall" lacks sufficient strength to resist the abuses of
economic power and conflicts of interest. I see no evidence to suggest that the
issues of trust operations or holdings will disappear from public attention. The
only reasonably expectable reaction is a public outcry for the breakup of the
agglomerations of money and economic power represented by commercial banks.

It is my opinion that by moving the trust department a definitive step away
from the commercial bank, in a bank holding company, we would accomplish
most of the good that could come from simple breakup, and avoid the ills that
beset any economic violence in the form of highly restrictive legislation. This is a
worthy objective indeed.

N~w YORK, N.Y.
Senator LLOYD BENTSEN,

Chairman of the Subcommittee on Financial Market 8,
U.S. Senae.

THE IMPACT ON INSTITUTIONAL INVESTORS IN THE STOCK MARKET

For the record, my name is Andrew G. flacs. I am Chairman of a research,
division of a New York Stock Exchange Member Firm. My department deals
with institutional as well as private clients. For the purpose of illustration, we
prepare lengthy reports, anywhere between 10 and 40 pages, for dissemination
to, our clients. Our compensation is generated from the commissions generated by
our customers' transactions.

The purpose of my testimony is to illustrate certain aspects of the disequilibrium
of the equity markets in the United States. I approached Sen. Lloyd Bentsen to
point out that unlike many other people in Wall Street who recognized the prob-
lms which had been described in countless number of articles, my research group
has come forward with a number of suggestions to help correct the major imbalance
on the marketplace.
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By way of personal background, I was born in Budapest, Hungary, in 1938,
and left during the Hungarian uprising. I was educated in the U.K. at the Uni-
versities of London and Cambridge fznd was a visiting student at the University
of Munich, Germany. During each summer vacation I visited and worked in
Switzerland and South Africa, having received my first Introduction to the stock
markets in Johanueeburg, S.A. My research thesis at Cambridge University
dealt with the computerised anyasis of portfolio management. During the ast
12yam I have worked as a security analyst iEa an later in the U.S

The so-called two-tier market and its consequences first came to our attention
around the middle of 1972. By the early part of 1973 we had seen the establishment
of subsidiaries of various European merchant banks in the U.S., some of which
today are well known such as Sister Walker of America, L d. Triumph America,
Ralli America, and the Vavassour Group of America. I trust there are many other
similar subsidiaries; and, in fact, several brokerage houses from London such as
Casanova have recently opened an office i New York. The two-tier market has
created many opportunities for foreign investors, Including takeovers. The -first
major one which we have witnessed in close proximity was the tender offer by
Triumph America, Inc., an 82%-owned subsidiary of Triumph Investment Trust,
Ltd., from London. Triumph offered $18.50 per share for 61%of the common stock
of Geral Host, a half-billion dollar meat packing, food distributing and bakery
company which is listed on the New York Stock Exchae. General Host had
large cash reserves, as well as substantial operating tax loss carry forwards and
capital loss carry forwards. At the time of the tender offer, the corporation had a
net working capital of close to $90 million. The tender offer was unsuccessful. At
that time, March 20, 1073, we prepared a report where we tried to describe the
significance of this event:

'The entry of Great Britain into the Common Market opens the possibility
that Throgmrton Street ('The City') with its unique merchantbanking capa-
bilit y might again become the center of European finance. London, the traditional
he quarters of the growing $90 billion Eurodollar market, might introduce to
'The Street' what J. J. Servan-Schreiber would describe as 'The European
Challenge.'

In this unusual international corporate drama only the opening chapters have
been written; the story has yet to unfold. Regardless of the outcome of the
Triumph-General Host tender offer It represents a noval episode in the history of
international high finance.

The alliance of Thomas Whyte, aseif-made imaginative, Hungarian-born, empire
builder and Alan Gruber, an unassuming, successful, thoroughly professional,
mQdem American businessman could prove to the world that the Transatlantic
mncr 1 9f be vmenwill never a5sis be a one-war aff el."

Havng been educated in England and thus gaining an understanding of the
freewheeling atmosphere within Which British merchant banks am permitted to
oper#Ae in the City of London, the take-over was no surprise to me. The rapid
growth of Thumph Investment Trust, Ltd., while admirable was by no means
totally unique amoog ita competitors. Pre-tax profit has ineresed from £49,000 in
1965 to £4,427,000 in fiscal 1972 (year ends March 31). Triumph Investment Trust
today oontrols well over a billion dollars in assets. Obviously, it was not lacking
in cash to take.advantage of the deeply depressed price of General Host which at
-$13.00 w=s truly reprresentatlve of the U.S. market. Making a tender offer at
$18.50 Triumph would have acquired a major American company on the New
York Stoc Exdhange.

4USTORICAL RECORD OF TRIUMPH INVESTMENT TRUST

ExWIi in pound string]

E&arings Oividend
Profits pretax per share per share
0(1tioviads) (percent) (percent>

Fiscal yearended Mar. 31:
I6 ...................- ...................... 49 O.5 0.47
19 ; ..............-............. ................... 166 1.39' .4
1967 .................... -......... .-- 21 .94
1968-------------------4-2: 1.671969 ................ .- ...-- - ............... 1,296 S.4 1.73

,' 1970 ......................................................... 2,154 7.98 5.42
1971 ......................................................... 3,374 11.21 6.88
1972 ......................................................... 4,427 14.38 8. 2
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The profit before parent company overhead stated above is earned in the fol-
lowing areas of the world:

fin thousands of pounds]

1972 1971
Amount Percent Amount Percent

United Kingdom ................................... 3,450 68. 384 62.4
North America ...................................... 718 14. 1,225 32.1
Other countries ..................................... 853 17.0 - 210 5.5

Profit before parent overhead ................... 5,021 100.0 3,819 100.0

Since Mr. G. T. Whyte, an internationally known financier, took control in 1964,
the company has posted a 63% znnual compound rate of growth In earnings per
share. This growth was generated both Internally and through acquisition.

Furthermore, we have tried to illustrate that Triumph's offer for 51% of General
Host marked only the beginning of similar tenders for depressed U.S. equities.
There have been distinct reasons why such tender offers suddenly became popular,
and in the report we have given detailed reasons for the sudden change of climate,
for the sudden attraction of such corporate maneuvers:

"The international monetary crisis has created unusual opportunities for asset
rich European companies to expand in the U.S.A.

(a) A series of devaluations rendered European purchases of U.S. securities ap-
proximately 15%-20% cheaper than, say, two years ago.

(b) The $90 billion Eurodollar market is highly receptive to dollar loans. The
recent flight from the U.S. currency has become an international problem. The
recent monetary agreement in Paris refers to rising U.S. short term interest rates
and the possible issuance of long term U.S. government securities to absorb the un-
wanted dollars deposited abroad. (Yet, according to some expert opinions the
Eurodollar market might grow as large as $200 billion by 1980-82.)

(c) The American stock market, excluding a few selected high-grade securities,
is basically in a four-year downtrend. Secondary securities even large cash-rich
companies are selling at historically low multiples. Price/earnings ratios among cy-
clicals and conglomerates appear especially depressed. Some of these large com-
panies sell at 40-70% of their reported book values.

Obviously, in this market climate it is very difficult to generate interest for
portfolio investments among overseas investors. At the same time the very U.S.
companies that are disregarded for short or medium term investments have
become interesting candidates for acquisitions.

In retrospect our prognosis has been totally correct. In the Subcommittee's
report in Part 1 covering hearings of July 24, 25, and 26, 1973, on page 183 a number
of successful tender offers have been listed which were all subsequent to the
Triumph/General Host tender. (See table from page 183.) While it may sound
repetitive, let me quote again:

"The entry of Great Britain into the Commof Market opens the possibilitythat Throngmorton Street ('The City') with its unique merchant banking caps-
biity, might again become the center of European finance. London, the traditional
headquarters of the growing Eurodollar market could Introduce to 'The Street'
what J. J. Servan-Schreiber might describe as 'The European Challenge.'"

During the summer, of course, we have witnessed perhaps the worst bear market
a Since 1929. Brokerage houses'as well as their clientele suffered major losses. The
two-tier market has reached its zenith and it was impossible to approach institu-
tions with anything except the highest quality, so-called "one decision" stocks for
equity investment. Private investors by the summer of 1973 were almost com-
pletely out of the market.

Having recognized the problem, we tried to come up with an answer. Approxi-
mately in June, 1973, we addressed letters to several dozen corporate chairmen, a
process which still continues. Let me quote:

"DEAR MR. CHAIRMAN: Our recent research among stocks listed on the major
stock exchanges indicates to us that your company's shares, along with hundreds
of others, are selling at a relatively modest price/earnings multiple. At present,
your shares are not represented in institutional portfolios . ; ; I
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; Our organization very rarely recommends high flyers for the simple
reason that we believe they are often yesterday's heroes and the downside risk
on a high-multiple stock does not lend itself to a proper investment recom-
mendation.

You and many of your friends are probably frustrated . . and you must
also be disillusioned by the four-year old bear market that has been battering
securities such as yours.

Now let me ask you a straightforward question.
Have you ever done anything about it? Waiting for regulatory chances may be

pro per but you know as well asfthat today our countrV is beset with political prob-
lens and the fact that stocks are selling at or near historically low price/earnings
multiples is of little consequence to most people in Washington. I wonder if you
realize that it is in fact you who are supporting the current distortion in the
American equity markets through a curious oversight.

Let me explain to you a very simple and interesting fact. The institutions, just
like the Government of the United States, have no money. You support the Fed-
eral Government through your tax dollars and they are accountable to you periodi-
cally through your ballot.

In the same fashion, you also provide the money for institutions through:
a. Your pension plan;
b. Your group insurance policy;
c. Your profit sharing plan;
d. Your executive retirement plan.

With this in mind, why not call in your Treasurer and request an immediate
rundown on the various portfolios that you have handed out to money manage-
ment concerns? Then break down the percentage of your money that is invested
in the selected 300 and how much is held in respectable, decent, well-run corpora-
tions such as yours. I venture to suggest that you are supporting a system that is
penalizing you as well as your stockholders because you wilA not find many low
multiple stocks in the above-mentioned portfolios.

Racz-Rooney Research feels that the indwiduals who could best do something about
this situation are those who are directly affected by it! Accordingly, why not evaluate
the progress that your investment management firm has made during the last
several years. Perhaps an organization possessing some original thought and new
ideas instead of the old, unimaginative way of following the crowd would better
suit the investment goals of your company's profit sharing, pension and retirement
plans.

If executives like yourself in American Industry are more critical of the results
achieved by their money managers, I firmly believe that these professionals will
become more creative and thus explore many diverse avenues of investment, This
will eventually bring the public investor back into the marketplace and concomit-
antly broaden the base of our equity markets and stem the tide of rapidly deteriora-
ting liquidity on the nation's stock exchanges."

Among the many constructive answers the most encouraging response we have
received was from Mr. Walter Kissinger, Chairman of the Board and Chief
Executive Officer of The Allen Group, Inc., listed on the NYSE. The letter reads
as follows:

"DEAR ANDREW: Your letter regarding.the disproportionate interest among
large institutional investors in a limited number of high multiple stocks struck a
very responsive chord. I believe that this dislocation in the equity market is one
that could lead to a greater concentration of foreign ownership and control of some
domestic industries.'

Encouraged from the various responses,. we have started a newsletter called
"Fundamentals Revisted" (Undervalued and Overlooked Securities). We have
tried to focus attention on companies satisfying the following criteria:

1. The company should be well capitalized;
2. The stock should have a low price/earnings multiple;
3. We could with reasonable certainty point to earnings gains for the next two

to three years.
These selected securities had been totally out of favor for several years. Our

recommendations in the last three editions included seven securities. The date of
the recommendation and the current price are listed in the table below. (See
Table 1.)
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Simultaneously, We have started to recommend corporate securities which
have a wide representation in tht energy field. The disproportionate performance
between these two groups is wide and quite interesting. (Se Energy List.)

During the month of August and prior to the Labor Day Weekend, the stock
market was in such a depremed state that merger negotiations between various
investment bankig firms was commonplace. The Exchange in the early part of
August, 1973 published on the Dow Jones ticker tape that approximately 65 firms
were on the strict surveillance list; meaning that their ratio of debt to equity was
close to the dangerous 10:1 figure. Wall Street itself seemed ripe for a takeoverl
In the third edition of our newsletter we published an article called "Pearl Harbour
Revisited", which dealt with the Japanese purchases of 500,000 shares of the
common stock of Merrill, Lynch.

PEARL HARBOUR REVIITP"

On August 27, 1973, It was announced that Japanese financial interests have
accumulated an estimated 500,000 shares of the common stock of Merrill, Lynch.
As the nation's largest security dealer, Merrill accounts for approximately 10%/c,
of the trading volume on the New York Stock Exchange.. Practically speaking, the Japanese have the same chance to take over Merrill,
Lynch as they had to win the second World War. To put in perspective Just how
remote that possibility actually was, one h, f only to go back to the late Sir Winston
Churchill's reminder to the war time Japanese Foreign Minister when he pointed
out that in 1941 U.S. Steel production was 75 million tons compared to the
Japamee 7 million tons. Laws eztst or could be easily legislated which could
terminate any control of Merrill, Lynch by foreign interests. From a practical
standpoint, with approximately 32.4 million shares outstanding, any threat
appears remote. Yet, it would be foolish to disregard this transaction and not weigh
the circumstances which have brought about the possible specture of a certain
amount of Japanese control over Merrill, Lynch. It is an event of historical
s signifloanCe.

Perhaps the starting point was the guns and butter policy of the Johnson
administration which set the stage for unpreoendented inflation by the late 1960's
and led to the accumulation of approximately $120 billion Eurodollars in foreign
hands. This was theoretically backed by the froafn $10 billion worth of gold
in the U.S. Treasury. At current market prices that old would no doubt, be
perhaps three-fold Its earlier value. In our opinion, ot Presidents Johnson
and Nixoh dealt with foreign policy with a certain amount of disregard of U.S.
economic &Aamw. Duifng the last 2-112 years foreign policy was conducted at the
risk of both politically and economically alienating some of our former allies.

The internal economic problems of the U.S. have created the second largest
stock market vlump in the century. Watergate did not help either. While it is
difficult to point out direct oorrelations between stock prices and the nation's
greatest constitutional crisis, Watergate undoubtedly helped lead to the apathy
which is one of the biggest dangers for the stock market. Monetary factors aside,
stock market enthusiasm is built largely on the psychological outlook. Has
anybody heard recently the words I The Americsn Dream"?

The institutions have not helped. By 1973, approximately 70% of the trading
on the New York Stock Exohafge was conducted by Institutions. Many of these
have otmeentrated their interest on a narrow list of about 100 issues. This has
helped to create the lowest pries/earnings multiple structure for most stocks
in recent history.

The devaluations and the floating exchange rates have made the U.S. equity
market approximately 30% cheaper than' the Japanese was about two years
ago. Mei Lynch is owned by many people. It had some 130 partners before
incorporation. While we do not seriously expect the Japanese to try to assume



control of Merrill Lynch, their recent action is apotbor cause to sit up and tkenotios of what bas be happeniug In the wwld. ,QfWhile thhUI8. u been preoccupied with poltioa controversy inflation, and

"phaseogy" the Japanese have buckled down to hard work and an intellgent
plication od their resources and manpower. The resultLs apparent througout

the world today. Japanese industry has risen from tle ashes to challenge once
dominant Ameican products in almost every aspect of international competition.

Nowhe Is tWs reality more vividly demonstrate than In the comparative
figure for steel production. Remeniber when Sir Winston pointed to the over-
whelmin=dominance of American st~ee? At that point our production was over
10 times the JapaAe total; today they have p.*led nearly abreast. Japanese
steel output is expected to reach 132 million tons this ear, within striking distance
of estimated U.S. production on the order of 150 miion tons. From all indications
it won't be long before they pass us.

It seeW we have come full circle in thirty years; Pearl Harbor is
being rev sitedl

.Wle in the article we emphasized that we simply do not see the possibilityy
of the U.S. government, permitting a foreign control over the largest security
house of the nation, it was also equally clear to us that the only way to stop such
a takeover, if ever attempted , was through legislative action. The utilzation of
legislative power against foreign takeovers is equivalent to torpedos and flying
bombers In military warfare. I I , ' I
. I want to .mhasize that we da not whi to atop at tis leL We plan to
continue publishng our newsletter. Fundamentals Revisited, simply because we
feel we bring attention to deserving oomp"Wes and thereby fulfilling a useful
social function. We realize that our time vuld be better rewarded by following
larger securities but we feel that we have a great duty towards the American
system that permits us to functidn as entrpiepneurs.

Personally speaking, as an immigrant to the United States, I have always been
a great believer in the American Dream. I have noticed with great regret that this
expesion has almost disappeared from our vocabulary and fewer numbers of
young people cothtemplato a career in Wall Street.

Furthrmore, we are regularly approaching union pension funds. The leaders
44 unions just S corporate executives, have a responsibility to bep the pension
ftid to be properly utilized. Union leadership In my opinion is elected to create
more jobs, hI er wages and better working conditions for their members andtheir prspective members. This cannot happen unless the Americal industry

healthy. lbistead of trying ,D generalize, let me pick up a particular example
upon which r have some pertt ent statistics and knowledge.

In 1971 the United Mine Workers union won a major concession from the mine
-ownes to: install new and modern equipment to protect the iners from the
vicissitudes of..their pro.e3ion. This was, in my opinion, a just and honorable
settlement. At the same time, the amount of money that wa required to modern-
ize the mines could only be supplied by the largest and most powerful coal, mine.. Tfibtwo-tier market hpa rendered most of the coal stocks into the second tier.
Accordingly moat of the smaller coal mine owners have found themselves unable
to 9ope 'na the requirements. An article ptiblished by Barron's In December,
1972istated.that i calendar 1972, 850 coal mines had to shutdown their operations.
Even tqdmy the equities of leading coal mining corporations such as Pittston,
Eastern Gas & Fuel and North American Coal sell at a price/earnings multiple of
15 or less. Yet, in 6rder to expand their mining activities, to open up new mines, to
modernize existing mines, to install the so-called lng wall mining rechmiques, to
train the people, they require hundreds of millions of dollars. Now, let me ask the
followinguquestion? If these coal iines were valuated based on the reserves that
they have (the U.S. has 48% of the' entire world's coal reserves!l) theve stocks
should beqelling not at 10 or 15 but probably at 30, 35 nmltiples. At that price
tb~ey coui4 raise from the public the necessary amount of capital, expand their
operations and create many thousands of iobs that are badly needed for the
industry. I atn not sure but I suspect that similar conli ions exist among corporateas we1l as union pension funds!i As we have emphaized in our article 'Pearl
Harbour Revisited", today American steel production i hardly larger than that of
the. Japanese (150 million tons vs. 132 million), whereas 30 years ago it was in
favor of the USA in a ten-fold magnitude. Steel stocks have been in a downtrend
for the last 10 years. I wonder if the stock holdings of the pension funds of the 4*t1'
workers union should not be submitted for examination! I trust it is not necessary
to explain to the honorable members of tlv Subcommittee the importance for the
U.S. to' have a healthy and groan lg steel and coal industry, particularly in the
background of the current Middle East war.
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While I fully appreciate that my name and achievements cannot be considered
with the eminent members that have been representing the financial community at
the first public hearing by the Subcommittee on financial markets. Nevertheless, I
would like to assure the Subcommittee that our research- group is fully committed
to bring about more sense, and balance In selecting good investment values for our
clients. Our aim is to correct this basic Imbalance in the U.S. equity markets.

It is iny fir personal belief that the strength of America is a free capitalistic
society. The iqu dity of the U.S. equity market serves as a base for the welfare of
every citizen of the U.S.A. To be neglectful about this issue is a greater danger
than permitting isolationism, and almost equivalent to rendering the U.S. to a
second rate power. America will only flourish if its equity market and its currency
remain strong.

It Is my strong belief that if the legislative arm of our government, as well as
our corporate and labor leadership, will recognize the common danger, then the
current view that the '70's are likely to be dull and uneventful days in the equity
markets will be dispelled forever. This nation has learned from the events of 1929,
and go it will of 1973. The activities of your Subcommittee's hearings is one" f the
best testimonies to that effect.

Respectfully submitted,
ANDREW G. RACZ.

LIST OF ENERGY RELATED STOCKS

Fully dilutedPrice,Pi

Aug. 17 1973 PIE
Company A 71 1971 1972 (estimate) ratio Comment

Alaska Interstate (AKI-
NYSE).

Atwood Oceanics (ATWD-
OTC).

Banister Continental
(BAN-ASE)o.

Dresser Industries (DI-
NYSE).A

Eastern Gas & Fuel (EFU-
NYSE).

Helmerich & Payne (HP-
NYSE).

Overseas Shipholding
(OSG-NYSE).

Pittston Co. (PCO-NYSE)...

Raymond International, Inc.
(RII-NYSE).

SEOCO, Inc. (SED-NYSE)4.

Smith International (Si-
NYSE).

26N $1.31 $1.51 $1.20 22.4 Highly leveraged Indonesian oil and gas
play and major participant in Trans
Alaska pipeline project.

15% 1.03 1.26 1.50 10.5 One.,of the fastest growing offshore
drilling companies having demon-
strated impressive growth during its
1st 2M years of existence.

21 1.15 1.93 1.20 17.5 Leader in Artic pipeline buildihg
technology. The most leveraged
participant in building of Trans

_tska and other Artic pipelines.
44 2.23 2.62 3.00 14.7 Dresser will be a major benefactor of

increasing oil and ps exploration and
drilling activity. All ma or: ents
of the company are ready for sus-
tained growth.

16 1.58 1.75 1.55 10.3 When coal productivity picks up, good
earnings advances are expected.
Barge business should continuestrong..

27% 1.05 1.25 1.55 17.7 Ol proAucer. and driller. Will benefit
from ,rising oil and gas prices, ex-
panding 'production and higher

rolling rates.
35% 1.95 2.40 3.00 11.9 Increasing worldwide demand for

energy and expanding international
trade indicates a strong demand for
the company's tankers. Long-term
chartering contracts give thecompany
substantial sales and 'earnings
visibility.

22H 2.17 1.43 1.75-1.90 12.3 Largest capitalization coal stock.
-Should benefit with energy conscious

Investors taking new look at coal.
10% .44 .76 1.10 9.9 A *qdwideengineering company with

IsuI ~rtal i tentlal. The company is
involved in various projects related to
the exploration for oil and gas. arge
potential from Trans Alaska and port
construction.

44%i 1.42 1.75 2.45 18. 2 Planned addition of about $150,000,000
of "state of the art" semisubmersible
drilling rigs by early 1974 coupled with
prospects for additional pipeline
contracts creates substantial potential
Increase in company earning,

2136 .71 .90 1.05 20.4 Broad based supplier of oil we I drilling
equipment Recent equity financing
should allow approximately 30 per-
cent gains In net income over next
few years. Being compared to Hfhes
Tool by some analysts.

See footnotes at end of table p. 271.
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LIST OF ENERGY RELATED STOCKS-Continued

Fully diluted

Au. 17 1973 PIECompany 1971 1971 1972 (estimate) ratio Comment

Trinity Indust.less (TRN- 18% 1.67 1.72 2.80 6.7 Company Is a metals fabricator withNYSE). expertise in building containers for
the storage and transportation of LPG
and other liquids, a market that
continues to grow substantially.
Likely to become factor in LNG con.
tainers. First quarter: reported
$0.62 versus $0.19.Williams Cos. (WMB- 44% 3.13 3.62 4.10 10.1 Largest contributor to 1973 earnings willNYSE). be fertilizer. Fertilizer was insignifi-
cant to earnings as recently as 1971.
A prime contractor for Trans Alaska
pipeline.

I Fiscal year ending Sept. 30, 1973.
1 Fiscal year ending Mar. 31, 1973.
I Fiscal year ending Oct. 31,1973.
4 Fiscal year ending June 3, 1974. 0


