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FINANCIAL MARKETS

MONDAY, SEPTEMBER 24, 1073

U.S. SENATE,
SuBcoMMITTEE ON FINANCIAL MARKETS
oF THE CoMMITTER 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.

RI:ll'lesgnt: Senators Bentsen, Byrd, Jr., of Virginia, Bennett, and

oth, Jr. .

Senator BENTsEN. Would Mr. Kelso, Dr. Ture, and Dr. Musgrave
1;;'lea.xse come forward and we will try to do this in a panel, gentlemen,

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 des-ee
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 subcommittes have had some
influence in that direction. I like to think that this is the case. And I
think it is something that is healthy for the overall equity market.

- Good morning, Senator Bennett. o

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 savings 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
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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 know where they are going to raise capital unless
thx 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 %ay points over prime. I
heard of one case the other 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 comfensating balance.

So what does your true yield finally end up as ein(gl and where
do !ou 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 bave 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 industrK. You have one bank over
there whose trust department has more _han 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
re%uest 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, 1978]
CAN U.8. InpustrY FIND THE MoONEY IT NEEDS?

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

Bentsen’s subcommittee on financial markets resumes héarings 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. Institutional 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
nterest 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

" gix 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 domestio 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-
eoutive vice-president and treasurer John J. Scanlon, need $40-billion to $50-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 34-billion a year
between now and 1980 to replace obsolete facilities, install pollution control equip-
mexg, t's:)nd e:;pand capacity by the additional 20-million to 25-million tons it ex-
pec need.

“Our competitive free enterprise system,” Roche emphasizes, ‘‘has succeeded
in large part because of the success of our capital-raising mechanism.” When this
mechanism falters, as it is faltering today, it mﬁid’glaﬂecta thousands of American
companies. They drop into debt. They cut back. They V"glefs taken over—sometimes
by companies whose institutional sponsorship has provided or preserved a higher
p%a multiple, and sometimes by foreigners. ’

THE DANGERS OF EQUITY SHORTAGE

It the short-term effect of the equity shortage is painful for individual American
corporations, the long-term effect on the American economy could be agonising.
is why some thoughtful securities industry leaders 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 vi
to all industry. Among them: the possibility he raises that “the current two-tier
market system may be stimulating the takeover of U.8. companies by foreign

-
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entities,’”’ and ‘“the effect of institutional investors on the ability of new or small
and medium-sise firms to acquire the -capital they need to survive and compete
with U.8, corporate giants and foreign uoers.”

Institutional dominance of the markets has, of courss, impaired the equity-
raising ability of many U.8. ocorporate ta too, unless they’re lucky eno
to be numbered among the institutions’ oows.’” Donald T. [
man of Merrill Lynch, Plerce, Fenner & 8mith; has noted that “it's ust as es-
sential, from an economic vie :hthu an established corporation should be
able to raise capital as that capital should be available to emergin? companies,”
Other ur:i witnesses before Bentsen's committee, which first met for three dn;a
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 Companies (BW-
June ﬁ), asked: “Can small and medium-sized-—and even a number of very
big o%ﬁﬁ:nlee—curvivo? Can they have access to equity capital?’’ Wood's group
now s as members nearly rations, and he testified, “They feel
keenly that they are being starved out of the capital markets.”

Amonﬁml}h d)rellminsry ideas, Bepnteen told Business Week, he is leaning
toward tations on institutional holdings. Such legislation cculd 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.8. banks alone have concentrated about $27-
billion in just 10 sacred cows. This huge emty represents 3% of the value of all
2,700 stooks listed on both New York and American stock exchanges. At the same
tfme, limitations on institutional concentration would do much to eliminate
the violent sell-offs in fallen institutional favorites—the Flunge by Levits Furni-
ture Corp. from 860 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 ».zgan, the first witness before Bent-
sen’s committee, testified that the value of new industrial equity issues had
tumbled from $4.8-billion 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 year Davant’s firm brought to market eight companies offering stock to
the publio for the first time; this year, there was one. ‘“The use of equity immcinqs
for emerginwmpaniea,” says Davant, “has not just diminished; it’s ceased.”
The fi r him out. In July and August last year, acoordin; to New Issue
Outlook, there were 78 new issues; in July -and August this year, 7. :

THE TREMORS ARE INDUBTRY-WIDE

The result is grim for literally thousands of companies la.rf and small, es-
tablished as well as emerging. problems of Reliance Steel & Aluminum Co,
(box) are typical of those plaguing medium-sised 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 sales 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
unlikely to produce a satisfactory price for its owners, Litton Industries. In its
Flace tton accepted a bid from Switserland’s Nestlé, and ownership of the
amiliar household d passed into foreign hands. So did much of the aluminum
business of America Metal Climax, the fourth-largest U.S. fabricator of aluminum.
Eager to expand capacity, but stra wd for e%uit.y and burdened with a debt
that had tripled since 196‘}, Amax ;B ~Aug. 25) sold a half-interest in its alumi-
nu%ﬁren ons to Japan’s Mitsui for $125-million.
' o a handful of banks (such as California’s Security National) and fsmg::

retailers (such as Gimbel’s) are amongnt;he U.S. corporations whose control
passed to foreigners since the establishment of the two-tier market, power over
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;:;n more of them seems rapidly to be passing to creditors—partioularly to

kers,

Reginald Jones, chairman of General Electrio Co., recently fretted that the
volume of corporate long-term debt issues had virtually “exploded,” with debt-to-
equity ratios for the sar Industrials luplnrlg from 26% to 41% in just 10 years,
And Thomas I. Unterberg of Unter owbin, a New York investment firm
with a respected record in the underwriting of smaller companies, answers the
. quesuon of what happens to such companiss when they cannot raise equity cash:

“"They merge. They reduce expansion. They pay the banks 1% over prime, plus
209, com ting balances. They go out of business.”

e list of companies forced by the two-tier market to cut back on expansion
gg %ﬂun baok t:n their bankers would stretch from coast to coast—and from Florida
nesota,

In Miami last month, diversified Pershing Industries withdrew an oﬂeﬂn%::
200,000 shares at $7 a share and, says President Maurice Revits: ‘“This
caused us to apyroach any sort of expansion with a lot more caution.” To aoguire
additional cars for Pershing’s leasing division, he would have to pay “2% to 2%
over pr,i;ne, which means the customer would pay 830 to $40 a month more for

CAr. .
In Minneapolis, Wilson Learning Laboratories, manufacturers of video educa-
tional pro 8, had seen sales soar 909, 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 Wilson, “because you never get
as much money as you really need.” Wilson emphasizes that ‘“not getting the
money from the stock offering has hurt. We are running from month to month,
project to project—with a real cash flow crunch.”

mong 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-million in short-term bank
borrowings. Said a sggkesman: “It would have been nice to sell those additional
shares, rather than borrow more from the bank with interest rates so high.”

In Fayetteville, N.C., the building business of American Classic Industries
dropped a series of e%)ansion and development prOZects when its public offerin
was withdrawn. Says Barnard, vice-president for finance: “We’ve leverage
ourselves a little more y 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 whiclk‘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] mone&gor expansion, replacement of facilities, or pollution
control, we have to eso to 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%, and in 1971 it was down to 13%.”

LITTLE ROOM FOR OPTIMIBM

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 otherwise—get
better in the foreseeable future, In 1948, AAA bonds yielded an average 2.5%, but
those days are gone forever. With an “inflation expectations component” (BW-
Sept. 8) of 4% to 5% to be added to the “real’ rate of interest of another 4% to
59, that is normal for a period of economic expansion, the cost of servicing debt
can only bear down more heavily on corporate profits. Economist Kaufman warns
that ‘“Many corporations face refinancing requirements. There's $37.9-billion in
Co! te bonds maturing by 1985 that needs to be refunded.” ~

debt financing, as Paine Webber's Davant points out, “The government pays
half.” Interest, for corporations as for individuals, is deductible dollar for dollar
ggain‘st taxes, 8o its net effect on the @s per share of most companies is only.
% of its actual cost. Furthermore, Davant says, “companies that borrow are
expecting their return on new investment will be hl;m' than their normal return.”
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Take & steel company with $1-billion in debt outstanding and a return on invest-
ment of 8%. Suppose it borrows an additional $100-million. At 109, its inierest
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 drain of $1-million on post-tax earnings. Unfortunately, in practice

corporate results !mquengz fail to live up to corporate expectations. Speakin of
the performance of the S&P Industrials in the five years from 1966-71, 's

.Jones notes that “man;{ & company didn’t earn the equivalent of interest charges

on newly added funds. -
Davi Hea‘liv. vice-president and director of research at Drexel, Burnham, who

has specialised in analysis of the steel industry, notes that steel’s earnings coverage
éof interest costs) got ‘‘really bad" at the beginning of this decade ‘‘because of
eteriorating profits and increasing debt.” .
This combination, it should be noted, {s what pushed the Penn Central into
bankruptoy. On the eve of its collapse, moreover, the Penn Central was planning a
further massive increase in its debt burden. But if added debt ﬁxmnclngl 8 undesir-
able for the majority of U.8. comganies——und all evidence suggests that most of
han increasing their borrowings—where is the
capital they need to come from?

ir" the central problem confronting Bentsen and his committee, and it is &
vital as well as a thorny one. Unless corporations can obtain large infusions of
uity, 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 9%, since the beginning of this decade. This,

Scanlon notes wryly, ‘“‘costs us $250-million extra a year.”

THREE BOURCEB OF EQUITY CAPITAL

The high cost of new debt will trap most corporations in a tightenin% 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 eaminfs,
there are for U.S, corporations today essentially three sources of equity capital for
plax;:a lt:nd equipment: institutional investors, individual investors, and venture
ca ists.

f 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-poch the notion that
institutions now dominate the markets. Thus Samuel R. Callaway, executive vice-
{)resident of Morgan Guaran&{,ly, cites SEC figures showing that, at the end of 1972,

ndividuals owned 639%, of all equities, and claimed this as “{mpressive evidence
that the individual is not out of the market.”’ SEC lf\ifuree 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, ap?ea.rs 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 of the equity of U.S. corporations, and institutions own some

$40-billion more—in one single year.
Furthermore, such figures do not by any means tell the whole story of the new

" institutional domiuance. This was well illustrated when James J. Needh?lmt,;
a

chairman of the New York Stock Exchan%e, told the Bentsen committee t

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 46%. Figures released last
week by the FDIC reveal that just 300 U.8. 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-nsrrowins
cirole” of investments, the institutions have created a self-perpetuating downwar
sgiral‘ for other stocks. According to the Economic Report of the President for
1973, 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 Assn. (SIA) testimony before Bentsen: ‘‘When the valuation mechanism
is distorted, the whole capital formation process—and the nation—suffers.”

HERD PSYCHOLOGY AND BTARVATION

While one &roduct of the institutional u{)hilosophy of concentration (less politely
known as ‘herd Yaycholo ") is equity undernourishment for nonglamour
companies of any size, another is e?uity starvation for small and emerging com-
panies of almost every type. Few big banks—and the top 20 U.8. banks control
489, 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 st 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
ugnto $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 donot

-represent a very large proportion of Morgan’s equity investments. Of the bank’s
$21.4-billion in common stocks, well over $19-billion 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

otential source, because of his propensity to save 6% to 8% ($50-billion a year) of

8 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, 8o one of his primary objectives is to bring
the individual-4uxve8iST back. Several witnesses, however, raised questions about
his absence. Morgan Guaranty’s Callaway, as noted, questioned whether the in-
dividual had ever gone., And Merrill Lyncfl's Regan surggested that he might be
coming back already. Regan pointed to the fact that Merrill Lynch is ogenin 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
conduocted by Business Week. A

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 iirxniB they'll 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 & l{. 'I‘hrogfh Au,g. 10, business on the Amex-—which is
y individuals trading—was off 32%, in relation to

dominated more than 70%
the same period last year; business on the Big Board—which is dominated to about

the same extent by institutions—was by contrast off only 7%, If the individual was
indeed coming back, he was doing so very slowly.
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Furthermore, Business Week’s survey showed that many erstwhile investors
had grave doubts about coming back to the market at all:

Gary A. Daum, administrative vice-president of General Nutrition Corp., &
Pittsburgh food supplements retailer, says: “I'm a gambler by instinot, and I
still have a yearning to play the market, But not now. There’s too much risk
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 apgear attractive. Says Barry E. Tague, an investor who is vice-
chairman of the Philadelphia-Baltimore-Washington 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 Angeles m ment consultant, is
anxious to get ek-des?ite unishfng losses in 1968-69: "1 bought companies
at $35 that are gglng for 7¢,” be says,

It is perhaps investors like Fred Torres, general sales manager of Cleveland’s
Woodhlﬁ Chemical Co., who resresent the biggest challenge to the Bentsen
committee. Torres says he has * efinitely 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-Te eler,
another brokera.ge 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

entsen 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 lonﬁfr 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 raisg:g large amounts of fresh equitly 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 ﬁtl;‘uity venture capitalists do provide,
but the generally accepted figure is $100-million a year. i

Obviously, this is & drop in the bucket of equity capital that U.8. 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 tyipe of company: the type that can provide
them, as Leroy W. Sinclair of Technimetrica says, “with at least 40% on their

investment, compounded annually.”
‘“STARTUP CAPITAL 18 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. Heizer, of Chicago's Heizer Co. Because of low multiples in the stock market,
he says ‘startup investors don’t see their stock bcénp tradeable for five or six
years, and they're backing off from startup investing.’

The multiples that venturists are looking for moreover are clearly ve‘x;{ different
from those beingl 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 8 er, more basic, less spectacular companies.

Here, in fact, is one of the most exasperating examples of the waste that is a
byproduct of the two-tier market. Venture capitalists have plenty of money avail-
able for the right deal. Indeed, they are scrambling over each other to get into
the deals that offer some prospect of venture capital-sised 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 eflect of the institutionalization of savings. S8ays 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 examfl'e is Digital Equigament. A “religion” stock as far as insti-
tutions are concerned, it recently sold 750,000 shares to bring in some $66-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. p—

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.8,, it no longer appears altogether implausible. The

evonomist 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 ‘‘Universalbank’ or total financial services concept that charac-
terises the German banking smem, the banks there function as the only under-
writers. They are heavy purchasers of the issues they sell, with the result that
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they maintain absolute authoritK 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 eSulty %zlpital 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 catpital, and are
ourrently stymied, now have to pay 2%? to 2449 above prime for expansion
mo;xi;y—l-i)lus t:cixéxgensating balances. At that rate, companies are effectively
r2 0 0

Alt oungew companies relish the idea of gaying 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-
i)resident of Laidlaw-Coggeshall, reckons that any company with a credit rating
ower than Baa would have to pay 10% or more on long-term money today. This
means in effect, that smaller companies, and those of medium or lower quality
have nowhere to turn but their banks., The reason is that public marketin% of
debt.at 1034 %, 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 BOURCES 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 expeoted 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 key ways. 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 I‘proﬂts are going to come down, and internal cash generation is
going to slow.’’ For equity capital, in other worés, 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 offerings 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 eamings, 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.

e 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 equit{ “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 is hardly
practicable. Tom XKillefer, 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-
holdera 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 ;::))ital 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 instilulions

Almost eve{‘yone who has examined the guestion 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
sa%they self-impose certain limits, in theory, already.

entsen 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. Willilams (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 @M's Roche puts it: ‘“More than seven
out of 10 believe the market is manipulated.”

2, By‘enfouraying both instituitons and individuals lo invest in *‘ noninstitulional’’
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
guickly.” Were they to do so, and were each institution to be limited to, say,

% of any company, the benefits to the market would certainly be at least twofold.
lq"irst, 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-
ered 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 Provident
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 p/e 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 the develop-

ment of emerging companies. “ They're the ones that can afford it,” he says with

emphasis.

Kut whatever the banks can be encouraged to do, the main burden of financing
emorging companies with equity will still fall on the individual. Nashville broker
J. C. Bradford says: ‘‘The institutions always want the hot issues but are usually
unwilling to buy the ordinary ones. I'd say 909, of an average issue goes to our
retail customers.” The Philadelphia firm of Suplee-Mosley, Inc., is typical of the
underwriters who norma.}ilf bring half a dozen new companies public each year,
and who d%eend on the individual investor to do so. ‘“This year,” says Senior Vice-
President William Z. Suplee I1I, “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
that it 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 against
private saving and capital attraction.” Equit{ 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 tax subsidy” from the Treasury to private
pensions alone is estimated at $3-billion to 8$4-billion a year. Even on lonf-term
capital gains, the 8IA points out, the individual can wind up losing very nearly half
of any profit when state and ocity taxes, and a basioc federal tax rate, which now
reaches 3614 %, 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: 30% after six months,
descending to 10% after five to seven years. He makes the poiat that a large factor
in most assets’ appreciation is inflation, and he does not see why investors should
be taxed on this unwanted ingediont 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 &lso 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’
seourities 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
emerging1 companies. Regan and Whitehead suggest, simply, that the tax treat-

osses should match that of gains. Neeﬁm 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 sympathetioc” to that idea. »

4. By making foreigners and their surplus dollars 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-
tioular 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 2 to. 30% more U.S. common stock abroad if
thhodling were ended. He said: ‘“There is lots of money out there looking for a

py home.”

h"Yndeed 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 taxi

deterrent.”
- If foreigners can be encouraged to increase their investment, if individual U.8,

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 correoted if national markets are again to do their job of allocating
resources, and attracting new capital to risk situations popular and unpopular,

largg and small.”
ntsen 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.8. 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 BannerT. 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 BuNTsEN. 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 choof, arvard
University. This is 8 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 COUNSEL, BAN-
GERT & C0., INC.; DBR. NORMAN B. TURE, NORMAN B. TURE, INC,,
ECONOMIC CONSULTANTS; DR. RICHARD A. MUSGRAVE, PROFES-
SOR OF ECONOMICS, FACULTY OF ARTS AND SCIENCES AND LAW

- SCHOOL, HARVARD UNIVERSITY

StaTEMENT oF Louis O. Kxrso

Mr. Kxrso. I would be pleased to start, Mr. Chairman.

I am Louis O. 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 todag. )

I would like to begin, Mr. Chairman, by discussing a technique
of finance which Bangert & Co. is pioneering. The activities 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 Eresented and -let me make a few comments
on what is described there as Model I or “Conventional Corporate
Finance.” (Page 71 herein.) .

" 1 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

.usual_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 perh:gs
the highest sin&l& responsibility of business management: to make
sure that the things it invests in will pay for themselves within a
reasonable period of time. Normally, 3 to 5 years is a rule of thumb.

23137 0-T8-pt. 2 -2 ‘ -
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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 ars conventional today and have
been in the past. One of the most frequently used methods, of course,
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 1s presented to the lender, discussed, maybe ad-
jusfied, 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. '

he 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 earning;l after paying its corgorate income taxes
usually both State and Federal aggregating substantially above 50
pe:gent 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. Sanilarly, 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 borrowmﬁs, repaid 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
iﬁsued. n none of these techniques is a single new stockholder created.

ot 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 per(l:ent of the households and individuals own all the equity
capital. _

e amount that is owned outside is negligible. That is to say, the
income significance of it is negligible. '

If you called a capital-owning famil?'“‘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 an
new shareholders. The reason is that the purchase of stock is a cas
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. _

ow, 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 ownership
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 sgeaking of gh gical input sources—
we are simply building a time bomb into the U.S. economy and the
fuse on that time bomb today is burned almost to the end.

Technology is ra%idl 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 bringing about a gigantic
mismatch between the possession of unsatisfied needs and wants and
the possession of sufficient economic productive power to enable

eople to be self-sufficient in meeting their own needs and wants.

ow, 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 corg‘orations 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
i’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 knows 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 purnose of industrialization is not to make us all
work harder, bui rether 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 pagf 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
1t 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
glsed tokbuy new tools which increase the productive power behind

is stock.

Now, if I may, please, ask you to turn to page 73 of our written
testimony where you will 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 financin techni%ues without taking any
pro;i:rty away from existing stockholders. The objective of employee
stock ownership financing 1s 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 .ransit, improved housing, new factories,
new farms, and what have you, so a mt‘?’or portion of the ownership
of that newly formed capital will be built into the labor force whose
inputs are indispensable to bringin‘s‘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 o 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
million dollars worth of capital into the labor force of the company
without taking anything out of the workers packets or pay checks.
In mode] 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 efter
tax dollars.

- Secondly, building of a capital estates in the workers for use after

;&eﬁffement 1s 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 outstanging 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 la.gl:l scale, is capable of harnessing the growth of broad
capital ownership in the labor force with financing the growth of the
corporate sector. _

t 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 around
the ownership of outstanding securities. The conventional invest-
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 workinﬁ lifetime enough productive capital to have eco-
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 means 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. S

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 qround
inflation. Again, the labor force under conventional financing is
absolutely forced to take the monetary system into its hands. It
must demand more and mo‘r:ﬂpay for less and less productive input.
In so doing, it lfene ates inflation as sure as tomorrow’s sunrise.
.We have gradually priced ourselves out of all kinds of markets that
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are being taken over by foreigners. Under employee stock ownership
lan financing, the labor force is 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
wth of the future has been raised in this committee. If you will
ook 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 & 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 indeﬁniteiy thereafter because
their productive power is preserved by delpreciatlon 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 Ipaper. I must not take the time of my colleagues on the
panel, but 1 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.
StaATEMENT OF DR. NorMAN B. Ture

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. Ture. 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 hoKe that
it will shed some light and offer a basis for some constructive changes.
. Against the baciground of vigorous economic expansion in 1972
and early 1973, as measured by indicators of real—as oplposed to
monetary-—aggregates, the principal indicators of financial market
activity a;l)Fea.r 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 & common and readily understandable proclivity to insist
on simple answers to complex questions. In the case of the financial
markets, it is tempting to identily one or a few factors as the source of
its puzzﬁng 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 recommenda-
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 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 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 grovide 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 correspondingl information and valuation of all others.
For any one compaxg', therefore, an efficiently operating financial
market’s valuation reflects its worth relative to that of all other com-

anies, . .
P For companies that are guided in their activities by the objective
of maximizing their groﬁts and the net worth of their shareholders
as in my judgment they properly should be, the valuations prowded
by financial markets are essential. They are assessments by the market
participants of how well such compunies have performed and of how
well they are expected to perform in the future. Changes in those
valuations are cues to mangement 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 using capital serv-



20

ices, hence of cox:xﬁa% investment decisions, even if capital outlays
are iargel internally financed. g ‘ ‘

A corol 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
market, information about company performance and prospects is
quickly translated into valuation of the equity interest in companies,
and changes in these relative valuatins 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.
%?te of all such market information provides

Moreover, the ® C
savers-investors with- the essential information about the relative

cost of saving—how much current income otherwise available for
consumption 1s 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 ﬂ}‘)erformance by
financial markets, therefore, also prevent the most eflicient allocation
and use of the economy’s resources, which means that the economy
as & 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
isnslt;wer 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 productivity, hence his real earnings, will be less
than otherwise. And he is more iikely 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 rainimum 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 dispersed, less of & measure of consensus of participants, less
;neaningt{,ll 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
oFerations 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
{0&!’ has been about 14.9 million shares, compared with 16.5 million
or the whole of 1972. And except for January and July, the average
daily volume each month this year has heen lower than that in the
corresponding months of 1972,

These volume data, while not themselves establishing a reduction
in individual investor’s particiﬁmtion 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
actors. :

Generally overlooked in the periodic furor over tax reform is that
taxation in the United States, particularly at the Federal level, is
heavily biased :fainst private saving. The demonstration of this
bias on analytic unds 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 batween
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 siﬁniﬁcant 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 this 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 a {)e to buy some given quantity of consumption
goods for 31,000 or he might use the same $1,000 instead to buy
common stock in & 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
retax per year.! 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 dou%led 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

! Assuming no income tax is separately levied on the corporation income.



<

23

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 savi
relative to the cost of consumption will reduce the proportion o
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, :lppli-
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-
holder, 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
hiin to give up $1,000 of current consumption, he will hardly be likel
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 1s 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; ‘})reta.x 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 1n 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.

ow, 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 sharehoider’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 every 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, gl‘his 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.

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 an
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 ﬁxw, 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
Mf»osed by the taxation of capital 53%13.

must concede it is extremely difficult 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

t In such cases, the Mn value of the probability distribution of the after-tax cutcomes of any given
Investment is reduced. The investment, then, is not only less 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 primaril{‘ 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 appro-

riate changes in the tax law will make an important contribution to a

igher 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 e%uity 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 implemanting 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 difterent from any other kind of income for purposes
of measuring economic status of various individuals, and that taxin
capital gains less heavily than other income defeats the purpose o
K;‘olﬁmssxve taxation. The conventional wisdom is clearly based on

ighly 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 regardin% tax equity.
Both the historical record and abstract analysis strongly suggest to

- me that Government tax and expenditure policies and []»;'ﬁgrams 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
r?ﬂ‘uirements 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 sin%e. dollar’s worth of goods and services to the consumer’s
market basket—to maintain, let alone advance our productivity and
living standards will require enormous ircreases in capital outlay, it

-



A

in

26

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 entirel
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 policiés 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, capita{)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. %nder 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
adel‘xst,ed ownward by the amount of the tax-deferred gains.

his 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 lhabilities 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. o :

But insofar as egalitarian preferences restrict the o(fportunities 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 on 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.
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 ordinery in-
come would be highly desirable and effective. This would obviousl)f
have to be associated with a more effective carryover provision.
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
rovide for a downward %x"aduation of the capital gains tax rate the
onger the capital assets had been held. For example, the rate ap-
plicable to gains on progerty 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 lon
geriods of time. The downward graduation of rates with length o

olding 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. ile

these proposals deserve, in my judgment, serious consideration, I

hope that they would be regarded as merely vexgr modest first steps
—toward the more basic revisions which I suggested earlier.

~ In my introductory remarks, I alluded to the Froclivity to look
for simple answers to complex questions. Mindful of that caution,
I do not offer the above suggestions 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 & 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.

ank you. ) .
Senator BENTSEN. Dr. Ture, that is 8 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.
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STATEMENT oF DR, RicEARD A. MUBGRAVE

Dr. Musarave. 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, 1s correct, you have had an example of straight
reasoning and scientifically derived truth, and you 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

owing 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

ains.
¢ 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 equitabl?
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 mevitable 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 hasageen encouraged
’ll)y 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 remedK 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 i1ssue 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 calls 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
undexiljying 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 capacity—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



g

X

20

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 I 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 urranfe 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 1s 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
expenditurés 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” ca itaPincome. 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 avoided under the latter.! There are serious qualifica-
tions to this arg;ment and its quantitative importance is questionable.
But even if such 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 econcmic dccisions is a head ta-, but few people—I think not
economists have defined

1 One of these confustons relates to terminology. For of economio theory
income as the present value of a future consumption which to the nontechnical reader suggests that
there is no income without mnmr&on. This, of course, is a nonsequitor. Using thia terminology, we need
merely say that capital gains give to a potential increase in present and future consumption and this is
all that matters for ouir purnoses. The t potential increase
%omtl%. u‘p&clty. This, however, is a fine point in economic semantics with which I hope this committes
nol hered.

2.7370-17-pt. 3.3
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even my good friend on the right—would argue that this tax, bein,
totally unacceptable on equity grounds, should be preferred to a

others,

Turning now to the gracpical importance of the cagital 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

elow $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 80 percent of AGI respectively. No wonder
that for returns above $100,000 tax savings from capital gains ac-
count 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 recelive 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. Com-
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 $16 billion obtainable from full taxation of
gains (taxation at ordinary rates of realized gains and of accured
gains at death or gift) may not be much, given a total take of $250

illion or more; although 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 exceading‘l){ difficult to collect the remaining $230 or $240 billion
in an equitable fashion.

Turning not to problems of implementation, acceptance of the
princigle that capital gains should be taxed as ordinary income does
not relieve one of facing the é)ractical 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
eftect. 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
Eroblem of including unrealized gains in the base. Little is to be gained

y 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. l)gclusion 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 %ams into the tax base 1s
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 8100 payable in 10 years, discounted at a rate of 8 percent, is
gimilar 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 imcisely 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 merel&r 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.

his 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 the committee to a paper vf a young colleague of mine at
Harvard, Roger Brinner, which is gcing to appear in the December
gss;x:ﬂ of the National Tax Journal, where this matter is examined in
etail.

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 prog;essivxty over the higher income ran%es,
and this may or may not be desirable. However, this conclusion fol-
lows only on the premise that there would be no oftsetting reduction
in bracket rates. Inclusion of gains combined with a reduction in rates
to & 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 sa¥, 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 justified offset to this discrimination? My response is that
freferentaal treatment of capital gains is not the appropriate remedy.

f the tax burden on capital income is to be reduced, the pro
remedy is to treat all c?lpxtal income alike, and not to limit the relief
to capital gains. I would thus combine full taxation of gains with in-

ation 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 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, 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 .
centu_?. As capital markets broaden and become more oomgleg:,
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 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, for example, savings in-
stitutions of various kinds. For this and other reasons, the growth of
institutional investment ma.naielment 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 & two-tier market and resulting dearth of funds for small
firms. Should one not expect that institutional investors, being larg}:r
in size—even without being huge—will be better able to undertake the -
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investment research required for detecting promising small firms than
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 insuflicient and there is still a
dearth of capital for small firms, a requirement to hold z 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 meflicient aid to small business
with effective but inequitable grants to large investors.

In this connection, 1t 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. ile 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
whams in a ceiling on the portfolio which may be managed by any
one . :

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 1
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 lyou to lose sight of this more important and
lasting objective of tax reform. :

Thank you. :

Senator BEnTSEN. 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 calpital gains policies are in effect in some of
t,h?:1 gevelo ed countries of the world, such as England, Germany,
and Japan

Dr. Musarave. 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.

ell, I would agree with you but it doesn’t work out that way.
The testimony we have had before us from the Morgan Guaranty
Trust Co. indicates that of the $21.4 billion of common stock held
lﬁy Morgan, over $19 billion of it is in shares of larger companies.
ow, 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 invested in companies with capitalizations of as
little as $5 million, we would have to be really interested to do so.

It is pretty.obvious that they huven’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
cor&panies. . )

ou made a comment that a capital gains tax at death would
free the sale of stocks by older persous 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 was 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 couJ)le of questions he wanted
me to ask you concerning your proposed plan. Does the employee
have any option—as I understard it, your 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 & compulsory thing; and in turn, if he gets out of it, can he
still stay with the company?

Mr. KE1so0. 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 1n 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 individual 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 logislative 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 %mose of financing
growth and buildin% ownership into employees. We think that this
together with the ability to really finance growth on credit, which 1
intended to point to when I suggested drawing 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-
ticns. 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 lecked-in
gains of persons over age 60 would come into the marketplace if
'ltlh?(ligng‘?s a stepdown in the capital-gains tax relating to the period of

o :

Dr. Ture. Senator Bentsen, certainly there would be a much
stronger incentive on the part of those holders to investi%o:e oppor-
tunities to change the composition of their portfolios. One of 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

iod 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 gettin
people to liquidate holdings that they have held for a very long perio
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 eftect 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

aduation always affords an inducement to hold on a little longer
nstead 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. Ture. 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
aduation plants, of course, I think would have a perverse effect,
ut those that I think are receiving considerable attention today in-
volving 5-year stepdown periods, are not so likely to involve that

perverse effect. L
Senator BENTSEN. Do you think this will increase revenues col-

lected by the Government or not?

Dr. Ture. 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. ¥ 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~
men‘;, that you would prefer rather than lowering the capital-gains
rate
Dr. Muserave. 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 i1ncentives 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 téx-avoidance b
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 &
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 BENTSEN. I agree that the investment tax credit is an
effective tool, but it is something that increases investment by cor-
ggrations rather than adding individual investors to the marketplace.

ouldn’t that be correct?

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

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

Dr. MusGRrAVE. 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. KzLso. Senator, could I address that question?

Senator BENTsEN. Yes. . -

Mr. KuLso. One of the most serious probfems 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 Igement of the equity base. . '

ow, 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
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 corﬁorate 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 Henry Ford, to set up in cooperation with the Ford Motor
Co. or any other corporation, for that matter, employee stock owner-
shiﬁ 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 ownershig base
and reconnect the cepital and rebuild the Government physical

base. Bigger taxpayers, bigger incomes.

Senator BenTseN. Thank you, Mr. Kelso.

We know that private investment in other countries is a much

eater percentage of their GNP than ours and their record of pro-

uctivity looks better these days when we look at Japan. Gross
fixed capital formation in that country is 85 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 nonBroductive things, military at one
end and welfare 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. TurEe. Yes. Let me consider those data just to make sure we

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 & 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 BENTsEN. Let me say that the numbers I gave you are
U.S. Government estimates.

Dr. Tuge. It is to have them. I will look forward to them
in the record, and I would aEpreciate 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 Fabor in the
first place. The United States, of course, has & much higher capital-
labor r.utio than any of the other countries that we are lookin% at.
What that really means is that any additional 2 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.
T don’t see how I could possible gainsay his right to place very high

riority 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 less 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 nﬁfainst 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 Eetting ocked 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. Musarave. 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 GKI P 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 modern 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. -

n 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 1s 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. Musarave [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 1t 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 1 also, eventual%?

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
fut it just that way because it was a much better exposition of what

was tryinﬁ to get at when I was talking about efficient operation of
the financial markets and the adverse impact of the thinning out of

=~ the market.

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
he catastrophic.

wather, 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 m(ir tf'ludgment;, both their analysis
and the 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. KkeLso. 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 ];fmrt of the corporate retirement
funds into the growth of industry itself rather than into merely biddin
up the prices of outstanding securities. That doesn’t create new capita
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 £, an 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. .
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 _ca%ita.l 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 BenTsEN. 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
apg‘reciate -very much your answers be'% contributed to the record.

Chis has been very helpful and enlightening and I will carefull
review each of ¥our testimony. Obviously, we have had a good col-
lo%lg here and I think that is a contribution.

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

in room 2228.
[The questions of Senator Bentsen, with ref)lies, and the prepared

statements of the preceding witnesses follow

QUESTIONS SUBMITTED BY SENATOR BENTSEN T0 DR. MUSGRAVE

Question, How do you feel about lsberalizing the deculidilily of cagital losses
against ordinary sncome by increasing”the mazimum loss that can be deducted from
31,000 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 losses be
treated as ordinary losses. This involves extensive ¢ forward and back as
well as the offsetting of losses against other forms of income. However, in &
system where gains are taxed only when realised, full allowance for loases would
be asymmetrical. The investor can avoid taxation of gains Tg:y not realising)
while making sure of allowance for losses (by realising). Therefore, the loss
problem has to be solved in conjunction with taxation of unrealised as well as
realised gains. Moreover it would not be reasonable to permit tax savings from
ca.fital 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 liberalising 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 allernative of a consumption taz—I wonder if
y&u dcmgg elaborate on +ils desirability or non-desirabilidy 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 consumgtion, with progressive rates and personal exemﬁtions 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 Freferable
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.

he idea that a person should be taxed “in accordance with what he takesa
out of the pot’’ rather than in accordance with what ‘he puts into it” is of lon
standing, having been advanced, among others, by Hobbes. Nevertheless, I fee
that this interpretation of saving, as a sacrifice being made to the good of
society, is rather far-fetched. A person who receives income maK 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 capacitiy.

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 savin
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 annual rate of productivity gain from about 4 to
4.5 peroent might result. While thse magnitudes are rough guesses, they suggest
the range involived.

However this may be, it should be noted that increased private sector nvlr{? is
not the only way in whioh the amount of capital formation available to the U.8.
labor force can be increased. As noted in mY statement, there has been a massive
diversion of U.8. corporative investment into foreign subsidiaries which could
be retarded and he made available to U.8, labor. Moreover, a substantial part of
the increased need for capital formation which is said to arise in oconnection with
environmental requirements is appropriately financed in the public sector, thus
calling for public saving, i.e., a higher rate of taxation and budget surplus or &
lesser rate of deficit.

Whether a higher ratio of investment to GNP is an essential objective for U.8.
economic policy, ﬂnall{, 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
Produotion 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 these countries will settle down to a lower rate, more
si to that of the U.8., 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 st an increased rate of growth has been 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 comggtible (or least incon\x,yatible 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 brackets.

Question. You have noted that equitable trealment of capital gains does require an
adjustment for inflation. Could this be done by adding a fized percontage 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

ear of additional holding. Based on the cost of living index, a table for base ad-
{\:stment can be readily worked out, with the a.%licable n,d7justment rate depend-

gon the geriod over which the asset was held. Thus for 1974, the Treasury would
issue a table indicating the inflation adjustment appropriate for assets held for
one, two, three. . .ten. . .twenty-five years, with the latter a cut-off base. A new
table 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 Taz 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 of rou-
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 ad"\;‘stment for deferral gains.

Question. Is il correct that in addition lo urging that capital gains be tazed as
ordinary income, you would also reduce the mazimum laz on such income lo 50%
eliminale the separale tax on orale tncome, and change the taz treatment of capaai
assets transferred by gift or at death? .

§o,’br changes would be necessary before changing the tax treatment of capilal
gaine

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 (3). Taxation of unrealised gains (at
death or transfer) at the preferential maximum rate of 36% (now applicable to
realised gains) should be applied even in absence of integration. 6 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 satls-
factory way of dealing with the problem. In the lon?er run, an equitable solution
ca:ll? ’l:é' integx;atlon of corporate source income with full taxation of gains whether
re or not.

Question. In urging taxzation of capilal gains as ordinary sncome you point out
that net worth is increased by such gains, whether you sell such assets orpconu'nua
to hold them and whether you use the procesds of sale for reinvestment or consumplion.
D% lwa ha,;:'an smportant stake in encouraging continued use of these funds in the
ca may

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 gainn in the tax base (as I prefer).
Either approach will do. The ent that the investor will disregard taxation
at death (as raised by Senator Bentsen) is unconvincing to me; and if it were
correot, there would indeed be a strong case for highly progressive estate taxes.

With re 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. TURrE

Question. Would not the effect of your proposal to ezempt savings from tazation
sncrease the tax burden on low and middle sncome families, since they have lo 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
gmalty on saving is the notion that only the rich save. The notion is simply

correct. The vast bulk of 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
Present tax penalty against saving. To be sure, the proportionate tax reduction

or those upper-bracket taxpayers who save a relatively large %roportion of their

income would be ﬁreater than that for a low-bracket taxpayer who saves little, but
this is because the present graduated tax rate structure increasingly penalizes
savin(f the higher taxpayer’s income. Removing current “Visf 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 eamlngs.

Question. If the capital gains tax were reduced, what would you suggest as to the
tazalion of other types of return on saving—dividends, snlerest, elc.?

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. .

2-170-75-pt. 2 - 4
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Reducing the current tax on capital gains is a temporising measure, & modest
first step toward reducing the tax bias against savh}g. So long as current saving
is inoluded in the tax base, reducing taxes on dividends, interest, rents, ete.
would be constructive measures. Personnally, I would rrefer 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 besn discouraged
b}y the disincentive for saving of the sncome taz? 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
rotg estimate are:
n_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 inoreases the cost of
consumption by 18.3 percent, i.e., it retiuires $1.183 of pretax income to have
$1.00 after tax with which to f)uy 51.00 of consumption goods. v

b. With the tax, it requires about $1.40 of pretax income to bug 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 ocurrent income will yield
(1—.155)(1.18r) =r, where r is the pretax yield on saving,

c. Since the tax inoreases 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., $1.40+81,18=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 taz treatment of capital losses for individuals
may well be in order, to what extent will such charges increase individual rarticipatiou
in capital markets? After all, 1sn't the real reason for participation the seeking of
gains rather than losses?

Answer. However formal or informal one’s investment decision-making, the

rocess involves some weighing of the gains and losses which are to be realized,
en 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. . .
dmtzon. How can we keep such a dualed system of capilal gains laz from

creating a new ‘‘lock-in" problem, with securities Rolders wasting for further taz
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 less 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 slocks is quite long, would it be possible to unlock such holdings with a single
reduction of the capita 'gaina taz, say after 20 years, rather than an annual reduclion
of the capilal gains lax

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., ?‘rospect for further gain or loss, contemplated gift or bequest of the
property, with a zero tax on the transfer, ete.

he principal reservation against both a one-shot step-down and a gradvated
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 capitai 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 limitation?

Answer. ‘‘Rollover”’ treatment for capital gains would be provided implicitly
by tax revision to provide equal-proportional taxation of consumption and saving.
I}x'lder 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
roceeds. In effect, he’d ‘““roll over” any gain included in the $1,000 sales proceeds.
gTo adjustment of basis of the new assets, however, would be required.

Short of the complete revision to provide equaf 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 & 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 i8 no reason why
the treatment should not be extended to gains on all capital assets,

If “rollover” were provided, any limitations im 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. . .

uestion. How would you assess the impact of your suggestion lo provide an annual
exclusion of 856,000 for capilal gains realized from the sales of corporate securities?
What would be the distribution of such a proposal among tazpayers 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

ain realizations of two years ago, for example, may have little bearing on it;lns
ikely 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
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 levela).

Clearly the $5,000 exclusion would cover a much larger proportion of likely

ins of small shareholders than of those with large corporate security portfolios.

ax 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 28 cents (from lowest- to
highest-bracket taxpayer). :

e preceding revenue estimates take account of the distribution of gains 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 gradualed capital gains taz, based on lenglh
o.; hold;:g m’(;d, how can we accomplish this without unduly adding to the complezity
of our ws

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
E:operty on which gain has been realized in the taxable year. Little difficulty would

encountered in adding a separate rate schedule based on length of holding period.

QUuEsTIONS SUBMITTED BY SENATOR BENTSEN TO MR. KELSO

Quesiton. How do bankers react to your proposal?

Answer. 1. With rare exceptions to date, favorably. Actual participation in
Employee Stock Ownership Plan (“ESOP”) financing apglications to ndust?',
either as lenders, trustees, or through recommending to their clients the study
and possible use of ESOP financing, has involved the following banks:

nk of America
Chase Manhattan Bank
Chase Manhattan Capital Corporation
Union Bank (California)
American Fletcher National Bank (Indianapolis, Indiana)
First National City Bank (New York City) X
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 viaibility of two-factor theory at this 1~'foint in economic history
must also be recognised 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:

n 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 subsiantially 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 monetisation 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 eapture control of the monetary system and to monefize
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 tyﬁe
financing. Using the logic of business, ESOP ﬁnancinf 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 ..
EMPLOYEE STOCK OWNERSHIP FINANCING
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Market é of - P ) “” o ¥
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ol dpvf‘ 3
o *

) . .
401(a) TAX-EXEMPT /
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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 irration
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 holdin
to a one-factor economic policy in a two-factor real world. These currently-use
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.

6. 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
Jrom pre-corporate-income tax dollars is a better credit risk than a loan payable only
from after-co?gmte-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 averagle 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 capital. To put the matter another way, bankers readily see
that throutgh ESOP financing; one million pre-tax dollars will ay off one on
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
emg»loyed to finance growth, is greater than the amount of capital raised.

. The slowness of innovation has so far prevented a general awareness b
bankers that a broad acceptance of two-factor concepts would result in_the bul
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 Amrtion of this internally financed
new capital formation at present is direcily 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 tationg, At the same time, it would correct
for the great majority of people the mismatoh between the poesession 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
fully (the wages of the capital factor) and to finance their growth

net earnin
throush 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 ba.nkin%s stem are, of course,
finite. B{sunderstanding 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 fulure 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
bankers in general to

testimony, page 83, paragraph [6]), the opportunity o
finance small and medium sized businesses would be greatly and their
risks 'in doing so greatly diminished.

Question. How do union leaders react to your ;nfmhi .

Answer. 1. The visibility of two-factor economic theory in 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 rerly in the same vain as the
president of & 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 instance, the
ace the necessity for painful reexamination of the goals of trade unionism wi
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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 firat major union broadens its horizons to contemplate
both factors of production, That union, not yet identified, will look upon its task
as maximizing the onortunities for its members to produce goods and services:
Through employment, to the extent that there are legitimate opportunities
gxiot)oppgrtun ties syntfxesized out of boondoggle, featherbedding, or other-
se), an
Through the building of capital ownershilf into its members by takin%
advantage of the fact that the use of ESOP financing to finance new capita
formation is a collectively bargainable subject. .

3. Fortunately, the combined unsatisfied economic needs and wants of the 95%
of the U.8. 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 brin§ 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 ali"f)eogle.

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
{geslgo and1 3Agée;, THE CAPITALIST MANIFESTO, Random House, N.Y,

y PP. lo-&9.

5. 1{) 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 investmenis depend on
accumulated savings. Are you suggesting thal 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 tmplementation, o the role the Federal Reserve System
plays in su;:;;%yin money lo cover government deficits, which, of course, s purely
inflationary? Wouldn't your approach be similarly inlﬂationaryf

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, somethin
radically different is involved than in monetizing the new formation of capita
under conditions where it will first pay for itself within a reasonable period of
gegrs alnd will thereafter continue to produce goods and services almost in-

efinitely.

Queatz{n. In terms of overall equity, how can wa‘justifxaelimination of ordinary
income or capilal gains tax when an employee receives his share of assets accumulated

tn 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,
garagraph 5), we suggested that income tax or capital gain tax upon the receipt
y e securities in his account in the ESOP trust at the time of

an employee of t
his retirement or the termination of his emploilment, should be eliminated. The

economic policy for building capital ownership into previously non-capital-
owning employees is to raise their economic productiveness. (See 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’caship, the
accumulation of experience, all raise the productiveness of 1a or, provided you
are dealing with a competent and motivated individual. Would it make any sense
tn 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
a.{sprenticeshi , 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 groduction: 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 propriet{ 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 lax characteristics accorded lo tax
ezempl foundations to encourage gifts of what you have designated ‘‘productive capital,”
what would we be achieving in terms of its overall benefit?

Answer. 1. The objective of this legislative recommendation (see our written
testimony pages 82-83, par?raph 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 taxation
(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

resent and potential unsatisfied consumer needs and wants are dwarfed—indeed
nfinitesimal—in cumparison to their productive power. But the logic of a free
market econortr}y, 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 gurchasing power is supposed to be
based upon what each individual puts into the economy in the form of economic
{);oductive input. The irrationality of one-factor economic concepts causes us
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 resulting,
must redistribute income, though to do so it violates an historically basic economic
principle: Machiavelli’'s Law. Machiavelli's main lesson in economiecs, 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 fathar than
for tampering with his patrimony.”” The violation of Machiavelli’s Law by modern
vernments, in all the wa?rs that they seek to take away the property of in-
ividuals 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 wherebhy 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-
age bg 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 bim 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 taz-avoidance device rather than a means of dispersing capstal 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 and profit
sharing trusts which could be easily ohan:ed 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 gortfolio. Careful study and analysis
;unxjay reflect refinements and improvements, but it seems to us that they would be

nor.

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

Answer. 1. The object here is twofold: (1) to tighten up the é)rivate 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 gay for itself, but only 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 imFairs the
ability of a non-capital owner to buy capital on terms where it will pay for itself,
althc:ugh 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 ufovernment 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-groductive 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 sistem 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.

uestion. What's in il for the future of democratic trade unionism?

Answer. 1, This has been gartially answered in connection with a preceding
question. But it needs be added that the employee—stockholder, bein% 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 tod{.jy and can bring a degree of prosperity and en-
vironmental responsibility to the 5. heretofore undreamed of.

Questson. Your proposals would 81.:{088‘ the Congress has placed the cart bgﬁore the
horse, that 1s, that we have structured our tax system without suflicient cons 1on
of 1ts effect on our productive system. Briefly, what are your views on how we might
resiructure a simpler and more equitable natsonal tazx system and in particular, how
does a tax on corporate profils hurt the little man outside the alion. .

Answer 1. In answer to the last part of this q,uestion 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 mafor reagon for the monopoly of access to the ownership
of new productive ca&aital by present owners. In our answers to previous ques-
tions, we have pointed out that the majority of working Americans are effectively
denled the right to share in capital ownership to the extent there is any impair-
ment or diversion—by Eovemment 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 equitabgr available to working taxpayers.

2. A sound tax olicfr cannot be constructed upon confused or unsound political
and economic principles. Qur 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 ancing 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. If it is & ' tax break" that is requfred to enable more working
people—who make up the overwhelming bulk of our taxpaying public—to become
economically self-sufficient throu?h capital ownership, then one could make a
persuasive case that not only would Cox:jgress 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 half century have helped to make the rich richer:

e investment credit, which diverts government tax funds into strength-
ening the capital ownersﬁip 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.
orporate 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 & 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 sFreading 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 man}nnd,.” 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 disfunct'mn‘al a.nd”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. noreasingly
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 just government policy would remove
roadblocks to broader corporate stock ownership, so that the need for government
ingerv%ntion 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 tha 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 re%ard, our proposals would have two
beneficial effects on the revenue picture at all levels 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 industrg; 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 changes in present laws are necessary
to do the same for grofessz’onals, 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 7s linked to his acquisition oj_‘cagﬂal 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 }Blarticipate in the task. - -

Question. Most analysts judge corporate performance by P/E ratios. You seem to
reject this, What would you suggest 18 a belter yardstick for measuring the quality of
corporate performance?

nswer. 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
Eroperty of the corporate shareholder is protected s yield to the stockholder on
s 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 gree.test economic risks flow from the mismatch between the
unsatisfied needs and wa..ts of potential consumers and their gower 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 objeotive of two-factor economics is accomplished, the task of insuring the
risks of economio feasibility would become even easier.

Question. During World War I1 the Reconslruction Finance Corporation was
established to generale credit for c%panda'ng Jfirms engaged in war production. I's what
you're t(;lking about a sort of RFC approach for building an ezpanded peacelime
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 1I. However, presumably two-factor econumic 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. :
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SUMMARY

Collectively, the institutional investors and the public stock markets, both
basic components of the overall financial inatitutions of the U.S. economy, are as
resently operated, part of the economy’s most serious problems and will con-
inue 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. 'l{li:y arise out of our failure to rationalise our economy-—our failure
to look at it in system terms.

Bangert & Co.! in its written bestimonﬁruto the Subcommittee on Financial
Markets of the Senate Finance Committee 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. Bangert & Co. performs, essentially, merchant banking
functions, but does not engage in any aspects of the brokerage business, in delaing

- in securities for its own account, or in the &urchase or sale of securities either at

wholesale or at retail for others. ﬁangert & Co. specialiges 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 anyt out of
employees’ anchecks or savings, in the course of financing: (1) new capital forma-
tion, and (2) changes in the ownership of business assets throuzg acquisitions
divestitures, spin-offs and reorganisations. ESOP financing methods are also used
to enable employees to acquire beneficial ownership, of closely-held stock of an
employer or a parent of an ezxjployer cogporation.

gert & Co. was organised on May 28, 1971, and initiated its financial service
business in April, 1871, for the purpose of providing on a national and inter-
national scale a service it perceives as much needed by modern business but which

heretofore has been senenlly unavailable. It is the analysis of Bangert & Co. that
services of the ¢ t renders, particularly if aided by I tive reforms it pro-
{?‘e eficiencies in the traditional

mes, can contribute to correcting some of the major

hniques of U.8. 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 ¢ )y
upon which the stren of modern industrial economies rests, is to shift the
burden of production at an accelerating rate off the human factor (labor) and onto

the non-human factor (oaﬂtal—glenerall speaking land, structures and machines
and intangible capital) ; that the logic of a market economy rests primarily upon

t gert & Co. s Californis corporation, is located at 111 Pine Street, San Franeisco
Caittors Biris (Tolophone: (ﬁ{m—mo. ! : ’
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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 he 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 majori:,iy 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.8. econo;nﬂy) into the approximately 5% of the consumer units who already
awn virtually all productive capital. Bangert & Co. concluded that beoause 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 ca ital-ownin%
households in the economy, there is a serious need for financing techniques tha
would use the self-liquidation logic of conventional corporate finance to enable
traditionally capital-less empIO{ees 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 Pa.rt 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 proper?' base of the economy, but the larger implication?
of so doing and a program of possible legislative reforms for accelerating the

system’s transformation.
Tre RoLL or INSTITUTIONAL INVESTORS IN THE STOCK MAREKET !

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-

ess and asks that it ‘‘do something.” The ‘‘something’’ often takes the form of a

ongressional hearing. In such event, at the very minimum, Congress has re-
sponded and has ‘“done something.” The 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 the society.

DELIBERATIVE BENEFICIAL CHARGE MUST BEGIN WITH THE RIGHET 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 ngressional 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 fllustrated from some of the deliberations that have taken place
in the gnat. It is quite clear that, in one form or another, our society since the
1930’s has been ukinf and proposing answers to tho question: ‘‘How ocan we
eliminate the effects of poverty?’

How can we provide income to the underproductive and the nenproductive?

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 achool 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?

8 Copyright, 1978, Bangert & Co., Inec.
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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 gredestine ourselves to failure and vain
travail by our great controversies about how to cope with the effects of ioverty,
so long as we do not have the clear-eyed courage and intelligence to ask: Wh
are people poor? How can we make them not poor? How can we make them ric
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 Kroblems, because they can select and
buy or rent a house of their choice, and the housinﬁ 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 {'obs 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 al? 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 c!uite as much the responsibility of the witnesses who
appear before the Financial Markets Subcommittee of this Senate Finance

ommittee 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.

BABIC AS8SUMPTIONS UNDERLYING THE QUESTION ‘‘WHAT 18, 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 im?licit 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 logg of that which we call our “‘economic system.’”” 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 appl{ 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
deﬁninf each of them in a way that seems to us to be consistent with the facts
of life in a free-market, private Jaroperty industrial economy, even if being thus
realistic causes us, as it will, to depart from the conventional wisdom concerning

many of the subjects covered.
3 See Kelso and Adler, The Capitalist Manifesto, Random House, New York, 1008, pp. 16-29,




{4

60

After all, the U.8. 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 {t is not workin§ well from the standpoint of most of
our institutions, including the stock market itself. To here marshal the litany of
facts necessary to sup{mrt those unpleasant conclusions would be to assume—
which we do not—that Con is not aware of the evidence that pours forth
daily 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 economie, political, sociolotﬁlcul and moral plights, a mere
cosmetic investigation of the problems surrounding the stock market will not

suffice.
THE ROLE OF THE STOCK MARKET ITBELF IN THE NATIONAL ECONOMY

We confine our testimony to the ‘‘stock’ or equity securities markets only.
Equity securities represent the ownership of businees, whereas debt securities,
even debt securities which are convertible at the option of the holder into equity
securities, are money claims nst the issuer. le 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.8, 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.8. 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 eciuity securities by
corporations to the public for cash. The hallowed importance which the idea of the
“gtock market’’ has in the American society derives from this function. The
rise of the U.8. economy to industrial supremacy in the world has initiated and

ropelled to its great rate of growth primarily through the sale of stock to inves-
rs. Those early purchases of equity securities are the foundations of virtually
all of the great American fortunes. Since it is the efficiency of new capital 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, occulgy something of the position of a sacred cow in the business and
litical world. Nor is this early importance of the stock markets diminished by the
aoct that there often ‘“wasn’t too sharp a line between ‘pioneering’ and
‘buckaneering.’ ' ¢

It is of the utmost importance, however, to recognise the minimal significance
of the stock market in &ncin new capital formation in U.8. 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.$ rin'gi the six year period from 1865 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 busineases.® The large number of registration
statements filed with the Securities and Exchange Commission in 1973 and there-
after withdrawn, combined with the mpidlgeﬁx dmti &mtice of corporations
to repurchase their own shares because of a belief that 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, inclu 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 1968. -

¢ ’%« Insesiment Danking Functions, Merwin H, Waterman, Univarsity of Michigan, Ann Arbor, 1958,

zmlodhomd Hetter, Two-Pacior Theory; The Economics of Reolity, Viking Press, Now York, 1987, p. 6,
AN

'wmqm United Ststes, 1073, p. 478, Table no. 754, (Based on Federal Reserve Date).
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The ‘‘Secondary Stock Markels” or public markels for trading in already-outsianding

or secondhand securilies

In contrast to the almost insignificance of the sale of new stocks for cash to
the gublio 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 4,285,000,000 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 man
of the larqeet have merged, the industry was geared to a trading requirement, if
it was to “break even,” of 15 million shares per day.

THE CONFUSBION OF THE PRIMARY 8TOCK MARKETB WITH THE MARKET FOR
SECONDHAND STOCKS ’

There i3, of course, a relationship between the primary stock markets and the
secondawl or secondhand stock markets. It has never been stated. more clearly
than in the study sponsored by the Joint Committee on Education Representing
the American Securities Business, a summary of the findings of which were
published in a book entitled ‘‘Investment Ban ix‘g Functions—Their Evolution
and Adaption to Business Finance,”” by Merwin H. 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 i3 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
is 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 defree 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 andy the 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,”

e 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 funclion that originally gave them their prestigious
position in our business and polilical thinking. The upsurge in the proportion

ital funds raised by sale of stocks to the public from gero in 1965

of net new ca
to about 6%% 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 publie stock markets today. Secondly,

1 Statistical Abstract of the United States, 1972, p. 457, Table no. 724, (Based on Securities and Exchange

Commission Data).
8 Michigan Bumn)m Studies, Vol. X1V, No. 1, Published %the Bureau of Business Research of the School
of Businees Administration, University of Michigan, Ann Arbor, 1958;
22-7127—73——38
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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
inveators, provided no attenn;‘)t to sell any significant Imrt of these gllant holdinqs
is. made, and & 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 national economy. 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 & 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.!®

Professor Waterman actually defined the function of the tprima,ry 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 balnkix;rg a8
n effeot,

they apply to the raising of capital for private business enterprise. . . .
it will ge viewed as & ‘‘material-handling device’’ in the capitalistic process.

. 1) »
(pThe 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. From another point of view there are the individual
and institutional savers, the real creatorg of potential capital, who have produced
in excess of their immediate needs, and $hus haveé 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) ‘ ' * N ,

pWhile the South réemained primarily agricultural, industry grew apace in the
NortL, so that the need for capital-moving machinery becanme as important as
the need for capital itself. (p. 20

The entire era 1900 to 1930 was one of freat 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 “capitalisation’ of our economy.
They laid the tracks and develo 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. 66 .

pExeepl: 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 funotions 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 conclusions concerning the role of the stock markets themselves in the
national economy, based in part upon the foregoing considerations and in part
upon the andgda which follows (see pp. 63-65, 7 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 securities to the publid in the public stotk markets, it is perfectly
clear that the growth of the economy would stop‘and it is more than probable

" Thae direct were: The American Stock ; of Stock E \
i TSP e T Aot Sk B T Ao sl s P
gm NW of Securjties Dealers and The New York Btock Exchange, and from a number

% oo 118 Fod, Bupp. 1 (1963), S : '
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that the economy would collapse. For presumably good and sound reasons under
prevailing circumstances, business, {mrticularl well-established businesses, do
not choose to finance their growth through sale of new stock.it .

2. The Fublio stock marketa are mechanisms for satiafying 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.S8. economy

serves any rational purpose it can be justified and public concern for the health
- of the ‘‘stock market’”” 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. - . :

8. It has elsewhere been shown 1 that all the conventional techniques of
corporate finance o%ate 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 oa})i in those growing
amilies gnd individuals

Productive enterprises to the wealthy five percent (5%) of
n the U.8. 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 marketa
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 :etg)remacy of the American
economy of the incremental productive power they need.- N

RMFEDIARIES (“INSTITUTIONAL INVESTORS'') IN THE
NATIONAL ECONOMY

v+ will. comment here only upon certain pririéipal financial intermediaries,
beginuing with the most basic of all financial intermediaries, the business

corporation. :

THE ROLE OF FINANCIAL INTB

ThreE CORPORATION

“In any functional sense of the word, the business c_orporation is the most basio
i “justitutional investor” in

of all financial intermediaries. It is of coyrse not an
the sense that the term is here used. However, it is man’s greatest social invention
for bringing togethér through financial and contractual arrangements the raw
materials, the know-how, labor power, and the capital (both tangible and intans
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 w. and salaries for their productive input as workers, '
The institutional investors, including retirement system trusts, the insurance
companies, the mutusl funds and the charitable foundations, to the extent that
they invest in the stock of American enterprise, invest in the stock issued by
this basic financial intermediary, the business corporation. ‘ :
Whatever the constituency of 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-
mediary, 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” do in fact render a valuable investment

11 The notsble exception in the case of established businesses is publio utilities, which are required
rd ht ag?odequm:' M by

suthorities to finance & on of t..«r growth through .
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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 certain situations intangible capital). : :

The institutional investor has no role whatsoever in connecting individuals
with the ownership of labor power. In « frce society each man owns his own labor
gower,‘ and the concentration of the ownership of labor power is made impossible

y the laws that prohibit human slavery.

- So it is only with respect to one of the two input faetors 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 effcotiveness both of the business
corporation and of the institutional iavestor, 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
eonstituents 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, ~tﬁey are the beneficiaries of
the private retirement systems, the policy holders and annuitants of the insurance
conl\}lpanies, and the “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 conclisions: . - SR ‘

1. The role of .the institutional investor:in the national economy appears to
be one of evaluating, selecting, and diverrifing 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,’’ it8 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
80, 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 groﬁt 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 entiiled to the

full yield of the Property which he owns, are not enforced in our corporate sector),
the institutional investor must resort to the ca%i'tal gains game, That is, the ine
stitutional investor must buy low in order to sell high and sell high with the hope of
puying low to show better “performance” for its constituents. That there ig a
Joser 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 scems 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
gaius, any more than-their ultimate constituents would get if they held the stocks

irectly 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
et no more out of the stock which it holds and trades than the basic financial
ntermediary, the business corporations themselves, put out.

‘ . .
WHAT I8 THE NATIONAL ECONOMIC POLICY AND WHAT I8 THE LOGIC OF WHAT WE
CALL OUR “EcOoNOMIC 8YSTEM?" .

The “over%lé froblem of the role of the institutional inveator in the stock market -
cannot, we believe, be accurately appraised without re¢ognising that our national

economic policy, the Employment Act of 1946, is a one-factor policy. Like tradi~
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tional economic theory as a whole, including laisses-faire free enterprise theory,
neoclassical theory, Keynesian and post-Keynesian theory, soecialism and com-
munism, our national economic policy recognizes in the fynetional sense, only

one-factor of production: labor. .

The physical function of ¢apital—land, structures and machines, and even
intangibles—so these conventiopal 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 mona-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 eapital-amplified
productiveness of labor is the cause. The addition of structures, machines, im-
proved land, ete., to the production process ‘‘raises the productivity of labor”
according to the conventional wisdom. Since the Furitan Ethic is the morality
of our economic system (and of all other economic systems as well, for it reflects
a permanent aspect of human nature), under which the purchasing power re-
ceived by each consumer unit is supposed to be based on what thgt consumer
unit contributes to the productive process, the way to have a happy and pros.
Kerous economy in order to enable everyone to live well—so conventional theory

olds—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-historie
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, economie, political
and moral—as does labor. The addition of capital instruments, or improved capitai
instruments, to the production process does not make labor more productive at
all. It increases output beeause 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
abor altogether, with a resulting increase in outi)ut. 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 eaeh of the two particular input factors involved. Workers
get wages and salaries because each worker owns his lahor power, which he
contribytes to the production process. The capital owners—usually stockholders—
get dividends, rents, royalties, etc., because they own directl'y, 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
kings and better qualities of goods and services than labor alone could ever
produce.

The Puritan Ethiec 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, Kolit.icians, moralists or educators,
Furthermore, at the present stage of technological development of the U.S.
most of the productive input already is made by the non-human fz;c%(g,
abor

not by labor, Economic history is a long story of concurrent diminishin%
input and rising economic output. If we insist on the equal opportunity of every
family and individual to produce a good economic life as a8 means of enjoying a
good economie 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 509, full employment.

'1f we recognise on one hand that it is timely for Oonﬁress to enlarge the Na~
tional Economie¢ Policy to include not only the facilitat ntg of full employment
(to the extent that there is a legitimate market demand for employment), but
also to ado&t a legislative program that will channel the ownership of new capital
formation into the undexﬁ)roductive majorit{ who do not own capital and away
from the excessjvely 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 thay the combina-

economf,
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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 caeit&l, is the source of virtu-
ally all of the grave ills that beset the U.S. economy.!

n 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 i8 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.
at 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
enioy the net income produced by the underlying capital. An investor buys to
hold, to own, to receive the yield and to eﬁohﬂe 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 138 A STOCK SPECULATOR OR S8TOCK GAMBLER?

- He is the other type of stock buyer. He buys low in order to sell high, and he
sells high in order to gg 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 technologicall
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 THE “INSTITUTIONAL INVESTORS’ INVESTORS OR S8PECULATORS?

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

18 While the quantitative studies indteste some 30 million shareholders in the U.8., the qualitative studies
show virtually all the stock in the top 55). As to indairect ownership, through financiel intermediaries such
as insurance compenies and mutual funds, such investments are almost never acquired on a self-liquidating
basls, 50 they do not make & net increase in the buyet’s standard of nvlga. They substitute income from
he economic uctiveniess of the individual. Such
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investinents evi o reduced presen mexan snd the “storing’’ of ‘gurchulns M' subject
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concentration of ownership of uctive N J. , National Bureau of Econom
Research, The Share of mm-ﬂoldm“pl in National Wealt| xmm { oeton: Princeton Uni-
vuﬂ“u:awm. 1962) 23, 108, 198; (Wharton Behool 8tock Own F Study, Proosedings of the American
B and 8 . 146-168; McClaug
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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 becomin% r{loint 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. at 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 he}g 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 recogr.ized_that the very profitability of the cor-

»orations whose stocks are held by the institutional investors depends upon the
ealth 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
gisparities between rational function and the conventional wisdom in the field of

nance. - ' ,

The awesome fact is that there is no area of our society more replete with sheer

mythologﬁ than the financial world. An indispensable step in the direction of
e role of the institutional investor in the stock market, or even the role

defining t 3
of the stock market itself, requires brief allusion to some of the prevalent myths

that tend to confuse thinking in this area.

MYTH: THE S8TOCK MARKETS ARE OUR FREE CAPITAL MARKETS AND ARE THE HEART
OF THE U.8. 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 U.S. 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 & 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 S8TOCK PUYERS ARE ‘‘INVESTORs”

The very unexamined and chaotic state of our concepts of corporate finance
and our half-valid, 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 becausc 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
;i‘tlxlblicly held stock than the amount of new stock issued during those years,

is was true in each of the years 1959 through 1963 and in 1965 and 1968, and
in all probability it will be true for 1973.1

MYTH: A MAN WITH A GOOD IDEA AND GOOD MANAGEMENT ABILITY CAN GET
VENTURE CAPITAL TO START A BUSINESS WITH THE HOPE OF S80MEDAY SELLING

8TQCK 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 to 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-
gliers, at least the successful ones, are shrewd risk-takers who expect to help get a

usiness 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 wfly this is a better solution to the problem of the venture capital supplier
who has accomplished bis objectives and wants cash for his investment, than sale

through the public stock markets.

MYTH: THE INSTITUTIONAL INVESTOR CAN PROVIDE A 8AFE HAVEN FOR THE OWNER
OF SMALL SAVINGS AND THE PARTICIPANTS IN RETIREMENT BYSTEMS IF THE

PRICES OF CORPORATE S8TOCK SHOULD COLLAPSE

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

1 “‘Economic n?ort of the Pregident,” 1961, p. 196, Table C-60; same for %ﬂ ? , Table C-66; *‘Per-
sonal Investing,” Fortune, May 1064, t? 75; Statistical Abstract of the United 8§ ates, 1966, p. 500, Table
705, and p. 472, Table 658; U.8. Btatistical 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 ¢orpora-
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 is a gambler, not an investor
at all. An investor would know that even with luck, under our {)revailing corporate
strategy, no more than one-half the corporate net earnings will ever be paid out in
dividends. He will also know that he myust 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 oh 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 (and that is capital), it is quite
obvious that there can be no such thing-as a ‘safe haven’’ in any economy
;:'heie a significant sector of corporate enterprise is depressed, profitless, or

ankrupt. . _ . S

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
‘“prudent 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, as we have already seen, of
keeping the poor and capital-less poor and capital-less. .

he 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 canpot afford ascetics anyway) is the “Erudent 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 e%f hatch, and that those chickens lay more eggs that are in turn
hatched.” That is the 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,! o

MYTH: THAT IT I8 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 “fixéd benefits” promised is dependent upon the “lottery effect”
under which somethinq 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 Flans; there is no doubt
that their burden is on the one hand a powerful Inflationary force in the
economy and on the otber hand a depressant to business. The myth lies in the
pretense that there is something besides the corporate enterprises whose stocks
are held by the institutional investor that somehow or other can magically
distribute effective purchasing power irtespective of the state of those under-
lying enterprises. This simply is not so.

10 Sce pages 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 trustecs are purchased -on the basis that their

feld will never paK 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 malstructured 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
socjal 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 fs the only ible
source (other than cleverly concealed redistribution of wealth) for their vicarious

roduction of income. “The ultimate effect of shielding men from the effect of
olly is to fill the world with fools,” said Herb--t Spencer. :
or & means throuih 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

h

on pages 72-77 of this memorandum.

MYTH: THE INSTANT LIQUIDITY OF THE PUBLIC BTOCK MARKETS MURT 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 %ambler 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 ggmpllixng 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 cor;’)orations could be motivated,
or perhaps required, to pay out the ‘““wages of capital’’ fully like the wages of labor,
for the simgle reason that the double-entry bookkeeping logic of the economy
requires it. If, at the same time, existin%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 iiquidity 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 de 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 economi ag built upon a binary system of production with
each of the two factors, the human factor and the non-human factor, producin
goods and services in precisely the same senses—physical, economic, politic
and moral—it then becomes possible to define the logic of the economic gystem,
That logic, as we have noted above. is simply double-entry bookkeeping.? -

M The Economist’s term for this is “‘Say’s Law.’” See Kelso and Hetter, Two-Factor Theory: The Eco-
nomics of Reslity, mugermu,Ney% ,1067, p. 10, Note 10. .~ S,
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At the same time, it quickly becomes evident that a sound national economic
licy calls for all reaonable means to solve the income distribution problem
y 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 ;i:lpart this poten-
ital formation and

maintaining the productiveness and efficiency of the existing capital stock.

Once we recognise 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 do 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-

nding on rate of return) from 8,000 to 16,000 families at $20,000 per gggr capital

comes, do with additional ca?it,al capabie of supporting another 8, 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 & minority of the families and individuals of the economy are
permitted to monopolise the means of producin%wealth through capital owner-
:gip, h?l: economy will slowly, but perhaps from here on out not so slowly, grind

8

"It is & matter of the utmost urgency for Con fonal 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 ECONOMNMIC
INSTITUTIONS IN GENERAL IN THE U.8. ECONOMY?

The general rule, which follows from the logic of the system itself, is that bust-
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 non;l:roductxve individuals and families. The business
and financial institutions should avoid the discontinuity (a self-stimulating evil)
which results when excess productive power is concentrated im families or in-
dividuals. It would seem to be sound public poliﬁy 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 lproduoe 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 !® and the techniques for applyin
it to build the ownership of productive capital into the property less 95% o
American consumer units (and into all families and individuals everywhere) lies
the possibility of the first modern attack since the Homestead laws in our afs,rian
period on the causes of poverty: The low productiveness of the worker who has
nothing to sell in the most highly industrialized economy in h.istorB, siave his
. D. in aero-
space engineering, who finds no actual demand for his services at all except demand
in. the facade economy synthesised on boon . o . :

Two-Factor Economics enables us to ask the right questions, to discover and
formulate the right answers, and éffectively to apply the indicated solutions in .
the real world. o ~ A

15 See Keolso and Hetter, Two-Factor Theory: The Economics of Reality, Vintage Press, N.Y., 1067,
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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, B

CAN INVESTMENT BANKING AND BUSINESS8 FINANCING TECHNIQUES CONBTRUCTED
- UPON THE CONCEPTS OF TWO-FACTOR KECONOMICS ENABLE EMPLOYBES TO BUY
- CAPITAL WITHOUT USING THEIR SAVINGS OR REDUCING THEIR STANDARDS OF

LIVING THROUGH PAYROLL DEDUCTIONS!

The answer is “yes, of course.” To fully see both the problem and the answer,
8 com{mrisonv of conventional corporate finance and of Employee Stock Owner-
ship Plan (“ESQP") financing techniques is necessary.

THE FATAL DEFICIENCIES OF TRADITIONAL TECHNIQUES OF CORPORATE FINANCE
OTHER THAN BALE OF 8TOCK

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 avalyzed from the follow-
ing example. Suppose & corporation has dore its feasibili‘f‘,?' study for a contem-
plated expansion” (self-liquidation within a reasonable period of years is the es-
sential logic of business investment) and concludes it should sperid -a ‘Million
dollars for new tools in order to ir.crease output of goods and services for which it
foresees a Y\roﬁtable market. The eorporation goes to its bank or other lender,
convinces the lender of this ‘“feasibility,” and borrows the necessary funds—Iet’s
Bﬁ repayable in installments over five years. The picture looks somethitig’ like
this: o : ' S

+
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The important aspects of, this technigue of finance are:

When the loan is paid off, the incremental productive power represonted by’
tools costing one million dollars has been built into a stationary 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 owncrs are
created in the process. )

Since, as a matter of fact, virtually the entire personal ownership of productive
capital in the U.8. econom{llies in the top 59, 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 markot 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 nceds
and wants—-do not acquire incremental productive power through this process.

1
P
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‘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
aggregate, all of the convention techniques of finance ahove 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 eof
new equities for cash, has the same concentrating effeet: the new stock is sold to
people with oapital——the'tog 5% of wealthholders—who aan pay-. cash for it.

In short, the logic used
vesting in éhings that will pay for themselves—is not available to the 95
residents born without family capital ownership. As the non-human factor in-
creases in quantity and in relative productive power, its ownership remains
concentrated in a stationary fraction of the gopulation. With rare exceptions
employees, including management employees, do not own functionally significan

amounts of productive capital. :
The conventional economists have failed cither to see the problem or to propase

significant solutions. ~
is can be demostrated no more eﬂ'ectiveg than by referring to Simon Kuznets'
definitive book on Capital in The American Economy: Its Formation and Growth,
ublished in 1961 by the National Bureau of Economic Research. In this volume,
r. Kugnets (pp. 394-399) answers the question of why financing is necessary
in connection with new capital formation by sayin
have a need for capital instruments before they

and pay for them,
However, Dr. Kuznets seems totally oblivious to the fact that in a private
E;operty industrial economy, all households have a need to own equity capital
fore they have saved the funds to &ay 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 for 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: sucoessive 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 CORFORATE FINANCE

The soldtion to the conventional ﬂ:ismls,tc.h between the ownership of productive -

power and the possession of present or potential unsatisfied needs and wants is
to facilitate financing a, significant portion of new capital formation and normal
business changes in the ownership of existing assets, such gs the transfers of
ownership of closely-held businesses,,or acquisitions, divestitures or mergers by
corporations, by techniques that legitimately build the ownership of viable

cap‘i)ta! holdingg into corporate employees without taking anything from their take-

home pay. or their universally inadequate (or non-existent) savings, and without

impairing the property rights.of existing capital owners. - ==
ﬁe b%,aic (fuil;ﬁngnbgggk for bringing about such change in the pattern of
i

ownership of capti
above discussign of traditional financing, the following diagram. shows how it
st . . .

works: .o : - C
The most important aspects of the ESOP financing technique are:

The loan is made not directly to the corporation, but to a specially-designed N
ESOP mel} ;'haft _&:mliﬁes as 3{ tax-exemst employee stock bonus trust under ...
.of,

Section 401 e Internal Revenue Code and corresponding provisions of

State laws. Such trusts normally cover all employees of thedgorpo_ration and their.

relative annual compensation (however reasonably defined) over the period of

years that the financing is being dpaid 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.

ete., all have precisely the same concentrating effect. In the .

y business in making investments—the lo?'o of in- :

0 of U.S. :

ﬁ that it i3 because businesses .
ave saved the funds to buy

‘ in the U.§. sconomy is ESOP finaneing (the possible varia~. -
tions are numerous), Using the assumptions referred to in connection with the -
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MODEL I
EMPLOYEE STOCK OWNERSHIP FINANCING
Cuarantes to make ‘ :
CORPORATION = annual paymenta—wm———e LENDER
. into trust
awvmensl] OO1S et

Sale of

New Stock g
at
Current

Market ﬁ;
) ;

401(a) TAX-EXEMPT

' EMPLOYEE STOCK
OWNERSHIP TRUST

(non-contridbutory)

all employees

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 gust’a note to the lender and the released stock is allocated to participants’
&000\111 . :

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
amortise its debt to the lender. Within the limits specified by the Internal Reve-
nue Code, such payments are deductible by the corporation as g:syments to a
qualified employee deferred compensation trust. Thus the lender the general
credit of the corporation to sugport 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 time the block of stock is
first purchased. Special formulas have been designed to counteract the relatively
Biefh proportion of early amortization payments used to pay interest and the

atively high proportion of later amortization payments used to repay principal.

As the financing is completed and the loan paid off, the beneficial own p
of the stock acoures to the employees. Most trusts are designed to t the
withdrawal of the portfolio in kind, subject to vesting provisions, either at ter-

‘mination of employmeént, or at retirement. However, it is desirable to so de-

gign the ESOP and Trust that any 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 deférment:

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
partioular blook of stock has been paid for by exchanging the stock, at fair market
value, for other shares of equal market value. Bince the Trust is a tax-exemp

entity, such diversification is without tax impact.
A brief oo of conventional financing methods represented by Model

mp
1, with ESOP financing represented by Model II, is as follows:
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. A Brier CoMPARISON oF CoNVENTIONAL FiINANCE, REPRESENTED BY MODEL I, Wrrer Emrrovee Srtock OwnersuIP FINANCING,
' - o ) o REPRESENTED BY MopEL IT '

quel 1 N v Model 1T
* CORPORATE GROWTH FINANCED. IN convnnnoﬁ;_u. WAYs 19 CORPORATE GROWTH FINANCED mnonex.! EMPLOYEE STOCK OWNER~
’ . ) SHIP TRUSTS ! .

"'TAX TREATMENT OF INTEREST

Interest deductible for corporate income tax purposes as such. Interest deductible. for corporate income tax purposes as a
ot . ' ‘ contribution to a qualified trust.
TAX TREATMENT OF PRINCIPAL 19

Repayment of the principal, which is not deductible for corporate Repayment of principal, which is deductible for corporate income,
. income tax purposes, requ?res $2.3 million pre-tax dollars, tax purposes, requires on!'y $1 million pre-tax.
o ' WHO OWNS THE STOCK WHEN IT HAS PAID FOR ITSELF .

When the financing is paid off, the employees have acquired no When the employee stock ownership financing is paid off, the
capital ownership. Since their labor is their only means of making .employees, including executive employ each in proportion to
- productive input, and they are faced with rising living costs and “his relative income from the corporation, have pur through
taxes, employees must demand ever higher compensation for the their trus i i
same or less work input. ’ . ) .

are enti
representing the ‘“‘full wages’’ of
their new capital to enable them to pay for it.

" CORPORATE STRATEGY IMPLICATIONS

' The ¢ ration, by constantly replacing labor input with capital The corporation, by financing its expansion. on terms that are
- ibput, wi t recognizing the need of employees to make up for not only more favorable to it but which also build equity ownership
their " declining economic productiveness through ownership of into employees without diminishing takehome pay or invading their
capital instruments forcea‘employeeu.to demand more pay for the savings, puts employees in a posgition to build a capital estate
same or less work. This raises costa without raising output. without reducing spendable income and within a few years to add
e & growing second income to their wage or salary.
X'Oommﬂmbasodnponmmpuonm:eorpomuonhasdetsmunedwmmnmmmmnewphnt,mdmwmdedmbankwhanthatamonmonaﬁu-
year instalilment payout . .

’
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: _ret_irement. -

:increasing its costs

.. % . Modell

Because the corporation cannot ‘provide better increasing eco-
Homic security or increased incomes to its employees except by
: , its only hape,
that they suffer the same or a worse fate.

ECONOMIC

The natural antipathy between owners (who generally do not
work in the corporation) and workers, who own no part of the
corporation, grows, and reflects itself in alienation of the workers,
lack of common goals, decline of craftmanship, high turnover,
waste, social unrcst, and, in extreme cases, even sabotage.

3 L S s

. o .
LA Lt

‘Close holding stockholders may remain in a position where

either they or the corporation, or both, will at some future time be
.Tequired to make an ¢

ensive public sale of stock to establish its

market valye to provi e ~aluation and liquidity .to handle estate

tax problems.

vis-a-vis foreign competitors, is

| GOING PUBLIC Vs.

INTERNATIONAL COMPETITIVE ADVANTAGE TO U.8. BUSINESS

Model 11

.- Because the corgorxtion can provide increasing economic security
and, after the stock hasin effect paid for itself, increasing income for
its employees withoyt increasing ils costs, it puts itself progressively
in a better position vis-a-vis its competitors, domestic and foreign.

ALIENATION

There is a growing unity of interest between owners and em-
‘ployees, as_employees become equity owners through their tax-
exempt, in-house mutual fund, the ESO Trust, having been given
the opportunity to invest on the same .terms the corporation
.traditionally insists upaon for itself when it makes an investment—
that it pay for itself. L

GOING PRIVATE :

The ESQ Trust itself can buy close-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 his
current standard of living (and his potency as a customer for busi-
ness) sufficiently during his life to accumulate a fund to provide
14 to % his income throughout his tetirement, even with pensions

and Social Security, his income drops to the poverty level on

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 part 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

9L
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Nevertheless, inadequate as governmental, union, and corporate
pensions are, they are a devastating cost to corporations and tax-
payezs. The reason-js quite apparent: the funds 5o accumulated
are mostly invested in outstanding pieces of v;p:la.lper (stocks or bonds)
at yields that assure that the:investments wi never, if the market,
cost- of money is considered, pay for themselves. Corporations for
their 0wn accounts, would never knowingly or intentionally make
invéstments that will never pay for themselves, but for their con-
ventional pension and profit sharing trusts, they, like governments
apd unions, almost invariably do! C :

year after year, the corporate, union, and governmental
costs 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 costs. In other words, the
sums invested do not go directly into new capital formation. Year

-after year the functional inadequacy of retirement plans in the face
.of rising costs of living and rising taxes brings grief, privation and

frustration 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, #f their retirement plans were
ctlxzrently fully funded. Their stocks would plummet in the market
place.

3

‘The employees are gradually conditioned to think in terms of the
permanent employee-management warfare, using raw coercion and
the threat of coercion to extract more pay from the employer in
return for the same or a diminished work input. The “economic
solution through . coercion” syndrome “involves maximiging in-
convenience to trade, business, the:economy and the publie as a
means of making coereion of the:employer more effective. Income,
in 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 guantity and quality of goods and services shrinks.

i . . v

4‘"‘

“the “‘wages” of capital to enable the new beneficial owners (the
- employees) to pay for their neéw ca})ital out of what it produces.
Since the average pre-tax yield lon invested capital for U.S.
corporations is, and for many years has been, 20% er annum and
better, the potency of ESO Trust financing per dolfar 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 i 8 not a corporate cost, for corporate
growi;;h 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 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,

s
their resentment of waste, their solicitude for public goodwill. Pay
y and income of the

for nonproduction equally hurts the propert
empicyee, the manager, and the stockholder.

Ll
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 Model I

Although the objective of traditional economic tpoliey is to solve
the income distribution problem solely thro:;ﬁ ull employment,
every technological advance diminishes the tive input of labor

Lt . and increases the relative input of capital per unit of output in all

- - areas of economic production. ~Thus pure gcience, appli science,
engineering, and management—the disciplines involved in economic
production—work for disemployment, the exact opposite of the
national economic policy. The concentration of own ip of capital
expands the productive power of those without needs or wants.
The nonownership of capital by 95% of U.S. families with vast
unsatisfied needs and wants prevents their legitimately (i.e., other
than through coercion) increasing their productive input and
thereby enlarging their incomes and their consumption of goods and
services. This failure to broaden ownership of capital becomes a
main cause of unemrloyment, which can then only be alleviated by

governmental oggle and make-work produding non-consumer
goods and services, .

CONFORMITY TO ECONOMIC REALITY

Model II

This financing technique provides the missing link in corporate
strategy. It raises the power of corporate employees with unsatisfied
needs and wants to consume as it expands the power of the corpora-
tion to produce. Its effect in raising employee p i i

real 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 i
higger
us

pay for the same or less work input when there is a labor
surplus. When workers legitimately acquire capital ownership as the
corporation expands, their personally owned ggduc’dve power,
grows s&multaneou%g with the corporation’s ar;‘t;{ to produce
goods and services. Their increased incomes do not t in increased
costs, but increased output. This is the reverse effect of conventional
financing, which forces employees to: demand more ay without
more productive input—a direct source of cost-push inflation,

INFLATIONARY OR ANTI-INFLATIONARY?

_ Because this techniqde of finance leaves employees no choice but
to dgmatx‘a];l‘more pay without more work input, it amounts to

e corporation to use the price to tax the public
. Soo ] ver that they are the
-~ publie. Their gains are cancelled y their rising living costs. The
~ Pprocess starts again. It is the engine of inflation itself. :

Convepﬁonal is builtw u‘poxi tixree tenets:

staying out of trouble (being a good corporate citizen).
this is combined with conventional finance, which builds no capital

. ownership into em the foundations for a shrinking employ-
~-ment bage are laitfl msaﬁen of ‘oosts -is best aceomghshe% gy
-+ “eliminating labor through- technological innovation and

further diminishes 1abor demand.

?} maximizing productit:n and sales, . (2) minimizing oostsw;gd-
3 - n

; ital
investment. This results in shrinking consumer. demand, F:v%ich

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

o ' 'MORE JOBS OR FEWER JOBS '

The U.8. economy would have to be expanded somewhere between

seven and twelve times over (with further adjustment for population

- increase) to be capable of roviding the and services n

to provide comfortable lives for all U.S. citizens and residents.
Accomplishing that task alone would require between 25 and 30
years of the most intensive full employment. But such employment—
and such growth—can only come about if levels of consumption rise
comménsurately, a result onl{ tgossible in a market economy if
increased dproductive ‘power o

needs and wants is proportionately raised. This can only come
about with expanding private capital ownership. ,

e vast majority with unsatisfied ...

-3
Qo
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' the cost of financin capital improvements,

- pay controls, have been noticeably
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Souz or THe Crrrican FINANCING PRoBLEMS THAT CAN B SoLvep TrrOUGH
ESOP FiNanciNe METHODS

FINANCING CAPITAL IMPROVEMENTS AND WORKING CAPITAL

By solving two problems with a single e;lpenditure, ESOP financing can lower -
his 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 finance growth
and working cépital in pre-tax dollars, it is realistic to measure the saving resulting
from ESOP financing (as compared with conventional Model I financing) in pre-

" tax dollars, ‘So considered, the taz saving resulls tn a cash-flow accumulation of

useable funds in the corporation normally equal lo or exceeding the amount of the debt
repaid, (i.e., in 8 509 effective corporate income tax bracket, the tax savin
in pre-tax dollars would equal the amount of the debt,, to which saving is adde
year by r{ear an increment proportional to the company’s rate of return on invested
net worth. This comparigon 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 tlow. 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 un%opular and eﬁenaive method of financing. N
Employee 8tock Ownership financing builds retirement security and retirement
income in ways that benefit the corporation by ﬁnanoingéits growth, Thus, in
effect, the corporation can maximise employeb retirement 8ecurity because of the
indirect advantage to the corporation itself. The cost of providing good retire-
ment security over a reasonable working lifetime is eliminaled, because such
rovision is simply the result of- plannitig the ownership of capitai by employees
n 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 accumulations aré used merelg to
glay‘ ames with outstanding securities in the irrational public gtock markets.
uch funds'do not go into new capital formation (and thus new productive
power), nor do they go into financing the growth of the sponsoring corporation

The corporation derives economic advantages from not putting its labor
forcein a position where it must demand progressively more pay. for progressively
less work, as every other conventional type of corporate finance does.” While
some of the costs of the resulting labor strife can bé passed on to the company’s
customers in the form of higher prices, it is clear that the corporation must suger
some competitive disadvantage (particularly when competing with foreign
producers), and that corporate profits, before wage increases were restralned by

i falhng for a number of years. The advantage
flows from creating a Eroperty relationship between the corporation and
employee. through which the employee identifes with his company; the gradual

o damping of labor demands for more and more pay. in return for diminishing work,

input beoause of the growing awareness of the worker that by so doing he is im- -
p his ¢wn investment; reduction of costs to the company from eliminating
or at least reducing resistance to technological improvement; the reduction or-
elimination of featherbedding, sabotage, employee thefts and pilferage, and the
taking of dope and alcohol on the job-—all evidences of worker alienation, Worker

. alienation begius with denial of onortunity to acquire ownership of ca itm
0 and w

an eoconomy where most prodaction is. oarried:oat thro capital a
the American economic dream is the ownership of a viable holding of produotive

capital, oL ~ ,
‘ Yn other words, properly designed ESOP financing should not create any. dilu-

tion of earnings over a reasonable poriod of years. This is precisel{ what you
would expect if employeeg are given the opportunity to acquire. capital thro
use of the traditional self-liquidating logic historically used by business itself.

ACQUIBITIONS ‘ ;

it mether 8 oox-pomtve;mgquixi:sti;;i%z;j tt:keo thef:rm of acqutiﬁingnatocik ox; m
uiring corporation inten ay cash, arranging the financ 0
the ESO Trugt. enables the purchaser fo{aﬂ'eot the ucquis%tlon on pre-?tgx dollars

while buﬂdinieoqulty ownership into employees. The labor force of the agq
?hemEeS% Pcan added to the acquiring corporation’s labor base for purposes of
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AN ESOP BOLUTION TO THE PROBLEM OF “LOCKED-IN" CLOSE-HOLDING
‘ S8TOCKHOLDERS

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 rigk 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
Ere-tax dollars. If the corporation should try to solve the problem of the close-

olding stockholder by a redemption, it would cost ‘over twice as much because
the corporation would have to pay taxes on corporate net income before it, could
use the regidue for a stock redemptjon. Thus, the venture capital supplier can
withdraw hLis capital and his profit, which is his reason for investing, without
forcing the company into the arms of a conglome{late, which may disorganize it
and ruio it for all time, or without forcing it into the public market, a step which
may be equally disastrous because it becomes tied to wild, 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 particular moment ?and purchases or sales are made as of particular

moments) this correspondence is at best a cojncidence.

A CORPORATION THAT DOES NOT NEED CAPITAL BUT WANTS TO MOTIVATE ITS
., FMPLOYBES AND TO GIVE THEM ‘/THE EYE OF THB OWNERS"

In this case the ESOP provides an excellent answer. A corporation may es-
tablish an ESOP and each year issue to it a number of shares of stock determined
by the Board of Directors. The corporation takes a tax deduction under state
and federal corﬁomte income tax laws for the fair market value of the shares
transferred to 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 CORPCGRATIONS: PUBLI¢ EMPLOYEES,
AND THE MANY KINDS OF UNEMPLQYED?

While the details of methods for building the ownership of equity stock into
these through financing techni%‘ues emgloying Two-Factor Economics are beyond
the scope of this article, Two-Factor Economics is a universal concept. It is not
limited to its applicability to any particular sector. =~ ‘

ESOP financing techniques can displace most conventional financing of new
ccpital formation {n the public sector: building ownership of capital facilities of
municipalities, counties, states, colleges and universities, the Federal Govern-
ment, the Post Office, ete. into public employees.” The effect of such financing
would be that the staggering costs of public retirement systems could be elim-
inated, taxes redyced and retirement ‘capital and incomes of retired public em-
p}(;lgl:aes vastly improved, " e o
. e necessity for building a far larger productive economy to bring about

general affluence will, we estimate, provide the most intense full employment in
théU.8. economy for every employable worker for somewhere between 25 and 30
yedrs. During that time, with a broad use of finan¢ing techniques built on Two-
actor Economics, every consumer unit will be acqgiring its viable capital estate.

Bt what ‘about the unemployable? The sick, the handicapped, the aged? In

“The New Capitalists,” 1 Kelso and Adler showed that thé opporturity to bt;(y

cog)ital by Ja ng for it out of what it roduces can be extended to anKone: sick,
old, or totally disabled. But because it is necessary to motivate the building of a
‘““Second Economy” capable of producing enough goods and services to provide
eneral affluence and of protecting the environment as well, careful consideration
should be given to first extending the o portunitgﬁto acquire capital ownership to
workers—public and private—and, in the meanwhile, to continue, and to improve,
welfare for the sick, old, and disabled. To make it as easy for a non-worker to
acquire a viable capital estate as for a worker could diminish the motivation re-

¢ Random House, New York, 1001,
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uired during the next 25 years to build a sufficiently fowerful eqonomy' 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 8TOCK DISTRIBUTED TO EMPLOYEES THROUGH THE ESOP

If the corporation’s stock already is traded in a4 public market, then easy mar-
ketability of stock distributed to an employee ‘re%uires only that it be properly
registered under SEC reguirements. In general, thé Pu’rchase of stock from the
corporation by the ESOP is regarded as a private placement. Shares J)urchased
by an ESOP from a close-holding stockholder or ffom 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 an emplofvee is probably an
“exempt transaction’” because the emplﬁiyeq doés not pay for them in the con-
ventional gense 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 bé sold to others unless they are registered. For
companies reporting under Sections 13 or 15 of the Securities Act of 1934 or that
agree voluntarily to so report, the highly simplified S-8 form of registration is
aprlicable so that employees receiving stock froiit an ESOP Trust and. desiring ?o
sell it to persons other than the Trust or the issuing corporation will have fully
registered shares.
ut Buppose there is no public market for the company’s stock or, as is frequently
the case, the stock is subject to a ‘‘tight of 'first refusal’” agreement, pursuant to
which it must first be offered back to the Trust at its fair market valye {f the
distributee desires to sell it. In such cases the ESOP itself becomes a very effeotive,
and a rational ‘in-house’’ market for the stock. -

In some instances, employees are additionally given & “put” which enables
them to require the repurchase of their stock at fair market value 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 pepiod of time to protect the 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
s0 repurchased is reallocated to remaining employees. This has proven.in practice
to be an entirely workable solution to the problem of proyiding a solid, 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 bohus trusts. - ' : :

Clearly, the ﬁroblem of being “locked into'” the investment in a closely-held
employcr’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 ocour without
their demanding more and more pay for the same, or for less, work. Every argu-
ment that can made against the class conflict agproach to labor relations

ustifies ESOP financing from the cqrromtion’s and the emﬂloyees’ standpoints.
LSOP 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.8. 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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TRB ENORMOUS NEW CAPITAL FORMATION REQUIREMENTS OF THE U.8. ECONOMY
FOR THE IMMEDIATE AND DISTANT FUTURE SHOULD BE FINANCED THROUGH

ESOP TECHNIQUES

Estimated capital reguirements 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 produotion 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, and
virtually welfare-free economy. .

Only when most individuals and families become self-sufficient through the
ownershl{)hg(f’ viable capital holdings can we “ﬂ that economic power is sufficiently
diffused ughout our society to protect political freedom and democracy,

ES8OP FINANCING I8 NOT MERELY A NEGATIVE CAS8E AGAINST THE REDISTRIBUTION
OF WEALTH AND INCOME

Methods for aplxlz:yin the to individuals, self-liquidating logic of investment
that corporations have %radltionally used for themselves are simply methods for
solving the income maintenance problem through enabling every individual
to 'uce more, not merely to receive more. They are a positive alternative to the
tribution 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 decreasinf take-home pay to workers. They are
a means for avoiding the saddling of the Iabor and capital of the economically
productive with the costs of taining income for the economically under-
productive and economically nonproductive,

THE ERRONEOUS IDENTIFICATION OF CAPITALISM WITH THE SPECULATIVE BECURITIES
MARKETS

Without Two-Factor Theory, it was Ferhaps 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 provided some spectacular examples of the accumulation of wealth
without the procution 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 dafryman who
operates the casinos,

In the light of Two-Factor Economics, the importance of the speculative stock
market o diminishes enormously. There is no social rationalithy in encouraging
men to buy stocks solely for the purptse of selling them at a higher price, and to
sell stocks solely for the purpote 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 #ambling in the ownership of the means of
Producﬁon, a practice calculated to bring economic suicide to any society that
ndulﬁes 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 neced not be done

A ———————

# In double-entry bookkeeping terms, this is cssentially larceny.
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instantly or even speedily. Instant liquidity satisfies the p ses of the brokers—
the croupiers in the gambling casino of the organized securities 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 12130
of new oapital formation regt;iremente takes place through those markets. While
these markets have a real importance to the casino operators and speoulators
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 BUGGESTED PROGRAM OF LEGISLATIVE REFORMS THAT COULD ACCELERATE THE
BROADENING OF THE CAPITAL OWNERSBHIF BASE IN THE U.8. ECOMONY, BUB-
STANTIALLY TRANSFORM IT8 BTOCK MARKETS FROM SPECULATOR MARKETS INTO
INVESTOR MARKETS AND ENGAGE ITS INSTITUTIONAL INVESTORS IN THE ACTIVITIES

THUS ENTAILED

The economy of the United States has endured the m holog 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 possesaion 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 m;sthology into nationalistic dogma as the totalitarian socialist

economies all do.® )
8o close to breakdown is our myth-ridden, over-inflated, labor-strife~torn,

craftemanship-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 expandirgg the capital owner-
shi&base. We think they demonstrate how minor the required changes are.

e suigeet consideration be given to making the following changes in Federal
laws, with corresponding adaptions in State laws where necessary:

(15 Expand the present National Economic Policy, which is embodied in the
Employment Act of 1946, from a cy relying solely upon full emploiment 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 artificiall
‘““create jobs,” and (b) rapid expansion of the capital-ownership base throug
financing teoimiques built upon Two-Factor economics. A proposed draft of such
legislation is set forth as an appendix to Two-Factor Theory: The Economics of
Realu'? pp. 167-1886, inclusive. . '

(2) Increase the limits of deductibility for corporate income tax purposes of
payments into an ESOP Trust (now 159, of covered payroll) to 1009 of pay-
ments used by the Trust to pay interest and 150% of amounts used to pay
princiﬂe, but not exceeding in any event 309, of covered payroll.®

(3) Make dividends paid into qualified ESOP Trusts deductible by the corpora-
tion if paid out currentl bg the Trust to the participants under the Plan,

(4) Give qualified ESQOP Trusts the same tax characteristics as tax-exempt
foundations presently enjoy, so far as donors are concerned. Such amendments
would encourage affiuent 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-

® The most &rofoundltudent of the subjeot, Karl Marx, was quite aware of the require-
ment of totalitarianism to make one-factor economijc concepts sible {n the real world.
He then proceeded to invent another myth, the myth that the instinct to own the means
of production—the acquisitive instinct—would “wither away” under the dictatorship of
e “Karl Marx: The Almost Capitalist’” Amerioan Bar Jotrnal,

the proletariat. See Kelso
8. The recent oviithrow of the Allende Soclalist government in

"March 1987, Vol. 48, No.

Chile by the middle class capital owners (trucks, shops, small 8), and their sympa-
itary, suggests that human patience with

one-factor & m olo‘fy 18 growing short. .. i
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ments to the Internal Revenue Code and corresponding provisions of State laws
would in due course ‘inctease Federal and State revenues, because the end result
would be to build capital ownership and increased incomes into em(floz'lees. No
loss of revenue to thé Federal or State governments would be incurred, since such
contributions made to charitable foundations aré already exenipt from taxation,
Had such legislation been in effect, 5 Henry Ford could havé put all of the ém-

" ployees of Ford Motor Company, 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, although it’ would be
reasonable to expect that this arrangement would significantly raise the value of
all stock of the Ford Motor Company, including that retained bfr Ford Heirs. The
effeot would have been to reconnect the capital of that fhdustrial giant to specific
people—the emgloyees-—in order to make them bigger taxpayérs, ' motivate 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 economic security of its employees wilhout raising its codls. . .

(3) Modify the Internal Revenue Code to eliminate any ‘ordjnary income or
capital gains tax at the time (normally at retirement or upon termination of his
employrhent) that an employee is distributed the assets in his ESOP Trust
account. The object of building capital ownership jnto otherwise non-capital-
owning individuals and families is to make them more produciive. It makes no

'senso, at the very moment that the productive assets are taken into hands of the

participant in the ESOP Trust to undo a si%qiﬁcant part of the results thus
achieved by taxing away and separating him from the ownership of part of his
capital estate. Individuals should be taxed on income, inclydifig the ‘conversion
of capital assets into income, but not merely \pon increases in their productive-
ness. It would not be logical to tax individuals upon their graduation from high
school or college or graduate schools merely because the productiveness of their
labor power is thereby raised. Similarly, it seems gingularly counterproductive to
deprive them of a ﬁbttidn of their capital estates, carefully accumulated over a
woré;&ng lifetime, the purpose of which is also to make the individuals miore
productive, . ‘ . S
(6) Congress should consider legislatjon establishﬂi‘ng 'a‘go.vernmeptai insurance
, Which might be known «s theé Ca%ital Diffusion Insurance Corporatjon
“(CDIC"). Its purposes would be to insuré banks, insurance companies, and other
lenders, who make loan financirig to ESOP Trusts, much as the Fedéral Housing
Insurance Agency insures banks which make S?nsumer loans on home financing.
Such an insurance company, which might id- \lly be imitated by private insurers,

- as the FHA now is, would facilitate and enocourage thé readinéss of banks and other

lenders to make such loans, and it could serve, along with the Federal Resérve
Board, as a regulatory mechanism for phasing the new eco’nogxic policg nto the
economy. The methods used in establishing the Federal Housing Insurance
Agency could approximately be followed ifi estahlishing the CDIC. U

(7) Amend the Federal and State baxfking laws and Federal and State retire-
ment systems laws to give public employecs access to non-recourse credit (as
ESOP Trust does under present law for corporate employees) to buy stocks hewly
issued in the course of financing the expansion of the economy by qualified cor-
porations, Criteria, already highly developed, for identifying and selecting
profitable enterprises that could qualify t. finance their expansion jn this manner
should be adopted in order to “qualify”’ stocks of particular businesses for this
tyvpe of ﬁna’ncinx;. Corporate dividends paid into such trusts should be deductible
rom corporate income tax. In exchange for having access to virtually unlimited

“financing for growth (so long as it meets the feasibility tests), corporations should
"be required to pay out the ‘“‘wages of capital” (corporate net earnings) fully

to the owners of thé corporation’s capital—the stockholders. Not only does mass

roduction of humanl{' useful goods and services imply their mass consumption,

ut the double-entry bookkeepin ‘logio of a free market economy requires that
the wages of capital be paid out fully llke the wages of labor to make such mass
consumption possible with a minimum of enervuting consumer debt. Consumer
debt merely diminishes the market power of the consumer by the amount of
interest paid over the life of the loan. In housing, for example, the buyer often
pays the equivalent of two price-inflited houses in loan interest in order to buy

. (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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Corgoratlon with 8 Federal Reserye Bank, pursuant to regulations to be adopted
by the Federal Reserve System. This would amount, 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-

nancing would be deflutionary. 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-

dyctive-power being restored and protected by depreciation procedures that

set aside, before net profits are computed, sufficient funds for this purpose.

(9) Legislation should be adogted 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 resistin
the in ation-forclnf demands for more pay in return for the same (or even less
work input. Such legislation should give the President powcr, in all instances
involving interstate commerce, to suspend the use of strikes and lock-outs for a
reasonable geriod of time while the %arties involved investigate the possibilit
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 giv ng it access to lower-cost capital,
and the union, by building the ownership of productive capital into its members
with unprece(fented speed. 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 subsidaries or divisions being divested through ESOP financing
techniques. This procedure should include consideration of installment pay-out
arrangements witg the seller, partial payment through the issuance of subordi-
nated debenltures to the seller, and possibly governmental financing assistance
1 ~ough CDIC insurance or otherwise where adequate financing under prevailing
market conditions is not readily available.

(11) Steps should be taken to establish a ipolicy within the Interstate Commerce
Commission, the Federal Aviation Administration, the Federal Power Commis-
sion, and within other appro‘priate Federal regulatory agencies to use their powers,
where the best interests of the regulated industries, their employees and the
public can thereby be ‘)romoted, to encourage the use of Emz)loyee Stock Owner-
ship financing to rapidly build significant capital ownership into such employces.
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 cagital—-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 north-east rail-
road system of the United States is undergoing at the moment. In fact, it is
safe to predjct, 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 substftuting 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
a8 the electrical, gas, and teleghone industries.

(12) Consideration should be given to tax and other measures which woyld
entourage 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 exg:,ourage
public utilities to finance a major portion of their expansjon through a combinatjon
of Employee Stock Ownership Plan 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 hopes to acquire an independent source of income through .
the private ownershjp of s significant holding of productive capital, it seems
illogical to grant monopoly franchises-to corporations without requiring them to



A

86

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 gustomers,

(14) In the case of sale by the U.8. Government Atomic Energy Commission
of atomio fuel plants to private enterprise, and in the case of all such similar
privatization transactions, studies should be niade of the means of selling a major
Eart’ of the equity of such enterprises to émployees, and of other means of

roadening the ownership base of the resulting new companies,

(15) In order to relieve the Federal Government, the states, cities, towns, and
other municipal corporations, school distriets, college districts, universities, and
various quasi-public corporatfons 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 emplorees 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 ageno{eat 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 3uasi-publlc
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 adog)ted for the privatization of all
publicly owned assets where the ownership of such assets can be ac%uired 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 52’ of wealth holders, following the patterns of the past, the
new towns will quio Yy 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 geople 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 re%uire 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 t£p01't.unit,y to be sufficiently economically
productive. It is virtually certain that these assets can be qurchased on terms where
they will pay for themselves quickly. Such a policy would help raise the productive
power of thousands of unproductive and underproductive citizens, disalienating
them, raising the Government’s tax base, and carrying out tho spirit of the new
industrial Homestead Act policy aboveoutlined. . Lo '

(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 (8
product of one-factor economics) for fast and effective access to the acquisition
of capital ownership and second sources of income through ESQFP financing.
This would enable workers—and everyone ¢lse—to énjoy, a reversal of inflation
higher incomes, and greater legitimate leisure and econothic security. It would
again enable U'.Sg industry and agriculture to produce the highest quality and
lowést priced goods and to out-compete anyone anywhere—even after our ex-
ample is imitated abroad. o o g , S

" (20) We should eliminate or radically reduce the o:PiLa} 5ains tax imposed
under present Federal and state income '12:: laws. orf rich individuals who sell
their holdings’ of equity stocks to ESOP Trusts of corporatibns or to the ESOP
Trusts established for public employeés. Not only do we have the problem of-
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gulding the new capital formation of the future away from the excessively produce~
ive rich to the underproductive and nonproductive non-capital-owning masses
but we facilitate the broadening of the ownership of the enormously concentrate
present holdings in such manner as to respeoct and protect private %1;0 erty. 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 oaretaker stage. But the ‘‘ Prudent Man Rule” which keeps
the rich man rich, if mistakenly followed by capital-less workers, has the effect
of ke:}fix’igvthem poor! It is the ‘‘Prudent Capital Estate Builder's Rule” of
appli o-Factor Economics that the propertyless many must follow—and
be educated and encou 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 technigues 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
.%}'mbol of good will in the world. There would appear to be no other way for

.8. 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.? In no other way can U.S. managerial talents, merchan-
disingl 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
Kroblems which would automatically have been solved if the proprietary base
ad been broadened as those economies underwent industrialization.

STATEMENT BY NoRMAN B. TuRrk, PrESIDENT, NorMAN B. Turg, Inc.

BUMMARY

Financial market results this year ag{pear 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 pussling performance of
the stock market this year, and no single, simple answer will deal satisfactorily
with the complex questions raised by that gerformance. Notwithstanding this
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
revailed for some time past. The market’s thinness is principally attributable to
nadequate participation by individual savers-investors. - : s .

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
fncome 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
significautly 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

% o0 Kelso and Hetter, “ Uprooting World Poverty—A Job For Business,” Business Horlvons, Fell 1964,
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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 seourities and other specified types of property or alternatively an
annual exomption of, say, $5,000 of such gains. Significant liberalization of the
ca?)ital loss offset provisions are also called for.
ownward graduation of the capital gains tax rate with length of holding
period has been proposed as & means of unlocking the very large amouut of
%ains frozen in capital assets whioch have been held for very long periods of time.
his approach would also implicitly make allowance for the inflation component
of much lon?-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 gains. «

STATEMENT—TAX POLICY, INDIVIDUAL INVESTORS, AND FINANCIAL MARKETS

1. 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 apgear to have been much more closely in line with a stagnant
economy, if not, indeed, one in recession. Aside from a fillip in late 1972 and early
1973, the NYSE composite index shows at best no trend in common stock prices,
and In 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 hrokerage firms to—or over—the
brink. There are numerous indigations, moreover, that institutions have accounted
for a very substantial part of total volume, while individual savers-investors
ap,;'ear largely to have withdrawn from the stock market,
here 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 ideatify 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 discugsion and recommendations are submitted as exhausting either the eauses
of the financial markets’ present conditions or recommendations 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.8. 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 ca’Pital 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.

11, Functions of Financial Markets .

Before proceeding, perhaps it would be advisable to go over some familiar
ground concerning the functions of financial markets in order to be olear 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 & 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
thelr 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. Changes in those valuations are cues to management with
respect to virtually every aspect of their conduet 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
lariely fntemally financed.
corollary function of financial markets is to facilitate the eficient allocation
of saving. In brief, the condition for efficient allocation of saving is that at the
margin the present value of the future income oontributed by every dollar of
saving is the same (when adjustment for differences in risk are taken into accouat).
In an efficiently operating financial market, information about company per-
formance and prospeots is quickly translated into valuation of the equity interest
in companies, and changes in these relative valuations are éues 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 theit »sa,vindge.e
Moreover, the -aggregate of all such - market information provi savers-
investors with the essential information about the relative cost of saving—how
much ourrent income otherwise available for consumption is required to buy.
given amount of future income. Clearly, this information is a basic determinant o:
the allocation of income as between consumption' 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 a4 free-market
economy. Impediments to effective performance by financial markets, therefore,
. also prevent the most efficient allocation axid ‘use of the economy’s resources,
which means that the economy as a whole is deprived of valuable outpat
which it otherwise would enjoy. By the same token, the amount of saving and
investment which the economy as a whole undértqfces is likely to bhe less than
it would be if financial markets were free of serious impedimeénts; the conse-
q;wnce is slower growth of production capability and output, to the cost of all
of us. A
Lfficient financial markets, therefore, are an important concetn 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 #'nd himself working
with fewer, older, less efficient tools than othérwise, His productivity, herce
his real earnings, will be less than otherwise. And he is more likely to be exposed
to job displacement by foreign competition. Findlly, 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 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 hasic conditions for efficient operation of any
market i8 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 price(s) of the product(s)
traded in that market. While economic theory affords no basic for determination
of the minimum number of buyers and sellers required for effective competition,
it does not support the generalization that reducing the number of market g:ttic—
ipants tends to increase the obstacles to competition. When the number of
buyers and sellers is very large, of course, eveh a substantial vatiation 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
therofore 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.
1t is, of course, no news to the members of this Subcommittee that thin partici-
ation has been the rule rather than the exception in the operations of the U.S.
ancial 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 thé securities
markets there is other evidence to suppoit 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 decfine in the number of shareholders in the
United States recently reported by the N.Y.S8.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 has
already geen noted. . _ ,

What accounts for the inadequate mp«n‘.icipation of individual savers-investors?
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 equity .interests in U.8, 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, Tazation and Individual Saving apd 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 call the Subcommittee’s attention to my testimony
on ¥ebruary 8 of this ear, 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 disfro ortionately
heavy weight on aaking as compared w;ith consumption. May take the
liberty of referring the SBubcommittee to the publication By the NAM early this

ear of my study of Taz Policy Capital Formation, and Productivity, in wgioh 1

ve attempted 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
vance 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 s 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 in-~
dividuals. In principle, it is argued, capital gains are in no significant way different
from ordinary income, and, it is ciaimed, they should be similarly taxed. 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. Perhaps an extended example will help to make this clear.
uppose for the moment & tax-free economy. Individuals in that society con-
tinuously make choices between the use of their current income for consumption
or for',buyiui 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 sny given amount of future income is the amount of current consumption
which must be foregone by the saving needed to acquire it. Many considerations,
of course, enter into individuals’ consumpﬁon-savi;gadeoipions but given these
considerations, those decisions depend on. the tive cost 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 instead to buy common stock in a comgqa.ny earning, say, $120
ser share, when the market rate of interest is 12 percent. Now suppose an income
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 5??63, ‘But the ¢ost of saving goes up much more. To have $120
per, year of additional income, one has to receive $240 of ,Ere ax income. But with
no changé in the market rate of interest, one must now g{ 2,000 worth of the
stock to get $240 per year.! And t0 have $2,000 with which to buy the stock,

S———————— . i
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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 has quu'Bu‘ upled the cost v 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 ple 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
wat of saving relative to the cost of consumption will reduce the proportion

_of income used for saving, , o
To return to our example, Supﬁose 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 if there were no.tax, the machine would have
to add $120 per year to the company’s net révenues. But if an income tax, ap-
licable to both the corporation and the individual at a marginal tax rate of, say,
* §0 percent, were im?osed, the machine would no longer earn $120 per year, after
taxes, The corporation income tax itself would reduce the after-tax earnings to
$60.00 per year. And if tl‘xﬂ corporation were to distribute the after-tax cash flow
$o the shareholder, he would net only $30.00 per gear on his $1,000 saving.

If before the tax was imposed he required $120 per year to induce him to give
\& $1,000 of current consumption, he will hardly be ikely to settle for $30.00.

ea.rllly; he will reduce his savlng-investlnﬁ. 8o will others like him.

Collaterally, the corporation is hardly likely to invest $1,000 in a machine that
returns only $60.00 per year after tax. ith no chagge in the market rate of dis-
count of future earnings, $60.00 g:r year is-worth $500, not $1,000. If the com-
pany’s objective is to maximisze 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 fo up to $240 per year to justify the invest-
ment, if earnings are retained. And i ea,rnings 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 revennes to warrant their undertaking in the absence of the
tax become unprofitable and are foreﬁne 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-
ficlently 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 bugs
another machine which will also add $240 pe'xl"zear to pretax earnings, hence $120
per {ear to the company’s after-tax earnings. The market value of the shareholders’
stock in the company will go up from $1,000 to $2,000. This increase in value, of
course, i8 exactly equal to the present or discounted value of the additional $i20
per year of after-tax earnings, discounted at 12 percent as before.

Recall that every dollar of the corporation’s earnings on the original maching -
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 algo be

taxed as it is earned. R ,
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 t}Mms :
he’d pay an additional tax of $250 on this realised ca ital gain. This additional
ha

tax is properly viewed as a surcharge on the tax already paid on the tgﬂor 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 60 percent
rate as the earnings are realised each year, and again at 25 percent (in our example)
on the capitalised 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, em not as a ogghole 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



=

92

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.

nless 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 of
the financial markets in providing valuations of alternative uses of saving and in
allocating saving optimumly. :

Thé present tax treatment of capital losses further burdens private saving and
impedes prompt change in the composition of asset holdings. Under présent law,
capital losses are offset against capital gains and up to $1 of ordinary income,
Any losses not so offset may be carried forward for an unfimited number of years,
but in the case of individuals, no carryback to earlier tdxable years is allowed.
Since capital gains are fully suﬁjeot to the additional tax in the year they are peal-
ized, the tax cushion against losses may very well beé 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. Lioss
treatment, therefore, accentuates the bias against saving and shifts in asset hold-
ings imposed by the taxation of capital gains. ° i T

he 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 long holding periods to irrationality on the part of
savers-investors, the tax treatment of gains and losses must be held larg_eli 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 securitgamark_‘et conditions now causing so much
concern. Nor do I mean to suggest that chahges in the tax law to ease the existing
burden on saving and on transactions will, of themselves, reverse the trends in
the sccuritics markets with which this Subcommittee is concernéd. But sutely
al)propriate 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 Invesiment

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 suggeet to me that government tax and
expenditure policies and J)rograms are ineffective in redistributing income and are
likely to be counterproductive. The interests of all active participants in the
eoonomy-—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 market place. And given
the enormous requirements for additional capital we face in the coming years

1 In such cases, the mean value of the probability distribution of the aftertax outcomes of any given in-
vestment is reduced. The investment, then, is not only less productive but also riskier.
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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,
als presented followinq are oriented toward reducing this tax..

The tax pro

bias. In my judgment, they are also likely to make the tax laws fairer. But that

judgment, just as the oontrmf'iy judgments of others, should be taken as expressions
e

of preference, not as scientifically derived truth.
t follows from mg earlier argument that one ;mportant revision to reduce the
existing income tax bias against saving and capital asset transactions would be to
and losses entirely from the tax base. In the context of the

eliminate capital sgains
history of the U.S. income tax, of course, this would be a drastic change. But tkis
Subcommittee surely is aware that the income tax laws of few other advanced

industrial nations apply to calpita.l ains, .-
A less drastic approach would be to extend the present “rollover” treatment of
gains on personal residences to a larger list of czgital assets—at the least to ﬁ?igs
e

on corporate securities, Under this treatment, the tax on capital gains wou
deferred so long as the proceeds from the sale of el‘izflble assets were fully re-
invested. The basis of the property acquired upon reinvestment would be pro-
portionately_ad‘iust,ed downward by the amount of the tax-deferred gains.

This rroposa would in effect tell the saver-investor that he could maintain the
value of his eligible asset holdings as lonf 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 afluent. 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 wafes. 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 Ofportunities for constructive
tax changes, there are a number of less drastio revisions in the tax treatment of
capital ‘ﬁains and losses which would provide significant abatements of the existing
anti-saving 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
eneéral approach would obviousl& be far more significant to persons of modest

ncomes thanto 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. 'Igna .might be increased to, say, $10,000 or $20,000. Indeed, full
offset of fosses 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

€ar.
v 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
K:ars_ or less might be 25 percent, that on property held as long as 10 years might
20 percent, and 8o on, with a bottom rate of 10 percent on property held for
r, there i8 a large amount of gains locked up in

20 years or longer. As noted earlie
capital assets which have been held for very long periods of time. The downward

graduation of rates with length of holdimg lperio 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 pro would afford at least partial recognition of
this fact in determining tax liability. A more direct way 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 somewbat reduce the
2272718V . ' ‘
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additional tax burden on saving, Neither, however, deals hcad-on with the funda-
mental bias against saving in the present income tax and capital gain provisipns.
deserve serious consideration, I hope that they would be

While these proposals
regarded as merely very modest first steps toward the more busic revisions sug-

geated earlier, . :

V. Conclusion - St a e

In my introductory remarks, I alluded to the prodlivity to look for simple
answers to complex queations. Mindful of that caution, I do not offer the above
suggestions 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 xniti&ating existing
impediments to efficient operation of these 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.

RD A. Musarave, H, H, BUuRBANK PROFESSOR OF PoLITICAL
Econouy, HARVARD UNIVERSITY

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 b
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 firme cannot
obtain capital at reasonable cost. Moreover this has lead (3) to such companies
being scooped up by foreign investors at bargain prlcee.lspeciﬂcallyi)the problebm

y 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 delogate their investment management
to such inatitutions. At the same time this development has been encouraged
3{ tax advantages and can be retarded somewhat biy their removal. The resulting

version 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-
he Finance Committee from the goals of tax reform, goals

mitted to divert t ‘
which I believe call for a tightening rather than a relaxation in the tax treatment
of capital gains. ‘ .

o A. THE CASE AGAINST CAPITAL GAINS PREPERENCE

" 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 realised
or not. 1et me briefly explain why this is the oase.

Underlying principle :
1. Under the income tax a person’s ability to should be measured in terms

of the acoretion to his economic capacity which he has experienced during the
tax year. addition, broadly defined, equals the increase in his net worth gilus
on

STATEMENT BY RICHA

This
~ his consumption over the period. Or, what is the same, it equals his consum

lus saving. Two people, who have had the same addition of say $20,000 have
samé economic capacity; and this is the case independent of how 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 oa‘%:ucity-—-should‘not differentiate between v::fe or capital income, nor
should it n 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 und in all
cases there results the same addition to the taxpayer’s economic capacity. More-
over, it should make no difference whether capital gains are realised or not. If
my net worth has increased by $1,000 I have become wealthier by $1,000, Whether
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I choose to sell and reinvest, ar to retain the particular asset is merely a matter
of decidinﬂlhow to use the gain or to arrapge my investments. .

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 maintfain his portfolio
unchanged. How the taxpayer uses his economic capacity is his business. The
tax is to be based on his gain in cap,a?ty that is all. » o

4. All this i8 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 partiouiar, a tax
migxt 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 an
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 taxablo ca-
Eacity, since it provides a more comprehensive measure, but the consumption

ase is not nonsensical. However, an argument for a consumnption 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

uggtx;xlmtsi;l:mm the point of view of tax equity, to aocord special treatment to
capital gains,

g. There has been a literature over the years in which it is argued that a con-
sumption tax is Xreferable to an income tax because the latter ‘‘double taxes’
capital income, After the confusion which surrounds this arguinent is cleared
away,! one is left with the conclusion that the income tax may be said to interfere
with the choice between &resentv and future consumption whereas the congumption
tax does not, and that this interference may impose an “excess burden’’ which is
avoided under the iatter. There are serious qualifications to this argument and
its quantitative imgortance is questionable. But even if such a point can be made,
it does not follow that the consumption tax is preferable on baiance. If the income
base is preferred to consumption on e?]uity grounds, an income tax may neverthe-
less be considered superior. After all, the only tax which does not disturb economio
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 ymportance

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

1. Failure to tax ca%ital gains as ordinary income has been the dominant
source of tax avoidance by high income groups. Capital gains as a percent of AGI
rise from less than l‘fercent. for returns below $30,000 to 21 percent for returps’
above $100,000 and to over 40 percent for returhs 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
half of all savings from tax sreference.’ The treatment of capital gains thus
accounts in large part for the tact that the effective tax rate gmﬁo of tax liability
to AGI) hardly rises above 30 percent at the upper end of the scale. While one
mo‘.{ debate how high bracket rates should rise, a gero rate on unrealized gains
and # 36.5 percent rate on realized gains are hardly adequate upper limits: and
even if they were, there is no excuse for rpging them to taxpagers 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 and accelerated de-
preclation issue or, most typically to the two in combination. The only satisfactory
golution 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

10nsoft relates to termin . For fo ¢ 000! )
o e o Paasions nt value of a tntl(x'nl?‘ oyonaum WMM %ww tMonmm“nmr

dofined income as the preee
that there is no income without consumption, This, of course, is o non-sequitor. Using this termi-
d future consump-

uitor.
, wo need merely say that capital gains give rise to a potential increase l:wteunt an ;
uonandthhlsmtmtmntmﬂorourpm%em. The fact that such potential increase exists means that
;omt‘gu‘oomml‘%mmmﬂn notwbe bott . This, howsever, is a fine point in economic seman tics with which X

P8°eo J. A. Pechman and B, A, Okner, “Individual Tax Erosion by Income Classes,” in economics of
Foderal Subsidy Programs, Joint Eoonomic Comniittee, U.8, Congress, 1972,
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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 cquitable

form.

3. The importance of the capital gains problem cannot be belittled by the fact
that the revenue si cance 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. Fallure to tax capital gains eciuitably means failure to tax high incomes
equitably; and this in turn makes it mpossi()le or exceedingly difficult to collect
the remaining $230 or $240 billion in an equitable fashion,

Problems of implementation

Acceptance of the principle that capital gains should be taxed as ordinary income
does not relieve one of facing the Yractical 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 8 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 cagh with which to pay his tax poses a valid
concern only where family farms or enterprises are involved. In these relativel
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 helgflul 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 investinent is virtuous. Indeed,
prefential treatment of long holdings adds to the ineciluities which result from
deferral of taxation of such glains, 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 1gains not thus realized. A

resident 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.

Taz 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 postponement 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, 80 that
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 rige 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. 8ince such an adjust-
ment is not made, it has been suggested that the present preferential treatment
may be viewed as a substitute therefore. -

egarding 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 I‘})eriod 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 conolusion is reinforced if deferral %inns 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 an Progreasivity

Preferential treatment of capital gains being a powerful factor in reducing the
effectiveness of pro ive 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 30 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.

Taz Burden on Capital =
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
She corporation profits tax and to property taxes. This being the case, is not the
Rireferential treatment of capital gains a justified offset to this discrimination?
y 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.

Lffects 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 accom;l)lish this objective with the least damage to tax equity and
from that point of view the capital gains preference is a very poor approach,

Beartng-on 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, i8 no recent phenomenon, but a continuation of a
long-torm trend, extending back to the beginning of the century. As capital
madrkets broaden and become more complex, individual investors naturally wish
to delegate their investment decislons to experts who are in a better position to
make intelligent choices. This is merely a sensible division of labor. Moreover,
this develogment 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

nancial 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 sizxe (even
without being huge), will be better able to undertake the investment research
required for detecting promising small irms 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 c¢oncentrate 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 alreadﬁ indications thereof), ‘and bubbles may
arise in other sectors of the market. Nevertheless, the very existence of large
Kortfolios may cause such bubbles to develop and to interfere -with. an even-

anded market. If so, this accentuates the overall problem posed by heavy con-
centration in the investment industry. .= = . R e

The way to deal with it, however, is not through tax adjustments. The obvious
remedy is to limit the size of investment management firms and to break up the
ten or twenty largest firms that now dominate the market. This should. pose no
great difﬂculg, -a8-no é)h ical plant or production structure is involved. If the
result is insufficient and there is still a dearth of capital for small firms, a require-
ment to hold z percent of assets in such issues could be considercd,. However, 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
§nefﬂ€;§nt'aid to small business with’ effective but inequitable grants to large

nves rs. _' . P . o . Lo s . . o =

- 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; 1 agree, should not be

ermitted to be so huge) reflect, to a substantial degree, the interests of the little
ndividual who has Klaced 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 market may be increased somewhat by reducing the taxation
of realizsed gains, provided that the additional funds do not go into mutuals, the
further deterioration in tax equity would he 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 fiinds) but one
of ‘excessive size; and the proper remedy lies in 4 ceiling on the portfolio whibh may
be managed by any one firm. o : — L

Finally, a further word about the lock-in effect of capital gains taxation. Just
a8 an increase in the tax on realized gains, taken by itself would increase this effect,
8o 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 hy
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 léad you to lose sight of this
more important and lasting objective of tax reform. ' .

[Whereupon, at 12:15 p.m. the subcommitte,e‘wals» adjourned to
reconvene at 10 a.m. on Tuesday, September 25, 1973.] o



FINANCIAL MARKETS

TUESDAY, SEPTEMBER 25, 1973

: U.S. SENATE,
SuscoMMITTEE ON FINANCIAL MARKETS -
oF THE ComMITTEE OF FINANCE,
: R Washington, 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. . e 5

Present: Senators Bentsen, Bennett, and Roth, Jr. ~ =~ - °
- Senator BentseN. The committee will-come t6 order. - - -~
"We have run into a conflict this morning with the full Finance
Committee and at least for a time we will not have the other members
of this subcommittee with us.

I would like to ask Mr. James Lane and Mr. Suentin Ford if the
would please take the witness.stand and we will do this as & panel. If
those two gentlemen would come forward. o L

Mr. James M. Lape and Mr. Quentin U. Ford. . =~ . o

Pension funds are one of our principal sources-of institutional in-
vestment. Over $14 billion a year is presently being contribited to
private pension funds, as a result of provisions in our tax code which
encourage the creation of such funds.. . ... - . o .

. The indirect tax subsidy from the Federal Treasury to private
pension funds is estimated to bein the area of $4 billion a year. .

Now, we have just passed in the Senate a major pension reform bill
and with the fundin% requirements that it calls for and with the early
vesting that it calls for, you are going to.see.an acceleration of funds
going into pension funds:. . , K S
. This morning we are going to receive testimony from Mr. Edward
Malone, vice president of trust operations for General Electric. That
conmipany 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. e

-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 Lo o o , o

Trust de})artments have bheen 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 de;is.rtment,s,

it comes to $330 billion. That is a staggering amount of market power.
(W)

]
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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.
he magnitude 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 shippinﬁ
company. We do not have that in this country, but I'am concerne
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 JAMES M. LANE, PRESIDENT, CHASE INVESTORS
MANAGEMENT CORPORATION, NEW YORK, ACCOMPANIED BY
RICHARD A. STARK, COUNSEL OF MILBANK, TWEED, HADLEY

AND McCLOY | :

Mr. LaNE. Thank you, Senator.

Mr. Chairman ang members of the subcommittee, my name is
James M. Lane and I am president of Chase Investors Management
Cor%, New York, a wholly owned subsidiary of the Chase Manhat-
tan Corp.

With Ir)ne today on my left is Richard A. Stark, counsel of Milbank,
Tweed, Hadley, and McCloy. Chase Investors was formed Novem-
ber 1, 1972, to ¢ on certain investment management functions
formerly conducted 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. I\Xr. 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 ﬂexibil‘i;:}y‘r 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 hearin?s, namely, that large institutional investors are said to
be responsible for causing what has been referred to as a ‘“two tier
market”’ by concentrating their holdings in a selected few large cor-
porate issues. ‘ '

There is noth'uig new in disparities between price earnings ratios of
common stocks. For some time we have -been charting grice earnings
ratios for indexes reﬁyresenting high consistent growth companies,
companies we have classified in the moderate growth category, and
cychical issues. The high consistent growth group has usually sold at
multigles ranging between 30 and 40 times their most recent 12-
month earnings, while the moderate growth and cyclical groups have
Eenerally sold at about 15 to 20 times their comparable earnings. I

ave attached a chart portraying these relationships.

[The chart referred to follows :F

PRICE EARNINGS RATIO
50—

40 — A

High Consistent Growth M A /\

Moderate Growth

oY A NN DU NN B I N E— I IS Y SN Wil W
0 61 62 '63 '64 65 66 '67 '68 ‘69 '70 '71 '72 '713 'M
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 notlceabl¥ in 1971
and 1972, reacIlJ'xing 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
laci 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-
orate profits after taxes reached a peak of nearly $50 billion in 108/#
Ft was not until 1972 that that figure was exceeded. :
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During the 6-year period the Consumer Price Index rose almost 30
percent from 97.2 in 1966 to125.34in 1873. Thus, measured in constant
d&l’léuis, alfter tax corporate profits were still substantially below the
1 evel, v ' ' ‘

The trend in domestic operating 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. S '

. Recently, these profits have included a siﬁniﬁcant hopefully non-
aeciumnl ing;, amount that resulted from the evaluation of the U.S.
ollar. ' :
I might also point out that for the 3 fiscal years 1971 through 1973
the Federal budget-deficit 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. grices 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
ha,vedhad much to worry about 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 earnin
results would be most assured—in companies with excellent records,
that could most readily control their costﬁwice relationships and be
less vulnerable to the impact of economic and regulatory developments.

1 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 including insurance, retirement and profit sharing pro-
grams and collective investment through mutual funds. Institutional
mmvesting-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 conservativély oriented when compared to funds invested
directly In equities by individuals. - S 5
Were 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 temporary one and will be corrected

thron%h the working of economic and market forces. :
Perhaps we should remember that individual investors experience

serious capital losses in the aftermath of the booming new issue market
and the popular *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 and
regulatory policies. ‘

n 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, ‘

We, for example, for some time have felt that a somewhat more
balanced approach to structuring a portfolio was apf)ropriate*as com-
pared to that which has generally been ascribed to large institutional
xpanagers. Such an approach was not extremely rewarding in a year
like 1972 when almost all of the market’s advance was provided by &
rather limited number of issues. L

Incidentally, it is somewhat Earadoxical that some corporate ex-
ecutives compfain about the lack of investor interest in the so-called
second tier or lower earnings multiple issues, and yet they press for
top 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 & correction from an excessive
stretlfh in relative values appears to be taking place currently in the
market. ; o

- 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 Jess than 25. This re*gresents a major change from the prior year.
Also, the broad unweiﬁf ted 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, - : ' :

In looking over the briefing material prci;)ared 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 theills of the brokerage industry, the disruption of capital markets,
the takeover of U.S. companies by foreigners, the lack of interest of the
individual in the-aquity market, and a number of other problems.

I'would like to briefly explore some of these other issues; as well as

certdain attitudes concerning the field of investment management which

I feel are misconceptions. -~ -~ ... :

~'The trend toward: less direct involvemeént by the individual in the
securities market is nothing new.: . = = - T -

- According to SEC data; the individual’s share of equity holdin
“has been declining quite tonsistently for-almost 20 years. Individuals
owned 73.5 percent of all outstandm% equities in 1966 and the pro-
portion declinedto 62.9 percent in 1972. - - S

’
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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-
shiX through mutual funds, pensions or insurance equities.

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. l’é 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 toreign 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.

t 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—
ll;ﬂﬁcontrast, sales of bonds for the same 5-year period exceeded $56

on.
. I would like to turn now to a few of the misconceptions pertainin
to the investment management business—at least from the point o
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 a.client’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 %posit arrangements are taken into consideration in
determining purchase or sale programs, and that insider information is
received from the commercial lending officers. . : o

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 specific security from any Chase banker outside the investment
department.

* 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 each
instance, 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 during a liquidation. ' o

Generally, liquidation is done in an orderly manner, as is the
accumulation of securities. There are few who are not concerned about
migxl:ﬂy influencing the market for an issue when they are buying or
selling. L : "
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
exert 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 might
mact client accounts, and not with any self-interest on our own be-

. 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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Woe 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
ttt:ﬁse which result from sharing the investment responsibility with
others.

We urge that any legislation enacted will not ham&ar the ability of -
investors 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 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-
ressing effect on the market—the sale by an institution of a large
lock 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 a‘laxfe 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. Durin
the past few years, stocks have performed better on a number o
foreign exch ,,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. . :

nduly restrictive legislation will hamper the willingness and ability
of foreign institutions to invest'in 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
remedi¢s aimed at temporary dislocations:in. the market not cause
more serious, more lasting problems. ... o7 o

- Thank you, Mr. Chairman, for this opportunity. ) -

Senator BENTSEN. I believe you have raised enough questions that:
perhaps we should just ask questions at this point before we go-ahead
to the next witnesses. T o

..Let me say first that on the question of restrictions in trading which

ight: result in a significant number of shares overhanging the market,
ﬂﬁare that. concern with you. - I 2 P
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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
funds, For years insurance companies who operate in the State of
New York had to do it and I do not see that 1t 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
might have with undue concentrations in a particular stock and might
vesult 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. o

Now, the statement has bgen 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. Lang. No, sir, I cannot.

Senator BEN18EN. You cannot.

Mr. Lang. No. : ,
Senator BenTseN. My information is that the Chase Trust Depart-
ment had a position in Boise Cascade that approached a million and
& half shares. Is that correct? . , L o
. Mr. Lang. That could be correct. : B .
_ Senator BENTSEN. Wouldn’t that be a significant holdmaf?, : :
Mr. LaNng. Yes; it would, but the holding was importantly reduced
about that time. And we knew nothing about what was going.on in
the commerce department. - - , .
Senator BeNTsEN. You had no idea that they were going through
the refinancing on the commercial side of Boise, Cascade, & particularly
important decision, it seems to me, for the bank because it was a major
refnancing. Who had the ultimate decision finally on refinancing?
Mr. LANE. It would be the corporate department. The corporate
banking department would have that decision. . - ,
Senator BENTSEN. Do you believe that they had no idea of the size
of the holding that the trust department hu{;in Boise. Cascade? ..
Mr. Lang. 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 know-precisely what our
holdings would, be.just as other members of the public-would know.
But under current. cim\imstan they don’t know, although perhaps
lding—that is, in. & peol fund where holdings"

they can see it as a ho 8 po .
are published or perhaps in our own thrift fund if holdings happen

to be there. - . S ~, o
Senator. BENTSEN. Sp you have absolutely no knowledge whether

the people who made the decision for refinancing Boise Cascade had
information that would apFrise' .ﬁxem of the amount of holdings of
Boise Cascade that were held in the trust department?. . . o
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Mr. LaNE. I'm sorry. I failed to catch the question. You mentioned
the holdin%.

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 holders at the time. But they have no precise
information on that score, and I don’t think that is their responsibility.
Their resglgnsibility is to do an appropriate financing job for Boise
gachde. hey are not concerned with our holding in terms of their

ecision.

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 I understand Chase sold 750,000 Pan-Am
shares for $7.6 million in 6 percent subordinated notes in Resorts
International, Inc. and for & 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 drcwged gome 37 points in 2 days for a Bgr loss-of about

i

$4% billion. What did your Trust Department do? Did they step in
and bu{ 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.
enator 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 supffort 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 tpeople want to follow this as an investment
ap{)roach, 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. I don’t think it would be a successful approach over any

period of time. i
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 Bankin
and Currency Committee, two former Chairman of the Securities an
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
El‘oblem with giving a lot of thought to this particular focus that you
ave outlined. .

In fact, we think about this all the time in terms of an investment
approach. However, I think the question is one of finpointing the
cause of the problem and what may be its solution. 1 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.

nator BENTSEN. I would say 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, vour trust de-
partment, that manages individual accounts. Do both of these divi-
sions have access to the same information sources? :

Mr. LaNE. Yes, sir. L Lo -
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. Lang. Well, this is a brand new reorganization as I have also
indicated. Formerl , 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 appropriate to organize in this
way in terms of the future. But I thin ﬁ the history is not yet long
enough to %ive 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 pa.rtlly the purpose. I think the key purpose was

to give us increased general management flexibility as I have indicated,
and we can do that. We think that, lookg:lﬁ 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. : g

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 sepéra,tix:jg

ed.

" those functions, we think we both—both markets are better serv

Senator BenneETT. Can you tell us approximately what percentage
of your total investment accounts are in each of these two areas?
. Lang. Very roughly, 662¢ to 75 percent, I would say, is in-
stitutional, and the balance is individual.
Senator BENNETT. Are there any special services you St;ﬂ)ly the
institutional investors that are not available to the individt o

Mr. LANE. No, sir. I don’t believe so. . o ,
Senator BENNETT. One of the characteristics of institutional favorites

is that they seem to be inflationproof, capital intepsive. Many appear
to be industries with high degrees of concentration. Could it be that
their ability to bring a healthy rate of return in good times and bad is
related to. the fact that they can eagily 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 mstitutional favorites, IBM,
Xerox, Exxon, Eastman, et cetera, are under investigation for anti-
trust violations? SRS : . _ .
Mr. LaNE. Is the thrust of your question that the market power of
these ccmpanies has something to do with their attraction as invest-

ments?
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Senator BENNETT. And gour 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 imli)ortant 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-
counts. 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.
enator 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 somethin,
like 17 percent in terms of earnings per share which is severalfol
better than that of any steel industry company, I believe. Certainly
this is true in terms of the steel industry generally. Obviously, investors
are seeking maximum corporate results and Avon has offered that to
investors. , o
I think in the case of Avon, as I read in my statement, it is always a
matter of degree and judiment. 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 enerall{. -
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. Lang. Well, I think it is a most valid question. I must say that
eople have been asking that question for quite a few years and at -
east to date it has been premature. But, again, I think you are talking
about individual 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. - o
Senator BENNETT. Just, if you know, are your holdings of Avon on
t}:ie %nstitut.ional side greater proportionately than on the individual
side ' |
Mr. Lang. I am not sure, Senator, but I believe.that the statement
that I made earlier would hold for Avon, namely, that L think they
would be larger on the individual side pro&prti()nately.‘ R ,
i Settator BENNETT. No other questions, Mr.. Chairman.
i:8enator BenTsgN. Senator Roth. .-~ - .o -, .
Senator RorH. Yes.” L AN U
Mr. Lane, I would like to fo back to this question of sngmg that
the two departments work independently and are airtight. One of my
concerns is under the law your board of directors and your officers,
under 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 not 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 Rora. And the officers.

Mr. Lang. Pardon?

Senator RotH. As well as the officers.

Mr. LaNg. Yes.

Senator Rorn. 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 of directors.

Senator Rorn. 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, thepresident, and two vice chairmen—are
members of the board of directors.

Senator Rorn. But are you trying to say that a vice president

does not likewise have a fiduciary responsibility under the general
cor%omte 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 knowledge 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 Rorn. Now, let me ask you this.

Exxon—you are a large holder in Exxon?

Mr. LaNE. Yes, sir.

Senator Rorn. 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, wedo. . . L |
Senator RoTr. 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 Exxon
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 com]iletely free to sell
Exxon stock without consideration of the deposits. I 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 proportions 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

eople 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

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
Kears ago. But we were heavier holders several years prior to that.

Ar. 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 %Jecome 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 RorH. Just one general comment. Perhaps Chase Man-
hattan is able to keep 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 can 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, 1n retrospect, the individual was tempted to buy
indiscriminately. gome goods, in retrospect, were not worthy of his
interest, and he suffered. So, both in terms of economic history
;ecently and in terms of market experience, the individual has been

urt.

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-
mg 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 J)enalt.y. 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 Rora. Mr, Chairman, I will waive any further questions
at this time, ' '

Senator BEnNTsEN. Mr. Ford, would you give us your statement at
this time? ’
STATEMENT OF QUINTIN U, FORD, SENIOR VICE PRESIDENT,

BANKERS TRUST C0., ACCOMPANIED BY JAMES T. BYRNE, JR,,

ASSISTANT GENERAL COUNSEL, BANKERS TRUST CO. .

Mr. Forp. 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
Trust 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, has 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 the 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 compamension Flans 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. o . ' ,

Implicit in the prudent mah rule which has been reaffirmed by
Con%';ess 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 tierstocks. ~ ' - : ' )

Perhaps, if the committee were made cognizant of how an experi-
enced trustee responsibile for some $20 billion of fiduciary assets goes
about the businels 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 Co., has traditionally been based on & 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 économic 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 economi¢ 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-
ﬁ]llilr} their social obligations, are then ¢hosen as possible investment
vehicles.

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 oE?ortunities. 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 chunﬁing developments that may
dampen the outlook, is a continuing task. Should a change occur, we
attempt to determine if the factors are temporsry, 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. e 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 btml)(,’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. : :
long ago as 1967, for our employee benefit accounts we embarked
upon the purchase of smaller capitalized companies having what we
considered 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 risk inherent in this type of security. At the end of
last year this fund, whose sole tﬁurpose is to invest 1n emer',;ing com-
panies that have yet to eamn the distinction of any ‘tier’ ranking,
was valued at close to a billion dollars, This fund currently represents
approximately 15 percent of the common stock commitment of our
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participating emplo?ree benefit trusts. I have with me additional
copies of our Supplemental Eguity 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 financipg to the small and
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 vogie 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 grice/eamings 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
:f;ize«ll so-called concept companies which helped to fuel the “Go-Go”
unds. :

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 fiduclary 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 “fcllow the leader” or a self-fulfilling
prophecy of supporting the market. Rather, it is the action of inde-
pendent 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
}clo?jparﬁes which have appeared among our 50 largest common stock
oldings. :

It isggur view that the alleged “two-tier” market is not sinister and
will be self-correcting as investment onort,unities 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 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 & 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 t1ust which was restricted
solely to bonds. A recent valuation indicates s 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 compan?r and would this
tend to force large institutions to diversify their ho ciings?

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 ubacceptable 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 BENTSEN. Let me ask you, is the assumption there that
all second-tier companies are unacceptable?
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Mr. Forp. 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 ipstitution can own in a single company
because, by definition, it would be self-defeating since such s 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 s arg ‘declines in the prices of certain stocks were substantially the
result of large institutional sales. However, differing investment
opinions among institutions can have only a salutary effect on the
market as in the case of Tropicana, where we, Bankers Trust Co., were
a net buyer during the market decline earlier this year. o

We do have some suggestions in regard to your fourth and last ques-
tion concerning equitable tax incentives that Congress could enact to
encougqg«iai small investors to enter the market. I might just read these -
very briefly. - - : -

: ¥he small individual investor is confronted with various alternative
investment opportunities which compets for his commitment. Armong
these are savings accounts, bonds, and common stocks. There is nor-
mally a higher gegree 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—— - 3 .
- Senator BEnTSEN. Mr. Ford, we will have to recess for a few minutes

80 [tll{xat I c]a.n go to the floor of the Senate for a vote.
ecess. o 1
* Senator BENTSEN. Gentlemen, thank you very much for your pa-

tience. The committee will come to order; ' " o

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 thing, 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 customer.
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. - BERER o .

That is part of the problem a bank runs into. Let me say Mr. Ford,
I share very strongly your concerh about the fiduciary relationship.
In a modest way 1 have 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 samé 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 that
you must place some kind of & 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. Forp. Yes, sir, Senator. We do have a self-imposed 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 BENTSEN. 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.

r. Forp. 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 mana.%mg egm-t)ions of employee. benefit
funds,-and I think Mr. Lane also allu 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, I thoroughly believe that all investors don’t look
at & particular situation in the same light. I think the interpretations
are somewhat different. . : e

- 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 vs{:proach'toward the company, if you will.

Senator BENTSEN. What were your actions in the first week follow-
ing the decision of the couts in the IBM-Telez case? TR

-Did %ou buy or sell or hold? S ST

Mr. Forp. In the case of IBM?
Senator BENTSEN. Yes. - S ' -

- Mr. Forp. 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 inde&endence, 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. N '

Senator BENTsEN. 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-

any was, of its management or what at the moment looks like its
uture—I1 can’t help but remember, too, some of these vogues, what is
in. and what is now out? S o

Mr. Forp. ‘ Yes, sir. - . . . .

Senator BonrsEN. 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. Forp. 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 podpularly 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.
r. Lane. Mr. Chairman—
Senator BENTSEN. Senator Bennett.

Senator BENNETT. No, I have no questions..I am looking at the—

clock. We will have to move along.

Senator BenTseN. Let me ask you, when you decide to sell a stock
that is a very major holding, that is spread across a numberof port-
folios, how do you decide to allocate the number of shares sold among
the portfolios?

r. Forp. 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 articipativr‘xlg trust will have an average sales in that area.

Senator BEnTsEN. Would it be possible that you 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. Forp. 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 ~}'our trust department and then apply it equally over

all of the portfolios?

Mr. Forp. 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 selFany 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 BEnTsEN. Mr. Ford, under the limitations of time——
Mr. Forp. Could I make one point, Senator?

Senator BENTSEN. Yes. _—
Mr. Forp. 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.

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.

" Another approach to encourage the small investor into the market

“woulil be to permit brokerage commissions, again within limits, to

be dcducted 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 to a
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. Forp. 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 ho}?e 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. LANB. Certainl%r.
Senator BENTSEN. Thank you very much.
[Mr. Ford’s prepared statement follows:]

StaTEMENT OF QUINTIN U. FonD,CSmmon Vice_PRESiDENT, BANKERS TRUST
OMPANY

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 opgortunity 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
discussiofi of the “two-tier’”” market and, most particularly, some of the suggested
ideas to remedy the alleged situation completcly overlook the fiduciary responsi-
bilities of institutional investors. This oversight is most important when one
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considers that the Bankers Trust COWJ’ for example, acts 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 of this 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 *. ; . shall conduct himself faithfully and exercise a sound discretion. He
is to observe how men of prudencé, discretion and intelligence manage their own
affairs, not in regard to spaculation, but in regard to the permanent disposition
of their funds, considerix:ig the probable income, as well as the probable safetl.{ of
the capital to be invested.” As you %ent,lemen are aware, the Prudent Man Rule
has been reaffirmed by Congress in its proposed pension reform legislation.

Implicit in this definition is the responsibilitg 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 ed ‘“tier’” stocks. In this
conneotfon, it seems ironic that we and other resggnsible investing institutions
are being unfairly singled out for having attained above average long term results
for our trust beneficiaries, g;nsioners, and investment advisory customers.

Perhaps, if the Committee were made cognisant 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
factors that are continually being

has traditionally been based on a number o
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 analyzed 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 ot
outside its universe. Conclusive data is then discussed with portfolio managers
who assess the pa-ticular client’s goals to determine if the security under con-
sifd:}x;atiox;t tfzalx; be «flectively used to carry out the specific investment objectives
of the portfolio, A .

Shorter time horizons than the 3 to 5 year outlook, tygfally 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 chac:lfing 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 economio 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 & security is selected for purchase it is not forgotten. Review of the

fundamentals wi the company, the industry, and the economy with an eye
toward any changing developments that mdy dampen the outlook, is & continuing
etermine if the factors are temporary,

task. Should a change ocour, we attempt to
in which case we would not modify our investment stance. If the factors represent

a basic shifi, 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 the expectation of basic deterjoration in
future earning power or price considerations of exorbitant proportions would cause
us to turn negative. ) o

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 §0 individual portfolio managers in the
investment decision-raaking process. This replaces a procedure or committee
system that promulgates an ‘‘approved list"’ of securities and accordingly tends to

urage 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 859% in common stocks, 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
the;{f tl\jre 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 obli{;‘tions, we felt the most
prudent approach to this quest was through the establishment of a pooled fund
thereby diversifying the risk inherent in this t{pe 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, 1 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
“geed”’ 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 stacks 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. :

owever, history shows that investment styles go through periodic changes.
Fon 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 rep o1 by equities of small sized
“‘concept’’ companies which helped to fuel the “Go-Go"” tunds.
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Whether the goal is long term growth, security of income, or preservation of
capital, the approach that was effective Xesterday may be the wrong one tomorrow.
The accelerated pace at which the world is changing makes the investment process
more complex and calls for constant reappraisal of investment decisions. Govern-
ments, for example, are continuously expanding their economie 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
discimrge of our investment function. The obligation of & 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 consisbentlgnproduces 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%, to the best of their ability, to discharge their fiduciary obligations.

n 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 1963 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 ap{)eared among our 50 largest common stock holdings.

1t 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 fiduciar
to be aware of these changes, and I predict that the 50 largest common stoc
holdings of Bankers Trust Company 10 Kears 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 perf