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STOCKHOLDERS INVESTMENT ACT OF 1974

TUESDAY, FEBRUARY 5, 1074

U.S. SENATE,
SuBcoMMrrTEE ON FINANCIAL MARKETS
oF THE CoMMITTEE ON FINANOE,
. Washington, D.O.

The subcommittee met, pursuant to notice, at 9:35 a.m., in room
2221 Dirkseén Senate Office Building, Senator Lloyd Bentsen (chair-
man) presiding,

Present: Senators Bentsen and Bennett. )

Senator BEnTseEN. Ladies and gentlemen, the committee hearings
will come to order.

‘We are obviously complying with the President’s recommendations
on temperature controls, saving some energy this morning.

MC{ur first witnesses will be Mr. Roy Schotland and Dr. Edward
alca.

Mr, Schotland, Dr. Malca, would you gentlemen please come for-
ward and be seated there? ' ‘

This morning the Financial Markets Subcommittee is going to re-
sume its hearings. We will receive testimony on S, 2842, the Stock-
holders Investment Act, which I introduced on December 20, 1973,
as a result of the hearings that we had preceding that.

Now, this bill would place some limits through our tax laws on the
degree to which managers of pension funds—and that is onl total&y
discretionary funds—can concentrate their investments; and, in ad-
dition, this bill would provide tax incentives to the small investor,
to hopefully encourage him to come into the stock market. _

It is rrger feeling that this legislation is necessary for several rea-
sons, First, the limitations on pension fund managers such as I pro-

ose would result in greater diversification of pension investments. It
is my feeling that these are not onerous limitations. Subcommittee sur-
veys indicate that the majority of pension fund managers already
comply with limitations such as these. But there are aberrations on the
par{:)l of some managers that could lead to abuse and to serious
problems,

These kinds of limitations would spread available capital to a larger
number of corporations and, in addition, provide safety to the future
retirement benefits of more than 30 million Americans who participate
in private pension plans. ) .

econd, the tax incentives to encourage individual investment in

the stock market I feel are very much needed these days to help in-

;lutstry raise the capital that is needed for business expansion for the
uture.

(1)
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We have read the reports in the mpa}l)er quite recently of many in-
dustries that are havingl‘a very difficult time in raising capital—the
steel industry for one. The steel industry says, in effect, it is going
to have to let part of the market go to foreign competitors because
of the difficulty in raising capital for additional production,

Due to the lack of capital accumulation and investment in the past,
our economy is therefore experiencing shortages in basic manufac-
turing capacity; and yet, at the same time this year we are seeing
growing unemployment.

Our tax laws give direction to our free enterprise system. And I
think it is essential to the economic well-being of every American that
our tax system encourages adequate capital formation necessary for
strong and continuous economic growth,

In addition to S. 2842, the subcommittee will receive testimon
on other tax proposals to encourage individuals to invest in the stoc
market, for example, Senator Fannin’s bill, S, 2787,

In conjunction with the resumption of these hearings, later this
week I am releasing the details of a survey of the investments made
by our Nation’s leading bank trust departments, Last October I sent
a questionnaire to the 25 largest bank trust departments; 21 of these
banks have responded. .

The results of this survey demonstrate the dramatic extent to which
large banks sometimes concentrate their investments in a fow securi-
ties, One bank, for example, has invested 14 percent of its discretion-
ary assets in just one company, Avon.

propose that no pension manager invest more than 8§ percent of
its aggregate discretionarﬁ' pension assets in one stock.

The results of my bank trust survely also illustrate the potential
exists for large institutions to control large portions of our economfr.
For example, the United States Trust Companﬁ holds more than
percent of the stock of five different companies. The Bank of New York

olds more than 20 percent of the stock of two different companies,

1 progose that no pension manager own more than 10 percent of the
outstanding stock of a single large company with respect to the man-
ager's aggregate discretionary pension assets, Obviously, we put &
grandfather clause in there to protect. against any wholesale dumping
of stock where you have excesseg already.

Many banks have voluntarily adopted limits of 10 percent or even
lower. And I certainly congratulate them for doing so. I think it is
prudent. I think it is wise management. .

In previous hearings of the Financial Markets Subcommittee we
learned that the number of individual stock investors, a group so
essential to a healthy economy, has been declining; and the drop has
been as much as 800,000 since early 1972.
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{
Two of the i)rovisions in S. 2842, the graduated capital gains pro-
posal and the liberalized capital loss proposal, would help encourage
greater individual investment in the stock market. )

The ability of our economy to create new jobs and to provide the
vast amounts of capital needed for economic expansion deﬁnds on a
large number of individuals investing in the stock market—a multi-
plicity of decisionmakers, a free market. :

We are fortunate to have this morning a wide variety of experts
who will address themselves to these issues and comment on the legis-
lation pending before the Subcommittee.

At this point I would like to insert a fact sheet and a statement
describing S. 2842,

The press release announcing these hearings, the material refer-
red to by Senator Bentsen, and copies of S, 2787 and S, 2842, follow.
Hearing commences on page 506.]
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PRESS RELEASE

,

FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE
January 10, 1974 Subcommittee on Financial Markets
) 2227 Dirksen Senate Office Bldg.

SENATOR BENTSEN ANNOUNCES HEARINGS OF THE SUBCOMMITTEE
ON FINANCIAL MARKETS, FEBRUARY § and 6, 1974

Senator Lioyd Bentsen (D-Texas), Chairman of the Subcommittee
on Financial Markets, announced today that the Subcommittee will hold
hearings February 5 and 6 on the Stockholders Investment Act.

The bill, 8,2842, would provide tax incentives to encourage small
investors to invest in the stock market and would limit future acquisitions
of stocks by managers of pension funds, through tax laws,

In addition to this legislation, introduced by Senator Bentsen, the
Subcommittes will receive testimony on other proposals to encourage in-
dividuals to invest in the stock market, such as Senator Fannin's bill,

S, 2787,

"Two series of Subcommittee hearings conducted last summer and
fall clearly demonstrate the need for Congressional action to reverse
several dangerous trends in our stock markets, '* Bentsen said in announcing
the hearings,

Senator Bentsen cited three of these trends.

First, there has been an increasing dominance of our securities
markets by large institutional investors. In 1963, 35 percent of the trading
on the New York Stock Exchange was attributable to institutions. Today
that figure is 70 percent -- just double,

Second, institutional investments have become alarmingly con-
centrated in a small number of select stocks. As examples, one large bank
trust has concentrated more than 20 percent of its discretionary stock market
investments in just two issues, Another has concentrated more than 18
percent of its discretionary stock market investments in just two issues.

Third, the number of individual stock investors, who are so essential
to a healthy economy, has been declining, It is estimated that the number
of individual shareholders in the United States has declined by as many as
800, 000 since early 1972."

Senator Bentsen stated that "these trends are having an adverse
impact on the level of competition in our economy, and aleo on the ability
of our economy to create new jobs and to provide the vast amounts of capital
needed to meet such pressing challenges as our energy crisis, "

Written requests to testify at the Subcommittee's hearings should be
directed to Robert A, Best, Chief Economist, Senate Committee on Finance,
Room 2227 Dirksen Senate Office Building, Washington, D, C., before
January 18, .

Due to the shortness of time available for these hearings not all
requests will be honored, However, those people who are not able to testify
in persun will be given an opportunity to submit wr en statements for the
record,
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FACT SHEET S, 2842
SENATOR LLOYD BENTSEN'S PROPOSED
"STOCKHOLDERS INVESTMENT
ACT OF 1973"

\

LIMITATIONS ON THE STOCK HOLDINGS OF PENSION MANAGERS == No pension fund could quallfy

for favorable tex treatment unléss the assets of the fund were placed In the hands of

a manager who [nvests no more than 5% of 1ts e?gragafo discretlonary pension assets In any
one equity securlty and, In additlon, who acquires no more than 108 of any equity securlty
of any one company with respect to the aggregate discretionary pension accounts. This
Iimltation would not apply retroactively. Managers of pension accounts would not be
forced to dispose of current stock holdings to meet these |Iimitatlons, but they could not
acqglro additional shares of any securlty In which the pension manager had reached the

I Imltation,

I any manager of tax-exempt pansion funds exceeds these |ImlItations (for example, by
purchasing an additlonal |$ of the total equity securlties of a company In which It already
holds 108}, a penalty tax equal to 5% of the excass holdings would be Imposed on the
manager by the Internal Revenue Service. In the event that the manager falls to dispose
of the excess holdings within 180 days, IRS will tmpose an additional penatty of 100%

of the excess on the manager.

Excess holdings that result excluslvely from flucfuations In market vatues wili not be
subject to a penalty tax., These limitations will not apply to Investments In compenies
with 8 caplital account of less than $25 mililon. These Iimitations apply only to pension
plans and not profit-sharing plans.

Limits on Institutional holdings are necessary to protect the more than 30 mlilion private
pension plan participants from excesslve concentration of pension investments In only a
few select stocks,and to encourage greater Institutional Interest In well-managed small
and medlum-slze companies. In additlon, these |imits would help prevent & smatl number
of large Institutional Investors from achieving too much control over our economy.

VENTURE CAPITAL FROM PENSION FUNDS == Pension managers would be given leeway to |nvest

~’|$ of tho assets ot any pension pian In companles with capltal accounts of less than

$25 mll1lon, This would bo an exemption from any prudent man rule for 1% of the

penslion assets. However, the '"leeway clause” would not relleve flduciaries from any pro=
hibitlons against self-dealling or fraudulent transactions, The "leeway clause" would
relleve a fiduclary from (labliity with respect to the risk of an Investmont.

This provision would facllltate the fiow of penslon Investments to new and expanding
smaller companles that are In great need of equlty capital and which present a higher
than normal rlsk but offer the possibliity of a higher than normal return.

GRADUATED CAPITAL GAINS TAX == Under present |aw, the maximum capital ?alns rate |s 35%
without regard to the speclal minimum tax provisions or any other provislon., This legls=
tatlon would decreaso the maximum rate snnually over the holding perlod of a capital asset
untll the maximum rate was reduced to about 14% for assets held flfteen years. Caplital
losses would be provided comparable sliding-scale treatment over the holding period of the
asset. Tho present six month holding perlod for capltal galns treatment would be.extended
1o twelve months. This would be phased In by one month per year.

This provislon would help reduce the "lock=In" of long-term assets and provide greater
liquidity In our caplfal markots. A graduated capltsl gains rate would also encourage the
risk-taking splrit In America which has been so Important to economlc growth and the
creation of new Jobs.

LIBERALIZED CAPITAL LOSS TREATMENT == Today, [f an Indlvidual's capltal losses exceed hls
capital galns, he can deduct up to $1,000 agalnst his ordinary Income each year. This hasn't
changed since 1942, yet per capltal dlsposable Income has risen over 400% since then., This
blIt wou!d'»\gllow the Indlividua! to deduct up to $4,000 of capltal losses against ordinary
Incomes It would also allow a three-year carryback of capltal losses agalnst capltal gains.

Liberalized loss trestment would encourage more risk investment which Is so Important In
starting new buslinesses and creating new Jobs. !t would also encourage Investors to take
thelr losses, thus providing greater Iiqulidity in our capltal markets,



FLOOR STATEMENT OF SENATOR LLOYD BENTSEN
Dacember 20, 1973

S. 2842 -- STOCKHOLDERS INVESTMENT ACT OF 1973

Mr. President, one o} the foundations of our competitive, free
enterprise system has been the exlgtence of broad-based stock markets
which serve as a source of capltal for persons striving o go Into
business or to expand an exlsting business.

Our securlties ma}kefs have prov!d;d the capltel that enabled
companies |lke IBM and Xerox =- which at one time were very smal| ==
to grow, provide thousands of Jobs, offer Innovative and competitive
products and make a major contribution to our economic expansion.

The malntenance of strong and viable capital markets Is
essentlal to the economlc well=belng of every single Americen.

However, over the past several years we have been wltnessing some
very disturbing trends In our securlties markets == trends that have
a major Impact on our economy.

Mr. Preslident, these trends are having an adverse Impact on the
level of competition In our economy, and also on the abl ity of our
economy to create new Jobs and to provide the vast amounts of capltal

naeded to meet such pressing challenges as our energy crisls.



-~ Flrst, there has been an Increasing domlnance of our securlties
markets by large institutlonal Ifbstors. In 1963, 35% of the trading
on the New York Stock Exchange was attributable to Institutions. To-

eight=man
'9‘ Investment

day that figure Is 70% == Just double. The
commlttee of the largest bank trust department -~ these elght men
alone -~ manage $21 bl!llon worth of common stocks.

== furthermore, Institutlonal Investments have become ularmingly
concentrated In & small number of select stocks. As examples, one
large bank trust department has Invested more than 60% of its total
common stocks In Just 20 Issues. Another bank trust has concentrated
more than 20% of Its discretionary stock market Investments In Just
two 1ssues., St111 another has concentrated more than 15% of its
discretionary stock market Investments In just two lssues,

-= Meanwh!le, the number of Indlividual stock Investors, who are

so essential to 8 healthy economy, has been declining. It is esti~
mated that the number of Indlvidual shareholders In the Unlted
States has declined by as many as 800,000 since early 1972,

Our stock markets have exhlblted other dlsturbing characteristics
In recent years.,

A decade ago, few of us would have thought that Amerlca's

securitles markets would one day be compared to & well known blrd

named Joynathan Livingston Seagull.



Yet one member of the Investment community has sald: "If you
want to understand the stock market, read Jonathan Livingston Seagull.
It's all there, Just llke the bellevers In hlgh multiple stocks,
Jonathan Livingston Seagull came to belleve It was possible to fly
as no gull ever had before., He schooled and disciplined himself to
find ways to do It and he found them.'

How similar to a small number of large Institutional Investors
who came to belleve that at one point the stock of a cosmetlcs firm
was valued higher than the entire U.S. steel Industry. The very actlons
of these Institutions succeeded, at least for a while, in making these
dreams come t}ue--ln short, a self=fulfilling prophecy, an act of
will rather than a Judgment value, Just |lke Jonathan Livingston
Seagull's,

Or compare today's Idstitutional market actlvity to that old
parlor game favorite, Monopoly. Once all of the pleces of property
are taken up, there may be nobody to sell to, and the |Imited market on
the Monopoly board loses Its 1lquidity, The game ends. In the real
Investment world, we must assure that our capital markets malintalin
adequate liqulidity--that there will always be a sufflicient number of
buyers and sellers--so that our markets will price secﬁrltles In

accordance with their true value.



To Investigate these disturbing questions, the Subcommittee on
Financial Markets, of which | am Chalrman, has conducted two
series of public hearings at which a broad spectrum of wltnesses
presented thelr views. Thelir testimony clearly demonstrated the need
for Congressional action to reverse these dangerous trends,

As a result, | am today Introducing_tax legislation which would
help reverse these trends by Imposing reasonable 1imits on stock
holdings of any single institution and by offering incentives to
encourage Individual investors to return to the market.

The problems our Subcommittee is studying are very difflcult
and complex. There are no easy solutions, My proposed legislation
will not provide all of the answers to the many problems plaguing our
financlal markets. Further study may produce additlonal remedies.
However, | hope that the Introduction of this bill, followed by
additlonal Subcommittee hearings early next year, will 'create a
meaningful dialogue among all Interested parties and lead to constructive
solutlons,

This leglislation Is a follow-up to the comprehensive pension
reform bill, §, 1179, that | introduced last March, which was
favorably reported by the Senate Finance Commlittee In July. That
bl1) was merged with the Labor Committee's penslon blll and was

approved by the full Senate In September,
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The pension reform bll| focused on the Impaconf our private
penslon system on the Indlvidual American worker and establlished
minlmum standards of vesting, funding, ellgibiiity and termination
insurance to Insure that every worker recelves hls earned retlrement
beneflts. The bill | am now Introducing focuses on the enormous

Impact that the more than $150 bllllon of assets In private retire~

ment 5Ians has on our entlre economy.

The tax leglslatlon | am Introducing today contalns fcur
major provisions.

Flrst, pension plans would be required to comply with a now
qual Iflicatlon for favorable tax treatment. Tax-exempt penslon funds
would be required to be placed In the hands of a pension manager
(elther an outside management |lke an Insurance company or bank
trust department or "in house" management) that complled with
reasonable !Imltations on.the amount of shares In any one company
that could be acquired, Acqulsitions In excess of this |Imltation
would subject the manager to a penalty tax.

This provislion Is necessary to protect the more than 30 mlilion private
pension plan particlpants from excesslve concentration of pension
Investments In only a few select securities and to encourage
greater Institutional Intorest In well-managed small and medium-size

companies.
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In addition, these limits would help prevent a small number of
large Institutional investors from achieving too much control over our
economy .

Second, investments of one percent of the assets in any pension
fund would be exempt from the 'prudent man rule.' This would facillitate
the flow of a limited amount of pension investments to new or expanding
companies which present greater than normal risks but offer the
opportunity for greater than normal returns.

Third, a graduated capital gains tax would be enacted to decrease
the capital gains rate for an asset as the holding period increased.
This provision would help reduce the present ''lock~in' of long~term
assets and provide greater llquidity In our capital markets. A
graduated capital gains rate would also encourage the risk-taking
spirit in America which has been so important to economic growth.

Fourth, tpe amount of ordinary income agalnst which capital
losses may be deducted would be increased. This would also encourage
greater Individual investment In our markets and result in greater
turnover of securities.

Mr. President, | would now like to discuss these provisions in

greater detall.
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DIVERSIFICATION REQUIREMENTS FOR PENSION MANAGERS

A very disturbing trend in our economy is the extent to which
tens of billions of dollars of pension Investments are being concentrated
in a small number Af select stocks. Extensive data presented to the
Financlal Markets Subcommittee clearly demonstrates the tendency of
large institutions to invest enormous amounts of money in a very few
issues.

To help curb this excesslve concentration, | am today proposing an
amendment to the Internal Revenue Code which would impose reasonable
limitations on the amount_of shares in any company that a pension
manager can hold. Under this legislation, a pension plan could not
receive favorable tax treatment unless the assets of the plan were
placed with a pension manager who invested no more than 5% of his

\eéi‘f/,.‘f“““”' ’
total discretionary pension assets in oné stdek and, in additlion,

. any e vily Secur 1Yy e Quy €1,
acquired no more than 10% of MMMOW
company with respect to his aggregate discretionary pension assets.
However, this limitation would not apply retroactively. Managers

of pension accounts would hg& be forced to dispose of current

stock holdings to meet these limitations.
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A number
of our Natlon's largest bank trust departments recognize the wisdom of

these lImits and, In fact, have already adopted these limits on a
voluntary basis. The purpose of putting these llmits Into law is
simply to Insure that all pension managers follow the example that
some of the best banks have established on thelr own.

Decades ago Congress enacted tax Incentives to encourage the growth
of pension pIa;s. Under current tax laws, qualified pension plans
recelve three tax benefits. First, employers are given a tax deduc~
tion_for all contributions made to a quallfied plan. Second, the
Investment earnings of assefs In the plan are tax exempf.~ Third,
employer_contributions are not taxable to the employee at the time of
contribution. Rather, the Income tax ls deferred untl| the money Is
actually dlstributed to the employee after his retirement -- at
which time he Is usually In a much lower tax bracket.

Tax-quallfled pension plans today recelve an estimated tax

subsidy of $4 blllion annually. Inasmuch as the Federal Government

encourages the creaf}on of pension plans fhrouéh our tax laws, these
tax laws muS$'lnclude safeguards to prevent excessive concentration of
pension Investments.

Our tax laws already Include Investment |imitations for

foundatlions and mutual funds as well as pension plans. The Internal

29-146 O - 74 - 2
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Revenue Service has had years of experlence administering these tax
restrictions, particularly with respect to the prohibited transactions
and Investments of pension assets.

for example, under present tax law, the assets of a tax-exempt
pension fund may be used only for the excliusive benefit of the em-
ployees or thelr beneficlaries. Under [.R.S. rullngs, an Investment

complies
generally, with the "exclusive benefit" requirement 4f It meets
the fol lowing standards: the cost of the Investment does not
exceed falr market value, a falr return commensurate with the pre-
valling rate Is provided, sufficlent Ilquhlfy Is maintained to permit
distributions, and the safeguards and diversity to which a prudent
Investor would adhere are present.

Tax restrlctions on excesslve concentratlon of pension invest-
ment would simply be an extension of existing tax rulings on dlversity
and |1qudity for pension assets.

There Is substantial precedent under both state and Federal law
for Iimitatjons on the amount of stock In one company that an institutional
investor can hold. Insurance companies are so limited In practically
every state. Mutual funds are subject to holding limits established
by Federal law. Yet no such Ilmits apply to banks wich are the
largest Institutional Investors and also the biggest managers of

pension assets.
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Insurance statutes in almost every state impose limitations on
the investments of Insurance company assets. Although the rules
and the percentages vary from state to state, many states restrict
insurance companies from holding more than 10% of the outstanding
stock of a company or from investing more than 5% of the insurance
company's separate or general accounts in one stock. These per-
centages are often applied to all of the accounts of an Insurance
company, In the aggregate.

Under Federal law, diversified mutual funds are restricted from
holding more than 10% of the outstanding shares of any company or from
investing more than 5% of the assets of the mutual fund in one security.
(However, this limitation applies only to 75% of the total assets in
a mutual fund.)

There are five essential reasons for imposing these iimitations:

First, the extent to which institutions concentrate their pension
investments In a few select stocks raises disturbing questions with
respect to the safety of the enormous amounts of pension money that
these institutions manage. In testimony before our Committee, one
trust department argued that those of us who advocate limits on their
holdings are ignoring their fiduciary responsibility for these funds.
Quite the contrary. Prior to coming to the Senate, | was involved in
the management of an insurance company, a mutual fund, and a savings
and loan association, as well as several banks--all of which
involved fiduclary relationships. 1t is precisely because of the

fiduciary responsibility that limitations are needed.

¢
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Today more than 30 million Americans participate in our private
retirement system. The retirement incomes of these Americans depend
directly upon the safety of the pension investments. Excessive
concentration of investments in only a few stocks jeopardizes the safety
of these assets since a major decline in value of only two or three
of these select stocks will substantially reduce the value of the
pension assets.

This was dramatically illustrated by a recent anti-trust decision
against IBM. Some of 6ur largest bank trust departments are concentrating
close to 10% of thelr total assets in this stock which lost $5.5 billion
in two days of trading. Another of our largest bank trust departments
has concentrated more than twenty percent of the assets over which it
has complete Investment discretlon in just two securities=-~1BM and
Avon., Little do the penglon plan participants, who depend on this
bank to manage their pension funds, realize that thelr;future
retirement benefits are so closely tied to the fate of one cosmetics
firm and one manufacturer of computers. A high degree of concentration
in any stock severely limits the ability of the manager to protect
individual accounts in the event the stock gets into serious trouble.

A pension fund manager simply is in no position to protect his
individual accounts through orderly selling if he has a large percentage
of his total assets in a stock or if his assets represent a large

percentage of the company's outstanding shares. -
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Second, limitations on the inv;stments of pension managers will ’
prevent a small number of large institutions from achieving too much
control over our entire economy.

We must never allow our institutions to control American busliness
to the extent that institutions control German business., One of
Germany's banks owns 25% of no less than 20 non-financial companies.

The largest German bank owns one-quarter of the country's largest shipping
company, Even these impressive shares of direct ownership do not

reflect the true power of German financial institutions. Some observers
estimate that as much as 60% of German Industry 1s now effectively
controlled by banks. .

The Financial Markets Subcommittee has obtaiped data indicating
the.frequency with which American Institutions hold large portlions of
the outstanding shares of a company. Earlier this year, one bank trust
department held more than 14% of the outstanding shares of Walt Disney,
almost 12% of Schlumberger, and over 10% of Polaroid. The aggregate
discretionary accounts of another large bank Include more than 18% of
one company, close to 18% of the outstanding shares of a second company,
and over 103 of a third.

When a single institution owns more than 10% of a company, it no
longer is just an investor»-it Is an owner. Continued institutional
acquisition of large portions of American corporations will lead to
too few individuals possessing too much economic control over the entire
economy. Limitations on institutional holdings will halt this trend.

Third, 1imits on the stock that one pension manager can hold in

one company will limit the money thls manager can pour into the market
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to bolster the price of any particular stocks. This will limit the
ability to create self-fulfilling prophecies. The abllity of pension
managers to channel billions of dollars of new pension money every
year into a few select stocks can have a very distorting effect on
our stock market and our economy. The Morgan Guaranty Trust Company
alone receives over $800 million of new pension money each year, and
over 70% of Morgan's pension assets are Invested In stocks. The
Committee has recelved reports of forelgn institutions purchasing only
those stocks found on a few New York banks' investment lists because
believed ’
they * © those stocks would be supported.

Fourth, holding limitations could help provide greater liquidity
In the market. Thousands of individual Investment decisions occurring
hour after hour, are necessary to allow our capital markets to price
securities In a manner which reflects their true value and to provide
the liquidity that has made our capital markets unique in the world.
One of the factors that detracts from liquidity of the markets
is the holding by a few institutions of a substantial amount of the
stock of a 1Imited number of companies.

Finally, these limitations on concntration will encourage greater
Institutional interest In the many well-ma .aged small and medium-size
companies that have strong historical earnings records, good growth
prospects, and whose current access to our nation's capital markets is
seriously limited., Diversification of pension investments into these
smaller companies will substantially increase competition in our

economy at the same time the diversity provides greater safety for the

funds.
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Under the legislation | am introducing today, no pension fund could
qualify for favorable tax treatment unless the assets of the fund were
placed In the hands of a manager who Invests no more than 5% of Its

e'im
aggregate discretionary pension assets in just onénﬁégzrlty and,

oy epucl Secuvw(/
in addition, who acquires no more than 10% of eho-ou€Z£an93ng-eharos

ne
of anyscompany with respect to the aggregate discretionary pension

accounts.

If any manager of tax-exempt penslon funds exceeds these lImitations-~
for example, by purchasing an additional 1% of the total outstanding
shares of a company in which [t already holds 10%--a penalty tax equal
to 5% of the excess holdings would be Imposed on the manager by the
Internal Revenue Service. Then if the manager fails to dispose of the
excess holdings within a specified time period, IRS will Impose an
additlonal penalty tax of 100% of the excess.

Excess holdings that result exclusively from fluctuations in
market values will not be subject to a penalty tax.

These limitations will not apply to Investments [n companies
with a capital account of less than $25 milllon. To limit investments
In small companies would discourage institutional Investors from
looking for opportunities among smaller companies. The Institutional
Investor wants & position large enough to have a real efffect upon the

portfollo. In additlon, the cost of analyzing a company relative to the
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potential dollar investment must be recogniied. By excluding smaller
companies from these restrictlons, institutions would be encouraged to
take the time to analyze the smaller companies.

In addition, the holding 1imitations would apply only to pension
plans and not to profit-sharing plans.

Before drafting this legislation, | sent detalled questlonnaires
to the twenty-five largest bank trust departments. Their replles
enabled me to select the most reasonable percentage limlits for holdings.

Many of the leading bank trust offlcers, themselves, indicated that
no more than 5% of the aggregate discretionary assets should be
invested in any one security. It Is estimated that &s much as two~thirds
of the aggregate discretionary assets of our nation's leading bank trust
departments are represented by pension assets.

One bank executive sald, "In no case do we hold more than 5% of our
aggregate discretionary accounts In one securlity . . . it would be

unusual to make an Initlal
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ihvé;fmenf In a secuflfy with a market value In excess of 5% of the
value of a portfolio and | would be Inclined to feethaf this might
be a prudent limit on~an original investment. However, in the event
that over a period of time, the value of the Investment In relation
to the size of the portfollo grows 1o a percenfagé In excess (possibly
substantially In excess) of 5%, which s relatively common, | would
be opposed to a policy that would require selling off a portion of a
good Investment for no other reason than to bring It within a per-
centage |imitation."
still another bank trust executive sald, "While we do not
have a |imit on how much of aggregate discretionary accounts will be
allowed In one securlty, In order to Insure 1lquidity for tHe Individual
accounts we would prefer not to have signlficantly more than 5%
In any one common stock." ‘
Many of the Nation's lé%dlng banks sald that i+ would not be
prudent for a trust department to hold more than 10% of the out-
standing shares of one company.

In fact, some banks have indicated that a bank should hold no

more than 5% of a company's shares.
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Las't year, Mr. Thomas C. Theobald, Executlive Vice Presldent
of the Flrst National Clty Bank,stated: "I|f we held more than 5%
of a company's stock, we'd be concerned that we could become locked
in. That 5% IImit Is our worklng rule for good market tiqudity."

Another bank has stated, "In the event +ha\our total trust
department holdings approach 5% of the aggregate market value of the
Individual company's common shares outstanding, we review the company
and the nature of our holdings quite closely to determine whether any
further purchases should be allowed. Only In rare Instances do we
permit additional acqulisitions, and In no cases do our purely dis-
cretlonary holdings exceed this |imit."

Another bank sald that as a general rule, It does not want
Its aggregate discretlionary holdings to represent more than 5% of
a company's oufsf?ndlng shares. This bank polnted ou#;*haf 1f a trust
department holds more than 10% of a company's outstanding shares, the
Comptroller of the Currency will routinely ralse questions of
"appropriateness.'

Some argue that holding |Imits cannot be applied to the aggregate
holdings of bank trust departments since banks -- unlike mutual
funds -~ do not deal with a common pool of funds but Instead deal with

many different Individual accounts which must be treated separately.
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However, a great number of state Insurance statutes already
impose holding limits on the aggregate of the fnsurance company's
separate accounts. In testimony before the Financial Markets
Subcommittee, representatives of insurance companies clearly
stated that aggregate holding lImits do not impose additional problems.

One must reméber that bank trust departments presently must make
allocatlons between the various accounts held by the bank. As
examples, large banks must allocate purchases of the shares of small
and new companies among the various accounts.

In addition, bank trusts now must allocate promising new [ssues
among thelr varlous accounts.

Several banks have indicated that they have one Investment
committee which makes the final decision as to what stocks to buy
or sell, Clearly, such a system requires an allocation 6f the purchases
and sales among accounts with the same Investment goals.

There is no reason why banks cannot adopt an allocation policy
to comply with aggregate holding limitations since they now must have

an allocation policy anyway.
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VENTURE CAPITAL FRQM PENSION TRUSTS

The second major provision of my bill would facllitate the flow
of institutional money to smatl and medlum-size companies.

A great deal of the recent growth of institutional investments
hes been due to the Inflow of private pension funds. The assets in
privatc pension funds currently exceed $150 billion, and the figure
Is rising by over $14 billlon a year, most of it
invested In common stocks. This year the Senate enacted a major pension
reform measure and this bill is expected to promote the additional
flow of funds into professional management. Judging from past
performance, most of it will go Into bank trust departments.

The pension blil Includes a "prudent man" rule which exposes the
managers and trustees of pension plans to I1abliity for losses
resulting from unreasonable lnvestments. Certainly, this Is necessary
to protect penslon assets agalinst highly risky investments but 1t
could also have an undesirable effect. |t might lead to even greater
concentration of Investments In companles whlcﬁpave been thoroughly
analyzed and stamped wlth the approval of giant bank trust departments.

Trustees will be very reluctant to reach out beyond successful, solid,



25

well-researched companles toward those which are newer, attractive
but less completely tried. Yet we must not forget that at one time
IBM, Xerox, and Polaroid were new and untried companles.

Legislation is desirable to provide pension managers with leeway
to invest 1% of the assets of any penslon plan in companies with paid-in
capital of less than $25 million. iThls would be an exemption from any
prudent man rule for 1% of the pension assets., However, the ''leeway
clause' would in absolutely no way relieve fiduciaries from any prohibltions
against self-dealing or fraudulent transactions. The '‘leeway clause"

would relieve a flduciary from 1lability only with respect to the

riskiness of an Investment. Nor would the '‘leeway clause'' Imply that
Investment In all companies of less than $25 milifon are hléh risk
Investment. Many are not. This provision would allow a limited amount
of pension assets to be invested In a small company which presents a
higher than normal risk but offers what might be a higher than normal
return. )
The exlt of the Individual investor from the market has denied
new businesses a traditional source of equity caplital. New businesses
have had a particularly difficult time raising equlty capital this year.
New Issue Outlook, Inc., which publishes weekly reports of the new
Issue market, reports that in the first ten months of 1973, only 96 initial
offerings began trading compared to 491 in the comparable period of 1972.
Even if Indlvidual investments In the market Increase, Institutions
should be given the opportunity to make greater investments in unseasonsd

companies so as_to insure an adequate source of equity
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capltal for good new business ventures. A "leeway clause" which
allows fhe investment of a small portlon of the assets of each
pension plan in new Issues of somewhat higher risk would help
maintaln a viable equity

market for these new Issues.

A "leeway clause" would be simifar to the so-called "basket
clauses" found In a great many state insurance laws,

Many states permit [1fe insurance companies to Invest a small
portlon of thelr assets In companies which otherwise would not quallfy
as acceptable investments. A "leeway clause" for pension funds
would be an exemption from any state or Federal "prudent man rule".
I+ would help assure & ready source of risk capltal for the new
Xerox and the new 1BM, The vitallty of capltalism tn this country
demands an easler flow of capital Into good, growing concerns

whilch may not yet be as blg or as famlliar to Investors as the

institutional favorites.

An exemption from the prudent man rule for only |% of the assets
of a pension trust would certainly not Jeopardize the safety of the
pension assets. The "leeway clause" applles only to % of the
assets of a pension trust and investments In unseasoned companies can

be very profitable.
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GRADUATED CAPITAL GAINS TAX

.

Now let's }urn to an equally important need: How do we get
greater Investment by Individuals in the market? for the first
Tlmé éfnca l9§2, when record-keeping began, we find a decline in
the actual number of Individual stockholders In the U. §. Un-
fortunately, the declline of the Indlvidual Investors active
particlpation in the market has been going on for some time. The
indlvidual Investor has been sellling more than he has been purchasing
for the last 10 years. That sellihg has been accelerating since 1967.

This decline is alarming because Indlviduals contribute the grest
varlety of opinlons and Judgements that make a free market place.
1+ Is the Individual Investor who has traditlionally invested in the
new and smaller companlies, and the ex!t of the Indlvidual Investor
from the market poses some very serlous problems,

1f weli-managed companies with good growth prospects cannot
raise equity caplital, these companles may have to sell out to ones
that can ralse money. The smaller companies wll!l be confronted with
the cholce of merglng'volunfarlly or becoming the target of a takeover.
If smaller companies can't raise the capital requlred to grow, and
If new companles lack the capital to get started, how are we goling
to generate the employment opportunities we need to create In the years
ahead? | think we can do It by reasonable incentives to encourage

more indlvidual Investment In securities.
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Encouraging new Investment In the stock market is mot only im-
portant to Investors and brokerage firms, It is Important to the
economic wel |-being of all Americans.

A healthy securities market not only provides the capital for
new jobs, It makes it possible for new firms with new products to
r ise the capital necessary to get started.

The entry of new businesses and products Into our economy is
what has kept our system efficlent and competitive. As one of the
witnesses before our Subcommittee testified, a healthy stock market, where
millions of Investors participate and provide the ready pools of
capital for new ventures, Is one of the very few economic advantages
which our Natlon has not exported.

But unless steps are taken to increase particlpation In that
market by Indlviduals, | am afraid we will lose that advantage as
well.

The provisions of our tax laws have a tremendous Impact upon
the directlion of investment in our Nation. And | belleve It Is
essentlal that those provisions give adequate recognition to the

Importance of risk investment.
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Our present tax provisions may have been adequate for our
Nation's economic needs in the 1950's but they do not meet the needs
of the 1970's.

Since the late '50's our economy's capltal needs have -Increased
dramatically. Yet during this same period the growing inflation blbs
of our economy has discouraged capltal investment. And the higher
Interest rates which have accompanied that inflatlon have Improveé
the return on fixed Income Investments relative to common stocks
which Involve far greater risk. Changes In our tax laws have further
reduced the affer-tax return on higher risk Invesi outs., | belleve
that it Is Important to SII Americans that sufficlent Incentive be
provided to Insure a reasonable amount of risk-taking -- even If
some of those Americans never take advantage of those provisions
directly.

| am today proposing a graduated capltal galns tax which would
decrease the capltal galns rate for an asset as the holding perlod
Increases.

A graduated capital gains rate would serve at least four

major purposes.

29-146 O - 74 - 3
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Flrst, it would reduce the so-called "lock-in" of assets

held for a longer period of Yime and provide for a more efficlent

allocatlon of capltal resources. Under our present tax laws,

individuals are.dlscouraged from selllng securltlies that have been
held for longer periods of time.

These persons would be much more prone to dispose of long~
term assets 1f the rate of tax on the galn reallzed on the sale of
these assets were less than 1t 1s today. |f "locked-In" assets
were sold, then, a great deal of additional tax revenue would be
collected,

A‘graduafed capltal gains rate would help avold tying an
investor to invesiments that may not be the most suitable use of
hls resources. With mi|llons of Investors making tax decislons,
rather than Investment declsions, a substantial amount of avallable

capltal Is belng put to less than optlmum use. We do not llve In 8

statlc economy. The capltal needs of different sectors of our economy

change. One function of the stock market Is to direct capltal
where it Is needed most and thus earns the greatest return. The
present tax provisions hinder the flow of that capltal.

While the "locked=In" Investors lose, the greater damage
Is to the U. S. economy, which Is falling short of [ts potential
at a time when It must use all of Its resources to their fullest

to respond adequately to the challenges ahead.
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Second, a reduction In the "lock-in" would provide a greater

llquidlty In our capltal markets which Is so Important to Insuring

that the pr;ce of stocks accurately reflects the value of the companies
being bought and sold.

Relative stock prices play an Important role in the allocation
of capltal In our economy. Valuations -- reflected In stock prices -=-
govern the allocatlon of resources™ that produce the mililons of
different prgducts and services turned out by the Amerlcan economy.
Whether a company, Is able to Issue new stock or obtain additional debt
to flnance a new expansion frequently depends upon what Its stock Is
selllng for. It Is essential to the health of the company that l+s
stock be accurately priced. )

In order to achieve the most effliclent evaluatlon of stock prices
and hence the most efficlent allocation of resources -- the securitles
market must have a multipliclty of decislon-makers -~ a large number
of individual as well as Instlitutional buyers and sellers.

Third, a reduction In "lock=1n" would ald Individuals In providing

for thelr retirement years. Many middle Income Amerlicans invest In

"growth stocks" when thelr chlidren are grown and they are In thelr
late fortles or flfties. By the time they reach retirement they

would Ilke-to sell those stocks and !rvasf in income producing stocks.
Under present law they can do so only at a substantial tax penalty.

My proposal would allow them to transfer their assets-without Incurring

such a significant loss In thelr savings.
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Fourth, a graduated capital gains tax would encourage the rlsk=

taking spirlt In America. We must provide potential Investors wlth

the incentivés to take the risks Inherent In equity investing If our

economy Is to contlnue expanding to provide more jobs and opportunities
and a larger tax base for our Government. Venture capltal must be
aval lable so that new and promising companles can 10, 20, or 30 years
from now become the "new IBM."

Let's look at an example.

Let's suppose that two Individuals each hawithe same Income.
One spends his Income. The other Is the adventurer who, by Investing in
hls own or someone else's buslness, takes risks for the benefit of
the whole economy through the creatlion of new businesses or the ex-
panslon of exlsting ones. If tax laws do not differentiate between
these two, an Important force for the creation of Jobs wiil have been
lost,

Our Natlon currently faces great new challenges. For example,
In developling new sources of energy, in financing our housling needs
and overhomlng envlronmenfai and transportation probiems. These
ﬁhallenges will require a great deal more caplfé( from a great many

more people.
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Under present law, the maximum caplital galns rate is 35% with-
out regard to the special minimum tax preference provisions or
any other provisions. Under the legislation | am Introducing today,
this maximum rate would decrease annually durlng the holding perlod
of an asset unti| the maximum rate was approximately 14% for assets
held flfteen years.

Capltal losses would be provided comparable sliding-scale
treatment over the holdling perlodlof the asset.

The present six month holding perlod for capltal galns treat-
ment would bé extended to twelve months. This would be phased [n by
one month per year.

Enactment of a sliding~scale capltal galns tax could very well
result In a net revenue gain due to the revenue generated by the
trading of "unlocked" assets.

For pvery blllion dollars of -galns unlocked, It has been estimated
that as much as $200 milllon In new tax revenues might be galned.
One analyst has estimated that there are $233 billlon of unreallzed
capltal galn In equities and that 90% of these assets have been lield
for more than 7 years. Another analyst put the flgure at 3558
billton. Unlocking even one-half of the $233 billlon and taxing them
at, say, a 20% rate would produce over $20 billlon In revenues for

the Government that 1t is unllikely to recelve otherwlse.
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LIBERALIZED TAX TREATMENT OF CAPITAL LOSSES

A second tax proposal which | am including in my bill would
I1berallize the tax treatment of capital losses. Today, If an in-
dividual's capltal losses exceed hls capital gains, he can deduct
up to $1,000 against his ordinary income each year. This hasn't
changed since 1942, yet per caplita disposable Income has risen over
400% since then. Taking into account this Increase In Income, my
proposal would allow$4,000 In capital losses to be deductible against
ordinary Income., This provislon would, In effect, allow the same
tax treatment the investor recelved In 1942,

However, pilor to off-setting capltal losses agalinst ordinary
income my p;§posal would requlire that the taxpayer carry back the
loss agalnst any caplital galns which had been reallzed during the
préE}lous three years. Thls Is the same carry back provision which
Is avallable 0 buehAess.Cumwe oo rXron™ .

The opportunities for reward on the stock market are balanced
by the risk that values will decline as well as rise. From the point
of view of the investor, reallzing a loss on assets hurts just as
much as a loss in busliness or a loss from casualty or theft. We
need to encourage lﬁvesfors to take fhefr losses and re=-Invest their '

remaining capltal.
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Mr. President, for the reasons | have outllned, a graduated
capltal galns tax and |lberalized capltal loss treatment would have

a very positive effect on our economy and would be of substantlal

venefit to all Americans by the creatlon of new jobs.



36

INSTITUTIONAL DISCLOSURE

A related Issue which requires prompt legislative attention Is
the need for greater disclosure of instltutional holdings and trans-
" actlons.

Although the leglslation | am introducing today contalns no
provisions relating to disclosure, | will most certalnly support
legisiatlion to require Increased Institutional disclosure of meaning-
ful information. My blll only contalns provisions that amend the
Internal Revenue Code or closely related pension laws.,

There Is a clear need for Increased disclosure of the activities
of bank trust departments.

Since 1940, mutual funds have been requlired to disclose on a
quarter|y basls thelr substantlal holdings and transactions. Under
state statutes, Insurance companies face similar requlirements. How=
ever, the biggest Institutional Investors of them all -- the bank
trust departments with Investments In tens of blillions of dollars ==
are free from any public scrutiny.

Disclosure would serve two very Important functions.

First, It would Increase the confldence of the Indlvidual

Investor that the markets are not being manipulated. The Importance
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of disclosure has perhaps been best expressed by the Chalirman of the
Board of the Morgan Guaranty Trust Company who recently commented:
"The resulting gréafer availablilty of Information would enhance public
understanding of, and confidence I, the Investment mechanism,
I+ would contribute to the efficiency of the securities markets.
And 1t would be a useful input to the formulation of public policy."
Second disclosure would provide meaningful Information necessary
for the formulation of sound public policy so that Congress and
Federal regulatory bodies can more effectively safeguard the publlic

Interest.
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IN THE SENATE OF THE UNITED STATES

Decemper 6,1973

Mr, Fanniw introduced the following bill; which was read twice and referred

to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to revise the tax
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treatment of gains and losses from the sale or exchange of
capital assets.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) paragraphs (1) and (2) of section 1222 of the
Internal Revenue Code of 1954 (relating to other terms
relating to capital gains and losses) are each amended by
sfriking out “6 months” and inserting in lieu thereof “90
days”.

(b) Paragraph (3) of such section (relating to long-
term capital gain) is amended to read as follows:

“(8) LONG-TERM CAPITAL GAIN.—The term ‘long-
1
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2 .
term capital gain’ means the percentage, determined
under the following table, of gain from the sale or cx-
change of a capital asset held for more than 90 days, to

the extent that such gain is taken into account in com-

puting gross income. -
The percent-
“If the asset was held for— age is—
More than 90 days, but less than 366 days__._._____ 50
More than 365 days, but less than 60 months and
B A8y e 40
More than 60 months, but less than 120 months and
8 dBy e 30
More than 120 months, but less than 180 months and
B ARy e e 20
More than 180 months, but less than 240 months and
8 ABY e 15
More than 240 months_ ... ... 10,7,

(¢) Paragraph (4) of such section (relating to long-

term capital loss) is amended to read as follows:

“(4) LoNG-TERM CAPITAL L0OSS.—The term ‘long-
term capital loss’ means the percentage, determined
under the following table, of the loss from the sale or
eichange of a capital asset held for more than 90 days,
to the extent that such loss is taken into account in

computing taxable income.

. The percent-
“If the asset was held for— age is—
More than 90 days, but less than 366 days.._.-..___ 50

More than 365 days, but less than 60 monthsandaday 40
More than 60 months, but less than 120 months and

a day. —— -— 80
More than 120 months, but less than 180 months and

aday e ; 20 °
More than 180 months, but less than 240 months and

A daY e 15

More than 240 months 10.”,
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(d) (1) Section 1211 (b) (1) of such Code (relating to
capital losses of individuals) is amended to read as follows:

“(b) (1) IN GENBRAL.—In the case of a taxpayer,
other than a corporation, losses from élecs or exchanges of
capital assets shall be allowed only to the extent of the gains
from such sales or exchanges plus (if such losses exceed such
gains) the taxable income of the taxpayer or $4,000, which-
ever is smaller.”.

(2) Section 1211 (b) is amended by striking out para-
graph (2) and by redesignating paragraph (3) as para-
graph (1).

(e) (1) The following sections of the Internal Revenue
Code of 1954 are each amended by striking out “6 months”
each place it appears and inserting in lieu thereof “90 days”:
166 (d) (1) (B), 341(a), 342(a), 402(a) (2), 403 (a)
(2), 582 (c) (2), 584 (c) (1), 642(c) (3) and (4), 702
(a) (1) and (2), 852 (b) (3) (B), 852 (b) (4) (B), 857
(b) (8) (B), 1281 (a), 1232 (a) (2) (A) and (B), 1233
(b), (d), and (e) (4) (A) (i), 1234 (c) (1), 1235 (a),
1240, 1247 (i), and 1248 (b). :

(2) The caption of section 1247 (i) of such Code is
amended by striking out “6 MoNTIIS” and inserting in licu
thereof “90 DAvs”.

(3) The Secretary of the Treasury or his delegate shall,

as soon as practicable but in any event not later than 90 days
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after the date of enactment of this Act, submit to the Commit-
tee on Ways and Means of the House of Representatives a
draft of any technical and conforming changes in the Internal
Revenue Code of 1954 which are necessary to reflect
throughout such Code the changes in the substantive provi-
sions of law made by this Act.

Sec. 2. The amendments made by this Act shall apply
with respect to taxable years heginning after December 31,

1974.
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IN THE SENATE OF THE UNITED STATES

DecestBer 20, 1973

Mr. Benrsen introduced the following bill; which was read twice and referred

to the Committee on Finance

A BILL

To provide for the continuing availability of capital for economic

(3]

6

growth and the creation of new jobs and to provide for
greater competitiveness in our economy by amending the
Internal Revenue Code of 1954 to impose limitations on
institutional holdings of securities and to encourage individ-
uals to invest in securities. ’

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) this Act may he cited as the “Stockholders Invest-
ment Act of 1973".

(b) ConrorMing CHaNGES.—The Secretary of the
Treasury or his delegate shall, as soon as practicable but in
any event not later than 90 days after the date of enact-

ment of this Act, submit to the Committee on Ways and

1I
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Means of the House of Representatives a draft of any tech-
nical and conforming changes in the Internal Revenue Code
of 1954 which are necessary to reflect throughout such Code
the changes in the substantive provisions of law made by
this Act.
SEC. 2. LIMITATIONS ON INSTITUTIONAL INVESTORS.

(a) IN GENERAL.—Part I of subchapter D of chapter 1
of the Internal Revenue Code of 1954 (relating to pension,
profit-sharing, stock bonus plans, ctc.) is amended by adding
at the end thercof the following new section:

“SEC. 408, LIMITATION ON INVESTMENT OF PENSION
TRUST ASSETS. ' ,

“(a) IN GENERAL.—A trust which is part of a pension
plan (other than a profit-sharing plan) is not a qualified
trust under section 401 (a) unless that plan requires that
the assets of the trust be held by a pension manager and
provides that those assets may not he invested in violation
of the limitations contained in subsection (h).

“(b) LiMiTaTiONS ON PENSION TrRUST ASSET IN-
VESTMENT.—No pension manager shall invest or sell any
of the pension trust assets over which he has discretionary
investment authority in the securities of any corporation
with a capital account of more than $25,000,000 if that
investment or sale would result in the investment of—

“(1) more than 5 percent of the value of all pen-
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sion trust assets managed by him in the securities of any

corporation, or

“(2) such assets in more than 10 percent of any
class of security of any corporation.

“(c¢) Divestirure Nor ReQUIRED IN CERTAIN
Casrs.—It is not a violation of the limitations contained in
subsection (b) for a pension manager to retain a security
held by a trust managed by him which he may not acquire
for the trust under subsection (b) if—

“(1) the acquisition of that security by the trust
was not in violation of the requircments of subsection
(b) when the security was acquired, and

“(2) the only reason the security cannot be
acquired by the trust is that the market value of that
security has increased since it was acquired hy the trust,
or that the market value of other securities held by the
trust has decreased since that security was acquired by
the trust.

“(d) DerixiTions.—For purposes of this section—

“(1) DPrvsioN MANAGER.—The term ‘pension
manager’ means any person who is authorized to invest
the assets (or any part thereof) of a trust which is part
of a pension plan.

““(2) DISCRETIONARY INVESTMENT AUTHORITY.—

The term ‘discretionary investment authority’ means the
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power to invest the assets (or any part thereof) of a
trust which is part of a pension plan without prior
approval of any other person.

“(3) SecurirY.—The term ‘security’ means any
share of common stock in any corporation, any security
other than a common stock which is convertible into
common stock, auny other class of stock in any corpora-
tion whose owners are entitled regularly to vote, and
any other security determined by the Secretary or his
delegate to constitute a security for purposes of this
section.

“(e) Runes.—Lor purposes of this section—

“(1) CaprtaL AccouNT.—The capital account of a
corporation is more than $25,000,000 if, as reported
to the shareholders of the corporation in the annunal
report reflecting the most recently ended fiscal year of
the corporation, the paid-in eapital and earned surplus
of the corporation exceed $25,000,000.

“(2) AprLicATION OF SECTION.—The limitations
contained in subsection (b) apply with respect to secu-
rities acquired after December 31, 1974, but in applying
those limitations to the acquisition of securities after that
date all securities held by pension trusts managed by a
pension manager shall be taken into account without

regard to the date on which the securities were acquired.

20-146 O - 74 - 4
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“(f) Warver Aurnoriry; REGurLATioNs.—The Sec-
retary or his delegate is authorized to waive the provisions
of this section with respect to any proposed investment, or
with respect to the investment of the assets of any trust
which is part of a pension plan, upon application made by
a pension manager who demonstrates to the satisfaction of
the Sccretary or his delegate that the requested waiver is
not inconsistent with the purposes of this section and is not
inconsistent with the best interest of the trust with respect
to which the waiver is requested. The Secretary or his dele-
gate shall prescribe such regulations as may be necessary to
carry out the provisions of this section.

“(g) Cross REFERENCE.—For excise tax where re-
quirements of this section are not met, see section 4950.”.

(b) CuericAL. AMENDMENT.—The table of sections

for such part is amended by adding at the end thereof the

following new section:

“See, 408, Limitation on investment of pension trust assets.”,
(¢) Errecrivi DArti.—The ‘amendments made by
this section shall take effect on January 1, 1975,
SEC. 3. EXCISE TAX ON PROHIBITED INVESTMENTS.
(a) Ix GeNERAL.—Subtitle D of the Internal Revenue
Code of 1954 (relating to miscellaneous excise taxes) is
amended by adding at the end thereof the following new

chapter:
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“CHAPTER 43—PENSION TRUST ASSETS

“Sec. 4950, Excise tax based on prohibited investment.
“SEC. 4950. EXCISE TAX BASED ON PROHIBITED INVEST-
MENT.

“(a) INITIAL TAX.—There is imposed on each pension
manager (as defined in section 408 (d) (1)) a tax of 5
percent of the amount of each investment made by him
during his taxable year in violation of the provisions of sec-
tion 408 (b) (relating to limitations on pension trust asset
investment) .

“(b) AppiTioNAL Tax.—If a pension manager who is
liable for the payment of a tax under subsection (a) for
any taxable year fails to correct the violation of section 408
(b) which resulted in that liability within the correction
period, there is imposed on that pension manager a tax
of 100 percent of the amount of that investment to the extent
that, on the last (\b\te of that correction period, that invest-
ment is still in violation of the provisions of section 408 (b).

“(c) CorrecrioN Preriop.—For purposes of this sec-
tion, the term ‘correction period’ means the 180-day period
beginning on the date on which an investment is made by
a pension manager in violation of the provisions of section
408 (b).”.

(b} ErrecTivE DATE—The amendment made by this

section shall take effect on January 1, 1975.
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SEC. 4. VENTURE CAPITAL FROM PENSION TRUST ASSETS.

(a) GENERAL RuLk.—A trust which is part of a pen-

[SC R

sion plan (other than a profit-sharing plan) and which

'S

meets the applicable requirements of subchapter D of chapter

[

-1 of the Internal Revenue Code of 1954 (relating to pen-
sion, profit-sharing, stock bonus plans, cte.) shall not be held
to fail to meet the requirements of scction 401 (a) (2)

of such Code, or to fail to meet the requirements, or to

S o =0 O

violate the provisions, of any other Federal or State law
10 restricting or limiting the investment of the assets of such a
11 trust (other than provisions of law prohibiting self-dealing
12 or establishing prohibited transactions for persons investing
13 such assets) on account of any investment of such assets by
14 a fiduciary of the trust after careful scrutiny of the invest-

1

<t

ment (taking into account the need for diversification within
16 the trust with respect to the type of security, the type of
17 industry, the degree of risk, and the potential for return) in
18 the securities of any corporation with a capital account of
19 less than $25,000,000 if the market value of such securities,
20 when added to the market value of all other such securities
21 held by that trust, does not exceed 1 percent of the
22 market value of all assets of the trust. The provisions of
23 this subsection shall be applied without regard to any

24 increase in the market value of securities of a corporation

o
(4]

with a capital account of less than $25,000,000 which
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occurs after the securities were acquired by the trust, and
without regard to any decrease in the market value of
other securitics held by the trust which occurs after the
securities of that corporation were acqliired by the trust.

(b) WaAIvER.—Ior purposes of this section trust assets
invested in the securities of a corporation described in sub-
section (a) shall be treated as having been invested in a
corporation not described in subsection (a) if the pension
manager of a trust demonstrates to the satisfaction of the
Secretary of the Treasury, under such regulations and pro-
cedures as he may prescribe, that the securities of that
corporation should be treated as the securities of a corpora-
tion not described in this section.

(¢) Laws Not ArrECTED.—For purposes of this sec-
tion, the Secretary of the Treasury shall determine and
publish by regulation the provisions of law referred to in
subsection (a) as “provisions of law prohibiting self-dealing
or establishing prohibited transactions for persons inveéting
such assets”.

‘(d) DeriN1TION OF SECURITY; CAPITAL ACCOUNT
RuLi.—For purposes of this section, the term “security”
has the meaning given it in section 408 of the Internal
Revenue Code of 1954; and a corporation shall be treated
as having a capital account of less than $25,000,000 if it

would be so treated under that section.
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(e¢) Brrective Dare~The provisions of this section
apply to securities of a corl;oration with a capital account
of less than $25,000,000 acquired after December 31, 1974,
but all other securities held by a trust shall be taken into
account in applying such provisions to the acquisition of
securities of that corporation after that date without regard
to when such other sccurities were aequired.
SEC. 5. GRADUATED TAXATION OF CAPITAL GAINS AND
LIBERALIZED CAPITAL LOSS TREATMENT.
(a) (1) Cuaxce 1N HowLpiNg PEriop.—Section 1222
is amended by—
(A) striking out “For purposes of this title.—"
and inserting in lieu thereof ““(a) DEFINITIONS.—;
(B) striking out “G months” each place it appears
in paragraphs (1), (2), (3), and (;}) and inserting
in licu thercof “12 months”; and
(C) adding at the end of such section the following:
“(b) Seecian Rune ror Taxapne Yrars ExpixNc
Berore JaNvakry 1, 1980.—Tor required holding period
of capital assets necessary for long-term capital gain or loss
treatment for taxable years ending before January 1, 1980,
see scction 5 (f) of the Stockholders Investment Act of
1973.”.
(2) The following sections of the Internal Revenue

Code of 1954 are each amended by striking out “6 months”
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each place it appears and inserting in licu thercof “12
months™: 166 (d) (1) (B), 341 (a), 342 (a), 402 (a) (2),
403 (a) (2), 582(c) (2), 584 (o) (1), 642(c) (3) and
(4), 702 (a) (1) and (2), 852 (b) (3) (B), 852 (h) (4)
(B), 857(b) (3) (B), 1231(a), 1232(a) (2) (A) and
(B), 1233(1{), (d) and (e) (4) () (i), 1234(c) (1),
1235 (n), 1240, 1247 (i), and 1248(h).

(3) The caption of section 1247 (i) of such Code is
amended by striking out “6 Months” and inserting in lieu
thercof “12 Months”.

(b) Rerran or ‘\I;'l‘l'}lt)\IA'l‘I\'E Tax ror INpIviD-
vaLs.—Section 1201 of such Code (relating to alternative
tax) is amended by—

(1) striking out subsections (b) and (c);

(2) striking out “subsection (d) gain” in sub-
section (a) (1) (A) (i) and (B) and inserting in lieu
thereof ““subsection (bh) ga\?ll’f;

(3) redesignating subﬂs‘ection (d) ax (b), and strik-
ing out ““(d)” cach place it appears in xuch subscetion
(including the subsection caption) and inserting in lieu
thereof “ (b) ”; 7

(4) inserting “and” after “section 453 (a) (1),” in
paragraph (1) of subsection (b) (as redesignated hy
this section) ;

(5) striking out “1969, and” in paragraph (2) of
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such subsection and inserting in lieu thereof “1969.”;
and
(6) striking out paragraph (3) of such subsection.

(c) Rerean orF DepuctioN ror CaritAnL GAINS;
GravuaTed TAXATION oF CAPITAL (AINS.— (1) Section
1202 of such Code (relating to deduction for capital gains)
is amended to read as follows:

“SEC. 1202. NONRECOGNITION OF CERTAIN GAINS AND
LOSSES.

“(a) Loxag-Term CApriTAL GAINS.—In the case of a
taxpayer other than a corporation, a percentage (determined
under subsection (¢) ) of the gain from the sale or exchange
of a capital asset held for more than 12 months shall he
excluded from gross income.

“(h) Loxa-TerM CaritAn Losses.—In the case of a
taxpayer other than a corporation, a percentage (detorl
mined under subsection (¢)) of the loss from the sale or
exchange of a capital asset held for more than 12 months
shall not Le taken into account for purposes of this title.

“(¢) DETERMINATION OF PERCENTAGE.~The percent-
age referred to in subsections (a) and (b) is 50 percent,
increased (but not to more than 80 percent) by 2 percent for
each 12-month period in excess of 12 months the capital
asset with respect to which the gain was derived, or the

loss was incurred, was held by the taxpayer.
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“(d) Estates ANp Trusrs.—In the case of an estate
or trust the provisions of this section shall be applied by
excluding the portion of the gains for the taxable year from
sales or exchanges of capital assets, which, under sections
652 and 662 (relating to inclusions of amounts in gross
income of beneficiaries of trusts), is includable by the income
heneliciary as gains derived from the sale or exchange of
capital assets.”,

(2) The table of sections for part I of subchapter I* of
chapter 1 of such Code is amended by striking out the item
relating to section 1202 and inserting in licu thereof the
following:

“Sec. 1202, Nonrecognition of certain gains and losses.”.

(d) - Limrrarion ox AMouxt or Losses Wuicn
May BE SET Orr AGAINST ORDINARY INCOME.— (1) Sec-

tion 1211 (b) (1) of such Code (relating to capital losses

of individuals) is amended to read as follows

“(b) (1) In GexeraL—In the case of a taxpayer,
other than a corporation, losses from sales or exchanges of
capital assets shall be allowed only to the extent of the gains
from such sales or exchanges plus (if such losses exceed such
gains) the taxable income of the taxpayer or $4,000
(82,000 in the case of a married individual filing sepa-
rately) . whichever is smaller.”.

(2) Section 1211 (h) of such Code is amended by
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striking out paragraph (2) and by redesignating paragraph
(3) as paragraph (2).

(e) CARRYBACK OF Losses INCURRED BY INDIVIDU-
ALs.—Section 1212 (b) of such Code (relating to capital
loss carrybacks and carryovers for noncorporate taxpayers)
is amended to read as follows:

“(b) Ornrr TAXPAYERS.—If a taxpayer other than
a corporation has a net capital loss for any taxable year (re-
ferred to in this subsection as the ‘loss year’), the amount
of that loss shall be a capital loss carryback to each of the
3 taxable years preceding the loss year, and a capital loss
carryover to the succeeding taxable year. The entire amount
of the net capital loss for any taxable year shall be carried
to the earliest of the taxable years to which such loss may
be carried, and the portion of such loss which shall be carried
to cach of the othef taxable years to which such loss may be
carried shall be the excess, if any, of such loss over the total
of the net capital gains for each of the prior taxable years
to which such loss may be carried. For purposes of the
preceding sentence, the net capital gain for any such prior
taxable year shﬁ]l be computed without regard to the net
capital loss for the loss year or for any taxable year
thereafter.”.

(f) Puase-IN or INCREASE IN HoupiNg PERIOD.—

Notwithstanding the amendments made by this section,
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whenever reference is made in the Internal Revenue Code
of 1954 (as amended by this section) to thc sale or ex-
change of a capital asset held for not more than 12 months,
or held for more than 12 months, the term “12 months”

means—

(1) 7 months, with respect to taxable years begin-
ning after December 31, 1974, and ending before
January 1, 1975;

(2) 8 months, with respect to taxable years begin-
ning after December 31, 1975, and ending before Jan-
uary 1, 1976;

(3) 9 months, with respect to taxable years hegin-
ning after December 31, 1976. and ending hefore Jan-
uary 1, 1977;

(4) 10 months, with respect to taxable y;mrs begin-
ning after December 31, 1977, and ending before Jan-
uary 1, 1978;

(5) 11 months, with respect to taxable years begin-
ning after December 31, 1978, and ending before Jail-
ua;'y 1,1979; and

(6) 12 months, with respect to taxable years begin-
ning after December 31, 1979.

(g) ErreCTIVE DATE.—The amendments made by this

24 section shall apply with respect to taxable years beginning

95 after December 31, 1974.
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Senator BENTSEN. Now, Mr. Schotland, I am going to ask that each
witness, because of the number of witnesses we have, limit his oral
presentation to 10 minutes. Then we will have some questions subse-
2uent to that; and any additional testimony you have we would like

or the record.

I have found from the great amount of correspondence I have re-
ceived that there has been extensive reading of the written testimony
that has been submitted for the.record.

Mr. Schotland.

STATEMENTS OF ROY SCHOTLAND, PROFESSOR, GEORGETOWN
UNIVERSITY LAW CENTER, AND DR. EDWARD MALCA, ASSIST-
ANT PROFESSOR OF ECONOMICS, CITY UNIVERSITY OF NEW
YORK

Mr. ScuorLanp, Thank you, Senator.

At the outset I wish to make clear, in light of the subcommittee’s
ress release, that although I served as Chief Counsel of the SEC’s
nstitutional Investor Study until 1970, I did not serve as such

throughout the study ; that is, until the culmination. I left to take the
op{)ortunity to become associate dean of Georgetown Law School,

commend the subcommittee for conducting its hearings of last
summer and now on this bill. It says much about your hearings that
by merely calling attention to these problems a most interesting series
of events has occurred. That the events came after you does not say
they all occurred because of you; and I will have to refrain from the
details of the sequence and the praise for your hearings in the interest
of brevity.
_ I would like to speak of real problems, myth problems, and the real
impacts of myths.

enator BENTSEN. If you talk about praise for the hearings, I might
give you a little more time, Professor. [General laughter.]

Mr. Sciorranp. It is set forth in full detail, Senator, at the very
outset of the statement. I think it is frankly a rather unusual story,
and one which says a great deal both about the value of the hearings
and the nature of the problems.

Your witnesses and the impressive appendices assembled by your
able staff make it unnecessary to repeat here how little information
we have about the holdings of employee benefit plan funds, by far the
biggest and even further the fastest growing segment of our market.

ince 1933 the cornerstone and policy of all securities and security
market legislation has been disclosure. It is a paradox that we know
least about the largest force in the markets.

For 40 years we have acted on the commitment that the stock mar-
kets will remain efficient and fair only if they are open and informed.
Your hearings have helped make clear what serious problems develop
when the concern for full disclosure gets lost in the trees of tombstone
ads and prospectus boilerplate, and when those responsible for assur-
ing disclosure fail to see that the whole forest has been moving.

I will summarize my statement of the problems or impact provoking
these hearings. First are impacts on employee beneficiaries of funds;
who are in many ways more in need of protection than are shareholders
themselves. Second are impacts on portfolio corporations. This is

4
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merely one of the problems which have provoked so much public
attention in such terms of institutional dominance of the stock mar-
kets, giants wrecking Wall Street, bank trust departments controlling
operating corporations, the two-tier market, and other battle cries, The
battle cries are not all accurate descrii)ltions of the actual problems, as
battle cries never are, and although they may be colorful oversimpli-
fications of the problems, the fact remains that there are acute prob-
lems, or there would be no battle cries.

There is thought, for one thing, to be a serious problem of institu-
tional investors’ control of portfolio corporations. This may well be-
come & substantial problem, but today this is mostly myth. Episodes
of such control occur, as seems to have happened in Cleveland. But in
large measure, the myth seems to be promoted by those justifiably
trying to draw public attention to the more subtle but still so impor-
tant real problem, institutional influence on portfolio company -man-
agement.

Next are impacts on other stockholders in portfolio corporations.
There is the inevitable, mostly legal, difference in access to informa-
tion, There is an inevitable, largely desirable, difference in ability to
use information. There is also the fact that institutional presence in
the stockholder family is likely to lead to less continuity in stock prices.
As your opening witness Donald Regan said in July, we know too
little for certain about the impacts of institutional trading, and T hope
you will call for a study of the trading in a number of airpocket situ-
ations. I will later offer a proposal on this.

Next are impacts on stock markets generally, For decades, we have
talked of the importance of public confidence in the markets, Myths
and realities undermining that confidence demand correction. Institu-
tions know they have obligations to their own beneficiaries; they know
they also have obligations to the markets, such as not to manipulate
and not to trade on inside information. But their new gargantuan size
commands that their obligations to the markets rise above merely
avoiding fraud.

Last are impacts on the economy, which your hearings have devel-
oped so well. Those impacts finally culminate in the economy’s becom-
ing more subject to the views and interests of lenders and money man-
agers, and less subject to the views and interests—and greater diver-
sity, in terms of kinds of people, geography, backgrounds, skills, ages
and so forth—of operating managements.

As noted earlier, these hearings have both directly and indirectly
developed new information. But much remains to be done on the in-
formation front, and even if the disclosure bill is enacted this session,
this work would remain valuable for several years. I have tried in my
statement to compile a beginning of an inventory of relevant available
information. If others agree with me about the value of pulling to-
gether the picture, 1 hoFe they will add to this outline.

Information tells us little that is important to remember unless we
have a sense of trends. If we know that the Morgan manages $27 bil-
lion, that information is almost useless if we do not know also whether
the figure is a drop of @ billion dollars from the prior year or—as it
was—a rise of $5 billion, or over 20 percent in 1 year.

Trends show what the problems may be and how consequential they
may be. For example, in the ABA survey of trust departments last
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summer, one cannot know, let alone evaluate, the meaning of informa-
tion given unless one knows something about the direction and pace of
movement. . .
Is concentration dropping slowly or rising sharply ¥
Their data leaves us in limbo for purposes of action, although I
apﬁlaud the survey’s being done and hope.it will be repeated regularly.
very survey faces Bpro lems of definition and responsiveness., For
example, in Senator Bentsen’s October letter survey the banks were
askexf) for holdings of over 5 percent of outstanding stock in discretion-
ar}i‘accounts. . . .
he Morgan did not answer the question as you asked it. The First
National City, managing $10.4 billion in discretionary funds, an-
swered listing seven stocks, and the U.S. Trust, managing $4.4 billion
less in discretionary funds, listed 38 stocks. Perhaps those two com-

- pletely cooperative responcfents had the same understanding of “dis-

cretionary,” but one cannot help wondering.

Until we have systematic disclosure, we run too great a risk of
learning only what the people with the information think we should
learn. The ABA survey of last summer may be 100 percent valid on
all points, but until one is certain of that it should be used with care.

Let me give three examples. The survey report gives information
on the size of equity orders. The trust departments have, right or
wrong, long followed a practice of making separate orders for separate
accounts, and so of course they will have a very large number of orders.

Also, we need to know how many orders are entered on the same
day for the same stock. We need to know more about the dollar size
of the orders. We need to know whether there is a tendency toward
larger orders, because of bunching or for other reasons. We need a
distribution of sizes of trust departments much more informative
than the ABA’s absurd classification of three categories below $750
million total assets, but only one category above. Without more such
information, we cannot give much weight to the report’s arguments.

For a second example, the survey shows that the average number
of common stocks held by all trust departments was 507. Only a fool
would think that the favorite 50 are the only stocks held. The report
is arguing against a strawman. Once again we need much more
detailed information .

For a last example, they give the 25 largest holdings as a percentage
of total equity held. Again, without data on how this compares to prior
years, without separate data on the matter under consideration of
your subcommittee—employees benefit funds—without as much data
on the bigger banks as on the little, the ABA tells us only that we need
not be worried by strawmen.

All are for disclosure of institutional investors’ holdings and trad-
ings. Just what is to be disclosed, how often and so forth, are issues
of important details, but not pertinent here.

Inevitably, some suggest, however, there should be legal barriers
restricting the amount of stock any one or all institutions can sell or
buy in any one day. The cure would be worse than the disease. Such
trading limits seem feasible in the commodities markets and for control
persons. But there are so many distinctions and so many reasons not
to hinder institutional investor trading. I think the unwisdom of the
limits was made clear by your firs; witness—quoting again Donald
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Regan—who said he had once supported such a notion, but now
. believed it needed at least much more study. .

In addition to disclosure, a sure improvement for market liquidity -
and the other concerns before you is to make sure that no single institu-
tion can hold too Freat a portion of the stock of any one company.
I say “make sure,” because according to what I had always heard—
and on which we now have firm information from your letter survey—
virtually all of these money managers follow flat limitations rules,
or give at least great weight to avoiding unduly large positions, as
the Senator made clear in his opening statement this morning.

Therefore, the Bentsen bill’s proposal to make percentage limita-
tions legally binding is merely an incorporation of the best banks’
best practice, an assurance that these practices will not weaken as
enormous money flows continue to pour into these trust departments,
and a further assurance that all pension managers will follow the
practices of the best managers.

The public will come back when the market rises. But while some
forces are functioning to correct the other problems, massive trends
are under way to worsen many of them,

I refer particularly to the continued enormous growth of pension
glan funds and the continued flow of such enormous portions of those

unds to bank trust degartments. Taking New York-listed stocks
alone, private noninsured funds held just under $20 billion in 1961.
By 10 years later, they had gone up $57 billion to a total of $77 billion.

That kind of growth can be dwarfed quickly by only two figures,
the U.S. budget and the projected growth for such funds in the cur-
rent decade. The official New York Stock Exchange projection of
June 1972 is for another $12Q billion by 1980 in New York-listed stocks
111’1)one, and in total equity holding the SEC projects $269 billion in

80. '

So'in the current decade such funds are expected to grow in New
York-listed stocks alone nearly twice as fast as in the 1960’s. This does
not count growth of pension moneys managed by insurance com-
panies. While I have no data showing just how muc¥1 of the new pen-
sion funds goes to self-managed plans, how much to investment ad-
visers and how much to bank trust departments, I am confident the
data would show flatly that the trust departments have always had
and continue to hold the vast bulk of these funds. I hope your other
witnesses will provide data on this, either today or pursuant to a re-
quest I urge the subcommittee to make.

Of the enormous flow into bank trust departments, the largest
banks are getting under their management both an enormous and a
constant portion. From 1968 through 1972, the top five trust depart-
ments have held their share of the market for trust asset management,
where of course the main growth is in pension moneys, at 23 to 25 per-
cent. The top 10 have held at 31 to 36 percent. Banks in New York
Statealone have held at 46 to 50 percent.

This morning’s New York Times column of Robert Metz, which at
the end I will ask to be put into the record, suggests that people should
go to other States.

T 'have assembled the figures on growth in my statement.
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With respect to the precise language of the Bentsen bill, seven

ints: :
pOI am troubled first about the legal differences the bill will introduce
between self-managed pension plans, like United States Steel, and
plans managed by outsiders like your witnesses later this morning.

Why should United States Steel pension funds be able to hold up to
10 percent of the stock of any one company, whereas Exxon pension
funds managed by trust departments would be limited by law to hold-
ing only a tiny fraction of 10 ;flercent of most appropriate stocks,
gince their funds would have to share the percentage limit with other
funds under the same money manager$

Many people believe, as this committee is surely aware, that self-
managed pension funds present particularly sharp problems. Legis-
lation should not encourage self-management. This new discrimina-
tion in favor of self-management warrants serious consideration. I
hose your other witnesses will address themselves to it constructively,
%1.111 not merely use it as a stick for standing pat against this wise

ill.

I am not sure what the answer is, but suggest lines such as this:
First, perhaps existing self-managed plans are entitled to move favor-
able treatment in these regards than new ones. Second, if the 5- and 10-
percent limits are sound for large aggregations of f)ension funds, as
in a trust department, then for a self-managed plan lower figures
seem in order, scaled still lower according to the plan’s size.

In points 2, 3, and 4, T raise relatively small, but I think important
questions. In point 5, I want to underline the importance of the “dis-
cretionary investment authority” definition. An unduly legalistic def-
inition will fail to embrace many accounts which ought to be included.
Consideration ought to be given to amending the definition to con-
form with that in the bill on disclosure, S. 2234, The definition there
is realistic. Conformity is desirable in terms of policy, case of com-
pliance and administration, and for sound understanding of what
will flow from the disclosures and limits.

Next I am—Senator, shall I stop?

Senator BENTsEN. Why don’t you summarize in a couple of minutes,
and then we will ask some questions? :

Mr. ScHorLAND. I am troubled about the application of the new
percentage limits to existing securities positions, and would suggest
a phase-in period for large positions.

With respect to capital gains treatment, I have six points alone on
which I will rely on the statement. Most of them are affirmative. One
one two raise questions. :

I then suﬁgest that what is needed in addition to disclosure and in
addition to holding limits——

Senator BENTSEN. Professor, I would like to hear your six points. °

‘Would you touch upon your six points?

Mr. ScHorLAwp. Yes, sir. I would be happy to do so, sir, especially
gince the first one is applause, period. Second, applause in particular
for resisting the Wall Igz,reet promoters of speculation—Senator—the
Wall Street promoters of speculation who want to reduce the holdi
period to 3 months. The irresponsibility and selfishness of their posi-
tion on most matters can be summed up, I believe, by the general evalu-
ation stated last June on the Senate floor by Senator Williams.
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Third, I think it is worth repeating that the proposal you have put
forth to raise the capital gains exclusion wasput forward just a decade
agg by the Kennedy administration, and there was substantial writing
about its value at that time.

Fourth, with no intention to criticize, I suggest the problem of lockin
caused by caltﬁt,a.l gains treatment is dealt wit Onl;;gartia.lly by chang-
ing the exclusion and ignoring the long-criticiz sbei)ped-up basis
upon death., Whether or not the step-up should be wholly eliminated,
at least the amount of step-up might be reduced in relationship to the
length of holding period.

Also, there may be some who would think that reducing the capital
ains tax while preserving intact the stepped-up basis is wanting to
ave'the cake uncf’ still eat it. ‘

Fifth, may I urge reconsideration for special capital gains treatment
in the case of reinvestment in publicly traded securities. Donald R
urged this, suggesting treatment parallel to that given upon the sale of
a residence and timely repurchase. At very least, if the capital gains
tax is not postponed upon timely reinvestment, a substantial increase
in the percentage exclusion should be considered.

The next part of my statement proposes what I call an antigamblin
tax, which would inhibit speculative tradiniz without interfering with
sound investment trading, the differential line being the turnover of
the particular portfolios. Somebody with a 100-percent turnover going
in and out within a month would pay a very heavy tax. For somebody
with a relatively low turnover, say 20 percent, going in and out in &
month would be an unusual situation and probably would rest on sound
reasons and should be allowed.

The last part of my statement draws attention to the fact that we
terribly need to promote savings in this country. We save as a propor-
tion of after-tax income at a rate lower than Britain’s, two-thirds of
the rate in France, just over half the rate in Germany, and would you
believe only 40 percent of the rate in Japan.

The figures come from a Department of Commerce publication.
There may be some flaws, for example, in close comparisors like the
British, But any economist who knows about these figures will stand
behind the fact that France, Germany, and Japan are saving greatly
more than we are.

Now, there are many reasons why that should occur, some of them
bad, some of them are good. We have a fine pension system. We have
much more consumer debt. Whether that is bad or good is another ques-
tion. Perhaps we have much more security. /

But I submit that we are saving much too little in this country,
and T want to applaud at this point our leading banks for their
aggressive new mont:hiy stock investment plans, which do bring in
more savings. It is unfortunate but true that the securities industry
cannot do the same thing as efficiently. Their cries of anguish seem
to come down, apart from fear of losing their monopoly, to the claim
that the banks are limiting the plan to too few stocks.

We need more equity caf)ital. We need more venture capital, We
also need to redirect capital flows. Equity market improvement, com-
bined with tax and other revisions, can help meet the great chal-
lenges before us.

29-146—T74—b
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One of our finest businessmen, J. Irwin Miller Qi)ygars ago wrote
an article called “Can We Afford Tomorrow ¢” I believe we would
be rather in trouble if the answer to that question were “No.” T be-
lieve the question before us is whether we will meet our challenges
well enough to keep reasonable the costs of getting to tomorrow and
the value of getting there.

Senstor, fewou d like to submit, if it is acceptable, for inclusion
in the hearing record a number of articles from the “New York
Times” and some from the “Wall Street Journal,” including an arti-
cle from this morning’s “New York Times” by Robert Metz on bank
commingled equity fund performance.*

Thank youn, Senator. -

Senator Bentsen. Thank you. That is a very interesting statement.
I would like to add to your quote of Mr. Miller’s “Can We Afford
Tomorrow $” and I remember “thig like all times can be the best of
all times if we but know what to do with it.” That is what we are
working on.

Well, you have touched all of us. You have touched me, you have
touched bankers, you have touched brokers. It has been a very thought-
ful statement. I am going to take it home and read it again tonight. You
spent a lot of time on it.

You make an interesting point there about our excluding profit-
sharing trusts from the holding limitations. I did this because one
of the principles of profit sharing plans is to try to have participation
by the employees and the owners of a company. We have so many profit
sharing plans, like Sears and Penney’s, that work very well.

But you make what seems to me a valid criticism of my bill in say-
in‘g, why should we exclude the rest of the investment from——

Mr. ScaoTLAND. Sears, for example, would be almost totally excluded
because they are so heavily in Sears. But if, for example, a fund were,
let I;S ?say, 20 percent in other stocks, why ought not the same limits
ap

e?nator BexTsen. Well, we will take a look at that one and see if
we can come up with a way of not disturbing the objective of the
profit-sharing trust.

Mr. Scuorranp. There is no intention to interfere with the basic ex-
clusion, or perhaps I should say, the reason for the exclusion and the
value of such trusts.

May I say, Senator, with respect to what you call touching up every-
body, I am enthusiastically for the bill, %,call them as I see them,
and I only hope they have been constructive points.

Senator BenTseN. I think they have. I am sure that those other
witnesses will not all be in total agrement, and that is fine.

[The prepared statement of Dr. Schotland with attachments fol-
low. Hearing continues on page 91.] .

PREPARED STATEMENT OF Roy A. SCHOTLAND, PROFESSOR OF LAW, GEORGETOWN
. UNIVERSITY

1. THE BENTSEN HEARINGS AND SUBSEQUENT EVENTS—POST HOC ERGO HOO?

That it is such a privilege to appear before you may affect my judgment,
but I must commend the Subcommittee for conducting its hearings -of last
summer and now on 8. 2842, It says much about your hearings, and much about

18eepn 74 1.
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the problems you have aimed at, that by merely discussing and calling attention
to them and without any legal compulsion or pressure, a most iriterésting series
of events has occurred since you began. That the events came after you began
does not say they all occurred because you began, but note the sequence: .

Pursuant to prior announcement, your hearings convened July 24, 1973,

On July 23, pursuant to recommendation of SEC Institutional Investor Study
28 months earlier (March 10, 1971), the first bill to require institutional investors
to disclose periodically their portfolio holdings and large transactions, is
introduced.

On July 30, the American Bankers Association undertakes a survey of all
banks with trust functions, gathering first-time data on asset size, largest equity
holdings and some trading patterns.

On September 13, the American Life Insurance Association presents first-time
assemblage of data on the largest common stock holdings of the 10 largest life
insurance companies.

- The SEQC prepares alternative disclosure proposals, finally stirred by this body.

Reflecting the same concerns ag those underlying the hearings, but perhaps
catalyzed and accelerated ‘by the hearings, “several large trust departments.
in banks have gotten the word from upper-level management to stop fooling
around with high P-B stocks and start buying ‘value’ stocks”, the Wall Street
Journal on August 80, 1973 quotes an analyst. The Journal goes on to refe
specifically to banks’ concern over “efforts in Washington” (p. 23). :

Reflecting somewhat similar although also somewhat different concerns, in
January 1974 the Senate Government Operations subcommittees release a mas- .
sive study commenced in May 1972, presenting first-time data on major stock-
holders of major corporations. - - -

Reflecting somewhat similar concerns, the so-called “two-tier” market ex-
periences a great shake-out in the upper-tier institutional favorites, on which
we have all seen painful figures and about which one leading magazine has'
%gs;)t :a;ggl) an article entitled “Is Wall Street Shedding Tiers?’ (New York,

'eb, 4, .

II. REAL PROBLEMS, MYTH PROBLEMS, AND THE REAY, IMPACTS OF MYTHS

A, Our “Nth” critical shortage: data

Your witnesses and the impressive appendices assembled by your able staff:
make it unnecessary to repeat here how little information we have about the
holdings, or the trading, of employee benefit plan funds, by far the biggest and
by even further the fastest growing segment of our securities markets. Since
1933 the cornerstone and operative policy of all securities and securities market
legislation and self-regulation has been disclosure, and it is a paradox even more
important and unsound than it is surprising and illogical, that we know least
about the largest force in our markets. For 40 years we have acted on the com-
mitment that the stock markets will remain efficient and fair only if they are.
open and informed. Your hearings have helped make clear what serious problems
develop when the concern for full disclosure gets lost in the ‘trees of tombstone
ads and prospectus boilerplate, and when those responsible for assuring disclosure’
faill to see that the forest has been moving. )

B. Impaot on employee benefloiaries of funds )

Few plan beneficiaries are protected like the U.S. Steel employees, by the’
promises of the employer corporation itself. Most people have only the plan funds
to rely upon, so they are more likely to be protected if the plan’s investmerits pro- -
duce a good return reducing the degree to which the employees must make and
seek larger new additions to the plan. And they are more Mkely to be jeopardized
if the plan’s investments are unduly risky or bear the special risks of undue
concentration, or if the investments are in stocks with fad-distorted prices, Also
very important, they gain if money managers compete to produce good returns
on pension funds.

Protection of pension beneficiaries is, at least in many ways, more important
than protection of stockholders. Pension beneflciaries are often completely de-
pendent on their pensions, a problem with which your Committee has recently
been grappling so fully., Moreover, pension beneficiaries are not able to protect’
themselves by choosing not to play in the ballpark, or to play differently. Stock-
holders have free choice, often are using discretionary, “extra” dollars, often are
quite sophisticated, and often if not sophisticated are conscious gamblers (who
are entitled to a scrupulously fair game but not to great concern), i
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C. Impagt on portfolio corporations of unrestrained holdings and trading by such
funds

/Phis 18 merely one of the problems which have provoked so much public atten-
tion in such terms as institutional dominance of the stock markets, giants wreck
ing Wall Street, bank trust departments “controlling” operating corporations,
the “two-tler” market, and other battle cries. The battle cries are not all accurate
deseriptions of the actual problems, but battle cries never are, and although they
may be colorful over-simplifications of the problems, the fact remains that there
are acute problems or there would be no battle cries.

My Lrief comments about this and the other impacts considered below, about
which I have said more elsewhere, should be taken neither in lurid colors nor
in black and white: they are all matters of degree, they are only some of the
operative forces, and such forces work in many different directions. But these
points are at least aspects of important problems which, if reasonably easily
altered, warrant action,

There {8 thought to be a serlous problem of institutional investors’ “control”
of thelr portfolio corporations. This may well become a substantial problem,
and of course, there is some substance behind every myth, but today this is
mostly myth. Episodes of such control occur, as seems to have happened in the
Oleveland machine tool situation, but in large measure the myth seems to be pro-
moted by those justifiably trying to draw public attention to the more subtle but
still so important real problem, {nstitutional influence on portfolio company
management. Such influence can be valuable in bringing new expertise and per-
spectives, but it also can be, and is more likely to be, injurious in bringing the
{nvestors’ short-term, bottom-line orientation as against managements’ longer-
term commitment and wider concern for all affected by their corporation. More-
over, the mere existence of large {nstitutional holdings, whether voted or not,
reduces management’s accountability to the more numerous and diverse family
of smaller, often longer-term stockholders.

D. Impact on other stockholders in portfolio corporations

In addition to the change in management's orientation and accountability,
other stockholders are actually affected by large institutional members of their
stockholder family in three ways. .

First, access to information, The myth is of a serlous problem of receipt and
use of illegal “inside” information. Episodes of this kind will never be entirely
eliminated or perhaps even kept insignificant, but the too-little attended to
reality 18 of preferential access to “grey-area” information and to information
which clearly may be given to anyone but is too bulky to publish,

The actual result, regardless of the extent to which the information flows
as per myth or as per propriety, is a public perception of discriminatory infor-
mation advantages, undermining confidence in the markets.

Second, ability to use information. The institutional stockholder can assimi-
late and act upon information faster than individual stockholders. This is an
inevitable consequence of professionalization of money management. It is part
of an increase in market rationality. It inevitably leads in some measure to
driving individuals out of direct investment, which is not entirely a bad result
but which can be overdone, The answer lies not in interfering with the gains
we may enjoy from institutionalization, but rather in assuring that we are not
injured by abuses which are bound to flow if institutionalization is left entirely
unrestrained as if it were the one good thing of which we cannot get too much.

Third, institutional presence in the stockholder family 18 likely to lead to less
continuity in stock prices. As Donald Regan said In opening your hearing in
July (Hearings, Part 1, p. 5), we know too little “for certain” about the impacts
of institutional trading, and I hope you will call for a study of the tradln% in
a number of “air pocket” situations. As Regan said and so many say, volatility
is up and institutions sometimes sell hastily and carelessly. This leaves wounds.
But the problem is not solely the result of massive funds’ speculation and/or herd
movements : quick moves are often the result of sophisticated responses to new
circumstances. Speculative and herd trading is undesirable, but rational responses
to new clrcumstances are a desirable increase in the soundness of market prices,
Impeding large stock moves by large investors would improperly lump {ogether
the undesirable and the desirable moves, and thus serlously interfere with the
extent to which prices reflect sound investment judgments as well as interfering
with the many advantages that institutionalization of money management bears
for the beneficiaries of those funds. I will later offer a proposal for reducing
speculative trading by institutions without impeding trading based on sound
investment judgment.
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E. I'mpact on stock markets generally

In large measure the market is only a composite of markets for particular
stocks: whatever affects many particulars will affect the whole, Stockholders’
fears, based a bit on myths and a good bit on realities, about inequality of access
to information, ability to use information, transaction costs, and the impact of
the fact that institutions are not immune from fads and thus sometime distort
prices unsoundly, all affects the market by reducing public participation. For
decades we have talked of the importance of public confidence in the markets.
Myths and realities undermining that confidence command correction. Institu-
tions know they have obligations to their own beneflclaries, they know they also
have obligations to the markets such as not to manipulate and not to trade on
inside information, but the new gargantuan size of instituional funds commands
that their obligations to the markets rise above merely avoiding fraud.

F. Impact on the economy

In addition to impacts on sectors such as pension beneficlaries, stockholders,
and portfolio corporations, other corporations and the economy generally are
affected if pension fund investments are allowed to dominate the markets, reduce
public stock ownership and draw sharp distinctions between institutionally
favored stocks and all others.

Reduced participation in equity markets reduces liquidity and lowers the
general level of equity prices.

Lower equity prices reduce the ability to secure new equity financing.

Reduced access to equity financing increases demand for debt finaneing and
also decreases growth of corporations less able to finance internally or to command
prifie rates.

Incrensed demand for debt financing raises its cost, thus adding to the too-
many other forces raising interest rates generally, and also inhibiting growth
of smaller corporations less able to secure, or bear the cost of, borrowed funds.

Reduction of growth and an increase of mergers results, leading toward an
economy both more sluggish and more concentrated.

The economy becomes more subject to the views and interests of lenders and
money managers, and less subject to the views and interests—and greater
diversity, in terms of kinds of people, geography, backgrounds, skills, ages, etc.—
of operating managements.

G. Must the horses be stolen before we act

The problem is not solely one of what if any serious abuses and injuries have
occurred. In large measure, the problem {3 one of serious abuses and injuries
which are at very least thought to be occurring and which therefore have the
real and injurlous impact of reducing public confidence in the markets. Just
as justice must not only be done but also appear to be done, the markets must
both be, and appear to be, fair.

In larger measure, the problem is that the trends are clear, as I will show in
a moment, and we are plunging ahead without speed limit or brakes. -

H. Assumptions needing study

My list of problems or impacts assumes, rather than treating, at least four
matters on which this Subcommittee, or Joint Economiec or the Banking and Cur-
rency Committees or Ways and Means or Congressman Moss's subcommittee,
would do us a great service by conducting hearings : First, to what extent do stock
prices, and public participation in particular, affect corporations’ ability to retain
earnings? Second, to what extent does the much greater amount of debt financing
for corporations mean that the level of equity availability is important onty to
some corporations at some times, or does it affect most corporations much of the
time? Third, some say that a large proportion of equity flnancing is less the
promotion of new ventures than the promotion of promoters; to what extent does
that mean that the drying up of equity financing is not an important problem?
Fourth and last, precisely what are the disadvantages of public participation in
the markets through institutional intermediaries rather than directly, apart from
fmpact on broker-dealers? While I have views on these questions, and while many
views and some information have been presented in these and other hearings, I
think we're far from firm understanding beyond a few data, or a consensus beyond
rhetoric, '
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III. INFORMATION AVAILABLE—LIMITS, GAPS AND BLANTS

As noted earlier, these hearings have directly and indirectly developed new
information, but much remains to be done on the information front and even if
the disclosure bill is enacted this session, this work would remain valuable for
several years,

A. An inventory of what we have
1 have tried to compile the beginning of an Inventory of relevant available
information, in outline form.
1, Information on self-administered employee benefit plans: severe limits of
Labor Dept. data.
2. Information on such plans administered by others-—
(a) aggregate holdings managed by insurance companies: state law requires
reporting and Best’s compiles.
(b) Bank trust assets: .
(1) total assets, assets by categories of accounts and by categories of assets
held : ¥ederal bank regulators’ annual report.
(i1) One hundred largest trust departments’ total assets: “American
Bankers' annual survey.
(iii) Individual banks’ reports on pooled equity funds (assemblages and
performance comparisons are available),
(iv) Individual banks—Starting in 1971, a handful of individual banks’
reports on trust department holdings, glving a variety of data—
See compilation in Fortune article reproduced in Hearings, Part 1, pp.
2~-8

See reports of Morgan, First National City, Manufacturers Hanover, Chase,
Bank America, Citizens & Southern
(v) Bentsen survey of 25 largest trust departments; end-1972, mid-1973
data including first-time information on aggregate size of employee benefit
assets managed, “complete discretion” portion thereof, ete.
(vl) ABA survey of end-1972, some 1973 data.
(vii) Patman Report: 1067 data on larger holdings, including distribu-
tion of voting authority.
(viii) Institutional Investor Study: 19089 data on aggregates and on a
sample of holdings, including distribution of voting authority.
(1x) Metcalf-Muskie Report: 1972 data on 30 largest holders of 89 major
corporations.
. (e) Investment advisers: No reporting (full reporting on investment com-
panies’ holding and trading, but not on any other assets under management).
(d) Aggregate assets under management : Money Market Directories.
If others agree with me about the value in pulling together the picture of
what we have, I hope they will add to this outline.

B. Limits on available information

Information tells us little unless we have a sense of trends: if we know
that the Morgan manages $27 billion, that information is of little utllity if we
don’t know whether the figure is a drop of $X billion from the prior year or,
as it was, a rise of 5 billion, or 219. In short. single-year, balance-sheet type
data tells us too little to act upon. Trends show what the problems may be
and how consequential they may be. For example, in the ABA survey of trust
departments last summer, one cannot know, let alone evaluate, the meaning of
information on average number of corporations held, or sizes of equity orders,
or concentration of holdings, unless one knows something about the direction and
pace of movement. Is concentration dropping slowly or rising sharply ? Their data
leave us in limbo for purposes of action. although I applaud the survey’s being
done; I hope it will be repeated regularly, and enlarged.

Ot course sometimes we get trend data which is so incomplete as to leave
one in the air or suspecting that the numbers are being slanted to support an
argument. Thus in your hearings, Bankers Trust Company (who with the
Chase were the only non-respondents to Senator Bentsen's October letter survey),
to show how “flexible” is their tnvestment approach, compared their 50 largest
holdings in 1972 and 1963 and found only 16 on both lists. Since a great change
in investment management occurred in the mid-19680's, I think the Bankers
Trust Company should give fuller information or forget about credibility.

Gaps in information are particularly serious if one source reports total assets,
another reports equity assets, a third breaks it down by kinds of accounts, a fourth
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has a break-down by degree of voting authority, and a fifth, a break-down by
discretion over investments, the last, only a sample of holdings. This hodge-podge
is our present situation, and I am delighted we have what little we have, but
the variety of the questions asked means that each report or survey stands alone
too much, and cumlation and assemblage are rendered unduly difficult. I hope
that your hearings and survey, and the recent massive Metealf-Muskie survey,
will be pulled together with other public data to tell us what we know about the
whole elephant. . .

In addition to the variety of questions, every survey faces problems of defini-
tion and responsiveness. For example, in Senator Bentsen’s October letter sur-
vey the banks were asked for holdings of over 5% of outstanding stock in dis-
cretionary accounts.

The Morgan didn’t answer the question as you asked it; the First National
City, managing $10.4 billion of discretionary funds, answered listing seven stocks,
and the U.S, Trust, managing $6 billion of discretionary funds, listed 88 stocks.
Perhaps those two completely cooperative respondents had the same understand-
ing of “discretionary”, but one can’t help wondering.

Until we have systematic and periodic disclosure, we run too great a risk of
learning only whatever the people with the information think we should learn.
The ABA survey of last summer may be 100% valid on all points, but until one
is certain of that it should be used with care. Let me give three examples. The
Survey Report gives information on the size of equity orders, but: a) trust de-
partments have rightly or wrongly long followed a practice of making separate
orders for separate accounts, so of course they will have a very large number of
orders. b) We need to know how many orders are entered on the same day for
the same stotk., ¢) We need to know more about the size of the orders, d) We
need to know whether the tendency is toward larger orders, because of bunching
or for other reasons. e) We need a distribution of sizes of trust departments
much more informative than three categories below $750 million total assets,
but only one above. Without more such information, we cannot give much weight
to the R’eport’s argument that trust departments do not invest “in a monolithic
manner”,

For a second example, the Survey Report shows that the average number of
common stocks held by all trust departments was 507, Of course the number is
not 25 or 30—only a fool would think that the “favorite fifty” are the only stocks
held, and the Report is arguing against a straw man. Bveryone knows that trust
departments hold many close corporation stocks as well as other essentially
“inherited” positions, Here again, we need data not on the department as a wliole
but on employee benefit funds, and we need trends and breakdown on the larger
banks as we are given on the tinles.

For a last example, the Report gives the 25 largest holdings as a percentage
of total equity holdings. Again, without some data showing how_this compares
. with prior years, and without as much data on the bigger banks as on the little,
we can be sure only that we need not be worried by straw men.

IV, WHAT 18 TO BE DONE

A. Disclosure—clear utility and clear limits :

All are for disclosure of institutional investors’ holdings and tradings—the
ABA in 1973, the SEC since 1971 at least, leading bi-partisan members of the
‘Banking and Currency Committee who have Introduced a bill, and members of
this Subcommittee. Doubtless disclosure entails cost burdens, but it is equally
doubtless that the social and economic gains of full disclosure warrant those
costs. Just, what is to be disclosed, how often and to whom, are issues of important
details but not pertinent here today.

Disclosure alone will do little or nothing to halt or even discourage speculative
or other destructive trading by massive institutional investors—I liave heard
no suggestion yet as to how it would reduce the institutional faddism, the
investment research which is self-fulfilled by the sheer force of the portfolios
using that reésearch, and the “air pockets” that we have been seeing so much of
as major blocks move in and out, sometimes for valld investment reasons, some-
times because sheer speculation is at play. .

B. Legal restrictions on amounts of institutions' trading? No.

Inevitably, some suggest that there should be legal barriers restricting the
amount of stock any one or all institutions can sell or buy in any one day. I sub-
mit that that “cure” would be worse than the disease. Such trading limits seem
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feasible in the commodities markets and they are feasible for the small category
of corporate “control persons” in the stock market. But institutional investors
are distinguishable in so many ways, and there are such strong reasons for
allowing them to trade according to their investment judgments, and for avoiding -
legal obstacles that would interfere with the free, open, fair operation of market
pricing mechanisms. I think the unwisdom of such limits was made clear by your
first witness last July, Donald Regan, who said he had once supported such a
notion but now believed it needed at least much more study. “It is always danger-
ous to tinker with the mechanisms of the market” (Hearings, Part 1, p. 7).

In a moment I will suggest how we might reduce the extent to which insti-
tutional investors trade not on investment judgment, as is the practice of the
trust departments represented here today, but instead on sheer speculation,
which characterized the “go-go” years and which will come-come back as soon
as the market rises. Before getting into that, we should note how greatly the
bill before you will aid this situation,

C. Limits on pension managers’ holdings

In addition to disclosure, & sure improvement for the liguidity of the markets,
the safety of pension portfolios, the sanity of market pricing, and publie con-
fidence that the markets are not dominated by greedy gargantuans, is to make
sure that no single institution can hold too great a portion of the stock of any
one company. I say “make sure”, because according to what I had always been
told, and on which we now have firm information from the Bentsen letter survey
last October of the 25 largest bank trust departments, virtually all of these
money managers follow flat limitation rules or give great weight to avoiding
unduly large positions, Therefore, the Bentsen bill's proposal to make percentage
limitations legally binding is merely an incorporation of the best banks' best
practice, an assurance that these practices will not weaken as enormous money
flows continue to pour into these trust departments, and a further assurance
that all pension managers will follow the practices of the best managers. ‘

One of your Subcommittee’s earliest witnesses, Salim Lewlis of Bear, Stedrns,
sald “we should have been sitting here talking about this about 2 years ago or
114 years ago, and not when thée damage has been done. . . .” (Hearings, Part 1,
p. 53.) It is an unfortunate fact about legislation, indeed one of the irredqucible
tragedies of legdl process, that we usually act on problems only after great dam-
age and loss, and sometimes suffering, have occurred, because it is only after
pain that the body politic 18 moved to act. This is at least as true of legislation .
in the stock market area as in any other area.

Senator Bentsen and others have brought out how acute are the problems
of shortage of capital, shortage of venture capital, distortion of stock market
pricing, continued dominance of the market and of too large positions in too
many corporations by too few institutions, and shortage of publie participation
in the markets. The public will come back when the market rises, but tvhile
some forces are functioning to correct the other problems, massive trends are
under way to make worse much of those other problems.

I refer particularly to the continued enormous growth of pension plan
funds, and the continued flow of such enormous portions of those funds to bank
trust departments. Taking NYSE-listed stocks alone, private noninsured pension
funds held stock totalling $19.8 billion in 1961. (To all these figures must be

" added private insured funds, which in 1961 represented a much larger proportion,

over one-third of private pension fund assets than is true today, but which are
still huge.) By 1971, their NYSE stockholdings totalled $77 billion, for a growth
of 57.2 billion over the decade. That kind of growth can be dwarfed quickly by
only two figures, the U.S. Budget, and the projected growth for private non-
insured funds in the current decade. The official NYSE projection of June 1972
is for another $120 billion in NYSE-listed stocks alone; the SEC's projection is -
for a total stockholding by such funds in 1980 of $269 billlon. (See Disclosure
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of Corporate Ownership, Senate Gov. Ops. Subcommittees, Dec. 1978, p. 159.)

_ 80 1n the current (ecade such funds are expected to grow in NYSE-listed stocks
alone, more than twice as fast as in the 1960’s ! And this does not count growth
of pension monies managed by insurance companies! (See {bid.) While I have
no data showing just how much of these funds goes to self-managed plans, how
much to investment advisers and how much to bank trust departments, I am
confident the data would show flatly that the trust departments havé always
had and continue to hold the vast bulk of these funds. I hope your other witnesses
can provide data on this, either today or pursuant to a request I urge the Sub-
committee to make,

Of the enormous flow into bank trust departments, the largest banks are
getting under thelr management both an enormous and a constant portion. From
1968 through 1972, the top five trust departments have held their share of the
market for trust asset management, where of course the main growth is in pen-
sion monies, at 23 to 25 percent. The top 10 have held at 81 to 36 percent. Banks

~ in New York State alone have held at 46 to 50 percent. I have assembled these
figures on the next page.

We all know of the limits on investment companies and on insurance com-
panies with respect to the amount of stock they may hold in any one company.
It is not a mere matter of one hour’s draftsmanship to draw comparable limi-
tations on bank trust departments and investment advisers, for substantial dif-
ferences must be, but can be, grappled with. But is it not utterly clear that the
time is ripe and getting riper—and it is said that ripeness is all, and to wait be«
yond it is to allow rot to enter—for making sure that the best practice of the
best banks is the assured practice of all, and that the limits on investment com-

. panies and insurance companies are appropriately applied to investment ad- -
visers of all kinds?

Your bill must go forward.
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D. 8. 2842.—With respect to the precise language of the wise and much needed
S. 2842, seven points )

(1) I am troubled about the legal differences the bill will introduce between
self-managed pension plans, like that of U.S. Steel, and plans mahaged by out-
siders like your witnesses later this morning. Why should U.S. Steel pension
funds be able to hold up to 10% of the stock of any one company, whereas Exxon
pension funds managed by trust departments, would be limited by law to holding
only a tiny fraction of 10% of most appropriate stocks, since their funds must
share the percentage limit with other pension funds under the same money
manager? Of course the point is not limited to the largest corporations. The
percentage limits are utterly necessary, but it is unnecessary and unwise to
allow them to create distinctions between self-managed and outside-managed
funds. As members of the Finance Committee are surely well aware, many
people belleve self-managed pension funds present particularly sharp problems,
some believe they should not be allowed, and an especially large number would
agree that legislation should not encourage self-management, nor even offer a
rationalization for any corporation to explain its chofce of self-management,

This new discrimination in favor of self-management warrants serious con-
sideration, and I hope your other witnesses will address thémselves to it con-
structively, and not merely use it as a stick for standing pat against this wise
bill. I am not sure what the answer is, but I believe it lies along such lines as
these : First, perhaps existing self-managed plans are entitled to motre favorable
treatment in these regards than new ones. Second, if the § and 10 percent limits
are sound for large aggregations of pension funds, then for a self-managed plan
lowetr figures seem in order, scaled still lower according to the size of the plan’s
assets, .

(2) Profit-sharing plans are excluded from the bili’s provisions by Section
408(a). I agree with exclusion with respect to such plans’ holdings of stock of
the employer corporation, but I question whether all assets of all profit-sharing
plans should be excluded. o

(8) While I am sure that some amendment is needed. to deal with the first
problem noted above, for this point I am not sure there even is a problem, and
wish merely to raise question: The percentage limits in Section 408(b) (1) apply
to all the pension trust assets. Perhaps the base should instead bé only the
equity investments? :

(4) Should the 5 percent Hmit of Section 408(b) (1) be rigid regardless of
the size of the fund in question? I would think some modest scaling, so as to allow -
a small fund to buy, for example, a reasonable amount of IBM or Superior Ol
would be in order.

(5) Section 408(d) (2), defining “discretionary investment authority”, is very.
important because there are many variations in the actualities as well as the
legalities of discretionary investment authority. An unduly legalistic definition
will fail to embrace many accounts which ought to be included. Consideration
should be given to amending the definition to conform with that in the bill on
disclosure, S. 2234, The definition there is wisely realistic. Moreover, conformity
s desirable in terms of policy, of ease of compliance and of administration,
and for soundness of the statistics and judgments to be made in the years to
come on the bases of these new laws. - '

(6) I am troubled about Section 408(e) (2) and the way in which the new
percentage limits are applied to existing securities positions. Is it wise, or
necessary, to say that if on December 31, 1974, a fund is 5% invested in:one
corporation’s securities, it is flatly barred from further acquisitions except to
the extent of 3% of new money inflows? While many of us are troubled about
the degree to which the institutions have concentrated on their favorites, won't
it be unnecessarily disruptive of the markets in those stocks to pass a statute
saying, in effect, “Starting a few months from now, the major source of demand-
for the following 50 stocks will be for the most part stopped up.” I am not sure
of the right answer, but belleve it lies between the present language and the
preposterous never-neyver alternative of simply ignoring all positions acquired
prior to the act’s effective date, ‘

Probably the answer les along lines of a phase-In period of, say, three years,
during which existing positions can be added to annually in amounts not ex-
ceeding the average purchase of that stock for that fund over the prior three
vears. or in amounts not exceeding 1% of the outstanding stock (or 1,{,% of the
~ fund’s assets), whichever figure is smaller, The phase-in period would apply only

to stocks in which the fund has a substantial position at the time the Act be-
comes effective, and “substantial position” would have to be spelled out spe-
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clfically. 'We sorely need this bill’s percentage limits, but I belleve we can afford ~
a reasonable phase-in for existing situations whereas we need not and should not
cause sudden disruptions,

(7) With respect to the capital gains treatment, six brief points, First;
applause. Second, applause in particular for resisting those' Wall Street promo-
ters of speculation who want to reduce the holding period to three months. The
irresponsibility and selfishness of their position is summed up, I belleve, by this
general evaluation stated last June by Senator Willlams:

I want to say a final word about the Seourities Industry Association, and
the way that organization has presented this matter officlally to us. Quite
frankly, their position is, “let us have what we have had for 200 years;
only make it better for us.” Of course, holding to that same old 200-year
system and making it better for them, it makes it worse for everybody else
and that includes the small investor. The STA officials came in with their
chevrons as duly appointed industry leaders, with thig story, but many
other members of the SI4 and the industry who do not come with chevrons
tell us an entirely different story. Some of the real leaders of the industry
told me publicly and informally that they know the old order has to give
way. The STA appear to have one function and that is to stand in the way
gtn ;l‘;; )inevitable happening. (Congressional Record, June 18, 1973, p.

Third, as is probably known but is worth repeating, the proposal to raise the
509% capital gains exclusion was put forward just over a decade ago by the
Kennedy Administration, At that time, the distinguished stock market com:
mentator, Burton Crane, said:

No financial subject has caused more regrettable misunderstanding than
the capital gains tax, Investors who should know better will report with
every show of sincerity that the tax “freezes” them into their holdings. -
Actually, only investors who expect to dle in the near future are “frozen in.”
Death provides a new capital gains basls, the.market price at the time, A
man about to die would be foolish to pay a 25 per cent long-term capital
gains tax this week and have his estate pay perhaps 30 per cent more in
inheritance tax. But nobody else i8 “frozen in,” This is probably a case in
which propaganda has been believed by the wrong persons, Wall Street in-
tended it for Congress, hoping to get rid of the tax or to have it reduced.
Instead, it was believed by Wall Street’s customers. There is no doubt
that the feelihg of being “frozen in,” false though it is, has kept many an
investor from realizing his gains. (New York Times, Feb, 5. 1056, § 8, p.1.)
“ In a recent study of high income taxpayers, it was found that many of
the realized losses reported appeared to be related to tax considerations
(the desire to make use of the loss for tax purposes); about one fifth of
investors owning appreciated assets gave evidence of being “locked-in” to
some extent by taxation: and only a very small proportion seemed to be
affected by the siw-month holding period. Barlow, Brazer, and Morgan,
Economic Behavior of the Afffluent (1966). (Bittker and Stone, Federal
Income, Estate & Gift Taxation, 498 (1972).)

Fourth, may I suggest, with no intention to criticize, that the problem of
lock-in caused by our capital gains tax treatment is dealt with only partially,
and too partially, by changing the exclusion percentage or tax rate and ignoring
the long-criticized stepped-up basis upon death, Whether or not the step-up
should be wholly eliminated, at least the amount of step-up might be reduced in:
relationship to the length of holding period. If locked-in holdings are to be
unlocked, shouldn’t we use a key and not merely a bobby-pin? Also, there may
well be some who would think that reducing the capital gains tax while preserv-
ing intact the stepped-up basis, is wanting to eat the cake and still have it. -

Fifth, may I urge reconsideration for special capital gains treatment in the
case of reinvestment in publicly traded securities. Your first witness, Donald
Regan; urged this, suggesting treatment parallel to that presently given upon
sale of a residence and timely purchase of a new one. ncouragement of savings,
and particularly encouragement of savings by participation in the securities
markets, would gain greatly and soundly from Regan’s suggestion, At very least,

- if the capital gains tax is not postponed upon timely reinvestment, a subsm"ritial

increase in the percentage exclusion should be considered.
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E. Discouraging speculative trading by institutions: an anti-gambdling tav for
greedy gargantuans

~ Spurred by economie incentives for short-term performance, many institutional
“Investors” take speculative positions seeking quick gains and with little concern
for longer-term soundness. By the nature of such trading, it often involves what
have come to be called “herds” of institutions moving -relatively together and
causing relatively sudden, wide price movements. The pending proposals for
broader disclosure of institutions' holdings and trading are a ecritical first step
toward correction of such trading, but disclosure alone will do too little on this
problem. Holding size limits also will do too little to inhibit such trading.
Bconomie incentives, or disincentives, are also needed.

We should consider imposing a tax to encourage purchase for a reasonable
holding period. We must stop thinking of securities held by institutional port-
folios of over, say, $10 million, as ordinary capital assets to be treated for tax
purposes the same as shares held by individual investors. There are unique
needs and problems in trying to affect holding periods for securities in such
institutional portfolios, but our thinking cannot stop with the simple period set
for taxation of capital gains generally.

Large institutional portfolios with an activity rate above a level to be deter-
mined after careful study, ought to pay a capital gains tax graduated according
to both the length of the holding period for the particular security and the port-
folio's overall activity rate. For example, if a mutual fund with an activity rate
which is extremely high relative to other portfolios in the same category, buys
and sells within one month, there is a good case for taxing away most of its profit,
Losses would be set off agalnst longer-term profits. If the turn-around is within
three months, the tax might be 60 percent; within 6 months, 50 percent; 9
months, 40 percent; etc. Obviously, this is submitted subject to the need for
further refinement, but these are the lines along which work is needed.

Some would call such a tax confiscatory. Others would call it a turnover tax,
or an anti-chirning tax. I call it an anti-gambling tax.

We must never freeze investors into particular investments. Nor should we
treat an institutional portfolio with low or reasonable turnover the same as
“swinging” portfolios, for anyone may make mistakes which he wants to correct
. quickly, anyone can have the misfortune of buying a stock just before a major
negative event, and in such cases quick sales should not be inhibited or penalized.
But the time has surely come to consider seriously the need for limiting orga-
nized gambling with vast amounts of other people’s money. Those who wish to
get their gambling kicks in our securities markets should do so with their own
money or in relatively small pools.

This proposal was first put forward in April, 1970, in Hearings on Invest~
ment Policies of Pension Funds, before the Joint Economic Committee’s Subcom-
mittee on Fiscal Policy. It was repeated one month later when I “key-noted”
the annual meeting of the Investment Counsel Association of America.

To add weight to the proposal, may I note that it drew nationwide press cov-
erage, but that coverage did not go beyond the “here’s an interesting idea’ treat-
ment and some quotation. However, perhaps because I had only recently returned
to academe from serving as Chief Counsel of the SEC's Institutional Investor
Study, I received considerable comment from members of the investment com-
munity. That comment, doubtless because of the self-screening that occurs when
people are conveying their reactions, was uniformly favorable. The chairman
of the board of ome of our largest insurance companies wrote: “I have an in-
stinctive sympathy with the idea that the government should not subsidize by
favorable tax treatment action that it finds soclally undesirable,”

‘Obviously, I would be happy to pursue the proposal further if any other
member of the Subcommittee i8 so inclined.

V. PROMOTING BAVINGS

Going beyond the precise jurisdiction of 8. 2842, but not the jurisdiction of
your Committee, may I take this opportunity to eall your attention to recent
articles noting how much our tax laws penalize individuale’ savings, The puritan

. virtue of thrift is not greatly in vogue, but America’s soaring needs for capital
in the coming years have recently drawn increasing attention and concern: I
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realize that personal saving can make only a fractional contribution to our needs
for new capital, but I submit that the least we can do is to stop penalizing
small savers. Between inflation and ordinary income taxes on savings account
interest or capital gains tax on investment sales, how can small savers protect
their future, how can we talk seriously about encouraging personal saving?
Robert Metz recently had a column in the New Yorl: Times about Amherst
College’s President Charles Cole, who wrote that a $75,000 investment in the
stock market in 1955, sold in 1978 at $125,000 for a 24 galn, represented no gain
at all after inflation and taxes. And as he showed, If one had a 33% gain to
$100,000 upon sale, one actually had suffered a loss. The Wall Strcet Journal
recently had a column showing the same preposterous paradox with respect to
savings accounts,

America saves too little. There are many reasons, of many kinds and not all
of them reducible to bad or good, why America since 1960 saves as .a proportion
of after-tax income, at a rate lower than Britain's, only 2/3 of the rate in France,
Just over half of the rate in Germany, and would you believe, only about 409
of the rate in Japan? (Dept. Commerce, Dom. & Intl, Bus, Adm,, Internat’l
Economic Indicators, Table 27, Sept. 1973.)

We have grown greatly by promoting consumption, but we will not continue
to grow greatly enough or wisely enough if we do not promote saving and invest-
ment more. May I at this point applaud our leading banks for their aggressive
new monthly stock investment plans, which will efficfently bring in more saving
and will encourage direct public participation? It is unfortunate but true that
the securities industry cannot do the same think as efficiently, and their cries of
anguish against the banks’ action seem to come down apart from fear of losing
their monopoly, to the interesting claim that the banks are limiting the plan to
too few stocks,

We need not merely more equity capital and more venture capital, we also need
to redirect capital flows. Bquity market distortions bear significant responsibility
for our excessive investment in fried chicken and other “fast food” stands, “dis-
count” furniture outlets, ete. Equity market improvement, combined with tax
and other revisions, can help meet the great needs for fundamental plant build-
ing, from refineries and utilities to rolling stock, mass transit and the inner eities,
If our vision is to meet our challenges, we must go beyond equity and venture
capital and improve our tax treatment of saving generally, including such pos-

© sibly small steps as giving little people’s saving account earnings the same

advantage presently given to dividends from stock, and possibly large steps such
as restructuring our system of financing housing and indeed much of our anti-
quated financial framework.

One of our finest businessmen, J. Irwin Miller, two years ago wrote an article
entitled “Can We Afford Tomorrow?” Since I believe that we would be rather
in trouble if the answer to that question were “No,” I believe the question before
us is whether we will meet our challenges well enough to keep reasonable the
costs of getting to tomorrow, and the value of getting there.

—

[From the Wall Street Journal, Sept. 28, 1973]
THE Two-TiER MARKET REEXAMINED

(By Samuel R. Callaway)

Commentary on the stock market has been replete with references to “two- tier”
pricing and with confident assertions as to the cause of that phenomenon. In
what has become the conventional explanation, the wide disparity between the
price-earnings ratio of some stocks and those of others—a gap, by the way, that
lias narrowed somewhat in recent weeks—is attributed mainly to ‘the polictes and
practices of institutional investors, especially the trut depmtments of large banks,

' he proponents of this thesis, pointing to large msﬁitntionnl holdings of stocks
that sell at high multiples of earnings, ascribe motives that range from whim,
to conspiracy. They almost never concede that the.reason for the holdings may be
solely investment judgment.

: LOOSE CIARGES

Having assigned blame for the two-tier market, they loosely bundle into the
charge allegations of responsibility for such associated problems as the recent
generalized weakness of stock prices, the reduced level of trading, financial difi-
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culties in the securities industry, and the inauspiclous climate for the floating
of new issues, A corollary proposition states that the very presence of the institu-
tions in the market deters participation by individuals.

- All this simply too faclle. It may satisfy some deep-seated human need-to
lay blame in bad times. But scapegoatery iy no substitute for analysis, The rea-
sons for the two-tler market go deeper than the fact that the top-tler stocks
are among those which institutions have bought aggressively and held tenaciously.

Let me hasten to say, speaking for the institution with which I am familiar,
that a high multiple in itself has never been what attracts us to a stock. If we
could find two stocks with identical histories, identical current situations, and
identical future prospects, with one selling for 30 times current earnings and the
?lth‘irtigr 15 times, we wouldn’'t have to call a meeting to decide in favor of

1e latter.

If, however, our research and analysis led us to believe the higher-multiple
stock had better long-run future prospects, then it would become a question of
how much better, and the margin might be great enough to make that stock a
better investment in the long run. And long-run investment results are what our
clients are primarily interested in. |

The ideal investment opportunity for any long-term investment prograim, of
course, is one in which a stock can be bought at a relatively low multiple of cur-
rent earnings and held while earnings increase and the multiple rises, But even
the more common case, where the multiple levels off or falls despite continued
good growth in earnings, can be a rewarding investment. The growth in earnings
and dividends can more than outweigh the decline in price-earnings ratio.

The emergence in recent years of an uncommonly wide margin of investor
preference for a relatively few stocks was a stage in a process of investment
evolution that began at least two decades ago. The series of short, steep recessions
that occurred in the years after World War II brought the discovery of a new
kind of corporate creature, the recession-proof company. This was a company able
to maintaln growth in earnings and dividends even during economic downturns.
Tts special virtue may have been a product or service with a growth trend strong
enough to earry through a business slump, a big enough order backlog to last
through the down part of the business cycle, or perliaps a flow of income sus-
tained by customers' payments of equipment rentals. : ‘

In any case, companies that took recessions without breaking stride were
singled out for special recognition in the stock market. Their price-earnings multi-.
ples began to reflect their special standing, The upgrading, however, apparently
went too far too fast, because they were the stocks that suffered most in the
market shakeout of 1962,

That market reappraisal of the troubleproof companies was in a way prophetic.,
There ensued an unusually long period during the ’60s in which the economy wag
free both from recession and from the feverish varlety of inflation. Total output
and corporate profits kept growing fairly steadily. As a result, distinctions be-
tween companies on the basis of their resistance to adversity became less im-
portant to investors than they had been in the 1950s. There were still tiers in
the stock market, but the distances separating them tended to narrow.

The recession of 1969-71 changed that. It was different in configuration from
the earlier postwar recessions. Instead of being short and steep, it was long and
shallow. Its adverse impact reached a greater number of companies, including
some that previously had been considered recession-proof. But there still were some
that managed to come through relatively unscathed, and once again the market—
this time more emphatically than before—conferred a premium on them.

The imposition of price, wage, and dividend controls intensified thé distine-
tion. Coming just as the economy was starting to look up, controls made it ap-
parent that many companies would not be able to increase their earnings at a
rate greater than the continuing inflation. The stocks of such companies na nrally
‘suffered, ahd this served to accentuate the preference for companies more favor-
ably situated. , N .

i ‘ CURBING DIVIDEND INOREASES

The stock market’s attitude toward cyclical companies during this period was
particularly affected by the controlson dividetid increases. In many cases shares
- of cyclical companies were held by investors who preferred current yield over
long-term growth. With dividenids under restraint, those inyestors found high-
ylélding bonds increasingly dttractive. But the limitations on dividend payout had
iittle or no effect on the market valuation of growth stocks, Investors it those
stocks typically look to future, rather than current, dividend: {fncome, -
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By the time controls were relaxed, many investors felt it was too late for the
non-growth stocks, which had suffered the down side of the business cycle, to
enjoy the full effect of the compensating up side.

This whole combination of factors, I submit, was the main cause of what came
to be known as the two-tler market. Investors, whether institutional or individual,
didn't will 1t into existence or have any desire to maintain it. They were merely
reacting to the situation they perceived. Blaming the two-tier market on invest-
tors is like blaming a rainstorm on the people who put up their umbrellas.

At the height of concern over the two-tier market there were suggestions that
legislation or regulation be devised to restore a more even gradation of investor
preference among stocks. The answer does not lie in trying to force investors
to stop behaving like investors, If we retain our belief in the ability of markets
to allocate resources, it should be evident that the correction has to be more funda-
mental. What is required most essentially i that investors become convinced that
the economy is enterinﬁ a period of sustainable growth with a lower rate of
inflation thah we have had over the past six or seven years.

That kind of setting will pull tiers much closer together. Although a brighter
sky makes all parts of the landscape look better, the best of the companies
that have been in the lower tier are likely to show proportionately greater price
gains than the upper-tier favorites in a generally improved economic climate.

Right now some investors—and we are among them—are appraising oppor-
tunities among companies currently out of favor but likely to find a better environ-
ment in the years ahead. Actually, we have always invested over a much broader
range of companies than the current mythology about institutions would suggest.
Data we published earlier this year show that at the end of 1972 we had holdings
with market value of $1 million or more in each of 569 different stocks,

Our largest holdings, not surprisingly, were ih the stocks of large companies.
But it may be interesting to note that, of our 50 largest holdings at the end of 1972,
only 20 were stocks that had been among our 50 largest holdings five years earlier.
It also should not be surprising that our mafor holdings included a number of
stocks that ranked high on lists published by other institutions, This doesn’t mean,
as is frequently inferred, that we or the other institutions aren’t investing in
anything else,

INVESTING $1.8 BILLION

Last year, on behalf of pension and other employe benefit funds of which
Morgan Guaranty is trustee, our Trust and Investment Division made common
stock purchases totaling $1.8 billion, of which $1 billion was new money con- .
tributed into the funds or earned on invesments and $800 million was proceeds
from the sale of investments. We put the $1.8 billion into a total of 228 different
stocks., Of the 15 stocks in which we made out largest purchases, totaling $800
million, only four had been among our 22 largest holdings ($150 million or more)
at the start of 1972,

Our purchases on behalf of employe benefit funds have included stocks of a
number of relatively small companies. The amount invested in each is necessarily
modest, but in the aggregate over the two-year period 1971-72 we put $261
m}ggon into stocks of 213 companies with market capitalization of less than $100

million,

Ironjcally, if a Hmitation were put on the percentage of a company’s stock a
bank trustee may hold—and such limits have been suggested as an antidote to
the two-tier market—the effect would be to discourage investment in smaller
companies and cause a greater proportion of funds to go into stocks of the
largest companies, where there usually would be glenty of room inside the limit.
Thus the result would be the opposite of that intended.

[From the New York Times, Feb, 19, 1074]
MARKET PLACE: REGIONAL BANKS—POINT TO RESULTS
(By Robert Metz)

It never pays to suggest, as New Yorkers are wont to do, that everything 18
done better in the Big Apple than elsewhere, That’s because the “elsewheres”
write in to argue the point. )

And so it was a group of out-of-town banks after performance results for major
New York City banks were published showing how poorly the banks here had
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done in managing their commingled equity funds invested for their corporate
pension account customers.

An article detailing the New York experience went on to comment that, if the
local banks had had trouble, “it is nothing to what must have happened to the
out-of-town banks,”

Many small banks discovered the nifty-fifty were outperformers late in 1972
and ez’!,rly 1978,” the article continued. “All they got for their money was the down
move.

A number of regional banks responded. The Philadelphia National Bank
pointed out that recent studies of investment performance by both the academic
community and several performance evaluation services indicated “no correla-
tion between results and geographical location.” .

The bank added that, “in fact,” some of the best results have come from Phila-
delphia, Denver and Hartford banks.

The figures for Philadelphia National were provided to compare with those of
the New York banks on a three-year basis and they are included in the table
below—along with figures for the other Philadelphia banks, obtained from a
different source.

As Philadelphia National points out, if the five largest Philadelphia banks were
taken with the results of the nine from New York City, the Philadelphia group
would hold high positions—1, 2, 4 and 5—for 1978,

In alphabetical order, here are partial results for several banks. The banks
acknowledged, by and large, that small size was perhaps an advantage in that
they could establish meaningful positions in the stock of small companies the big
banks would have to pass by. Again, they thought it an advantage that their rela-
tively small positions in given stocks could be liquidated without undue impact on
stock market liquidity.
~ The Casco Bank and Trust Company, Portland, Me., manages close to $200

mitlion. By buying 50 per cent growth stocks, 26 per cent speculative stocks and 26
per cent bonds, the bank experienced “only a 10.7 per cent overall decline.”

The First Bank and Trust Company, Springfield, Mass,, with more than $300
million, was down 6.92 per cent in 1978,

The Marine Midland Bank-Rochester said its commingled corporate pension
fund recorded an 8.3 per cent decline (income reinvested) for the 12 months
ended Dec, 81, 1973.

The New England Merchants National Bank of Boston said that its commin-
gled pension and profit-sharing capital fund was up 25 per cent in 1971, up 22
per cent in 1972 and down 12.2 per cent for 1973, leading to a compound rate of
return of 10.2 per cent. Income was reinvested in all these figures.

The Willimantic Trust Company in Connecticut was down about 4.3 per cent
with dividends reinvested in 1978.

COMMINGLED EQUITY FUNDS FOR EMPLOYEE BENEFIT ACCOUNTS—TOTAL RATES OF
RETURN—WITH INCOME REINVESTED (YEARS ENDED DEC 31)

[in percent}
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{From the New York Times, Sept. 9, 1973]
Wiy THE MARKREY WILL REMAIN STRATIFIED
(By John R. Beckett)

The stock market, as many have observed, 18 a multitier affair. At the upper
tier are a few stocks, perhaps 50 to 75, selling at 25 to 55 times their most recent
12 months' earnings.

The lower tier contains almost all the other companies, numbering several thou-
sands, selling at 12 times, or less, down to an incredible four times their most
recent 12 months’ earnings.

Then there are a modest number of fortunate companies between these ex-
tremes, which I term the middle tier.

The reason it is a multitier market is that the only large sums of new money
coming into it are investments of pension funds which for reasons I will describe,
are invested largely in a few select companies.

These companies are the strong upper tier. Foreign investors who usually oper-
ate in the upper part of the lower tier, and in the middle tier, moved out of the
market to a considerable extent several years ago in anticipation of a dollar de-
valuation. As yet they have not returned.

The American public also is not now active in the stock market, and the mutual
funds are net sellers on balance. Thus, there is no real support for either the
middle tier or the lower tier. The lower tier especially has been drifting down-
ward.

A question may be asked: Are the tiers likely to remain so pronounced and
stratified? For example, will the upper tier move down and the lower tier move up
in relation to edach other?

_To help answer this question you might wish to study the institutional hold-
ings of New York Stock Exchange-listed companies,

You will see that each year pension funds have been investing billions of dollars
of new money in common stocks. Inasmuch as the pension fund managers are
usually responsible to a committee, often a bank trust committee, it is no wonder
that these men continue to buy the same strong, high-growth leaders in ron-
‘evelical industries that are already accepted by their committees as prudent in-
vestments. Why be venturesome? Why be bold? Why not follow the line of least
resistance and stay with the same group of companies one’s peers are buying?

Will this type of investing continue? For example, will Johnson & Johnson
continue to sell at 46 times earnings, International Business Machines at 82 times
earnings, Eastman Kodak at 35 times earnings and Baxter Laboratories at. 53
times earnings? In my judgment, looking out over a reasonable period of time, the
answer is yes—or at even higher price-earnings multiplies as the funds invest
additional new money each year in the same places,

My first conclusion, then, is that the sharply tiered stock market will be with
us for many years, and that certain noncyclical growth companies that are
leaders in their fields will sell at even higher price multiples than they do today.

And, of course, while some companies, such as the ones I have mentioned, de-
serve high multiples, I would question a few speculative high-flyers on the pension
‘buying list and would not predict higher price-earnings ratios for them.

Eventually, however, the sums of new pension money will become so large and
the disparity between the tiers so magnified that there must be a spill-over. When
that occurs, and to some extent it is beginning, pension-fund investments will be
made in the middle-tier companies and then in the lower tier.

By then the pension-fund list will have 400 to 500 active names instead of the
75 to 100 names that now dominate the scene. Thus, looking to the future, I con-
clude also that there is hope for this kind of pension-fund buying support for
mnay of us who run large organizations classified in the middle or lower tier. But,
we must be patient. o

A third conclusion is that it will be difficult in the future for mutual funds to
grow as they once did. In fact, they have been shrinking in size. One reason for
this is that, unlike the pension-fund managers, the mutual-fund manageérs did.
not immediately perceive that thie only strength for awhile would be in those
shares being bought by the pension funds.
~In other words, the mutual funds were more venturesome, feeling that they had
to prove to their shareholders their analytical expertise, which under the condi-
tione I have described was not particularly uséful.

Thus, in recent years, mutual funds have not performed as well as they might
have, and the public is discouraged about them, ‘
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Further, the bureaucrats, in their usual wisdom of doing exactly the wrong
thing with the best of intentions, took away the front-end load for contractual
sales and, thus, made it nonprofitable for a salesman to seek the small saver and
gell him on the idea of periodically investing his small savings in mutual funds,

I conclude we will see no great burst of activity in the fund business to bail out
thle stock market, and, because of redemptions, the funds could continue to be net
sellers. ’

Finally, as mentioned, the public has left the stock market for the time being.
The private investor finds it psychologically difficult to buy a stock at 30 to 56
times earnings.

Logic tells him that such a stock is high-priced. He also wonders how he can
compete with the knowledge of the portfolio managers who are current about
developments within this select group of companies.

He knows that if any one of these stocks starts down because of a change in
earnings outlook, it could move down rapidly as the portfolio managers unload.

On the other hand, the private investor is also frightened by stocks at six to
eight times earnings.

So instead of stocks, many private investors are buying tax shelters, land, gold
and even art objects as a hedge against inflation. Even the speculators have
moved from the stock market into the commodity markets.

I conclude from this that when the private investor realizes we are not going
10 have a deep recession, and when he sees that inflation is being brought under
temporary control, he will come back into the stock market, at least on a gingerly
basis.

At that time there will be a fairly strong upsurge in the lower-and middle-tier
issues, but then the market will settle back as additional inflationary problems
arise.

I expect this rally at any time, beginning with the fourth quarter of this year
svhen the prime interest rate will have peaked, While I expect a strong rally, it
will certainly not be the start of another bull market.

When foreign investors are convinced that we will not devalue again-—which
should be soon, because we wil not—they wil again invest large sums in our stock
market, which is cheap compared with their markets. I would expect these foreign
investments to be made in large companies in the lower and middle tiers, in these
issues selling at eight to 15 times earnings. This, too, should bolster the market
base,

All indications e, therefore, that the stock market is near its bottom, or that
it is there already. I expect to see an improvement by the fourth quarter, even if
the rally is not sustained.

Looking at the matter over a longer time span, and providing inflation is
controlled, aggressive investors in the months ahead could enjoy one of the
great speculative buying opportunities of all times in large, sound, lower- and
middle-tier companies.

Strange as it may sound, even when price-earnings multiples are high, because
of the likelihood of continued pension-fund buying as I have described, conserva-
tive investors should stay with high-multiple noncyclical growth companies that
are not “Johnny-come-latelys” to the scene.

These super companies should be in capital-intensive nonregulated industries
that are difflcult for competitors to enter, should have the dominant market-share
in their industries and .should have exceptionally strong balance sheets.

And if it sounds as though I am talking about companies like I.B.M. and East-
man Kodak, I am. ‘

{From the Wall Street Journal, Aug. 29, 1973]
THE BLIGHT OF THE Two-TIER MARKET
(By L. D. Robbins) -

As a trustee under wills, I have occasionally been subjected to powerful
selling efforts by bank trust departments seeking to serve as investment advisers,
Not long ago, a co-trustee and I, at the request of a beneficiary who had met
- a persuasive bank officer, acceded to a switch from one bank to another. Although

some minor changes in the common stock portfolio were recommended, there was,

{n my opinion, no significant change in the general character of the list. Both

banks, whose combined managed assets exceed $35 billion, were essentially recom-
" mending the same relatively small list of stocks, :
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I must admit that the trustees tended to narrow the bank's recommendations
still further to the stocks we had come to regard. as having more conservative
quality. We told oursélves that If we were investing for ourselves we might
do it differently, but who were we to argue with the combined judgment of the
great banks?

I did, however, feel a certain discomfort as I became increasingly aware that the
ratio of price to earnings of many of the recommended stocks was extremely
high, that dividend income as a return on investment was low and that we had
no rationally based sense of security to combat the danger of major selloffs by
one or more of the institutional investors who made the market what it is.

When we questioned the advisers, they made two basic replies: (1) How can
you quarrel with success? and (2) We have to be able to move a lot of stock
without upsetting things and there are only a limited number of situations
where this can be done, I sensed also that despite large research staffs, the bank
people felt limited in their ability to be “experts in everything.” The salesmen
or account executives for the banks were not themselves security experts, but
were required to defend the underlying investment program of the bank.

Recently there has been much written about the two-tier market: some stocks
favored by the large institutional investors and often showing a high price-to-
earnings ratio and a much larger number of issues not favored and showing
a low price-to-earnings ratio. Typical of the current literature was the article in
the July issue of Fortune by Carol J. Loomis, which presented persuasive evidence
that a bear market for most stocks not favored by the institutions has existed
for five years.

Officers of companies in the second grouping are often thoroughly depressed.
By dint of mighty effort they increase profits, only to see the market value or
P-B of their stock plummet, They want to expand and grow but the value of
what they have to offer is downgraded. They turn to brokers, investment bankers,
economigts and market experts and commentators. What do they hear? Only
that these things go in cycles, that the fnvestor always returns to the market
and will this time too. Or that some big institutional investor will have to get
a black eye before any significant change occurs. At any rate, they are told, given
the power of the big institutional investors who have to put out the money and
the counter-pulls which dissuade the retail investor, nothing is likely to help
until the major portfolios begin to change.

NO S8IMPLE EXPLANATION

There 18 probably no single, simple explanation of the phenomenon of the two-
tier market, but those companies which don’t benefit from it and those portfolio
managers who are uneasy about their fiduclary responsibilities should be even
more deeply concerned than they seem to be so far.

Tlée ms;tter has been considered from many angles and certain hypotheses can
be offered :

1. The two-tier market i3 an expression and effect of the monopoly of money
management. Given the early investor experience with such wonders as IBM,
it was inevitable that those with large sums to invest would be similarly at-
tracted. The concentration of funds then begins to have a circular effect, each
investment act tending to encourage another and each supporting all others. The
reverse occurs with those securities which are not favored. This condition, conta-
glouz throughout the money management fleld, has the quality of a self-fulfilling
prophecy.

2. The effect of the two-tier market 18 to confuse the individual or retail inves-
tor and cause him to lose confidence in the market., If earnings are not reflected in
the price and the price is not reflected in earnings, where can the investor turn?
And why should he put his money in the stock market?

8. If a few institutions controlling vast sums have the power to profoundly
affect the market, the purpose and value of the free market is lost, or rather
there is not really a free market upon which buyers and sellers can depend, nor
one from which a company in offering its shares can expect reasonably equal and
rationsl treatment or response.

4. The most pessimistic hypothesis of all 18 that the two-tier market reflects &
loss of confidence in the American economy and in the general outlook. There is
a strong suggestion that we are experiencing a collapse of values: political,
moral and economic, The business and investment communities have been shocked
at the stunning pace at which other national economies are rising and the con-
sequent need for dollar devaluations, two of them in a short time. If investment
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is o form of discounting the future and the future looks insecure, it is reasonable
for all investors, wholesale and retail, to seek tlie companies which on the basis
of past performance seem to have the most secure future.

5. Institutional investing is all that is left because the individual investor has
tended to lose confidence in Wall Street. The back office messes, thefls of securd-
ties, the capital shortage crunches all hurt, After 40 years of “full disclosure,”
self regulation and diseipline and the SIEC, the investor still experiences a too-
frequent disaster in the very lssues which have been touted in the Street and
}tlos‘t: widely publicized for their success, Consider LTV, Bquity Funding, Litton,

evitz.

It has been consistent national policy that the concentration of economic power
tending toward monopoly is per se wrong. This is, as the Congress and courts
have held, because it 13 alleged to restrain trade and discourage enterprise and
opportunity. A case could be made that when financial power is concentrated, the
effect on the American enterprise system is compounded by channeling invest-
ments before the conventional defenses against market control and other forms
of monopoly can come into play. The institutionalized two-tier market was not
recognized at the time of the Temporary National Economic Committee studies -
soveral decades ago. Is it time for an in-depth analysis of this new phenomenon
by a well qualified public body ?

On an immediate, practical level the two-tier market has handicapped many
companies with good operating records and fundamental values on their books.
Executives of these non-favored companies believe the inoney managers have
lost their perspective and have adopted dubious new standards of value which
have influenced all buyers. As a result there are many real bargains available
but no takers except for some foreign investors who are entering the market with
cheaper dollars.

There may be other reasons for a weak market. Perhaps our values are dis-
torted by the generally higher multiples which existed in the mid-80s. What is
a reasonable multiple for a well-run company in today’'s market? Ys there a
sure-fire rule of thumb? .

In the face of today’s competing tax-free municipal bonds returning close to 6%
and corporate bonds paying more than 8%%, it would seem to take a P-H
ratio as low as 7 to 10 to make common stocks a good investment compared to
bonds and other money market issues. Then what about the soundness of
Polaroid at 80; McDonald’s, 37; Disney, 53; Johnson & Johnson, 50; Hewlett.
Packard, 45; Xerox, 43; Coca Cola, 42; American Hospital Supply, 40; or
American Home Products, 37?

These are fine companies, but is Avon at a P-E of 50 two and a half times as
good as Revlon? And is Avon, a marketer of what are equivalent to intangibles
uix times as secure and desirable for investment as General Motors, the epitome
of tanglibles? Is an investment in Polaroid more than twice as good as an invest-
ment in the photographic market leader, Eastman Kodak? Or is the value of a
dollar earned by Polaroid 20 times as great as the same dollar earned by Ford?
Why ? Prove it as a future prospect?

TIE LESSON OF HISTORY

Unless the two-tier market reflects a permanent lack of confidence in the fu-
ture of most American enterprise, history tells us there will be a change. And
when it happens, a lot of people and pension funds could take a bath. Reverse
leverage can be a terrible thing. Contemplate the insecurity of a pension fund
with large holdings in some of these super-high multiple stocks. If these invest-
ments returned to even a high—but within reason—multiple, the fund, to remain
sound, would have to reach back for a lot of new money.

Since, based on history, the two-tier market seems to be an aberration, it is
likely that it will pass. How?

By legislation attempting to control the money managers? A slow process.

By improving the dividend payouts of the low P-B ratio companies? Though
dttitudes have changed with the reduction in maximum income tax rates and
higher capital gains rates, there is still insufficient hard evidence that higher
dividends will attract investors.

By reason of mounting fears among the money managers that they are mutually
trapped by their common strategy and that they and their clients could be the
vietims of a sudden collapse of values?

This 1ast would seem to be the most likely development. The thoughtful man-
agers must right now be considering how—and how fast—they can avoid it.

-~
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How can they get off the hook? How can they make significant changes in
their portfolios without causing too muckh damage? It seems likely that it
will be fmpossible for them to avold some severe losses, But they still must make
the changes.

Some students of the stock market feel that any pressure on the high multiple
market leaders will cause the entire market to sell off. Short term, this probably
will happen. But the next effect will probably be that. as the high multiple
stocks are sold, investment funds will be selectively channeled into worthy stocks
that have been neglected. As different stocks become the beneficiaries of the
enormous purchasing power of the institutions, they will rise in price. There
will still be substantial differences in market evaluation of stocks, but there
will not be a two-tler market as we have known it,

The final effect, given a satisfactory general business and political atmosphere
unrelated to the practices of the money managers, is that the imesting public
will be encourged to come back to the market.

[From the New York Times, July 381, 1973]
MARKET PLACE: STOCK DUMPING By INSTITUTIONS
(By Robert Metz)

If an investor buys stock in a company only to see that stock fall dramatically
a day later when an institution dumps a major position, he can hardly be blamed
if his confidence in the underlying structure of the stock market sinks.

Yet this kind of thing has been happening to investors on a fairly regular
basis for several years now, and the effect has been to temper enthusiasm
for a market that no longer can be depended upon to provide orderly, gradual
price changes.

There are people in Wall Street who argue that, when a mutual fund dumps
tens of thousands of shares and knocks the price substantially lower, it reflects
a decision taken collectively on behalf of thousands of shareholders—tlie once-
removed shareholders of the fund.

But Paul Kolton, chairman of the American Stock Exchange, has become
increasingly outspoken in his criticism of institutional dumping, He made the
cage strongly last week before the subcommittee on financial markets of the
Senate Finance Committee.

“There is now widespread agreement that there should be periodic disclosure
by [all financial] institutions of information relating to their-activities and
holdings in the markets, similar to disclosures now required by the S.E.C. of
mutual funds,” he testified,

He endorsed in principle a measure, introduced last week In the Senate, that
would provide such disclosure. He had not had a chance at the time, he testi-
fied, to study the bill. He said he thought such a measure would have a “salutory
effect on the patterns of institutional activity in the market.

“Beyond the question of disclosure, we think it timely to develop clear guide-
lini%s concerning the methods and patterns of institutional trading,” Mr. Kolton
said.

This suggestion is based on our view that the demands that institutions make
gnftlllfc‘e"markets are often greater than the markets are reasonably designed

o fulfill,

“This suggestion is based on our view that the demands that institutions make
(tml ﬂtll;e markets are often greater than the markets are reasonably designed to

ulfill,

“For example, where an institutional investor has acquired a large position in
a stock over an extended period of time, it may be unreasonable to expect the
markets to absorb that position within a few hours—or minutes.

“One effect of such sudden dumping of positions is to change drastically
the market price of a security, even though no fundamental corporate events
have occurred which would alter the security’s inherent value.”

He said that, when price fluctuations of this kind occurred only because of
a decision by an investment manager to liquidate a position, public confidence
could be expected to suffer.

“Over the years, one of the hallmarks of the United States exchanges has
been the orderliness and gmdualness with which price changes normally oc-
cur,” Mr, Kolton said. .
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“This has done a great deal to ingpire public confidence and participation.
And the stockholders today who sees a large percentage of the paper value
of his holdings disappear during one trading session is likely to be wary of those-
markets and of the market mechanism itself.”

Mr. Kolton then suggested something other commentators have been urging—
lifnitxng an institution’s sales over a given period of time.

“For example,” Mr. Kolton said, “perhaps an institution’s volume should be
limited to a glven percentage of average weekly volume on the exchange during
the previous few weeks,

“This is a technique the Amex has used over the years in connection with so-
called shelf distributions. In this procedure, selling stockholders and com-
panies undertake to sell securities in an orderly manner, generally over a period
of tine, and the results have been markedly satisfactory.” .

Mr, Kolton did not say so, but it has seemed to many observers that stock
prices have gotten out of line on occasions in which the institutional investors.
have acted in what might be termed “inadvertent conspiracy.” A stock like
Levitz Furniture becomes popular and no one wants to sell, thus tipping the
applecart, until it is demonstrated emphatically that the price has gotten out of
line by any reasonable standard. )

" This tacit understanding—if indeed it does exist—leads to further and further
accumulation until someone panics ang sells out.

If an institutional investor’s selling instinets were affected by artificial volume:
limits like those Mr. Kolton is suggesting, then the temptation to ride a stock
into the upper atmosphere might well be tempered.

HEARD ON THE STREET
(By Charles J. Blia)

The stock market’s two-tier system—the boon of bank trust departments and'
the bane of most of the rest of Wall Street-—hasn’t exactly collapsed, but
technical analysists are starting to think it may be in the process of becoming
maybe just 114 tiers.

It's still early to say for sure, but the market’s gyrations during the past three-
months have emitted clues of changes. Techniclans assessing those clues.
belleve that institutional fascination with 40 or 50 quality growth stocks.
that comprised the top tler is growing relatively less pronounced, if not want-
ing, and that money is beginning to flow into some of the once-shunned stocks
having low price-earnings multiples.

“Some of our broader indexes held above their earlier summer lows last

- week-while the Dow Jones industrial average and the Standard & Poor's com-

posite index dropped to new lows,” says Stephen C. Leuthold, of Piper, Jaffray

- & Hopwood Inc. ‘““The market is broadening out.” :

Contrary to sxpectations of some analysts, high-powered growth stocks
favored by banks and other institutional investors haven't cracked and collapsed
as a group, although a few individual issues have tumbled.

But many have weakened, along with the rest of the market, and have been
outsteipped in their recovery ability by such prosaic stocks as papers, aluminums
and machinery.

“You're beginning to see a big rotation of interest into cyclical secondary
stoeks;”-says John D, Greely, analyst at McQuade Curd Sullivan Inc. Mr.
Greeley, who has done extensive studies of the divergence between high-multiple
growth stocks and the rest of the market sees in this development a greater:
willingness of institutional managers to put new-money inflows into cyelicals
with large capitalizations,

“The leading averages haven't been representative for a while,” comments
Mr. Greeley. “There’s growing recognition that the average stock made its low
more than two months ago and that growth stocks aren’t completely immune
to an economic downturn, Money managers aren't dumping growth stocks but
they're apprehensive enough about having to pay up for high multiples that
they're directing thelr inflow of new money into stocks with a strong outlook
and lower P-Es.”

Another_analyst says some of the redirected investment decisions may have

. poliey overtones as well as an investment rationale. “Y know of several large

trust deopartments in banks which have gotten the word from uppexj-levet*
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management to stop fooling around with high P-E stovss and start buying
‘value’ stocks,” he says. Large banks, he suggests, are concerned that the
market's two-tier structure might lead to efforts in Washington to regulate
institutional trading. Banks also have been hearing protests on this score from
some of their corporate customers whose low-multiple stocks have been long
depressed, he adds.

For whatever reason—and the signs are still tentative—technical analysts

believe the market's character has changed this year, particularly in the past
several months. Interest in secondary-type stocks, demonstrated most dramatic-

“ally during a sharp market rally in July, has persisted although leading aver-

ages have since dropped to new lows. The Dow Jones industiial average set
its year-to-date low of 851.90 on Aug. 22. It closed yesterday at 883.48.

A review of several indicators by Ralph J. Acampora, Jr., technical andlyst
at Harris, Upham & Co., indicates that in the past month a broad measure of
stocks held onto more of the summer-rally gaing between June 25 and July 27
glngn did either the popular averages or Harris, Upham’s glamour-growth stocks

ndex,

Between Jan, 1 and last Tuesday’s close, most stocks were still worse off
than the averages. In that period, the Dow Jones industrial average fell 15.5%,
Harris Upham’s glamour-growth indext was down 20.7% and the Value Line
index of 1,400 stocks was down 27.19.

But a look at what happened after June 25 indicates the broadest of these—
the Value Line index—did better in both the July rally and the subsequent
decline to the Aug. 22 lows. On that roller-coaster ride, the Dow Jones average
rose 7.8% and then dropped 9.19, and the glamours went up 7.2% and then
fell 6.8%, but the 1,400-stock index climed 11.39%, and then declined only 8.6%.

Mr. Acampora believes the market’s apparent change of tempo has been pre-
ceded by a major period of “distribution” by lrage holders of some of the most
broadly held growth stocks, Distribution is the technician’s way of describing
steady and increasingly persistent selling of stocks near a top in their price
trends. “In a distribution phase, sellers ar moving their stocks out during rallies,”
says Mr, Acampora, “and they become more aggressive as they go along.”

Mr. Acampora interprets his charts of price movements as indicating that
major distribution has been going on for some time in the more widely held
big-investor favorites, particularly Brxon, Du Pont, McDonald’s, IBM, Standard
Oil (Calit.), Standard Oil (Indiana) and Xerox. He considers recent rebound
moves by some of these stocks “strictly technical,” Here's how he sees each of
them on a technical chart basis:

Exxon: Major selling between 103 and 95 indicates 1t could drop to the mid-
70s. It closed yesterday at 8934. Du Pont: Vulnerable to the 135 area. It closed
vesterday at 160. M¢Donald’s: If near-term support at §3-55 is broken, a drop
to the mid-80s could ocecur. It closed at 663§ yesterday. IBM: Renewed selling
g&ig summer rally enhanced prospects of a 250-260 target. It closed yesterday at

4.

California Standard: Intermediate to long term, a drop to the 50s is possible. It
closed yesterday at 6814. Indiana Standard: Having broken out below an eight-
month range between 81 and 91 recently, downside target is the low- to
mid-80s. It closed yesterday at 8114, Xerox: The 140-148 level is critical, and
a drop below 140 could signal a potential decline to the 110-120 area. The
stock closed yesterday at 16534.

{From the New York Times, Sept. 5, 1973]
MARKET PLACE: P-E RATI0O8 POSE PARADOX
(By Robert Metz)

Here is a stock-market paradox.

Company A earned substantially more money than Company B during the five-
vear period ended in 1972,

Would not one think that the stock of Company A would sell at a significantly
higher price-earnings ratlo than that of Company B?

Actually, the answer to that question is no. For in chalking up its record,
Company A did exceptionally well in the first year of those five years; dropped
the ball in the second year and, despite year-to-year gains thereafter, didn't

~ manage to surpass the first year's earnings until the fifth year.
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Company B, for its part, tacked gain upon gain, having started from a sub-
stantially lower base in 1968, The actual figures on earnings per share follow:

Year Company A Company 8
968, . .00 1,24
i 9 eesmamemeesdeeeedesmsraetsssesteriaarer nsanabiestanaannana 3%7{ s”%
1371 SRR He 1.89
972 . 214 2.16
Total share earnings (5 years)........ tedrureassssmssscvsrsrsena - 9.69 8.48
T A OO . 800 538

‘Now the average investor might want to give Company B higher marks be-

-eause it has shown an ability for a five-year period to tack one substantial earn-

ings gain on another,
8tiil, Company A has shown that after a setback it had enough resiliency to
recover, keep its dividend rolling and even surpass the five-year record of Com-

‘pany B,

Let's say you are an investment manager for a mutual fund, bank pension
fund or some other major organization that invests huge sums of the public's
money.

Would you place a substantial premium on Company B, according it, say, twice
the price-earnings multiple of Company A? Well, perhaps that's a bit much,
After all, the dividend has been better for the owner of Company A.

A look at the market itself shows just how the two companies are valued.

‘As recently as Aug. 28, Company A was selling at a price-earnings ratio of 6

and Company B at §0.

The companies : Amerace and Avon Products.

This example offered by V. T. Norton, chairman of the board of the Amerace
Corporation, is dramatic evidence of the absurdity of the current two-tier mar-
ket-—even though Mr, Norton is an interested party. .

Mr. Norton i8 philosophic about the situation—to a degree. But in his capacity
as a co-trustee with a large institution, is rankled by the “usual recommenda-
tions” from the institution: “ . . [We recommend the following stocks], which
have superior growth in both earnings and dividends which entitles themn to the
high multiples they enjoy.”

In response to that epecific recommendation, he replied :

“T do not agree with you, A substantfal portion of these high multiples is
caused by what has been labeled an ‘Inadvertent conspiracy’ created when the
institutions get on and ride. Having taken major positions for themselves or thelr
clients, thelr continued recommendations or purchases of these stocks may well
be in fact a conflict of interest. :

“Where there is adequate recognition of how pension trust money is siphoned
from deserving corporations into trust departments which then invest the money
disproportionately in the ‘favored fifty’ stocks, regulations may follow, Capital-
needed corporations that created this money should not be deprived of its in-
vestment benefits,”

Mr. Norton added that no one would “quarrel” with the premise that good con-
tinuous earnings should be attractive to investors. “Some companies,” he said,
“should enjoy higher price-earnings multiples than others. However, this does
not justify the stratospheric multiples in the stocks that are the darlings of the
money meanagers.”

[From the New York Times, Sept. 6, 1978]
MARKET PrLACE: PubLio CaritAL Harp To Finp
(By Robert Metz)

Hundreds of promising corporations that need money to survive have learned
that banks are not the only source of capital that is priced out of reach.
The public, traditional source of growth capital, has also become too selective

‘to make funds available at reasonable cost. The public i4 undoubtedly influenced

by the current stock market, which values most stocks at bargain levels and still
finds no ready takers, ‘
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. Whatever the reason, the potential cost of money from this source is so high
as to make it, in effect, unavailable to scores of corporations impoitant to the
nation’s future. ' ' o o

~ AS an indication of the scope of the problems, common shares offered the in.
vesting public in the first half of 1973 totaled $1.2 billion, compared with $4.8-
billion in the first half of 1972; with the bulk in both cases representing secondary
financings by major corporations. -

More clearly indicating the degree to which the market has dried up for young
corporations is the fact that there were only 18 initial fpublic offerings, in which
$5-miltion or more were sought, in the first six months of this year, compared with
149 in the comparnble 1972 period. . .

The time of stress, while worsening, goes back some time,

Item: In 1971, the International Hydronics Corporation of Princeton, N.J.,
was unable to find financing for a highly sophisticated plant in the Chicago area
with potential to treat 78 million gallons of concentrated chemical wastes a year
and thus reduce environmental pollution, ‘

Both the company president and the underwriter pounded the streets of Chi.
cago in a futile effort to sell shares in the then-raging bear market. Finally, a
socially conscious bank bought a substantial part of the issue and this broke the
roadblock, But proceeds of a bit less than $1.3-million-failed to cover building
<costs in a period of rampant inflation.

While more financing would have been readily available in a period of normal
capital markets, the corporation had to resort to bank loans that could only be

secured through collateral pledged by two well-connected directors,

Without the high-cost loans, the plant would never have been completed at a

.time when pollution control is high on the list of national priorities,

Today, things would be worse still. Peter A. (Tony) Russ, vice president for
corporate financing at Thomson & McKinnon Auchincloss, Inc., estimates that a
small corporation such as International Hydrants would have to pay well over the
93 per cent prime rate to borrow from the banks and have to leave more money
on deposit—the so-called compensating balance, - ‘

The brokerage firm official- gave this example of these costs in comparison
wvith thoge on the public capital market for a small growing corporation.

If the corporation wanted to make a $2-million capital improvement, it might
borrow $1,7-million of that sum from a bank, ’ -

The corporation would probably have to pay a raw rate of 11 per cent. A 20
per cent compensating balance would raise the total cost of the money to 1384
per cent, a year. That the brokerage official pointed out, would call for a “very
substantial rate of return on the installation just to break-even.”

Such costs, needless to say, increase the risk to all shareholders since a cutback

‘in orders or production delay could cripple, even kill, the struggling company.

Now the public market. Assume that the company was doing well, and was in
4 reasonably attractive field while the stock market was in a more bullish phase,
Its shares could sell at, say, 15 times earnings, If the capital were raised through
the public market under those conditions, the relative cost of the $1.7-million

“would probably be from 6 to 8 per cent, even allowing for the stock dilution,

But in today's capital market, the company would be more likely to hear a price-
earnings ratio of 6—or even less, making the cost of money by way of the public
route excessive—if it were available at all. ’

Mr. Russ spoke of an apparel company that would ordinarily command the
industry’s traditional price-earnings ratio of 7-10 and that recently withdrew a
planned public offering in disgust.

The company related its financing prospects to an established apparel company
whose price-earnings ratio dropped to dbout 214 times, based on a projection of
current fiscal earnings, The second company had earned $1.12 a share two years
ago, $2.81 last year and was expected to earn $4.50 to $5 a share in the current
fiscal year, It 18 now selling at 18, .

Curiously, there are pockets of interest even in these market doldrums. The
worldwide grain shortage which has led President Nixon to put back into produc-

" tion the nearly 60 million acres fariners have been paid not to farm (Soil Bank)

has brought renewed interest in related flelds, A new issue of a hybrid-corn pro-
ducer is expected to be a popular one. ’

It will be a rare item if it {8 and will siniply dramatize the extraordinary imd
on the other.

~ harmful effects of a market that is selective on the one hand and blinded to value
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[From the New York Times, Sept. 12, 1073}
MARKET PLACE: INVESTMENT ROLE OF INSTITUTIONS
(By Vartanig. G, Vartan)

United States Senators are becoming big drawing cards for luncheon meetings
of the New York Soclety of Security Analysts, a group that usually listens to cor-
porate executives and stock-market observers.

Next Monday, the soclety will play host at its 15 Willlam Street meeting place
to Senator Lloyd Bentsen Jr., the Texas Democrat,

It is expected that the Senator will shed some light on the role of institutional
.investors, which have.become the big guns of the stock market in recent years.

Senator Bentsen is chairman of the Senate Subcommittee on Financial Markets,
which held public hearings in Washington this summer while examining the im-
-pact of institutional investors on the securities scene,

Senator Bentsen’s remarks will be of prime interest to the soclety, & spokesman
sald, inasmuch as one-half of its 5,000 members belong to financial institutions,
such a8 banks, insurance companies and mutual funds.

The institutions often deal in large blocks of stock and this form of trading can

cause volatile swings in the price of individual issues. It is understandable, there-
fore, that this practice helps to disillusion many small investors—often to the
point where they elect to stay out of the stock market,
. Thomas Hart Wilkins, who manages investment research for the Royal-Globe
‘Insurance Companies, is the man who has arranged for Senator Bentsen’s
appearance. Mr. Wilkins even has drafted some possible questions that mem-
bers of the audience may put to the Texan after lunch—and the prepared
address—is over,

Among those questions are the following :

Does the Senator favor disclosure of stock-portfolio holdings by institutions?

Does he favor lowering the capital gains tax in order to increase the incentive
of holders to sell stocks with large capital gains and then allocate the money
to new ventures?

Should institutions be prevented from “dumping"” large blocks of stocks sud-
denly on the market and thereby create an immediate impact on prices?

These are meaty questions and the analysis undoubtedly will come up with
other queries, since that is part of their stock in trade.

_On the matter of the capital gains tax, however, it should be noted that many
institutional investors are—unlike the individual investor-—exempt from such
tax liability.

The biggest Senatorial drawing card at these analyst luncheons was Senator

’ Genrge; McGovern Aug 29 of lnst year during the heat of the Presidential
campaign,

In his appearance, Senator McGovern outlined a new program of tax reforms
and moderated his approach to welfare reform. He also implored the nation’s
investors to accept both out of economic self-interest and in a spirit of “social
responsibility.”

Senator McGovern, of course, caused termors in the stock market during the
1972kc?t,§maign, to the point where falling prices were described as “a McGovern
market.

“It was shoulder to shoulder with MeGovern,” remarked Mr, Wilkins yesterday
as he described the crowd jamming into fhe second-floor meetingplace.

The turnout was s6 dominated by reporters, politicians, political followers
and television crews, in fact, that ‘the analysts were a minority group. Box
lunches were gerved in place of the standard set meals.

“Senator McGovern's speech was Interrupted at least 19 times by applause,”
one reporter wrote, “but the clapping rarely spread beyond a small group that
appeared to include some of his staff.”

END OF TRADITION

A small tradition has fallen by the wayside at Merrill Lynch, Pierce, Fenneér &
Smith, Inc. In the past, whenever a customer reinvested $500 or more that had
been kept in his Merrill Lynch account as a cash balance, the world’s biggest
brolkerage firm eredited the account with 1 per cent a year on the relnvested

cash

“We are eliminating this payment on any hew cash balances created after the
end of August," Merrill Lynch has informed its customers,



R

88

The reason? “Our customers are finding more productive ways to put their
excess funds to work,” responds the firm.
Much of the idle cash i going into Treasury bills and fixed-income securities—

“or stralght into bank accounts.

HEARD ON THE STREET
(By Charles J. Blia)

Managing billions of dollars in corporate pension funds may have become
the most glamorous game in town in recent years, judging from the aura of
power that surrounds the bigger Wall Street institutions, Behind the mystique,
however, many pension fund managers have as much trouble coping with a long

. market decline as anyone else.

One of the biggest names in the business is Morgan Guaranty Trust Co, At the
start of 1973, its trust department was managing $27.4 billion of investments,

- with about 650 corporate employe-benefit plans accounting for $16.5 biliion of the

total.

Aside from lsting its largest holdings in each of the past two years, Morgan
Guaranty hasn't made known its investment results until now, except to trust
department clients, maintaining thatthere isn’t any such thingas a representative
account and that any figures it disclosed might be misleading,

The disclosure logjam is easing, at least in part. The bank has made available
annual statements on its “pooled” funds, separate entities run much like mutual
funds. It uses these commingled funds in managing part of most clients’ pension
money, investing a portion of each account in the pooled funds on a unit-value
basis, similar to the net asset value per-share method used by mutual funds,

The bank has eight of these funds. Together, they have assets of $3.2 billion.
Five are invested in bonds, rural estate, mortgages and money-market instru-
ments, More closely followed by Wall Street, if only on the rumor route, are
three diversified stock funds of varying aggressiveness.

The scorecard is in for the three stock funds for their fiscal year ended last
Sept. 80. By way of comparison, in those 12 months the Dow Jones industrial
average was off 0.6%, Standard & Poor’s 500-stock index was off 1.99% and the
New York Stock Exchange composite index was off 8.4%. Here's how Morgan
Guaranty’s big pooled stock funds did ¢ ‘

The Special Situations fund, which had assets of $918 million on Sept. 30, 1972,
and of $971 million at year-end 1972, ended last Sept, 30 with assets of $748 mil-
lion. An aggressive fund geared to investment in less seasoned, “emerging” com-
panies, it realized gains of $62 million but had unrealized losses of $221 million.
On a unit-value basis, investorg lost 189 before dividends,

The Intermediate fund, invested in medium-sized companies, boosted its assets
from $570 million on Sept. 80, 1972, to $625 million in the next 12 months but,
because of a large inflow of new money and more units, it fell 119 on a unit-value
basis. The fund took in $120 million of new money from investor-clients but had
realized losses of $31 million and unrealized losses of $34 million.

The Common Stock fund, oriented toward quality growth stocks and estab-
lished companies, did relatively better than the other two, dropping about 2%
in unit value. Assets rose to $5613 million from $444 million, Realized losses were
minimal but unrealized losses ran to $11 million.

Samuel R. Callaway, executive vice president of Morgan Guaranty, says calen-
dar 1973 results aren’t in yet but that he expects the pooled funds did worse than
the averages for the full year particularly the more volatile special situations
and intermediate funds, just as they tend to swing further on the upside in rising
market periods, The popular averages were down 17% to 19% in calendar 1973.

The Speclal Situations fund did somewhat more selling than buying of stocks
in lx.itzsileal 1973, disposing of $202 million. worth while adding back $194 million
worth,

Eliminated were 208,200 shares of Loew’s Corp., 200,012 shares of Reveo D.S,,
479,200 shares of Rite-Ald Corp., 1,066,400 shares of Levitz and 674,358 of MGIC
Investment, The fund realized a profit of $16 million on its Levitz sale, indicat-
ing it got out at about $25 a shate; yesterday, the stock close at 87,

Although MGIC was disposed of on the fund’s books at a profit of nearly $44
militon, Mr, Callaway says it wasn't an open-market sale. “When companies get
too big for the fund, we disperse the shares inito the pension accounts directly,”
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ho explains, “That’s what we did with MGIC.” Some of the stock, in fact, showed

up as a purchase by the Common Stock fund, which boosted its holdings of MGIO
to 168,670 shares.

"~ Other stocks sold by the Special Situations fund included Tiffany, Tropicana, -

~ Minnetonka Labs, Dreyfus Corp. and Capital Citles Broadeasting, The fun
took losses of nearly $6 million in heavy selling of once-favored moblle home

and building stocks. Nearly $22 million worth were eliminated, including 465,000

shares of Champion Home Bullders,

Among the largest purchases by the Spectal Situation fund were Marriott (the
fund held 872,373 shares on Sept. 30), Ponderosa, Lowe's Cos., Molex, Hartz
Mountain, Damon and Colonial Penn Group, and Associated Coca Cola, New-
comers to the portfolio included Almaden, Northrup-King, Pioneer Hi-Bred,
Mary Kay Cosmetics, Gilbert Associates, and John H. Harland Co.
- Some of the fund’s unrealized losses stem from unregistered “investment let-

ter” stock. There were 24 such issues in the portfolio, valued at about half their
$53 million cost. Among them: $4.2 million of National Student Marketing car-
ried on the books as being worth $170,000.

One of the biggest losses realized by the Intermediate fund’s portfollo sales
was $6.9 million on 330,733 shares of Penn Life. The fund also is carrying as
worthless 875,000 shares of Equity Funding Corp., which cost $16 miliion.

{From the New York Times, Jan. 15, 1874]
MARKET PLACE: INFLATION MAKES TAx BITE BIGaER
(By Robert Metz)

If the h;]divldual is turning away from the stock market, it is not hard to find
reasons why.

In the first place the market has been unrewarding to all but the most astute

{nvestors since 1969, when a sustained bear market began that continues today.
-~ For individuals with strong stomachs there was always the short side of the
market. But one had to be nimble, indeed, to make money buying stock in one
of the few sustained rallies since 1969,

Even long-term investors are stymied if they have profits and wish to realize
them, For capital gains taxes are going to have a constderable impact in this era
of substantial inflation.

Charles W. Cole, president emeritus of Amherst College, gives this example
of what has been happening.

In .an effort to make his point fairly, Mr. Cole has assumed a relatively low
rate of inflation—certainly a much lower rate than we see today.

Assume then that the rate of inflation hag been 8 per cent a year since an
individual bought stock for $72,000 on June 80, 1855, Assume further that the
investor has done well enough to increase the value of his portfolio by two-thirds
at the end of 1978. . )

His securities would be worth close to $125,000. As Mr. Cole points out, he
would have a sum equal in purchasing power to his original investment.

Nevertheles, he would have to pay capital gains taxes presently ranging up to
about 25 per cent of his gain of $53,000.

Tven worse off is the Investor who made the same investment on June 80, 1955,
and sold for $100,000 at the end of the month,

In terms of purchasing power he has actually lost $26,000, and yet he will be
required to pay capital “gains” taxes on $28,000. .

sing a more recent example and assuming an inflation rate of 8 per cent, a
$10,000 purchase on June 30, 1965, would have to be sold for $12,500 at the end
of last year to bring equal purchasing power. But even if the investor sells his
shares at $11,000 for a purchasing power loss of $1,500 he owes capital “gains”
taxes on $1,000.

States Mr, Cole:

“In countries such as Chile or Brazil where inflation has been perennial, people
are well aware that a tax on capital gains is frequently a tax on actual losses.

“1¢ we continue to have even moderate inflation, this realization will gradually
come home to us. And with it may come the thought that since inflation is to a
large degree the result of the pollcies of the Federal Government, taxes should
be designed to be reasonably fair to those affected by those policies.
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AVERAGES AND PRICES

In speaking of the stock market in terms of averages it is easy to forget that
the market 18 made up of stocks. Thus, while the Dow-Jones industrials were at
roughly the same level on Dec. 81, 1970, and Dec. 81, 1978, the average was
brought to those levels through an entirely different combination of prices last
month, Here are the Dow-Jones industrials and the prices for the stocks in the
average—with 1970 prices adjusted as necessary to account for stock splits.

DOW JONES INDUSTRIAL AVERAGE

1970: 1973: | - 1970: 1973:
Dec. 31 closing average 838.95 850.88 |- Dec. 31 closing average 838.95 850.86
Allled ChBM.covecaveenennnnan $24 49 | INtNiekle.eonnenenemenneninnn 45 35
Alum Co Am.. 57% 7234 | Int Paper..... 35 52%
Amer Brands. 45 3214 § Johns Mansv.. 40; 16;
A 39 2634 | Owens lllinols. 57 307
48 5014 | Procter & Gam. 58 92
21 26 0ar8. ... ... 76, 37
2% 33" | std 0fi Cal 127 3
2 : 1586 | Xon_.... 7 1y
133%. 159 wift.. ... 30 24
Sastman Yad ‘121 1%6 Union Carb. 33%7 g;
nera| . () | Texaco......
General Foods 1433 2 ﬁn tegc? Airct ga‘f 23(6
General Motor! . & 4615 | US. Steel.... 2 37
Goodyear.... 2186 - 154 | Westinghous: 1 33! 25
IntHarv. .o eeeeeeemeeae 2] 258 | Woolworth. ...ooooeeeeneeo. oo 3% 18%4

1 AdJusted for splits.

[From the New York Times, Jan. 17, 1974]
MARKET PLACE: A LosiNG YEAR AT BANK FUNDS
(By- Robert Metz)

Those closely guarded figures telling how well the major New York City banks
have done with their commingled corporate pension accounts have surfaced, dis-
closing stunning losses for 1978 almost all along the line.

With one exception, not a single bank managed to beat the leading market
. averages with their massive commingled common funds and not one bank beat an
average of growth funds with their more aggressive special equity accounts.

If a 1088 can be termed a good result, then the Bank of New York takes the prize
_for a setback of just 11.2 percent of its common stock fund. This compared with a
drop of 18.8 in the Dow-Jones industrial average and a drop of 14.8 percent for
the Standard & Poor’s index of 500 industrials. Both averages have been ad-
%ustl?d to allow for reinvestment of dividends as have all results for the major

anks.

The Bank of New York also did the best work in its special equity fund, down
just 25.1 percent for the year, However, an average of growth funds, weighted to
give appropriate emphasis to funds of different slze, was off just 22.2 percent,

There had been a great deal of speculation that the major New York City
banks, with their alleged emphasis on the first tier of a two-tier market—the
Avon Produets's, the Xeroxes, the 1.B.M.s and Eastman Kodaks to name a few-—
would fair poorly for the year as a result of heavy selling in the group late last
year.

Two banks in particular have been known for their preference for these
stocks—Morgan Guaranty Trust and U.S, Trust. Both did rather worse than the
rest of the banks. Morgan Guaranty's common fund was down 20.78 and its
special equity fund, down 89.46. U.S, Trust dropped 22.85 percent in its common’
fund and 42 percent in its special equity fund.

The commingled funds are by and large massive accounts with billions of dol-
lars in assets while the special equity accounts are much smaller, some with just
a few millions in assets.

One commentator, when told of the results, sald that gains of the last several
. years had probably been wiped out for the special equity funds in many cases.
The banks have used these relatively small funds to show that they can be aggres- .
slve and, until recently, to show that they can be right: as well. ”"”
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He also thought the first-tier stocks had been “bought fairly well”—that 1§ at
relatively low prices several years ago. But the current figures suggest that they
not only rode them up, they rode them back down to ground zero,

- But if the New York banks have had their troubles it 18 nothing to what must
have happened to the small out-of-town banks, Many small banks discovered the
“nifty-fifty” were “outpertormers” late in 1972 and early 1978. All they got for
their money was the down move,

_ The figures are passed around from bank to bank on a confidential basis. The
fact that United States Trust did not disclose its figures this time suggested to
some that the bank was in the lower range in performance for 1978,

A spokesman was unable to reach the officers to verify this late yesterday.

Common Special

fund pI‘fumt
Bank of New York. . ~11,2
Chemical Bank... . ~16.3
230 anhntg ....................................... reseeance tnscesasannanes ~17.94
irst National City. -18.32
FUSE. o evse e cciccussrccencacmonansaanmacaacnnosbanssacans . ~18, 41
anufacturer’s Hanover_....... en  seessess ~20.18
Organ GUAANYY. ..o oee oo ceemiieaccnacnaaceacaanns v—— -20.78
LS, Trust. ... - ~22.85
Banker's Trust. ... . NA
ow-Jones Industrials......... e ememeaecccemcesecieasecsececenssucusasabanan ~-13.6
tandard & Poors . . ~14.8
Mutual Funds. ~18.7
Growth FUNds. o cueeicaninnivcaeiancnncecceacoeas ~22,2

All figures, including those for the market averages and the mutual funds,
assume reinvestment of dividends. Reintroduction of dividends for the D.J.I.
and 8. & P."was done by Computer Directions Advisers. The same organization
provided the mutual fund averages, which are weighted in accordance with each
fund’s asset size. The larger the fund, the more weight it gets.

MERRILL LYNCH IMPACT

The importance of Merrill Lynch, Pierce, Fenner & Smith to stock exchange
liquidity was clearly evident yesterday.

When Merrill’'s computer went down preventing order transmission to the
exchange the New York Stock Exchange delayed the opening for 13 minutes,

The brokerage firm said that the computer problem was manual rather than
electronic and. involved customer orders made after the close of trading on Tues-

. day and stored on tape for execution at the opening yesterday.

The exchange said the purpose of the delay was to permit notifieation of all
member firms that the overnight Merrill orders would not be present when open-
ing prices were determined.

The explanation emphasized the critical importance of Merrill to the market,
Accounting as it did for 12 per cent of securities traded on the Big Board in 1972
and somewhat more than that, it is believed, in 1978,

Brokers sald that without Merrill there might have been substantial price
gaps, Apparently this was the feeling at the exchange. It was the first time in
exchange history that the opening was delayed because of malfunctioning of a
member firm’s computer. Donald Regan was said to have been furious at the
decision, but he could not be reached for comment yesterday.

Dr. Malca, would you proceed with your testimony ¢

STATEMENT OF DR. EDWARD MALCA, PROFESSOR OF ECONOMICS,
RICHMOND COLLEGE OF CITY UNIVERSITY OF NEW YORK

Dr. Marca. Thank you, Mr, Chairman.

I am Edward Malca, professor of economics at Richmond College
of the City University of New York. ,

Mr. Chairman, I wish to thank you for this opportunity to present
my views on this issue. I would like to summarize my statement in one
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sentence. Unfortunately, while this might be appreciated, the subject
matter doos not lond itsel to such brevity. ‘ ) :

The bill under consideration tries to come to grips with the dual

roblems of increased institutionalization of the stock market and the

iminution of the role of the individual investor in the equities market.
If this trend should continue over a longer time span, it will pose a
serious threat to our efficient and highly liquid stock market. This
committee is no doubt well aware of the ramifications of such trends,
as evidenced by the extensive hearings conducted last year on the im-
pact of the institutional investor in the stock market.

In discussing the institutional investor, one must keep in mind that
private noninsured pension funds are, by far, the largest institutional
investor in the market today. In 1972, these pension funds owned 11
percent of all stocks traded on the New York Stock Exchange, and
there is no doubt that this figure has risen to 12 percent by now. Eac]
year this group purchases more common stocks than all other institu-
tional investors combined. This concentration of financial assets is fur-
ther accentuated by the fact that 80 percent of these pension funds are
administered by bank trust departments. In fact, the 10 major banks
probably control close to 50 percent of all private pension assets.

The increasing tendency of the institutional investor to dominate
the stock market has been well documented. Among the many indi-
cations are: (@) In 1973, institutions accounted for an estimated 73
percent of the volume on the New York Stock Exchange. Just a dec-
ade earlier, these same institutions accounted for only 35 percent of
this daily volume.

() A recent New York Stock Exchange survey estimated that all
institutions, including trust departments, own 45 percent of all stocks
traded on the exchange. '

(¢) During the four quarters ending September 30, 1973, financial
institutions made net purchases of common stocks totaling in excess
of $7 billion. In fact, during the year 1972, they purchased over $10.7
billion in stocks. ’

(@) Block trading increased substantially during the last decade.
In the third quarter of 1973, there were 6,980 blocks—trades of 10,000
or moro shares—traded, comprising 167.1 million shares. The market
value of block trading for the first 9 months of 1973 was $16 billion.

(le) At the end of 1972, the top 10 bank trust departments owned the
following percentages of these companies: 30 percent of Polaroid;
almost 80 percent of Xerox; over 30 percent of Avon; and over 35 per-
cent of Walt Disney.

((lf) Private noninsured %ension assots stood at $154.3 billion at the
end of 1972. Of this total, 78.5 percent, or $113.4 billion, was in com-
mon stocks, For the first 9 months of 1973, these pensions were net
purchasers of $3.8 billion of common stocks.

In order to maintain an efficient stock market, it is necessary that
there be many Earticipants with diverse views, With a significant con-
centration of the market in the hands of relatively few institutions,
efficiency is diminished. A possible misallocation of financial resources
may result, ‘ ,

his misallocation tends to distort relative market values and, in
turn, affects the ability of firms to obtain new equity capital,

This brings us to the controversial issue of the “two-tier market.”
This situation was not created solely by the institutional investors, but
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rather has some assistance from the economic ¢onditions of inflation,
interest rates, and governmental controls. However, without the sig-
nificant concentration of equity assets, this two-tier system could not
have developed and prospered.

There has been a decrease in the number of brokerage houses and
analysts, Furthermore, the concentration of equity assets has increased.
Thus, the number of differing opinions heard by the financial insti-
tutions hasg diminished significantly, causing an increased concurrence
in equity decisions. This in no way assumes conspiracy ; rather, such
concurrence is the natural outgrowth of the aforementioned circum-
stances. :

‘A Possible remedy is to limit the stock holdings of pension mana%zers.
By limiting their holdings to 5 percent of their aggregate discretion-
ary pension assets in any one equity'security, these administrators are
forced to invest in and investigate other securities, This provision will
encourage some of the bank trust departments to diversify their hold-
ings into issues that have not traditionally been instjtutional favorites.
This should help increase the efficiency of the market by deconcentrat-
ing investments, .

-1 recently conducted a study, bank-administered commingled pen-
sion funds, i which I found that these funds increased their port-
folio concentration during the 1960’s.! For the 1962-65 period, the aver-
a%e number of issues held by these commingll)ed pension fynds was 60,
while for the later period, 1966-70, the number of issues decreased by
17 percent to 50 different equity securities. Concurrently, the funds
were growing at a 24-percent compounded rate. Thus, although these
funds were, on average, doubling 1n size every 4 years, the number of
equity securities they held decreased, thus increasing their concentra-
tion. ‘ '

I have evox% reason to believe that this trend has continued to the
present time. By limiting the holdings of bank trust departments to 5
percent of their total discretionary pension assets, this trend would

_ tend to be reversed. To better understand the magnitude of such con-

centration, one should realize that it has been estimated that, by 1980,
private pension funds will have assets of $269 billion. If the &ercentage
n eﬂuitles stays constant, they will hold over $190 billion in common
stocks.

The §-percent limitation on stock holdings is well within reason
and will not cause any grave hardships in the investment community,
Mutual funds and life insurance companies in New York have had
similar limitations with few negative effects. Such lmits upon pen-
sion fund managers would tend to halt the escalating concentration
in the favorite 50.

The companion rule requires that pension managers hold no more
than 10 percent of any equity security of any one company with respect

_to the a%%reﬁate discretionary pension accounts. This rule seems, in-
the

deed, to minimum step necessary in 'kee;_)[ing the control of our
economy from being overly concentrated. In 1972, as noted earlier, the
top 10 bank trust depattments owned over 30 percent of Xerox
Polaroid, Walt Disney, and Avon. This type of density of controf
tends to influence management, and thus has potential for influencin,

‘the direction of the corporation. Whether or not this potential @ntro%

i §ee.p. 108,
20-146—Td-—T
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is utilized is not the significant issue, since the power exists and will be
exorcised if the situation warrants it. : .

Asg mentioned previously, I conducted a study on bank-administered
commingled pension funds in which I attempted to ascertain whether
or not there was any distinction between the performancs of large
banks and smaller banks. The results demonstrated that there was no
difference in performance between large and small banks, although the
former manage the lion’s share of pension assets. Thus, a deconcentra-
tion of assets would be possible with no deterioration in performance.

The stock holding limitations under discussion will not apply to
investments in companies with capital accounts of less than $25 mil-
lion. It may be advantageous to raise this ca);ltal account exemption to
$35 million in light of current inflation. Also, the committee should
consider the possibility of including only a partial grandfather clause
in the provision on limitations of stock holdngs. Perhaps those pension
managers who have holdings above the stipulated limits should have 10
years to comply, while obviously adhering to these limitations for all
future purchases. This would be in the best long-term interests of both
the stock market and the economy. .

The emphasis upon pension performance is very strong today, and
this will continue for the foreseeable future. The reason? Rather
simple, for it has been estimated that a 1-percent increase in pension
performance reduces employer contribution by 25 percent, and thus
dramatically increases profits. This is no small expense, since in 1972
pension assets increased over $9 billion at book value, and most of this
was contributed by the employer.

In a recent survey, it was found that the cost of retirement benefits
relative to total %ayroll costs increased from 4.7 percent in 1987 to 5.5
percent in 1972, Contributions increased 50.3 percent during the 1967~
71 period and over 12 percent for each of the past 2 years. With pen-
sion costs continually increasing, corporations are emphasizing shorter
pension performance evaluation periods. This study also found that,
for their performance evaluation period, 42 percent of the firms allow
8 years or less, and 17 percent of these firms allow only 2 years or less.

, In gearching for & manner with which to increage the efficiency and
liquidity of the stock market, the role of the individual investor always
comes to mind, It is the individual investor who helps maintain the
depth and the breadth of the market. Unfortunately, his appetite for
equities has been diminished. According to the New York Stock Ex-
change, in the beginning of 1972 there were 82.5 million individual in-
vestors, and at the start of 1973, there were 800,000 fewer. It is esti-
mated that now, at the start of 1974 there are between 30 and 31 million
invgs@ors——aanotixer substantial decrease. As a consequence, in 1973 the
individual investor accounted for approximately only 27 percent of the
New York Stock Exchange dollar volume.

The decreased influence of the small investor is well documented.
Some of the reasons are no doubt economic in naturé——

Senator BenTseN. Dr. Malca, let me interrupt you there.

‘When you say he has 27 geroent of that market, would it not be a fair
statement to say that probably a reasonable part of that 27 percent
might be made up of companies buying through their own accounts, be-
cause their multiples were so low that they were going into the market
and buying some of that? '

BEST COPY AVAILABLE
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Dr, Marca. Yes; that is possible, Senator. : )

Senator BexTseN, Well, you know you have a substantinl number of
companies buying for their own accounts. I think that the amount of
so-called individual small investors’ participation is even smaller than
what you say.

Dr. MarLca. Well, this figure was obtained last week from an estimate
by an official at the New York Stock Exchange. It is possible that
many corporations are buying their own securities, and that number
mnsy be lower than 27 y:arcent.

enator BENTSEN. lixcuse me, I am sorry. I have to go &?sent some
testimony on another bill of mine before another committee.

Ou: problem is we have an energy hearing going this morning, a
serious hearing in the Senate Armed Services Committee, and I am
delighted to see Senator Bennett has arrived.

Senator Bennett, if you preside while I go testify——

Senator BENNETT. Tell me where we are, and then I will be glad to.

Senator BenTsEN, Dr, Malca has made some very cogent remarks
about this and has demonstrated a keen understanding of it. He is
right in the middle of his testimony, at the bottom of page 9.

Senator Bennerr. And Mr. Schotland §

Senator BentseEN., He has testified, but we have not gone into
questions,

Senator BeNNETT, Are these the two gentlemen at the desk !

Senator BenTseN. That is correct.

Senator BENNETT. Good,

Senator BenTsEN, I want to pose just one question for the two of
them before I leave.

Mr. Lynn Townsend, who is going to be before us later this after-
noon, has given us some ﬁﬁurcs showing the book value and the mar-
ket value of MeDonald’s Hamburger and United States Steel. Theso
are very interesting numbers,

Ho is going to testify that McDonald's Mlamburger at the end of
1972 had a book value of about $200 million and a recent market value
of nbout $2.1 billion; that United States Steel has a book value of $3.6
billion and a recent market value of $2.2 billion. So obviously, the
value of the stock is not related to the assets of the company. And it
is also very obvious that we are in short supply on steel capacity and
seemingly have a plentiful su {)(l‘y of hamburger stands, ‘ ,

Now, I want to know what kind of a capital market we have that
makes it prohibitive for the steel industry to raise capital, but makes
it very easy to raise capital for hamburger stands? And that is my
concern, if you gentlemen would address yourselves to that problem.
. Senator Bennerr. It is obvious that in the present meat situation,
it ibs{possible to extend hamburgers.

r. ScHoTLAND, Senator, I tried to open up the discussion at just
that point in concluding my statement, where I referred to fried
chicken rather than hamburgers, and also to discount h:lrniture. I was
told this weekend by a gentleman who is with an institutional investor
about a presentation in Europe I believe in the summer or fall of
1072, that the representative there from the Morgan Bank was singing
high the praises of Levitz I'urniture,

And the person who told me the story said he simply pulled out
his notchook and did a little caleulation and saw that the value at
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lt)l)ﬁg: time of Levitz Furniture, according to the stock market, was $7

illion,

" Stenator Bextsen, Mr, Callaway, you will have a chance to rebut
1at. :

Mr. Scuorrann, I said that with that awareness, Senator. I think
the fact is the equity markets have, Senator, caused distortions, I
think they have caused distortions because while we have basically
sound investors like Morgan, whatever the Levitz situation may have
been, wo have also had the go-go type investors who, I am afraid, I
think will come—come back a8 soon s the market heats up. We need to
do things to limit the impact of this situation, such as the bill before
your subcommittee. .

Senator BEn~Nerr (presiding). Well, I walked in midstream with-
out having heard what has gono on, and so I will sit here, and if you
will tell me where you are about to take up, I will follow you,

Dr. Marca. 1 would like to roply to that question, Senator.

It was always the case that the value of a company was related to
the growth of earnings, The problem has been that the extrome be-
tween the growth companies and the more mature companies such as
United States Steels has been accentuated in recent years, Tho reason
for this, I believe, is the increased concentration of financial assots in
the hands of relatively few institutions. So the problem we now have
is that diverse views in the market have significantly diminished.

RBecause of this concentration, stocks with extreme growth and earn-
ings potential have very, very high price-earnings ratios, Meanwhile,
gome very necessary companies such as United States Steel, which havo
relatively low growth carnings potential, find it_very, very difficult
to raise new equity capital beeauso of their low PI's, For example,
last week, or 2 weeks ago, Public Service Electric and Gas floated a
new oquity issue, I believe at 1934. It was approximately $5 below
hook value, Nonetheless, they needed this money and were willing to
dilute stockholders’ carnings in order to raise capital in this way.

Until there is some sort of deconcentration of the assets which are
still in the hands of relatively few institutions, this situation of ex-
treme PE differentials between companies will continue to exist.

Senator BeNNETT. Again, I camé in in the middle of things.

Could this discregancv be explained in any sense because everybody
sces o McDonald’s hamburger stand on the corner and looks at the
crowds buying and thinks, that is something I can get into. I can
understand it; it is simple, and United States Steel is a distant opera.-
tion with high technology and serious problems '

Dr. Marca. Senator, I do not believe so. First of all, there are many
other companies, such as Wetson’s and other hamburger stands. If any-
thing, I would think that U.S. Steel, with its high technology, its
basic product which is needed by all, and its lack of new competition,
would convey the image of a sound company. It appears to me that a
McDonald’s hamburger company—it is not very difficult for another
company to produce a hamburger. Many, many companies sell
hamburgers. o )

Senator Benyerr. I know, but no other company has a big sign with
an M that says “4 billion sold to date.” :
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Dr, Maica, Six, I believe it is today. -

Senator BENNETT. I am not a customer.

Mr. Scuorr.anp. You have not looked since yesterday.

Senator Ben~NETT. I just wonder if there is not some of that psychol-
ogf')in the situation.

1. Marca. Perhaps,

Senator Bennerr, It is very obvious, it is very apparent to every-
body, and the growth is measured on their signs, 1t is obvious to every-
liody that it is a growth company. I think there is some psychology
thero,

Mr. SciorLaxp, Senator, doubtless there is, but I think it is also
important to notice that the public has not been exactly dominating the
markets lately, for ono thing. I'or another thing, if you look at institu-
tional investor portfolios, you will find they must be eating n {.zrent
many McDonald’s hamburgers and forgotting all about U.S. Steel.

But a second point which I should have mentioned earlier, I think
we cannot compare market valuation solely with book value. I think we
have also got to take into account what the market does pay more
attention to, which is the earnings. For example, I do not know what
the book value of the Morgan Bank is, but I do not think it would
re.lu‘t(; t‘? their stock price the way, for example, a railroad’s book value
might figure.

The following additional comments of Dr, Schotland was subse-
quently received for the record :]

To make the same point another way, I don’t know what {8 the book value of
one share of Morgan or Olty Bank or Chase stock, but I doubt there is 8o great
A difference among them, or that the market paid much attention to any such
difference, as to explain why it values Morgan and City earnings at a multiple
of about 17, compared to a multiple of about 10 for the Chase, The market, in
coming to those sharply different P/R's, {8 stating an evaluation of the different
managements, and expectations about rates of growth of earnings, much more
than any judgment about existing assets,

I think the market looks more at earnings than book value. That is

robably sound. That is not to say that the whole difference between
McDonnld’s and U.S, Steel is sound.

Senator Bennrerr, Well, that is fine,

I would be very happy to have you take up where you left off
before I come in.

Dr. Marca. Thank you, Senator,

The decreased influence of the small investor is well documented.
Some of the reasons are no doubt economic in nature: Inflation, inter-
est rates, and economic controls. But there are other factors involved.
Among them are: (¢) Commission rates; (b) poor performance of
the market in recent years; (¢) the belief that the market is manipu-
llnt&;l; and (&) the change in’the treatment of capital gains tax in

909,
It is interesting to note that, nccording to Salomon Bros., for the
5-year period 1969-73 common stock investment provided the lowest
average rate of return of the five selected capital instruments, In this
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respect, the individual investor was well advised to diminish his activ-
ity in the equity market during the last § years,

The proposed provision of a graduated capital gains tax will do
much to facilitate the return of the small investor. It would become
most advantageous for this individual investor to return, especially
the longer term investor. Such a provision for a graduated capital
{;nins tax will obviously help to unleash the billions of dollars of long-

erm capital which has been locked in for so long because of the pres-
ent tax strueture. The U.S. Treasury will certainly reap the benefits
but, more importantly, this provision, coupled with liberalized capitai
loss treatment, will bring about increased liquidity and efficiency in the
cgpital market,

‘wo other possibilities would further facilitate the return of the
small investor to the stock market. These are full disclosuroe and re-
duced inflation. It is unfortunate that a proposal for full annual dis-
closure of all pension fund operations was not included as part of this
bill. At last year’s committee hearings, many witnesses expressed a be-
liof similar to mine that such disclosure would go a long way in allay-
ing the public’s oft-cited suspicion that stocks are manipulated by the
institutions. This is imperative for the sake of public confidence in our
financial markets, .

The second necessity is a reduction in inflation, The stock market is &
good hedge against moderate levels of inflation since prices generall
can be adjusted. However, with higher levels of inflation, as experi.
enced in 1078, it becomes more difficult to adjust the prices to fully
veflect this inflation. Furthermore, high inflation tends to increase in.
terest rates so that the real level of interest rates does not decrease.
Also, because of its higher interest rates, tho debt market becomes a
more attractive alternative than the equity market. This is true not only
for the small investor but also for the institutional investor,

The dual factors of high interest rates and low P/E ratios have made
the financing of smaller, more risky ventures almost impossible, In
order to increase the flow of funds channeled into venture capital, the
bill proposes that 1 percent of the assets of any pension plan be ex-
empt from the prudent man rule. This creates the potential for havin
over $1 billion invested in venture capital. However, strict safeguards
against possible abuse must be included in this bill.

This bill comes to grips with a problem which is of serious conse-
quence not only to our financial markets but also to the general well-
being of the economy. With the prevention of further excessive
concentration of financial resources and with the introduction of entice-
ments for the return of the individual investor to the stock market
this bill provides some remedies for the ever-increasing maladies of
the equities market. Such remedies are the minimum prerequisite for
maintaining a highly liquid and eficient capital market.

“'Thank you, Mr, Chairman,

Senator Bennerr. I very much appreciate your getting through.

And, speaking for the chairman, I want to express his thanks to you
for coming and sharing these points of view with us. .

Mr, Scirorrano, Thank you, Senator.,

Dr. Marca. Thank you, Senator.

Senator Bexxgrt, Thank you very much,
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Dr. Malca's propared statement, with an attachment referred to,
follows, Hearing continues on page 105.]

STATEMENT BY EDWARD MALCA, ASSISTANT PROFESSoR OF EcoNOMIOS, RICHAIOND
: Corrzex oF THE C1TY UNIVERSITY OF NEW YORK

~ This Committee 18 glving consideration to the Stockholders Investment Act
of 1073 (8. 2842) which, among other things, tries to come to grips with the
dual problems of increased institutionalization of the stock market and the
diminution of the role of the individual investor in the equities market. If this
trend should continue over a longer time-span, it will pose a serions threat to
our efficlent and highly liquid stock market. This Committee {8 no doubt well
aware of the ramifications of such trends, as evidenced by the extensive hearings
conc}(ucﬂ:ed last year on the fmpact of the institutional investor in the stock
marke

In discussing the institutional investor, one must keep in mind that private
noninsured pension funds are, by far, the largest institutional investor in the
market today. In 1072 these pension funds owned 11 percent of all stocks traded
on the New York Stock Exchange, and there is no doubt that this figure has
risen to 12 percent by now. Each year, this group purchases more common stocks
than all other institutional investors combined. This concentration of financial
assets {8 further accentuated by the fact that 80 percent of these pension funds
are administered by bank trust departments. In fact, the ten major banks prob.
ably control close to 50 (fercent of all private pension assets, These developments
will be further clarified and amplified in the remainder of my statement,

The increasing tendency of the institutional jnvestor to dominate the stock
market has been well documented. Among the many Indications are:

(a) In 1978, institutions accounted for an estimated 73 percent of the
volume on the New York Stock Exchange. Just a decade earlier, these same
institutions accounted for only 88 percent of this daily volume.

(d) A recent New York Stock Exchange survey estimated that all in.
stitutions, including trust departments, own 48 percent of all stocks traded
on the Exchange,

(o) During the four quarters ending September 80, 1978, financlal in.
_stitutions made net purchases of common stocks totaling in excess of $7
blmgn. In fact, during the year 1972, they purchased over $10.7 billion in
stocks,

(d) Block trading increased substantially during the last decade. In the
third quarter of 1078, there were 6,080 blocks (trades of 10,000 or more
shares) traded, comprising 167.1 milllon shares. The market value of block
trading for the first nine months of 19073 was $16 billion.

(6) At the end of 1972, the top ten bank trust departments owned the
following percentages of these companies: 30 percent of Polarold; almost
30 percent of Xerox; over 80 percent of Avon, and over 35 percent of Walt
Disney.

/) Prl{'me noninsured pension assets stood at $154.8 billion at the end of
1072. Of this total, 78.5 percent or $113.4 billion, was in common stocks. For the
first nine months of 1973, these pensions were net purchasers of $3.3 billion
of common stocks.

() The leading bank trust department increased its assets over 50 percent—
from $16.8 billion in 1067 to $27.2 billlon in 1972, Eighty percent of its assets
are in equities,

Slnceqprlvnfe noninsured pension funds are the largest net purchasers of
stock ench year, and since their assets tend to be administered by bank trust
departments, the manner in which the banks administer these assets {a very
{mportant from an efficlent market point of view. In order to maintain an
efficlent stock market, it 18 necessary that there he many particlpants with
diverse views, With a significant concentration of the market In the hands of
relntively few institutions, efelency is diminished, A possible mlisallocation of
finnncial resources may result,

As DProfesgor Friend states:

“The eontribution to econnmic efficlency by (institutional) investors de-
pends to n great extent on their ability to help the equity market transfer
eapital into the most profitable investments in productive goods (adjusted for
risk).”
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This misallocation tends to distort relative market values and, in turn,
affects the ability of firms to obtain new equity capital. An {llustrative example
occurred jJust recently when Public Service Electric and Gas sold addittonal
equity at below book value,

This Lrings us to the controversial issue of the “two-tler market”. This
situation was not created solely by the institutional investors, but rather had
some assistance from the economic conditions of inflation, interest rates, and
governmental controls, However, without the significant concentration of equity
asgets, this “two-tier” system could not have developed and “prospered”. There
har been a decrease in the number of brokerage houses and analysts, Further-
more, the concentration of equity assets has increased. Thus, the number of
dlffering opinions heard by the financial institutions has diminished significantly,
causing an increased concurrence in equity decisions, This in no wn{ assumes
conspiracy—rather, such concurrence {8 the natural outgrowth of the afore.
mentioned elrcumstances,

A possible remedy is to limit the stock holdings of pension managers. By
limiting thelr holdings to B percent of thelr aggregate discretionary pension
assetr in any one equity security, these administrators are forced to inveat
in and investigate other securities, This provision will encournge some of the
bank trust departments to diversify their holdings into iasues that have not
traditionally been in-titutionnl favorites, This should help increase the eficiency
of the market by deconcentrating investments,

I recently conducted a study, Bank-Adminiatered Commingled Penslon Funds,
in whieh T found that these funds Increased their portfolio concentration during
the nineteen-sixties.! For the 1062-1965 period, the average number of {ssuex held
by these commingled pension funds was sixty, while for the later perlod 1966-
1070, the number of f{ssues decreased by 17 percent to fifty different equity
securities, Concurrently, the funds were growing at a 24 percent compoutided rate,
Thus, although these funds were on average, doubling in size every four years,
the number of equity securities they held decreased, thus increasing thelr con.
centration, I have every reason to believe that this trend has continued to the
preaent time, By limiting the holdings of hank trust departments to § percent of
their total discretionary pension assets, this trend would tend to be reversed. To
better understand the magnitude of such concentration, one should realize that
it hag heen estimated that, by 1080, private pension funds will have assets of
$269 billion, It the percentage in equities stays constant, they will hold over $190
bitlion in common stocks,

A recent discussion in the New York Times (January 28, 1074) referred to the
atock of Colonial Penn, wwhich dropped 614 points to 42 on a 870,600 block, This
suggests that market Hquidity s suffering :

“The discount from market price, a8 represented by that large block. under-
scorer the caution extending to the blocktrading houser., Sources in Wall Rtreet
noted that block traders hind reduced their exposure commitment {n recent
months as a means of avolding possible losses.

“By the same token, this tends to reduce market n%mmy for {nstitutional in.
vestors, many of swhom often insist on moving large blocks in a hurry.”

Part of this portfolio concentration can he attributed to the influence of several
studies which were conducted in the mid.to-late 1980's, It was found that a high
degree of diversification could be achifeved with fifteen to twenty different securi-
tlers In a portfollo. Above that number, little ndded diversification would he
achieved. This manner of thinking definitely caught on, since it enabled the
analysts to follow fewer securities, but in greater depth. The aforementioned
studies are true in theory—however, the ramifications upon the stock market
and upon the liquidity of the institutions were not fully explored,

The five percent limitetion on stock holdings I8 well within reason and will not
eange any grave hardships {n the invertment community. Mutual funds and life
fnsurance companies in New York have had similar limitations with fow negative
effects, Such Himits upon pension fund managers would tend to halt the escalat-
fue concentration in the “favorite 60",

The companion rule requires that pension managers hold no more than 10
nereent of any equity security of any one company with respect to the nggregate
discretionary pension accounts, Thig rule seems, indeed, to be the minimum step
necessary in keeping the control of our economy from heing overly concentrated,
In 1072, as noted earlier, the top ten bank trusts owned over 80 pereent of Xerox,

1 Rank-Adminiztered Commingled Penaion Funda Performance and Characteriatics,
1002-1970. Lexington Books, D. C. Heath and Company—Lexington, Massachusetts, 1073,



101

Polaroid, Walt Disney and Avon. This type of density of control tends to influ.
euce management, and thus has potential for influencing the direction of the cor-
poration, \Whether or not this potential control is utilized {8 not the significant
fssue, since the power exists and will be exercised if the situation warrants it,
This concentration in and control of major U.8. corporations by a relatively gmall
number of large banks is definitely not in the best interests of a free and viable
economy. Excessive concentration must always be guarded against, and the 10
percent ownership 1imit is an excellent step in that direction,

One of the questions ralsed in last year's Committee hearings considered the

possibllity that equal treatment of clients cannot be achieved if any Hmitation
on stock ownership 18 legislated, This can be answered in two ways, First, bank
trust departments will be forced to seek out other securities with prospects which
nre comparable or better than such favorites as IBM, This entalls additional work
on the part of the analyst. As a second alternative, if a bank trust department
agrees that a particular stock s the best investment but has reached its § percent
limitation, the client must go to another pension manager to obtain such securl«
tles. This will facllitate deconcentration in the pension field, and this {s cer.
tainly a most desirable effect.
- It may be too late to sufficiently prevent the inatitutionalization of the stock
market ; however, we should at least attempt to stimulate {nterest in increasing
the number of managers of these funds. Because of the general affluence of so-
clety and the tax advantages of pensions, pensfon fund growth may be inevi.
table, but it ix not mandated to be managed by the largest hanks,

As mentioned previously, I conducted a study on bank-administered com-
mingled pension funds {n which I attempted to ascertain whether or not there
was any distinction betwen the performance of large banks and smaller banks.
The results demonstrated that there was no difference in performance betwen
large and small banks, although the former manage the llon's share of pension
assets, Thus, a deconcentration of assets would be possible with no deterioration
in performance. In fact, for the 1062-1070 period, my study concluded that, ad.
Justed for risk, these bank-administered commingled pension funds performed
1.6 percent worse per annum than an average ‘unmanaged” portfolio with
similar risk.

The stock holding llmitations under discussion will not apply to investments
in companier with capital accounts of less than $23 million. It may be advan.
tageous to raise this capital account exemption to $35 million in light of current
Inflation. Alrn, the committee should consider the possibility of including only
a partinl “grandfather” clause in the provision on limitations of stock holdings.
Perhaps those pension managers who have holdings above the stipulated limits
should have ten years to comply, swhile obvlously adhering to these limitations
for all future purchases, This would be in the best long-term interests of both
the stock market and the economy,

The emphasis upon pension performance {8 very strong today., and this will
continue for the foreseenble future, The reason? Rather simple, for it has been
estimated that a 1 percent increase in pension performance reduces employer
contributions hy 25%, and thus dramatically {nereases profits. This I8 no small
expense, since in 1072 pension assets increased over $0 billlon at book value,
and most of this was contributed hy the employer. In a recent survey conducted
he Standard and Poor's/InterCapital, it was found that the cost of retirement
henefits relative to total payroll costs increased from 4.7 percent in 1067 to 5.5
percent in 1072, If relative to gross or net Income, these percentages would be
much higher, Contributions increased 50.3 percent during the 1967-1071 perind
and over 12 percent for each of the past two vears, With penslon costa con-
tinually increaging, corporations are emphasizing shorter pension performance
evaluation perinds, Thiz study also found that, for thelr performance evalua.
tion perind, 42 percent of the firms allow 8 years or less and 17 pereent of these
firms allosy only two years or loss,

With the inereasing lkellhood that the new penston plan bill will he enacted
strioter funding and vesting provisions will cause pension costa to increase
significantly. Pressure on performance will he greater {n the next several vears
(une to thexe new funding and vesting provisions, The corporations must guard
againgt maintaining too short a performance evaluation period. thus turning
pensionsg into speculative funds, In my study, the turnover rate for hank-ndmin.
istered commingled pension funds was second only to mutual funds among in.
stitutional investors,

In searching for a manner with which to inerease the efficlency and lquidity
of the stock market, the role of the individual investor always comes to mind,
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It 18 the individual investor who helps maintain the depth and the breadth of
the market. Unfortunately, his appetite for equities has been diminished, Accord-
ing to the New York Stock Exchange, in the beglnnlnf of 1072 there were 82.5
mﬁllon individual investors, and at the start of 1078 there were 800,000 fewer.
It is estimated that, now at the start of 1074, there are between 80 and 81
millfon investors—another substantial decrease, As a consequence, in 1078
the individual investor accounted for approximately only 27 percent of the New
York Stock Exchange dollar vyolume,

The decreased influence of the small investor is well documented, Some of the
reasons are no doubt economic in nature: inflation, interest rates, and economic
controls, But there are other factors luvolved, Among them are: (a) commis.
slon rates (b) poor performance of the market in recent years (c¢) the bellef
that the market {8 manipulated, and (d) the change in the treatment of capital
gains tax in 1969,

It 1s interesting to note that, according to S8alomon Brothers, for a five-year
period 1068 1078 common stock investment provided the lowest average rate of
return of the five selected capital instruments. Only in two years, namely
1071 and 1072, did returns on common stocks exceed the return on three-month
treasury bills, In fact, the investor would have been more substantlally rewnrded
during this five-sear period if he had placed his savings in either trensury bills
or in a savings account. In this respect, the individual investor was well-advised
to diminish his activity in the equity market during the last five years.

The proposed provision of a graduated capital gains tax will do much to
facllitate the return of the small investor, It would become most advantageous
for this individual Investor to return, especially the longer-term investor and
not the so-called “trader”. Such a provision for a graduated caplital gains tax
will obviously help to unleash the billions of dollars of long-term capital swhich
has been “locked-In" for so long because of the present tax structure, The U.8,
Treasury will certainly reap the benefits, but more importantly, this provision,
coupled with liberalized capital loss treatment, will bring about increased liquid-
ity and efliciency in the capital market,

Two other possibilities would further facllitate the return of the small investor
to the stock market. These are full disclosure and reduced inflation, It s unfor-
tunate that a proposal for full disclosure of all pension fund operations was not
included as part of this bill, At last year's Committee hearings, many witnesses
expressed a belief, similar to mine, that such disclosure would go a long way
in allaying the public's oft-cited suspiclon that stocks are manipulated by the
insuktultlons. This is imperative for the sake of public confidence in our financial
markets,

The second necessity is a reduction in inflation, The stock market 18 & good
hedge against “moderate” levels of inflation, since prices generally can be
adjusted, However, with higher levels of inflation, as experienced in 1078, it
becomes more difficult to adjust the prices fully to reflect this inflation. Further.
more, high inflation tends to increase interest rates so that the “real” level of
interest rates does not decrease. The creditor will naturally increase his interest
rate in order to at least compensate for his reduced purchasing power as caused
by Inflation. This inflation-intervst rate relationship tends to affect industries,
e.g utilities, which have a very substantial annual debt requirement, Also,
because of its higher interest mtes, the debt market becomes a more attractive
alternative than the equity market. This is true not only for the small investor.
but also for the institutional investor.,

The dual factors of high interest rates and low P/B ratlos have made the
financing of smaller, more risky ventures almost impossible, In order to increage
the flow of funds channeled {nto venture capital, the bill proposex that one
percent of the akzets of any pensjon plan be exempt from the prudent man rule,
This creates the potential for having over one hillion dollars invested in venture
tc’nlph;)t::l Iowever, strict safeguards against possible abuses must be included in

1} .

CONCLUSION

This bill comes to grips with a problem which is of serlous conzrequence not
only to our financial markets, but also to the general well-being of the economy,
With the prevention of further excessive concentration of financlal resources
and with the introduction of enticements for the return of the individual in.
vestor to the stock market, thig bill provides some remedies for the ever-increas-
ing maladies of the equities market. Such remedies are the minimum prerequisite
for maintaining a highly liquid and efficient capita! market,
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RUMMARY CHAPTER OF HSTUpY, “BANK-ADMINISTERED CoMMINGLED PENSION
Fuxps” (LeEXINaTON PENSION Boox, ).C. HeALTH & CO, LEXINGTON, Mass,, 1078)

This concluding chapter will incorporate and summarize the results found
throughout this analysis of bank adminstered commingled equity funds for em-
pllcl)yee: l:leneﬂt plans, Such a procedure will be helpful in attaining an overview of
this study.

In Chapter 1, the writer introduced and discussed the growth of private pension
funds as an institutional Investor. In so doing, It was shown that noninsured
pension funds are growing more rapidly and have significantly more assets than
do thelr insured counterparts, In fact in 1070, over 70 percent of all private
pension reserves were held by noninsured plans.! Furthermore, in the last decade
these noninsured funds emphasized common stock investing to the point where
they are now the major tnstitutional purchaser of equitios each year. .

It is generally known that commercial bank trust departments administer
the bulk of noninsured pension reserves. Thus, with noninsured pension funds
placing such an emphasis upon equities, there has been increased emphasis
upon the equity investment perforinance of bank trust departments, Unfortu-
nately, little is known about this performance, since the data is quite confls
dential in this area,

In an attempt to evaluate equity perforinance of bank trust departments, this
study analyzed the performance of thelr commingled equity funds for employee
benefit plans. These commingled funds have grown from approximately 1% in
1000 to 8% of total private pension assets in 1970.*

Interviews were conducted with bank vice-presidents in charge of trust oper-
atlons, and it was found that they expect very stinllar returns for thelr com-
mingled equity funds as they expect for the equity portions of their regular
pensions, As one trust officer stated, “This s our public exposure.”

‘Mie empirical examination included thirty-seven commingled equity funds
of the possible seventy-two that have been in operation continuously since Janu-
ary 1, 1862, None of these commingled funds began operation prior to 19506.

‘Almost all funds doubled in asset size during the study period.* The average
compound growth rate of fund assets was 24%, with n range of 0.8%; to 44.9%.
During the years of the study, it was found that there was a slight deconcentra-
tion of assets among the largest funds, This can be explained by the finding
which showed that the smaller funds grew at a more rapld rate than the larger
tunds. This inverse relationship proved to be statistically significant,

On the inception date for the study period, January 1, 10062, the asset size
ranged from below two-hundred and fitty thousand dollars to above fifty million
dollars, with the majority of the funds below £10 million. By 1070 there was
no fund with assets below $2 million, and most funds were In the category helow
$25 million in total assets. It was found that there I8 a direct relationship be-
tween the asset size of commingled equity funds and the size of the banks which
adininister these funds.* !

INVESTMENT PERFORMANCE

The method used to determine the Investment performance is similar to that.
employed by the Securitles and Exchange Commission’s Institutional Investor
Study® Using quarterly data, the avernge quarterly rate of return is found.
The beta coefficlent 18 used to determine the systematic risk assumed by each
fund. The writer proceeded to calculate the performance measure (risk-ad-
justed alpha), by obtaining both the quarterly rates of return and the risk mens-
ure (beta coefficient). This performance measure “represents the average in-
cremental mte of return on the portfolio per unit of time which Is due rolely
to the manager's ability to forecast future security prices.” ¢

1 Recurities and Exchange Commissfon, Private Noninaured Pension Funds, 1971
Release No. 2681, April, 1072, !

1 Duging Interviews with this writer, reveral bank Viee Presidents in charge of trust
operations entimated that 0% of nll pension axretn were {n the form of commingled funds,

s Qtudy period was Jnnuar{ 1, 1902 to September 80, 1070,

s RADK size {8 defined as toial depoaits for the year ending December 31, 1070,

s Algo used by Jensen, “Mutual Funde'': Bank Administration Institute, Measuring the
Inveatment Performance of Pengion Funds; Levy, “Performance”.

¢ Jensen, “Mutual Funds,'” p. 304.
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(5-1) ri—=ry=avtBi [rm—r)’
where :

Rw=return on the market portfolio (8. & P. 500 stock average),
ry==8-month Treasury bill rate,

Bi==Beta coeflicient : systematic risk,

ri==return on fund for period f,

a==risk adjusted performance nieasure (alpha),

If the results are positive after calculating alpha, then the fund performed
better than did an unmmanaged portfollo with similar risk, The reverse isx also
true—a negative alpha indicates that the fund performed more poorly than did
an unmannged portfolio with similar risk,

It was found that, on average, the commingled equity funds had a beta co-
cofficient of .98, which is slightly less than the risk for the market in general,
The range was from .70 to 1.16,

With the use of equation (5-1) as shown above, it was found that the tnean
alpha was —.0030 quarterly or approximately —.0166 annually for the study
period. This demonstrates that these commingled funds had an approximately
1.6% lower return than would be expected from the risk taken, This conclusion
seems to be consistent with several recent studles of insatitutional fnvestors
which found the mean risk adjusted slpha to be negative! It was also found
that, for thiz period, there were seven funds with positive alphas ond thirty with
negative alphas, The range of these alphas was from approximately —6.1% to
-+ 0.3% per annum,

It was found that, for the period of January 1, 1002, through December 31,
1065, the mean performance measure was —.0055 quarterly with only three
funds having positive alphas and thirty-four having negative ones, For the rec-
ond half of the period, January 1, 1066, through September 30, 1070, the number
of positive alphas increased to eleven, lowever, the mean performance measuro
still remnined negative (—.0032 quarterly). This tends to substantiate the fact
that throughout the study perfod, these funds did not perform as well as an
unmanaged portfolio with stmilar risk.

It was determined that there was no relationship between performance {in one
year and performance the following year, This indicates that there was no
fund which cousistently outperformed the market, adjusted for risk.

Upon examination of the enttre study period, it was determined that there
was no direct statistically significant relatlonship between fund size and per-
formance, Also, no statistically significant relationship was found beween average
annual compound growth rate of fund assets and performance. One wonld
think that better performance would lead to a larger inflow of funds, but this
was not gupported by the conclusions arrived at in this atudy,

No direct relationship was found hetween the size of the banks administering
commingled reserves and the performance of these reserves. If there were any
relationship, it would be a slight fuverse association between performance and
bank size, However, this relationship was found not to be consistent over time.
Thix finding vaises the question of why the larger banks administer such a dis.
proportionate amount of pension reserves. The answer scoms not to be based
upon performance.

It was demonstrated that funds with higher volatility tended to have higher
measures of performance, IHowever, this was not consistent in all perlods, This
is a similar result to that found by the S8EC.*

During the study period, there was no relationship found between perform-
ance and portfolio activity rates, nor between performance and diversifiention
measure (R*), It 18 noteworthy that over 879% of the average volatility of these
funds was cexplained by movements in the market.

8ince New York City banks command a leading position in the administration
of private pensions, the writer tested their mean performance to determine
whether they outperformed banks outside New York City. No statistically sig.
nificant difference was found between the performance of New York City banks
and the performance of those banks outside of New York City, This finding
tends to guestion whether these New York bunks should hold this commanding
position over penslon reserves,

t Ibid., p. 208,

s For example sce: Friend, et al., Mutual Funds; Jenwen, “Mutual Funds”; S.E.C.
. Btudy: levy, “Performance’”,

* S.E.C. Study, p. 461.
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CONCLUBIONS

Before one can fully understand the conclusions of this study, one must realize
its limitations, The study dealt only with bank administered commingled equity
funds for employee benefit plans, This wns necessitated by the fact that other
pension data was not avallnble, Furthermore, the study was lHmited to equity
performance and did not take bond performance into consideration,

It was stated in Chapter I that an investigation into the risk-adjusted per.
formance of commingled equity funds would help foster a better allocation of
financial resources, The results of thiy atudy show that the performance of these
commingled funds was inferior to the performance of unmanaged portfoling with
simllar risk. This tends to demonstrate that the bank trust departments do not
have the ability to forecast future security prices. Morcover, their ability to
forecast security prices is further questioned since there is no relationship
between performance in one year and in the following yenr.,

The conclusfon for the study perlod {s that the performance of commingled
equity funds has been inferfor to what would have been achieved by an umnane
aged portfolio of similar risk, Thus, the null hypothesis, which states that these
funds performed as well as the market adjusted for risk, must be rejected, This
concludes that the allocation of these funds to bank trust departments i at a
suboptimum level. Thus, they are partlally misallocated, since an unmanaged
portfolio of similar risk would have performed better,

One })ertlnent finding was that bigher rikk portfollos outperformed lower risk
portfolios after adjusting for differences In rixk, This was not fully consistent
in all perlods, Further research should be injtlated in this area to determine
whether or not this relationship is consistent over a longer time period,

A further purpose of this study was to find whether the administration of these
pension reserves by New York Clty banks {8 justified by performance. Perform-
ance was found not to be the justification—perhapsy it i due to other factors such
as location and “old-line” ties,

What i8 still needed in this fleld 18 an all-inclusive study of private pensfon
fund performance. Also needed is a thorough analysis of bank trust departments,
which are the largest administrators of equity assets. This will not be possible
until Congress passes laws that require trust departments to make public the
annual reports on. their operations. Today, this field Is clonked with secrecy,
hut because of the enormous wealth and the public nature of these pension funds,
this information muat be made available, This is necessary to determine whether
the allocation of these pension reserves is at an optimum level,

Senator BeEnNeTT. Now, at this point wo are going to hear two
witnesses representing banks whose programs have been discussed
very much urinﬁ the hearings, Mr. Samuel R. Callaway, executive
vico president of Morgan Guaranty Trust and Mr. George M. Lingua,
senior vice president of the First National City Bank,

Gentlemen, we are happy to welcome you to the table. I ﬁuess on
the basis of alphabetic distinction, Mr. Callaway is scheduled to
present his statement first.

STATEMENTS OF SAMUEL R. CALLAWAY, EXECUTIVE VICE PRESI-
DENT, MORGAN GUARANTY TRUST CO., AND GEORGE M. LINGUA,
SENIOR VICE PRESIDENT, FIRST NATIONAL CITY BANK

Mr. Carraway. Senator Bennett, I am Samuel R, Callawny, execu-
tive vico president of the Morgan Guaranty Trust Cd. and head of
jits trust and investment division,

Senator Ben~Nerr. Mr. Callaway, you have been here before, have
you not, in an earlier set of hearin,gs?

Mr, CantAway. Yes; I was here in July of last year.

Senator BENNETT. Yes; I think I remember,

Havo you been here before, Mr. Linguat

Mr. Linaua. No; I have not.
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Senator Bennerr. The fact that Mr. Callaway survived to come
back should give you some encouragement. ‘

Mr. Carraway, I wish to thank this committeo for granting my-
request to appear before it a second time; on this occasion to comment
on S, 2842, the bill titled “Stockholders Investment Act of 1978.”
The bill's stated purposes are “to provide for the continuing avail-
ability of capital for ecconomic growth and the creation of new jobs
and to provide for greater competitiveness in our economy”. To
accomplish this, the bill would “impose limitations on institutional
holdings of securities” and offer cortain tax incentives “to encourage
individunls to invest in securities.” ) «

Though T have serious reservations about the institutional investor
provisions of this bill, and the reasoning behind them let me say
at the outset that T am in profound accord with the bill’s stated
intention to attract small investors to the equity market and to gen-
erato more employment, competition and capital, Certainly, a sound
economic structure for this country must include an adequate flow
of equity financing to business enterprises—now, old, and middle-aged.

But I part company with this bill when T am told that the way to
assuro that adequato flow of capital is to sot fixed limits on institu-
tional holdings, so that ponsion trust managers will be encouraged
to show a greater interest in well-managed smaller companies,

There is no need to resort to compulsion to interest us in such com-
panies. Wo have been interested in them and actively secking them
out for investment for a number of years. In 1961, our interest was
formalized in a special situation investments—equities fund, which
draws upon 'Fension assets only, to invest in a diversified list of smaller
companies, Though such investments are inherently more volatile over
short time s?ans, the performance of this fund has exceeded—indeed,
nearly doubled—our general portfolio performance over the years,

In my earlier testimony before this committee, I described this
commingled fund in detail, so I do not propose to %o over it again
except to note that at the end of 1073, this fund held investments o
approximately $600 million, reflecting equity holdings in over 170
difforent companies. :

While there is no shortage of interest on our part, we have not beon
able to find a greater number of smaller companies that can meet our
investment criteria. Lowering our investment standards would allow
us to accommodato a greater number of companies, but that also would
represent an evasion of our binding obligation as a product fiduciary
to exercise only our best judgment on behalfof our clients,

Proponents of thoe present bill should realize; moreover, that enact-
ing its investment limiting provisions would by no means assure com-
pulsory diversification, ‘

The equities market does not respond to mechanistic laws like a
laboratory experiment, moving precisely from cause to effect. Simply
applying o downward pressure on institutional investors will not

roduce an equivalent upward pressure from individual investors.
forcing investments out of well-situated companies will not automati-
cally force them. into companies that in our judgment may not be as
well situated. : :

Once limited in the right to exercise their best judgment in the
equities market, institutional investors may choose not to subject their
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trust clients to consequences of a second-best judgment. They may
turn, instead, to bonds which. as a practical matger, most likely would
be those of larger, well-established companies.

I stress the importance of maintaining consistent quality in forming
investment judgments, whatever the size of the company invested in,
because I am very much afraid that the thrust of this bill proceeds
from two highly questionable assumptions—first, that a quantitative
judgment can somehow be substituted for n qualitative one, and sec-
ond, that investors should somehow be made to invest where they do
not choose.

The proposal to influence the personal investment judFments of
pension fund managers with statutory limits on stock holdings ap-
pears to be based on the belief that good investments can be legislated
und prudence assured with percentages,

" This belief is not supported by any trust experience of which I am
aware, and indeed, it runs counter to the broad historieal trend of trust
legislation in recent years, which increasingly has recognized the ad-
vantages to beneficiaries of fewer restrictions on the investment disere-
tion of fiduciaries. :

Different States progressed to the same general conclusion along dif-
ferent routes, In New York State, for example, until 1950 all invested
funds held in trust by fiduciaries had to be placed in fixed-income
securities unless the agreement otherwise noted. The trust laws were
amended in that year to permit up to 85 percent of such funds to be
invested in common stocks. The better results achieved after this
liberalizing step led to a series of further amendments increasing to
851 percent the allowable investments in equities, In 1970, all per-
centago restrictions were dropped in favor of the “prudent man rule.”

The advantages of this trend toward more liberal Aduciary discretion
are certainly borne out by our experience at Morgan Guaranty. Many
of our accounts are limited by specific investment constraints written
into the trust agreements. But those accounts—both pension and non-
pension—over which we exercise the widest latitude of discretion have
consistently outperformed those that are restricted.

From a longer perspective, it is difficult to identify any case in recent
decades in which the imposition of artificial controls to manipulate
free market forces has done much more than treat symptoms. This
generally results in a new set of symptoms requiring yet another round
of controls. The underlying problem usually persists until the special
genius of free market forces is brought to bear.

Consider, for example, the widespread concern over the two-tjer
market being expressed 6 months ago when your exploratory hearings
were underway. The conventional wisdom ‘at that time was that an
excessive concentration of pension fund assets had created a highly
favored category of growth stocks that could never drop in value as
long a8 the institutional investors held onto their stock. Each decision
to uir additional stock in these companies was viewed as a self-
fulfilling prophecy assuring that the companies would remain immune
to adverse market forces while less popular stocks fell by the wayside,

I did not subscribe to such “instant cliches” in my. testimony last
July, and now that the free market forces have caught up with'thoss

1 This s the figure given in oral testimony and in tte H
{t was discovered the figure should be 80 perc’ent.d written text submitted ; subsequently
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favored growth stocks and shattered the myth of immunity, it is a
rather grim satisfaction for me to point out that this has happened.

years have hit the stock market before and will again. And hu-
man nature being what it is, there will always be more complaining
about the year when a fund drops from $100 million to $80 million
than the year in which it goes up Ey the same amount. As institutional
investors have always stressed, however, the longer term objectives of
pension trusts are moderating factors over such wide pendulum swings
in stock values.

The disintegration of the two-tier structure is fairly well advanced
by now and, insofar as we can determine, bank trust departments have
not'sold off their holdings in the mad seramble for the back door that
was solemnly forecast,

The truism of lnst summer, that only new restrictive legislation
could remedy a sharply tiered market, seems quite remote that
market forces have intervened to deal with the issues at a more funda-
mental level.

This temptation to tinker with free markets and tamper with fidu-

ciary responsibilities is not new, of course. It recurs from time to time,
In the early 1060’s the public policy aspects of managing private pen-
sion plans were given intensive review by President Kennedy's Com-
mittee on Corporate Pension Funds and Other Private Retirement
and Welfare programs.
- The committee observed that minimal liquidity requirements and
long term investment objectives allow pension fund managers to ba
flexible and responsive to changing invest:nent opportunities. Based
on this observation, they conc]uﬁe that “regulations or formulas for
assot management would reduce this flexibility without the likelihood
of improving the quality of the judgement and diseretion exercised
by trustees or plan managers,” 'Ilho committee advised against “the
substitution of a new set of statutory standards for the recognized
standards of fiduciary responsibility.”

I submit that that continucs to be sound advice.

Nonetheless, legislation is before this committee progosing to reverse
the historical trend and revert to a framework of fixed percentage
limits on the stockholdings of pension fund managers. Several rea-
song or given for advocating this step.,

Once again, we are told that only this new restrictive legislation
can adequately protect the Nation’s 30 million or so members of pension
ptl&n; from excessive concentration of investments in relatively few
s B.

Neither in my own day-to-day activities, nor as an interested ob-
server of the hearings of this committee, or the many other forums
where pension trusts are being examined, have I seen any evidence
that would lead me to conclude that beneficiaries are endangered by
the prevailing investment strategies of institutional pension fund
managers,

. Of greater social concern, I should think, is the prospect that re-
tirement funds might cease to receive the kind of personal case-by-case
investment judgments that they now enjoy, with each stock transaction
initiated on its intrinsic merits,

As to the need for stimulating individual investors, I can state our
position succinctly. We favor any measures that will make the equities
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market more attractive to small investors, provided they do not simul-
taneously make it less attractive to institutional investors and to the
nlllillions of pension heneficiaries and other individuals on whose behalf
they act.

2\3[7y deepest. reservation, however, about the committee’s present bill
is the way in which real problems have been lumped together with
imaginary ones and then treated with eqnal seriousness.

Protecting the interest of trust beneficiaries is certainly a very
genuine concern and one that we share with this committee. But we
see no need for additional legislation to compel what already exists,

We also are told that this legislation is essential in order to prevent
o fow banks from massing enough corporate stock to gain control
over the American economy. .

It is difficult for us to share in this anxiety when we consider that
banks are forbidden to own corporate stock for their own account.
Except for unusual cases, such as stock acquired in an effort to recover
on a defaulted Joan, banks hold stocks on behalf of clients and of
trusts for which they are trustee. OQur fiduciary obligations require
us to act solely in the interests of our clients and trusts, not for pur-
poses of gaining or exercising control of any company.

Those of us who are involved in bank trust management on a day-
to-day basis realize that it is a full-time occupation, leaving no op-
portunity to indulge in preoccupations such as how to take control of
the national economy. '

We are quite busy just keeping up with the investment needs of our
individual and corporate clients. They have their own ideas of what
a bank trust manager ought to be doing to retain their business—and
zllom'mating the Nation’s cconomy, company by company, is not among

1em.

We are in basic agreement with the desire of this committee to find
constructive ways of dealing with the real problems that confront
potential investors and the companies that are seeking capital in our
currently depressed equities market. I would respectfully urge, how-
ever, that the committee is on more promising grounds when it moves
toward incentives for those individual investors who may have left
the market, rather than digincentives for the institutional investors
who have stayed in.

JAgain, 1 thank the committee for this opportunity to express our
*{Ilezypoint on these issues of deep concern to you, to us and to the
Nation.

Senator Bennett, I have a very short addition to the statement. If
I could make it at this time, sir—

Senator BennerT. Of course, go ahead.

Mr. CaLraway. In connection with the assertions that bank trust
departments have the potential to control corporations, I would add
to my statement that we have been actively exploring ways of divesting
ourselves of voting rights with respect to the stock we hold as trustee.
This presents problems of legality, racticality, and the assurance that
the interests of our beneficiaries wiF] be adequately protected. If these
problems can be solved, we would welcome being rid of the burden
of voting our trust hol(?lmgs and the notion that we somehow desire
to control corporate management. :

Thank you Senator.

Senator Bennerr. Thank you.

20-146—74—8
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I have one (}uestion, more or less as a matter of information. On
page 2, you refer to your special situation investment equities fund,
and quote a figure of $600 million in 170 companies.

Is the $600 million a specific amount set aside, or do you vary that
amount as additional attractive opportunities present themselves?

Mr. CaLraway. The second way you stated is accurate. We only
invest in that fund if we can find attractive smaller companies to
invest in,

Senator BENNETT. Do you have an ongoing affirmative program to
seek such companies? :

Mr, Catraway. Yes, we do, Senator.

Senator BENNETT. Just as a matter of interest, & year ago how many
companies did you have? ,

Or is the number of companies' growing ?

Ts the fund growing?

Mr. CaLraway. Over the years the fund has grown very substan-
tially. T think we had more companies, I am sure, a year or two ago
then we have today, and I would susgect; that in the future we will
have even more than that, sir, I think today we have 170-odd com-
panies. I would guess that the number may have gotten close to 200
at one point, sir. .

Senator BEnNETT. In other words, they are a little harder to find
than they were earlier?

Mr, CarLaway. I believe that is the case. In addition, as the com-
gany grows in size and maturity, it can be taken out of that fund and

irected to all of the other pension trusts in the banks which have
already had an interest in that company.

Senator BENNETT. I see.

So it is kind of an adolescent period for these companies?

Mr, CaLLaway. Yes, sir. That is right, Senator. ‘

Senator BEnNeTT. Thank you.

And now, Mr. Lingua, I would be very happy to hear your
testimony.

STATEMENT OF GEORGE M. LINGUA, SENIOR VICE PRESIDENT,
FIRST NATIONAL CITY BANK '

Mr. Lixoua. Thank you, Senator Bennett.

My name is George Lingua, First National City Bank. My written
statement and related exhibits are contained in this blue-coated letter
sized document so designated. Behind the title page is the requested
one-page summary of the major points I hope to make, and following
the summary the written statement beﬁins.

I will make my oral summary of the full statement and charts and
exhibits within the 10 minutes allotted.

My experience has been primarily investment oriented. In addi-
tion to over a decade of working with pension funds, I have had some
years of experience with the motivations and attitudes of individual
investors.

Attainment of the bill’s basic objectives, which City Bank fully
supports, will require enlarging the total pool of capital, as well as
encouraging an appropriate amount of risk taking, particularly on
the part of individuals, Increasing the deductibility of capital losses
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for individuals, is appropriate, desirable, and should be effective in
both respects.

The graduated capital gains tax provisions would probably have

_aninitial liberating effect on old or greatly appreciated holdings. How-
ever, it would not increase the totafpool of capital, as even a reduced
tax rate on gains transfers some capital from individuals to Govern-
ment. Therefore, our Economies Department has suggested—it is in
addendum A of the full statement—an alternative which would in-
volve & tax-free rollover when proceeds are fully reinvested in other
capital socurities. This treatment, as has been mentioned earlier, is
already provided for wha€ is the principal equity investment for most
individuals and often the only one, often the most successful one:
their own homes. '

The limitations on holdings, while reasonable and even consistent
with our own voluntary self-imposed guidelines, are neither necessary
nor likely to be effective in assisting the attainment of the bill’s objec-
tives. An adequate facts base has not been established to support these
limitations, -Lacking this, we believe a potentially dangerous prece-
dent would be set for regulating the aggregate holdings of individual
fduciaries who must act for the exclusive benefit of many separate
trust accounts.

We cannot and we must not subordinate our fiduciary responsibili-
ties for these individual accounts, The limitations are not necessary
to protect the interest of beneficiaries, nor certainly to reduce potential
for economic control by large investing institutions,

We believe there is no evidence that we have even attempted to
control companies in which we invest. We have not, nor do we intend
to even try, If the objective is to force the large bank trustees to dis-

erse investments more broadly, it is very doubtful that limits on
Institutions separately would cause a broader dispersement of invest-
ments for institutional holdings in the aggregate. The aggregate dis-
Fersion is already quite broad when one looks below the tops of the
ists of major institutional portfolios.

For example, we analyzed the full holdings in the commingled gen-
eral equity funds of 21 large bank trustees, and found that over 400
companies were represented in these lists, of which none was held by
all 21 banks, only 5 by as many as 12 banks, and 230 were held by
only 1 bank,

Then, when you include the supplemental or special equity vehicles
that we have established over the years, the breadth of interests and
holdings becomes much more diverse and demonstrable, We tabulated
the holdings at just 10 such large bank trustees and found 791 different
issues; many are listed on the various exchanges and 361 actually in
the over-the-counter or unlisted market.

Now. we are confident that the facts of our holdings, transactions
and voting authority will support our position. Therefore, we advocate
and fully support disclosure requirements which would establish the
necessary fact base. - o

Incidentally, Citibank, I think, you may know, pioneered disclosure
several years ago. In our fourth Annual Report, when it comes out in a
fow weeks, we will give you even more detail on our transactions as
well as our holdings and voting authority. And qending the enact-
ment of legislative specific requirements, we intend this year to issue
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quarterly reports for the world to see the facts of our holdings and
our transactions.

T would like to turn to exhibit one as an examgle of this type of dis-
closure.* Here we have listed our 100 largest holdings, ranked by mar-
ket value according to column (2), that we hold in a fiduciary capacity.
These are trust accounts, investment management, and Investment
advisory accounts. It shows the percenta{;e of each company’s outstand-
ing shares which we hold in total for all customers in the first column,
including custody accounts for which we have no investment respon- .
sibility, just safekeeping for the customers, as well as on the far right
the lesser amount for which we exercise voting authority.

Whenever possible, voting authority is passed along to the beneficial
owner or co-trustee,

Exhibits 2 and 83—

Senator BENNETT. Before you leave that——

Mr. LiNgua. Yes, sir.

Senator BENNETT. So I can understand it, and it is interesting, I
just wrote down a note for myself. I wanted to ask you about pros)o -
tional voting authority you held. Look at Mobil Oil, No. 2 of your list.
You hold 1.1 percent of their assets. according to that list.

Now. is the .44 percent in the same decimal relationship?

In other words, roughly 40 percent of your holdings, on 40 percent
of your holdings you hold voting authority ¢

szr. Lxxaua. Yes, sir. The holdings are quite small for all customers,
but a smaller amount still, about three-quarters of 1 percent of the com-
pany’s total shares are held in fiduciary capacity, and a little more than
half of that is what we exercise voting authority for. We are able to
pass along. in other words, voting authority to the beneficial owners.

Senator BENNETT, So it is not—oh, the two figures are in the same
percentage relationship ¢ :

Mr. Lixeua. Yes, sir. They are. The percentage of the company
shares, The one above that is interesting, too—the Bendix Corp. You
see, we have practically none we vote the shares for. Almost all of the
stock is held for the em&)‘logees’ profit-sharing fund and we pass along
the voting authority to the beneficial owners.

Senator BENNETT. For the people in the room, that figure is one-one
hundredth.

Mr. Lineua, One-one hundredth of 1 percent of that voting author-
ity. Yes, sir.

Senator Bex~NETT. Thank you. I am glad to get that particular thing
straightened out.

Mr. Lixoua. There are many interesting examples in this list of
holdings like that.

Under tab exhibits 2 and 3 we show our commingled equity
vehicles,** The one with the chart in the older fund, the supplemental
fund, with the plotting of the unit values of each yearend, and showing
the investment results for each year, and cumulatively from the begin-
ning of 1964. This is close to a half-billion dollar fund now and it was
quite a bit above that before the market slide in 1973, by the way.

Senator BENNETT. Are these 21 stocks in the——

*See p. 118,
*¢Sce pp. 120 and 121,
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Mr. Lincua, That is a smaller fund, sir. The one before that is 93
companies with $477 million of market value.

Senator BExNETT. Well, are those the top tier stocks, or are those——

Mr. Lixgca. No, sir. This is a vehicle now well suited to investment
in medium-sized and larger companies, including some of the so-
called lower tier for which there may be very good potential for
earnings gains or recovery, but for which there is a lesser degree of
predictability or confidence that the potential will be realized in each
case.

Senator BENNETT. And what are the stocks?

Mr. Lingua. In the next one, the special equity fund was formed
just a little under 2 years ago for going at the really smaller companies,
It is only $36 million in size now with 21 companies. But it has an
enormous potential if we arve able to find sufficient candidates to meet
to a reasonable degree the investment criteria we have outlined on
this page. We believe these are very reasonable criteria, and necessary
for a prudent fiduciary to look at companies and see if they combine
to a reasonable degree these criteria.

Senator BENNETT. Another question pops into my mind that I would
like to address to both of you.

How widely spread are the stocks in these special equity funds
geographically ?

Are they concentrated in the New York area, or are they spread
across the country ?

Mr. Carraway. In our case, Senator, they are spread very widely
across the whole United States.

Mr. Lixgua. That is true for us as well. We are not bound by geog-
raphy. We look for good companies wherever they can be found. This
is a big country of ours.

Senator BENNETT. Thank vou. .

Mr. LiNava. The enormous advantages, I would like to submit, of
these commingled vehicles are two. It enables you to achieve broad di-
versification of risk, and even more importantly it enables you to
equalize the investment experience of all of the participating trusts
over a given time period, so that when you decide you should move
out of one stock into another there is no question of whose shares are
sold first, Evervone gets the same execution.

The point I hope to make is that we do have these vehicles, we have

the commitment and an extensive research effort to try to seek out,
wherever, the expanding companies of all sizes, particularly smaller
ones,
Now I would like to address, in my minute or two remaining, what
I believe to be the real problems and the regrettably low price earnings
ratios of the large lower tier companies, which include many of our
basic industries. The real burden on this sector and on the stock market
in general is the twin-headed albatross of rising inflation and price con-
trols—price controls which obviously do not work to control inflation,
but which knowledgeable investors believe inevitably will work to
stifle or suppress profits, of basic industries especially, and of some
basic indnstries more than others. .

Therefore—and I did not realize the steel industry would be dis-
cussed to such an extent today, but I have put that as my second chart.
First under chart 1* let us look at the Dow Jones industrial average,

*See p, 122,
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over the period since 1960. The Dow Jones, as you probably know,
with few exceptions is made up of large, long-established, relatively
mature companies, many in our basic industries. .

Now, the dotted line of inflation in the Consumer Price Index accel-
erated after 1967. It looks innocuous on this chart, but on « later one
vou will see it as we felt it. In 1968, the vertical line marked the peak
in the Dow Jones average at the time that inflation accelerated.

Then, the abatement in inflation which you will see on a later chart
in 1971 and 1972 coincided with a strong recovery in stock prices.

: Segator BexxEeTT. Since I consumed some of your time, you may go
ahead.

Mr. Lixeua. Thank you, Senator, it will only be another minute.

Senator BENNETT. No hurry.

Mr. Lixova. Now, the steel industry illustrates quite clearly the
impact on an industry which was among the first to feel heavy political
restraint on its product prices, back in 1962. It never recovered from
the 1962 bear market, the most severe phase of which was triggered by
the steel price increase rollback in April of that year.

Now finally, in 1973 steel industry profits exceeded the mid-1960's
level. But investors remain skeptical, with price controls still in place
and the 1974 economy slowing down.

My final chart covers a 20-year span. and shows how these variables
related to each other late in 1972.** This is the way the world looked to
us then. Inflation rates. shown in red when rising. and as annual rates
of increase rather than the monthly increase plottings on the two pre-
vious charts, are represented here on a scale more appropriate to
their real impact on the stock market.

Now, looking back to 1962 you can see the drastic market break in
that year, from which steel and some other basic industries have not
fully recovered. Also shown on the charts, the wide black bars under
the P/E pointer in the center lower part, are the ratios for the Dow
average, the price/earnings ratios, which is a reflection or a barometer
of the confidence level of investors in general. It was above_the 20
level pre-1962, and is now around 10 times 1973’ earnings, and about
11 times estimated 1974 ultimated earnings.

In placing our primary investment emphasis on large, growing,
technologically advanced or consumer-oriented companies in the so-
called top tier we have been tryinﬁ to exercise our l[:est judgment in
carrying out our fiduciary responsibilities for the beneficiaries of these
long-term capital funds. Now if the market prices of these top tier
stocks get too high at times, the market will correct this, as it did in
1962 and 1966 and 1970 and again more recently.

Periodic recurrence of this phenomenon is unavoidable if we are
to have free markets, and its timing is essentially unpredictable. for
practical purposes. Market price valuations which are not in time sup-
ported and validated by earnings will inevitably be corrected in the
marketplace, which is where it should occur.

I thank you, sir.

Senator BExNETT. Thank you very much.

Senator BexTsex. Thank you very much.

*eSee p, 124,
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[Mr. Lingua’s prepared statement, with attachments, follow :]

PREPARED STATEMENT OF GEORGE M. LINGUA, SENIOR VICE PRESIDENT, FIRST
NATIONAL CI1TY BANK

SUMMARY
8. 2842
Citibank in full support of basic objectives:
Improving, broadening our capital markets.
Providing needed capital for expanding companies.
Treatment of capital gains and losses :
Increase in loss deductibility highly desfrable.
Graduated gains tax has counter-productive potential after initial impact,
Enlargement of capital pool, especlally risk capital, is basic objective;
alternative suggested.

Limitations on holdings
Percent limits of 8, 2842 reasonable, but—

Facts base does not exist to support either need for, or confidence In effce-
tiveness of, percent limits to achieve bill’s objectives,

Lacking facts base, limits would set dangerous precedent for regulating
trustees with multiplicity of iduciary accounts/responsibilities.

Citibank wholly supports adequate disclosure requirements to build neces-
sary facts base,

General
Availability of capital for expanding companies: Large bank trustees already
have well suited vehicles, and stated commitiment, to invest in sound, growing
companies of all sizes.
The real problems of the stock market and of “lower tier” companies:
Rising inflation rates in combination with price controls,
Deterioration in investors' confidence.
Inflation also reduces individuals’ ability and willingness to invest,

STATEMENT

I am in charge of the Institutional Investment Division of Citibank's Invest-
ment Management Group, and a member of the Group's Investment Policy
Committee.

The fiduciary accounts served by my Division are primarily employee benefit
funds, for the most part pension funds for which we typically act as trustee with
full investment discretion.

Prior to my 12 years in this Division, I was for several years in charge of
a group of personal investment advisory accounts, and thereby gained some
iinsigl';ts as to the motivations and attitudes of a wide varlety of individual
nvestors.

Citibank is entirely in accord with and in support of the hasic objectives,
as stated for 8. 2842, of improving and broadening the functioning of our capital
markets, particularly with respect to providing continuing availability of capital
needed by expanding companies of all gizes,

I would like to address first the provisions of 8. 2842 designed to provide more
incentives and encouragement to individuals to increase thelr direct participa-
1tlon in the capital markets by changing the treatment of capital gains and
osses,

To increase the capital lnss deduction against ordinary income from $£1.000
(unchanged since 1942) to $4,000, along with the three-year carryback, appears
highly desirable, more equitable, and should significantly enhance the willingness
to Invest, as well as the avallable income resources, of individuals who can
afford a reasonable amount of risk taking.

As to the graduated capital gains tax provisions, our Economics Department
has suhmitted a written comment (Addendum A) which, while endorsing the
objectives, points ont some potentially counter-productive aspects, In summary :

The “lock In” of long term gains might be reinforced, after the initial
liberating effect.

Enlargement of the capital pool. by encouraging individuals to invest
more, spend less is partly offset by any tax on capital,
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Therefore, enlargement of pool and elimination of “lock in” tendency
would be much more effectively achieved by deferral of tax if individual
fully reinvests proceeds of sales (as permitted for personal residence
house).

With respect to the limitations on holdings, we readily concede that the
specific percentage limitatlons in the bill are reasonable, and even consistent
with the self-imposed guldelines or checkpoints which some large fiduciary
institutions, including Citibank, have used as disciplines in monitoring their
aggregate holdings of each company.

However, we do not believe that such limlitations are necessary to achieve
the basic objectives, nor that real evidence exists to support the bellef that the
lllxxjxitrtx:lonxs would be effective even in assisting the achlevement of these
objectives,

Lacking this evidence, we strongly feel that the Congress would be acting
unwisely, and setting a potentially dangerous precedent, in imposing percentage
limitations on the aggregate holdings of fiduciaries which are {nvesting for hun-
dreds, or even thousands, of separate beneficial accounts.

Although in this instance the application would be only to discretionary pen-
slon fund assets, one undesirable and unwarranted effect would be to inhibit
the corporate sponsors of pension plans in the exercise of their freedom and
objective judgment to select the flduciary/manager of their cholce, not only
with respect to new appointments but also as to the allocation of contributions,
as most large pension plans typlcally have two or more funding fiduciaries.

We submit that a fact base does not exist to support the need for these limita.
tions to achieve the several basic objectives stated for 8. 2842:

To proteot the interests of beneficiaries

To the contrary, the history of percentage limitations on investments of pen.
sion funds, as well as for personal trust funds, is that they have almost in.
variably contributed to inferior investment results. This certainly has been the
experience for most state and municipal employees pension funds.

To reduce potential for economic control dy large institutional {nvestors
Again, a fact base does not exist to support bellef that large institutions have
even attempted to exercise control over the companies in which they invest.
Citibank has not attempted to do so, and has no intention of attempting it,

To force the large bank trustees to dispersze investments more broadly, to
promote achievement of bdetter functioning capital markets

It is very doubtful that the limitation, per se, would promote a broader
dispersion of investments by these institutions in the aggregate.

In fact, their aggregate investment interests and holdings are much broader
than has heen implied by the mnost widily publicized critical essays in business
publications. These essays have focused on the tops of the lists of the large
banks. Even this top-sighted analysis does not support the more exaggerated
accusations of “‘concentration” we have heard.

Eezamples

The influential Fortune magazine tabulation of the 20 largest holdings of each
of 17 large bank trust departments actually comprised a total of : 101 companies
of which only 8 were held by all 17 banks and 58 were held by only 1 bank.

Our tabulation of the entire number of holdings in the commingled general
common stock funds (for pension trusts) of 21 of the largest bank trustees com-
prised a total of 400 companies, of which none was held by all 21 banks. only
8 were held by as many as 12 banks, only 11 were held by as many as 10 banks,
only 48 were held by as many as 8 banks. and 230 were held by only 1 bank.

Moreover, if the “Supplemental” and “Special Equity” commingled funds of
bhank trustees for pension funds are included, the diversity of interest and of hold-
ings ig sven more demonstrable. We tabulated the holdings of 10 such bank trustee
pooled funds, nggregating $3.5 billion In market value and found: 791 different
{ssues, 200 were on the New York Stock Exchange, 142 on the Ameriean Stock
Exchange, and 361 were uniisted on an exchange.

Not one of these 781 stocks were in all 10 funds, only 1 was held by as many as
5 funds and 487 of the 791 were held by only 1 fund.

More information on our supplemental equity pooled vehicles will follow, {n the
context of the hasie recommendation which Citibank is making to this distin.
guished Subenmmiftee at this time:
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We urge the limitations on holdings provisions of 8. 2842 be deleted, and action
along these lines be deferred until a sufficlent fact base is established to deter-
mine whether or not such lmitations are necessary, and whether they would be
significantly effective,

Citibank fully supports disclosure requirements for bank trustees which would
establish an adequate fact basic, with confidence that the true and full facts will
support our position that our holdings and our market transactions—

Have not been adverse to the interests of the beneficiaries of the pension
funds for which we are trustee, and for whose exclusive benefit it is our fidu-
clary responsibility to act.

Do not represent any evidence of potential to control, or intent to control,
the companijes in which we invest.

Exhibit I {8 indicative of one form of disclosure which would contribute to such
a fact base. It tabulates the 100 largest common stock positions which our In-
vestment Management Group holds in a fiduciary capacity, and shows this to be
typlcally a lesser portion—often substantially lesser—than we hold for all our
customers inclusive of custody-only holdings. Lesser still, in almost all cases, is
the portion for which we exercise sole voting authority.

Exhibit 11, relating to our Supplemental Common Stock Fund, fits into the
context of “effective disclosure” in another sense, as does our 8pecial Equity Fund
summarized in Exhibit I11.

The first Supplemental Fund was started over 10 years ago as a vehlicle pri-
marily to invest in smaller companies, It {8 now close to 34 billion dollars in
market value, and was well above that level before the 1973 market slide. It is
now a vehicle well suited to investment in a broad band of medium size and larger
companies, including some of the so-called lower tier, for which there may be very
good potential for earnings growth or recovery, but also a lesser degree of pre-
dictability or confidence that the potential will be realized in each individual case.

The Specinl Equity Fund I8 not quite two years old, has a potential far beyond
its present size. This fund is specifically oriented to smaller, expanding companies.
These commingled or pooled vehicles have the great advantages of (1) broad
diversification of risks and (2) equalizing the investment experience of all par-
ticipating pension trusts over given time periods.

Our investment selection criteria, as adapted for candidated for this fund, are
summarized in Exhibit IIT. We believe they are reasonable, and we are eager to
find and invest in smaller companies which fit these criteria in suficient com-
bination and degree.

With respect to the much discussed problems and regrettably low price/earn-
ings ratios of the “lower tier,” which includes many of our essential basic indus-
tries, we respectfully wish to express our strong conviction as to the fundamental
investment/economic problem which confronts this critically important sector:

The real burden on our basic industries, and the earnings multiples of the
stocks which represent ownership in them, is the twin-headed albatross of rising
inflation and price controls—price controls which obviously do not work to con-
trol inflation but which, knowledgeable investors believe, inevitably will work to
stifle or surpress profits, of basic industries especially, and of some basic indus-
tries more than others.

This fact of our lives may be graphically seen in Charts 1, 2 and 8 which follow,
which relate market prices, profits and inflation.

The Dow Jones Industrial Average, with only a few exceptions, is made up of
large, long established, relatively mature companies, many i{n the basic industries :
chemicals, steels, olls, autos, papers, metals and mining, etc. These industries also
bear a heavy burden of cost increases for pollution control to comply with the En-
vironmental Protection Act.

The dotted line of inflation in Chart 1 rose gradually and innocuously until
the latter half of the 1060's, then the rate of increase in the Consumer Price
Index began to accelerate. Late in 1968 the Dow average peaked, prior to the
devastating 1969 to mid-1970 bear market,

The strong recovery from mid-1970 through 1972 was accompanied by a
healthy abatement in inflation rates. When this trend was reversed in 1978,
by a powerful resurgence of inflation, the stock market quickly reverted to the
downside, notwithstanding prospects for record corporate profits which, in
fact, were achieved.

Chart 2: The steel industry illustrates, probably better than any other,
that some of our essenitial, basic industries have heen affected even more
adversely than others by restraints and controls on prices of steel products,
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while production costs were pushed up by inflation and pollution control re.
quirements.

The steel industry in fact was the first to feel a really heavy hand of political
restraints upon prices of the industry’s products. It never recovered from the
1962 bear market, the most severe phase of which was triggered by the Admin-
{stration’s steel price rollback. Prices were restrained also for the rest of the
decade by competition from rising imports of foreign steel producers, some of
which have been operated more as instruments of national policy, with profit-
ability a secondary if not minor consideration. Finally, in 1073, industry profits
exceeded by mid-1060's level, and by a large amount. But {nvestors remain skep-
tical, with price controls still in place and the 1974 economy slowing down.

Chart 3: (1933-72) Inflation rates, shown in red when rising, and portrayed
as annual changes rather than the monthly index plottings In the two previous
charts, are represented here on a scale more appropriate to their real impact
upon the stock market.

The 1962 market break. from which steel and some other basie industries
have not recovered. {8 clearly shown.

Also shown on this chart is the range of price/earnings ratlos for the Dow
Average, which is a reflection or barometer of Investor confidence levels, I¢ was
above the 20 level pre-1062: now it is around 10 times 1973's earnings and about
11 times estimated 1074 earnings.

We respectfully submit that it has not been the large institutional investors,
not the large bank trustee managers of pension funds, who have caused thls
erosion of confidence in the future prospects for some of our basic industries,

In placing our primary investment emphasis on large, growing, technologically
advanced or consumer oriented companies in the so-called “top-tier”, we have
been trying to exercise our best judgment in carrying out our fiduciary respon-
sibilitier for the heneficlaries of these long term capital funds.

1f the market prices of these top tier stocks get too high at times, the market
will correct thir, as it did in 1962, 1968, 1970 and again in 1978-74, Perlodic
recurrence of this phenomenon is unavoldable, if we are to have free markets,
and ite timing is essentially unpredictable, for practical purposes.

Market price valuations which are not in time supported and validated by
earningr, will inevitably be corrected in the marketplace, which is where it
should be done.

EXHIBIT 1
FIRST NATIONAL CITY BANK

Percent of compuz:y‘s share
outstanding which Citibank—
m @ ®)
. Holds Holds in a Exorcised
Rank by market value of fiduciary holdings (2) for all fiduciary sole voting
(as of Dec. 31, 1973) customers capacity authority
I 3.75 2.31 1.45
2.X .8 6.07 422
3 . 10 214 .37
oM 1030 5.10 3
5. , 00 . s
6. L1 .M .
1. 4.20 , 362 .60
8. . 44 4.31 , 29
9. 92 2.43 15
0. .1 .98 .52
L .39 s 3.%:
2. 13 L .
3, Texas Instruments, Inc. L 11 1.04 , 41
4. J. C. Penney Co., inc._.. , 22 404 .64
5. 5.8 Kresge Co.... ... .63 429 .9
6. Caternillar Tractor Co . 5.39 4.25 X
Do LUIY & €O, ... e aniiieiians 4.68 3.01 .01
8. First National Citv Corp. . n 2.4
9. Genersl Motors Corp. .36 .89 .47
20. Hewltett-Packard Co. . .19 479 4.(2)6
1. Corning Glass Works .15 . .22
2. ). P. Morgan & Co, Inc. . 31 3.9 2.40
3. Texaco, InC................. .89 1.19 36
3 Aiicon Hospucl Suppiy Cor 83 S 560
. American Hospital Supply Corp. . . X X
26. Motorols, inc 6.45 5.63 4.50
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EXHIBIT 1 ~
FIRST NATIONAL CITY BANK

Percent of company's share
outstanding which Citibank—

()] @ )
Holds Holds in a Exercised

Rank by market value of fiduciary holdings (2) for all fiducla sole votin
(as of Dec, 31, 1973) ¢ customers capaclg cuthori&
27. Emerson Electrie Co.. . 4.;1 , 38 317
. American Homo Products Corp . .18 A7 .46
. Sthering:Plough Corp........ . , 49 .96 0;
30. General Telephone & Electionics Corp. . . 89 .23 .6
3. -1onoywoll,l ............................ . . 34 .70 gg
32, Sony COIP..ee.enennesnannnn . .64 314 3
B L0 cuPonl deNemours & Co........ . 2.40 4 Y
34, American Telephone & Telegraph Co . .60 .20 .08
35. American Express Co. .. . . 10 .10 .94
36. Walt Disney Productions. . .15 .48 2.5
37. Westinghouse Electric Corp. - gg . 10 .26
38, McDonald's Corp......oooeeuunn.. . . .96 .25
39, Whitlpool Corp........covaeeannnn . . 85 , 82 , 41
40. Baxter ubotatollos, Inc. . , 18 , 08 .16
41. AMP Inc. . ... . 3.21 2,81 .83
. 13.98 13.08 .01
.10 .15 A4
4, s 8 4.07 2.69 2,44
0il o.élndiam) .55 .19
46. Virginia Electric & Power Co.... 61 5,20 3.35
47, Colgate-Palmolive Co. .. . .49 2.17 .01
48, 4.3 1L.73 x.og
. .85 .90 . 6
0. 9. 31 6.44 4.71
5;. m Co. . 3,34 2,55 1.85
52, :‘omlmnhl Tolophono Corp ,25 4.98 3,93
53, Union Oil Co. of California. ....... 3,04 213 1.69
54, F .49 2.39 1.89
55, 77 .39 22
56. , 87 2.4 1.27
[)8 , 38 6.22 6.08
58, Chessbrough-Pond’s, Inc. .64 g.os 2.12
59, First Chicago Corp...... , 84 .01 - .89
60. lovlda Povm & Light Co.. , 04 3.25 2
61, Texss Utilities............ gs 2.15 1.6
62. Mi ddlo smn Utitities, Inc. 4.22 3.57 2
63, orp., Ltd............ .11 1.76 1.
64, Fi st lnlomiional Bancshares, 8.77 3.6 2,54
65. Doubledsy & Co., Inc........ 37.21 30. 1.
66. Chubb Corp...... 10.36 4 . 64
. Penn20il CO......uoerannann.n 5.21 A, 3.
68. United Telecommunications, inc. 4.72 4.25 3.
69, Armstrong Cork Co..... PR . 4.39 4.2 4,22
. Marcet, In¢........... 4,48 4,20 3.
71, Textron, Inc. . ......... 3.9 3. 3.73
12 c“olum Powot & Ll(hl .27 4 3.4
73. First Bank Srs L 71 4. 2,3
4. Matsushita Efectric’ lndusmal Co., Ltd .46 1. 1.15
75 FMC COMP. . oooeceencneacacacnanuenan .17 4, 2.9
16. Southern Call!omia Edison Co..... .79 2. 1.92
71. Commonwealth Edison Co..... .26 1. .94
8. Beatrice Foods Co. .38 1 .98
19, Schlumbuw L. .93 o 4 .
80. Consumers Power C 417 3 .
81, Standard 0il Co,, of Californ .20 .31 .
82, Duko Power [ YO L 14 .11 N
- X klotc D o mererareramamsaranaces %Q‘i %2 t
ank Organisation Lid. . , . .
85, colonial'Penn Group, In¢ . 54 .93 Nt
. Hobart Manufacturing Co .08 .07
81, Associated Dry Goods Co! .16 .91 4.60
88. Economics Laboratory, inc. . 85 3.4 3.12
, Louisiana Land & Exploration o 125 .88 .38
Gonml Mil ls, Int..oaaens vecuesmetenraean .92 .22 .1
91, Masco COIp........vvmere .12 .08 2.3
92, Nattonol Cash Register Co. ... .17 1 .1
93, Okishoma Gas & Electric Co .30 .65 .3
94. General Reinsurance Corp. . .47 .30 A
95. Lubrjzol Cor g ............ .53 .90 .36
96. hern Indiana Public Service Co 4.70 . 90 3. 39
97, Standard 0il Co. (Ohi0).......ccceveennnn. 9? .68 .1
98. Infernational ﬂnvors 5 .9 A
99, Southern Pacific Co.oveervnnnnnnns .19 1.32 1.0
100. oow Chemlcal Co ..... evestsmemasassanacsasasesonenraninesnans .46 .26 .0
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FIRST NATIONAL C1TY PARK £xnibit 12
Commingled Supplerentary Curmon Steck Fundé

Exhibit 32

Total Market Valwe 12/31/73 . $477.8 M4
Total Number Of Companies Helds 93 Conmpanies

*Under Regulation 9 of the Cui~traoller of the
Currency, exclusively tor por noand other
erployen benefit funds qual.f:cd for tax
exerption under the Internal hevenv~ Code,

<%0

30
Unit Values As
©Of Year End

200

12731764 =357

19¢5 1966 1967 1963 19¢) 1970 1971 1%

e

~

1973

€

Fates of
Resurnes
For Year » 43,04 0.5% 78.5%4 8.%% (=2,20)  (23.54) 33,84 12,64 (=32,5%)
Curulative
fren 1964,
Anrual Rate = - 19.9% 26,94 24,00 6.3 16,3 18,60

.04

#strcore ard market appreciation lor Jegreciation), Cumulative figures ara
Annualized rates, comgounded annuallye




121

First Mational City Bank Exhibit IIT

COICAT!ICLED SPECIAL EOUITY FUMD *

Total Market Valuc 12/31/73 = $36 million

Total Nurber of Companicos Held = 21 ctompanies

*Established 4/1/72 under Regulation 9 of the Comp-
troller of the Currency, exclusively for pension and other
employce benefit funds qualificd for tax exemption under the
Internal Revenue Code.

Objectives: Up to 5% of equity pocitiorsof participating
employce bencfit tructs. Oriented to smaller
rapidly expanding companies which meet, to a
reasonable degree, the following investment
criteria:

Investment Criteria:s

(a) Competent, experienced management (especially
financial management)

(b) Products/services with proprietary or distinc-
tive characteristics, and outstanding demand
growth potential

(¢) Demonstrited inncvativeness, productivity of
resecarch

(d) Effective marketing, distribution system

(e) Managoable production costs and capital costs

(£) Quality of "Wall Street" sponsorship (invest-
ment banking, underwriting, market making;

continuing interest in and knowledge of
company) .

BEST COPY AVAILABLE
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CHART 8

ADDENDUM A

COMMENTS ON THE GRADUATED CAPITAL GAINS PROVISIONS OF SENATOR LLoYD
BENTSEN’S PROPOSED "STOCKHOLDERS INVESTMENT AcT OF 1978" (S, 2842) BY THE
EcoNoMIcS DEPARTMENT OF THE FIRST NATIONAL City BANK oF NEW YORK,
JANUARY 16, 1974

Citibank heartily endorses the basic objectives of the bill, 8. 2842, and of its
graduated capital gains tax provision. It is important to encourage greater in-
vestment by individuals in the equity securities of American corporations, and of
new and smaller companies in particular, We feel, however, that the introduction
of a graduated capital gains tax rate would be less effective in promoting the
bill's objectives than other proposals that Congress might consider.

Bvery soclety must determine how much of its current output of goods and
services it will consume currently and how much it will plow into investments
which will increase the amount of future production. Investment is the key to a
growing economy and a steadily rising standard of living for the nation’s citizens, -
a fact that i3 clearly understood by the Soviet Union and the many developing
countries, But in our society, investment cannot be taken for granted, for it is not
dictated by the government but rather ig supplied by the voluntary acts of in-
dividuals and families who forego current consumption to release a share of cur-
rent output which is then used to augment the supply of productive capital,

In a free society, government can try to encourage more investmeri in two
ways. One is to increase the potential reward for saving and investing. 1 he other
is to decrease the risks associated with investing.

The potential return can be increased by reducing the tax bite on investment

" income. The degree of risk associated with equity investments can be reduced
by improving the function of markets for corporate equitles so that price fluc-
tuations are more moderate and investors have greater assurance that they can
find a ready market for any shares they may purchase.
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The graduated capital gains provision of 8. 2842 contains incentives of both
sorts since it provides for a lower capital gains rate in many cases and seeks
to reduce the degree to which current tax laws lock investors in to existing stock
portfolios. The emphasis appears to be on reduction of the “lock-in” effect, how-
ever, and this is the aspect of the bill that was stressed by Senator Bentsen in
his statement accompanying the introduction of the biil, )

The lock-in effect has received a good deal of attention from tax experts in
recent years, in part because both those who want to increase taxes on gains
(1.e. through a tax on unrealized gains held at the time of death) and those who
want to reduce them can reasonably assert that their proposals will reduce
lock-in. But it i{s easy to exaggerate what a reduction in lock-in would mean to
the economy.

Some commentators have spoken as if the sale of appreciated securities would
provide great resources for new investment and have even implied the amount
of unrealized gains on corporate securities represents a pool of capital which
could be used to provide additional investment. But to an important degree,
those who might sell appreciated securities would merely be unlocking them-
selves by locking in others. The owner of a share of corporate stock has a fi-
nancial asset which can only be converted into cash by locating someone who
has cash he Is willing to exchange for the asset, The exchange doesn’'t increase
the volume of real resources available for investment in capital goods, it only
shifts their ownership.

Reducing the lock-in effect of the current capital gains tax, therefore, can
only increase the amount of investment in a fundamental sense if it increases
the amount of current income that is saved and invested, While unlocking of
itself would tend to encourage increased saving by improving the performance
of security markets, there is also no question that an outright reduction in the
tax on the returns to investment would have a much more powerful eftect,

It must also be pointed out that the extent to which lock-in would be reduced
by the introduction of a graduated rate scale is subject to question. The initial
impact of the provision might well lead to sales by holders of long standing,
but this effect would be in the nature of a once-and-for-all change. Thereafter,
investors might be tempted to wait for lower future tax rates. At any given
time during the 15-year period of graduation, an investor might well decide to
delay a prospective sale until the tax year was up and the tax rate was lower,
Such WW be particularly lkely if the proposal in the bill were modi-
fled to provide for two or three steps instead of 185. The number of objections
raised on the grounds of technical difficulty (l.e. how to compute holding periods
in the case of stock dividends and stock splits) suggest that the bill might well
be amended in this fashion on its way through Congress.

We respectfully submit, therefore, that more effective methods are available
to encourage more investment through the tax laws. Among them are a cut in
the percentage of gains which must be included in taxable income and a pro-
vision to permit tax free exchanges when one security is sold merely to provide
the means to purchase another. The latter, known as the tax-free rollover, now
applies to gains from the sale of a personal residence, Tax on such gaing is
deferred if the taxpayer purchases or builds a new residence within a specified
interval centered around the time of the sale of the first residence. Application
of this principle to transactions in stock would act as a powerful incentive to
investment by both raising the return on prospective Investments (but only if
t?fe itnvestor viewed his commitment as permanent) and greatly reducing lock-in
effects, -

Senator Bextsex. Mr. Callaway, in your appearance before the sub-
committee last time, you stated that you were investors and not trad-
ers, that the profiles of your investments changed over a period of time,
but not at a rapid pace. .

Could you tell us, since your last appearance in July, what the Mor-
gan has done with IBM, Xerox, Eastman Kodak, Avon?

‘What has been the change in the asset value of these stocks?

Mnr. CaLraway. Senator Bentsen, I think I can tell you generalities
without absolute specifics. I believe that in some of these stocks—and
I know it is true in IBM—we have added to our holdings in the last
part of 1978, and on others I believe you will find that we have sold

29-146—~T4~——9 .
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some of them. The reasons behind the purchase or the sale is still an in-
dividual judgment of the intrinsic investment long-term merits of the

stock.

I think it is fair also to say, as I mentioned when I was here in July,
that also money continued to go into what are called the lower tier
stocks. We are not investing solely, nor have we ever invested solely in
the top tier.

Senator Bentsen. Well Mr. Callaway, that kind of an answer is

erhaps as good as you can give off the top of your head, so to speak.
%ut 1 would really like something much more definitive than that for
the record. If you would give us some figures which are definitive and
submit them for the record, we would appreciate it.

Mr. CarLaway. I would be delighted to do that, sir.

That is for the year 197317

Senator BenTsen. That is correct.

[The information referred to above was subsequently submitted by
Mr, Callaway:]

MorgAN GUARANTY TRUST Co. OF NEw YORK,
New York, N.Y., February 14, 1974,
Hon, Lroyp BENTSEN,
Chairman, Subcommittee on Financial Markcts, Committee on Finance, U.S.
Senate, Washington, D.C.

DEAR SENATOR BENTSEN: As you may recall, during my testimony before your
Subcommittee on Financial Markets on Tuesday, February 5th, you asked me
what transactions had taken place in certain of our large holdings, such as 1.B.M.,,
Xerox, Eastman Kodak and Avon.

I now have a copy of the transcript of my testimony and from it I note that
the time span covered in our part of my testimony covers the period starting when
I appeared before your Subcommittee in July of 1978 and in another part of my
testimony covers the entire year 10783, I, therefore, have enclosed two schedules
covering both of these periods which show the purchases and sales in shares and
in dollar value of the fifty largest common stock holdings in our retirement trust
accounts,

I hope that if you have any questions, you will not hesitate to let me know.

Sincerely yours,
SAMUEL R. CALLAway,

MORGAN GUARANTY TRUST CO. OF NEW YORK, TRUST AND INVESTMENT DIVISION—PURCHASES AND SALES
AMONG TOP 50 EQUITY HOLDINGS IN RETIREMENT TRUSTS

Purchases: Jan, 1-Dec. 31, Sales: Jan, 1-Dec. 31,
1975 | Stles: Jaf J D

Shares Cost Shares Procesds
|- 8 R 32,135  $74,462, 7 4, 800 , .
[{:] T i 0, 800 ‘2 ,478.9%8 1, 500 3 217,
Eastman Kodak 213,950 , 217, 388 7,7 ;,
Avon Products lgg. & 19, 407, 62 60, f
Polarold Corp. . 139, 1, ug, 4, )
Sulra Rg:?“:rk %73,200 %g. o , 200 ;.%55
it e dnw o
American Express (3 1 5, 210, 525 ¥ ‘ 1!532
Procter & Gamble. 208, 21, %?’; ] , 500 , 450
618,600 52,807,711 , 600 112, 683
500 2?. 790, 576 ) , 561
881, ‘& 57, 850, g
WAy 380 ; i
236, 400 fgisszfnsg 7% 379,600 -
14,700 , 359, 54 $00 - A,
387,370 33,494, 990 8, b}
118, 700 , 888, g , 840
60, 200 g: 18, 71! S, ]
4}, 800 517,459 6.% ;%g
"""" 208,500 """ 18, 534, 9i6” 4,000 21,
311,500 30,528,240 3,000 81, gg
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Purchases: Jan. 1-Dec. 31, Sales: Jan, 1-Dec. 31,
1973 973

Shares Cost Shares Proceeds
AMP. . .. ... 17,400 4,613, 832 15, 800 693 923
Anheuser-Busch. 1,103,800 55,687,137 53, 900 2,122,618
Johnson & Johnson. 59, 000 6, 950, 517 11, 100 1,243,670
OXBCO INC. ... oo oo e eaae 90, 900 3,145,355 3,300 105, 1
Westiaghouso Bloctric. .. i iinieseiiieeeieiesizecaze 245,720 8,295, 391
Ford Motor... ... 149, 100 8,687,430 2,200 137,490
y Corp 20, 1,004, 424 5,709 205, 807
Lilly......... 347,700 27,161, 942 4, 400 u,
international Pape 12,700 587, 851 21, 000 2;5. 24
orin.......... 272,200 12, 2;0. 567 10, 900 7, 243
Chcstbr&w Ponds. ........... 156,325 12,215,701 9, 325 7,524,819
PIOMA €O - eveeee e e e 51, 800 48M,837 . iieiiiiiiiasas
Louisiana Land. . 3,000 142, 500 59, 600 2,044,914
08, Schiitz....... 265,500 15,370, 084 1,000 335’5 5
Minnesota Mining 5, 900 497, 940 10, 000 , 90
Heublein Inc. ... 11, 500 583, 680 3, ;& 1,692,
Burlington Industrles. ... ... .. . L i i aiieiiieeaatianzzezese 193, 6,022, 88
Standatd Oil of California 289,500 23,216,441 1,500 97,4
L X PSRRI 30,290 493, 441
OO GO ... oottt ittt e eiieieene e ieeaaeniaeneansezzszgsn 46, 100 2,582, 56;
internationsl Telephone & Telegraph. . 8, 300 1,975, 925 303, 950 i1, lr, 7
Halliburton Co. .. 150,400 26, 381,020 2,100 32,
Richardson-Merrel 443,300 26,797,222 3, 000 203. 0l
Simplicity Pattern 100, 000 5,618, 231 89, 000 4,922, 141
Foderated Department Stores. . .. 130, 900 §, 205, 988 45, 800 1, 845, 524
Purchases: Ju% - Sales: July 1-
c. 31, 19 Dec. 31, 1973
Shares Cost Shares Proceeds
B, i 162,185  $43, 548, 593 4,400 $1.257. 117
Xerox......... 90,100 13,099,918 , 000 45, 950
t Kodak 44, 800 5,752, 145 , 100 M5, 322
Avon Products. 50, 800 5, 155, 986 11, 000 1,217, 550
Polaroid. ...... 102, 000 9, 594, 363 , 600 133, 128
Sears Roebuck. 89, 400 8,721,052 . 000 191, 650
Schlumberger. ..o 12, 700 ; 432, 251 , 900 %
Philip Morrls. ... o 124,400 13,853,664 , 000 ,
Cola...... 42,700 5, 670, 360 , 000 44, 200
American Express. 15, 400 838, 950 , 000 49;, 225
Procter & Gamble.. .. 72, 500 6, 941, 843 , 500 9, 92
merican Home Product 224, 300 9, 222, 067 , 400 ;z. 49,
S.S. Kresge...... 151, 600 4,915,531 , 000 9,
onald's....... eeees 92, 600 5,187,773 2, 000 ,
Walt Disney Productions. . 2,000 151, 000 , 200
. C. Pennedy........... 117, 300 9, 106, 031 , 500
General Motors. 189,200 12,230,988 4, 400
......... 9,700 903,611 ..
MGIC Investme
orck & Co. ... 112,100 9,246,673 600
SCImianlough 9, 300 153,125 2,600
OB OM..c. e o ceeeeeee e ceea et c—ee 34,600 2,044, 2, 500
First National City....... ...l et meaiisesazeeecszessSeziiesecasieasesziecetacsezsze
Samint Corp: S 1 I R 3
u r , A 3
PG ettt et i eeeaaeeiaiiiesizaeenezezazesize 15, 800
Anheuser-Busch 161, 500 , 622, 1 53, %
31,400 3,642, 747 10,
R S 39,300 , 258, 2,
WOStOBNOUSE. ... oottt i iiiaiaiezaseeesosezzsezzan 185, &
Ford Motor 135, 600 7,795,529 2,
y Corp. 10, 000 431,508 5,709
BN Lilly........... 183,700 13,771,196 4,400
12,700 587, 851 10, 400
feeemeeeanns 182,800 8,973,221 503
.............................. 107,925 8156, 548 99, 32
T P, 41, 500 38,695 ... ...iceiiierarianigasas
Louisians Land. 000
. Schlitz... .. 700
Minnesota Minin, 000 175,200 ......oiiiiizaeennannss
Banington i34
) [1 08, ..ot ieeieianeeieieeineeseeizesinesseerezzzess .
8 i of Califoris.

Stands
Clorax
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Senator BenTtsex. I apologize to both of you for not being here to
hear your testimony. But I had a problem in having to testify on an-
other bill before another committee.

Did vou have any further questions. Senator Bennett?

Senator BexNrerT. No; I asked them as they went along.

Senator BexTtsex. Now, ceveral banks have stated that they volun-
tarily comply with the holding limitations I have in my bill,

Could you give the subcommittee some examples of where you might
want to deviate from those limitations?

Mr. LiNova. Yes, sir. I would be glad to give you one. One is the
case of a great company called Texas Instruments, where T believe we
now own—close to 5 percent of our discretionary pension assets are
invested in that company.

Senator BenTsen. Well, that would be in compliance.

Mr. Lincua. But we are so close that if new accounts were to come
into us, the market. value would be over the 5 percent by the market.
It is true we would not have to sell, but we would not be able to take
in new accounts without having to tell them: One of our most favorite
stocks that we would like to buy for you, in the exercise of our fidu-
ciary judgment, we are not permitted to buy.

Now, there may be a few others like that, so our ability would be
constrained as to investing in some of the stocks that we feel represent
the best long-term investments in advanced technological areas in this
country.

Now, that presents a potential conflict of interest, which I am confi-
dent we wonld resolve in favor of the beneficiary. But in order to make
room, possibly to take on new accounts, we might be tempted to sell
some o?that stock, even though our better judgment would suggest that
we should hold. That is a temptation which we would resist.

Senator Bentsen. Well, Mr. Lingua, more than 70 percent of
the trading volume on the New York Stock Exchange is attributable
to institutions?

Would you not be concerned if, instead of it being 70 percent, that it
went.on up to 80, 90, 95 percent?

Mr. Linaua. We are concerned now, sir, in all aspects of our rela-
tionship to the marketplace. We try to be responsible and in all ways
ati't in such a way that will not impair the functioning of the market-

ace. :

Senator Bentsen. Well, let me ask you this. Do you think it would
be bad for the market if this trend was increased so that institutions
had 95 percent of the volume of trading on the New York Stock
Exchange?

Mr. Lingua. T think it would be bad for the basic reason that your
bill would suggest, that would mean that the individual investor had
lost confidence in participating directly in this.

We are completely in support of encouraging the individual to
become more active and own more directly, as a direct investor in this
country of ours.

Senator BENTSEN. Since there are 1,400 other stocks to pick from
on the New York Stock Exchange and, as %ood a8 Texas Instruments
may be—and I happen to think it is a very fine company—aren’t there
sufficient other stocks to pick from?
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Mvr. Lingua. Yes. I believe there are many other good alternatives.
I was addressing only the question of whether, if we believe that sev-
eral companies represented the very best among all of the alternatives,
that it would be wrong for us torge precluded from buying the ones
that in our best judgment were the best.

Senator BExTseN, Even if it was the best, is there not also a counter-
balancing force of not having too much of one's assets in one com-
pany, as good as that company may look today ?

The Japanese developed n calculator. It was extremely competitive
with Texas Instruments. And then Texas Instruments came back with
their product and recaptured the market.

But you can have a substantial overnight change in technology, that
can give a company, as good as it may be, an extremely serious prob-
lem, and this is something that may not have been foreseen by the most
prudent investors,

And therefore. should not a portfolio manager put some kind of
limitation on how much of the asscts of a pension plan he is going
to put in one stock ¢

Mr. Livava. Sir, that is why we have the self-imposed guidelines,
that we have put in checkpoints, for years—to stop before we accu-
mulate more shares, percentage shares, of the company unless we in-
tensively again review the investment criteria.

I will say-it is a matter for our Investment Policy Committee, if
wo believe it merits an exception of going beyond this checkpoint level.

We look to many of the criteria we have outlined for this, even for
smaller companies.

Senator Bextsex. Mr. Lynn Townsend has pointed out that Me-
Donald’s has a book value of about $200 million and a stock market
value of £2.1 billion. The United States Steel Co. has a book value
of £3.6 billion and a recent market value of $2.2 billion.

We know we have a shortage of steel and apparently no shortage
of hamburger stands. You have the steel industry publishing state-
ments that they are not goingeto be able to expand to as much of the
market as otherwise would be available for their products, because
they cannot raise the capital fast enough. Therefore, the Europeans
and the Japanese are going to pick up part of that market. And we
are very much concerned about supplying our own economy here with
steel and also having some assistance for our balance of trade; and
that we are not just developing into the grainery of the world; that
we have some manufacturing capability.

What can you do?

What do you recommend?

Mr. Linava. That is why T used the steel industry as an example
here of what we believe, at the City Bank, as the basic problem of
oulr basic industry. And steel illustrates it perhaps better than any
other.

It has been under price restraints for over a decade, the first of
which were politically administered in 1962. Since that time it has
been under the further restraints of intense foreign competition when
it had excess capacity; imports rising in this country from foreign
producers, many of whom were operated more as instruments of
national policy with a profit motif secondary, if not minor, in
consideration.
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And now that the steel industry is finally in a shortage position, it
is unable to earn enough on the tremendous amounts of capital that
are required to invest in new steel, basic steclmaking capacity.

And investors who want to risk their capital perceive this. They
would rather buy the bonds of the steel industry at 8 to 814 percent
than own their equity.

T think that is wrong. I think that is too bod. But we must get to
the basic causes of this.

Mr., Carraway. May 1 add to that comment ?

Scenator Bentsen. Yes. Mr, Callaway.

Mr. Cauraway. T agree with what Mr. Lingua said, and T think
it is nlso true what Dr. Malea pointed out—that the investor, although
he is interested in book value, is mueh more interested in earnings,
and the trend of earnings, and the prospect of future enrnings. And
to go back tto hook value, it seems to me you can liken it to owning
a piece of property in a section of a town that deteriorates, and the
book value of that property may be very high. what yvou originally
invested in. But there may be no attempt to purchase that property
anywhere near that value.

And T maintain, as Mr. Lingna said. that the earnings outlook for
these companies ave very mueh more important than the book value to
the investor,

Thank you.

Senator Bexasex, Oh. T wonld agree. Mr. Callaway. generally on
that: but then vou go very much to the other extreme, too, And we
have the vecord of one company that had a great trend line on its
earnings out on the west coast, a beautiful trend line,

But as of today it is in a process of bankruptey, A very large com-
any in which a lot of |)mpﬂo were involved and a lot of people were
irt, And if you look just at enrnings, on that point it was spectacular,
if you did not bother to look at book value,

So it ig a balance of these things and all to be considered, is it not?

Mr. Carnaway. Tt certainly is, Senator. T agree.

Senutor Bexrtsex, Thank vou very much, gentlemen,

T will look forward to reading vour testimony in detail.

Thank vou for your appearance and contributions.

Our next witness this morning is Mr. Howard E. Hallengren who
is a vice president. First National Bank of Chicago.

Would you take the stand, please ?

Would you proceed, sir?

STATEMENT OF HOWARD E. HALLENGREN, VICE PRESIDENT,
TRUST DEPARTMENT, FIRST NATIONAL BANK OF CHICAGO, AC-
COMPANIED BY BENJAMIN HOMOLA, VICE PRESIDENT, LEGAL
DIVISION, TRUST DEPARTMENT

M. Hartienanren, Thank you, sir.

Mr. Chairman, members of the committee, my name is IHoward
Hallengren. T am a vice president of the Trust Do{mrtmont. of the
First National Bank of E"himgo. responsible for the trust depart-
ment’s investment staff.

I am accompanied by Benjamin Homola. vice president in the legal
division of the trust department.
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We appreciate the opportunity to appear before the committee to
present the position of our bank on the Stockholders Investment Act
of 1973,

Since we are a_manager of employee benefit plans, we are vitally
interested in any legislation which would affect our investment. A fter
reviewing the ]])mposod legislation. we would like to offer our com-
ments on several aspects of the bill,

Our full statement. which we request be made a part of the record
and. of which 1 believe you nlready have copies, covers the practical
investment. consequences of the proposed legislation; the implications
of the bill as to the trustee’s fiduciary obligations and ; some additional
comments as to the technieal language used in the drafting of the bill.

L intend to confine my summary remarks primarily to the invest-
ment consequences of the bill. However, we will be happy to answer
questions as to any portion of our full statement.

When the Stockholders Investment Act of 1973 was introduced in
the Senate lnst September, Senator Bentsen indicated that one of his
primary concerns was to reverse the trend which prior hearings of this
committee had investigated, toward increasing concentration on the
purt of large institutional investors in n relatively small number of
common stocks.

Accordingly. the bill established various eriteria which it was indi-
eated would serve to limit the uf)pnront concentration. We believe that
it is appropriate to question whether or not the proposed limitations
would in fact bring about the stated objective of causing iarge institu-
tions to introduce greater diversity into their equity port folios.

~ We will do this by examining their possible effeet on our own activi-
ties,

The first limitation is that no more than 5 percent. of all pension
trust assets managed by a given pension manager can be invested in
the securities of any corporation. \\'o believe that this proposal would
have little or no practical effect as far as the Trust Department of the
First National Bank of Chicago is concerned.

A literal interpretation of the bill would indicate that we could place
up to 5 percent of the value of all pension trust assets over which we
have discretionary investment authority in the securities of any corpo-
ration.

We have, of course, many pension trusts over which we have dis-
cretionary investment authority, which are invested in accordance
with their particular objectives and the particular provisions of the
respective trust instruments.

or example, we have discretionary investment authority, as de-
fined in the bill, over some trusts which are invested entirely in bonds
and others which are invested entirely in real estate,

Apparently, these kinds of trusts and others with specinl invest-
ment provisions could be included in the total or our managed as-
sets agminst which the 5 percent limitation would apply. If this is
the cause, the bill would scem to place virtually no meaningful limita-
tion on the concentration of investments in an individual pension ac-
count.

Even assuming that the intention of the bill is clarified so that the 5
pereent limitation applies to the holdings of the securities of any cor-
poration in an individual pension trust, we would have serious objec-
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tions to this provision, since we oppose the concept of limiting by legis-
lation our ability to respond to investment opportunities as they arise.

Senator BentseN. Let me ask you, do you put a voluntary limitation
on yourself {

Mr. HaLLenNGreN. Yes, T come to that.

Senator Bentsen, Well, if you managed yours prudently, you then
move to the conclusion that all other bank trust departments manage
theirs equally as prudently and have such limitations?

Mr. HavLenoreN, I would assume that all bank trust departments
operating under prudent man-rules would have to look at the degree of
concentration of the assets which they manage.

Senator Bentsen. That is not an answer. Give me a specific point.
You say the 5-percent limitation does not bother you because you have
that as a voluntary compliance.

I am now asking you do you also assume that all other bank trust
departments have a 5-percent limitation ¢

r. HaLLENGREN, I cannot make that assumption. i

Senator BEnTsEN, Well, I tell you they do not. What we want is to
stop the aberrations.

Mr. HatrenoreN. I think what I was suggesting here, Senator, is
that the 5-percent limitation, if we apply it to all of our pension assets,
really does not have any great effect. We could probably have a larger
concentration under this interpretation, the way the bill is written,

Senator BenTsen. Well, I can tell you that for some bank trust de-
partments it does have an effect and a very material one.

Go ahead.

Mr. HarLenaren. OK. I can only speak for ourselves.

Additionally, we believe that this provision might add a further de-
stabilizing element to an already unsettled securities market if all pen-
sion trusts, which your committee has identified as among the most
important factors in the market today, were prohibited by an artificial
limitation from purchasing stocks of fundamentally sound companies
during a period of market wealkness.

Senator BrntseN. Well, do you think if you had 1,400 stocks to pick
from, that a 5-percent limitation stops you from picking fundamentally
sound stock ¢

Do you think you are limited to 20 stocks?

Mr. HarienggreN. I do not feel that in any way.

The second limitation proposed in the bill is that any pension man-
ager cannot buy more than 10 percent of any class of security of any
corporation. We agree with the broad objective indicated by this pro-
posal; and we do, in fact, generally limit our own purchasing or own-
ership to less than 10 percent of the outstanding stock of any corpora-
tion.

Our Trust Investment Committee adopted a rule 3 years ago re-
stricting our ownership position for discretionary holdings to 8 per-
cent of the outstanding stock. It must be emphasized, however, that we
retain the flexibility of increasing our position to a figure greater than
8 or 10 percent if particularly good buying opportunities should oc-

~ eur—a exibility which we might lose if this proposed provision were

enacted into law.
The problem with any arbitrary limitation such as the proposed 10
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percent ceiling is that it cannot take into consideration all of the many
variables which might exist in an investment situation.

Wo believe that it is necessary to consider such matters as tradin
volume of a given security, as well as the percentage, if any, whic
might be closely held in order to determine an effective limitation on
the holdings of that security.

‘We believe that we are obligated under the existing Illinois prudent
man rule to consider these factors. Accordingly, in companies such
as Hewlett Packard, Tektronix, and Carnation, where over 50 percent
of our outstanding shares nre closely owned by family or manage-
ment interests, we do not believe that it would be appropriate for us
to take position of 10 percent of the outstanding stock, which would
result in our owning 20 to 25 percent of the floating supply of stock.

Therefore, we believe that f}ne prudent man rule is a fare more cf-
fective and meaningful limitation on our accumulation of large con-
centrations than is the bill’s proposed 10 percent figure.

Senator BenTseN. Well, let me ask you this. There is nothing in my
bill that proposes more restrictive limitations on the part of manage-
ment than the 10 percent. Is that not true? :

Mr, HarreNoreN, Yes. T understand that.

The third provision of the bill provides that a trustee may invest
up to but not to exceed 1 percent of qualified peusion trusts and se-
cn.tl'%i_:ies of any corporation with a capital account of less than $25
million,

When Senator Bentsen introduced this bill in the Senate last De-
cember, he stated that this provision “would facilitate the flow of in-
stitutional money to small- and medium-sized companies.”

In our view, however, the provision of this bill as it was written
might be counterproductive and might in fact impede the flow of
money into small companies. The first impediment. is the proposed 1
percent limitation,

At the present time, under our interpretation of the existing pru-
dent man rule, we have invested a portion of our pension assets both
in & comingled special situations fund and in a venture capital com-
pany formed expressly for our employee benefit trusts. In some trusts
theso investments excced 1 percent of the market value of all assets
of the trust. A

Accordingly, if our holdings in this type of security are not to ex-
ceed that level, our interpretation of the proposed bill would require
us to reduce our commitment to this type of investing in the future.

Senator Bextsex. If that is the case, Mr. Flallengren, then there is
a very good possibility that you misinterpreted the provisions of the
new pension reform hill that passed the Senate last September. The
purpose of my bill is to try and free up some funds, beeause of our
deep concern that the prudent man rule as applied in the pension
reform bill might be overly restrictive.

But we are trying to accomplish the samne objective ; and our lawyers
had better get together on interpretation of the prudent man rule.

_ Mr. Hartexnares, I think we are very sympathetic with the objec-
tive that you stated when you introduced the bill. We do not helieve
the bill actually grovides it. '

Moreover, we believe there is a conflict between these objectives that
you stated when you introduced the bill and the bill itself.
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Senator Bentsen indicated this 1-percent provision would be a lee-
way clause which would relieve a fiduciary from liability with respect
to the riskiness of an investment. Section 4 of the bill, however, seems
to place restrictions on this type of investment, since it requires the
trustee to take into account various factors which might be inter-

reted as giving the trustee less leeway than he now has under exist-
ing interpretations of the prudent man rule.

While disagreeing with the specific provisions of this bill, we believe
that many of you know that we have shared the concerns which led to
your initial hearings on this ' matter. We might comment that 4 years
ago wo expressed our concern over some of the practices which were
then prevalent in the investment community.

You may recall that at that time in 1970 we had just emerged
from the era of the so-called “hot stocks.” These issues, some of
which unfortunately were bought in employee benefit trusts, were
generally new issues or were issues of rela‘t.ively voung and emerg-
ing companies.

If specific legislative action had been taken in 1970 to correct the
abuses which had occurred in the late 1960's, it scems to me that there
undoubtedly would have been prohibitions placed upon the purchase
of new issues or more speculative types of investments for qualified
pension plans,

Tt is ironic that here is 1974 we arve trying to find means of
encouraging investments in smaller capitalization companies and ven-
ture capital type investments. We believe this indicates the great dan.
gers which are inherent in trying to find specific and narrowly based
legislative remedies for problems which may very well prove to be
quite temporary. ' )

Accordingly, we urge the committee to place primary reliance on
the expansion and strengthening of the prudent man rule to correct
whatever problems may exist in the investment of employee bene-
fit trusts.

Senator Benrtsen. Mr. Hallengren, you are making some very rele-
vant observations. T have interrupted you several times. Why do you
not take another 5 minutes now?

Mr. Harrexorew. T just have another minute here.

Finally, I feel that we feel strongly that the requirements that pen-
sion managers aggregate trust holdings to comply with federally
imposed investment restrictions would violate the basic trust concept
and the established trust law requirement that each trust is to be
administered individually. ' )

The trust concept is part of our U.S, legal system and had its
origin many hundreds of years ago in the English system of equity
jurisprudence. QOver the years the various laws governing fiduciaries,
together with the body of court decisions, have effectively set forth
investment restrictions on trustees’ pension plans. :

With the imminent passage of a Federal prudent man rule, we sce
no need at this time for further Federal intervention. I believe that
it would be difficult to find abuses in trust investment activities, for
which there will be no remedies at law once a Federal prudent man
rule is enacted. '

Thank you very much.
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Senator Bexrsex. Well, Mr. TTallengren, I appreciate your testi-
mony. I find it interesting. I congratulate you on some of your self-
imposed limitations.

} well understand the very normal reaction that you do not want
legislative restrictions that tell yvou to do the same thing you are
already doing. 1 do not. think that the insurance companies have found
it particularly onerous. Insurance companies have worked under com-
parable types of limitations for many. many years. Mutual funds. to
a lesscr degree, have had some such limitafions, although T know
that they have means of avoiding them where they get a number of
funds operating under the same management company. The limita-
tion only applies to 75 percent of their assets,

Bnt what we have tried to structure here is something that would
not have tho investor not acting like an investor, but would give him
n wide variety of investment choices. And T think we have done that
in this particular bill,

It is not a perfect bill, I am sure that it can be improved upon,
Some of the things you pointed out I think will be of contribution
in that regard.

The bill is not proposed as a panacea for the stock market. We are
not going to resolve all of the problems of the stock market, But some
of us think it is a contribution. T think it will help. 1 think it is a
very serious and meaningful protection to the pensioner from abuses
that sometimes result by some institutions that do not. impose and
abide by the limitations you say that yvour fund managers impose
on themselves,

Since T asked questions through your testimony, I do not have any
further ones at this time,

['The prepared testimony of Mr. Hallengren follows:]

’
PrepaRED STATEMENT BY HowaArp K. HALLENGREN, Vick PResIDENT, TRUST
DEPARTMENT, THE FIRST NATIONAL BANK OF CHICAGO

Mr, Chairman and members of the Subcommittee on Financial Markets, My
name is Howard E. Hallengren, I am a Vice President in the Trust Department
of The First National Bank of Chicago, in charge of the Trust Department's In-
vestment Staff, I am accompanied by Benjamin ¢, Homola, Vice President in the
Legnl Division of the Trust Department, We appreciate the opportunity to appear
before the Subcommittee on Financial Markets to present the position of The
First National Bank of Chieago on the Stockholders Investment Act of 1975,

The PFirst National Bank of Chicago acts as Trustee, or agent for individual
trustees, of over 630 employee benefit plans, holding assets in excess of $4 billion.
During the past year, we made regulur monthly pension payments to over 45,000
retired employees on behalf of the pension plans which we manage, and these
payments totalled close to $78 million, Therefore, we are vitally interested in any
Jegislation which would affect the investment of employee henefit trusts in gen-
eral, and pension trusts in particular, )

After reviewing the proposed legislation, 8, 2842, we would like to offer our
comments on several aspects of the bill. Our comments will cover the practical
investment consequences of the proposed legislation; the implications of the bill
as to a trustee’s fiduciary obligations; and some additional comments as to the
technical legal language used in the drafting of the bill,

1, INVESTMENT CONSKQUENCES OF 8. 2842

When the Stockholders Investment Act of 1078 was introduced in the Senate
last December, Senator Bentsen indicated that one of his primary coticerns was to
reverse the trend, which prior hearings of this committee had investigated, toward
increasing concentration, on the part of large institutional investors, in a rela-
tively small number of common stocks. Accordingly, the bill established three spe-
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cifie eriteria which, it was indicated, would serve to limit the apparent concen-
tration. ‘these criteria would be: (1) that no more than 5% of all pension trust
asgsets managed by a given pension manager could be invested in the securities
of any corporation; (2) that any pension manager could not buy more than 109,
of any class of security of any corporation; and (3) that up to, but not to exceed,
1% of a qualified pension trust could be invested in the securities of any corpora-
tion with a capital account of less than $25 million, We believe that it is appro-
priate to question whether or not the proposed limitations would, in fact, bring
about the stated objective of causing large institutions to introduce greater di-
versity into their equity portfolios.

The first limitation would have little or no practical effect. as far as the
Trust Department of The First National Bank of Chicago is concerned. A literal
interpretation of the bill would indicate that we could place up to 5% of the
value of all pension trust assets, over which we have diseretionary investment
authority, in the securities of any corporation, We have, of course, many pension
trusts over which we have discretionary investment authority which are fnvested
in accordance with their particular objectives and the particular provisions of
the respective trust Instruments. For example, we have “discretionary investment
authority,” as defined in this bill, over some trusts which are invested entirely
in bonds, and others which are invested entirely in real estate. Apparently, these
kinds of trusts, and others with special investment provisions, could be included
in the total of our managed pension trust assets against which the 5% limitation

“would apply. If this is the case, the bill would seem to place virtually no mean-
ingful tlimlmtlon on the concentration of investments in an additional pension
account,

Even assuming that the intention of the bill is clarifled so that the 5% limita-
tion applies to the holdings of the securities of any corporation in an individual
pensfon trust, we would have serlous objections to this provision, In the first
place, the practical effect at this time would not he great. In the guidance which
the senfor investment officers of our Depnrtment give to our pension fund account
managers, we specify the percentage which is to be invested, at any given time,
in a particular security. At this time. all of our haoldings in diccretionary pension
nccounts would be under 5%, with one exemption, In that one case, the holding
is designated as 7%.

More importantly. however, we oppose the concept of limiting, by legislation,

_our ability to respond to investment opportunities as they arise. I'rom time to
time, the stocks of some major, high quality corporations decline in price to
levels which, in our judgment. appear to make them extraordinarily good
values. We do not helieve that it is in the lest interests of the pension trusts
which we manage, or of the heneflelaries of those trusts, for us to be legisla-
tively prohibited from increasing our position as those huying opportunities oc-
cur, Additionally, we believe that this provision would add a further destabiliz-
ing element to an already unsettled securities market, if all pension trusts, which
your committee has identified as among the most important factors in the market
today, were prohibited by an artificial limitation from purchasing stock< of
fundamentally sound companies during a period of market weakness.

The second limitation proposed in the bill is that any pension manager could
not buy more than 109% of any class of security of any cooperation. We agree
with the general objective indicated by this proposal. and we do, in fact, lnit
our own purchasing, or ownership, to less than 109 of the nutstanding stock of
any corporation. Our Trust Investment Committee adopted a rule three years ago
restrieting our ownershiip posttion for discretionary holdings to 8% of the out-
standing stock. Our portfolio managers may make purchase« which wonld hring
our holdings over that level only with the express approval of the Committee.
In making these determinations, we must take into considerntion all of the factors
which affect the Hquidity and marketahility of a given stock, It must he empha-
sized, however, that we retaiu the flexibility of increasing our position to a figure
greater than 109 if particularly good buying opportunities should oceur, a flexi-
bility which we would lose if this proposed provision wer eenacted into law.

The problem with any arbitrary limitation, such as the proposed 109 celling,
is that it cannot take into consideration all of the many variables which might
exist in an fnvestment situation. We belleve that it is necessary to consider such
matters as trading volume of a given security, as well as the percentage, if any,
which might he clogely held, In order to determine an effective limitation on
the holdings of that security. We helleve that we are obligated, under the exist-
ing prudent man rule, to consider these factors. Accordingly, in companies such
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as Hewlett Packard. Tektronix and Carnation, where over §09% of the outstanding
shares are closely held by family or management interests, we do not believe that
it would be appropriate for us, operating under the prudent man rule, to take
positions of 109, of the outstanding stock, which would result in our owning
20 to 25% of the floating supply of the stock. Therefore, we believe that the pru-
dent man rule is a far more effective, practical and meaningful limitation on
our accumulation of large concentrations than is the bill's proposed 109 figure.

The third provision of the bill provides that a trustee could invest up to, but
not to exceed, 1% of a qualified pension trust in securities of any corporation
with a capital account of less than $25 million. When Senator Bentsen intro-
duced this bill in the Senate last December, he stated that this provision “would
facilitiate the flow of institutional money to small and medium-size companies.”
In our view, however, this provision would be counter-productive and
would, in fact, impede the flow of money into smaller companies. The
first impediment is the proposed 19, limitation. At the present time,
under our interpretation of the existing prudent man rule, we have in-
vested a portion of our pension assets both in a commingled special situation
fund and in a venture capital company formed expressly for our employee bene-
fit trusts. Approximately 26% of the assets in our special situations fund, and
all of the assets in our venture capital operation, are represented by investments
in companies with capital accounts of less than $25 millton. It has been our policy
to place 5% of the assets of a typical pension account in our special situations
fund, and approximately 1% of selected pension accounts in our venture capital
operation., Accordingly, if our investments in this type of security are not to
exceed 1% of the market value of all assets of the trust, we would have to reduce
our investment in this type of security. We do not believe that the waliver in
subsection (b) would afford us rellef in this regard.

Moreover, we believe that there is a conflict between the objectives stated when
Senator Bentsen commented upon thisg section at the time he introduced the bill
and the bill itself. Senator Bentsen indicated that this 19, provision would be a
“leeway clause” which would relieve a fiduciary from liability with respect to
the rigkiness of an investment. Section 4 of the bill, however, seems to place
restrictions upon this type of investment since it requires the trustee to take
into account “the need for diversification within the trust with respect to the
type of security, the type of industry, the degree of risk, and the potential for
return.” This provision might be interpreted as giving the trusteee less “leeway’
than he now has under existing interpretations of the prudent man rule,

We would also comment that the proposed criteria for selecting these securities
(a capital stock account of less than $25 million) seems to us to be quite nebulous.
In examining corporation balance sheets, we find all too little consistency in the
application of accounting rules and procedures. We believe that serious questions
would arise as to the practical application of this provision, when viewed
from the standpoint of the security analyst. In addition, we wonder if some
corporations might hesitate to make necessary adjustments to their balance
sheets in order to remain on one side or the other of this rather arbitrary
benchmark. ,

While disagreeing with the specific provisions of this bill, we believe that many
of the committee members know that we have shared the concerns which led to
your initial hearings on this matter. We might comment that four years ago we
expressed our concern over some of the practices which were then prevalent in
the investment community. You may recall that at that time, in 1970, we had
just emerged from the era of the so-called “hot stocks.” These issues, some of
which, unfortunately, were bought in employee benefit trusts, were generally
new issues, or were issues of relatively young and emerging companies, If spe-
cific legislative action had been taken in 1970 to correct the abuses which had
occurred in the late '60’s, there would undoubtedly have been prohibitions placed
upon the purchase of new issues or more speculative types of investments for
qualified pension plans, It is ironic that here in 1974 one of the objectives of the
bill is to encourage investment in smaller companies and venture capital situa-
tions, We belleve that this indicates the great dangers which are {nherent in
trying to find specific and narrowly based legislative remedies for problems
which may very well prove to be quite temporary.
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We believe that a far more productive approach to the investment problems
which the hearings of this committee have been investigating would be to expand
and strengthen the prudent man rule. I might comment that we believe, in the
Trust Department of The First National Bank of Chicago, that the prudent man
rule requires us to look at a great many factors when considering the diversifica-
tion of one of our accounts. We believe, for example, that we must look at the
diversification of price earnings multiples within an account, since we believe that
there should not be an excessive concentration in one level of p/e multiple. We
have an on-line computer program which gives this information for each of our
accounts on an almost instantaneous basis, and the portfolio manager is pro-
vided upon request with an analysis of each of his accounts, similar to chart #1

on page 8-A.

-
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In addition, we also try to diversify our accounts not only by industry, but
also by type of security, so that excessive concentrations do not occur in any one
class of stock. Portfolio managers are given precise guidance by the senior invest-
ment officers as to diversification by stock classification. A typical computer
report for this type of analysis would be similar to chart #2 on page 8-A.

These are ways in which we have gone about trying to exercise our obligations
as a prudent trustee, and we believe that these procedures also meet many of the
objectives set by this Committee.

In conclusion, we do not believe that the specific provisions contained in .
2842 would have the practical effects intended, and may, to some extent, even
be counter-productive. Accordingly, we urge the committee to place primary
reliance on the use of the prudent man rule to correct whatever problems may
exist in the investment of employee benefit trusts.

II. LEGAL AND EQUITABLE CONSIDERATIONS

Today a bank may be authorized to act as a fiduciary under state law or by
permit issued by the Comptroller of the Currency. If a bank is to exercise trust
powers, it must not only create a separate trust department, and hold fiduciary
assets separate from the general assets of the bank, but each trust account must
be administered individually, and separate records must be maintained for each
account.

The. principles, rules and standards governing the conduct of trustees are
exgcting. Certaln of the duties of the trustee arise from the nature of the relation-
ship; others are imposed by the terms of the trust instrument, Perhaps the most
important duty is the duty of loyalty to the beneficlary, which requires that the
trust be administered solely in the interest of the benefliciary. In selecting in-
vestments the trustee may be guided by the best interests of the beneficiaries,
present and future, rather than any possible advantage to the trustee,

‘The requirement that pension managers aggregate trust holdings to comply with
federally imposed investment restrictions would violate that basic trust concept
and the established trust law requirement as stated above that each trust is to be
administered {ndividually.

The trust concept as part of our United States legal system had its origin
many hundreds of years ago in the English system of equity jurisprudence.
There is ample law governing fiduciaries, In view of the great body of law which
evolved over a hundred years in the United States relating to trusts, we see no
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need for federal legislation which would specifically set forth restrictions on the
investments which may be made in trust accounts.

The interests of beneficiaries of pension trusts are adequately protected
without the imposition of specific federal investment restrictions. In fact, the
proposed restrictions themselves will undoubtedly product an adverse affect on
trust beneficiaries in some situations.

Presently there are remedies available to trust beneficiaries and safeguards
to protect their interests, and the proposed pension legislation, which seems so
imminent, will further protect the interests of beneficiaries of pension’ trusts.

It a trustee fails to perform its responsibilities or commits a breach of trust
detrimental to the interests of a beneficiary, suit may be brought.by the bene-
ficlary. The beneficiary may maintain a suit: (1) to compel the Trustee to
perform his duties as trustee; (2) to enjoin the trustee from committing a breach
of trust; (8) to compel the trustee to redress a breach of trust; (4) to remove
the trustee and have a successor trustee appointed. If, for example, the trustee
purchases assets from itself, a beneficiary may have the sale set aside. The gen-
eral rule is that if there is a profit to the trustee resulting from the act of self-
dealing the trust is entitled to retain the profit, but if there is any loss resulting
from the act of self-dealing the trustee, in his individual capacity, must make
good-the loss. Thus, if the trustee commits a breach of trust, he is chargeable
with (1) any loss or depreclation in value of the trust estate resulting from
the breach.of trust; or (2) any profit made by him through the breach of trust;
or (8) any profit which would have accrued to the trust estate if there had been
no breach of trust. A beneflciary’s right of action against a- trustee 18 usually a
continuing right, not ordinarly being subject to statutes of limitation.

Despite the development of a highly sophisticated set of equitable and legal
rules protecting the rights given beneficiaries and making those rights enforceable
by court action, trusts administered by corporate fiduciaries have become highly
regulated by administrative agencies,

The authority to grant flduciary powers to national banks and to regulate
national banks exercising such powers is vested in the Comptroller of Currency.
Regulation 9 promulgated by the Comptroller establishes a set of rules and
regulations for national banks exercising fiduciary powers and limits the au-
thority of national banks to such fiduciary powers as are authorized for state
banks or trust companies operating under the laws of the state in which the
national bank is located. Regulation 9 places the responsibility for all matters
pertaining to the exercise of fiduciary powers on the Board of Directors of the
Bank, requires that all acéounts for which the bank has investment responsi-
bility be reviewed upon initial acceptance and that a further review of each such
account be made at least once during every calendar year thereafter to deter-
mine the appropriateness of holding the assets in trust; requires that adequate
books and records be kept for each separate fiduciary account and that all such
fiduciary records be kept separate from the assets of the bank ; expressly directs
that a committee of directors, excluding any bank officers, audit the trust depart-
ment at least once each calendar year or have that audit carried out by auditors
responsible only to the Board of Directors, -

Representatives in Trust of the Comptroller’s office periodically examine the
trust departments of national banks to determine whether or not fiduciary
responsibilities are being carrled out in accordance with Regulation 9. Similarly,
state banks which are granted fiduciary powers are subject to periodic examina-
tion by representatives of State banking authoritiés, and representatives of the
Federal Reserve Board annually examine state chartered banks which are mem.
bers of the Federal Reserve System. The report required by the Federal Reserve
Board gives information as to pledges of securitles with state authorities, trust
department accountings and controls, internal and independent audits, officers,
committees, and their functions, policies and procedures for the acceptance of
fiduelary accounts, and trust investments. The report gives information as to
the holdings of stock of the bank in fiduciary accounts and the rendering of
accounts to trust beneficiaries. Most states require a deposit of securities for
the protection of trusts, and Regulation 9 provides that if a state refuses to
accept a deposit of a national bank, the Federal Reserve Bank is authorized to
hold the deposit. In the case of cash deposited in the bank, there are require-
ments for further pledging of bank assets so that, in the case of a bank failure,
the trust assets will be protected. )

" In conducting periodic examinations of trust departments of national banks,
the Office of the Comptroller of Currency reviews the investment policy of each
department to make certain that it observes its duty to diversify investments.
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Questions asked in connection with the examination include such items as: “Do
accounts where the bank has investment responsibility contain unauthorized
investment concentrations in the obligations or equities of a single entity?”
“Does the bank have a policy regarding investment percentages in common
stock?” The examiners look for heavy concentrations of particular issues, in
individual accounts, and also when reviewing totals held by a trust department.

A variety of federal laws already provide for indirect government regulation
of trust departments. With respect to employee benefit trusts, Section 401 of the
Internal Revenue Code sets forth the requirements which must be met in order
to qualify the trust as a tax exempt organizatton under Section 501 of the Code.
One of those requirements is that the trust must be for the exclusive benefit
of the employees or their beneficiaries. Section 508(c) of the Code sets forth
certain transactions between the trust and the employer which are prohibited.
The trust will lose its tax-exempt status if not used for the exclusive benefit
of the employees or if it enters into any one of the “prohibited transactions.”

All major pension reform bills now pending before Congress contain a federal
prudent man rule, The concept of a federal prudent man rule has been approved
by the American Bankers Association and the Corporate Fiduciaries Association
of Illinois, both of which our Bank is 8 member. We have no doubt that pension
legislation will be enacted in the relatively near future and that it will contain
a federal prudent man rule,

If such will be the case, we see no need for another federal law also gov-
erning investments by pension managers. The major pending pension bills pre-
empt state law in order, among other things, to eliminate confusion in the trust
law fleld so that only one standard would be applicable and not fifty-one. It
seems to us that it is a mistake to create two different federal prudent man
rules, the one contained in the pending pension bills, and a second standard if *
8. 2842 were enacted. We suggest, therefore, that there is no need for the Senate
to take additional action at this point, since we believe that the federal prudent
man rule contained in pending pension legislation will adequately protect the
interests of plan participants,

Since the Senate unanimously passed H.R. 4200, and since it contained pro-
visions relating to fiduciary standards and disclosure to plan participants, it
would seem that the Senate is of the opinion that those standards and disclosure
provisions will adequately protect the interests of those participants,
) It should also be kept in mind that what may be deemed imprudent at one

point in time may subsequently be deemed prudent. It was not until the last
several decades that investment in common stock was a universally acceptable
trust investment. If Congress had enacted a bill limiting or prohibiting pur-
chases of common stock back in the thirties, would we have had such a tre-
mendous growth in our Gross National Product? Would our securities markets
have provided the capital that enabled companies like IBM, Xerox and Polaroid
to grow and provide thousands of jobs and make a major contribution to our
economic expansion? It would seem the answer to both would be “no”. Times
change and investment conditions change, and we must exercise caution so as
not to enact legislation which eould be counterproductive,

Over the years, courts in equity, the IRS enforcement of the Code, and reme-
dies available to beneficiaries have effectively set forth investment restrictions
on trustees of pension funds. With the imminent passage of a federal prudent
man rule, we see no need for further federal intervention. We believe that it
would be difficult to find abuses in trust investment activities for which there will
be no remedies once a federal prudent man rule is enacted. We do not believe that
restrictions should be placed on the prudent man rule as set forth in H.R. 4200
and unanimously passed by the Senate.

III. TECHNICAL COMMENTS

We have several comments as to the technical provisions of 8. 2842 as
drafted. These comments follow :

(1) As drafted, Section 408 should be clarified in that Section 401(a) of the
Internal Revenue Code refers to plans in addition to pension plans. By their
very nature stock bonus plans should be excluded from the bill. Also, since
money-purchase pension plans are in many respects simflar to profit sharing
plans, shouldn’t they also be excluded? As 408(a) reads, it implies that a profit
sharing plan is a form of pension plan and, of course, that is not the case. Should
the words, “profit sharing” in the proposed 408(a) be changed to “money-
purchase pension”? Then to emphasize the fact that only standard pension plans

29-146 O - 74 - 10
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are to be affected perhaps a statement could be added to the effect that this
section is not applicable to stock bonus or profit sharing plans.

(2) Since most pension programs consist of two documents—a plan and a
trust agreement, the words “or the trust agreeraent implementing such plan”
should be added after the words *‘unless that plan” in Section 408(a).

(8) When an asset is sold. the market value of the trust assets are not
reduced—the security sold is merely replaced by the proceeds of the sale price.
Including sales in that section is confusing and also inconsistent with proposed
Section 4930 which provides for a tax on the “amount of each investment.”
Therefore, the words “or sell” and “or sale” should be deleted from 408(b).

(4) Sub-section (¢) of proposed 408 is confusing when read in conjunction
with sub-section (b). Sub-section (b) is prospective in nature in that no invest-
ment can be made if as a result of such investment, the percentages are exceeded.
It would permit the retention of securities which exceed the limitations—it just
would not permit any further purchases. In addition the bill may be inconsistent
in that it does not appear to require divestiture and yet, sub-section (c) sets
forth instances when divestiture is not required. Also, when introducing 8. 2842,
Senator Bentsen stated that the limitations would not apply retroactively and
managers of pension accounts would not t2a forced to dispose of current stock
holdings to meet the limitations. For these reasons, we do not believe sub-section
(c) is necessary and it should be deleted. The proposed pension legislation will
set forth minimum funding standards, and since new money is being funneled
into pension plans annually, in a relatively short period of time the limitations
set forth in 408(b) (1) will be met without divestiture of present holdings.
Dllveﬁuture could be very detrimental to the plan participants by requiring “fire
sales”. -

(B) The bill should make clear that the limitations set forth in 408(b) are
not violated if a pension manager succeeds another pension manager who holds
securities which, when added to the assets managed by the successor, would
exceed the limitations. In such a case, the successor would be prevented from
purchasing additional shares, but should not be deemed to be violating the bill
merely by succeeding another pension manager, Also a deposit of securities or a
stock dividend should not be deemed an investment at the time of such deposit
or receipt of the dividend. Of course, the deposit or dividend would be included
in the value of the assets before further purchases would be made.

Perhaps these problems could be solved by changing the words “invest” and
“investment” to “purchase’ in the bill.

(8) The excise tax imposed by proposed Section 4950 is too severe especially
where there is no loss to the beneficiaries. Pending pension legislation sets forth
enforcement procedures if a trustee enters into a prohibited transaction or
violates the fiduciary standards, and we suggest that those enforcement proce-
dures be applicable to S. 2842 without the imposition of an excise tax.

(7) Section 4 of the bill railses certain’ questions. Of course, our comments
with respect to money-purchase pension plans and stock bonus plans set forth
above relating to 408 (a) are also applicable to Section 4.

It appears that Section 4 is establishing another new prudent man rule in
lines 14 through 17 on page seven of the bill. This will confuse fiduciaries—a
federnl prudent man rule in pension legislation, restrictions on that rule in
8. 2842 and another prudent man rule in S, 2842, There is no need for the rule
set forth in lines 14 through 17, and therefore, we suggest lines 14 through 17
on page seven be deleted. In fact, we suggest language be added which would
clearly exempt investments of 1% of the assets of smaller corporations in a pen-
sion trust from any prudent man rule. Senator Bentsen stated that they would
be so exempt, but the bill provides for a different test which must be met. Of
course, f problem then arises as to the conflict between this bill and the pending
pension legislation if enacted subsequent to S. 2842, ’

(8) If lines 14 through 17 of Section 4 are not deleted, we are confused as to
the effect of Section 4 as it relates to securities of any corporation with a capital
account of less than 25 million dollars. The limitations set forth in Section 408(b)
do not apply to those small corporations and therefore 100% of the stock could
be purchased by a pension manager if deemed prudent. Instead of permitting
greater investment in smaller corporations Section 4 would limit each Invest.
ment in that it permits 100% to be purchased for one trust but only if the value
does not exceed 1% of the value of that trust. If it does but the trustee deems
the investment prudent, will the trust be disqualified?
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Since these small corporations are excluded from the limitations in 408(b)
and if Section 4 contains a form of a prudent man rule, it would seem that Sec-
tion 4 will not accomplish what is intended. As stated above, Section 4 would
be meaningtul if it specifically provided that it need not meet the prudent man
rule, but that is not the way we interpret it.

__Senator BENTsEN. Our next witness is Mr. Michael Dingman, pres-
ident of Wheelabrator-Frye, Inc., speaking on behalf of the Committee
of Public Owned Companies.

Mr. é)mgman, if you will take the stand please, and if you would
proceed.

STATEMENT OF MICHAEL DINGMAN, PRESIDENT, WHEELABRA-
TOR-FRYE, INC,, OR BEHALF OF THE COMMITTEE OF PUBLICLY
OWNED COMPARIES

Mr. Dineman. Mr. Chairman, it is a pleasure to be here today to
represent the 619 companies that make up the Committee of Publicly
Owned Companies. We have currently approximately 1.4 million em-
ployees represented, and 2.3 million shareholders in this group, There
. are 102 New York Stock Exchange companies, 335 American Stock
Exchange companies, and 182 over-the-counter companies. Exhibit C
to this testimony will give the names of those companies.

I would appreciate it if you would take this entire segment and put
it on the record.

Senator BENTSEN. We will be pleased to put it in the record, as we
have with the statements of the other witnesses this morning.

Mr. DinamaN. My name is Michael Dingman. I am a member of the
executive committee of the Committee of Publicly Owned Companies,
and I am president and chief executive officer of Wheelabrator-Frye,
Inc. I have attached a biographical sketch to this statement.

The stock of Wheelabrator-Frye is listed on the New York Stock
Exchange. We are active in 22 countries of the world. We have over
6,000 employees in the United States and over 80,000 public stock-
holders own our companfy.

Our domestic sales for the past year aﬁproximate $257 million.
Our after-tax profits are in excess of $10 million. Despite the fact that
our sales have grown 33 percent compounded over the I;,ast 3 years
and our earnings per share from continuing operations have grown
71 percent compounded over the same period, our stock, like many
others—and this is not complaining. but nonetheless it is true—is
selling at 14 which is just about its book value. )

This is even more remarkable because we are associated in what is
considered a growth industry. That is, we are grincipa]ly involved in
the design, engineering, and manufacture and sales of systems and
equipment that meet the environmental and clean-energy markets. We
are also engaged in the graphic arts business.

I appreciate this opgortunity to appear. .

The Committee of Publicly Owned Companies appeared before this
subcommittee on July 26, 1973, through the testimony of Mr. C. V.
Wood, the chairman of the committee. At that time we filed a good
deal of material with the subcommittee. )

In the time intervening since the committee’s previous appearance
~ before this subcommittee, the problems to which our testimony was
addressed have become more, and not less, acute, and the need for
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helpful legislation, if we are going to meet the challenges confronting
corporate America, have become more urgent.

am filing with this statement as exhibit B a short memorandum
summarizing and updating some of the facts which were included in
our original statement. In brief, these facts demonstrate the follow-
ing: The individual investor has not returned to the securities markets.
For all except a few institutional favorites, there is o wide disparity
b:}t;ween company earnings on the one hand and market value on the
other,

Very few companies have found it possible to raise needed funds by
new public offerings of their securities.

The debt-equity ratio of American corporations has become even
more adverse and dangerous. Companies have deferred expansion and
modernization plans requiring new capital, and those that have gone
ahead with such plans have had to do so by bank borrowings at ex-
tremely high interest rates.

Senator BeNTsEN. Let me ask you this: T have been told that it takes
about $25,000 in new capital to create a job. Today we see unemploy-
ment increasing in this country. This adds very much to our problem,
does it not, when companies who have growth patterns such as yours,
earnings growth such as yours, apparently in a growth field where
they-have other markets they would like to move into, and we are
trying to take care of the problems of people being laid off in some
of these industries. There is no way in the present market—swhat mul-
tiple are you selling for? ‘

%r. DinoMAN. About 11, in that area; $1.26 a share we earned in
1978,

Senator BenTsen. Well, say you sold at 8. You would have to find
pretax earnings—that would be, what, 25 percent?

Mr. DinamaN. We paid full taxes, so pretax earnings would——

Senator BENTSEN. About 25 percent ?

Mr. Diveman. A little bit more than that; about 48-percent tax
rate, corporation.

Senator BENTSEN. No, no, no. I said you would have to find an in-
vestment that would pay you about 25-percent return before taxes to
be able to go to the market and sell your stock at eight times earnings.

Is that not about right ¢ )

Mr. DinomaN. Absolutely. We would not sell stock at this level.

Senator BEnTsen. All right. .

Mr. Dineman. The difficulties today, Senator, in the equity market,
I am sure, are precipitated only by the problems we mentioned in this
discusion. I think, frankly, Mr. Townsend’s comments hit it right on
the head. We are facing a situation where hamburgers are not going
to be bought if we do not have steel.

Deliveries and problems of raw materials today are acute. We have
many, many companies that are not represented in the so-called upper-
tier, upper-structure stocks and there hasto be a place for these
companies. . .

Senator BentseN. Well, we have had a unique asset in our country.
We have the most effective free market for the trading of equities
any place in the world. Have we not had this in the past?

Mr. DinamaN. Completely.
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Senator BenTsex. Qur capital markets provide equity capital to help
our Nation and industry grow and to create the jobs that are neces-
sary as our population increases, and that is why our capital markets
are critical to the future growth of this country of this country. And
it appears to me it is in danger.

Mr. Dinoman. 1 think there is one more very insidious factor that
I do not know that we have focused on, and that is the inflationary
factor and the cash needs of most corporations. This is not the case
with our company, fortunately, but the dgrowing need of companies
and the inflationary aspects have forced a great cash drain by in-
creasing inventories and receivables, and the inability of those com-
panies to either raise additional debt because of restrictive limita-
tions or to raise additional cash through equity offerings has completely
stymied them. .

And I do not know where the solution rests, but it certainly is
partly in some of the suggestions that your subcommittee is proposing.

Senator Bentsen. Well, if you would proceed, sir.

Mr. Dinaman. The market value of the stocks of many companies
continue their steep and arbitrary declines despite increased earnings.
For example, according to a Fortune magazine survey of 382 lead-
inﬁ companies, at the end of 1973 more than three-fifths of them were
selling at multiples below 10. At the end of 1972, less than one-fifth
of these same companies were selling at these depressed multiples.

The large bank and trust companies still appear to be concentrat-
ing their investments in the institutional favorites or so-called upper-
tier stocks.

Coming to S. 2842 and S. 2787, Mr. Chairman, I want to express
the appreciation of the committee and its membership for the con-
structive measures proposed by these bills, Both of these bills con-
tain desirable changes in the capital gains tax, but S. 2842, introduced
by the chairman, also contains important provisions dealing with
certain aspects of pension fund investments.

We have discussed these provisions with a representative sample
of our members and have found overwhelming support for its pro-
visions,

Mr. Chairman, it would be idle for me really to take the subcom-
mittee’s time to analyze these bills in detail. With some supplemen-
tary suggestions that I shall refer to, we entirely endorse the more
comprehensive measure, 2842. The chairman’s own statement, which
appears in the Congressional Record for December 20, 1973, is an
admirable and comprehensive statement of the reasons which should
impel the Congress to quickly enact this bill.

In our opinion, the enactment of S. 2842 will serve the following
urgently needed purposes. It will protect the 30 million workers who
are beneficiaries of the pension plans, and indirectly help their jobs.

It will avoid the overfeeding of a few favored companies of great
size and the starvation of the second and third tier companies, which
is a significant problem, But I do not know that this in itself will
solve it ; but I think it will help.

It will induce pension func?mana ers to direct excess equity capital
to a greater number of companies. fgain, Senator, we cannot have 10
percent on top and 90 percent down below and have an America to-
day. And in many places the man that makes screws is just as impor-
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tant as the man who makes the steel. We cannot have one without
the other. In this way it will aid the survival and help to strengthen
the 90 percent of American companies which are not institutional fav-
orites, in many cases just because they are smaller than the companies
ingtitutions like to invest in. .

T want to emphasize, Mr. Chairman, that it is these companies, the
broad spectrum of American business, that will determine the health
and vigor of our Nation.

Second, the exemption of 1 percent of the assets in any pension fund
from the so-called prudent man rule, so as to make those funds avail-
able for investment in new or expanding companies, will also be a
material and direct aid to the smaller companies upon which the vital-
ity and competitiveness of America depends.

Third, and of the greatest importance, are the provisions of the bill
with respect to the capital gains tax. We believe, Mr. Chairman, that
no single measure can be more effective in providing the necessary
stimulus and incentive to revive our securities markets than construc-
tive changes in'the capital gains tax.

We are not prepared to compare the desirability of the different
seales of capital gains tax in S. 2842 and S. 2787. except to state our
proference that the initial breakpoints for the reduced capital gains
tax, rather than ordinary income tax, should not require that the se-
curities be held longer than 6 months. In fact, many of our members
would prefer a reduction in this holding period to 8 months.

But, in general, as the chairman’s statement in the Congressional
Record makes clear, a graduated capital gains tax such as he proposes
would reduce the present lock-in position of securities that have been
held for many years and would provide greater liquidity in our capital
markets. At the same time, it would relieve a real hardship which our
present capital gains tax imposes upon individual investors.

Our present single rate capital gains tax penalizes the investor, as
compared with the short-term trader. Tn an inflationary economy-—
which we have had many years—an individual who has brought se- -
curities and held them for many yvears becomes less and less able to
dispose of them and shift into a different kind of investment which is
better adapted to his needs because of the impact of the flat-rate capital

ains tax.

& Mr. Chairman, there are two additional measures which we believe
are of great importance to the purpose which the pension fund pro-
visions of vour bill will serve with respect to the national interest
in the securities markets. First is to require disclosure of bank and trust
company holdings and trading. We realize that you are fully aware of
the necessity of such disclosure and presumably have not included dis-
closure provisions in your bill because of deference to another commit-
tes of the Senate.

Second, as we have urged in our first appearance before this
subcommittee, we belicve that it is essential that legislation be
enacted to prevent the unreasonable and destructive dumping of
securities on the market by institutional holders, a practice which
has undermined investor confidence in the securities markets and
the soundness of American companies, and which, in our opinion,
cannot be justified by the legitimate needs of institutions in their

management. of pension funds or otherwise.
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Senator BeENTsEN. Let me say there that we understand the prob-
lem. We do not know the solution to it, though. We do not know
how you can impose such a trading limitation and have an orderly
market. The one thing we were trying to avoid, if possible, is putting
a limitation on the investor that prevents him from selling something
that he thinks has to be sold. .

And if an institution had to make a public statement that it was
going to sell it and if you tried to impose an inside trader rule, and
you had to trickle this thing out as an inside trader does, 1 percent
in 6 months or something like that—even if you gave them substan-
tially more than that—I would hate to be the fellow who had the
responsibility of trying to sell that stock over that period of time.

Mr. DinaemaN. T think it is a very difficult decision, and, frankly,
I am caught a little bit between my committee role and personal pref-
erence, whether you get the disease over all at once, or whether you
let it dribble out over a period of time.

A fund manager makes up his mind to dispose of a particular
investment. But I do know that the ability to know what is going on
today is very limited,

The third market is very active. Securities float in large blocks back
and forth where they are very difficult to measure. And even from
the corporate standpoint it is very difficult to know where the owner-
ihil}()l of the securities rests today, in communicating with our share-

olders.

Now, these are other problems that from the management side
we have to address ourselves to.

We certainly applaud your actions in regard to capital losses,
which in principle correspond to "the capital gains amendments.
These changes would also provide substantial stimulus and incentive
to the securities markets.

Mr. Chairman and members of the subcommittee, at our previous
appearance before this subcommittee, we proposed an additional
amendment of the capital gains provision which we should again
like to urge for your consideration. We believe that our proposal
would be a highly useful addition to the pending bills.

The present conditions in the securities markets are so depressed
and so threatening to the interests of our Nation that we believe that
a direct, immediate stimulus is necessary. It is for this reason that
we have proposed that capital gains realized on corporate equities,
up to $1.000 per vear, should be excluded from taxation. We think
that adoption of this provision would provide for an immediate and
powerful incentive to individuals to return to the securities markets.

This idea, originally proposed by the Committee of Publicly Owned
Companies, has recently also been proposed by the New York Stock
Exchange. The Exchange has suggested that the $1,000 exclusion
should be limited to people whose total capital gains do not exceed 25
percent of earned income. The committee has no objection to this
qualification,

I should like to offer for the record as exhibit D a study prepared
for the committee by Dr. Norman B. Ture, analyzing our proposal
for a $1.000 annual exemption of capital gains realized on corporate
equities. Attached to this study is a listing of Dr. Ture’s qualifications.

In conclusion, on behalf of myself and of the committee and our over
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619 corporate members, I would like to thank the subcommittee for its
consideration of this vital measure. We hope that you will see fit to
approve the suggestions that we have made for improvement of the
bll{’, and we strongly recommend that the Congress proceed with the
utmost speed to enact this urgently needed measure.

Senator BenTseN. Mr. Dingman, you made a statement that T cer-
tainly think is a very important one when you talk about the inter-
dependence of all of these different corporations, all on each other and
the economy. I can think of one particularly good example with respect
to the energy crisis. Today the oil industry 18 having exceedm%lly dif-
ficult time getting sufficient drilling pipe to drill the wells that are
necessary to try to develop encrgy self-sufficiency in this country. The
steel industry 1s not able to, or does not have the capacity, to produce
enough of this tubular steel drilling pipe to meet the demand. And
then that is followed by the stock of steel companies selling at a very
low multiple so that it is very difficult for them to go to the market
to try to raise that kind of money. So the infrastructure is such that
when one part of the economy gets in trouble in raising their capital,
the entire economy is in trouble.

Mr. Dinoman. It is a very difficult time, Senator, and I am sure
vour subcommittee better than most realizes the problems of this inter-
dependence. They must be cleared up quickly, for it takes time both
to build facilities as well as to raise capital.

And I must say, in all fairness, I cannot criticize the institutions for
all of the problems by a long shot. But I think there are changes that
can be made to open up the market to all the companies that have
to raise equity capital.

Senator BENTsEN. Would it also be a fair statement to say that some
gomllgz;nies sell at low P/E because of problems of the managemett
1tself ?

Mr. Dinaman. Clearly, it has to reflect the ability of management,
for which I have to apologize to my own stockholders.

Hopefully in the future [laughter].

Senator Bentsox. Well, T would say in your defense, from the num-
bers you have cited me and the growth of your earnings, it sounds like
management has been doing a good job, Mr. Dingman.

Mr. Dinaaman. Thank you.

Senator BenTseN. What choice does a small company have, let us
say & medium-sized company, that has an expanding market. Let us
say it has competent management, and its earnings have been progress-
ing reasonably well. But let us say it is selling at eight times earnings,
and let us say they are not old enough to have a long history that makes
them attractive from most portfolio managers’ view points on bonds,
or a long enough history.

Where do they go? What do they do to expand and create the jobs
and meet that market and the demand for their product?

Do a lot of them not just sell out to the big companies?

Mr._Dn{GMAN. I think today, Senator, many little companies with
emerging ideas and technologies must go to the larger companies for
the capital. And in many cases they have gone to foreign companies
to raise this capital. And I think, in that regard, there are many for-
eign investors that think more of America than Americans. I think
that has been made clear in cases where they have had dollars to invest
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in our country. But, for the most part, I do not know where you raise
calIntal today. It is just nonexistent.

have looked at some statistics on the number of firms that are left
as broker-dealers. They are decreasing almost weekly.

Now, admittedly, come of that is a reflection on the management
abilities.

Senator BENTSEN. Well, they cannot be all bad, can they ?

Mr. DinamaN. They cannot all be that bad, but an important pur-
gose of our committee is to try to get the companies which are af-

ected by the attrition of broker-dealer firms together to do something
about it and bring it to the attention of the Congress,

But, again, you yourself reflected we need o1l well pipe to drill more
oil wells to’ get more energy to run the steel mills and the other fac-
tories, including McDonald’s hamburgers. And it is out of whack.

And then we look at the demands of our people for improved auto-
mobiles, which we have to have, and the jobs which are tied into the
automobile industry indirectly and directly—it is phenomenal, And
yet Wall Street sets new lows every day.

Senator BenTsen. Do you believe the holding limitations that I pro-
posed would get portfolio managers to spread the equity capital more
into additional companies?

Mr. Dineman. I do. I think that just having these hearings has
probably elped.

Senator BENTSEN. Do you think some of them might even be look-
ing at other companies now ¢

r. DinoMAN. T think that probably you will find that the institu-
tions have managed to look at more companies—and there are a lot
of good ones.

enator Bentsen. Thank you very much, Mr. Dingman. I appreciate
your dtestimony, and we will include your entire testimony in the
record. .

[The following material was submitted by Mr. Dingman:]

PREPARED STATEMENT OF MICHAEL D. DINGMAN, MEMBER OF THE ExeouTive CoM-
MITTEE OF THE COMMITTEE OF PUBLICLY OWNED COMPANIES AND PRESIDENT OF
W HEELABRATOR-FRYE, INC.

SUBJECT: 8. 2842; 8. 2787

Mr. Chairman and Members of the Subcommittee, my name is Michael D. Ding-
man. I am a member of the Executive Committee of The Committee of Publicly
Owned Companies. I am President and Chief Executive Officer of Wheelabrator-
Frye, Inc. I have attached a biographical sketch to this statement as Exhibit A.

The stock of Wheelabrator-Frye, Inc,, is listed on the New York Stock Ex-
change. We are active in 22 countries. We have over 6,000 employees in this coun-
try alone, and over 80,000 public stockholders.

Our domestic sales for the past year approximate $257,000,000. Our after tax
profits are in excess of $10,000,000. Despite the fact that our sales have grown
33% compounded over the past three years and earnings per share from continu-
ing operations have grown 71¢% compounded over the same period, our stock is
selling at 18, which is just about its book value,

‘This is even more remarkable because we are primarily in what is generally
considered a growth industry: That is, we are principally involved in the de-
sign, manufacture and sale of systems and equipment to meet the needs of the
environmental and clean energy markets. We are also engaged in the graphic arts
business.

I greatly appreciate the opportunity to appear before you.

The Committee of Publicly Owned Companies appeared before this Subcom-
mitte on July 26, 1973, through the testimony of Mr. C, V. Wood, Jr., Chairman of
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The Committee of Publicly Owned Companies. At that tiine, we filed a good deal
of material with the Subcommittee.

In the time intervening sin~e the Committee's previous appearance before this
Subcommittee, the problems to which our testimony was addressed have become
more, and not less, acute; and the need for helpful legislation, if we are going to
meet the challenges confronting corporate America, has become even more urgent.

T am filing with this statement as Exhibit B a short memorandum summarizing
and updating some of the facts which were in our original statement. In brief,
these facts demonstrate the following:

1. The individual investor has not returned to the securities markets. For all
except a few institutional favorites, there is a wide disparity between company
earnings on the one hand, and market values.

2. Very few companies have found it possible to raise needed funds by new
public offerings of their securities.

3. The debt-equity ratio of American corporations has become even more
adverse and dangerous. Companies have deferred expansion and modernization
plans requiring new capital, and those that have gone ahead with such plang
have had to do so by bank borrowings at the very high rates that are prevailing.

4. The market value of stocks of many companies continue their step and
arbitrary declines despite increased earnings. For example, according to a
Fortune Magazine survey of 382 leading companies, at the end of 1973, more
than three-fifths of them were selling at multiples below ten. At the end of
1972, less than one-fifth of these same companies were selling at these depressed
multiples.

5. The large banks and trust companies still appear to be concentrating their
investments in the institutional favorites or upper tier stocks.—It is particn.
larly relevant to the legislation that this Subcommittee is considering to realize
that only one leading New York City bank, despite its concentration in the upper
tier stocks, turned in a record better than the market average in 1973. On the
contrary, for example, the two principal banks known for their preference for
institutional favorites, did even worse than the rest of the banks. The figures
that we are submitting show, for example, that while in 1973 the Dow Jones
Industrials were down 13.6%, the U.S. Trust Company ‘“Common Fund” was
down 22.859% and Morgan Guaranty was down 20.78%.

Coming to 8. 2842 and 8. 2787, Mr. Chairman, I want to express the appre-
ciation of the Committee and its members for the constructive measures pro-
posed by these Bills. Both of these Bills contain desirable changes in the capital
gaing tax, but 8. 2842, introduced by the Chairman, also contains important
provisions dealing with certain aspects of pension fund investments,

We have discussed the provisions of S. 2842 with a representative sample of
our members, and we have found overwhelming support for its provisions. We
believe that the fact that our Committee and its members applaud the prineiples
of both Bills before this Subcommittee is of considerable significance because
our membership represents a broad segment of American business—over 600
publicly owned companies of varying sizes. One hundred and two are listed on
the New York Stock Exchange; 335 are listed on the American Stock Exchange:
and the securities of 182 are traded over-the-counter. I am submitting for the
record as Bxhibit C a list of our members as of December 1973.

Mr. Chairman, it would be idle for me to take the Subcommittee's time to
analyze these Bills in detail. With some supplementary suggestions that I shall
refer to, we entirely endorse the more comprehensive measure, S. 2842. The
Chairman’s own statement, which appears in the Congressional Record for
December 20, 1973, is an admirable and comprehensive statement of the reasons
which should impel the Congress quickly to enact this Bill. In our opinion,
enactment of 8. 2842 will serve the following urgently needed purposes:

First, the limitation on concentration of investment by pension funds will:

a. Protect the 30.000,000 workers who are the beneficiaries of the pension

plans;

b. It will help to prevent a few large hanks from achieving excessive control
over our economy hy investing pension fund money which they control so as
to acquire a dominant position in our leading corporations:

c. It will avoid the overfeeding of a few favorite companies of great size, and
the starvation of the second and third tier companies:; and

d. It will induce pension fund managers to direct excess.equitv capital to a
greater number of companies. In this way, it will aid the survival, and will
help to strengthen, the 90% of American companies which are not institutional
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favorites—in many cases, just because they are smaller than the companies
institutions like to invest in. I want to emphasize, Mr. Chairman, that it is these
companies—the broad spectrum of American business—that will determine the
health and vigor of our Nation.

Second, the exemption of one percent of the assets in any pension fund from
tho so-called “prudent man rule,” 8o as to make those funds available for in-
vestment in new or expanding companies, will also be a material and direct
aid to the smaller companies upon which the vitality and competitiveness of
America depends.

Third, and of the greatest importance, are the provisions of the Bill with
respect to the capital gains tax. We believe, Mr. Chairman, that no single meas-
ure can be more effective in providing the necessary stimulus and incentive to
revive our securities markets than constructive changes in the capital gains
tax. We are not prepared to compare the desirability of the different scales
of capital gains tax in S. 2842 and 8. 2787, except to state our preference that
the initial break points for the reduced capital gains, rather than ordinary
income tax, should not require that the securities be held longer than six months.
In fact, most of our members would prefer a reduction of this holding period to
three months. But, in general, as the Chairman’s statement in the Congressional
Record makes clear, a graduated capital gains tax such as he proposes would
reduce the present “lock-in” of securities that have been held for many years and
would provide greater liquidity in our capital markets, At the same time, it
would relieve a real hardship which our present capital gains tax imposes upon
individual investors. .

Our present single rate capital gains tax penalizes the investor, as compared
with the short-term trader. In an inflationary economy—which we have had
for many years—an individual who has bought securities and held them for many
years becomes less and less able to dispose of them and shift into a different
kind of investment which is better adapted to his needs because of the impact
of lthe flat-rate capital gains tax on the difference between his cost and selling
price. -

Mr. Chairman, there are two additional measures which we believe are of
great importance to the purpose which the pension-fund provisions of your Bill
will serve with respect to the National interest in the securities markets, First,
is to require disclosure of bank and trust company holdings and trading. We
realize that you are fully aware of the necessity of such disclosure, and pre-
sumably have not included disclosure provisions in your Bill because of defer-
ence to another committee of the Senate, Second, as we urged in our first ap-
pearance before this Subcommittee, we believe that it is essential that legisla-
tion be enacted to prevent the unreasonable and destructive dumping of securi-
ties on the market by institutional holders—a practice which has undermined
investor confidence in the securities markets and the soundness of American
companies, and which, in our opinion, cannot be justified by the legitimate needs
of institutions in their management of pension funds or otherwise. We hope
that the Subcommittee will give this problem further consideration.

We also applaud the changes which 8. 2842 would make with respect to the
treatment of capital losses, which in principle correspond to the capital gains
amendments. These changes would also provide substantial stimulus and in-
centive to the securities markets.

Mr. Chairman and members of the Subcommittee, at our previous appearance
before this Subcommittee, we proposed an additional amendment of the capital
gains provisions which we should again like to urge for your consideration.
We belleve that our proposal would be a highly useful addition to the pending
Bills. The present conditions in the securitics markets are so depressed and so
threatening to the interests of our Nation, that we believe that a direct, im-
mediate stimulus is necessary. It is for this reason that we have proposed that
capital gains realized on corporate equities, up to $1,000 per year, should be
excluded from taxation. We think that adoption of this provision would provide
an immediate and powerful incentive to individuals to return to the securities
markets. This idea, originally proposed by The Committee of Publicly Owned
Companies, has recently also been proposed by the New York Stock Exchange,
The exchange has suggested that the $1,000 exclusion should be limited to peo-
ple whose total capital gaing do not exceed 25% of earned income. The Com-
mittee has no objection to this qualification.

T should Hke to offer for the record as Exhibit D a study prepared for The
Committee of Publicly Owned Companies by Dr. Norman B. Ture, analyzing our
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proposal for a $1,000 annual exemption of capital gains realized on corporate
equities, Attached to this study is a listing of Dr. Ture's qualifications.

At the bottom of page 4 of Dr. Ture's study, dated December 6, 1973, he sum-
marizes his conclusions. In brief, he believes that the proposal will strengthen
the securities markets so as to make it increasingly feasible for corporations
to obtain equity financing to meet their urgent needs, and will reduce the de-
pendence of corporations on debt financing. He concludes that it is probable and
perhaps highly likely that the net result of this annual exemption will be to
increase rather than reduce revenues, by promoting an increased volume of
transactions.

In conclusion, on behalf of myself and of The Committee of Publicly Owned
Companies and its over 600 corporate members, I should like to thank the
Subcommittee for its consideration of this vital measure. We hope that you will
see fit to approve the suggestions that we have made for improvement of the Bill,
and we strongly recommend that the Congress proceed with the utmost speed
to enact this urgently needed measure.

BExHIBIT A

Name : Michael D. Dingman.

Place and date of birth : September 29, 1931, New Haven, Conn.

Names of parents: James B, Dingman and Amelia Williamson Dingman.

Education: The Hun School of Princeton and University of Maryland.

Married : Jean Hazlewood Dingman,

Children (names and dates of birth) : Michael D, Dingman, Jr,, Feb, 13, 1954 ;
Linda Channing Dingman, June 2, 1955 ; James Clifford Dingman, Aug. 26, 1957.

Business activities—Executive positions occupied: Wheelabrator-Frye, Inc.,
president and chief executive officer—Feb. 1970 to date: Drexel Durnham & Co.,
general partner, limited partner, Nov. 1964 to May 31, 1971 ; Sigma Instruments,
Inc., sales, engineering and general management—April 1, 1958 to Nov. 27, 1964 ;
various sales engineering positions from 1958 to 1958.

Directorships : Wheelabrator-Frye, Inc., the Rust Engineering Co. (chairman),
:(t}nd other subsidiaries and affiliates ; Temple-Eastex, Inec.: United States Freight

0.
Member: Executive committee, the Committee of Publicly Owned Companies.

Professional society: Institute of Electrical and Electronics Engineers, Inc,

Clubs: Mount Kisco Country Club, New York; Lyford Cay Club, Nassau,
Bahamas ; The Recess, The Links, N.Y.C.

Michael D. Dingman, age 42, has been president, director and chief executive
officer of Wheelabrator-Frye, Inc., since February 1970, After attending college,
Mr. Dingman started his business career in 1953, as a factory trainee. He fol-
lowed this activity with various responsibilities in supervision, sales, engineer-
ing, and general management in industry until 1964, when at 33, he joined
Burnham & Co. as an associate in corporate finance, later becoming a general
then limited partner of that banking firm. In 1969 Mr. Dingman, at 37, moved
back into industry as a director and stockholder of several companies. He is a
member of IEEE and a director of various companies.

Since 1970 Wheelabrator-Frye has been positioning itself to meet the needs
of the growing environmental and clean energy markets. Through early plan-
ning the company realized that this environmental market ultimately would be
fulfilled by companies with strong proprietary process engineering, service and
technology orientations. '

Wheelabrator-Frye was formed from a 1971 merger of a holding company,
an investment company and two operating companies. This merger, and the
subsequent sale of unrelated assets, provided building capital while the two
operating companies—Wheelabrator and Frye—provided the operating base upon
which to build.

The company has grown steadily, achieving substantial growth in sales and
earnings while establishing a strong proprietary technology, systems engineer-
ing competence, manufacturing-capability and operating management team.

Wheelabrator-Frye is active in 22 countries worldwide and has over 6,000
employees in the U.S. alone, including 2,700 engineering technicians and support
personnel.

The company’s environmental and clean energy activities range from systems .
for coal gasification and sophisticated gas cleaning to waste water treatment
and sand reclamation.
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In the field of converting refuse to energy, the company is currently supply-
ing all finance, engineering and technology for a new Boston area facility—the
country’s largest—that will convert over 1200 tons of refuse per day into the
BTU equivalent of 76,000 gallons of clean fuel for the General Electric Lynn
plant. This refuse-energy facllity, now under construction, is based upon pro-
prietary know-how and engineering gained in over 50 similar operations by Von
Roll Ltd., Zurich.

Further supplementing WFI's R&D are exclusive licensing arrangements for
gwironmental technology from Lurgi Apparate-Technik of Frankfurt, West

ermany.

Wheelabrator-Frye has achieved record sales of $180,664,000 and record earn-
ings of $6,505,000 for the nine months ended September 30, 1973.

The company’s Graphics Group—Sinclair Valentine & Frye, the smaller of
the two company groups—is engaged in graphic arts. It {s not related to the
company’'s prime environmental areas, but represents a substantial asset in
value for its stockholders. .

The company’s continuing efforts will be devoted to building its environmen-
tal technology and capabilities.

’ ExHIBIT B

MEMORANDUM

Following is a brief factual update of the serious conditions in the securities
markets adversely affecting our companies set forth in our testimony before this
Subcommittee on July 26, 1973:

1. The individual investor has not returned to the securities markets.

a. By the end of 1972, financial assets of individuals in the United States had
increased by 21% to $2.3 trillion, compared with $1.9 trillion at the end of 1968.
However, net new savings invested in common and preferred stocks during this
perfod decreased by a minus figure of $16 billion. (New York Stock Exchange.)
~b. Annual personal savings totalled $17.0 billion in 1960 and increased to

. $54.8 billion by 1972, (Economic Report of the President, January 1973.) Yet in

no no year since 1961 did individuals increase their net holdings of corporate
stocks. (New York Stock Eechange.)

2. Very few companies are able to raise funds for expansion or other needs by
new public offering of their securities.

a. Only 99 new issues were marketed during all of 1973, compared with 568
in 1972, (New Issue Outlook.)

b. During the last ten months of 1973, there were less than 20 new offerings
of common stock in which $2.5 million or more was sought. This compares with
23 such offerings in the first two months of 1973. (Institutional Investor, January
1974.)

c. In 1973, only $6.9 billion was raised in 401 common stock offerings. This com-
pares with $13 billion raised in 1,383 common stock offerings in 1972. (Newsweek,
February 4, 1974.)

3. Debt service is increasingly a severe burden on our companies, threatening
the financial soundness of many of them.

a. Tho prime rate on loans charged by major commercial banks is currently
9%, %, compared to 6% one year ago.

b. Corporate debt outstanding now totals $900 billion—more than double its
level in the mid-1960's. Cash held by corpormations now amounts to only about
209 of their current liabilities—about half the level in the early 1060's. (Wall
Street Journal, December 11, 1973.)

o. As of the end of 1972, the median total debt to tangible net worth rates for
71 manufacturing categories surveyed by Dun's Review was 86.1%, up 5.2%
from the end of 1971, (Dun’s Review, November 1973.)

4..The _market values of the securities of many companies remain depressed,
despite increased corporate earnings.

q ~—A survey of 382 leading companies by Fortune Magazine revealed that the

L

__number of companies with multiples below ten had grown from less than one-fifth
at the end of 1972 to over three-fifths of the total by the end of 1978. (Fortune,
February 1974.)

5. Investments of large banks and trust companies remain heavily. concen-
trated in the securities of a few companies, to the detriment not only of the
thousands of companies starved out of the equity markets, but also of the mil-
lions of participants in pension plans managed by bank trust companies.
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a. The New York Times recently reported that, with only one exception, not a
single leading New York City bank—with their commingled corporate pension
accounts—managed to beat the leading market averages in 1973, Times’' colum-
nist, Robert Metz, noted that two banks “known for their preference for [upper
tier] stocks ... did rather worse than the rest of the banks.”

The reported results:

Oommon fund
Bank: (peroent)

Bank of New York_.. e Down 11.2.
Chemical Bank._ .. _____________.__ ——— - Down 16.3.
Chase Manhattan. . .. e Down 17.94.
First National City - - --- Down 1882,
Irving Trust Down 18.41.
Manufacturer's Hanover—__..__.... Down 20.18.
Morgan Guaranty ——— Down 20.78.
U8, Trust e e e Down 22.85.
Bankers Trust Down 284.
Dow-Jones Industrials.. — Down 13.6.

Standard & Poor's 500 - - oo

b. The median multiple of the 21 stocks listed as institutional favorites by the
Weisenberger Service was 28 as of January 31, 1974, This compares to a median
n}ultlple of less than ten for the 382 leading companies surveyed by Fortune
Magazine,
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EXHIBIT C

New York Stock Exchange
American Stock Exchange
Over-The-Counter

A Voluntary Committee of Chief
Executives

To Represent Corporate America’s
interests in Fair Market Prices
and Fair Trading Practices in the
Securities Markets

Executive Committee

C. V.WO0OD, JR., Chairman

TH E COM M I TT EE President, McCulloch Oil Corp.
OF PUBLICLY OWNED  osepne cotk, ‘
COM PANIES Chairman, Cole National Corporation

MICHAEL D. DINGMAN,
President, Wheelabrator-Frye, Inc.

JOHN A. GILLETT. JR.,
President, Circle K Corporation

FRANC M. RICCIARDI,
Chairman, Richton International, Inc.

REVIS L. STEPHENSON,
Chairman, Clarkson Industries, Inc.

WILLIAM R. TINCHER,
Chairman, Purex Corporation

Membership List FRED M. ZEDER,
December 1973 Chairman, Hydrometals, Inc.



A-1 Kotzin Co.

A.A.R. Corp.

A.A.V. Companies

Action Industries, Inc.

Acme United Corporation

Addmaster Corporation

A.D.M. Industries

Affiliated Capital Corporation

Airpax Electronics, Inc.

A.J. Industries, Inc.

Albany International Corp.

Alcolac Inc.

Alco Standard Corp.

Allied Artists Picture Corporation

Allied Control, Inc.

~ Allied Products Corporation
Allied Thermal Corp.

Alpha Industries, Inc.

Altamil Corp.

Altius Corp.

Aluminum Specialty Co.

AMBAC Industries, Inc.

Amcord, Inc.

American Appraisal Associates

American Business Products, Inc.

American Capitol Insurance Co.

American Financial Corp.

American Greetings Corp.

American International Group Inc.

American International Pictures, Inc.

American Petrofina Company, Inc.
The American Plan Corp.
American Precision Industries, Inc.
American Recreation Centers, Inc.
American Training Services, Inc.
Anthony Industries, Inc.

Anza Pacific Corp.

A.O. Industries, Inc.

APCO Oil Corp.
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ARA Services, Inc.

‘ristar Management, Inc.

.arizona-Colorado Land & Cattle Co.

Arpeja-California

Arwood Corp.

Asamera Oil Corporation, Ltd.

Askin Service Corp.

Aspro, Inc.

Atlanta Corporation

Atwood Oceanics, Inc.

Austral Oil Co., Inc.

Bache & Co., Inc.

Badger Meter, Inc.

Baker Bros., Inc.

Bandag Inc.

Barclay Industries, Inc.

Begley Drug Company

Bell Industries

Belscot Retailers, Inc.

Beneficial Standard Mortgage Investors

Renham-Blair & Affiliates, Inc.
2nrus Corporation

Bergen Brunswig Corp.

Bernzomatic Corp.

Beverly Hills Bancorp.

Binning’s, Inc.

Bolt, Beranek and Newman, Inc.

The Boston Company

Bowmar Instrument Corp.

Bowne & Co., Inc.

Braun Engineering Co.

John Breuner Co.

C. Brewer & Co., Ltd.

B. Brody Seating Co.

Brooks & Perkins, Inc.

Brunswick Corp.

The Budd Company

Buell Industries, Inc.

Bums International Security Services, Inc.

2



R. L. Burns, Corp.

Burnup & Sims Inc.

Burris Industries, Inc.

Cabot, Cabot & Forbes Land Trust
California Computer Products, Inc.
California-Pacific Utilities Co.
Canadian Homestead Oils Limited
Canadian Hydrocarbons, Ltd.
Canoga Industries

Capitol Industries, Inc.

Carrier Corp.

Central National Bank

Century Industries Co., Inc.
Century Papers Inc.

Cenville Communities, Inc.
Certron

Chadwick-Miller, Inc.

Chemical Express Co.

Chemtrust Industries, Corp.
Cherry-Burrell Corp.

Chicken Unlimited Enterprises, Inc.
Child World, Inc.

Chilton Corp.

The Circle K Corp.

Citizens Financial Corp.

Citizens Mortgage Investment Trust
C & K Petroleum, Inc.

Clark Cable Corp.

The Clarke Corp.

Clarkson Industries, Inc.

Cleve Trust Realty Investors
Clopay Corp.

Coachmen Industries, Inc.

Coca-Cola Bottling Co. of N.Y., Inc.

Coca-Cola Bottling Midwest Inc.
Cohen-Hatfield Industries, Inc.
Cohu Electronics, Inc.

Coit International, Inc.

Cole National Corp.

29-146 O - 74 - 11
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Coleman Company
“ollins Foods International
Colwell Company
Colwell Mortgage Trust
Comarco, Inc.
Communications Industries, Inc.
Community Psychiatric Centers
Compac Corp.
Compo Industries, Inc.
Computer Election Systems, Inc.
Conchemco Inc.
Consyne Corp.
Cook Electric Company
Cook Paint and Varnish Co.
Cooper-Jarrett, Inc.
Core Laboratories, Inc.
Corometrics Medical Systems, Inc.
Corroon & Black Corp.
Cramer Electronics, Inc.
A.T. Cross Company
Crouse-Hinds Co.
“rowley, Milner & Co.
Cubic Corp.
Curtis Noll Corp.
CW Transport, Inc.
The Cyclotron Corp.
Dain, Kalman & Quail, Inc.
Dart Industries, Inc.
Data Card Corp.
Data Products Corp.
Davis Water & Waste
Daylin, Inc.
Delta California Industries
Deltown Foods, Inc.
Dennison Manufacturing Co.
Den-Tal-Ez, Inc.
Dentsply International Inc.
DeRose Industries, Inc.
Diamond M Drilling Co,

4



Diebold Venture Capital Corp.
Digi-Log Systems, Inc.
Diplomat Electronics Corp.
Discount Fabrics, Inc.
The Diversey Corp.
Diversified Earth Sciences, Inc.
Donaldson Company, Inc.
Dorchester Gas Corp.
Drew National Corp.
Duckwali Stores, Inc.
Ducommun Incorporated
Duplex Products Inc.
Dynamics Research Corp.
Earth Resources Co.
The Eastern Company
Egan Machinery Co.
Elco Corporation
Electronic Data Systems Corp.
El Paso Natural Gas Company
Emersons, Ltd.
Emery *ndustries, Inc.
Empress International, Ltd.
Epko Shoes, Inc.
Equity National Industries
ESB Incorporated
Esquire, Inc.
E-Systems, Inc.
Euthenics Systems Corp.
Evans & Mitchell Industries, Inc.
Everest & Jennings International
Fabien Corp.
Fabri-Centers of America, Inc.
Fairfield-Noble Corp.
Familian Corp.
Family Finance Corp.
Family Record Plan, Inc.
Farr Company
Fashion Fabrics, Inc.
Federal Resources Corp.

5
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Federal Sign and Signal Corp.
Tiltrol Corp.
rirst City Bancorporation of Texas, Inc.
First Conn. S.B.1.C.
First of Denver Mortgage Investors
Firstmark Corp.
First Mid America, Inc.
First Railroad & Banking Co. of Georgia
First Realty Investment Corp.
Fischer & Porter Company
Fisher Scientific Company
Flowers Industries, Inc.
John Fluke Mfg., Co., Inc.
FMC Corp.
Foremost-McKesson, Inc.
Fotomat Corporation
The Foxboro Company
FPA Corporation
Fuqua Industries, Inc.
Florida Mining & Materials Corp.
“iabriel Industries
salaxy Carpet Mills, Inc.
The Garcia Corporation
Garlock, Inc.
Garvin Bantel Corp.
G.C.A. Corp.
General Bancshares Corp.
General Educational Services Corp.
General Employment Enterprises, Inc.
General Cinema Corp.
General Instrument Corp.
General Interiors Corp.
General Plywood Corp.
General Research Corp.
Genisco Technology, Inc.
Giddings & Lewis, Inc.
Giffen Industries, Inc.
The Gilbert Companies, Inc.
Glasrock Products, Inc.
6



Glen-Gery Corp.
Globe Industries, Inc.
Globe Security Systems, Inc.
Globe-Union Inc.
Glosser Brothers, Inc.
Gloucester Engineering Co., Inc.
Glover, Inc.
Golden West Mobile Homes
Gorman-Rupp Company
Grand Auto, Inc.
Granite Management Services, Inc.
Graphic Controls Corp.
Graphidyne Corp.
Gray Drug Stores, Inc.
The Gray Manufacturing Co.
Great Basins Petroleum Co.
Greenman Bros. Inc.
Greenshields & Co., Inc.
Gruen Industries, Inc.
Guardsman Chemical Coatings, Inc.
Guilford Mills, Inc.
Gulf Mortgage and Realty Investments
Gulf Republic Financial Corp.
Gulf Resources & Chemical Corp.
Gulf & Western Industries
Hallcraft Homes, Inc.
Hammermill Paper Company
Handy Dan, Inc.
Hanna Mining Co.
Harlyn Products, Inc.
Harvest Industries, Inc.
Hayes-Albion Corporation
Walter E. Heller International Corp.
Hermetic Seal Corporation
Hesston Corporation
Hi-G, Inc.
Higbee Co.
Holly Corporation
Hollymatic Corporation

7
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D.H. Holmes Co., Ltd.
“lorn & Hardart Co.
Jospitality Motor Inns, Inc.
House of Vision, Inc.
Houston Oil & Minerals Corp.
Howell Corporation
Harvey Hubbell, Inc.
Hungry Tiger Inc.
Huyck Corporation
Hycel, Inc.
Hydrometals, Inc.
Imoco-Gateway Corp.
Ingress Manufacturing Co., Inc.
Inland Credit Corporation
Integrated Resources Inc.
Intercraft Industries Corp.
Intermark, Inc.
International Funeral Services, Inc.
International Seaway Trading Corp.
Interphoto Corp.
Interplastic Corp.

Jnics, Inc.
lowa Beef Processors, Inc.
lowa Power and Light Co.
Ipco Hospital Supply Corp.
Iroquois Industries, Inc.
Irvin Industries, Inc.
Jaclyn, Inc.
Jacobs Engineering Co.
Jamesbury Corp.
Jeannette Corp.
Jetero Corp.
Johnson Products Co., Inc.
Jostens Inc.
Jupiter Industries, Inc.
Kaneb Services, Inc.
Kaufman and Broad, Inc.
Kay Corporation
Ketchum & Co., Inc.



The Key Company
Kin-ark Corporation
Kirby Industries

Kleer-Vu Industries
Knogo Corporation

K-Tel International Inc.
Kuhlman Corporation
Kuhn’s Big K Stores Corp.
LaBarge, Inc.

LaMaur Inc.

Lane Wood, Inc.

Lewis Business Forms
Liberty Fabrics of New York, Inc.
Liberty Leasing Co., Inc.
Lloyd’s Electronics, Inc.
Loehmann’s Inc.

Lomas & Nettleton Financial Corp.

Longs Drug Stores

Loomis Corporation

LTV Corporation

Luby Corporation

Ludlow Corporation

Lyon Metal Products, Inc.
MacMillan, Inc.

McCulloch Oil Corp.
McDonald Micradata Services, Inc.
McDonough Co.

McKeon Construction
McQuay-Perfex Inc.
Macrodata Corp.

Magma Energy, Inc.

Mangel Stores Corp.

The Manitowoc Company, Inc.
Marcus Corporation
Markan, Inc.

Mary Kay Cosmetics, Inc. -
C.H. Masland & Sons
Meadowbrook Inc.

Medalist Industries, Inc.

9
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Medenco, Inc.
Mego International, Inc.
Meisel Photochrome Corp.
Mem Company
Metropolitan Maintenance Co.
Michigan General Corp.
Michigan Mobile Homes Corp.
Mickelberry Corporation
The Midland Co.
Milco Electronic Corp.
Herman Miller, Inc.
H. Miller & Sons, Inc.
Minnesota Natural Gas Co.
Mirro Aluminum Co.
Mitchell Energy & Development Corp.
Mitchum, Jones & Templeton, Inc.
Moamco Corp.
Modern Maid Food Products, Inc.
Mogul Corp.
Mohasco Industries, Inc.
Moog, Inc.
Samuel Moore & Co.
Morrison-Knudsen Co., Inc.
Motorola Inc.
MPO Videotronics, Inc.
MSI Data Corporation
Narda Microwave Corp.
National Aviation Underwriters, Inc.
National City Bank
National Distributing Co., Inc.
National Medical Enterprises, Inc.
National Recreation Industries, Inc.
National Silver Industries, Inc.
L.B. Nelson Corp.
Neptune Meter Company
Newell Companies, Inc.
New England Nuclear Corp.
New England Patriots Football Club
New England Tel & Tel

10



Newpark Resources, Inc.
Niagara Frontier Services, Inc.
Noel Industries, Inc.

North Canadian Oils Limited
North Central Airlines, Inc.
Northeast Petroleum Industries, Inc.
Novo Corporation

Offshore Logistics, Inc.
Oglebay Norton Company
The Oilgear Company
Olympia Brewing Company
Onan Corporation

Opelika Mfg. Corp.

Optical Plastics, Inc.

Ormand Industries, Inc.
Outdoor Sports Industries, Inc.
Overhead Door Corporation
Overmyer Corporation
Oxford Industries, Inc.
Pacesetter Building Systems
Pacific Holding Corp.

Pacific Oil and Gas Development Corp.

Paine, Webber, Jackson & Curtis, Inc.
Pall Corporation

Palomar Mortgage Investors
Papercraft Corp.

Paramount Packaging Corporation
Parker-Hannifin Corp.

Patagonia Corp.

Peerless Tube Company

Pemcor, Inc.

Pennsylvania & Southern Gas Co.
Penobscott Shoe Company
Pentron Industries, Inc.

Pepcom Industries, Inc.

Perini Corporation

Petro-Search, Inc.

Philippine Long Distance Tel. Co.
Piedmont Industries, Inc.
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Pioneer Systems, Inc.
Pioneer Western Corp.
Pizza Corp. of America, Inc.
Plant Industries, Inc.
Ply-Gem Industries, Inc.
Post Corporation
Potlatch Corporation
Potter Instrument Company, Inc.
The Presley Companies
Products Research & Chemical Corp.
Providence Gas Co.
Provincial House, Inc.
Prudential Funds, Inc.
Punta Gorda Isles, Inc.
Purex Corporation, Ltd.
Questor Corporation
Ranco Incorporated
Ransburg Corporation
Raymond Precision Industries Inc.
Raypak, Inc.
R.B. Industries, Inc.
Reading & Bates Offshore Drilling Co.
Reading Industries, Inc.
Real Estate Investment Trust of America
Realty Refund Trust
The Reece Corporation
Reid Provident Laboratories, Inc.
Regal-Beloit Corporation
Republic Housing Corporation
Reserve Oil and Gas Company
Resistoflex Corporation
Revco D.S. Inc.
R.H. Medical Services, Inc.
Richford Industries, Inc.
Richton International Corp.
Risdon Manufacturing Co.
Riviana Foods, Inc.
Robertson Distribution Systems, Inc.
Rohr Industries, Inc.

12



Ronco Teleproducts, Inc.
Roper Corporation

Rosemount Inc.

Rospatch Corporation

Rowan Companies, Inc.

Milton Roy Co.

Royal Industries, Inc.

Royal Palm Beach Colony, Inc.
Ruddick Corporation

Russeks, Inc.

Russell Corporation

Safeguard Industries, Inc.
Safetran Systems Corp.

Sage International Inc.

St. Johnsbury Trucking Co., Inc.
Salem Carpet Mills, Inc.

San Fernando Electric Manufacturing Co.

Sav-a-Stop Incorporated
SCA Services, Inc.
Schiller Industries, Inc.
Scientific-Atlanta, Inc.
Scientific Computers, Inc.
Scientific, Inc.
Scrivner-Boogart, Inc.
Season-All Industries, Inc.
Securities-Intermountain, Inc.
Sedco, Inc.
Seiscom Delta Inc.
Selas Corporation of America
Self Service Restaurants, Inc.
Seligman & Latz, Inc.
Semtech Corporation
Service Corporation International
Servomation Corporation
Seton Company
SGL Industries, Inc.
Shelter Resources Corporation
Shenandoah Oil Corporation
Shirley of Atlanta, Inc.

13

Sierracin Corporation

Signet Corporation

Sikes Corporation

Slaughter Brothers, Inc.

Sloan Technology Corporation
Solitron Devices, Inc.

Sonderling Broadcasting Corp.
Soundesign Corp.

South Carolina Insurance Company
South Jersey Industries, Inc.
Southern Industries Corp.
Southern Union Production Company
Southland Royalty Company
Southwestern Electric Service Co.
Speizman Industries, Inc.

Spencer Companies, Inc.
Splentex, Inc.

S.S.P. Industrie.

Stanadyne Inc.

Standard Alliance Industries, Inc.
Standard-Coosa-Thatcher Company
Standard Dredging Corporation
Standard-Pacific Corporation

The Standard Products Company
Standard-Thomson Corp.
Standun Inc.

Stardust Inc.

Sta-Rite Industries, Inc.

Star Supermarkets, Inc.

State Exploration Co.

State Savings & Loan Assn.
Statham Instruments

Steelmet, Inc.

Steenberg Mobile Homes, Inc.
Sterling Electronics Corp.
SuCrest Corporation

Sun Electric Corporation

Super Food Services, Inc.
Superscope, Inc.

14



Super Valu Stores, Inc.
Synalloy Corp.
Tab Products Co.
Taco Bell
Tapecon, Inc.
Tasty Baking Co.
Tax Corporation of America
Technical Operations Inc.
Teleflex Incorporation
Tensor Corp.
Terramar Corporation
Tesoro Petroleum Corp.
Texas Gas Transmission Corp.
Thiem Corporation
Thriftimart, Inc.
Thriftway Leasing Co.
Tiburon Vintners, Inc.
Tonka Corporation
Topps Chewing Gum, Inc.
Torin Corporation
Tridair Industries
Tumer Fisheries, Inc.
Union Electric Steel Corporation
United Aircraft Products, Inc.
United Inns, Inc.
United Piece Dye Works
U.R.S. Systems Corp.
United States Ceramic Tile Company
U.S. Filter Corporation
U.S. Rubber Reclaiming Co., Inc.
Universal-Rundle Corporation
Vacu-dry Co.
Valmac Industries, Inc.
Varadyne Industries, Inc.
Varo, Inc.
Vega Precision Laboratories, Inc.
Vesely Co.
Viatech, Inc.
Voplex Corporation
15
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VTN Los Angeles

Vulcan, Inc.

Wabash Magnetics, Inc.

Sam P. Wallace Company, Inc.
Wallace Business Forms, Inc.
Wards Co., Inc.

Watsco, Inc.

Wavecom Industries

Wells-Gardner Electrunics Corp.
The Western Co. of North America
Western Decalta Petroleum Limited
Wheelabrator-Frye, Inc.

Whitaker Cable Corp.

The Williams Companies
Williamhouse-Regency, Inc.

Wilson & Co., Inc.

Wilson Pharmaceutical & Chemical Corp.
Jack Winter, Inc.

Wolvegrine Industries, Inc.
Wolverine World Wide Inc.

Wood Industries, Inc.

Woodmoor Corp.

Worcester Controls Corp.

Work Wear Corp.

Worthington Industries, Inc,

Barry Wright Corporation

WTC Airfreight

Wyle Laboratories

The Youngstown Steel Door Company
Zero Manufacturing Co.

16
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PREPARED STATEMENT BY DR. NORMAN B, TURE ON BEHALF OF THE COMMITTEE
oF PusLicLy OwNED COMPANIES

A $1,000 ANNUAL EXEMPTION OF CAPITAL GAINS REALIZED ON CORPORATE EQUITIES

1. Annual Exemption $1,000 of Capital Gains on Corporate Equities: Rcvenue
and Cost of Capital Effects

In our report “Tax Policy and the Corporate Securities Market, An Agenda
for Constructive Tax Revision,” we estimated the revenue loss from an annual
exemption of $1,000 of capital gains at about $600 million (based on 1971 Jevels
of income and capital gains). It must be emphasized that this is a “first level”
or “initial impact” estimate, i.e., it assumes no change in taxpayer behavior in
response to the tax change, hence no change in the amount of saving invested
incorporate equities, no change in the volume of transactions in these assets, no
change in the average percentage gain, etc. Such first level or initial impact
estimates are those that are generally provided for purposes of evaluating tax
revision proposals, desipte the obvious fact that such estimate are of limited
significance.

It is surely apparent that the no-charge assumptions upon which these first-
level estimates are based are implausible and that the estimates are, accord-
ingly, unrealistic. Enactment of the proposed $1,000 annual exclusion would
certainly attract the attention of a great number of individuals. It would surely
afford a strong inducement for the investment of a larger part of personal sav-
ing in corporate equities. It would undoubteedly reduce or eliminate the present
tax barrier to realization of accrued gains. As a consequence of these effects, it
would assuredly result in a larger volume of transactions in stocks by individuals
and a larger volume of annual capital gain realizations, even if the rate of ap-
preciation in the value of corporate equities were unaffected. But the rate of
capital gain accrual would undoubtedly be increased, at least for some time: the
exemption would increase the demand for equities because it would enhance the
net-of-tax return on savings invested in corporate equities and the market
would capitalize that increase in higher prices for these assets.

The actual revenue effect of adopting the $1,000 annual exemption, therefore,
would depend basically on the extent of individuals’ responses thereto. Even a
relatively slight increase in transaction volume and in the amount of gains real-
ized would offset the estimated initial impact revenue loss. In 1970, for example,
a $3.2 billion, or 16.3 percent, increase in total realized gains-—would have gen-
erated sufficient additional revenues to offset the revenue loss from the $1,000
annual exemption. Assume that half of the $18.8 billion of gains in 1970 were
realized on the sale of publicly traded stock. Since such sales totaled $130.9 bil-
lion in 1970 the estimated average gain was 7.7 percent (i.e., $0.4 billion, the
estimated gain on stocks, divided by $121.5 billion, the value of sales of such
stocks, $130.9 billion, minus the gain of $9.4 billion therein). Had the average
gain been 9.0 percent instead of 7.7 percent, the additional tax revenues would
have offset the estimated initial impact loss from the $1,000 exemption. Gains of
9.0 percent or more of sales are certainly reasonable in order of magnitude; gains
rs a. &egcent of sales exceeded 9 percent in each of the five straight years preced-
ng 1970,

This calculation assumes no increase in the volume of transactions. If the
actual 1970 ratio of gains to sales is assumed, an increase in transaction volume
from $130.9 billion to $150.2 billion would have produced additional revenues
adequate to offset the initial impact revenue loss from the $1,000, annual exemp-
tion. Since sales volume in five of the past six-years had exceeded $152.2 billion,
the increase in volume required to offset any revenue loss falls well within a
reasonable range.

Enactment of the annual exclusion would very likely result in a dramatic in-
crease in the volume of transactions in the short run, compared to the levels
which would otherwise be attained. The portfolio effect of the annual exemption
as noted, i8 to increase the share of an individual’s total savings which he wants
to keep in corporate equities. Even if total individual saving were unaffected,
the annual exemption would induce individuals to increase the amount of corpo-
rate equities in their portfolios. As the total amount of savings increased over
time, even if no more rapidly than in the past, the annual desired addition of

1 New York Stock Exchange, 1978 Faot Book, p. 75.
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corporate equities would be greater, though the rate of increase might be the
same. And if the anual exemption were to result fn an inerease in the saving
rate, a quite plausible assumption, additions to corporate equity holdings would
be at a higher rate than otherwise.

The corollary to this increase in desired holdings of corporate equities is a re-
duction in the cost of capital, initially to corporate business but ultimately to
the entire business sector. This woild result in part from the increase in demand
for corporate equities relative to debt instruments, hence over time from a de-
crease in corporate debt-equity ratios and a reduction in the risk assoclated with
- overall capitalization. More important, by reducing the tax drain from the stream

of returns to corporate equity, the proposed annual exemption would reduce the
target amount of pretax corporate income per share required to avert dilution
of existing equity interests at any point in time. And, of course, any number of
shares newly issued would provide greater total proceeds to the issuer than other-
wise, other things being equal. This reduction in the cost of capital for the cor-
porate sector would be extended throughout the private business sector by the
operations of the capital markets.

In sum, the proposed annual exemption would provide a substantially more
congenial tax climate for external equity financing. It would, by the same token,
contribute significantly to achieving capital market conditions in which corporate
business would be less dependent on debt financing. The consequent relative de-
cline in deductible interest payments would contribute to offsetting the initial
impact revenue loss of the annual exemption. It is quite conceivable, if not, in-
deed, highly likely, that the combined corporate and individual taxpayer response
to the annual exemption would increase rather than reduce revenues. In fact,
based on 1970 levels, a 20 percent gain in volume and an increase from 7.7 per-
cent to 9.5 percent in the average gain per sale in response to the annual exemp-
tion would have fncreased tax receipts by $1 billion. Increases in volume and in
gains of this order of magnitude have been exceeded several times in recent years.

‘ I1. Projections of Capital “Requirements” and Bquity Finanoing

Projections of capital “requirements” must be conditioned by a number of
important assumptions about the operations of the economy. For purposes of
the initial estimates presented below, the principal agsumptions are that (1) the
growth in the civilian labor force to 1980 will follow the same trend as its
growth in the period 1948-1972; (2) the capital-labor ratio in the private
business sector will increase at least as rapidly as in the period 1947-1967;
(8) the rate of techmical progress in the private business sector will follow
the trend of the period 1947-1967; and (4) the 1947-1967 trend relationship
between the real wage rate and the price of capital services will continue
through 1980.* Additionally, estimates of internally generated financial resources
(l.e., retained earnings and capital consumption allowances) of the private
business sector, particularly of the nonfarm corporate business sector, are based
on relationships derived from the period 1947-1968.*

On the basis of these assumptions :

Capital “requirements” (excluding residential investment) in 1980 will
aggregate about $232 billion in 1972 prices.

Corporate flxed investment, excluding residential, will be about $165
billion (in 1972 dollars).

Including inventory investment, corporate capital “requirements” are
likely to be in the range of $175 billion to $180 billion.

Corporate cash flow, i.e, retained earnings plug capital consumption
allowances, will range between $135 billion and $162 billion, ot an estimated
mean value of $148 billion.

To a first approximation, therefore, corporations’ internal financial re-
sources would fall at least $13 billion and conceivably as much as $45 biliion
short of corporate capital “requirements.” ) ‘

The preceding estimates do not adequately account for capital intensification
due to environmental control policies, health and safety laws, and increased
reliance on domestic sources of energy. By 1980, thiese factors could, quite

1L No n B. Ture, Taw Polioy, Capital Formation, and Productivity, A Study Pre-
parglf {?r "t‘}&e gommlttee on 'raggtlon.p National Assg’clatlon of Manugﬁcturem. 1073,
est;eﬁloar {)‘I&pi)u‘ se, the time serles of retained earnings and capital consumption allow-
ances in the natlonal income accounts were regressed on the time series of private sector
capital stock as estimated in Fized Nonresidentlal Businesa Capital in the United States,
1926-1970, Department of Commerce, Washington, D.C., Nov. 1971,
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plausibly, increase corporate capital “requirements” by 10 to 15 percent. Any
such increase Implies some combination of a substantial reallocation of a
given amount of national saving and a significant increase in the rate of saving,
if the assumptions upon which the initial projections are based are to be
validated,

Moreover, the shortfall between projected corporate capital “requirements”
and cash flow does not fully measure the corporate demand for external funds -
since excesses of internal funds over uses for corporation with such excesses
are not in general directly invested in new issues of corporations with excesses
of uses over internal funds. External financing requirements in 1980, therefore,
are likely to be significantly greater than the shortfalls estimated above. .

Extrapolating the postwar trends of debt and equity in total corporate capi-
talization and of external financing suggests that not less than one-fifth of
external funds would be sought by new equity issues in 1980. Desired new equity
issues, therefore, would be not less than $7 billion and might well be $12 billion,
or more,
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Senator BenTseN. Ladies and gentlemen, we will recess now until
2 p.m., when Mr. Lynn Townsend will be the lead witness.

[Whereupon, at 11:55 a.m., the subcommittee was recessed to re-
convene at 2 p.m., the same day.]
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AFTERNOON SESSION

Senator BeNTsEN. The hearings will come to order. We will have
one witness this afternoon. We have Mr. Lynn Townsend who will be
testifying before us as the chairman of the board of the Chrysler Corp.
Mr. Townsend, we are very pleased to have you. If you would come
forward. We have known of your great interest in capital formation
and the needs of industry, competition for capital in the world today
and what we are facing in the future. I really think that in the years
ahead capital formation is going to be as difficult and as demanding
a problem and objective as energy is today.

ell, with that, if you would proceed, Mr. Townsend.

STATEMENT OF LYNN TOWNSEND, CHAIRMAN OF THE BOARD,
CHRYSLER CORP., ACCOMPANIED BY WILLIAM (. McGAGH,
ASSISTANT TREASURER, CHRYSLER CORP.

Mr. Townsenp. Thank you very much, Mr. Chairman. My name is
Lynn Townsend and I am chairman of the board of Chrysler Corp. I
have with me today Mr. William McGagh who is assistant treasurer
of Chrysler Corp., and I do appreciate the opportunity to testify be-
fore this subcommittee on a subject which I believe is very important

and which I feel very strongly about.
- I would like to address the subject of equity capital as it relates
to basic U.S. industry, and leave to others more qualified than I the
task of speaking about Wall Street, the brokerage industry, the spe-
cifics of proposed limitations on the stockholdings of pension fund
managers and other important related matters.

We all know that the need for funds for corporate America in
the next decade will be enormous. Companies must expand and mod-
ernize in order to increase both production and productivity and to
create the jobs needed for our growing workforce. Ecological require-
ments make it essential to modify plants and equipment, often at high
cost. Worldwide competition makes it necessary to replace outmoded,
inefficient plants and equipment with the latest technology if the
United States is going to remain among the first-class powers in the
world. In addition, vast amounts of capital will be needed to reach our
goal of self-sufficiency in energy. ,
~ Much of this need for funds will be filled, of course, from the cash

flow of corporations, their retained earnings and the judicious use of
debt. The balance, however, must come from new issues of equity and
right here is the nub of the problem—the difficulty toda o(z floating
gle to sell or
- may only be sold at prices that are not acceptable either to manage-
- ment or to the current shareholders of the company. In most cases the
~ cause goes to basic deficiencies in the functioning of the capital mar-
i{:(tis. It is these deficiencies to which I would like to address myself
ay.

. The capital markets in the United States are an essential elements
- in our competitive free enterprise system. These markets have been
- the most productive in the world. They depend on the willingness of
people to save out of their incomes and put these savings out at risk

* in the hope of a reasonable return. These markets normally accumualte
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capital from millions of people and allocate it to those sectors of the
economy that have productive use for it. In the process there has been

created a source of strength for the country that is immeasurable—

thanks to millions of individuals who share in the ownership of

American business.

Many of these small “capitalists” today are understandably con-
fused, and I assume after they have left the market at least amused,
by a valuation system in the stock market that results in the aggregate
market value of the stock of McDonald’s Corp., that fine ham-
burger company, equaling the aggregate market value of the stock
of U.S. Steel Corp. They may.be somewhat puzzled also by noting
that the stock of one cosmetic company, Avon Products, is valued over
$1 billion higher than the entire stock of the Aluminum Co. of Amer-
ica. They also note that the price earnings ratio at the end of 1973 for
chemicals was about 13, for steels about 7, for aluminum about 15, and
for automobiles about 5, while the price earnings ratio of McDonald’s
was 46 and the Avon Products was Ql’)i.

Another interesting comparison can be made between the book value
and market values of different companies. McDonald’s had a book
value at the end of 1972 of about $200 million and a recent market value
of about $2.1 billion. Coca Cola had a book value of about $800 million
and a recent market value of about $7.1 billion. All we Americans are
going to have to do nothing but eat hamburgers and drink Coca Cola
~ if we are ever to make these ratios work out. On the other hand, U.S.
Steel had a book value of about $3.6 billion and a recent market value
of about $2.2 billion.

The failure in the ability of the capital markets to provide equity
capital is the result of many complex factors. The capital gains tax
certainly has an influence, and T am pleased to see that this su ommit-
teo has some suggestions in that area. The high level and short- and
lon%-term interest rates provides an attractive alternate investment
outlet for funds and tends to make equities relatively less attractive.

Headlines covering the failures on Wall Street, the Equity Funding
scandal and other events shake the confidence of the investor, par-
ticularly the individual investor, whose interest in the stock market
has certainly declined. The New York Stock Exchange has reported
that the number of shareholders in the United States has dropped by
800,000 between 1972 and 1973. Odd-lot transactions represented 21
percent of New York Stock Exchange volume in 1980 but only 4.6 per-
cent in 1972.

Who then is doing the trading? As we all know, it is the institutions,
whose percentage of the public dollar volume on the New York Stock
Exchange has increased from 35 percent in 1963 to 70 percent by mid "
1973. According to the SEC. institutional investors owned 26.7 per-
cent of the outstanding stock in the United States in 1960 and by the
end of 1972 this had risen to 34 percent. The SEC estimate of the
market value of the stockholdings of institutions increased during the
year 1972 by $71 billion to a staggering $398 billion.

A large part of these institutional holdings, of course, can be traced
to the pension funds of American industry, and these funds are fed
each year by massive company contributions. Recent figures indicate,
for example, that the annual corporate contributions to pension funds
total about $10 billion. Many of my fellow industrialists feel that it
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is ironic that the very pension fund managers to whom we make these

. large contributions turn around and use the money to buy additional
shares in the “high-flyer” companies. This brings us to another critical
aspect of this whole problem, the concentration of investments by the
pension fund managers in relatively few, high-price-earnings ratio
stocks, contributing to the so-called two-tier market.

This concentration of large amounts of ca?ital, managed by in-
stitutions, and invested in a select few “glamour” stocks not only creates
high valuations for these “glamour” stocks, but also causes downward
pressure on the valuations of “nonglamour” stocks—the basic indus-
tries of this country. And with the individual investor shunning the
market, the depressed values of most shares poses a critical dilemma
for the managements of many of our basic industries. How do we kee
our companies growing and financially sound when our stotk is valu
so low that it is difficult or impossible to sell more shares?

It is absolutely im{mmible for me to overemphasize the seriousness
of the current inability of most companies in this country to raise
equity capital. This Nation, in the lifetime of some of us here today,
could descend from the relatively self-sufficient industrial power, that
has been our great strength, to one large service industry for the rest
of the world, largely dependent on other countries for its basic prod-
ucts. What will it profit us to have the world’s finest hamburgers, or
the most sophisticated cosmetics, if we cannot build a factory, or if
we cannot manufacture a refrigerator, or construct a submarine or an
aircraft, without the cooperation of other nations? Make no mistake:
this shift is already underway.

Fundamental to the low valuations that the stock market places on
the equity of the basic industries of th~ country is the downward trend
in profit margins of corporations over the last 20 years. In the early
1950's, nonfinancial corporations earned about 23 percent before taxes
on total capital. By the early 1960, this had declined to about 18 per-
cent and recent numbers put the figure about 13 percent. Government
statistics are available that adjust these return figures to what they
would have been if depreciation charges had been increased for the
higher cost of replacing equipment in these inflationary times. The 23
percent becomes 20 percent, the 18 percent becomes 12 percent and the

- 13 percent becomes 9 percent.
is need for additional capital for corporations is made particu-
larly acute by the continuing inflation that has gripped the country
over recent decades, This inflation has led to a level of cash flow that
is entirely inadequate for the modernization and replacement of fa-
cilities in our basic industries. Depreciation based on cost results in
profits higher than if the depreciation were based on replacement value
and then these higher profits are taxed away by the Internal Revenue
Service. In the basic industries of the country—steel, aluminum, paper
products, chemicals, automobiles, and so forth—the very ones that I
would like to emphasize today—this inflationary impact is even more
acute because many of the facilities have very long useful lives,
- giving inflation much more time to doits work.

In the steel industry, for example, the book value of property,
plant and equipment 1s about $14 billion. To replace it at today’s
prices would cost an estimated $78 billion. It is interesting to note
that the total market value of all the shares of the 9 largest steel
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-companies in the United States is less than $6 billion. In other words
ou can buy for $6 billion $78 billion of capacity. This gap between
gook value of plant and equipment and replacement cost exists in all
industries and must be made up by a combination of retained earnings,
additional debt and new equity. Reduced margins in many of the basic
industries have tended to limit the contribution that can be made
from retained earnings and, of course, the decisions of the Cost of
Living Council have been a factor in this. The limitations of price
increases by the Cost of Living Council in arbitrary and inequitable
ways generated great pessimism and uncertainty among investors,
and caused a general decline in market values. Many companies have
been forced to add levels of debt to their capital structures that are
beyond the levels the management feels are appropriate. High inter-
est rates, coupled with these high levels of debt, lead to a burden of
interest expense that weakens the ability of an enterprise to weather
the storms that inevitably come during periods of economic downturn.
Now I am not a pessimist: by nature I am an optimist. Neither am
I inclined to cry havoc, nor to make much of problems that are famil-
iar to all businessmen. But the problems we are discussing here are .
new problems; if not in their form, then certainly in their scope.
their intensity and their implication I firmly believe that there wilfi
be serious adverse consequences if our capital markets are not able
to supply to corporate America the equity capital that it needs at
prices that are acceptable. Not only will the management and owners
of these corporations be damaged. but their employees, their suppliers
and the public at large will be damaged as well. Improvements we
need to make in our environment will be stretched out and the Presi-
“dent’s goal of self-sufficiency in energy will be harder to achieve,
More and more companies that are unable to grow will sell out to
larger companies, The United States will tend to become less and
less competitive in world markets because American industry will
find it more and more difficult to make the capital investments neces-
sary to improve its productivity. There will be less real growth in
our gross national product and fewer jobs for our people. In this con-
nection, we should all keep in mind that many companies in the basic
American industries that I have been talking about are the companies
that provide the largest number of jobs in this country, directly and
indirectly. ’

The deteriorating situation will tend to feed on itself since low mar-
gins and low rates of returns tend to reduce stock prices and these low
valuations make it impossible to obtain the equity needed to increase
productivity and, thereby, improve margins and rates of return.

Finally, the threat of foreign takeovers of U.S. companies will be-
come more acute. Although I am in favor of foreign participation in -
the U.S. stock market, the combination of large holdings of dollars by
foreigners and depressed stock values of some of our basic industries is
cause for legitimate concern. This situation, of course, has been made
more serious by the effects of the recent, sharp increases in the price of
petroleum. It is somewhat disturbing, for example, to realize that just
the increase in the oil revenue of one oil-producing country for 1 month
is enough to buy 100 percent of the stock of some of our largest U.S. -
companies at their current stock valuations.
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Tt is essentinl that immediate steps be taken to facilitate the flow of
equity funds to American business. The individual must have adequate
incentive to return to the stock market. The institutional investor in the
Trnited States must look bevond. the short term and give some con-
sideration to the Iongmn‘imi)'lications of the kind of investinent policy
he has been following and what it means to the country in terms of our
growth and our self-sufficiency. .

In a broader sense, I think it is important for both Houses of our
Congress to be aware of these threats to our basic industries, and to
give full consideration in all of their deliberations to the need for
America to remain strong in her basic manufacturing capability.

We commend the courage and foresight of Senator Bentsen and his
fellow Senators in bringing this matter before the publie, so that all
Americans will come to understand the seriousness of the situation.
This particular bill will certainly not cure all the ills of the capital
market, but in its general form, it is a sound and constructive step that
should be taken immediately.

Thank you very much, Mr. Chairman.

Senator Bentsen. Thank you very much, Mr. Townsend. I think
that is a very constructive statement. It has been very helpful.

I really believe that you and I are sitting in a {;osition today that

- some were speaking of 4 years ago when we were beginning to really
highlight the dangers of what could happen with energy in this
country. . . .

A lot of people wanted to turn them off because it was an unpleasant
thing to hear. But I think that is what we are talking about with
capital formation so that we can create the jobs and let industry ex-
pand and keep our trade balances as they should be. And when you talk
about our basic industries not being able to raise the funds and our be-

-corhing a more and more service-oriented society—I do not believe we
can keep a balance of payments and keep our dollar sound just taking
in other people’s washing. We have to have manufacturing capability. -
We cannot continue to be the granery of the world, either. We cannot
keep our defense industry as strong as it has to be or the steel industry.

Thev are all interlaced, and thev all depend on ecach other to a de-

re¢. Well, we are going to have to depend on distinguished business
caders like yourself, labor leaders, and institutional investors who will .
do what you say-—look beyond just the short term results—and what
it finally means to all of the pensioners in this country, whether or
not this economy continues to build and grow and create the jobs that
are necessary for the future strength of our country. -

If more and more of these companies are forced to sell out to large
companies, does that not, in effect, lessen some of the competition?

Mr, Towxsexp, I would think most certainly so. As you know,
‘Mr. Senator, we have questions underway in this country today as to
how big companies should be and how much of industries they should

" control, and as long as the accumulation of small industry by large -
industry, in order to provide capital continues, we are continuing fur-
ther in that direction, .

Senator Bentsen. Mr., Townsend, how do we get across to the Amer-
ican public our concerns?

So many of them look on the stock market as just something for
speculation, to get in or out of, make a dollar or lose a dollar.

20-146-—74-——12
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How to explain to the public the importance of our stock markets
to the economfv?

What should we be doin be{ond what we are doing at hearings
like this and legislation like this

Is there any better way we can tell the story?

Mr. Townsenp. This is a very interesting question, and of course,
as you know, American industry has been trying in its own faltering
way to tell the story for a good many years. I think that we must con-
tinue that. I personally have been on a course of speaking out now for
several years myself, and I think we should encourage others to do so.

We have, among businessmen, considered the fact that our state-
ments when we try to justify profits, when we try to get into these
financial terms, go right over the head of many, many people in the
United States. And it has seemed to us that we can get further in
selling American industry if we can speak out on specific issues as
they occur that have an immediate impact on the people. These are
issues that they will look at and this is what certain numbers of us
have been trying very hard to do, Mr, Chairman,

Senator BE~nTsEN. One of the problems we run into is the popular
view that evrything should be equated to salary, that we should not
have any incentives to save, in effect. We are having a problem in this
country and we are not saving to the extent of some other countries
for capital formation.

I am concerned about the situation of frozen assets, a situation-
where a person might buy stock in a growth company at a younger
age, and as they get older, perhaps go into retirement, they want an
income-producing stock. And yet, the stock has had an appreciation
in value. They have to commit an overt act to sell it, and at today’s
capital gains tax they could pay as high as 35 percent. And all of a
sudden they find their financial statement reduced by 85 percent of
whatever that asset is. So they make a tax decision, rather than an
economic decision, and I do not think that is good for mobility of cap-
ital to be utilized for the best use in the most efficient way. And that is
why I feel strongly that something in the way of a graduated capital
gains tax would free ug and get more mobility to capital, and perhaps
provide capital for additional companies. -

Mr. Towxsenp. I think that is absolutely correct. I think that we
have two other considerations in this area, 20 years ago, when these
people that are retiring now were younger, 20 years younger, the com-
panics which were our basic American industries, that made up basi-
cally the Dow Jones averages, were blue chip stocks. These people
tended to believe that their stocks would follow the growth of the
country. These people who may have bought steel 20 years ago, may
have bought A.T. & T., mav have bought auto, may have bought
other blue chips now are holding stocks that are down substantially in
price. And what they thought they were investing in for retirement is
washed out. from under them. A ,

I think that we should do everything we can to encourage the small
investor to come back in the market. But it is my opinion that thev
have been so seriously burnt over the last number of years, that this is
going to be very difficult. I think everything, that should be done, olight
be done to encourage them to come back. But I think the problem is of
the size that we are going to have to take additional measures, over just
all of our best efforts, to bring the small investor back.
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Senator Bentsen, Well, you have cited another problem that is
rather paradoxical. Some companies which have relatively low multi-
ples, have great numbers of employees, large pension funds, and those
employees’ funds are being invested in the so-called high multiple
stocks, rather than being invested back into the equity market in com.
panies with lower multiples.

So you have a situation where they may be trying to give short-term
high performance on that pension fund, but they may end up costing
the employees’ job. ’

Mr. Townsenp. That is correct.

Senator Bentsen. Now, this capital gains sro osal I made is cer-
tainly not new. The chairman of the Ways and Means Committee has
spoken of his interest in that kind of an approach, A decade ago in the

ennedy administration a proposal was made to raise the 50 percent
capital gains exclusion to try to get more mobility in capital. I‘t), is my
personal judgment—and it 1s just a judgment, and subjective—it has
to be—that the Treasury would probably get more money just by that
much more trading in stocks, stocks that would not be traded, that
are frozen now as a result of that kind of a limitation. But neither the
Treasury nor I am certain of that answer.

I am concerned about the threat of foreign takeovers. We in turn
have made great investments in foreign companies, and we want to see
a freedom of trade and foreigners having an interest in our companies
up to a point.

Mzr. Townsenp. That is right.

Senator Bentsen, And I agree with you that with the lower multi-
ples on our stock and what we are seeing, we are seeing more and more
attempts, in some instances successful attempts to take over domestic
corporations.

Mr. Townsend, T would hope with your leadership in industry, per-
haps we can get some of the labor leaders interested and concerned in
this too, and I am sure they have a concern in it. Maybe you could help
put together, if you have not already, some of these leaders in industry,
find ways that we can help in making it easier for capital formation in
the future, and make a contribution there.

Mr. Townsenp. I would make every effort that I can. I know most
of these major business executives personally, and I will make every
effort that I can in this regard.

Senator Bentsen. Thank you very much, Mr. Townsend. We are ap-
preciative of your coming down. ) '

Mr. Townsenp. Thank you, Mr. Chairman,

Senator Bentsen. Ladies and gentlemen, we will stand in recess -
until the hearings resume tomorrow morning at 9:30. ‘ o
[Whereupon, at 2:35 p.m., the subcommittee recessed to reconvene
at 9:30 a.m. on Wednesday, February 6,1974.]






STOCKHOLDERS INVESTMENT ACT OF 1974

WEDNESDAY, FEBRUARY 6, 1974

U.S. SENATE,
SuBcoMMITTEE ON FINANCIAL MARKETS
oF THE CoMMITTEE ON FINANCE,
Washington,D.C.

The subcommittee met, pursuant to notice, at 9:40 a.m. in room 2221,
Dirksen Senate Office Building, Senator Lloyd Bentsen (chairman)
presiding. .

Present : Senator Bentsen.,

Senator BexTseN. The hearings will come to order,

This morning I am releasing the results of my bank trust survey.
Last October I sent a detailed questionnaire to the nation’s 25 largest
bank trust departments, 21 of these banks have responded and we will
be contacting the other 4.

The results of this survey demonstrate that some banks concentrate
their investments in a few securities to an unreasonable extent and
that some banks hold excessively large portions of the outstanding
stock of single companies. ‘

I have proposed that no pension manager invest more than § percent
of its aggregate discretionary pension assets in one stock and that no
pension manager hold more than 10 percent of the outstanding stock
of a single large company with respect to the manager’s aggregate
discretionary pension assets. ’

It is rather interesting to note that one of the witnesses testified
vesterday that if such limitations were placed on them, it would forco
them out of stocks and into other investments. To the that is a really
amazing statement when you have some 1,400 stocks on the New York
Stock Exchange, and if you have a 5 percent limitation of assets, that
means he could own 20 stocks, and so the connotation is that actually

- you would only have 20 companies that he conld invest in, that would
e sound and prudent for him to invest in. I find it very difficult to
follow that kind of logic.

My proposal has been referred to as a prudent institutional investor

. rule, Many pension managers have adopted this rule by their own
wisdom. Now, what this proposal that we put before this committee
does is to prevent the aberrations in that most pension managers vol-
untarily comply with this kind of a prudent institutional rule.

Now, I can understand that institutions do not. want any limitations,
It is like saying you do not want any speed limits on highways. Most
people would drive at a rational. sane rate. But there are always those
that_will violate what is good judgment, and that is why you need
rules, and that is why you need some regulations.

So what this prudent institutional rule would do is make sure that
the best practices of the best banks is the assured practice of all.

(177)
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At our hearings yesterday the subcommittee learned that current
stock market values have resulted in the peculiar situation in which
the aggregate matket value of the stock of the McDonald’s hamburger
company equals the aggregate market value of the stock of the United
States Steel Corp. also the stock of the Avon cosmetics firm is valued
over $1 billion higher than the entire stock of the Aluminum Co. of
America. :

We have received testimony about the vital function our stock
markets play in promoting economic growth which is so important to
every American, and yet when we look at a situation like this on Me-
Donald’s hamburger and United States Steel; we know we are short on
steel and long on hamburgers. We know we have some work to do in the
marketplace to provide equity where it can be most creative and help-
ful in our balance of trade and creation of jobs, because our capital
markets must provide American companies with sufficient equity for
business expansion and modernization so that we can create the jobs for
a growing work force, so that we can remain competitive in a world
market, so that we can pay the costs of meeting environmental stand-
ards, and so that we can achieve the goal of reasonable self-sufficiency
in our energy.

It is important that we in Congress work closely, I think, with the
business leaders, with the union leaders, the institutional investors
and the members of the brokerage community because in the Jong run
our objectives are the same, to insure that a sufficient supply of equity
capital is available for American business. :

This morning the Financial Markets Subcommittee is going to re-
ceive some further testimony on these important issues. I think we are
fortunate in having a distinguished political economist as Mr. Jane-
way, the president of Janeway Publishing and Rescarch Corp. with
us this morning,

You can proceed, Mr. Janeway. |

STATEMENT OF ELIOT JANEWAY, POLITICAL ECONOMIST AND
PRESIDENT, JANEWAY PUBLISHING AND RESEARCH CORP.

Mr. JanEway. Mr. Chairman, I am privileged to endorse bill S. 2842,
the Stockholders Investment Act introduced by the Chairman of this
subcommittee, Senator Bentsen. Before putting forth any views of my
own, T am anxious to express my appreciation and respect. Mr. Chair-
man, for your practical and comprehensive formulation of the problem
created for our security markets and the economic society they serve
by the mass exodus of private investors from the stock market.

Mr. Chairman, I hope that you and your colleagues will not thirk me
unmindful of the antitrust laws in welcoming with some keen sense of
professional relief your absence from the market for written analytical

- products in which T compete. I have no hestitation in nominating your

floor statement of December 20, 1973, for the Pulitzer prize for re-
porting on financial affairs, I agree in principle, as well as in legisla-
tive specifics, with its four-point thrust, but have two amendments to
suggest. ‘ .

Two additional proposals which would require far-reaching legis-
lative chanoes also seem called for to cope with the crisis into which
we have drifted. ‘ :
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First, may I say that I share your sense of surprise and, indeed,
shock, at the position taken yesterday by leading spokesmen for the
fiduciary fraternity which I can only characterize as sheer bourbonism.
The mutual funds, after all, have had a pretty good run for their
money and have given the country a pretty good run for its money
under Xirecisely the two limiting rules of the road the regulations in
your bill would suggest, and I think the trust institutions of the coun-
try would do well to adjust themselves to it.

Any practical effort to redress the balance between over-institution-
alization of the stock market and underparticipation in it by individ-
uals is bound to begin with what caused 1t in the first place. There’s no
mystery about it: Big Uncle Sam the tax collector did it. When he
did, the policy emphasis was all on the side of promoting the insti-
tutional ownership of stocks. Consequently, the tax incentives were"
structured to give the institutions the right to take profits trading se-
curities, and to compound income from owning them in a tax haven.
Predictably, the Niagara of money which moneyed Americans always
command began its historic run through tax-free institutional filters
into stocks, and the great institutional bull market was on. Offering the
private investor with the money but not the will to buy stocks and
equalizing tax incentive is the way to engineer the needed switch back
into stocks in time to save the situation.

I will begin by explaining my two suggested amendments to the
bill in its present form, and then formulate the conditions I believe
private investors will insist on seeing met before returning to the
stock market with the cure only they can bring it.

Mr. Chairman, in your Dec. 20, 1973 statement, under the heading
diversification requirements for pension managers, you offer the reas-
surance that the limitations specified would not be made mandatory
retroactively, Managers of pension accounts, you say, would not be
forced to dispose of current stockholdings to meet these limitations.
Local governments in their handling of zoning ordinances have in-
stitutionalized the acceptance of the grandfather principle to sanction
nonconforming uses.

Your stipulation amounts to a nonconforming use and is just as
commonsensical in avoiding responsibility for avoiding disturbances
from old excesses in the process of avoiding new excesses. My sense of
the situation suggests that the proposed limitations may not go far
enough in one direction, and may go too far in another.

In the direction of further tightening, I suggest that nonconforming
uses sanctioned on day one be subjected to partial divestment on, say,
a B-vear schedule with some reasonable, if moderate, progress for
scaling down required in each year. My main reason for making this
suggestion reflects my fear that still more drastic shrinkage in stock
exchange trading volume is ahead. If T am right, you can be sure that
still more dislocative breaks in the market prices of institutional grade
stocks under liquidation are coming with it. Consequently, nonconform-
ing uses which may seem moderate relative to today’s shrunken volume
of trading would strike individual investors on the sidelines as exces-
sive in the atmosphere created by the next shrink. Failure to require
continuous annual progress toward getting into compliance with the
proposed guidelines may, as volume shrinks, invite new excesses which
- thisbill is aimed at avoiding,- ‘ C '
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In the direction of easing the provision, I suggest that the legislative
language adopted take account of the brisk and accelerating rate of
turnover in pension fund management-client relationships. In view of

“the disappointing performance of most pension fund managements,
such turnover is both inescapable and hea{thy. The increases posted in
management fees by certain institutions are accelerating the turnover.
So are the costly retrospective penalties being levied on pension fund
sponsors by independent actuaries to offset the failure of portfolio
managements to meet funding goals. So, too, is the general recognition
by pension fund sponsors of the prudence of outgrowing historic affilia-
{)1(321@ and throwing their management needs open to competitive
idding.

The resultant rise in turnover of sponsor-management relationships -
could create transitional complications in restraint of this healthy com-

.petitive trend. A fund whose portfolio is within the proposed regula-
tory guidelines may find itself disqualified from hiring an institutional
manager whose compliance may be on the borderline with respect to
one or more securities. I suggest the appropriateness of latitude, again
for some reasonable period, in this case, perhaps 1 or 2 years—where
the guidelines may be exceeded by the assumption of a new client-
management relationship.

T come now to my second suggested amendment.

We have all been reading a great deal recently about the privilege
accorded homeowners of deferring capital gain tax obligations on
profits taken from selling a house, provided that it is the taxpayer’s
principal residence and so long as another home is bought within
6 months for as much or more money, As Chairman Mills has said with
characteristic clarity and wisdom on so many occassions, the entire

.basis on which our system rests assumes the right and the ability not

.only to have and to hold assets but to trade them.

It is the fear of losing this ability which is frightening individuals
out of the stock market and inhibiting their re-entry.

The Bentsen bill suggests raising the present $1,000 limit on capital
losses deductible against ordinary income to $4,000. This prompts my
suggestion not to raise the limit, but to cancel it as a meaningless
token. My counter-proposal invites tax-paying securities holders with
losses to take their lumps in all of them and to lump the entire dedue-
tion against ordinary income in the year taken—subject to one qualifi-
cation: that the proceeds realized from such liquidation be reinvested
within 6 months in dividend- or interest-bearing securities other than
tax-exempts: I recommend extending the deductible reinvestment
privilege to bonds paying taxable income on the principle that nothing
can be good for the stock market which does not begin by being good
for the bond market, and that anything that begins by being good for
the bond market will soon be good for the stock market.

To sharpen the incentive, deny the deduction altogether to loss-
takers content to call it quits. Let us recognize that the present privilege
of offsetting all present losses against any future gains is pie in the sky.

The Tax Code has always been quite clear in recognizing the right

~ of taxpayers to get their losses back. But, as a practical matter, limiting

the use of this right to the opportunity to take gains will defer for
longer than we dare hope or can afford the opportunity to take gains.
~ Given the principle of loss recouping on a tax-free basis, and given
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the fact of the losses snowballing but untaken, the sooner taxpayers
new-aceruing untaken losses take and offset them, the sooner they will

- be ready again to declare to the Treasury the partner it needs to be in

\

their next crop of earnings.

The Treasury would not be long in gaining revenue, exactly as it
has from the reinvestment privilege granted the homeowner making
a profitable tax-free trade.

The two-way trading traffic certain to be stimulated by this simple
measure would return brokers to the ranks of taxpayers. It would
have the same expansive effect on market volume and on the structure

fmarket prices that the development of a large short interest cannot
fail to have. To guarantee recapture of deductions by the Treasury, a
“stipulation coulc%l be added requiring loss-takers claiming the dedue- -
tion to switch back into dividend-bearing stocks and bonds paying .
interest taxable as ordinary income when received.

My sense of the situation is that this is what they would do anyway.
Taxpaying stockholders stuck with red-ink market positions are richer
in capital losses unusable for tax purposes than in any other wasting
asset. Typical small investor psychology reasons that losses are not
suffered till taken. The waiting process dries up the liquidity of the
market, and inflates the losses waiting to be taken. Anyone taking
losses fully deductible against ordinary income would opt for buying
replacement positions rather than lose deductions, especially now that
so many high-yielding values are coming into the reach of investors
who are becoming increasingly income-minded. This development,
Mr. Chairman, fortifies the point you made in your opening remarks,
that clearly there are many more than just what is left of the top tier 40
stocks of interest to investors. The individual investors you are trying
to bring back to the market in statesmanlike fashion want income-
yielding stocks, of which there are now many.

In a more general vein. may I now set forth in summary form my
thinking as to what makes the market run and what makes Mr. and
Mus. Sammy Investor run with it.

First, two popular misconceptions: The first, that stock prices rise
when business activity speeds up, and vice versa. The second, that stock
_prices fluctnate in predictable and consistent relationship to earnings.
If both popular misconceptions were pragmatic, or even if either was,
the 1973 boom in business activity and the bulge in earnings would
have sent the Dow Jones industrial average well above 1,500, with the
entive breadth of the market following. The depressing response of
the stock market to the business boom and the earnings bulge support
my longstanding contention that stock prices fluctuate not with busi-
ness conditions but with money conditions, and that stock prices cap-
italize not earnings but dividends.

I feel prompted to add that I held these admittedly dissenting
views before inflation had got far enough out of hand to make a
mockery of earnings reported after depreciation taken. To borrow a
phrase from the law, the market in its anonymous wisdom has learned
to pierce the veil woven by depreciation. It was inadequate to replace
productive assets, much less to modernize them, before the cost of
their competitive reproduction became incalculable. More than ever,
the market is insisting on being satisfied about the money-good ca-
pability of covering and paying out hard cash dividends.
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To recognize that stock prices fluctuate with money conditions and
capitalize cash dividends is to respect the fundamental guidelines
offered by the interest-dividend spread. Prudent investors would al-
ways prefer to own stocks rather than bonds—provided the price is
right. It is for the average run of stocks whenever their dividends
come within 2 percent of equaling the return paid by bonds,

A 2-percent better offer for the use of money in any form never
fails to move it to that other use as, say, from savings accounts to
bonds. Given an 8-percent bond market, stocks not endowed with spe-
cial attributes of growth can be deemed safe or stable anytime they

ield 6 percent or more in well-covered cash dividends. Stocks claini-
ing membership in the so-called top-tier group can pass muster in an
8-percent bond market, I suppose, selling on a dividend yield basis
approaching 3 percent. In the range of 900 on the Dow Jones average,
the 30 Dow .Jones stocks yield an aggregate cash dividend in the neigh-
borhood of 3 percent.

The top-tier stocks are now clearly in market disarray under the
still preliminary gressure of liquidation from institutions that only
yesterday were believed to be traveling a one-way street toward ac-
cumulation. They have been yielding under 1 percent. For them to
be driven down to a 3-percent yield basis would re;i(resent a collapse of
closer to two-thirds tﬁan one-half for their market prices, or more
drastic than the mere 50-percent drop in the Dow that would be rep-
resented by the symbolic figure of 500. Such a drop would still leave
them priced on a relatively rich premium basis vis-a-vis the average
run of stocks and the Dow av.orage.

With the Dow at 500, but with the dividends of the 30 stocks in it
paying more or less what they are now, their composite yield would
approximate 6 percent. If the growth stocks which have been yielding
less than 1 percent with the Dow yielding 3 percent were priced down
to yield & percent with the Dow yielding 6 percent, the spread repre-
senting the relative attractiveness of growth stocks and average grade
investment stocks would remain unchanged. But the structure of stock
g:ices would buckle and the few remaining shreds of confidence would

destroyed.

From this perspective on the fundamentals, it is easy to see how the
backlash from the higher interest rates is burdening us with lower stock
prices. Interest rates are, of course, the fundamental measure of infla-
tion : the faster it spirals upward, the higher interest rates are driven
up in its wake. Waiting for stock prices to drop enough to bring
dividend yields within two percentage points of bond yiclds, wherever
bond yields may toY out, would defeat the constructive purpose of this
subcommittee and leave us confronted with a market decline signifi-
cantly worse than that already suffered.

The contraction in volume is now signaling a follow-on contraction
in the structure of stock prices. The two broader proposals I am here
to suggest are aimed at moderating the resistance of private persons
to participating in the public securities auction market in time to
avoid a debacle. The first of these two proposals is not new. I advanced
it before the Joint Economic Committee, with Senator Proxmire in
the chair in 1970, when the erosion of public participation was then
still in a relatively early and therefore more readily reversible stage.
It would permit corporations to pay some portion of their divi-
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derids, as they do oil interest on their debt, before taxes instead of
after. In advancing this proposal for a dividend tax credit in 1970, I
was clearly aware that its time had not yet come. Mr. Chairman, I be-
lieve it has now.

Consider its specific applicability to the safest and, as I believe, the
cheapest investment values available anywhere, the so-called income
group of utility common stocks: I fear that they are now on their
way to becoming cheaper still. They certainly pass muster by the 2-
percent rule: Instead of paying 6 percent in an 8-percent band market,
many of them are yielding up to 10 percent and, nevertheless, are at-
tracting no public following from private investors. By law, their
stockholders are entitled to a fair rate of return. In fact, the needs of
utilities for capital are endless. :

In acknowledging that this proposal was a forecast rather than an
answer in the still relatively tranquil world of 1970, I said that Con.
rress might not be ready to consider a dividend tax credit as the aid
1t would be in attracting individual stockholders to utility dividends
then yielding 6 percent; but that Congress might decide to do so with
utility dividends at 10 percent. Some of them are already there, with a
proper host following.

I hope that Congress now will decide to give favorable consideration
to a dividend tax credit designed to make stock investment for income
for attractive to private persons.

Giving the same cash return to individual investors insisting on it,
but at lower cost to the companies needing to pay it and in order to
raise new money, would be a mercy to ﬁme consumer. In J)recise]y
these parts of the country where utility stocks are now yielding 9 to
10 percent, utility customers are being confronted with overnight
rate increases on the order of magnitude of 50 percent, this while their
costs are still being subsidized by undermarket coal contracts.

Lowering the cost of servicing dividends is admittedly not the
answer to this inflationary disaster in its entirety. Only the executive
branch can take the lead 1n reaching the roots of the trouble. But this
device offers Congress at least one method for lowering the cost of
capital to corporations needing to pay up for it; for limiting the
damage being suffered by consumers; and for helping to solve the
problem being faced by this subcommittee. Though the dividend-pay-
ing corporation would be entitled to treat as a deduction whatever
portion of the dividend Congress might qualify as deductible along
with interest, dividends received by stockholders would be fully tax-
able. Utilities and consumers alike would find dividend deductibility
particularly helpful where preferred stock issues are needed to shore
up equity ratios. The effect of paying 8 percent for preferred stock
money 1is & permanent net money cost of 6 percent to a top-rated
money-good company.

Senator BENTSEN. For the record, that would be 16 percent?

Mr. JANEwAY. What did Isay?

Senator BENTseN. You said 6. ‘

Mr. JANEWAY. Yes, 8 times 2, 16, and I think I saw a utility pre-
ferred at 814, which would mean 17 percent money, and this is a
pass-on to the consumer. ,

I come now to the most troublesome and defensive of the proposals
I am here to put before you. The question, as your call for these hears



184

ings puts it, seeks ways and means of attracting individuals and.
families into stock market ownership.

Opverinstitutionalization is being referred to as if it were merely a
condition. Indeed it is, but it is a creeping condition, and the creep

- is accelerating. The common characteristic of all cancerous conditions,
from the real thing medically to its inflationary counterpart in the
cconomy, is that it spreads. Over-institutionalization is spreading
now, and at a rate calling for urgent regulatory scrutiny and restraint.
Specifically, the way in which its spread is running recalls the abuses
which provoked Congress to pass the Glass-Steagal Act after the last
depression which, lest we forget, was sped in its tragic course by the
jumbling of commercial and investment banking functions.

The Glass-Steagall Act provided for the severe separation of in-
vestment and banking functions. I suggest the urgency of a hard-and-
fast look by the subcommittee at the need to strengthen the Glass-
Steagall Act as it now stands and very possibly to extend it along
lines paralleling the Canadian system, which separates commercial
banking and trust company functions. I hope that going this far may
not prove necessary. The way to avoid the need is to adopt stringent
preventive regulation.

Mr. Chairman, in your December 20, 1973, statement, vou developed
a striking and fundamental contrast between the role of the German
commercial banking system and out own: you made this point in
connection with your recommendation for limiting the investment
impact of pension fund holdings on the incidence of ownership. In
Germany, and not just in Germany, the commercial banks are all-pur-
pose institutions. From the standpoint of the problem recognized by
Yyour call. the fact that the banks own the businesses is less important
in Europe than the result, which is that they and they alone make
securities markets. It is little wonder, therefore, that securities
markets in the bank-dominated countries are too small to matter, and
are readilv manipulable, as our markets are not.

Overseas businesses, even the biggest, feel free to travel without
an equity base because the banks own them; and. of course, the re-
spective governments control the banks. As for individuals who might
otherwise be investors over there, they are either second-class partici-
pants through the banks in their token local markets or they are finan-
cial refugees. It seems axiomatic to me that the necessary and indis-
pensable precondition for tilting the marketplace seesaw back on the
side of greater participation on the part of private persons is to tilt
it simultaneously away from still greater domination by the commer-
cial banks and their trust affiliates. Let me cite several different classes
of what I regard as creeping abuses threatening still more disruptive -
consequences,

Muitinational corporations, whether American with foreign subsid-
iaries or foreign with American subsidiaries, are accustomed to being
served overseas by all-purpose banks which literally own their clients,
which control all the alternative uses of other peoples’ money and
which dominate their local miniatures of manipulated markets. In
looking for financial services here, these multinational operations are -
understandably seeking the same kind of accommodation from the
American commercial banks that they are accustomed to receiving
overseas, and they are getting it. When, to take just one recently -
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publicized case, a major British corporation acquired control of a .
prominent publicly owned retail chain, one of the leading American
commercial banks reported earning a finders fee in the upper six
figures, I believe that the financial lexicon would categorize this as an
investment banking function.

To take another example: A practice is now pending known in
the vernacular of the trade as “bunching.” The way it works, commer-
cial banks solicit their individual depositors for the opportunitg to
service their investment needs. They also invite brokers de ent
u%)on patronage from their trust affiliates to furnish them with lists
of firm clients for mail solicitation. Of course, the SEC has been
insisting quite rightly on the “know your customer” requirement in .
its regulation of the investment industry. Here, it would be honored
in the breach. The SEC also subjects investment brokers, bankers,
and advisors under its scrutiny to stringent regulations aimed at
avoiding conflicts of interest. The Federal Reserve Board which
is the primary center of atory supervision over the commercial
banking system, has no facilities or exeprience for keeping up with the

resent overspill of commercial banking functions into the investment
anking fields ; nor has the Comptroller of the Currency.

In the case of “bunching,” the investment management procedure
about to be activated into popular merchandising at retail calls for
the individual depositor to permit the bank branch to charge the
account by an agreed upon amount segregated for a monthly invest-
ment program, to collect a supervisory fee; to get the benefit of the
free deposit on which it might otherwise have paid interest for most
of the month; and then to “bunch” one wholesale order on 1 day a
month at a negotiated wholesale and commission rate. Brokers desper-
ate for orders on any rate basis feel under the gun to go along with
this latest, I feel, insensitive and indeed irresponsible form of high-
powered retail financial merchandising. This practice, adopted in
the name of attracting broader individual participation in the market,
is certain to compound its illiquidity troubles.

New conflict-of-intrest rules of the road are overdue for the inter-
relations between the commercial banks, their trust affiliates, the
investment banking business and the brokerage business. I hope that
this regulatory gap can be closed without the situation getting out
of hand to the point where the Glass-Steagall Act will need to be
extended to divorce the commercial banks from their trust affiliates
as a follow-on to their original divorce from their former investment
banking affiliates.

I express this concern and this hope, Mr. Chairman, in a spirit
of great confidence concerning the unique role in history the commer-
cial banks have earned for themselves under the watchful and helpful
eye of Congress. Reference to Professor Friedman’s classic Monetary

istory of the United States teaches us that every past period of
capsizing markets and collapsing confidence has provoked a mass
run of private money out of the private banking system. In counting
our blessings, let us realize that this latest chapter of distress in
our structure of political finance is the first to have spurred a run
in the exact opposite direction, into the banks. -

_ T am by no means alone in regarding the depression which has be-
fallen the securities industry as the leading indicator of still more
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trouble yet to come. In scrutinizing the consequences of over-

institutionalization of the stock market, and in improvising incentives

calculated to revive direct investment by private persons in it, let us

keep the commercial banks safely and ‘visibly on the liquid side of

the street and let us be ware of any encroachment outside their

%o 1 é sphere of activity calculated to aggravate the illiquidity in
all Street. ‘

et us keop them insured against the recriminations arising in the
whake of the losses being suffered as at least the partial result of over-
institutionalization. Congress is the histori¢ guardian of the soundness
and the repute of our commercial banking system. The strength
of the banks relative to the weakness of the stock market is challenging
Congress again to rise to its historic responsibility.

Mr. Chairman, in concluding, let me without intruding on the time
of other witnesses, associate myself wholeheartedly with the rec-
omendations being put forward by my lifelong friend, Mr. Thomas
Corcoran, in respect to liberalizing capital gains provisions for older
and senior long-term holders of assets.

Thank you very much. -

Senator Bentsen. Thank you very much, Mr. Janeway. As alwags
it is a very interesting contribution that you make and a very help ul
one. ‘

One of the points that you make is one that has concerned me about
how my bill might work. On the new client for an institutional man-
‘ager, where that institutional manager is on the borderline of com-
E iance, he has got a new pension fund coming in that he wants to have

ut that is not all bad, because that can S{Jread the business more an
manager getting too close

it can be a deterrent on an institutiona
to these limitations too, can it not ¢

Mr. Janeway. It certainly would. All T am suggesting is just a
bit of elbow room, because we are seeing unprecedented %erment of
accelerated comings and goings with it. We are seeing smaller pension
funds which nevertheless are big enough to be reached by your bill,
discovering that they need competitive managements. Many manage-
ments have long-standing positions in securities which they bought
many years ago at nominal costs, and feel in their discretion that it
might make sense for them to ride out.

o T am just suggesting a bit of discretion, while at the same time
suggesting that anyone having a nonconforming use continue to feel
the prod to keep moviné. -

.. Senator BenTsEN. Your recommendation of allowing all capital
losses to be charged against income, so long as the proceeds are rein-
vested back into securities, is an interesting proposal.

This, in effect, would mean the people who had losses would liquidate
them earlier, and as you say, too often a small investor thinks he
‘doesn’t have a loss until he actually sells hisstock.

Mr. Jantway. Yes. T §et this in my mail all the time, Senator.
People say, well, if I'sold I would have a loss, and of course, the oldest
rule in the business for Frofesnionals is that when you have a stock,

“any time you are not willing to buy more of it that day, you have
really sold it in your mind, ~ :
.. Senator Bexrsen. What effect would that have in the market itself
if these people took their losses earlier, and not wait hopefully for the
day that stock got back up to even ¢
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Mr. Jangway. That is when they always sell. The market does a V,
as it were. They get their money back, the money rests, and then the -
market goes. You would certainly even or iron out the illiquidity gaps
in the market. You would even or iron out the spasms of volatility
which measure and reflect the illiquidity. .

Looking forward, I would think that you would add 2 to 8 million
shares a day and if we are heading down to 10 or 8 million shares a
day, as the next stop, adding back 2 million shares a day of steady vol-
ume would back up into a significant recovery—in fact, almost back to
where we are in danger of falling from now. Mere recession no longer
describes the plight of the securities industry; it has fallen into a
proper depression, measured by bankruptcies, loss of capital, failure
to attract even senior capital, unemployment, firms that cannot get out
of business because they cannot get out of their leases. Every feature of
the normal depression profile is present and showing. As fast as il-
liquidity, resulting from loss of volume, knocks the support out from
under another former member of the top tier family group, the firms
-whose capital is concentrated in that security are knocked onto the sick
list with it.

Senator Bentsen. Mr. Janeway, I think that we have too much of
the public looks on the stock market as a place to make or lose a fast
buck. It is much more than that. It has been a great system in this
country for providing equity capital for a growing economy, and as I
Jook upon the demands in the way of capital accumulation that are
going to be necessary for future years, and I hear that the necessity for
T7.S. Steel to be able to expand the steel industry, and they cannot raise
the capital and they have given part of the markets to the Japanese and
part of the markets to the Europeans, and I had a man tell me as late
as yesterday tha they were trying to build some of the steel contracts
on the Alaskan pipeline insofar as the supporting structures and are
having an extremely difficult time getting American steel companies to
say that they would be capable of fullfilling that kind of a contract.
And then I see we are going to need on the energy side to try to work
toward some at least partial self-sufficiency.

How are we going to raise all of that capital if we do not have an
equity market that works?

Mr. Janeway. And the irony is that we have the only equity market
in the world. Add to your comment in your opening statement this
moining on Mr. Townsend’s statement of yesterday this consideration :
That in the top tier of 40 to 50 institutionally favored stocks not only
is there not one company representing a basic production industry
required by the infrastructure which we are now under pressure to
modernize and to recreate, but every company in that group with the
possible exception of Disney, has been doing, on the record, better out-
side the United States than inside the United States.

By contrast, the companies on your mind, like the steel industry, the
companies under pressure to recreate an energy base for this economy,
the companies I mentioned, the utilities are all entirely American
companies, and they are the companies which the market has under-
standably been rating as losers. It will do so until average Americans
decide to put their money behind the judgment that the place to finish
first again is America. : o -
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So we are talking about reversing our studied downgrading of our
proprietary national asset, which this great public market is. People
will come back to it. Just give them what the situation calls for.

Senator Bentsen. Mr, Janeway, as I understand it, we passed the
50-(§)ercent mark so far as our society being a service-oriented society,
and I get concerned about the manufacturing productive capacity of
this country trying to maintain a balance of trade, trying to advance
our society and create the jobs, and I just do not believe we can make it
taking in other people’s washing. I think we have to keep up the pro-

~ ductive capacity of industries, like aireraft manufacturing, automobile
manufacturing, steel, energy, and so on.

Mr. Janeway. The proposals I have put forward—and I entirely
agree with you—are calculated to attract capital into these industries.

The process of erosion in the market, measured by the departure of
the private investing public, has reduced the securities of the industries
you are mentioning to a yield basis which is what these private persons
are getting from deposits and from bonds. If you permit the stock
market to compete for their money they will reinvest their losses, and
they will take their liquid accumulations and switch into precisely the
corporations that need this money. :

enator BentsenN. Mr. Janeway, I would like to hear a lot more of
this but we have some other witnesses, and we had better proceed.

Thank you very much for your contribution.

Mr. Jaxeway. Thank you.

- Senator Bentsex. Our next witness is Mr. James J. Needham, chair-
man of the board of the New York Stock Exchange.

Mr. Needham, I want to welecome to our audience an individual who
is your counterpart in London. He is Mr. George Loveday, chairman of
the London Stock Exchange. Mr. Loveday, we are pleased to have you
and welcome you to these hearings.

If you will proceed, Mr. Needham.

STATEMENT OF JAMES J. NEEDHAM, CHAIRMAN OF THE BOARD,
NEW YORK STOCK EXCHANGE; ACCOMPANIED BY DONALD L.
CALVIN, VICE PRESIDENT, NEW YORK STOCK EXCHANGE; AND
DR. WILLIAM C. FREURD, VICE PRESIDENT AND CHIEF ECON-
OMIST, NEW YORK STOCK EXCHANGE

Mr. Neepiraxr, Thank you, Mr. Chairman.

My name is James J. Needham. I am chairman of the board of
directors and chief executive officer of the New York Stock Exchange.
With me today, on my right, is Donald. L. Calvin, vice president, and
Dr. William C. Freund on my left, vice president and chief economist -
of the exchange.

Since we have already filed a detailed statement for the record, I
will limit my comments to a brief summary of that statement in order
to have time to respond to your questions. ,

In brief, our comments deal with three areas: the limitations im-

~posed in the bill on stock holdings of pension funds; the proposed re-

visions in the capital gains tax; and a new Eroposal directed at per-
. mitting broker-dealers to improve their ability to serve investors
through the adoption of tax stabilization reserves, comparable to those
presently available to other financial intermediaries, ‘
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All of these proposals have a common objective, and that is, to
strengthen and improve individual investor confidence in our securi-
ties markets.

By the way, Mr. Chairman, I want to congratulate your selection
as chairman of the Subcommittee on Financial Markets. I know you
are eminently qualified for that position, and those of us in the private
sector look forward with great expectations to your efforts.

Senator Bentsex. Thank you very much.

Mr. NeepuayM. We recognize that you were one of the first to recog-
nize the necessity for congressional action to broaden the individual
investor participation in our securities markets. This can only be done
if investors have confidence in our system, and Mr. Chairman, if I
can depart momentarily from my prepared statement, I want to sa
that we certainly concur with Senator Mansfield's statement in his
annual report on the state of the Union, in which he said, it seems
to me that it would be helpful in this connection to bring together on
a regular basis representatives of the executive branch and the legisla-
tive branch with those of industry, labor and other areas of our na-
tional life. The fusion of ideas and interest from these sources should
help to give us the economic yardsticks.

We view our appearance here today as perhaps the initiation of that
dialogue between the exchange community and the Senate of the
United States, and wish to thank Senator Mansfield for pointing out .
the necessity for the continuing dialogie between the public and the
private sector. i

Only through imaginative and constructive action, such as proposed

“in S. 2842, can the demands on the U.S. corporate sccurities markets,
and the Nation’s capital markets in general be met.

As you know, we are facing unprecedented demands for capital to
finance industrial modernization and expansion, to mect the housing
requirements of our growing é)opu]ation, to clean the environment
and to supply the energy we need.

f special concern in properly allocating the necessarily limited
supply of capital to all those diverse needs, is the distorting effects of
Government borrowing on the capital markets. The Federal, State and
local share of all debt and equity securities issued has edged past the
60-percent, mark, with the Federal Government and its agencies by
far the Nation’s biggest borrowers. Moreover, they enjoy special priv-
ileees which are not available to private corporations and individuals.
If for no other reason than to keep our capital markets from being
overwhelmed by Federal demands, return to & more responsible bal-
anced Government fiscal policy is essential.

Testimony before this subcommittee last July made clear the grow-
ing concern of individual investors about institutional dominance of
our securitics markets. S. 2842 focuses on this concern and proposes
restrictions on the stock holdings of pension funds which are, as a
%roup, the largest of the institutional investors whose activities are

eing challenged. . . o

In our earlier appearance before this subcommittee, we pointed out
the lack of éxisting data on the extent and nature of institutional se-
curities holdings. Absent such data, it is difficult to assess the impact
of the proposals in the bill, Accordingly, we would like to see the Con-

© gress enact reporting requirements for institutional investors, either - -
20-146—74—13 -
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as a part of this legislation or in a separate bill along the lines pro-
posed by Senator Harrison Williams, Jr.

We have, however, prepared a research paper analyzing the pros
and cons of the restrictions proposed in S, 2842, This research paper
is attached to our full statement as Appendix L! On balance, it appears
that the pros of the proposal outweigh the cons. However, for the
" reasons I have indicated, we are not in a position at this time to offer

a final evaluation or comments. Accordingly, while we cannot support

the proposed restrictions, neither would we object to their enactment.

ore important, in our opinion, are the revisions proposed in S. 2842

_in the capital gains tax area, aimed at providing needed incentives to
individuals to invest in all types of capital assets.

As mentioned in our last appearance before the subcommittee, we
had commissioned the well-known public opinion research firm, Oliver
Quayle and Company, to conduct a study of the impact of capital
gains taxation on individual investor behavior.

This study, which has been offered to the subcommittee, was based
on personal interviews with individual investors. Their actual 1972
portfolios and investment decisions were reviewed and probed.

In large part as a result of the Quayle study, the major planks in
the New York Stock Exchange’s capital gains tax program are: one,
immediate return to the 25-percent maximum alternative rate on all
Jong-term gains that prevailed prior to 1970 and two, retention of the
six-month ﬁolding period for long-term gains.

At the same time, we do support the basic graduated capital gains
tax plan in S. 2842 which would raise the capital gains exclusion rate
to 80 percent over.a 15-year period. This proposal recognizes and seeks
to offset the fundamental capital gains tax problem: That individual
investors can be easily locked into or hold assets over unnecessarily
and inappropriately long periods of time because of the burden of the
tax on realized gains.

It is also gratifying to see a proposal which works toward mitigating
the effect of inflation on the investment dollar. Ideally, perhaps, the
.proceeds of an asset sale should first be deflated by a price index, so
that only the real appreciation in the value of the holding is taxed.
While short of that ideal, a graduated capital gains tax gives some
recognition to the realities of inflation.

However, it seems to us that two additional provisions in the bill’s
tax package will diminish the effectiveness of the exclusion rate plan
as a stimulus to new investment and investment turnover. I am refer-
ring to the proposed repeal of the present 25-percent alternative cap-
ital gains tax rate, and the proposed extension of the minimum capital
gains holding period from 6 to 12 months. -

If the alternative tax is repealed, the first $50,000 of net long-term
caplital gains, now taxed at 25 percent, could be taxed initially at rates
as high as 85 percent under the proposed graduated exclusion rate
plan. An individual investor in the 70 percent income tax bracket
would in fact, have to hold onto his assets for 7 years in order to ob-
tain the tax treatment he now receives on the first $50,000 of gains
after 6 months. An investor in the 60-percent tax bracket would have
to hold assets 4 years to match the rate he now receives after 6 months

1 See p, 204;
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The Quayle study found that a strong impetus to unlocking capital
~ gains would be a cutback in the present maximum rates. For example,
1f the maximum capital gains tax rate were halved for taxpayers who
are now subject to rates of up to 25 percent,-and the maximum for
individuals subject to higher rates were reduced to 25 percent, total
capital gains realizations in 1972 would have been $16.6 billion higher
and tax revenues would have been up almost $1.7 billion. That would
have resulted in total capital gains of $49.2 billion and tax revenues
_ of $5.6 billion. But data underlying the published results indicate the
affect of cutting the maximum rate from 85 percent to 25 percent would,
b}y itself, produce tax revenues of $1.8 billion, or almost one-third of
the total. '

The Quayle study findings also support the conclusion that a longer .
minimum holding period would inhibit capital gains realization with
consequent revenue losses to the Treasury. The in-depth interviews
with investors revealed that they would simply defr ralizations, and
in effect, lock themselves in, wherever feasible, in order to qualify tor
the more favorable tax rate,

S. 2842 clearly seeks to enhance capital mobility, an important
prerequisite for maximizing growth in a dynamic economy. However,
we believe that eliminating the alternative capital gains tax rate
and lengthening the capital gains holding Eeriod beyond the present
6 months would provg to be inconsistent with that objective, that these
two measures would, in fact, have just the opposite effect. ‘

The subcommittee is aware that the deduction for net capital losses
has remained unchanged for over 30 years, despite the ravages of infla-
tion. Ideally, tax treatment of capital losses should enhance both capi-
tal mobility and net new investment by encouraging individuals to
liquidate investments that prove unsatisfactory.

qI‘he capital loss provisions in S. 2842 are much more realistic than
the present treatment of losses. However, we believe the bill’s approach
is flawed in one key respect, it would tie losses to the same sliding scale
exclusion rates that apply to gains. While this approach appears to
have an inherent fairness smdg logic, it assumes that an individual’s
financial position and well-being are less seriously dama%fd if he in-
curs a loss after holding a stock for, say, 15 years, than if he incurs an
equivalent loss after 15 weeks. Actually, an investment loss may be
more damaging to the investor whose funds have been tied up un-
profitably-for a longer period.

Stated somewhat differently, we fail to see the justification for penal-
izing an investor who failed to liquidate a poor investment quickly.

‘We recommend, therefore, that all long-term capital losses be treated
alike, regardless of the length of time investments are held. The most
effective course would be to permit full deduction of all capital losses
no matter how quickly or slowly they have been incurred. We would
‘guggest, therefore, that S, 2842 be modified at least to retain the present
method of calculating the loss deduction, that is 50 percent of the -
total long-term loss. And, we believe it would be more in keeping -
with the intent of the bill to increase the proportion of losses eligible
for tax deduction to 100 percent by, say, 1980. ‘ ‘ (

In our testimony before this subcommittee last July, we proposed
& cqrrggmhepsxve series of tax recommendations uimed at stimulating
individual investment activity. I have referred to several of our pro-
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‘f)osals in my comments this morning. Other measures which we be-
“Tieve would help achieve the objectives we share with this subcommittee
-would, briefly, No. 1, allow a $1,000 capital gains tax exclusion from
- adjusted gross income when gains do not exceed 25 percent of earnings;

No. 2, raise from $1,000 to $5,000 the maximum tax deduction against
ordinary income for a capital ioss; No. 3, increase from $100 to $200 the
dividend exclusion from Federal income taxes; No. 4, permit commis-
sions paid on stock transactions to be treated as investment expenses
‘and, thus, as deductions against ordinary income; and No. 5, permit
a $1,500 tax deduction for individuals who buy stocks as part of a
personal pension plan, provided they are not covered by adequate
employer-sponsored plans.

These proposals are described in greater detail in our full statement.

In addition to the needed revisions in the capital gains tax and pos-
sible restrictions and/or disclosure of instiutional investors’ hold-
ings, we would offer for the subcommittee's consideration a proposed
new provision which would permit broker-dealers to improve their
ability to serve investors through the establishment of tax stabiliza-
tion reserves comparable to those in effect for other intermediaries.

Broker-dealers operate under dual handicaps today. First, the se-
curities business is highly cyclical and second, unlike other financial
intermediaries, broker-dealers cannot establish reserves in good years
to even out the financial problems of bad years.

As a result, brokerage firms historically have had great difficulty
in attracting and holding adequate capital to provide essential services
to investors in both good times and bad.

We have developed a proposal for your consideration to enable the
industry to establish sufficient capital reserves to help offset the adverse
effects of cyclical swings. Under this proposal, broker-dealers would
be permitted, each year, to set aside a small portion of profits, tax-free,
up to a preseribed minimum, in a loss reserve fund. The fund could
be drawn upon, in bad years, to help ease the critical capital problems
which, in the past, have periodically beset the industry.

Senator BENTSEN. You would set that up like a bank would set up
something for loan losses?

Mr, Neepuaar. That is correct, Senator.

Senator BeExTseN. Please go ahead.

Mr. NeepraM. I would say, Senator, that the risk inherent in mak-
ing markets and stocks are far greater that the risk of making loans
today.

This proposal is discussed in our research report, Stabilization Re-
serves—A Route to Easing Cyclical Problems in the Securities.In-
dustry, which we have submitted with our full statement as appendix

Before I close, I would like to review a couple of statements that were
made by other witnesses on the chance that the committee might not
interrogate me. I will be as brief as possible.

* Senator Bextsex. That will be okay.
Mr. Neepianm. Yesterday, Mr. Townsend, in a very cloquent and
well-prepared statement, set forth the needs of the industrial sector of
‘our economy, and he pointed with great accuracy to one of the deficien-
cics in current financial reporting, and that is the adherence to histori-
“cal costs in computing depreciation. And I submit to you, Senator, that
this is a matter that this subcommittee or the full committee should
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examine to see whether tax deduction for depreciation should be based
on fair value accounting, the cost of replacing the asset rather than on
historical cost.

The implications involved in that change are not quantified in Mr.
Townsend’s statement, nor am I in a position to do that in terms of loss
of Federal revenues, but I do believe that a ease can be made, at least
conceptunlly, and Mr, Townsend has done it adequately.,

With respect to the comments of Mr, Janeway, who immediately
preceded me, Senator, I believe very strongly, particularly as a result
of my 3 years service at the Securities and Kxchange Commission, that
the Congress is the place where national poliey should be determined,
expecinlly with respect to economic affuirs, The Congress is the elected
representative of the people, The independent agencies, us qualified
and enpuble as they are, do not have any constituency whntsoever, and
they tend. because of their very structure, to view matters more in
terms of legalisme than ceonomic reality as related to national eco-
nomic policy,

And T make that statement with great sndness, but it is based on my
own oxlwrionoo. This ia the place where national economie poliey
should be decided, This is the place where the structure of our se-
curities market shonld be determined, nnd this is the place where the
neads of our economy and the needs of our people s&muld be deter-
mined—and in my mind, those two needs are interrelated very di-
rectly—-and not by u group of people who do not have any
constituencies,

In closing, may I again express our apprecintion to the subcommit.
tee for its courtesy in inviting our comments on N, 2842, We helieve
that the bill, together with the revisions we have suggested, ean help
restore investor confidence and set the stage for meeting the heavy
capital demands facing this Nation in the years ahend.

Ihat concludes my statement, Mr, Chaivman, We will be happy to
reply to nny questions the subcommittee may wish to nsk,

Senator Bexwsexn. Thank you very mueh, Mr, Needham,

Your statement is helpful. Some of the things that you have recom.
mended nre things we have considered, and they ave cortninly not withe-
out merit, In view of what we thought we could accomplish, we did not
do some of those things,

You stated you do not snll)port the limitations on holdings and
neither do you oppose the holding limitations that are in my billy as I
understand your statement, I personally do not think these are very
onerons restrictions, I would like to nsgk yon whether you believe that
there are more than 20 stocks on the Noww York Stock Iixchange and
the American Stock Ixchange that would qualify for prudent institu.
tional investing on the basis of carnings, on book value, on future
growth, on liquidity, and on the float of the stock.

Do you think that there are more than 20¢

Mr, Nexpuay. Senator, there are hundreds.

Senator BenrseN, And yet we were told yesterday by one of the
very major institutions that if this kind of limitation were enacted
they would invest in things other than the stock market just because
of this kind of limitation.

Mr, Neenitas. Senator, let me respond to that solely as the chief
excentive officer of the exchange rather than the chairman of the board,
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and the board has not addressed this question in the detail you are
hosing it.

! 'l‘h(‘ax very first public speech T gave as a member of the Seeurities
and Exchange Commission, I called for an examination of the growth
of financinl concentration in the United States, and I gave it before
a sccurities industry audience, beeause the long-range impact would
be felt by the securities industry and the securities market. That speech
was given in January of 1970,

It hng taken nlmost 4 years for the awnreness to develop to the
point—I am a little bit like Mr. Janewry: I am a voice in the wilder-
nexs most of the time, But that idea has come, and so the idea that you
are suggesting has come. Our inability to quantify it makes us hesitate,
but I us an individual feel that the bronder subjoct of finaneinl concen-
tration is one that demands and cries out for the attention of this body,

Financinl institutions have expanded into various activities, soem-
ingly unrelated in some instances to the major 1ole they were designed
to perform in our economy. The Bank Holding Company Act, which
was enacted into law ?nat n fow years ngo, 1 think calls out for re-
examination, I think the question vou are asking falls into that broad
category,

Senator Benrarn. Mr, Needham, these limitations that ave in my
hill were not casunlly arvived at, It tonk a great deal of study and
debate and discussion before wo arvived at these, Wo wanted limitne
tions that would not be diffieult to comply with but would stop those
situntions where gomeone might be imprident as an institutional ine
vestorand wanted to go for broke with a stock.

Mr. Neevnas, Senntor, lot me just say that T am perfeetly nware
of the quality of work that has been done and of the caliber of your
stafl. Tam not queationing the percents you have thero,

You will forgive me, but we have limited resources at the New York
Stock Fxchange, and n major effort at the exchange in the lnst vear
18 to atop the Congress from bringing n calamity upon the capital
markets of this country,

Senntor BentsiN, Tet e say that the subcommittee has released
n survey of previously undisclosed information on the holdings of 21
major bank trurt departments. T think that the vesults of this survey
illustrate the importance of having a limitation such ns this,

Mr. Neeonay, Senator, in all fairness to you, we will review your
survey,

Senator BentseN, On your proposal for the deduction of capital
losses. there is a_concern” there, frankly. of revenne loss, T am just
tryxln]u to get a feel of what that would be, and that was a major
problem.

Now, the other problem is, s0 far ns going 25 percent up to 830,000,
again, it was a mechanical problem in trying to work this out on n tax
return, and that was one of tho reasons for that. Perhaps there is a
way we can improve that, because T recognize the merit of your state-
ment in that regard on the small capital loss being at 26 percent rather
than 35 percent.’

Mr. Neepuast. T do not believe, Scnator, that the views that T have

ust expressed on the intent and many of the specifies of the bill are
at far apart that we could not support in the main the tax proposals
in this legislation,
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Senator BenrseN. You recommended that commissions on stock
transactions be treated as investment expenscs and, thus, as a deduc-
tion against ordinary income. I wondered how that would motivate
aninvestor{ .

Mr. Neeouax. It is a merchandising feature, Senator, quite frankly.
With all the attention that commission rates have been given in the
lnst fow years, a lot of investors have been led to believe that they are
excessive when, in fact, they are not, We just felt that this might be
some way of ensing theiMmychologmnl problem, ‘

Senator BentsEn. Mr. Needham, I think neither you nor
Mr, Janeway are voices in the wilderness on this particular issue, I
think the.question of where we are going to get the capital for the
{;rowth of this Nation and the creation of jobs is just ns important an
ssue for a labor leader a8 a bueiness leader and, frankly, for the
consumers of this country.

Woe are in_great competition around the world, with the other
countries of the world, trying to nccumulate eapital. I believe we are
in the same position today the problem of capital accumulation that
wo were 8 or 4 years ngo whon some of us were talking about an energy
{:roblem in this country and what we ought to be doing about it. And

got awfully tired of this country just reacting to crises and being
controlled by the events rather than controlling the events. That is
why I think it is torribly important the word “Vlmminm” even though
it has fallen in some disrepute, be done nhead of time and that the
upfroprmm legislation be passed in time,

ir. Neronam. Sonator, [ agree with you. At great personal risk
in tho last year, I have taken a position publicly on behalf of the Board
of Dircctors or the Now York Stock Exchange, and I feel very
satisfled with having done that in retrospect, beenuse of one factor.
If, our views do not prevail in the Congress, then the Congress cannot
come to our industry in 3 years and say, why do we have a capital-
rajsing crisinf

Wo are speaking with the loudest voice we can. We are trying to
document our positions, We are trying to take the ifs out of some of
the people’s theories. But we will not be. T um sure, in a position that
the oil companies are in today where they had tried to bring these
matters to the attention of appropriate ollicinls of the Government,
and now they are being accused, perhaps. of having been derelict in
their responsibilities to the American people,

The securities industry is continuously nware of its responsibilitics
to the American people, and it is for that reuson that we nre raising
our vocies above the crowd, so that 8 years from now the Congress
cannot say to us, why did you not speak up und shout. We have spoken
up, and we will continue to speak out.

éenntor BexrtseN, Mr. Needham, T believe that a sliding capital
gains tax will let the investor make an economic decision rather than
just a tax decision and it would enable the investor to make the most
efficient use of his capital,

I personally think that ennctment of n gradunted cnpital gains tax
will increaso revenucs to the ‘I'reasury. because there will be that many
more transactions. Do you have anything that would buttress that or
dony that {



196

Mr. Neepiam. May T ask our chief economist, Dr. Freund. to
nsYon{]l to that? He has in front of him, I believe, the necessary data
todothat.

T believe in our testimony we referred to $1.7 billion, but perhaps
he can answer that more clearly than I,

Dr. Frevsn, Mr, Chairman, we undertook a very extensive survey
of shareholder attitudes and questioned investors as to how they would
have acted in 1072 under a different set of tax rules, and this was done
in March and April of 1073, when tax records were available to them,
and their tax filing was atill fresh in mind.

We submitted that study for the record. In our stateinent are some
of the tax revenue impacts and the addition of capital gains which
would be realized, )

Now, at the time we undertook the survey, we did not have avajlable
to us the specifie sliding seale whieh is incorporated in your hill, so
that it was not possible to survey investors ns to how they would have
reacted to that spocifie proposal, Nonetheless, we know that a reduction
in the maximum tax to 1214 pereent. for those who are now at the 25
percent level, and 25 pereent for those who are now at 35 percent. which
18 a8 close ng we eame to mensuring the fiseal impact of a sliding senle
in the survey, shows that in the first yvenr the added capital gaing
renlizations would hnve inereased £1614 billion, reaching a total for
all investors of more than §19 billion, 8o it increnses capital gnins
renlizations,

The effect of thoge incrensed eapital gning realizations—swhich is
another wav to sny that gains would be unlocked—rwould have heen to
incrense tax revenues to the Trensnry hy 81,7 hillion,

Now. these figures nre not a precise pnswer to the reaction of investors
to the «lilding senle you proposed, but I think they show very clearly
the direction,

Mr, Nk, Senntor, if T may—as vou know, Dr, Freund is an
ceonomist, nned my haekgronnd is aceounting, I think the thrust of vour
hill is desigmed to preserve the revennes of the Internal Revenue Serv.
iee nnd the Treasury, And then, if the steps are not. taken that this
bill weges in the tax nrea, and that if Ameriean industrv is not given
the finnvein] enpahility to expand its productive facilitics, then the
result of that wonld be a loss of revenues to the Treasuvy, because our
ceotoniie growth will not be sastained,

T think one of the mistakes that is made hy technicinns is to argue
on n specitie point of whether or not it should be 25 or 33 percent
and ignore the overall thrust of the legislation, which T feel T would
not want to higve happen to your proposal, ‘The thrust of vour legis.
lation is excollent. It will take this country forward. It will generate at
Jenst the revennes that we ave reesiving now, Of conrse, there are other
committoes of the Senate and the House that know how to deal with the
process of matehing income and expenses of the 1.8, Government. so I
thing that iz an important ohservation,

Senntor Brxmsex, You say there are other committees that know
how todenl with matehing income and outgo?

Mr, Nerpiras, With some degree of expertise.

Senator Bexrses, Sometimes T do not think Congress even matches
onteo and ontgo, [General langhter)

Senator Bextsey, T am hopeful that under the budget reform
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legislation, of which T am cosponsor, we will finally modernize that
system, and we very much m!e(\ to do it in the Congress.

Muw, Needham, 1T am very appreciative of your testimony and the
contribution yvou have made for us,

M. Neeotias, Thank you. Senator, And if we can help you or your
stafl in any way, please feel free tocall.

semtor BexseN, Thank you,

[Mr. Needham's proposed statement, with attachments, follows.
Hearing continues on page 234,)

Y

NTATEMENT OF THE NEW YorK RTocK Excnaxoeg, INC,

My nnme §x Jamew J, Needham. T am Chatrman of the Board of Directors and
Chief Executive Oflicer of the New York Stack Lxchinnge, Inc. With me today
fre Mr, Donnld L. Calvin, Viee President of the Exelange and De, Whliam C,
Freund, Vice President and Chief BEeonomist,

We appreciate the oppartublity to express the views of the New York Stock
Lxchunge on Renate M 2842, dealing with proposed restrictions on portfolio
Loldiuge by pension fund manogers and fnvestment tax incentives for indl-
viduals, We eongmtnlute this Subcommittee for focusing an (he closely relnted
problems rexulting from {nstitutional dominnnce of the U8, equities markets
on the one hinnd and the disaffection of smull investors on the other, Wo belleve
that aetion: -y both Congress and the securitios fndustey—{in desirable If ine
vestor confldence o the fair und orderly operation of the seenrities markets i3
tee be restored nud masdntalned,

1 ~hould HKe to comment breiefly on the portions of the BT denling with the
pretsion fund Hmhtatious, but at greater length ou the proposgls for tax revision,

RENTRICTIONS ON INRTITUTIONAL HOLDINGS

Proposed restrictions on holdinga by pension fund mnnagers come at a time of
growing coteernt aver the finuncinl power and fnvestient practices of lurge n-
stitutionat investars, That concern has heen helghtened by o decade-dong decline
in the relative importance of the (ndividual fuvestor, Ax a resalt, xome have
rsaggested that an effective means of restoriug the individuat's prominence in
the equities market would be to reduce, or to Hiit in some way, institutional
jirticipation,

The New York 8tock Exchange has not previously taken a formal poxition
on testpleting the Investiments of oither all or n selected group of fnstitutions,
Instend, we have advoeated that, rather than Hinitiug the activity of lostifue
tionnl Investors, congressional actlon and eoncern should be towards the direct
stimulition of greater individual participation in the Natlon's enpltal markets,
Efforta in thut direction would also serve to minimize natitutionnl impucta,

Our posltion here today remning the same, We ean nelther support nor oppose
legislntion seeking to place Hmite on the Investment of diseretionary penslon
wesets i single jssnes, Without an adequate nud comprehensive data base, the
task of quantitiutively welghing the finpaet of proposed restrictions §x virtually
Tpossitle,

In our testimony hefore thin KRubcommittee lnst summer, we urged the aceclors
ntlon of efforts to ennet legisintion pequiring the diselosure of {nstitational hold.
inge and activity on a periodie basis' Accordingly, the Bonrd of Directors of
the New York Ntack Exchange resolved to support the objective of 8, 2284 (In-
stitutional Tnvestors Full Disclosure Act) to require disclosire of information
relating to large accumnlutions of securitien, In so doing, the Board recome
totided revisions to 8, 2244 which wonld:

1. presceribe specific eriterin for determining what large transactions must be
:'ltlxpurn-d. to avold imposing unnecessiry burdens on orgunizations requived to

LN H

2, preciude unnecexsarily duplieative reporting whiere, for example. reporta
are filed with nn exchange aud made uvallable to the 8KC for thele Inspection
and examination ;

3. give the REC adequate funds to administer the reporting requirements; and,

4. direct the 8EC to report baek to Congresss=one yeur after the eifective dite
of the legistntion= on how the newly disclosed nformation I8 being used, along
with an evaluation of its usefultiess,

R

S Rtatement of tha New York Rtock Eechange, Ine, defore the Financial Markets Bubs

commities of the Beaate Financs Commiites, July 26,1073, p. 18,



108

Only through the disclosure of Institutional holdings and transactions could
a quantitative evaluation of proposals to restrict pension fund holdings be under-
taken, Nevertheless, we have reviewed 8, 2842 with respect to Its restrictions on
pension fund managers on a qualitative basis, 1 will briefly summarize the
strengths and weaknesses of the proposed restrictions as our staff sees them and
would like to offer a more detalled review for the hearing record, Mr. Chalrman.
It s entitled “Strengths and Wenkuesses of Bentsen Bill Regurding luvestinent
Restrictions on Pension Funds" (Appendix 1),

The proposed Stockholders Investment Act has seven basic etrengths with re.
gard to its restrictions on institutional holdings,

1. The focus of the Bill i primarily towards bank trust departments where,
according to limited published data, concentration in the largest NYSE lusues
exists to an unusual degree.

2. Precedent already oxists to restrict investments by other types of {nstitu.
tional investars, particularly life insurance companies and mutual funds.

a. Greater diversity in investments should provide additionsl safety and M.
quidity for pensfon assets,

4, The paychologlenl effeet may prove beneflelal—particularly for the individ.
unal investor, 1f he believes that institntiona will be subject to greator control,

8, Market atability will e preserved by ’nlavlng restrictions on new Invest.
ments only, thereby avolding ea avalanche of well orders in situations where the
Hmite are exeoeded at the time the legislution takes effect,

0, The possibility In Inereaned that a grester number of companies will have
pecess to enpital necesary far expansion at reasonable eont,

7. The opportunity to hronden the ownership of a closely held company s en-
haneed by 1imiting to 10% the amonnt of its outstanding stack that can be held
by atugle fustitution,

Diapite these strengths, examining the other side of the coln rovealn more
than an equal number of wenkuexses (n the projpused legislation,

1. The diversion of a signifieant amount of investable fands from highls capl-
tallzed Ixsuen to small and wedlum-siged companiex seems unitkely, It hus boon
suggented that restrictive logislation may aetually epconrage the investment of n
gronter nmount of funds into other lnrge companies, where room inside the limit
will exist for new purchases,

2, The diversion of funds from cquition ta alternative types of investmenta,
sieh as bonde and real estate, may be encournged, The end result: an erosion
of volmne and market Haquidity,

4. Additional eco«t hurdens will be placed on penslon managers o seck out
altervative (nvestments, Those costs ultimately fall on the fund's heneficinrion,

4. Concenteation in the decision-making procoss will not be reduced by ree
stricting the amount of assots which can be invested In a single insne.

K. Dixerlminatory practices hotween Inrge and small accounts may he ens
eonraged hy imposing restrictions, In situations where Jmite in npm'lhc irR1tON
have already boan exceeded. the penston manager witl be precluded from making
additiona) purchase In thoxe securitios when hie aceepts new and amall acconnts,

A, Investmont Hmitationus nterfere with the free alloeation of resources, Pens
nltien are actually being fmpoged an the efMclent, highly capitalized company at
the expensoe of the smnll and, perhnpe, loss produetive one,

7. Institutional control af «tnall or medinm.xiged companies may he encournged,
Rather than each fund manager having to search out his own alternative inveat.
ments. the same geonp of new companies in 1ikely to beeome the target of all
institutiona) portfolio managers.

& Restrletions may prove a time and cost hurden, because of the complex re-
porting and control aystem that will have to be eatahlished,

0. Only dizerctienary pension accounts nre affected by the proposed limitations,
Prosumahly, the perfunctory apnroval of equity purchases by a cllent swould ex.
empt hix psxota from the 8% and 1077 limita,

Ohvinsly, the Hst of strongthe and weaknesson i8 1ong and counter-hnlaneing.
For exnmpie. proposed restriotions on the ane hand acek to provide for the cons
tinuing availability of eapital to all companies, On the other hand, restrietions
mar simply divert eapital from one group of highly eapitalized Insues to another
similar group, or quite possibly, out of equities altogether, The eritienl element
involves n quantifsing of those factors—n task that is presently impossible withs
it dotalled datn on the eomposition of penslon fund holdings, Whether Investora
who seemingly have the posver to control or influence stock prices or trading
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activity need or need not he regulated is still open to debate. But at the least,
fairness and public policy dictate that they should disclose to other luvestors what
securities they hold and how they trade.

INVESTMENT TAX INCENTIVES

In any circumstance, the best counter to the problem of institutional {nvestment
concentration is a hlgh level of Individunl investinent activity, Regardless of how
well structurcd--and, perhaps, even necessary-they may be, arbitrary restrice
tions on investment interfere with the normal forces of supply and demand.
Artificlally restraining them inevitably impairs the capital allocation process
and lesxens overall economie efficlency.

The capital gains tax provisiong of 8, 2842 recognize the imperative need for
sharpening investmoent incentives and stimulating investment turnover. Although
the NYSE commends the trust of the proposed tax package, some modifications
in its provisions are necessarys {f its gonls are to be fully realized, While in other
timen the tax provisions of ¥, 2542 would have represented a good start, the
burgeoning need for capital requires that the major impediments to individual
investment be removed nmye,

The outlovk tor meeting the existing and massive new demands for capital
in not good under the best of clreumstances, Demographic charncterixties alone
point ta u drop In the saving eate. The rising tde of twenty and thirty-year oldn—
who, typleally, are not large savers—is an Immutable fact facing the U.S,
ceonomy. Positive investinent incentives would help offset the fmpact of popula.
tions trends on capital generation und fnvestment,

The NYRE ix concerned---un ix thir Subcommittce—that fn the fact of growing
capital deands, the individunl investor seems to he Joxing interest in equity
investment, In part, at Jeast, that undoubtedly reflects the higher investment tax
burden mposed by the Revenue Act of 1000, Jroulcally, at a tme of lncreasing
pressure on our eapital raising mochanism, the fneentive to invest was eut baek,
Add to that the impact of inflation and other uncertaintios on asset valuex, and tho
consequence on individual investor activity {n the market is understandable,

Ax the Exchange has pointed out over the years, U.N, Invesment tax ineentives
have been inadequate to meeting our capltal needs, But with capital demnnds
more modest than those now facing the cconoiny. the Impnet of tax structure
shortcomings on meeting capital requiremoents was loss severe than in the current
econanle situation. A vivid example of the challenge facing the securities mar.
kets 1% the increasing shortfull between corporations’ internally genernted funds
and thelp Investment necds, ‘Through the firt half of the 1000's, retnined earns
fnge and deprocintion were suficlent 1o cover close to 9075 of non.rexidentinl
fixed Investment,? The ratio siippead helow 8074 In 1070 and is expeeted to continne
to trend downward,

To meet the looming investment challenges from both the private and publie
soctors, sufficient reward must be held out to make investment risks worthwhile,
Government is only doing half the job when {t mandates xpending by husiness
for xuch social ends as poliution and safety control but doex not help erente tho
proper environment for financing them. Fortunately, 8. 2842 recognizes the ime
portance of increasing the stimulus to investment.

Commenteon 8 2842 Capital Qaina Tar Propoaals

Though the NYSE appliuds the intent of the BIll's capital gainx tax proposals,
we believe some of {ts provisions must be modified it it {8 to be effective tn stitmue
lating adequate ainounts of investment,

The Bi's bax.e graduated eapital gaine plan—raising the eapital gains exeins
ston rate to 80% over 16 yoars-=gives adequate recognition to the long.
standing problem of Individuals being “locked” into assets over a long period of
time, With modifications suggested below, it should go a long way toward
enhancing capital mobllity, a prerequisite for maximizing growth in a dynamie
ceonomy, Unlike other plans, swhich would raixe the exclusion rate In infrequent
but sharp stepr—eovery five years, for example~lfting the exclusion rate two
golmn each year should help minimize the tondency to remain locked-in ax the

olding period hecessary to nchiove n new, higher exclusion rate approaches,

Deuplte the merita of the basle excluxion rate plan, two aspects of the pnckage
are lkely to diminish (ts effectiveness an a atimulur to new investment and fnvests
ment turnover. First, repes! of the 20% alternntive capital gnins tax rato

t Eoonomie Indicators, Councll of Economle Advisers, Decomber 1078, pp. 7 and 8,
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would actually inercase the effective tax on a substantial portion of capital galns,
Recond, an extension of the minimum capital gaing holding period to 12 months
would decrease asset turnover and gainsg realizations, These two changes would
result in a net loax of revenue (o the Federal Treasury and to those states and
:m'nmlm that use the Federal income tux ag the baxis for their own income
AXeR,

Repeal of Alternative Tar~1f the alternative tax I8 repealed, the first $50,000
of net long-term capltal gafns, now subject to the 25% Umitationx, could bhe
taxed nt rates a8 high as 85%% under the propoeed graduated exclusion rate
plan, An individual investor in the top 70 percent bracket would have to waft
seven years to recelve the same tax treatment he now recelves on the first &60,000
of gaink aftor six montha of holding. An Investor in the 609% tax bracket
wonld have to hold arsets four years to match the rate he now recelves after six
months (see Table),

EFFECTIVE TOP CAPITAL GAINS TAX RATES ON FIRST $52,000 UNDLR 8, 2042
{in porcont]

Marginal tan rate brachet
Prosont e o
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Thua, the intended impact of B, 2842 could be diluted by actually inercaxing
the tendenep 1o lock-in—at loast in the early years of holding, This conclusion
in supported by the results of a recent study of the impact of the capital
gaius tax on investor behavior,

The wtudy, commissioned by the Exchange, war conducted by Oliver Quagle
and Compnny, the well.known publie opinfon resenrch firm. Perxonal inter.
views were condueted with Invextors in which their actual 1072 portfolios and
investment declstons wepe reviewed.

The detalled questionnaire covered actual 1072 holdings and transactions
and attempted to ascertain how fnvestora’ behavior wonld have been affected In
1072 under different tnx provisfons than were actually in foree. Attention
wis coneentrated on: ehanges in the maximum rate, changes in the holding
period, and o sliding xenle of rates and holding perlods, Interviews were cons
dueted fn Mareh and April 1978, when tax decf<tons were fresh in the respondents’
minds and thele tnx records for 1072 were rendily nvullable,

Among the findings of the Quayle study was that the xingle largest contribhution
to enpltal galnx reallzattons and Federa) tax rovennes wonld be a cutback in
present maximum tax rates, For example, {f the maximum capital galns tax rate
wore halved for taxpayers who are now subject to rates of up to 266, and
the maximum for individunls subject to higher rates were reduced to 25¢,
total eapital gning realigationr in 1072 would have bLeen $10.0 billion higher
and tax revenues would have heen up almost 817 hillion, That would have
resulted In total eapital galne of £40.2 billfon and tax revenues of &5.0 hillion,
But data underlying the published remults indicate the effect of cutting the
maxtmum rate from 44 to 28¢4 would, by txelf, produce tax revenuen of
£1.8 billton, or almost oncthird of the total, (A copy of the Quayle report
fa being submitted to the Subeommittes for the record as a reparate exhibit.)

Naolding Periad Ertension.~TLengthening the minhnum holding period wonld
not hie in keeping with the gonls of 8, 2842, beenunre it would adversely affect hoth
fuvestient furnover and tax revenne, According to the Quayle study, If the
holding period had been one senr rather than six montha in 1072, eapital gnins
renlizntions would have been lower by an oxtimated 820 bitlion and tax
ealloetions wonld have been down by more than £450 million,

In apparent recognition of the {mplientions of a change in the holding period,
&, 2842 provides for a gradunl lengthening of the holding perlod over a aAlx.year
apan. While that could mitigate some of the shorter-run adjustment problems,
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the fact is that the investment flexibility of Individuals would be permanently
vroded, In the real investment world, no investor makes a stock purchase with
[ {m'conwh-ed notion of how long bhe will hold. His sales decision ultimately in
influenced by a myriad of factors—his tax situation bolnf Just one. However,
the difference between capital gains and regular income tax treatment could often
Lo large enough to swing the decision against selling. To the extent that would
occur under a one-year holding perfod—the Quayle study indicates that total
capital realizations would drop 65—t would run counter to the BI's alw of
achieving a better balunce of stock trading between individuals and fnstitutions.

Asfde from the fmmediate effects on stockeales ond tax reveuues, doubling
the hotding period eonld have more far-renchiug effects on ludividunly' willinguess
to fuvest, The stock market s stmply too unpredictable to depend on perfect
timing tn order to garner the benefit of a reduced tax rate, Yor example, if in
July 1072 an individual bought a stock that was typical of the NYSE tudustrials,
he would have had nn 83% goin six months later, If the trade had been
hostponed for long-term capital gatus tax treatment aftor 12 months of holding,
the individunl would have seen the price of ha stock continunlly erode, At
; he m‘u;S of 12 monthisy, his paper gain would have been transformed into a net
uan of D00,

The purpose of the holding perlod 18 well-defined-=to keep those who make
a living by stock trading from recelving the same tux treatinent as investors, ‘The
Quuyle study nddu to the weight of earlier evidence that the six-month helding
period i n subtable cut-off potnt, The study Indientes that, if the holding periold
were redueed to three motthy, capital gaing realizations would have Increaned
modestly (8500 miliion),

To the extent that the lengthened holding pertod would lock In stoekholders,
It would work to the detriment of the Hquidity of the nation's stock markets and
be a odde with the intent of the graduated capital galus tax concept, The
wtock murkets badly need more liguldity, Yet, the individual's relative par.
ticlpation In the market is stoadlly being eroded, Between 1002 and 1971, fdi.
vidual investors' share of NYRI publle volume dwindled from nearly 705
to 406, (In tormw of value, individuals ncconnted for only 80% of 1071 publie
volume.) That was wot primarily due to lower overall stock Investnient by
fudividuals, but to relatively low turnover,

Individuul stock turnover has remained fairly constant over the years while
institutional turnover, often unrestrained by tax considerations, hasw soared,
Over the past decade, institutional turnover rose from nbout twice to four
times individual turnover, Nestoring incentives to individual participation in
trading is vital to the smooth functioning of the stock market, Any stretchout
of the holding period could only further drain the wellspring of lHquidity, the
individual investor, To sum up, the individual must be given investment floxibility
as well as an incentive to invest, By lengthening the holding period, R, 2812
Hmits the flexibility which the securitios markets require,

Treatment of Net Capital Losses.~For ovar thirty years, the deduction for net
eapital loxses han remalned unchanged despite the ravages of fnflation, R, 2842
represents a considerable ndvance toward the more realistic treatmont of losses,
The proposed 4,000 loss deduction, coupled with the three-year currybiacks,
should uulmmntmnf reduce the number of Individuals with loss carryovers (the
average posts1000 long-term capital loss carryover was $6,800 in 1071).' More
adequate treatn:ent of losses should also encourage individunis to Hguidate |lmor
investments. Together, these two factors should encourage both capital wobllity
uhd net new investment,

Though the loss proposal is a notable improvement over the current situation,
the NYBE believes it Is flawed in one key respect. It would tie the loss to the
same silding seale exclusion rates applying to gains,

Thus, if an investment were held for 18 years, the Investor would he entitied
to a capital loss deduction of only 20% of hin nctual lors. Despite nphonrances,
to npply the same trentment to losses na to capital gains i simply not falr,
To the individual, a loss {8 not lexs meaningful because it war (ncurred after
it Jong period of holding. 1fis individunl financial }mulunn and well-helng nre at
loaxt as equally damnged if he fncurred a loks after 18 weeks or 18 years, In
fact, the longer period s in reallty more damaging when the length of thne
that investment funds have been tied up is considered. An individual taking a

'; 56"5‘5“" of Income 1971, Individual Income Tar Returns, Department of the Treass
u g\ e
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loss ma rhaps, soon recoup it by transferring his remaining capital
gg‘:: ulumuu’v'c'l,gvu{ment. By contrast, tie individual who has held the losing
{nvestment for many years has foregone possible apj)reclauon by not shifting,

Furthermore, with only as little as 20% of a loss deductible, the unfortunate
investor may Jecido to continue to hold in bopes of regaining his investment
through an ultimate price rebound, That could reinforce the lock.in of older
fuvestments on which losses have been incurred—to the detriment of capital
mobility.

Wbag he {nitially commita his capital, the investor ordinarily has no precon.
ceived notlon of precisely how long he will hold his investment. And most
certainly, no investor invests to incur a loss. The NYSE simply sees no reason
to submit the unfortunate investor to an additional tax penalty because he
exercined wrong judgment in not liquidating a poor Investment earller, The
Bxchange recommends that all long-term losses be treated allke—ropardiess of
the time {nvestments were hold,

Ideally all lonses should be deducted In full, sinco the investor makes no real
distinction between n short-term and a long-term loss. A loxs is 4 loxs, no mattor
how quickly or ulowl{ it wan incurred. In fact, given prescience, the investor
would elect to take hin loss an quickly as possible, tax considerations aride. As
a stop-gap, 8. 2842 should be modified at least to retain the present method for
calculating the long-term loss deduction—809 of the total loss. More {n keeping
with the intent of 8, 2842 would he a provision to rafse tho Incluslon rate on
oligible lonxen {n ateps to 1009 by 1080,

Additional NYSE Rooommendationa

T'o help stimulate individual Investment, the NYRR has drafted a comprehen.
sive 1int of tax recommendations—some of which are covered in the preceding
discuunion. The entire program I8 as follows:

Allow a $1,000 capital gains tax exclusion when gains do not exceed 256%
of earned Income,

Reduco tho highest long-term cnpital gains tax rate from 86% to 280,
The Quayle study found that this proposal would have tho groatest Inpact
on investor activity,

Provide for a sliding-scale syatem of long-term capital gains Inclusion
rate that wonld decline as the holding period lengthons.

Continue at six months the holding period required for capital gains to
qualify for treatment as long-term gains,

Ralse from 81,000 to $5,000 the maximum tax deduction against ordinary
income for a capital loss, .

Incrense fromn $100 to $200 the dividend exclusion from Federal incomo
tnxen,

'ernit commisxionk pald on stock transactions to he treated as Invests
ment expenses and, thus, us deductions agninat ordinnry income,

Permit a $1.000 tax deduction for fndividuals who buy stocka as part of
a personal pension plan, provided they are not covered by ndequate employer-
almmwrod plans, ]

1 shall only touch on aspects of this program not covered in my cartier dis.
cusnlon of the R, 2842 proposa s,

31,000 Cupdtal Gaing Tuad Eroluston—A £1,000 exclusion of capital guins
from adjusted gross income conld prove to be a major stimulus to Individual
invextment without unduly affecting tax revenues, To help restrict eligibility
for the exclusion to maderate income people, it could be linked to earned income,
Thus. in ity most rextricted form, it might apply only to those individuals whose
total gain did not exceed 209 of earned income. Powulbily, the exclusion might
be pro-rated, 8o that taxpayers whone gaina exceed 269 of enrned income might
be eligible for a fraction of the $1,000 exclusion, depending on the ratio of
gainw to earned income. In any event, an arrangement of thin type should increaxe
the appeal of stock Investiment among people of moderate means, at only a
minimal cort In Treasury revenue, Our eatimate i for n loss In the range of
2500 to $0600 million, Over the longersrun, the net loss wonld probably be reduced,
because many persone who would otherwise be fnactive Investors~or who
would not have invested at all—would not linit thelr realized capital galns to
precixely £1,000 per year,

Incroane tn Divddend Brclusiom (o $200,—An increase {n the dividend exclusion
from §100 to 8200 would xerve an a further step toward reducing the inequity of
double taxution of corporate earnings, Moroover, in keeping with the intent of
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8. 2842, It would encourage individuals to place more of their financial assets
in stock Investmont. Coupled with the capital gains exclusion, it could help
overcome the apparent reluctance of ludividuals to participate in equity Invest.
ment, which has helped magnify the role of institutions in stock trading.

1f for no other reason, the dividend exclusion should be raised to offset the
inroads of Inflation since 1068, when the $100 exclusion was adopted,

Deduotibility of Stook Commiastons as Invesimont Erpenses.~Now, com.
missions paid on the purchases and sales of securities are not deductible. Rather,
they are treated either as a part of the cost of securities purchased, or an a
deduction frow the proceeds recelved in calculating gains or losses on the sale
of securities, The Exchange belleves that security commissions should be treated
ns other non-trade and non-business expenses of {uvestment are treated—ar
deductible ftems, Similar expenses now allowed as deductions are subscriptions
to Investment advisory services, Investment counseling feos, and safe deposit
box rental charges. Moreover, the treatinent of comwmisslons as a deductible
investment expense is consistent with an overall program of encouraging greator
capital juvestment by Individuals,

31800 Deduotion for Individuals' Personal Pension Plans.~Vermitting a
$1.000 tax deduction for individuals who buy stocks ax part of a personal pen.
sion plan—provided they are not covered by adequnte cmployepssponsored r:m
‘-\-st\-ould puratlel the treatment afforded self-cmployed persons under the Keogh

et,

The effect of this proposal would he to encourage a greater number of individ.
uals to make equity fnvestments, One study of the proposnl concludes thnt older
mlddle-lncome employees are “lkely to be highly responsive to the proposed de-
duction for retirement saving und would recelve significant benefits in terms
of increased retirement Incotes from 1.4

DROKERAGE INDUNTRY STABILIZATION RESERVES

No matter how sound thix Subcommittee’s and the Exchange's proposaly for
stimulating Investment and haproving xecurities warket Hguldity may be, thele
effectiveness is lmlted by the ability of the securition industrey adegquately and
efMclently to sorve the mveutlnf pulile, Ax Iv well known, the Industry s subs
Ject to perlodie heavy Anancinl buffetings beenuse of the xtrongly eyclical nature
of the securltion business, Consequently, brokerage firis huve been unable to ats -
tract adequate capital,

Particularly in recent years, capital insuficlency has sometimes affected the
adequuey of service to the publie, Typlenlly, xervice probilems stem from broker.
age firmy' [nabllity to maintain reserva capucity, “The chbw and flows Iy capacity
neeesmirily aftoct the quality of serviee. 1o alleviate thiv problem und to mnke In.
vestment In securlty Lrokerage firms more attractive, the securities lndustry res

uires sufficlent capltal reserves to help carry it over eyclieal troughs without

mnaging Industry capnbility,

Toward that end, the Exchnnge hag developned a detalled plan for a stabilization
rescrve 10 help allevinte the efects of the kecurition industey's eyclieatl problems,
The plan is discussed In detall in our Researeh Report, Stabilizution Reaerycks
A Route To Easing Cyclical Problema In the Securitier Induatry, submitted as
Am’wmllx 11, 1 do, hawever, want to touch on the report's Mghilights,

Beyond any doult, brokerage firms perform hnportant financiul intermedinry
functions and, therefore, should be given the sane tax treatment afforded other
financinl Intermediarion, A detalled annlyxsis of effective tax rntea, iowever, shows
that brokernge firms pay as much ar twice the rate of hanks and savings and
Jonn assoclationn. This {8 Inconsistant with the historienl precedents and intent
of Congress, ax detailed tn our Research Report, In permitting other finnnelal in.
termedinrlos to set aside pretax Ineome ax reserves against varlons business
contingenclon,

The more favorable tax treatment of innnelal institutions tends to dixtort the
allocation of resourees among financin) intermedinriex, rexulting in a loxs efflelent
ure of capltal that is harmful not only to the xecurities industey but to the econe
omy as a whole, Thux, the attractiveness of Investing In brokerage firms, alrendy
1ow owing to the eyelieal nature of the securitien business, Is further redoced by
the present tax statutes, At the same time, the favared finaneln! Intermediarien
obtnining capltal at lower cont, are able to invest In relatively texs peomising pro.
Joots, The cfforts of this dixparity In tax treatment are being Intensified by the

¢ Ronald B. Gold, ‘“Tax Deductions For Individual Retirement Baving,” National Taa
Jour:a , Decemn ordlo'l p. R)a.
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:x‘ruwlng competition among brokeruge firins, banks and other @naucial Institu.
Ons,

Distinet from consliderations of tax equity Is the urgent need to modernte the
eyclient behavior of the securities industry, Combined, the 1060 and 1970 losses
ot deficlt brokerage firms amounted to over $300 milllon, excluding losses of
firma liguidated bofore the filing of year-end financial results, In the first nine
months of 1073, the aggregate loag for all NYSE member firms wan $210 million,
which suggests an even greater total loss for deficlt firms alone, Another Indicator
of the xeverity of recent downturns {& the disnppearance of more than 120 NYSE
niember Airms in 1009-70 and 733 fivine (n 1073 alone,

A conxequence of such extreme cyelleal fluctuations §s the real danger that
the quality aad dopth of the vital intermedinry sorvices which hrokerage firms
provide are likely to erade, Clenrly, the publie Intorest requires a styrengthoning
of the U8, enpital markets at n time of quprecedonted capital needs, Thevefore,
constructive tnx polley chinnges nre ealled for to help stabilize tho industry, by
providing realistle incentives ti xet nadde funds In good yYenrs, to be drawn wpon
in poop years, Ruch reserve funds would buttress tho finnnelnl position of broker
nge firms and instill confidence in individunl investors,

Onr Rerenreh Report on a veserve plan chown that the bulld-up of stabilfzntion
roserven by NYRB momber frms would require soveral yoars, with the length
of thin period depending on Inxiness conditions in the industey, The Lronsury's
revenue loss during thix bulld-up perlod s ostimated at 2216 milllon, with rove
enne loxsen thereaftor heing minfmal, hese modest publie costs must be menn.
ured ngalnst the ruhllc henefits of stronger UK, eapital markets, Proposed legin.
Intive Inngunge Ineorporating o stabllization rexerve plan into tho Interbal
Revenne Code In presented In Appendix IT1,

CONCLUSION

Demands on the corporate securities markets, and the capital markets {n
goneral, wil continue to intensify in the forexcenble future, The need to finance
industrinl modernization and oxpansion, to meet housing requirononts, to reg.
onelle the contlicting demands for a cleaner environment and an udequate onergy
supply, and to fimnes o host of other private and publie undertakings, wiil strain
thix conntre's capital rafsing nbillty,

While capital demand will bie aecelerating, demogenphie charnctoriatios |pmnt
to a drop in the saving rate, Nteps must be taken no1w to offset the nfavorable im.
paet of population trends on capital genereation and Investment, That could be
ncoomplluhed by stimulating {ndividuals’ incentive to invesat, encouraging capital
mabiity, and improving the Hquidity of the securities markets,

To maximizo the effectiveness of tax and other incentivea to Invest, the nation's
Investment machinery must be operating at optimum levels, In the past, the
securitien industry's eyelieal problema have hindered its smooth functioning and
played hnvoe with long-range planning efforts,

“he BExehnnge has presented a comprehensive program to deal with the Inters
1ncking xecurition market problems of individual investment Incentivea and
maintalning a high level of eMclency among securition hrokerago firme, Together
with the proposain of this 8ubeommittee, they set the stage for meeting the heavy
capital demands facing the United States,

ArpENDIX 1

NEW YorK RTocK Exciiaxor REAEARCH REPORT 0N STRENGTIHA AND WEAKNEAAES
oF DENTSEN BILL REOARDING INVESTMENT RESTRICTIONS ON I'EXstoN FUNDS

INTRODUCTION

0On Decombor 20, 1078, RKenator Liord M. Bentsen introduced 8, 2842, the Ktock.
holders Investment Act of 1073, Among its provisions, that Bill would 1imit the
tnvestment activitien of pension funds, This report examines the strengths and
weakneases of the propoxed legistation w(th respeot to its restriotions on institu.
tinnal investora only,

Under the provisions of 8, 2842 ! tax-exempt pension funds would be required
to he placed In the hiands of a pension manager, either outddde management lke
a bank trust department or ‘“in.house’ management, that complled with limt-

hoi ltﬁ’l’%’ﬁn‘?!ﬁ
[ {}

“%.:4‘? throughout !hlls’nson only refer to {ts pmvlnlfnl reatriotin
ns tag to prov

investors. The Denlsen proposal would aiso revise the capita
¢ tax ln«nt:vu for indlv \ll"l'}@ rnnll in oquit'ln. v
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tatlons on the amount of shares of any one company that could be acquired, These
limitations apply only to pension funds and to the securities of those companies
with capital over $25 million, They prohlbit pension fund managers from:

1, Investing-more than 5% of the pension fund nssets they control on a discro.
tionary basis in any one security (common stock, security convertible into com-
mon stock or any other class of stock entitling {ts owners to vote) ; and from

2. Purchasing more than 10% of the outstanding security of one company,

In other words, n !mmlon fund manager having control of $2 billlon worth of
discretionary assets in pension accounts could place up to $100 million (5%) in
auy single issue—only if that investment represented no more than a 10% interest
in the specific company. The manager of that pension fund however, could
invest his $100 million maximum in only 180 common jssues listed on the NYSB
at year-end 1078, since such an investment would represent more than a 10%
Interest in the remaining 1406 NYSE common stocks,

Penalties for noncompliance are vory sevore, If the managoer of a tax-oxempt
{n-nnlnn fund excecds tho limitations, a pennlty tax equal to 5? of the oxcons
1ldings would be Imposed by the Internal Revenuo Bervice, Then, failing to
dispose of tho excess within 180 days, the ponalty tax would be 100% of the
exvess, 'I'he Bentsen proposal also contains a “grandfathor clause,” so that its
Himitations would not apply rutronctlvol{.

With rospect to its rostrictions on Institutional holdings, 8. 2842 has soven
hasie strengths, These are

1. Tho focus or direction of the BIll, to reduce concentration in bank trust
departmont holdings of the largost NYSE-listed common stocks.

. Tho procedent that ntready exists for restricting institutional investmenta,

8. T'he intent to provide greater safoty for penslon assots by encournging
divorsification,

4. The psychological Impact on both individual and institutional investors.

8, Tho preservation of market stability, while at the same timoe restricting
inatitutional holdings In single Issuos,

6, Tho possibility that a greater number of companios would have access to
cnl;lml noecessary for expansion,

' The opportunity to broaden ownorship of a closely-held companﬁ.

On the othor hand, the legislation proposed by 8cnator Bentaen has a number
of drawbacks which raise some doubt about its ability to meet tho stated objeces
tives, Thoso are (a) providing for the continuing avallability of capital for
oconomie growth and the creation of new jobs, and (b) providing for greater
competitivenoss in tho oconomz. The weaknossea of the loginlation are:

1, The diversion of Investable funds from highly capitalized lasues to small
and medium-sised companies is unlikely. Invoestment of a greator amount of funds
into tho large companies, whore room inside the Hmit will often exist, may
actunlly he encouraged.

2, The diversion of funds from equitios to other types of Investmonts, such as
bondn and real eatate, may be encouraged,

3. Burdena are placed on small and large pension fund managors, which will
ultimnately fall on the beneficiarios,

4, The decision-making process will remain concentrated.

8. Limitations may encourage discriminatory practices between large and
small accounts,

0. Limitationn interfere with the efliclent allocation of resources.

7. Institutional control of small or medium-sised companies may be encour-

aged.
8 A eom‘rlox reporting and control system will have to be established.
0. Only discretionary accounts are affected by the holdings' limitations,

STRENOTHS OF @, 2843 REGARDING LIMITATIONS ON INSTITUTIONAL HOLDINGS

1. Reduced Concentration

8. 2842 directa {tsolf to the ansets of penslon funds, u large proportion of which
are administered by the powerful bank trust departments. In so doing, the legis.
Iation facuses on that group of (nstitutional investors belleved to concentrate thelr
holdings in the largest NYRE-listed issues,

The power of the hank trust departments has heon well documented, Figures
released by the Federal Deposit Inmirance Corporation show that all insured

201467 fomaen 1 4
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commercial banks controtled nearly $404 billion worth of trust nssets at year-end
1072, nlmost two-fifths of which were represented by employee benefit plags. *

The phenomenon of the so-called “two-tler" market—in the words of one leading
business magasine, “a few high flyers and a lot of duds” *—has been attributed
to the concentration practices of all financial institutions, Whether this commen-
tary is true of all institutions is debatable, but figures released by several leading
lﬁa% trust departments suggest that thoso. institutions do conventrate thelr

oldings,

Merely to establish that institutions hold significant portions of their port-
follos In the same small nuinber of stocks does not necessarily mean that they
nre overly concontrated in those Issues, One should expect stocks of the lnrgest
companies to uppear both with the greatost freauency and with the grentest
concontration {n many portfollos—fustitutionnl and individual alike, What is not
known i the extent to swhich undue concentration prevalls among all bank trust

departmonts or other penson fund managers,

2, Procedent .

Varlous types of investing Institutions have operated for yenrs under n varloty

grlt:ltlututory rostrictions on thelr Invostment policies with respect to single-ixsue
oldings,

Ntate or Federal restrictions on either the percentage of an outstanding {usne
that can be held by any ono entity or the amount of amets that can be Invosted
in any one securlty oxlst for life inrurance companien, state and local retirement
and ponsion systems, investmont companies and non-profit foundations, In addi-
tion, some {nstitutions probably apply self-lmposed Umits on behalt of accounts
under management,

Statutes in almost overy state imposo lhnitations on the investments of insur.
ance comgan{ assots, Although tho rules and porcontnges vary from state to state,
New York State, for examplo, restricts insurance companies from hotding more
than 8 percent of the outatanding stock of a company or from Investing more
than 1 percent of the insurance company’s assots in one stock (separate nccounts
are pormitted to hold up to 8 percent of the assots in those nccounts in a single
{ssue). Limitations on insured rotirement and pension systems are even more
restrictive—a maximum of 1 porcent of nsscts in any singlo {ssue and 2 percent
of the outatanding stock of any of one company,*

Under Federal law, diversified mutunl funds are reatricted from holding more
than 10 percent of the outstanding sharea of any company or from investing more
than 0 porcent of the assets of tho mutual fund in one securlity. This limitation,
hwever, applies only to 78 percent of the assots in a mutual fund,* The 1060 Tax
Reform Act also subjected non-profit foundntions to restrictions, placlnc a2
percont-35 percent limitation on the ownership of any one company.

Thur, despite 8 number of rostrictions placed on the assets of other major
types of institutional investors, no such llmits currently apply to the discre.
tionary assets of pension funds, Procedent oxists, at least for consideration, of
controla on the investmeont of thoso assets,

8. Safety of Pension Assote

The concentration of investment funds in a small number of atocks rnlses
doubts about the safety of pension assets, Ordinarily, investment ceretainty is
taken for granted when high-quality stocks are purchased. In excessive quantitios,
however, even thoxe securities become quite risky and illiquid, A major decline
in the price of only a few “high-quality" issues can substantially reduce the value
of pension assets. Accordingly, limiting institutional holdings in individunl ixsues
reduces the exposure of pension holdings to the fate of one or severnl corpora.
tions, From the viewpoint of the compnnies, the proposal is also beneficial in that
? ﬁ:mpnny'- equity is less vulnerable to the investment strategy of a single insti-
utlon,

4, Payohologloal Benefits
One of the major benofits of legislation restricting institutional holdings may
be the psychological impact on the individual investor, That is, a restoration

o' :;d of ‘?ov.or'ngr: ?f t“bro. ‘r dor:'l"nm :ﬂ 'y:”ug,. Fo.ds'nl Deposit Insurance Cor-
A S,

logc on 81-1 \
.é:zv;;:”,:’::mnﬂmm:a.%*sz:zmm&::.%a- Wik 1), oo 9120,
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of confidence in the equities market, knowing that the “big guy’ will be subjet to
gsome control, Perhaps, too, the penston fund manager will seek to establish a more
diversified investment policy, knowing that he i{s promoting the public interest.
T'o the extent that legislation creates a national sense of awareness of the need
to diversify holdings, the public may be more inclined to support its objectives,

8. Stook Market Stability
‘  The incluston of a grandfather clause should help preserve the stabllity of the
stock market, If not for such a provision, pensfon fund managers would be forced
to dispose of thelr excess holdings crested prior to this legislation, placing
tremendous selling or downward pressure on the market,

Moreover, smaller holdings in individual issues would tend to benefit the auc-
tion market’s pricing mechanisms, all things equal, Generally, the liquidation of
10 percent of the shares of any one company, or 8 percent of the discretionary
pension assets of any single institution, would tend to be less disruptive than sell
orders involving higher percentages. Also, the potentinl liquidation value of
pension holdings is likely to better reflect the prices used for valuation,

0. dreater Oapital to Smaller Companies

Assuming noninsured pension nssets continue to grow at their 1068-1072 rate of
nearly 18 percent or almost $18 billion per year, and common stocks provide a
superior return to fixed-income secutrities,’ then a greater number of pension funds
are tkely to reach the upper limits of what they can buy in their favorite issues.
11 the relative percentage invested in equlities 18 to be maintained by penston tund
managers, investments will have to be made in {ssues which have not reached
their upper Hmits or that have not been previously purchased, Bither way, the
benefits will acerue to the companles that otherwise would not be considered for
investment, This enhances the possibility of a greater number of companics ob-
tuining the capital necessary for expansion at reasonable cost,

7. Broadoned Ownership of Closcly-Held Corporations

The portion of any class of security held by management for control purposes
is, in renlity, not part of the flonting supply. That s, the stock is not available
to the auction market in response to price movements in that sccurity, Without
a holdings limitation, a company could seek to have the bulk of its publicity avall-
able stock purchased by a few institutional investors, Limitations of § percent
and 10 percent should prevent such types of ownerships from developing,

WEAKNESSES OF 8, 2842 REGARDING LIMITATIONS ON INSBTITUTIONAL IIOLDINGS

1. Unlikoly Divorsion of Investable Funds to Small and Medium-8ized Companics

The ability of the Bentsen proposal to encourage the movement of investable
funds from the institutional favorites to the small or medium-sized company is
dublous, An investment manager seeking to hold stocks of the large companies
will easily be able to do so. For example, If a fund manager already has § percent
of his discretionary pension assets invested in Corp. A, he will have reached
his limits for that issue and will not be able to place additional funds in that
company. Nothing, however, prevents him from placing those additlonal funds in
Corp. B, in which he may have only 3 percent of hig assets invested. In other
words, restrictions on holdings may simply encourage a redistribution of funds
from one group of select issues to the other highly capitalized issues. The prob
ability of such a redistribution has already been suggested by a prominent of-
ficlal of Morgan Guaranty, stating that “if a limitation were put on the per-
centage of a company's stock a bank trustee may hold . . . the effect would be to
discourge investment in smaller companies and cnuse n greater proportion of
funds to go into stocks of the largest companies, where there usually would be
plenty of room inside the limit.” *

The Bentsen legislation offers no real incentive to incur the costs of research
for (a) the initial investment in a small company and (b) the necessary follow-up
to that investment, An {investment manager who had 25 percent of his pension
asgets in five large lssues—distributed any way he decided——could still have the
same five {ssues, but simply redistributed due to the new restrictions,

A [ ‘e. afte a,‘”o.,'“ lare n:1 » 3% Stocks va, Bonds for Long-Term Invest.
e Namugl R %lllnmg'. "’Bh% woffo’n}pﬂgrket R ﬁminoa." Wall Street Journal, Bep-
tember 25.'167 R J’ 10, &(r. Iiuuy [ xﬁfutln 57« President of Morgan Quaran
Trust Co, and head of its Trust & Investment Division.

1 For a description of the arguments for stocka outperforming bonds between now and
191&“’ g’a th mpter &lré‘;‘:' ) 3 Lee, Jr., * o
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HYPOTHETICAL DISTRIBUTION OF INVESTMENT FUNDS BEFORE AND AFTER S. 2842
{In percent]

~
Issue Before After
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2, Diversion of Investment Funds from Equity Sccuritics

An implieit assumption of 8, 2842 is that pension fund managers will focus on
fnvesting funds in the small and medium-sized company, if prevented from pur-
_ chasfug shares in a company where the 5% or 10% limits have been reached.
Restricted from investing in the equity issue of his cholce, the pension fund man.
ager may seek other forms of fuvestment, such as bonds and real estate, The end
result might be a loss of stock colume, a reduction in commission fncome and an
impairment in overall stock market liquidity. Small and medium-sized companies
would remain “capltal hungry.”

3. Onst Burden on Ponsion Fund Managera

Restrictions on holdiugs place additional burdens on the managers of small
nu:l“lnrge discretionary pension trusts which ultimately fall on the investing
publie,

The small pensfon fund manager may have neither the staff nor the budget to
do the research necessary to diversify his investments, The research costs required
to search out optional equity investments, especially in companies with smaller
capltalizations, might be prohibitive, The cost for conducting research and analy-
818 needed to make the investment, and the cost to follow the Investment properly,
once It is Initlated, might discourage some institutions—big and small—from
seeking out and participating in young companies with future growth potential,

For the large pension fund manager, commission costs are likely to be higher,
Commission charges per 100 shares tend to be lower as the average size of an
order increases. Therefore, to the extent that restrictions on holdings reduce the
slze of an order, commission costs will be higher, An increase of 4% per year in
co’ﬁt‘; for a $1 billlon pension fund will reduce the value of that portfolio by $5
million,

Ultimately, the higher costs to the pension fund manager will be borne by the
fund's beneficiarics,

4, No Effcot on Conocentrated Decision-Making

In discussing the disturbing trends in the securities markets, Senator Bentsen
has noted that “the eight-man investment committee of the largest bank trust
department—these eight men alone—manage $21 billion worth of securities.”®
§. 2842 does not alter the oonoentration of decision-making in bank trust depart.
ments, so long as investments do not exceed the 5% and 10% limits, After enact-
ment‘ot 8, 2842, those same ecight men can still manage $21 billion worth of
gecurities,

0. Encouragement of Disoriminatory Procedurcs

¥aced with restrictions on holdings, some pension fund managers may be
unable to treat all accounts equally. Once stock acquisitions establish an upper
Hmit in certaln securities, no further purchases of those securities could be made.
This would preclude investments in such stocks for new customers when single-
{gsue limits have already been exceeded. Moreover, introducing limitations on
portfolio boldings may encourage pension fund managers to favor their large
accounts over the smaller, less profitable accounts.

6. Intorference with Eficient Allocation of Resouroes

Artificial restrictions interfere with the normal supply and demand forces in
the marketplace, by preventing an investor from placing funds in the security of
his cholce. The motivating force behind the purchase or sale of a specific security

) , u“ Securities Iation Will Be Proposed,” Investment Dealers’
Digeal Benever 26 1075, . o7, Lagie posecs



209

should be the achievement of maximum investment return, not the amount that is
already in an investor's portfolio,

An efficlent capital allocation process facilitates the flow of funds to econom-
fcally productive companies and withholds funds from industries that are less
productive, Holdings’ restrictions, however, place a penalty on the eficient, highly-
capitalized companies—many of which have been the subject of institutional
attention. By reducing demand for such issues, the liquidity of holdings of mil.
lions of individuals who concentrate in the very same securities as institutions
will be impaired,

7. Institutional Control of Small or Medium-8ized Companics

80 long as pension fund managers feel obliged to match at least average per-
formance, the same group of small or medium-sized companies will probably
become the target of all investment managers. Rather than each fund manager
having to search out his own new investments, a new “tier,” consisting of al-
ternative securities will begin to develop. And since as much as 10% of the out-.
standing stock of cach of these companies muay be held by one manager, institu.
tional dominance of that new group appears almost certain. Thus, individuals’
participation in the new, growing, small or medium-sized company will be further
discouraged.

8. Need for Complex Reporting and Control System

A complex reporting and control system will have to be set up to guarantee
enforcement of 8, 2842, 8uch a reporting saystem will have to establish, for ex-
an the holdings of all discretionary assets by pension fund managers, It will
have to monitor whether increases over the 6% limitation are due to market
value changes, the acquisition of new discretionary accounts or simply noncom-
pliance with the law. In the absence of such a system-—adequately funded—any
reporting process would be both ineffective and an unnecessary burden on the
institutions involved,

9. Effeot on Oly Discretionary Accounts

. 2842 applies only to pension assets over which the pension fund manngers
have disoretionary investment authority. Advocates of restricting institutional
holdings will obfect to this inherent loophole. The perfunctory approval of equity
purchases by a client would apparently exempt his assets from the 6% and 10%
limita. Since accounts established on a partial-discretionary basis are not subject
to the proposed restrictions, enactment of 8. 2842 could create a trend in that
direction,

CONCLUBION

Proposed restrictions on holdings come at a time of growing concern over the
financial power and investment practices of large institutional investors. That
’concem has been helghtened by a long-run decline in the role of the individual

nvestor.

Clearly, any type of restriction prevents the free allocation of resources which
channels capital to the most eficient industries and withholds it from those that
are the least productive, In addition, considerable doubt exists as to the ability
of restrictions on holdings to help attain some of Senator Bentsen's objectives,
e.g., the diversion of capital to new and growing companies,

Unfortunately, no comprehensive data on the composition of pension fund
portfolios are available, Without such data, it is virtually impossible to ascertain
the immediate or future impact of 8, 2842 on the holdings and activities of those
funds., A critical first step would seem to be the enactment of legislation requir-
ing greater fustitutional disclosure.

AppeNDIX 1I

New YORR S100K BxonANGE RESEARCH REPORT: STABILIZATION RESERVES—A
RouTE To BEABING CYCLIOAL PROBLEMS IN THE SECURITIES INDUSTRY

INTRODUCTION AND BUMMARY

- A-baslo precept ol:;ood tax policy is that taxpayers who are similarly situated
should be accorded similar treatment, This paper examines the argument that
gecurities brokerage firms perform important financial intermediary functions
and should, therefore, be accorded similar tax treatment granted to other finan-
clal intermediaries.
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This argument is bolstered by a number of important related factors, such as
the high degree to which stock trading has become institutionalized and the
widely recognized need to strengthen the U.8, capital markets,

Distinct from considerations of tax equity and growing competition among
varlous financial institutions is the urgent need to moderate the extreme cycles
to which the securities industry has been subject. The eficiency of the U.8.
capital markets depends substantially on the intermediary services offered by
brokerage firms. It is, therefore, clearly in the public interest to strengthen firms'
ability to offer those services in a healthy competitive climate.

A comparison of effective tax rates shows that brokerage firms presently are
taxed as much as twice the rate on banks and savings and loan associations—
and this s clearly inconsistent with the historical precedents and the intent
of Congress in permitting other financial intermediaries to set aside pretax
income as reserves against various business contingencies,

While brokers' underwriting activities, margin loans, and trading activities
related to market-making are clearly important intermediary functions which
can be easily Impaired by cyclical downturns, there is no provision under
current tax policy to permit brokerage firms to establish reserves against this
serfously destabiliging process.

All of these factors combine to point to the need for revizing tax poliey to
extend the concept of reserves to the securities industry, Substantial public
benefits can be derived from strengthening the U.8. capital markets at a time
when the needs for long-term financing are unprecedented,

To realize these important objectives, stabilization reserves should represent
5% of a base composed of margin loans and underwriting positions, and market-
making trading positions. This level of reserves, which for 1972 would have
totaled £802 million, flows directly from the need to strengthen the securities
industry's capital and the size and character of {ts recent losses,

BACKOGROUND ON TAX TREATMENT OF FINANCIAL INTERMEDIARIES

The favorable tax treatment extended to financlal intermediaries stems from
the widely held belief that the process of intermediation {s an important ele-
ment in fostering real growth and {nvestment in our national economy.! Thia
process centers on the abllity to mobilize funds by offering various types of
clajims to the public; the reduction in the riskiness of such clalms vig the diver-
sification of large asset portfolios; and the efficient processing of claims und
nsusets, bared on economiex of geale,

The most visible form of preferential tax treatment ig losR reservesa—or
fundas which are set aside from pre-tax income and accumulated in reserve
accounts, The levels which these accounts may reach in relation to certain Joans
or deposits are generally limited by statutory ratios. Ostensibly, the purpose of
these reserves is to serve as protection against losres from loans or other types of
inveatments. Actual losses, however, are inaignificant In relation to loss reserves
which, fn fact, serve 8 far more important purpose, Banks, for example, view
them as an extension of their capital base and as insurance against the Impact
of *“local” and cyclical downturns.? Savings and loan associations (8LAs), on
the other hand, apparently look upon loss reservesr as simply an incentive for
engaging In a apecialized and risk-oriented type of business.’ These arguments
were clearly summarized some time ago by Professor Harry 0. Guthman, who,
asserted that such non-taxed retained earnings should rerve as “‘shock absorhers”
for loases, He further stressed that reserves should he related to the riskiness
nfmp?r:lfoll‘on, which, in turn, should be the basis for taxing all financial inter-
medlaries.

Historical Background

The history of the taxation of financial inktitutions suggest a clear Congres.
slonal {ntent to extend favorable treatment to them.! Examples involving the
origins of the preferential treatment of banks and SLAs illustrate the develop-
ment of its rationale.

1For further discussion and background, see R. W. Goldamith's study prepared for
ttutional estor Study Report, Bupplemen Vmume 1.
the sgc;ho.’ld: o/' Bod Dedt ‘ué’vu' or Banke, ‘i%nmmury Study, Carter H.
. 19 2139. 18-18

Golembe Associa ne., Washington, D, s

°':oh .nlentl:.' ‘“Taxation of Savinge ans’’, Federal Homs Loan Bank Board
Jo:c m’a'&mmem?gr zu’n':lul Tnstitutions an seen by the Commisafon on Money and
Credit" Horvard iwmo Review, Maroh-Anel
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Commercial Banks.—The precedent for allowing banks generous loss reserves
that are unrelated to acutal loases 18 rooted in a long-standing government policy
to permit them to build up capital funds, Beginning in 1854, concern grew in
the banking community over the falling ratio of capital funds to assets (exclusive
of cash and U.8, government securities) which, presumably, made loan portfolios
riskier. But given the prevailing high tax rates and the likely detrimental effects
of adding to the capital base by increasing retained earnings (and reducing
dividends in an industry then considered a kind of regulated utility), the idea
of permitting larger loss reserves as a means of increasing capital funds began
to gain acceptance. A 1947 Internal Revenue Service ruling thus allowed banks
to maintain Jons reserves at a level three times the average annual ratio of
losses to loans during any previous consecutive 20-year period. 8ince the banks
were thus able to include the heavy-loss period of the 1930's in thelr calculations,
this ruling amounted to a sizeable tax subsidy.’

Savings and Loan Associations.—The early history of the tax treatment of
SLAS also reflects the idea of using tax pollc? to encourage financial inter-
mediaries to accumulate a strong capital base, Until 1951, 8LAs paid no federal
taxes at all, while between 1952 and 1858 they were taxed at an average rate
estimated at 0.49.]

Subsequent revisions of the Federal tax code were aimed at equalizing the tax
treatment of financial institutions along less generous lines, without, however,
altering the underlying principle of special consideration for intermediary
activitier. 'This philosophy continued to be refiected in the 1969 Tax Reform Act
where the impact on financial institutions was largely restricted to further
equalizing thelr tax burdens in light of the competition among institutions for
savings funds and in lending activities

Tao Burdens of Financial Institutions and Brokerage Firme

Against this background, it is instructive to compare the effective tax rates
since the mid-1960's on three important financial intermediaries and the securities
industry (Tables 1 and 2). The basis for these inter-industry comparisons is
a widely accepted U.8. Treasury definition of an income base designated as
“economic income"”, That definition adjusts reported income to derive the sum
of explicit recelpts less explicit expenses (including payments to depositors of
mutual institutions). Specifically, the income base is taken as the sum of the
following items: taxable income reported to the IRS; tax-exempt interest
received ; loas reserve deductions in excess of recorded losses; and loss carry-
overs used in the current year, Implicit tax payments and subsidies and tax
deferrals are ignored.,’ The effective tax rate is calculated simply by dividing
recorded income tax payments by economic income.
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TABLE 1.—FINANCIAL INSTITUTIONS' INCOME TAX AS A PERCENT OF ECONOMIC INCOME, 1965-71 -
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1 Data for 1965 to 1967 are from Treasury study cited In (3). The 1968-71 tax ratis were calculated by Edward J, Kﬁm
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Data on effective tax rates (Table 1) suggest that the 1060 Tax Reform Act
established approximate tax equality between banks and savings and loan asso-
clations at about a rate of 20% in relation to economic income, in accordance
with the apparent intent of Congress. (Mutual savings banks apparently con.
tinue to receive relatively more favorable treatment, although recent datda to
demonstrate that is lackin%) .

The disparity between the tax burdens of brokerage firms and other financlal
intermediaries is eye-opening. In recent years, brokerage firms have been taxed,
on aw.'oxt“ace. at a rate more than twice that of banks and savings and loan
assoclations, D . .

TABLE 2.—~BROKERAGE INDUSTRY INCOME TAX AS A PERCENT OF ECONOMIC INCOME, 1085-71
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The 12-irm NYSE sample is a regreqentauve cross-section of institutional,
retail and regional members firtus, Thesé firms were chosen because consistent
financial data on their operating results were readily available from prospectuses
and SEC 10K forms, The base need in computing their aggregate tax ratios is
consistent with the U.8, Treasury’s definition of economic income,

As a test for the presence of bias in the sample results, Federal tax percentages
were calculated for all corporate broker/dealers, and it was concluded that the
:)ar?kpl:a :"l’ggre: are a falr measure of the size of the average tax burden of

e rms,

The conclusion that broker/dealers are taxed inequitably, compared with
banks, SLAs and other financial institutions, must bo tested on the basis of
whether brokerage firms perform intermediary functions similar to those of
financial institutions,
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BROKER/NDEALERS A8 FINANCIAL INTERMEDIARIES

In analyzing the intermediary role of broker/dealers, it is necessary at the
outset to determine whether their underwriting and principal trading activities
conform with the essential characteristics of financlal intermediation.

Most important, a financial intermediary brings together suppliers and users
of capital via brokerage mechanisms and contractual arrangements that satisty
the needs of both. The centralization of Anancial marketing permits the pooling
of funds to provide liquidity to lenders and cost etficlencies to borrowers, In
These characteristics are readily apparent in underwriting, trading, margin
loans, and probably, in certain other activities of brokerage firms., Because of
thelr relative importance, the analysis is restricted to underwriting and trading,
where the firm is trading as principal in an issue as market-maker or positioning
stock as part of a transaction, )

As underwriters, broker/dealers raise capital for borrowers and equity issvers
while simultaneously providing liquidity to lenders in the form of marketable
Instruments, On the one hand, the underwriter provides users of capital with
funds—efiiciently and at a reasonable cost. On the other hand, the underwriter’s
reputation, after-market trading activity and wide distribution of financial
claims significantly reduce investors market risks,

In 1972 alone, underwriters raised some $42 billion in capital funds—about
one-third of total U.8, business investment for the year. And, underwriting
activities will loom still larger as the U8, capital markets are called upon to
raise many billions of dollars in new investment funds needed to develop new
energy sources and pollution-control equipment, to ’exgand tight manufacturin
capacity, and for other new technologies, Obviously, the securities industry wil
be called upon to expand its historlcally plvotal intermediary role between
investors and new, innovative corporations and industries. )

The trading activity of broker/dealers acting as principals in securities

I)layc a vital role In helping to maintain orderly securities markets, In thelr
ntermediary functions as market-makers and block-goaltlonon. broker/
dealers take positions at risk, thereb au;}plym% liquidity to lenders and
Investors. Thelr willingness to hold positions for subsequent distribution serves
to smooth the price movements of securities and enables investors to realize
actual savings and offers potential savings to capital users.

The economic significance of trading and market making is self-evident if
the preservation of strong U.8, capital markets is considered to be in the
{mb ¢ interest. The steady institutionalization of the securities markets, high-
ighted by-the fact that institutions now account for approximately 70% of
the dollar value of public volume traded on the New York Rtock Exchange,
underscores the importance of the broker/dealers’ intermediary trading func.
tion, Huge concentrated institutional portfollo holdings have resulted in. the
'dependence of portfolio managers on market-makers and block-positioners
for asset liquidity. Another significant development is the increase in foreign
holdings of U.8, securities and rlslnf foreign participation in U.§, markets*
To encourage such foreign participation by strengthening U.8. capital markets
ﬁ?lmbm?l‘ desirable, especlally in view of the large dollar balances currently
held abroad, ,

Certain existing regulations recognize the economic importance of the
broker/dealer’'s intermediary functions, For example, block positioners, spe-
clalists and other market-makers are specifically exempted from the Federal
Reserve Board's Regulation U, which regulates the extension of bank credit
for the purchase of securities. Similarly, New York Stock Hxchange rules
which prohibit potentially manipulative trading exempt trading activities that
contribute to the orderly maintenance of the market.

IMPLIOATIONS OF SECURITIES INDUSTRY OYOLIOALXTY

‘At noted earlier, the rential tax treatment of financial intermediaries
stems from Congressio cﬁn rn for their stability. To date, however, that
concern has tended to overlook the problems of- stability, risk and capital-
raising ability inherent in the cyclical nature of the socurities business,

»w ftone ard 8,
m"liwgwm. Regarding Foreign Aoosss to the U.8, Beourities Markets, NYSE,
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Lack of Industry Stability

The effects of cyclical business swings on the stability of the securities
industry have been well-documented. Desapite continuous efforts to maintain
adequate capacity levels, the industry has been characterized by continual
contraction and expansion of facilities to meet frequent, and often abrupt,
changes in business conditions. For example, the branch office networks oper«
ated by NYSE member firms, a vital part of the securities distribution process
in connection. with underwriting, expanded by 21% between the end of 1060
and the end of 1088—and then contracted by 16% during the next two years,
In 1971, the branch office network again began to expand.

A more dramatic example of instability was the dlsapgearance of more than
120 NYSE member firms during the 10601970 downturn.® (Of course, some new
firms also jolned the NYSE during this period.) An undocumented, but pre.
sumably much larger, number of non-NYSH firms also either went out of
business or merged with other organizations during that perfod.

The question of financial stability can be placed in sharper focus by com.
paring the profitability of broker/dealers with the performance of other impor-
tant financial intermediaries over the most recent 8-year period for which
IRS data are available (Table 8):

TABLE 3.—PROPORTIONS OF FIRMS IN SECURITIES INDUSTRY AND OTHER FINANCIAL INSTITUTIONS REPORTING
PRETAX NET INCOME, 1965-69

{in percent]
mmer
anks 'cln. Mutual
Broker/ {ryst SMM‘ and vlnr
deslers  companies oans anks

= 1B EREN

Source: “'Siatistics of Income~~Corporations,” Internsl Revenue Service,

Relative to commercial hanks and trust companies, BLAs and mutual savings
banks, a consistently smaller and more variable percentage of securities firms
are profitable, ¥ It is significant that during the prosperous 1065-1067 period, little
more than 609 of the brokerage firms were profitable, Bven during the boom year
of 1068, when the ratio of profitable brokerage Arms rose to 78%, each of the three
oth,ex;o%vpes of financial intermediaries continued to have a ixlgher proportion
of profitable organizations, In 1069, when the moat recent cyclical downturn
began, the ratio of profitable brokerage firms dropped precipitously while the
three other types of intermediaries experienced mild declines. By comparison, the
steady 80% or higher-proportion of banks and trust companies reporting profits
during the 1065-1960 period represents a pillar of industry stabliity. '

Beouritios Industry Riskiness and Capital Problems - o
Variability of earnings 18, of course, a key measure of risk, and in the securities
industry, this {s exacerbated by eyclfcai changes which have a relatively minor
impact on other financial intermediaries, As 4 result, securities industry capital
is costly and scarce, forcing firms into a high leveraging of equity capital and add«
ing turther to industry riskiness, : ' o
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The securities industry’s prosition among high-risk enterprises was confirmed
in a 1070 study undertaken by National Economic Research Associates, Ine,
(NBERA), in the course of its study of brokerage commission rates for the NYSE, ¥
NERA measured risk by rate of return and the variability of returns over time,
They examined all 61 Btandard and Poor's industry and selected the top quartile
in terms of average return on equity over the 1061-1088 period. A speclal study
of the variability of returns of these 16 presumably riskiest industries indicated
varability than the securities industry. (Variabllity was measured as the stand-
ard deviation in return on equity between 1961 and 1068.) The results for the 15
industries studied are presented in Table 4,

TABLE 4.—~STANDARD OEVIATION OF RETURN ON EQUITY, 1961-68

Standard
Industry dov?nl ;n Industry El‘v'»'.‘i%ﬁ

Redio and TV broadcasiing , 9 | Securition commission business,.............. 4,
Dwgi i goaruucthp ',nd materials handilng equipment. g
UL08. caunuse , r 0 and TV manufacturers.... 5
oft drinks.... . 3'&"‘3‘ manufacty .
ko ' ublishing........ X
Ak i | St -
{octri household 1.9 | Electrical squipm ————t )
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THE NEED FOR STABILIZATION RESERVES

A very strong cast for stabilization reserves can be made on the basis of tax
egulty alone. A second compelling argument s the need to dampen the impact
of the Industry's eyclical swings. The likelthood of increasingly direct competition
between brokerage firms and other financial intermediaries, owing to the changing
strlucture of the securities industry, reinforces the need for a stabilizing mech.
anism, :

Taw Equity and Oyolioality

The relationship between the cyclical character of the securities industry and
present tax policy toward the industry has not fenerally been recognized, The
fact 18, however, that cyclically induced instability is heightened by current
tax treatment of the industry,

Tax preferences which favor other financial intermediaries raise their rates
of return over those of brokerage firms conducting similar activities. Apart from
clearly violating the principle of tax equity, this severely reduces the attractive-
ness of investment in brokerage firms, At the same time, the favored institutions,
obtalning capital at lower cost, are able to {nvest in relatively less promising
projects, Thus, the tax laws tend to distort the allocation of resources among
financial intermediaries and reduce the over-all efficlent use of capital in ways
thlllxtlnre harmful, not only to the securities industry, but to the economy as a
whole,

As Indicated, the importance of the intermediary functions engaged in by
brokerage firms argues for a tax policy that would danexgen the effects of cyclical
awings, At present, relative to other financlal intermediaries, the securities in.
dustry’s tax burden serves instead to magnify instability, because the earnings
taxed away in prosperous years are not available to cushion losses during down-

turns, In effect, the industry pays a tax on its capital, Obviously, the ability to

set aslde reserves, to be drawn upon during defleit years, would play an important
role in stabilizing the financlal position of brokeyage firms, Moreover, to the
extent that such reserves would help attract additional outside capital to the
securities Industry, their beneficlal impaet would be multiplted.

Moro Competitive Business Environment

Brokerage firms have always.competed for savings dollars with other financial
intermediaries, However, the growing aggressiveness of such institutions as
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banks and insurance companies, combined with the structural changes in the se.
curities industry, are transforming the character of that competition. Bank
automatic investment plans and variable insurance policies compete directly for
the securities industry's traditional agency business, Continuing intense compe«
titlon for the management of pension funda and other large portfolios and the
ability of many Institutions to gain membership on regional stock exchanges add
new dimensions to the competitive environment.

As a consequence of extreme riskiness, the securitios industry has always
found it both difficult and costly to attract capital. The severity of the current
cyclionl downturn has aggravated the problem, coinciding with a quickening pace
of industry change which further stresses capital-intensive activitles. The pres.
suve for additional capital has prompted most firms to continue leveraging thelr
equity far beyond the ‘prevalllng levels in other industrids, thereby further in.
creasing the riskiness of their operations,

With the declining profitabllity of the brokerage business, brokerage firms
have increasingly been forced to diversify iito leasing, real estate and other in-
vestment activities, Many of these new areas, in which capital-rich inatitutions
are already active, require the commitment of considerable amounts of principal
capital, In the securities industry's traditional areas of business, the advent of
fully competitive commission rates promises further dramatic intensification
of competition,

The growing intensity of competition, overlaid on the securities industry's ex-
treme susceptibility to cyclical businers swings and its changing business mix,
make abundantly clear the urgent need for more equitable tax treatment, In the
abacnoce of constructivo faw Jmllw changes, the quam}/ and depth of tho vitad
intermodiary servicce offered by brokerage firma are lkeoly to erode. More {m-
portant, faflure to atrengthen tho U.8. capital markets may portend scrious
oror-all consequenocs for our national cconomy,

1EVRL, OF STABILIZATION RESERVES AND TIEIR TAX IMPAOT

A responsible effort to develop n viable program of stabilization reserves for
the securities industry must begin with the measurement of a base or portfolio
of eligible intermediary activities, sinco reserves must be related to the value
of such a base, An appropriate levei of reserves can then be defined with reference
to the securitles industry's capital funds and in terms of the character and size
of 1ta losses in recent years, After identifying an appropriate level of reserves,
thelr tax impact can be estimated. -

Reserve Baso

A reserve base composed of margin loans and corporate trading and under-
writing positions is consistent with a conservative Interpretation of broker/dealor
intermediary functions, .

Margin loans, by facilitating the trading activities of large numbers of individ.
uals, add to the liguidity of capital markets. In this connection, it ahould be noted
:]lmt banks are permitted to include in their reserve base loans to brokerage

rms,

Long and short trading positions are both essential in market maklns and
block positioning. Other types of tradmg. such as options and arbitrage tions
should also be included in the reserve base. The inclusion of underwriting post-
tlons requires no additional discussion, A firm’s own investment positions, how-
ever, should be excluded. The calculation of an appropriate reserve base for NYSE
member firms is shown in Table 5,

The major components of the reserve base—margin loans and trading posi-
tlons—seom less volatile than one might assume, so that fewer than 12 observa-
‘t;{‘ong per component may be adequate for measuring the average annual value of

e base.
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TABLE 5.~NYSE FIRMS® 1972 RESERVE BASE

{in miltions of dollars)
Trading and investment
positions In ?otpwm orporate
securities un m‘v'lgzg
Margin losns Long Short pos
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The data used In estimating a reserve base of $10,081 million for NYSH mem-
ber firms in 1072 have some inmportant propertles which should Le noted.”

The $7,2504 milllon in average outstanding margin loans represents virtually
all margin activity in the securities industry, since non-NYSE firms do very
little margin business, :

The Joint negulutory Reports, initiated in 1072, contain financial data on
evary type of NYSE member firm. The filing requirewments, however, depend on
whether a firm does business with the publie, ¥irms that carry pubjie accounts,
fncluding most specialist firms, must submit financial reports on a monthly
basis. The remaining firms are required to file only in June and December, In
contrast, the Income and Expense (I&E) Reports are submitted at year-end,
and only by firms that do business with the public.

Level of Reserves

The objective of strengthening the securities industry's capital base, as a
key step in easing instability, provides a logical starting xl)olnt for calculating
an appropriate level of reserves, It is also logical to consider recent losses of
brokerage firms, in attempting to arrive at an appropriate reserve level,

A first step, threfore, i8 to relate the level of reserves to capital funds. The
NYSE's Income and Expense Reports indicate that member firms had an average
of &s‘m million in c&'\’pltul funds during 1972 1f, then, the much less risk
banking industry’s judgment, that reserves should represent about 18-14¢5
of capital funds (l.e, equity and debt), is accepted as adequate for brokerage
firms, NYSE members would have needed approximately 8500 millfon In

- reserves during 1072,

The nature and distributfon of losses to which the securities industry is

exposed suggests, however, that reserve funds of this magnitude sould cushion,

b he absgnce of more complete indust
atm' 03 co 0 plete industry data, all calculations and estimates apply to

N
w' oue:g'lo“!:&l:owo:t eox;taolg %‘l&\‘l %lélg‘ :nn}bgr% n%l.mt do business with the publie, this
ﬂ‘ﬂim Adeguaoy o Yod' 50'3: ﬁmwn, A Prcflmnao'-y 8tudy, pp. 26-26.
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hut not fnsulate, NYSE firms from their impact, That is because losses tend to
be concentrated within different types of activities over time, are unevenly dis-
tributed, and are often very large. Thus, since 1968, NYSE retail firms have
suffered heavily at various times as volume declined. On the other hand, when
stock prices dropped out but volume remained high, dealer firms took sharp
losses on thelr trading positions, The occasionally staggering logses of bond
houses testify to the cost of misjudging the direction of Interest rate movements,

The magnitude of losses incurred by NYSE firms during the 1969-70 downturn
18 shown in Table 6,

TABLE 6.—DATA ON 1969-70 LOSSES OF NYSE FIRMS
{in miltions of dollars)

Aggregate NYSE
osses of trus
deficit

un
firms phymonts ¢

7
i
n
1 These trust fund payouls sre net of repayments to member firms,
1 includes n:o utlnrnn ﬂs.ooo,oo?t Iu2 °y" the part of Goodbody & Co, during the first three quarters of the yesr,

Sourca: NYSE income and expense reporis and controller’s office.

This enormous. $805 milllon two-year deficit actually understates the real
losses,” First, because I&E Reports are flled at the end of a calendar year, firms
that merge or are liquidated during the year do not submit reports, Thus, a
substantial amount of losses in 1069 and 1970 are excluded from these figures,
Second, the losses of partnerships do not include imputed salaries for partners.

Concentration of losses is {llustrated by the 1069 experience of deficit firms,
The firms reporunf losses aggregating $181 million accounted for only 28% of
the gross revenue of all NYSKE firms dealing with the publie,

The experience of NYSE firms during the first nine months of 1978 appears to
have been even more devastating than that of 1969 or 1870,

Table 7 shows that during January-August 1978, NYSB firms lost $210 million;
only in September did they go into the black, However, the break-out of month.
to-month azfregate losses may be more relevant for judging the adequacy of
a given level of reserves, since, as noted, losses tend to be concentrated. Thus
80% of all NYSE firms reporting financial results in September 1078 indicated
that they suffered net losses during the preceding 12-month perold.

TABLE 7.—PATTERN OF JANUARY-SEPTEMBER 1973 NYSE FIRM LOSSES

[In millions of dollars)
Aggregat Aggrogete
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This pattern of losses h:é’llea that ax%re ate NYSE member firm atabllization
reserves, when fully funded, should probably be considerably greater than $500
million. At the same time, it must be conceded that no basis for quantifying a
higher level has been developed. Moreover, as indicated, the purpose of these
rf’&"fs dls zzot to insulate broker/dealers from losses but to reduceé the instability
of the industry.

It would appear reasonable, therefore, to see stabilization reserves for broker-
ago firms at a level of B percent of the value of a base composed of margin loans
and trading and underwrltlng‘posiuons. ag outlined earlier. This would mean
an aggregate of $502 million in reserve funds, on a total base of $10,031 million
" for all NYSE member firms in 1072, That reserve fund figure would represent a
conservative 13.0 percent of NYSE membhor firma' total capital funds of $3,712
million in 1072—well within the 13-14 percent range commonly viewed as appro-
priate by the banking industry,

Tao Impaot of Reserves

What would be the tax imract of $502 million In roserves? The answer is
complicated by the need to distinguish between the initial bulld-up phase and
the subsequent impact. The latter will depend on the industry’'s overall cyclical
pattern of activity, as well as on the fluctuations in specific types of activities,

The initial tax impact would depend on the profitabllity of brokerage firms
over the build-up period and on the rate at which reserve funds are allowed to
accumulate, To control the rate of accumulation, additl.ns to reserve accounts
should not exceed either 60 percent of pretax income ur B0 percent of the per.
xmlnalble amount of reserves as of the close of the taxable year~whichever is
ower.

With the additional assumption that 1972 pretax income was distributed
among brokerage firms in the same way as the reserve base, it is possible to
estimate the tax impact if NYSE firms had been permitted to atart accumulating
reserves last year. Based on the proposed limitations on additions to reserves
and the $877 million earned by NYSE firms in 1972, a total of $251 million would
have been placed in reserve accounts, Afpplylnz to these reserve placements the
48 percent aggregate Federal tax rate of corporations reporting financial results
in the J&B Reports yiclds $108 million in tax revenue that the Treasury Depart:
ment would not have collected.® (For purposes of this computation, it was as-
mmt:d u‘x‘?t t?u tax rate also applied to brokerage irms that are organized as
partnerships.

It |houl§' be noted that 1972 was a relatively prosperous year for NYSE firms.
Thus, the initial annual tax impact of reserves introduced in the near-term fu.
ture would not be likely to exceed or even equal the $108 million estimate, There.
after, as reserves begin to approach maximum permissible levels, their tax
effect would depend on the pattern of cyclical fluctuations prevailing within the
securities industry. But since brokerage firm losses tend to be highly concen.
trated and/or assoclated with -reclﬂc areas of business, the Treasury's revenue
loss from stabilization reserves In any given year should be considerably smaller
than in any peak year of the initial bulld-up period.®

These modest public costs of reserves muat be measured against the public
benefits of stronger U.8, capital markets at a time when their need is unprece-
dented. Realistic incentives to set aside funds in good years, to be drawn upon
in poor years, would help stabilize an industry whose financial intermediary
services are vital,

.

Arrexoxx III
PBELIMINARY DRAFT

RESERVES FOR LOSSES OF CERTAIN SECURITIES INDUSTRY ORGANIZATIONS

(a) Organizations to 1ohich section applics.—This section shall apply to the fol.
lowing taxpayers except to the extent that such organization may be governed

¥ The 48 X rate was com from the egate Habdllity of 178 member firma
that n':-:ounqt‘ ufor 599% o; the ngdprzgnx Inco‘:gf osla be nou’d that tﬁn Trouu:lyql
tax loas would hav n somewhat greater had non- rms been lnflnde R

» bﬂmduct of reserves would be 4 reduction in Joss carry-overs claimed during prof-
itable years, since losses ca forw woul owe: o0 the extent brokers draw
down reserve accounts | ’ﬂc t years. Therefore, after the build.up period, the Treasury's
revenue loss may be minimal,
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by the provisions of sections 583, 588, 508 or subchapter L in computing ity

reserve—
(1)f 1%: brodker or dealer registered as such under the Securities Exchange
Act o an
2) Any'member organization of a securities exchange registered under the
Securitios Exchange Act of 1934,

(b) Batablishment of rescrves—deduotion allowed.—Bach taxpayer described
in subsection (a) may establish and maintain a reserve for losses computed in
accordance with the provisions of subsection (c) and there shall be allowed
as a deduction to such taxpayer for the taxable year the amount of the addition
to such reserve determined subsections (¢) and (d).

(0) Addstion to reserves.—The reasonable addition to the reserve for any tax-
able year of any taxpayer to which this section applies shall, subject to sub-
section (d) hereof, be the amount necessary to increase the balance of the reserve
to an amount (at the close of the taxable year) determined by applylnf an allow.
able pm-oefh to a reserve base accounts covering other than capital assets,
valued on the basis of thelr fair market value and (iv) in the case of a speclalist

. the amount of his inventory, valued on the basis of fair market value, together

‘Wwith the short positions and any part of his investment account, other than
those securities which gursuant to Bection 1286 have been identified as a security
held for investment, which according to the rules of the Securities and Exchange
Commission he {8 required to hold for the maintenance of an orderly market,
For purposes of the computation of the reserve base, valuations shall be made
on the basis of tho monthly average of the fair market values of such accounts,
For such purposes of this gumgrnpb. the term “allowable percentage” means
8 percent for taxable years beginning after January 1, 1074,

(d) Limitation on addition to rcserve~The amount allowable under subsec.
tion (c) as an addition to the reserve for any taxable year shall not exceed the
lower of (1) 00 percent of that part of the taxpayer's taxable income for the year
computed without the allowance of the deduction provided by this section or (11) -
50 percent of the amount determined under subsection (¢) hereof,

(e) There shall be chargeable against such reserve the amount of any loss for
the taxable year sustained by the taxpayer from the conduct of the business of a
broker or dealer in securities, except to the extent that such 1oss may be charge-
able aglt'unat a reserve for bad dcbts maintained pursuant to Section 166,

(7) The Secretary or his delegate shall define the terms “margin loans to
customers”, “lnventories in underwriting accounts”, “long and short positions
in accounts covering other than capital assets” and prescribe such regulations as
may be necessary to carry out the purposes of this section. )

ExmisIir A

THE IMPACT OF PossinLy, CAPITAL GAINS TAx CHANGES ON INVESTOR BERAVIOR
S1upy No. 1571 PrepARED 8Y OrtvEr QUAYLE AND Co,
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PURPOSE

The purpose of this survey was determine, as accurately as possible and in
dollar terms, the changes that would have occurred in individual investor activity
and revenue to the U.8, Treasury during 1072 if any of the following changes had

occurred : .
; 1 '3:0 long term capital gains tax rate had been increased by 20% for all
nvestors. '

2, The present maximum capital gains rate of 259 for investors in the under
$50,000 net gains category had been reduced to a maximum of 12.5%
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8. The present maximum capltal gains rate of 85% for investors in the over
$50,000 nev gains category had been reduced to a maximum of (a) 25% or (L)

W70,

4. The holding period for long term gains had been increased to one year,

5. The holding period for long term gains had been reduced to three months,

The second purpose of the study was to assess the impact on future {ndividual
investor behavior of any of the above changes, or a sliding scale in which the
capital gains tax rate wouid diminish as the holding period lengthens,

THE BAMPLE

The survey sample consisted of a national cross section of individual share.
owners, plus a s{pecial oversample of up-scale wealthy individuals with adjusted
gross incomes of $100,000 or more for 1072, A total of 1,820 investors were inter-
viewed during the study, 181 of which were In the up-scaled income category.
Welghts, based on 1071 l’ns and 1070 NYSE shareownership data were applied
to bring demographic segments of the sample into thelr proper proportions,

INTERVIBWING

All interviews were conducted in person by members of the national fleld staff
of Oliver Quayle and Company. To maximize both investors cooperation and
accuracy of investor information, each potential investor was sent a letter in
advance by Mr, James J, Needham, Ohairman of the New York Stock Exchange,
Mr, Needham's letter (Appendix B) requested an interview be granted when the
8nuyle representative called and guaranteed investor anonymity, The letter

d not mention the study would concern potential tax or holding period changes,
but did request that the respondent (or his or her iuvestment decision maker)
have personal investment records avallable at the time of interview.
Interviewing was conducted from March 8 through April 20, 1078,

Hiorrionrs

1. Reducing the capital gains rate would have produced very siguificant in.
crenses in sales, capiinl gains, and revenue to the Treasury, If the 2% maximum
rate had been cut to a 12,69 maximum, and the 85% rate to a 25% maximum,
an additional $1.7 billlon would have been received in tax revenues, or an in-
crease in tax revenues of 48% over 1072, Outting the present capital gains rate
in half for all investors would have praduced even more tax revenue to, the
Treasury—$8.2 billion more than received in 1872, or an 82% increase in taxes
from long term gains,

2. If the capital gains tax had been 20% higher for all investors in 1972, snles
of which capital gains were realized would have been significantly less, The
Treasury would have recelved an estimated $838 mtillion less in tax revenue than
it actually received from long term gains.

8. 1t the holdlnﬁ period had been one year, capital gains tax revenue would
have been $4067 million less to the Treasury.

4. A three-month holding period would have produced only a slight increase In
tax revenue—approximately $188 million,

! nd rev ted on the base of an estimated
totat et et e e 38,8 MTon R oyl mates are projec t

ANALYSBIS
ONARACTERISTIOS OF INVESTORS

The largest Investor group is in the peak earning years between 86 and 54 years
old (47%), followed by th%eo between B3 to 64 years old (22%). In terms of
occupation of the household head, more investors (82%) are in the professional/
oxecutice category followed by 2199 who are retired, 20% in white-collar jobs,
159 in sales, and 9% in blue-collar positions, (Table A, Pafe 228)

Most shareowners hav relatly%y modest {ncomes with adjusted gross In-
comes between 312.000—310.000. ost investors also have modest atock and
mutual fund holdings as well, with moat dportfouou valued at under $5,000,

Wealthy investors (income $100,000 and over) differ sharply from their less
afMuent counterpartd. They are younger (54% are under 85 years of age), less
likely to be retired (4%), hold down top occupational jobs (98%), and have
far greater stock holdings (the median value of thelr stock and mutual fund
holdings falls within the ,000-80090,990 range).

20-146weT4mem18
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1972 INVESTMENT ACTIVITY

Most investors (68%) did not sell any shares of atock during 1972. Wealthy
investors were far more active with 78% reporting oge or more sales. Those
85 to 84 years of age were most active, while those under]85 least active :

1872 ACTIVITY
{in percent}
Age
| Welth
T A R T T T
4 06K, veerernne 2
P oot " & B & 8 Y #

Of those investors selling stocks during 1072, 50% realized net long term
capital gaing, with this percentage significantly higher (729) among wealthy
investors (Table B, Page 220). Many of these wealthy Investors realize net
long term gains in excess of $50,000 (40%), but only a handful did among lees
afluent shareowners, A majority (609%) of wealthy investors planned to use
the alternative 2089 method for computing capital gains taxes, while just
under a quarter did in the under $100,000 income group. (Table O, Page 220)

Since not all of an investor's stock and mutual funds could be asked about
in detall, the questions about possible changes in the capital gains rate were
limited to the investor's three largest holdings (in dollar torms) as of
January 1, 1072, Asked about these largest holdings, 479% of {nvestors snid
they did not consider selling any of them in 1972, while an additional 269
reported they had considered selling some or all of them, but had deolded against
doing so, About 109 of the- respondents indicated they sold all of their
largest holdings while 17% said they sold some during 1972, Wealthy investors
were somewhat more active than all investors, 879 sellings some or all of their
three largest holdings (Table D, Page 220), The total dollar value of the
Capital Gains in 1972 under these circumstances would have been $32.6 billion
whieh would have ylelded $8.9 billion in tax revenues,

1072 capital gains 1 432, 600, 414, 300
1072 tax revenue. - 8, 911, 889, 600

REABONS FOR NOT SELLING IN 1078

All investors who had considered selling a major holding in 1972 but did not
do so gave their reasons in thelr own words. Table B, Page 230, shows that the
most important reasons for this nonaction were the desire to see the stock
in question continue to appreciate~~to hold it for long-haul or investment
purposes, followed by those who didn't want to take a loss or felt the market
was too depressed at that time, Few investors gave tax reasons of any kind
in explaining why they had not sold a stock or mutual fund, :

OHANOES IN THE CAPITAL GAINS RATE (30 PERCENT INCREASE FOR ALL INVESTORS)

Investors who sold any of thelir largest holdings (in whole or {u part) in
1972 were read the following explanation :
“Ag you probably know, the maximum long term capital gains rate is 259%

for most investors with net gains under $50, r year, The maximum rate
is 859, however, for most investors with net of over $50, r year,
Now--suppose tfnat in 1072 the capital gains tax had been 2095 higher for

you personally, The 259% rate would have zone to a maximum of 80%, nnd the
8895 rate would have gone to a maximum of 429" '

r each stock sold in 1072, respondents were then asked if the isaue would
still have been sold under such conditions, ot held, with these results:

Investors who sold part of thelr three largest holdings in 1072

Yes, would still have sold 86
No, would have held ) - 14

R ———
1 Projected data for all investors,

Peroent
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Over-all, 869 of these stocks still would have been sold if there had been an
across-the-board 209 increase in the capital gains tax rate,

EFFECTS OF A HYPOTHETICAL 20-PERCENT INCREASE IN THE CAPITAL GAINS TAX, 1972

Alt investors Net change
|
OO RrPR b DT Portasrerersorlide T/t |12 JAeY' (1 1)

OHANGES IN THE CAPITAL GAINS RATE (TO A MAXIMUM OF 13.69%FOR THOSE NOW AT
TIFE 369% MAXIMUM RATE AND TO A 25% OR 17.8% MAXIMUM FOB THOSE NOW AT
THE 88% MAXIMUM RATE)

All investors who reallued less than $50,000 in long term galns in 1972
(or no gains or losses) were asked for each of their major holdings not sold
in 1072 what thoy would have done if the maximum capital gains tax had
been only half as much as it actually was—a maximum of up to 12.69% instead
of a maximum of 28%. Those who would have sold in 1972 at this lower rate
wore asked how many shares they would have sold and at what selling price per
share, Investors reporting over $80,000 in net long term 1072 gaing were also
nrked simflar questions about major holdings the( did not sell In 1972--except
that a two»ste}) reduction was posed in the capital gains tax during 1972; from
a maximum of 85% to 2B9%, and if the stock still would have been held, what
they would have done if the maximum had been 17.85%.

EFFECTS OF A HYPOTHETICAL REOUCTION OF THE MAXIMUM CAPITAL GAINS TAX TO 12,8 PERCENT FOR THOSE
NOW AT 25 PERCENT AND TO 28 PERCENT FOR THOSE AT 35 PERCENT, 1972

AMiinvestors Netchange
A s etrmossstrossttetosoepomssttemmssoreronmsesttl 1 8111 . IS 14 114,

EFFECTS OF A HYPOTHETICAL 80 PERCENT REODUCTION IN THE MAXIMUM CAPITAL QAINS TAX: TO 12,8 PERCENT
FOR THOSE AT 28 PERCENT AND TO 17.5 PERCENT FOR THOSE AT 35 PERCENT

o btaotrttosstsstserpastasssretovsrrroroosollie 1 |11t 1 S 41111 .

REASONS FOR BELLING IN 1073 AT LOWER TAX BATES

Earller it was shown that 27% of investors sold some or all of their major
holdings in 1072, Under the reduced tax rates just discussed, an additional 8%,
(almost a one third increase) of investors would have sold stock in 1972, These
investors were asked to indicate why they would have sold under such changed
conditions and their detailed answers are shown in_Table F, Page 280. Almost
a quarter said they would have sold to get out from under a poorlf-pertormlng
investment or into A more profitable nne; an equal number would have sold
todreatlllze a profite, Some 169 would have sold specifically because of the tax
reduction. -

REASONS FOR NOT SBELLING IN 1073 AT LOWER TAX BATES

The great majority of investors would not have sold stocks held during 1072
it tax rates on long term gaing had been lower, Thelr reasons are shown in
‘I'able G, Page 280, which shows that taxes are not an important factor in investor
decision-making among individuals, Two closely related remsons account. for
479% of the “no-sell” decisions—expecting the stock to grow because the company
has a good future and purchasing stocks for investment rather than speculative
purposes, Some 18% of investors would not have sold because the stock in
question was paying good dividends, with a similar number reporting they would
walt for the stock to reach the price they wanted before selling, :
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FUTURE CHANGES IN INVESTMENT ACTIVITY IF THE CAPITAL GAINS RATE WERE CUT
IN HALY

Investors were then asked what changes they would make in thelr future
over-all investment patterns if the capital gains rate were to be cut in half.
Table H, Page 281, detalls their responses which are summarized in the following
table,

EFFECT OF CUTTING CAPITAL GAINS TAX IN HALF

{in percent}

Age
Total Weslth .
investors lnvmor“ Under35  3hto54  55to64 65 and over

9 8 3 8 4 4

4

................

No change
Invest more, be more active.
Invest less, be less active. ..

Most inveators (609%) indleated no real change in future investment behavior
with the balance saying they would be more rather than less active by a 7-to-1
margin, Wealthy investors, some 08% were much more apt to think they would
be moroe active than other investors,

The question on future behavior buttresses earlier findings on the effect of
reduced capital gains taxes 1in 1972 : most investors would not behave differently
but, on balance, there would have been more sales and realized net long term
galns at a lower capital gains rate,

OHANOES IN THE HOLDING PERIOD-—FROM BIX MONTHE T0 ONE YEAR

All investors were asked if they had sold stocks or mutual funds in 1072 which
they had held longer than six months, but less than one year. Only 8% of all
investors (but 289% of wealthy investors) reported sales (Table I, Page 281),
For each of the stocks sold, they were usked if the stock would have atlll been
sold in 1972 or held instead if the minimum long term holding pertod had been
one year. The original number of shares purchased, and purchase prce per
share, as well as number of shares that would have been sold, and the per share
selling price, wore obtained, In the great majority of cases (72%) the stock
would have still been sold, while 28% would have held the stock under the
longer holding period. '

EFFECTS OF A HYPOTHETICAL CAPITAL GAINS TAX BASED ON A 1.YEAR HOLOING PERIOD, 1972

All Investors Netchange
T P rssreosstrosoedie 111111 S 114

RBEASONS FOR SELLING IN 1973 IF HOLDING PERIOD ONE YEAR

The reasons given by investors who would have still sold shares in 1072 with
a one year holding period in effect are shown in total in Table J, Page 281,
Investors would have mainly sold because of thelr dissitisfaction with the stock
in question, followed by those who wanted to make a profit from the sales or move
out of a stock they felt had peaked.

REASONS FOR NOT BELLING IN 1073 IF IOLDING PERIOD WERE EXTENUED TO ONE, TEAR

Investors who would not have sold the issues traded in 1972 (if the one year

riod had been in offect) were also asked their reasons, which are shown in Table

, Page 282. Investors generally indicated they tmrchased securities for the long
term and were looking for a bettor tax break in the future before selling (25%),
followed by those who cited their personal tax situations (22%). .
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FUTURE CHANGES IN INVESTMENT ACTIVITY I¥ IOLDING PERIOD WERE EXTENDED TO
ONE YEAR

All investors were asked about future over-all investment behavior under a
hypothetical ongfvear holding tgeriod for longer term gaing, The large majority
of investors (71%) indicated they would not change their investment patterns;
however, of those wealthy investors who sald they would be influenced by the
gganxe in the holding period, 2 to 1 said they would be less active (Table L, Page

)u

EFFECT OF INCREASING HOLDING PERIOD TO 1 YEAR

{in percont]
Age
1 "
ol I " Tndw 3 B B0el Shandover
0 ChINER. .uuvereeennnecnrnanncane 1 'ﬁ i§ 7; 7! ’3
st more, be tive. . .
rm- m','hlﬂ’o%lvcf.’.. ﬂ 1 1

CHANGES IN THE HOLDING PERIOD——FROM 81X T0O THREE HONTﬁl

All investors were asked if they owned stocks in 1072 which they did not sell
but would have sold if the minimum holding period for long-term gains had been
three inatead of six months, For each stock they would have sold, the orlginal
peor share purchase price and number of shares purchased was obtained, as well
a8 the number of shares they would have sold and per share selling price,

Table M, Page 282 shows that only 29 of the investors would have done
any additional selling in 1072 under a three month holding perlod. The table
below shows the effects of a three month holding period on tax revenue,

EFFECTS ON CAPITAL QAINS OF A HYPOTHETICAL 3-MONTH HOLDING PERIOD, 1972

All nvestors Net change
LT o oo bsssosormaserostorseliy 1.1 1 114 R4 | 8 4 1

‘ ’
REASONS FOR SELLING IN 1073 IF HOLDING PERIOD HAD BEEN ONLY THREE MONTHA

Table N, Page 288, shows the reasons given by the limited number of investors
who would have soid additional stocks in 1072 under a three-month holding
perfod, The primary reason would have been to make a profit; a distinctly
aocoxl:dary reason would have been to dlspose of stocks that were performing
poorly.

FUTURE OBANGES IN INVESTMENT ACTIVITY IF HOLDING PERIOD WEBE REDUCED TO
THREE MONTHS

All investors were asked about their future over-all behavior under a three
month holding period for long term capital galns, Bxtracting from Table O, Page
238, the following pattern develops :

EFFECT OF REDUCING HOLDING PERIOD TO 3 MONTHS
[tn percent)

Age
P S AT e T T Y TR TY N TR TP

it S S SN N R |
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In total about seven in ten stockholders did not think their future investment
behavior would change, while those who did overwhelmingly indicated that they
would be more active investors.

FUTURE OHANGES IN OVER-ALL INVESTMENT PATTERN WITH BLIDING BCALE FOR OAPITAL
GAINS TAX AND HOLDING PERIOD

Respondents were asked to state thelr investment behavior if the maximum
capital gains rate was geared to a sliding scale, {.e., would decrease as the holding
period increased would be applicable not only to future transactions but to present
holdings. The hypothetical scale presented to respondents follows :

Ma::mum
Holding period: (peroent)
6 months ——— 25
8 years ———— 22,0
10 years, —— e—e 20
18 years y canea 170
20 FOAT B e man m im0 0 0 0 - 10
26 years - « 128
80 years or longer. - 10

Table P, Page 284, details the answers given by investors to this question,
A summary of those findings shows:

EFFECT OF SLIDING scAL;, TAX REDUCED GRADUALLY OVER LONGER HOLDING PERIODS .
{in percont]

Ate
Tl Welth
v It Under 35 IS EH BRI ®r 68 end over

T e S T S BN N

Again a strong majority of all investors (65%) felt they would not behave
differently In the future under such coditions, with the balance split evenly be-
tween increased and decreased activity, Far more wealthy investors thoufht they
would increase investment actiivty (88%), with only less than half belleving thefr
over-all investment behavior would be unaffected over time by a gradual reduction
in the capital gains rate. '

FUTURE OHANGES IN RATES OR HOLDING PERIODS

The following table summarizes investor activity in response to possible
hypothetical changes in the Capital Gains Tax,

All-investors (percont)
Sliding
¢ 3 months st Extend
unul cud Spetk
In hatl g months  at 30 years yoar
0 change. . .
A 4 3 i i

Investors clearly thought that cutting the capital gaine tax in half would be
the most effective device in the tax area that would cause them to increase
their investment activity. The best measure of what investora would do in the fu.
ture, however, i8 what they actually did in 1972 (or would have done under the
potential changes they were queried about). )
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OHANGES IN REALIZED LONG TERM CAPITAL GAINS AND TAX REVENUE TO THE TREASURY:

Using the tax computation method described in Appendix A, long term capital
gaing of sales from respondents (nonprojected) interviewed in the survey totaled
,786,000, with the Treasury deriving $448,207 in tax revenue from these gains,

'0 project these capital gains and tax figures to the entire individual investor
population an independent authority’s estimate of individual long term capital
gains wap used. They estimated that in 1072 all capital gains amounted to $82.0
billion; this was divided by the sample's long term gains of $3.7 million. The re.
sultant projection factor (rounded) is 8,726, Multiplying the sample's actual
capital gains and taxes by this figure produces the é)rojected estimates of what
total capital gains and revenue to the Treasury would have been under the differ.
ent hypotheses tested,

Projected capital gains realizations and revenue estimates are based on all
types of investment gains, not fust corporate stock gains, No recent data are
avallable which give a distribution of capital gains by type of asset,

¥For 1002, the last year for which data age available, about three fifths of
long term capital gains realizations on taxable returns are estimated to come
from corporate stock,® The 1062 figure is not projectable to 1972 since the ratio
fluectuates sharply with the fortunes of the securitles and real estate markets,
Algo, changes in fhe tax law in recent years undoubtedly affected the pattern of
cagllml gains realizations,

owever, it 18 rensonable to expect that changes in the tax on capital gains
would affect the reallzation of gains on other types of investment assets in a
manner generally simllar to that for corporate stock gains realizations.

0T®: The effective average tax rate on non-stock capital gains is higher than that on
caﬁm n’ﬂu from sale of oﬁo&. P s oher ¢ ‘

éb

PROJEOTION OF CAPITAL GAINS TAX UNDER VARIOUS ALTERNATIVE ASSUMPTIONS

A Investors Net change

ﬁi’a‘.‘»".’%&'.!‘.'ﬁ‘f::::..... s eovotlilie 111111 Reteosssstpeoereon
8K FOVONUS. 1 v s 1omnsvmnsrmentassneras earernnnnn -
" Ro:lu . %{Im?‘ém 'q.o' l;ﬁ. gomnt('@‘ tgl'm n‘o)?tt Hoercant

m'.” reont Increass in ¢a) ns tax:
20-pychntTtasse In captal alns la: U -
sttt enseees LS HE

AR FOVONUD.eocurugronernososasonangrencncanascananigne
- o e R

. Lyony :.:’I"::"::M ....... oot 0111 /14 S 1

1 ——————— T Y 4
" %3'%%9?;&?‘.’"“ cooasssoroosoolii 11+ SR {141

Note: Avsumes all alse remains constant except the indicated tax change,
L

'%‘lsl of Capital Assets ""Report on Individual Income Tax Returns” 1062—U.8, Treas.
ury artment 1066,
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TABLE A.—DEMOORA'PNIG CHARACTERISTICS OF INVESTORS

{1n porcent)
had Ad]rmd’tm Age
Total in 1
Thalary Sl00.000 tawinep  Undyp g S8y eognd
A der ... .18 100 cuenngggarasenessencasasensas
é’g : 7 ;z ; i“......iw..,.
and ovet. .. ﬁ vaaann e erannan B (]
T IR — 101010010 1% 10 100

Ocey
gfouglo?:l oxecutive, mmmml,

!o-cofm. c]vll wivice, mvm.

IMIW

n .J ard .

5.0

............ 4 2
Tom ceecsenennan 100 100 100 100 100 100 100
AdJuste u 72 lncomo- g } ‘
j (X ﬁ % ﬁ 13 g
1oul teussenesrarsrssusenanane 100 100 100 100 100
Mlvlﬂlﬂ tus:
i 1 i N
Widoind '.:Z:I:ZZZ':Z:'Z'IZ:Z::ZI 1 1
Toll..eesaesearcsncssnecencane 100 100 - 100 100 100
'l’om vnluo (J n 1,1 72) || stacks and ) )
nde 'Q?. : "f nf | R @ 1 4
H
m S N I
a 1
R
! () secenannae () cevensonae | [ @
Toul. 100 100 100 100 100 100 100
Intorview nd tod with: )
e IR T I " 8
Total. 100 100 100 100 100 100 100
1 Loss than 0.5 percont.
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TABLE B.~1972'NET GAINS OR LOSSES--ALL INVESTORS SELLING STOCKS IN 1072

{in percent)
Total  Adjusted gress income Age
Imasiiee —sr0000 L = % and
noe“ ormore  $1 330 Under38  35toB84 85t 64 over
Ing, 192......... 5 7 ]
ot s o oo i A i # it ] !
% Toltlecvrernanesn 100 100 100 100 100 100 100

TABLE 0.~VALUE OF NET GAINS IN 1972, EXPECTATION OF COMPUTING GAPITAL QAINS TAX AT ALTERNATIVE
28-PERCENT TAX COMPUTATION, EXPECTATION OF HAVING TAX PREFERENCE ITEMS (N EXCESS OF $30,000
(INVESTORS WITH NET CAPITAL GAINS IN 1072)

{in percent}
Al . ' To'b"f"
o w"ﬁ§ O Adjusted gross Income Ago

Y
capltal - 3100000 Lo ncerds SStosk Btosh e

vl om ong term 1972 paing:

V.JM:::::::::::::: % 9 " %97 % % 9%
Toltheeacesocsnossannnane 100 100 100 100 100 100 100
Almratmzs-pommm“mpu-

T § 8 B8 4

Tollouoossonoonsaaneaess 100 100 100 100 100 100 100

TABLE D.~SUMMARY TABLE: 1972 ACTIVITY, 3 (OR LESS) LARGEST STOCK HOLDINGS
. {in percent)

g -

#53
Total 000 !'h n 65 and
ivors SPO0%0 100000 Under3s abtosh SEloBk  over

sl B N B B I N

. L (| SO R 100 100 100 100 100 100 100

\

ry
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TABLE B.-—Reasons given by investors who oonsidered selling one or more

of three largest holdings dbut did not do 8o

Will wait/would wait until price reaches what I want to get for ft..e...
Decided not to/would not take & loss, will wait until price goes back up,
get my money out
The market was/is depressed—not the right time to sellececcauecnnaans
C(}mpany h*%u & good future——expect the stock to appreciate, holding it
'or grow
Company pays good dividends, I need them for income
I buy for investment purposes, not speculation
Just didn't get around to making a decision—need/needed AdviCOmumnnmuna
Held/am holding stock on advice of broker/bank
Didn't/don't need the money~-no reason to sell
Holding it for old age/children/rainy day.
gﬂ;sr reasons (less than B percent mentions)
ot sure.

Total
investory
(peroent)

81

27
18

12

- 1~

- -1--1- 1.1

15
18

TanLe F.—COombined table: reasons given for selling if capital pains tao had been
reduced (from 88 peroent to 18.5 percent, or from 85 percent to £5 peroent,

or 11,5 poroent)

Total
investors
" (peroent)

Stock company performing badly, money more valuable elsewhere—better

producing stock, real estate, ete.. ‘
To realive a profit, make more money. an
I always consider the tax break....
To diversity, balance out my portfolio.
To offret a capital gain or loss
I needed the money.
fitock had reached its peak, was fully priced .
Mnrlaet value of stock {s my primary consideration, tax advantage sec.

ondary
All other...... —
Not sure

TABLE G.~~COMBINED TABLE: REASONS QIVEN FOR NOT SELLING IF OAPITAL GAINS HAD BEEN REDUCED

(FROM 25 TO 12.5 PERCENT, OR FROM 38 TO 28 OR 17.5 PERCENT)

{10 porcant)
A d
el ™
Total $100,000 3’3’“ 68 and
investors of more  $100, % Under 38 85to84 85toéd over
Company stock has & good future—sex. . :
N :?ggf:‘ta:?nz:”:”:“:?d' '.'.': oow ow w 2w 2
O e B I R
A ot SO VRS TR T ¢ B 18
Company pays g00d dividends, | ‘need
"'OM or ?%m saxsegveerEosnmnes 13 2 14 (] 1 1" 28
Dec dﬁd nﬂ ofwould noluko nlo:awﬁi
'v':‘% MI;I'II price goes back up, get my \ \
g o i gy i 1 R S R B }
Didn't/don’t nesd the money—-no reason
0 90)eeeenannensn wesssuanramaasgen (] 10 8 ? 8 ] 9
Taxes aré ot & considaration with me In . s . . s

[ 8 ]
RS

;&%ﬁ“&ta'«i.'.;.'rss;a.'..'fi.r.‘maagg; :§ fj uz l§ :§ z§

ssresssssnsecnsarsunsnanae
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TABLE H.~CHANGES WOULD MAKE IN OVERALL INVESTMENT PATTERN IF CAPITAL GAINS TAX CUT IN HALF
{In percant)

A
g

Ago
Total ine  $100,000 than 65 and
3»10?: sm more '3%'0.380 Under35 35to54 85t0 65 o’m

w%uld be more active, trade, speculate,
Iversify mol

e ot R S oS
Pyt e L S T S A
ym-/dm; not  8p t‘:lmt.. revsseesen 15 " 16 18 18 13 1
1 am too smalljold/insctive Investor to
WOITY 8bOUE Hesuensananensannsassse 9 ... 10 [ N B 1 12
My decisions 876 not Inhromd' by tax
derations—have faith In" my
OB8e e zarsoeersnneseneern e 8 12 ' 5 ' 1
D1md n my f:’ofllnu {0 suppiement
me—naed dividends for expenses,
10 m:M MOoerasnrooasnssnarce [ PP, [] 1 4 7 18
Would be less actlve, tend toaid longer,
o More conservalive. ..v..o.. vavene 1 .......... 1 1 } (‘3
8| 07 (WOULD N0t CHANERD.ovevenrrvree & uneeenens ']
ther twould invest more, be more s

1v0).
of

i REREEE

2‘! th

1 Loss than 0.5 percent,

TABLE ).—~NUMBER OF STOCKS SOLD IN 1972 HELD LONGER THAN 6 MONTHS BUT LESS TH
{in percont]

djysted
“’“wm"m Age

Totalin $100000 Lasthap y
Slliny 00000 LA Underds Stose SS10E8 oy

1 I O B B
i 0 4 4 0 B 4

Tolleerennenns erennsasscnanse 100 100 100 100 100 100 100

i Less than 0.5 percent,

TABLE J—Reasons for sclling if the minimum holding period for long-term oapital
gains had been 1 yoar
Totad
investor
(peroont
Stock was performing badly, poor stock, lost faith in company, money more
valuable elsewhere.

To realize a profit, make more money 17
Too offset a capital gain—wanted to take a loss 11
1 needed the money 11
- ftock had reached its k, was fully priced . 10
A speculative stock—take my profit and get out. 9

To diversify, balance out my portfolio.
Market value of stock is my primary consideration, tax advantage sece

ondary
All others (less than 4 percent mentions)
Not sure ——

L -2 XN
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TasLe K—Reasons Jor not selling {f the mintmum holding perdod for long-term
capital gains had been 1 year

Total
{nveators
(peroent)
Waliting /would walt for a better tax break 28
TRX T OABOTIS e e et o 0 0 0 0 e 010 10 o0 0 B 0 0 0 0 0 22
Only take a capital fain when it can be offset by a ca{ﬂtal 1088ccncnna cnema 10
Will wait/would walt until price reaches what I want to get for ft....ca... 13
Couldn't afford to sell, had too large a capital gain.eeennranecace amamm——— . 18
Gompang has a good fature-—expect the stock to appreclate, holding it for
growth, would buy—not sell - wnew 13
Capital gains do not influence my investment declsloNSecccrcencnnccencans 6
All others (less than B porcent mentions) RS |
Not sure 8
TABLE L.~CHANGES WOULD MAKE IN OVERALL INVESTMENT PATTERN IF HOLDING PERIOD EXTENDEO TO | YEAR
{Percent]
Adjusted gross incoms Age
Lony
oy Yoo s100 08 UM mos soe  So
Would make no diffarence st all to me,
ke gny chinged..........
m}";’.\‘l‘.’.‘ %r"“!o’ m‘fmmmimm ) . » A 7 3 3 9
growth, not 8 speculator............. 28 k1) % 2 3 21 2
Wojle ba mare delle, Vs, dpilen, ) 2 0
Wauld b lvss scive 6 W er,
more conservalive. evevenesnese 2% 12 23 12 12 6
Do|md on m 'E?Ifkns fo lu&pfomoni
nﬂnm-m;d vidends for eXpenses,
| zn { gm;'!“ ” %iﬁiﬁ'lﬁvﬁt&rw .......... . [} 7 [} 9 17
[ T SO . 8 2 . s ’

Wy St v AR

Jr .

1 (1038 than 4 percent mentions). .

Meucuooassssnronscssennennese

G LI S .
wgrlg &v«tns. g ........ i ; , ; : gg

TABLE M.—8TOCKS OWNED IN 1072 THAT WERE NOT SOLD BUT WOULD HAVE BEEN SOLD IF LONG-TERM PERIOD
FOR CAPITAL QAINS HAD BEEN REDUCED FROM 8 TO 3 MONTHS

{Parcent}
Adjusted gross income Age
Totel $100, 000 %.m Und, 65 and
investors " or more Sloo.w % sstose ssroe over
Yos; w:o'éc'cz:""'“" . of § 3 % .; 2
o dioskas. S Reata U 1 e

&.;mE??hr'ﬁsﬁuu':wi::::::::; d 4 4 4 4 & 4

Tottleeuseneresonsvnarnranannee 100 100 100 10 100 10 100

1 Loss than 0.5 percent,
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TasLe N.—Reasons for solling stock {f the long-term oapiial pains
holding period had been reduoced to 8 months

Total
investors
(percent)
To realize a profit, make more money. 56
Stock was pertormfnz badly, poor stock, lost faith in company, money
more wvnluable elsewhere 19
I always consider the tax break 15
Stock had reached its reak—-was fully priced 1
To offset a capital gain 4
To diversify, balance out my portfolio.. 4
A speculative stock—to take my profit and get out 4
Not sure 4
TABLE 0.—~CHANGES WOULD MAKE (N OVERALL INVESTMENT PATTERN IF HOLDING PERIOD REDUCED TO 3 MONTHS
{In percont)
{
Mt g »

invenars SO0 D U asose sstess o

Would make ng differsnce at oll to me,
uldn't make an

WO DD e s ey, X ® wo @ B ¥ B
et L S L N
T nmmjuﬂmr ........... " a8 0w o w2 "
Dapend on my b IJm t6 nu.pflomoni
income—neded dividends for expenses,
retirament InCOM8..usveuesseencaese . 7 eeeen [ APTII (] 7 ]
1 am t0o AmeoI mecive  vestbr (o
WOITY 80Ut I8, vueusesuceatvapenrcne 7 cecvccones ? ] (] 7 10
My decisions are not fnhronml by iax
nsiderations~have faith in" my
olg nq .......... agtsannecsrasens ] [) L ] 2 ‘ 4 ]
w%l bo'.ounlto’t}rw.ndlobdd'ionm,
atore 0'4"35{3:::::--:: 1........!. ‘ ;........‘. ! ‘ ‘
of {wou rmmnri.. ccerasene . ‘
o Cwould lnvest em).....22.ococool i ; ! i).........
0L BUT0. s erenseesnnnssnonnnrenes ol I i 0 3

vy
A

1 Lovs than 0.8 peroent,
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TABLE P~CHANGES WOULD MAKE IN OVERALL INVESTMENT PATTERN WITH SLIDING SCALE FOR CAPITAL
GAINS TAX AND HOLDING PERIOD .

{in percent]

Ad]m grm

Total $100,000 Lessthan  Under 5
Invectors .‘ot m%?g 3.1'30,%0 ""%s 351054 S3to6d 6 :codr

Age

My plans sre tor long term investmaent,

h, not a speculator; scale changes
B sgcantonouth, oo ® w2 0w 0w on 2
1 am too sms (old nactive Investor i
woudbe s aclie Gd bk, D 2 0808
D MOr8 cONSOIVAlIVELer.eveeernrss . 18 tH] V) ® 0 " V)
Depend on my holdings’ (g ouolplomont
Income--nedd dividends for expenses,
retiroment INCOM.vuesveeruperseasee 1”7 20 17 2 18 " 9
Would make no différence st ali (o me;
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§ Loss than 0.8 percent,

Senator BenmeeN, Our next witness this morning is Mr., John C.
Whitehead, who is chairman of the Securitics Industry Associntion.

Mr. Whitehead, we are pleased to have you,

We will try to complete your testimony this morning, so if you
can hold your testimony down to 80 minutes, we would appreciate it.

STATEMENRT OF JOHN 0, WHITEHEAD, OHAIRMAN, GOVERNING
COUNCIL, SECURITIES INDUSTRY ASSOCIATION, ACOOMPANIED
BY LEONK T. KENDALL, PRESIDENT, SECURITIES INDUSTRY
ASSOCIATION '

Mr, Warreneap, Thank you, Mr, Chairman.

My name is John C. Whitehead, and I am chairman of the Gov-
erning Council of the Securities Industry Association, In m pro-
fessional capacity I am a partner of Goldman, Sachs & Co. Accom-
;mnying me today and sharing in the presentation of this statement

8 Leon T, Kendall, president of SIA ‘and a professional cconomist.

‘We appear before you to present our views on S, 2787 and S, 2842,
We have presented to you the full text of our statement. and ask that
it be incorf)orated into the record of these hearings and we will now
presont this brief summary of our views,

The Securities Industry Association is the trade association of the
investment bankers and securities dealers of our country. Our mem-
bers function to raise the capital needed by our business corporations
and governmental units and to service the Nation’s investment needs
of the more than 80 million individuals and institutions who own the
securities of American business,

The bills that are before you today recognize the urgent need
of providing positive incentives to the Nation’s stockholders to invest
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the capital necessary to meet our country’s energy needs, to achieve
our environmental goals, and to create new jobs for our citizens.
The principles they embody should be swiftly enacted.

These bills recognize that the present capital gains tax is now
acting as a serious deterrent to individual investment. They recog-
nize that the incentives adequate for the 1950’s and the 1960’s are
no longer adequate for the decade of the 1970's with its capital
shortages and greater risks. The evidence is overwhelming.

First, securities values have failed to keep pace with the country’s
growth., Most of our national economic statistics are at all-time
peaks yet stock prices are lower today than in 1968,

Second, the number of individual stockholders, after growing
steadily for many years, has peaked out and is now declining.

Third, for several years now individuals have been selling stocks
on_balance with the proceeds flowing into savings institutions.

Fourth, individual investors have also been liguidat.ing their in-
vestments in mutual funds. After an uninterrupted period of growth
for many years, redemptions of mutual funds exceeded purchases by
a total of some $3 billion in 1972 and 1973,

Fifth, individuals, who a few years algo accounted for more than
half of all trading activity on the New York Stock Exchange, today
account for only a quarter of all activity.

Institutions, most of whom pay no capital gains taxes on their
transactions, have come to dominate our markets,

Sixth, new issues of equity securities have become very difficult to
sell, The number of new stock issues sold in 1978 was down precipi-
tously from 1972, and it would appear now that, in spite of the tremen-
dous need for capital, new equity issues in the first quarter of 1974
may be at their lowest level in g decade.

hese bills recognize that the capital gains tax, particularly since it
was increased in 1969 from a maximum rate of 28 percent to the current
maximum rate of 3614 percent, has been a factor in reducing the flow
. of savings into equities. They recognize that the time has come for
Congress to provide new incentives for equity investment in order not
gnly to preserve but also to enlarge the broad ownership of American
usiness. .

Their passage would serve to create a counterbalance to the con-
centration of power of a small number of giant institutional in-
vestors over our securities markets and over our industrial corporations.
They recognize the need to provide fresh capital to meet our country’s
Eroblems. he issue is not a matter of closing a loophole which bene-

ts the wealthy. The issue is rather to preserve and reinvigorate the
very essence of our free enterprise society, to encourage risk taking
by as many Americans as are willing to make investments in their own
and our Nation’s future.

Turning now to the individual provisions of the bill, we endorse
the concept of a graduated sliding scale on long term capital gains, The
present system of taxin ins on assets held for 5, 10, or 20 years
at the same rates as those held for 8 months is neither logical, equitable,
nor wise from a Federal revenue standpoint. The sliding scale con-
cept recognizes that a large part of past gains are nominal, not real,
since they have been the result of inflation.
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It also recognizes the importance of unlocking the huge amounts
of locked-in gains of those investors fortunate enough to have taken
risks in corporate America in the 1950’s and 1960’s and who are now
reluctant to sell and reinvest in more productive assets because of the
high tax that would be payable on the fruits of their investment.

inally, it recognizes that substantial additional revenues are likely
to flow to the Treasury as a result of the unlocking process.

As between the two bills, we are inclined to feel that the 5-year
stepdown system proposed in S. 2787 is preferable to the year-by-year
stepdowns 1n S. 2842, since the 5-year intervals will produce a lesser
yearend lock-in effect. We believe that investment decisions should be
as little inhibited by tax considerations as possible,

Senator BEnTsEN. Let me ask you about that, if I may interrupt.

I was interested in the two approaches, too, but finally opted in the
direction of having a minimal increasing effect, year by year, thinking
that surely someone would not be foolish enough to wait 1 year to take
udvantn,fe of a very minimal drop. However, if they got out to the
8d and 4th year they might wait for. the full 5 years to get a major
drop in the tax.

r. WHITEHEAD, I think a logical case can be made for either system,
There is what might be called a secondary lock-in effect as these step-
downs occur. Regardless of the length of the holding period, we feel
there is a tendency, as the now stepdown date approaches, whenever it
comes along, for a stockholder to hold back on his sale for a few
months, But we feel that if he hasto look ahead 5 years before a further
step-down comes that he is not likely to let that tax saving affect his
investment decision,

Senator BENTseN. Suppose 8 years have passed ¢ . .

Mr, Warreneap. If more than 4 years have passed it begins to be
significant. But there would be at least a 8- or 4-year period where
it would not be consequential in his decision, whereas the year to year
stopdown might result in his being constantly aware of the change, and
it might hold him back, But I think it is a relatively minor point, I ,
think a case can be made for either side,

We welcome and endorse the g)rovislons for more equitable treat-
ment of capital losses, The carryback and carryforward provisions of
S. 2842 will provide individuals with the same type of treatment that
the law now provides for corporations. It is indeed time to raise the
$1,000 offset of losses against ordinary income, hopefully to $5,000, but
certainly to $4,000, . . .

We must oppose and strongly urge reconsideration of the provision
of S. 2842 which grovides for a gradual extension of the long-term
capital gains holding period from 6 to 12 months. In our con-
sidered judgment, this change, which runs counter to the interests
of the stockholders, liquidity of markets, and incentives to initial new
investment by potential stockholders, would undo much, if not all,
of the benefits achieved by the other provisions of the bill.

The sliding scale concept will encourage an investor at the appro-

riate time from an investment standpoint to sell his present securitics.

ut this is not enough. The circle must be closed. He must also be en-
couraged to reinvest the proceeds in other equities. If the tax law merely
encourages an investor to sell his present investments and put the
prﬁgeegs into a savings account, your objectives will not have been
achieved. '
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A longer initial capital gains holding period is a serious deterrent
to reinvestment. A typical investor when he makes a new investment in
securities expects ancf hopes to achieve a good portion of the gain in
the carly months of his investment. Many would simply not make
that investment if the tax law locked him in with an ordinary income
tax of up to 70 percent of his gain if he sold within a year. Many would
feel that the cards were simply stacked too heavily against him,

Furthermore, our markets today, dominated as they are by large
institutional investors, desperately need more than ever before the
added liquidity which short-term traders bring to markets, A 12-month
cnpiltal gains period would clearly discourage that kind of liquid
trading,

Finall vs we believe that such a change will result in substantial but
indeterminate loss of revenue to the Government. In this respect we
believe that the provisions of S. 2787, which provide for the inclusion
in gross income of 100 percent of any gain 1f the asset was held for
up to 90 days but inclusion of 50 percent of the gain if the asset was
held for more than 90 days but less than a year, 1s clearly preferable.
Such q provision, taken together with liberalized loss treatment, would
traly provide a positive incentive to reinvestment of the proceeds of
unlocked gains in equity securities, would encourage the muoh-needed
inflow of new capital into equities and would increase Federal revenues.

A number of other possible incentives, which would clearly benefit
the 30 million stockholders of America and enhance the agility of
businegss and Government to raise new capital, have not been included
in either bill, but deserve serious consideration and would have our
?trong endorsement. Several of these are worthy of mention briefly

lere:

(1) S*)ecinl considoration for asset-holders reaching retirement age,
permitting them a one-time rollover of their assets without incurring
tax liability,

(2) A $1,000 capital gains tax exclusion per year when gains do
not exceed 25 percent of earned income.

(8) Deductibility of brokerage commissions on stock transactions
as iInvestment expenses,

; (4) A lifetime exemption for the first $50,000 of capital gains income.
ncome,

We will now turn briefly to the sections of S. 2842 which deal with
the institutional investor. We have testified previously before this sub-
committee regarding the impact of institutional investors on our
securities markets. We continue to share your deep concern over the
tendency of large institutions to concentrate their holdings in a
relatively few securities, We believe this tendency has'had an adverse
effect on market li(liliclity, has resulted in many smaller and less
popular companies being denied access to equity capital, and has
alerted us to the problems of increasing institutional dominance over
the markets and over the companies they invest in.

S. 2842 ig a timely legislative recognition and a reasonable attempt
to deal with the implications of this trend. We note that the limita-
tions it imposes apf)ly only to pension trust assets., We would think
the limitations, if tho bill's objectives are to be fully achieved, might
better apply to all assets over which the pension trust manager has
total or partial discretionary investment authority.

201467416
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We also note that divestiture is not required if aplireqiation in the
price of the shares is the cause of the violation of the limit. We would
think this exception should be modified. The problems of concentra-
tion of ownership exist regardless of whether they came about through
purchase or appreciation. In our view, these two provisions as they
now stand could limit the bill’s potential full effectiveness. Even so,
we would favor its passage as a positive indication of Congress’ grow-
ing awareness and concern over the increasing dominance of the large
institutions in our free entergrise society. L . i

We recognize that the subcommittee is handicapped in its analysis
by a lack of hard information. We know that institutional holdmge
and activity have increased dramatically in the past few years to the
point where they now dominate the marketplace. .

But except for the fow that choose to do so voluntarily, banks,
foundations, endowment and employee benefit funds and many insur-
ance companies do not provide information on -their holdings or
trading activities to the public or to any government agency. Public
reporting should be required of all sizable institutional investors to
permit the exercise of appropriate regulatory oversight, to honor the
principle of full disclosure and to provide a basis on which to base
meaningful responses to many of the vital questions posed by this
subcommittee. We believe that action should be taken now to provide
for such disclosure. '

We certainly appreciate the opportunity to appear before this sub-
committee today. Our testimony, however, would not be complete
without acknowledging your efforts, Senator Bentsen, to focus con-
gressional attention on the adverse impact existing capital gains tax
Kolicies and concentrated e%ulties ownership by large institutions are

aving on the 80 million individual shareholders in this country, We
earnestly urfe you to continue your leadership to remedy these new
and very real problems of the 1970, :

We will be pleased to answer any questions ﬁu might have,

Senator BentseN. Thank you very much, Mr. Whitehead, for your
comments, They are helpful to us.

. We had some testimony yesterday to the effect that if we had this
kind of holding limitations on bank trust departments, institutions
might be forced into other types of investments—fixed securities rather
than equities. Well, if you have a 5-percent limitation on the amount of
assets that can go into one stock, I guess that means in this fellow’s
mind that he must limit his investments to 20 stocks.

How many stocks are in the New York Stock Exchange{

Mr, WarrenEeap, I think there are about 1,600 on the New York
Stock Exchange.

Senator BenTseN. How about on the American Exchange{

Mr. WaTEHEAD. Another 1,000 on the American Stock Exchange,
and some 6,000 or 7,000 in the over-the-counter market.

Senator BentseN. Well, if this is really so inhibiting, and you only

have 20 that meet the investment standards, the markets are really in
pretty tough shape, are they not {
. Mr. Warrenean. It certainly seems to me that there are & number of
mvels:txtnsants for large institutions to invest in within the equity
markets. ,

Senator BENTSEN. Do you really think those limitations in my bill

s

are so onerous and so inhibiting to an investment manager$



239

Mr. Wuirenea. No, sir. I think they are very mild. I think they
are an important symbol of Congress’ concern. But I do not believe
they would have very important practical effects on the investment
policies of the institutions,

Senator Bentsen. Well, I guess you heard me say this morning,
I think one of the very major problems facing this Nation is goin,
to be providing new capital for growth of industry in this country, an
that 13 why I think it is important that we take steps to try to en-
courage a free market and growth of the market.

Well, you have been very helpful, and I appreciate your testimony
and your contribution to us. We will be calling on you for additional
information as we go along.

b I:'Ir. Whitehead, thank you very much. We appreciate your contri-
ution,

Mr, Warreneap, Thank you very much, Senator.

Mr, Whitehead’s prepared statement, an articlo submitted, and Mr.
Whitehead’s response to a question submitted to him follow. Hearing
continues on p. 257.) -

STATEMENT OF THE SEOURITIES INDUSTRY ASBOOIATION, PRESENTED BY Joux C,
WHITEHEAD, CHAIRMAN, GOVERNING COUNOIL, AND LEON T, KENDALL, PRESIDENT

Mr, Chairman, my name is John C. Whitehead and I am Chairman of the
Governing Council of the Securitles Industry Assoclation, In my professional
affiliation I am a partner of Goldman, Sachs & Company, Accompanying me
todn{. and sharing in the presentation of this statement is Leon T. Kendall,
president of SIA and also a professional economist, .

We appear before you to present our views on 8, 2787, an Act to provide a
graduated capital gains tax, and 8, 2842, the Stockholders Investment Act of
1974, We appear to urge a program of new incentives in the taxation of capital
galns on behalf of our member organizations (firms who do over 00% of
the securities business of this nation), and the over 80 million direct investors
our members serve as clients. These investors span the full range of the people
of this nation, The median annual income of shareowners in 1870 was $18,600
and the largest single group (30%) were in the $10,000 to $15,000 category.
Almost 19 million shareowners had stock portfollos worth less than $10,000
and they lived in just about every part of the nation, Interestingly, between 1068
and 1070 the southern states led the nation in the percentage increase in
shareowners. People living south of the Mason-Dixon Line and in the states
stretching from Florida to Texas accounted for 77% of the increase in share-
ownership since 1965, California 18 the top state in number of shareowners,
having 8.8 million, followed by New York and Illinois, (These data are all from
the 1070 NYSE Census of Shareowners,)

One further point, capital gains taxation per se is not important to secu.
rities firms themselves. The income earned by our firms in their trading and
marketmaking activity is short-term ordinary income and taxed as such, We
do not as organizations benefit directly from capital gains rates. We are, of
course, indirectly affected by the tax policies established by your Committee. We
gpenk to you not about our own tax problems but about our concern for the
problems of our investor constituents, our clients, and the economic health of
the nation. We also come to express our concern over the ability and willingness of

~ Americans to supply the financial fuel to keep this enterprise economy progressing
in a world beset by shortages of energy, food stufts, chemicals, paper and a host
of other vital goods.

Thus, our constituency is both broad and clear. We see no confllet between
the small investor and the big investor and the noninvestor, In fact, we shall
demonstrate there 18 none., All have a stake in the successful operation of #ha
capital formation process,

A TRANSFER TAX ON OAPITAL
The capital gains tax is essentially a transactions tax on the transfer of

capital. Obviously, the higher the tax, the lower the turnover, High transfer taxes
must inevitably lock-in or immobilize substantial blocks of capital in the form
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- of common stock, real estate, farm land and other equities. Capital that is locked
into unsuitable investments and is unable or unwilling to move to where
it ix needed frustrates the economic well-being of this nation. And to the extent
that holders of capital decide to buy or sell on the basis of considerations of
taxation rather than economlics, the capital evaluation process and the allo.
cation of productive resources become distorted, Moreover, the growth of
Anvestment is inhibited and standards of living are endangered.

It is not an acecident that few countries tax long-term capital gains and,
when they do, it i usually at low rates. I belleve our country is ill-served by
thix type of tax. This is particularly true today. With the massive needs for
capital, ceonomists predict over the next few years a transfer tax on ecapital
could become especinlly onerous. As Senator Lloyd Bentsen said on the Flonr
of the Senate in.expressing concern over the decline in stockholders, “These trends
wre having an adverse impact on the level of competition in our economy, and
also on the ability of our economy to create new jobs and to provide the vast
amounts of capital needed to meet such pressing challenges as our cnergy crisis,”

The ixuwe ig particularly relevant to the viabllity of our xecurities markets.
Our stock exchanges and over-the-counter markets are not, as many would like
us to heleve, a minor appendage to our economy with some of the characteristics
of a Las Vegas casino. On the contrary, values which are struck on these ex-
changes, hour after hour and day after day, are critically instrumental in allo.
cating the real resources of our economy to these uses most important to the
American people. When priorvities change, it 1s vital that we have a fair and
fmpartinl measnring instrament, a pricing system on corporate effort.

Thexe valunations, which are reflocted in stock prices, govern the continuously
shifting structure of facilities which produce the millions of different products
and gervices turned out by the American economy. The continuous flow of goods
and services in the private sector I8 determined by Investors’ judgments on the
long-term profit outlook for particular products and services. This judgment in
furn derives from ever-changing consumer preferences as manifested In the
demand for nutomobiles, appliances, TV, ote,

For example, when demand for particular goods and services declines, the
result {8 declining profits for their producers, lower stock values and hence lower
incentives to invest in new plants and equipment, It {8 not the immediate profit
pleture that affects such investments (which have a life of twenty yenrs or more)
but rather the long-term profit outlook, But it is this outlook which governs stock
prices and hence is instrumental 4n determining the areas of greatest input of
new production facilities. During the past decade, for example, the exceptionally
high stock market values posted for computer companies engendored a growth
rate for the industry far in excess of what would have developed were there no
organized stock exchanges. This {8 a clear instance of how evolving consnmer
preforences through the .complex workings of both our product and stock markets
allocate capital, The ofl erisis with {ts higher multiples on energy stocks {8 an.
other cage {1 point,

It often appears that the stock price of a company seems to move up and down
In the short-run for no discernible reason, But if we average out the uncertainties,
the misinformation and the irrational, which tend to be substantinlly offsetting,
%0 long as markets are fair, the trend values of stock prices do in fact repre-
sent the best judgments of the discounted profit-producing potential of the com-
pany: that is, the profit-making potential of its physicnl assets, its marketing
orgnnization and its management, Relative stock prices have an unquestionably
dominant role in the alloeation of capital in the private sector of our economy.
They dictate success or fallure; they dictate economie life or death,

In order to achieve the most efficient continuous evaluation of stock prices, and
hence the values of our existing productive assets, sccurities markets require
NHquidity. The markets function most efficlently when transaction volume is
heavy. This requires that owners of stock be willing to sell when they judge a
price is too high on economie grounds. Similarly. there should be no impediment
fo the purchase of stocks when prices are considered too low. Markets should
function like n glant erasssectional, representative public opiufon poll.

Impediments to the efficiency of our securities markets are more costly to our
economie welfare than is generally recognized. The enrrent capital gainw tax, I
believe, harn clearly decreased partieipation by individual investors and reduced
lquidity of our stock markets. This fact combined with the concentrated buying
and selling power of institutional investors concerns us grently.
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In my judgment, markets would function far more efficlently without such a
transfer tax, and it is particularly fimportant in the years immediately ahead
that the efficlency of our markets improve. Great new burdens have been plnced
on the evaluation process by the need to reorganize physical resources to meet
the shortages and needs for new capacity in basic industries like energy, chem-
icals and paper, which suddenly abound. Moreover, every analysis of corporate
financing requirements over the next decade points to a substantial increase
compuared with the past ten years, in the need for new equity -capital. Efficlent
stock mmarkets are required to facilitate such financing.

But even on revenue grounds, there is documentation that the current eapital
gains tax 18 too high, A lower rate would free a large block of eapital assets which
are currently locked in and thereby increase rather than decrease federal
revenues,

Accordingly, we gupport the objectives of 8. 2787 and. 8, 2842 in thelr quest to
enconrage capital risk-taking by both existing and prospectlve investors, They
would give greater liquidity and flutdity to the nation’s stock of wenlth and
“turn in on” again to work for the people and to solve our new national needs,
In the same vein, we believe that the proposals advanced by Senator Bentsen to
diffuse the concentrated power of institutional investors will also serve to correct
imbalances in today’s market mid make them more efficient measaring rods for
corporate effort, Just as a “Prudent Man Rule” was adopted as a canon ot sound
financial investing for the public fuvestment institutions of earlier times, so too
in the 1970's, the era that snw the emergence of the pension fund as the dominant
institutional investor, a “Irudent Institution Rule” is very much fu order. We
view Senator Bentsen's self-policing proposal as an ingenifous, modern equivalent
of the prudent man rule and compliment him for it, We will return to the specifies
of the Bentsen and Fannin bills shortly.

i

CAPITAL MARKETS | A TROUBLED AREA

One of the most unique assets of the United States 18 its system of capital
markets. Working through a dellcately meshed combination of Investment bank-
ers, brokerage firms, stock exchanges and institutional investors, the Amerlcan
eople have demonstrated a tremendous capacity to generate the savings and
nvestment dollars necessary to fuel this economy, to provide new jobs for its
youth, and to finance the needs of its people and governments, Capital is a
valuable and searce resource—one that I8 just as important but, at times, less
understood than other resources—Iand and natural resonrces, labor and manage-
ment. Capital must be mobile, that is, be in the right places at the right time, It
must be efficient, that {8, produce as much as it ean at as little cost. In an enters
prigke cconomy it must he available in ready supply at a fair price. In addition, as
we expand the mobility and fluldity of our natlon’s financlal wealth we also
enlarge the tax base of this natlon. Holders of capital, along with present tncome
earners, need incentives to forego spending now and take on the risk of Investing
if growth ix to occur, i

There are disturbing signs that the savings and investment capital of this nation
i3 not doing the job it can, shonld and must do for the American people if our
economy 18 to progress and provide more jobs and opportunities for our people
and a larger tax bhase for our government, The willlngness of Amerieans to take
risk s atrophying at the snme time that the risk of investing is increasing. Many
older investors are locked in and will not turn over thelr savings. Others are
seeking safe rather than venturesome investments, With the aid of a serles of

“charts and graphs we will try to demonstrate the nccuracy of these stntements,

Chart 1. Securities values have falled to keep pace with the growth of this
nation, The GNP Is up, personal income is up, personal savings is at an all-time
record. Yet, the Dow Jones average, representing our largest and most widely
held companies (firms that in the aggregate have almost 10 million stockholders
of record) is lower today than in 1068, Our investment banking members tell
us job-creating new ssues are harder to sell, Even companies as big and basie as
AT&T express concern over the cost and supply of new funds,
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CHART 1
The Economy and Stock Prices
1968- 1973
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Chart 2 shows that savings deposits have been the winner of late, while direct
investment in securities has been avoided. In fact, during 1971, 1972 and 1078,
people actually liquidated risk assets—they sold thelr stocks, Were it not for
purchases by individuals of bond funds and govemment savings bonds, the direct

investment figure shown on the chart would be below the zero line in all three
years,
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. There i8 disturbing evidence in the fact that the number of individual share-
holders in the nation today has not only peaked out, but has declined. Surveys
conducted by the Louls Harris polling organization and by Opinion Research
Corporation indicate that after a decade én' more of steady growth, fewer house-
holds respond afiirmatively when asked if they own stocks, The New York Stock

change reports that in 1978 there were 800,000 fewer shareholders than in 1972,
the first decline in shareholders since such data have been collected. We fear
the 1974 survey will show another such decline.

CHART 2 .
Savings Deposits vs.
Direct Investments
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Ohart 8 shows the trend of small orders, or odd-lots, The typical odd-lot purchase
or sale involves $1,400. The bars at the bottom of the chart show that such orders
have declined from 219 of total NYSE volume in 1960 to a modern-era low, per-
The upper portion indicates that small

investors have on balance sold more odd lots than they purchased each year

haps an all-time low, of 4.8% in 1978.

since 1066,
CHART 3
Odd Lot Transactions
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Chart 4 shows individual investors are not buying mutual funds either, After
purchasing funds vigorously throughout the 1860's and for a generation before
that, mutual fund holders have redeemed more shares than they purchased for
eight straight quarters and 11 out of the last 12 quarters on a net basls. In 1972,
mutual fund shareholders liquidated $1.7 billion of their holdings. In 1973, liqui-
dations totaled $1.3 billlon. These are but a few of the signs that the individual
investor is no longer willing to take the risks necessary to make this economy
progress. We believe one of the reasons for this is that incentives which once were
sufficlently attractive to encourage Amerleans to take risks are not longer strong
enough to do the job, .

Let me offer a stmple example. Take a man who has $10,000 and puts it into a
savings certificate, He can get a return of 7.00%, or $700 a year and he'll get his
Insured safe $10,000 back. Now take the same man and ask him to put his $10,000
into a risk nsset—common stocks. I'ypleally, he is likely to get a dividend of
closer to 8% or §300, and is asked to run the risk that his $10, when he wants
1t back might be $0,000, $8,000 or $7,000, as well as $11,000 or $12,000, To encourage
n saver to take such a risk we need to give him a positive incentive—a stronger
Incentlve than a few years ago, If he risks his hard-earned, already taxed mone
to help thig economy create new jobs and grow, then we should recognize that such
tax incentives are indeed a sound national investment as well.
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Ohart 5. One factor making it difficult to sell the broad range of new securities
to investors over the past 5 to 7 years has been the institutionalization of our
securities markets. Large banks, insurance companies, pension funds, mutual
funds, and the llke, now account for an estimated 78% of public trading
on the NYSB.

Individuals who, as the chart shows, were in the majority as recently as 1966,
today account for only around 259% of trading., The bulk of the institutions
pay no taxes or pay taxes at rates lower than individuals, In many institutionally
managed accounts, buy and sell decisions are made without regard for short-
term or long-term tax consequences. These institutions, typically, do not buy
the new job and new tax-base creating issues of the expanding smaller companies,
They also avold “unglamorous” investment groups like public utilities, The de-
cline of the individual investor is damaging the liquidity of our markets =4 the
ability of small companies and larger “unpopular” companies to raise money.

CHART 5
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Chart 8. In the first three years of the 1970's the securities industry raised over
$300 billion in new capital for business and governments, The year 1978, however,
was unique in investment banking history. Typically, a year with the industrial
exuberance of 1978 and spreading capacity shortages would produce a multitude
of fnuvestment banking opportunities. The opposite proved true. The number of
debt and equity issues in the entire year, 728, was down 60% from 1972, and
in dollars, corporate financing volume was off 409%.
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Chart 6 shown the extent of the decline, The numher of new issues indicated
by the bars at the bottom reached a low of 150 in the second quurter ot 1973, com-
pared with over 600 in the second quarter of 1072, The downtrend in the dollar
value line says to us that at just the time when American business should have
been expanding capacity to avold the shortages that were emorging it could not
beeause the markets would not allow it. Wo are saddled with shortages today in
good part because people did not invest and take risks yesterday. They did not do
it because the incentives to take risks were not there,

Looking ahead, the great new challenges in developing new energy reserves,
oll, natural gas and atomic power, of financing the housing necds of American
families, of preserving the ecological balance, of financing transit systems and
other urban services in these difficult times of high interest rates will take more,
not less, caplital from more and not fewer people, The only group with a pool of
monles enormous to meet the nation’s requirements {s the great mass of American
households, Yet, the demand for more eapital and for more diverse types of eapltal
is encountering less willingness to take risks and a desire to preserve assets,

CAPITAL GAINS TAX ! A TAX ON PROGRESS

We view the eapital gains tax as a tax on progress, Durlng the 1060s and par-
tieularly after 1969, incentives offered individual Amerieans through the capital
galns tax became insufficient to attract them to Investing, I'he ravages of Inflntion,
the ups and downs of the markets, the alternative of high return seeure savings
deporits, nll prompted investors to look elsewhere. 1f these trends continne, thig
country wilt simply not have tha capital to overcome the shortages we face and
to finnnce the expansion we seek, We must both make up for lost thue and prepave
for the future,

If thesge trends continue. where will the money come from to provide new plant
facilities and new jobs in an expanding economy? The time has come when
Congress must provide new incentives for equity investment to preserve the
broad ownership of Amelrenn business and to avold the concentration of power
im'er our industrial capacity in the hands of a small number of giant nstitutional
NVestors,

The question of the capital gaing tax is not a matter of “cloging a loophote™
which henefits only the wealthy, The issue is preserving the very eszence of our
free enterprize soclety, enconraging risk-taking nand providing Incentives to
enconrage personal and financlal growth for the benefit of all Amerlen, Amerlea’s |
wenlth cannot grow unless the personal wealth of families grows, too, )

CAPITAT, GAINS TAX ! A TAX ON INFLATION, NOT REAL GAINS

Asa result of Inflation much of past gatns are nominal, not veal, 1s it equitable
to tax a gain which is the result of inflation, particiiarly when such gnins are
Jumped and considered for tax purpnses only in the yenr when that gain i«
realized? We think not, For example, if an investor bought $1,000 worth of stock
1n 1062 and «old tt for £1,.300 in 1073, there would be no renl gain, The gnin wonld
cofnelde with 10 years of inflation and the tax wonld be a levy on inflation rather
fhan on real gaing, Some have termed inflation the eruelest tax of all, A capital
gains tnx which fully taxes inflation is doubly cruel.

The system of eapital gaing taxation shonld recognize the degres to which
{nflation has heen responsible for the nominal dollar gain recorded on a eapital
fnvestment over the past several deendes, The tahle shows the effect of inflation
on £100 invested in securities at different times in the past.

VALYE OF $100 INVESTMENT AFTER INFLATION ADJUSTMENT SELECTED YEARS, 1047 TO 1972

Real volue Inflation Percent

Year of $100 loss (percent) per year
197-72. 00 iieeiiiinnen e ieas eenssemsnsassiniennsaneanseans $80, 60 19,4 3.9
1962-72 eeieennienennanciecronaen . 72.80 2.2 2.7
19587-12,, £7.00 330 2.2
1952-72 60.00 4,0 2.0
1987-72....  ceimemneaniaceanas . 51,30 48,7 1.9

Note: Price index: GNP defiator,
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Furthermore, a system of capital gains taxation equitable for a period of
20, to 8% per year infintion, is decidedly inappropriate for a period of 4%
to 89 per year inflation. (The 1973 rate was 8.8% as measured by the consumer

price index.)
Conslder the effects of a 4% and a 6% inflation rate on the nominal growth

of capital if it continues for five and ten years:

Assumed
inflation Value of
per yesr Inflation  $100in 1972
(percent) loss (percent) dollars
127 i 4 12.8 $82.19
l:12»82 ) f 332 Z’gg
.......................................................... : 24 -9

If the 1973 rate of inflation were to continue for the next five years a full
84.4% of any nominal gain would be fllusory and totally attributable to inflation,
1f it continues for 10 years, a gain of 67% would be nothing more than inflation,

UNLOCKING THE LOCKED-IN GENERATION

There I8 a second fmportant reason why consideration should he given to
revising the system under which long termm capital gaing are taxed. That is
the locked-in effect. At no time in our history has the locked-in effect heen more
severe than it is today, The reaxons are inflation and the vigorous growth of
this nation over the last several decades,

There 18 mounting evidence that we have spawned a whole generation of indl-
vidunls who are reluctant to sell or cannot afford to sell their security holdings
because of the capitul gains tax, These are individuals who purchased risk shares
vesterday in today's growth giants, such as Sears Roebuck, Xerox, IBM, and
80 many other successful American corporations, They now are unwilling to
sell their holdings as a consequence of the tax, Because these individuals will
not sell, even though they may be inclined to do so, this eapital becomes sterile,
Unless and until these gaing are unlocked, the government gets no revenue and
these funds are unavailable for reinvestment in areas of new natlonal need.

A PROGRAM TO ENCOURAGE CAPITAL INVESTMENT

It {8 our conviction that the encouragement of rxik-taking is a vital first step
if our capital markets and our free enterprise systemn are to meet their responsi-
bilities to the American people. Based on this conviction, we recommend the
following steps :

I. A graduated 8liding scale on long-term capital gains

We belleve the present system of taxing gaing in assets held for 20 years at
the same rate as those held for six months is neither logical, equitable, nor
wise from a federal revenue view. New positive incentives should be added to
the capital gaing tax system to unfock these locked-in dollars. This can e done
by introducting the concept of a sliding scale into long term capital gains. By
reducting the amount of gain to be included in taxable income as the length of
time an asset is held increases, positive incentives can be given to shareholders
to unlock long held assets. A scale of the type we advocute is set forth below.
It coincides with the scale incorporated in 8, 2787 and after Year 1, the percent
inclusion declines on a flve year step rate basis.

Although 8. 2842 adopts the principle of a graduated rate, it does s0 on a
year-by-year basis and at a slightly slower pace. We favor the flve year step
down because we believe that the year b{-year step down runs the risk of intro-
dueing a new (albeit less onerous) lock-in to the taxation of capital gains—
investors may in the final months of a year elect to wait for the next year to
reduce by another 29 their taxable galn, While this tendency to delay a sale
might also apply to the five year step-down, it would only apply in the final
months of each five-year period.
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PROPOSED LONG TERM CAPITAL GAINS GRADUATED SCALE

Effective maximum
tax rate d

Percent

Holding perlod inclusion (percent)
100 70.0

50 35.0

40 21. 0

30 21.0

2 i

10 7.0

Jn;oe::’ not give effect to State and local income taxes, minimum tax on tax preferences or maximum tax on earned

Who would benefit from this approach? First, it would benefit the economy by
{ncreasing capital flows, Second, it would benefit government finances by adding
new tax revenues, Third, it would benefit itndividual taxpayers—most of all,
older citizens. And, fourth, it would improve the liquidity of our markets,

Revenue Benefits of Unlocked Gains.—In these days of federal budget strin-
gency, a liberalization of capital gains tax treatment offers this Congress a unique
opportunity to increase tax receipts and at the same time help to regenerate the
national wealth, For every billion dollars of gain unlocked, as much as $200
million in new tax revenues might be gained. Tax Analyst Nelson McClung, while
a U.8, Treasury analyst in 1966, estimated that there were $288 billion of unreal-
ized capital gain in equities and that 0% of these assets had been held for more
than 7 years. (Martin J. Bafley in an earlfer study put the figure at $558 billion.)
Unlocking even one-half the dollars noted by MeClung's research and taxing
them at, say, a 20% rate would produce over $20 billion in revenues for the govern-
ment that it is unlikely to otherwise receive. Furthermore, there are likely to be
even greater tax gains from locked-in real estate hoildings, mineral resources
and other forms of wealth.

Benefits for the Blderly~Estimates prepared by the Research Department of
the New York S8tock Exchange based on Treasury data and trading information
show that on a dollar value basis over one-third of equities held by individuals
are owned by persons 65 years of age and older, These individuals, 63 and over,
trade only modestly. They hold 83% of all individually owned equities, yet ac-
count for only 14% of the trading activity. They cannot now afford to sell. Yet,
these are precisely the people who should =ell to help not only the economy but
algo themselves., Consider this example: Take a peusioner who has accumulated

uities through the profit sharing plan of Sears, Roebuck & Company. As Arthur
Wood, president of Sears, testified in 1069, a typical longterm employee on retire-
ment is likely to have a pool of Sears stock worth $100,000. The yearly dividend
yield on that stock today is less than 2%, or $2,000 a year. If that pensioner
could sell those securities and diversify his holdings, as he should, and pur-
chase corporate and other bonds vielding 7% or more, he could increase his in-
come to over $7,000 a year (and pay more taxes, too). Yet, he will not sell be-
cause of the capital gains tax.

The same problem faces a farmer, rancher or proprletor of a grocery store
who labored over a lifetime to build up his business. We do not pretend to be ex-
perts in grocery economics, but a man who took a $10,000 stake 20 years ago and
built it into a $100,000 operation has a very difficult decision to face at around
age 65, He'd like to realize what he developed and retire, but because of the tax
situation, he cannot afford it.

We offer a very specific suggestion here: We recommend that the tax code be
amended to permit individuals upon attaining the age of 65 to roll-over one
time any assets that qualify for long term capital gains tax treatment without
incurring any tax lability. This procedure would permit retiring individuals to
re-order assgets they have accumulated in a manner best for their new circum-
stances, 1t would free or mobilize assets, and it would help the elderly without
costing the government any revenues,

., The problem of lock-in is not a problem of the elderly alone, The NYSE Share-
owner Survey of 1970 indicated that of the 21.5 million direct individual investors
making $20,000 or less, more than half made no transactions in 1969 and 1970,
and 20%—over 6 million—had no purchases or sales for 3 years or more. Since
1970 all signs indicate that turn-over has been reduced further. Investment ad;
vigsers counsel a continuous review of asset holdlngs. A regular review and
shifting of such investment would be in the interest of both the investor and the
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n?tion. We need nssets working in the right places, not hibernating in the wrong
places, .

Throughout this discussion of unlocking assets, we have assumed that any
gains realized would be reinvested. Now we hasten to point out that this will
not be 8o unless positive reinvestment incentives are provided. That is why we
propose a redesign of the holding period and more equitable treatment of capital
losses. The circle must be closed or the pool of risk capital will shrink. It would
defeat the purpose of unlocking if all such assets were to leave risk investment
and move to savings accounts and savings bonds or be spent. The goal 18 to at-
tract new funds and to mobilize existing capital through reinvestment.

1I. Modernization of the holding period

The current six-month holding period, which has been part of our income tax
law since 1942, has never been a fully satisfactory demarcation point between
short-term gains. In fact, any such sharp single line creates artificiality.

The most recent study by the United States Treasury on gains transactions in
corporate stock by length of holding period covers returns for the year 1962,
We have urged new, updated studles, but to no avail. It indicates the following:
The number of gain transactions on stock held under one month (408,000) was
almost as great as the total for the entire 6-to-12 month period (432,000). See
Ohart 1. Approximately three-fourths of all short-term gain transactions occurred
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within three months of purchase. The New York Stock Exchange in its various
public transaction studies has developed data which show ax much as 20% of
shares sold by individuals are held for one month or less. A 1060 study by the
American Stock Exchange found that as much as 48% of the transactions in its
listed securities were in the three month and under category. Thus six months
may be a longer period than necessary to catch most short-term transactions.
" "{‘hls‘ evidence plus our experience with investors prompts us to recommend the
ollowing :

(1) That “short term” gains be defined as those accruing from the sale
of assets held for three months or less and that these be taxed fully as or-
dinary income making the top rate 709%. -

(2) That “intermediate term" gains (a new category) be defined as aceru-
Ing fromn the sale of asséts held between three months and twelve months and
that the present 50% inclusion treatment be accorded such gains, making the
maximum effective federal tax rate here 85%;.

(8) That transactions involving assets held for more than one year he
defined hs “long ternt.” We believe that such longer term holdings should be
sitlbtject to the sliding schle rate treatinent which I will describe later ju this
statement,

The proposed three-part division of the asset holding perfod would bring eapital
gains taxation into line with the facts of investment life. Six month holders
are neither short term nof long term jnvestors based on any data we have
been able to analyze. All available evidence, plus our own investment experiment,
shows most short term traders to be individuals who hold their investment
positions for less than three months, The intermmediate three month to twelve
month tax treatment would air measurably to attract individual investors back
to risk-taking once again. It would indicate that our government not only intends
to remove the uncertainty among investors regarding the status of capital in-
vestment but also seeks to create positive incentives for new investment. The
mwra‘lllzed holding period would facllitate public offerings of newer, higher risk
securities.

A recent study conducted by the Oliver Quayle organization for the New York
Stock Exchange indicates how great an impact the holding period has on investor
attitudes and actlons, It shows that an increase of the holding period from 6
months to 12 months would reduce liquidity producing transactions, A full 28
of those interviwed would have postponed transactions and held stock longer.
A reduction in the 6 month breakpoint to three months would increase activity
on the part of 20% of all investors and 42% of high income investors. Note also
that the effect of a reduction of the holding perfod to three months would increase
capital gains realizations, raising additional revenues by $138 million per year.

III. Equity in Treatment of Capital Losscs

The present system of treating capital losses is inequitable. particularly when
viewed alongside the treatment of capital gains, As the current market denton-
strates, the opportunity for reward is balanced by the risk that values will de-
cline as well as rise. From the point of view of the asset holder, realizing a loss
on assets hurts Just as much as a loss in business or a loss from casualty or theft,
We need incentives to encourage investors to take their losses and recycle thefr
remaining capital,

An investor with a long-term capitol loss can offset that loss against long-term
gainsg, but ean carry over only one-half that loss against short-term gains and is
limited to an offset against ordinary income of only £1.000 per year.

Ideally, in order to encourage risk-taking, the deductibility of losses should
he as full as possible. Investors should be incouraged to act on economic rather
than tax loglie. Individuals should be provided a very strong incentive to choose
a risk asset as against {nsured savings account

We propose that losses incurred during the first 8 months he offset fully against
gains and then against ordinary income. From 8 to 12 months, if our intermediate
term coneept should be adopted, we would suggest including 50% of any loss as
an offset against gains, and then as an offset against ordinary income,

For lbngér holding periods, based on the premise that a realized capital loss
is :} r‘eai loss of already fully taxed dollars, we would view the 50% loss inclusion
as fair.

Finally, it the Congress feels that a 1imit must be placed on the capacity of
an invektor to offset capital losses against ordinary {ncome in any one year, we
believe that the economic realities of the past few decades mandate a rise in the
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$1,000 annual limit on the offset against ordinary income to $5,000. The $1,000
Iimit has been in effect since 1942, Since that time, inflation has eroded the
dollar to where the value of the $1,000 offset in real 1042 purchasing power is
approximately $350. In addition, median family income has risen by 5009,
during the Intervening three decades—from near $2,000 to over $10,000.

COMMENTS ON S8PECIFIC PROVISIONS OF 8. 2787 AND B, 2842

We view with favor the Introduction of a graduated slding scale into our
aystem of capital gainsg taxation as proposed by bLoth Senators Bentsen and
Fannin, This new licentive Is very much in keeping with the needs of investors
and the markets of the 1970's. We find the 5-year step-down interval set forth
in S.2787 preferable to the annunl step-down in 8.2842, The B-year step-down
encompasses a longer time span between steps and therefore avolds the risk of
a new type lock-in wherein individuals might forego economically desirable
transactions during the latter months or weeks of ench year to obtain another
29, tax henefit,

Regarding the holding period, it is evident to us that the sooner the investor
can foresee the benefits of capital gains treatment, the greater the incentive to
take the risk or new Investment, Studies show that individuals purchasing se-
curitles typleally do 8o because they expect the stock to rise in the early months
of thelr ownershlp, With the clouds of uncertainty surrounding our national and
world economy, it is harder today than any time since the great Depression
to get potential investors to take that first step into new equity risks, The proposal
of 8,2787 to substitute a 3-month holding period is a positive response to that new
renlity. The lengthening of the holding period to 12 months in 8.2842, albeit
t:lt [ {late of one month per year over the next six years, is a step in the wrong
direction,

In the treatment of losses, both bills move in the direction of providing greater
Incentives to get funds moving again. Equity here is needed. In addition, it is
indeed time to raise the $1,000 offset of losses against ordinary income. We favor
raising the limit to $5,000, The proposal of 8.2842 to accord individunl investors
a three-year capital carry-back and a one-year carry-over is a very positive for.
ward step, It will provide for individuals parallel treatment to that now accorded
corporations, One provision.of 8.,2842 regarding losses causes concern, The bill
would apply the same sliding scale of exclusion rates to losses as to gains, If a
long-term investor in Penn Central stock (pethaps an employee) had purchased
200 shares at $45 per share 15 years ago, then sold his stock at $5 per share of the
actunl $8,000 loss, only 20 percent of the loss or $1,600 could be used as a capital
loss to offset other caplital gains or against income. As stated earlier, idenlly it is
perfectly equitable to permit all losses to he deducted in full, A loss is a loss no
matter when it {8 incurred. We urge this provision be dropped.

One other element of §8.2842 concerns us. This is the repeal of the 25 percent
alternative tax as it applies to thhe first $50,000 of net long term capital gains,
The effect will be to increase the tax burden on the first $50,000 of gains for any
investor whose top tax bracket exceeds 50 percent, For a person in the 70 percent
bracket, the capital gains tax would rise immediately to 85 percent and, under
the sliding scale of 8, 2842, he would not get back to his or her present 25 percent
rate status on the first $50,000 of gains for 7 to 8 years. We believe this condition
dilutes the intended impact of 8.2842 and join with the concerns highlighted in
the testimony of The New York Stock Exchange on this point.

OTHER INVESTMENT STIMULANTS FOR THE 1070’8 "

The need to stimulate individual participation in corporate ownership and
risk-taking has been well demonstrated. We are encouraged by the number of
proposals to do this, both from individual legislators, exchanges, interest groups
and individuals, Other than those cited earlier, we view the following with favor:

A $1,000 capital gains tax annual exclusion when gains do not exceed 2
peteent of earned income, :
Inecrense from $100 to $200 the dividend exclusion.
Permit comnission paid on stock transactions to be deductible from
ordinary income as fnvestment expenses,
| Permit a lifetime exemption for the firat $50,000 of long-term capital gains
ncome,

Such incentives in combination by increasing individual participation in equity

Investment would create a strong counter force to istitutional concentration and

201467417
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encourage markets that can be free rather than artificlally constrained by
stultifying rules and regulations, .

. Lett us turn now to the sectors of S. ,2342 con&med with the institutional
nvestor. - .

LIMITATIONS IN 8, 2842 ON CONCENTRATION OF PENSION FUND INVESTMENTS

We have testified previously before this S8ubcommittee regarding the impact
of institutional investors in the stock market. We continue to share your deep
concern over the tendency of at least certain institutions to concentrate their
holdings in a relatively few securities of the country's largest companies. We
believe that this development is having an adverse effect on market liquidity
and is resulting in many smaller and often newer companies, which are the life
blood of a continuously regenerating enterprise economy, being denied access to
equity capital at reasonable prices to finance their growth, In addition, we fear
investment concentration could cause the development of a Japanese-style eco-
nomic-{ndustrial complex where a handful of glant institutions control most of
the larger corporations,

§8.2842 18 a timely legislative recognition and an attempt to deal with certain
implications of this trend in the aren of private non insured pension funds, The
following table shows the vigorous growth in pension funds in just the past few
years:

ASSETS OF PRIVATE NONINSURED PENSION FUNDS

[Billions of dollars)

Yoar Book value  Market value )

In brief, it shows that pension fund assets doubled in six years—from $72.8
billion in 1968 to $150 billion in 1972, The bulk of these funds are invested in
common stocks. Moreover, it appears that management of these funds i{s highly
concentrated in the hands of a relatively few investment managers, and that
many such managers have shown a tendency to concentrate their pension fund
investments in & narrow spectrum of institutionally-favored stocks. 8. 2842 seeks
to provide a check and balance to this tendency through a modern application
of the time honored prudent man investment principle.

We believe that application of such a principle to pension fund investments
would serve two beneflclal purposes; first, it would ameliorate the stultifying
effects on the securities markets which have resulted from over-concentration
in a few stocks: and second, it would assure that the door to new equity capital
is kept open to smaller and newer companies, There are sound legal and his-
torical precedents for the adaptation of the prudent man rule in the form of a
“&rudent fnstitution” rule. Generally the purpose of the rule has been to require
risk diversification, and therefore risk minimization, in fiduciary investments.
In varying forms it has been applied by law specifically to the investment port- -
follos of diversified mutual funds, life insurance companies, savings banks, as
well as finding statement in numerous general statutory und common law stand-
ards governing trusts and estates, (See Sauvain, Investment Management (84 ed.
1967) pp. 547-48, 619-28, 620). We believe that this cardinal principle in keeping
with historical precedent can appropriately be applied also to this modern task,
to guard against the concentration of enorrmous pension resources in the securities
of only a few large corporations. Parenthetically, we note that there is also
precedent for effecting such a requirement through the Federal tax laws. For
example, mutual funds and real estate luvestment trusts must, among other
things, satisfy certain diversification tests in order to qualify for special treat-
ment under the Code. This approach also promises greater administrative
convenience and less likellthood of market disruptions than might be the case
with other approaches to the problem of investment concentration.
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The survey report, “Equity Trading and Investment by Trust Departments,”
recently gublished by the Amerlcan Bankers Association, disputes the claim
that bank trust departments have tended to concentrate their holdings in a
narrow range of investments. We are pleased to note this record for banks
generally, for we have suspected that this is 8o, Our concern has been over the
actions of those few bank managers who might be tempted to excessive concentra-
tions. Indeed, the remedy proposed in 8. 2848 is as a practical matter so mild, so
in accord with sound principles of prudent investment manngement, that hardly
any pension fund manager will be affected. Ilowever, what is significant, in our
opinion, is this expression of deep concern by the Congress over the increasingly
concentrated power of these Institutionalized funds and of the need to set forth
reas]gn&ble safeguards as to how such power can be exercised in investment
markets,

Let me also state that all of us—and I certainly do—Dbelleve in the maximum
freedom for investment judgment. But there are tiimes when we believe this con~
slderation must yleld to over-riding national needs. It is of overwhelmingly
greater importunce to the nation to preserve the securities market and a broadly.
based capitalistic system than to have a few giant investment maangers free
to exercise their unfettered judgment,

We wish to reiterate a concern expressed to this subcommittee last summer
regarding the need for more facts and figures on the role of institutional investors
in the securities markets.

Regular and comprehensive institutional reporting was the major legislative
recommendation of the SEQ Institutional Investor Study undertaken pursuant
to a Joint Resolution of the 90th Congress. We belleve that public reporting
should be required of all sizable institutional investors- This would permit the
development of appropriate regulatory policy, honor the principle of full dis-
closure, and provide a basis on which to fashion meaningful answers to many
of the vital questions posed by this Subcommittee. We believe that such action
taken now would provide important new facts and insights permitting fuller
understanding of the effects of all types of institutional investing on markets,
capital formation and economic activity. .

[From the Journal of Commerce and Commercial (New York), Feb, 8, 1074)
WaEBE HAVE ALL THE INVESTORS (IONE?

Bverybody knows by now that the individual investors have been deserting
the stock market in droves for several years. What everybody does not know is
that this trend is depriving American business of a source of capital, resulting
in its complete dependence upon debt which now is being pushed high enough
to be dangerous,

There are ample grounds for disillusionment about the stock market on the
part of individuals. Average yield on stocks of the best grade i3 far below what
can be had on savings deposits alone, to sa{ nothing of other avenues for ems
ployment of money. Glamor stocks are selling ex-glamor; growth has become
something that is no longer assured. The general idea has been that this s one
gt those things about which nothing can be done. On the contrary, much can be

one.

In 1071, 19072 and 1978 people heavily sold stocks in order to employ funds as
savings. In recent years even investments in mutual funds have been cashed
in faster than new investments have been made. The share of individuals in
trading volume on the New York Stock Bxchange has fallen from a peak of 65
per cent in 1968 to less than 80 per cent. The fact that the stocks individuals have
sold have moved into institutional hands does not indicate they are adequate
substitutes for the risk-taking individual investor who is now wanting out.

What can be done to remedy this situation was recently outlined by Henry H,
Fowler, one secretary of the treasury we had who really worked hard at that job,
and who has of late been working equally hard for the investment banking firm of
Goldman, Sachs & Co., of which he i8 a partner. Mr, Fowler's remarks were
made in a 20-page speech before the National Canners Association and his
prescription got inadequate public notice,

The {nadequate public notice probably was due to the fact that Mr, Fowler
didn't get to the real point of his speech nntll he had reached Page 18 of the 20
pages it occ\;{)led. Anyhow, the point he made, was that the percentage of the
Jong-term capital gain that is taxed as ordinnvy income shounld be reduced to 80
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from 50 per cent. This would make the maximum rate 21 per cent on long-term

capital gain of an individual in the top 70 per cent income bracket instead of the

lc’urrle‘nt 85 per cent, with correspondingly lower rates for taxpayers in lower
rackets,

Mr, Fowler also would graduate downward the rate of inclusion geared to the
length of the time period investments were held—for example: decrease the
perconttage of gain at five-year intervals up to 20 years to, say, a minimum of 10
per cent,

While this might not lure back to the stock market all the §00,000 individuals
who are estimated to have quit stock investment since early in 1972, it would
provide a definite incentive for those on the way out to stay in stocks and, over
time, might lure some of the quitters back,

We recoguize that any suggestion for easing capital gains taxation runs
counter to current political philosophy seemingly adopted by Republicans, of all
people, that it is better to prevent a few milllonaires from getting richer than it is
to provide a wide and growing stock market as a source from which business can
raise capital with which to expand, .

Mr. Fowler, indeed, is at pains to explain that what he proposes {s nothing
new; indeed, when Mr, Fowler was a struggling undersecretary of the treasury
under President John F. Kennedy he worked the idea up and Mr, Kennedy in-
corporated it in his tax message to Congress in 1003, To quote just one paragraph
from that message:

“The tax on capital gains directly affects investment decisions, the mobility
and flow of risk capital from static to more dynamie situations, the ease or Qdif-
fleulty experienced by new ventures in obtaining capital, and thereby the strength
and potential for growth of the economy.”

Congress didn’t buy Mr. Kennedy’s proposal, and since 1063 there has been a
steady exodus of the vital risk-taking individual from the stock market, which
has had much to do with the current depression in the securlties business and
which has brought up a new specter not present in the 1968 perlod—the mush-
rooming of debt of all kinds to reckless and dangerous levels which, in the case
of corporations, would have been obviated had there been an adequate market in
recent years for new shares,

Maybe the ideas espoused by Mr, Fowler and sFonsored by President Kennedy
in January 1068 were in advance of thelr time. Maybe thelr time has now come,
To us Mr. Fowler's rewriting of his prescription of 1963 seems exceptionally
timely for much of what now alls our financial markets,

QUESTION AND ANSWER

Question, Mr. Whitelhiead, the tax lnws can have a very real effect on the witl.
ingness of a financial institution to take risks and to competé, How would yon
compare the effects of the Federal tax laws on banks and market-making secu-
ritles firms like your own?

Mr. Wniteneap, First, banks pay taxes at much lower rates than securities
firms. This places gecurities firms, especially as it concerns their investment bank-
ing risk-taking in new financing and their market-making, at a distinct disadvan-
tage to banking type organizations. Figures taken from a recent New York Stock
Exchange studv show how much more taxes brokers pay on net income than
banking organizations, )

FINANCIAL INSTITUTIONS® INCOME TAX AS A PERCENT OF ECONOMIC INCOME, 1965-71

Savings Mutual

Brokerage  Commerclal and loan savings

Year firmy banks 2 associations 3 banks?
40.3 23.0 15.2 33

43, 2.0 16.9 6.1

42, 22.0 13.2 3.4

%. 21 g 15.8 2 [

& %9. J ;7. 8 X ‘7

5.6 o o 8

¥ “Statistics of Incoma*’ Internal Revenue Service; 1970-71, 12 ssmple NYSE firms.

. 2Dala for 1985 to 1987 are from Treasury study cited i (?. The 1968-71 tax ratios were calculated by Edward ). Kane,
“Federal Income Tax Burdens of Commarciel Banks and Ssvings and Loan Assoclations: A Study In Legistative Relstions
1972," p. 8. (Kang is Everelt D Reose, Qromsor of hanking and monetray economics, the Ohlo State University.)

i‘;‘ zam::&m Studies and Proposals,” pt. 3, U.S. Treasury Department, Feb, 5, 1969, p. 460,
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To me these data say that securities firms paying taxes at double the bank rate
would find it extremely difficult to compete head-to-head with a bank in the
marketplace, Furthermore, the large super-bank is probably more richly endowed
with capital, has at its dlsposal a large body of public deposits and has a more
sizable infrastructure of additional services to offer to the potential customer.
It can, if it desires, give away the brokerage to attract deposits or to sell
cortificates of deposit, If publie policy is to have as its goal the encouragement of
risk-tnking by Amerfeans and the finaneinl institutions which serve them
through the development of various types of loss reserves and other incentives
for financial fnxtitutions, then, in the interest of cquity, I believe that securities
firms in determining their tax bill should be permitted to employ procedures com-
parable to those now emplayed by banking-type ovganizations,

‘The record of the past several years would indicate that had such a procedure
boen in operation, xecurities firms would have been able to weather much more
adroitly the cyclical and volatile conditions which have afflicted our industry,
Public policy and the desire for public confldence In markets and marketmakers
would have been efficlently and effectively served.

Furthermore, we ave led to belleve that one result of the emergence of one-bank
holding companies and one reason for their success is the fact that they can
utllize in various ways the public tax privileges available to banking in ways that
thelr single line competitors cannot, It may well be that the alleged efficlency of
bhank-holding companies 18 a function not so much of managerial prowess as
discrepancies in tax treatment, '

Senator Bexrsen. Our next witness is Mr. Thomas Coreoran, senior
partner of Corcoran, Foley, Youngman & Rowe. )

Mz, Corcoran, you have appeared before this committee before and
you have made contributions, and we are looking forward to one this

morning.

STATEMENT OF THOMAS G. CORCORAN, SENIOR PARTNER,
CORCORAN, FOLEY, YOUNGMAN & ROWE

Mr. Corcoran. My conments relate to those provisions of S, 2842
which deal with the graduated taxation of capital gains, .\s you have
said, I have appeared hefore the committee hefore, T have asked to
testify this second time only so that in the plethora of suggestions made
to the committee, many of them good, sight will not he lost of the
central idea which faces the Congress,

This committee is essentially trying. as has been tried hy many
Seeretaries of the Treasury beforve, to find a politieally feasible eco-
nomic formula that would permit the continned use of the eapital

ains tax idea to stimulate and maintain the ontire economy for the
Eonofit of labor and capital alike in suddenly changed circumstances
which -require enormous amounts of capital to sustain a new tech-
nology, while a growing public sentiment. which does not. appreciate
its usefulness, is being raised against the entire capital gains tax
conception at all. |

As T listen to my friends in the capital business talk about this
problem, they do not seem to understand that this is a political and
not an economic problem and that pragmatically they have to face the
fact that there is enormous sentiment in this country which does not
understand the usefulness of the capital gnins idea from the point of
view of labor and from the point of view of people not in the invest-
ment business, and that that simply has to be taken into account if we
are going to find any workable solution in time—and the timing, as you
says, is important for a long-term sustaining of a new technology
which we have to have now. '
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Tangentially, I participated in the first deliberations about this
problem during the 1934 act. It was part of a gmckage of the thinking
about the capital market in the same year Benjamin Cohen who 18
here with me and myself were working with congressional committees
on the so-called Stock Exchange Act. We first then faced the problem
of a significant change in the economy after the depression similar
to what we face today. And we first then attempted the adaptation of
the tax Inw as well as the securities laws to a solution along the lines
embodied in the principles of S. 2842, I am therefore adding as a sup-
plement to this statement the relevant portions of the 1934 act, not
arguing for it, but to put it down as the predecessor of this problem.

In my testimony before this committee on September 28, 1 further
tentatively suggested that the maximum rate of the percenta{ze of capi-
tal gains subject to tax should not be higher than the applicable tax
on the taxpayer's current earned income—that is, higher than 50 per-
cent. Under this formula the capital gains tax I suggested would be
hi{;her in some cases than the proposed tax on capital gains on all assets
held for 5 years or less as provided in S, 2842. This is because it has
been noted by opponents of the capital gains principloe particularly in
labor circles, that it is from that present lower tax from which S, 842
begins its graduated reduction. Therefore the people who are opposed
to the ctgntal gains tax in principle say that even this particular ver-
sion of S. 2842 constitutes a new advantage to the man with capital
gains,

I offered that higher suggestion without too fervent conviction one
way or the other, as a possible basis for political compromise with those
who would insist to the bitter end that, even on a long-term basis, the
so-called capital gains concept should be abolished and all gains taxed
on the same earned income basis. Of course. specific percentages, either
on rates or on base, are not sacrosanct, The Wall Street houses un-
doubtedly feel justified in asking for time to adjust themselves for an
extension of the period from 6 months to 1 year in which, under S. 2842,
gains are treated as short-term gains. But while thus doubling the
stated period on the short-term gain from 6 to 12 months S, 2842 has by
ghasing out over a period of 6 years, tried to meet some of Wall

trect’s problems.

There may also be reasonable suggestions to consider lowering some-
what the percentage of gains on intermediate term holdings to moder-
ate excessive rise in a bull market and excessive declines in a bear mar-
ket by encouraging selling of long-term investment on scale up when
the market for the shares is excessively high and repurchasing on a
scale when the market is excessively low.

The political-economic mix this committee is tryine to deal with as
a practical matter is similar to that which confronted the Congress in
1934 and hte problem which President Kennedv attempted to reach at
the time he sent down the recommendation which you. Mr. Chairman.
quoted & moment before.! There is now, as there was then, a highly
articulate dissatisfaction with the present tax policy on capital gains.

18¢e attached statement of Henry H. Fowler, Under Secretary to Secretary
Donglas Dillon in the Administration of President Kennedy and Secretary of the
Treasury in the Administration of President Johnson ; algo, statement of Secre-
tary of the Treasury Dillon regarding President Kennedy’s 1968 tax message.
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Some contend that the tax is too low, others contend that the tax is too
hiﬁmd there is arguable merit in both situations.

an economic fact, the present law treating all capital gains on
capital assets held for more than 6 months as long-term capital gains
thereby gives inequitable favorable treatment to capital gains on capi-
tal assets held for 7 months, comliared to capital gains on assets held
for 5, 10, or even 20 years, which have taken the entrepreneurial risks
longer. As a political factor, however, whatever opinions, whatever
there may be, there is also a sentiment in this country which even oppo-
nents have to recognize ar powerful. That sentiment considers the
present law at least obviously, excessively favorable treatment on capi-
tal gains held for no more than 1 year. It is growing in political
strength, and almost certain to grow stronger about all capital gains
treatment, if there is a recession, and increased unemployment at the
time of the next election, 'I'his is expressed in the slogan, “\What a man
earns with his hands should not be taxed less favorably than what a
more fortunate man earns with his money.” And that is t(llppermost in
the thinking of the politically gowerful labor interests to uf'.

There is no point trying to deny the existence of this political fact
and its relevance to what is politically possible in any administration
or Congress. Even today, it appears in suggestions for new preference
taxes already offered in the Senate. Even present so-called preference
taxes with of course help from other factors, have pushed the tax rate
on capital gains in equity investment to a point admittedly dragging on
the economy. For large investors today, the effective tax, Federal and
State, particularly in the large capital markets where the States have
}u&‘h capital gains taxes is not far from 50 percent.

aking into account only an unavoidable secular rate of inflation of
around 2 percent a year, o man who keeps his own capital in his own
business for 20 years will lose 40 percent of its value in 20 years, If the
present unprecedented rate of inflation continues, he could, in 20
years, lose most of its value.? If, on top of that risk, he then has to face
paying, in taxes, 50 percent of the gains of his life work, when he wants
or has to liquidate, the gamble is statistically prudentiy not wise and
investors are acting accordingly.

The present law, therefore, deters nccessary .investment by being
excessively harsh on capital gains on investments held for years, sub-
ject not only to business risks over such a long period, but to the secular
depreciation of the dollar over the years, The whole of such gains can-
not fairly be treated as current income in the year they are taken, Dif-
ferent considerations from those which govern short-term investment
are entered into when you consider long-term investment, and what is
fair for the man who risks his capital, and in many instances makes
the best of his energy to develop his investment, which amounts to his
own business, over a number of years, If he wants to sell after o num-
. ber of years, it does not seem fair to him that gains accumulated over
those years should be taxed like ordinary current income for any one
year.

Therefore, to get the best energy of the people with the knack for
technical development, you must provide incentive for them to give
the best they can to keep them going through a period which has not

2 §ee studies of Ronald Foulls Esq. on p. 277.
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kept up with the best to offer in the technological field, and the best to
offer in keeping industry alive and alert, particularly when manage-
ment is now completely divorced from an active stockholder’s interest.
Thoughtful men in the Treasury have always recognized this, and
have tried to meet the problem by a form of averaging which does not
work out evenly, as between individuals, and in all circumstances, The
nearest approximation to fairness in this field considered feasible by
the men who first considered the problem in 1934 was the device adopted
of graduating the capital gains tax downward, dependent on the length
of time the capital assets were held in jeopardy by the taxpayer to the
presumptive benefit of the entire economy, including labor. It was a
rongh measure of equity, but the nearest to equity that could then, or
enn now, be devised. And in its section 117, annexed hercto the 1034
act which was the predecessor of the present proposal, the Treasury
sought by this device to reduce controversy regarding capital gains,

n carlier testimony, I suggested that the principle of the graduation
downward of the 1934 act, and of this act, ssmuld not stop at 10 years
but should be continued to the 20th year, so as to cover investment held
during the average man's working life, that is, the investment of an
entreprencur not necessarily an investor in securities but more likely a
man who develops his own farm, his own husiness, or his own home,
and who hangs on to it until the end of his working life. This would
involve adding the following paragraphs to the 1934 act, and a relevant
change in this act: that is, “25 per centum if the capital asset has been
held for more than 16 years, but not more than 20 years; per centum
if the capital asset has been held for more than 20 years,”

All witnesses hefore this committee have ngreed that the country
desperately needs more and morve infusion of capital into equity in-
vestment. to keep the U.S. economy as technologically superior to all
others as we used to be and, therefore, constantly supplying newer
and better jobs, This superiority in tools and equipment to keep U7.S,
labor the most. productive in the world has been the indispensable
factor for maintaining the supevior American standard of living for
lahor, producer. and consumer alike.

But to repeat: what inducement. even now, is there for a prudent,
investor to make a chaney equity investment, rather than getting an
S-percent: returr on high-grade bonds, or 3 percent on tax-exempt

. sepurities? The point is proved by today's times-earnings marvket. for
prices for the securities of the hest .S, companies. This committee has
always seen clearly that. for the overall good of the TU.S. economy, that
the tax law, although dependent on a public attitude favorable to entre-
prencurial equity investment. should establish a clear difference, a
wide diteh. between the speenlative trading profits of (a) a taxpayer
dipping in and out of capital investment on short-term speculation. and
() the profits of entreprencur investors contributing permanently to
the economy with long-term investment ; risking their own capital, not
through 3 months, 6 months, or 1 year. in a quickie business enterprise,
but through the predictable ups and downs of the 5 or 10 years neces-
sary to establish a business on a solid basis.

The problem of Wall Street in attracting the small investor back into
securities is a real problem for the street, But it is possibly too iffy in
terms of time to be central to the Nation’s capital problem. In the
difficult competition the U.S. economy now faces, with every competi-
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tive asset it once had now shared or confiscated by others, the investor
the committee is really looking for is not so much the small, but the
sorhisticnted, comparatively large investor, whether “locked in" or
otherwise. He is not likely to wait to get over an emotional scare of
having been burned since 1968, and he also has substantial funds imme-
diately to shift or invest. In most instances, that kind of investor can
be expected to devote his personal attention and energy to develop his
investment, whether controlling it as owner. or whether as a substan-
tial, long-term stockholder in another's business. He therefore will
watch the management as though it were his own business, with the
beneficial result that the management is tighter and more efficient,

Certainly, as we now meet foreign competition, we are beginning
to wonder whether absentee ownership of widely distributed securities
ownership, rapid turnover of investment, and conglomerate aceumula-
tion, makes the competence of U.S, business management, the efficiency
and long-view equivalent of the owner-management on which our
cconomy grew. Considering the inronds foreign management has lately
made in fields once the worldwide market for Americhn machinery,
there is indeed reason to wonder.

A favorable balance of payments necessary to import foreign raw
materials will not forever last, based on temporary agricultural sn-
premacy, since agricultural self-sufficiency is certainly the first objec-
ti;'e present customers of U.S. foodstuffs will seck to obtain for them-
selves.

Now, the first attempt. in the 1934 statute, was submerged by needs
of financing an expanding war cconomy, and wartime limitation on
earned income, But the general principle embodied in it. as resurrvected
in S. 2842, was a politically tenable distinction between—

(a) short-time ecapital investment which, fo the public who
carn their income with their hands rather than their money and
the majority of Congress representing that majority of the public,
feels like earned income, nn({

() truly long-term investment which the same public who
earn their money with their hands rather than their money, and
the majority of Congress representing that same public, accepts
as different from earned income,

The need of judgment as to where that politically tenable distinction
must be drawn becomes more clearly demanded every day by the pres-
ent equity investment needs of the economy, on one side, and the
ideological demands on the other of an increasingly sophisticated pub-
lic for what is deems “justice” in taxation,

I therefore only want to emphasize in this presentation, without
presuming to make the judgment demanded of you, that whatever
details are worked out in its implementation as a balance of interests
involved, the central purpose of this S. 2842 is essential, that is, a clear
distinction acceptable to the public in tax treatment between short-
term speculative investment of capital and long-term entreprencurial
investment of capital, It is truly essential to the future functioning of
the whole U.S. entrepreneurial economy by which lador in partic-
wlar, as well as the producer and the consumer of this country,
benefit. As vou have said, Mr. Chairman, the time has come when. for
the good of the whole cconomy, the investment decisions have to be
investment, and not tax decisions, Tax laws are the chief instrument
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of public policy to encourage, and not disconrage, truly investment
decisions, This search for machinery for encouragement can and should
be carried out fairly and equitably without giving an unfair advantage
to any one group of taxpayers or without yielding to the intransigence
of ideologues.

As has been brought out in other testimony, the investment industry
and its service to the entrepreneurial instinct of the average American,
to invest in jobs rather than keep gold in a sock, needs conseious pro-
tection and direction by the U.S. Government since the industry is
doubt fully able to attain the unity adequately to help itself-.

It is the only asset we have left in relation to our overseas competi-
tors, who otherwise now compete equally with us for raw materials
and who are the donces of our technology and our capital market. I
would even hopefully dare venture that, as the balance of intercsts
is worked out to this end, it may become clear to the investment com-
munity that the price now paid for a theoretically perfect liquidity
in the national securities markets under the present 6-months rule may
have been part of the reason for undesirable results in the investment
markets that are more dangerous to the industry than loss of liquidity.

Perhaps for its own future good, the investment capital industry
itself, now unhappily going through the grinder of self-reorganization,
could consider in self-examination whether perfect liquidity is worth
the price of public disillusionment and the discouragement of equity
Investment,

Despite our present difficulties, we do not despair about the future
economy of the United States, or the maintenance against demobiliza-
tion of our job-giving industrial power. We have only to realize from
the oil awakening that it is going to be a different kind of an economy,
and that we have to think about the future, on a long-term basis, as
being different from the past, in our tax as in our other laws. If we are
now a have-not-nation-to-be in raw materials—and I was very im-
pressed by the fact that, the other day, it was estimated that in 1980,
we are ;_iomg to be importing even 50 percent of our most essential raw
material, iron—we can compensate with an even better natural re-
source of concentrated scientific ability, drained from the whole world
over the past 20 years by our bold scientific experiments of the last
generation.® If we do not forget the support of basic science research,
that natural resource of scientific ability can eventually invent substi-
tutes of constnntlg decreasing cost, as in the past we invented nylon to
replace silk, synthetic rubber for the automobile, synthetic nitrate for
our farms, synthetic nonfossil fuel for everything, a prospect for ever
increasing higher productive and higher paying jobs.

But, as other, better-qualified witnesses have unanimously testified,
it will take capital, long-term capital in enormous quantities to reach
and sustain that ever superior technology which will ever produce
such industrial and job opportunities. And it will take deliberate in-
centive for individuals to risk the investment of their individual
captal to produce such opportunities and such jobs. The real problem is
how to convince the ideological opﬁonents of any capital gains differ-
entiation from earned income tax that the differentiation benefits them

3 See President’s message to Congress on inciplent shortage of essential materials.
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as well as the fellow whom the whole Nation needs to help the whole
Nation with the investment of his capital.

What may make the difference in the availability of that sustain-

. ing, long-term capital to the cconomy and industrial power of the

United States, and the superior American standard of living of em-
ployer and employee alike, is the accuracy of the far-seeing judgment
of )ogléticnl economic balance, what ever its details, you are seeking
in S. 2842,

Senator BenTseEN. Thank you, Mr. Corcoran. You have very elo-
quently stated the case. You are one of the founding fathers of the
security laws in this country, and I see another onc of the founding
fathers in our audience, Mr, Ben Cohen.

Would it be fair to state that you are in general support of the
principles of this bill ?

Mr. Corconran. Yes, certainly.

Senator BrNtseN, You make a strong case that the American worker,
really has an awfully important stake in a healthy capital market. Do
you think that they fully accept and understand this interrelationship?

Mr. Corcoran. To be frank, at the present time, no, and that is wﬁy
I am making this statement. But I think they can be convinced.

Senator Bextsen, Let me ask you about the graduated capital gains
tax. If it is true that you have as much as $200 billion of capital
locked in because of current capital gains rates, do you think it would
follow that the Government would actually increase its revenue by
adopting the provision such ns this?

Mr. CorcoraN. I have always understood, from what inquiries I
can make, that the answer is tentatively yes. It depends upon a great
many factors, But certainly, it would be no less.

Of course, there are times, Senator, when it might be to the advan-
tage of a long-term investor, aird for the advantage of the economy of
the Nation, that a long-term investor stay with his investment and
does not sell. For instance, take a sitnation where there is a raid on a
company, and a bunch of proxy hunters go out and grab a lot of the
floating small investor stock. It may not be to the benefit of the com- -

any to be taken over. It might be a situation where an investor who
Kolds on to his stock will be doing a service to the country by sitting
tight and not going along with a bad takeover,

Senator BENTsEN. But all of these are economic decisions.

Mr. Corcoran. There is another situation. You read the other day,
of course, in the Wall Street Journal about fear of foreign takeovers
of too many American companies. From labor’s point of view, a for-
eign investor, used to treating labor as Europeans treat labor, can-
not be expected to have as favorable a labor policy as a present Amer-
ican owner. It might be, then, a good point for such economy con-
sideration that a Fong-term investor not dump his stock but to stay
“locked in.”

Senator BenTseN. Let us look at the other situation. Entrepreneurs
faced with the ];])resent problems of the equity market would be more
vulnerable to se i% out to foreign takeovers.

Mr. Corcoran. That is right. i . _

Senator BenTsen. Let me read you a quote from a previous Finance
Committee report on the Revenue Act of 1938 ‘
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There is no tax under existing law, if the taxpayer transfers his money from
one bank to another, but there may be a very heavy tax if he wishes to transfer
his investment from one bond in one company to a bond in another company.
Thus, an excessive tax on capital gain freezes transactions and prevents the free
flow of capital in a productive investment. The effect of the present system, of
these kinds of tax rates on capital gains, is to prevent any individual with sub-
stantial capital from investing in new enterprises, and that is unfortunate,
because it adversely affects the employment situation. -

That is a quote, and T agree that is right. For example, sometimes
you see & man who has been in an enterprise for a long time. ITe would
really liko to sell out. but it takes an overt act and if he has a 35 per-
cent capital gains tax, he says, “well. why should T do it and immedi-
ately decrease by assets by that much?” So, he just will not sell.
And in that kind of a situation, capital does not seek its most pro-
ductive usage.

Mr. Corcorax. May T make one other suggestion? T have been listen-
ing about the problems of financing small enterprises. T agree with
the need for doing something about it. I agree with the desperate
need in the particular situation for enconraging it, because, Senator,
with all these new substitutes that we are going to work ont, we could
possibly offer the opportunity for new adventures in technology.
Tt is much more likely that the little fellow would take a chance
on a radieal departure in technology than a big fellow who. like an
automobile company has to write off an enormous investment, as the
automobile companies would with disastrous results on the balance
sheet have to write off the plants manufacturing the internal com-
bustion engine,

But from my experience there is one thing you have to be careful
about, Many a small company is floated with enough money in the
issuing price to give it initial capital, but without provisions for the
future. The issue is put out, say, at 10, Then, it begins to work up
in the market and little investors rush in. Now, if the smart investor
ean get out on the rise with capital gains at the end of 6 months, the
fellows who are shrewd speculators say, “Well, we have had the rin
out of this one.” and they get out. But the little fellow rides with his
investment and he often rides it down below issue price so that, so
far as the market record of that new issue is concerned. it has gone
up. and then it has collapsed,

What that company tries for the second infusion of canital. that bad
record makes it all but impossible to get that capital, That has to be
thought of too. Sucking the small investor into a new enterprise is
not necessarily permanently good for a new enterprise.

Senator Bentsen. T agree, Mr. Corcoran, There is where the invest-
?)ent bankers must have some self-discipline in this kind of a situa-

ion,

Mr. Corcoran, That is right.

Senator BentseN. But what concerns me is the politieal problem
of making it understood to the man whose job we are trying to nro-
tect, and to the man for whom we are trying to create a new job. You
read about the fellow who won the daily double, and that is dra-
matized, and that is high profile. But T have been out at that racetrack
and T have seen all of those torn-up ticket stubs, and that fellow never
makes the news, And that is why the man who takes thé risk, if he

is going to take it, ought to be able to keep some of it,
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My, CorcoraN, And that is why I have thought it would not be im-

_ pertinent if, for the benefit of all of the other Eeople who have testi-

-
HERY

fied, I just drag this dragon right out on the table. Somebody has got
to give—everybody has got to give something. Nobody can get every-
thing he wants, if we are going to work this out.

Senator BentseN. Mr. Corcoran, you have been very helpful,-as

always.

In};oncluding this sound of hearings we have had a number of very
prominent and very able men testify, Obviously they did not all agree
with the provisions of this bill and some of them have made some very
constructive recommendations for modifications, I think it has been
helpful and this is the way I think the congressional hearing process

ought to work. ) )
“hank you very much. We will stand in recess.
[ My, Corcoran’s prepared statement with attachments follows:]

PREPARED STATEMENT OF THOMAS G, CORCORAN

I'hese comments relate to those provisions of S. 2842 dealing with the graduated
taxation of capital gains.

I have asked to testify a second time only so that in the plethora of sug-
gestions offered to the Committee sight will not be lost of the central idea, The
Comiittee {8 essentially trying to find a political economic formula that will
perniit the continued use of the capital gains tax idea to stimulate and main.
tain.the entire economy in suddenly changed circumstances requiring enormous
wmounts of capital to sustain a new technology—whlile a growing publie senti-
ment which does not appreciate its usefulness is being raised against the entire
-capital gains tax coneception,

Tangentlally, 1 %artlclpated in the deliberations about the 1984 Act which
first faced the problem of a significant change in the economy similar to that
we face today and first attempted the adaption of the tax law to a solution anlong
‘the lines embodied in the principles of 8. 2842, .

1 am therefore adding as a supplement to this statement the relevant por-
tlons of the 1034 Act,

In my testimony before this Commlittee in September I further tentatively
suggested that the maximum rate on the percentage of capital gains subject
to tax should not be higher than the applicable tax on the taxpayer's ciirrent
earned income, i.e, higher than 509%. Under this formula the capital gains
tax I suggested would be higher than the present tax on capital gains on all
assets held for five years or less as provided in 8. 2842, And as noted by its
opponents particularly in labor circles it is that present lower tax from which
8. 2842 hegins its graduated reduction,

1 offered my higher suggestion without too fervent conviction one way or
the other as a possible basis for political compromise with those who would
insist to the bitter end that even on a long term basis the so-called capital gains
concept should be abolished and all gains taxed on the same income basis.

But of course the specific percentages either on rates or on base are not
sacrosanct. The Wall Street houses will undoubtedly feel justified in asking
for time to adjust themselves for an extension of the perlod (from six months
to one vear) in which under S. 2842 gains are treated as short term gains,
But while thus doubling the stated period of the short term gain from six
to twelve months Senator Bentsen has by phasing it over a period of yenrs
tried to meet some of Wall Street’s problems, There may also be reasonable
suggestions to consider lowering somewhat the percentage of gains on inter-
mediate term holdings to moderate excessive rise in & bull market and excessive
declines in a bear market by encouraging selling of long term investment on
scale up when the market for the shares 1s excessively high, and repurchasing

-on a seale down when the market is excessively low.

The political economic mix this Committee is trying to deal with is sirflar

. to that which confronted the Congress of 1984. There is now as was then a

highly articulate dissatisfaction with present taxation golicy on capital gaing,
Some contend that the tax is too low, others contend that the tax is too high.
‘Paradoxically there is arguable merit in both contentions, IR

v
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As an economic fact the present law, treating all capital gains on capital
assets held for more than six months as long term capital gains, thereby gives
inequitable favorable treatment to capital gains on capital assets held for
seven months compared to capital gains on assets held for 5, 10 or even
20 vears which have taken entrepreneurial risks longer. As a political faet
whatever opinions there is also a sentiment in the country which even opponents
have to recognize as powerful. That sentiment considers the present law at
least obviously excessive favorable treatment on capital gains held for no more
than one year. It is growing in political strength and alinost certain to grow
stronger about all capital gaing treatment if there is a recession and increased
unemployment at the time of the next election. This 18 expressed in the slogan
‘“swvhat a man earns with his hands should not be taxed less favorably than what
a more fortunate man earns with his money.” There is no point trying to deny
the existence of thig political fact and its relevance to what is politically pos-
sible in any Administration or Congress.

Even today it provides pressure for preference taxes which with help from
other factors have pushed the tax rate on capital gains in equity investment to a
point dragging on the economy. For large investors today the effective tax, fed-
eral and state, particularly in the large capital markets is not far from 50%.

Taking into account only an unavoidable secular rate of inflation of around
20, a year a man who keeps his own capital in his own business for 20 years
will lose 409 of {ts value in 20 years: and if the present rate of inflation con-
tinues he could in 20 years lose most of its value, If on top of that risk he then
has to face paying in taxes 80% of the gains of his life's work when he wants—
or has—to liquidate, the gamble is statistically prudently not worthwhile and
investors are acting accordingly.

The present law therefore deters necessary investment by being excessively
harsh on capital gains on investments held for years subject not only to business
risks over such a long period but to the secular depreciation of the dollar over
the years. The whole of such gains cannot fairly be treated as current income
in the year they are taken. Different considerations from those which govern
short term investment are entered into when you consider long term investment
and what 18 fair for the man who risks his capital and, in many instances, makes
the best of his energy to develop his investment which amounts to his own busi-
ness over a number of years, ‘

If he wants to sell after a number of years it doesn't seem fair to him that
gains accumulated over those years should be taxed like ordinary current income
for any one year. To get the best energy of the people with a knack for technical
development you must provide incentive for them to give the best they can to
keep them going through a-period which has not kept up with the best to offer
in the technological field and the best to offer to keeping industry alive and alert,
particularly when management is completely divorced from an active stock-
holder’s interest,

Thoughtful men in the Treasury have always recognized this and have tried
to meet the problem by a form of averaging which does not work evenly as be-
tween individuals and in all efrcumstances, The nearest approximation to fair-
ness in this fleld considered feasible by the men who considered the problem
in 1934 was the device adopted of graduating the capital gains tax downward
dependent on the length of time the capital assets were held by the taxpayer to
the presumptive benefit of the entire economy including labor. It was a rough
measure of equity but the nearest to equity that could then or could now be
devised. In-its Section 117 (annexed hereto) the 1984 Aet sought by this device
to reduce this controversy regarding capital gains,

In earlier testimony I suggested that the principle of graduation downward of
the 1934 Act should not stop at 10 years but should be continued to the 20th year
80 as to cover investment held during the average man's working life as the
investment of an enterpreneur not necessarily an inventor in securities but more
likely & man who develops his own farm, hig own business or his own home and
who hangs on to it until the end of his working life, This would involve adding
the following paragraphs to the 1084 Act: -

- 425 per centum if the capital asset has been held for more than 15 years
but not more than 20 years; , ) o
%20 per centum if the capital asset has been held for more than 20 years,"

All witnesses before this Committee have agreed the country desperately needs
more and more infusion of capital into equity investment to keep the U.8,
economy as technologieally superior to all others as we used to be. This superior-
ity in tools and equipment to keep U.S. labor the most productive in the world
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has been the indispensable basis for maintaining the superior American standard
of living for labor, producer and consumer alike, But, to repeat, what inducement
even now is there for a prudent investor to make a chancy equity investment
- rather than getting an 8% return on high grade bonds or 6% on tax exempt
securities. The point is proved by today’s times-earnings market prices for the
securities of the best U.S, companies. -

This Committee has always seen clearly that for the overall good of the U.S.
economy the tax law, dependent on a public attitude fuvorable to entreprencurial
equlty investment, should establish a clear difference—a wide ditch—Dbetween the
speculative trading profits of (a) a taxpayer dipping in and out of capital invest-
ment on short-term speculation and (b) the protits of entrepreneur investors con-
tributing permanently to the economy with long term investment, risking their
own capital not through three months, six months or a year in a quicky business
enterprise but through the predictable ups and downs of the five or ten years
necessary to establish a business on a solid basis,

The problem of Wall Street in attracting the small investor back into securities
is a real problem for the Street but is possibly too iffy In terms of time to be cen-
tral to the natfon’s capital problem. In the difiicult competition the U.S. economy
now faces—with every competitive asset it once had now shared or confiscated
by others—the investor the Committee i8 really looking for is not so much the
small, but the sophisticated comparatively large investor “locked in"” or other-
wise, He is not likely to wait to get over an emotional scare of huving been
burned since 1968. He also has substantial funds immediately to shift or invest.

In most instances he can be expected to devote his personal attention and
energy to develop his investment whether contrdlling it as owner or whether
as a substantial long term stockholder in another's business, He therefore watches
the management as though it were his own business with the beneficial result
that the manafement is tighter and more efficlent. Certainly as we now mect
foreign competition we are beginning to wonder whether absentee ownership of
widely distributed securities ownership, rapid turnover of investment and con-
glomerate accumulation makes the competence of U.8. business management the
efficiency and long-view equivalent of the owner management on which our
economy grew, Considering the inroads foreign management has lately made in
flelds once the world-wide market for U.8., machinery there is indeed reason to
wonder. A favorable balance of payments necessary to import foreign raw mate~
rials will not forever last based on temporary agricultural supremacy since
agricultural self-sufficiency is certainly the first objective present U.S. customers
of U.8, foodstuffs will seek to obtain for themselves,

The 1034 statute itself was submerged by needs of financing an expanding
war economy and war-time limitation on earned income, But the general prin-
ciple embodied in it, as resurrected in 8. 2842, was a politically tenable distine-
tion between (a) short-time capital investment which to the pudblio feels like
earned income and (b) truly long term investment which the publio accepts as
different from earned fncome, The need of judgment as to where that politically
tenable distinction must be drawn becomes more clearly demanded every day by
the present equity-investment needs of the economﬁ on one side and the demands
;)n tghe &ther of the increasingly sophisticated public for what it deems “Justice”
n taxation,

I therefore only want to emphasize, without presuming to make the judgment
demanded of you, that whatever detall is worked out in its implementation as
a balance of interests involved, the central principle of this bill, l.e., a clear
- distinction in tax treatment between short term speculative investment. of
capital and long term entrepreneurial investment of capital--is essential. It 18
essentlal to the future functioning of a whole U.8, entrepreneurial economy by
which labor in particular as well as the producer and the consumer of this coun-
try benefit. As Chairman Bentsen has said, the time has come when for the good
of the whole economy investment decisions have to be {nvestment not tas deci-
slons, Tax laws are the chief instrument of public poliey to encourage not dis-
courage truly investment decisions and this can and should be carried out fairly
~ and equitably without giving an unfair advantage to any oné group of tax-

payers,

As has been brought out in other testimony——the investment industry and its
_gervice to the entrepreneurial instinct of the avernge American to Invest rather
than keep gold in a sack needs conscions protection and direction by the U.§.
government as the only asset we have left in relation to our overseas com-
petitors—who otherwise now compete equally with us for raw materials and who
are the donees of our technology and our capital.
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But I would even dare venture that as the balance of interests i3’ worked out
to this end, it may become clear to the investment community that the price now
pald for a theoretically perfect liquidity in the national securities markets under
the present six months rule may have been part of the reason for undesirable
results in the Investiment markets that are more dangerous to the industry than
loss of liquidity, Perhaps for its future good the investment capital industry itself,
now obviously going through self-reorganization could consider self-examination
whether perfect liquidity is worth a price of public distrust and the discourage-
ment-of equity investment.

Despite our present difficulties we do not despair about the future economy of
the United States or the maintenance against demobilization of our ?ob-gh'ing
industrial power, We have only to realize from the oil awakening that it {s going
to be a different kind of an economy and that we have to think about the future
as being different from the past in our tax as in our other laws. If we are now
a have-not-nation-to-be in raw materials we compensate with an even better
natural resource of concentrated sclentific ability drained from the whole world
by our bold sclentific experimnents of the last generation, If we don't forget the
support of basic sclence regearch that natural resource of scientific ability can
eventually invent substitutes of constantly decreasing costs as in the past we
invented nylon to replace silk, synthetic rubber for the automobile, synthetic
nitrate for our farms, synthetic non-fossil fuel for everything.

But as other better-qualified witnesses have unanimously testified it will take
capital—long term capital—in enormous quantities to reach and sustain superlor
technology, and it will take dellberate incentive for the Individual to risk the
investment of his individual capital.

What may make the difference in the avallability of that sustaining long term
eapital to the economy and fndustrial power of the U.S, and the superior Ameri-
can standard of llvmg of employer and em{)loye,e alike 18 the accuracy of the
farseeing judement of political-economic balance whatever its details you are

seeking in 8, 2842,
§ 284 1034

SEc. 117, CAPITAL GAINS AND LOSSES

(a) General Rule, In the case of a taxpayer, other than a corporation, only the
following percentages of the gain or loss recognized upon the sale or exchange of
f capital asset shall be taken into account in computing net income :

100 per centum 1t the capital asset has been held for not more than 1 year;

§0 per centum if the capital asset has been held for more than 1 year but
not for more than 2 years;

60 per centum if the capital asset has been held for more than £ years but
not for more than 5 years; o

40 per centum {f the capital asset has beén held for more than 6 years but
not for more than 10 years; :

80 per centum if the capital asset has been held for more than 10 years.

ReMARKS or HENRY H. FowLER, PARTNER, GOLDMAN, BAcHS & CO., AT ANNUAL
MeETING OF NATIONAL CANNERS ASSOCIATION, JANUARY 28, 1974

T1,AGGING CAPITAL INVESTMENT AND CHANOING PATTERNS IN CAPITAT, MARKETS

Chairman Snively, President Carey, Ladies and Gentlemen, in these .doleful
days of woe and ‘Watergate, of cost push inflation followed by raw material com-
modity inflation, and, now, by “stagflation”, with recession standing in the wings,
threatening to make an unwelcome entry ; of energy shortages, and oll price escas
lation that threatens to bring about the final collapse of an internal monetary
system and the practice of international economic eooperation that have served
the Free World well since World War 11, converting some countries from an eco-
nomics of affluence into economics of scarcity, while changing hitherto obscure
deserts into new centres of money and politieal power in other areas; it is a bold -
or dull guest who selects an old fashioned subject area for discussion. -

Nevertheless, I shall address my comments to some fundamentals swwhich Amer-
fca seems to forget from time to time, These fundamentals have direct applica-
tion to your fndustry as it has been described to me by your President and
Dr. Van Meir. Moreover, as I shall explain later, they are also relevant to very
large cross sections of U.8. industry where capacity and productivity are or
threaten to become inadequate, ‘
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A return to these fundamentals 1s necéssary if this nation is to solve the eco-
nomie problems that face it and surmount the crises that threatens to undermine
the very findneial structure on which its economie progress has been based.

As I understand it your industry has witnessed a declining rate of invest-
ment in real terms in the last three years with the total falling below the replace-
inent level necessary to maintain efficiency of plant and equipment. It is also
faced with the need for massive investment in waste treatment facilities which,
of themselves, will not add to the production capacity of the industry, as they
will merely replace the hundreds of processing plants made obsolete by the reg-
ulations of the Environmental Protection Agency. -

_ These conditions exist against a backdrop of clamor for increased food produc-
tion and processing to supply increasing requirements here and abroad.

Any will of management and ownership to meet these challenges by making
the required investment is confronted by the time-honored question—*“Where is
the money coming from?"

In the first place, they may find that the rate of inflation in the last few years
and in prospect for the foreseeable future have pushed costs up so far that
they have been underdepreciating the existing equipment and the profits and
rate of return they have been assuming were there do not in fact exist,

Moreover, I am told that while present marketing conditions would support a
sharp rise in the profitability of the canning industry, regulations of the Cost of'
Living Council prevent this from happening. Consequently, the return on invest.
ment in assets employed must be éonsidered extremely low, making debt financing
difficult, or it feasible at all, rates of interest are on a very high platean and
substantially exceed the rate of return. For these and other reasons, publicly
held common stock of companies in the industry remains at extremely low price-
earning ratios, which makes equity financing difficult and dectdedly unreward-
ing and uninviting to the present equity owners,

At this point, may I say “Mr, Industrinlist, shake hands with the securities
industry on Wall Street and Main Street”, Your problem is the problen: of the se-

"eurities industry and the prablem of the securities industry Is your problem.

According to an article last week in the New York Post, businesses’ concern
over the uselessness of the securities markets for their needs in 1073 is being

‘translated into suggestions for bolstering the securities industry,

May I quote a few paragraphs from the article :

“More than 90% of American companies are in trouble—some of them deep
trouble”, warned W. R. Tincher, chairman of Purex Corporation and a member
of the Committee of Publicly Owned Companies, a group of 619 of the largest
corporations in the U.8. that is attempting to achieve a securities industry more
responsive to the needs of business, }

“They are in trouble,” Tincher sald at a conference last week on the crisis In
the securities markets, “because they either cannot get the capital they require
to meet their own and the nation's needs, or they can get {t only by borrowing
at very high interest rates—Dby incurring burdens of debt and interest charges
which are a danger to their survival,”

The expense of debt, which American business used in historic amounts in 1978,
unsettles corporations, .

“It 18 expensive to go into debt. It is cheaper to offer stock and American
business would prefer to do just that,” Donald Gaudion, chairman of the NAM,
noted in a recent Interview that included concern over the future of the securities

nmarket,
Few companies raised money directly from the public last year through the

isane of stock,
“Overall, only 99 new issues were marketed during all of 1978, compared with
H08 in 1972,” according to Tincher, :
American business has several suggestions for 'puttin equity financing back
into business for them, all of it revolving around legislation out of Washington,
“We need, ur‘%gntly, legislation that will help corporate America gain access to
“We urgéntly need legislation that will halt the excessive diversion
of investment dollars to the stock of 20 to 50 {nstitutional favoritfes, We need
legislation that will encourage the distribution of equity capital Investment over
the broad spectrum of American economic life, We badly need tax-reform legislas
‘tion that will reward and not penalize Americans who buy and sell equity securis

" ties of our companies,” says Tincher, These observations quoted {n the newspaper

article referred to are timely. ‘
20~146-~74—18
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_These observers drive home the Interdependence of industry and effective capi-
ial markets and the contemporary fact that changing patterns in the capital
markets have created a threat to both to which national policy should be directed
on g high priority-basis—by that I mean this year 1974.

There are many who will be unconcerned about the web of interlocking causes
and effects just described because they have never understood or appreciated
the delicate mechanism that enables the private enterprise sector of our national
economy to work effectively.

There are others who brush the implicit problems away by pointing to the fore-
cast of a substantial increase in capital outlays in plant and equipment for 1974,
despite accompanying forecasts of a slowdown year in consumer spending.

But, as the Monthly Economic Letter for the First National City Bank in De-
<ember analyzes the situation, there is an fllusion in these rosy figures, -

It notes that when the McGraw Hill survey results of a 14 per cent increase are
.ndjusted for prices, it appears that 8-7% of the increase reflects higher costs—real

.growth in outlays would be only at most 9%. )

The Letter continues in a more disturbing vein:

“Moreover, a look at plant and equipment expenditures over the last few yenrs
suggests that capital investment in many major industries, particularly in manu-
facturing, may not have kept pace with the demands of the economy, and that
-aven a 9% increase in real spending may not rectify the situation.

Aggregate investment has been growing steadily. For the manufacturing sec-
tor as a whole, however, real capital outlays in 1972 were substantially below
the level.of the mid-to-late 1960's, both abgolutely and relative to GNP, For 1978,
manufacturing outlays are expected to be up 15% in real terms, but as a share of
GNP they are well below the levels of the mid to late 1960’5,

It would appear from this analysis that the canning industry is not alone with
its problem but that it exemplifies a larger and more {»e:vaslve ailment that
affects our national economy. As the City Bank Letter sces it : - ‘

“Capital outlays by several of the basic industry groups have shown littlé or
no inerease since 1965 ; all but non-ferrous metals have declined relative to GNP,
Several of the basic industry groups expect to increase real outlays next year,
but again, as a proportion of GNP, expenditures will be below the levels of five
vears ago, The only substantial increases over the perlod, both absolutely tnd
relatively, have been made by utilities.” '

This overall situation gives rise to some basie questions. The nation is entitled
to answers to these questions, The nation is entitled to some actlon on these
answers 1f analysis shows, as I suspect, that the industries that have shown the
poorest. track record for new investment in productive assets in recent years are
those in which there are actual shortages of capacity, threatened shortages, less
than satisfactory rates of increasing productivity and eficlency, or relative in-
ability to meet foreign competition in domestic or export markets.

. Iﬁt ims survey some of the likely causes of inadequate investment in productive

acilities, .

" First, let us consider the effect of increased rates of inflation In recent yenrs
in giving rise to the likelihood of underdepreciation and inadequate cash flow,

In September 1970, the President’s Task Force on Business Taxation, on which
I served as a member, submitted a report in which it considered this question,
pointing out that:

“Since cost recovery allowances are based on the original costs of the plant and
equipment, these allowances represent a decreasing proportfon of the costs of
replacing such facllities as their prices rise. The adequacy of these allowances as
a source of funds for financing plant and equipment outlays declined dgccordingly
as plant and equipment prices rige.” (see pp. 12) . o

In the analysis of the Price Index for Gross Private Fixed Investment (Non-
Residential for the period since 1948, it appeared. that the annual amount of
underdepreciation rose from a little over $1 billlon in 19845 to roughly $4.5 in
1957, declining thereafter to somewhat less than $8 billion in 1065, T

With rising costs after 1965 it was estimated that the amount of underdepre-
ciation for 1970 for non-finiancial corporations would reach $7 billion. Since that
time the annual underdepreciation has been rising sharply with the continued
rise in the rates of inflation. . . .

The Internal Revenue Service does not permit depreciation based on replace-
‘ment costs. As the Monthly Morgan Guaranty Survey for November put it:

“fhe practical result of holding depreclation write-offs below the true cost of
m;placmgl gﬁg is that companies’ reported profits are bigger than they other-
wisge wou : L
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The resulting overstatement of profits and built-in inadequate cash flow to
keep facllities modernized and efficient has become even more acute as the level
-of inflation has reached and seems destined to continue for some time gt levels
unprecedented since World War I1. ‘ iy -

- This suggests a timely review of the adequacy of the pregent miles on deprecia-
“tion to cope with this problem, In 1970, the Task Force recommended a shorten-
ing of the time lag between Investment and write-off as an indirect method of
reducing somewhat the adverse impact of inflation on the adequacy of-cost
recovery allowances. By so doing it sought to avold the administrative com-
pliance and precedent difficulties that might have resulted if cost recovery allow-
ances were based on a revaluation of the historical costs of production facflities
on current prices, But it did conclude that “We belleve that there might be sub-
stantlal advantages in this approach In terms of reducing an important barrier
to the desired growth in production facilties.” (p. 14)

There are large and important and complex issues involved in any policy re-
assessment of this problem and its handling by the Treasury and the Congress,
And there 18 1o easy anawer to the question as to the proper course of actlon for
the accounting profession and its company clients in annual reports and other
key documents in spelling out the differences between historical and replacement
costsi and their bearing on earnings and taxes. As the Morgan Guaranty Letter
puts it: .

“But clearly every company with any substantial amount of fairly long-lved
assets which have to be replaced ought to be asking itself whether financial re-
porting orlented to historical costs shouldn't be supplemented one way or another,
The stakes are enormous simply in terms of an environment conducive to rational
tax policy. Depreciation allowances based on historieal cost are potentially dis«
astrous to on-going maintenance of plant and equipment in an age of inflation.”
As things now stand, each year a significant portfon of the funds needed to replace
capital goods is misidentified as income and taxed away by the IRS, This obvious-
ly is inlmical to the growth of the natlon’s stock of capltal goods.”

Second, tegal and policy requirements on environmental protection, calling
for Investments that do not add to productive capacity or efficiency, tn the sense
of incrensed productivity per worker, could be another contrlbuting factor to
Inadequate investment, particularly in some sectors of industry,

That 18 not an argument that these standards should not be enforced. But it is
a factor that should be taken into account with particular attention paid to the
maximum utilization of tax exempt potlution control finaneing to minimize the
drain on investment {n productive facilities. :

A recent analysls in the December Issue of the Monthly Beonomic Letter of the
First Natfonal City Bank provides a useful quantitative fix on the magnitudes of
the diversionary drains from productive investment resulting from the pollution
control legislation enacted since 1968, 1972 outlays for pollution control, tripling
1067 totals, affected particularly primary metals, paper, chemicals, petroleum
and electric power.

“The most serjous case is the paper industry, where such investment rose from
6% of the total industry outlays in 10687 to 289 in 1972, with nearly 48% of
capital outlays projected to go for pollution control expenditures in 1973, ‘

] * * *

* & *

“To get some idea of the impact of these on total capital spending, pollution
expenditures were deducted from total expenditures and adjusted for price. Dur.
ing 1972 the manutacturing sector as a whole, and many of the basic commodity
industries—primary metals, chemicals, paper and petroleum-—spent less, both ab-
solutely and as a share of GNP, on revenue generating assets than they had in
1967. In most instances, it was one more step in a steadily downward trend in
capital outlays for real ‘improvements.’ ” :

This phasing in of pollution control standards promises to be a considerdble
factor for the years ahead. The combined report of the Counell on Environmental
Quality and the Environmental Protection Agency in March 1972, estimated
that 'meeting pollution standards over the period 1072-1980 would cost industry
some $26 billion, ‘ ’ o

Incidentally, it was noted that most affected would be “vegetable and fruit

-canhing and processing and iron foundries.” - : ’

For to-day, the only useful comment on thiy score is to direct your attention
once agdin to the fact that utilization of tax exempt pollution control financing
can reduce the cost of borrowed monies. On the average, 2% per annum less than
tuxgble interest rates-can usually be obtained if you resort to your friendly
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-

investment banker, such as Goldman, Sachs & Co., to assist you in borrowing
through the tax exempt bond route,

Pollution control financing has been authorized by statute in all states except
Idaho and North Carolina. Financings may proceed immediately in all other
states except Hawaii, New Jersey and Washington where the legisiation is efther
awalting gubernatorial signature or state Supreme Court test action.

. In the states of Connecticut, Ohio, Missouri, Texas (for air pollution) and'
California all pollution control expenditures within the state may be grouped
and financed through one bond issue.

While most industries can anticipate that the qualifying Pollution Control
costs will run between 10% and 20% of the new plant cost, those plants dealing
almost exclusively with bio-degradeable eflluent will probably find the percentage
cost somewhat less, In estimating the qualifying amount, non-product equipment
(e.g. bollers) should be checked for pollution control expenditures. As a con-
slderable gap exists between published IRS Regulations and IRS practice as
reflected in private Rulings, professional help should be solicited before any
expenditures are comniitted so that the maximum qualifying pollution control
costs can be identifled. As an example, an entire whey treatment (drying) plant
has qualified when the financing was properly designed,

Financing through publicly marketed bonds generally results in the lowest
net interest cost, and may be retired over a considerable term—25 years being -
not uncommon, However, as the costs of the finaneing may preclude issues of'
less than $1,000,000, companies may find a number of banks which have an inter-
est in financing these lesser amounts, even though the terms of the loan may
have to be reduced to the common 10-12 year ban¥ term.

Now, let us turn to a third cause of underinvestment which presents an especial
challenge to both business and finance, and, indeed, to the nation at large.

I refer to underinvestment caused by the unavailability of external capital,
‘particularly equity capital, in sufficlent quantities and on reasonable terms.

This unavaflability may be nearly absolute or only i{n terms of market issuing
prices that management and owners of existing equity in the business properly
consider unacceptable,

In some sectors of industry, or in particular companies, this inaccessibility
to equity markets may be due primarily to low rates of return on invested capital
or other financlal weakness. But there is increasing evidence that the relative
inaccessibility of American industry to the equity market is due to malfunction-
ing of the capital markets, ‘

Under existing conditions, these capital markets do not seem to be able to
provide the equity capital needed by American industry on terms and at prices
which are acceptable. Except for a small minority of companies, the common
stocks of most American companies, traded on the organized exchanges or over
the counter, are selling at far lower relative values, in terms of thefr earnings,
than has been true in many years,

A glance at your morning newspaper is all the proof needed. It will show that
a preponderant majority of the stocks lsted on the New York and American Stock
Exchanges, or over the counter, are selling at prices less than ten times their
earnings. Many are being traded at three, four, or five times earnings despite en-

_couraging growth {n profits over the past few years,

Continuous reliance on debt financing, particularly under conditions of per-
ststing high interest rates, may result in burdens of debt and interest charges
which are dangerous to survival in the inevitable periods of adversity, whatever
the cause. Indeed the interest rates may approach or exceed the rates of return
on invested capital, :

Yet last year corporate finance was largely characterized by an extraordinary
amount of bank borrowing by industry in all too many instances to fund long
term investment, some reluctant recourse to the long term debt market, and

- relatively limited resort to the raising of equity capital. This {8 not a sound or
healthy financing pattern, -

When the equity market 18 not accessible to industry at large on reasonable
terms, the owners and managers of industry have lost a very valuable option,
But 80 have the American people. The economy faces a huge need for new capital
in the next few years. Equity capital is needed fn vast amounts to provide the
goods, services and jobs needed. In addition to the capital required for environ-
gm}t:’lnnt:gdg a?l? the modt;rnlm?ttlflm of qlant to m:et forelgn competition, we are

¥ the unusual capital requivements for energy source develol :
and distribution by both old and new enterprise. & pment
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And if the owners and managers of existing businesses in this rapidly competi-
tive soclety lose access to the equity market, the loss of this option leaves them
only with two alternatives. They may choose to sell the business, putting it in
stronger financial hands by merger or acquisition, or run the risk of gradual
deterforation of the business with decline in value of existing equity. They will
no longer have the option of utilizing new capital to assure increasing produc-
tivity,-to participate in industry growth, and to improve marging and rates of

eturn,

This situation is not good for the company, the owners, the managers, the em-
ployees or the customers, or the country at large. .

Our econome system depends for its health, vitality, vigor and dynamics on
many thousands of enterprises, of all sizes and dimensions. Their continued access
to equity in our capital market is a fundamental part of this system,

It is for that reason that, in my concluding remarks I bespeak your interest
lsnt the preservation and revitalfzation of a functioning equity market in the United

ates.

There are many aspects of this problem of a functioning capltal market that
times does not permit us to examine today. The rules under which the securities
industry and the stock exchanges have functioned in the past forty years wth
remarkable success until recently in providing the risk capital for American
industry seem to be destined for fundamental change at the hands of the Congress,
the Securities and Exchange Commission and the Department of Justice. The
brokerage industry on which the nation depends for the Initinl distribution and
secondary market exchange of securities Is suffering severe financial losses, The
fnereasing trend toward institutionallzation of our securitles markets, dramat-
feally fllustrated by the fact that large banks, insurance companies, pension
funds, mutual funds and stmilar institutions, now account for more than 70 per
cent of the public trading on the New York Stock Exchange, ralses muny new
questions of financlal policy.

All these aspects of the capital market we can leave today for the experts, But

- there is one clear and pressing danger to the eapitnl market that presents an
inescapable challenge to American business and the securities: Industry—the
diminishing direct participation of the individual American in the eqlulty market.

The willingness of Americans, as individuals, to put new risk capital into pro-
viding the jobs, opportunities, and an increased standard of living for all, is
atrophying. Many older investors are locked into large capital gains accumulated
in the past and which they hope to leave to their heirs intact, They will not turn
over this capital at the price of the huge capital gains they would have to pay
under existing law. Most of the younger potential investors seemn to prefer the
safer to the more venturesome investments.

According to recent testimony before a committee of Congress by representa-
tives of the Securlities Industry Association:

1. Savings deposits increased on a huge scale from 1968 to present, while
direct investments were only a declining trend. In fact, during 1971 and 1072,
and continuing in 1973, people actually liquidated risk assets. They sold
thelr stocks presumably to put their capital into savings,

2, The purchase or sale of stocks in odd-lota on the New York Stock Ex-
change, the sign of the small individual investor, declined from 21% of volume
in 1960 to an all time low In 1972 of 4.69%,.

3. Even in mutual funds, the individual investor has tended, in the last few
years, to redeem more shares than he purchased. . . .

4. The share In trading volume of individuals in dollar volume on the New
:};;)‘;k Stock ‘Exchange has declined from a penk of .65% in 1963 to less than

0

It has been estimated that the number of individual stockholders has declined
by as many as 800,000 since early 1972, ¢

These developments and others give rise to a most disturbing apprehension,
namely, that the ownership of U.8, corporate securities by individual Americans

18 on a declining trend in elther relative or absolute terms or both, for the first
‘time in our history since this type of information has been available, o
If this apprehension is correct, this trend should be a matter of increasing
concern. The development of strong institutional investors {n bank trist funds,
. insurance companies, pension plans, mutual funds and the like, which collect
and invest personal savings is a great national asset, But their existence is no
‘adequnte substitute In our private enterprise system for the values that are
inherent in the direct investment of the individual cltizen in a particular enter-
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prise. Institutional investors do not necessarily serve the same function as
masses of individual investors. . o

As James M. Roche, former Chairman of the Board of General Motors and a
public member of the New York Stock BExchange put it in a recent statement :

“Our system cannot flourish solely on the basis of the health and strength of”
76 glamour companies or even of Fortune's 500 companies, nor can it ‘survive
without the support of individual investors. Every large corporation depends
upon hundreds or thousands of small enterprises, as suppliers of components, as
generators of ideas and products, as producers of income for their owners and
shareholders who buy our products, Both individual investors and these smaller
companies supply an essential quality to American life—a quality we can 1ll
afford to lose. .

“These small companfes must depend upon the smaller, non institutional in-
vestors for equity investment, and all companies, small and large, as well as
the Institutions themselves, depend upon the individual investor to supply liquid-
ity, depth and continuity to the market.” .

Undoubtedly, there are several significant factors at work, retarding the flow
of equity investment. They include a general lack of confldence, the growing:
bias toward inflation in the economy, the higher rates of interest accompanying:
that persistently high inflation which Increases the return on fixed income invest-
ment relative to common stocks which involve greater risk,

But in my judgment, the one factor that iy susceptible of prompt action now,
is the present capital gains tax system, which in its present form acts as a severe
deterrent to equity investment instead of an incentive, :

It should be substantially modified as the keystone of a program and policy
to bring the individual back into the capital market, thereby helping preserve
and revitalize a fully functioning equity market. :

Incentives offered individual Americans to risk capital in the existing capital
gaing tax have become insufficient to attract equity investment. The impact of" .
inflation on any dollar profits earned, the lack of response in the market to in-
creased earnings per share, and the alternatives of high interest rate secure sav~ i
{ngg dteiposlts. have resulted fn making any incentive that previously existed

neffective, ‘

Bince the passage of the 1060 tax bill, increasing the maximum tax rate on long-
term capital gains, there have been increases in GNP, corporate earnings and
average wages of between 25 to 30 per cent. But. the prices of common stocks have
declined and dividend increases have been held back. The 30 million common
stockholders of the United States have not shared in the natlon’s economie gains,

My conclusion and conviction is that the percentage of long term capital gains
that is taxahle as ordinary income shoyld be reduced from 50 per cent to 80 per
cent, This reduction would make the maximum a twenty one per cent rate on the
long term capital gain of an individual in the top 70 per cent bracket instead of
the current 88 percent rate, with rates correspondingly lower on the long term
capital gains of taxpayers in lower brackets. . ‘

To those who might attribute this suggestion to my present environment in Wall
Street, I would point out that this was the scale which President John F. Ken..
nedy recommended to the Congress in his Tax Message of January 24, 1963, which
niessage I helped devise and promoté as Undersecretary of the Treasury at that
time. In presenting various proposals on the taxation of capital gains, President
Kennedy stated : . ,

“The tax on ecaplital gains directly affects investment declsions, the mobility
and flow of risk capital from static to more dynamie situations, the ease or diffi--
culty experienced by new ventures in obtaining capital, and thereby the strength-
and potential for growth of the economy.” ‘ .

In addition to lowering the base rate of inclusion of individual long term
capital gaing into ordinary income from 50% to 30%, I would also urge a

" graduation downward of the rate of inclusion geared fo the length of the time

period held, The incorporation of this prinelple to include, let us say, & decreasing: .

- percentage of the gain at five year intervals up to twenty years, to say a minimum -
- of ten per cent, would aceomplish several worthwhile objectives,

" It would recognize the degree to which inflation fs responsible for the nominal
dollar gain recorded on a capital investment held over a perod of years, This

“inflatton erosion may result in an economic loss as measured in real values with

a r gain that is taxable up to 35 per cent under present law. For example, with
th%ag:teng inflation for the ten year period 1962-72, at a cumulative 27%, an -

" investment of $1,000 1n 1962, sold in 1972 for $1,200, would result in a real logs‘ln-
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economic vatues to the Investor. To include 50% of that $200 capital gain as
income and tax that $100 at ordinary income rates is not equitable, and it is cer-
tainly a deterrent to equity investment.

The second and equally important reason for incorporating the dovwnmward
graduated scalé of inclusion, geared to the holding period, is that it is designed to
counter the locked in effect of the present capital gains tax which has served to
stifle the mobility and flow of risk capital from the “static to more dynamic situ-
attons” which President Kennedy sought.

There is considerable evidence that there 18 a whole generation of individuals
who are reluctant to sell or cannot afford to sell their security holdings because
of the capital gains tax. As a result this capital becomes sterile and millions of
stockholders simply sit on their locked-in gains. These funds ave unavatlable for
reinvestment, the government receives no revenue, and the capital market loses
that source of potential liquidity.

Positive incentives should be put in the capital gains tax to unlock these locked-
in dollars, resulting in benefit to the economy by increasing capital flows, provid-
ing new tax revenucs, benefitting taxpayers, (mostly older eitizens) and improv-
ing the liquidity of our markets.

The problem of the lock-in is not just a ?roblem of the elderly or the high income
group, The NYSE Shareowner Survey of 1970, indicated that of the 21.5 million
direct individual investors making $20,000 or less, more than half made no trans.
actions in 1969 and 1970 and 209%-—about 6 million—had no tpurchases or sales
for three years or more, A regular review and some shifting of these investments
Awou}{d tbe in the interest of the investor, the economy, and a more effective capital
market, -

This-brief discussion by no means covers the entire range of present tax pro-
visfons relating to capital gaing which may, upon examination, prove to be
damaging to an effective capital market.

Yor example, the treatment of losses needs re-examination, :

In conclusion, let me once more labor the obvious, There is an increasing inter-
dependence between the businessman and the financial community. ‘Our problems -
in the securities industry are intimately related to your ability to obtain adequate
equity and long term debt financing on reasonable terms and in a balance appro-
priate to sound financial policy, Your problem in obtaining debt financing on the
cheapest terms to meet_the non-productive capital requirements imposed by recent
laws and regulations provides a common interest. The adjustment of depreciation
1aws, regulations and practices to take into account any substantial underdepre-
clation due to persistently high rates of inflation is basic to the maintenance of a
sound industrial financing structure, That structure must be capable of adjust.
ing to the demands for increasing productivity and capacity that are surely to
be placed on an industry as vital as one in the mainstream of the supply of

ood,
Because of these common interests, it has been a pleasure to be with you today
and pool our problems,

{From Hearings on H.R. 8363 (Proposed Revenue Act of 1063), House Ways and Means
Committee, 88th Cong., 18t Sess. 47-61 (1968) ]

STATEMENT OF SECRETARY OF THE TREASURY DiLLoN, RE PRESIDENT KENNEDY'S
1968 TAx MEessior

One of the most important phases of the tax law in which the President has
recommended changes designed to release the forces of growth is the treatment of
capital gains and losges.

This part of the tax system has not undergone needed basic revision since 1942,
The present provisions are both inequitable in essential respects and detrimental
to the mobility of investment funds and liquidity in capital markets, The broad
definitlon of capital gains permits certain types of ordlnary income to be taxed
at cax;ltal gains rates, thus making it more difficult to set an appropriate rate of
on for true capital gains, ’

An overhaul of these provisions can make an important contribution to a
stronger economy and a fairer tax system., Reduction of tax barriers to the free

" flow of investment and risk capital will not only add to the strength and buoyancy
of the economy but will algo produce several hundred million dollars of additional
. revenue annually. ...

PERCENTAGE INOLUSION
The Prestdent has recommended that the percentage of long-term capital gains

included in taxable income of individuals be reduced from the present 50 percent

.
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“of the gain to 80 percent. In combination with the proposed individual fncome
tax rate [reductions], this will result in capital gains tax rates ranging from 4,2
percent to a maximmum of 19.5 percent, compared with an existing range of 10
to 25 percent, It will result in more equal treatment of individuals in varfous
income groups. Unlike the present arrangement, the relative differential between

-capital gains tax rates and ordinary income tax rates would be the same at all

levels of income, .
While this would provide a reduction of 22 percent in the capital gains tax

“for those in the highest bracket, the reductions would be substantially greater

‘for all other taxpayers. For instance under present law the 25 percent rate
apples whenever ordinary taxable income plus capital gains exceeds $16,000
for a_single individual and $32,000 for a married couple. At this same level
the effective rate under the President’s proposals would be only 12 percent, , . .

Independent outside surveys. our own studles, and letters and comments which
nre received daily from taxpayers throughout the country Indicate clearly that
these substantial reductions will increase taxpayers' willingness to realize capital
gaing and stimulate a larger turnovef of capital assets.

Thus the recommended 30 percent inclusion ratio would stimulate a freer
flow of investment funds and at the same time provide a more even-handed
treatment of taxpayers in all income brackets,

CAPITAL GAINS OF CORPORATIONS

Corporations should share in the reduction in capital gains tax rates. In line
with the reduction of general corporate tax rates, the I'resident has recommended
that the present basic¢ structure of capital gains taxation for corporntions be
retained but that the alternative rate be reduced from he present 25 percent
to 22 percent, The 22 percent rate corresponds to the proposed reduced corporate
normnal tax rate, This will simplify tax accounting for capital gains for almost
half a million corporations subject only to the normal tax.

HOLDING PERIOD

»

The present preferential treatment of nsgets disposed of within a perlod of
Teas than a year iy difficult to justify either on economic or equity grounds,
The G-month holding period frequently qualificx purely specnlative profits, It
also makes it less risky to carry out various maneuvers designed to convert
ordinary income into capital gains,

A longer holding -period nmkes-it possible to provide more Hberal treatment
for bona fide investment gains without applying unjustified reductions to income
from short-term trading in securities. Moreover, the substantial reduction in
ordinary income tax rates must be taken into account in considering the proper
holding perlod, as even short-term gains will be taxed at lower rates.

It is for these reasons that the President has recommended that the holding
period be lengthened from 6 months to 1 year.

EQUAL TREATMENT OF GAINS ACCRUED ON CAPITAL ASSETS AT TIME OF TRANSFER BY
GIFT OR AT DEATH

Pregent law permits the exemption from income tax of capital gains acerned
when the appreciated assets are transferred at death., The prospect of eventual
tax-free .transfer of accrued gains with a stepped-up basis equal to the new
market value in the hands of heirs distorts investment choices and frequently
results in complete immoblility of investments of older persons. ’

The President has recommended that the proposed reductlon in the capital
guins tax be accompanied by the taxation at lopg-term capital gain rates of

-net gains accrued on capital assets at the time of transfer at death or by gift.

This would not apply to assets transferred as charltable gifts or bequests. . . .

The foregoing exceptions and exemptions would Hmit any impact whatsoever
of the proposal to fewer than 8 percent of those who die each year. A number
of other provisfons set forth relief and transition rules. . . . -

OVERALL RFFECTS

Ennctment of the President’s vrecommendations for reduction and reform in
the capital gaing area would substantially reduce the amount of tax pald per
dollar of capital gain realized. At the same time, the improved definition of
capital gains, the extension of the holding perfod, and the taxation of capital gains

1
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.at death will result in a net increase in revenue from this source of $100 million.

In addition, a substantial increase in revenue, estimated at $850 million, will
be realized as a consequence of the unlocking effects of the proposals and the
-greater volume of capital transactions that can be confidently anticipated. The
total increase in revenue from the capital gains proposal ts, therefore, about $750
million per year,

WasHiNaTON, D.C., February 1, 1978.
Hon, Wrmsur D. MiLs,
Chairman, Ways and A eans Committee,
Longworth House Office Building, .
Washington, D.C.

DEAR MR, Mirrs: I have prepared the attached memorandum from the view-
point of an individual concerned with the formation and maintenance of capital
ereated primarily from savings, The purpose is to discuss the impact on capital
of the present tax where no adjustment is made for the inroads of inflation, i.e.,
the taxation of “gainsg” which do not reflect a real increase of capital, ‘

I have not attempted to discuss the importance of the formation of capital
to the domestic economy.

I sincerely hope this memorandum may be of some value in the considera-
tlon of any change in the Internal Revenue Code concerning capital gains.

Sincerely yours,
Rowarp J. FouLrs,

Attechment,

SOME THOUGHTS ON THE IMPACT OF INFLATION ON CAPITAL OAINS

One of the demandx for tax reform, heard with increasing frequency, is that
Congress abolish the distinetion between ordinary income and capital gains.
Lelss drastie is the advocacy of sharply increased rates of taxation on capital
gains, . .

Any discussion of capital gains should distinguish the essential difference
between the nature of ecapital and current income derived from labor or the use
of capital. Capital is largely derived from savings out of past income and is, in
turn, used to produce current income in the form of dividends, interest, rents,
ete, This income is taxed in the same manner as income from other sources.!
Capitnl gains do not represent income in the sense that people generally view
current income, They only measure the increase in dollars over the number of
dollars initially invested.

The purpose of this paper is to call attention to the fact that under the pres-
ent system of capital gatns taxation, “apparent gains' are taxed as well as “real
gains.” To limit taxation to recal capital gains there needs to be an adjustment
of that investment. There have been suggestions that the laws be amended to
wrovide “rollover” provisions comparable to taxation of residential property.
This would indeed be an improvement and would free any investments now held
because of reluctance to pay a capital gains tax on a large gain. However, even
under a rollover system when a capital gains tax is finally applied, unless there
is some adjustment for the impact of inflation on the purchasing power of the
inftial investment, there may be, in fact, a confiscation of the investor’s capital.

It 1s not contended here that capital gain should not be subject to tax but it
should be recognized that in many cases a tax on capital gains is a capital levy
and In a sense, confiscation of capital by the government. Let me explain these
«ather harsh words. Suppose an investor buys AAA ofl stock when this stock is
selling for $100 and when BBB oil stock is also selling for $100. Three years later,
he loses confidence in the management of the AAA company and therefore sells
‘he AAA stock for $200 (the then market price) and buys the BBB stock also
‘or $200 (its then market price). Under present law, there would be a $100 long-
term capital gain subject to capital gain tax although the investor neither gained
nor lost anything by stmply changing one investment for another very similar in-
restment after investment prices had risen. Perhaps the example is ‘even more
dramatic if we consider a rise in consumer prices which results from inflation,
Thus, assume the investor bought stock for $100 when the consumer price index

b also be remembered that income derfved from the use of capital supplled by
nvetuttgx‘?so'tlcl)dcor;gratlons is taxed when earned by the corporation, That income wgere pald
»ut in the form of dividends is taxed a second time in the hands of the investors,
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was $100. Three years later, he sells this stock for $150 svhen the consumer price
index is $160. Under present law, he has a $30 long-term -capital gain subject
to tax although the amount of consumer goods he can now purchase with the pro-
ceeds of the sale I8 no greater than the amount of such goods he could have pur-
chased at the time of the original investment. This paper points out in more detail
through specific examples that even the present system results to some extent in
a tax on “gains” which really represent merely increases in the price of invest-
ments or in the price of consumer goods. Accordingly, to go any further and to in-
crease the tax on capital gains, would serfously limit the ability of investors to
be rewarded for risks taken in supplying capital to the economy.

Risk is a vital factor in the investment of capital. A person geeking merely
to protect the number of dollars invested against loss while obtaining income
will seek low risk investments such as high grade bonds, When inflation, one
of the factors to be weighed when considering risk, is antleipated, higher inter-
est rates are demanded on such investments to offset the Impact of inflation. An
example of this is the substantially higher yield from bonds compared to invest-
ments in stocks in recent years, In previous periods, such as 1932-1952, the yield
from stocks was higher than that from fixed obligations because of the higher
risk of investment in stocks.

TABLE NO. 1.—BOND AND STOCK YIELDS
[in percent]

1932 1942 1852 1962 1087 1972

Corporate bond ylelds. . .....cooooeeevniiinn .. 4,65 2.75 3.19 , 61
compr?wnstoekyyi’olds........; ................... 6,25 5.20 5.5 . , 37

P.R'Eu.nnd other tables contsined in this memorandum were contributed by Arthur Anderson & Co., sn internationsl

‘

The investor in equities such as common stocks, in the face of inflation, accepts
a lower Income from dividends because of the hope that volume of business and
ensuing profits will result in a sufficlent increase in the market value of his in-
vestment to more than offset the impact of inflation on the original dollars

. Invested.

In many instances the contemplated results are achieved but the imposition
of even the existing level of capital gains taxes can offset the actual increase
in the purchasing power of the original dollars invested. In other instances the
capital gains tax can actually reduce the gurchaslng power of the money recefved
from the sale of an asset below the purchasing power of the original number of
dollars invested. In other words, the capital gains tax can operate to take not
only a portion of an apparent capital gain but to actually take part of the real
capital originally invested when purchasing power is considered.

The following table shows the reduction in the purchasing power of the dollar
in ten-year perfods and also the accumulative effect of the reduction in the
purchasing power of the dollar from 1942 to 1972:

TABLE NO. 2
-Percent
Reduction in Cumulative
Purchasing TR e  purchison pamer
urchasin, ] n, 7
Year : power of $ prior peried w 1,0.“"3942

"2 i5 5

i 8 3

The person who pursues a program of investment in equities to provide for
retirement needs can be seriously affected by the imposition of the existing sched-
ule of capital gains taxes., Table #3, which follows, reflects investments of
$10,000 at five-year intervals. With a total of $30,000 invested by the end of 1071
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the Investor has a taxable gain of $14,555, subject to a tax of $3,639. When the:
purchasing power of his original investments is adjusted for the reduction in:
purchasing power caused by inflation, he has a real gain of only $7,672. The result

is a tax, nearly one-half of which is applicable to dollars of apparent gain which-
do not increase the real value of his original investments.

TABLE 3.—CURRENT TAXATION OF CAPITAL GAINS

- [These computations show that, under current law, the average real gain on the capital invested in common stocks over the
. m b period 1960 to 1970 would be taxed at the lgﬂ of 45 percent (33,96 divided by $7,572))

Initial  Market Cost re- Tax on
Invest-  yalue f‘ stated In Real Infla. Tax on nfla-
ment, Dec, 3| current ain  tionaty  Taxable resl  tionary Total .
Year Amount 16711 dollarss oss) gain gain gain gain  tax dus:
1960..... comsae . $10,000 $19,706 $13,710 35,33 $3, ng $9,706  $1,499 ssgg $2,421'
1 10,000 11,854 12,773 N 1, 964 202 [ 491
l§§o 10,000 12,885 10,500 2.( 385) 500 2,83 (696) 12b 721

Total...... 30,000 444,655 36,933 7,672 6,983 14,555 1,803 1, 148 3,639

4 The market value reflecis adjustments for stock didecnds and stock splits. No adjustment has been made for the is--
suane of stocl l‘i’gm. Ithas been assumed that dividends were not reinvested, These 2 technical factors have been ignored
for slmpllcil[y and ate not relevent to the immediate issue,

3 The initial $10,000 Investment has been inflated by the GNP Implicit Price Deflator to show the purchasing power of
that investment in terms of 1971 doliars, The con:xmor Piice Index would give substantially the same resuits,

3 An eftective tax rate of 50 percent was assumed. These computations ignore the rouiblo application of the alternative-
tax on capital gains snd the minimum tax on items of tax preference. To compute the effect of these taxes tequires as-
sumptions with respect to items of taxable income and tex liab lity not otherwise jelevant to these computations,

”01 hese market values are based on the increase in Moody’s Industrial Stock index from the year of purchase to Dec. 31,.

Table #8(a) shows the effect of inflation on five blue chip stocks purchased.
in 1960, For the first stock, General Motors, the market vaJue exceeds the real
value of the initial investment, In the next three instances, AT&T, Monsanto, and
Commonwealth Edison, the market price {8 lower than the real value of the
initial investments and the present capital gains tax actually further reduces
the original purchasing power of the investments, For the fifth stock, U.8, Steel,
the present market value is only $860 or a loss in original dollars of $640 but a
loss in actual purchasing power of $1,011.



ustments for stock dividends and stock splits. No adjustment has 3 The initiat $10,000 investment has
- been made for the issuance of stock rights. It has been assumed that dividends were not reinvested. that

TABLE 3(;)
1t investments were made in the following selected stocks over the same period, the investor would incur 2 real loss]

Initial investment Market value  Cost restated

Taxon
at Dec. 31, in current Real gain  Infiationary Taxable Taxon  inflatiol Total tax
Year Amount 197114 dollars? (Ig::) gain ., gein real gain m ¢
1960 (General MobrS COMP.). —— v emeoeemmeennennonnn. " 51,000 f1, 666 §1,371 5255 $666 s = &
" 1960 (AT&T). S s}.. 000 5{' 000 L3n 2371 % .............. 93 93 .aaae f.--
1960 to Co).ovo o 1,000 1,200 1,371 171 371 200 43 93 S0
Commonwealth Edison €0.). ..o oooooemeo. 1,000 1,333 1,311 gs 3n 333 10 93 83
1960 ted States S 1,000 368 L3 (1,011 n (640) 93 (160)
Total 5,000 5,559 6,855 (1,296) 1,85 559 (325) 465 140
1 The market value reflects adj

heennmabymcGNP!mﬂhtPrbcMmmshwm
d’:mpmof investment in terms of 1971 dollars. The consumer Price Index would give
These 2 technicat factors have been ignored for simp) anﬁafenotrdcvamtothesmmadiato substantially the same resuits.
2 These market values are based

ontbemcreasem oodyslndustmtsmdzlndaxfrunﬂnyoar  An effective tax rate of 50 percent was assumed.
of purchase to Dec. 31, 1971,

Theseeompuﬁous the possible
utmofthe emnhxmmitﬂmmemmm ttwofhxpwmn;.wl’o

o these réquires assumptions with rospecttnst of taxable income
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TABLE 4—TAXATION OF CAPITAL GAINS UNDER THE TAX EQUITY ACT OF 1973 (HR. 1040) INFRODUCED BY REPRESENTATIVE JAMES C. CORMAN ON JAN. 3, 1973

m.ummwmﬂmwaammunm

thereby increasing the total amount of tax duej

MWMMWH&IMEM&M invested capital will substantially escape taxation.

Taxable gain

current law ¢

Tax due under
H.R. 10404

Tax due under

under
ot v

gin
e

Taxable

H.R 10402 Real gain (loss)

Testated in  Tax basis under
doftars

Year

228
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e

£28
8=
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4,555 36,983 36, 500 7.512 8,055 14,585 4,028 3,639 -

30, 000

3
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Note Table #4. HL.R. 1040 introduced on January 38, 1973, would allow a tax-
payer to add 4 percent of the original cost of assets to the tax basis each year as
.a hedge against inflation up to a maximum of 60 percent at 18 years. However,
capital gaing would be taxed as ordinary income, Table #4 which assumes the
sume investments as Table #3 shows that the effect of H.R. 1040 would actually
increase the taxpayei's tax Hability above the present capital gains tax.

" Table #5, which is based in part on actual experience, reflects the impact of
the present capital gains tax in the case of an individual who purchased a resi-
dence in 1937 and converted it to rental property before a sale in 1971, This
example also reflects the impact of a rollover provision. His original residence
cost $15,000 in 1937, He bullt an addition to the property in 1947 at an additional
dnvestment of $10,000, He sold the property in 1952 and purchased another
residence at an additiondl cost of $5,000. Assuming net sale proceeds of $85,000
in 1971 he would have a taxable gain of $85,000. Adjusting the purchasing power
of his original Investment the $30,000 represents a cost in 1971 dollars of
'$74,705. After payment of a capital gain tax of $13,750 he would have experienced
a loss in purchasing power of the investment of $8,645.

Table 5.—HKale of residence
Tax computation under current law : ‘

Net proceeds from sale. $85, 000
Cost . (80, 000)
Gain—before tax 155, 000
Tax (at 25 percent) 13, 780
Cost restated in current dollars: Date: ’
1037 . . 16, 000
1047 10, 000
1952 5, 000
Total i , ) 30, 000
Inflation factor: .
1987 8.182
1047 1. 807
1952 1,619
Real cost:
19387 $47, 780
1947 18,970
1052 . - 8,095
Total : ' 74,795

1 A taxpayer 65 years or over may exclude a portion of the gain (not to exceed $20,000)
realized on the sale of a personal residence, Thus, if the taxpayer had sold his residence at
age 65, he would have been taxed on only a 385.000 galn, His tax would have been $8,750
and he would have had a net real gain of $1,455.

It would take $74,795 in 1971 to make the same investments that the taxpayer
has made since 1937,

Tax computation on real gain :*

Net proceeds from sale i $85, 000
Real cost i : (74, 793)
Real gain—before tax : 10, 205
Tax (computed above) : (18, 750)
Real loss . (8, 545)

1These computations ignore the possible apfllcation of the alternative tax on capital
gains and the minimum tax on items of tax preference. To compute the effect of these taxes
requires assumptions with respect to items of taxable income and tax Hability not otherwise

relevant to these computations.

As indicated in a footnote to Table #B5 if this taxpayer had continued to
use the property as a residence and was 65 years or over in 1971 his capital
gain tax would have been $8,750 and his real gain only $1,4566 from the use of
his capital over the 84.year p‘g_rlod. : } . ’ )
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Those investors willing to take the risk of purchasing stock in a young
tinproven enterprise sometimes find their investment multiplied many times
over.in which case the inroads of inflation may be less painful. However,
many more times the investor may barely recover the initial investment and

- often loses it. The more careful, investor, who looks for growth in the bLlue -

chip variety of stock may find years later that he bought into a Penn-Central
typo situation, But in every situation for the last 30 years, the initial invest-
ment, whether it be in stock, bonds or real estate, has suffered from inflation
and the longer the period of investment the greater has been the impairment
" of the original purchasing power.

CONOLUSIONS

The present system of capital gains taxation should be modifted to permit an
adjustment of the cost of capital investment in equities and reflect the change
i purchasing power of the dollars invested. This could be done by the use of

lndices which the U.8, Treasury Department would be responsible for prepar-
ing and publishing. The length of time that an investor mist hold an invest-
ment in order to receive capitdl gains tax treatment could be increased beyond
the present six months period provided appropriate recognition would be given
to the eroding factor of inflation, - - , ‘

The mechanism of such an adjustment could be so designed as to present no
serfous difficulties, f.e.,, for example, the adjustment in Table #5 to Restate
Cost in Current Dollars,

{From the New York Tlmes, Feb. 8, 1974]
NixoN SoUNDS A WARNING ON RAW-MATERIAL PRICES
(By Edwin L, Dale, Jr.)

WasiNgTON, February 7.—~President Nixon told Congress today that nations
supplying the world. with important raw the oil-producing countries in radically
ralsing world prices (sic).

But in his second annual International Eeonomic Report Mr. Nixon said
1978—with its exploding prices of basie commodities. ranging from wheat to
tin and wool—*vividly brought home to us the degree to which our own economy
is affected by developments elsewhere,”

The United States economy, the report said, “has moved from an era of near
self-sufficlency to one of rising dependence on foreign resources with a cons
comitant need to earn more foreign exchange to pay for these imports.” .

The report sald it was an “oversimplification” to think that nations producing
other commodities—they were not named, but such items as bauxite, copper and
rubber have been mentioned in various analyses—can do as the ofl countries
did: form a cartel or “monopoly” and quadruple prices. It gave these reasons:

In the ofl countries production cutbacks “do not significantly increase unem-
ployment,” which is not the case with extractive and agricultural industries in
other poor countries,

The ofl countries on the whole had large monetary reserves and “could easily
accept a reduction in sales volume—especially at the new higher prices.” Many
other raw material producing countries “do not have enough foreign reserve
assets to permit them to curtail production.”

Demand for ofl has been growing steadily and inexorably, while this is not
true of other commodities where demand sometimes declines “in the course of
a world economic slowdown,” at least in the short run.

When there is sluggish demand, this put producing countries “in a poor bar
galnli{ngs ’x’)osltlon" and can lead to “severe competition among producers for
markets,

The report contained in a statistical appendix an estimate that United States
oil imports this year will cost $25-billion, up nearly $16-bilifon from 1978; on
the assumption that current ofl prices hold and that the volume of ol imported
will be the same in 1974 as in 1973, This estimate of added ofl import costs is
slightly higher than one made earlier by the Commerce Department.

Peter M, Flanigan the chief author of the report and executive director of the
- councll on international economle policy, told reporters that because of higher
ofl prices the “current account” of the United States balance of payments-
essentially trade and services, but not investment flows—would probably be in
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’detllgl‘lts‘this year by $8 to sﬁ-blllion after a surplus of an estimated $2.7-billion.
n A
Mr. Manigan noted that all natfons would suffer a large adverse swing In thelr

_ Payments, except the oil countries. But he said it was “no time for hystetia,”

terming the mattey “a problem but a management problem.”

The report said that “in addition to developing domestic resources, we must
diversify our international sources of energy to the greatest extent possible so
that no one country or likely combination of countries will be able to influence
our policies by manipulating the supply or price of our energy.”

The President said the new problems that emerged in 1973, particularly in food
and energy, did not change the need for cooperation among nations.

“The new problems we face are of such enormity,” he said, “that there may be
6 temptation ot delay further progress toward trade and monetary reform.
Nothing could be more foolish . . . I consider it essential that we continue to.
construct a consultative framework in which new as well as old issues can be
addressed. The current trade and monetary discussions provide such a frame
work and also allow us to continue our long-term effort to bullgd a more effective-
world economic order.”

The report contained a discussion of the world food problem and found that
“there 18 considerable disagreement as to whether the current food gap is perma-
nggz({)r whether we will soon be faced with a food glut.” However, the report
a : ‘ - :

FOOD NEEDS OITED

“Most agricultural experts now believe that the situation that has charac-.
terized the past several decades will continue for the foreseeable future——that is,
generally adequate supplies with occasional shortages.”

"The report spoke sympathetically of the need for adequate world stockpiles of”
food to meet emergencies and contingencies such as poor crops. But it continued:

“For this kind of security the world will be best served if importing countries
and private interests do not assume that the United States government can and
\\lrill maintain commercial reserves adequate for all customers under all condi-
tions,

“Means should be found for customers to share with suppliers the responsibility
to maintain commercial stockpiles and assure themselves of adequate supplies.
There is- no reason that grain-producing countries should carry commercial
reserves for all the world’s potential paying customers. And there is certainly no.
reason why the United States and Canada should perform the lon’s share of
this role as they have for the postwar period.” ‘

[Whereupon, at 11:50 a.m., the subcommittee recessed, subject to:
the call of the Chair.]
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Communications Received by the Committee Expressing an
- Interest in These Hearings '

STATEMENT OF THE AMERIOAN BANKERS ASSOOIATION

The American Bankers Assoclation recognizes clearly the need for and vigor-
ously advocates the maintenace of healthy securities markets, Such markets are
abgolutely essentfal to our nation's economy. Healthy securities markets are
essetonual to the trust industry because without them we cannot serve our
customers, .

The ABA fully supports the enactment of legislation which would constructively
promote healthy markets,

Toward this end we advocate public disclosure by all investment managers of
significant securities holdings and transactions, We support the development of a
central market system in which the individual investor will be able to obtain
needed broker services and will be assured the best price in any market, ‘The
market system should include the national exchanges, the third market and
NASDAQ. We support competitive brokers fees and a complete separation of
brokerage and money management. We support the establishment of a national
securities depository system and effective regulation of depositorles, clearing
agencies and transfer agents to ensure efficient low-cost securities clearance and
transfor, We also support additional action to_eliminate the stock certificate and
an SHO study of the use of nominee or street names. Bills to achieve all of these
objectives are at some stage In the legislative process with some of them already
passed by the Senate. ‘ :

In the regulatory area we have supported additional disclosure by corpora-
tions in their financial statements filed with the SEO, and the Commission has

substantially expanded financial statement disclosure during the past year, These

legislative and regulatory actions will improve the ability of more individual
:lnyestors to enter the market and help restore confidence so the individual will
0 80,

Other actions would undoubtedly assist in bringing more individuals to the
market and in maintaining healthy markets but the holding limits of 8, 2842
would not. But before discussing the bill in detafl, the Assoclation would like to
review briefly the responsibilities and operations of trust departments which
demonstrate there 18 no need for such imitations, ‘

The most significant character of American trust departments is that the
money and assets they invest are not theirs. It is money and assets placed in
their care. The bank in no way has & beneficial interest in the assets, The bank
recelves a fee to manage the assets, If the investments do well, the customer
profits, If the investments do poorly, the customer suffers unless the bank was
imprudent in which case the bank must make up the loss. Parenthetically, it
should be noted that the retention of business and the consequent profitability of
a trust department depend also upon the investments doing well. Bank portfolio
meanagers must slways keep foremostin mind that the assets they are managing
belong to the customers and the investments must serve the customer’s needs.
The same applies to the voting of proxies. They must be voted to serve the inter-
est of the beneficlaries of the accounts in which the stocks are held. -

The fact that trust assets belong to the customers means the assets cannot be

" invested according to the portfolio manager’s personal inclinations. It means

he must have siffiefent information and data on the investments and the cus-
tomers’ needs to make reasoned judgments. The law imposes upon him a legal st
or prudent man rule.

e fact also means investments cannot be used to control portfolio com-
panies for again voting rights must be exercised to serve the beneficiaries. This
prevents the exerecise of potential economie power. )

How do bank trustees make investment and voting decisions? Most trust
departments have an investment committee of senlor trust officers. This com-
mitteo efther establishes general investment policy or it decides which securities

(287)
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should be on a buy list, which should be on a sell list and which should be on a
hold list. These decisions are made after the investment group of the trust depart-
ment, which normally includes investment analysts, has made recommendations -
to the committee, Research from outside sources, such as brokerage houses, is
often important to committee decisions,

After these decisions are made, it is the account portfollo managers who make
the day-to-day investment decisions for each account based on the needs of the
beneficiaries and the investment policy of the trust department. Thus many are
involved in the investment decision making process-—in-house securities analysts,
other investment personnel, outside research houses, and investment committee
and account portfollo managers, The voting of proxies, similarly, 18 handled by

those who make investment decisions, ‘

*  Banks compete among themselves for pension business as well as with other
Investment managers. Once a pension account is obtained, the bank must deliver
good investment performance or suffer the consequences of the loss of business,
Only managers who provide good Investment performance are going to be suc-
cessful. The exercise of control over portfolio companies {8 compatible with good
investment performance. )

In addition to the above restraints against self-serving actions by bank trust
departments even where they exercise full discretion, there are a myriad of other
restraints {mposed by trust instruments and the law where the bank shares au-
thority to invest or vote. In some instances banks may only be custodians or
trustees with no authority or responsibility to do either.

The American Bankers Association last summer surveyed member banks with
trust departments regarding thir equity trading and holdings. Preliminary figures
were provided the Subcommittee when the association testified before it on
September 27, 1078, Attached as Appendix “A* 18 a copy of the final report, Equity
Trading and Investment by Trust Departments, Responding to the survey were
786 banks which manage $299.4 billion in assets or 749% of the total assets man-
aged by trust departments in 1072 according to Trust Assets of Insured Com-
merolal Banks—1972 published by the ¥DIC, Fifty-two of the 71 trust depart-
ments that managed over $1 billion in assets responded.

The trust departments were asked the number of companies in which they
held equity securities, The average number of compantes in which stoek was held
by trust departments managing assets under $50 million was 188.8, The average
number of companies for trust departments over $750 million was 2566.7,

The trust departments were also asked to list their 25 largest equity security
holdings. Only 22 corporations were among the top 25 listed by more than 100
trust departments and 1848 corporations were listed by only one trust department.
A table in the Appendix names the 128 corporations held by 20 or more banks.
Another table names the 86 corporations held by 8 or more of the over $1 billion
trust departments. The survey contains a wealth of information which shows:
1) that trades in excess of $300,000 ($500,000 is considered a block trade) are
infrequently made by trust departments even by those managing over $750 mil-
lion, 2) that, except in the case of trust departments under $50 million, the top
25 holdings of a trust department seldom account for more than 609 of the trust
department’s equity holdings, and 8) that trust department holdings are not as
highly concentrated in a few high quality stocks as has been charged. : ‘

The Association would like to incorporate by reference its statement filed with
the Subcommittee on September 27th, which contains additional statistical data
regarding diversification of investments by bank trustees including a discussion
of the investment of special purpose collective funds in smaller corporations. The
Assoclation believes the record shows clearly there is no need for limitations on
holdings such as those contained in 8. 2842,

Turning now to the bill, the ABA does not helleve it will achieve the purposes
which have been put forward as the reasons for its holding Ilimits. In fact the
1imits may have opposite results,

Under current law in addition to the prudent man or legal list requirements
of state law, the Internal Revenue Code requires the assets of a tax-exempt
pension fund be used for the exclusive henefit of the participants or their bene-
ficlaries. An investment generally complies with the “executive benefit” require-
ment if its cost does not exceed fair market value, if a fair return commensurate
with the prevailing rate is provided, if sufficient liquidity is maintained to permit
distributions and it the safeguards and diversity to which a prudent Investor
would adhere are present. What can the arbitrary 5% and 109 limits of S, 2842
add to these requirements of state law and YRS regulations?
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The question of self-fulfilling prophecles has been raised. Any overt attempt
by a trust department to pursue a so-called “self-fulfilling prophecy” strategy
would only be self-defeating. Thus, we doubt the validity of this issue at least
with respect to trust investments,

Market lquidity comes from the thousands of Individual investment decisions
occurring hour after hour and cannot be achieved by legislation. Banks are
always looking for well managed small and medium sized firms in which to invest

- pension assets, The 5% and 109 limits would not accelerate this interest, In
fact, they may reduce such interest. Arbitrary limits can only distort the
market place, ‘

The 5% limit on the amount of managed pension asgets that can be invested in
one security may adversely impact small and medium size trust departments with
pension business, In fact, this limit and the other provisions of the bill may

. prevent some banks and other investment managers from entering the pension
business, thus eliminating potential competition and liquidity. ‘

~If these limits are enacted many investment managers may find themselves
“making tax decisfons rather than investment decisions” in managing pension
assets, They may also find themselves in an imposgsible position in allocating a
security between various pension accounts. And, if the limit of a security is held
and all accounts have a relative share, what 18 the pensfon manager to do with
a new account? -

The bill makes it clear that the 5% and 10% limits apply only to pension plan
trusts, excluding profit-sharing, but it does not make it clear what assets must
be included in determining whether the limits have been reached, Also, how
would the limits apply in the case of collective funds in which both pension and
profit sharing accounts participate? Would separate collective funds have to be
established for each type of account?

The provision of 8, 2842 authorizing investments in venture capital may cause

great confusion because it establishes no identifiable investment standard., After
decndes of experience with the prudent man rule, it is still a difficult standard
but most bank trustees belleve they understand it and feel comfortable with {t.
The venture capital lpx-ovlslon also raises certain implications which might deter
Investments in smaller companies. It might be construed to imply that any
investment in a company with a capital account under $26 million is per se not
prudent. Also, it might be construed to fmply that any investment in excess of
1% in a company with a capital account under $25 million is imprudent,

Through-8pecial purpose funds many banks are already investing in small
and medium size firms, Thus, the need for the provision on venture capital invest-
ment seems doubtful,

Regarding the capital gains provisions of-the bill, our tax system is complex
and it appears Congress will be looking at tax revision in a number of areas this
year including capital gains and the minimum tax. Thus, the assoclation sug-
gests that the capital gain tax provisions of the bill be considered at the time
general revision of the tax law comes before the Finance Committee.

29-146 O - 74 - 20
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MANAGEMENT SUMMARY

The survey was conceived to bring to light for the first time data
on the actual activity of trust departments {n the equity securities
matkets, A number of charges, with varying degrees of substantiation,
have been leveled at trust departments but, {n truth, little authoricative
data have been available,

In the trading activity of trust departments it {s shown that 88,9%
of all trades for the first six months of 1973 were in amounts less than
$100,000, Only 2,3% of all trades reached the negotiated commission level,
$300,000, More significantly, the trading statistics of the very largest
departments are not very different: 85,5% were in the $100,000 or less
category and only 3% of trades exceeded $300,000,

The average number of corporate stocks held by a trupt department was
507. The average ranged from a low of 139 (for the very smallest depart~
ments with less than $50 million in trust assets) to a high of 2,567 for
the largest departments (those with trust assets of $750 million or more).

Data requested on the twenty-five largest equity holdings of each
department indicate the broad diversity of trust invastment, All told
the replies of 674 trust departments listed 2,325 different corporations,
Only 22 corporations appeared on the lists of 100 or more trust daparte
ments, while 1,343 appeared only oncs.

The replies of those trust departments with $1 billion or more in
trust assets were examined., The 52 responding banks in that category
1isted 298 different corporations among their 25 largest holdinge. Only
one stock, IBM, appeared on all 52 lists, The diversification evidenced
far exceeds what some have charged,

In addition a tabulation of the number of cases where someone other
than the bank had ultimate power of purchase or sale indicates that banks
lack authority over a significant portion of the investments in their care,
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TABLE 1

-

. -

1972 TRUST ASSETS BY 1972 COMMERCIAL DLEPOSLTS

AT M L 11 e Sy

T

Deposit Size

I Trust Assets

Trust Depts.

) $(000) (No,)
Under 89,521 10
5 Million
5-10 35,919 34
Million
10-25 2,619,251 - 153
Million .9
25~50 1,636,419 164
Million .
50~100 6,145,099 138
Million 2,1 .
100-500 44,611,293 177
Million 14,9
500 Million 40,676,408 55
to 1 Billion 13,6
1 Bi{llion 203,589,386 55
and Over 68,0
TOTALS 299,403,296 786

100.0

YT Ry
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INTRODUCTION

Bank trust departments now hold, for their customers, assets totalling
more than $403 billion* in some 1.2 million different accounts, The rapid
growth of trust department holdings and thair size, among other factors,
have led to allegations of a misuse of economic power, It has been charged
that trust departments exert excessive influence over securities markets
by dealing mostly in very large transactions. One criticism has been that
they concentrate holdings exclusively in a small number of favorite stocks,

The intensity of the criticism has increased in recent months,
During that period the individual investor has continued to shy away from
the equity markets and the securities {ndustry has suffered financial
problems, Suggestions have been made-+both {n the private sector and in
Congreas--that limits be placed on the amount of stock in any individual
corporation that can be held by institutional investors and further, that
the amount of stock that can be sold during a certain period should be
limiced,

Yat, little statistical data showing trust department operations and
their investments in the equity market have been available, The trust
profession, the news media, and Congress have had to rely on the bank
supervisory agencies, the Securities and Exchange Commission and others
in government for statistical material, Most of these studies cannot be
related one to another, So no overall picture of the trust business has
been available,

To help clear the air about bank trust departments, and to {nform the
public on how they operate, the Trust Division of The American Bankers
Association decided to conduct a survey,

The following discussion of survey data will detail how bank trust
departments of all sizes conduct their trading and investing operations,
Special attention will be paid to the larger trust departments (over $1
billion) which have borne the brunt of the allegations of undue economic
power,

This survey {s not to be viewed as a compreahensive analyais of the
investment practices of trust departments, but it provides valuable new
information that helps explain the trust business,

The American Bankers Association intends to collect and publish
additional data on trust departments as the need arises,

The Trust Division would like to acknowledge the assistance of the
ABA's Research and Planning staff in this survey. Per Lange, Assistant
Director, designed the questionnaire and compiled the results, Aessisting
in the analysis and evaluation was Dr, George W, Coleman, Research
Project Director,

*Unless otherwise noted, statistics used outside those gathered in this

survey are from Trust A-uetn of Insured Commercial Banks =~ 1972, Federal

Deposit Insurance Corporation,
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TABLE 2

EQUITY SECURITY ORDERS - BY S1ZE OF TRUST DEPARTMENT

(JANUARY 1 - JUNE 30, 1973)

Size of Trust Department ($ Million)

Below 50 to 150 to 750 and
ORDERS WITH A VALUE OF 50 Under 150 | Under 750 Qver All
Under $100,000
Number of Orders 38,406 34,966 143,130 376,104 | 592,606
Per cent of Total 98,7 96,6 94,5 85,5 88,9
§100,000 - $299,999
Number of Orders 445 998 6,254 50,778 58,475
Per cent of Total 1,1 2.8 441 11,5 8.8
$300,000 and over
Number of Orders 7 247 2,051 13,019 15,394
Per cent of Total 0,2 0.7 1.4 3,0 2,3
Total
Number of Orders [38,928 | 36,211 151,438 439,973 |666,475
Per cent is of Row| 5.8 5.4 22,7 66,0 100,0
Number of Banks in
size category 516 81 105 57 759
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TRADING

Criticism has been leveled at trust departments for exerting excessive
influence on securities markets by dealing primarily in what are known as
“block trades.," While a rule-of-thumb definition of block trade is one
with a value of $500,000 or more, it was felt for the purposes of this
‘survey that a separation of trades of $300,000 or more--the point at which
brokerage commissions begin to be negotiated--would be more meaningful.
The questionnaire asked trust departments to supply the number of equity
security orders--both purchases and sales--they had placed with brokers
during the first six months of 1973, This number was broken down fanto
orders over $300,000, those between $100,000 and $300,000 and those below
$100,000,

Only 2,3% of all trades by trust departments were over $300,000;
most -~ 88,9% -- were less than $100,000.

The trading activity of various sizes of trust ;g;artmentl was
analyzed. The complete breakdown appears in Table 2, Most startling
were the data for the largest trust departments, those with $750 million
or more in trust assets, They placed a total of 439,973 orders, of which
376,104, or 85,5%, were for $100,000 or less, Orders between $100,000
and $299,999 placed by these large trust departments totaled 50,778, or
11,5% Only 3% of the orders--or 13,019--were over $300,000,

These results lend credence also to the fact that trust departments
invest the funds under their management individually rather than in a
monolithic manner,
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ABLE 3

R B0 SOVL. DY S 16 v A

AVERAGE NUMBER OF CORPORATIONS HELD

Size of Trust Departments ($ Million)'

50 to 150 to 750
Below under under and
50 150 750 over All

138,5 528,0 1035,7 2566,7 5074
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DIVERSIFICATION

Another criticism aimed at trust departments {s that they have cone
centrated their investments exclusively in a handful of favorite stocks,
It {s argued that such activity helped creats the so-called two-tier
market {n which small and medium sized firms had difficulty obtaining
needed funds,

To ascertain the extent of trust department holdings in different
corporations, the survey asked for the total number of corporations in
which each bank held equity securities on December 31, 1972, Table 3
shows the results, The average number of common stocks held by all
trust departments was 507, For the departments below 30 milliion the
average was 139, In the $50 to $150 million asset range, it was an
average of 528 firms for each department; in the next category--$150
to $750 million-~an average of 1,036 companies per trust department.

The largest trust departments--those with $730 million or more in assets--
held an average 2,567 companies.
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TABLE 4~

25 LARGEST STOCKHOLDINGS AS A PERCENTAGE OF TOTAL EQUITY HOLDINGS

Number of Trust Departments by Size ($ Million)

50 to | 150 to 750

Below | under | under and .
Per cent 50 150 750 over | All
1-9 24 4 28
10 -~ 19 35 5 9 2 51
20 ~ 29 71 14 10 7 102
30 - 39 54 18 26 17 115
40 - 49 41 10 19 18 88
50 - 59 52 8 13 14 87
60 - 69 29 12 13 6 60
70 - 79 38 7 11 1 57
80 ~ 89 3 3 ] 4 38
90 - 99 27 2 29
100 22 22
?:dic;tion 62 62
Column
Totals 486 83 105 65 739
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CONCENTRATION

The questionnaire asked each bank to list its top 25 aquity holdings
and indicate what percentage those 25 constituted of their total equity
assets, It was felt that the top 25 would be fairly representative of
all equity holdings and would not place an undue reporting burden upon the

pondents, This umption was borne out by the resulting data, for,
as Table 4 illustrates, in most instances the largest 25 holdinge accounted
for between 20% and 60% of equity holdings,

Slightly more than half of the smallest trust departments responding
indicated that their top 25 holdings represented less than 50% of their
equity assets, In fact, the data for this category showed the limited
scope of trust investment activity in these small banks, Eighty of these
departments (out of 424 who responded to the question) replied that between
80% and 1007% of their total equity assets were in their top 25 holdings.

The responses from the larger institutions show that--in a great
majority of cases--their 25 largest holdings represent less than 50% of
total stock holdings, For trust departments of $50 to $150 million in
size, 51 of the 83 trust departments responding, or 617%, indicated that
their top 25 holdings reprasented less than 50% of total equity holdings.
About the same percentage of departments in the $150 to $750 million size
category said their top 25 holdings were less than 50% of the total.

Significantly, more than two-thirds of the largest trust departments~«
those of $750 million and over in assets--indicated that their top 25
holdings were less than 507% of the total. In only seven cases did the
top reach 60% of equity holdings,

It should bé noted that the 25 largest holdings of one trust depart~
ment will not necessarily be the same for any other. In fact, as shown
in the following tables, there 1is considerable difference in the holdings.



10

301

TABLE 5A

FREQUENCY OF CORPORATIONS APPEARING IN 25 LARGEST HOLDINGS

=« All Respondents =« 9

Number of Corporations

Provided Number of Trust Departments provid