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LEITER OF TRANSMITTAL 

SECURITIES AND EXCHANGE CoMMISSION, 

Washington, D.O., March 10, 1911. 
The Pre8ident of the Senate. 
The Speaker of the H OU8e of Repre8entative8. 

SIR: "\Ve have the honor to transmit the Institutional Investor Study 
Report. The Report is submitted pursuant to Section 19 (e) of the Se
curities Exchange Act of 1934 (Public Laws 90-438, 91-410), which 
directs the Commission to conduct an economic study of institutional 
investors and their effects on the securities markets, the interests of 
the issuers of secur~ties, and the public interest. 

A 

The Congressional joint resolution authorizing the Study directed 
the Commission "to make a study and investigation of the purchase, 
sale and holding of securities by institutional investors of all types 
* * * in order to determine the effect of such purchases, sales and 
holdings upon the maintenance of fair and orderly securities markets 
* * * the stability of such markets * * * the interests of the issuers 
* * * and upon the interests of the public * * *" 

The legislative background of the Act makes clear that the Con
gress sought an economic study rather than an enforcement orient.ed 
investigatory proceeding. Accordingly, the Study was designed to 
provide a basis for understanding the underlying economic trends evi
denced by growing participation by institutions in equity invest.ment 
and their impacts on both securities markets and corporate issuers. As 
the Commission had not previously undertaken studies of this type, 
the Study was directed and staffed by professional economists and 
other personnel who, ,vith few exceptions, were drawn from outside H.s 
regular staff. The Study also benefited from the views ..of a panel of 
knowledgeable persons having .backgrounds in government and t.he 
financial community who, in accordance with the authorizing legisla
tion, formed its Advisory Committee. 

The Study's basic task was to collect fundamental economic data 
in an area where large informational gaps have existed. To do this, 
data were developed and analyzed relating to the number, types, size: 
gro~vt!t and .dis~rib?tion of assets in accounts managed by the many 
varIetIes of lllstltutlOns, as well as other types of data not heretofore 
col~ected about trading activity, market impacts and effects upon port
folIo companies. The Study's data were obtained primarily from de
tailed questionnaires, supplemented by interviews. Sizable data files 
were developed and analyzed from responses to 200 separate versions 

(V) 
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of 54 basic questionnaires which, in turn, were distributed to as many 
as 14 respondent types, several of which contained 1,000 or more firms. 

The magnitude of the project is immediately apparent from an in
spection of the Report itself, including supplements. The Report, of 
course, represents only a distillate. The size and scope of the data col
lection effort may be appreciated by examining Supplementary Vol
ume II which describes the Study's questionnaires. The large data 
collection, editing and processing efforts undertaken by the Study 
could not have been accomplished in so short a period of time without 
heavy reliance on electronic data processing techniques and capacity. 

As a result of the time involved in collecting, editing, processing 
and analyzing the data, drafts of important sections, and indeed of 
some chapters, were not completed and therefore were not available 
for review by the Commission and the Advisory Committee until late 
in 1970. Final versions of each of the Study's substantive analytical 
chapters were completed only during the final weeks of 1970. The 
Commission has required additional time since the Report was com
pleted to review and consider its contents and formulate initial con
clusions and recommendations. In submitting its Report and initial 
recommendations- the Commission is affording others an opportunity 
to review and comment upon the Report and to determine their own 
conduct in light of its content and findings. As the Commission, other 
governmental units and the financial community continue to review 
the Report and to analyze further the wealth of data collected by the 
Study, we anticipate that it will serve as a basis for further conclusions 
and additional recommendations not only by the Commission but also 
by other governmental, and self-regulatory, bodies. 

B 

The Study's contributions are numerous and varied. In some areas 
its analyses establish the existence of, or suggest a spectrum of possible 
solutions for, structural and regulatory problems. In other areas the 
analyses tend to dispel previously expressed concerns over suspected 
problems or to identify problems not previously appreciated. In still 
other areas, of course, definitive analyses could not be conducted, or the 
results of such limited analyses as could be undertaken within avail
able time, resource and data limitations proved to be inconclusive. Even 
in the last of these instances, however, the Study did in certain cases 
develop and test methodology whose application to improved data or 
related problems in the future may be of value to the Commission and 
to others. 

The Commission's initial conclusions and recommendations regard
ing problems analyzed by the Study may be grouped according to the 
degree of their specificity into three general categories, as follows: 

1. Areas where specific sets of conclusions and recommendations 
can be and are presented. These include recommendations regard
ing offshore funds, standards for measuring and disclosing port
folio volatility, and appropriate measures of investment per
formance for the purpose of calculating incentive fees. Conversely, 
in other areas the Study is able to rule out for the present certain 
types of recommendations, such as generalized restrictions on the 
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volume of institutional trading or the SIze of institutional 
transactions; 

2. Areas, such as those dealing with securities market structure, 
where the basic ingredients of possible long-range solutions are 
suggested, but whose eventual content and form must be developed 
over time; and 

3. Areas where only the problem itself can be identified, and 
then only in the broadest of terms; for example, questions regard
ing the impact of institutional investors on the distribution of 
corporate power. 

~olic.y considerations in SOme areas are affected importantly by 
actIOns III other areas. The most fundamental and pervasive problems 
considered by the Study often defy simple compartmentalization. For 
example, incentives for the responsible exercise by institutions of their 
franchise as shareholders (considered in Part Four of the Study) are 
affected by the liquidity of secondary trading markets (considered in 
Part Three) and by competitive pressures on institutional investors to 
achieve superior investment "performance" (considered in Part Two) . 
Similarly, incentives toward the bundling of certain services or toward 
the integration of firms in formerly distinct lines of business (con
sidered in Part Two) often are affected by regulatory actions in totally 
different areas, such as the level and structure of brokerage commission 
rates (considered in Part Three). To comprehend many of these a 
reading of the entire Report, rather than isolated sections, will be 
necessary. Even then, a considerable spectrum of possible solutions 
may remain. Economic analyses can and ordinarily do narrow but not 
eliminate the range of policy options available. 

The Study has been conducted during a period of rapid and deep
seated changes both in the character of institutional investing and in 
the structure of the nation's securities markets. As will be apparent 
from the recurrent references to brokerage commission rates below 
and throughout the body of the Report, the Commission regards non
competitive, fixed minimum commission rates on securities transactions 
of institutional size as the source of a number of difficulties in the de
velopment of institutional investing and the trading markets for 
equity ~ecurities. The clear conclusion froII,l the Study Report is that 
competItive brokerage rates should be reqUlred at least on such trans
actions. 

Under date of February 10, 1971, in conjunction with the pending 
commission rate structure proceeding, we advised the New York Stock 
Exchange that 

The Commission believes the Exchange should take immediate action to imple
ment, by April 1, 1971, the Commission's finding that fixed minimum commis
sions on institutional size orders are neither necessary nor appropriate.' 

We have thus taken initial steps to require competitive rates-on at 
least that portion of institutional transactions in excess of $500,000-
which we believe will have ameliorating effects on future developments 
in a number of the areas studied. Assuming that the step called for is 
timely implemented by the Exchange, the Commission's subsequent 
steps in this and related areas must necessarily be guided to a conSIder
able extent by its experience with the initial step. The Study provides 

1 Securities Exchange Act Release No. 9079. Among other thjngs we have also requested 
the Exchange, by June 30. 1971, to present "a plan for reasonable economic access to the 
New York Stock Exchange for nonmember broker-dealers." better of October 22, 1970, 
Security Exchange Act Release No. 9007. 
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an analysis of interrelationships between various aspects of institu
tional investment and the structure of the securities markets and a 
basis for evaluating many of the issues and actions that necessarily will 
result from both initial and subsequent regulatory actions in these and 
related areas. In this situation we believe the sound regulatory course 
is to proceed with caution on any further concrete recommendations 
concerning the structure of the securities markets. 

In directing the Commission to undertake the Institutional Investor 
Study, the Congress necessarily required the examination of areas and 
activities which could have significant effects upon the markets and 
individual corporate issuers, but which traditionally have come under 
the primary jurisdiction of other regulatory bodies. Although our re
commendations relate principally to those areas in which the Commis
sion has statutory jurisdiction, the Study's analyses may prove useful 
to those who are concerned with other aspects of institutIOnal invest
ment or with the activities of the institutIOns examined. The Commis
sion has not, however, consulted with O'ther regulatory bodies on pollicy 
issues arising from its analyses or initial recommendations. The views 
set forth below are those of the Commission. vVe do intend in the com
ing months to discuss with other regulatory agencies aspects of the 
Report that relate to financial institutions under their jurisdiction. 

In order to place its economic and other analyses in perspective and 
to afford insight into the existing pattern of governmental regulation, 
the Study contains summary discussions of applicable laws and rules. 
vVhile an attempt has been made to indicate accurately the actual and 
potential impact of the legal provisions discussed-and to set forth 
such provisions in accurate summary form-the summaries do not 
purport to contain a comprehensive exposition of the laws involved, 
nor are they intended to indicate the applicability of such laws to any 
particular factual circumstances. In addition, it should be recognized 
that the summaries include some discussions of legal matters outside 
the Commission's particular expertise and regulatory oversight. 

1Vith these considerations and qualifications in mind, the Commis
sion's initial conclusions and recommendations are set forth below, 
organized to the extent possible around the major analytic areas cov
ered by the Study. These are Part One: Background Stud'ies of Inst'l
ttdional Investors and Oorporate Stock; Part Two: Institutions as 
Investment 1J1 anagers; Part Three: hnpacts of I118tit1dionalInvest
ing on Securities Markets; and Part Four: Impacts of Institutional 
Investors on Oorporate IS8ue1'8. 

C 

Part One (Chapters I-III) Background Studies of In
stitutional Inve8tor8 and Oorporate Stock 

Initial Conclusions and Recommendations 

The Commission contracted with the National Bureau of Eco
nomic Research, a pioneer in the development of flow of funds sta
tistics and the system of national accounts, to prepare for the Study 
a Background Repo'l't on Institutional Investor8 and 001'porate Stock 
(transmitted in its entirety as Supplementary Volume I of the Re
port). The substantive analyses contained in the full NBER Report 
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and summarized in chapters II and III of the Study Report were de
signed to place in historical perspective later detailed studies in Part 
Two of the recent behavior of financial institutions as equity inves
tors. An important result of these analyses is to allay fears expressed 
in many quarters of imminent domination by institutional investors 
of ownership of the nation's industry-without ruling out such a 
longer-term eventuality. Institutions as a group have increased their 
share of outstanding equity securities, partly through the relative 
growth of institutions more heavily dependent on the equity markets 
and partly from shifts toward increased equity investment by other 
types of institutions. However, the increase has been relatively slo'w
paced over time. 

Institutions as a group-excluding endowments, foundations, in
vestment counselling accounts and various minor types of institution
ally managed portfolios for which data are not available prior to 1952 
-increased their share of total stock outstanding from less than 7 
percent to approximately 19 percent between the turn of the century 
and 1952 (chapter II). A-more comprehensive definition of financial 
institutions places estimates of institutional holdings at approxi
mately 24 percent of outstanding corporate stock in 1952, a figure that 
increased to 26 percent by 1958 where, with some fluctuations, it re
mained throughout the following decade (chapter III). Individual 
holdings, net of institutional and foreign, amounted to 71.7 percent 
of all outstanding equity securities (includin~ stock in closely held 
corporations) in 1958 and 71.8 percent a decade later, in 1968. 

Institutional holdings, however, have not been distributed uni
formly across all types of equity securities, but tend to be concentrated 
in the shares of larger, publicly traded corporations. The extent of 
this concentration is analyzed in chapters IX and XV of the Study 
Report. In this area the pace of institutionalization has continued even 
during the decade of the 1960's. Three successive Census of Share
ownership surveys conducted by the New York Stock Exchange of the 
ownership of securities listed on that Exchange show that from 1962 
to 1965 and 1970, institutional holdings increased from 31.1 percent 
to 35.5 percent and 39.4 percent, respectively. 

Analyses in the NBER Report summarized in chapters II and III 
indicate that institutional investors have been net purchasers on a 
cash basis of corporate stock from individuals over most of the post
war period, including the decade' of the 1960's. Reconciliation of this 
fact with the fact noted earlier that institutions did not perceptibly 
increase their share of the value of all equity securities during the last 
decade, suggests that institutional investors have concentrated their 
purchases and holdings in the more stable securities of larger corpora
tions while individual investors sought and obtained the higher re
turns available on somewhat riskier securities during the generally 
rising markets of the last 20 years. 

As indicated in the NBER Report, during this period the rate at 
which corporate assets were valued and earnings capitalized gen
erally increased and a significant!ortion of returns to equity inves
tors over the period was accounte for by t.hese increases. Should re
turns over the next few decades be less than those since 1950, more 
rapid future increases in the fraction of institutionally held corporate 
shares could be expected. 
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The. NBER Report also points out that individual investors have 
become increasingly conscious of the "performance" of their inves
ments, demonstrating a willingness to shift their savings out of cer
tain types of the more conservative institutions into potentially more 
profitable-and consequently more risky-investment media. Finan
cial managers of such institutions, confronted with increased mobility 
of funds, became more performance conscious themselves in ordel· 
to retain or redirect the savings flows. 

The past and likely future growth of institutional investors in the 
equity markets makes the collection of timely information about insti
tutional holdings and activity in securities essential for an agency 
responsible for the administration of the federal securities laws. Diffi
culties encountered by the Commission, the Federal Reserve Board 
and the National Bureau of Economic Research in the development of 
aggregate data for the Study on institutional holdings and net pur
chases of corporate shares over the post-war period pomt up strongly 
the need for improvements in the collection of information about in
stitutional investors and their activities in the equity markets. 

The appendix to chapter I of the Report discloses significant short
comings in existing patterns of institutional reporting. The scope of 
information reported often is limited, particularly with resJ?ect to 
holdings of and transactions in the securities of specIfic compallles; in
formation often is supplied to more than one agency, resulting in 
unnecessary and costly duplicative efforts; and in some cases data is 
supplied only on a voluntary or confidential basis, limiting both the 
comprehensiveness and usefulness of the data supplied. Furthermore, 
the burdens of disclosure fall unevenly on institutional respondents. 
Extensive reports currently are provIded by registered investment 
companies and most large insurance companies; banks, investment ad
visers and self-administered foundations, endowments and employee 
benefit funds, however, do not now for the most part provide informa
tion on holdings and trading in particular securities to any purblic 
agency. Gaps in information about the activities of such major classes 
of institutional investors in the securities mltrkets provided a primary 
reason for the conduct of the Institutional Investor Study. 

The importance of a regularized, uniform and comprehensive, 
scheme of institutional reporting cannot be minimized in light of the 
demonstrated growth of institutional investment and its impacts on 
the structure of securities markets, corporate issuers and individual 
investors. An effective program of government regulation of institu
tional investors and the securities markets must emanate from em
pirical analyses of institutional behavior, weighed on the scales of 
competing policy considerations. The Study represe)lted an attempt to 
gather relevant data for such analyses on a one-time basis. However 
valuable that data may be and whatever conclusions it may suggest 
at the present time, the course of future developments cannot be ac
curately gauged nor can reasoned regulatory policies be plotted without 
a continuing flow of such information. 

The Commission believes that gaps in information about the pur
chase, sale and holdings of securities by major classes of institutional 
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investors should be eliminated, and recommends that the Securities 
ExchanO'e Act of 1934 be amended to provide the Commission with 
general ~uthority to require reports and disclosures of such holdings 
and transactions from all types of institutional investors. Such auth?r
ization would permit the Commission, by rules adopted in conformIty 
with the Administrative Procedure Act, to obtain continuing data for 
public disclosure and for the production of statistical data or aggre
gates, to the extent that it deems such data necessary or appropriate. 

The Commission is cognizant of the need to balance the benefits of 
increased disclosures against the burdens imposed by such reporting 
on respondents. These considerations have long been recognized and 
reflected in the Commission's administration of disclosure require
ments regarding corporate issuers under the federal securities laws. 
Thus, upon passage of enabling legislation, the Com[llission would con
sult with other regulatory bodies and interested persons on the form, 
frequency and content of reports to be required, and arrangements by 
which all affected regulatory bodies can share the data reported. 

It is anticipated that disclosure would encompass only securities 
beneficially owned by institutional investors or for which institutions 
provide investment management. Such disclosures would include in
formation regarding the fraction of shares held over which institu
tional respondents have differing degrees of investment and voting 
authority. Should this recommendation be adopted by the Congress, 
the Commission would reconsider its recommendations with respect to 
amendments to existing reporting provisions of the Securities Ex
change Act, discussed in Part Four below. 

ECONOMIC RESEARCH CAPABII,ITY 

Experience with the Institutional Investor Study reinforces the con
clusion reached by the Special Study of SecuritIes Markets in 1963 
that studies of this kind should not be, simply, "once-in-a-generation 
affairs, but should be a major part of the Commission's regular and 
continuous activities." 2 Special studies are disruptive of the ongoing 
activities of the host agency, are expensive in terms of the time, en
ergy and money required to create quickly not only the professional 
staff but also all parts of the infrastructure of personnel, facilities and 
data required for a major research undertaking. If the Commission is 
to be fully cognizant of the economic implications of developments in 
the securIties markets under its jurisdiction, including those that re
sult from its own actions, a substantially larger internal economic re
se?-rch capability, fully staffed and supported) is required. Such needs 
will be especial1y acute if, in addition to existlllg statistical programs 
and. an~lys~s of J?resently available data, there are expanded reports 
by lllstItutIonal lllvestors to be processed and analyzed in a manner 
that contributes significantly to the Commission's policy deliberat.ions. 
The Commission intends to seek the budgetary and personnel resources 
needed to obtain the required expansion of its economic research capa
bility . 

. In addition, a great deal of worthwhile research by outside econo
mISts, financial analysts and others into basic economIC developments 

2 Securities and E:cchange Commission, Report 01 the Special Study 01 Securities Markets 
H.R. Doc. No. 95, 88th Cong., 1st Sess., Pt. 1, at XIV (1963-1964). ' 
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in the equity markets could be stimulated by enabling the Commis
sion to facilitate the distribution of non-confidential, machine process
able information collected routinely during the course of its adminis
tration of the various securities statutes. This information, although 
publicly available in theory, has not been accessible in usable form in 
the past to persons outside the Commission. In an effort to stimulate 
needed outside research in the area of its statutory responsibilities, the 
Commission is reviewing administrative and budgetary barriers to 
the more effective dissemination of this growing and increasingly im
portant body of information. Such efforts are necessary if the Commis
sion is to adapt its traditional information gathering and dissemina
tion functions to modern technological methods and capabilities. 

Part Two (Chapters IV-IX) In8titution8 as Inve8tment 
lJlanager8 

Initial Conclusions and Recommendations 

The "institutions" portion of the Study was designed with two pri
mary objectives in mind. The first was, simply, fact finding. The 
Study was to collect data never before available on the size and activity 
of institutional investors and the equity oriented portfolios under their 
management. The second, however, was to focus atttention and analyses 
on two fundamental forces believed to be at work during the last half 
of the 1960's, whose effects were to change in important ways both 
the character of institutional investing and its effects on the economy. 
These were: 

(1) The rapid growth of relatively exotic, aggressively man
aged investment vehicles--such as the more speculative types of 
registered investment companies, hedge funds and offshore 
funds--and the increased willingness by most major classes of 
institutional investors as well, to adopt more aggressive invest
ment strategies and trading practices in search of investment 
"performance," and 

(2) An accelerating trend toward the combination of firms in 
formerly distinct areas-such as brokerage, investment manage
ment and insurance-into integrated, multi-purpose enterprises. 

INVESTMENT RISK, DISCLOSURE 

Competitive pressures on portfolio managers for improved invest
ment performance are examined most closely in chapter IV, which 
deals with investment advisory and mutual fund complexes. They are 
also dealt with in other chapters of Part Two, which examine other 
types of managerial complexes and major types of institutional port
folios. 

Different classes of institutional investors formerly competed with 
one another for the saver's dollar only weakly. Bank trust depart
ments, insurance companies and in vestment companies each offered 
relatively distinct types of financial services aimed at largely nOll
overlapping classes of customers and markets. Shifts toward in
creased equi,ty investment by most major types of institutions, how
ever, have tended to erode traditional differences between their respec-
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tive markets and heighten the degree of competition not only within 
but also acrOS3 institutional categories for the management of various 
types of portfolios. Competition for the management of pension funds 
has become especially intense during the last decade as has competi
tion for the management of educational endowments and other forms 
of pooled investment vehicles. Performance consciousness by the man
agers, sponsors and increasingly, the beneficiaries of many types of 
professionally managed portfolios is an expectable consequence of an 
ll1creasingly competitive environment. Although the search for inve3t
ment performance ordinarily is associated with hedge funds, offshore 
funds and relatively speculative types of mutual funds, the Study's 
Report makes it apparent that performance consciousness has spread 
far beyond exotic portfolios and portions of the investment company 
industry into most major types of institutional managers and com
petitively managed portfolios. 

One disquieting result of these pressures has been to provide an 
incentive for investment managers to assume higher and hlgher levels 
of investment risk in many of the competitively managed portfolios 
under their administration, a result that often is not apparent to the 
portfolios' sponsors or beneficial owners. In the past, most persons or 
firms have tended to equate "performance" with "price actlOn" with
out adjusting in any way for the risk borne by the portfolio. The 
Study utilized econometric techniques to measure portfolio volatility, 
whioh often is interpreted as a proxy for the degree of investment 
risk displayed by managed portfolios, and to adjust total return on 
such portfolios (price appreciation plus distributions) so that the por
tions of the return attributable to general market movements and to 
the portfolio's particular volatility can be separately identified. The 
incentive for institutional managers to assume higher levels of invest
ment risk exists whether or not the manager is compensated on a 
"performance" or "incentive fee" basis, although its severity is aggra
vated by the manner in which existing incentive fee contracts typically 
are constructed. 

The Commission concludes that improved disclosure of investment 
returns, portfolio volatility, and short-term trading (that tends to 
accompany high volatility portfolios) is needed from the managers 
of most types of professionally managed portfolios. One method of 
measuring portfolio volatility is developed in chapter IV of the 
Report; It is anticipated that other measures can and will be de
veloped in the future to accomplish this purpose. Such disclosures 
would not only better inform portfolio beneficiaries of the risks to 
which they may be subjected, but also can moderate existing pres
sures on portfolio managers to assume more aggressive investment 
J?ostures than otherwise would be warranted by the investment ob
Ject.ives of the accounts under management. 

The Commission believes that disclosure of investment returns, 
portfolio volatility and short-term trading is both practicable and 
desirable for many types of competitively managed institutional port
folios at the present time. In the case of funds required to register 
under the Investment Company Act, such disclosure can be achieved 
within existing statutory authority through prospectuses and periodic 
reports. The Commission believes that it would also be desirable for 
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such disclosures to be made for other classes of professionally man
aged portfolios and will consult with other regulatory bodies toward 
this end. 

PERFORl\IANCE FEES 

In addition to disclosure of investment returns, volatility and short
term trading, which the Commission considers desirable whether 
or not managers are compensated on an incentive fee basis, the Com
mission believes that when incentive fees are present a second step 
is necessary to reduce disparities between the interests of portfolio 
managers and beneficial owners. In genera], an "incentive" or "per
formance fee" (as used here) is compensation to a portfolio man
ager that varies according to investment results rather than solely 
the amount of assets under management. The second step is to struc
ture penalties for sub-standard investment performance that are sym
metrICal with rewards for superior performance in order to deter 
the assumption of excessive risk in managed portfolios. It should 
be noted that in the Investment Advisers Act of 1940, Congress in 
effect had prohibited the use of any performance fees by registered 
investment advisers except for the fees charged to registered invest
ment companies by their advisers. In the Investment Company 
Amendments Act of 1970 Congress required that any performance 
fees charged to registered investment companies be symmetrical as 
outlined above and then authorized the use of such performance fees 
for other accounts (but not most qualified employee benefit plans) 
where the assets under management exceed $1 million. 

Although the Commission believes that symmetry in the calcula
tion of performance fees is desirable and important for any portfolio 
managed on an incentive fee basis, it does not now request legislation 
extending coverage of these provisions to types of institutional port
folios or managers not covered by the Investment Company Amend
ments Act of 1970. Should competitive pressures not lead after a rea
sonable period of time to the more general adoption of symmetrical 
compensation bases for other classes of institutional portfolios utiliz
ing such fees, the Commission will review its determination not to seek 
such legislation. 

1Vhen an adviser is compensated on the basis of total return or return 
relative to an index having a lower volatility than the portfolio itself, 
an incentive is created for the manager to assume greater risk. Thus, 
when incentive fees are present, a third step appears desirable to elim
inate as fully as possible the realization of compensation by invest
ment managers based in part on risk borne by portfolio beneficiaries. 
To accomplish this end the Commission intends to give serious and 
prompt consideration to requiring that incentive fees be based only on 
volatility adjusted investment returns. Incentive compensation would 
thus be permitted only on that portion of total investment return that 
is in excess of what general market movements affecting securities dis
playing equivalent volatility would produce on an unmanaged basis. 
Technical methods for basing incentive fees on such risk or volatility 
adjusted returns were adopted for analytic purposes by the Study. 
Although the techniques employed are of relatively recent origin, it 
appears that measures of risk adjusted investment "performance" such 
as employed in the Study are feasible. Their use, as well as other 
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methods for accomplishing this end that may be developed, can pro
vide appropriate and unbiased methods of calculating managerial 
compensation that would discourage the assumption of excessive risk 
in managed portfolios, permit superior advisers to obtain additional 
compensation and permit the profitable operation of smaller eco
nomic units not having access to large and efficient sales organizations. 

The Commission now has authorIty under the Investment Advisers 
Act of 1940 as amended by the Investment Company Amendments 
Act of 1970 to determine an appropriate index or other measure of 
investment performance for incentive compensation purposes that re
flects the degree of volatility displayed by managed portfolios. As 
experience is gained with volatility adjusted incentive fees authorized 
for the expanded types of accounts permitted under the Investment 
Company Amendments Act of 1970, the Commission will also review 
the desirability of requesting legislation to extend such provisions to 
other types of institutional managers and portfolios utilizing incen
tive fees. 

HEDGE FUNDS 

The Study examined the activities of hedge funds. These invest
ment vehicles generally are organized as limited partnerships having 
fewer than 100 partners. With the exception of survey material gath
ered for the Study and more detailed information assembled by the 
Commission's regular staff, there has been a dearth of hard informa
tion about both mdividual hedge funds and hedge funds as a group. 

The Study found hedge funds to be volatile investment vehicles. 
Many are hIghly leveraged; short selling and other speculative tech
niques play an important part in their market strategy. During the 
period studied, hedge funds as a group were actively engaged in the 
new issue market and turned over their portfolios at extremely high 
rates. 

Often the hedge funds' managing partners have other significant 
advisory functions, such as the management. of registered investment 
companies. In most instances the compensation arrangements pro
vided by unregistered hedge funds are far more favorable to the in
vestment manager per dollar of assets managed than the compensa
tion provided for similar services by registered investment companies 
or other classes of accounts within an advisory complex. Here, as in 
other situations where differing compensation arrangements exist, 
there are potentially serious conflicts of interest. 

Although hedge funds bear attributes of investment companies and 
their general partners perform many of the same functions as invest
ment advisers, neither the funds nor their general partners ordinarily 
are registered under either the Investment Company Act or the Invest
ment Advisers Act of 1940. The hedge funds' activities might also be 
construed to bring them within the statutory definition of "dealer" 
contained in the Securities Exchange Act of 1934. 

As a result of the Study's review of hedge funds' operations, it now 
appears practicable to clarify the applicability to hedge funds of regis
tration requirements under one or more of the Investment Company 
Act of 1940, the Investment Advis~rs Act of 1940 and the Securities 
Exchange Act of 1934, and to formulate any necessary rules regarding 
such funds under the appropriate securities laws. The Commission 
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does not believe that new legislation is required and will take the steps 
necessary to accomplish this purpose. 

OFFSHORE FUNDS 

The Study also examined a relatively new and dramatic type of 
institutional investor, the offshore fund. The capital inflow of such 
funds has aided the United States' balance of payments and stimu
lated new sources of equity capital in the countries in which they are 
sold. At the same time, their operations raise substantial questions 
of investor protection. In many cases sales practices have been aggres
sive and disclosures inadequate. Independently audited reports of op
erations often are not available, and the structure and operation of 
many offshore funds should be strengthened to provide greater pro
tections against possible overreaching of investors by fund managers. 
These and other factors have led some countries where shares of the 
funds are sold to enact legislation designed to regulate-or even elimi
nate-the activities of offshore funds. 

In the present climate of concern fostered by the well publicized 
difficulties experienced by certain offshore funds and their sponsors, 
the Commission believes that foreign investor confidence in offshore 
funds that invest in American securities could be bolstered signifi
cantly if they were to become subject to Commission regulation under 
the federal securities laws. Offshore funds currently receive treatment 
under the Internal Revenue Code which provides them with competi
tive advantages over domestic, registered investment companies seek
ing to sell in offshore markets. Equalization of these advantages would 
enable U.S. registered investment companies to compete more effec
tively with unregulated offshore funds. The net result would be bene
ficial both to foreign investor protection and the United States se
curities markets, as well as to the United States balance of payments. 

One means of accomplishing this goal would be to establish entities 
through which nonresIdent foreign investors could receive the same 
tax ad vantages by investing in domestic registered funds as they 
currently obtain through the purchase of shares in an offshore fund. 
This might be done through the creation of Foreign Portfolio Sales 
Corporations which would be used as vehicles to distribute to foreign 
investors shares of funds registered under United States law. The 
sponsors of a registered fund could establish such a sales corporation, 
sell its shares of the U.S. registered investment company without 
additional layering of sales charges or management fees. Similar ar
rangements-unit lllvestment trusts-'-frequently are employed in the 
United States for the sale of mutual funds. 

Foreign Portfolio Sales Corporations would be based in the United 
States and required to register with the Commission as registered in
vestment companies. As such, they would be subject to Commission 
regulatory and disclosure requirements and Federal Reserve margin 
requirements. If such companies were free of United States capital 
gains taxes and if foreign investors in them were free of United States 
estate taxes, comparability would be achieved. Taxes on dividends and 
interest paid by Foreign Portfolio Sales Corporations still would be 
withheld and any related management company or investment adviser 
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owned by United States persons could be fully subject to United 
States taxes. 

Alternatively, a separate registered investment company could be 
created and designed to appeal specifically to foreign investors. Be
cause such an investment company would be managed exclusively for 
nonresident foreign investors, and its shares offered only to such in
vestors the fund and its investors would be granted the tax treatment 
described above. Moreover, it would appear appropriate to exempt 
purchases of foreign securities by such a company from the Interest 
Equalization Tax. 

"\Vhichever investment vehicle is chosen, sales promotion would, of 
course, remain outside the United States. As is the current practice 
for most offshore funds, initial purchasers or agents would be required 
to sign a statement that they are not U.S. persons and were not ac
quiring the securities for distribution to U.S. persons. In addition, 
securities could be redeemable by the company if acquired at a later 
date bv Americans. 

The·' Commission recommends that a high level governmental task 
force be organized to explore and develop the possibility of the estab
lishment and regulation of Foreign Portfolio Sales Corporations as 
well as registered offshore investment companies. We would expect 
such a task force to consider appropriate tax treatment for such funds 
and nonresident foreign investors, and methods of gathering data 
with respect to foreign institutional investors in order to facilitate 
further study of developments in this area. 

The rapidly growing mternationalization of the securities markets 
indicates the need for national regulatory agencies such as the Com
mission to participate in the international development of common 
elements of securities regulation. Efforts by international organiza
tions to identify internatIOnal regulatory norms and establish accept
able international standards governing mutual fund operations should 
be encouraged, and the Commission will accelerate its own efforts 
towards this end. 

FINANCIAL INTEGRATION 

The second major area of concern reflected in the Study's treat
ment of institutional investors and the portfolios under their man
agement, is an accelerating trend during the last half of the 1960's 
toward the illtegration (or diversification) of formerly specialized 
functions into multi-purpose financial service organizations. The in
tegration of such functions creates both regulatory and competitive 
problems. Regulatory problems result from the potential conflicts 
created by such combinations between financial managers and their 
various classes of clients; competitive problems result from barriers 
to the separate provision of specialized products or services. Ulti
mately, certain types of combinations among financial institutions 
may have important implications for concentration of power in the 
American economy. 

Incentives for the integration of financial services derive from 
both economic and regulatory sources: economies of scale, including 
economies derived from the combination into larger units of joint 
products or services, diversification and judgments regarding the 
profitn,bility of entering new and unrelated areas all are economic 
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in origin; regulatory incentives for the combination of separable 
products or services ordinarily can be traced either to direct regula
tory limitations on the provision of specialized products or services 
unless provided in combination with others, or to indirect induce
ments toward that end resulting from the maintenance of regulated 
prices at non-competitive levels or prohibitions on the charging of 
(lirect rates or fees for certain services. 

To the extent that integration is induced by economic incentives, and 
especially by economies obtained through the provision of joint prod
ucts or servICes, decisions to limit such <;ombinations should be made 
only reluctantly by regulatory or other public authorities, and then 
only on the basis of demonstrated regulatory necessity. The Commis
sion also believes, however, that integration should not be artificially 
induced or compelled by governmental action in the absence of over
riding regulatory objectives. Thus, direct limitations on the granting 
of corporate trust powers only to firms that also offer commercial bank
ing services, and actions by regulatory authorities to permit the main
tenance of noncompetitive rates or prices on various types of financial 
services should be reviewed, and justified only on the basis of compell
ing regulatory needs. The Study's analyses indicate that banks enjoy 
important competitive advantages over other types of investment man
agers derived both from their possession of corporate trust powers and 
from the indirect compensation (permitting them to charge lower di
rect advisory fees) that they obtain from the link between trust and 
commercial operations. 

An important stimulus to the recent wave of combinations between 
equity management and brokerage functions, however, is the fixed, 
minimum brokerage commission. Efforts to maintain brokerage com
missions at noncompetitive levels for large, primarily institutional in
vestors, have had profound effects on the structure of the nation's 
securities markets, discussed in Part Three. They also have conferred 
important competitive advantages, again reflected in part in lower 
d~rect fees, on institutional managers who are either directly affiliated 
WIth brokerage firms or who benefit from well developed reciprocal 
practices involving the use of brokerage to purchase a number of other 
services provided by the brokerage industry. 

The Commission does not presume to speak with authority on the 
desirability of, or regulatory purposes served by, regulated rates or 
prices in areas beyond its statutory jurisdiction. Having completed 
extensive reviews of the economic and regulatory effects of fixed mini
mum brokerage commissions, however, the Commission has concluded 
that such rates cannot be justified on orders above $500,000 in value and 
will review the desirability of requiring competitive rates on smaller 
institutional-size transactions as experience is gained with competitive 
rates on larger transactions. 

MANAGEMENT FEES 

Actions by regulatory authorities that result in the unbundling of 
certain serVIces currently provided in combination with others under 
an umbrella of regulated rates or prices can have a variety of bene
ficial results. One is to remove artificial barriers to competition in the 
separate provision of specialized functions or services; another is to 
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bring into the open for evaluation by portfolio beneficiaries, regula
tory authorities and institutional managers themselves both the serv
ices obtained and the prices paid for many of th,e services currently 
obtained by institutional managers and paid for indirectly, through 
reciprocity. It is entirely possible that some of these services would 
not, in fact, survive public disclosure and the market test of separate 
pricing. To the extent that this occurs, the full cost to portfolio bene
ficiaries of management services would be reduced. At the same time it 
should be recognIzed that many of the services currently provided and 
paid for indirectly, in combination with brokerage or other services, 
may be of considerable value to portfolio beneficiaries, may be ob
tained more economically by institutional managers from external 
than from internal sources and would, therefore, survive both dis
closure and economic tests. 

Current levels of direct fees charged by investment managers for 
their services have developed over time in cognizance of a manager's 
ability to obtain external services on a reciprocal basis. This ability is 
especially important for the smallest types of institutional managers 
whose internal staffs often 'are minimal and whose reliance on "The 
Street" for research and other services traditionally obtained through 
reciprocity has been greatest. To preserve the ability of specialized 
firms to offer legitimate services to institutional customers and the 
ability of institutional managers to obtain these services externally, in 
an economical manner, it may be necessary for such firms to adjust 
direct charges to clients or to change contracting arrangements be
tween themselves, their clients and external suppliers of research or 
other financial services. 

MUTUAL FUND DISTRIBUTION 

One area within the Commission's traditional jurisdiction in which 
competitive brokerage commissions are likely to have a direct and sub
stantial impact is the distribution of mutual fund shares. A combina
tion of circumstances-including existing le\rels of direct sales charges, 
retail price maintenance on such charges, noncompetitive brokerage 
commission rates and restrictions on the use of advertising and other 
mass merchandising techniques-have intersected to create and per
petuate a relatively expensive distribution system for investment com
pany shares. Fixed minimum brokerage commissions allocated to 
support fund sales have provided an important source of income for the 
distribution of mutual fund shares. As we have noted, the Commis
sion believes that fixed rates on orders above a given size can no longer 
be justified. To the extent that this action eliminates a significant 
source of revenue to the distributors of fund shares, it can be expected 
to lead to one or more of three possible results: increased direct sa les 
charges or payments to fund sellers, reductions in the extent of the dis
tribution system for fund shares, or the development of lower cost 
distribution systems for the industry. The latter result is to be desired 
and the Commission expects that as part of the study of mutual fund 
distribution now being conducted by the National Association of Secu
rities Dealers pursuant to Section 22 (b) of the Investment Company 
Act of 1940, the NASD survey will focus not only on costs inherent 
in existing methods of fund distribution, but also on ways in which 
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these costs can be reduced and savings passed on to fund purchasers. 
In addition, the Commission will consider the feasibility of achieving 
this result in connection with its own pending study of the impact 
of eliminating Section 22 ( d) -the so-called retail price maintemince 
provision-from the Investment Company Act of 1940. 

INSTITUTION AL MEMBERSHIP 

The Commission expects that its recent decision on competitive rates 
on large orders will have the effect of reducing artificial inducements 
to the combination of management and brokerage functions, and that 
this in turn will tend to reduce but not eliminate economic pressures 
toward institutional membership on stock exchanges. Further actions 
to increase the fraction of institutional transactions subject to com
petitive rates, of course, could be expected to further reduce such 
pressures. The Commission realizes, however, that issues relating to 
mstitutional membership are at least partially separable from ques
tions regarding the level and structure of brokerage commissions and 
would not be disposed of entirely even by fully competitive rates on 
all securities transactions. 

The essential problem faced by the Commission at this juncture is 
whether to deal with institutional membership now as a combination 
of problems involving both commission rates and the integration of 
management and brokerage functions, or to reserve judgment on this 
important issue pending additional steps by the various exchanges to 
eliminate fixed minimum commissions on orders of institutional size. 

The Commission realizes that combinations of management and 
brokerage functions once made cannot be easily reversed. It also real
izes that desires to maintain viable competitIOn in the provision of 
specialized financial services, to avoid undue concentrations of eco
nomic power and to abate potential conflicts and regulatory :problems 
inherent in combinations of management and brokerage functIOns may 
militate against the removal of remaining barriers to membership by 
institutions on national securities exchanges. Certainly those fidUCI
aries who feel their long-term interests lie in the effective management 
of their clients' funds, unencumbered by either the diversions or poten
tial conflicts incident to simultaneous operation of brokerage activities, 
should not be forced to apply for membership in order to meet what 
t~ey may feel are shorter term obligations to avoid excessive transac
tIon charges. 

At the same time, the Commission cannot ignore indefinitely the 
asymmetry that results from some persons who manage institutional 
portfolios at the Same time belonging to major exchanges while others 
so engaged are prohibited from belonging. Institutions affiliated with 
exchange members enjoy important com)?etitive advantages over other 
institutions by virtue of this fact. Elimmation of remaming barriers 
to such membership might provide additional incentives for securities 
exchanges to move more rapidly toward the rationalization of broker
age commission rates. The Commission believes that the Study's ad
mittedly limited analyses of regulatory problems resulting from the 
combination of management and brokerage functions, as well as the 
accumulation of its experience to date with existing combinations of 
these functions by members of major exchanges, has not revealed 
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unique, additional regulatory problems whose severity justifies sweep
ing prohibitions of such combinations. 

The Commission will withhold its final determination regarding the 
desirability or necessity of prohibiting membership by otherwise 
qualified institutional investors on national securities exchanges, pend
ing actions by the exchanges to eliminate artificial inducements to such 
membership by compliance with the clear intention of the Commis
sion's recent releases regarding the abolition of noncompetitive fixed 
commissions on orders of institutional size. 

Part Three (Chapters X-XIII) Impact8 of In8titu
tional Im'e8t'i,ng on Secu1'itie8 lIf arket8: 

Initial Conclusions and Recommendations 

Part Three of the Study was designed to assess the impact of 
institutional investing upon the stability of prices in the secondary 
equity markets, upon the structure of those markets and upon the 
securities industry that services the markets. 

STABILITY OF PRICES 

The preponderance of data collected by the Study on monthly 
net institutIOnal trading imbalances, on instItutional position changes, 
on block trades and on day-to-day price changes analyzed in chap
ters X, XI and XII indicate that institutional trading in the aggre
gate is related to or coincident with relatively few of the large price 
changes that occur in the securities markets. For example, although 
price changes in excess of 3 percent occurred more often on days when 
block trades took place during the 15 months studied (.Tllly 1968 to 
September 1969), block trades in stocks listed on the New York 
Stock Exchange occurred on only 9 percent of the stock days in 
which prices changed relative to the market by such an amount. 
In addition, analyses performed on monthly net institutional trading 
imbalances over a 20 month period (January 1968 to September 1969) 
indicate that most monthly stock price changes (relative to the 
market) were unrelated to aggregate institutional trading imbalances 
in the particular stock over the time span. Other analyses of random 
large position changes by institutions indicate that, even on an inter
day basis, institutional trading appeared to offset price movements 
about as frequently as it appeared to contribute to t.hem. Further
more, from the data on market makers it appears that during stock 
months in which institutions were more active, large close-to-close 
price changes were less frequent. . 

The Study could not and did not individually examine institu
tional transactions. Consequently, the data collected by the Study do 
not negate the possibility that one or more institutions trading' at par
ticular times in particular securities did impair price stability or 
otherwise act in a manner contrary to the public interest. This limita
tion does not, however, put. in question the validity of the important 
finding that institutional trading overall has not impaired price 
stability in the markets. Thus, the Study has not. discovered any 
basis ill terms of price stability for imposing generalized limitations 
on the volume of institutional trading or on the size of institutional 
transactions. 
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MARKET STRUCTURE 

It is clear that the securities markets are changing in rapid and 
significant ways. There are a number of reasons for these changes; 
among the most important are the greatly increased volume of trading 
by institutions, the negotiated nature of many institutional transac
tions, the fixed minimum commission rates that stock exchanges im
pose on such transactions and technological advances in communica
tions and data processing. The evolution of the securities markets has 
been, and many continue to be, affected and distorted by barriers to 
com1?etition. Among the most significant of these are mmimum com
misslOn rates and rules that insulate markets, market makers and 
broker-dealers from each other. The combination of fixed minimum 
commission rates and barriers to access have tended to cause institu
tions to choose market places, in part at least, for the purpose of re
ducing the commission they payor taking advantage of opportunities 
to purchase various services with "soft" commission dollars by means 
of reciprocal practices. These appear to be the most important explana
tions for the accelerating· growth of institutional trading on the re
gional stock exchanges and in the third market. Because the assembly 
of many block trades takes place primarily over the upstairs com
munications systems of broker-dealers rather than on the floor of any 
stock exchange, such transactions can be executed wherever the partici
pants select, and markets have therefore been selected on the basis of 
these considerations. 

The fixed minimum stock exchange commission on large orders has 
led to the growth of complex reciprocal relationships between, on the 
one hand, institutions (particularly mutual fund managers and banks) 
and, on the other, broker-dealers. This has had the effect of making 
commission rates for institutions ne~otiable but limiting the extent to 
which the ultimate investor rather than the money manager has bene
fited from such negotiation. As noted earlier, these relationships tend 
to aggravate 1?otential conflicts of interest, to ~e anticompetItive in 
nature and to Impede the development of a central market system for 
securities trading. Elimination of fixed commission rates for institu
tional size transactions should go some distance toward dealing with 
these problems. The Commission will closely observe the extent to 
which competitive commission rates lead toward these results. 

The Study has found that all types of market makers tend to sta
bilize prices by trading to offset temporary imbalances in supply and 
demand. In view of the size and "lumpiness" of institutional transac
tions it becomes increasingly important that. all market makers be 
encouraged and strengthened in t.he performance of their dealer func
tion. The Study has also found, however, that. a market maker's will
ingness to offset t.emporary imbalances depends in large part upon the 
volume of trading to which it is exposed. Trus functIOn, of course, is 
impeded if t.he market maker's opportunity to participate in the total 
volume of trading is limited by rules which artificially restrict its ex
posure to that volume. 

The data collected by the Study indicate that N ew York Stock Ex
change specialists, who are exposed to the greatest volume of trading, 
presently offset temporary imbalances to a much greater absolute 
extent than other market makers. The data also indicate that despite 



XXIII 

sel£-reO'ulation, there are substantial differences among New York 
Stock Exchange specialists in the extent to which they partici1?a:te in 
their markets in depth, with specialists who do not so partIcIpate 
nevertheless earning high returns on their capital. . 

Institutional investors and individual investors tend to trade III 

different ways and bv the use of different procedures. This raises a 
question regarding the degree to which markets used by institutional 
investors and by individual investors could or should be separated. 
·Without expressing a definite conclusion on this question, it should be 
noted that institutional investors and individual investors presently 
trade with each other either indirectly through the intermediation of 
dealers or, to a lesser extent, directly through the matching of orders 
by brokers. Any effort to eliminate trading between these two in
vestor groups would require a rather drastic change in the pattern 
of trading for both of them. For example, as shown in chapter X, in 
the average stock month in which major institutions traded stocks 
listed on the N ew York Stock Exchange, at least two-thirds of this 
trading was with dealers, smaller institutions or individual investors. 
Even respecting a typical block trade of $1 million or more on the New 
York Stock Exchange, it appears that almost 30 percent of the shares 
eventually found new owners, largely individual investors, through 
the regular round lot market on the floor of that Exchange. Any at
tempt to deprive individual investors of the opportunity to parti.cipate 
directly or indirectly in trades with institutions would deprive them 
of the advantageous discounts and premiums which often result from 
such trading. 

There are, however, as the Study has found, certain questions and 
difficulties with respect to the interaction of large and small orders in 
the same market. Examples are the prices at which some limit, stop 
and odd lot orders triggered by block trades are executed, and the 
price effects in the aftermarket of inventory positions acquired by 
market makers in block trades and disposed of in small lots. These 
questions require and will receive the attention of the Commission. 

As pointed out above, the markets are changing, and the question 
is therefore presented as to the extent to which regulatory authorities, 
including the Commission, should attempt to direct and structure the 
future development of the markets. We believe that because of modern 
communication and data processing facilities it is possible to preserve 
geographically separated trading markets while at the same time 
tying them together on a national basis. We also are satisfied that the 
Commission and other regulatory authorities should endeavor to 
prevent the evolution of the market place from being distorted by un
necessary restraints on competition. vVe do not believe, however, that 
it is either feasible or desIrable for the Commission or any other 
agency of the government to predetermine and require a particular 
structure, and still less to specify now particular procedures for the 
markets of the future. It is better to observe and, if necessary, to modi
fy the structure which evolves through the ingenuity and response of 
the marketplace to the extent changes occur that appear inconsistent 
with the public interest. Nevertheless, to guide the industry in this evo
~utionary process certain goals and principles may be stated. In stat
mg these we do not mean to endorse them as absolutes. Further study 



XXIV 

is required to determine their technical and practical feasibility and 
their consistency with each other as well as with other accepted goals 
and principles. Nevertheless, on the basis of the Study and our general 
experience, these goals and principles appear to us to be both worth
while and important. 

A major goal and ideal of the securities markets and the securities 
industry has been the creation of a strong central market system for 
securities of nat.ional importance, in which all buying and selling 
interest in these securities could participate and be represented under 
a competitive regime. This goal has not as yet been attained. Recent 
developments appear to make it possible to accomplish this purpose, 
while at the same time other developments create difficulties in doing 
so. 

Until comparatively recently there were serious technological lim
itations on creating a system where all interests of investors could be 
represented in a central market. This is no longer the case. Recent ad
vances in communications and electronic data processing make such 
representation technically feasible if the necessary systems are devel
oped and used. While the creation of this capability is a development of 
major imJ?ortance, this is not to say that markets operated unsatis
factorily III the past. The major markets in the United States have 
been stronger than any in the world. The capability for a central mar
ket system having within it a sustained capacity for innovation can 
assist in a successful adjustment to changing conditions. In light of 
the rise of institutional investment and the resulting increase in large 
so-called "block" securities transactions, certain practices such as 
fixed non-competitive commission rates and barriers to market access 
have tended to work against the development of a central market and 
to foster the use of competing markets. These often compete imper
fectly, as where they seek to attract business on the basis of relative 
willingness to facilitate reciprocal practices, some of which are de
scribed in chapter XIII. Under a more competitive regime such 
markets can function in a much more useful way. 

Aside from technological problems and competitive barriers, there 
have been two principal obstacles to the development of a strong 
central market system. These are, first, the fact that there has been no 
market which was strong enough and liquid enough to serve as a 
major central market for the entire United States. Institutional in
vestment and the resulting strains which it has thrown upon the mar
ket mechanism have aggravated this difficulty. A second and related 
obstacle has been the fact that prior efforts to develop a central market 
have included the creation of a certaih amount of monopoly power, 
particularly with respect to the dealer function. This has been accom
panied by certain restraints on competition. There has been an effort 
to control potential abuses of such monopoly power by regulation. 
Such efforts are necessary but have not been wholly successful, pri
marily because regulation is more effective in prohibiting misconduct 
than it is in motivating and causing regulated persons to take affirma
tive action and to assume risks in order to create and perfect a central 
market. 

It will not be easy to overcome these obstacles but we believe it can 
be done and that certain guiding principles can be used for this pur-
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pose. It mayor may not be possible for the central market to be 
largely an auction market, although the values of the agency auction 
market must be preserved. Under present conditions it appears that 
such a market will also require strong dealers. These may perform 
the traditional function of offsetting temporary imbalances in supply 
or demand or they may have a more limited function such as block po
sitioning. To provide for dealer functions, all responsible market mak
ers should have access to the central market. In this connection it 
should be noted that, given present technology, it is neither necessary 
nor desirable that all such dealers be present in anyone geographical 
location, since any such requirement would among other thmgs pre
vent the regional exchanges from having the meaningful role in the 
market system which they could have. 

The participation of competing dealers in the central market will 
also reduce the element of monopoly power which has accompanied 
past efforts to establish a central market and will make it possible for 
potential abuses of such monopoly power to be controlled not only by 
regulation but to an increasing degree by competition. An essential 
characteristic of such a system would be the prompt reporting of all 
securities trades to the public on a comparable basis. 

In summary, our objective is to see a strong central market system 
created to which all investors have access, in which, all qualified 
broker-dealers and existing market institutions may participate in ac
cordance with their respective capabilities, and which is controlled not 
only by appropriate regulation but also by the forces of competition. 
We propose, in consultation with all interested persons, to seek the 
furtherance of these general objectives as we perform our reviewing 
function over proposed changes in market structure. . 

Part Four (Chapter XIV-XV) hnpacts of Institutional 
Investors on OorlJOrate Issuers: 

Initial Conclusions and Recommendations 

Part Four analyzes certain aspects of the impact of institutional in
vestors on portfolio companies. For the purposes of this Study, a port
folio company is one whose equity securities are held by institutions or 
held for the benefit of persons whose investments are managed by in
stitutions. The part contains two chapters: one deals with institutIOnal 
participation in primary equity financing; the other deals more 
broadly with institutional-corporate relationships. 

Chapter XIV is essentially an economic and statistical analysis of 
the extent of institutional participation in corporate financing through 
purchases of equity securities from issuers. This kind of participa
tion is to be distinguished from institutional participation in the sec
ondary markets-the subject of Part Three of the Study. Direct pur
ch~ses of equity securities from corporate issuers (or from under
wrIters of the new issues) provide the companies involved with addi
tional capital and are thus of particular economic significance. ·While 
institutional purchases of outstanding equity securities in the secondary 
markets tend to involve securities of larger companies, institutional 
participation in purchases of the new issues studied here tended to in
volve financing for smaller enterprises. 
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The analyses in chapter XIV, while adding light to the role of in
stitutions in new financing, do not at this tIme demonstrate a need 
for wide-reaching legislatIve action. 'While there may be particular 
problems regardll1g certain types of institutional participation in 
first time new issues, it does not appear that institutIOns as a group 
have been receiving significant preferential treatment in the prImary 
equity market for such issues or that their participation in that 
market has been so limited as to cause concern reO'arding a scarcity 
of access to capital by newer, smaller enterprises. Subject to compli
ance with the investment objectives of the institution, institutional 
financial managers should be able to determine whether to purchase 
securities directly from the issuer or in the secondary markets. 'While 
there is continuing concern that such purchases should reflect invest
ing rather than merely trading decisions and that they conform to 
t.he interests and objectives of institutional beneficiaries, it does not 
appear feasible to devise an all-encompassing regulatory approach 
that will ensure that result with absolute precision. At the same time, 
the Commission will continue to evaluate problems created by the 
new issue market, including substantial price rises in the aftermarket 
which have frequently resulted in large gains to institutions and 
other investors who dIspose of new issues within a short time after 
purchase. ' 

RESTRICTED SECURITIES 

As noted in the chapter, institutional participation in non-public 
offerings is a significant factor in enabling companies, particularly 
smaller, less well established companies, to secure financing. However, 
securities purchased in such offerings ordinarily cannot be resold 
without registration under the Securities Act of 1933. Accordingly, 
these securities are ordinarily not equal in value to securities of the same 
class which are freely tradable. This fact has two important conse
quences for corporate issuers of restricted securities and for the insti
tutions which purchase them. 

First, restricted securities generally are issued at a substantial dis
count from the market value of freely tradable securities-the average 
discount for the 278 private placements examined by the Study was 
about 23 percent, although variation in practice was considerable. Some 
portion of these discounts represent an additional cost to corporate 
issuers of obtaining financing through the sale of equity securities in 
private placements. 

Second, it is often difficult for institutional holders of restricted 
equity securities to place an appropriate valuation upon them. Valua
tion has important impacts on the investment performance of insti
tutional financial managers and may also affect the computation of 
advisory fees based upon the value of investment assets under man
agement. Difficulties are exacerbated in the case of open-end invest
ment companies which are required to sell and redeem their own secur
ities at net asset value and whose portfolios, accordingly, are expected 
to be comprised of securities which can be both accurately valu{'d and 
which are sufficiently liquid to meet redemptions. 

The Study's findings indicate that institutions have used a variety of 
methods to value restricted securities. The diversity of methods uti-
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lized, at the least, makes investor comparison of various alternative in
v~stmcnt media offered by different types of institutions-and by 
dIfferent institutions within each type-more difficult to the extent that 
restricted equity securities are included in one or more of the institu
tional portfolios compared. In general, however, the portfolio pro
portions of such securities have not been large. 

The Commission has recognized that valuation of restricted secu
riti~s by inst~tutions and their managers raises difficult questions for 
whIch there IS at present no simple or mechanical solution. During 
the past several years, the Commission has focused on the problem of 
valuing restricted securities held by registered investment companies. 
Several releases have been issued which call attention to the problem 
and suggest appropriate considerations to be taken into account.3 In 
those releases the Commission pointed out that the Investment Oom
pany Act of 1940 requires restricted securities to be carried at "fair 
v~lue as determined in good faith by the [company's] board of 
dIrectors"; and that, as a general principle, the current fair value 
would appear to be the amount which the owner might reasonably 
expect to receive for such securities upon their resale. The discussion 
set forth in these releases as to methods of valuation of restricted 
securities is, in the Commission's view, equally applicable, under 
authority of the antifraud provision of the Investment Advisers Act 
of 1940, to an investment adviser (as defined in that Act) irrespective 
of whether or not it is required to register as an adviser. Further, the 
Commission believes that other persons actillg as trustees or managing 
agents with respect to portfolios of equity securities (including secur
ities with equity features) should consider the principles enunciated 
in these releases when valuing securities in good faith at fair value. 

As has been previously dbserved, some portion of the costs of 
obtaining financing through the sale of securities in private place
ments reflects the restrictions on resale of these securities without 
registration under the Securities Act of 1933. As a result of recom
mendations of the Commission's disclosure policy study (The Wheat 
Report, April 14, 1969), the costs in time and money of the registra
tion process would be somewhat reduced for certain classes of is
suers, primarily those which have a class of equity securities registere.d 
under the Securities Exchange Act of 1934. Moreover, the circum
stances under which purchasers of restricted securities may resell 
such securities would be more clearly defined. The Wheat Report 
recommended improvements in the disclosures provided by the contin
uous reporting process under the Securities Exchange Act of 1934 
and the enhancement of the degree of coordination hetween the dis
closure under that Act and the disclosure required under the Secu
rities Act of 1933. 

The Commission has implemented those recommendations through 
(1) adoption of a new Quarterly financial report and amendments. to 
reporting forms under the Securities Exchange Act designed to prOVIde 
on an annual basis, information which will furnish a reasonably com
plete and up-to-date statement. of the business and operations of regis
tered companies; (2) adoption of a new short form for registration 
under the Securities Act of 1933 and the amendment of another short 

3 See Investment Company Act Release Nos. 5847 (October 21, 1969), 6026 (April 13, 
1970),6121 (July 20, 1970) and 6295 (December 23,1970). 



XXVIII 

form to broaden its availability; and (3) proposals to adopt rules re
lating to the resale of unregistered securities pursuant to conditions 
designed to protect public investors as well as replace subjective with 
objective standards for interpretation of the registration provisions 
of the Securities Act of 1933. 

To the extent that institutional purchasers may avail themselves by 
contractual right or otherwise of the new short forms for registration 
of securities under the Securities Act of 1933 or may take advantage of 
rules relating to objective standards for interpretation of the registra
tion requirements of that Act, the cost to issuers of obtaining financing 
through the sale of restricted securities may be reduced. In addition, 
the improved reporting requirements recommended in The Wheat 
Report and adopted by the Commission may, to some extent, provide 
information which will serve as a basis for more adequate considera
tion of the fair value to be placed on restricted securities by insti
tutional holders. 

Chapter XV indicates that (1) limited numbers of institutions, par
ticularly banks, have the potential economic power, were they to act 
together, to exercise control or influence over a number of portfolio 
companies, particularly large companies, and (2) except in the case 
of transfers of corporate control, where the expectation of benefits to 
institutions or their managers is relatively clear, institutions generally 
report that they do not participate in corporate policy, deciSIOn mak
ing or other corporate affairs, preferring instead to dispose of their 
holdings in a company if its management pursues policies with which 
they disagree. There are two important qualifications to these findings. 

Fb'st, it is rare that a single institution will have holdings in a com
pany large enough to give it a position of clear economc power over 
the company. Therefore, influence over the portfolio company will 
depend upon either (1) the existence of other types of relationships, 
such as creditor relationships, or (2) the aggregation of institutional 
power emanating from concerted action by a group of institutions. It 
often is difficult to ascertain whether institutional power is enhanced 
or limited by the existence of business and other relationships aside 
from shareownership. At the same time, the Study found relatively 
little evidence of concerted action to influence corporate management 
except in its case studies on transfers of control. Concerted action, of 
course, requires an accommodation of interests among the institu
tions participating in a joint endeavor and may, therefore, not enhance 
the economic power of anyone institution. 

Second, where institutions are able to perceive relatively clear and 
substantial benefits-or the alleviation of difficult problems they may 
face-through participation in corporate affairs, their influence and 
participation may be both substantial and critical. This is so in the 
case of transfers of control, where institutions can benefit from market 
action. It may also occur where institutions are "locked in" to stock 
holdings because they are restricted, are too large to be disposed of 
through ordinary market mechanisms or would generate unfavorable 
tax consequences if sold. 

A fundamental question confronting institutional, corporate and 
governmental policy-makers is whether the existence and use of the 
potential economic power held by institutions can be reconciled with 
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the obligations of institutional financial managers to their own bene
ficiaries and with the rights and interests of other investors in port
folio companies. This question is not susceptible of a simple response 
because the possible uses or misuses of institutional economic power 
do not remain static. 

There are, nevertheless, two conclusions that flow initially from the 
chapter's findings. The first is that questions of institutional influence 
over portfolio companies cannot be assessed intelligently without ade
quate information about the continuing growth and management of 
institutional stock holdings. The second is that institutions or their 
managers, by reason of their ability to influence the outcome of efforts 
to transfer corporate control, appear in a number of cases to receive 
preferential treatment as compared with individual investors. This 
preferential treatment appears to have taken two principal forms. 
First, the acquiring company may afford special t.reatment to institu
tions in the form of premium prices, guaranteed profits and other 
incentives in order to attract their support. Second, institutions may 
receive nonpublic advance information concerning takeover efforts 
which may be utilized in purchasing securities either of t.he t.arget 
compan:}' or the acquiring company with a view to profiting from the 
market Impact of the takeover effort once its existence is publicly dis
closed. 

In view of these conclusions, the Commission believes t.hat. addi
tional disclosure requirements with respect to institutional equity 
holdings and management, as suggested in our comments in connec
tion WIth Part One, are warranted, and additional regulatory re
quirements dealing with transfers of corporate control as indicated 
below. 

DISCLOSURE OF HOLDINGS 

The potential or actual impact of institutions on portfolio com
panies cannot be assessed by institutional beneficiaries, corporate in
vestors or government policymakers without full and fair disclosure 
of institutIOnal equity holdings and management policies. The fed
eral securities laws have consistently recognized the special status of 
corporate "insiders" and "affiliates"-persons having special access to 
the centers of corporate authority or the power, actual or presumed, 
to influence the exercise of that authority. Thus, t.he securities laws 
and Commission rules require disclosure of large share holdings and 
relationships between affected companies and large shareholders. 

In practIce, however, many large institutional share holdings are 
excluded from disclosure under existing law; Sections 13 (d) and 16 (a) 
of the Securities Exchange Act of 1934 require the disclosure only of 
large holdings of shares which are beneficially owned. As the Study 
found, institutions frequently hold and manage large amounts of a 
company's shares, but do not themselves have beneficial ownership of 
such shares. The limitation of disclosure to beneficial ownership means 
that the holdings of a complex of institutions or accounts under com
mon management by a single financial manager are not aggregated in 
determining whether there must be any disclosure, except to the extent 
that the complex constitutes a group of persons within the meaning of 
Section 13(d) or 14(d). The Study found that it is common, for ex-
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ample, for a group of investment companies or other types of accounts 
under common management to invest, on occasion virtually simultane
ously, in the same securities. Under existing laws, even if the aggregate 
holdings of these accounts exceed 10 percent, no disclosure would be 
required under Section 16(a); disclosure under Sections 13(d) or 
14 ( d), which under recent amendments is at the 5 percent level, would 
be conditioned upon a finding that members of the complex alone or 
with other institutions or complexes constitute a "group" for the 
purposes of those sections. 

Because not all situations can be reached through interpretation of 
the "group" conce1?t in Section 13 (d), the Commission beheves that it 
would be approprIate to amend the Securities Exchange Act of 1934 
to the extent necessary to require disclosure of holdings of equity securi
ties in excess of 5 percent of the outstanding issue, whether under in
vestment management or beneficially owned. Thus, the test of report
able holdings and transactions would include either beneficial owner
ship of or invest'lnent manage'lnent over the securities in question. A 
bank trust department, for example, would report the number of shares 
which it managed (not including those for which it provided solely 
custodial services), aggregating shares held in various investment or 
trust accounts. An investment adviser would report the shares held by 
various investment companies and counselling accounts managed by 
the same adviser. Disclosure should further be broadened to require an 
indication of the voting authority of the shares under management, 
whether sole, partial or none. 

In connectIOn with this proposal to expand shareholder reporting 
provisions of the Securities Exchange Act, it should be recognized 
that certain other modifications of existing requirements under Sec
tions 13(d) or 16(a) would appear to be in order. Section 13(d) was 
enacted in the context of transfers of corporate control and it con
sequentll provides for disclosures concerning such matters as the 
investor s plans for the portfolio company and its sources of financing 
which may not be appropriate in the context of an institutional hold
ing where no takeover is contemplated. Similarly, a purpose of Sec
tion 16 (a) was to provide information concerning possible liabilities 
under Section 16 (b) and consequently, fairly prompt reports of any 
change, no matter how small, in a holding are required. This might 
well not be needed in the present context. The choice of Section 13 ( d) 
or Section 16(a) or a new section as a vehicle for the type of dis
closure here proposed would depend upon whether it was conCluded 
that disclosure of information in addition to the mere existence of 
the holding and the identity of the institution is needed. General rule
making authority such as requested in connection with Part One above 
would be the preferable and most flexible and comprehensive ap
proach. 

The Commission does not at this time recommend that Section 
16 (b), dealing with the recovery of short-swing profits, should be 
modified in any way. 

DISCLOSURE OF POLICIES TOWARD CORPORATE MANAGEMENT 

While it does not appear appropriate for the Commission to at
tempt to advise institutions how or whether to become involved in the 
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affairs of portfolio companies, it would be desirable for both portfolio 
companies and institutional beneficiaries, including investment com
pany shareholders, to be informed of the policies of the institutional 
financial manager on such matters. Presently, most investment com
panies disclaim in their statement of policy that it is their intention 
to become involved in management of portfolio companies. Consid
eration should be given to requiring all institutions to state their 
policies on involvement in corporate affairs and with more specificity 
than now required of investment companies, including: their pro
cedures for considering proxy materials, any general l?ohcy regarding 
supporting management, any general policy of abstaimng from voting, 
any general policy on voting for or against (or not voting on) cer
tain types of proposals, any general policy of participating or not par
ticipatmg in corporate transfer situations, and any policies regarding 
other business relationships, personnel relationshIps and informal 
participation or consultation with portfolio companies in corporate 
affairs. 

This type of public disclosure would focus the obligation of insti
tutions to act in the interests of their beneficiaries and lead to their 
setting up procedures for systematic attention to questions of stock
holder voting. As a number of institutions responding to the Study's 
questionnaires indicated, the beneficiary should be able to choose the 
institutional manager whose policies on investment management ap
pear to him most appropriate. The only way in which this can be done 
is to give beneficiaries full information about the policies followed, in
cluding policies regarding relationships with portfolio companies. The 
public nature of such information would also serve to inform corporat.e 
management and other shareholders of any general policies of the 
institution. 

Because the Commission believes such disclosure should be generally 
applicable to all institutions, it wishes to consult with other regula
tory agencies to develop guidelines for disclosure to portfolio bene
ficiaries, portfolio companies and regulatory agencies of policies pur
sued bv institutional managers regarding relationships with actual or 
potential portfolio companies. This may lead to legislative proposals. 
In the meantime the Commission will also proceed with drafting of 
rules for comment with respect to investment companies for which its 
present legislative authority is adequate. 

INSTITUTIONAL INVOLVEMENT IN CORPORATE TAKEOVERS 

The takeover area is one where the need for additional regulation is 
indicated by the Study's findings. Some institutions have received both 
preferential economic benefits and preferential informational benefits 
in connection with transfer efforts. As to the receipt of preferential 
economic benefits-such as premium prices or other special induce
ments-the Commission believes that regulatory action is appropriate 
to prevent powerful institutions from being treated more favorably 
than individual investors. (The Commission has already taken some 
steps in this area by promUlgating Rule 10b-13.) 

The problem of preferential informational benefits is more difficult. 
The Study found that in some cases companies and broker-dealers in
tending to make or induce a takeover bid privately advised certain in-
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stitutions of this fact, enabling such institutions to make purchases of 
the target company shares in anticipation of the market impact of a 
subsequent public announcement of the bid. While there may be some 
similarities between the nondisclosure of information regardmg an in
tention to make a takeover bid for another company and the nondis
closure of material information about a company's business affairs, the 
two situations involve somewhat different considerations and different 
underlying principles. With respect to the latter, material undisclosed 
corporate information, the relevant principle has been developed as an 
interpretation of Rule lOb-5 and other antifraud provisions. Persons 
who have acquired material undisclosed information about a company 
by reason of their relationship with that company (and usually for 
a corporate purpose) may not utilize this information for their own 
benefit either by trading themselves or by giving the information to 
tavored investors in order that the investors may use it in their trad
mg. 

With respect, however, to passing on information about a prospec
tive takeover effort to favored institutions, the persons who do so usu
ally are the persons who plan the takeovers and ordinarily have no 
relationship to the target company, nor do they usually have any fidu
ciary duty to that company or its shareholders. This difference in rela
tionships does not necessarily mean that such passing on of informa
tion concerning takeovers should be permitted, but it may well mean 
that if such activities are to be prohibIted, this should be done by a rule 
specifically directed to that situation rather than by an expanded in
terpretation of Rule lOb-5 resting on a somewhat different theory than 
that underlying that rule as to the obligations and duties of those who 
receive material undisclosed information. 

There are also practical differences. Where trading by insiders or 
by their tippees on material undisclosed corporate information is pro
hibited, the corporation and its insiders have a choice either to make 
the information public or else, if the business interests of the corpora
tion require a postponement of public disclosure, to refrain from 
trading and keep the information entirely secret. In the case of a 
prospective takeover, a requirement of immediate public disclosure 
as soon as the effort is contemplated would be likely to abort the take
over. This consideration was recognized by the Congress in the Wil
liams Act (Section 13(d)) which postpones public disclosure of a 
takeover until the persons planning the takeover have either acquired 
over 5 percent of the target company's shares or make a tender offer 
for more than that amount. A person planning a takeover usually 
cannot, however, keep his plans completely secret. He may, for exam
ple, have to consult commercial banks or lllvestment bankers with re
spect to financing for the effort, and if he is proceeding responsibly 
he will wish to obtain as much information as he can from bankers or 
otherwise as to whether the proposed target is a desirable acquisition 
and, if so, how high a price can properly be offered. Thus the persons 
planning a takeover do not have the same option of public disclosure 
or complete secrecy as is available in the case of undisclosed corporate 
information. 

The Commission will, accordingly, consider the possibility of devel
oping appropriate rules to deal with misuse in the market of undis
closed information concerning corporate takeovers. It presumably will 
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be necessary in such rules to distinguish between persons who receive 
information on this subject for a legitimate purpose related to the 
proposed takeover and those who are given a "tip" for some other 
purpose. It may also be necessary to distinguish between, on the one 
hand, persons who in fact are part of the group attempting the take
over, who should be permitted to communicate among themselves and 
to purchase shares of the target company subject to the requirements 
of the Williams Act and, on the other hand, those who are not part of 
the group but who are given the information for other purposes. • 

D 

The Institutional Investor Study, with its heavy emphasis on the 
application of quantitative, mathematical techniques to the analysis 
of economic and regulatory problems, has carried the Commission 
into new and often unfamiliar territory. No member of the Commis
sion is a professional economist and, as indicated in our recommenda
tions for Part One, the size of the Commission's regular economic staff 
is relatively small. As a result, the Study's special staff necessarily 
operated with a great deal of professional autonomy. 

The Commission, of course, has reviewed the Study's Report from 
its own perspective as a regulatory body. The resulting product, 
therefore, represents a unique and, we believe, a constructive blend 
of the disciplines and the perspectives of the professional economists 
t<lnd the r~gu]atory agency that collaborated in its development. 
While the Commission's ability to review in the time available cer
tain of the more technical aspects of the Study's quantitative analyses 
may be limited, and further external review of the data and analyses 
may be desirable, we are confident that the Report constitutes a 
valuable contribution to our understanding of this important and 
rapidly changing sector of the nation's capital markets. 

The Commission is deeply indebted to Donald Farrar, the Study's 
Director, Lawrence Jones and Seymour Smidt, the Study's Associate 
Directors, Donald Feuerstein and ,Tames Halpern, its Chief Counsels, 
Keith Johnson, the Study's Assistant Director, and their staff of 
economists, attorneys, computer specialists and support personnel. 
They brought to Hie work not only talent but devotion. They made 
possible the conduct of a large undertaking on a comparatively short 
time schedule. 'We also are grateful for the contributions of many 
persons in the regular divisions and offices of the Commission. In 
addition, the Commission wishes to express its appreciation to the 
Advisory Committee, 4 members of the financial community, the sel~
regulatory agencies, the Federal Reserve Board, the Federal DepOSIt 
Insurance Corporation, t,he National Bureau of Economic Research 
and the numerous private institutions and firms who gave so gener
ously of their time and resources in assisting the Study in this 
important effort. 

During the coming months the Commission will proceed along the 
lines indicated in this letter. 'Ve have not attempted to state conclu
sions and recommendations here as to relatively minor matters or 
details that follow from the initial conclusions and recommendations 

• A copy of the Jetter dated March 1, 1971 of the Advisory Committee to the Commission 
is attached to this Jetter of transmittal. 

53-9400-71-pt, -3 
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stated above. The Commission will submit specific proposed legisla
tive language to carry out those initial recommendations that require 
legislation. As the Commission gives further consideration to the 
results of the Study and such supplementary and additional in
quiries and analyses as we determine to conduct, we expect to reach 
additional conclusions and may make additional recommendations 
in further communications to the Congress. 

By direction of the Commission: 
RICHARD B. SMITH, Oommi88ioner. 



ADVISORY COMMITTEE TO THE INSTITUTIONAL 
INVESTOR STUDY 

SECURITIES AND EXCHANGE COMMISSION, 

Washington, D.O. 

MARCH 1, 1971. 

DEAR Sms: The Joint Resolution of Congress dated July 29, 1968 
which authorized the Institutional Investor Study provided that "The 
Commission shall also consult with an advisory committee which it 
shall establish for the purpose of advising and consulting with the 
Commission on a regular basis on matters coming within the purview 
of such Study." 

The Commission appointed the members of the Advisory Commit
tee on January 21, 1969 and the Committee held its first meeting with 
the Commission on March 27, 1969. Subsequently, alternate members 
were selected in order to provide continuity as well as a broader base 
of experience for the Commission and its staff to draw upon. 

The Committee met monthly and, in the later stages of the Study, 
more frequently with the Study's special staff and Commissioner 
Smith in W' ashington. During the early months the Committee dis
cussed with the staff the questIOn of appropriate areas for the Study's, 
inquiries and participated in the review of various drafts of the Study 
outline. 

Subsequently, the Committee advised on the composition of an ex
tensive series of questionnaires used to gather the data which provided 
the basis for many of the Study's findings. At the request of the staff, 
separate industry technical committees were formed and met fre
quently with staff members to assist in making the questionnaires 
clear and precise and in avoiding excessive burdens on respondents. 

Many Committee members then assisted in urging the thousands of 
institutional investors and broker-dealers who were questioned to 
respond promptly and completely to the questionnaires. Respondents 
did cooperate, providing the staff with data representing the equivalent 
of more than 800,000 IBM cards. Throughout this period the Commit
tee also assisted the Study staff, who had been chosen largely from 
the academic community, in arranging interviews with a broad cross
section of the industry leaders . 

. As chapter drafts began to emerge from the Study staff, the Com
mIttee organized itself into sub-committees of two or three members 
to advise individual chapter authors. During the final weeks of 
preparation and review these sub-committees met with members of the 
Commission, as well as with the Study staff, to discuss the content of 
the individual chapters .. 

Finally, during the week of Febrnary 15, 1971, the Committee was 
given the opportunity to review and comment to the Commission on 
a tentative draft of the Commission's letter of transmittal of the 
report to Congress. 

(XXXV) 
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Unfortunately, the ,time pressures on the staff, the Commission and 
the Committee were very great. It was not possible for the full Com
mittee, or in some cases the assigned sub-committee, to study the final 
text of most chapters before the deadline for comment. Because of the 
time-consuming process of gathering, collating, and analyzing the vast 
amounts of statistical data, there has also been relatively lIttle time 
for assessing the nature and extent of problems or considering solu
tions. 

Under the circumstances, although the sub-committees are believed 
to have been helpful in avoiding inaccuracies and misinterpretations, 
the Committee members cannot now either accept or reject all the 
descriptjons, statements and inferences set forth in th~ Study. Al
though most members would probably find themselves III agreement 
with many of the major findings, some or all might disagree with 
certain inferences and conclusions drawn from the data. 

The Study has represented an interesting and useful approach in
volving interaction among a regulatory agency, a research team drawn 
largely from the academic community and an outside advisory group 
experIenced in the areas being studied. There is no question that the 
Study had been a very worthwhile undertaking. A great void of statis
tical data has previously existed in areas to which the Study addressed 
itself. New data now are available to support further study and policy 
recommendations. 

The Committee wishes to emphasize its conviction that time is now 
required to analyze fully the extensive data produced by the Study, 
to appraise its findings properly and judiciously and to give con
sidered judgment to possible courses of action. 

The Committee particularly supports what it understands to be 
the Commission's view that it should be empowered to require institu
tional investors to submit significant information on their holdings 
and transactions in securities over which they have investment au
thority on a regular, continuing basis, with due regard, of course, to 
duplication and burden. Such information will make possible the con
tinuing identificat.ion of potential problems and the analysis of pos
sible solutions. 

The Advisory Committee would like to make it clear that, while its 
advice was freely sought and freely given, the Study was a Securities 
and Exchange Commission study and the final report is a Commission 
report and does not bear the Advisory Committee's unqualified stamp 
of approval. This is not to say that the Committee disapproves of the 
report. Any study of this magnitude cannot be either approved or dis
approved as a who}.e. 

We are grateful for the opportunity to have assisted the Commission 
in the Study so far, and ~we look forward to participating in the 
future. The Committee is pleased to have been asked by the Commis
sion to continue in existence and to be available to offer its advice as 
further policy recommendations are considered in the months ahead. 

Very truly yours, 
.JOHN C. WHITEHEAD, Ohairman, 

(For the committee). 
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CHAPTER I 

BACKGROUND, SCOPE AND DESIGN OF THE STUDY 

A. BACKGROUND OF THE STUDY 

1. Authority for the Study 

The Institutional Investor Study was authorized by Joint Resolu
tion of the Congress and approved by the,President as Public Law 
90-438, on July 29, 1968. The Law's effect is to add Section 19(e) as 
an amendment to the Securities Exchange Act of 1934.1 The Congress' 
premise in establishing the Study is set forth in the Act's preamble: 

Whereas there has been a very significant increase in the amount of securities 
held and traded by institutional investors both in absolute terms and in rela
tion to other types of investors; and Whereas such an increase may have an 
impact upon the maintenance of fair and orderly securities markets, upon the 
issuers of securities traded in such markets, and upon the interests of investors 
and the public interest .... 

The Act then goes on to state in its operative provisions that 
The Commission is authorized and directed to make a study and investigation 

of the purchase, sale, and holding of securities by institutional investors of all 
types (including, but not limited to, banks, insurance companies, mutual funds, 
employee pension and welfare funds, and foundation and college endowments) 
in order to determine the effect of such purchases, sales, and holdings upon (A) 
the maintenance of fair and orderly securities markets, (B) the stability of such 
markets, both in general and for individual securities, (C) the interests of the 
issuers of such securities, and (D) the interests of the public, in order that the 
Congress may determine what measures, if any, may 'be necessary and appro
priate in the public interest and for the protection of investors. The Commission 
shall report to the Congress, on or before September 1, 1969; the results of its 
study and investigation, together with its recommendations, including such 
recommendations for legislation as it deems advisable. . 

(2) For the purposes of the study and investigation authorized by this sub
section, the Commission shall have all the power and authority which it would 
have if such investigation were to be conducted pursuant to section 21 of this 
Act [the Securities Exchange Act of 1934]. The Commission is authorized to 
appoint without regard to provisions of [the Civil Service Act] such personnel 
as [it] deems advisable to carry out the study .... 

(3) In connection with [this] study ... , the Commission shall consult With 
representatives of various classes of institutional investors, members of the seeur
ities industry, representatives of other Government agencies, and other inter
ested persons. The Commission shall also consult with an advisory committee 
which it shall establish for the purpose of advising and consulting with the 
Commission on a regular basis on matters coming within the purview of [the] 
study. 

115 U.S.C. I 788. 
• Pub. L. No. 91-94 (October 20. 1969) extended the reporting date to 'September I, 

1970, and Pub. L. No. 91-410 (September 25, 1970) further extended the reporting date 
to December 31, 1970. 

(1) 
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(4) There is authorized to be appropriated not to exceed $875,000 for the study 
and investigation authorized by this subsection." 

2. Earlier Studies 

Since its origin the Institutional Investor Study has attracted atten
tion from persons in government, the financial community and the 
press. This interest, presumably, does not arise from novelty in the 
establishment of governmental studies to analyze problems arising out 
of either institutional investment or its impacts on the nation's securi
ties markets, for commissions, investigations and studies of both have 
been a virtually constant element of the financial scene throughout 
most of the twentieth century. Even a brief-and not exhaustive-
chronological enumeration of such studies helps to illustrate both their 
variety and the time span of interest: 

(1906)-The Armstrong-Hughes inve'Stigation of the life insur
ance industry (Report of the Joint Oommittee of the Senate and 
A88emblv of the State of New York, appointed to investigate the 
affairs of life insurance companie'S, New York, 1906) . 

(1911)-The Merritt Committee's investigation of property and 
liability insurance companies (Report of the Joint Oommittee of 
the Senate and A88embly of the State of New York, appointed to 
investigate corrupt practices in connection with legi'Slation, and 
the affairs of insurance compa.nies other than those doing life 
insurance business, New York, 1911) . 

(1912)-The Aldrich Commission's examination of the nation's 
hanking and monetary system (Report of the Nationalllfonetary 
Oommi88ion, Committee on Finance, U.S. Senate, 62d Congress, 
Washington, D.C., 1912). 

(1913)-The Pujo Committee's investigation of the nation's 
banking and securities industries (lI! oney T'l"'lUJt Inve8tigation, 
pursuant to H.R. 429 and H.R. 504, Subcommittee of the Com
mittee on Banking and Currency, U.S. House of Representatives, 
62d Congress, Washington, D.C., 1913). 

(1934)-The Pecora Committee's investigation of the same 
industries and many of the same issues 20 years later (Report on 
Stock Emchange Practice8. pursuant to S. Res. 84, 72d Congress 
and S. Res. 56, 97, 73d Congress, Committee on Banking and 
Currency, U.S. Senate, Washington, D.C., 1934). 

(1940)-The Securities and Exchange Commission's first major 
study of the investment company industry (Report on Inve8tment 
T'l"'lUJt8 and Inve8tment Oompanie8, Securities and Exchange 
Commission, Washington, D.C., 1940). 

3 The basic documents comprising the legislative history of the Study are the fol~owlng: 
(1) Original legislation enacted by Pub. L. 90-438 (.Tuly 29. 1965); Heartng8 on 

S. 1299 and S.J. Res. 160, Be/ore the Senate Oomm. on Banking and Ourrency, 90th Cong., 
2d Sess. (1968) ("1968 Hearings") : Hearing8 on H.R. 7696 and H.J. Re8. 946, B~fore the 
Subcomm. on Oommerce and Finance of the House Oomm. on Inter8tate and ForeIgn Oom· 
merce, 90th Cong .. 2d Sess. (1968) ("1968 House Hearings") ; S. Rep. No. 1237, 90th Cong., 
2d Sess. (1968) ; H.R. Rep. No. 1665. 90th Cong .. 2d Sees. (1968). 

(2) Extension of reporting date to September 1. 1970, enacted by Puh. L. No. 91-94 
(October 20, 1969) ; Heflrings 011 H.R. 11608, H.J. Res. 754 and S.J. Res. 112, Be/f!re 
the Subcomm. on Oommerce and Finance of the House Oomm. on Interstate and. Foreign 
Oommerce, 91st Con~., 1st Sees. (1969) ("1969 House Hearings") : S. Rep. No. 206, 91st 
Cong 1st Sess. (11169) : H.R. Rep. No. 501. 9bt Cong., 1Rt Sess. (1969). 

(3)' Extension of reporting date to December ~1. 1970, enacted by Pub. L. No. 91-410 
(September 25, 1970) ; H.R. R~p. ~o . . 14J8, -91st Cong., 2d Sess. (1970). 
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(1941)-The Temporary National Economic Committee's nu
merous hearings and monographs on concentration of economic 
power, conducted during the late 1930's (Morwgraphs 1-43, and 
Firuil Report and Recowmendation.Y, Temporary National Eco
nomic Committee, Washington, D.C., 1941). 

(1956)-The Senate Banking and Currency Committee's study 
of mstitutional investors and their impacts on stock market prices 
(In.~titutional Inve8tors and the Stock Market, 1953-55, Staff 
Report, Committee on Banking and Currency, U.S. Senate, 84th 
Congress, 2d Session, 1956). 

(1962)-The Wharton Report to the Securities and Exchange 
Commission on the mutual fund industry (A Study of Mutual 
Funds, Securities Research Unit, The Wharton School of Finance 
and Commerce, University of Pennsylvania, Committee on Inter
state and Foreign Commerce, 87th Congress, 2d Session, Wash-
ington, D.C., 1962).4 . 

(1963 ) -The Securities and Exchange Commission's first ma
jor study of the nation's securities markets (Report of the Special 
Study of Securities Markets, Securities and Exchange Commis
sion, Committee on Interstate and Foreign Comrp.erce, U.S. House 
of·Representatives, 88th Congress, 1st Session, Washington, D.C., 
1963) . 

(1965)-Study by a Presidential Committee of the vesting, 
funding, portability, insurance and investment practices of cor
J,Jorate and other private pension and welfare funds (Public Pol
wy and Private Pension Programs, President's Committee on 
Corporate Pension Funds and Other Private Retirement and 
Welfare Programs, Washington, D.C., 1965) . 

(1966)-The Securities and Exchange Commission's report 
and recommendations on investment companies (Public Policy 
Implications of Investme;nt Oompany Growth, Securities and 
Exchange Commission, Committee on Interstate and Foreign 
Commerce, 89th Congress 2d Session, Washington, D.C., 1966). 

(1968)-The Patman Committee's report on concentration of 
power in commercial bank trust departments (0 om;mercial B ronk8 
and Their Trust Activities: Emerging Influence on the American 
Eoonomy, Staff Report for the Committee on Domestic Finance, 
Committee on Banking and Currency, U.S. House of Representa
tives, 90th Congress, 2d Session, W ashin~on, D.C. 1968).5 

The list is far from complete. In additlOn, a number of sizable 
nongovernmental studies, including the 20th Century Fund's study 
of the securities markets following the stock market crash of 1929 and 
the well known Commission on Money and Credit of the early 1960's 6 

have contributed to the area. Together, these studies have covered 
every major class of institutional investor, most major types of insti
tutionally managed portfolios and have repeatedly examined the se
curities markets in which they operate. Events since the Institutional 

• For It recent study by tbe Director of the Wharton Report. see I Friend. et al., 
Mutual Fund8 and Other In8titutional Inve8tor8: A New Per8pective (1970). 

• For a recent commentary on the Patman Report see Carter H. Golembe and Associates, 
The Economic Power of Oommercial Bank8 (1969). 

• The Securit/l Market8, Findings and Recommendations of a Special Staff of the 20th 
Century Fund. New York (1935). 

Money and Oredit, Report of the Commission on Money and Credit, Prentlce·Hall, 
Englewood.Cliffs, New Jersey (1961). 
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Investor Study was authorized during the summer of 1968 demon
strate that studies of financial institutions and securities markets have 
not yet come to an end. A Presidential Commission on Financial In
stitutions was instituted during 1970 and studies of the securities in
dustry by both the House Interstate and Foreign Commerce Commit
tee and Senate Banking and Currency Committee were proposed late 
in 1970.7 

3. Developments in the Securities Markets 
Public Law 90-438, establishing the Study, can be said to have 

originated during hearings on the Mutual Fund Legislation of 1967.8 

The Act was passed by the Congress and approved by the Presi
dent during the summer of 1968, as the stock market moved into the 
final phase of a period of rising prices and volume. Dramatic changes 
in the character of institutional investing and the securities markets 
began during the last half of the 1960's. Institutional investors were 
widely assumed at the time to have contributed to the speculative 
atmosphere believed to characterize the time. William McChesney 
Martin, then Chairman of the Federal Reserve Board, articulated 
these thoughts in his widely-quoted remarks on the occasion of the 
175th Anniversary of the New York Stock Exchange ("NYSE"): 

. . . some institutional investors are creating a new problem which poses a 
potentially more serious risk to the future well being of stock markets. Increas
ingly, managers of mutual funds, and portfolio and pension fund administrators. 
are measuring their success in terms of relatively short-term market perform
ance .... 

Given the large buying power of their institutions, there is an obvious risk 
that speculative in- and out-trading of this type may virtually corner the market 
in individual stocks. And in any event, activity of this kind tends to create 
undesirably volatile price fluctuations. I flnd this trend disquieting. 

However laudable the intent may be, it seems to me that practices of this 
nature contain poisonous qualities reminiscent in some respects of the old pool 
operations of the 1920's. I suggest that the stock exchange ... watch these 
activities carefully and make certain that this new cult of short-run ... per
formance does not once again result in a tarnishing of stock exchange wares." • 

Congressman John Moss (D. Calif.) and Congressman Hastings 
Keith (R. Mass.) and others echoed these concerns in urging a study 
of instiltutional investors by Ithe C;ommission Ito "find out whalt is 
causing the current wave of speculation." 10 

Concern over increased aggressiveness on the part of performance 
conscious insti1tU'tional investors, however, was noc limited to possible 
contributions to the presumed specu lwti ve tttmosphere; neilt'her was it 
limited to dramatic instances of price fluctuations associated with ag
gressive institultional tradingY Institutional .tmding also was assumed 
to generate considerable pressure on the securilties industry and on the 
structure of the nation's securi1ties markets. 

7 Congressional Record (December 1. 1970) S19969. Congressional Record (December 10, 
1970) HI0920. 

8 Hearing8 on S. 1659 Before the Senate Comm. on Banking and Currency, 90th Cong., 
1st SeRB. 657. 658 (1967) ("1967 Senate Hearings") : Hearing. on H.R. 9510 and H.R. 
9511 Before the Sub. Comm. on Commerce anlt Finance of the Hou8e Comm. on Inter8tate 
and Foreign Commerce, 90th Cong., 1st Sess. 174, 175, 190, 191, 740-48 (1967) ("1967 
House HearIngs"). 

• Quoted In 1967 House Hearings 182. 
10 1967 House Hearings 174-190. 
11 Although price Awing" In stocks such as Motorola, which dropped 20 points during 

n sIngle day under presumed Institutional selling pressure, gained considerable attention 
In the financial press and were mentioned during Congressional Hearings on the Mutual 
Fund Legislation. See, e.g., 1967 H?use Hearings 174. 
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As demonstrruted during hearings conducted by ,the Commission dur
ing :the summer of 1968 on Ithe strudture of brokerage oommission 
rrutes 12 a variety of occasionally circui'tous reciprocal pmctices by 
some Itypes of insti,tultional investors called inlto question the basic 
concept as ,well as the existing level and structure of fixed minimum 
brokerage commissions, assumed v~tal by many Ito the operaJtion and 
regulation of exchange markets. The growth of institutional trades 
on regional exchanges, as well as the rapid growth of over-the-counter 
trading in listed securities, also appeared to constitute :a serious chal
lenge to the primacy of the NYSE and, perhaps, a more fundamental 
challenge to the concept of a central auction market for securities 
trading. Concern was expressed in and out of Congress over possible 
degradation in market liquidity resulting. from any (or all) of the 
following: economic difficulties leading to the failure of brokerage 
firms, the inability of stock exchange specialists alone to provide 
the degree of liquidity required in markets dominated increasingly 
by institutions, and by dispersion in the location oftradingY 

Early references to the Study, or to the desirability of conducting 
such a study, focused attention primarily on the institutions them
selves 14 and on their market impacts. As the Study's legislative back
ground developed, however, its scope was broadened successively. 
Contested acquisitions of major corporations by rapidly emerging 
conglomerates, often with institutional assistance, then was approach
ing peak intensity, raising questions in many quarters regarding both 
the phenomenon's economic desi.rabilitv and the propriety of institu
ti.onal participation in such efforts. Theil Chairman of the Commission, 
Manuel F. Cohen, articulated the basic questions bound up in these 
phenomena in his testimony on the proposed Study before the Con
gress: 

The relationship of institutional investors to the COmpanies in which they 
iuyest is also significant and to some degree controversial. According to one 
school of thought, institutional investors should not concern themselves with 
the management policies of I)Ortfolio companies, except to sell if they do not 
like the policies of the particular company .... According to another school 
of tho)lght, institutional investor:;, with their knowledgeable professional man
ager>1 and the influence which they can exert by reason of the size of their hold
ings. can sen'e as spokesmen for stockholders generally and protectors of their 
interests against management. 

There is the further question of whether it is or is not proper or economically 
or sociall~' desirable for institutional investors holding large blocks of securities 
to participate in efforts to tal{e over a company or dislodge its management. To 
:;ome this may appear as an effective means of getting rid of a management whidl 
does not produce results, while to others it could be viewed as providing an 
opportunity for exercise of economic power in ways which may be detrimental 
to American industry. Institutional investors, it appears, are themselves unsure 
and diyided as to what role they can or should playas stockholders. The study 
will provide a means to explore what institutions actually do in this area, wh~' 
they do it, and what the effect is upon corporations and their managements." " 

And finally, many persons, both in and out of the Congress, ex
pressed a hope that the proposed Study would be broad in character 

'" In tile MatteI' of SBO Rate Structure Investigation of National Securities El1!c/tanges, 
File No. 4-144 (l!lfl8) ("SEC Rate Hearing"). 

13 1967 Senate Hearings 643. 644; 1967 House Hearings 189-193; SEC Rate Henrlngs. 
,. Esoeeially. the more perfOrmance oriented institutional types. 
16 1968 Senate Hearings 16. 

53-940 0-71-pt. 1--4 
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and focused on basic economic questions ra;ised by the growth of insti
tutional investors in the equity markets.16 

4. Character of the Study 

An extensive list of prior studies should not convey a sense of "same
ness." Just as each of these has been affected in important ways by its 
personnel and its setting, so has the Institutional Investor Study. 

The language and the legislative background of Public Law 90-438 
make clear the Congress' expectation and intent that the Study would 
provide a comprehensive, economic analysis of institutional investing 
and its impacts on the economy. The Chairman of the Commission, and 
others, reiterated on many occasions that the Study was to be objec
tive and fact finding in nature; its first task would be to close very sub
stantial gaps in information about the activities of institutional invest
ors and their impacts on both securities markets and corporate issuers. 
The Study was to be directed and staffed largely by professional econo
mists drawn from outside the Commission, was to have associated with 
it a statutory, industry Advisory Committee, be conducted in coopera
tion with the various mdustries studied, and was to be studiously non
investigatory in character. Although each of these points was dealt 
with explicitly during hearings on the proposed legislation, the absence 
of investigatory or enforcement overtones was emphasized strongly by 
the Chairman m his appearances before the Congress. 

First and foremost ... this is to be an economic study, not an investigation. It 
is intended to produce information concerning basic economic trends that will 
be helpful to the Commission, to the self-regulatory agencies, to the industry 
and to everyone else concerned with the role of institutions in the securities 
markets; it is not intended to produce disciplinary proceedings or other enforce
ment actions against any firms, persons or institutions. Nor will it be used to 
conduct investigations for any such purpose .... 

Most prior stUdies made by the Commission pursuant to Congressional direc
tion were initiated because Congress was concerned about the possibility that 
serious malpractices existed in some area or that existing regulatory controls 
were inadequate. Such studies, therefore, necessarily focused upon determining 
the extent and nature of improper practices which might exist and upon deter
mining whether or not regulatory objectives were being evaded or controls were 
otherwise ineffective. The purpose of the present study, by contrast, will be to 
obtain more information about, and better understanding of, an economic phenom
enon-"institutional investing"-and to determine its impact upon individual 
investors, ... corporate issuers, ... securities firms, and the public capital 
markets.17 

The Study was not, however, to be either an industry product or an 
academic exercise. Both the Act and its legislative background empha
size that the Study a.nd the Report were to reflect the views of the Com
mission rather than its staff, were to be conducted with the power and 
authority for the conduct of investigations conferred on the Commis
sion by Section 21 of the 1934 Act,ts and were to develop recommenda
tions including recommendations for legislation, as deemed advisable. 

Merging the different backgrounds and potentially disparate in-

111 See, e.g., H.R. Rep. No. 1665. 90th Cong., 2d Sess. (1968) ; Letter from William Mc
Chesney Martin. Jr .. 1968 Honse Hearlnrrs 11. 

11 Leiter by Manuel F. Cohen to Robert W. Haack, President of the New York Stock 
Exchange, February 14, 1968 ; reproduced In 1968 Senate Hearings 30. 

lS The.e Include the power "to admlnlstpr oaths and affirmations, .ulmopnll witnesses. 
compel their attendance. take evidence, and require the production of Ilny books, papers, 
correspondence, memoranrla. or other records which the Commission deems relevant or 
material to the Inquiry." 15 U.S.C. § 78u. . •. 
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terests and views of a largely academic outside staff, an industry Ad
visory Committee and a federal regulatory Commission in the conduct 
of a massive, economic study constituted a unique challenge for the 
Institutional Investor Study-a challenge that necessarily was aggra
vated by the severe limitations of time under which the Study 
operated. 

B. STUDY DESIGN 

1. Basic Structure 

A study of institutional investors not limited to a single class of 
institution, a single type of portfolio or a relatively narrow set of 
public policy issues must recognize and deal with interrelationships 
among competing types of institutions, with important customers and 
suppliers and with the markets in which both institutions and indi
viduals operate. Otherwise, such a study would be too narrowly con
fined to provide a basis for understanding the more fundamental 
economic developments raising policy issues before regulatory and 
legislative bodies. 

Balance, of course, is required. Greater extensiveness or compre
hensiveness can be obtained within given resource limitations only at 
the cost of lessened depth in some of the areas covered. As the current 
Study's legislative background indicates, all initial pressures were to
ward greater coverage and comprehensiveness. Conscious decisions by 
the Study were necessary, therefore, to focus attention primarily on 
equity rather than debt markets and on the larger types of institutional 
investors such as banks, insurance companies and 'investment advisers 
rather than on smaller, but occasionally more colorful types of funds. 
Some relaxation in these self-imposed restrictions was, of course, 
possible. Institutional acti vity as holders of debt securities is considered 
at least tangentially, and both hedge funds and offshore funds do 
receive separate treatment. By far the greater portion of the Study's 
resources remains concentrated, however, on the role of the largest 
types of financial institutions as eq?tity investors. 

Given these basic limitations, an attempt was made to design as 
comprehensive a study as possible of institutional investors and their 
impacts on securities markets and corporate issuers. Toward this end 
a number of alternative conceptual structures could be envisioned. One 
could, for example, focus on instit1ttio1Ul and treat savings flows chan
neled through institutional hands as the raw material out of which 
transactions are translated into market impacts, and holdings into a 
basis for influence or control over portfolio companies. Alternatively, 
one could focus on the savings-investment process. The process begins 
with savers as sources of capital and ultimate holders of wealth and 
ends with portfolio companies as appliers of this capital and operators 
of the resulting physical assets. In between institutional investors act 
as agents for the holding and management of intermediate (financial) 
assets, providing diversification and certain legal and administrative 
services, while markets serve as the place where assets are valued, 
trading is facilitated and capital is allocated (ultimately) among 
alternati ve uses through the pricing mechanism. 

Neither of these perspectives is entirely without merit. Both empha
size the primary importance not of the institutions or markets them
selves, hut their impacts on the mallller in which savings are mobilized, 
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applied and controlled in a highly developed and increasingly institu
tIOnalized market economy. Each is comprehensive in that ~t covers 
each of the links between institutional investors and households, sec
ondary markets: primary markets and corporate issuers. 

In a practical sense either can be decomposed into four major 
sectors for separate, analytic treatment: 

. (1) Aggregate analyses of national savings and wealth, high
lighting flows of funds to and through the financial seotor and its 
component institutional categories. 

(2) Analyses of institutional investors themselves, emphasiz
ing their role and behavior as managers of large, equity oriented 
portfolios. 

(3) Analyses of institutional trading and its impacts on the 
nation's securities markets and securities indust~y. 

( 4) Analyses of direct impacts by institutional investors on 
corporate issuers, as sources of new equity financing, and as large 
and influential shareholders. 

Each of these major areas can, of course, be further broken down 
into specific research objectives. The chapters of the Study follow 
this pattern. 

2. Detailed Study Design 

Part One: Background, Studies of Institutional Investors and 

Corporate Stock (Chapters II, III) 

An attempt is made to place in historical perspective later detailed 
studies of the recent behavior of financial institutions as equity in
vestors. Long-term trends in the savings behavior and asset holding 
preferences of households, growth in the financial sector as a whole, 
growth in the size and portfolio composition of major types of insti
tutional investors, as well as trends in the financing patterns of non
financial corpovations, 'are aU traced in varying degrees of detail back 
to the turn of the century and before. 

Substantial improvements in the sectorization of National Accounts 
are provided for the period following 1952, permitting more detailed 
analyses of factors that affect the supply and demand for corporate 
securities, and relationships between the market value of these secu
rities and that of underlying physical assets. 

Chapter II considers long-term trends from the turn of the century 
until 1952; chapter III continues and expands upon these themes 
through the richer body of data available for the period following 
1952 to 1968. 

Part Two: Institutions as Investment Managers 

(Chapters IV-IX) 

This portion of the Study begins with an effort to distinguish be
tween institutional investors or institutional managers and the f~nds 
thev administer. This distinction, which seldom has been recogmzed 
in the past, is maintained throughout. Thus, investment advisers, bank 
trust departments and insurance companies are considered as major 
classes of institutional managers, while mutual funds, personal trust 



9 

funds, personal agency or counseling accounts, employee-benefit funds, 
college endowments and foundations are considered as accounts or 
portfolio types to be managed. Primary focus is on institutional man
agers and the aggregates of funds under their management, a~though 
separate chapters also deal with certain of the portfolio types managed 
and with characteristics of portfolio holdings across managerial and 
account categories. 

An attempt is made to obtain uniformity of treatment across chap
ters for such basic elements of information as the size distribution of 
firms within institutional categories, the number, size, types, growth 
and distribution of 'assets in accounts managed by each institutional 
type, as well 'as in fees charged and portfolio turnover for the various 
types of ac~ount~and managers studied. Surveys df legal, regulato.ry 
or tax consIderatIOns 'that affect the growth and operatIOn of finanCIal 
institutions 'and portfolio types also are provided when such factors 
appear to be of special importance. ' 

The effect on behavior as portfolio managers of affiliations between 
specific types of financial institutions and other types of firms also is 
examined; thus, relationships between bank trust and commercial 
operations, insurance company se:parate accounts and general accounts, 
or affiliations by investment adVIsers with various types of financial 
institutions a,nd securities firms are e~amined. 

Chapters IV through VI consider the major types of institutional 
managers, investment advisers, bank trust departments and insurance 
companies1 respectively. Chapter VII exammes offshore funds and 
chapter VIII major types of institutional portfolios, while chap
ter IX focuses its attention on the distribution of portfolio holdings 
across major categories of institutional managers and portfolios. 

Part Three: Impacts of Institutional Investing on Securi1Jies Markets 

(Chapters X-XIII) 

This portion of the Study attempts to determine the impact on 
price volatility, market structure and the securities industry of abso
lute increases in the total volume of institutional trading and changes 
in its character during recent years. it contains four chapters. 

Chapter X deals with two major topics: the extent and price impacts 
of net trading imbalances (sometimes referred to ,as parallel trading) 
among institutional investors as a group, and the volume, characteris
tics 'and price impacts of institutional position changes over periods of 
up to three months in duration. 

Chapter XI studies the growth of block trading over time, its 
mechanics on various exchanges and in the over-the-counter market, 
its price impacts and day-to-day variations in its frequency. Par
ticular emphasis is placed on dealer participation by NYSE specialists, 
block positioning firms and third market makers, as well 'as public 
participation in blocks traded. 

Chapter XII examines the effects of institutional trading on the 
market-making function, by relating the volume and composition of 
both total and institutional trading to dealer inventories, price volatil
ity and the profitabiliity of market-making. Economic incentives by 
NYSE speci,alists to 'assume or refrain from assuming the large posi
tions resulting from institutional activity are analyzed in some depth. 
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Cha1?ter XIII considers the impact of institutional trading on the 
securitIes industry. It examines the services offered to banks, invest
ment advisers, insurance companies and other institutional investors 
by securities firms and the manner in which business is allocated to 
these firms by the various types of institutions. The period following 
1968 is examined to 'assess the impact on both institutions and brok
er-dealers of recent changes in commission rates and Exchange rules. 
Differences in the profitability of securities firms serving instit'll
tional investors and the general pu.blic, as well as incentives for the· 
integration of, brokerage and management functions are examined. 

Part Four: Impacts of Institutionrul Investors on Corporate Issuers 

('Chapters XIV, XV) 

This portion of the Study deals with two avenues through which 
institutional investors may have direct impacts on the companies 
whose shares they hold. The first is through participation in new is
sues of the c.ompanies' securities, the second is through the role of 
institutional investors as large and influential shareholders in port
folio companies. Each is treated in a serarate chapter. 

Chapter XIV considers institutiona participation in the financing 
of corporations through direct participation in first public offerings 
by new issuers and through private placements of corporate securities. 
The amounts of such securities purchased, the chamcteristics of issuing 
corporations and the circumstances under which purchases take place 
are 'all examined; a,nalyses also 'are conducted of the types of accounts 
for which new issues are purchased, their holding periods ,and rates of 
returns. 

Chapter XV considers the legal and regulatory environment gov
erning relationships between institutional investors and portfolio 
companies, the extent to which the shares of particular companies are 
concentrated in the largest institutional portfolios, the nature and ex
tent of institutional participation in corporate affairs through voting, 
consultation and personnel ties, the extent to which institutions are 
linked to portfolio companies through other 'business relationships and 
the role of financial institutions in transfers of corporate control. 

3. Alternative Structures 

Emphasis throughout the Study is on the functions of institutional 
inveStment and its impacts on the savings-investment process rather 
than on specific, public policy issues. An attempt is made to gain a 
factual understanding of the broad economic forces underlying recent 
trends in and stresses on the nation's securities markets rather than 
to probe these issues separately, in isolation from the many other issues 
and pressures to which they are intimately related. 

Alterna;tive structures could, of course, have been envisioned (and 
were). For example, issue-oriented task forces could have focused their 
attention on questions such as fixed versus competitive brokerage com
mission rates. institut.ional membership on national securities ex
changes, the desirability of adapting existing market mechanisms to 
accommodate institutional transactions, or restricting institutional 
trading to accommodate market structures. The list could be expanded 



11 

indefinitely; most are interrelated with one another, and all require an 
understanding of the economic environment within which they are set 
for their consistent resolution. 

The Study, as designed, attempts to provide a comprehensive, fac· 
tual examination of this environment. 

C. CONDUCT OF THE STUDY 

1. Data Collection 

The Study's first task, from the beginning, was to serve as 'a fact
finding vehicle. Even the most basic types of information regarding 
the numbers, types and sizes of accounts managed by various types of 
institutional investors, as well as more detailed information about 
asset holdings, trading activity, market impacts, fees, expenses, affilia
tions with other types of firms, and relationships with portfolio com
panies were largely unknown for all types of institutions other than 
mutual funds as the Stmdy began. A summary of existing reportings by 
institutiorral investors is contained in the appendix to this chapter. 

W"ith virtually complete cooperation and substantial assistance from 
industry respondents, a massive data-collection effort was mounted. 
Fifty-four questionnaires in some 200 separate versions, tailored to 
each respondent group's recordkeeping practices and data retrieval 
capabilities, were developed and distributed during the course of the 
Study. An indication of the magnitude and intensity of the data gather
ing effort may be gained from Supplementary Volume II, documenting 
the Stmdy's Questionnaires, and from the fact that nearly 660,000 ma
chine-readable punched card records were produced by respondents 
and analyzed by the Study during its data-collection and analytical 
phases. The Study produced an additional 800,000 cards in the course 
of correcting and completing data files and developing programs for 
this analysis. Extensive editing, correction and follow-up of late re
spondents, of course, were necessary. Computations alone required a 
staff of 12 to 15 full-time computer specialists and consumed an 
average of more than 100 hours per week of high-speed computer time 
over several consecutive months.19 

Data alone, of course, however massive 'and comprehensive, cannot 
provide a full picture of the activities of institutional investors and 
their impacts on the economy. Extensive interviews by members of the 
staff were required in virtually all the substantive areas covered, and 
case stud:ies provided the primary vehicle for anaIyses of institutional 
participation 'in transfers of cOlltrol. 

,. Specllkally. 40 hours per week of machine time was consumed on the Securities and 
Exchange Commission's In-house IBM 360/40 computer; flO hours per week on considerably 
more powerful IBM 360/50 eQuipment provided by the Federal Deposit Insurance Corno· 
ration: and 20 hours per week on the Federal Reserve Board's even more powerful IBM 
360/65 computer. The Intensive machine use Is best summarized by the hours of "Clock 
time" used by the Study from January 1. 1970 through August 31. 1970, On the Models 
40. 50 and 65 the total hours of clock time for this perloe! were: (40) 1,270; (50) 1.043: 
and (65) 184. Lower levels of usage on both SEC and FDIC computers were maintained 
throughout the Study: pl'ak levels summarlzee! here perslstee! over a slx·month perloe! 
of time. from March through August of 1970, Both the Federal Deposit Insurance Corpo· 
ration and the Federal Reserve Board provided their computational facilities for the 
Study's use without cost to the Commission. 
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2. Advisory Committee 

The existence of a statutory Advisory Committee to consult with the 
Commission and the staff on all matters coming within the purview of 
the Study was an unusual, if not unique, characteristic of the Institu
tional Investor Study. The Committee's existence reflected the broad 
base of concern in the financial community as well as in government 
over changes in institutional investing and the securities markets set 
in motion during the last half of the 1960's. It also reflected the confi
dence of persons in government and the various industries studied 
that a broadly based economic study of forces at work in the market
place could be conducted with the advice and assistance of the financial 
community without, in turn, being dominated by their particula,r 
interests. 

The Advisory Committee, from the beginning, was expected to play 
an active role in assisting- the Commission in shaping- the Studv's scope 
and conduct. consulting during its prog-ress and reviewing preliminary 
versions of its Report. It was expected that the Committee would be 
accorded an opportunity to spell out in the final Report any irrecon
cilable differences they may have with its findings, conclusions and 
recommendations.20 It always was understood, of course, that the Study 
Report would be a product of the Commission and not the Advisory 
Committee. 

The Committee's membership was chosen by the Commission in an 
effort to obtain as broad a base of representation and experience as 
possible from among the various classes of institutional invegtors fI.nd 
securities firms. as well as from a variety of governmental back
g-rounds. Most Committee members chose an altema.te. The Committee 
chose its own chairman from among its membership.21 

2°196R HouRe Hearing" 55. 56: 1968 Senate Hearings 30, 31. 
21 An inr1fcatinn of th~ rllnee of hnc1fJ!'ronflNR anti l'1terpQt~ l"pnrpqpntprl nn thp ,., .... mmHtpp 

CAn heRt he Rummarl.eit by an enumerAtion of Its membershlu: John C. Whitehead 
(ChnlrmAn\. PArtner. Golilmalll. Sa~hR & Company, New York (Alternate: AlexAniter Tom
Hnson. Partner. Morgan !'ItAn!ey Anit Company. Npw York: Expcutive AR!<I.tnnt: Wl11lAm '1'. 
DAl1rv . .Tr .. GoldmAn. !'Iachs & Comnnny. New York) ; ChArIeR W. Buek. PreRlitent. U.S. 
Trnst ComnAny. Prp.litent. T1'URt Division. Amprican BAnkers AAAoclAtlon (Altprn'lte: 
Rohert MAller. Sr .. Vice PrPRldl'nt, U.S. Trust Company. New York) : Milton H. Cohen. 
P'lrtner S~hlil'. HAritln. WAite. Dorschel And Britton. Chlcojl'o. SpeciAl Counsel. Midwest 
St&k ExchAnge. formprly Director of the Commission's Sf/ecinl Stud,1 of Securities 
M"rkets (A ltprnnte: Scott Davis. ChAirman, Ralnh W. DAvis and COmpllDY, Inc., 
ChlcRl!o) : WAltpr N. Frank. PArtner. Mar~ns and Comnany, New York. former Chair
mAn. BOArit of Govprnors. New York StO<'k Exchanl!e (Alternate: DonAld Stone. Partner, 
LaRker Stone And Stprn. New York) : Wl\llAm C. Freund. Vlcp Presldpnt ani! EronomlRt. 
Npw York Stock ExrhAnjl'e. New York (AlternAte: DonAld Calvin. Vice Preslilpnt for 
Civil and Govprnmpo.tal All'alrs. New York Stork Ex~hAnge. New York): Alfred P. 
John"o". Vice Prpsl"ent Anit Eronomlst. Investment Compnny InRtltnte. WAshington. 
D.C. : Roh~rt M. Loeffler. Senior Vlre PreRltlent-Idlw. Investors Diversified Services. Inc .. 
Mlnnenllo1is (Alt~rnAte: Jeromp H. Gros~mRn. F.x~cutive Vlre Preslitent Jell'erles anil 
Compnny. Inc .. Los AngelpR) : Frerl H. Mprrlll. ChAirman of the Bonrd. FiremAn's Funrl 
InSnrAnce CompAny. SAn Franclsro (Alternate: Frands Van Orman. Senior Vice Prpsl
dent. Flremnn's Fnnd Insurance Company. NeWArk. New .Jersey) : I,ewls G. Oilom . .Tr .. 
AttorneY. Montgom~rv. AlabAmA. formerly StAll' Dlr~tor Rnil Gpneral Counsel of the 
Renntp Banking nnil Cl1rrp.ncv Commlttep (AlternAte: Dr. Cecil MAckey. Vice Prpslilent 
for AilmlnlRtratlon. FlorlnA StAte TJnlverslty. TAllnhAREtpe) ; Phil E. Pearre. R. S. DlrkMn. 
Powell. KIRtler ann CrAwford. ChArlotte. North CRrollna. formerly ChAirman of the 
Bonrd of Gov~rnors. National AR~oclation of SecnrltieR Dealers. Inc. (Altern'lte: RRlnh 
E. Bl1rgPRR Chlpf E{'onomIRt. National As.oelatlon of SPrnrltles Dp.ler.. Inc.. WAsh
Ington. D.C.): Gporg~ L. Rhlnn, Vice Chairman of the Board. Mprrlll Lyn{'h. Pierce. 
Fennpr anil Rmlth. New York. Governor. AS>lorlntlon of Rtork Excham!p FlrmR and 
AmrrkAn Stork F.xrhanl!e (AlternAte: .John Donovan. lifer rill Lynrh. Pierre. Fenn~r 
Ano Rmlth. Npw York) : DAvlilson Rommer •. ChAirman of the BORrii. The Eanltable Llf~ 
AR.nr.nce Rocletv of thp Unlten States. New York . .Joint LegislAtive Committee of the 
T.1fp In~urAncp ARf'ln('inttnn of AwprirA And the Amp ... h'''ln T.lifp Cnnvpnti(\n (A ltpl"nnte: 
Wllhnr J. Strauss. Vlcp PreRldrnt. Equity Investment Activities. EquitAble LIfe ARsurAnce 
Rorfety nf thp TT"lt~fl StRt~ •. Npw York) . aml Rvron n. Wnnrlslilp llAvmnr"pt. Vlr,..lnIA. 
former stAll' memher .nit CommlRRloner. S~nrltles ann Exchanl"p. Commission (resigned 
upon appointment as Chairman, Securities Investor Protection Corporation). 
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Full meetings of the Advisory Committee with the staff occurred at 
roughly monthly intervals throughout the Study's duration. On a less 
formal basis interaction between individual members or subcommittees 
of the Committee and members of the Study staff could, and on many 
occasions did, occur on a more frequent basis. The Committee's advice 
and support throughout the planning, interviewing and data collection 
phases facilitated the Study's work; chapter-by-chapter reviews of 
various drafts of the Study Report by subcommittees were construc
tive. The Study's st.aff was not, however, in any way limited to the 
Committee's membership for its contact with the various industries 
studied. Extensive interviews were conducted with hedge funds, off
shore funds and other smaller types of institutional investors, as well as 
wirth non-financial "corporate issuers" and with over-the-counter 
"third market" dealers in listed securities, not represented on the Com
mittee itself. In this wayan attempt was made to insure that all points 
of view would be heard and thUit balanced interpretations of the 
Study's findings could be obtained. 

3. Organization, Staffing and Acknowledgements 

The conduct of a large-scale economic study within the Securities 
and Exchange Commission required the orgamzation of a special staff 
recruited largely from outside the Commission. This fact was recog
nized in the hearings preceding the Study's authorization and in spe
cial dispensation for the Study staff from Civil Service requirements 
contained in the Act itself.22 

Most of the Study's economists 'were obtained from university 
:faculties. Most of its lawyers, on the other hand, came from within the 
Commission. There are, of course, exceptions in each case. One of the 
Study's 13 economists did come from the Commission, two came from 
other government agencies and two from nonuniversity positions out
side the government.· Two of the Study's attorneys also came from 
outside the government. 

The Study group operated as a special division outside the Com
mission's regular framework, but subject to its continuous oversight. 
The Study's Director and two Associate Directors are professional 
economists; its two Chief Counsels both have experience in private 
practice as well as in government, with the Commission's legal staff. 
Commissioner Richard B. Smith was designated as the Commission's 
personal representative on all matters coming within the purview of 
the Study. 

As the Study was located physically in the Commission's principal 
offices in ';V ashington, D.C., contact between members of the special 
and regular staffs was both convenient and frequent. Several significant 
portions of the Study were prepared largely by persons or groups 
:from regular divisions of the Commission. For example, section H 
of chapter IV dealing with the management of speculative funds 
was prepared jointly by members of the Study's staff and the Division 
of Corporate Regulation; all the fieldwork and initial drafting for 
sect·ion F of chapter XV dealing with institutional participation ill 
transfers of control were conducted by a special group of attorneys 

"" 1968 Senate Hearings 31; 1968 House Hearings 56. 15 U.S.C. § 788(3) (2). 
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drawn from the Commission's regular Divisions; the appendix to 
this chapter, dealing with institutional reporting, was prepared by the 
Commission's Office of Policy Research. 

Cooperation between regular and special staffs was not limited to 
these s1?ecific areas, but was forthcoming at every level (from clerical 
to DivIsion Director) in most portions of the Study. Each of the 
Study's preliminary draft chapters received useful and const.ructive 
review from divisions, offices or simply individual members of the 
Commission's regular staff. In addition to substantive matters, an at
tempt also was made during these reviews to clari(y exposition for 
nontechnical consumers of the Report. 

The Study's internal structure was quite simple, and decentralized. 
Each Associate Director was responsible for one of the Study's major 
areas. Lawrence Jones provided necessary oversight for p.art Two 
(chapters IV-IX), dealing with institutions themselves; Seymour 
Smidt provided this oversight for Part Three (chapters X-XIII), the 
markets area. James Halpern served as Chief Counsel for the institu
tions area (Part Two) ; Donald Feuerstein served as Chief Counsel for 
the markets area (Part Three). All ot.her port.ions of the Study re
ceived such formal direction as required from the Director. 

The Study's research effort was organized into chapter and section 
teams. Each team was led by one or more senior economists or attorneys 
having drafting responsibilities for the area covered. Some persons 
enjoyed the relative luxury of single, undivided responsibility for a 
single chapter of the Report, others were responsible for discrete por
tions of several chapters. Despite frequent changes in the topical orga
nization of the Report itself, team leadership assignments tended to 
remain relatively stable throughout most of the Study's duration. 
Financial analysts and data processing specialists, on the other hand, 
did rotate on occasion from one team to another as data collection, 
editing, follow-up, correction and computer processing needs peaked in 
different areas. Earlier peaks, unfortunately, seldom subsided; thus, 
transfers to meet new requirements ordinarily constituted additional 
rather than siml)ly different responsibilities. Familiarity with specific 
data sets and particular areas of the Study, of course, grows cumu
latively. Thus, most members of the staff, including financial analysts 
and data processing specialists, tended to specialize in and identify 
themselves with one or more chapter teams. An attempt is made to re
flect these areas of concentration in the staff roster, below. 



Director 

Associate Director, Institutions 
Associate Director, Markets 

Chief Coullsel, Institutions 
Chief Counsel, Markets 

Assistant Director, Data 
Processing Coordinator 

Administrative Officer 

Senior Economists 

Senior .Counsel 

Consultants 
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Senior Staff 

Donald E. Farrar 

Lawrence D. Jones 
Seymour Smidt 

James B. Halpern 
Donald M. Feuerstein 

Keith B. Johnson' 

Marion F. Knight 

James E. Ammerman 
Stanley Diller 
Bernard H. Garil 
Harry Grubert 
Alan D. Kraus 
Gerald A. Pogue 
Marvin Rosenberg 
Hans R. Stoll 
Helen S. Tice 

Hurd Baruch 
William F.M. Hicks 
Richard S. Kraut 
Richard S. Seltzer 

Robert H. Mundheim 
Noyes Leech 
William T. Lifland 

Professional Staff 

Financial Analysts I. Townsend Burden,III 
Edith F. Crammatte 
David S. Gurry 
Karnig Ekizian 
Thomas A. Feeney 
Mark A. Kearns 
James G. Nelson 
Harriet A. Roessler 
Robert B. Roller 
Eric M. Scheuer 
Karen B. Stephens 

Primary 
Responsibilities 

General, Ch. I 

Part 2, Gh. VI 
Part 3, Gh. XII 

Part 2, Gh. V 
Part 3, Gh. XI 

Gh. VI, S. Vols. 
II, III 

S. Vol. II 

Ch. VII 
Gh. XIV 
Gh. XIII 
Gh. V 
Gh. X 
Gh. IV 
Ch. IX 
Ghs. X, XI, XV 
Ghs. II, III 

Ch. XV,_Sec. F 
Gh. VnI 
Ch. ,XV, 
Ch. XV 

Ch. XV 
Ch. XV 
General 

Part 2 
Part 3, 
Ch. XIV 
Gh. V 
Part 3, 
Part 2, 
Ch. XIV 
Ch. IV, 
Gh. IV, 
Part 3, 
Gh. V 

Sec. F 

General 

Ch. XIII 
Gh. VIII 

VII 
VII 
Gh. XV 



Attorneys 

Editorial 

Computer Specialists 

Secretarial 

Clerical 
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Samuel M. Feder 
Guy B. Maseritz 
John T. Smathers 
Kenneth S. Spirer 
Richard Steinkamp 

Michael E. Don 
Robert C. Lewis 

Harvey L. Pitt 
Harvey A. Rowen 

George A. Strasser 

Richard B. Hunt 

R1chard H. Fields 

Donald R. Bailey, III 
Susie T. Baldwin 
Richard A. Derbes 
William Henry Haile, II 
D. Ross Hunter 
Jay A. Jupiter 
Albert Madeoy 
Albert A. Marshall 
Charles M. Ransom 
Paul H. Rohrkemper 
Susannah C. Rosenberg 
James M. Tolmach 
Bert D. Tyler 
Peter J. Vanica 
Richard Q. Wendt 
Lois M White 

Diane C. Martin 
Arlene S. Bernstein 
Patricia M. Connor 
Joyce L. Daves 
Sandra F. Dickerson 
Patricia M. Hardy 
Victoria J. MacBryde 
Shirley A. Milburn 
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Greater precision than can be conveyed by a roster is required, 
however, in acknowledging contributions by members of the Study's 
staff, as well as others, to specific portions of the final Report. 

Chapter I was prepared by Donald Farrar, the Study's Director. 
The appendix on existing reporting requirements for institutional 
investors was prepared by a team of analysts from the Office of Policy 
Research, led by Robert Menke, and was edited by Richard S. Seltzer. 

Chapters II and III were prepared by Helen Tice of the staff of the 
Federal Reserve Board, as a summary of the Backgroumd Report on 
Institutional Inve8tors and Oorporate Stocle prepared for the Study 
by the National Bureau of Economic Research.23 The full NBER 
study was directed by Raymond VV. Goldsmith with the collaboration 
of an able team of researchers from the staff of the National Bureau 
itself, the Federal Reserve Board and the academic community. John 
Bossons, Virginia Duff, Peter Eilbott, Lewis Lippner, John Mc
Gowan, Grace Milgram, Ralph Nelson, Mahlon Straszheim, Helen 
Tice and Leo Troy aU made significant contributions to the National 
Bureau's effort, which is gratefully acknowledged. 

Chapter IV on investment advisory complexes was prepared by 
Gerald Pogue. Lewis Mendelson and Alan Rosenberg of the Division 
of Corporate Regulation collaborated with Dr. Pogue on section H 
and portions of section F of the chapter; Alan Rosenblat of Corpo
rate Regulation and ·W. Bruce McConnel of the Office of the General 
Counsel assisted Dr. Pogue on section J. 

Chapter V on bank trust departments was prepared jointly by 
Harry Grubert and James Halpern. 

Chapter VI's treatment of life insurance companies was prepared 
by Lawrence .Jones; Keith .Johnson prepared sections H-K of the 
chapter dealing with property and liability insurance companies. 

Chapter VII on offshore funds was prepared largely by James 
Ammerman of the U.S. Treasury Department; Joel Matcovsky and 
James Akers of the Division of Corporate Regulation prepared the 
portion of section F dealing with analyses of offshore fund pro
spectuses. Mr. Ammerman was released by his Department to work on 
the study. The views expressed, of course, are those of the Commission 
rather than the Treasury Department. 

Chapter VIII on pension-benefit plans, endowments and founda
tions was prepared by vVilliam Hicks, ,,·ith assistance by Mark Kearns 
in section F dealing with educational endowments. 

Chapter IX on characteristics of institutional portfolio holdings 
was prepared by Marvin Rosenberg. 

Chapter X on characteristics of institutional trading was prepared 
jointly by Alan Kraus and Hans Stoll. Dr. Kraus contributed seotion 
B on net trading imbalances and associated price impacts; Dr. Stoll 
contributed section C, dealing with large position changes and their 
price impacts. 

Chapter XI on block trading was prepared largely by Donald 
Feuerstein; Hans Stoll contributed section D on the price impacts 
of NYSE block trades. 

"" Contract No. SE--951. The full NBER Report is transmitted as Supplementary 
Volume I. 
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Chapter XII on impacts of institutions on market making was pre
pared largely by Seymour Smidt; Donald Feuerstein contributed sec
tion I on block positioning. 

Chapter XIII on the securities industry was prepared by Bernard 
Garil. 

Chapter XIV on new financing was pre1?ared by Stanley Diller, 
with the assistance of James Halpern and RIchard Rowe. 

Chapter XV on relationships with portfolio companies was pre
pared by Richard Seltzer from materials developed by Donald Farrar, 
Richard Kraut, Guy Maseritz and Hans Stoll. Guy Maseritz prepared 
early drafts of Section B on the legal framework governing relation
ships between institutional investors and corporate issuers and section 
E on voting behavior and other contacts between institutions and port
folio companies. Hans Stoll prepared drafts of section C dealing with 
concentration of stockholdings. Donald Farrar and Hans Stoll pre
pared drafts of section D on multiple business relationships between 
Institutions and issuers. Hurd Baruch and Richard Kraut led a team 
of attorneys from the Division of Trading and Markets, including 
Samuel Feder, John Smathers, Kenneth Spirer and Richard Stein
kamp, in the series of case studies on institutional participation in 
transfers of control summarized in section F. Milton Strom of the 
Division of Corporation Finance, Harold Sweetwood of the Division of 
Corporate Regulation, and David Glickman, Charles Hartman and 
Charles Lerner, all of the Division of Trading and Markets, also par
ticipated in the development of case study materials. Robert Mund
helm and Noyes Leech served as consultants to the Study on chapter 
XV and provided special assistance in the preparation of section B 
deal<ing "with the state of the law in this area. W". Bruce McConnel 
assisted Mr. Seltzer on section E. 

Supplementary Volume I contains" the full NBER Report to the 
Commission. 

Supplementary Volume II documenting the Study's numerous 
questionnaires and respondents was patiently organized, collected and 
prepared by Marion Knight and Keith .r ohnson. 

Supplementary Volume III documenting the Study's mag-netic tape 
data files, was prepared by George Strasser. This volume which will be 
of use primarily to computer specialists, has been prepared for use with
in the Commission and for limited outside distribution. Due to its 
considerable bulk and relatively narrow audience, Supplementary Vol
ume III will not be printed for general distribution with the final 
Report. 

While the senior staff of the Study are largely responsible for the 
content of the Report, it could never have been produced without 
the wholehearted support of every member of the Study's staff and 
lnany members of the Commission's regular staff. The Study's 
staff of computer specialists deserves a special note of commendation 
for their dedication to the effort. Most of the computations required 
for the Study were conducted after regular "working hours on the 
Commission's Model 40 computer, between 8 :00-10 :00 p.m. on the 
Federal Reserve Board's Model 65 computer and between midnight 
and dawn on the Federal Deposit Insurance Corporation's Model 50 
installation. Yet this band of highly motivated specialists also made 
themselves available during 'regular working hours and the ea,rly 
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hours of the evening for necessary consultations with other members 
of the Study's staff. This pace was maintained over many consecutive 
months. 

The Study also depended heavily on Marion Knight for her efforts 
to manage its often unconventional administrative needs, and on 
Diane Martin, the Director's secretary, and Sandr·a Dickerson, assist
ant to Commissioner Smith, for :their skillful and unfailing support. 

Special commendation ·also is deserved by members of the editorial 
team from the Commission's regular staff, who attempted during the 
last few months to translate the Study's often hurried and technioal 
writing into the "clear" for consumption by the wide~' audience for 
whom it is intended. Although the resulting document necessarily 
remains technical in many areas, it is avparent to anyone exposed to 
earlier drafts that the clarity of expOSItion for general readers has 
been improved substantially by their efforts. 

It wOllld be impossible to give separate recognition to all the mem
bers of the Commission's staff who contributed to this undertaking, and 
would be invidious to try to do so. Some pe.rsons, however, must be 
recognized. Harry Pollack, Director of the Commission's Personnel 
Office, Frank Donaty, the agency's ControUer, and Ernest Dessecker, 
the Commission's Records and Service Officer, always were supportive 
when needed, and almost always were needed. Philip Loomis, the 
Commission's General Counsel, gave generously of his time and con
siderable talents. Irving Pollack, Director of the Division of Trading 
and Markets, Sheldon Rappaport, Associate Director (Regulation), 
Nicholas ',,"ol£son, Assistant Director (Regulation), and Charles Cur
tis, Special Counsel (Regulation) of the Division; Solomon Freed
man, Director of the Division of Corporate Regulation, Allan Mostoff, 
AssociaJte Director, Alan Rosenblat, Chief Counsel, Lewis Mendelson, 
Senior Special Counsel and Sidney Cil11l11et, Assistant Chief Counsel 
of the Division; Alan Levenson, Director of the Division of Corpora
tion Finance, Ralph Hocker, Associate Director, and Richard Rowe, 
Assistant Director (Administrative Proceedings) of the Division; 
Gene Finn, the Coml11issioll's Chief Economist, and Charles Bryson 
from his Office, all contributed substantial amounts of their own time 
and that of their staffs to the Study's work. William Becker, the Com
mission's Chief Management Analyst, and Ralph Bell, Director of the 
Office of Data Processing, also made available their own services as 
well as those of their offices to the Study. 

The final typing, proofreading, correction and production of a 
6,000 page manuscript was managed during the last few weeks 
of Decem~el·'.1970 by Velta 13. Kitchen, Betty Lear, and William 
Benny. Prmtmg of the report was coordinated by Harry Brady and 
Roxanne Fischetti. 

Support for the Study's efforts did not end at the Commission's door. 
Both the Federal ReSetTe Board lU1d the Federal Deposit Insurance 
Corporation contributed directly and substantially .to the Study's data 
processing .and analytical sbtff as well as to its computer capabilities 
(described earlier). The Treasury Department released a valuable 
employee for the study of offshore funds. The New York Exchange, 
the American Stock 'Exchange and the National Association of 
Securities Dea.lers also contributed directly to the Study's data proc-
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essing effort, as did the,hundreds of respondent institutions and secu
rities firms who often incurred substantial expense to retrieve and re
turn the data required by the Study in machine-processable form. 

4. Chronology of the Study 

Of the standard array of resource limitations under which the In
stitutional Investor Study operated, time' ahntys has been the most 
severe. 

The Study was authorized by the Congress and approved by the 
President on .July 29, 1968. Funds for its conduct were appropriated 
on October 21, 1968, and apportioned by the Bureau of the Budget 
on October 31, 1968. An intensive search for the Study's Director 
began at that time. ' 

During December 1968 a Director was obtained, and during January 
1D69 an Advisory Committee was selected by the Commission. Se,-
eral key staff members were obtained during January and February, 
largely from university faculties. Recruitment of senior staff, finan
cial analysts and computer specialists continued throughout the spring 
of 1969. Academic commitments prevented full-time participation on 
the Study by most staff members until May and June of 1969. 

'With a skeletal staff on hand during February and March of 1969, 
overall draft study designs were prepared, discussed with and re
viE'wed by the Advisory Committee. Large numbers of preliminary in
terviews were condncted ";vith financial institutions and securities firms. 
Interaction with the Advisory Committee. continued interviews and 
work on detailed research designs and preliminary questionnaires for 
yarious portions of the Study continued through April and May of 
that year. 

By June of 1969 the nucleus of the Study's staff were available on 
a full-time basis and the data collection lJrOCeSS began. Detailed ques
tionnaires were discussed with and reviewed by industry technical 
committees formed for that purpose by the Study under Bureau of 
tho Budget auspices. Most questionnaires ,vent through many revi
sions to accommodate the record-keeping systems and data retrieval 
capabilities of the various respondent gTOUDS. Durin~ September 1969 
initial questionnaires were cleared by the Bureau of the Budget and 
mailE'd to the first set of respondents. Eight subsequent versions of thif. 
questionnaire were developed, cleared and sent to other respondent 
groups between September 1969 and .r anuary 1970. Simultaneously, 
some 200 versions of more than 50 other questionnaires were under 
development.24 The time consumed in questionnaire development 
varied from a minimum of two months to a maximum of nine months, 
and averaged a little more than five months in duration. The final ques, 
tionnaire was cleared and mailed during April 1970. 

Mandatory response times on qnestionnairef. ordinarily were some six 
weeks following the date of mailing. Individual firms having legiti
mate difficulty meeting snch dates, however, received sympathetic con
sideration from t,he staff, as much of the burden coincided with year
end reporting periods for the firms and many of the response times 
were ]\.11own in ad ,'ance to be short. On overage, 50 percent of responses 

•• See Supplementary Volume II for full documentation of the Study's various ques
tionnaires and respondent groups. 



21 

were in-hand, in machine readable form, within six weeks following 
the indicated response date. Follow-up procedures beginning with 
telephone calls from a staff member shortly after the indicated re
sponse date, followed after a suitable interval by a letter from the 
Director, followed after a shorter interval by a somewhat more insist
ent letter from the Chairman of the Commission, followed in turn by 
a subpoena, if necessary, ordinarily stimulated the remaining re
sponses within the next six to eight weeks. The frequency with which 
such measures were employed, of course, decreased rapidly from one 
step to the next. Less than 50 subpoenas were issued by the Commission 
to obtain delinquent questionnaire responses. If one considers that 
nearly 20,000 separa;te questionnaires were distributed by the Study, 
the rate of serious delinquencies can be seen to be extremely low. 

A grewt deal of time was consumed, of oourse, in this process. Edit
ing, correction, follow-up of late respondents and the creaItion of 
"clean files" for preliminary analysis ooU'tinued throughout the spring 
of 1970. On average, 3% moU'ths el1apsed from response d3Jtes to clean 
file dates. 

Intensive analyses of :the Study's files proceeded throughout the late 
spring and early summer of 1970. Initial drafts of a number of sections 
of substantive analytical chapters were completed during late summer 
and early fall of the year and subjected to reviews by subc.ommittees of 
the Advisory Committee and regular members of the Commissiqn's 
staff. The process of draft completion, review, revision and subsequent 
review continued a,t an intensive pace throughout the final months .of 
the Study's existence. Differences between the Study staff and members 
of the Advisory Committee were aired before the Commission. In 
most cases they could be resolved through clarifying language. Some 
differences, of course, remain. 

Time took its toll in a variety of ways during each of the Study's 
various phases. Some personnel losses, some analyses deleted and prom
ising findings not pursued, and some compression in review procedures 
all can be attributed in whole or in part to the pace and the time 
pressures under which the Study worked. The most serious allocative 
decision made during the closing months of the Study, however, was 
to concentrate remaining resources on further analytical work and 
on refining'the presentation of existing findings, at the expense or 
formulating detailed recommendations for legislative or regulatory 
action. 

Either long or short explanations for this decision are possible. 
Both, however, would focus their attention on the clock, on the scope 
of the Study, on the time required in the first instance to review, 
integrate and complete in a more satisfactory manner analytical por
tions of the Report, and in the second instance to transfer its many 
and fundamental policy implications from technical to policy levels. 
This second process necessarily will continue over the weeks and 
months following the Report's submission, aided by discussion, de
bate and comment resulting from its public dissemination. 

It is the Commission's hope and expectation that students, prac
titioners and policy makers alike will benefit from the extensive analy
ses of institutional investors and investment provided for the first 
time by th.is .fact fipding inquiry. As indicated by the Chairman of 
the CommISSIOn prIOr t.o the passage of Public Law 90-438: 

53-940 0-71-pt. 1-5 
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Institutio,nalization of investment is probably the most significant phenomenon 
in the securities markets today, It is a dramatic and developing process, con
cerning which aU of us should be informed as promptly, as currently, and as 
continuously as possible. There is little doubt as to the need for such study 
or the potential dangers if one is not undertaken promptly." 

The Institutional Investor Study attempts to provide a factual, 
economic basis for an understanding of this important segment of our 
nation's capital markets, and for the continuing development and 
evaluation of public policy measures to assure its future vitality. To 
the extent that this goal has been attained, the efforts of everyone 
associated with the Study-including its many industry respondents 
who bore the demands of a major data collection effort with more 
patience than could have been anticipated-will be amply repaid dur
ing the years to come . 

.. 1968 Senate Hearings 30 ; 1968 House Hearings Ii!). 



APPENDIX 

INSTITUTIONAL REPORTING OF SECURITIES HOLDINGS AND TRANSACTIONS 

1. Introduction 

While the Study gathered primary data from institutions through special ques
tionnaires, there are some existing requirements for regular reporting of securities 
holdings and transactions by institutions. Tbese are briefly summarized in this 
appendix. This description affords insight into the pattern of regularized institu
tional disclosure which currently exists and provides a basis for assessing the 
adequacy of such disclosures in light of the Study's findings on intitutional par
ticipation in the securities markets. To the extent that the Study's findings sug
gest policy implications that could not reasonably be made on the basis of existing 
data flows, there may be a need for reevaluation of the parameters and substance 
of institutional reporting. 

The Congress recognized the shortcomings in existing information about 
institutional investors in authorizing the Study. As noted in H.R. Rep. No. 1665 
(90th Cong., 2d Sess.) at page 3: 

"The available data concerning the activities of various types of institutions in 
the stock market ranges from fairly extensive as to investment companies ... 
to almost no information at all with respect to foundations .... Between these 
two extremes are other important financial institutions such as bank-adminis
tered pension funds, bank trust funds, and life insurance companies. These in
stitutions report limited data ... but do not report information on individual 
transactions or on their holdings in individual stocks. A clear need has been 
demonstrated for additional information in these areas. Only after such informa
tion is obtained can we fully understand the nature and impact of institutional 
investment upon the securities markets and upon the economy." 

Institutional reporting is siguificant for several reasons: 
(1) Disclosure to lienejiciaries.-Institutional beneficiaries require information 

about the way in which their investments are being managed by the financial man
agers to whom they are about to entrust, or have entrusted, their savings. Sys
tematic disclosures of this nature are currently made by registered investment 
companies, both by filings with the Commission and the dissemination to their 
sharehOlders of prospectuses, proxy statements and other materials. 

(2) Disclosure to investors.-The fact that an institution (or group of insti
tutions) holds a substantial percentage of a company's outstanding shares may 
be important to other investors and shareholders in the company, both from the 
standpOint of the kind of trading market that may exist in the company's 
securities and from the perspective of ascertaining corporate power sources 
within the company. Institutions with large holdings (or heavy trading activity) 
in a company's shares are part of the market environment affecting investment 
and shareholder decision-making by individual investors as well as by other 
institutions. 

(3) DisclosU1'e to government policy-makers.-The scope and extent of institu
tional holdings and trading are critical factors in the evaluation by government 
policy-makers of the adequacy of existing market mechanisms; they are also 
an important aid to an understanding of the emerging forces and trends in 
the economy. However, unlike the first two reasons for institutional reporting
disclosures to beneficiaries and to investors-the communication of data on 
institutional participation in the securities markets to government poliey-makers 
does not necessarily require public reports or the public dissemination of such 
reports. 

There are several immediately observable shortcomings in the existing scheme 
of institutional reporting: 

(1) The scope of information reported by institutions is often limited. par
ticularly with respect to holdings of and transactions in the securities of specifiC 
companies. In part, this liniitation results from a failure to pierce the "institu-

(23) 
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tional veil"; institutions generally are not required to report their aggregate 
holdings of a company's securities held in several separate accounts or trusts, 
nor do affiliated institutions report their aggregate holdings of such securities. 

(2) Information is supplied to many different agencies-both governmental 
and private-with the result that there is in some instances unnecessary dupli
cation of effort. 

(3) Much information is supplied only on a voluntary basis by the institutions 
to the Commission, other federal agencies and state agencies. Inadequate resources 
exist to verify the data submitted. -

(4) Much information is supplied on a confidential basis and is thus unavailable 
for use by institutional beneficiaries or corporate investors and shareholders. 
Of course, not all information that might be useful to government policy-makers 
would necessarily be sufficiently. material to public investors to justify or 
req uire its public disclosure. 

Even assuming some deficiencies in existing reporting requirements. it is 
necessary to balance the benefits of increased disclosures-both public and 
non-publio-against the consequent burdens of such disclosures. Some types of 
reporting may entail onerous efforts on the part of institutional respondents. 
The danger exists that greatly expanded reporting may obfuscate the central ele
ments of material disclosure necessary for informed investor judgment while 
over-taxing the functions of orderly review and deliberation by government 
regulators. However, some rationalization of the reporting regimen might well 
result in decreased burdens as well as improved public and governmental infor
mation flows. 

2. Summary of Existing Institutional Reporting Requirements 

For the most part state and federal agencies request only that information 
which /seems necessary to the fulfillment of the particular statutory or regulatory 
purpose they are charged with administering. For example. an agency may be 
concerned only with the institution's adherence to fiduciary requirements; its 
attention may be focused on the risks of insolvency; the agency may limit its 
conCern to prescribed tax or other regulatory schemes. 

Institutional investing diisclosures have been most pervasive in the case of 
im'estment companies on the federal level and insurance companies on the state 
level. The Investment Oompany Act of 1940 requires registered investment com
panies to disclose their holdings of individual securities in their periodic reports 
to shareholders and in quarterly filings with the Commission. Insurance com
panies are required by state regulation to provide similar information to "tate 
regulatory authorities (quarterly in New York and California Ilnd annually in 
other states). although these disclosures are not necessarily made to shareholders 
or policyholders. 

Among other types of institutions. snecific disclosures of equity holdings and 
transactions have been slow in developing or are almost completely absent. 
Thus, for example, while pension funds have become a significant factor in 
equity investment. relatively little has been known about their holdings in 
particular securities. The Federal Welfare and Pension Plan Di!'closure Act re
quires disclosure only of holding'S of securities ito SUM bv the emplo'I'Pr company 
or other "party-in-interest"; disclosure is not required if portfolio securities are 
Ii>;ted on a national securities exchange. registered under the Ex('hange Act or 
is>;uer'l bv a registeTP.d investment company or public utility holding company. 

The Commission has directed its attention In recent years to two aspects of 
the information gap: disseminatiOn and aggregate data. 

(1) Di88emination~To the extent that institutions are required to submit 
public data on securities holdings and transactions. the dissemination of such 
data expands its 'usefulness and tends to ensure that its impact on investors will 
be more even-handed and fair. As previously noted. investment companies sub
ject to the Commission's jurisdiction nre required to file quarterly reports of 
their securities transactions. This data can now be obtained either in hard copy 
form from the Commission or on microfichp from a sprvice orgllnizlltion whl('h 
hilS contracted with the Commission to provide thi>; service. A nnmOOr of incH
vi duals and organizations have subscribed to these services and severa'l advisory 
sl'rvi('es have been making compilations of the data for distribution or sale to 
others. 

(2) Aflqreflate dn.ta--Dnring the past twentv years. the Commission hilS lnst!
tu~rl nroj!r"ms to I!'lIthl'r lind develop on a rernlllr lIlI>;i!'! dota on the flow of funds 
from households nnd other providers of capital to institutional intermediaries and 
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the securities markets and from these to corllOrntions and other users of capital. 
The Commission assembles inf(lrmation on purchases and sales of common stocks 
and portfolio turnover rates (more recently, activity rates) for each of four 
major groups of institutional inrvestors: pension funds, life insurance companies, 
property and lia,bility insurance companies and open-end investment companies. 
This information is published quarterly in a statistical release: "Stock Trans
actions of Financial Institutions." The data underlying these statistics is gathered 
from primary sources Iby the Commission and has been gradua1iy improved In 
terms of quantity and timeliness. 

A description of the primary and secondary sources (If data on institutional 
equity holdIngs and transactions for each tvpe of institution is summarized 
below. 
a. Investment companies 

(1) Commission reports 
Regulated investment companies are required to register securities for public 

offering and sale under the Securities Act of 1933; the companies themselves 
register under the Investment Company Act of 1940. Registered investment com
panies file periodic reports with the Commission. Form N-1R, the annual reporrt 
for management investment companies, and Form N-1Q, the quarterly report for 
such companies, 'are adaptable for data processing purposes. 

Form N-1R provides information about the relationships between investment 
companies and affiliated persons, including investment advisers, principal under
writers, broker-dealers and shareholders. The report contains financial state
ments of tbe investment company as well as other financial data. The reported 
information includes: classincation of the investment company; annual per share 
changes in net asset value; operating expense ratios; description of senior secu
rities; sales, repurchases and redemptions of the registered entity's shares; 
principal owners of shares; remuneration of officers and directors; fee arrange
ments for fund management; relationships with affiliated persons of the fund; 
classification of assets (including investments in various types of securities) ; 
aggregate purchases and sales of securities; and portfolio turnover rates. The 
Commission has given notice that It is considering amendments to Form N-1R to 
require additional disclosures as well as more timely filings (90 days after the 
end of the fund's fi.scal year instead of the present 120 days.) 1 

About 700 investment companies file reports on Form N-1R. These reporrts in
clude FlDP attachments to faciUtate the transfer of da,ta to computer readable 
form, This permits rapid retrieval of information as well as aggregation of data 
for analytical purposes. 

Form N-lQ provides R quarterly record of total purchases, sales and holdings 
of each portfolio security as well as other material events occurring during the 
period covered. While Form N-1R is filed on a fiscal year basis, Form N-1Q Is 
filed on a calendar year basis in order to permit consistent aggregation of data. 
The initial report on Form N-1Q and the first report filed after the end of each 
calendar year contains a complete list of the investment company's 'holdings as 
well as total purchases and sales of each security. Other reports contain only 
changes in these holdings. 

Where the investment company is engaged in a purchase program involving a 
particular security both at the end of the quarter for which the report is filed 
and at the time of filing and the company has made no sales of the particular 
!,(>puritv . .the value of all such purchases and of alr2"relrate holdinJnl of the secu
rity may. with cerrtain limitations, be classified in the public report, under the 
caption "Other," as "Miscellaneous Securities" without identifyng the security. 
In such case, the security and the relevant d'llta must be identified in a non-public 
supplement to the report. 

(2) Industry organizations 
The Inve,~tment Company Instit1~te is an association of open-end investment 

companies whose members hold about 90 percent of all mutual fund assets (al
though comprising less than half of all such 'companies). The IGI collects and pub
lishes monthly data on mutual fund sales and redemptions, holdings of liquid 
assets and total net assets of its members. Quarterly statistics are compiled on 
portfolio transactions, transactions in common stocks and major categories of 
asset holdings of members. Historical data is 'Published annually in "The Mutual 
Fund Fact BOOk," which includes an analysis of the charaC'teriRtics of the mutual 
fund shareholder, alternative savings media, the number and type of investment 

1 SEC Investment Company Act Release No. 6284 (December 16, 1970). 
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plans offered by the industry, mutual fund disbursements, performance, the num
uer and value of institutional shareholdings, mutual fund sales by geographical 
region, portfolio transactions and turnover rates. 

The Assooiation ot Closed-End Inve.~tment Companies receives monthly reports 
from about 20 such companies (representing about 40 ,percent of the assets of 
the 195 active closed-€nd companies). The reports include data on total portfolio 
transactions as weH as common stock .purchases and sales. 

(3) Secondary sources 
A numuer of advisory organizations publish information on the investment 

company industry, utilizing data provided directly by the funds or obtained 
from their periodic filings with the Commission. Most of these organizations do 
not report OIl ,portfolio 'holdings and transactions. However, Viclrers Associates in 
itA "Vickers Guide to Investment Company Portfolios" reports on investment 
company holdings of common stocks as well as changes in portfolio holding& The 
same organization puWishes "Vickers Favorite 50" and "Vickers Over-the
Counter Favorites" w'hich list the most popular stocks in investment company 
portfolios. As in the case of primary sources, these secondary sources do not give 
informa,tion on the cost of purch.ases or the proceeds of sales of portfOlio 
securities. 
b. Non-governmental pension tunds 

(1) Commission statist'ical data 
Pension funds and bank trustees for such funds make voluntary reports to the 

Commission on a confidential basis. The banks report on a consolidated basis 
for all pension funds managed by them or for which they are trustees. Since all 
data are confidential, the Commission prepares only aggregate statistics and 
the individual data are not available to secondary processors. 

Form R-.qa includes information on aggregate common stock transactions and 
participation in private placements. Quarterly data is reported on assets at both 
book and market values, including cash and deposits, U.S. Government securities, 
convertilile debt securities, non-convertible debt securities, preferred stock, com
mon stock, real estate mortgages and other assets. The report is prepared in 
machine ,processable form. The Commission's estimates of total pension fund 
assets are prepared quarterly on the basis of Rpproximately 600 reports (including 
bank reports consolidating the assets of many separate funds). 

Form R-4i includes information on receipts, and disbursements of pension 
funds on an annual basis. Receipt items include income from interest, dividends 
and rent, and net profit or loss on sale of assets. The book and market values of 
"own company" stock are disclosed separately. The report is prepared in machine 
processable form. The Commission's estimates of total pension fund receipts and 
disbursements are prepared annually on the basis of reports covering over 2,000 
penSion funds. 

(2) U.S. Department ot Labor 
Under the Welfare and Pension Plan Disclosure Act, the Department of Labor 

requires penSion funds ha\'ing 100 participants to file publicly available annual 
reports on a fiscal year basis with the Department. Form D-l, which describes 
the pension plan, is filed initially by such funds as well as by funds having over 
25 participants. Form D-2 is the annual report, with separate parts for unfunded 
plans, insured plans, and non-insured plans "involving a trust or separately main
tained plan." Information on the underlying reserves of insured plans is not re
ported because the assets of these plans are an undistinguishable part of tbp 
total assets of the administering life insurance companies. 

Among the information disclosed by non-insured plans is the following: 
Assets and liabilities, including common stocks and preferred stocks (valued 
on the basis of reports to the Treasury Department or, if reports are not filed, at 
the lower of cost or book yalue). 
Cash receipts and disbursements, including receipts from investments, sales 
of assets (with separate disC'loill1re of aggregate sales to parties-in-interest), and 
purchases of investment assets other than real estate (with separate disclosure 
of aggregate purchases from parties-in-interest). 
Realized capital gains or losses on each category of assets. 
Investments in parties-in-interest, except for listed securities or other securi
ties registered with the Commission. This type of disclosure is obviously quite 
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limited since the securities of most companies having 500 shareholders and over 
$1 million in gross assf'ts are registered with the Commission. 

Reports filed with the Department are intended to provide public disclosure 
of material facts concerning the operation of pension funds. The published 
information based on these reports, however, is minimal; reports are not fully 
analyzed, processed or published by the Department. 

(3) InternaZ Revenuc Service 
Pension funds file confidential forms with the IRS for the purposes of quali

fication for tax exemption, and the sponsoring employer files a statement in 
support of its deduction for contributions to the pension fund. These forms are 
not available for statistical or disclosure purposes. 

(4) State rcports 
Several states require pension funds to file reports with state regulatory au

thorities. The reporting requirements of two states, New York and Wisconsin, 
are summarized here. 

New York requires banks to report annually on the number and assets (both 
at ,book and market value) of pension and other employee benefit plans for which 
they are trustees or managers. Banks 8!Lso report on collective Ifunfu! maintained 
for employee benefit plan investments. Pension funds established or maintained 
jointly by l-aOOr and !llJIlnagement file annual reports with the State Banking 
Department, which include information on receipts and disbursements, assets and 
liJllbilities, and party-in-interest transactions. If Form D-2 is filed with the U.S. 
Department of Labor, it is filed with the New York authorities in substitution 
for these disclosures. New York requires supplementary information of common 
for these disclosures. New York requires supplementary information on commen
ket value and book value. Infol'llllation is a:lso given on profits and losses on dil!r 
position of investments. 

Individual reports are confidential, although the Superintendent of Banking 
may publish aggregate data. 

Wisconsin requires any employee benefit plan to register with the State 
Insurance Department; plans covering over 25 Wisconsin employees must also 
file annual reports, including information as to investments in or transactions 
with parties-in-interest. If Form D-2 is filed with the U.S. Department of Labor, 
it is filed in Wisconsin in substitution for the state form. The State Insurance 
Department publishes aggregate data, and individual reports are available to 
any person covered by a reporting fund. 

(5) Seco'lldary sources 
Secondary processors rely primarily on the public Form D-2 reports filed with 

the Department of Labor. Investors Publishing Company annually publishes 
"Pension Funds," a compendium of D-2 reports for selected pension funds. 
"Pension and Welfare News," a monthly periodical, bases news and feature 
stories on D-2 reports and sells copies of condensed reports upon request. 

As in the case of primary sources, there is no reliable public data on pension 
fund holdings of and transactions in particular securities. 

c. Insurance companies 
(1) State reports 

Since insurance companies are subject to primary regulation by state author
ities. the most extensive reports are filed with the states. The basic form is an 
Annual Statement. the content of which (with certain modifications) has been 
standardized by the National Association of Insurance Commissioners for use 
in all states. The Annual Report is filed in each state in which the company is 
licensed and is available for public inspection. 

The information submitted includes a balance sheet, analysis of operations, 
gains and losses on investments. the company's interests in the stock of other 
insurance companies. control of the reporting company by other companies, 
custody of secudties, loans of securities, aggregaJte stocks and -bonds held as of 
the end of the calendar year, aggregate common and preferred stock holdings 
classified by industry and by country in which issued, and detailed descriptions 
of each security held. acquired or disposed of during the year (including cost 
and market value). Life insurance companies having separate accounts (for 
example, for the purpose of variable annuity plans) are required to file an 
-additional statement for each account. 
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Some states, including New York and California, also require quarterly 
reports, which contain information on equity holdings, purchases and sales. 
These reports are non-public in New York, but available for public inspection in 
California. 

(2) Commi88ion report8 
Most insurance companies (except those whose securities are listed on ana. 

tional securities exchange) are exempt from the reporting requirements of the 
Securities Exchange Act of 1934. To the extent that .these companies do file 
periodic reports, there will be certain differences ,between the financial informa
tion in such reports and financial information in reports filed with state regula
tory authorities because of differing methods of accounting utilized. State au
thorities are generally concerned with protecting the policyholders of insurancE' 
companies by ensuring adequate reserves; this concern manifests itself in re
quirements that certain costs be charged to income in Ithe year incurred rather 
than being amortized as would be required under generally accepted accounting 
principles. ~'he Commission on the other hand is primarily concerned that 
investors in insurllnce companies receive an accurate and complete financial 
picture of the value of the enterprise in which they have invested. While these 
differing regulatory viewpoints are by no means irreconcilable they do result 
in differing types of disclOsures. 

In addition to any reports required to be filed under the Exchange Act (which, 
of course, are public), about 150 property and liability insurance companies 
voluntarily submit data .to the Commission on a confidential basis regarding 
monthly aggregate purchases and sales of common stock and assets (at both 
book and market values), reported quarterly. '1'his information, supplied on 
Form R-5, is used for aggregate statistical data; the report is in machine 
processahle form. 

(3) Indu8try organizatioll8 
The In8titutc Of Litc Insurance oIJtains data from 1,200 companies holding 

96 percent of the industry's assets. Aggregate data are reported in the "Life In
surance Fact Book" annually, while the Institute issues monthly reports on ag
gregate asset 'holdings (by market value) and total acquisitions. Monthly data 
on asset holdings, statement value and acquisitions are reported to the Institute 
and published monthly in the "Tally of Life Insurance Statistics." 

Thc Litc Insurance A8sociation ot America obtains data from its member 
companies on a, voluntary and confidential basis, including monthly dalta on 
corporate direct placement yields, quarterly cash fiow data, and monthly data 
on commitments to acquire securities, real property and real estate mortgage 
loans. ~'he data are utilized for statistical purposes and do not generally deal 
with investments in equities. 

(4) Secondary source8 
A. M. Best Company publishes several compilations of insurance company data 

derived from annual statements filed with state insurance authorities. These 
include "Best's Market Guide" (purchases, sales and holdings of securities for 
900 insurance companies), "Insurance Repovts, Property-Liability" (balance 
sheet data and stockholdings), "Aggregates and Averages, Property-Liability" 
(complete data for the industry) and "Insurance Reports, Life-Health" (data on 
life insurance companies). Vickers Associates publishes "The Vickers Guide to 
Insurance Company Portfolios," covering the investment of about 900 life and 
property and liability insurers. Securities held by these companies are listed as 
are transactions in these securities by the insurance companies. Annual data in 
TIIC Spectator magazine is based on the annual statements, but does not deal 
with equity investments. 

d. Bank trust departmcnts 

(1) Federal reports 
The trust departments of federally insured banks file annual ~'rust Depart

ment Reports with the Federal Reserve Board, the Comptroller of the Currency 
or the Federal Deposit Insurance Corporation (the repository Ul!;pney depending 
on whether the bank is a national bunk. a state-chartered member of the Fed
eral Reserve System or a non-member insured bank). Holdings of and transac
tions in particular securities are not reported. Aggregate statistical data is pub
lished jointly by the three agencies on an annual basis in "Trust Assets of Insured 



Commercial Banks." Data are not a vaHable for nOll-insUl'pd banks; huwever, 
the overwhelming majority of banks in the United States are federally insured. 
The individual reports submitted by the banks are non-public. 

The published aggregations disclose trust assets at market value and sepa
rately disclose holdings of all common stock and all preferred stock, but not 
individual securities. The data is a:lso broken down according to the size of 
trust departments reporting. However, the aggregate data are not as of a com
mon point in time; most of the banks reporting, value their investment assets 
at calendar year end, but others value assets at some other date. 

Since 1963, the Comptroller of the Currency has required banks operating 
common trust funds to file annual reports; these reports were previously filed 
with the Federnl Reserve System. Umited aggregate data is published by the 
Comptroller in his Annual Heport, but the banks do not report holddngs of or 
transactions in particular securities. Furthermore, common trust fund assets 
are not valued on the same date for aH reporting banks and the reports are not 
machine processahle. Bank trust departments are required to report to each 
participant in common trust funds on the parVicular securities held by such 
funds. Although there is no official publicly avaHahle compilation of this data, 
"Trust and Estates" magazine compiles and publishes data on common trust 
fund holdings of particular stocks. 

(2) State reports 
The New York State Banking Department obtains annual reports on common 

trust funds from about 80 New York trust companies on a voluntary and confi
dential ,basis. The Annuall Report of the Superintendent of Banks contains ag
gregate statistics, although the valuation dates for assets are not consistent. 
Although the reports contain information on various types of investments held, 
they do not disclose holdings of or transactions in particular securities. Infor
mation obtained 'by bank examiners (state or federal) on particular investments 
is non-pUblic. Thus, as in the case of federal reporting, there is no ptIolic infor
ma,t1ion in individual or aggregate form regarding the holdings of bank trust 
departments in particular securities. Such data as is available is limited to 
annual reporting of total assets, subdivided only into broad categories of in
vestments. 

e. Bank commercial depa,.tments 

Commercial banks are generally restricted in the investments they can make 
for their own account to stock in the Federal Reserve System, Federal National 
Mortgage ASSOCiation, bank subsidiaries (acquisitions of which are regulated by 
the Federal Reserve Board under the Bank Holding Company Act of 1956, as 
recently amended), and temporary holdings of collateral acquired by default. 
Beginning in 1969, banks have been required to disclose these holdings to federnl 
banking authorities in their periodic call reports of condition. Reports to the 
Federal Deposit Insurance Corporation disclose investments in stocks on an 
aggregate basis. The reports are not public, but some aggregate data is available 
from the FDIC. 

f. Mutual savings banks 

Mutual savings banks hold corporate securities as a normal part of their 
business. In addition to filing reports of condition with the FDIC, these banks 
also file annual reports with state supervisory authorities which generally con
tain more detailed information on stock holdings and are available to the public. 

The National Association of Mutual Savings Banks obtains balance sheet data 
from its members on a voluntary and confidential basis. Monthly reports aggre
gate all types of corporate securities; semi-annual reports show separate total 
holdings of common and preferred shares (with some further functional segrega
tions) ; annual reports simply divide corporate stock into shares of other banks 
and all other stock. Holdings of and transactions in particular securities are not 
reported. The Association reports aggregate equity investments semi-annually 
in "Savings Bank Journal" and in its "Annual Report~Mutual Savings Ban'king." 

The New York Savings Bank ASSOCiation, whose members hold about half of 
the shareholdings of all mutual savings banks, obtains monthly reports from 
its members on a voluntary and confidential basis. The reports include holdings 
of common and preferred stock; the Association publishes aggregate data. 
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g. Foundation8 

Foundations, as well as other tax-exempt organizations, file for exemption 
under section 501(c) (3) of the Internal Revenue Code on Form 10'23. This form 
contains balance sheets and income accounts, but not specific information as 
to holding:,; of particular secul'ities. Tax-exempt organizations also file annual 
reports on Form 990-A with the Internal Revenue Service. The reports cover the 
tax year of the reporting entity, and accordingly vary. A short form is filed if 
gross receipts and total assets are $10,000 or less; this form gives information 
only as to broad categories of assets, including investments. The long form (filed 
in all other cases) is generally available for public inspection, although certain 
information may be filed on a non-public basis. The public information includes 
a balance sheet, income accounts, market value of investments (stated separately 
for publicly traded securities), and each asset sold or exchanged with an indi
cation of original cost, sale price and other details. Information as to holdings 
or purchases of particular securities is not required except where the organiza
tion owns 5 percent or more of ,a company's outstanding shares. In the latter case, 
detailed information must be filed, including the book and market value of the 
organization's holdings, date and manner acquired and dividends received. 

Publicly available information must be obtained from the IRS District Office 
where the report was filed. Reports for foundations are not segregated from the 
nearly half-million reports filed by all tax-exempt organizations. The IRS has 
not compiled any aggregate statistics from the reports filed by foundations and 
other tax-exempt organizations, and only gross receipts and total assets are avail
able on computer tapes. 

Many states have charitable trust lawll requiring foundations to file reports 
with state authorities. In New Yorl{, such organizations file Form NYC~~-2 with 
the Charitable ~~oundation:,; Division of the Attorney General's Office. The in
formation requested is similar to that in IRS Form 99O-A. 

h. Edtl,oational endowment8 

The Office of Education of the U.S. Department of Health, Education and 
Welfare obtains limited data on a voluntary and confidential basis from college 
and university endowments. The data does not segregate asset:,;, does not always 
include market value and is filed for the particular fiscal year of the responding 
entity rather than a fixed date. The statistics gathered are used for administra
tive and research purposes by the Office of Education, other federal agencies and 
independent research organizations. Although the Office of Education has made 
several studies in which sample data included a breakdown of assets, the samples 
were limited. 

Some colleges and universities publish detailed information on their endow
ment holdings and transactions. Boston Management and Research Company an
nually compiles and publishes a report of major investments held by institutions 
voluntarily supplying this data. However, there is no data on holdings of and 
transactions in particular securities by particular educational institutions except 
to the extent that these institutions individually publish such data. 

i. Investment advisers 

Investment advisers are required to register with the Commission under the 
Investment Advisers Act of 1940. Initial registration on Form ADV RUPDlies pub
lic information on the operations of the adviser, control exercised by or over the 
adviser and the nature of other businesses in which it is engaged. Neither Form 
ADV nor other reports filed by investment advisers contain any information on 
the size or nature of investment assets under management or advice, nor do such 
reports disclose holdings of or transactions in particular securities (with very 
limited exceptions). 

Broker-dealers, which may also be investment advisers, are required to regis
ter with the Commission under the Securities Exchange Act of 1934; however, 
they make no disclosures as to particular securities held for their customers' 
accounts. 

i. State and municipal retirement fund8 

The U.S. Census Bureau collects annual data from state and municipal retire
ment funds on a voluntary basis, The data deals with receipts, asset holdings 
and coverage of the retirement plans. Assets are not valued at a uniform date, 



31 

and each retirement fund reports for its fiscal year. The data does not separate 
out equity holdings. The annual survey includes all state-administered retire
ment funds (which hold over two-thirds of total assets of such funds) and a 
large sample of locally-administered funds including all but minor funds. 

'fhe Census Bureau conducts a Census of Governments every five years cover
ing virtually all state and municipal retirement funds. The latest information 
available on computer tapes is for 1967. In 1968, the Census Bureau instituted a 
quarterly survey of retirement funds covering the 100 largest such funds (which 
hold about 90 percent of the assets of all retirement funds). Assets are stated as of 
the last day of the calendar quarter and corporate stockholdings are valued at 
book value or cost. The reports are not machine readable, 'but are available to sec
ondary users. None of the information gathered by the Census Bureau indicates 
the holdings of or transactions in particular securities by retirement funds. 

k. Foreign entitie8 

Reporting requirements generally do not extend to institutions outside the ter
ritorial jurisdiction of the United States. Thus, foreign banks, investment ad
visers, off-shore funds and other institutions organized and doing business outside 
the country are not subject even to the minimal reporting mechanisms described 
above. Nonetheless, these institutions may hold and trade securities issued by 
American corporations. In order to provide some data for estimating capital 
movements and balance of payments statistics, the Treasury Department requires 
persons (usually U.S. banks and broker-dealers) dealing with foreign persons or 
entities in securities transactions involving more than a specified amount of 
money to report such transactions on Treasury Foreign Exchange Form S-l. 
These reports are non-public, but the aggregate statistics are published in the 
Treasury Bulletin. The data are collected by Federal Reserve System banks and 
stored on computer tapes. 

Form S-l reports indicate the dollar amount of purchases and sales for all 
stocks (common and preferred combined) during each calendar month and also 
indicate the domicile of the foreign person. The reports do not indicate the hold
ings of or transactions in particular securities by foreign persons. 

l. Trading data 

For the most part. little data has been regularly gathered by government agen
cies on institutional trading activities. The focus instead has been on aggregate 
holdings of institutions; dealings in particular securities have been the subject 
of disclosure mainly when possible conflicts of interest are involved. There are 
nonetheless two recognized sources of data on trading by institutions, one statis
tical and the other specific but limited. 

(1) New York Stock ElIJchange public tran8action 8tudie8.-The Exchange has 
conducted a series of public transactions stUdies since 1952. The studies are 
based on stock market trading activity during one or two sample trading days 
selected at random for each year covered by the survey. Unlike previous studies, 
however, the data for the 1969 study encompassed a random sampling of member 
firm activity on every trading day. The study data indicate the sources of NYSE 
share and dollar volume. The sources analyzed are (1) institutions and inter
mediaries (including non-NYSE-member broker-dealers and non-financial corpo
rations) ; (2) public individuals (non-NYSE-member affiliated individuals) ; and 
(3) NYSE members. 

(2) Owner8hip report8 filed under the federal 8ecuritie8 law8.-Any "beneficial 
owner" of over 10 percent of the outstanding shares of a company whose securi
ties are registered under the Exchange Act (which includes most publicly held 
corporations). or of a company registered under the Public Utility Holding Com
pany Act of 1935 or the Investment Company Act of 1940 is required by the 
provisions in each of those Acts to report its initial ownership and any changes 
in its ownership of the company's securities. These ownership reports are filed 
with the CommiSSion, with the exception of reports relating to securities issued 
by banks, which are filed with appropriate federal 'banking agencies (the Federal 
Reserve System, Comptroller of the Currency or Federal Deposit Insurance 
Corporation) . 

The reports are brief and relatively simple, basically setting forth the identity 
of the beneficial owner and changes in its holdings of the particular security. 
A separate report is filed for each security. Ownership reports are also filed by 
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officers and directors of the company; these persons, together with 10 percent 
beneficial owners are deemed to be statutory "insiders" with access to non-public 
corporate information. In addition to serving as a mechanism for detection of 
so-called short-swing profits transactions, for which the securities acts provide 
recovery by the corporation, ownership reports are a source of market informa
tion about activity in the company's shares by major holders. Although institu
tional investors are not specifically covered or excluded by the existing system 
of ownership reporting, the statutory limitation to reporting by "beneficial 
owners" of over 10 percent of a company's shares eliminates any reporting by 
institutions that hold and manage shares for the benefit of others (such as bank 
trust departments) and does not require aggregation of the holdings of several 
accounts managed by the same institution or of the holdings of several institu
tions with the same adviser in determining whether the 10 percent threshold 
(which itself is rather high) has been met. 

The Commission sets forth in explicit detail the information in ownership 
reports in it';! monthly "Official Summary of Security Transactions and Holdings." 
This publication is by far the most extensively disseminated Commission docu
ment, with about 20,000 su.bscribers. However, the ownership report data is: proc
essed manually and individual reports must be examined or obtained in hard 
copy form. 
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CHAPTER II 

DEVELOPMENT OF FINANCIAl, INSTITUTIONS AS INVESTORS IN CORPORATE 

STOCK, UP TO THE POST-WAR PERIOD 

A. THE FINANCIAL SYSTEM AND U.S. ECONOMIC GROWTH 

1. Introduction 

This chapter and the one which follows are summaries of the much 
more extensive treatment. of t.his material contained in The National 
Bureau of Economic Research's In8titutionallnve8tor8 and Corporate 
Stock: A Background Report (R. W. Goldsmith et al., 1970). This 
document, hereafter cited as NBER Report, was prepared for the In
stitutional Investor Study and is printed as Supplementary Volume 
1 of the Study. It provides the statistical background necessary for 
assessing the role of both corporate stock and of institutional investors 
in the American economy since the mid-nineteenth century; it presents 
new estimates of the value of several classes of assets and of the port
folios of several categories of institutions; and it attempts econo
metrically to relate decisions by corporations to issue securities, de
cisions by households to purchase these securities directly or through 
intermediaries, and decisions by financial institutions to purchase 
stock and other assets to relative yields and general indicators of 
economic activity. 

The major statistical effort was devoted to expanding and refining 
the Federal Reserve Board's Flow of Funds Accounts 1 first by de
veloping estimates of the market or replacement value of the stock 
of tangible assets consistent with the gross investment figures present
ly incorporated in the accounts; second, by creating new estimate.s of 
the value of corporate securities outstanding; and third, by providing 
estimates of the balance sheets and of the sources and uses of funds 
for certain institutions which have heretofore been included in the 
household sector by default. 

These statistical improvements and the :bulk of the analysis pertain 
to the period 1952 through 1968 covered in chapter III of the Study. 
This period is characterized by a much richer data base than is the 
period which precedes it. Although flow of funds estimates exist for 
the entire post World War II period, the quality of the data before 
1952 is much inferior to that after 1952; furthermore, the inclusion 
of the 1946-1951 years of demobilization, post-war adjustment 
and then renewal of war in Korea introduce some distortions which 
make analysis more difficult. The NBER Report does, however, as
semble some historical data from previous Bureau studies in order to 
place the more recent events in a longer time perspective. The re-

1 Flow of Fund8 Account8, 1945-1968, March 1970. 
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ma.inder of this chapter is devoted to a summary of this historical 
material. Chapter III will examine the years since 1952 in more detail, 
and it will recapitulate the general findings and conclusions of the 
NBER Report. 

2. The Gr.owth of National Assets Since 1900 

In 1900 the United States had tangible assets valued at $88 billion; 
by 1968 the stock of land, buildings, and equipment was worth $3,140 
billion. A portion of this growth in the value of assets is, of course, 
attributable to the increased prices of all types of weal'th, particularly 
the price of land. Another portion of this growth in the replacement 
value of physical assets merely kept pace with increases in the popu
lation; simply to keep each member of the labor force endowed with 
as much capital in 1968 as in 1900 would have required considerable 
investment. Most of this increase in the value of our tangibles, however, 
has made the per capita endowment of real capital much larger than it 
was in the earlier years of American economic history; and thus di
rectly or indirectly has contributed to the increases in ll1come and out
put per capita experienced in this century. 

Over the same time period the stock of financial assets has grown 
from $59 billion to $3,900 billion; thus, in 1900 the value of the paper 
claims on our stock of real assets was worth only 65 percent of the 
value of those same real assets. By 1968, however, the economy had 
issued paper worth more than 130 percent of the value of the underly
ing tangibles. This reflects both the growth of external financing and 
the role of financial institutions as intermediaries between sa vel'S and 
the accumulators of tangible assets. Table II-I indicates the tremen
dous increase in both tangible and financial assets per head which has 
occurred since 1900. Table II-2 indicates the growth rates which 
have brought it about.2 

This ca,pital accumulation was dependent to some extent, at least, 
on the particular set of financial institutions, arrangements, and in
struments whioh in fact existed. Output, consumption and investment 
would probably have occurred at different levels with a different set 
of financial arrangements. Although the economic history of the past 
70 years cannot be recreated, it is useful to consider bl'lefly some of 
the links between the paper and the real economies using the financial 
history of the United States before 1952 as illustrative material. Thus 
the next sections discuss financial institutions, their role in the savings 
investment process, and the functions performed by financial as op
posed to tangible assets. These points are illustrated by some historical 
data. In the remainder of the chapter the market for corporate equity 
is examined in more detail. 

2 The growth rates shown here are the annual percentage rates of change over the 
period. They Incorporate price effects as well as real growth. 
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Table II-l 

The Growth of National Assets of the U.S., 1900-1968 

~ggregate ($ billion) Per Head ($ 000) 

Tangible Financial Nat ional Tangible Financial 
Assets Assets Assets Assets Assets 

p. 1/ 2/ p. 1/ 2/ 
r~mary- Secondary- r~mary- Secondary-

1900 88 42 17 147 1.1 .6 .2 

1929 439 369 133 941 3.6 3.0 1.1 

1952 1,153 723 439 ' 2,315 . 7.4 4.7 2.8 

"1960 1,8.95 l,242 759 3,896 10.5 6.9 4.2 , . 
1968 r 3,141 2,344 1,573 7,058 15.6 11.6 7.8 

1/ Securities issued by nonfinancial t~~8?~_s 

~/ Securities issued by financial institutions 

SOURCE: Adapted from Table 3-10 NBER Report. 

National 
Assets 

1.9 

7.7 

14.9 

21.6 

34.9 

~ 
--l 
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Table II - i 

Rates of Growth of National Assets and Components 

1952-68 vs. 1901-51 

percent per year~ 

1901-5 1952-68 

(1) (2) 

I. National Assets in current prices 5.60 7.20 

1. Tangible assets'll 5.20 6.50 

a. Reproducible tangible assets 5.70 6.10 

b. Land 3.80 8.30 

2. Financial assets 6.10 7.90 

a. Claims 6.20 6.80 

b. Equities 5.30 it.SO 

3. Debt 6.30 6.80 

4. Net i'lorth 5.10 7.10 

II. General price level 2.50 2.10· 

III. I:'opulation 1.1.0 1. 65; 

IV. Kati'onal assets in constant (929) , 
price on basis of general price level 3.10 5.10; 

V. National assets per head at constant 
price 1. 70 3.45: 

VI. Financial interrelations ratio (12:11) 0.95 1.30: 

1Calculated on basis of value at beginning and end of period. 

2Includes gold and net foreign assets. 

Sources: Adapted from Table 3-11 of NBER Report. 

Difference 

(3) 

11. 60 

11.30 

10.40 

14.50 

11.80 

10.60 

16.50 

10. )0 

f'2.00 
-0.40 

/0.2,;) 

12.00 

11. 75 

10.35 
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3. Saving, Investment and Financial Intermediaries 

The tangible wealth of the United States has increased enormously 
since 1900, both absolutely and relative to increases in the population 
or in the labor force. The mvestment which adds to this stock of wealth 
each year must be financed by saving, the giving up of a claim on cur
rent consumption in exchange for a claim of equivalent present value 
on future output. 

In the early stages of industrial development saver and investor are 
frequently identical. As capital goods become more complex, however, 
the outlay of money necessary to increase future output becomes larger 
than can be financed from the entrepreneur's savings alone. External 
funds, in the form at first of. debt, and later also of equity as the cor
porate form of business organization became more :prevalent, became 
the source of financing of this new capital accumulatIOn. 

At the same time that capital goods grow too costly for some entre
preneurs to finance out of their own saving, others find their savings 
larger than their own enterprises can profita:bly absorb. These net 
savers then may lend sUI'J?lus funds directly to net investors; they may 
purchase the equity secUrIties of the deficit group; or they may instead 
acquire a claim on financial intermediaries which then supply the debt 
or equity funds required by nonfinancial business. 

Thus for any sector the existence of the paper economy in which 
claims on future resources may be exchanged for the use of present ones 
makes it possible to finance a level of investment which would be im
possible were investors forced to limit their acquisitions to what their 
own funds could finance. The development of debt and equity instru
ments has made possible a better system of mobilizing savmg than 
would have been available without rather extreme forms of Govern
ment intervention. 

Financial markets and institutions relieve the investor and the saver 
of much of the trouble of finding each other. The necessity of finding 
a lender with the proper amount of funds and a willingness to hold 
the sort of paper that the borrower wished to offer created a situation 
in which it was profitable for someone to make a business of inter
mediating between borrower and lender. Just as the existence of finan
cial assets made it possible to own tangibles indirectly, the existence 
of financial intermediaries makes it possible to own indirectly the 
claims and equities issued by nonfinancial sectors. In this process the 
cost of borrowing is made lower than it would otherwise be, and the 
return on lending is raised relative to the risks involved. The financial 
institution attracts funds by giving savers securities which are more 
desirable from their point of view than are those issued directly by the 
nonfinancial sectors; they may have a shorter maturity, they may be 
less risky, tfley may reqUlre less skill and sophistication on the part of 
the purchaser, or they-may have other characteristics and uses which 
make them attractive. With the funds so raised from net savers, the 
financial institution is enabled to purchase the securities of the net 
borrowing sectors. It does and can do this because it can achieve certain 
economies of scale in both lending and borrowing and thus create a 
spread between lending and borrowing rates. 

Transactions and exchange costs contain fixed elements which lead to 
an inverse relationship between the size of the transaction 'and the costs 
of effecting it. The institution can also reduce the costs of borrowing 
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below what would be entailed in assembling a given pool of capital 
from many small savers. In addition, the institution can afford to ac
quire or to set up facilities for research and the like which can give it 
information and analysis that are not available to the same degree to 
the small or intermittent acquirer of financial assets. 

The ability to assemble large portfolios has other advantages for 
the institution. Diversification is possible only with a portfolio large 
enough to accommodate positions in an assortment of assets whos~ 
risks are relatively independent; thus the return available for a given 
risk is probably greater for the individual as part of a large pool of 
funds than as the owner of a small portfolio of his own. Further
more, ·although the individual accounts that comprise the liability 
of the intermediary may be quite volatile, offsettmg movements in 
other accounts make the total inflows to the financial institution some
what less erratic, and their need for liquidity is therefore'· somewhat 
less. In addition the degree of liquidity associated with a given return 
may be increased for the holder of a claim on ,a financial institution. 
Finally the institution's service of pooling risks and scheduling the 
portfolio's maturities to match outflows reduce uncertainty for the 
mdividual. The fact that savings, primarily supplied by households, 
can be mobilized and put to use at a lower cost as a result of inter
mediation performed by these institutions means that the cost of 
credit is lower than it would have been did these institutions not exist. 
Thus there will be more saving and investment at every level of 
income, a higher level of capital accumulation, and a higher rate of 
growth of output than would otherwise be the case. 

Another feature of the financial system which has also contributed 
to its ability to channel savings into investment is the existence of 
organized secondary markets in which existing financial assets can 
be bought and· sold. These exist only rarely for tangibles ("previously 
driven automobiles" and "previously occupied houses"). The existence 
of such secondary financial markets means that, although in the aggre
gate new investment is financed by new money, the ability of a par
ticular sector to acquire newly issued paper or newly produced tan
gible assets is not limited either by funds newly committed to it or 
by its own savings. Some changes in its existing portfolio ,may be 
made, and will be made, so long as the new issue provides a more 
attractive investment opportunity than those assets which must be 
disposed of in order to acquire it. Secondary markets not only provide 
a mechanism whereby market valuations are established, but they 
provide somewhat greater liquidity for holders of the assets traded 
there. Although the price is not certain, it is at least somewhat more 
predictable than is the price of an asset which is traded only rarely. 
Again, the existence of a secondary market may make the buyer of 
the security content with a somewhat lower yi~ld. 

4. Historical Illustration 

The U.S. financial system has certainly not been incompatible with 
the growth of its economy. The crucial characteristic of a financial 
system in the long view is its ability to innovate and to be flexible 
in response to the large structural shifts in production and distribution 
which take place over time. Presumably if the conditions for an opti~ 
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mum short-run allocation of funds are met, this allocation of resources 
between present and future income will be "best" from the point of 
view of the satisfaction of private preferences. Should there be exter
nalities such that private and sOClal goals diverge, the Government 
can intervene to shift the temporal allocation of income. 

Tables II-3 and II--4 trace some of these developments. Land rep
resented 35 percent of national wealth in 1900; by 1952 its share had 
declined to 17 percent; in 1968 it represented 23 percent of national 
wealth. This reflects primarily the declining importance of farming 
since the turn of the century and then the rise In urban land prices 
since World ·War II. The share of private plant and equipment has 
declined while that of public structures and durables has risen. 

Financial assests have also undergone changes in composition. The 
debt of the Federal Government increased in importance during 
World War II. The share of claims against nonfinancial sectors de
clined steadily; that of the liabilities of the banking system remained 
little changed except for the immediate post-war years, while the role 
of claims against financial institutions other than banks became more 
prominent. The share of equity securities rose until 1929, fell until 
the post-war period was well advanced, and then began its rise. The 
growth of the shares of nonfinancial corporations relative to other 
financial assets was less pronounced .than that which occurred before 
1929; for shares of financial corporations, a category including mutual 
fund shares, the relative growth has been considerably more rapid. 

Table II-5 indicates that the importance of the various classes of 
institutions has also shifted over time. In terms of the share of the 
institutions in the total assets of financial intermediaries, the share 
of commercial banks (excluding their trust departments) has de
clined and that of other institutions has grown. This relative growth 
in nonbank financial institutions reflects the development of new in
stitutions as well as the rapid growth of some existing institutions. The 
relative growth of pension funds has been especially dramatic. 

These data are too fragmentary to permit one to say very much 
about the role of the U.S. financial system in the economic growth of 
the country. They do suggest, however, that the shifts in the compo
sition of wealth that have occurred both through price movements 
and shifts in the composition of real investment have been accom
modated by the set of instruments and institutions which developed 
simultaneously during the period. The rise in residential relative to 
nonresidential construction in the private sector was obviously facil
itated by the growth in savings and loan associations. The steady de
cline in the debt of nonfinancial sectors and the increased share of the 
debt and equity issues of financial institutions indicates that inter
mediation was increasing, thus implying higher rates of captal forma
tion and growth than would have been available without it. 
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Table II-3 

The National Wealth of the U.S. and its Main Components. 1900-1968 

Current values; net percent 

1900 1929 1952 1960 1968 
TanE!ible Assets (5) (,,) ( ,) (2) (IL-

l. Land 35.3 25.9 17.3 21.8 22.8 

1. Private, agricultural 18.3 8.7 5.8 4.9 4.9 
2. Private, non-agricultural 12.4 13.7 8.5 12.7 13.3 
3. Public 4.6 3.5 3.0 4.2 4.6 

/ 

II. Structures 39.9 43.2 50.0 48.8 48.8 

1. Private, residential 19.9 21.8 24.4 23.5 22.1 
2. Private, non-residential 17.7 16.1 12.3 11.5 11.5 
3. Public, non-military 2.3 5.3 13.3 13.8 15.2 

III. Equipment 14.4 18.3 19.8 19.3 19.4 

1. Private, prod. durables 7.3 8.6 10.9 10.5 10.5 
2. Private, cons. durables 7.0 9.6 '7.9 ---7·4 7.4 
3. Public non-military 0.1 0.1 ·1.0 1.4 1.5 

IV. Inventories (iucldg. livestock) 11.3 8.7 9.6 7.8 6.9 

V. Monetary metals 1.8 1.1 2.0 0.9 0.4 

VI. Net foreign assets -2.6 2.8 1.2 1.3 1.6 

VII. National wealth 100.0 100.0 100.0 100.0 100.0 

Source: Adapted from Table 3-5 of NBER Report. 



Table II-4 

Structure of Financial Assets, 1900-1968 

percent 

C1aims2 

All Against Against financial 
Financial All Non-financial Sectors Institutions 
Assets1 All Federal Other All Banking Other 

Government System 
(1) (2) (3) (4) ( 5) -.t~ (7) -.t~ 

1900 100.0 76.3 52.1 2.2 49.9 24.2 13.8 10.4 

1929 100.0 63 0 40.6 3.6 37.0 22.4 12.2 10.2 

1952A 100.0 83.0 47.6 21. 5 26.0 35.5 20.9 14.6 

1952B 100.0 83.7 48.8 21.0 27.8 34.9 17.9 16.9 

1960 100.0 - 77.7 44.4 13.2 31.3 33.3 13.0 20.3 

1968 100.0 71.3 38.5 8.5 30.0 32.7 12.4 20.3 

1Does not include proprietors' equities in unincorporated businesses. 

2Face value. 

~arket value. 

Source: Table 3-6. 

I 
All 

(9) 

23.7 

37.0 

17.0 

16.3 

22.3 

28.7 

CorDorate Stock3 

( 1) 
Financial Others 
Insti tu-

tions 
(10) (11) 

4.6 19.1 

4.4 32.6 

1.9 15.0 

3.0 13.4 

4.6 17.6 

7.4 21. 3 

---L-.- --

~ 
C;.:) 



Table 1I-5 

THE SHARE OF THE MAIN FINANCIAL INTERMEDIARIES, 1860-1968 

(Assets of all financial intermediaries = 100) 

1860 1890 1912 1929 1939 1952 

Federal Reserve banks 4 11 13 
Commercial banks 11 65 58 64 50 40 42 
Mutual savings banks 20 18 12 7 7 6 
Savings and loan 

associations 6 3 6 3 6 
Finance companies 0 2 2 3 
Investment companies 2 1 1 
Federal lending 

institutions 0 6 1 
Life insurance 

companies 2 8 13 13 18 18 
Pens ion funds 1/ 0 2 4 4 
Property insurance 

companies 8 4 3 4 3 4 
Other financial 

intermediaries 5 6 5 11 5 2 

II Does not include trust departments. 
"il Private trusteed and public funds. 

1960 

8 
34 

6 

11 
4 
3 

2 

,18 
i ' 9 
I 
I 

4 

2 

Source: 1860-1939 Raymond W. Goldsmith, Financial Institutions, New York, 1968. 
1952-1968, "Flow of Funds Accou~245-1968, Washington, D.C., 1970. 

1968 

6 
34 

6 

12 
4 
4 ~ 

~ 

2 

14 
11 

4 

3 
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B. EQUITY SECURITIES AND THEIR ROLE IN INSTITUTIONAL PORTFOLIOS 

BEFORE 1952 

1. Trends in Corporate Finance 

The extent to which firms have relied on the market for corporate 
shares for financing has varied over time. Both the volume and the 
industrial composition of corporate stock outstanding in the United 
States over its history has reflected the rise, maturity and in some 
cases the decline of great American industries. The data in Table 
1I-6 trace the growing popularity of corporate equity from the days 
when financial institutions were the only substantIal users of the 
corporate form, through the growth and decline of the railroad, the 
Jater growth of other utilities, and the virtually uninterrupted growth 
in the share of stock outstanding representing a claim on manufactur
ing, mining, trade and services. 

Railroads and public utilities together had almost half of the 
tangible assets of nonfinancial corporations at the end of the nine
,teenth century, but their share had declined to 40 percent by the middle 
of the twentIeth century. The share of nonfinancial corporations in 
the national wealth remained around 25 percent from 1850 to 1950; 
increases in the use of the corporate form and in business capital 
formation were offset by rising household and Government capital 
formation. 3 

The amount of capital formation does not automatically determine 
the supply of new equity issues. Corporations may finance internally. 
While this increases the equity of existing shareowners, it does not 
increase the number of shares to be traded and priced. It is also pos
sible for corporations to borrow, either through the public sale of 
bonds or through institutional loans, trade credit, and the like. Table 
II-7 summarizes this. While stocks account in value for the bulk 
of the issues outstanding for these corporations, they account for a 
much smaller fraction of the net new Issues during any of the sub
periods. Indeed after 1912, the most common form of external financ
mg is not security issues at all, but is, in fact, "other debt." 

In Table II-8 this is shown even more sharply during this century. 
Internal funds have never accounted for less than 55 percent of total 
sources of funds. Within the external financing category, although 
stock issues increased during the 1920's (and were the only positive 
external issue in the 1930's as debt was retired, defaulted, etc.), 
this hasf-O'enerally been a financing medium of declining. popularity. 
Table I -7 'showed thllJt both corporate stock outstandmg and net 
new issues declined relative to GNP from 1929 until well into the 
1950's. Table II-8 indicated thllJt the share of these funds devoted 
to the financing of the acquisition of tangible assets declined (with 
a rather extreme interruption in the securities retirement era of the 
1930's) until after 1945. The next chapter will demonstrate, how
ever, that since 1952 the trend in this ratio has been generally upwar~; 
only in a few years is it as low as in most of the early years of thIS 
century. In the nineteenth century the growing industries had en
gaged 'in more external financing, and there was relatively more cor
porate capital formation to be financed. 

• See NBER Report, Chapter 2, sees, 1, 2a, 
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Although stock issues serve as only a minor vehicle 'for attracting 
inflows of funds to financial institutIOns other than investment com
panies, such stocks were quite important as a component of stock 
outstanding until the late nineteenth century, as Table U-9 demon
strates. Although now small in relation to the stock of nonfinancial 
corporations outstanding, these securities do constitute an investment 
vehicle for both individuals and institutions. Foreign issues are also 
available for acquisition by domestic institutions and individuals, and 
there are also foreign holders of the securities issued by U.S. corpora
tions. During this period, however, with the exception of Canadian 
issues, the role of foreign stocks in the U.S. markets was negligible; 
nor were foreign investors a significant element in the market. 
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Table II-6 

Industrial Distribution of Corporate 
Stock Outstanding 1835-1949 

(percent) 

. 1835 1871 1900 
0) (2) (3) 

Railroads 2 19 39 

Other transportation 
Gas and electricity 7 9 7 

Banks and insurance 64 26 20 
, 

Manufacturing and mining 
Trade and services 27 46 34 

Total 100 100 100 
-~-.--- - --- -- ---- - - - -- '-- -

SOURCE; Adapted from Table 2-4 of NBER Report. 

1929 1949 
(4) (5) 

6 3 

11 10 

11 8 
.' 

72 79 

100 100 
- - -- ------- - - ---

If:>. 
'-l 



Table 11-7 

The Supply of Stock of Nonfinancial Corpom tions, 1840-1952 

Issues Outstanding l Net Issues2 Issues Outstdg. I Net Issues 
Total Stocks Bonds Other Total Stocks Bonds Other Total Stocks Total Stocks 

Debt Debt 
Billions of Dollars Percent of GNP 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12 ) 

1840 0.3 0.1 0.1 0.1 18 6 

1860 1.5 0.7 0.5 0.3 1.1 0.5 0.4 O.l 39 18 2.0 0.9 . 

1880 9.0 4.0 3.0 2.0 7.2 3.0 2.5 1.8 86 38 5.0. 2.0 

1900 26.2 11.2 7.1 7.9 15.0 5.0 4.1 5.9 132 56 5.6 1.9 

1912 65.2 32.0 18.1 15.1 23.0 4.8 11.0 7.2 182 89 7.0 1.5 

1922 129.5 65.1 24.5 39.9 37.6 6.4 6.4 24.8 175 88 6.0 1.0 

1929 261.0 164.7 36.3 60.0 42.5 10.6 ll.8 20.l 253 160 6.4 1.6 

1939 155.2 89.2 31.4 34.6 -26.4 3.8 -4.9 -25.~ 171 100 -3.4 0.5 

1945 218.4 130.2 23.6 64.6 19.6 1.8 -7.8 30.Q 103 61 2.0 0.2 

1952 361.8 193.1 44.l 124.6 90.7 10.2 20.5 60.9 105 56 4.7 0.5 

--

Market value for stock; face value for debt. 

2 Net issues cumulated over period ending with year indicated. 

Source: Adapted from Table 2-2 of NBER Report. 

~ 
00 



.Table -l.I....8 

Sources of Funds of ~onfinancial Corporations, 1901-1952 

1?01 11913 11?23 11930 119~0 1?!..;6 \1 l?Ol 
~o to! ~o I to I ~o ~o ~o 

1912' 11922 1929 11939 19~5 1952 1952 _ ____________ -:----'-'(1::..<.)--1---'(..;;:.2.:....) ....;'+' ----,-",OL eLL) " (5) (6) (7) 

I. Total sot:rces of 
f1L"lcS ($ bill.) 

1. Period total 
2. Annual -z. .. .rel ... O,f;c 

. II. Individuo.l Sot:rces 
(%) 

40.0 
3.3 

100 

1. In:'er::1a..l sources 55 
<!. Ret. profits 22 
0 0 C~pi~~l conso 

allowances 34 

2. Ezternal sources (net) h5 
a. Borro.'{'Ln~ (cxel. b) 10 
b. Bo~d3'and r.ot~s 21 
c. Stock l~ 

III. Gros::; c'::,Jit:<l.l expenditures 1 26.1. 
$ Billion I 65 
"::~,c:...cnt of 1-1. I 

Source: Adapted from Table 2-3 of ~BER Report. 

I I I I I I I 

I 
28.3 
2.8 

75.4 
12.6 

201.8 
28.8 

507.7 
9.8 I

, 76.1 1 86 •1 
7.6 12.3 

I 

(

I 100 I 100 I 100 100 100 100 

60 II 55 \ 114 ' 80 58 64 

I 27 17 1-71 32 31 22 

! 34 jl 37 184 I 49 27! h2 

I .. ho h5 I -14 /1 20 42 I 36 

1\ 20 1\ l~ ! -32 20 27 l 18 
, 9 IlL, -1 I -5 10 I 9 

j
l II I 19 I 19 I 5 , 5 i 10 

1:.9.4 i S:l.l I 31.2 I 40.9 !lU9.1 13l~7.8 
! 65 I 59 I no I 54 I 7:': 69 
I ,,___ I ! ! 

~ 



Table II-9 

The Supply of Stock of Financial Institutions, 1840-1952 

Federal 
Reserve 

Total Banks .!.I 
(1) (2) 

1840 .33 -
1860 .49 -
1880 1.00 -
1900 2.70 -
1912 6.00 -
1922 11.00 .33 
1929 22.00 .45 
1939 10.90 .35 
1945 16.47 .59 
1949 17.69 .83 
1952 26.36 .97 

1/ Book value. 
2/ Market value. 

($ billion) 

Cornmer- Property 
cial ins; 

Banks~1 cos. ~I 
(3) (4) 

.29 .04 

.42 .07 

.90 .10 
2.40 .30 
5.00 . 
9.20 

15.80 3.10 
6.10 2.80 
9.30 3.80 
8.20 4.20 

13.00 6.00 

2/ Assets of companies. 

Federal 
Home 
Loan 
Banks.!.1 

(5) 

-
-
-
-
-
-
-
.17 
.20 
.23 
.32 

Source: Adapted from Table 2-5 of NBER Report. 

1/ 
Investment Cos. 
Open 
end Other 
(6) (7) 

- -
- -
- -
- -
- -
- -
.13 2.52 
.53 .95 

1.30 1.28 
3.10 1.13 
3.90 2.17 

Total p.c. 
of stock 
of non-
financial 
corporations 

(8) 

330 
70 
25 
24 
19 
17 
13 
12 
13 
13 
14 ' 

-

21 

01 o 
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2. Sources of Funds for Financial Institutions 

Institutions finance their own acquisition of claims on and equities 
in nonfinancial businesses, households, and governments, by issuing 
liabilities with risk and maturity characteristics more desirable from 
the point of view of these same nonfinancial asset holders than are 
the securities in the intermediary's own portfolio. The first institu
tions to develop were, of course, banks and insurance companies. 
Commercial banks attract funds in the form of both demand and time 
deposits; the former 'are money, the latter constitute for the holder a 
highly liquid but interest-bearing asset. Thrift and insurance organiza
tions grew up as devices to channel the savings of small investors; 
investment companies, finance companies, brokers, investment bankers 
and other specialized financial institutions grew up as the need arose for 
their services and the opportunity to profit by filling that need 
presented itself. 

Table II-I0 traces some of these inflows into financial institutions. 
The inflows are scaled in all cases by gross national product.4 The 
money stock rose rapidly relative to GNP during 1913-1922 and dur
ing 1940-1945. During both of these periods the country was financing 
a war, and the first period included, in addition, the creation of the 
Federal Reserve System. The inflows from household accumulation 
of time deposits, pension, and insurance claims increased from one 
to four percent of GNP over the period 1860-1929. Although the ratio 
dropped during the depressed 1930's, the funds committed to such 
assets again increased relative to GNP after World War II. This seems 
to have reflected a definite commitment of funds to this form of 
financial savings o'n the part of households, since neither the per
sonal savings rate nor the share of disposable income in GNP exhibited 
much of a trend in this direction over the period.5 During this time 
pension funds and life insurance companies were growing in im
portance, while in the earlier years, at least, mutual savings banks 
were not yet in the steady state that would characterize their later 
years. 

The last column in this table indicates the extent to which the inflows 
represented by additions to the money supply, to time deposits, and 
to claims on insurance and pension organizations account for total 
inflows into all financial institutions. This has usually been quite 
large, though during the 19~0's the growth of finance companies, 
investment companies, and the activities of brokerage houses made 
these institutions more attractive outlets for financial asset accumula
tion that the more traditional claims discussed above. A similar de
velopment has occurred since 1965; investment company shares have 
become more popular, and interest rates have been high enough to 
encourage the disintermediation which strikes deposits at thrift in
stitutions particularly heavily. 

• This scale factor relateR the growth of additions to the stock of the claims on financial 
Institutions to the growth of the economy as It whole. 

• See NBER Report, Chapter 2, sec. 3, pa88im. 
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Table n;,lU~ 

Determinants of Growth of nssets of nIl Financial Institutions 

1861-18{)0 

1881-1900 

1901-1912 

1913-1922 

1923-1929 

1930-1939 

1940-19hS 

19h6-195? 

0.7 

1.9 

0.5 

6. 7 

1.3 

in. the United States 1861 - 1952 

(Percent of gross national product) 

0.1 

0.4 

1.1 

1.11 

1.0 

-0.5 

1.5 

0. 5 

0.9 

.1.3 

1.7 

3.2 

2.5 

5.1 

4.7 

1.7 

3.1 

3.2 
13.3 

6,5 

4.2 

5.2 

8.0 

4.3 

19.4 

7.u 
_____ j __ ___ ._!.....-_. _ . _____ ..... ______ ""-_______ ..1---____ _ 

.7h 

.74 

.• 81 

.r 7 

.7h 

.69 

.93 

loank notes held by public plus adjusted dc~cnd de?osits (froM 1880 
II. Friedl,an and 1,. J. SC!l"'lartz, i\ llonetary Ilistory of the Un~tec. States, 
1867 1960, NeH Yo;-k, lillER, 1963, pp. 704 ff.); rough estimates for 1860. 

2T' , " . 1 b ) (1 .) ~me (lepos~ts ~n, cOI:ll'lerc~a an:s OC. c~t •. 

3Increase in total assets of nutual savings banks, postal savin~s 
system, savillg and loan associations, credit ullions, and all insurance 
ana pension organizations, (rinancial Intercediaries, pp. 73-74 and rough 
~stimates for 1861-1900.) 

4r,oc. -:it.; excludes personal trust departnents and 
holding cOPl[Jan~es. 

Source: Adapted from Table 2-6 of NBER Report. 
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3. The Stock Portfolios of Financial Institutions 
Tables IJ-ll and IJ-12 present information on the size of the hold

ings of corporate stock by the various financial institutions important 
in this market and the importance of this stock in the portfolios of the 
several types of institutions. 
a. OommerciaZ banks 

As we have seen, commercial banks, even excluding their trust de
partments, are the largest institutional group in terms of assets, 
though stock has never been one of the major components of their own 
portfolios nor have they been important holders of stock. National 
banks may not, and state banks generally do not hold corporate stock, 
though state banking regulations on this matter vary. Before 1939, 
from one to one and one-half percent of their portfolIos consisted of 
the stock of operating affiliates, whether actual or potential; despite 
the size of bank assets, this modest commitment to stock gave them 
only a negligible share of stock outstanding even then, and their sig
nificance in the mg,rket for corporate equities is even less now. (As 
administrators of trust assets, of course, their role in this market is 
considerable. ) 
h. MutuaZsavings banks 

In the late nineteenth century, mutual savings banks held from three 
to five percent of their assets in the form of stocks. These holdings were 
heavily concentrated in commercial bank stocks, and they held at this 
time about three to four percent of the bank stock then outstanding. 
These holdings were especially concentrated in the shares of banks in 
states where mutual savings banks were active. From 1900 until 1922, 
though their stock portfolio stayed constant, their assets trebled; thus 
by 1929 only .78 percent of their portfolio was invested in stocks, and 
their share of outstanding bank stock was down to one percent. During 
the 1930's and 1940's both their share of bank stock and the importance 
of stock in their portfolios again increased. Thus by 1952 1.3 percent 
of their assets consisted of stock, and they held about 2.2 percent of 
outstanding bank stock. 
c. Life in.mrance companies 

Statutory requirements on the investment policies of life insurance 
companies were not too strict before 1905. Until 1880, however, only 
two percent of their portfolio consisted of the shares which they held 

. of railroad and bank stock. Between 1880 and 1905 they were devoting 
six percent of their portfolio to the shares of railroads, banks, and pub
lic utilities. However, the Armstrong Commission investigation led to 
severe restrictions on the stock holdings of companies opernting in New 
York State; thus by 1922 only one percent of their insurance portfolio 
was devoted to corporate equities. From the late 1920's on, their stock 
portfolio grew, but stocks accounted for only three percent of their 
portfolio by 1952. There was a slight change in emphasis from yield 
to appreciation apparent in the switch in acquisitions from preferred to 
common after World War II. However, corporate equities were never 
a significant item in the portfolios of life insurance companies during 
this period, even when they were free to acquire them. 

53-940 Q-71-pt. 1-7 
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d. Property-liability i'l1.8Urance companie8 
The situation is somewhat different for property-liability insurance 

comJ?anies. They were under no investment restrictions; they had lia
bilitIes of only intermediate length as distinct from life; companies, and 
they did not have the incentive that deposit institutions would have to 
hold relatively liquid assets. In 1860 almost a quarter of their portfolio 
was 'held in the form of stock, primarily bank stock. This gave these 
companies control of about one percent of total stock outstanding and 
about three or four percent of bank stock outstanding. By 1900 they 
had substituted railroad for bank stock. The shaf(~ of corporate stock 
in property insurance portfolios exhibited little trend over the period, 
though there were price fluctuations which caused some variation 
around its 25 to 30 percent range. The rapid increase in their holdings 
during the 1920's reflected both price appreciation and heavy net pur
chasing; the latter continued in the 1930's as well. Again as distinct 
from the practice of life insurance companies, preferred stock was 
much less important than was common stock ,as an 'asset throughout the 
period. 
e. Inve8tment c01npanie8 

Investment companies, so much a feature of the financial scene to
day, were of only minor importance until the 1920's when closed-end 
companies became vehicles for diversification and participation in the 
booming stock market of the period; many of the companies did not 
survive the depression. Although the now common mutual funds made 
their appearance during this era, the industry as a whole stagnated 
until well after 'World 'Val' II. Their assets have almost always con
sisted largely of corporate stock; .at times, such 'as in the late 1920's, 
they have come to exert a considerable influence in the market for cor
porate shares. Common stock has always been predominant; preferred 
stock has declined in importance in their portfolios, as have mil road 
shares. Most of their holdings were in industrial stocks; holdings of 
utility and financial stocks each constituted about ten percent of their 
stock portfolios. There was some participation in the market for Cana
dian shares in the Irate 1920's, but serious interest in foreign securities 
began only in the mid-1950's. Both law and their own custom have kept 
the portfolios of most investment companies fairly diversified. 
f. Private nninsU1'ed pen-sion funds 

Until after ",Vorld "'Val' II, private uninsured pension funds were 
not significant as a form of institutional portfolio; even by 1952 their 
holdings of stocks were relatively small in comparison with those of 
other major institutional holders. Although stock represented only 
about 11 percent of their assets in 1945, 20 percent has been the more 
common figure over the period. Again, one can observe a switch out 
of preferred and into common stock over the period. 
g. Bank admini8tered per801wl tr'u8ts 

Bank trust departments have always been the largest administrators 
of personal trusts. By 1900 the stock portfolios which had been en
trusted to them by the large estates which had been accumulated in the 
nineteenth century gave them control over almost twice as much stock 
as that held by all other institutions together. The portfolio policy of 
a trustee is, of course, limited by fiduciary rules in general: and by 



55 

the particular agreement setting up the trust in question. Although 
the importance of stock in the portfolios of trusts increased, this 
phenomenon was not attributable so much to the investment policies 
of bank trust department portfolio managers as to the general temporal 
pattern of stock prices and the composition of the portfolios which 
passed into their control. Stock holdings were and are rather con
centrated among the wealthy; these same accumulators of large for
tunes were more likely to set up trusts; and the movements in the 
share of stock in the portfolios of personal trusts can be readily ex
plained by these facts and by the movement of stock prices over the 
period.a 

The portion of the personal trust accounts which are represented by 
common trust funds is small. Information on them is somewhat more 
plentiful than it is for the entire category of personal trusts, however. 
Like mutual funds, they are a means of pooling the assets of many 
small accounts in an effort to achieve some ad vantages of scale and 
diversification; unlike mutual funds, units of partiCIpation may not 
be sold. Because the manager's investment deCIsions are not so much 
circumscribed by the trust agreement as in the case of separate trust 
accounts (although there are specialized types of common trust 
funds), movements in the share of the portfolio committed to stock 
may be more indicative of changes in the trust department's invest
ment policies. They shifted from equal shares of common and 
preferred to a much greater reliance on common stock. Their stock 
portfolios constituted a somewhat larger fraction of their assets than 
was the case for personal trusts in general. 
h. 0 ther in8titutions 

Other institutions are not discussed in detail in the NBER Report, 
either because their participation in the equity market was so limited 
or because there exists virtually no information on which to base the 
discussion. Two examples of the latter are broker-dealers and invest
ment advisors. The latter give .{>ortfolio management and advice, 
either alone or in combinatIOn WIth investment banking, brokerage, 
and other financial services. They are rather like bank trustees in that 
they manage but do they not own; however, there is no trustee rela
tionship. They m~y have profit sharing contracts with the owner of the 
portfolio, and they generally do not have physical custody of the 
securities. They manage portfolios for both instItutions and individu
als. In 1939 such individual accounts had about $1% billion worth of 
stock. 

To summarize briefly, there is a pattern of growing institutional 
interest in corporate shares. However, the institutional composition of 
this growth in the stock holdings of financial institutions is by no 
means constant over time. Different institutions grew up at different 
times, and their portfolio policies shifted in response to different 
classes of events. All did become active purchasers during the 1920's 
and in the immediate post-World War II period. In general, there was 
some substitution of common stocks for preferred as the equity com
ponent of institutional portfolios. The next section will exanllne the 
Implications of these developments for the market for corporate 
stock. 

• The Standard and Poor's 500 stock Index had rej;alned Its 1929 value by the early 1950's. 
See the NBER Report, Chapter 2, sec. 4.h, pa88lm. 
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Table JI'-ll 

Finil:.:::l~\1 In~;titutions' lloldinos of Corroratc Stock, 18CO-1952 

($ million) 

~'-;~r~::rv, Cont'" 
PC'nn. i (,OG. Trll~L 

Funds J Funds 
(5) (6) (7) 

TOLal~FoLal --
(1)-(7) Trust 

Funes I (3) ('J) I (10) 

CO:;'"1.!I';utuaJ I Life Prop. 
Ran!{fi1. SVl1r.:3. In::. ins. 

J~[In'u, Cos. cos. 

_______ (1) __ ?:_) _I._-.:~ __ ~_ _ .. _-----..- ------ ---- - ---
18W 

lEao 
1900 

1912 

1922 

In9 

1935 

19/,5 

1952 

10 

30 

103 

284 

1,01 

1,009 77 

1,73 136 

220 166 

150 336 

1860 10 

1880 

1900 

1912 

19:<2 

1929 

1935 

1952 

1860 
1380 
1900 
1912 
1922 
1929 
1935 
19'~5 
1952 

--,""-

30 

103 

1,0 

43 

1:1 

1,01 1,3 

1,009 77 

473 J36 

220 166 

150 336 

62 

84 

75 

18 

25 

122 

231 

370 

l.:......6!l_St;.S':1 

18 69 

352 1,511 100 2,139 

568 1,1,57 210 1,201, 

1,000 2,415 239 1,9774 

2,450 4,320 1,964 ~S80 

Il.!~<?lr'~.S toe!!, 

54 

72 

93 

186 

59 275 112 57 

97 1,235 W2 1,990 

1:2 

25 

70 

579 

133 1,127 1262 1,132 16 

180 1,932 195 1,7764 42 

960 3,520 1,550 )6,290 4101 

2"'-1' "" .. ,'"'' 
8 29 

12 l,5 
72 16 95 12 

255 276 402 In 6 
1,35 330 842 72 9 
820 4GJ 94 2011~ 28 

1,1,90 800 414 2:101 138 

Source: Adapted from Table 2-18 of NBER ReEort. 

28 

95 

330 

61.0 

981 

5,250 

1,,073 

6,137 

16,.179 

293 

583 

851 

1,,482 

3,11,3 

1.,51.1 

13,2 /,7 

37 
57 

130 
768 
930 

1,626 
3,132 

600 

2,450 

6,300 

12,600 

12,950 

18,000 

25,000 

1/ Excluding stock of federal Reserve Bank. Does not include trust accounts. 
2/ Breakdown of preferred and common stock: 40% of total: preferred; 60% of 
total :: common. . 
11 An alternative figure (83) has been estimated based on figures for 6 main 
states (New York, Massachusetts, Connecticut, Maine, New Hampshire, and Rhode 
Island) taken from reports of their bank supervisory authorities. 
~/ Alternative figures, 250 for preferred stock and 2,650 for common stock, can 
be found in Studies in the National Balance Sheet, pp. 168-69. 

930 

3,090 

7,281 

17,850 

17,023 

21,,137 

1,1,379 



Comm. 

Banks 
(1) 

I 

1860 1. 20 
1880 1.10 
1900 1.03 
1912 1.30 
1922 .84 
1929 1. 52 
1939 

! .71 
1945 .14 
1952 .08 

! 

1900 1.03 
1912 1. 30 
1922 .84 
1929 1. 52 
1939 .71 
1945 .14 
1952 .08 

1900 
1912 
1922 
1929 
1939 
1945 
1952 
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Table 11-12 

Share of Stock in Assets of Financial lost! tutions, 

Mu t val Life : Prop. Savlngs Ins. ene;;. 
Banks Cos. I os. 

(2) (3) (4) 

2.30 22.80 
4.52 1.50 I 11.50 
1.77 3.56 25.68 
1.02 1. 91 23.50 
.73 .87 16.02 
.78 2.01 32.65 

1.15 1.94 30.45 
.98 2.23 31.83 

1.33 3.30 26.87 

1.77 3.10 19.58 
1.02 1. 63 1 18.92 

.73 .68 I 11. 91 

.78 .55 I 26.69 
1. 15 .45 I 23.55 

I .98 .40 1 25.46 

I 
T~3) I 1. 29 : 21. 89 

I I 
I 

I I I .46 6.11 

I I 
.27 i 4.58 
.18 ! 4.11 

1. 46 5.96 
I. 49 i 6.90 
1. 83 6.37 

12.01 I 4.98 

1860 1952 

Priv. lnv. Pens. 
Funds Cos. 

(5) (6) 

1. All Stock 

! , 

! 20.00 69.00 
j 20.00 74.56 

I 
20.00 85.51 
10.77 82.44 

I 20.62 84.79 

I 
II. Common Stock 
I 

I 12.22 57.00 
12.00 68.05 

I 12.00 80.40 

I 7.27 74.06 
16.28 81.06 

I 
Ill. Preferred Stock 

-~-·r?f-. .12 
8.00 6.51 
8.00 . 5.11 
3.51 8.38 
4.35 3.74 

I 

Camm. I All Trust (1) - (7) 
Funds 

(7) 

57.14 
50.00 
46.67 
52.64 

28.57

1 32.00 
28.00 , 
40.09 I 

I 

I 
28.57 I 
18.00 I 
18.67 

, 
12.55 

(8) 

... -.. _ . 
--- -

2.25 
2.05 
1.50 
5.16 
3.55 
2.61 
5.06 

1. 66 
1. 53 
1.02 
3.40_ 
2.10 
I. 61 
3.45 

.21 

.15 

.16 

.58 

.62 
8 5 

.82 

Pers. 
Trust 

(9) 

---- . 
.-- _. 

20_00 
35.00 
35.00 
42.00 
37.00 
40.00' 
41.67 

I : 

, 
I 

lExcluding stock of Federal Reserve Blmk. Does not include trust aeets. 
Source: Adapted from Table 2-19 of NBER Report. 

-- -All 

Institutions 
(10) 

I 
J: 

5.27 
8.08 
8.88 

13.69 
11. 46 
8.68 

10.!!3 

! 
I 

I 

I 
I 
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C. INSTITUTIONS AND THE STOCK MARKET, 1860-1952: A SUMMARY 

In the first half of this century the issuance of equity securities was 
never a major source of financing or even a major source of external 
fil1'ancing for U.S. corporations.7 New issues constitute a small 
fraction of the amount outstanding in any year; thus the role of 
institutions or individuals in the equity financing of corporate busi
ness is more likely to take the form of participatIOn in the secondary 
market. Trading III existing securities does permit investors to change 
the composition of their portfolios so as to be able to acquire new issues 
in excess of their inflows of new money. The valuations placed on the 
corporation's earnings by the securitIes markets also determine the 
terms on which corporations can issue new shares or add to the equity 
of existing shareowners by retaining earnings. In order to assess the 
impact of institutional shareholdings on the market for stocks and on 
the savings and investment decisions of the economy 'as a whole, one 
must look 'at their role both in terms of outstanding securities and in 
terms of purchases of net new issues. 

A comparison of institutional net purchases and corporate net issues 
serves to indicate the extent to which control over outstanding shares 
is being passed from individuals to institutions or the reverse. Until 
1945 institutions never absorbed more than 15 percent of the net issues 
of shares.s These data have llittle to say about the price impact of such 
purchases except to indicate that the supply was always incremented 
by a greater amount through net new issues than was institutional 
demand; th!lJt there was greater institutional participation in the 1923r--
1929 boom period, particularly among" investment companies, than 
either before or after until 1945; and that another relatively nigh 
institutional demand occurred during the low issue years of World 
War II. 

In the immediate post-war period, however, institutional net pur
chases amounted to almost 40 percent of corporate net issues; invest
ment companies, pension funds and life insurance companies contrib
uted to the demand in almost equal degrees. Net issm!s, while higher 
than they had been during the depression and war, were less than they 
had been during the 1920's. 

Despite the rIsing share of institutional purchases in the increment 
to the value of corporate shares outstanding, institutional holdings 
per 8e were not so large as to give them general dominance of the 
secondary market. The holdings of institutions other than personal 
trust funds actually declined 'as ,a percentage of the value of all stock 
outstanding from 1860 until 1922, the rate of decrease in the early 
years of this century being more impressive than that for the late 
nineteenth century. Reasons for this 'are seveval in number. Com
mercial banks and mutual savings banks had begun to lose interest 
in stocks; life insurance companies were constrained by regulation of 
their portfolio policies; the day of the investment company was not yet 
at hand; and the volume of new issues was rel,atively large. ' 

7 The fact that corporations have chosen other methods of financing may, of cour~e, 
retlect difficulties which they would have experienced In selling equities as opposed'to debt, 
rather than any real preference for the latter form of external tlnanclng. 

8 The Institutional transactions do not Include those of personal trusts. For personal 
trusts, however, the changes In holdings which do not retlect capital gains are more likely 
to retlect transfers from owner to trustee rather than purchases. 
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The stock market boom of the 1920's was accompanied by a rather 
dramatic increase in the institutional share of the market, as invest
ment companies in particular increased their holdings. The increases 
of the depression and war years reflected the relatively ,low volume of 
new issues during the period as well as a policy of ,acquisition on the 
part of property lllsurance companies, investment companies, 'and pen
sion funds. Immediately .after World War II the growth in institu
tional shareholdings again was considerable; it resulted from the large 
relative growth of institutional types with heavy commitments to 
stocks and from an apparent shift in the investment policies of insur
ance companies. The estimates for personal trust funds are of question
able reliability; if they 'are included, the inst1tutional share is, 
of course, larger. The periods of greatest increase were the years 
1880 to 1922 'and the decade of the Great Depression, although the 
entire period showed a transfer of shareholdlllgs from individuals 
to institutional management. 

Institutional ,attention, however, has not been devoted equally to 
all issues. Institutions in 1949 held a larger share of stocks listed on the 
New York Stock Exchange than they held of stock in general. This 
has probably been true Slllce the 1920's although no estimates are 
available to settle the issue; it was probably not the case in the nine
teenth and early twentieth centuries, since there was much institutional 
holding of unlisted bank stocks during this period. Some individual 
issues are also more likely than others to have been held by institutions. 

Thus, by 1952 institutions had already become a potentially impor
tant force in the stock market. This came about partly through the 
relative growth of institutions more heavily dependent on equities in 
their portfolio, and partly from apparent changes in the investment 
policies of institutions. In addition, corporations already had begun 
to rely less heavily on the equity market for new financing. Subsequent 
developments are examined in chapter III. 



Table II-13 

Net Purchases of Corporate Stock by Financial Institutions, 1897-1952 

Net purchases by 

['rota1 I Mutual I Life 1 Property I Invest- I All Fill· Insts. 
Year net Comm. savings insuranc insur. Pension ment $ mil. % net 

issues banks banks cos. cos. funds cos. issues 
(1) (2) (3) (4) (5) (6) l}) (8) (9) 

1. All Stock 

1897-1900 981 55 -5 15 54 - - 119 12.1 
1901-1912 7,198 171 -2 22 109 - - 300 4.2 
1913-1922 10,727 115 7 -9 139 13 13 278 2.6 
1923-1929 23,501 623 29 240 625 58 1,994 3,569 15.2 
1930-1939 6,564 -535 59 228 270 51 396 469 7.1 
1940-1945 4,349 -326 30 165 450 246 -28 537 12.3 
1946-1952 12,700 100 1,300 600 1,700 1,360 5,060 39.8 

8 
II. Preferred Stock 

1897-1900 469 - - 2 13 - - 15 3.2 
1901-1912 1014 - - 4 16 - - 20 2.0 
1913-1922 2965 - - 4 50 5 12 71 2.4 
1923-1929 7,911 - - 206 180 24 166 576 7.3 
1930-1939 1,806 - - 183 75 23 -103 178 10.0 
1940-1945 2013 - - 131 150 120 158 559 27.8 

III. Common Stock 

1897-1900 512 55 -5 13 41 - I - 104 20.3 
1901-1912 6,184 171 -2 18 93 - - 280 4.5 

t§H:I§~§ 1~·,~~b ~B 26 -H 42§ 32 11,di 2JS~ l~J 
1930-1939 4,758 -535 59 45 195 28 499 291 6.1 
1940-1945 2,336 -326 30 34 300 126 -186 -22 -0.9 
-------- - --- - --- -- - -- - ------ -- --- -

Source: Adapted from Table 2-22 of NBER Report. 
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Table II-14 

The Share of Financial Institutions in Total Stock 

Conun'l Mutua 
Banks Svngs. 

Banks 
( 1) (2) 

1.30 
.60 .98 
.74 .31 
.75 .11 
.53 .06 
.54 .04 
.47 .14 
.15 .11 
.07 .15 

.94 .39 

.94 .14 

.64 .08 

.60 . 05 

.55 .16 

.17 .12 

.07 .17 

- -- -
- -
- -
- -
- -
- -

Outstanding, 1860-1952 
(percent) 

Life Prop. Priv. Inv. 
Ins. Ins' 2 Pens. Cos. 
Cos. Cos. FundE 
(3) (4) (5) (6) 

I. All Stock 
1.50 

.50 
.45 .88 
.22 .61 
.10 .49 .02 .09 
.19 .81 .05 1.17 
.57 1.46 .21 1. 20 
.68 1. 65 .20 1.35 

1.12 1. 97 .90 3.00 
II. Common Stock 

.49 .85 

.24 .61 

.09 .44 .02 .09 

.06 .74 .04 1.1.9 

.15 1. 30 .15 1. 31 

.14 1.45 .15 1.33 

.47 1. 73 .76 3.09 

Conun. 
Trust 
Funds 

(7) 

.01 

.03 

.05 

.26 

.01 . 

.02 

.03 

.22 
III. Preferred Stock 

.28 1.00 

.16 .58 

.12 .73 .05 .09 
1.33 1.44 .21 .99 .03 
3.18 2.41 .61 .53 .07 
6.10 3.60 .70 1.49 .21 
9.28 4.98 .58 1.81 .86 

Total 
(1)-(7 

(8) 

2.80 
2.08 
2.38 
1. 69 
1.29 
2.81 
4.08 
4.19 
7.47 

2.67 
1. 93 
1.36 
2.69 
3.64 
3.39 
6.51 

1.28 
.74 
.99 

4.00 
6.80 

12.10 
19.51 

Pers. Total 
Trust 
Funds 
(9) (10) 

4.32 6.70 
6.45 8.14 
8.28 9.57 
6.75 9.56 

12.93 17.01 
12.27 16.46 
11.39 18.86 

1 
Excluding stock of Federal Reserve Bank. Does not include trust funds. 

2 
Until 1880 only fire and marine companies. 

Source: Adapted from Table 2-20 of NEER Report. 
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Table II-IS 

Institutional Holdings of All Stocks and of Stocks Listed 

on the New York Stock Exchange, As of End of 1949 

Amounts Share in Stock Outstanding 

Stocks 
All listed All 
stocks on NYSE stocks 

$ bill ~er 

(1) (2) (3) 

1 1 
1. Commercial banks 0.15 0.10 
2. Mutual savings banks 0.16 0.2 0.11 
3. Life insurance cos. 1.72 1.1 1.17 
4. Other insurance cos. 2.15 1.7 1.46 
5. C"<p"<a'e j> peo- 0.75 0.5 0.51 
6. Other private sion 0.0 
7. State & loc.go~ funds 0.0 
8. Federal gov. --- - -- ---
9. Open-end } investment 1. 60 1.4 2.44 
O. Closed-end companies 2.00 1.6 
1. Common trust funds . 0.25 0.0 0.16 
2. Personal trnst depts. 20.00 13.60 
3. Total, including (12) 28.78 19.55 
4. Total, excluding (12) 8.78 6.5 5.95 

1 
Excluding stock in Federal Reserve Banks. 

Source: 

Col. 1 
Col. 2 
Col. 3 

Col. 4 

Financi al Inter~ediari_~, Appendix A 
New York Stock Exchange Research Report, January 1970 
Col. 1 divided by $137.3 billion (Studies in the 
National Balance Sheet of the U.S., p. 51 
Col. 2 -divided'by $76.3 billion (as in col. 2). 

Adapted from Table 2-20 of NBER Report. 

Stock 
listed 
on NYSE 

cent 

(4) 

0.3 
1.4 
2.2 
0.7 
0.0 
0.0 
- --

1.8 
2.1 
0.0 

8.5 
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CHAPTER III 

ROLE OF FINANCIAL INSTITUTIONS AS INVESTORS IN CORPORATE STOCK 
IN THE POST-WAR PERIOD 

A. OVERVIEW, 1952-1968 

1. Introduction 

This chap.ter is a condensation of the much more extensive treatment 
of financial developments since 1952 contained in the NBER Report, 
principally chapters III, IV, V, and the appendices thereto. After 
a brief overview of such structural changes ,as can be observed in the 
national and sectoral balance sheets, the chapter considers corporate 
financing patterns, household savings decisions, and the portfolio 
policies of financial institutions. 

Chapter II concluded with the suggestion that by 1952 there were 
already under way several developments which, if they persisted, could 
lead to institutional dominance of the stock market. The remainder 
of section A is devoted to examining the role of institutions in the 
equity market within the broader framework of the shifts among 
sectors in the ownership of all tangible 'and financial assets. It also 
places new equity issues in the context of total credit flows within 
the economy over the period. 

One of the phenomena which chaptor II associated with the possible 
institutionalization of the stock market was the diminishing reliance 
of corporations on new equity issues as a source of funds. This financing 
behavior has apparently persisted; indeed corporate choices of financ
ing vehicles seem relatively insensitive to interest rates and are much 
more influenced by the nonprice aspects of credit availability.1 Section 
B of this chapter is addressed to these matters. 

A second tendency observed in chapter II was the more rapid 
growth of those institutions which have a greater interest in equity 
securit~es and whose fortunes are th.us more closely dependent on events 
in the stock market. Ultimately the rate at which a financial inter
mediary gro,Ys depends in large part on its ability to attract funds 
from savers. Thus it is necessary to explore the savings habits of 
households and to relate individual preferences for direct versus 
intermediated asset holdings to the question of institutionization of 
the stock market. Short-run increases in income lead to increases in 
the share of income devoted to the acquisition of financial assets. 
Higher interest rates also encourage such financial savings and, 
in addition, induce disintermediation when returns to direct 
ownership of debt rise relative to those available from indirect 
holdings. There has also developed a tendency for individuals 

1 NBER Report, ch. 4, sec. 4, passim. 
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to prefer indirect to direct equity holdings. 2 Section C of this chapter 
discusses household saving and asset holdings. 

A third development explored in chapter II was the shift in insti
tutional portfolio preferences toward equity holdings. This too seems 
to have persisted and indeed intensified, during the late 1960's. This 
shift appears to have been the result, in some cases, of a belated adjust
m{lnt to the fact that equity yields have been considerably higher than 
have debt yields during the postwar period.3 Section D gives a brief 
introduction to these developments which are reported on extensively 
in Part Two of the Study. 

These three strands are brought together in a concluding section on 
the supply of and the demand for corporate stock; some information 
not available at the time theNBER Report was written is incorporated 
here. 

2. Changes in the Composition of National Assets, 1952-1968 

Tables III-l and III-2 summarize the main features of the changes 
in the composition of the assets held by all domestic sectors and the 
shares of the major sectors in these assets. In Table III-I, assets are 
summed across all domestic sectors. This necessarily involves some 
double counting since equities (both corporate and noncorporatc) are 
included in addition to the tangible and other assets of those business 
sectors which underlie this equity. These broad totals are nevertheless 
useful as an indication of the changing importance of various types 
of instruments in the economv as a whole. 

Over this 16 year period covered bv the chapter, tangibles declined 
slightly relative to financial assets. The decline in monetary reserves 
reflects the gold drain and other balance of payments developments. 
The share of money in national assets declined, while that of time de
posits rose. Bonds other than those of the Federal Government re
mained relatively unchanged in importance, while mortgages, pension, 
insurance and trust claims increased. 

The most dramatic increase, however, came in the share of corporate 
stock as a portion of national assets; indeed the market value of these 
securities 'rose more rapidly than did the value of the assets underlying 
them. It is therefore reasonable to ask whether such trends could per
sist over an indefinite period, and whether all holder'S have participated 
in this increase in values to an equal degree. 

Since stock has been substituted for other assets in the portfolios of 
many investors, it is useful to examine also the "markets" for other 
instruments of partiCUlar importance in the financing of economic 
activity. Both bonds and "other short-term claims" are important in
struments for all sectors. Financial institutions, if they are to perform 
their traditiona.l function of intermediation, must obtain funds from 
savers; in this connection the ownership of time deposits and other 
short-term claims should be examined. 

Despite the rapid growth of the economy during the postwar period 
and the marked increases in the prices of real estate and of corporate 
stock, Table III-2 indicates that there have been only minor changes 
in the distribution of these a~ets among sectors. The share of non-

2 NBER Report, ch. 5, sec. 2.b.7. 
3 N BE R Report, ch. 5, sec. 3.h. 
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financial business in national assets declined slightly, mainly as a 
result of the declining share of agriculture in tangible assets; the 
assets of financial business grew somewhat relative to the total, as did 
those of state and local governments. 

Household holdings of short-term claims increased relative to the 
total, while business holdings of liquid assets declined; the household 
holdings are heavily concentrated in time deposits, a liquid asset which 
increased its share of national assets over the period. The institu
tionalization already established in the markets for long-term debt is 
reflected in the continued growth of the share of financial institutions 
in long-term claims. Households hold a declining share of all bonds 
outstanding, while financial institutions have absorbed an increasing 
share. This "ms particularly true with respect to corporate bonds, al
though the disintermediation of recent years hus reversed this process 
somewhat. Table III-2 also reflects the fact that long-term U.S. 
Government securities have declined in importance, while the issues 
of financial institutions have grown most rapidly. 

Financial institutions as issuers account for an increasing portion of 
corporate shares outstanding as well; investment company shares con
stitute 20 to 30 percent of the outstanding stock of financial institu
tions, the share rising over the period. Even if the value of investment 
company shares is subtracted from both the amount outstanding and 
from household holdings, however, the results are little changed. There 
has been some shift from direct to intermediated holding of shares on 
the part of households, but it does not appear that financial institutions 
are likely to reduce household holdings of such instruments to negligi
ble amounts. 

With respect to short-term claims, it appears that financial institu
tions managed to attract time deposits to a considerable extent by the 
use of certificates of deposit and other instruments attractive to non
households. While hou~eholds still are the major holders of time de
posits, other sectors as well have channeled increasing amounts of 
funds to financial institutions in this form. Other forms of short-term 
claims include bank and other loans, consumer credit, security credit, 
taxes payable, and trade credit. Households, corporations, and finan
cial institutions are the heaviest users of these sources of funds. 

An examination of sectoral balance sheets 4 as well as of total na
tional assets over the period indicates that financial assets increased 
more rapidly than did real assets both in total 'and for most sectors; 
that financial institutions hold an increasing share of these as..<;ets, and, 
in particular, that they hold increasing shares of those assetR whose 
relative importn,nce is increasing. They have aClluired the funds to do 
so in large measure from households which have elected to hold t.ime 
~eposits and claims on personal trusts and on life insurance and pen
SlOn reserves. 

Over the same period, corporate shares replaced proprietor's equity 
as the major equity investment of households. Tangible assets grew 
more rapidly in the corporate than in the noncorporate sector, but the 
value of sha,res grew even more rapidly. In order to discover possible 
links between the gro,,-th of financial institutions and the rapid appre
ciation in the value of corpomte shares during the 1960's, it is neces-

• See NBER Report, ch. 3, Table 3-17 and appendix I. 
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sary to examine transaciions in real and financial assets during the 
period. 

3. Flows Through Credit Markets 

The flow of, funds statistic, "funds raised in credit markets," meas
ures the utilization of securities issues and other sources of short
and long-term credit in the financing of households, government, 
nonfinancial business, and the rest. of the world. Some of this financing 
is provided without intermediation, as nonfinancial sectors buy fin
ancial instruments directly; the rest is provided by financial inter
mediaries. As can be seen in Table III-3, the share of capital market 
instruments other than the debt of the United States Government has 
fallen throughout the postwar period. The portion represented hy 
corporate equity issues has fallen even more radically, while that rep
resented by bank loans and other short-term paper has increased. 
Corporate absorption of these credit market funds at first decreased 
from 1952-1965 then increased during the period 1965-1968. 

The share of financial institutions in the supply of funds to non
financial sectors has increased slightly over the period, but its com
position has altered radically. Aside from a declining role for the 
federally sponsored agencies and an increasing fraction of the total 
credit flow being accounted for by the Federal Reserve's purchases 
of U.S. Government securities, the major phenomenon has been the 
shift from nonbank to bank finance as a source of funds. 

Besides the disintermediation experienced by thrift institutions in 
recent years, the major decline in the role of the nonbank financial 
institutions has come about as a result of first, the declining role of 
insurance companies as suppliers of funds to credit markets, and sec
ond, the increasing negative net contribution of finance "not elsewhere 
classified." In the case of the latter institutions, the issues of invest
ment company shares, the security credit extended to broker dealers, 
and the borrowing of finance companies in both long- and short-term 
debt markets have absorbed more funds than these same institutions 
have supplied to these markets. 

Private domestic nonfinancial sectors have supplied a declining 
share of this financing. The only seeming break in this pattern 
occurs in the late 1960's, a period of rising interest rates and 
considerable disintermediation, as thrift institutions in particular were 
unable to retain deposits. This is clearly reflected in the movements 
between time deposits and net purchases of credit market instruments. 

To summarize, the share of funds raised in credit markets accounted 
for by e<luity and long-term debt issues, the "capital market instru
ments" of Table III-3, has declined steadily over the postwar period. 
Bank loans and other short-term credit have provided an increasing 
share of financing. Thus the role of the commercial banking system 
in supplying credit has grown while that of nonbank financial institu
tions has been reduced relatively. 
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Table III-l 

TOTAL ASSETS, ALL DOHESTIC SECTORS 
(In Percent) 

1952 1960 1968 

Tangible Assets 44.4 44.8 41.4 
Land 7.9 10.0 9.6 
Structures 23.0 22.4 20.7 
Equipment 9.1 8.9 8.2 
Inventories 4.4 3.6 2.9 

Financia 1 Assets 55.6 55.2 58.6 

Honetary Reserves'!'! 1.2 0.6 0.3 
Currency and demand deposits 5.4 3.6 2.8 
Short term claims 13.3 13.6 15.3 

Time deposits 3.3 4.2 5.4 
Treasury securities 2.4 1.9 1.5 
Othedl 7.6 7.5 8.4 

Long term ciaims 18.5 18.6 18.1 
Bonds 9.4 7.6 6.4 

U.S. Government 6.3 3.7 2.5 
Other govt. 1.2 1.7 1.7 
Corporate and foreign 2.0 2.2 2.3 

Hortga1es 3.6 5.0 5.3 
Otherl 5.4 6.1 6.3 

Equity in unincorporated busines~1 8.3 6.4 5.3 
Corpora te shares 7.4 10.6 14.9 

Investment company 0.3 0.6 0.9 
Other 7.1 10.0 14.0 

Hiscellaneous Assets11 1.5 1.8 1.9 

'fota 1 Assets (percent) 100.0 100.0 100.0 

Total Assets (in $ bi 11ion) 2514 4i4;3 7428 

II, Gold, foreign exhcnilge, snd treasury currency. 
2:.1 Bank loans n.e:c., other loans, trade credi.t, consumer credit, 

taxes payable, and interbank items. 
31 Claims on life insurance, pensions, and personal trusts. 
41 New worth of farm and nonfarm unincorporated business. 
11 Includes direct investment. 

Source: NBER' Report, Appendix i, Table 1B-l 

53-940 0 - 71 - pt. 1 - 8 
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'I::l\bte 111-2 

Distt'ibutlon of NatiOnal Alleu and Chief Components Aulons :bin Sectors; 19)2, 1960 and 1968 

All Dolllutic Sectors ,. 100 

I 
House- I 

t.:on!tnancial Budn~<I" Govcrnr-ent 

I 
Nonprofit 

: T.", I I C ... lnc"r?L~rated ' . 
Insti- Corpor_ Agtt. i aod Fin4ne1al 

hold; i tutic'n' at IOns cul:'urc Other Federal Local Inst~~~ti('lns 
( I (21 (J) (41 I ClI (61 (81 

L Total Assl ts I 

I 
>5.6· I -~ I 43.9 1.3 16.2 5.8 36 4.' 6.2. 17.8 . 

1960 I 

" 1 I I.' 2).5 I 15.S 45 32 4.2 7.t. 18.2 
1968 .54 1.7 21.9 15.1 3.7 3.1 3.5 7.8 19' 

It Tangible AUels 

I I 
1952 34.6 2.1-. 44.2' 25.2 124 6 6. ' '.5 121 0.5 
1960 362 2.4 39.8 24.1 • 7 '.1 '.4 14.4 0.7. 
1968 34 2 I 2.8 39.8 24.6 8 • ... 5.4 16.S 0.' 

1. La.,d 
1952 29.':' 3.2 498 \ 10.6, 338 5.4 5.4 II' 0.3 
1960 36. 1 I 3.' 1.00.6, 13." 22.6 4 4 4.5 \4 , o •• 
19M 35.1 I 4 0 39.8 14 [. 21.) 4 \ 4 7 15 , 1.0 

2. Rc{!rod.lcible Assets 

I 1952 35. 8 1.8. 430 28.4 7.7 •• '.7 12.2 0.5 ' 
1960 36.3 ,I 2.\ 39' 27.1 '.0 • s· 7.0 14.3 o 8 
1968 33.9 2.5 39.9 27.7 4.8 7.4' 5.' 11.2 0.' 

lIL Firn:nc1al Auetl i 
1952 Sl.3 

I 
0.7 10.8 . '.0 0.' \ 21 3.' 1.5' 31:6' 

1960 52.2 O •• 10.3 '.0 0.3 0.' 2.4 1.3 32.3 
1968 53 2 0.' '.0 , 2 0.2 o 2 2.1 I 4 32.9 

1. 5\,::>rt Term Claims , 
1952 28 • 

I 
o.d 24,1 19.8 1.4 2.' . , 2.' 34,2 • 

1960 32.0 00 25.0 218 0., 24. '.X 25 32.6 . 

1968 35.3 0 •• 22.2 20.2 l'.~ I.' 57 3.0 32.3 
2. LCln8 Tem Claim. 

1952 4S.S 0.7_, 2.1' 2.t- o • 2.0 49 I ; 

1960 46.5 

I 
0.' 0.9. o.g 0.7· I.~ 49.7 . 

1968 4':' 2 0.5 0.' 0:6 0.7 1.5 52.3 
3. Coreorate Stock 

1952 76,8 

I 
33 19.'9

1 , 
1950 135 3.0 23. S~ 
1965 7- • 2.3 22.9 

IV. Liabilities ----rrn--. ., 04 19.8 17.0 \ I. 1.3 ' 25.1 3.4 417 
1960 13.9 o • 20.9' ';,7 1.5 1.7 1l(9 4.8, 42.s... 
1958 \4 7 o 7 22.0 17.9 I., 2.2 II • 40- 45.9 

1. Short Terr':! Debt m"2--- , J 203' 179. 1.5. 0.' 15.1 o 5 558 
• 19~O 11.2 0.1 20,9 17,!. \ • I.> 13 6. 0.5 53.t 

1968 15 2 0.3 25.S 20.9 . :!.2 23· 11.7 0.' 46.4 
2. ~~ 

1952 11.1 o ; 16.3 1).~) \ . , 1., 37.1 6.5 272.. 
1960 17 8 \ 2 17.5 141 I., 1,'S: 21. 9 '.2 32 4 .. , 
1968 :1'13 I 3 20.1 15 1 2.1 27 15 2 '.2 35.9 

V Net "'1nth 
---r9'5'"2 65,4 \ . 293 IS. i ... 51 -7 ~ 00 2. 7~ 

1960 63. 8 2.\ 25O, 11o.6 , 3 41 -3. 4 ~ 8.6 l.4~ 
1968 6).7 2.2 21 , 13.) 4, 3.' ·1.6 '.7 3.' 

SOURCr.; lliU~ll. chapter 3. Table 3-15 



Table III- 3 

FUNDS RAISED IN CREDIT MARKETS BY NONFINANCIAL SECTORS: SELECTED COMPONENTS 
(In Percent) 

Total funds raised by nonfinancial sectors 
By U.S. Government 
By all other nonfinancial sectors 

Capital market instrurr.ents 
of which: Corporate shares 

Corporate bonds 
Other private credit 

of which: Bank loans 
Memo: Funds raised by business 

of which: Corporate business 

Funds advanced directly by 
Pr~vate domestic nonfinancial sectors 
Private domestic ftnancial sectors 

Federal credit agencies 
Federal Reserve System 
Commercial banks 
Nonbank finance 

Savings institutions (net) 
Insurance and pension 
Finance, n.e.c. (net) 

Other 
Funds advanced indirectly by private domestic 

nonfinancial sectors 
Dema nd depos i ts 
Time depos i ts 

II Includes fo~eign. 

1953-1957 

100.00 
.73 

99.27 
77.11 
6.86 

13.12 
22.16 
8.27 

35.94 
30.40 

100.00 
22.27 
73.67 

.62 
- .29 

19.38 
53.96 
22.31 
31.41 

.24 
4.06 

36.77 
4.74 

32.03 

1957-1960 

100.00 
5.83 

94.17 
71.38 
5.78 

13.90 
22.79 

7.52 
36.48 
29.21 

100.00 
19.55 
74.53 

.65 
1.35 

21.51 
51.02 
22.46 
29.12 

-.57 
5.92 

36.17 
1.16 

35.01 

1960-1964 

100.00 
7.86 

92.14 
64.02 

2.72 
9.44 

28.12 
9.38 

34.53 
24.46 

100 pO 
6.86 

87.70 
.64 

3.77 
31.80 
51.49 
24.90 
27.26 
-.67 
5.44 

51.22 
5.59 

45.63 

1965-1968 

100.00 
9.27 

90.73 
55.97 

1.00 
14.47 
34.76 
15.14 
44.35 
33.21 

100.00 

11.62 
82.19 

.19 
5.04 

37.31 
39.65 
16.54 
25.10 
-1.99 
6.19 

49.79 
10.70 
39.09 

Source: Calculated from data in Board of Governors of the Federal Reserve System, Flow of Funds Accounts, 
1945-1968, Washington, D.C., 1970, pp. 4-5. Figures are averages over period shown. 

--.l 
~ 
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B. THE FINANCING OF NONFINANCIAL CORPORATE BUSINESS 

1. Changes in the Corporate Balance Sheet, 1952-1968 

The data in Table III-4 indicate that the relative shares of tan
gible and financial assets in the balance sheet of nonfinancial corpora
tions have not changed appreciably over the period of interest. Any 
tendency for rising land values to increase the ratio of real to finan
cial assets has been largely offset by the decline in the fraction of 
assets devoted to inventorIes and to buildings. Within financial as
sets, the increase in "miscellaneous" reflects in part increased direct 
investment abroad. Other developments of interest are the substitu
tion of time deposits for short-term Treasury securities as inte.rest
bearing liquid assets, and the decline in the share of cash in the 
portfolio. On the liability side, debt increased somewhat relative to 
equity; and long-term debt, particularly mortgage debt, became in
creasmgly important. 

Until the 1960's, the stock market valued these nonfinancial corpo
rations at less than the estimated replacement cost or market value of 
their tangibles. In recent years, however, the securities markets have 
assigned a higher value to corporations than that given by the re
placement value of their assets. It is unwise to attribute too much 
significance to the precise numerical relationship between net worth 
and share value. The assumptions on which the estimates of tangible 
assets are based obviously influence this relationship, and a full dis
cussion of these assumptions and their implications here is well beyond 
the scope of this chapter.5 It is the case, however, that during the 
1950's, the price-earnings ratio increased almost two-fold, and this 
reflected the market's attempt to correct a previous undervaluation 
ofthese securities.6 

2. The Role of Equity Issues Since 1952 

Perhaps the most remarkable feature of corporate finance in 
the aggregate over the period is the limited extent to which capital 

. formation was financed by security issues, especially by stock issues. 
Of the $676 billion by which the market value of the outstanding stock 
of domestic nonfinancial companies increased between 1952 and 1968, 
~mlv $23 billion can be accounted for by newly issued shares. 

Table III-5 indicates that the bulk of corporate expenditure on 
capital account is devoted to the acquisition of physical assets. To a 
lesser extent corporations acquire financial assets, both their own se
curities and those of other issuers. While over the period debt retire
ment has declined as a percent of total uses, retirements of equity 
securities have increased over the period. 

The major source of funds for the financing of these acquisitions 
of real and financial assets has been, for the period as a whole, internal 
funds including depreciation reserves. Relative increases in external 
financing since 1965 have not taken the form of security issues, with 
the exception of the increase in bond issues since 1966. Rather it is 
bank loans, trade credit, commercial paper, and other short-term 
financing which have been important. 

• See NBER Report, appendix I and appendix VI, pas8im. 
• See NBER Report, ch. 5, sec. 4.a. 
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Corporate reluctance to issue new equity securities has long been 
observed; seemingly, it has persisted even during periods when high 
stock price multiples and high interest rates would appear to offer 
attractive opportunities for new equity issues. Explanations which 
have been offered for .this phenomenon include the incentives provided 
by the Internal Revenue Code either for internal financing or for debt, 
if outside funds are used; the existence of transactions costs which are 
likely to be higher for stock issues than for other forms of financing; 
and such consIderations as the unwillingness of existing owners or 
managers to dilute the extent of their equity or controU 

The tax rates under the Internal Revenue Code are lighter on the 
recipient of income in the form of capital gains than on the recipient 
of income arising from current economic activity. Furthermore at 
various times in the past it has been deemed socially desirable to 
encourage a high level of investment in plant, equipment, and resource 
exploration. Such efforts have involved the liberalization of pro
visions for deducting capital consumption charges, that is, depreciation 
and depletion, from taxable income. Interest payments to the owners 
of debt instruments are tax deductible by the disbursing corporation, 
while dividends are not. 

Internal funds typically involve lower transactions costs than do 
external sources of financing. s In addition to the underwriting costs 
and other expenses associated with securities flotation (which seem 
to be higher for equity than for debt securities), public offerings are 
subject to registration procedures which have an economic cost to the 
issuer, espeCIally in terms of the period that may elapse between the 
time at which an issue is planned and the time at which it can actually 
be sold. For the investor, there are obvious costs in brokers' fees and 
the like involved in the acquisition of new shares which can be avoided 
if the same "equity" is acquired by, in effect, leaving earnings in the 
firm rather than receiving them as taxable dividends which are then 
reinvested. Even if funds are raised externally, private placements, 
bank loans, and other nonpublic sources are generally faster and less 
complex administratively than are public offerings. They may also be, 
less expensive and more flexibly managed, although the evidence on 
these points is mixed. 

A. third set of forces which may have helped to reduce business 
reliance on the stock market as a source of new capital are those asso
ciated with ,the desire of existing owners or managers to avoid disturb
ing existing control relationships. Internal financing does not subiect 
existing managements to the disclosure requirements of the Securities 
Act, and, therefore, to either the market's or a private lender's assess
ment of its past performance. 

Thus there are a number of factors which can explain the unwilling
ness of corporate financial officers to issue stock even when relative 
market yields would seem to indicate the advantages of doing so. Some 
of these factors merely serve to change the relative costs of alterna
tive financing methods in ways which are not reflected in comparisons 
of aggregate bond and,stock yields; thus the observed insensitivity 

'For a discussion of these matters see NBER Report, ch. 3, sec. 4, and the literature 
cited therein, as well as W. Baumol. P. Helm, B. l\1iJkleI, and R. Quandt. "Earnings 
Retention New Capital and the Growth of the Firm," Review of Economics aOO Statistics, 
at 345-355 (November 1970). The discussion here goes beyond that in the NBER RefJort. 

S See ch. XIV of the Study. 
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of corporations in the aggregate to these cost differentials mn,y be more 
a reflection of the inadequacy of our price measurements than of true 
insensitivity to prices on the part of corporate issuers. However, to the 
extent that differences between yield to investors and cost to corpora
tions do not reflect the true costs of the intermediation services pro
vided, the ability of the securities markets to fulfill their allocation 
function tends to be lessened. 

3. A Statistical Test of the Price Sensitivity of Financing Decisions 

Chapter IV of the NBER Report explores statistically some deter
minants of the composition of aggregate external financing for non
financial corporations. The model takes as given the desired level of 
total funding for physical investment and additions to financial assets 
and postulates that the funds will be obtained in such a way as to 
minimize their cost. Since no transactions costs are involved in the 
USe of internal funds, external financing presumably is required only 
to the extent that internal sources are not sufficient to meet the desired 
level of total funding. Similarly, the cost of funds probably differs 
among sources of external ftmds. 9 Debt often has tax advantages over 
equity, and "other financing" may involve lower transactions costs 
than does the public issuance of debt securities. 

To the extent that these differences exist over some range of total 
external financing, there will be some level of required funding below 
which only "other financing" will be used and a higher critical value 
below which only debt will be used. The model then seeks to explain 
each of these three dependent variables: (1) aggregate "other" financ
ing; (2) aggregate "bond" financing; and (3) aggregate "equity" 
financing, in terms of a common set of independent variables. These 
independent variables are (1) total external financing; (2) the inter
est rate on AAA Corporate bonds; (3) Standard & Poor's earnings
price ratio; aJld (4)' the earnings-price ratio plus a trend rate of 
growth in earnings per share. 

The results of this investigation "are summarized in Table III-6. 
These results take the form of the estimated coefficients of several 
regression equations.10 The fraction of variances explained (R2's) in 
the equations reported in Table HI-6 confirms the notion that the 
commonly accepted hierarohy of cost of fund curves does exist. The 
use of aggregate external financing rather than a measure which allows 

• See NBER Report, ch. 4, parts 3 and 4 for a discussion of the model. It reflects many 
of the considerations discussed In the previous section of this chapter. 

10 Since this technique Is used extensively elsewhere In the Study, a brief Introduction 
to the terminology for those unfamiliar with it Is n(}t Inappropriate here. Such equations 
relate the observed value of the dependent variable to a weighted sum of the values of 
those Indepenent variables which are presumed to explain It. The coefficient associated 
with anyone of these explanatory variables measures the change in the value of the 
dependent variable associated with a one unit change In the Independent variable In 
question. 

Intuitively one would expect those Independent variables with the greatest explanatory 
power to have the largest coefficients. While this Is roughly true, these coefficients are 
not estimated without error; Indeed a variable having no explanatory power at all may 
have an estimated coeffiicent which Is quite different from zero. The standard error of a 
regression coefficient Is a measure of the precision with which the value of the coefficient 
can be established. Dividing regression coefficients by their standard errors produces the 
"t-ratlos" shown In Table 111-6 below the coefficients. Generally a "t-ratlo" of two or 
better indicates that the true value of the coefficient differs significantly from zero. Finally 
the R2 statistic Is a measure of how well the equation as a whole explains the dependent 
variable. If this statistic has a value of one, all the variation in the dependent variable can 
be explained by the variables included in the equation; If R2 equals zero, the equation's 
explanatory variables tell uS nothing about the dependent variable. Actual R2'S, of course, 
lie between these two extremes. 
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one to distinguish among firms with financing requirements in the 
three categories of total external financing described a:bove means that 
the explanatory power of the equation is likely to be best for "other" 
financmg and poorest for eqmty financing. In the latter case, the 
external financing variable covers many firms whose external financing 
requirements fall in the range where equity financing is too costly. 
Similar reasoning applies in the case of ,bonds versus other debt. 

On a priori grounds the issuance of any given instrument would be 
expected to be inversely related to its own yield, i.e., the cost of such 
funds,and positively related both to the yield of competing instruments 
and to the level of external financing. The coefficients here do not con
form well to these hypotheses. The bond yield is positively related to 
bond issues, although the signs are correct in the other equations; either 
stock yield measure is related negatively to other financing, though 
it is not significant. The NBER Report hypothesizes that the results 
for the bond yield can be explained by credit rationing which reduces 
availability of bank credit as interest rates rise and forces firms to 
issue debt securities. Similarly, this negati ve relationship between stock 
yields and other financing may reflect the fact that easy money and 
a rising stock market often are associated with one another. 

The equity equation performs well neither as a whole nor for indi
vidual variables. Equity financing seems to be quite price-inelastic. 
The NBER Report concludes, therefore, that equity financing is a 
choice of last resort, to be used only after other sources of funds have 
run dryY 

Growth in retirements is explained in part by mergers and liquida
tions. To the extent that retirements are not so accounted for, it stands 
to reason that a firm will retire stock only when it has internal funds 
in excess of opportuni,ties for employing them at a rate of return 
greater than that on holding their own securities. One would expect re
purchases to be high when internal funds were high and stock prices 
low. Unfortunately the data did not permit an adequate test of this 
"excess liquidity theory" of retirements. The other important category 
of retirements, exchanges for debt, was regressed on the value of 
mergers; although the expected positive relationship exists, it provides 
only a relatively weak explanation in -and of itself.12 

4. The Stock Market and Corporate Finance; Further Comments 

. Th~ results reported thns far indicate that corporations rely very 
lIttle III the aggregate on the equity market as a source of new financ
ing; that when they do avail themselves of this sonrce of funds they 
pay little attention to relative costs as measured by market yields; 
and finally that they do indeed enter the market as purchasers of 
stock and thus help convert what would be a modest increment to 
the supply of equities into an occasional reduction. 

There are, however, several additional considerations not all of 
which are covered in the NBER Report. First, the overview of 19th 
and early 20th century economic history indicates that the importance 
of stock issues varies from industry to industry over time. Thus, one 
might expect to find that during recent years, some industrial sub
groups of the aggregates engaged more heavily in equity financing 

11 See NBER Report, ch. 4, sec. 3. 
12 I d., sec. 5. 
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than did others, either because of tradition, size of the tYP,ical finn, 
state of the industry, or other reasons. \ 

Se~ond, the stock market gains of the postwar period allowed and 
then m many cases made virtually mandatory the inclusion of "equity 
kickers" in debt offered to institutional and other investors. While 
relatively little aggregate information exists about many of the fonns 
that such equity components may take, some data on issues of con
vertible debt are av,ailable.13 This type of security has been quite im
portant in the last few years both as a financial instrument in mergers 
and as a financing vehicle in its own right. 

Third, good performance in the stock market may enable a firm to 
borrow on more favorable terms than might otherwise be possible. In 
the aggregate, this may be reflected in the simultaneous occurrence of 
easy money and a bullish stock market, although lines of causation 
would seem to run from easy money to the stock market rather than 
the reverse. It also is possible that corporations find it easier to retain 
a large portion of earnings if shareholders are confident of their 
ab~lity to realize temporarily foregone income in the form of capital 
gams. 
a. lnterirulustry; differences 

From Ta,'ble HI-7 it can be seen that the aggregate statistics ex
amined so far ~over a diversity of behavior. The manufacturing data 
corne from the S.E.C.-F.T.C. surveys, utilities from the F.P.C., and 
communication from the F.C.C.; the "miscellaneous" sector is derived 
as a residual from the F.R.B.'s Flow of Funds statistics. 

Over the period, all sectors increased the rate at which they were 
retiring eqmty securities. Utilities retired debt as well, and m fact 
they appear to have found the retirement of securities increasingly 
attractive relative to the acquisition of physical assets. The miscellane
ous sector also chose to repay debt in the 1960's to an even greater 
extent than during the 1950's. Reliance on internally generated funds 
decreased sharply for manufacturing, though it increased for all other 
groups. Manufacturing'S increase in external financing, however, came 
not through security issues, but through other debt. Only the miscel
laneous sector actually increased its reliance on security issues. Internal 
funds are not as important for utilities and communications; such 
companies typically have a high payout rate. 

Over the entire period, manufacturing accounted for the largest 
share of stock issues, although this phenomenon developed only dur
ing the 1960's. For the decade as a whole, utilities and communica
tions together were the major suppliers of equity ~urities. The "mis
cellaneous" or "other" corporllite business subsector-which includes 
trade, services, extractive, and real estate-has been increasing its share 
of total equity issues rather steadily over time. The size of issues 'also 
varies among sectors; while equity issues in excess of $15 million have 
averaged 30 percent of all equity issues during the period, they have 
accounted for 51 percent of utility issues, 30 percent of all communica
tions equity issues, 24 percent of those in manufacturing, and 18 per
cent of those in other corporations.14 

III When such securities are In fact converted, debt Is retired and equity Increased In the 
net change series. Thus such issues are included, if at all, only with a lag in the aggregate 
statistics for equity Issues. 

" See NBER Report, Tables 4-2 and 4--4 for the figures cited here. 
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With tthe exception of communications, the regression results for the 
more disaggregwted corporwte sootors are qui,te similar to thQse fQr 
the oo~pora,te sector 'as 'a ,whole. F.or communications the equity equa
tion is signifioaIllt, and the "other finance" equaJtion is nQt. Stock issues 
are negatively re1wted Ito hond and stock yields, while bond issues are 
pos~tively relwOOd Ito these same yields.15 A study of ,the securi,ty issues 
of individual manufacturing fi~ lIed Ito simil,ar conclusions.16 Thus 
'wirth the exception of communicwtions, !Where the resu1ts are strongly 
influenced by the aotJivities of 'a single company, security issues in 
general and equity issues in particular are financing sources of last 
resort, utilized only when tight money and other credi,t rationing 
eveilits make other ,financing nnpossibleY Security issues seem Ito he 
somewha,t insensitive t'0 relative yields as well. 
b. Oonvertible debt 

It is virtually imp.ossihle Ito ascertain the e~tenlt Ito which equity 
elements have 'a;ppeared in the puhlished debt financing stlaJtisltics. Very 
litltle is known in the aggregate 3!boll't many of Ithe characteristics .of 
mOI1tgages, :bank credi,t, .other loans land the like outstanding Iwt .one 
drute or .offered during a 'particumr period .of ,time. The presence of 
equilty kickem is nQ excepition Ito Ithis. In Ithe oase .of corpomte security 
.offerings, however, there d.oes exist 'a time series on oonvel'ltJible debt 
securities going back Ito 1956. 

Table 1II-8 sh.oWS the shares of corp.omte security issues repre
sented by straight equi1ty, straight debt, and conveI1tibles. The share of 
convertibles seems Ito have'mllen until 1965 when it began to rise as 
did the share .of straiglllt equi,ty. An examinwtion .of the yield series in 
T,able IU-9 sh.ould provide an expl'anation fQr !this. C.omparing the 
equity yields in the last column with the cost of various forms .of debt 
over Ithe 'period covered by the securilties .offerings S'trutistics .of TaNe 
III-8, i,t is clear Ithat :iJt :has not !been unJtil tJhe last few years that the 
rel,altive cost of equilty has :beenwttmctive to oorporate issuers. If, 
however, .one looks rut Ithe share of straight debt in T3Jble IIT-8 there 
does 'appear Ito be .a ltendencyfor its supply toO move in the expooted 
way in reSPQnse ,to the spreads between equity-and yariQus debt yields. 

These dwta do not permit any very sensitIVe 'analyses; the observa
tiQns presen!ted here .on both issues and yields are tQO few and too 
aggregated Ito reveal much aboUit fin:ancing decisiQns. ]t shQuld be 
PQin!ted out, however, th:wt some PQI1tiQn .of what has been included 
in the debt stwtistics has equilty 'fea'tures. Manufwturing's share of 
CQnveIitible issues exceeds its share of all debt issues, and Ithus :the ex
tent .of ilts dependence .on the equi,ty market has been somewhwt under
slJaJted in Ithe oota of T~bles III -5 land III -7. 
c. The 8tock market and ilnternal financing 

It has been hY'PQthesized ,3JbQve that the differential tre-atment ac
cQrded dividend and capital gains incQme by the persQnal incQme tax 
,places a premium .on financing internally, rnther than by new equity 
issues. The existing shareQwner rwill nQt be indifferent between an 
increase in his equity which results frQm financing ne-w assets .out .of 
retained earnings and the .opportunity toO buy an equivalent amQunt .of 

,. See [d., Tables 4-14, 4-15. and 4-16. 
I. NBER Report, ch. 4, sec. 4. 
IT [d., sec. 4. 
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stock out of the dividends paid to him from earnings. A simple ex
,tension of this reasoning would suggest that there will be more will
ingness to accept earnings as -a capital ga:in rat~er than as di.vidends if 
the stock market has been producmg capItal gams for a partIcular cor
pomtion or for all corporations rather consistently over the recent 
past. The data in Table 1II-10 indicate ,that although there may be 
some truth in this, there has been remarka.bly little variation in reten
tion rates since the end of World War II. In 1929 corporations paid 
dividends of $5.8 billion, retained $2.8 billion directly, and claimed 
$4.2 billion in ca.pital consumption a;llowances. Durmg the 1930's, 
retained ,profits genemlly were negative. The major change since 1946 
has been the shift from undistributed profits to capital consumption 
allowances as a means of retaining funds; there seems to have been 
only a slight decline in the share of gross earnings after taxes devoted 
to dividends. 

5. Summary 

The NBER Report concludes that in ,the aggregate corporations 
rely very little on the equity market 'as a source of funds, 'and the 
results further indicate that relative costs of funds play less of a role 
in their financing choices than do other aspects of credi,t availability. 
This seems to be true for broad suibsectors of this aggregate -as well. 

Other channels by which the stock market might affect corporate 
financing decisions were hypothesized and some evidence examined. 
While there are differences among broad industrial groups in the ex
,tent to which equity financing is used, the limited disaggregation em
ployed here does not qualify the previous paragraph su:bstantially. 
Payout rates have changed 1ittle over quite a long period of rising 
stock markets. Finally, the separation of straight debt issues from 
convertibles yields suggestive, but inconclusive, results. 
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Table IlI-4 

Balance Sheet of Non-filmncial Corporate Business 

In Billions of In Percent of 
Dollars Total Assets 

1952 1960 1968 1952 1960 1968 

Total Assets 407.7 652.9 1,115.2 

I 
100.0 100.0 100.0 

Tangible Assets 281.4 446.2 757.9 69.0 68.3 68.0 
Land 21.2 55.9 102.9 5.2 8.6 9.2 
Residential Structures and 116.1 172.6 272.4 28.5 26.4 24.4 

Nonresidential Structures I Producers' Durables -78.0 129.9 233.3 19.1 19.9 20.9 
I,nventories 66.1 87.8 149.3 I 16.2 13.4 13.4 

Financial Assets - 126.3 206.7 357.2 31.0 31.7 32.0 
Demand Deposits and Currency 28.8 32.2 28.1 7.1 4.9 2.5 
Short-Term Claims 70.6 129.2 247.9 17.3 19.8 22.2 

Tlllle Deposits 0.9 2.8 24.8 0.2 0.4 2.2 
Treasury Securities 10. 7 15.1 9.8 2.6 2.3 0.9 
OLher 59.0 111. 3 213.3 14.5 17.0 19.1 

Bonds 9.9 6.8 8.7 2.4 1.0 0.8 
Miscellaneous Assets 17.0 38.5 72.6 4.2 5.9 6.5 

Total Liabilities 165.6 275.0 499.9 40.6 42.1 44.8 
Other Short-Term Claims 82.0 120.0 222.1 20.1 18;4 19.9 
Long-Term Claims 60.2 108.3 204.1 14.8 16.6 18.3 

Bonds 44.1 76.3 136.8 10.8 11. 7 12.3 
Mortgages 16.1 32.0 67.3 3.9 4.9 6.0 

Miscellaneous Liabilities 23.4 46.6 73.8 5.7 7.1 6.6 

Net Worth 242.1 377.9 615.3 59.4 57.9 55.2 

Memorandum: Market Value of 152.8 348.4 828.9 37.5 53.4 74.3 
Corpora te Shares 

SOURCE: NBER Repor~, Appendix I, Table IB-4 
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Table 1II-5 

CORPORATE SOURCES AND USES OF FUNDS, ANNUAL AVERAGES 
(As per cent of total Uses) 

1953-57 1957-60 1960-64 

Total uses of funds 100.0 100.0 100.0 

Capital expenditures 72.6 71.4 70.0 

Net acquisition of financial 
assets 17 .4 20.2 20.8 

Retirement of securities 10.0 8.4 9.2 

Bonds 11 7.5 6.5 6.4 

Stocks .!I 2.4 1.8 2.8 

Total sources of funds 100.0 100.0 100.0 

Gross internal funds 65.6 67.1 66.1 

Ex t erna 1 funds 34.4 32.9 33.9 

Stock is sues .!I 7.6 6.5 5.0 

Bond issues .!I 19.8 18.2 15.2 

Other borrowing 6.8 8.2 13.7 

1965-68 

100.0 

71.9 

19.4 

8.7 

5.0 

3.7 

100.0 

60.3 

39.7 

4.5 

17.2 

18.0 

11 Exchanges are included only insofa, as they involve the issuance and 
retirement of dlfferent types of &ecuritics. 

SOURCE: Calculated from annual data in NBER Report, ~hapter 4, Table 4-7. 



Table 1II-6 

Estimated Financing Equations, All Nonfinancial Corporations-
1952-1967 

Earnings-Price 
Total funds raised Tota 1 Externa 1 Corporate Earnings- Ratio Adjusted 
in the form of Constant Financin.!L-- Bond Rate Price Ratio for Trend 

1) Other external 15.910 .859 -4.770 -1.017 ----

financing (8.42) (2.875) (1. 607) 

2) Bond financing -18.099 .116 4.586 1.045 
(1.365) (3.304) (1.975) 

3) Equity financing 2.189 .025 . .184 -.028 
(.806) (.361) (.144) 

1) Other external 7.821 1.000 -4.400 -.296 
financing (7.936) (3.068) (1. 838) 

2) Bond financing -8.524 -.002 3.893 .254 
(.018) (3.204) (1.867) 

3) Equity financing 1.041 .004 .412 .041 
(.102) (.965) (.854) 

Source: Adapted from Table 4-13 of NBE~ort, ihapter 4. 

Note: Figures in parentheses are t ratios. 

R2 

.892 

.742 

.226 00 -

.890 

.733 

.269 
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Source: Table 4-8 of NBER Report, 
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Table III-8 

CORPORATE CASH OFFERINGS OF SECURITIES 

Total Percentages 
$ Debt Equity millions Straight Convertible 

1956 10,939 64.69 8.46 26.85 
1957 12,884 69.02 8.26 22.72 
1958 11,558 73.45 10.07 16.48 
1959 9,748 67.32 6.44 26.24 

1960 10,154 75.02 4.56 20.42 
1961 13,165 66.16 5.39 28.45 
1962 10,705 79.62 4.16 16.22 
1963 12,211 85.98 2.92 11.10 
1964 13,957 74.81 3.04 22.15 
1965 15,992 77 .89 7.90 14.21 
1966 18,074 75.74 10.36 13.90 
1967 24,798 70.48 18.05 11.47 
1968 21,966 64.20 14.93 20.87 
1969 26,744 53.49 15.11 31.40 

Source: Calculated from SCE.C. Series. 
Convertibles: S.E.C. Statistical Bulletin, July 1970, p. 15. 
Other: Federal~Reserve Bulletin, Augu;t--1970, and Economic 

Re20rt of the President, 1970, p. 266. 
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Table 111-9 

DEBT AND EQUITY YIELDS, 1952-1969 
(in percent per annum) 

Corllorate Bond Yield Business Conunerc ia 1 Earnings 
Date AAA BAA Loan Rate Paller Rate Price Ratio 

1952 2.96 3.52 3.49 2.33 9.55 
1953 3.20 .3,74 3.69 2.52 10.32 
1954 2.90 3.51 3.61 I. 58 8.89 
1955 3.06 3.53 3.70 2.18 8.69 
1956 3.36 3.88 4.20 3.31 7.12 

1957 3.89 4.71 4.62 3.81 7.76 

1958 3.79 4.73 4.34 2.46 6.01 

1959 4.38 5.05 5.00 3.97 5.87 

1960 4.41 5.19 5.16 3.85 5.85 

1961 4.35 5.08 4.97 2.97 4.75 

1962 4.33 5.02 5.00 3.26 6.00 

1963 4.26 4.86 5.01 3.55 5.68 

1964 4.40 4.83 4.99 3.97 5.53 

1965 4.49 4.87 5.06 4.38 5.85 

1966 5.13 5.67 6.00 5.55 6.70 

1967 5.51 6.23 6.00 5.10 5.71 

1968 6.18 6.94 6.68 5.90 5.84 

1969 7.03 7.81 8.21 7.83 6.05 

Source: Economic ReEort of the Pres ident I 1970, pp. 242 and 267. 
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Table III- 10. 

CORPORATE SAVING AND DIVIDEND PAYMENTS 

Profits after Tax Capital Undistri-
plus Capital Con- Consumption buted Dividends 

sumption Allowances A1101,a nces Profits 
Date {2 billions} As Eer cent of {1) 

(1) (2) (3) (4) 

1946 20.2 23.27 49.01 27.72 
1947 26.0 22.31 53.46 24.23 
1948 29.7 23.57 52.53 23.57 
1949 26.5 29.81 42.64 27.17 

1950 33.7 26.11 47.48 26.11 
1951 31.8 32.39 40.88 27.04 
1952 31.0 37.10 35.48 27.74 
1953 33.5 39.40 34.33 26.57 
1954 35.5 42.25 31.83 26.20 
1955 44.4 39.19 37.16 23.65 
1956 46.1 41.00 34.49 24.51 
1957 46.8 44.44 30.34 25.00 
1958 44.3 49.66 24.38 26.18 
1959 52.0 45.19 30.58 24.23 

1960 51.6 48.26 25.58 25.97 
1961 53.5 48.97 25.23 25.79 
196i' 61.3 49.10 26.10 24.80 
1963 64.8 49.07 25.62 25.46 
1964 72·3 46.89 28.49 24.62 
1965 82.9 43.91 32.20 23.88 
1966 89.5 44.13 32.51 23.24 
1967 90.0 47.33 28.78 23.89 
1968 95.7 47.96 27.90 24.14 
1969 99.9 49.15 26.33 24.62 

Source: Calculated from data given in Economic ReEcrt of thc Prcsident, 1970, 
page 260. 

53-940 0 - 7\ - pt. \ - 9 
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C. HOUSEHOLD SAVINGS AND PORTFOLIO DECISIONS 

1. Balance Sheet Relationships, 1952-1968 

Household assets and liabilities are shown in Table III-II. During 
the 1950's, proprietor's equity accounted for a larger share of house
hold assets than did corporate shares; this situation more than reversed 
itself du,ring the 1960's. The portion of assets accounted for by tan
gibles fell over the period as did the shares of long-term claims and 
cash. The decline in the share of long-term claims was particularly 
heavy in bonds; "other long-term claims" consisting of claims on life 
insurance, pensions, and personal trusts, increased slightly over the 
period. Again the share of short-term claims increased, particularly in 
the form of time deposits. Although there was a sharp relative increase 
in debt during the 1950's, the debt-net worth relationship has remained 
relatively stable since then; mortgages predominate among the 
liabilities. 

The major phenomena which can be observed here are the substitu
tion of corporate equity for proprietor's equity, a shift from long-term 
to short-term claims in the portfolio, and, within the category of long
term claims, a shift out of directly held securities and into claims on 
financial institutions. 

2. Saving Behavior in the Post-War Period 

Balance sheet relationships are not as sensitive an indicator of finan
cial behavior as one would like, however. They are influenced by rela
tive prices and by past accumulations, and thus they may indicate little 
about changes in the disl?osition of new funds. Table 1II-12 attempts 
to provide such informatIOn. 

The decline' of e<1uity in unincorporated business is equally dramatic 
here. However, households have been net liquidators of corporate 
shares as well. Indeed, the only reason that the share of new funds 
committed to intermediated rather than direct saving did not continue 
to rise during the last half of the 1960's is the shift out of savings 
accounts and into bonds which occurred primarily during the tight 
money years of 1966 and 1969. . 

The form in which households choose to hold wealth obviously has 
far reaching implications for the capital markets. Not only are indi
viduals direct suppliers of funds to the securities markets, but the spe
cific channels of intermediation through which their indirect financmg 
goes are also important. Chapter V of the NBER Report attempts to 
construct a model of household financial saving. The dependent vari
ables consist of household acquisitions of the following assets : (1) 
demand deposits, (2) savings deposits, (3) claims on life insurance 
reserves, (4) claims on pension reserves, (5) mutual Tund shares, (6) 
fixed income securities (bonds and mortgages), (7) corporate shares 
(excluding investment company shares), (8) odd lot net purchases on 
the NYSE, (9) household round lot net purchases on the NY'SE, and 
(10) household round lot less estimated net purchases by 'personal 
trusts and nonprofit institutions. Each of these is then related to per
sonal income, to the rate of return on 3-5 year government bonds, to 
the yield (both dividends and capital g-ains) on the Standard & Poor 
500 stock price index, and to time. All dependent variables are ex-
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pressed as a '~r cent of personal income. The model assumes that 
actual and desIred levels of asset holdings coincide in any time period ; 
an attempt to specify a lagged stock-adjustment model was rejected 
on both conceptual and statIstical grounds. 

The estimated equations generally include changes in interest rates 
or stock yields as explanatory vari8:bles. It is not possible st~tisti
cally.to say whether the resultmg savmgs flows represent a reactIOn to 
changing rates of return or to changes in the market value of wealth. 
The formulation of the model also assumes that causation runs from 
income and interest rates to saving, rather than the reverse. Some of 
the results are given in TaJbles III-13 and HI-14. Ha v'ariable is not 
included in an equation, the presumption is that it proved statistically 
insignificant. 

The model as a whole indicates that strong temporal influences domi
nate the acquisition of both pension funds and mutual fund shares; a 
less pronounced tendency to increase acquisitions over time has ex
isted for demand deposits as well. In all three instances time is posi
tively related to the share of income devoted to the acquisition of suoh 
assets. 

Interest rates, that is, the bond yield, appear in two forms in these 
equations. The first is the interest rate prevailing during the period 
in question; this is positively related to the share of income going into 
savings deposits, but negatively related to inflows into life insurance, 
mutual funds, and direct stock holdings. The percentage change in 
bond yields, however, is significant in many of the equations. Rising 
interest rates lend to outflows from both demand and time deposits and 
from life insurance; direct acquisitions of bonds, mortgages, mutual 
fund shares, and cOJ'lporate stock increase, however, when interest 
rates rise. 

Changes in income also affect the share of income devoted to .the 
various forms of. financial saving. Increases in income are associated 
with increases in demand deposits, and with greater inflows to life 
insurance and to pensions; however, they do not appear to increase the 
acquisition of either bonds or stock. Finally, neither current nor lagged 
values of stock yields seem to be very significant in explaining house
hold asset acquisitions. 

The individual equations need little further discussion. The demand 
for money conforms to usual notions of income and interest elasticity. 
Savings deposits appear to be substitutable for bonds. In periods of 
rising interest rates, debt market yields rise faster than do the rates 
paid by thrift institutions; disintermediation takes place and in
dividuals become active directly in the market for fixed income securi
ties. Inflows to pension funds are dominated by time and by changes 
in income; relative yields appear, on the basis of these data, to have 
little effect on this form of contractual saving. 

Additions to life insurance are measured net of 'Policy loans. Thus 
the negative coefficients on the bond yield terms reflect the attraction 
of policy loans as a source of credit during periods of tight money, as 
well as the disintermediation which occurs. The income term, reflecting 
broader ooverage, has allowed the inflow into life insurance to remain 
positive despite unfavorable relative yields; its share in financial sav
mg, however, has been declining over time. 

Acquisitions of fixed income securities, such as bonds and mortO'ages, 
do appear to be sensitive to yields. Changes in bond yields have a ;'rong 
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positive effect; after a one-year lag, stock yields also are significant. 
Income change has a strongly negative effect. Further investigation 
into the substitution among bonds, savings deposits, and life insur
ance suggests that the funds which flow out of thrift and insurance 
institutions during periods of high and rising interest rates find their 
way into direct holdings of fixed income securities. 

The set of equations dealing with corporate stock and mutual fund 
shares is rather disappointing. The aggregate of direct and indirect 
equity holdings apears to be negatively related to the bond rate; thus 
the fact that relative yields grew less favorable to stocks during the 
1960's may provide some explanation for the net selling by households 
which occurred. Acquisitions of mutual fund shares are explained by a 
positive time trend and a negative, lagged, stock price effect. 

The four equations for direct purchases of equity securities in Table 
1II-14 show SUbstantially the same phenomena. The level of bond 
yields affects purchases negatively; interest rate changes, however, 
have a positive effect. Income changes affect all but adjusted round 
lot purchases negatively. Current stock-yields affect such "pure 
household" purchases positively; however, they affect odd lot pur
chases only with a lag, and the other measures not at all. 

With the exception of the current bond yield, which does not ap
pear in the equation for fixed income securIties, the circumstances in 
which saving will take the form of increased stock holdings are the 
same as those favorable to the acquisition of bonds, namely rising 
bond yields, falling income levels, and past high levels of stock prices. 
These conditions are not, however, conducive to the accumulation of 
claims on financial intermediaries. 

3. Characteristics of the Wealth Distribution 

Appendix V of the NBER Report provides information on the 
distribution of these various assets among individuals grouped by 
such demographic characteristics as wealth and age. The data of the 
1963 Federal Reserve Survey of Financial Characteristics of Con
sumers 18 were the basic source. Total assets and major asset categories 
were tabulated by age and wealth of owner. 

There are certain difficulties with survey data of this kind; in par
ticular, certain assets are almost certainly going to be understated.19 
However, it is assumed that in the case of most individuals, assets 
are understated by rather small dollar amounts and that the un
derstatement will have only an insignificant effect on estimates of the 
distribution of wealth. Unfortunately some components 'are particu
larly seriously understated. Chief among them are equity in unin
corporated business and equity in pension funds. Here, lack of knowl
edge on the part of respondents has particularly severe consequences 
for estimates of total household assets and their distribution. 

Table III-15 gives the distribution of total assets by 'age and wealth 
classes. Approximately one-third of the assets are accounted for by in
dividuals whose total wealth is $30,000 or less. Another third belongs 
to those whose wealth lies between $30,000 and $200,000; half of this 

lSId. at 58 et seq ; and see NBER Report, appendix V. 
10 D. Projector and G. W"is". Surveil of Financial Oharacteristics of Oonsumers (1966). 

The sample consisted of 2.557 consnmer units and was designed to Include a large num
ber of relatively wealthy Individuals. Observations refer to the end of 1962. 
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belongs to those with total assets under $60,000. The remainder be
longs to individuals having total assets in excess of $200,000. Concen
tration also tends to increase with age because of differences in life
time income reflecting differences in rates of return on 'both human 
and nonhuman wealth. Two individuals starting out with identic!J.l fi
nancial assets at age 25 may have very different wealth at age 65 for 
several reasons apart from gifts and inheritances. They may differ 
in their ability to earn labor income as a result of different invest
ments in human capital or returns on scarce types of human capital; 
they may differ in the fraction of income saved and invested in earn
ings assets; finally, they may differ in the rate of return which their 
cumulative past savings can command. 

As can be seen in Table III-16, the ownership of stock in 1962 was 
quite heavily concentrated among the older and more affluent. The 
data also show that traded stocks account for a larger fraction of total 
stocks held for the less affluent; the age relationship is somewhat 
erratic, with traded stocks being more important at the ends of the age 
scale than in the middle. 

However, it is differences among classes of wealth owners in port
folio allocation that are somewhat more relevant here. Tables V-8 
through V-ll of the NBER Report indicate that there are substantial 
differences among age and wealth classes. The importance of stock in 
the portfolio varies directly with age and wealth. The wealthy are 
more likely to have trust funds than are the less affluent, although the 
importance of such trusts in the portfolio declines as the age of the 
wealth-owner increases. For cash and bonds, real estate, and equity in 
life insurance and pension reserves, however, the reverse would appear 
to be true. These are more significant in the portfolios of the less afflu
ent and, with the exception of liquid assets, more significant in the 
portfolios of the young. Mutual fund shares, once the investment ve
hicle of the small investor, are becoming increasingly a means for the 
relatively affluent to accumulate retirement income.2o 

These tabulations should be interpreted with extreme caution; many 
of the cell frequencies are small, response error was particularly severe 
in the case of insurance and pension equities; and the survey was taken 
nearly a decade ago. The findings, however, are in all likelihood still 
broadly true. 

4. Conclusions 

In their aggregate portfolio, households have substituted corporate 
for proprietors equity, have shifted into short-term claims, and have 
exhibited a preference for intermediated rather than direct holdings of 
long-,term assets. They have also exhibited a willingness to d'isinter
mediate, however, if relative yields make this attractive. 

'Vithin the household sector one can observe differences in portfolio 
composition which are related to the age and wealth of the individual. 
The older and more affluent are more likely to devote a substantial 
fmotion of their portfolio to direct stock holdiIlg', while equity in life 
insurance and in pension fund reserves are more important for the less 
well-to-do. This suggests that there are distributional aspects involved 
in assessing institutionalization of the stock market which are not com
pletely captured by focusing on the share of individuals and institu
tions in corporate stock outstanding. 

20 NBER Report, Ch. 5, Bee. 2.h.6. 
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Table II 1·11 

Balance Sheet of the Household Sector 

tal Assets To 
1 'angihle Assets 

Land 
Residential Structures 
Consumer Durables 

F 'inancial Assets 
Currency and Demand Deposits 

To 
o 

Short·Tcrm Clalms 
Time Deposlts 
Treasury Securities 
OLher 

Long-Term Claims 
Bonds 
MorLgages 
Other 

orporate Shares 
Equity in Unincorporated 
Miscellaneous 

tal Liabilities 
ther Short-Term Claims 

10rtgages 
iiscel1aneolls 

Ne t I/orth 

Business 

In Billions 
. Dollars 

1952 1960 

1,103.2 1,867.3 
386.3 670.6 
58.7 148.6 

237.3 381. 2 
90.3 140.8 

716.9 1,196.7 

59.31 63.9 
84.4 173.1 
78.5 164.4 

5.2 7.6 
0.7 1:1 

211.0 358.5 
58.6 78.0 
17.3 29.6 

135.2 251. 0 
142.8 .320.9 
210.3 ,69.2 

9.1 11. 1 

95.4 216.6 
38.1 77.4 
56.1 136.8 
1.2 2.4 

1,007.8 1,650.7 

SOURCE: NBER Report, Appendix I, Table IB·2. 

Of 

1968 

3,363.8 
1,051.8 

250.9 
567.1 
233.8 

2,312.0 
107.1, 
374.7 
355.1 
~2·.3.. 

3.3. 
593.8 

. 9:). •• 6 
34.5 

465.6 
828.0 
392.2 

15.9 

409.8 
161.4 
244.1 

4.3 

2,954.0 

In Percent of Total 
Assets 

1952 1960 1968 

100.0 100.0 100.0 
35.0 35.9 31.3 

5.3 8.0 7.5 
21.5 20.4 16.9 
8.2 7.5 7.0 

65.0 64.1 68.7 
5.4 3.4 3.2 

I 7.7 9.3 11. 1 
7 1 8.8 10.6 
0.5 0.4 0.5 
0.1 0.1 0.1 

19.1 , 19.2 17.7 
5.3 4.2 2.8 
1.6 1.6 1.0 

12.3 13.4 13.8 
12.9 17.2 24.6 
19.1 14.4 11. 7 
0.8 0.6 0.5 

8.6 11. 6 12.2 
3.5 4.1 4.8 
5.1 7.3 7.3 
0.1 0.1 0.1 

91.4 88.4 87.8 



Table III- 12 

HOUSEHOLD SAVING A~~ INVEST~mNT 
(As percent of personal disposable income) 

Personal Saving (National Income Accounts Bas~s) 

Gross Saving (Flow of Funds Basis) 11 

Capital Expenditure 

Acquisition of Financial Assets 
Intermediated 

Demand deposits and currency 
Savings accounts 
Life insurance reserves 
Pension fund reserves 
Investment company shares 

Direct 
Credit market instruments 

U.S. Government securities 
State and local government securities 
Corpordte and foreign bonds 
Corporate shares 
~!ortgages 

Investment in noncorporate business 
Security credit 
¥dscellaneous 

Increase in Liabilities 

1950-
1954 

7.0 

22.3 

20.6 

8.3 
6.7 

.B 
2.6 
1.2 
1.9 

.2 
1.6 

.9 
-.2 

.5 
-.1 

.3 

.4 

.5 

* 
.2 

5.t 

1955-
1959 

6.4 

22.1 

20.4 

9.1 
7.5 

.3 
3.6 
1.0 
2.2 

.4 
1.6 
2.0 

.4 

.B 

.3 

* 
.6 

-.5 

* 
.1 

5.5 

1960-
1964 

5.4 

21.2 

1B.7 

9.3 
9.6 

.7 
5.1 
1.0 
2.4 

.4 
- .4 

.2 

.2 

.4 

* -.7 
.3 

-.7 

* 
.1 

5.6 

1965-
1969 

6.5 

23.5 

1B.3 

10.0 
9.7 
1.2 
4.3 

.9 
2.6 

.7 

.2 

.6 
1.0 

.2 

.6 
-1.4 

.2 
-.7 

* 
.3 

5.2 

11 Includes credits from government insurance, capital gains dividends, savings through consumer durables 
purchases, and capital consumption allowances. 

* Less than .05 percent. 

SOURCE: I!~.£LE>!!)~~~, ~L..£iE. 

co 
~ 



Table UI-13 

ESTIMATED FINANCIAL SAVINGS EQUATIONS FOR HOUSEHOLDS 

Percent of 
Per sona 1 Lncorne 
Used to Acquire 

Demand Depos its 

Savings deposits 

Pens ion c la irns.!I 

Life insurance 
claims 

Bonds and 
mortgages 

Stock & mutual 
fund shares 

Constant 

-99.00 
(1.33) 

81.22 
(3.38) 

2.44 
(27.69) 

5.574 

96.16 
(1.56) 

16.83 

Yield on US 
Time Govt. Bonds 

.4807 
(1. 76) 

' 7.398 
(3.86 ) 

.0271 
(8.40) 

-1. 526 
(5.99) 

"-') 

-4.165 
(7.696) 

Source: NBER Report, Chapter V passim. 

1/ This varible expresseQ logarithmically. 

Note: Figures in parentheses are t ratios. 

Percentage Percentage 
This Year's Change in .Change in 

Bond Yield P,ers. l.ncome Stock Yield 

-43.63 13.60 
(1. 91) ( 1.58 

-70.60 
(2.89) 

.1610 
(1. 76) 

-9.794 
, 

19.16 -.0349 
(1. 86) (1. 98) (1. 94) 

74.51 -160.9 
(3.29) (2.38) 

Last Year's 
K... Stock Yield 

.4970 

.5574 

.8378 

~ 
~ 

.7469 

.2129 .6068 
(2.48) 

.7476 



Table III-l4 

ESTIMATED SHARE PURCHASE EQQATIONS FOR HOUSEHOLDS 

Percent of Percentage 
Pers. Lncorne Used Yield on US ~hange in 
to Acquire Constant Time Govt. Bonds Bond Yield 

Mutual fund 
shares .00053 .2537 

(8.76) 

Other stock 20.52 -6.301 27.90 
<p .95) (3.552) 

Odd lot stock 
purchases 7.555 -.8987 7.525 

(4.978) (2.303) 

Round lot stock 
purchases 11 54.65 -4.8971 21. 967 

(2.10) (8.85) (2.68) 

Round lot 
adjusted ~I -27.68 -8.048 49.92 

(4.00) (1. 78) 

---- ---------------
.Ii . On New York Stock Exchange. 

Percentage 
Change in 
P ers. l.ncorne 

-26.17 
(1. 568) 

-10.79 
(1. 659) 

-58.536 
(1. 96) 

This '{ear's 
Stock Yield. 

.4050 
(3.50) 

Last Year's 
Stock Yield 

- .0179 
(1.685) 

.. 0220 
(2.029) 

~I Round lot purch~ses less as~urned.net purchases by personal trusts and nonprofit institutions. 

SOURCE: 
NOTE: 

N3ER Report, Chapter V ~ssim. 
Figures in parentheses are t ratios. 

R2 

.8137 

.9210 

~ 

.7035 ~ 

.9043 

.7864 
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Table III-IS 

DISfRIBlJfION OF TOTAL ASSETS O\mED BY 
INDIVIDUALS OVER AGE AND TOTAL ASSET CLASSES 1962 

------------~------~~~~~~~-------------------

Totnl or:;cct" o .... ncd Under 
by il1clividllnln 25 

-------------I-=----I------'------L ___ -'-_ 

l.C'nc. tll.1n Q5,OOO 0.9 2.0 3.3 4.0 3.0 

$15,000 - 30,000 0.2 2.6 3.9 4.7 3.4 

3!'l,OOO - GO,OOa 0.1 1.5 3.5 4.3 5.1 

60,000 - ]00,000 0.1 0.3 1,1, 1.9 2.4 

100,000 - 200,000 0.2 0.1 2.5 1.5 3.0 

2'10,OUO - 500,000 0.5 1.0 2.0 2.8 

,- ~,OOO - 1,000,000 0.1 0.1 1.0 0.9 1.7 

O'.·~t' to1,OOO,OOO 1.6 1.6 4.0 3.8 

.,' T:!IlIVlliI;"L~ 1.6 8.7 17.9 23.2 25.1 

SOllrccp: Table V-5 in Appendix V of NBCR ReporL. 

note: Figures may not ndd to totals due to rOllndinc. 

Ove!." --r;u-' 
L-~6.:!.1, _ _L_.; I ;r~~~~n~. 

2.9 . 15.8 

3.1 17.9 

3.2 17.5 

2.9 B.8 

1.3 8.~ 

3.6 9.9 

2.4 6.3 

4.1 15:0 

23.5 100.0 .. 
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Table IlI-16 

DISTRIBUTION OF 1I0USEIIOLD-0\1NED CORPORATE EQUITIES Al-IONG 
INDIVIDUALS CLASSIFIED BY AGE AND TOTAL ASSr:TS, 1962 

nnr.~t'j mrned Under 
by In<livicluoln 25 

All 
or.en 

A. Total amount of corporate equities OImed by 
all individuals in each class (billions of dollars) 

l.e~~ th.m $11,nOf) 0.6 0.5 0.3 0.7 0.9 
I 

0.6 3.6 

SlS,OOO - 30,000 0.2 0.8 1.8 1.3 3.6 2.6 10.3 

30,000 - GO,OOO 0.1 4.7 3.4 7.0 5.6 6.3 27.0 

60,000 - 100,000 0.5 3.3 2.8 4.3 11.8 6.1, 29.1 

100,000 - 700,000 0.4 0.5 11.8 6.5 11.8 7.1 38.1 

200,000 - 500,000 0.1 1.1 4.3 13.8 14.7 35.1 69.2 

500,000 - 1,000,000 1.3 1.7 1.8 6.1 17.8 18.1 46.9 

OvC'r SI,OOO,OOO 1.0 19.5 47.0 39.8 45.6 52.8 

ALI. J NOIVIIl"ALS 3.2 13.6 45.7 86.7 06.0 21.8 77.0 

B. Percentage disl ribution (percent of grand total) 

LeGe. th~n $] ~1.r)OO 0.2 0.1 0.1 0.2 0.2 0.2 0.9 

$15,000 - 30,000 0.2 0.5 0.4 1.0 0.7 2.7 

30,000 - 60,000 1.2 0.9 1.9 1.5 1.7 7.2 , 
60,O~o1 - 100,000 

I 
0 . .1 0.9 0.7 1.1 3.1 1.7 7.7 

100,000 - ~()!),OOO 0.1 0.1 3.1 1.7 3.1 1.9 10.1 

20U,OOO - 50~), 001l 1
0 0.3 1.1 3.7 3.9 9.3 18.4 

500,000 - l,nOn,Ono 

I 
0.4 0.5 0.5 1.6 4.7 4.8 12.4 

Over ~I,OOO,()O() 0.3 5.2 12.5 10.5 12.1 l,O.5 

AI.I. J :aJl VIDUAl.;' 0.9 3.6 12.1 23.0 28.1 32.3 100.0 

SOtlreC": Table V-6 of ~E£!!, Appendix V. 
N()t~: J. jp,t1J"(':. 111.1)' IItll :ltld , .. lol.liH d1lt, '0 roulltiing. 
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D. FINANCIAL INSTITUTIONS 

1. Balance Sheet Developments, 1952-1968 

These financial institutions include the flow of funds' private non
bank finance sector, personal trusts, commercial banks, the monetary 
authorities, and credit agencies sponsored by the Federal Government. 
Table III -17 indicates that for theSe institutions, net worth has risen 
somewhat more rapidly than has their indebtedness. The changing 
composition of theIr liabilities reflects the decline in the importance 
of cash, the increasing popularity of time deposits, and the increase in 
household claims on msurance and pension reserves and on personal 
trusts. All of these developments have been discussed previously in this 
chapter. 

Although the real estate holdings of some groups of financial insti
tutions have increased in recent years, tangible assets constitute rela
tively little of the "aggregate portfolio. The decline in short-term assets 
is largely confined statistically to Treasury securities; other forms of 
short-term credit have actually increased. Total long-term lending has 
declined only slightly, but there has been a sharp decrease in bond 
holdings. Corporate shares have increased in importance as an asset, 
particularly for nonbank financial institutions. 

2. Institutions and Equity Purchases 

• Table III-17 indicates that the share of corporate stock in the 
aggregate portfolio of financial institutions doubled over the period 
1952-1968. This is even more startling, since the aggregate portfolio 
includes the assets of commercial banks and of savings and loan asso
ciations; neither group is active in the stock market. Since these two 
institutions are so large in terms of assets, there must have been a sub
stantial equity commItment on the part of the other institutions in 
order for this doubling to have taken place. 

Data which give rather strong confirmation of this phenomenon 
appear in Table III-18. In every case except investment companies, 
already holders of substantial stock portfolios, and to some extent 
mutual savings banks, there has been a tendency for an increasing 
share of portfolio acquisitions to take the form of corporate stock. The 
heavy purchases made by mutual funds during 1967 reversed the de
cline in the share of stock in their net acquisition of financial assets. 
With this exception, the funds have been devoting a declining frac
tion of their portfolio acquisition to stock for some time. 

When one remembers that households have been allocating a sub
stantial portion of their financial saving to acquiring equity in pension 
funds and in mutual funds, the significance of these percentages be
comes clearer. Individuals may have been net sellers of stock, but they 
were at the same time accumulating claims on institutions which gave 
them indirect holdings of equity securities to an increasing degree. The 
growth of these large institutional portfolios coupled WIth a shift in 
mstitutional portfolio preference toward equity securities led natu
rally to increased institutional activity in the stock market. 
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3. Selected Institutions and Portfolios, 1952-1968 

a. Managers versus portfolios 
The organization of this section follows that of chapter 5 of the 

NBER Report. By doing so it mixes the type of manager (for exam
ple a life insurance company) with the type of account managed (for 
example, a pension fund) . 

Part Two of the Study presents a new framework which keeps sepa
rate class of manager and type of account. The advantages of this 
framework could not be incorporated in the NBER Report because of 
the lack of time series data on the largest money managers, bank trust 
departments and investment advisers. 
b. Noninsured pension funds 21 

The major increase in household's savings flows to institutions was 
enjoyed by pension funds during this period; by their nature these 
inflows 'and outflows are stable and rather predictable. Until 1950 
almost one haH of private pension funds were insured; but the pen
sion funds managed by life insurance companies have declined in 
their share of the total over the postwar period. Corporate manage
ment earlier, and the overseers of state and local pension funds recently, 
began to look for higher investment returns in an effort to reduce the 
costs of providing pension benefits. As the share of noninsured private 
pension funds rose, so did the portion of these funds administered by 
bank trust departments. Although almost nothing is known historically 
about the share of investment advisers in this market, it seems likely 
that they will in the future compete for corporate funds as well as 
for a share of the new business from state and local pension funds. 
The latter have only recently begun to emerge from their former role 
as a repository for the bonds of the sponsoring jurisdiction and their 
tradition of conservative, nonprofessional management. 

Looking at the summary data on private noninsured funds in Table 
III-19, it is possible to observe large declines in the share of such 
assets represented by U.S. government securities, corporate bonds, 
and cash, with substantial increases in the share of assets devoted both 
to stocks and to mortgages. The flows, averaged in the lower panel, 
give a somewhat better representation of decisions to commit new 
funds. Over the period, corporate stock has been substituted for cor
porate bonds virtu,ally throughout; indeed the pre-eminence of stocks 
III total acquisitions was well established by 1959. Home mortgages 
were popular uses of funds from 1955 until 1965, but after the tight 
money of 1966, mortgage yields grew less attractive and corporate 
pension funds rapidly lost interest in acquiring such assets at the old 
pace. The decline in the importance of U.S. Government securities 
reflects lack of new acquisitions rather than sustained net selling. 

The NBER Report found no statistically significant explanation 
for these developments in corporate pension funds; yield differentials 
provided little explanation of the portfolio shifts. The long time 
horizons under which investment decisions a·re made by these funds 
undoubtedly imply lags in their response to market conditions; these 
lags cannot be explored readily with the aggregative set of annual 
observations available. The NBER Report also hypothesized that, 

:n See NBER Report, ch. 5, sees. 3.a.. 3.h. 
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given long-term growth as a management objective, yields may in' 
fact play little role in the short run. Increases in pension fund turn
over rates, the increased willingness to move money in search of better 
yields and the banks' development of pooled equity funds in com
petition with investment advisers and other managers are perhaps 
evidence that corporations with pension accounts became less risk-
averse and more return-conscious in 1967. . 

'StJate and local pension funds reduced their dependence on cash, 
Treasury Ibills, and staJte and local govemmerut securilties, and became 
holders of corporate securities and mOI1tgages. The increase in their 
stock pordolio has been 'paI'lticularly dramatic during recenJt years, 
as T'a;ble III-20 inillC31tes. The selling of municipals, 'the acquisition 
of .bonds and mOI1tgages during the early 1960's,and then of stock 
during recerut years, were mrude possible by Ithe libemlizaition of in
vestment restriotions 'and the increasing use of professioml manage
ment. The NBER Report found Ia weak negaitive correlrution between 
stock purchases 'and interest rrutes; stock prices were not significant.22 

The pool -of money devOited Ito pensions and other employee benefit 
plans is quiJte large. Sbwte and local employee retirement systems still 
.are grOlWmg ra;pidly, -and the new forms Itaken by employee benefit 
pLans will pl10baJbly give private plans somewhrut more groWith in the 
coming years than was once thought likely to occur. 
c. Life insurance companie8 

Life insUl1ance oompanies have historicrully been oonservative in
vesbors, wi,th foremost oonsiderrution given ,to safeJty of principal. 
Legal requirements have severely restricted both ·the e~tent land the 
nature of Itheir investment in oommon sbock. lit is not clear th!lit these 
regul3:tions have imposed paJtJterns of behavior which would not other
wise have been observed; some studies in the 'past have found their 
purchases of stock unresponsive Ito changes in the regul1wtory milieu in 
which Ithey operwte.23 

The pOI1tfolio changes shown by life insurance companies can be 
followed in Thble III-21. The liquidity of the immediwte postwar 
years was reduced;by the rather heavy neJc selling of U.S. Government 
securities. '.Vhe acquisition of stalte and local govermnenJt securities 
stopped aflter 1960 when life insumnce oompanies became net sellers. 
MOI1tg:ages have been impoI'ibanlt in both holdings and acquisiltions; the 
mOl1tgage l!IiCOOunt's composition has shiflted ·away from home mont
gages and into mul1ti-fwmily and oommercial mOI1tgages. Insurers have 
also 'acquired commercial paper and bonds. Bonds, oommercial paper, 
and mOI1tgages, of course, have !been popular eXlternal source of funds 
for corporations during ,the period. Finally, interest in stocks on the 
part of life insurance oompanies seems defini1tely 00 have increased 
since 196'5; ,the share of stock in Itheir pOldolio has increased, the 
fraction of their investment taking this form has doubled over thwt 
obtaining during the early 1960's, and the composition of their hold
ings has shifted away from preferred and railroad 'and u'tii}i1ty shares.24 

Over the pOOIbwar period, inflows inJto hdth Ithe life insumnce and 
,the pension componeruts of :the insurance business have fallen relative 
to GNP, especially the first of these. The response to the loss of pen-

22 See N BER Report, ch. 5, sec. a.b . 
.. See NBER Report, ch. 5, sec. a.c. 
0< See NBER Report, Tables 5--5 and 5-6 
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sion business was the development of separaJte acoounrts wi11h more 
inVeStment lwt~tude Ithan was afforded by Ithe regulations on pooled 
insurance and :pension reserves. The declining oommitment of new 
money ito life insurance on Ithe paI1t of households has resulted in re
duotions in oontraot premiums, the offering of variable annuiJties, and 
the use of agency netJworks for the sale of mutual funds and other 
financirul services. All of Ithese imply for Ithe life insurance oompanies 
a somewhwt greaJter commiltmen!t Ito the corporate equity market Ithan 
has been shown in Ithe past.25 
d. Property and liability in8urance companie8 26 

These institutions do not enjoy the relatively predictable inflows 
and outflows of either life insurance companies or pension accounts. 
Short-run fluctuations in inflows are substantial and are related less 
to the state of the economy than to random forces. This instability 
has led to fairly substantial holdings of Government securities; fluc
tuations in this portfolio absorb the variations in claims. Table 1II-22 
also shows the running down of the war-time buildup of holdings 
in these securities. 

The data of Table III -22 indicate that there has been a decline in 
the share of property and liability portfolios devoted to cash, to gov
ernments, and to mortgages, and an increase in holdings of corporate 
securities and the 'bonds of state and local governments. The latter's 
tax-exempt status has appeal for the stock companies in this field. 
Purchases of corpomte bonds and of state and local securities were 
found to he senSItive to 'bond yields and to the net inflow of funds 
described above. When inflows and bond yields are high, the share 
devoted to corpomte bonds increases and that devoted to municipals 
falls; relative yields and short-run changes in interest rates proved 
not significant in explaining these purchases. No statistical explana
tion was found for the share of funds flows devoted to stock purchases; 
none of the variahles-yields, inflows, capital market changes-proved 
significant. 27 

Such indicators of the importance of property and liability insur
ance companies as the annual change in their assets, in their lia:bilities, 
or in other measures of inflow as a per cent of GNP show a steady 
drop until 1965 when the decline is reversed. In 1968 especially prop
erty and casualty insurers were very active in the markets for hoth 
corporate debt and equity. Whether this reflected a changed investment 
strategy or was simply a response to an unaccustomed cash inflow 
remains to be seen. 
e. Open-end inve8tment companie8 28 

The bulk of the inflow into mutual fund shares finds its way directly 
into corporate stock; the funds' portfolio response to a change in yields 
would appear to be a marginal adjustment in their cash position. 
Over the period, the fraction of GNP devoted to the acquisition of 
mutual fund shares has risen; and thus mutual funds have grown 
more rapidly than has the economy as a whole. 

The data of Tahle III -23 indicate that the percentages of assets 
devoted to cash, governments, and corporate securities have been 

.. See ch. VI. 
'" See NBER Report, ch. 5, sec. a.d. 
Z7 [d. 
28 NBER Report, cll. 5, sees. a.e, 4.c . 

• t , 
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remarkably stable over time, though there has been an increase in 
the commercial paper component of the cash position since 1965. 
During periods of rising stock prices, this· constant portfolio composi
tion could be maintained with a declining fraction of net acquisitions 
devoted to the purchase of equities. Furthermore, to the extent that 
more volatile growth funds out-performed the market averages during 
the bull market, chan~es in the value of the stockholdings of mutual 
funds would necessarIly have been chiefly the result of price appre
ciation rather than of large net purchases of relatively high-prIced 
securities. 
f. Bank administered perso1Wl trusts and estates 29 

Personal trusts and estates do not constitute all the business handled 
by bank trust departments by any means. There are personal agency 
as well as personal trust accounts; and employee benefit accounts 
represent a growing share of trust department business. The fact 
that personal trusts 'and estates are the only accounts under the man
agement of bank trust departments to be discussed explicitly in this 
chapter reflects the fact that no data are available on other types of 
accounts until 1963.30 Personal trusts can be observed over a longer 
period than the somewhat atypical past few years; and a reasonably 
good time series exists on a small portion of such assets, those in com
mon trust funds. To the extent that banks manage the pension assets 
already discussed above, their behavior as portfolio managers of such 
assets has been covered in an earlier sectIon. Table III-24 gives an 
indication of the relative sizes of the various types of accounts from 
1963 through 1968. Common trust funds are included in the category 
"personal trusts and estates". In Table III-25 one can examine shifts 
in the composition of the assets held in bank-managed I>ersonal trust 
accounts. Over the period as a whole, there has been a decline in the 
share of cash and U.S. Government securities; an increase and then 
a decrease in the share of state and local government securities, and 
a decline in mortgage holdings. The period witnessed a steady growth 
in the holdings of corporate bonds and stocks. 

Looking, however, at the net acquisitions associated with these 
changes in the composition of assets over time, these 'accounts appear 
to have been fairly consistent net sellers of U.S. Government securi
ties and heavy net purchasers of state and local government securities 
since 1960. They also appear to have shifted during the 1960's from 
being relatively heavy net purchasers of corporate bonds to being 
relatively heavy net purchasers of stock. It should be noted that these 
estimates of net purchases have many deficiencies. They embody any 
inconsistencies in the balance sheet time series, since the net purchases 
of all assets except corporate stock are, by definition, the change in 
reported holdings. Net purchases of stock were measured residually 
as the portion of the change in stock holdings which could not be 
attributed to capital gains on a portfolio which appreciated as did 
the Dow-Jones Industrial AverageY 

It is, therefore, more reliable to examine the portfolio policies of 
managers of common trust funds, even though the assets in these 

.. NBER Report, ch. 5. soos. 3.f, 4.b. 
so The estimates discussed In the text were derived from various and discontinuous 

sources; reported shifts In portfolio composition should be In<tJerpreted with special caution. 
See NBER Report, appendix I. 

81 la., sec. D.2. 
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accounts constitute only a small fraction of the assets in the personal 
trust and estates category. Data are given in Table III-26. Common 
trust funds were instituted in the 1930's as a vehicle for handling small 
fiduciary accounts at lower cost. Over the period the stock portfolios 
of these funds have shifted from utility and financial stock to indus
trial issues; their dependence on preferred stock also has been re
duced. Their cash has risen; they have been net sellers of U.S. Govern
ment securities. Their relatively heavy acquisitions of tax-exemJ;>t 
securities reflect the growing popularity of funds specializing In 
municipal bonds. The data in Table III -26 indicate that these funds 
acquired stock more actively during the late 1950's than in more recent 
years. There also has been a growing interest in the acquisition of 
corporate bonds. 

The investment strategy of bank trust accounts other than em
ployee benefit accounts is now and has always been somewhat con
strained by general legal restrictions on fiduciaries. These accounts 
always have held considerable assets in the form of stock; and the 
data suggest that a not inconsiderable portion of their inflow has 
taken thIS form. 
g. M1tMuilsavings banks 32 

Commercial banks and savings and loan associations do not hold 
stock; mutual savings banks do, and indeed have done so for a con
siderable period of time. The assets of mutual savings banks have not 
grown as rapidly as the rest of the economy; inflows into mutual 
savings banks have been falling as a percent of GNP. Over the period 
covered by Table III-27 we observe a decline in cash, U.S. Govern
ment, and in state and local government securities. Mortgages, stock, 
corporate bonds, loans and other assets all have increased. During the 
1965-1969 period, rising interest rates seem to have induced a shift 
out of mortgages and Into corporate bonds, commercial paper, and 
corporate stocks. Table 5-14 of the NBER Report indicates that they 
are moving out of financial stocks although the shares of certain 
jointly-owned investment companies are becoming popular. 

4. Summary 

The NBER Report found little in the way of complex econometric 
explanation for the observed investment policies of the financial in
stitutions and portfolio types discussed. There does seem to have been 
a decline in the willingness of savers to entrust new money to the 
more conservative managers of long-term portfolios; furthermore, 
the movements by households into and out of time deposits in response 
to yield spreads Indicates that individual investors are becoming quite 
yield conscious. These facts, the relaxation of many of the restnctions 
on institutional portfolio composition in the early 1960's, and a grow
ing inventiveness on the part of the financial system created a SUItable 
climate for the changes observed during the period since 1965. There 
does appear to have been a commitment on the part of most institu
tions to acquire stock. During the latter part of the period they were 
joined by heavy foreign demand; the only source of supply other than 
new issues, of course, was net selling by households. S3 

.. NBER Report, ch. 5, sec. S.h. 
aa See NBER Report, ch. 5, sec. 4.a. 

53-MO o-,7J.-pt. 1-10 
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Table III-17 

Balance Sheet of Financial Institutions 

In Billions of In Percent of Total 
Dollars Assets 

1952 1960 1968 1952 1960 1968 

Total Assets 446.8 754.5 1,460.8 100.0 100.0 100.0 
Tangible Assets 5.1 13.2 28.5 1.1 1.7 2.0 

Land 0.6 2.3 7.2 0.1 0.3 0.5 
Structures 2.5 5.6 12.3 0.6 0.7 0.8 
Producers I Durables 2.0 5.3 9.0 0.4 0.7 0.6 

Financial Assets 441. 7 741.3 1,432.3 98.9 98.3 98.0 
Honctary RCbcrvcs 27.9 22.9 19.2 6.2 3.0 1.3 
Currency and Demand Deposits 7.9 11.2 17.0 1.8 1.5 1.2 
Short-Term Claims 135.4 206.9 405.6 30.3 27.4 27.8 

Tim" Deposits 1.2 1.3 3.2 0.3 0.2 0.2 
Treasury Securities 43.7 50.8 76.5 9.8 6.7 5.2 
Otlwr Short-Term Claims 90.5 154.8 325.9 20.3 20.5 22.3 

Long-Term Claims 227.6 382.9 702.4 50.9 50.7 48.1 
Bonds 156.9 212.9 350.7 35.1 28.2 24.0 
Horlgages 70.7 169.9 351. 8 15.8 22.5 24.1 

Corporate Shares 37.0 102.6 253.0 8.3 13.7 17.3 
Hiscellanc.'ous Assets 6.0 14.6 35.2 1.3 1.9 2.4 

fotal Liabilities 404.8 666.1 1,282.2 90.6 88.3 87.8 
Currency and Demand Deposits 137.4 152.2 211.1 30.8 20.2 14.5 
Short-Term Claims 118.7 218.5 491.8 26.6 29.0 33.7 

Time Deposits 84.9 176.8 /,12. I 19.0 23.4 28.2 
Other 33.8 41.7 79.7 7.6 5.5 5.5 

Long-Term Claims 125.5 249.4 479.8 28.1 33.1 32.8 
Bonds 4.4 17.8 42.6 1.0 2.4 2.9 
Hortgages 0.5 1.2 2.4 0.1 0.2 0.2 
Other 120.6 230.4 434.8 27.0 30.5 29.8 

~1isccllaneous Liabilities 23.2 46.0 99.2 5.2 6.1 6.8 

Net I~orth 42.0 88.4 178.6 9./, 11. 7 12.2 

I I 
SOURCE: ~nER Report, Appendix I, Table IB-9. 
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TABLE IlI-18 

RATIO OF NET ACQUISITION OF CORPORATE STOCK BY FINANCIAL INSTITUTIONS 

TO THEIR TOTAL ACQUISITION OF FINANCIAL ASSETS, 1952-69 

(Percent) 

Insurance Organizations 
Life Pension Funds Other Open-end Mutual 

Insurance I State & Insurance Investment Savings 
Companies Private Local Companies Companies Banks 

(1) (2) (3) (4) ( 5) ( 6) 

Annual Data 

1952 3.5 26.9 1.5 13.8 85.7 6.1 
1953 1.8 27.1 1.5 13.2 94.8 5.0 
1954 5.3 33.7 1.6 14.8 70.7 6.5 
1955 1.2 32.4 2.2 16.1 75.7 4.2 
1956 - .0 34.2 2.4 22.4 70.2 2.4 
1957 .8 36.9 3.1 13.0 84.6 3.4 
1958 1.4 43.8 3.9 11. 6 78.6 3.7 
1959 3.4 47.6 3.8 15.3 72.5 -3.3 
1960 6.1 49.0 3.8 23.0 75.8 1.0 
1961 7.6 55.9 6.2 19.9 71.9 2.9 
1962 6.4 52.3 7.8 13.3 78.0 4.5 
1963 3.5 48.4 8.8 14.4 74.9 3.2 
1964 7.0 45.0 9.7 10.0 67.4 2.2 
1965 8.1 55.9 10.5 7.1 57.0 4.2 
1966 3.2 60.1 12.3 18.3 39.3 1.5 
1967 11.4 74.5 14.4 25.3 133.0 4.1 
1968 15.3 73.8 29.8 31.8 57.7 5.5 
1969 18.1 86.4 35.7 33.2 74.7 10.0 

C:z:c1e Average 

1953-57 1.8 28.7 2.2 15.9 79.2 4.3 
1957- 60 3.0 44.4 3.6 15.7 77.9 1.2 
1960- 64 6.1 50.2 7.2 16.1 73.6 2.8 
1965- 69 11.2 70.1 20.6 23.1 72.4 5.0 

Source: Flow of Funds Accounts, QE. Cit. 
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Structure of Assets and Transactions of 
PrfV-il"t"e-----unl-nsurcdPCi"'iSlon-VUil'(~,---Pj"5T--69_ 

(percc~t) 

1951 1955 19-60--r9G5-'---n-G9 
__________________________ ~(~1~) ____ (2) (3) (4) (5) 

I. Distribution of finOlncii.:1 assets 

1. Cash 3.8 2.2 1.3 1.2 1.7 
2. U.S. govt. sec., 26.9 15.8 7.1 4.6 3.2 
3. stOlte & local govt.sec. 
4. ~Iort(pgcs 1.3 1.G 3.4 4.5 4.1 
5. Loans 
6. Coroorute bonds 45.1 43.2 41. 2 31. 3 27.5 
7. Corpornte stoc!~s 17.8 33.3 43.3 54.7 59;0 
8. l1iscel1.aneous assets 5.1 3.0 3.7 3.3 4.5 
Total assets 
9. Percent 100.0 100.0 100.0 100.0 100_0 
.10. Billiull~ of uulldLs 7.8 18.3 38.1 72.6 %.6 

1. Cash 2.4 O.G 1.3 2.4 
2. U.S. govt. scc. 10.S -1.9 3.5 -1. :1 
3. Statc [, 1.0 c<:: 1 govt. sec. 
4. Nort~Jagcs 1.2 5.6 8.7 ' 2.7 
5. LOuns 
6. Corpor:::.te bondS: 53.0 48.4 30.3 15.7 
7. Corpor.:tte stoc!~s 2B.9 43.5 51. 9 73.7 
8. HisGellancolls ClS:iets 3.6 3.8 4.3 6.7 
Total net Clcqnisitio;)s 
9. Perccnt 100.0 100.0 100.0 100.0 
10. llillions o[ dollars '8.3 16.1 23.1 25.5 

SOUl-ce: Table' 5-2 of NBER Report. 

~/P(!J:iocJ 'cndj!1~ \lith-veur imlic.lte:d Oll ton of. coluH:n; derived 
from annUill [iC''..il'C. s; hcnc<..'; oC::.J.:::ional !;lllall differeIlces cor.lp.:trcc! 
to final diffc;cnccs betl,'cen i.>enclm:ill'k 'ycars. 
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Tab 1 e IU-20 

Structure. of i\ssets ilnd 'J'ransactions of State 
and Locdl covcrrii~\cr;-CTiCTirc::0C;nt}'Wlds--;-T%-1-_6.2. 

(percent) 

1~51 
(1) 

1 !r:rs--r-0 6 0 
(2) (3) 

I. Distrjbution of financial assets 

1. Cash loB 1.9 1.0 
2. u.s. govt sec. 51. B 43.9 30.3 
3. State & local gOVt.5CC~ 30.4 25.2 22.6 
4. lIortgages loB 2.B 7.7 
5. Loans 
6. Corporate bonds 12.5 23.1\ . 31\.4 
7. Corporate stoc;;.z 0.9 2.1 
B. Hiscellaneous as!3cts loB 1.9 2.1 
'J.'otal assets 
9. Percent 100.0 100.0 100.0 
10. Billions of dollars 5.6 10.7 19.5 

E 1 6S----r!f61f 
(4) (5) 

0.9 0.9 
23.6 15.5 
7.9 4.3 

11.2 11.4 

49.4 54.3 
4.B 11.4 
2.1 2.2 

100.0 100.0 
33.0 51. 0 

p. Distribution of net acguici tion_~~_~_in~~~.~E.?se_1::;_ <Y 
1. Cash 1.1 
2. u.s. govt sec. 36.7 13.6 ll\ .7 O.G 
3. State & local govt, sec: 20.<1 19.3 -13.2 -2.2 
4. Hortgages 4.1 13.6 16.9 11. 7 
5. Loans 
6. Corporate bonos 36.7 48.9 69.9 62.8 
7. Corporate stoc];.s 4.5 9.6 23.9 
B. Nisccl1aneous as:;cts 2.0 2.2 2.2 
'J.'otal not acqui:;itions 
9. Percent 100.0 100.0 100.0 100.0 
10. Dillions of dollars 4.9 B.8 13.6 18.0 

Source: Table 5-3 of !~~~~o~!. 

<Y Period ending ,:i th year indicated at top of coluun; derived 
from annual figures; hencc,occasion"l 5:'1all differences cO!11pared to 
final Jif fercnces bet\:een benc!Ul::tr!, years. 
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Strubture of ~cgets and Tran9actions 
of L~le-lli5ur,::ill-ce~anlc9~T!r:;T:'G-~r 

(percent) 

1951 19~5 19GO 
__ -,(,-=1-,-) __ -,-,I 2::..!),--_ (3) 

I. Distribution of financial assets 

1. Cash 
2. U.S. govt. sec •. 
3. State & local govt.sec. 
4. Mortgages 
5. Loans 
G. Corporate bonds 
7. Corporate stocts 
B. Miscellaneous assets 

Total assets 

9. Percent 
10. Billions of Gollars 

1. 
2. 
3. 
4. 

, 5. 
G. 
7. 
8. 

Cash 
U.S: 'Jovt. sec. 
State & local govt. sec. 
Hortgages 
LOClns 
Corporate boners 
Corporate stocks 
Hiscellilneous assets 

Total net acquisitions 

9. Percent 
10. Dillions of dollars 

1.6 
16.5 

loB 
28.9 

3.9 
41.2 

3.3 
2.7 

100.0 
66.7 

Source: Table 5-4' of NBER Report. 

1.5 
9.8 
2.3 

33. 6 
3. 9 

'~2. 1 
4.1 
2 .. :J 

100.0 
87.9 

1.0 
-12.1 

4.3 
4B.O 

3.9 
4G.9 
3.4 
3.4 

100.0 
20;7 

1.1 
5.6 
3.1 

41.6 
4.3 

36.1 
4.7 
3.4 

100.0 
115.8 

-8.1 
5.5 

45.2 
!I.l 

41. 2 
2.6 
5.5 

100.0 
27.2 

1965 1969-
J4) __ .!..:(5:..!) _ 

0.9 
3.3 
2.3 

39.7 
5.9 

39.0 
5.2 
3.7 

100.0 
151.0 

0.5 
-3.B 
-0.3 
50.0 
7.1 

35.2 
G.3 
4.9 

100.0 
3G.6 

0.8 
2.1' 
1.7 

37.9 
7.8 

33.5 
6.9 
4.2 

100.0 
190.0 

-3.6 
-O.ll 
33.8 
19.0 
33.2 
12.3 
6.1 

100.0 
35.8 

a/period onding h'ith }'c.:tr indicated ai; top of colU1,Ul; derived 
from .:tnnu:ll f iqures, hence t occasional cr..all differences cO::lp..ired 
to final, Jifferencus botlloell b011el):,lar); years. 
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Tab 1 e 111-22 

(percent) 

B 5i--1-9~;-5--T9"Go--Tg 65--i96-9-
_______________ -!('-"'1.!....) __ (2) (~) (1\) (5) 

1. Distribution of financial assets 

l. Cash 8.7 6.2 4.6 3.3 
2. U.S. govt. sec. 39.9 28.9 19.9 15.2 
3. State & 10cil1 c;ovt. sec. 10.1 19.9 28.8 28.5 
4. HortgilCJes 0.7 0.9 0.4 0.3 
5. Corporilte bonds 5.8 5.7 6.0 7.6 
6. Coroorate stocks 28.3 32.7 33.5 38.6 
7. Hiscellaneous assets G.5 5.7 6.8 6.7 
Total assets 
B. Percent 100.0 100.0 100.0 100.0 
9. Billions of dollars 13.8 21.1 28.1 39.G 

II. .Dis tr ibution of net acguisi ti?.!.1.Y_L0!~ncial ~~~et~.~/ - . 

1. Cilsh 
2. U.S. govt. sec. 
3.. Stilte & local govt. sec. 
4. Bortgages 
5. Cor~orilte bonds 
6. Corporate stocks 
7. lIiscel1aJ1eous assets 

. Total net acqnisi t.ions ' 
8. Percent 
9. Billions of dollars 

Source: Table 5-7 of NBER Report • 

2.0 
12.2 
55.1 

6.1 
16.3 

8.G 

100.0 
4.9 

-7.0 4.6 
68.4 50.8 

8.8 18.5 
15.8 13.8 
14.3 12.3 

100.0 100.0 
5.7 6.5 

2.8 
8_4 

'a2.3 
0.4 

l3.3 
35.1 

7.G 

100.0 
49.8 

0.9 
-17.8 

43.9 

33.6 
29.0 
10.3 

100.0 
10.7 

. e,/period ending lIili, year indicated ot top of 'column; 
derived from annual figures; hence, occasionill small differences 
compared to finai di ffcrences bctl-ieen benchnarl; years. 
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Tab 1 c III-23 

(percent) 

1951 1955 196-0 1965 1969-
'(1 ) (2) (3) (t,) (5) 

1. Distribution of financiill assets 

1. Cash£/ 2.9 ... 2. 5 2.4 1.8 6.0 
2. U.S. govt. sec. 2.9 3.8 3.5 3.0 1.2 
3. Corporate bontls 8.8 6.3 7.1 7.8 7.0 
4. Corporilte stock 85.,1 87.4 87.0 07.4 85.8 
'rotal assets 
5. Percent 100.0 100.0 100.0 100.0 100.0 
6. Dillion of dollars 3.4 7.9 17.0 27.1 52.6 

1. Cash~/ 4.8 3.7 10.2 31. 2 
2. U.S. govt. sec. 9.5 5.6 2.0 -2.B 
3. Corporate bO:1ds 9.5 13.0 18.4 12.8 
4. Corp::>rate stoc!"s 76.2 77,7 69.4 53.0 
Total net: ilcquisitions 
5. Percent 100.0 100.0 100.0 100.0 
6. Billions of dollars. 2.1 5.4 4.9 10.9 

Source: Table 5-8 of NBER Report. 

~/Includcs OjJ~J} l:1arkct ·paper. 
b/period ending vith year indicated at top of colman. 
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Table llI-24 

ASSETS MANAGED BY THE TRUST DEPARTMENTS OF INSURED 
COMMERCIAL BANKS 

All All Employee 
Total Agency Trustee Benefit 

Date Assets Accounts Accounts Trus ts 

(In billions of dollars) 

1963 N.A. N.A. 144.2 43.0 
1964 190.7 35.0 155.7 50.3 
1965 214.5 40.0 174.5 59.6 
1966 221.5 47.0 174.5 61.5 
1967 253.3 54.2 199.1 71.9 
1968 282.7 60.0 222.7 84.4 
1969 280.1 60.9 219.2 86.4 

(As a percent of total assets) 

1963 N.A. N.A. N.A. N.A. 
1964 100.0 18.4 81.6 26.4 
1965 100.0 18.6 81.4 27.8 
1966 100.0 21.2 78.8 27.8 
1967 100.0 21.4 78.6 28.8 
1968 100.0 21.2 78.8 29.8 
1969 100.0 21.7 78.3 30.9 

Source: 1968 and 1969: Board of Governors of the Federal Reserve 
System, Federal Deposit Insurance Corporation, and Office 
of the Comptroller of the Currency, Trust Assets of Insured 
~mmerc!!!.LIl!!nks~, l.!?ij - 1969. Washingto-;;, D.C. 
19~.\l.~ 

1963-1967: E&Iwtn"if- Hanczaryk. Bank Trusts: Investmen~ 
and Performance, Office of the Comptr;[l;r of the Currency, 
Washington, 1970. 

Personal 
Trusts & 
Estates 

101.2 
105.4 
115.0 
113.0 
126.2 
138.4 
132.8 

N.A. 
55.3 
53.6 
51.0 
49.8 
48.9 
47.4 
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Tab 1 e IlI-25 

(percent) 

B51 BY!> 1960 1965 19GU 
(1) J..?-) (3) (4) (5) 

I. Pistribution of financial a5scts 

1. Cash 2.2 2.4 1.0 1: 0 1.0 
2. u.s. govt. sec. 23.8 12.2 5.9 7.2 5.7 
3. State & local govt. sec. 12.2 12.9 14 .2 9.7 9.7 
4. Nortgugcs 2.7 2.1 1.4 1.2 1,5 
5. Corporate bonds 4.4 5.5 5.2 5.7 6.3 
6. Corporate stock preferred 4.2 3.5 2.2 1.7 1.9 
7. Corporate stock COllln1nn 44.5 56.0 65.3 67.5 67.5 
B. Other assets 6.6 4.6 4.8 6.6 6.4 
'rotal assets 
9. Percent 100.0 100.0 100 .. 0 100.0 100.0 
10. Dillions of dollars 39.1 55.0 71. 9 115.0 138.4 

II. Distribution of net acauisi tion of financial assets b! ------------- - ._--

1. Cash 3.5 0.0 1.7 3.3 
2. U.S. .govt. sec. -3.4 -16.3 12.7 -13.4 
3. State & local govt. sec. 10.3 2.1 29.1 29.6 
4. l-Iortgages 6.5 4.0 3.7 3.3 
5. Corporate honds 59.3 74.0 29.0 27.2 

'6. COrl)oratc stoc~~ _ preferred 24.5 -0.2 0.1 2.0 
7. Corporate stoc!~ COFliilon 4.9 3G.4 '22. S 4G.0 
8. Other .:tssets -5.6 -0.0 0.3 1.8 
Total n(~t acquisitions 
9. Percent 100.0 100.0 100.0 100.0 
10. llillions of dollars 

Source: Tgble 5-10 of NBER Report. 

!!IIncluclcs cO;'1!'1on trust [Ul1l15; se!Jarate figures for these are 
shOlm in 'fable 5-11. 

!>J' Period cl~tling I·d th .year indicated at top of colur.)n. 

/ 
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Structure of Assets nnd 'fr2n!;ilctions of COl1mon 'frust Punds, 
1952-68 -------------------
(.percent) 

195Y- 1955 1 <.fGO-- 1965--19TI:--
(1). (2) (31 (/l) (5) 

1. Distribution of f inilncial nsscts 

1. Cash 0.6 0.8 1.0 1.3 
2. U.S. govt. sec. 30.2 17.2 7.9 9.2 5.2 
3. State & local govt. sec. j 1.7 1.6 14.9 16.3 
4. i-1ortgages 75.6 1.1 1.6 2.4 2.4 
5. Corporate & for. bonds 19.2 28.8 25.0 23.9 
6. Corporate steel.: preferred 12.5 11.5 7.6 2.9 2.6 
7. Corpordtc stoel: CO!t1!:1on 110.1 48.7 51. 7 44.2 47.7 
8. Other assets 1.6 0.2 0.6 
~rotal assets 
9. Percellt 100.0 100.0 100.0 100.0 100.0 
10. Billions of dollnrs 1.10 1. 87 2.81 7.53 9.55 

1. Cash ) -8.1 2.8 3.3 
2. U.S. govt. sec. -314.3 -37.2 28.9 -3.0 
3. St<ltc & locul govt. sec) 47.6 6.5 17.6 
4. i!ortgagcs 566.6 -1.5 2.5 5.8 
5. Corpor3te & for. bonds 10.7 15.2 22.1 
6. CorporZlte stock ~)rcfcrred 39.9 -5.0 2.S 5.4 
7. Corrornte stoc;: cOP.'Jnon -188.8 SO.3 11. 2 39.2 
8. Other assets -3.5 13.3 30.1 9.6 
Total net ilcquisitions 
9. Percent 100.0 100.0 100.0 100.0 
10. 1~i11ions of dollars 

Source: Table 5-11 of NBER Report. 

~/ Period ending with year indicated at top of column. 
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Tab 1 e IIl-27 

----Structure of Assets and Transactions 
2.f j.:utua-l y.:iv}nc12 J;a~~£.~_)T:;Y=-.§:2-= 

(percent) 

-------------------;nr5-1--1.T~i9GO-----19-c5--Tm-

(1) ___ (l). ____ i.?L __ <_4_) ____ (5_)_ 

I. Distribution of finnncial assct~ 

l- Cash 3.8 2.9 2.D 1.7 1.2 
2. U.S-. govt. sec. 42.1 27.5 16.5 ID.7 6.3 
3. State [, local govt. sec. D.4 1.9 1.7 D.5 D.3 
4. Hortgages 42.1 55.9 66.7 76.9 75.3 
5. Loans D.9 D.6 1.0 1.4 2.6 
6. Corporate bonds 9.4 S.3 9.4 5.0 9.3 
7. CorporJ.te sloc~:s 0.9 2.2 2.0 2.4 3.1 
8. iliscello.neous assets 0.4 D.G 0.7 1.4 2.0 
Total assets 
9. Percent 100.0 100.0 100.D 100.0 100.0 
10. Billions of dollo.r5 23.5 31. 3 40.5 58.1 74.4 

II. Distl.:'ihlJtio!1 0": n(>t (lrr:l1j ~j_t 5 0'1 of f5_'1rl"'lC).:)l "e;,,,-.t·,,a/ 

1. Cas'h 1.2 -2.1 0.6 -0.6 
2. U.S'. govt. sec. -26.7 -19.8 -3.4 -10.1 
3. State anc.l local govt. sec. 6.8 -2.3 -0.6 
4. !lortc;aCjes 107.0 100.0 100.6 71.1 
5. Loans 1.0 2.3 6.3 
6. Corporate bonds 5.8 14.6 4.5 25.8 
7. Corporilte stoc::s 4.7 3.1 3.4 5.0 
E. Hisccllv.ncous .:1sscts 1.2 3.1 3.4 3.1 
Total net acquisitions 
9. Percent 100.0 100.0 100.0 100.0 
10. Billions of dollars 8.6 9.6 17.7 15.9 

Source: Table 5-13 of NBER Reoort. 

~/Periocl enu~ng Ilith year indicated at top of column; 
derived from annual figures; henco, occasional s~iJ.l1 differences 
compared to final differences bct\leen oenclJr;o.rl: years. 
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E. SUMMARY: THE SUPPLY OF AND THE DEMAND FOR CORPORATE STOCK 

1. Holdings and Net Purchases of Stock 

The discussion so :far indicates that between 1952 and 1968 corpo
rations did not issue stock to the extent that institutions wished to 
acquire it, thereby creating a situation in which individuals, statis
tically at least, were net sellers of equity securities to institutions. This 
statistical evidence, the growing share of institutional transactions on 
the New York Stock Exchange, and institutional interest in certain 
individual issues all combined to produce a vague fear on the 
part of some observers that there would simply not be enough stock 
to go around. They warned that eventually, if not at present, there 
would be such a wave of speculative buying and selling as a result of 
this scarcity that the value of the underlying assets would no longer be 
able to justify the expectations of capital gains which caused the 
demand for these securities to rise in the first place. 

Data on the share of individuals and institutions in total corporate 
stock outstanding are given in Table 111-28 in dollar value and in 
Table 111-29 in percentage terms. Although some financial institutions 
and foreigners hold mutual fund shares and also, presumably, the 
shares of other investment companies, data on such holdings are 
spotty. Consequently the tables assume that only households hold 
investment company shares; all investment company shares are thus 
subtracted from the residual holdings of individuals. This biases the 
results toward the conclusion that the household share of outstanding 
non-investment company stock is falling. Such a decline did indeed 
occur, but most of it had taken place.vy the mid-1950's. Since that 
time households have continued to hold around 70 percent of out
standing stock. The major institutional increases over the period have 
come in the shares of private noninsured pension funds, state and 
local pension funds, and open-end investment companies; life insur
ance companies and mutual saving banks have held their own, while 
the shares of other institutions have declined. Thus the source of 
equity for institutional portfolios since the mid-1950's appears to 
have been other institutions as well as individuals. 

When the shares of individuals and institutions in net purchases 
are considered, however, the concern about the supply of stock seems 
somewhat more readily justified. 

In Table 111-30 the assumption is again made that only individuals 
purchase investment company shares. On that basis, indIviduals have 
been heavy net sellers of corporate stock over the entire period and 
especially since 1965. Particularly heavy increases in purchases have 
been registered by personal trusts, penSIOn funds, and mutual funds, 
though all institutIOns have purchased rather heavily. Foreign in
vestors (the rest of the world), never before a major force, became 
very active during the last two years of the period.34 The message is 
unmistakable; individuals have turned from being slight net purchas
ers during the 1950's of non-investment company shares to being net 
sellers during the 1960's. It is nevertheless important to keep in mind 
the statistical difficulties which may affect the interpretation to be 
placed on these data. 

S' See NBER Report, ch. 3, sec. 6. 
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2. Statistical Problems 

The statistical questions have to do with (1) the definition of net 
issues, (2) the measurement of net purchases for certain institutional 
groups which do not report their transactions directly and (3) the 
measurement of stock outstanding. The first of these involves the 
question of what constitutes the proper measure of equity issued during 
the period. Household purchases are measured reSIdually; therefore, 
any underestimate of total net issues is reflected in the extent of ap
parent net selling on the pa·rt of ho.useholds. 

It has been contended that the net new issues series understates 
the supply of shares available for institutional purchases since retire
ments are heavily concentrated in small companies selling out to larger 
ones; and that m fact, if a closely held corporation merges with a 
publIcly traded company, the supply of broadly marketable shares 
IS increased.a5 For such reasons, gross rather than net issues are a bet
ter measures of the increment to institutional supply and retained 
earnings should also be included in a measure of the mcrease in equity 
which occurs. In addition, existing estim!lJtes of either net or gross 
new issues cover only equity in publicly held corporations. The equity 
in closely he1d corporatIOns does not appear here, though it is included 
in the serieR on the value of stock outstanding. This is a partial ex
planation of the fact that the plight of the individual investor seems 
almost trivial in balance sheet terms, but not so in flow terms. If 
retained earnings were added to both total issues and households' 
share of net purchases, households would become net purchasers in all 
years. 

The second set of statistical problems has to do with the measure
ment of net purchases for personal trusts, for nonprofit institutions, for 
other, that is, non-open-end investment companies, and for fraternal 
life insura;nce. These institutions have been merged with the Flow 
of Funds' household sector because of the absence of systematic data 
on their activities, and thus, the measurement'of their purchases is a 
problem.36 If the bal'allce sheet series is valid, then the annual ohanges 
m holdings valued at market must be accounted for either by realizoo 
and unrealized capital gains or by net purchases. If one assumes that 
capital gains accrue as they would on a stock portfolio such 'as that 
represented one of the broadly based market indices, then one has a 
series on net purchases as a residual. Clearly the more rapid the price 
appreciation, the smaller the net purchases associated with a given 
change in holdings. . 

Thus, the statIstical "noise" in the a,nnual series on net purchases 
so calculated may result from an incorrectly specified balanoe sheet 
series, from an incorrect assumption about the rate at which 'an insti
tution's portfolio appreciates, or from a combination of the two. When 
averaged over a period of years, however, the estimates are likely to be 
broadly corroot in what they indicate. In the case of the series on per
sonal trusts, the fact that net purchases behave in roughly the same 
way as those of non insured pension funds, the bulk of WhICh are ad
miniHtered by these same banks, lends credence to the estimates. 

as R. ?lllrray, Economic A8pectB of Pen8ion8: A Summary Report at 87-88 (1968). 
00 While It Is a problem for other Institutions as well, the estimates of their stock pur

chases have been available for some time and their characteristics are better known. 



115 

The third set of statistical problems has to do with the measurement 
of corporate stock outstanding. For many years it has been possible to 
form quite different impressions about the extent of institutionaliza
tion in the stock market depending on whether the source of informa
tion was the Federal Reserve BUlletin or the Statistical Bulletin of the 
Securities and Exchange Commission. EMh of these two agencies pro
duces an estimate of outstanding stock, 'and the two serIes have di
verged considerably since 1964. They differ primarily in the way in 
which they derive eStimates of the amount of over-the-counter and 
privately-held stock outstanding. Since institutional holdings are rea
sonably well-established totals, a measure of institutionalization con~ 
sisting of institutional holdings as a :percent 'of some estimated total 
outstanding is quite sensi6ve to the chOIce of denomin!lltor. 

The estimates shown in Table 1II-28 were developed for the NBER 
Report in an effort to improve on theavail,able series. The major con
tribution of this new set of estimates is the explicit attention which it 
pays to the problem of developing consistent time series estimates of 
unlisted stocks outstanding. In an mternal memorandum only recently 
completed, the Office of Policy Research of the Commission has at
tempted still further refinements of the estim!lltes for the period 1964-
1968. 

This Study is not a proper medium for discussing the merits and 
deficiencies of the various estimates of outstanding stock or for recon
ciling them. What can be done is to show the extent to which the pic
ture of institutionalization presented in the NBER Report is affected 
by these new data. This is carried out in Table III-31. The NBER 
estimates indicate a somewhat more rapid pace of institutionaliz!lltion 
during the 1950's; the alternative series indicate that the institutional 
share was increasing well into the 1960's. Only the old s.E.e. series, 
however, shows the sharp acceleration in institutional holdings as a 
share of stock outstanding which often is thought to have occurred 
since 1965. It seems safe ,to conclude th!llt by 1968, institutional inves
tors 'held approximately 27 or 28 percent of .outstanding corporate 
stock, and that they had accounted for approxImately the same share 
since at least 1960. The discusSion contained in the sootion which fol
lows will indicate additional reasons for qualifying the notion of rapid 
institutionalization in recent years, and with it the time series on 
outstanding stock which gave rIse to this belief. 

3. Institutionalization and the Scarcity Hypothesis 

The major task remaining is to provide some conceptual reconcilia
tion for the fact that cOl'porations have for many years supplied less 
equity securities than institutions wished to acquire ap.d the fact that 
over this same period, the evidence provided by three somewhat dif
ferent and at least partially independent estimates of the value of 
stock outstanding indicates that the institutional share of holdings has 
not expanded at a corresponding rate. Some statistical explanations 
have been offered. This section addresses itself to the questIOn of dif
ferential ra,tes of portfolio appreciation. 

The change in holdings of stock over a particular period must be 
accounted for either by net purchases or by capital gains; thus a series 
on holdings and aser'ies on net purchases together define an implicit 
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price index for the portfolio under discussion. Such indices were cal
culated for total stock outstanding using the various series shown 
in Table 111-31 -and the net issue series shown in Table 111-30 which 
is common to them all. TheSe indices are given in Table 111-32. With 
t.he exception of the two market indices and the NQB price average 
for which year-end price relatives are shown, all entries in the table 
were computed by subtracting cumulated net purchases from end-of
.~riod holdings and expressIng this difference as a percentage of 
mitial year 'holdings. In every case but that of the old S.E.C. series, 
the implicit price index in recent years has been well above the popu
lar stock price indices. 

Similar calculations }?roduced ipdices for the rest of the world, 
for "nonbank financial rnstitutions" (which covers all the financial 
institutions except personal trusts, fraternal insurance, and closed
end investment companies), and a residual from the NBER's total. 
Foreigners show the same price movement as the Standard & Poor's 
500; nonbank finance does somewhat better than this on appreciation; 
and since the mid-1950's when "households" became net seliers, "house
holds" have done better still. 

Since the estimates in Table 111-30 of net J?urchases for nonprofit 
institutions and the financial institutions not rncluded in the flow of 
funds financial sector were created on the assumption of a particular 
market rate of appreciation, it would be circular to use them to rede
rive the index implicitly. Consequently the household residual was 
further broken down between individuals and institutions using two 
assumptions 'about institutional net purchases. Variant I assumes that 
one-half the change in holdings resulted from net purchases; Variant 
II assumes that none of the change in holdings resulted from net 
purchases. The implicit institutional index for Variant II is much 
closer to that for the flow of funds series on nonbank finance. Which
ever version is used, however, individual portfolios appreciated more 
rapidly than did the widely useld market indices. 

This evidence suggests that the observed net selling by individuals 
can be explained as the result of institutional purchases of those 
shares which did not subsequently increase in value during the period 
studied as rapidly as did the stocks which individuals retained or in 
which they rnvested the proceeds. This interpretation also is con-

. sistent with the evidence presented later in the Study which docu
ments the institutional concentration of holdings in a subset of NYSE 
stocks. Large established companies with large capitalizwtion have 
not grown as rapidly in sales, rn earnings, or in market value during 
recent years as have smaller firms. aT Shares in the former companies 
are likely to be included in the portfolios of the more conservative 
institutions, while equity in the latter appears in the portfolios of 
small growth funds, and apparently, of individuals.38 

111 NBFJR Report, ch. I), sec. 4.8. 
18 NBFJR Report, ch. 5, sees. 4.c, 4.d. 



TABLE III-28s 

Holdings of Corporate Stock Outstanding, 1952-1960 

(In millions of dollars) 

1952 1953 1954 1955 1956 1957 1958 1959 1960 

Total outstanding 189,682 186,182 256,191 306,125 308,426 278,990 395,017 444,506 445,935 
Investment company 7,199 7,569 10,976 13,632 14,301 13,797 19,232 22,503 23,858 
Other domes tic 180,235 176,565 242,809 289,672 291,103 262,500 372,095 417,774 417,410 
Foreign 2,248 2,048 2,406 2,821 3,022 2,693 3,690 4,229 4,667 

Memo: 
Domestic nonfinancial 152,834 151,234 213,685 257,904 259,204 221,997 318,527 351,277 348,368 
Domestic financial 

(including investment compani.s) 34,600 32,900 40,100 45,400 46,200 54,300 72,800 89,000 92,900 

Held by: 
Households 142,772 138,382 191,130 225,244 222,040 198,811 288,670 323,612 320,874 

Investment company shares 7,199 7,569 10,976 13,632 14,301 13,797 19,232 22,503 23,858 I-' 
Other 135,573 130,813 180,154 2ll,61~ 207,739 185,014 269,438 301,109 297,016 I-' 

Foundations 4,433 4,569 5,508 6,916 7,510 6,894 7,855 9,287 8,964 -l 
Colleges & universities 1,770 1,808 2,478 3,064 3,354 3,098 4,014 4,294 4,165 
Persona 1 trus ts 20,767 20,282 27,772 33,201 35,921 32,391 42,965 47,514 48,473 
Mutual savings banks 336 431 571 655 705 767 862 813 829 
Life insurance cos. 2,446 2,573 3,268 3,633 3,503 3,391 4,109 4,561 4,981 
Property & casualty insurance companies 4,326 4,459 5,942 6,930 7,219 6,664 8,374 9,149 9,372 
Fraternal insurance companies 104 94 103 100 98 92 119 133 142 
Pri va te pens ion funds 1,843 2,392 3,154 6,085 7,065 7,489 11,561 14,525 16,545 
State & local pension funds 56 75 99 127 161 212 270 345 431 
Open ... end investment companies 3,376 3,644 5,485 7,061 -7,995 7,510 11,812 14,447 15,482 
Other inves tment companies 3,165 3,251 4,725 5,677 5,237 4,839 5,642 5,925 5,866 
Brokers & dea lers 583 572 702 857 657 741 459 538 509 
Rest of the world 3,705 3,650 5,254 6,575 6,' 6,091 8,305 9,363 9,302 

s&URCE: NBER Report, Appendlx I, Table lA-2Hal. 



TABLE IlI-28b 

_Hold1n~s of Corporate Stock Outsta_nd1ng"1961-1968 

(In millions of doHars) 

1961 1962 1963 1964 1965 1966 1967 1968 

Total outstanding 590,860 506,890 637,801 721,504 811,817 741,954 948,075 1,126,238 
lnves tment company 31,172 29,701 34,955 39,498 45,163 44,299 58,481 68,569 
Other domestic 554,086 472,475 597,701 676,736 761,606 693,331 884,356 1,051,205 
Foreign 5,602 4,714 5,145 5,270 5,048 4,324 5,238 6,464 

Memo: 
Domestic nonfinancial 444,458 390,376 496,856 567,934 616,569 566,830 738,187 828,874 
Domestic financial 

(including investment companies) 140,800 111,800 135,800 148,300 190,200 170,800 204,650 290,900 

Held by: 
Households 431,314 356,844 458,105· 522,874 587,617 529,867 686,624 827,978 -Investment company shares 31,172 29,701 34,955 39,498 45,163 44,299 58,481 68,569 -Other 400,142 327,143 423,150 483,376 542,454 485,568 628,143 759,409 00 
Founda t 10ns 10,623 9,760 10,922 13,124 14,924 14,127 15,621 17,472 
Colleges & universities 5,003 4,564 5,488 6,207 7,012 6,282 7,754 8,143 
Personal trusts 61,354 57,601 68,884 72,501 79,567 76,028 86,557 95,896 
Mutual savings banks 894 1,043 1,158 1,259 1,426 1,467 1,686 1,937 
Ufe insurance companies 6,258 6,302 7,135 7,938 9,126 8,755 11,779 13,230 
Property & casualty insurance companies 11,755 11,124 12,955 14,745 15,304 13,759 17,709 18,114 
Fraternal insurance companies 149 152 180 210 215 221 245 259 
Private pension funds 22,856 21,895 27,670 33,527 39,692 38,509 49,491 59,577 
State & local pension funds 583 780 989 1,262 1,614 2,102 2,772 4,051 
Open-end ioves tment companies 21,297 19,576 23,670 25,797 33,262 31,130 43,051 50,494 
Other investment companies 6,640 6,469 7,601 7,757 6,941 6,499 8,675 9,422 
Brokers & dea lers 326 444 559 468 518 565 600 137 
Rest of the world 11,808 10,336 12,485 13,835 14,599 12,643 15,511 19,528 

S6URCE: NBER Report, Append1x t, Table IA-2l<bl. 



1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 

1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 

Tab!e III-29 

HOLDINGS OF CORPORATE STOCK OUTSTfu~ING, 1952-1968 

Total 1 Per Cent Held by: 
outs tanding-I . Financial 21 Nonprofit 3 Rest of 
($ billions) institutions- ins titutions-I the world 

182.5 20.3 3.4 2.0 
178.6 21.2 3.6 2.0 
245.2 21.2 3.2 2.1 
292.5 22.1 3.4 2.2 
294.1 23.3 3.7 2.4 
265.2 24.1 3.8 2.3 
375.8 22.9 3.2 2.2 
422.0 23.2 3.2 2.2 

422.0 24.3 3.1 2.2 
559.7 23.6 2.8 2.1 
477.2 26.2 3.0 2.2 
602.8 25.0 2.7 2.1 
682.0 24.3 2.8 2.0 
766.7 24.5 2.8 1.9 
697.7 25.7 2.9 1.8 
889.6 25.0 2.7 1.7 

1,057.7 23.9 2.5 1.8 

Households 
(individua1~) 

74.3 
73.2 
73.5 
72.3 
70.6 
69.8 
71.7 
71.4 

70.4 
71.5 
68.6 
70.2 
70.9 
70.8 
69.6 
70.6 
71.8 

11 Includes foreign stock held by U.S. residents and domestic stock other than investment company shares and 
intercorporate holdings. 

~I Includes personal trusts, fraternal insurance and all investment companies. 
11 Includes foundations and college and university endowments. 

Source: Tables 1II-28a and 1II-28b 

.... .... 
~ 



TABLE III-30a 

ISSUES AND PURCHASES OF CORPORATE STOCK, 1952-1960 
(In millions of dollars) 

1952 1953 1954 1955 1956 1957 1958 1959 1960 

Total issues 3,149 2,400 2,650 3,001 3,890 3,993 4,292 4,617 3,633 
Investment company 648 519 592 935 1,231 1,245 1,833 2,046 1,851 
Other domestic 2,441 1,932 1,802 1,893 2,548 2,713 2,127 2,376 1,696 
Foreign 60 -51 256 173 III 35 332 195 86 

Memo: Total Domestic Issues 3,089 2,451 2,394 2,828 3,779 3,958 3,960 4,422 3,547 
Domestic nonfinancial 2,302 1,818 1,574 1,944 2,281 2,440 2,073 2,244 1,574 
Domestic financial 

(including investment co.) 787 633 820 884 1,498 1,518 1,887 2,178 1,973 

Purchased by: 
Households -409 171 2,612 1,084 -791 181 3,212 3,380 -6,920 

Investment company shares 648 519 592 935 1,231 1,245 1,833 2,046 1,851 -~ Other -1,057 -348 2,020 149 -2,022 -1,064 1,379 1,334 -8,771 0 
Foundations 11 180 298 -883 239 479 329 -1,164. 134 545 
Colleges & u~iversities 11 142 103 -103 64 239 168 66 -352 273 
Personal trusts 11 1,766 293 -1,178 -309 2,169 936 -359 -2,323 5,401 
Mutual savings banks 109 95 140 84 50 62 95 -49 16 
Life insurance companies 164 93 270 65 -2 43 78 192 352 
Property & casualty insurance 181 190 163 163 136 125 134 267 264 
Fraternal insurance cos. 11 0 -6 -27 -22 -4 7 -4 -5 21 
Private pension funds 478 545 709 739 941 1,135 1,381 1,743 1,946 
State & local pension funds 15 19 24 28 34 51 58 75 86 
Open-end investment companies 473 563 297 511 560 815 987 1,295 1,021 
Other investment companies £1 0 -9 360 73 23 -90 146 -170 452 
Brokers & dealers 49 -10 131 155 -200 84 -284 79 -27 
Rest of the world 1 55 135 127 256 147 -54 351 203 

11 Assumes price appreciation as in Dow-Jones Industrial Average. 
"il Assumes price appreciation as in Standard and Poor's Composite. 

S6URCE: NBER Rep~, Appendix 1, Table IA-22(a). 



TABLE IIl-30b 

ISSUES AND PURCHASES OF CORPORATE STOCK, 1961-1968 
(In millions of dollars) 

1961 1962 1963 1964 1965 1966 1967 1968 

Total issues 6,194 3,170 1,364 3,738 3,309 5,569 6,984 5,273 
Investment company 3,219 2,381 1,673 2,513 3,639 4,653 4,671 5,999 
Other domestic 2,650 688 -249 1,431 -37 1,169 2,267 -900 
Foreign 325 101 -60 -206 -293 -253 46 174 

Memo: Total Domestic Issues 5,869 3,069 1,424 3,944 3,602 5,822 6,938 5,099 
Domestic nonfinancial 2,472 592 -300 1,386 25 1,180 2,304 -843 
Domestic financial 

(including investment co.) 3,397 2,477 1,724 2,558 3,577 4,642 4,634 5,942 

Purchased by: 
Households -1,974 -4,374 -4,314 5,299 -1,191 -16,413 - -3,335 -13,593 

Investment company shares 3,219 2,381 1,673 2,513 3,639 4,653 4,671 5,999 I-' 
t-:) 

Other -5,193 -6,755 -5,987 2,786 -4,830 -21,066 -8,006 -19,592 I--' 

Foundations 1.1 -17 280 -462 579 349 2,234 -636 1,134 
Colleges & universities 1.1 55 100 138 -76 122 605 504 56 
Personal trusts 11 3,604 2,824 1,386 -6,087 -832 12,747 -999 5,406 
Mutual savings b;nks 65 149 115 101 167 41 219 251 
Life insurance companies 465 433 246 546 708 268 1,064 1,427 
Property & casualty insurance 260 248 156 103 87 391 588 1,071 
Fraternal insurance companies 1.1 -19 19 2 4 -17 51 -9 3 
Private pension funds 2,258 2,198 2,170 2,212 3,124 3,676 4,991 4,713 
State & local pension funds 152 197 209 273 352 488 670 1,279 
Open-end investment companies 1,131 909 759 1,131 1,237 1,335 2,061 1,653 
Other investment companies 1/ -64 -41 619 39 -448 416 1,129 368 
Brokers & dealers -45 119 115 -94 51 35 37 -463 
Rest of the world 323 109 225 -292 -400 -305 700 1,968 

1./ Assumes price appreciation as in Dow-Jones Industrial Average. 
11 Assumes price appreciation as in Standard and Poor's Composite. 

S6URCE: NB~B-Beport, Appendix I, Table 1A-22(b). 
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Table III-31 

SHARE OF FINANCIAL AND NONPROFIT INSTITUTIONS 
IN OUTSTANDING STOCK: ALTERNATIVE MEASURES 

(In Percent) 

NBER FLOW OF FUNDS OLD SEC NEW SEC 

1952 23.7 23.8 23.3 n.a. 

1956 27.0 24.1 24.7 n.a. 

1960 27.4 26.6 27.4 n.a. 

1964 27.1 28.1 29.8 29.2 

1965 27.3 28.2 31.0 29.3 

1966 28.6 30.0 34.0 31.3 

1967 27.7 29.2 34.8 30.7 

1968 26.4 28.4 36.7 29.4 
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Table III- 32 

IMPLICIT PRICE APPRECIATION CO~WARED WITH MM,KET INDEXES1/ 

1956/1952 1960/1956 

Narket Indexes 
Standard & Poor 500 1.756 1. 245 
New York Stock Exchange 1.680 1.271 
National Quotation Bur.eau 1.823 1.215 

Total Stock Outstanding 
National Bllreau of Economic Research 1.570 1.403 
Flow of Funds 1.765 1.290 
SEC old 1.692 1.278 
SEC new n.a. n.a. 

Sector Indexes 
Rest of the ,.;orld 1.730 1.242 
F/F nonbank fimnce 1.628 1.323 
NBER "hous ehold" rc s id ua 1 1.555 1.421 

Breakdown of IIhousehold" 
Variant I 2/ 

New NBER- lnstitutions 1.360 1.150 
endividuals 1.599 1.489 

Variant II Jj 
New NBER institutions 1. 719 1.299 
Individuals 1. 518 1.451 

1/ Ending ye:tr prjce dividC'd by beginning year price. 
2/ Assumes net purchaseR equal one half the change in holdings. 
"'if Assumes net purchases equ31 zero. 

1964/1960 

1.458 
1.475 
1.659 

1.605 
1.503 
1.458 
n.8.. 

1.441 
1.406 
1.634 

1.236 
1. 725 

1.474 
1.671 

1968/1964 

1. 226 
1.290 
2.411 

1.548 
1.493 
1.226 
1.496 

1.268 
1.361 
1.579 

1.156 
1.666 

1.315 
1.633 
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F. CONCLUSIONS 

While the trends first discussed in Chapter II did indeed persist 
throughout the postwar period, these forces had not, by the end of 
1968 at least, succeeded in driving individual investors out of the 
equity market. Corporations have continued to find channels of fi
nancing other than equity issues; financial institutions have continued 
to acquire stock more rapidly than corporations have supplied it. 
Those classes of institutions and portfolios which have grown most 
rapidly have been those with the greatest commitment to the equity 
market, and over the period households have continued their shift 
to~ard intermediated rather than direct holdings of equity securities. 
Yet institutions have not increased appreciably their share of stock 
outstanding over the period since the mid to late 1950's. 

Individuals have held around 70 percent of outstanding corporate 
stock since the late 1950's, even though they have been net sellers 
during much of that same period. These facts suggest that the securities 
which individuals have retained or purchased have appreciated more 
rapidly than have those which were held or purchased by institutions. 
While such an investment strategy increases vulnerability ,to large 
losses in declining markets, it also leads to better than average gains 
during rising markets. Thus, individual direct investors have per
formed better than the market as a whole and better than institutions 
as a group on a total return basis over the rising market that char
acterIzes most of the period. In addition, some of these institutional 
portfolios represent the intermediated equity holdings of individuals 
whose opportunities for direct participation in the stock market are 
limited by wealth, income, or other circumstances. 

Finally, the market value of corporate stock was substantially lower 
during the decade of the 1950's than estimates of the market value of 
underlying real assets. By the mid 1960's, however, this differential had 
been eliminated and durmg the latter half of the decade was reversed. 
The legacy of low price-earnings ratios and low interest rates which 
persisted well into the 1960's made equity a relatively costly source 
of funds for corporations. These same circumstances also provided an 
incentive for institutional portfolio managers to avail themselves of 
the higher returns available in the equity market. 

Rising interest rates over the last few years and the rising stock 
market which, for a while, accompanied these rates changed many of 
the price relationships to which participants in the capital markets had 
become accustomed. Corporations lately have begun to issue relatively 
more equity securities than they had over prior decades. Individuals in 
search of higher returns moved funds from those institutions to which 
they had traditionally entrusted their savings when yield differentials 
of sufficient size developed. Faced for the first time in many decades 
with disintermediation and increased mobility of investible funds by 
households and corporate savers alike, the managers of large institu
tional portfolios necessarily became more conscious of rates of return, 
or investment performance, than had previously been the case. 

o 
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