
Chapter VI 

INSURANCE COMPANIES 

A. LIFE INSURANCE 

1. COVERAGE AND Focus 

The a.Qalyses of life insurance companies focused upon Efe insurers 
in their capacity as investment managers. In so doing the chapter has 
documented the competitive pressures and opportunities which have 
produced a greater emphasis upon the industry's investment-manage
ment function and has analyzed the evolution of life insurers as invest
ment managers in four parts. First, changes in the structure of the 
industry and in the growth rates of various lines of business were 
described with emphasis upon the expansion of insurers' activities 
through affiliates and the development of equity based products de
signed for sale to individuals. Second, the chapter documented the 
responses of life companies during the late 1950's and the 1960's to the 
declining share of pension-benefit plan assets managed by insurers 
and provided measures of the joint success achieved by these responses 
in returning life insurers to a more competitive position in this por
tion of theIr business. Among the several responses was the crention 
of special separate investment accounts tailored to serve, in particu
lar, the equity investment needs of pension-benefit plans. The devel
opment, growth, and characteri1st:ics of separate accounts were ana
lyzed in a third major section of tlhis study. 

Finally, the analysis concluded with an examination of life insurers' 
investment organization, management practices, and policies. 

2. DEVELOPMENT OF INDIVIDUAL EQUITY BASED PRODUCTS 

A. INDUSTRY STRUCTURE AND RECEN'r DEVELOPMENTS 

At the end of 1969, there were over 1,800 legal reserve life insurance 
companies operating in the United States with total assets of $197 
billion. In addition, Canadian life insurers, several of which are in
clu'ded ill the Study samples of life companies, held $15.8 binion. By 
number, over 91 percent of life insurers are organized as stock com
panies. However, the 156 mutual companies account for better than 
two-thirds of industry assets. 

The insurance industry is relatively highly concentrated; It smaller 
number of firms account for a higher proportion of industry assets 
under management than is true for bank trust departments or the in
vestment advisory industry. Fifty percent of industry assets are held 
by only seven insurers. Separate account assets and group annuity re
serves are even more concentrated. However, concentration in the 
industry has been slowly declining for many years with the entry of 
new firms and the higher growth rates achieved by younger firms. 

(40) 
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In recent years, life companies have found that the environment in 
which they function has become more intensely competitive due to (1) 
the aggressive competition of bank trust departments, and recently, 
investment advisory complexes, for management of pension-benefit 
plan assets; (2) mutual funds encouraging individuals to save 
through mutual fund shares rather than cash value insurance; (3) 
other financial institutions developing full financial service packages, 
including insurance; and (4) industrial and conglomerate corpora
tions invading the insurance business. Insurers have responded to 
these pressures by (1) expanding and diversifying" their activities 
through subsidiaries and via the creation of holding companies; (2) 
offering group and individual variable annuity products; (3) enter
ing the mutual fund business; (4) preparing the way for variable life 
insurance; (5) developing equity funding arrangements and modern 
flexible contracts for pension-benefit plans, including offering admin
istrative and investment services to pension-benefit plans without in
surer assumption of mortality and morbidity risks; and (6) building 
up their investment skills, concentrating more effort on the manage
ment of invested assets, and in particular, increasing their activity in 
various types of equity investments. 

B. FINANCIAL INTJ<~GRATION 

Stock and mutual insurers have eXJ?anded their activities through 
the creation of subsidiaries. In most lllstances these subsidiaries are 
engaged in businesses reasonably ancillary to the insurance business, 
including investment management. However, those stock companies 
which are interested in makmg full use of existing capital, increasing 
their means of raising funds, and diversifying widely have created 
upstream holding companies to accomplish these objectives. The ac
quisition or creation of noninsurance affiliates accelerated rapidly 
during 1968-69. In fact, over three-quarters of the lloninsurance affili
anions reported by the Study's sample of life 'insurers as of the end of 
1969, had been conswnmated during those two years. 

Not surprisingly, State insurance regulators have viewed this pro
liferation of noninsurance activities with concern, particularly where 
control of insurers by noninsurance enterprises results. At the heart 
of this concern is t.he fear that extensi ve conflicts of interest are being 
created between controlling persons and policyholders and other 
shareholders of the insurers involved. 

C. INDIVIDUAL EQUITY BASED PRODUCTS 

Life insurers' decisions to offer mutual fund shares or variable an
nuities, or both, dramatica,lly changed industry ma,rketing strategies 
Ly.introducing substantial customer participation in equity investment 
risks. As a result, some insurers are offering financial services which 
they recognize may compete with, rather than complement, the sale of 
insurn,nce products. Most life insurers having made the decision to 
offer individual equity based products have chosen between mutual 
funds and variable annuities as the initial product, although virtually 
simultnneous introduction of both J?roducts has occurred. 

Most respondent companies indIcated that in deciding to enter the 
mutual fund field, three considerations were highly important: (1) de-
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veloping a financial package more salable than traditional products in 
an inflationary environment, (2) increasing agents' income, and (3) 
increasing sales of individual insurance ,Policies. In addition, exactly 
half of the 26 respondent companies wInch were offering fund shares 
regarded mutual funds as one step in the desired direction of creating 
a diversified financial institution. 

Variable annuities are preferred over mutual funds by some insurers 
because they are viewed as a traditional product in modified form. The 
essence of a variable annuity based on investment performance of an 
~uity portfolio is that the annuitant assumes the investment risk. In
dlVidual variable annuities are securities which must be registered 
under the Securities Act of 1933 and the separate account used as a 
funding medium is an investment company required to register under 
the Investment Company Act of 1940. The Commission has provided 
insurers offering varIable annuities under tax qualified pension-benefit 
plans substantial ~xemptions under these acts. The recently enacted 
Investment Company Amendments Act of 1970 provides statutory 
exemptions. Variable annuities and separate accounts are also regu
lated under state insurance law. 

For several reasons, including the time and resources required to 
retrain insurance agents, neither mutual funds founded by life insurers 
nor variable annuity policies have as yet made much of an impact. 
Sales of both these products are also undoubtedly affected by agents' 
compensation scales on various products. Differences in compensation 
appear to induce many agents to continue to concentrate their efforts on 
life insurance products, rather than on mutual funds or individual 
(fixed or variable) annuities, except in speciali7.ed markets where tax 
considerations significantly affect buyers' purchase decisions. 

Variable life insurance, defined to mean insurance contracts in 
which benefits vary with the investment performance of a separate 
account, are not being sold by any of the respondent U.S. insurers. 
Such policies are sold in Canada, England and Holland, and U.S. 
companies have been actively preparing to offer variable contracts 
by examining C).uestions of actuarial design, ,yorking to obtain State 
aut.horization to offer such products and discussing the applicability 
of the federal securities la,,·s to such products with the commission. 
The potential impact of variable life insurance appears to be much 
greater than that of variable annuities, and unlike insurers' entry 
into mutual funds, ,,·ill directly affect the pace of insurance com
pany investment in equities. 

3. LIFE INSUHANCJ<J COlV[PANIES AS FUNDING AmJNTS FOR E~n>LOYl'JE 
PENSION-BENEFIT PLANS: THE GROUP ANNUITY BUSINESS 

A. LIFE INSURERS AND THE COl\lPETITION FOR ~IAN AGEMENT OF 
PENSION-BENEFIT PLAN ASSETS 

In the early World ·War II period, at the point when collective
bargaining agreements began to playa major role in pension-benefit 
plan design, private pension-benefit plan funding was split about 
equally between insured contracts and various noninsured trusteed 
arrangements. Insurers subsequently fell behind noninsured funding 
media (primarily bank trust departments) in the competition for 
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management of pension-benefit J?lan assets. In response to the dete
rioratIOn in their competitive posItion insurers increased the flexibility 
of contracts and broadened the investment services offered so that, 
by the l.a~ter ha~f. of the 1960's, they had substantially improved their 
competItIve posItIon. 

Insurers' competitive problems in this area were caused by (1) 
their inability to offer investment management, and particularly 
equity investment management, tailored to the needs of employers 
fundmg pension-benefit plans, (2) inflexibilities in group annUIty con
tracts, (3) their inability to credit a competitive rate of investment 
return to pension -benefit plan customers, and (4) tax inequities. The 
development of separate investment accounts, more flexible deposit 
administration contracts, the investment year method of crediting 
investment return to contract holders and amendments to the tax 
statutes have removed these disabilities. 

Insu'rers generally feel that they have regained a competitive pos
ture in the business of managing pension-benefit plan assets. They 
regard t.heir ability to offer a package of actuarial, administrative, 
and investment services as the most important competitive advantage 
they hold over banks and other noninsurance funding media which 
do not offer actuarial services in particular. Also of considerable 
importance is insurers ability to offer investment, mortality, and 
other guarantees. Insurers find their greatest competitive disadvan
tage results from banks' ability to develop close relationships with 
employers through their commercial banking business. The com
petltive environment also is significantly affected by banks' ability 
to establish closer relationships than insurers with pension consult
inJ! firms. 

One possible index of the current intensity of competition for man
agement otf pension-benefit plan assets is the incidence of split fund
ing, the allocation of a plan's assets among more than one investment 
manager. However, the desire to obtain aggressive competitive asset 
management is not the only reason employers choose to adopt split
funding. In fact, some split funding between insurers and hanks exists 
because group annuity contractual restrictions prohibited employers 
from fully terminating their insured contmcts during the 1950's when 
many employers were shifting their plan funding from insurers to 
bank trust departments. Nevertheless, knowledge of the frequency of 
split funding and insurers' consciousness of the fact of split funding 
is of assistance in understanding the nature of competition for pen
sion-benefit plan asset management. 

On the whole, replies to Study questionnaires suggest a high degree 
of consciousness 011 the part of insurers of split funding. Twenty-five 
percent of the plans reported on by the respondent insurers were 
known by them to be split funded. As e~pecte~, the percentaF~ is 
highest for the laDgest respondents, and declmes WIth respondents Slze. 
The responses also show that where a J?lan is split funded, nearly 60 
percent of the time a bank is the competmg funding agent, while other 
lllSUl'l1nCe companies are the other managers most of the rest of the 
time. 
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B. GROWTH AND CHANGE IN THE GROUP ANNUITY BUSINESS 

The mo.st drama~ic change i~ the composition of group annuity con
tracts, eVIdent durmg the perIod 1950 to 1969, is the increase m the 
more flexible deposit administration contracts at the expense of de
ferred annuities. This shift is especially pronounced since 1965. The 
growth in del)Qsit administration contracts occurred both as a result 
of substantia shifts in reserves from existing deferred annuity con
tracts and from the atJtraction of new deposit administration 
customers. 

The concentration of business among a few large companies is 
greater in the group annuity line than in other lines of business in 
the life insurance industry. However, some modest dilution of concen
tration appears to be occurring. 

C. CHANGES IN FUNDING l\IEDIA: THE DEVELOPMENT AND US}~ OF SEPARATE 

ACCOUNTS 

Separate accounts were developed initially for the purpose of pro
viding a funding vehicle for pension-benefit plans funded by cost
consCious employers. Favorable investment results can substantially 
reduce the cost to employers of providing retirement benefits to em
ployees. Separate accounts also a,re used to fund group and variable 
annuities, but variable benefits have not proved to be popular with 
most employers. 

During the four years 1965:-69, the proportion of group deferred 
annuity and deposit administration contract reserves funded in sep
arate accounts grew from about 1 percent to 11 percent. By yearend 
1969, the largest insurers in the group annuity business reported that 
cases accounting for over half of their group annuity reserves were 
making some use of separate account funding. However, only 14 
percent of the number of outstanding group annuity contracts issued 
by these companies were taking advantage of the availability of sep
arate accounts, indicating a much higher incidence of separate ac
count use among the larger customers. 

D. NEW BUSINESS AND TERMINATED BUSINESS 

Growth of an insurer's group annuity business occurs both through 
growth of reserves in existing contracts and from newly acquired 
business net of terminated business. Although the primary source of 
growth for the industry as a whole derives from existing business, 
net new business makes a substantial contribution in some companies 
and analysis of the characteristics of new customers and terminating 
customers provides some clues to the trends in the demand for various 
insurer services. 

The Study found that most new cases have first been brought to 
the issuing insurer's attention by the insurer's representatives or by 
consulting actuaries. Ranks, investment advisers or other noninsur
ance financial institutions seldom are sources of pension husiness to 
insurers. 

The majority of new ~roup annuity cases acquired by respondent 
companies during 1968-69 represented newly created pension-benefit 
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plans. About 23 percent of the new cases in terms of estimated con
tributions (8 percent of the number of new cases) were removed from 
banks or other noninsurance funding agents. 

The frequency of separate account funding in new cases is of par
ticular interest since the availability of equity funding through 
separate accounts has been presumed to be of major significance in 
determining the ability of insurance companies to compete for pen
sion business. The Study found that a, significantly higher proportion 
of new customers as compared to existing cases, appear to make use 
of separate account funding. The larger cases appear more likely to 
make use of separate accounts than the smaller ones. 

The primary reason pension plans terminated their contractual 
relationship with the responding insurers, or significantly reduced 
t.heir contributions, was to shift assets to another funding agent, 
usmil1y a trustee bank. This shifting among funding agents accounted 
for 50 percent of the number of cases lost or reduced, and 80 percent 
of the estimated loss in contributions, indicating that the loss of 
larger plans must usually have been due to the desire to employ 
another funding agent. 

4. SEPAUATE ACCOUNTS: DEVELOPlIIENT, GUOWTH, CHAUACTEUISTICS 

AND MANAGEl\fEN'l' FEES 

The Study collected information on nearly 200 separate accounts in 
existence as of yearend 1969. These included accounts holding 94 per
cent of the $3.6 billion in separate accounts in U.S. insurers plus $215 
million in separate account assets of Canadian insurers. Separate ac
counts clln be distinguished according to (1) whether or not the 
account is registered with the Commission under the Investment Com
pany Act of 1940, and (2) whether the account commingles the assets 
of a number of contract holders or is established solely for a single 
customer. All registered accounts are commingled accounts. Nearly half 
the sample accounts (with one-third of the reported assets) are single 
client accounts, about 60 percent of which were established in 1968-69. 

Al1 registered accounts are relatively small, most having assets of 
less than $10 million ~t the end of 1969, reflecting that the registered 
accollnts are relatively new and primarily serve to fund contracts sold 
directly to individuals. In the nonregistered commingled account 
category, 54 of 70 accounts had assets of less than $25 million each, 
but five accounts, each with over $100 million in assets, contained about 
two-thirds of all nonregistered commingled account assets. Of these 
five large accounts, four were established in 1962 and the fifth in 1963. 
Most single client accounts are relatively small; accounts of less than 
$25 million make np 78 percent of single client- accounts and contain 
40 percent of assets in this account category. Nearly 98 percent of the 
assets in sampled separate accounts represent interests of tax qualified 
pension-benefit plans. 

Most separate accounts have been established to provide equity 
funding through investment in common stocks. However, 25 of the 166 
sampled unregistered accounts were intended to invest primarily in 
debt securities (eight accounts), mortgage loans (two) or in a mix of 
debt inst.ruments and equity securities (15). 
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Among accounts with a common stock orientation, larger accounts, 
older accounts and commingled accounts tend to have higher pro
portions of their assets invested in common stock than do other 
accounts. 

Insurers have in recent years been issuing contracts in which the 
investment features are much more significant than had previously 
been the case, and under which assets can be much more freely trans
ferred to other funding agents. The investment and transferability 
features are often especially prominent in contracts which include the 
utilization of separate accounts as funding media. In some separate 
accounts this flexibility has been accompanied by dilution of insurers' 
responsibility to seleet investments and brokers, as funding employers, 
have retained some discretion in these decisions for themselves or for 
an investment adviser. 

In nearly all cases investment management fees charged to separate 
accounts are based upon the net asset value of the account or upon each 
contract holder's interest in the account. In commingled accounts the 
fee rate is most commonly stated as a flat percentage of the account's 
assets. Where a schedule is used, as is the case for about one-third of 
the unregistered commingled accounts, the charge is usually levied 
against each participating contract holder separately. Graduated rate 
schedules are the norm for single customer accounts. 

Multivariate regression analysis revealed that the size of a separate 
account and the size of the managing insurer jointly have a signifi
cantly negative impact upon investment management fee rates-fee 
rates are significantly lower for large accounts and accounts managed 
by Jarger insurers. Thus, at least to some extent, economics realized 
from account size and insurer size are passed on to customers. The 
results also indicate that when account size and ot.her variables are 
given, commingled accounts pay higher fee rates than single client 
accounts. However, contrary to expectations, this analysis showed no 
observable tendency for registered accounts to charge higher fees once 
their size, commingled status and other characteristics arc taken into 
account. The results of this analysis also suggest that fee rates had an 
upward time trend over the 1966-69 period. 

5. PORTFOLIO MANAGKl\mNT: INVESTl\UjNT ORGANIZATION, 

TECHNIQUES, POLICHjS AND R}jSULTS 

A. PORTFOLIOS ~fANAGED 

Investment personnel of life insurance companies are responsible, 
together with supervisory investment committees and the companies' 
boards of directors, for management of the insurers' assets including 
separate account as well as general account assets. The 63 companies 
responding to the Study's life insurance intrinsics questionnaire held 
over $160 billion in general account assets at the end of 1969. The 
investment personnel in these companies also managed $3.3 billion of 
separate account assets. In addition, the same investment personnel 
managed $5.3 billion in propmty and liability insurer assets, the bulk 
($4.5 billion) accounted for by three large insurance complexes, and 
$192 million in affiliated life insurance company assets. However, only 



47 

a relatively small portion of the mutual fund assets reported by the 
responding companies are managed by the same personnel that manage 
the insurers' own assets. 

B. ORGANIZATION FOR INVESTlIfENT DECISIOKlIfAJUNG 

The ultimate power and responsibility for investment policy and 
practice resides in each insurer's board of directors. However, the 
effective policy body is usually a subcommittee of the board and is 
generally composed largely of outside directors, but may include two 
or three of the company's top officer-directors. This committee, most 
commonly known as the finance committee or the executive committee, 
sets the insurer's investment policy guidelines. 

The committee exercises control over equity security selection and 
trading decisions through review of the trades and frequently through 
the use of one or more approved lists. "\Vith rare exceptions, respond
ents indicated that the finance committee does not direct the means by 
which trades are cxecuted, including markets and brokers utilized. 

C. EQUITY INVESTlIfENT DECISIONS 

(1) Statutory 'in've8tment re8trictiol1,s 
Insurance company equity investments are severely restricted by 

~tate insurance laws, and among the States New York has occupied 
an especially influential and restrictive position. The statutes govern
ing insurer invcstments impose quantitative limits affecting both total 
investment in equitics and investment in shares of any single issuer or 
on any parcel of property. The statutes also constrain insurers as to the 
charactcristics of permissible equity investments. New York companies 
are limitcd to common stock investments not exceeding the lesser of 10 
percent of assets or 100 percent of surplus. This limitation is, of course, 
confined to general account investments. In addition to specifically 
cligiblc investments, most States have a statutory "leeway" or "basket" 
clause which permits insurers to make investments not otherwise quali
fying for insurers' portfolios. 

Separate accounts are, of course, free of the aggregate limits on the 
proportion of portfolio assets which may be held in common stocks. 
In many States, including New York, any qualitative restriotions 
on the type of common shares which are eligible for life insurers' port
folios are applicable to separate accounts. However, such restrictions 
are norma]]y offset by a relatively generous leeway clause. 

(2) Equity 8eC1.trity inve8tl1wnt per80nnel and p1'ocedure8 
A full-scale securities investment operation utilizes a number of 

skilled personnel including portfolio managers, security analysts, 
professional traders and economic researchers, as well as various sup
port personnel and the supervisory services of some of the highest 
ranking officers in the company. Among the larger companies the most 
significant increase in personnel between 1964 and 1969 occurred in 
Cluit.y sccurity portfolio managers, analysts and traders. This increase 
was more modest for the smaller compames. 

Of the several basic ways in which institutional investors can obtain 
information and recommendations which influence decisions regard-
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ing which equity securities to buy or sell, in-house analysis of finan
cial statements is rated most important by companies in all size groups. 
For smaller companies, information and recommendations purchased 
from broker-dealers vin commissions ranks next in importance. For 
the largest 10 companies information purchased with commissions 
from brokerage houses and direct contact with issuers were ranked as 
about equally significant. 

D. PORTFOLIO COMPOSI1'ION OF (mN)O~RAL ACCOUNTS 

Although most separate accounts created by life insurance com
panies ha.ve been intended primarily for investment in equity secUI·i
ties, life insurance general account investments have been constrained 
by tradition, their fixed dollar liltbilities and the type oi::,statutory 
restrictions summarized above, to a primary emphasis upon fixed in
come obligations. However, the movement of assets into separate equity 
accounts has been accompanied in recent years by various forms of 
equity participation obtained with general account investments in 
directly placed corporate debt securities and mortgage loans. 

Total industry general account assets grew from $149 billion as of 
year end 1964 to nearly $194 billion at the end of 1969. Corporate debt 
securities and mortgage loans continued to account for about three
quarters of general account assets during vhis period, although the dis
tribution of mortgage loans held shifted markedly away from single 
family home mortgage loans to loans on apartments and commer('utl 
properties. Policy loans increased proportionately more than any other 
asset category, from 48 percent of assets in 1964 to 7.1 percent in 1969. 
This policy loan experience contributed significantly to a very tight 
cash flow situation for many companies and in some cases retarded 
planned increases in common stock investments. Common stocks, 
which unlike other insurance company investments are reported at. 
market value, increased from 3.6 percent of general account assets in 
1964 to 3.9 percent in 1969. 

Restricted common stock issues held in general accounts of respond
ent companies amounted to just 2.2 percent of common equities re
ported. Common stocks listed on the New York Exchange account 
for 96.5 percent of the five largest insurers general account common 
stock holdings at the end of 1969. The remaining companies as a group 
have about three-quarters of their common stock holdings in stocks 
list.ed on t.he NYSE. NYSE listed stocks make up about three-quarters 
of the value of all common shares outstanding. Approximately half of 
the non-NYSE stocks excluding bank and insurance stocks, consist of 
st.ocks which are listed on the American Stock Exchange, solely on re
gional exchanges or are unlisted. 

During recent. years life companies have been successful in obtaining 
additional compensation on directly placed corporate debt .obliga!ions 
and on mortgage loans secured by apartments, or commerCIal busmess 
or other nonresidential properties. This addit.ional compensation can 
take many forms includmg COmmon stock, real property, inst.ruments 
convert.ible into common stock, warrants, various opt.ions to purchase 
equity securities or real property, provisions for sharing in the income 
or capital gains realized by the borrower a.nd interest in residua.1 
values. 
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It appears that insurers' taste for equity kickers on debt instruments 
has been stimulated and that they wiII continue to negotiate hard for 
such provisions even as interest rates decline from the historic high 
levels reached in 1968-1970. Some respondents indicated that as in
terest rates ease, the desire for equity provisions may induce them into 
investing in lower quality debt instruments. 

E. TRADING IN COMMON EQUITIES 

(J) Separate acC01tnt turnover and activity rate8 
As life companies have increased their holdings of common equity 

securities in recent years, they have also increased their trading activ
ity in these securitIes. Common equity turnover rates 1 for separate 
accounts increased substantia.Ily during the period 1965-1969 inclusive, 
with the most dramatic increase occurring in 1968. This timing lags 
behind the increased turnover for mutual funds by about 2 years, but 
is roughly in line with that of bank managed corporate pension funds 
llnd property and liability insurers. 

In general, activity rates 2 also increased over the same period, but 
the overall percentage increase is smaller than that observed for turn
over rates and this pattern is not ubiquitous as was true for turnover 
rates. Thus, for example, there is no particular trend in activity rates 
for nonregistered commingled accounts, or for the oldest accounts or 
for the largest accounts, 

The Study finds that the increase in turnover rates during the 1965-
1969 period occurred over a wide variety of accounts and is not due to 
changing mixes of account characteristics. Indeed, most account and 
insurer characteristics do not contribute much to an explanation of the 
vltriations in turnover rates among accounts. 
(~) Separate account inve8tment perf01'l1ULnoe, volatility and turn

over 
The Study collected data on separate accounts which permitted com

putation of rates of return for 80 of the reporting accounts. 
Each of these account's volatility also was calculated. An account's 

volatility is a measure of the sensitivity of the market value of the ac
count's assets to movements in general market prices of the same types 
of assets. Since most separate accounts are primarily equity accounts 
the market standard employed was the Standard & Poor's 500 Stock 
Index. Use of the volatility concept made it possible to segregate that 
portion of an account's return resulting from portfolio management 
from tlHtt portion which simply reflects movements in the general level 
of stock prices. This was done by comparing the return on an account 
to the return realized by a standard, unmanaged account of the same 
volatility. 

During the period covered (the latter part of the 1960's), relatively 
low volatility accounts performed somewhat worse than hypothetical 
unmanaged portfolios while higher volatility accounts performed 
somewhat better. This pattern is similar to that observed for accounts 
nmnaged by other institutions. 

1 Defined ns the lesser of ncqulsitions nnd dispositions of common equity securities dur
Ing n cnIelldnr yenr divided by the a\-ernge market value of beginning year and end year 
holdings. _ 

» Defined as the avernlle value of ncqulsltlons plus dispositions during the year divided by 
the snme average holdings used In cnIculating turnover rates. 



50 

Of primary interest, however, was not the excess return attributable 
to management per se, but the relation between this perform ace meas
ure and account characteristics such as turnover, the total value of 
account common stock holdings and the asset size of the insurer which 
manages the account. Although a significant negative relation is found 
between performance and turnover for mutual funds and bank col
lective funds, no significant relation between these two variables ap
pears to exist for separate accounts. Thus, although the Study does not 
find turnover to be negatively related to investment performance for 
separate accounts during the latter half of the 1960's neither is there 
any evidence that higher turnover is associated with better perform
ance. 
(3) General aCC01tnt turnot'er and activity rates 

For the five year period 1965-69, there was also a year-to-year in
crease in turnover rates for general accounts as a group; the increase, 
however, was much more modest than that recorded by separate ac
counts. The largest increase occurred in 1968, as it did with separate 
accounts. General account activity rates increased in about the same 
proportion as turnover rates over the period. Although general account 
activity rates for insurers reporting on both general and separate 
accounts increased from 10.6 to 19.5 percent between 1965 and 1969, 
these insurers' activity rates as a whole (Tor general and separate 
accounts combined) increased from 11.4 to 27.3 percent during the 
period. This difference is explained by the growth of, and higher 
activity rates generated by, separate accounts. 

Turnover rates for general account equity securities are less than 
those for equity holdings in separate accounts for at least two reasons: 
(1) contractho1ders in separate accounts are primarily cost-conscious 
employers who seek relatively aggressive investment management in 
the hope of obtaining substantial investment returns, and (2) while 
most separate accounts are free from income and capital gains tax
ation, insurers do incur taxes upon gains made from security sales in 
the general account. Questionnaire responses indicate that capital gains 
tax consequences have some effect upon general account security sales. 

F. CONFLICTS IN THE TREATMENT OF VARIOUS ACCOUNTS 

(1) The problem 
The proliferation of investment accounts managed by some life in

surance companies' investment personnel raises questions as to how 
conflicts among differing interests are and should be handled in the 
management of multiple accounts. Several groups of interests may 
be involved and affected by investment decisions, including the inter
ests of stockholders of the insurance company, the management of 
the insurance company and the various groups of shareholders, policy
holders or contractholders which have participating interests in the 
various accounts. Stockholders are, of course, absent from the group 
of parties involved in decisions made by mutual insurers. The Study 
focllsed upon two specific types of allocation problems that arise in the 
management of multiple accounts; namely, (1) where more than one 
account is engaged in a program of purchasing or selling the same 
security, and (2) allotments of new equity issues among various ac
counts under management. 
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(93) Allocation policies and practices 
'When more thl.Ln one account is buying or sel1ing the same security 

over a period of time, allocations among accounts may be quite im
pOltant if the trades are placed on the basis of information, or if the 
act of trading itself has price impacts, since early trades in purchase 
or sale programs nre more likely to receive better prices. Just one
haH of the Study's respondents stated that they had no policy as to 
allocation of purchase or sale transactions among various accounts. 
This lack of a policy was explained in some instances by the fact that 
only one account (the general account) was being managed, or that 
separate accounts were relatively new, or that the accounts were suffi
ciently small and/or only stocks with a large floating supply were held 
or purchased so that any purchase or sale decision could always be com
pleted in a single day. 

Most of the largest companies reported that they had a policy of try
ing to allocate each day's tJ"ades in the most equitable way possible, 
generally in propOItion to the size of each account's order or its po· 
sition to be liquidated. 

However, 11 respondents reported that some sort of conscious pri
ority was established, with small accounts, registered accounts, sepa
rate accounts, or "performance-minded" portfolios receiving priority. 

The Study also computed average prices received by three classes 
of insurer accounts whenever at least two of those classes of accounts 
within a reporting insurer purchased (sold) the same stock issue in 
the same month. This was done for about 800 stocks over 21 months, 
.January 19G8 to September 1969. An analysis of these data, which 
reflect the limited experience life insurers have had managing multiple 
accounts, provides no evidence that insurers consistently favor general 
account, single client separate account or commingled separate ac
connt portfolios in allocating acquisitions or dispositions of securities 
where the same security is bought (sold) for more than one of these 
classes of accounts in the same month. 

Another means of giving preferential treatment to particular types 
of accounts is through the allocation of limited quantitie"s of eco
nomically attractive securities, such as new common stock issues. Sub
stantiaJ numbers of new issues rose from their initial offering prices 
in after market trading during the 1960's. Consequently, acquisition 
of shares in the initial offering frequently proved to be quite profit
nble. Ten companies replied that some sort of preferential treatment 
existed as a manner of policy-most often favoring small separate 
accounts. 

The Study's analysis of new issue activity collected detailed in
formation on purchases of 84 new equity security issues during the 
18 months beginning with January 1968. Of the $58.6 million of 
these issues purchased at offering by institutional investors, $3.7 mil
lion were purchased by 15 life insurance companies. Most of these 
companies were relatively small and apparently managed only one or 
two accounts. Nearly all of the purchases of these new issues which 
were allocated to nonregistered separate accounts, investment com
panies and accounts of affiliated life or propert.y and liability insurers, 
were made by just six insurers. 

For these six insurers, investment companies received the largest 
share of new issues relative to the size of their total common stock 
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holdings; each type of separate account (registered, nonregistered, 
commingled and single client) also received disproportionately large 
shares, while general accounts and accounts managed for affiliated 
insurers received 5mall allotments relative to the value of their com
mon stock holdings. 
(3) Ooncluding cowments on preferential treatment problems 

The sta.tistical tests used to detect tJhe existence of preferential treat
ment among account~ are meant to be suggestive only. '.Vhe study 
considers the question of equitable treatment of accounts to be im
portant and believes that effort needs to be applied in developing 
standards of fairness. 

Finally, the discussion of conflict (>roblem~ which arise when 
ml)ltiple accounts are managed is not mtended to suggest that in
surers should resist the trend toward account proliferation. Serious 
conflict questions can also exist in the management of large com
mingled accounts containing interests of a variety of customers with 
varying investment needs. Where there are no clear differences in in
vestment objectives, commingled accounts may facilitate fair treat
ment. But where clear differences exist, segregation of customers with 
relatively homogenous investment requirements can be a more effec
tive means of serving customers' investment objectives and has the 
further advantage of bringing questions of priorities into the open. 

B. PROPERTY -LIABILITY INSURANCE 

1. PROPERTY-LIABIUTY INSURANCl<: IN THE STUDY 

P-L insurance may be thought of as a second and much smaller 
part, as measured by aggregate assets, of a brother-sister team with life 
insurance. However, with respect to investment in the securities mar
kets it is significant to note that almost all P-L investment assets are 
in marketable securities, while very substantial life assets are in pri
vately placed issues and mortgages. 

The P-L insurance industry was included in this Study for the fol
lowing reasons: 

1. To complement the study of life insurance investment; 
2. P-L companies rank as the fourth largest institutional holder of 

common stock with approximately $11.7 billion in publicly traded 
shares on December 31, 1969; 

°3. To explore the reported recent increase in P-L common stock 
activity rate;3 

4. To provide consolidated asset holdings data for a significant part 
of the P-L industry; 

5. To examine the organization and composition of P-L insurance 
groups 4 and their degree of financial integration; and 

• The common st()Ck activity rate is currently defined as the overage of purchases and 
sales divided by the avera~e market value of st()Ck holdings at the heglnnlng and end of 
the period, stated at an annual rate. Common stock activity rates are published quarterly 
In the Statistical Bulletin. U.S. Securities and Exchange C<>mmlsslon, April, June, Septem
ber, and December Issues . 

• A P-L insurance "group." formerly referred to os a "flf'et." Is defined herein os 
Including any company writing property-liability Insurance that directly or Indirectly 
controls, is controlled by. or is under common control with another property-lIahlllty 
Insurance company, whether by reason of common management, ownership, or otherwise. 
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6. To examine the securities investment operations of P-L groups. 
The Study collected information from the 25 largest groups (20 

stock groups and five groups headed by mutual companies). Together 
these groups wrote approxlmltwly 58 percent of the total industry net 
premiums in 1969. 

2. STRUCTURE OF THE INDUSTRY AND REGULATION 

A. STRUCTURE 

The P-L insurance industry is relatively diffuse. Approximately 
3,000 se.parately chartered companies or organizations underwrite 
P-L risks in the United Stat~. Essentially all relatively large P-L 
companies are affiliated with at least one other P-L insurance com
pany. These affiliated companies are under common control and are 
ref~lTed to as insurance groups. There are approximately 350 insur
ance groups, made up of 900 of the 3,000 P-L companies. Large P-L 
groups are the most significant factors in the industry, with the 50 
largest groups writing approximately 74 percent of industry pre
miums in 1969. That there is relatively great diffusion among P-L 
groups is evident, since the largest group in volume of net premiums 
written had only 5.9 percent of the U.S. market in 1969. 

The stock company is the most significant form of legal organiza
tion for private P-L insurers, as measured by the 68 percent of total 
industry net premiums written by stock companies in 1969. There 
are approximately 820 stock companies writing P-L insurance in 
the United States. 

Second in importance to stock companies as measured by assets 
employed as well as net premiums written are P-L insurers organized 
as mutual corporations. The nearly 2,200 mutual companies wrote 
over 27 percent of the total industry net P-L premiums in 1969.5 

The mutual company feature of returning to folicyholder-owners, in 
the form of a dividend, the margin in excess 0 the cost of operations, 
and the absence of equity investor-owners to proVide additional cap
ital, are perhaps the two most significant differences between stock 
and mutual companies and their operations as insurers and as in
vestors. These ditl'p,rences limit the amount of policyholders sur
plus. Since State P-L investment regulations (and company policy) 
indirectly base the allowable amount of common stock investment on 
t.he amount of policyholders surplus, these differences effectively limit 
the amount of common stock investment and the attendant oppor
tunity for portfolio appreciation for mut.ual companies. 

Insurance groups, in addition to having common control and man
agement., typically enter into -an insurance pooling agreement that 
allocates net premiums written by the entire group to each affiliated 
company on a pro rata basis. To a large extent only the legal entity 
distmctlOn exists among a group's several companies. Stock groups 
nre more prevalent, and typically include more companies than are 
found in mutual groups, because common stock ownership is a con
venient and logical menns of effect.ing control. AffiliatIOn among 
mutual companies is more cumbersome. 

• Bests Aggregates and Averages: Property·Liability 1970 (A. M. Best Co.) 
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Although accurate consolidated asset figures for P-L groups and 
for the total P-L industry are nonexistent, the volume of net pre
miums written is a satisfactory proxy for relative asset size and reflects 
the degree of concentration in the P-L industry.a 'While net premiums 
written indicate the volume of insurance retained by an insurer, gross 
premiums from direct business written reflect the direct public market 
activity of an insurance company or group. Direct premium data 
available by lines, groups and States for 1969 show the concentration 
and dispersion in the P-L industry. 

On the basis of the volume of direct premiums written, automobile 
lines account for approximately 46.2 percent of all P-L premiums. 
This of course explams the considerable attention paid by the indus
try, governments and the public to regulation and ratemaking in 
automobile insurance. Workmen's compensation follows with 11.8 
percent, but none of the other 19 individual lines accounts for as much 
as 10 percent of the industry. 'Vhen all P-L lines are combined the 
dispersion in the industry is indicated most clearly since the largest 
P-L group in terms of direct premiums written (State Farm) accounts 
for approximately 6 percent of the industry, the second largest (All
state) accounts for 5 percent and the next three groups 4 percent each. 
The 10 largest groups combined had 38 percent of the industry direct 
premiums in 1969. 

B. REGULATION 

Property liability insurance companies are su1bject to regulation 
primarily by the States rather than by the Federal Government. The 
primary obJective of State regulation is protection of policyholders, 
although revenue production through taxation is also a major con
sideration. Toward these objectives State regulation enters all phases 
of the insurance business including restricting investment, conducting 
periodic financial examinations, approving policies and rates and 
licensing companies, agents and brokers. 

A major force for uniformity of regulation among the several 
States is the National Association of Insurance Commissioners 
(NAIC). This organization is a significant factor in insurance regu
lation through its standing committees, studies of special problems, 
standardization of reports and preparation of model laws. In spite 
of this effort the laws of the States differ in many respects, though 
this lack of uniformity is tempered in pract.ice for the large insurers 
doing business in the major States by the New York insurance law 
requirement that foreign (non-New York domiciled) insurers sub
stantially comply with the New York requirements for domestic 
insurers. Because few States are more restrictive than New York 
and because most large companies and groups do business there, the 
New York standards amount to national ones for most purposes. 

Entry into the P-L business is controlled by New York insurance 
law 1 pI:imarily (1) by requiring a minimum amount of capital and 
surplus for each snecified line of insurance a company intends to 
write, (2) by specifying liquid, fixed income investments in which 
the minimum capital funds may be legally invested, and (3) by re-

• Net premIums wrItten Ilre defined as /Cross premIums from dIrect buslneRs wrItten, phIS 
reInsurance assumed from other wrIters. lesR reInsurance ceded to other compnnlel!. 

7 New York Insurance law Is used for Illustrative purpoSils. 
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quiring that the company be licensed by the State insurance depart
ment to conduct a specified insurance business. Similar requirements 
including reporting as well as licensing are imposed by each State 
in which the company does business. 

In general P-L companies are permitted relatively great latitude 
in the amount of investment in different types of affiliated (subsid
iary) com pan ies as well as in the amount and type of regular portfolio 
investment. 'With regard to portfolio investment in nonaffiliated com
panies, regulation is effected primarily through the minimum capital 
lIlvestment requirements described above and an additional required 
investment in specified categories of qualified assets until the combined 
total exceeds 50 percent of unearned premium and loss reserves. Aside 
from the concentration limitation mentioned below, the remainder of 
a P-L company's investments are essentially unrestricted. New York 
insurance law limits the total investment in anyone institution, ex
cept classes of governmental obligations eligible for minimum capital 
investment, to a maximum of 10 percent of the investing insurer's 
admitted assets, unless the investment qualifies (a) as an investment 
in another insurer or· (b) as an investment in a subsidiary company 
doing a specified financial or insurance related business. As to invest
ment in ltnother insurer, New York specifies that the total direct in
vestment together with indirect investment through intermediate sub
sidiaries must not exceed the greater of (a) 35 percent of surplus to 
policyholders of the acquiring insurer, or (b) 50 percent of the ac
quirer's surplus over and above its liabilities and capital. This is not 
particularly restrictive, as evidenced by the widespread development 
of groups of affiliated insurance companies. Furthermore, the existence 
in an insurance group of a noninsurance holding company at the top 
of the ownership chain allows essentially unrestricted affiliation be
tween insurance companies. 

In addition to investment in other insurers as above, New York 
allows a domestic P-L company to invest in or acquire one or more 
solvent corporations engaged in any of the following businesses after 
it has satisfied its minimum capital and reserve investment 
requirement: 

(a) Insurance agent; 
(b) Securities broker or dealer investing or trading for its 

parent or any affiliate; 
(0) Management, sales or other service to any investment com

pany subject to the Investment Company Act of 1940, as amended; 
(d) Investment adviser; 
(e) Insurance related functions including actuarial, loss pre

vention, safety engineering, data processing, et cetera; 
(f) Pension fund administrator; 
(g) Ownership and management of assets which the parent 

could itsel f own and manage; 
(h) Administrative agent Tor government instrumentality per

forming an insurance function; 
(i) Financing insurance premiums; 
(j) Any other business activity reasonably ancillary to an in

surance business; 
(k) A holding company owning businesses specified above in 

(a) through (j) and/orotherinsurers; 

53-940 o-at-pt. 8-7 
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The organization of non insurance holding companies by insurers, 
the acquisition of insurance groups by noninsurance companies and 
the distribution to them of significant amounts of assets from insur
ance subsidiaries trig-gered studies of holding- companies by the N AIC 
and the New York Insurance Department. Regulrutory legislation in 
several States including New York soon followed. Additions to the 
insurance law in New York'(l) provide stringent tests and limits on 
the amount of dividends that can be distributed and (2) require regis
tration with the superintendent of non insurance holding companies 
that control (that is, own 10 percent or more of the voting securities 
of) domestic insurers. Certain transactions between domestic insurers 
and noninsurance holding companies now require advance not.ice to, 
and anproval by, the Superintendent of ,insurance. Sign1ificantly, ap
proval in advance is required for anyone other than an authorized in
surer seeking to acquire control of ally domestic insurer. The fragmen
tation of regulation among the several States is awkward in many 
respects, but it is also well entrenched. Despite t.his fact, Federal in
volvement in the property-liability insurance business by way of 
studies and legislation is evident. For example. problems involving 
automobile insurance and high risk areas are widespread and are re
ceiving national attention. 

C. PROPERTY-LIABILITY GROUPS AND COl\IPU~XES 

The 25 P-L insurance groups covered ,in the Study have followed 
tho industry practice of adding companies. Groups add lIew P-L com
panies for the purpose of entering new territories, taking on new 
insurance lines, writing specialized contracts, or simply taking advan
tage of state laws favoring domestic corporations. From yearend 1964 
through yearend 1969 these 25 P-L g-roups increased from 125 to 155 
P-L companies. This net increase of 30 companies resulted largely 
from acquisitions of companies or from combinations with other P-L 
groups. Relatively few new companies were chartered by these 25 
groups during this five-year period. 

P-L insurance groups have not remained exclusively in the prop
erty-liability insurance business. The movement to multiple line con
tracts, multiple line companies and multiple line groups has in most 
cases also included entering the life insurance field. Those groups 
writing health insurance and having life insurance affiliates are re
ferred to as "all-lines" insurance groups. This affiliation with life 
insurance companies is particularly prevalent among the 25 large 
P-L groups studied. All but three of these groups have at least one 
active life insurance company as an affiliate. Four P-L groups with 
very large lifo insurance affiliates-Travelers, Aetna Life and 
Casualty, CNA (Continental Assurance) and Connecticut General
are at least as well known for their life business as for their P-L 
business. 

While insurance holding companies are now subject to some regula
tion under insurance laws, they are not subject to regulation of their 
investments in the manner that insurance companies are regulated. 
Consequently, one avenue to corporate affiliation (control) of other 
noninsurance enterprises is to have a non insurance holding company 
be the parent company. 
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The noninsurance affiliations of large P-L insurance groups to date 
are almost exclusively with financial service enterprises. The most 
lloteworth1 exception is Allstate's affiliation as a subsidiary of its 
founder, Sears, Roebuck and Co., the Nation's largest retailer. Several 
other groups have been acquired by conglomerate corporations hav
ill<r important noninsurance business. 

'The complexes composed of the 25 P-L groups and their affiliated 
financial and nonfinancial enterprises had consolidated assets of 
$62.764 billion at December 31, 1969. The assets of the 25 P-L insur
ance groups themselves range from $690 million to $9.172 billion and 
17 had assets in excess of $1 billion. Of the total amount $30.767 
billion are in the consolidated assets of the 155 P-L companies and 
their subsidiaries that comprise the study sample. 

The financial affiliates of the large P-L groups include finance 
complwies (present in 15 groups), investment advisory firms (12 
groups), securities broker-dealers (10 groups) and real estate man
agement 01' advisory firms (nine groups). At least two other P-L 
~roups have acquired securities broker-dealer firms during the first 
Judf of 1970 to continue this trend. Ten of the P-L group complexes 
were already active in the investment company business at the end of 
1969. Their affiliated investment advisers manaO'ed $2.364 billion of 
mutual fund nssets at thnt date and were not included in the previous 
asset total for complexes. In addition three other complexes hnve 
entered the mutunl fund business or had tnken preliminnry steps to 
do so during the first six-months of 1970. 

3. BEHA vIOn AS· PORTFOLIO MANAGERS 

A. ORGANIZATION AND PROCJo::DURE IN INVESTl\IENT DEPARTMENTS 

In the insurance industry investment considerations and operations 
traditionally have been considered to be essentially separate from, if 
not secondary to, the insurance underwriting side of the business. The 
25 htrge P-L insurance groups are serviced for the most pnrt by one 
investment department 8 per group. 1Vith one exception the 25 P-L 
groups provide their own internal investment management for their 
significant companies. Factors that bear importantly on the role of 
P-L insurance groups in the securities markets are the operational 
relationships between these investment departments and their higher 
authority and any changes in these relationships in recent years. 

Even though the several boards of directors in each group studied 
retain ultimate authority and responsibility, in every instance the 
insurance compnnies of the group have delegated responsibility for 
determining and implementing operational investment policy to a 
subordinate committee of directors, usually called the finance, execu
tive or investment committee. The finance committee typically con
sists of five to eight directors and most often includes the board 

• Investment departmen~ means that divisIOn or group of persons within the l'-L 
Insurance group or an affiliatecl entity which makes day-to-day purchase, sale, or hold 
cleclslons for the securities portfolio, even though some other person or group has ultimate 
responsibility over the Investments of each company. For example, If a committee of 
Investment officers makes only .portfolio recommendations and these recommendations are 
seldom, If ever, overruled by a group with ultimate authority, the committee of Investment 
officers and Its staff Is the investment department for the purposes of the study. This 
de/lRrtment wlII not necessarily be the same as any department In a group that may be 
ea led the "Investment Department." 
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chairman, the top one or two operating officers, the top financial 
officer and several outside directors. 

The finance committee typically establishes investment policy and 
guidelines for the operations of the investment department. In gen
eral the investment policy guidelines established by a finance com
mittee are quite different for fixed income securities and common 
stock. However~ dollar amount or percentage of assets limits on the 
amount invested per issuer are used in many groups for most secm'i
ties. The maximum discretionary limit reported for an equity security 
is $10 million pel' issuer, although many groups did not indicate that 
any specific dollar limits existed. 

Subject to these discretionary constraints per issuer, the investment 
department is usually at liberty. to buy and sell most fixed income 
securities without securing specIfic committee authorization. The sale 
of common stock, with one exception, is also permitted without specific 
authorization. In contrast, purchases of common stock are normally 
permitted only ,vith advance authorization unless the issue is on the 
approved list. In many instances the approved list includes those 
issues currently held in the portfolio, thereby allowing the investment 
department flexibility to add to existing positions of issues that do 
not exceed the maximum amount permitted. 

Additions to an approved list or the authorization of a transaction 
requires in most groups, a majority vote by the finance committee. 
Though procedures for approval and authorization appear formidable, 
conservative and formal, there are modifying proviSIOns in many P-L 
group's investment policy. At least 10 groups Imdicated that approval 
of a transaction by as few as two committee members is sufficient when 
necessary. Recent changes in investment department procedures 
reported by some groups indicate a gradual shift toward increased 
investment flexibility in the P-L industry. 

Changes in the number of persons in various investment department 
employment categories between 1964 and 1969 give some indication of 
the relative significance of these positions today versus five years ago. 
The most significant relative change is the great increase in emphasis 
on professional traders. This is particularly true of equities traders, 
whose numbers increased fourfold in this five-year period, compared to 
an increase of 48 percent in total 'investment department personnel. 
Also of interest is the relatively great increase in account supervisors, 
pOl'tfolio managers and -investment research staff for equities compared 
to the increases in those categories for bonds. This increased emphasis 
on investment in equ~ties :presumably means common stock investment 
since preferred stock investment is relatively small and is often asso
ciated with fixed income investment. 

The 25 P-L group investment departments were asked to rank sev
eral external sources of securities research and infonnation, indicat
ing their -importance in making purchase or sale deoisions. "Financial 
statements of issuers" is ranked as the top source of information by 
88 percent of the respondents. The only other cn.tegory that scored con
sistently high was "Information from broker-dealers purchased with 
commission dollars." 
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B. INVESTMENT POLICY AND PRACTICE 

Part of the lore of the P-L insurance industry is that historically 
investment relationships have existed between (a) the volume of net 
premiums written in various lines of insurance and (b) liquidity re
quirements, portfolio composition and management. Given its own 
experience about volume of premiums and lines of business each of the 
25 groups was asked, in the context of consideration of its relative re
serves (liabilities) and surplus (capital in excess of liabilities), to de
scribe what investment consideration, if any, is given to absolute and 
relative liquidity needs in determining I?ortfolio composition. Cash 
plus traditional high quality, short-term lIquid investments were to be 
contrasted to common stock investments. In addition, they were asked 
to describe the impact their particular groups' distribution of pre
miums by classes of lines had on the types of securities held in their 
portfolio. 

Nearly all of the 25 P-L groups agree that diversification across 
insurance lines plus reinsurance has virtually eliminated consideration 
of insurance lines in portfolio management. At the same time there 
is some difference of opinion about the impact of premium volume, 
reserves, and surplus on portfolio compositIOn. Obviously even those 
groups that disclaim any consideration of premium volume still main
tain some pool of liquid, short-term securities to meet contingencies. 
Most significantly, however, there is evidence of some reevaluation 
among P-L groups of the role played by common stocks in building 
surplus and maintaining a satisfactory reserve to surplus ratio. 

The 25 P-L groups were asked, in the context of current Federal 
income tax provisions, to describe the impact of underwriting profits 
and losses on portfolio composition and on investment management for 
income, rea1ized and unrealized gains. The purpose of these questions 
was to ascertain the continuing impact of underwriting experience and 
tax law 011 the selection of different types of investment and on invest
ment activity. The responses indicate that P-L insurance groups in 
general respond to some degree to prolonged statutory underwriting 
losses by reducing or halting further purchases of tax-exempt bonds. 
In light of the statutory underwriting losses experience recently, given 
the IRS provision exempting interest from municipal bonds from 
Federal income taxes, and given the related higher pretax yield avail
able on taxable bond issues, P-L insurance groups are acting in a ra
tional economic manner only if they exercise the option to divert in
vestment funds into higher net yield (taxable) bonds. In contrast, P-L 
compo,nies that are affiliated with profitable noninsurance operations 
may continue to favor tax-exempt investments. 

Until recently, the traditional separation of the insurance underwrit
ing functions from the investment function has excluded essentially all 
investment return from direct consideration in ratemaking. Whether 
prospective changes in regulatory consideration of investment income 
in ratemaking will affect investment policy or behavior is subject to 
conjecture at this time. The inclusion of, for example, the investment 
income associated with the investment of funds equivalent to P-L 
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liabilities would offset some underwriting losses and expenses. Concur
rently insurance rates and premium income would change !::>ut in direc
tions and in amounts that defy forecasting. Presumably these resultant 
changes would reduce statutory underwriting losses since P-L com
panies cannot survive prolonged losses. To the extent that overall 
profits change, the relative use of taxable and tax-exempt securities 
would also change. To the extent that statutory accountmg does not 
adequately reflect actual underwriting experience the likely impact of 
including investment income in ratemaking is disguised further. 

Most groups also reported that underwriting losses increased flexi
bility in managing the equity portfolio by permitting them to take 
capital gains which are offset by underwriting losses, thereby avoiding 
or minimizing current taxes. 

Although most large P-L insurance groups measure investment 
performance, many of them use rudimentary methods that provide 
only crude indicators of portfolio appreciation and measurements are 
made relatively infrequently. Only a very few groups produce a 
measure that apparently could be used to indicate the performance 
of the investment department itself. Based on this information there 
is little evidence that these large P-L groups are performance oriented 
at this time. There is, however, some indication that they are moving 
toward more appropriate performance measurement. One group spe
cifically reported that they were now using the Bank Administra
tion Institute's time-weighted method of measuring performance. Two 
other groups said they currently were changing their internal valua
tion and reporting system to allow them to produce a time-weighted 
measure on a frequent basis. 

The degree of involvement of P-L groups in the venture capital 
market is restricted by the traditional focus on liquidity in P-L in
vestments. This emphasis on marketability has led P-L groups to in
vest almost exclusively in publicly traded issues. 'Private placements 
to hu'ge, well-established companies are ins¥rnificant. Only in a few 
P-L groups, particularly those with large life insurance assets to 
invest, do the investment departments have the experience and ex
pertise necessary for involvement in private placements of any type. 
A few groups indicated a developing interest in venture capital in
vestments, but in general there does not appear to be a significant 
movement in this direction among P-L groups. 

Data collected by tJhe Study pennitted the first uniform consoNdation 
of P-L insurance group assets for a significant part of the industry. 
The 25 P-L groups in the study had consolidated assets of $30.77 
billion at December 31, 1969. By comparison it was determined that 
the Commission has made satisfactory approximations in estimating 
P-L industry assets for its reports and for activity rate computations. 

The consolidation of assets also produced accurate common stock 
holdings data that distinguished between investment in affiliated com
panies and other portfolio common stock. After eliminating invest
ment in all affiliated companies, the total common stock investment 
of the 25 P-L groups was $8.445 billion at the end of 1969. Of this 
dollar amount, 86.7 percent of the common stock was listed on the 
NYSE, indicating the preference of P-L groups for stocks of that 
type. 
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Categories of assets in which the 25 P-L groups had significant 
investment were common stock (33.66 percent), State and local gov
ernments (28.35 percent), nongovernment long-term debt (8.49 per
cent), and U.S. Governments (7.53 percent). Common stock invest
ment was significantly more important in stock groups than in mutual 
groups, with 38.61 percent and 11.57 percent of assets, respectively. 

Other data collected allowed the Study to compute the first accurate 
common stock activity and turnover rates for P-L groups by elimi
lHuting intragroup transactions. The annual activity rates for 1965 
through 1969 from study data increased from 6.5 to 22 percent. This 
confirmed the significant increase in activity revealed in the Com
mission's published data, but the published figures consistently over
stated the activity rate by one to four percentage points. In spite of the 
marked increase over this period, the correct P-L activity rates still 
H,re less than one-half of the rates reported for investment companies. 

Overall, the Study conclU'des that P-L insurance groups have not 
exhibited unuslHtl investment developments nor have they had a 
significant impact on the securities markets during the period studied. 
Although the investment activities of P-L companies are regulated 
by the several States ill which t.hey operate, internal insurance com
pany and group policies tend to control regular portfolio investments. 
Investment regulation does limit investment in noninsurance activities 
by P-L companies but the unregulated holding company has been used 
effectively to permit unrestricted investment in these areas. Several 
large P-L groups were acquired by noninsurance holding companies 
during 1!}68-69, but market conditions and new State regulations 
affecting the acquisition of P-L companies apparently have stemmed 
this development. 

The diversification of P-L groups together with the peculiarities 
of statutory financia.l reporting requirements for P-L compan~es have 
contributed to a crerl.jbility gap in the P-L financial reports which are 
required by every St.ate in whlich an insurance company operates. 
Among the accounting shortcomings in this reporting is the faiilure to 
determine underwriting results in a meaningful manner, the absence 
of market valuations for all securities investments, and the absence 
of consolidated financial statements for P-L groups. Improvemen1:.s 
i II some of these areas of reporting are forthcoming. 
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OFFSHORE FUNDS 

An offshore fund is an investment company incorporated in a 
foreign country, the shares of which are generally sold to persons 
who are residents of foreign countries other than the fund's country 
of dom~cile. Although offshore fund shares usually are not offered 
for sale to Americans, they are often organized and m!tnaged by 
Americans and, typically, they invest all or a substantial portion of 
their portfolios in U.S. equity securities. 

Basically, offshore funds are structured in this manner so as to 
minimize U.S. and foreign income taxes and to secure maximum 
freedom from regulation, exchange controls and other restraints. 
Because offshore funds are not registered under the Investment Com
pany Act of 1940 and their shares are not registered under the 
Securities Act of 1933, their shares may not be publicly offered in 
the United States. 

Offshore funds have, within the space of five years, become a signif
icant vehicle for foreign investment in U.S. securities. The reported 
value of offshore fund holdings of U.S. equities held by U.S. cus
todians alone increased from about $896 million in December 1967 to 
$2.35 billion in December 1969, before declining slightly to $2.12 
billion in February 1970. During the calendar year 1969, net reJ)orted 
purchases of U.S. equities by offshore funds totaled $534 million or 
about 35 percent of total net foreign purchases for the entire year. 

In many respects, this development has been beneficial. Offshore 
funds have made a contribution to U.S. balance-of-payments receipts: 

Furthermore, although offshore funds do not pay ca;pital gains tax, 
they have become a source of U.S. income tax revenue by reason of 
taxes withheld at the source on dividend and interest income paid to 
them. It is impossible to ca.1culate the amount of such withholding tax 
on dividends and 'interest (at a 30 percent rate, subjoot to tren,ty 
reduction) paid by offshore funds as a group. However, on U.S. seCUl'I
ties holdings (bonds and stocks) of about $3 billion, it would have 
been substantial, even allowing for heavy investment in low-yield 
stocks. Also, a number of persons in the United Sttttes have benefited 
financially from doing business with or for offshore funds, including 
brokers and bank custodians and transfer agents. To the extent that 
this has occurred, U.S. income taxes paid by such persons have been 
higher. 

Offshore funds have also produced undeni!tble benefits outside the 
United States. In some cases, sales organizations connected with off
shore funds have been able to tap new sources of capita] for equity 
investment in the countries in which they operate. In addition, as 
successful competitors for savers' and investors' cash, offshore funds 
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have caused foreign financial institutions to reexamine their own 
attrnctiveness and responsiveness to the needs of their domestic savers. 

At the same time, however, the development of offshore funds as a 
significant vehicle for foreign investment in U.S. equities has not 
been without its problems. 

By U.S. standards, the quality of disclosure provided to prospective 
foreign investors in offshore funds has not always been adequate
in some cases it has been very poor and possibly misleading. On occa
sion sales practices have been hyperaggressive and saJes and manage
ment charges have been excessi ve. Furthermore, there is no standard 
for providing investors in such funds with reliable, independently 
audited reports of operations. In addition, generally operating in a 
minimal regulatory environment, offshore funds offer little reliable 
protection against possible overreaching by the organizers and opera
tors of such funds. 

Many U.S. fund managers have elected to enter foreign markets 
through an offshore rather than an existing U.S. registered fund. For 
those managers this too is not without problems, even where foreign 
restrictions present no insurmountable barriers. 

Managers of U.S. registered investment companies are fiduciaries. 
Management of offshore funds, however, tends to subject those fidu
ciaries to heightened conflicts of interest. For example, while every 
manager of more than one portfolio is presented with the difficult 
problem of a.llocation of portfolio decisions, the problem can be con
siderably aggravated where the manager also advIses an offshore fund 
from which he may realize a fee for a maximization of portfolio per
fOl'lnance substantially higher than that paid by the U.S. registered 
company. As expl!\;ined lin section G.1.a. of this chltpter, the Invest
ment Company Amendments Act of 1970 attempts to deal with this 
problem. 

Still another problem presented by offshore funds lies in their pos
sible impact both on the market for particular U.S. securities and on 
the marketplace itself. The activity of offshore funds in particular 
securities could have a significant impact on the market for partic
ularly volatile securities. 

In another area, available data indicates that certain types of off
shore funds have experienced an extremely high velocity of portfolio 
turnover compared to the portfolio turnover rates or other invest
ment vehicles, including even other offshore funds. 'While many ~unds 
have not been subjected to such trading, the potential is present 111 all 
offshore funds due to the absence of any limiting regulation and. the 
absence of any capital gains tax or limit comparable to that prOVIded 
by subchapter M of the Internal Revenue Code with respect to U.S. 
regulated investment companies. 

The development of offshore funds as a significant investment ,:e
hic1e in U.S. equities raises other potential difficulties. Such c~mpames 
may be utilized as a mea.ns of acquiring control over speCIfic U.S. 
companies contrary to existing laws or otherwise detrimenta.l to U.~. 
national interests. For example, one offshore fund was alleged m 
October 1970 to hold approximately 28 percent of t~le st?C~ of a l!.S. 
company subject to the Shipping Act. of 1916 whIch lImIts foreIgn 
ownership in such companies to a maXImum of 25 percent.1 

1 Wall Street Journal, eastern edition, Oct. 1, 1970, p. 29. 
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Another difficult question presented by the proliferation of offshore 
funds arises from the way their management companies are sometimes 
structured. In some cases, the fund is managed by an offshore manage
ment company in part or wholly owned by the U.S. pl'omoters of the 
fund. The offshore management company contracts with a domestic 
investment advisory corporation for portfolio management. Fees re
tained by the offshore management company and not paid to the do
mestic adviser for advice present an issne as to whether such fees are 
or should be subject to U.S. income taxes.2 

Recently, several offshore funds have suffered financial reversals. 
In some part, this may be attributable to the fact that the management 
of these funds engaged in business conduct and financial transactions 
which would be prohibited if they were subject to the Investment 
Company Act. 

For example, many if not most of the recently disclosed self-dealing 
transactions engaged in by the management of one large offshore mu
tual fund complex would be unlawful if the investment companies 
were registered under the Investment Company Act. In another recent 
instance, a real estate investment trust which sold redeemable secUl·i
ties encountered liquidity problems, and has had to stop sales and re
demptions. If the company had been organized and operated from the 
United States, this could not have happened because the Federal se
curities laws would prohibit such a trust from selling securities under 
the representation that they were fully redeemable at net asset value 
at the option of the holder. It is somewhat ironic that the managements 
and promoters of these offshore funds would not sell to Americans be
cause they believed that it was advantageous to avoid registration and 
regulation by the Commission under the Federal sec1ll'ities laws. 

",Vhile these experiences may not have significantly affected foreign 
investor confidence in the U.S. securities markets. they are commonly 
regarded as having caused a general loss of confidence by foreign in
vestors in offshore mutual funds. By implication this loss of confidence 
may have been extended to all foreign funds, including perhaps even 
U.S. registered inve.<;tment companies' sal~s abroad. 

As a consequence, to the extent foreign sales of U.S. funds have been 
adversely affected, the U.S. balance of payments and capital market 
may have been denied a positive cash flow. (The same statement is ap
plicable with respect to any country in which investments might other
wise have been inade.) Furthermore, to the extent that the recent, well 
publicized difficulties of offshore funds have engendered net redemp
tions by shareholders and have led to the net sale of U.S. securities 
by the funds, the United States is detrimentally affected by an ontflow 
of foreign capital in the balance of payments and by selling pressure 
on individual securities. 

For the Study, a special questionnaire had to be devised and exten
sive cooperation solicited from the U.S. securities industry. This did 
not always yield results because principal books, records, prospectuses, 
and portfolio data are generally kept outside the United Strutes. Nor 
can the Commission always seek information abroad without opening 
itself to criticism for supposed unwarranted extension of sovereignty 
and conflicts of jurisdiction with laws of other countries. 

• In thlR connection, It should be noted that the 1964 report of the PreRldentiai taRk force 
(Fowler Report) stressed even then that "no tax conc€'SslollB to U.S. corporations or Indl· 
vlduals are recommended." 



65 

With respect to the U.S. tax laws, in order to attract foreign invest
ment in U.S. securities, the Foreign Investors Tax Act of 1966 provided 
certain tax advantages to foreign investors. Offshore funds, like other 
foreign investors, are exempt from the U.S. capital gains tax. As 
already noted, this can affect the degree of trading activity. 

Offshore funds can also diversify their portfolios beyond U.S. securi
ties by purchasing foreign securities without payment of the interest 
equalization tax ("lET"). The exemption from the lET for such 
funds exists so long as they are able to avoid becoming classified 
as a U.S. person under the terms of the Internal Revenue Code. In 
contrast, a U.S. domiciled mutual fund (considered to be a U.S. per
son), is required to pay the lET if it purchases foreign securities for 
its portfolio and is subject to the constraints on such investments under 
the voluntary foreign credit restraint program administered by the 
Federal Reserve System. 

The Foreign Investors Tax Act also provided estate tax relief to 
foreign investors. It reduced the estate tax with respect to those for
eign lllvestors who directly acquire U.S. securities. However, a foreign 
person who invests directly in an offshore fund is not subject to US. 
estate tax because he does not invest directly in U.S. securities. He also 
avoids costs of probate. Thus, a U.S. domiciled, registered, mutual 
fund is at somewhat of a disadvantage in directly seeking business of 
foreign private investors. Even those wealthy foreign investors who 
a.pparently prefer to purchase funds registered with the Commission 
because of the regulatory protections afforded, are now encouraged to 
do so only through foreign financial intermediaries so as to eliminate 
t.he estate tax problem. 

Recognizing this disadvantage of the registered US. fund, in order 
to gain or recapture this business, many of the US. financial industry 
who might otherwise have operated more directly with U.S. registered 
funds, have set up offshore funds to attract and service foreign clients. 
Of course, the greater investment flexibility and possibility of higher 
fees and profits in the atmosphere of minimum regulation may have 
also played a role. 

The Foreign Investors Tax Act of 1966 was designed to implement 
the recommendations of the Fowler task force appomted by President 
Kennedy to develop J?rograms to encourage foreign purchases of U.S. 
securities. Toward tlllS end, perhaps the most significant change in the 
Internal Hevenue Code made by the FITA (at least with resJ?ect to 
offshore funds), was the provision for the operation of a discretIOnary 
trading account by It U.S. agent for foreign investors without subject
ing the foreign investors to graduated U.S. income taxes or U.S. capi
tal gains taxes. This change in the Internal Revenue Code helped 
foster the growth in the number of offshore funds as a vehicle for for
eign participation in the US. securities markets. Conceivably, such 
participation would continue to occur if foreign investor interest in 
the US. securities markets is appropriately stimulated and, in addi
tion to the exemption from capItal gains tax, U.S. estate taxes on the 
estates of foreign investors continue to be minimized. 

What this suggests is the consideration of various means of en
couraging foreign investment directly in shares of US. registered in
vestment companies. This is the simplest and most direct approach to 
increasing foreign investor interest in U.S. securities through the in-
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vestment company vehicle. Furthermore, foreign investor participa
tion through existing regulated investment company channels would 
not present the very difficult problem of the added conflict of interest 
which is inherent in every case of an offshore fund managed by an in
vestment adviser who also manages other investment vehicles which, 
unlike the offshore fund, are subject to Commission regulation. 

It is conceivable that registered investment companies, regardless 
of the methods considered to enhance their attractiveness to foreign 
investors, will not be deemed to be an adequate substitute for separate 
investment companies designed expressly for, and sold exclusively to, 
foreign investors. To date, such vehicles have been molded into the 
form of offshore funds. 

From the investor's point of view, however, it is clear that the off
shore fund, and its propensity for minimal regulations, has not been 
the ideal vehicle for participation in the U.S. securitil's markets. The 
Study has also found that from the point of view of the investment 
adviser and the promoters of such vehicles, offshore funds luwe not 
been without theIr difficulties. These often include delays in communi, 
cation, language difficulties, the uncertain quality of foreign audits, 
high fees charged by oligopolistic service industries in some offshore 
domiciles, questions of political stability, and the level of competence of 
foreign staff personnel. As a consequence, some investment advisers 
connected with offshore funds have expressed an interest in coming 
back "on shore" if this could be accomplished without sacrificing the 
benefits enjoyed by their foreign shareholders; that is, if foreign in
vestors in such funds could continue to enjoy the existing benefits of 
the Foreign Investors Tax Act, including exemption from capital 
gains tax as well as freedom from U.S. estate tax, and perhaps also 
anonymity and bearer certificates where desired. 
The need for accepted internat'lonalstandards 

The rapid recent growth of offshore funds demonstrates an increas
ing awareness on the part of foreign investors throughout the world 
of the merits of equity based investment. In an era of growing inter
nationalization of capital movements and the emergence of trans
national business corporations, this awareness and desire for equity 
investment is not restrained b,Y national boundaries. 

As a general proposition, thIS development should be looked upon 
favorably by the countries affected. Movements of capital between 
countries should not be restricted unnecessarily. Accordingly, nationnJ 
regulatory agencies should endeavor to show flexibility in their treat
ment of foreign funds selling in their markets, provided that the 
degree of investor protection afforded by the country of origin is gen
erally comparable to that given by their own. Requirements for in
vestor protection should serve to facilitate, rather than impede, the 
free flow of capital between countries. 

To aid the development of such a flexible approach, it would be de
sirable for most major countries to agree on a minimum norm that 
could be used. as a model or guide, although each country would have 
the right to impose more restrictive, but nondiscriminatory require
ments if it wished. 

Work at trying to identify common elements in national regulations 
is under way at the Organization for Economic Cooperation and De-
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velopment in Paris in the Working Group on Standard Rules for the 
0'lerations of Institutions for Collective Investment. Representatives 
o the Commission and the Treasury Department make up the U.S. 
delegation to meetings of this group. 

While it appears appropriate for the Commission to examine the ap
plicability of Section 7 (d) of the Investment Coml?any Act to offshore 
funds which use the U.S. mail or other means or mstrumentalities of 
interstate commerce in connection with the offer or sale of their shares, 
a system of international tmiform standards for investor protection 
might serve to facilitate the administration of that section. This ap
proach presupposes far greater contact between the Commission and 
other national regulatory agencies than has been the case to date. 



Chapter VIII 

PENSION-BENEFIT PLANS, FOUNDATIONS, AND 
EDUCATIONAL ENDOWMENTS 

Chapter VIII considers certain institutional portfolio groups which 
are among the major clients of the institutional investment managers 
covered in the preceding chapters. In addition, the chapter examines 
self-managed portfolios and their investment departments as insti
tutional managers. The portfolio groups examined include non insured 
corporate and multiemployer pension-benefit plans, State and local 
government retirement systems, educational endowments, and private 
foundations. Insured accounts are examined in chapter VI. 

The Study concentmted its data collection and analytical efforts for 
this chapter upon samples of each portfolio type chosen to maximize 
coverage of assets while minimizing the number of individual respond
ents. The largest members of each portfolio group, then, are the sub
jects of this chapter. 

Noninsured corporate pension-benefit plans is a category consist
ing primarily of pension plans and profitsharing plans and to a 
much lesser extent savings and thrift plans and stock and bond pur
chase plans. An element common to the members of the category is 
that benefits in some form are received at or after retirement, or 
other termination of employment. The J?rincipal difference between 
pension plans and profit-sharing plans lIes in the nature of the em
ployer's contributions. In the typIcal pension plan, employer contri
butIOns are made periodically at such times and in such amounts as 
are determined actuarially to be adequate to provide the benefits con
ferred by the plan as they become payable. In the case of the typical 
profit-sharing plan, by contrast, the employer contributes amounts out 
of profits from time to time and the plan contains a formula permit
ting calculation of the employee's interests in the fund and the bene
fits to be paid to participants who qualify. 

Both types of plans may provide for employee as well as employer 
contrib';1tions.i occasionally, employee contributions may be required. 
In a faIrly hIgh percent.'lge of the larger plans, about 50 percent, em
ployees may, prior to retirement, acquire vested rights to receive bene
fits at or after retirement; in others, continued service until retire
ment will be a condition precedent to the receipt of benefits. Some 
plans may provide death benefits to named beneficiaries of partici
pants. Some may provide disability benefits. 

To an increasing extent pension plans may provide for variable 
benefits with the amount of benefit based either on the investment 
results of a fund or separate account, or upon some general index 
such as the cost-of-living index. These kinds of benefits stem from 
efforts to offset the effects of inflation on fixed-dollar benefits provided 
in the older, traditional plans. 

If a pension-benefit plan is funded through the medium of a trust, 
the trust is entitled to tax exemption under the Internal Revenue 
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Code provided that certain qualifying standards are met. In general, 
to qualify, the 'plan which is the subject of the trust must be in writing, 
must not discrIminate in favor of certain classes of employees, must 
cover cerltain percentages of employees, must provide for the vesting 
of benefits upon termination of the plan, and must be used solely' to 
benefit employees or their beneficiarIes. If a plan qualifies, contrIbu
tions to the trust by the employer will be deductible by the employer, 
contributions as well as the income and capital gains of the trust will 
not be taxed to the trust, and beneficiarIes will not be taxed until 
benefits are received, sometimes at the more favorable capital gains 
rates. By far the greater number of pension-benefit plans do seek and 
attain qualified sta,tus; all of the plans in the Study's samples were 
qualified. 

Beyond the qualification provisions of the tax law, another im
portant part of the legal environment of pension-benefit plans is the 
Federal Welfare and Pension Plans Disclosure Act. In general, it 
requires plans covering more than 25 employees to file a descriptive 
statement with the Department of Labor as well as an annual report 
supplying information on the financial status and the investments of 
the plan. The plan's administrator is required to deliver upon request 
in writing to participants or beneficiaries a copy of the description 
of the plan and "an adequate summary of the latest anual report." 
In addition, copies of the description of the plan and the latest annual 
report are to be made available for inspection by participants or 
beneficiaries "in the principal office of the plan." 

Recent sessions of the Congress have seen a number of bills intro
duced which would upgrade the quality of t.he reports required by 
the Act. A listing of securities by issue showing both current value 
and aggregate cost would be required under one bill. In addition, 
some of the bills would establish stricter st.andards of fiduciary re
sponsibility on the part of persons who administer plans, provide for 
minimum vesting and funding standards, insurance, and portability 
of benefits from one employer to another. 

During the pel'iod of time covered by the study and up to tllP 
passage of the Investment Company Amendments Act of 1970,1 the· 
Federal securities laws also were of major importance for pension
benefit plans. Amendments contained in the Investment Compllny 
Amendments Act have the effect of reducing substantially th~ im
pact of the securities laws on these plans. 

Although interests of participants in plans meet the definition of 
"secU\·ity" under the Securities Act of 1933, prior to passage of tIl(· 
Investment Company Amendments Act, the Commission generally 
did not require plans to register under the Securities Act. If, how
ever, amounts exceeding employer contributions were inve£:ted in 
the securities of the employer, registration was required. This posit.ion 
has, in effect, been codified by the Act. Former section 3 ( c) (13) of 
the Investment Company Act of 1940 exempted from that Act trusts 
funding qualified plans; however. separate accounts maintained hy 
insurance companies funding Qualified plans were not similarly ex
nmpted. In this area, the Commission required registration under both 
the Securities Act and the Investment Company Act except tn the 
p,xtent exempt.ions were made availa;ble bv rules 3c-3 and 6e-1 under 
the Investment Company Act and rule 156 under the Securit.ies Act.. 

1 Public Lnw No. 91-547 (Dec. 14, 1970). 
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The Investment Company Amendments Act exempts interests or 
participation in trusts and insurance company separate accounts 
funding qualified plans from the registration provisions of the Se
curities Act and the Securities Exchange Act of 1934 and from the 
registration and regulatory provisions of the Investment Company 
Act with two exceptions. Interests or participation in trusts and 
separate accounts funding H.R. 10 plans must be registered under the 
Securities Act, and interests or participations in single trusts or 
separate accounts funding the plans of a single employer under whi('}~ 
an amount in excess of the employer's contribution is alloeu:-,I'd to 
the purchase of securities of the employer must be registered under 
the Securities Act. For these purposes, securities of affiliated cem
panies are considered securities of the employer, but interests or par
.ticipations in trusts or separate accounts themselves are excluded from 
the class of employer's securities.2 

In addition to the Federal laws and regulations discussed above, 
pension-benefit plans and their trusts also are subject to State law:,: 
in regard to such matters as responsibilities of trustees and invest
ment of assets. 

Multiemployer pension-benefit plans genemlly [l,re subject to all of 
th~ above legal provisions and must in addition comply with the pro
visions of the Taft-Hartley Act regarding joint union-employer 
boards of trustees for pension and welfare funds. State and local 
government retirement systems are expressly exempted from the Wel
fare and Pension Plans Disclosure Act and, except to the extent that 
nongovernmental agencies enter the picture, from most provisions of 
the securities acts. For these systems, the major factors in the legal 
environment are lor.al and State laws establising and regulating the 
individual system. Because these systems are already tax exempt as 
State agencies or instrumentalities, qualification under the Internal 
Revenue Code is far less important than for private employers' plans, 
although some State and local systems do qualify. 

Both educational endowments and foundations, the' other major 
portfolio types examined in this chapter, generally are tax exempt 
under the Internal Revenue Code, provided that they do not engage 
in prohibited transactions as set forth in section 503 (c). The Tax 
Reform Act of 1969, which was not in effect during the period covered 
by the study'S data collection, imposes a tax on foundations. 

One striking aspect of these institutional portfolios is their large 
size and concentration. In the area of corporate pension-benefit plans, 
for example, the combined plans in the Study's sample for the film 
having the greatest amount of pension-benefit plan assets, contained 
over $5.6 billion in total assets or about 5.5 percent of the estimated 
total assets of all corporate plans. The plans of the nine firms having 
the largest pension-benefit plan assets had $24.7 billion, about 24 
percent of t.he assets of all corporate plans. In terms of common stock 
holdings, the comparable figures were for one firm's plans, the largest 
in terms of common stock holdings-$2.4 billion-and for the nine 
largest firms' plans, $16 billion. . 

Similar figures are observed for State and local government retire
ment systems. The largest system in terms of total assets within the 

• See sec. B.8.c of this chapter for a more complete discussion of the Investment Com. 
pany Amendments Act. 
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Study's sample held $3.8 billion, or about 7.8 percent of the assets of 
all systems, while the largest 11 held $20.1 billion or about 41 percent 
of the assets of all systems. The largest system in terms of common 
stock holdings held $.4 billion, about 8.7 percent of all systems' hold
ings of common stock, and the top 11 held $2.5 billion, about 55 per
cent of all systems: holdings. 

There was an observed tendency among all the portfolio groups 
studied, including pducational endowments and foundations, to seek 
diversity of management; in the area of corporate pension-benefit 
plans, however, bank management predominated. Indeed, four banks 
managed 37 percent of all noninsured accounts covered by the study. 
Self-management and investment adviser management in particular 
appeared to be increasing. 'Within the bank managed plans, there was 
also a tendency to split the plan among more than one manager. This 
chapter did not develop data on insured plans. However, chapter VI 
discusses competition by insurance companies for the management of 
employee-benefit funds. 

Those ultimately responsible for the disposition of the assets of 
portfolios within the groups studied evidenced to some extent an 
interest in the investment return of their accounts. This was less evi
dent among the State and local government retirement systems as a 
whole; a substantial number of these systems, however, are severely 
restricted in terms of their ability to invest in equity securities. Among 
those systems having substantial equity investments, the same inter
est in investment results, as evidenced by frequent measurement of the 
account's return and use of outside agents for evaluation was observed. 

The fact that many portfolios within these groups have changed 
or added new managers within the past five years also is evidence of an 
interest in and a desire for increased investment return. 

'With the notable exception of foundations, all portfolio groups 
observed experienced growth over the period from yearend 1964 to 
yearend H)69 in terms of both common stock holdings and total assets, 
with common stock growing faster than total assets for all groups 
(foundations declined less in terms of common stocks than total as
sets). These figures reflect growth attributable to both new contribu
tions and investment return. The fastest growing group in terms of 
common stock was State and local government retirement systems 
which grew 266.4 percent over the five yea-r period, from $763.5 million 
to $2.797 billion. Next was multiemployer pension-benefit plans with 
a growth rate of 94.5 percent over the five year period. Corporate plans' 
stock increased at It 53.6 percent rate, while educational endowments 
grew at a more modest 27.7 percent over the period. The leader in 
terms of total asset growth was multiemployer plans with 64.6 per
cent, followed by State and local government plans with 61.4 percent, 
corporate plans with 31.2 percent and endowments with 19.4 percent 
from the yearend 1964 to yearend 1969. Foundations in the sample de
clined 7.3 percent in total assets and 7.0 percent in the magnitude of 
their common stock portfolios over the period. 

Another consistent pattern across these portfolio groups over the 
fi ve year observation period was a growth in common stock turnover 
and activity rates. Corporate plans went from an annual common 
stock turnover rate of 7.5 percent in 1965 to a rate of 17.2 percent in 
1969, with the largest jump (from 8.2 to 13.3 percent) occurring be
tween 1966 and 1967. State and local government retirement systems 

5-3-940 0-71-pt. 8-8 
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went from 3.0 percent in 1965 to 11.7 percent in 1969 with the largest 
jump (4.2 to 11.7 percent) occurring between 1968 and 1969. Multi
employer plans went from 5.1 percent in 1965 to 8.7 percent in 1968 
and jumped to 14.4 percent during 1969. Educational endowments 
started at 7.1 percent in 1965 and went to 20.2 percent in 1969. The 
biggest jump for endowments was from 7.8 percent in 1967 to 19.1 
percent during 1968. Foundations started at a.6 percent in 1965 and 
rose fairly gradually to 5.2 percent during 1969.3 

All types of portfolios held by far the majority of their common 
stock assets in New York Stock Exchange listed securities. State and 
local government systems were the most NYSE-oriented, holding 96.8 
percent of their stock in these securities. This should be compared with 
t.he ratio of the market value of NYSE-listed equities to the market 
value of available equities of about 75 percent. Foundations, the group 
which held the smallest percentage of NYSE-listed stock, 77.3 percent, 
were still slightly above this rate. 

There were few observed differences between portfolio accounts of 
the same type across different types of managers. For all groups except 
foundations, investment adviser managed accounts had the highest 
turnover rates, followed by bank managed and self-ma,naged accounts. 
Again, except for foundations, investment adviser managed accounts 
had the lowest percent.age of common stock held in NYSE-listed !;e
curities. For corporate and multiemployer pension-benefit plans and 
foundations, investment adviser managed accounts had the highest 
percentages of total assets in common stock and were a close second 
in endowment accounts to bank managed. Among State and local gov
ernment retirement systems, however, self-managed accounts had the 
highest ratio of common stock to total assets. 

Analyses were performed to measure the effect of various account 
characteristics on the common stock turnover rate for corporate plans. 
Other factors being equal, accounts having higher fee rates and ac
counts managed by investment advisers tended to have higher turn
over rates, while older accounts and accounts holding greater num
bers of issues tended to have lower turnover rates. 

Similar analyses were performed to test the effect of various ac
count characteristics on the fee rates charged corporate plans' nc
counts. These nnalyses show that the vnIue of assets in the account is 
the major factor in the fee rate with larger accounts having substan
tially lower fee rates. Older accounts, accounts holding greater num
bers of issues, accounts with higher turnover rates and nccounts man-
aged by investment advisers tend to hnve higher ~ee ra.tes. . 

Self-management of portfolio assets was exammed m some detaIl. 
There were not enough ml1ltiemployer plans in the sample to permit 
'meaningful comparisons. Within and among the other portfolio types, 
however, it is possible to make some comparisons. 

The investment departments of all internally managed portfolios 
reported that the "Fundamental" approach followed by the "Eco
nomic Outlook" approach dominated the depnrtments' approach to 
securities evaluation. Few reported attaching much weight t~ the 
"Technical" approach. 

When the importance of outside sources of information was 111-

3 These fljrUreR all are dollar-wellrhted averajres ; In the case of foundations, however, they 
do not Include several large foundations which did no trading. 
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quired into, again, there was a high degree of consistency across se1£
managed portfolio groups. All but State and local government sys
tems reported heavy reliance upon financial statements of issuers, 
with second place going to information i·eceived from broker-dealers 
for commission dollars. Direct contact with issuers was generally last 
in importance. Foundations' departments, while favoring financial 
statements of issuers first, preferred direct contact over information 
from broker-dealers. State and local government systems' depart
ments favored advice from investment advisers over financial state
ments or other forms of direct informat.ion. 

Most departments which manage more than one account had some 
awareness of potential conflicts among accounts when it came to buy
ing or selling programs or when only a limited number of attractive 
securities are avaIlable. Few, however, had well-defined policies re
garding how to resolve such potential conflicts. 

For the most part internal management was chosen, where it was 
not re9,uired by law or the governing instruments of the portfolio, in 
the belIef that it would be more economical. While there do appear to 
be consistent differences between se1f-mana~ed accounts and other 
accounts, the data reported in this chapter do not permit firm con
clusions as to the relatIve benefit afforded by the choice. 

Recent legislative activity in the areas covered by this section of the 
study focus their attention on retirement plans. At present these plans 
are subject to a bewildering array of legal requirements and prohibi
tions at both the Federal and State levels. Securities laws, tax laws, 
the Federal disclosure statute, State trust or insurance law, labor law 
for union-employer administered trusts and the State statutes estab
lishing public systems all apply in varying degrees. Despite the multi
plicity of applicable laws and regulations and the costs associated with 
their complIance and administration, calls for more comprehensive 
Federal legislation during recent sessions of the Congress evidence 
concern on the part of their sponsors that existing regulatory schemes 
lack the consistency needed to insure the further growth and extension 
of pension coverage on the one hand, while providing acceptable de
grees of security regarding anticipated benefits on the other, at ac
ceptable cost to plan sponsors, benefiiciaries and the public. 

Any attempt to meet these goals must face the problem that efforts 
to increase the security of benefits will increase costs and may, to some 
extent, deter employers from establishing retirement plans or increas
ing the dollar amount of benefits under existing plans. The solution 
may lie in judgment that security of anticipated benefits outweighs the 
loss of potential increases in benefit levels that may never be realized 
by many participants. 

The recent call of the President's Task Force on the Aging for the 
establishment of a Federal Pension Commission was rooted in part in 
the belief that "the rights of 40 million Americans who are covered by 
a pension plan are equally as vital as the more substantially protected 
rights of the 20 million American shareholders." This same theme has 
been sounded in recent legislative efforts which seek mandatory vest
ing, fuller funding and reinsurance of pension programs, as well as 
the provision of information to ultimate beneficiaries that more closely 
approximates that given to savers through other investment media. 

Fun exploration of these approaches may be anticipated in the near 
future. 



Chapter IX 

DISTRIBUTION AND CHARACTERISTICS OF HOLDINGS 
IN INSTITUTIONAL PORTFOLIOS 

Prior to this Study, various attempts had been made to ascertain 
some of the characteristics of institutional portfolio composition. 
But most prior analyses have been limited in scope and relatively 
little detailed data on the composition of institutional common stock
holdings have been collected. 

1. DISTIUBUTIONS OF STOCKHOLDINGS IN INSTITUTIONAL EQUITY 
PORTFOLIOS 

An analysis was made of the portfolio common stocks held in 1969 
by over 200 of the largest financial institutions (representing 70 per
cent of all institutional holdings of common stock). The analysis 
focused on 800 common stocks listed on either the N ew York or 
American stock exchanges or nationally traded over t.he counter 
and various subsamples of those stocks. 

The analysis disclosed that the aggregate portfolios of the big in
stitut.ions tended to be concentrated in a comparatively small number 
of stocks having large market values. 

While .a relatively few stocks dominated the equity assets of insti
tutional J?ortfolios regardless of size, the total number of stocks in 
a poItfoho was not the same for all sizes of portfolios. The Study 
found that the total number of stocks in a portfolio increased as the 
value of the portfolio increased, with an average aggregate portfolio 
size of $616 million spread over 121 stocks, increasing by one stock for 
each additional $16 million of portfolio assets. 

The analysis demonstrated that while the total nnmber of stocks in 
a portfolio increased with the market value of the portfolio, the mini
mum number of stocks needed to constitute 50 percent of the market 
value was independent of institutional type as measured either by the 
total number of stocks or by market value of the portfolio. 

Another dimension of portfolio concentration is how often each 
portfolio invests a significant. portion of its funds in a particular 
stock. The Study found that significant portions of all institutional 
portfolios were invested in a relatively small number of stocks of the 
same large, well-known companies. 

To determine the extent of this concentmtion, the Study ranked each 
institutional portfolio's List A common stockholdings in descending 
order of their market values (in the portfolios). The smallest num
ber of (the lar~r) holdings required to account for at least 50 percent 
of the portfolio's value then was counted and snmmed across the 
portfolios studied to arrive at the number of "significant" positions 
available in the top 50 percent of the portfolios. 

(74) 
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This count shows 1,968 positions in the top 50 percent for all 213 
institutions studied. At least half of these positions were filled by 
12 different stocks, while all 11968 l,)ositions were filled by 232 of the 
total of nearly 800 stocks in the LIst A sample. Between six and 24 
stocks accounted for half the positions available in each institutional 
type. They were generally the same companies for each type. The 
popularity concentration was greatest among bank trust departments 
and least among large registered investment company complexes. 

Establishing that lllstitutions hold significant portions of their port
folios in the same small number of stocks does not necessarily mean that 
institutions are overly concentrated in these stocks. To determine 
whether institutional portfolios are, in fact, heavily concentrated in 
the stocks, the Study determined whether institutions held more or 
less of a particular stock than is explained by the stock's total market 
value. 

The proportion of the holdings of a particular common stock in the 
aggregate of all portfolios (institutional and individual) is the ratio 
of the value of that stock to the total market value of all stocks of any 
subset, such as the Study's random List Z. This is the "market ratio." 
Similarly, the proportion of the holdings of any portfolio in a par
ticular stock is the ratio of the market value of the holdings in that 
stock to the market value of the entire portfolio. This is the "portfolio 
ratio." 

If institutions hold particular stocks in proportion to their market 
values, the market ratio and the portfolio ratio would be equal. By 
dividing the portfolio ratio by the market ratio, it is possible to derive 
a third ratio, the "concentration index," which indicates whether insti
tutions hold particular stocks more or less than in proportion to their 
total market values. 

Using this analysis, the Study found tha.t institutions generally pre
fen'ed the securitIeS of larger companies to those of smaller firms. The 
Study found that the larger the firm, the more likely it was to have a 
higher concentration index in institutional portfolios. The general pub
lic, thCl'efore, must hold a less than proportionate share of these larger 
firms. This finding was also true.for each type of institution analyzed 
separately. The stock of all large companies, however, was not held in 
disproportionately large amounts by institutional investors. The se
curities of nine of the ,35 companies with a market value of $1 billion 
or more on September 30, 1969, in the Study's random sample were held 
in disproportionately small amounts by institutional investors. 

No single reason can explain this phenomenon of institutional con
centration in the stocks of companies having the largest market value. 
Administrative cost considerations may lead institutions to seek port
folio liquidity through a strategy of concentration in a few large 
market value stocks rather than dispersion amoIllg a larger number 
of smaller companies. The widespread view that larger companies 
have achieved greater stability in their earnings and, thus, may con
stitute less risky investments also may account for observed institu
tional preferences for the stocks issued by these companies. Some 
portfolio managers also have indicated :that they feel "locked in" to 
securities whose prices have increased considerably because of a re
luctance on the part of their clients or directors to expose themselves 
to sizable, taxable capital gains. In addition, there are several institu-
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tional factors which may reinforce tendencies for institutions to con
centrate their holdings in relatively few large market value stocks. 
Some corporations have large individual or family holdings which 
a.ppear as personal trusts managed by banks and investment advisers. 
Also, corporate profit-sharing plans, particularly self-administered 
plans, tend to invest predominantly in the stock of the sponsoring 
corporation. . 

The Study also found that the institutions surveyed managed, on 
the a,verage, more than 36 percent of the outstanding shares of the 27 
largcst companies listed on the N ew York Stock Exchange. Aggre
gate institutional management ranged from a low of 10.2 percent to It 
high of 54.2 percent. In every instance, the institutions surveyed held 
a higher percentage of the stocks of these 27 companies than were 
publicly traded on the New York Stock Exchange during 1968. Thus, 
mstitutional holdings ran~ed from a low of 102 percent of 1968 New 
York Stock Exchange volume to a high of more than 2,000 percent 
of that volume. Stocks with relatively low-market values turned ovcr 
a greater proportion of their shares than did stocks with relativcly 
large market values. One implication of these observations is that the 
relatively large market value of the stocks in which institutions con
centrate their holdings may overstate somewhat the liquidity of these 
portfolio positions. 

2. CHARACTERISTICS OF COMMON STOCKS 
IN INSTITUTIONAL POUTFOLIOS 

Institutional portfolio concentration also may be explained by fac
tors important to security analysts in evaluating common stocks. The 
following common stock characteristics were examined: debt-equity 
ratio, dividend payout ratio, growth of sales per share, retUl"n on book 
value, nondiversifiable investment risk, market value of equity, and 
growth in price per share. The Study found that all the above factors 
taken together add very little to an explanation of aggregate institu
tional common stock portfolio concentration than that provided by 
larger market value alone. 

In distinguishing among institutional common stock portfolio pref
erences, institutional portfolios were examined in terms of a group or 
profile of six characteristic&-dividend payout ratio, return on book 
value, debt-equity ratio, growth of firm, SIze of firm and nondiversi
fiable investment risk. The portfolio preferences of each institutiomtl 
type were compared with each of the remaining institutional types. 

Most comparisons between the different institutional types evi
denced that these different institutional types generally have common 
stock portfolios with differing characteristIcs. While there is generally 
a difference in the characterIstics of the common stock portfolios of 
most institutional types, only three characteristics-return on book 
value, nondiversifiable investment risk and asset size-showed a pat
tern of significant differences between institutional types. The single 
characteristic studied which most often shows a statistIcally significant 
differ~nce /between pairs of institutional types is the asset size of the 
portfolio company. 
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3. PORTFOLIO CHARACTERISTICS OF COMMON STOCKS IN PORTFOLIOS 
OF PARTICULAR INSTITUTIONAL ACCOUNTS 

Analysis of the sample of common stock portfolios for the same 
types of accounts showed some variance depending on the type of in
stitutional manager. Evidence was found that the portfolio char
acteristics of employee-benefit accounts differed systematically depend
ing on whether these accounts were managed by bank trust departments 
or investment advisers or were self-administered. Thus, for example, 
self-administered employee-benefit plan portfolios held stocks with 
higher dividend pa,yout ratios and 'higher debt-equity ratios than those 
held by employee-benefit plans managed by bank trust departments. 
Conversely, the employee-benefit plans managed by bank trust de
partments held stocks of companies with greater sales growth than did 
the employee-benefit plans that were self-administered. The same 
analysis also was performed for foundation and educational endow
ment accounts with similar results. 

Analysis was also performed on different accounts managed by the 
same institution. ThIS took the form of It comparison of all accounts 
managed by bank trust departme.nts and four particular account 
ty~personal trust accounts, employee-benefit plans, foundation 
and educational endowments and pooled employee-benefit plans. The 
six portfolio characteristics examined were dIvidend payout ratio, 
return on book value, debt-equity ratio, growth of sales, asset size and 
nondiversifiRble investment risk. This analysis disclosed that the port
folios of different types of accounts managed by the same manager
bank trust departments-tended to have dIfferent characteristics, with 
personRI trust and employee-benefit accounts having systematically 
higher dividend payout ratios and firm sizes, employee-benefit ac
counts having higher debt-equity ratios and personal trust accounts 
having higher degrees of market volrutility or nondiversifiable invest
ment risk than other types of bank-managed accounts. 



INTRODUCTION TO PART THREE: IMPACTS OF INSTITUTIONAL INVESTING 
ON SECURITIES MARKETS 

A. THE ISSUES INVOLVED 

As described in Part One (I. III, NBER Report), the proportion of 
all outstanding stock held by institutions has not increased drastically 
during the last decade and still is somewhat less than 30 percent of the 
total. The dramatic increase in institutional turnover of equity port
folios in that period, however, which is detailed in Part Two (IV-IX), 
transformed those institutions into a major, if not the dominant factor 
in the equity markets. For example, during 1960 individual investors 
accounted for approximately 60 percent of the public dollar volume 
of trading on the New York Stock Exchange while institutions and 
nonmember broker-dealers accounted for 40 percent. By 1969 those 
proportions were more than reversed, with institutions and nonmem
ber broker-dealers accounting for approximately 62 percent of public 
volume and individual investors accounting for the remaining 38 per
cent.1 This shift has significantly chang-ed the character of trading in 
the equity markets. p.art Three (X-XIII) examines the adaptations 
of the securities industry and markets to these developments. 

Institutional orders to purchase or sell equity securities tend to be 
larger than those of individual investors, and there are fewer of them. 
Thus, there are often not enough such orders to come to the markets in 
a continuous flow. This characteristic of institutional trading has led 
to the creation of new trading mechanisms. In addition, many institu
tional investors have not been willing to accept the usual level and 
strt~c~ure of charges by the securities industry for handling trading in 
eqmtles. 

These basic differences between the trading of institutional investors 
and individual investors have impacted significantly on the markets. 
This part of the Study deals with four basic aspects of the consequences 
of institutional trading: (1) the impact on the prices of securities, (2) 
the impact on the structure of the markets, (3) the impact on the mar
ket-making function and (4) the impact on broker-dealer firms gener
any. It attempts to assess the implications of th~se impacts for the mar
kets, for the institutions that use them and for the individual investors 
with whom the markets are shared. 

B. THE SOOPE OF THE PART 

As indicated, this part deals primarily with equity securities. The 
Study's resources did not allow general coverage of both the debt and 
the equity markets, and the greater part of the Commission's attention 
has traditionally been in the latter area. Two other limitations to the 
scope of the part should also be noted. As a matter of organization of 

1 New York Stock Exchange, Public Transactions Study, 1970. 
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the report, for the most part only the secondary markets for equities 
are discussed in Part Three. Aspects of the primary markets-in par
ticular those aspects involving venture capital investments, restricted 
securities and first public offerings-are covered in chapter XIV of 
Part Four. As a further matter of resource allocation, Part Three 
deals primarily with common stock listed on the New York or Ameri
can Stock Exchanges. The Study decided not to collect transaction data 
about preferred stocks (straight or convertible), and time and data 
problems did not permit analysis of transaction data that it did col
lect about unlisted common stocks. 

One general exception to the above limitations should be noted. In 
collecting aggregate data about the securities industry, as distin
guished from particular transactions, the study covered all securities 
Ilnd all markets in one of two data sets 2 and all corporate securities 
and all secondary markets in the other.3 In analyzing this data the 
Study attempted to concentrate on subsets that would correspond in 
cO\'erage as nearly as possible to the transaction data. 

C. STRUCTURE OF PART THREE 

The markets portion of the Study is comprised of four chapters. 
Chapter X deals in general with Institutional trading and analyzes 

its characteristics and J?rice impacts. In particular, the first half of 
the chapter deals intensnrely with the aggregate effect of institutional 
trading, especially the net imbalances in that trading as between buy
ing and selling. The second half takes a somewhat more microscopic 
approach and analyzes a sample of particular position changes by 
particular institutions. The chapter as a whole is designed to provide 
new insights into the impacts of institutional trading on securities 
prices and its potential interrelationships with trading by individual 
mvestors. 

One of the most dramatic consequences of institutional trading in 
equity securities has been the growth of block trading. Consequently, 
an entire chapter has been devoted to this subject. Chapter XI deals 
with a number of different aspects of block trading, including position
ing, in stocks listed on the New York Stock Exchange. One aspect is 
a description of the different markets in which such trading takes 
place. The mechanics of that trading in each market is also described. 
Another aspect involves analysis of factors that influence the choice 
of markets for particular block trades and the typical reasons why a 
particular market is selected. Finally, to carry the analysis of chapter 
X one step further, the price impacts of samples of particular block 
trades are analyzed in considerable depth. 

The price impacts of institutional trading depend considerably on 
the fUllctioning of the m!trket-making mechanisms. This is the subject 
of 'chapter XII, which describes the activities of stock exchange spe
cialists, registered third market-makers and member block positioners. 
In addition to aggregate analyses of block positioning, particular 
emphasis is place upon New York Stock Exchange specialists, to de
ter~ine the extent to which they reduce avoidable temporary price fluc
tuatIOns in their stocks by offsetting temporary imbalances in trading 

• QuestionnaIre 1-7. ch. XIII and SUDplementary Volume II. 
S QuestionnaIre 1-61. cb. XIII nnd Supplementary Volume II. 
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volume. Finally, their economic incentives to engage in this activity 
are explored in some detail. 

Chapter XIII analyzes aggregate data about the securities indus
try. The magnitude of institutional payments of brokerage commis
sions to the industry is described both for the industry as a whole and 
for different types of firms. The services being rrovided by the indus
try to institutIOns and the reasons for the selectIOn of particular types 
of firms are analyzed. Extensive consideration is given to the profit
ability of this business vis-a-vis that of individual investors and the 
substantial changes that have taken place in the industry as the result 
of that difference. Finally, the extent of institutional affiliation with 
broker-dealers is explored. 

D. THE DATA BASE 

An attempt was made to create as varied a data base as possible, 
over different time frames, for this part of the Study. The analysis 
of net institutional trading imbalances used monthly trading data and 
monthly prices. For particular position changes, individual trans
actions and both daily and intraday prices were used. Block tmdes 
were analyzed on the basis of indiVIdual transactions and both daily 
and intra day prices. The mltrket-making studies utilized daily position 
changes, daily prices and monthly income elata. 

Varied data sources also were used for the study of the securities 
industry. Various sets of data were annual, semiannual and/or 
monthly. The data were collected" not only from broker-dealers but 
also from their institutional customers. In some cases data collected 
from different sources were combined for analysis. 



Chapter X 

CHARACTERISTICS AND PRICE IMPACTS. OF INSTITU
TIONAL TRADING IMBALANCES AND POSITION 
CHANGES 

Prior to this Study, one view of institutional trading in common 
stocks was that institutions already traded largely among themselv~ 
and could be segregated into their own market entirely separate from 
the reguhtr auction market for individual investors. Another and di
rectly inconsistent view was that institutions tend to J?redominate on 
one side of the market in a particular stock at a partlCulu.r time and 
could not continue their existing trading patterns If they attempted to 
trade solely among themselves. The latter view, that large net trading 
imbalances exist among institutions, has been explained by various 
hypotheses: 

(1) Instituticns pattern their trading after that of certain 
"leader" institutions; 

(2) Institutions receive their outside research from the same 
broker-dealers; 

(3) Institutions' internal staffs of professional analysts have 
the same data available to them and interpret it in the same 
way at approximately the same time; and 

(4) The reduction in the number of investment decisionmakers 
and the concomitant substantial increase in the number of 
shares governed by these decisions have made trading volume 
more "lumpy." 

1. EXTENT OF NET INSTITUTIONAL TRADING IMBALANCES 

An analysis was made of monthly purchases and sales of 563 com
mon stocks by more than 230 financial institutions (representing about 
70 percent of all institutional holdings of common stock) from Jan
uary 1, 19()S, to September 30, 1969. The analysis disclosed the existence 
of substantial net trading imbalances for allmstitutions as a group, for 
banks alone as a group, for registered investment companies alone 
as a group and for banks and registered investment companies as a 
combined group. 

For the 27 largest NYSE stocks, out of a reported average monthly 
institutional trading volume in all markets of almost $35.5 million per 
stock, nearly $9 million (25 percent of the trading of all respondent 
institutions) was not offset by other respondent institutions. Simi
larly, for all other NYSE stocks a reported average monthly institu
tiomtl volume in all markets of almost $3.3 million per stock resulted 
in nearly $1.2 million (more than 33 percent of the trading of all 
respondent institutions) that was not offset. Finally, for all AMEX 
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stocks, out of a reported average monthly institutional volume in all 
markets of some $350,000 per stock, nearly $220,000 (63 percent of 
the trading of all respondent institutions) was not offset. These im
balances tended to persist, wtih some reduction in magnitude, for at 
least one additional month. Average monthly imbalances in the three 
lists of stocks (representing trading in all markets) were, respectively, 
18, 18 and 10 percent ns Inrge as-total reported NYSE or AMEX 
trading volume in· those stocks. 

In every month there was some reported institutional trading in 
each of the 27 largest NYSE stocks. For the other NYSE stocks and 
the AMEX stocks there was no reported institutional trading in 14 
and 55 percent, respectively, of the stock months. If these "zero stock 
months" are excluded, average reported monthly institutional volume 
for the NYSE stocks amounted to nearly $3.8 million, and average 
monthly volume that was not offset ("dollar net imbalance") 
amounted to $1.4 million (64 percent of total reported institutional 
volume and 22 percent as large as total rllported NYSE volume). 
Comparative figures for AMEX stocks are a little less than $780,000 
in total reported institutional volume and a dollar net imbalance of 
$480,000 (84 percent of total repOIted institutional volume and 21 
percent as large as total reported AMEX volume) . 

There was no stock month in which reported institutional volume 
in the 27 largest NYSE stocks not offset by other reported institu
tional volume was more than 90 percent of total reported institutional 
volume. In other NYSE stocks and AMEX stocks, however, this did 
occur, respectively, in 40 and 70 percent of the stock months during 
which some institutional t.rading was reported. Particularly in these 
stocks the larger percentage imbalances tended to occur in stock 
months with low total reported institutional volume. 

The figures on net institutional trading imbalances set forth above 
were deSIgned to measure the extent to which the major institutions 
surveyed could t.rade directly with each other, rat.her than with smaller 
institutions not in the sample, individual investors and/or market 
makers. Because a monthly unit of observation was used, they prob
ably overstate the extent to which such direct institutional trading does 
or could take place. Even on the basis of these figures, however, it is 
apparent that institutions cannot t.rade directly and solely among 
themselves without substantial changes both in the volume of their 
trading and in their trading patterns. Moreover, on a monthly basis 
the dollar amounts of these net trading imbalances appear too large 
to expect market makers alone to bridge the time gaps between insti
tutional orders by inventorying the stock. It does not seem feasible 
to segregate institutions into a separate trading market wholly apart 
from other investors. 

Similar figures on the number of institutions buying and selling in 
each stock month, rather than the dollar volume of trading on each 
side, indicate that at least on It monthly basis large numbers of insti
tutions do not tend to "gang up" on one side of the market in a particu
lar stock month. When there are very large percentage imbalances 
measured by the number of institutions, they seem to arise merely be
cause there are few institutions trading. Indeed, a visual examination 
of the data indicated that the two measures of institutional trading 
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imbalances tended to run in opposite directions: When there was net 
institutional selling, more institutions would be buying than selling 
and vice versa. 

Because of the current interest in hedge funds, a separate analysis 
of their trading was made. In those months in which hedge funds 
traded, their average gross volume in the random NYSE stocks was 
about $360,000, as against $6.9 million for the other institutions that 
traded in those stock months. Their average dollar net imbalance in 
those stocks was about $310,000, as against $2.4 million for all other 
institutions that traded in those stock months. Although hedge fund 
trading was almost completely on one side of the market in any given 
stock month (often because only one hedge fund traded), this im
balance had little effect on the net trading imbalance for all institu
tions. In almost one-half of those stock months, the hedge funds 
actually reduced the net trading imbalances for all institutions. 
Although hedge funds engage in substantially more in-and-out trad- ' 
ing during a given month than any other type of institution and may 
well have signiHcant market impacts over a shorter period of time, 
their contribution to the monthly net trading imbalance of all institu
tions is not significant. 

2. PnIC1<~ hIPAars 0]0' NL'T INSTITUTIONAL ThADlNG hIBALANCES 

Net institutional selling is systematically associated with' price de
creases, and net institutional buying is systematically associated with 
price increases. The magnitude of the imbalance, whether measured 
in absolute dollar amounts or as a percentage of total reported insti
tutional trading, is directly related to the magnitude of the price 
change in that month. 

In the largest NYSE stocks the average price decline was 1.49 per
cent when the percentage net imbalance was 20 to 80 percent on the 
sell side, and the average price rise was 0.90 percent when the per
centage net imbalance was 20 to 80 percent on the buy side. In the 
random NYSE stocks the average price decline was 1.21 percent when 
the percentage net imbalance was 80 to 100 percent on the sell side, 
and the average price rise was 1.,59 percent when the percentage net 
imbalance was 80 to 100 percent on the buy side. In the random 
AMEX stocks the respective figures were a price decline of 3.43 per
cent ItIld It price rise of 5.15 percent. 
If there was net selling in 1 month and adjustments were made 

for the imbalance in the next month, the price tended to rise in the 
next month. If there was net buying in the first month and the same 
adjustments were made, the price tended to fall in the next month. 
The indicated price reversal in the second month was more than one
half of the pl'lce change during the first month for the largest and 
random NYSE stocks and one-fourth to one-third of the previous 
price change for the random AMEX stocks. 

Price reversals such as these usually represent the liquidity costs 
of large selling or buying pressures on the market rather than perma
nent adjustments to news or other fundamental factors. To the extent 
that the price changes represent such liquidity costs, they could be 
expected to be substantially greater on a day-to-day basis. 
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The net trading imbalances of registered investment companies are 
more typical of the net trading imbalances of all institutions than 
are those of banks. Simila.rly, the percentage net imbalances of regis
tered investment companies correlate more closely with monthly price 
changes than do the percentage net imbalances of banks. Apparently, 
registered investment companies tend to be price aggressive-that is, 
their net trading imbalances tend to contribute to price changes i!l the 
same direction. Banks, on the other hand, tend to be price neutral: 
Their net trading imbalances tend to be in the opposite direction to the 
price change as frequently as they are in the same direction. In the 
former situation they trade passively in response to the price change 
and offset the trading imbn,lances of the registered investment com
panies or other investors. 

Although net institutional trading imbalances appear to have sub
stantial market impacts, only a small fraction of all month-to-month 
price changes can be associated with institutional imbalances. Data on 
the combination of dollar net imbalance, percentage net imbalance, 
and total NYSE or A~IEX volume explain a maximum of onlv 10 
percent of the month-to-month price changes in the largest NYSE 
stocks, 12 percent in the random NYSE stocks and 28 percent in the 
random AMEX stocks. The bulk of month-to-month price changes 
arise because of imbalances in the trading of individual investors, 
news, or other factors. 

3. CAUSES oJ<' NET INSTITUTIONAL TRADING ll\IBALANCES 

In order to determine the causes of observed net institutionnl trad
ing imbalances, two mathematical models were constructed and used 
to simulate institutional trading. The imbalances expected from chance 
according to these models were then compared with the imbalances 
actually found in the data reported. 

The 'first model utilized the reported number of shares purchased 
and sold per stock month, but the specific stock month in which each 
purchase or sale took place was determined by random selection. This 
model was constructed to ascertain the extent of net imbalances ex
pected from the "lumpy" nature of institutional trading-that is, not 
only does the number of shares of a particular stock that any institu
tion will purchase or sell vary widely from stock to stock and from 
month to month, but also the amounts are much greater than for an 
individual investor and there are fewer such stock months of trading. 
The model resulted in larger net trading imbalances among all re
spondents in all three stock groups than were actually reported. For 
example, in the larger NYSE stock the model resulted in dollar 
imbalances of $10.0 million and a percentage net imbalance of 28.2 
percent, as against $8.8 million and 25.5 percent in the actual data. 
This relationship between the actual data and the model was also true 
within the separate groups of banks, registered investment companies, 
and banks and registered investment companies combined, both in the 
random NYSE stocks and the random AMEX stocks but not in the 
largest NYSE stocks. 

There were indications from the comparison of the acttml datn 
with the first model that the decision of n particular institution to 
trade at a particular time is not completely independent from the 
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other institutional trading that is then taking pla~e in. that stock. TIns 
does not necessarily mean that institutions tend to be on the saine 
side of the market. Institutions tend to be interested in and trade the 
same stocks at the same time, but some pur'clulse the stocks and others 
sell them. Accordingly, it was necessary to construct a second model 
in order to take account of any such "clustering" of institutional 
activity. 

The second model was identical to the first, except that the deter
mination whether there was any trading by a particular institution 
in a particular stock month was made by reference to the actual data. 
The second model generally resulted in smaller net trading" imbalances 
than the first model. Thus, the clustering of institutional activity tends 
to reduce the net trading imbalanees that would be expected from 
chance. 

When the results from the two models were compared with the actual 
data. the Study found: 

With respect to the larger NYSE stocks, both banks alone and 
registered investment companies alone exhibited larger net trading 
imbalances than could be expected from chance. Within each group 
there may be some degree of parallel trading-that is, their net trad
ing imbalances may arise to some extent either by design or from 
unplanned similarity. The amounts not explained by chance, how
ever, were relatively small. Since banks and registered investment 
companies are often on opposite sides of the market, the net imbalances 
both for the combined group and for all respondents were actually 
less than could be expected from chance. Thus, in terms of total market 
impact on a monthly basis, parallel trading does not appear to be a 
factor. Rather, monthly institutional trading imbalances appear to 
arise because of the "lumpiness" of institutional trading. 

With respect to the random NYSE stocks, banks exhibited larger 
net trading imbalances in the actual data than could be expected from 
chance. Registered investment companies exhibited less. Neither dif
ference was very great. The combined group of banks and registered 
investment companies and the group of all respondents both exhibited 
smaller net trading imbalances than could be expected from chance 
when clustering was considered and greater net trading imbalances 
when it was not considered. 

"With respect to the random AMEX stocks, banks alone exhibited 
slightly greater net imbalances than could be expected from chance 
when clustering was considered and less when it was not considered. 
Registered investment companies alone and banks and registered in
vestment companies together exhibited about the same as by chance 
when clustering was considered and somewhat less than when it was 
not. The group of all institutions exhibited substantially smaller net 
trading imbalances than could be expected from chance both with and 
without clustering. Here, too, there appeared to be little or no net 
trading imbalance remaining that might arise by design or from un
planned similarity. 

Thus, at least on a monthly basis, net institutional trading imbal· 
ances aPRear to arise almost entirely from the "lumpiness" of institu
tional volume rather than from other factors. Such imbalances are 
accordingly inherent in the institutionalization of the equity markets. 
To cope with snch imbalances an interchange between the ,trading of 
institutions and other investors and a strong market makmg mecha
nism seem to be necessary. 
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4. Pmc}:: hU>ACTS OF INSTITUTIONAL POSITION CHANGES 

To ascertain the price impacts of institut~onal positJion changes, the 
Study analyzed data on each transaction in several hundred such posi
tion changes in NYSE-listed stocks. The particular stocks and time 
period chosen for each institution were determined by strict rules set 
down by the Study, which gave the responding institutions no leeway 
as to which stock or time period to select. 

The analyses of these position changes were designed and conducted 
on the assumption that a large position change by an institutional in
vestor would typically have a definite price lmpact whose magnitude 
might depend on certain characteristics of the positJion change, such as 
whether it was a purchase or sales program, the size of the position 
change, the number and size of transactions used, the intensity of trad
ing and so on. The find·ings are consistent with the idea that a posi
tion change by an institutional investo,r sometimes does luwe a sig
nificant price impact-or at least tends to accentuate the price im
pacts of trading by others. But the findings indicate that situations in 
which the trading of an institution may create or accentuate price 
movements are more or less matched in number and importance by 
situations in which the traicling behavior of an institution 1'educes the 
magnitude of the price impacts of trading by others. The most striking 
result of the analysis is that the original assumption is factually in
accurate. In general, situations in which an lIlstitutional position 
change may have a price impact seem to be no more frequent than situ
atJions in which such a positIOn cha,nge tends to offset the price impacts 
of trading imbalances by other market. participants. 

This conclusion applies generally to large and small posit.ion 
changes, to those conducted by btwks or by investment advisers (in
cluding mutual funds) and t.o both purchase and sales programs. With 
relatively minor exceptions, it. applies even after allowance is made 
for characteristics of the position change, such as its total size or the 
size of the individual transactions used, and for the market condi
tions under which the iposition change was conducted. The analyses 
did, however, indicate that, when ll1stitutions trade on the third 
market, they save, on the average, the eqU'ivalent of It full stock 
exchange commission. But the Study could not detennine whether 
the third market is underntilized. in the sense that substantial savings 
would also be available with respect to transactions that. are presently 
executed in other markets. 



Chapter Xl 

CHARACTERISTICS AND PRICE IMPACTS OF BLOCK 
TRADING IN COMMON STOCK LISTED ON NYSE 

One of the most dramatic impacts of institutionalization on the 
securities markets has been the growth of block trading. Theoretically, 
It block trade is a securities transaction that cannot be executed in the 
exchange auction market in the normal course. Since this definition is 
not workable for purposes of statistical analysis, data were collected 
in terms of the size of the transaction-10,000 shares ($400,000 of a 
$40 stock) for the New York Stock :Exchange ("NYSE") and 2,000 
shares ($80,000 of a $40 stock) for the regional stock exchanges and 
the third market. In general, the data cover the full year 1968 and the 
first three quarters of 1969. The findings and conclusions primarily 
refer to that time period. 

1. DESCRIPTIO~ OF BLOCK TRADING 

A. NYSE 

About 65 percent of the total volume in transactions of 10,000 or 
more shares involving common stocks listed on the NYSE is executed 
on that exchange. As an important market factor on the NYSE, block 
trading is a relatively recent phenomenon. From the last quarter of 
1964 to the third quarter of 1970 it increased almost eleven fold in abso
lute magnitude, and its share of total NYS~~ volume septupled (from 
2.1 to 14.8 percent). The number of stocks involved in NYSE block 
trades varies substantially from day to day. 

Block trades on the NYSE usually involve numerous participants 
n.nd often numerous institutional participants. There are usually fewer 
participants on the side that initiates the trade ("active side") than 
on the other side ("passive side"). The broker-dealer primarily re
sponsible for assembling the orders of different participants ("block 
trade assembler") handles the active side and all or almost all of the 
passive side in about one-third of all such transactions, particularly the 
larger ones. In block trades of $1 million or more the assembly process 
usually takes place initially over the upstairs communications network 
of the block trade assembler. There is some indication that the negotia
tion process by which smaller block trades of some size are assembled 
iF! somewhat more related to the floor of the NYSE, particularly to 
the specialist. The remaining description of NYSE block trades will 
be limited to those of $1 million or more, unless otherwise noted. Trades 
of this size represent over two-thirds of the total dollar volume in all 
NYSE transactions of 10,000 or more shares. 

The typical block trade is initiated by an institution that wishes to 
purchase or sell a large quantity of stock and will accept a discount 
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from the current market price 01' pay a premium in order to do so. In 
about three quarters of the blocks that institution is a potential seller. 

The key to assembling a block trade is to find the orders on the 
passive side. To offset the order of the institution initiating the trade in 
the median block, the block trade assembler finds one institution and 
five to nine other parties. On the average, however, the institution ac
counts for only 39 percent of shares on the passive side. Other cus
tomers account for 3 percent. By further upstairs communications the 
block trade assembler finds other broker-dealers, primarily represent
ing institutions, with orders for something less than an additlOnal14 
percent of the shares. On the floor of the NYSE the block trade assem
bler is ahle to find orders for an additional 7 percent among the 
specialist's book, the odd lot dealers and other broker-dealers in the 
crowd. The specialist himself takes 14 percent. This leaves about 23 
percent uncommitterl, and the block trade assembler itself positions it.. 

In terms of the analysis in the preceding chapter, the net institu
tional trading imbalance is 31 percent, as compared with the average 
of 55 percent lor institutional trading in random NYSE stocks. Be
eause of their impOliant role in offsetting imbalances in block trades 
the participation of the specialist and the block trade assembler that 
inventory part of the block ("block positioner") deserves special 
attention. 

In pali, the specialist's relatively low-participation rate in block 
trades of $1 million or more seems to reflect his orientation to the 
exchftllge floor, awny from the upstairs communications networks, 
where-at least initially-"the action is." On the other hand, in the 
smaller bloek trades, whose assembly is more related to the floor, the 
specialist's participation mte on the passive side is substantially larger 
while the block trade assembler's is substantially smaller. In block 
trades of both sizes individual specialist units vary greatly in their 
participation rntes. Some of this participation, as well as some partici
pation for the book, is not desired by the other parties to the trade and 
possibly not permitted by the rules of the NYSE. In any event, there 
is some indication that the positions acquired by the specialist in block 
tmdes are mainly laid off through the regular round lot market in 
subsequent dealer trrmsactions. 

In addition to his dealer participation (for which, unlike the block 
positioner, he receives no commission) the specialist receives two kinds 
of floor brokerage as part of the block trade. The first arises from his 
book's participation. Most of the time the lImit orders on his book 
receive the benefit of the block discount or premium; sometimes they 
do not. Stop orders sometimes also receive disadvantageous executions. 
The second source of floor brokerage is payments by the block trade 
assembler even though it is otherwise represented at the post. In some 
cases these "writeouts" represent a sharing of commissions when the 
specialist plays an important role in the assembly process as a "finder" 
or a participating market-maker. In other cases, however, they can
not be explained in this manner and raise regulatory questions, l?ar
ticularly with respect to the independence of at least some speciahsts' 
administration of the retail market. 

Positioning by the block trade assembler sometimes performs part 
of the market-making function when, for whatever reason, the special
ist does not offset fully the public imbalance in a potential block trade. 
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There is, however, a wide variation in the participation rates of indi
vidual block trade assemblers. In addition to actual positions, block 
positioners frequently make bids or offers for the entire block early 
m the assembly process. Such capital commitments are substantially 
larger than the eventual positions and are sometimes bettered in price. 
Contmry to the rules of the NYSE, block trade assemblers also occa
sionally treat shares not committed to customers at the time of the 
block execution but laid off shortly thereafter as though they had 
never positioned them. 

The combination of block positioning with investment management 
is troublesome. A small percentage of the customers of the block 
trade assembler that participate in its block trades is accounts over 
which it has investment discretion. A potential conflict of interest 
exists when a block trade assembler's discretionary accounts partici
pate in its block trades without specific consent. Particular trans
actions reported to the Study appe,ar to pose serious problems in this 
respect. 

The block trade assembler disposes of nine-tenths of the shares posi
tioned in transactions on the NYSE, often by using the specialist as 
its floor broker. The remaining shares are "laId off" on regional stock 
exchanges, primarily to institutions or their brokers. In all, about 
70 percent of the shares positioned appears to be laid off to institutions 
or their brokers as a result of upstairs communications, and the re
maining 30 percent appears to be laid off to the specialist or to brokers 
representing individuals or institutions in the regular round lot market 
on the NYSE floor. Thus, the block positioner is highly dependent 
upon efficient and inexpensive access to that market. Moreover, this 
dependence means that almost 30 percent of the shares in a typical 
block trade of $1 million or over may eventually find new owners, 
largely individual investors, through that market. 

Block trade assemblers would normally prefer to dispose of their 
block positions as quickly as possible. They are limited, however, 
by the ability of the regular round lot market to absorb those positions 
and their own abilit~ either to find additional institutional interest that 
was missed in their mitial search or to persuade institutions that were 
not originally interested. Consequently, the disposition of these posi
tions can take more than a month. On the average, only about one
eighth of the shares is laid off on the day of the block, and less than 
one-half is laid off during the first week. Seven percent remains at the 
end of a month. Moreover, the block trade assembler will sometimes ac
tually increase its position while it is in the ,Process of disposition. Some 
of these transactions, which evidence the Importance of retail market 
prices to the block positioner, raise serious questions under existing 
antimanipulative provisions of the securities laws. 

The length of time that positions must be held by block trade 
assemblers creates considerable risk. To some extent thIS risk may be 
increased by an NYSE ruling that prohibits layoffs on the same day as 
the block trade except at a profit or with prior permission, although 
the ruling does not appear to be very strictly enforced. 

In any event, on their overall layoff activities, block trade assemblers 
suffer average trading losses (not including commission equivalents) 
per block trade of about one-half of 1 percent of the amount posi
tioned. These losses vary with the general condition of the market. 
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They only offset about one-fifth of the brokerage commissions on the 
entire trade, however, leaving a profit per block trade (before other 
expenses) of 2 percent of the amount positioned. 

Almost as dramatic as the growth of block trading has been the de
creasing concentration of the volume in NYSE-listed stocks that has 
resulted. Although 65 percent of the volume in transactions of 10,000 
or more shares is executed on the NYSE, the 35 percent that is not is 
quite important. Moreover, the proportion of the block volume that is 
executed in other markets is more than twice the percentage for trans
actions of all sizes in NYSE-listed stocks lUld has been growing rap
idly. Indeed, this growth has continued despite the abolition of cus
tomer-directed giveups and the institution of a volume discount on all 
stock exchanges. The reasons for this decreasing concentration of vol
ume and its consequences deserve ca,reful consideration. 

B. REGIONAL EXCHANGES 

Regional exchange transactions of 10,000 or more shares do not differ 
dramatically in size distribution from NYSE transactions in this cate
gory, nor is the average price per share substantially different. 

The most frequently reported reason for institutional instructions to 
execute block trades in NYSE-listed securities on regional stock ex
changes was the availability of a better price. Other reasons given in
clude the later trading hours of the Pacific Coast Stock Exchange, 
avoidance of the New York State stock transfer tax, reduction of prIce 
impacts, avoidance of undesired participation by the NYSE speCIalist 
(and possibly public orders, also) , and differences in public reporting. 

There is little evidence that a better price is frequently provided by 
the regional specialists. They playa relatively insignificant role in 
offsetting any imbalances involved in the trades: They participate only 
on the Midwest and Pacific Coast Stock Exchanges and then only to 
the extent of 5 and 1 percent of the shares, respectively. Moreover, 
over 60 percent of the shares involved are crossed by NYSE member 
firms that assembled the block trades through their upstairs communi
cations systems and could eas~ly have been crossed on the NYSE or 
any other exchange where the securities are traded. The data indicate 
that the reasons for regional block executions must be found elsewhere. 

The distribution of the total regional block volume among the various 
regional stock exchanges provides that answer. In 1960, when the 
Boston and Detroit Stock Exchanges had the most liberal giveup rules, 
they accounted, respectively, for 35 and 12 percent of the total regional 
share volume in transactions of 10,000 or more shares. Those exchanges 
do not allow institutional membership. In 1969, after the abolition of 
customer-directed giveups, their percentages dwindled, respectively, 
to 5 and O. The Pacific Coast Stock Exchange, which was originally 
the leader with respect to institutional membership, saw its percentage 
increase from 27 in 1968 to 52 in 1969. The percentage of the Phila
delphia-Baltimore-Washington Stock Exchange stayed fairly con
stant, rising only from 13 to 17. 

The Midwest Stock Exchange does not fit the above pattern. Al
though it was not especially liberal about customer-directed giveups 
before 1969 and does not have any significant institutional membershIp 
today, its percentage rose from 13 in 1968 to 26 in 1969. Most of its 
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transactions of 10,000 or more shares are reported not to be crosses, 
however, and the increase may represent block trades that are assembled 
by its specialists as floor brokers for other member firms. Moreover, 
its share of regional block volume has more recently declined some
what. At the same time, the percentage of the Philadelphia-Baltimore
Washington Stock Exchange, which is now the major regional ex
change for institutional membership, has increased dramatically while 
that of the Pacific Coast Stock Exchange has decreased substantially. 

These figures on changes in market share among the regional stock 
exchanges, coupled with the low participation rate for regional spe
cialists and the high proportion of crosses (mostly by NYSE members) 
indicate that with the possible exception of the Midwest Stock Ex
change, considerations relating to commission mtes may well be the 
most important reason for, regional execution of block trades in NYSE- . 
listed securities. In this respect, institutional membership, which af
fords the institutional money manager an opportunity to reduce the 
commissions paid by its accounts (and thereby possibly obtain a better 
price) and/or to increase its own profits appears currently to be the 
most dynamic factor in regional execution of blocks. 

c. THIRD MARKET 

Like regional block trades, transactions of 10,000 shares or more in 
the third market do not differ from those on the NYSE in size distri
bution or in average price per share. In the period studied, however, 
they did differ substantially in two important respects: the complexity 
of th~ir structure difficulty and the charges made for executing them. 

ThIrd market block trades were less complex in structure, although 
not necessarily less "difficult," than block trades of similar size exe
cuted on the NYSE. Only 20 of the 167 third market trades of 10,000 
or more shares in the sample involved more than one party on either 
side, and only seven involved more than two parties on either side. 
None of the multiparty blocks involved any substantial dealer partici
pation by the third market firm. In all third market blocks of $1 
million and over principal-at-risk transactions by third market firms 
accounted for about one-fourth percent of the shares (as compared 
to a combined total of about three-eighths for the NYSE specialist 
and block positioner) . 

To some extent these differences may arise from the reluctance of 
institutions to trade outside the range of high and low prices for 
the day on the NYSE. Almost all third market blocks trade no more 
than one stock exchange commission away from this range and also 
trade somewhat closer to the previous close than NYSE blocks. (This 
is also true of regional block trades.) Without the same size of dis
count or premium with respect to last sale that is available for NYSE 
block trades, it may be difficult for the third market firm to assemble 
the block and unattractive for it to participate itself. To the extent 
that this occurs, third market firms are dIsadvantaged rather than 
advantaged by not having their executions reported along with those 
of the NYSE. 

Riskless third market block trades are sometimes confirmed on an 
agency basis and sometimes on a riskless-principal basis. Average 
agency commission rates and riskless-principal spreads for third mar-
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ket block trades per 100 shares were less than one-third of the then 
stock exchange minimum commission rates in 1968. The commissions 
and spreads for block trades in the third market did not change ap
preciably after the NYSE instituted its volume discount but were stIll 
only slightly more than one-half of the minimum stock exchange com
missions. Despite reciprocal reasons for not using the third market., 
banks and investment advisers (including mutual funds) are the 
biggest customers with respect to all third market transactions of 
2,000 or more shares, the banks' accounting for 30 percent of the 
shares and the investment advisers for 50 percent. 

All of the figures previously stated for third market block trades 
do not include transactions by third market firms on the NYSE or 
on the regional stock exchanges. There is some such trading, partic-

. ularly on those regional stock exchanges to which third market firms 
may belong. In addition, rules of various regional exchanges are 
not as strict as the NYSE with respect to third market executIOns by 
member firms. Consequently, there is a significant amount of third 
market volume between third market firms and member firms of 
regional stock exchanges that do not also belong to the NYSE. 

The primary reason for the execution of a transaction of 10,000 or 
more shares in the third market appears to be the saving in trans
actions charges because of the substantially smaller agency commis
sions and riskless-principal spreads. Other secondary reasons include 
the complete avoidance of public reporting, sometimes more effective 
execution and clearance and-in the case of the banks--an opportunity 
to profit by imposing a "service charge" equal to brokerage commission. 

D. FOURTH MARKET 

The fourth market, consisting of trading by institutions directly 
with each other and without the use of broker-dealers, is not presently 
significant. The reason most frequently offered by institutions for not 
checking other institutions is the importance of anonymity. They do 
not wish to expose their interest to possible competitors. Their com
parable reluctance to trade directly with issuers and issuers' pension 
funds may arise because of existing legal uncertainty. 

E. AUTOMATION 

Three automated systems to facilitate block trading have recently 
begun operation. Autex, the one most extensively used during the 
period studied, is primarily a communications system that supple
ments broker-dealers' existing upstairs communication systems. Nego
tiation and execution must be accomplished in the usual manner. The 
major users of the system are third market firms. The NYSE's com
peting BAS, which was not used as extensively in the period studied, 
performs similar functions but as a practical matter necessitates the 
presence of two NYSE member firms in every block trade. BAS, 
which has recently expanded the variety of its services, also provides 
for the retrieval of extensive market information. Instinet, the third 
system, provides for negotiation and execution as well as the location 
of potential participants for the passive side. During the period 
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studied, the system was used very extensively, and a large majority 
of the actual trades were with third market firms. The original design 
of the system has apparently proved somewhat inflexible for the ne
gotiating process, and Instinet is presently attempting to improve it. It 
is too early to tell whether the negotiation and execution functions 
can be successfully automated for block trading. 

2. PRICE IMPACTS OF NYSE BLOCK TRADES 

Block trading, of course, directly affects the participants in th~ 
blocks. Because of its possible price impact, it also affects other in
vestors who are in the market at the time, as well as all persons wh{J 
rely upon the reported prices of securities transactions. The follow
ing paragraphs describe the price impacts of NYSE block tl'ndes 01 
$1 million or more. The statistics set forth are the averages o!! the 
individual impacts of all blocks surveyed in that size category. Indi
vidual block impacts may be substantially larger or substantially 
smaller than the average. Moreover, because the blocks have been 
classified by tick, and the anxious party in zero-tick blocks cannot be 
readily identified, the statistics overstate the average impact of block 
trades. In any event, all block trades (10,000 or more shares, rp.gard
less of dollar value) cause no more than 9 percent of the large (~ 
percent or more) day-to-day price changes on the NYSE. 

Minus-tick block trades (initiated by sellers) are accompanied by a 
price drop relative to the market of almost 1 percent in the prior 20 
tr~ding days (mostly in the preceding 3 trading days), an additional 
pl'lce drop of about 1 percent on the day of the block trade (as meas
ured from the previous close to the close on the day of the block) and 
almost a complete return to the beginning price during the npxt. 20 
trading days if no subsequent blocks occur. The size of the decline 
in the closing price on the day of the block varies with the size of 
the block. Within the day of the block trade there is an additional 
price decline in the neighborhood of three-fourths of 1 percent~ which 
IS recovered before the end of the day. 

The decline on the day of the block trade appears to be the liquidit.y 
cost of moving a large quantity of stock more rapidly than the regular 
round lot market on the floor can absorb it. The decline prior to the 
block may result from the "shopping" of the block during the as
sembly process and varies extensively from block to block. Since both 
declines are temporary, the institution that initiates the tracle pnys 
a price for liquidity, and the institutions and individual investors who 
participate on the passive side of the block seem to receive a bargain. 
To the extent, however, that excessive or careless shopping of the 
block spreads the decline over a longer period of time, or the r~('{lvery 
is unnecessarily prolonged, other buyers may obtain bargain;~ at the 
expense of sellers. 

The much smaller number of plus-tick block trades (initiated by 
buyers) are accompanied by a price rise relative to the market of al
most 4 percent in the 20 trading days before the block (slightly over 
1% percent in the preceding 3 trading days), an additional rise o~ 
more than 1 percent on the day of the block and no subscCluent price 
return within the next 20 trading days. 



94 

Since these price rises tend to be persistent, the block may well 
merely accelerate a repricing of the stock due to fundament a i flll'tors. 
Institutions and individual investors on the passive side of these 
blocks do not obtain bargains, but neither do they appear to be dis
advantaged because they sell their stock at a persistent price. To tIl(' 
extent that the block accelerates the repricing process, it redul'es the 
number of sellers who fail to obtain the realizable values of their se
curities, perhaps because of lack of knowledge or understanding of a 
fundamental change, and the number of buyers who benefit from this 
situation. 

Because the block trades initiated by sellers appear to involve 
liquidity costs, a closer examination of the effect of participation by 
block trade assemblers and NYSE specialists on those costs is 
appropriate. 

Block positioning does not appear dramatically to affect the total 
price imJ?act of block trades. It does, however, substantially affect the 
distributIOn of that impact between the day of the block and the prior 
few days. There is evidence that block positioners shop their blocks 
less extensively !lnd/or more expertly, perhaps because of their steady 
flow of institul ,,))tal inquiries. The prior market imJ?act of positioned 
blocks is only slightly more than one-third of that III blocks handled 
by other block trade assemblers. On the other hand, the market impact 
of positioned block trades on the day of the block is more than three 
times us great as nonpositioned blocks. The cumulative impact of the 
positioned block is thus about one-third greater. 

Block posit.ioning' H1'pears, however, to tend to prolong the price 
recovery. The block k'ml1tioner in effect :puts a ceiling on the price of 
the stock while it is dIsposing of its positIOn, since any demand emerg
ing after the block trade may be immediately filled from the block 
positioner's inventory. In some cases it may even drive the price lower, 
although the causal relationship between a further pl'lice decline and 
the speed of the block trade assembler's la)'offs is probably mutual. 

Participation in block t.rades b;y the NYSE specialist is associated 
with smaller price changes than IS positioning by block trade assem
blers. The data in this chaJ?ter are not sufficient, however, to determine 
which is the cause and whIch is the effect. That question is considered 
in more detail in the following chapter, as part of a broader analysis 
of whether the manner in whIch both the block trade assembler and 
the NYSE specialist offset imbalances minimizes avoidable temporary 
Fice ;'l1pacts of block trading to the extent feasible. 



Chapter XII 

IMPACT OF INSTITUTIONAL TRADING ON THE 
MARKET-MAKING FUNCTION 

The U.S. mn,rkets for equity securities are generally recognized as 
providing greater liquidity in depth than the markets of any other 
country. In recent years the growing importal1ce of institutional trad
ing has 'put added strains on these markets in a number of respects. 
Of partIcular relevance to this chapter are the increased demands 
placed on the market-making mechalllsms by the relatively large trans
actions preferred by institutional investors. 

Apart from block positioners, who will be considered separately, 
three types of market-makers are of impOltance. They are New York 
Stock Exchange ("NYSE") specialists, regional stock exchange spe
cialists and registered third market-makers. In certain respects all three 
types of market-makers are similar. All three regularly hold illYen
tories in all of the stocks in which they make markets. In active stocks, 
the third market dealers hold 28 percent of total dealer inventories 
and regional exchange specirulists an additJional 15 percent. All three 
types of market-makers tend to adjust their inventories in such a man
ner as to respond to the trading pressures of their customers. That is, 
when there IS an imbalance of supply over demand, as indicated by 
falling prices, aU three types of market-makers normally buy stock. 
When there is an imbalance of demand over supply, as mdicated by 
rising prices, all three types of market-makers normally sell stock. 
In tIns very important sense all of these market-makers normally tend 
to behave in a stabilizing manner and thus reduce the size of the price 
fluctuations that would otherwise occur. 

The extent to which market-makers behave in a stabilizing manner 
varies. All types of ma.rket-makers tend to engage in more stabiliza
tion, to provide greater liquidity in de1?th, in more active stocks than 
in less active stocks. All tend to partiCIpate in greater depth when a 
high proportion of the trading in stock is being done by institutions. 
But there are also important differences among types of market mak
ers. The NYSE is generally still the primary market for stocks llisted 
on that exchange, and the regional exchange specialists and registered 
third market-makers do not have effective access to the flow of ortlers 
on the floor of the NYSE. For this reason the summary will conoon
trate first on the activities of NYSE specialists, who are generally 
the primary source of liquidity in depth, and then on the NYSE block 
positioners. 
Amon~ the NYSE specialist units there are important, persistent 

and conSIstent dift·erences in behavior that seem to reflect characteris
tics of the specialist unit as a firm. These differences appear most 
clearly when NYSE specialists units are classified by the magnitude 
of the average change from day to day in their closing inventories. 

(95) 



96 

Depending on the magnitude of this change in high-volume stocks, 
the 30 NYSE specialist units studied were classified into three groups 
of 10 each: the high, medium and low inventory activity categories. 
In terms of most of the characteristics examined, there tended to be 
consistent relationships among these three groups. If the high activity 
specialists were high on some characteristic, such as the value of their 
average closing inventory in a stock, the low group had the lowest 
level and the medium group an intermediate level. To simplify the 
exposition when this is the case, most comparisons in this summary 
will deal only with the high and low NYSE specialist activity 
categories. 

In high volume stocks the average trading account positions of the 
high activity NYSE specialist Ulllts are nearly seven times as great 
as those of the low activity specialists. (Tlie actual amounts are 
$812,250 and $118,340.) In medium volume stocks they are four times 
as great. (The actual amounts are $447,200 and $100,740.) 

The closing inventories of NYSE specialist units in each of the 
three activity categories tend to adjust in a stabilizing manner with 
respect to day-to-day price fluctuations. However, the magnitude of 
the average stabilizing inventory change for a given day-to-day price 
change was persistently greater for the more active NYSE specIalist 
units in each category of stock. l Large day-to-day price changes oc
cUI'red substantially less frequently in the stocks assigned to NYSE 
specialists units in the high inventory activity categories. For ex
example, when both NYSE volume and institutIOnal volume are high, 
daily price changes greater than 3 percent occur on 8 percent of the 
days for the high activity specialist units and on 11 percent of the 
days for low actIvity units. In those high dollar volume stocks in which 
institutional trading is less important, the figures for the frequency 
of large price changes are 10 percent of the days for high activity 
s~cialist units and 16 percent of the days for low actIvity units. 
(Eighty-five percent of the stock days on which large price changes 
occurred were days on which there were no block trades.) These dif
ferences occur in spite of the fact that analyses of the frequency of 
apparently destabilizing behavior and of the variability of the speCial
ist unit's income tend to confirm the effectiveness of the NYSE's 
policy of assigning inherently more volatile stocks ("dealer stocks") 
to the more active specialist units. These findings substantiate the 
conclusion that NYSE specialist units in the high inventory activity 
categories do a substantially better job of stabilizing the price fluctua
tions in their stocks by providing greater liquidity in depth. 

Another finding which substantrates this conclusion resulted from 
examining days on which NYSE specialists had unusually large posi
tion changes.2 When the pattern of price changes in these circum
stances were examined, there were systematic differences among the 
three NYSE specialist unit activity categories. The average decline 

1 The Study classified stocks Into dUl'erent categories that were Similar with respect to 
dollar volume and proportion of Institutional trading . 

• The pattern of changes In closing prices before and after the day of the unusual position 
change was very similar to that observed when days were selected because a block trade 
was known to have taken place on that day. It appears, although It was not directly 
verified, that In many lostllnces when a specialist unit was long following a large position 
chan~ a block trade initiated by all anxious seller took place; nnd that the specialist 
posi tloned part of the stock. 
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from the prior day's close to the close on the day of the large position 
change for NYSE specialist units in the low activity category was 
1.46 percent., while for NYSE specialist units in the high activity 
category it was only 0.35 percent. Again these differences seem to 
reflect the fact that NYSE specialist units in the high inventory 
nctivity category are more willing to adjust their inventory, thereby 
providing liquidity when required and decreasing the resulting day
to-day price changes. 

The inventory change of NYSE specialist units on a given day is 
not always in the opposite direction to the price change on that day. 
On a minority of days inventory changes and price changes are in 
the same direction, and the former are therefore apparently desta
bilizing. (A detailed analysis of intraday trading would be required 
to determine if a specialist's behavior on any particular day was 
actually destabilizing.) Apparently destabilizing days occurred with 
about the same frequency (25 percent or less of the days with large 
price changes and 35 percent or less of the days with small price 
changes) for NYSE specialist units in both the high and low inven
tory activity categories. They occurred with somewhat greater fre
quency (up to 32 percent of the days with large price changes and 42 
percent of the days with small price changes) for specialists in the 
medium inventory activity category. 

The gross incomes and returns on investment of all three groups of 
NYSE specialists were examined.s The most important determmant 
of gross mcome is thu dollar volume of trading in the stock. Given the 
dollar volume category of the stock, there were only moderate differ
ences among the three categories of NYSE specialist in their median 
or average gross monthly incomes before income taxes. In high dollar 
volume stocks NYSE specialist units in the high activity categories 
had median incomes of $22,811 per stock per month; the correspond
ing figure for low activity category units was $18,207. For medium 
dollar volume stocks the corresponding figures for the two groups 
were $7,927 and $6,323. Each individual specialist normally handles 
several stocks.4 

Although the specialist units did not differ greatly by activity 
category with respect to the level of their income in comparable 
stocks, there are great differences in the month-to-month varIability 
of that income (especially in high dollar volume stocks), with NYSE 
specialist units in the high inventory activity category having a 
greater income variability. For low inventory activity NYSE speClal-
1st units in high volume stocks, gross income per stock was negative 
on only 13 percent of the stock months. NYSE specialist units III the 
high inventory activity category suffered losses on 25 percent of the 
months in those stocks, and their losses, when they occurred, tended 
to be larger. Of the stocks studied there were 42 that were in the high 
dollar volume category for at least 12 of the 15 months for which 

• Gross Income consIsts of fioor brokerage plus tradIng account profits, less the expenses 
of clearIng and transferring stock. Investment Is the average market value of the closing 
posItions In the trading accounts of the specIalty stock. Except where specifically Indicated, 
long term capital gains or losses are excluded from Income and stock held In Investment 
accounts Is excluded from the Investment data. Office expenses, Interest, and the salaries 
or Imputed labor Income for the specialist and his staff were not deducted. 

• A stock was Included In the high dollar volume category for a given month If It was 
one of the top 20 percent of all NYSE common stock Issues In terms of dollar volume In 
that month. Similarly stocks In the medIum dollar volume category. 
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data were available. There were only two of the 42 for which total 
gross income for the 15-month period was negative. Both of those 
stocks were assigned to high actIvity specialist lmits. 

Since NYSE specialist units in the high inventory activity category 
have only slightly greater incomes, and considerably larger average 
inventory posItions than specialist units in the low inventory activity 
category, it follows that the gross return on investment for the high 
inventory activity specialists will be less. The average gross return 
before taxes on investment in high dollar volume stocks was 88 per
cent per year for high inventory activity NYSE specialist units and 
191 percent per year for low inventory activity specialists.5 

Data on the allocation of stocks between NYSE specialist units in 
the three inventory activity categories was examined for a 3-year 
period ending in mid-1970. The proportion of the dollar volume of 
trading in issues assigned to the three categories did not change in 
this period, even though nearly 25 percent of the dollar volume at the 
end of the period consisted of issues (mainly new listing) for which 
an explicit allocation decision was made during that time period. Thus 
there is no indication that the NYSE is effectively using the stock 
allocation process to increase the extent to which its specialist units 
provide liquidity in depth. 

The data and analyses in this chapter indicate that there arc 1m
portant differences among NYSE specialist units in the extent to 
which they participate in depth to reduce temporary price fluctua
tions. The findings also raise questions as to whether eXIsting NYSE 
specialist units have adequate economic incentives to participate in 
depth.6 Those units that perform best in this respect have lower 
average gross rates of return and are subject to greater risk than 
those that perform less well. The stock allocation process is apparently 
not used to strengthen the economic incentives to participate in depth. 

To meet the increased demands on the market-making function 
block positioners have supplemented the activities of the specialists. 

In 1968 and 1969 there were about 25 such member firms that. block 
positioned on a regular basis. The largest five, however, accounted 
for about 60 percent of the total volume and overnight positions. The 
total volume of block positioning is about one-fifth as great as the vol
nme of all block trading on the NYSE. Only a very small part of the 
positioning is short, to facilitate block trades initiated by purchasers. 
The total overnight positions (long plus short) of all block positioners 
range from $40 million to $70 million. When the market turned down
ward in May 1969, the total overnight positions decreased snbRtan
tially. It appears to have done so again in May 1970. 

Block positioners lose money on their positions, if related broker
age commissions and equivalents are not considered. In 196R those 

• To avoid exa/tgeratlng the differences between the high and low Inventory activity 
categories, two NYSE spedallst units In the h1gh inventory category who appear to bp 
unique In that their overnight positions were from two to four times as large as those of 
any other unite. were excluded In computing this return. These units are more IIkply to 
hoid stock In their se/tregated Investment account. If these two units are Included. the 
gross return of 88 percent per year refprred to above becomes 29 pprcent per year. 

o Greater participation In depth would require some NYSE S])PClallst units to usp more 
capital, and to assume grMtter risks than thpy do at present. However, considering the 
avcrage annual returns. lock of capital would not appear to be an Imnortant barner to 
thclr taking larger Inventor\' positions. To meet thc Increased demands on the market
making function. block pos\tlo'nl'rs have sunpll'mented the activities of the specialists and 
third market-makers. Because of resource limitations, only member firm block posltloners 
were studle(lln this chapter. 
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loss.e~ were $9.5 million, or 19 percent of the total average overnight 
posItIOns. In the first half of 1969 the losSes were $12.9 million or 
42 percent (on an annual basis) of the average overnight positi~ns. 
I.n the first half of 1970 they .were apparently even greater. Block posi
tIoners, however, earn commIssi?~ equivalents on the principal part of 
the block trade (t1~e shares pOSItIOned) as well as actual commissions 
011 the agency portlO~ (~he share~ crossed). If the cOl1llllission equiva
lents on only the prl11Clpa.l portIOn are added to the trading profits 
or. l?sses, the figures for all firms become a trading profit of $19.:3 
11111bon, or 37 percent, for 1968 and a loss of 'only $3.6 million, or 12 
percent (on an annual basis) for 1969. The commissions on the re
maiI~der of shares. in positioned bloc~s. completely offset the losses, 
leavmg It substantIal surplus. In addItIon an equivalent amount of 
~lock trading not involving positioning is also handled by the same 
firms. 

Block trading originated because of the expense of other methods 
of distributing large institutional positions and their orientation to 
the individual investor, who was accounting for a shrinking percentage 
of total volume. Block positioning was initially devised to facilitate 
those block trades in which orders were found for most but not all 
of the passive side. More recently, initial bids or offers prior to sea.rch
ing extensively-or at all-for orders on the passive side has enablerl 
block trade assemblers to put together informal syndicates of im;ti
tutions on the passive side for the mammoth position changes that 
have developed from the growth of very large institutions. In t.his 
respect the bids and offers perform much the same function as tl1c 
firm commitment underwriting in a new issue. ' 

To date, block positioners have mostly been compensated for tl)is 
activity through the commissions and commission equivalents earned 
011 positioned blocks and on "easy" trades that subsidize their trading 
losses. This has had the effect of averaging over all block trades the 
cost (and price impact) of difficult position changes requiring exten
sive market-making participation. On the other hand, the fact that 
block positioning made block trading highly profitable even though 
positions were sold out at a loss may have tended to have a some
"'hat deJ)ressing effect on the ma.rket after the block. 

Negotiated commissions on block trades may eliminate the .subsidy 
by reducing the cost of easy trades. Consequently, the effect of lllcreas
ing the commissions charged in the positioned trades must be consid
ered. So must the ability of block positioners to reduce their trading 
losses or even turn them to trading profits in order to substitute for t.he 
commission subsidy. 
If brokerage commissions on positioned trades increase, the method 

of reporting those transactions becomes particularly important. In a 
block that is entirely positioned, the amount of the commission does not 
have any economic effect on the actual proceeds of the transaction to 
the seller or the actual amount paid by the buyer. Its principal effect 
is upon the way that the trade is printed on the ticker tape, and the 
block ])ositioner may be able to "negotiate" any commission that it de
sires. Consequently, negotiated commissions could lead to misleading 
reporting of block trades. On the other hand, if the Block is only par
tially positioned, the gross purchase p_rice and the net proceeds from 
the trade are determined in arm's length negotiations with the custo
mers on both sides. As long as the per-share gross purchase price or 

53-940 O-71-pt. 8-10 . 
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net proceeds of the shares positioned are the same as those of the shares 
crossed, discretion in reporting would be limited to the point within 
this range at which the trade is printed. 

With respect to their trading losses, block positioners suffer from a 
number of weaknesses. The prompt reporting of their transactions, 
which alerts the public to the existence of the block trade, coupled 
with disclosures made to prospective institutional customers during 
the assembly process, tends to make their positions known. The margin 
requirements for those positions may inhibit the block positioners from 
holding them as long as trading judgment might indIcate. Some per
sons may short against those positions in the expectation of buying the 
stock from the block positioner at lower prices, and there are serious 
questions whether the block positioner may support the market against 
this threat. Finally, the block positioner IS removed from the regular 
round lot market on the floor and is therefore somewhat dependent 
upon the specialist in laying off its position there. 

On the other hand, the existing time pressure in disposing of posi
tions arises because the block positioner wishes to free its capital as 
quickly as possible in order to use it to earn additional commissions 
in the next block trade. If those commissions were not large enough 
to justify block positioning on a loss basis, block positioners might 
simply hold their positions longer and reduce the volume of their posi
tioning. In blocks initiated by sellers the price usually does recover 
eventually, and short positionmg is not very prevalent today anyway. 
To the extent that block positioners could make trading profits but 
would dispose of their positions only as quickly as the market could 
absorb them while still recovering rapidly from the pressures of the 
block trade, fewer investors in the market would be affected by the 
temporary price disparity. 

. The dat'a collected by the Study do not indicate whether block posi
tioners can make money trading either in their present trading pos
ture or in a stronger one. It is doubtful that anything but experience 
could answer that question. 



Chapter XIII 

IMPACT OF INSTITUTIONAL TRADING ON BROKERAGE 
SERVICES AND THE SECURITIES INDUSTRY 

1. LONG-TER1\[ I~IPACT OF INSTITUTIONAL INVESTORS ON THE 

SECURITIES INDUSTRY 

A. OVERALL 'l'lU)NDS IN THE SECURITIES INDUSTRY 

The decade of the 1960's was marked by tremendous growth in the 
volume of securities transactions. In 1968 the dollar volume of trading 
on all registered exchanges was more than three times greater than in 
1960. Between 1962 and 1968 the gross income of NYSE member firms 
increased from $1.5 billion to $5.4 billion. In 1968 almost every mem
ber firm had gross income of more than $1 million; in 1962 o~ly two
thirds of the firms earned that much. In the same period the number 
of NYSE members with gross income of $50 million and over in
creased from 1 to 6 percent. 

The major source of NYSE member firms' income during the period 
was the brokerage commissions received on agency orders. Between 
1962 and 1968 these commissions increased from $0.9 billion to $3.2 
billion. In 1962 only 45 percent of the member firms had $1 million 
and over in commission income but by 1'968 this figure had increased 
to 83 percent, ,,,hile the number of firms with commission income of 
$25 mIllion or more increased from less than 1 percent to 7.57 percent. 

After 6 continuous years of rising volume, 1969 saw the beginning 
of a decline whioh had persisted into mid-1970. Share volume on all 
exchanges declined 7 percent from 1968 to 1969, and the value of 
shares traded on all exchanges declined 11 percent. 

Commission income, on NYSE transactions declined 23 percent, 
commission income on other exchange transactions 20 percent and on 
over-the-counter market transactions 13 percent. This was due in 
part to the decline in dollar volume and prices and jn part to the 
yolume discount. Other phases of the broker-dealer business also de
clined; for example, dividends and interest received declined 36 per
cent, profit from trading and arbitrage 31 percent, and income from 
the sale of mutual funds 12 percent. 

n. GROWTH IN INSTITUTIONAL INVESTORS' PAYMENTS TO THE 
SECURITIES INDUSTRY 

Most of the growth in the securities industry during the period 
1960-69 was due to increases in securities transactions by institutional 
investors. Their share volume increased on the NYSE by 548 percent, 
compared with a 133 percent increase in individual investor volume. 
InstItutional share volume rose from about a quarter of total 1960 

(101) 
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NYSE public volume (excluding members' trading for th,eir own 
accounts) to about 1\ half of 1969 public volume. Banks and mutual 
funds alone increased their combined percentage slmre of NYSE 
public volume from 18 percent to 34 percent during this period. More
over, since the average price of shares traded by institutions has al
ways been higher than the average price of shares traded by in
dividuals, the institutions accounted for an even higher proportion 
of the dollar volume on all exchanges. 

In part reflecting the growth in the size of institutions and in part 
reflecting changing trading policies, the average size of institutional 
orders executed on the NYSE during this period also increased great
ly. The average size of mutual fund orders, for instance, increased 
from 550 shares to 3,726 shares 

C. IMPACT OF INCREASED INSTITUTIONAL INVESTOR BUSINESS ON 

SECURITIES INDUSTRY PROFITABIJ.ITY 

The growth in institutional trading had a large significant effect 
on NYSE member firm profitability. The business of the primarily 
retail firms (aventge commission income per transaction under $50) 
proved far less profitable during this period than the business of the 
primarily institutional firms (average commission income per trans
action of $100 and over). The 1968 median pretax profits of member 
firms illustrates this point. The median pretax profit was $824,000 
for all NYSE firms, $672,000 for primarily retail firms and $2.4 mil
lion for primarily institutional firms. While institutional firms repre
sented only 13 percent of the firms, they accounted for 52 percent of 
the firms earning $5 million and over. The 62 percent of the firms that 
were retail accowlted for only 41 percent of the firms with pretax 
income of $5 million and over. Fewer than 1 out of 10 institutional 
firms, but 7 out of 10 ret!ail firms, had pretax (>rofits under $1 million. 

These disparities in total 1968 pretax profits were due almost en
tirely to differences in the profitability of the security commission 
business. Although the primarily retail firms as a group received two
thirds of all gross security commission income, they accounted for 
only one-third of the pretax profits on this business. In contrast, in
stitutional firms as a group received only 14 percent of all security 
commission income but accounted for 39 percent of the pretax profits 
of all firms. Median pretax profit margins on the security commission 
business itself were almost 5 percent for retail firms and 27 percent 
for institutional firms. 

These higher 1968 profit margins for Institutional firms on their 
security commission business occurred despite their sharing of com
missions with retail firms. In large part tIns reflected the commission 
rate schedule in effect in 1968. This schedule did not recognize 
economies of scale in effectuating a single large order or numerous 
small orders for the same customer. According to a study done for the 
NYSE, the average cost of handling 'a 1,000- a 10,000- and a 100,000-
share order of a $40 stock was, respectively, 6, 42, and 377 times the 
100-share commission yet the commIssion charged in 19618 was, respec
tively, 10, 100, and 1,000 times the l00-share commission. 

Trading and arbitrage, underwriting and margin interest income 
accounted for most of the noncommission income of member firms. 
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The institutional firms were much more dependent on commission 
income as a percentage of their total income than were retail firms. 
netail firms, on the other hand, derived more than 10 percent of their 
other income from distributing mutual fund shares and 30 percent 
from margin interest. income (institutional firms received only mini
mal percentages of income from these sources). The highly profita
ble commission business done by institutional firms may to some ex
tent, however, have been offset by losses suffered on other business. 
Nineteen percent of the institutional firms lost money on their other 
business compared with 4 percent of the retail firms. Institutional 
firms may be willing, for example, to accept the risk of losses on block 
pos~tioning in order to attract profitable institutional commission 
busmess. 

D. DISTRIBUTION OF INCREASED INSTITUTIONAL INVESTOR BUSINESS 

Recognizing the profitability of institutional commission business 
retail firms competed for institutional customers. For most firms in
come per transaction increased between 1962 and 1968, with 11 firms 
moving to a higher category of income per transact.ion for everyone 
firm moving to a lower category. 

Institutions allocated the bulk of their commission busines~ by plac
ing agency orders with the broker-dealers of their choice. Prior to 
December 5, 1968, however, a further distribution of commissions 
was often made by directing the confirming broker-dealer to pay a 
portion of the full commiSSIOn received (that is, to "give-up" a por
tion of the commission) to other broker-dealers. Between 1964 and 
1968 the use of the customer-directed give-up by investment. companies 
increased more than 700 percent. In 1968 all but nine of the 57 invest
ment company complexes studied uspd the customer-directed give-up. 
This device was used much less frequently by other institutional in
vestors. A willingness on the part of NYSE members to give-up to 
other members as much as 70 percent of the commission on a single 
transaction was fairly common. Some brokers, in fact, were willing 
to give-up 90 percent on trades that they executed but did not clear 
or confirm. 

In 1968 three out of every five NYSE member firms received some 
compensation from investment companies in the form of give-ups. 
Investment company advisers, however, wished to route some of the 
give-ups to nonmembers of the NYSE, principally because a signifi
cant amount of fund sales were originated by nonmembers of that ex
change. Since the rules of the :NYSE did not prohibit member firms 
from executing orders on the regional exchanges, and since some re
gional exchanges not only :r;>ermltted give-ups to their own members 
but permitted give-up distrIbution to members of the NASD (which 
has about 3,700 broker-dealer members) or foreign broker-dealers, in
stitutional investors were able to expand their commission dollar dis
tribution by directing broker-dealers to execute orders on those 
regional exchanges. Brokers worked out complex methods which al
lowed the institutional investor to direct give-ups to nonmembers of 
the NYSE even when the order was executed there. Most give-up 
arrangements had one common characteristic: They permitted the 
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institution to utilize a, limited number of executing broker-dealers 
(lead brokers) that would give up a large portion of the commission 
to other broker-dealers. Thus, the number of net recipients of give
ups was about three times greater than the number of net payers. 

E. 19G8 COl\Il\IISSION RATE CHANGES 

On December 5, 1968, the NYSE adopted an interim commission rate 
structure which incorporated a volume discount and prohibited cus
tomer-directed give-ups. The Amex and regional exchanges concur
rently adopted similar 1?rovisions. The volume discount reduced 
commissions on all orders In excess of 1,000 shares on securities selling 
for less than $90 per share. In no case was the fixed minimum com
mission on a single order to exceed $100,000. 

F. IMPACT OF 19G8 COMl\USSION RATE CHANGES 

One of the major effects of the prohibition of customer directed give
ups was to increase the number of broker-dealers confirming institu
tional transactions. A number of firms that received no actual (as 
opposed to give-up) commissions in 1968 began to do so in 1969. Those 
NYSE member firms that were net payers of give-ups in 1968, as t\ 
group, received in 1969 a smaller percentage of total t\ctual investment 
company commissions (67 1?ercent in 1969, 81 percent in 1968). 

Although those firms whIch in 1968 were net give-up payers were 
affected in 1969 by the volume discount to a much greater extent than 
those firms which were net give-up recipients in 1968, in general the 
give-up prohibition more than offset the volume discount's impact. The 
firms which were give-up payers in 1968 received $57.1 million less in 
t\ctual commissions in 1969, but because of the give-up prohibition they 
retained all their t\ctual commissions whereas in 1968 they had paid out 
$58.2 million in give-ups. 

G. PROFITABILITY OF INSTITUTIONAL INVESTOR BUSINESS IN 1969-70 

The profitability of NYSE member firms declined greatly in 1969. 
Thirty-seven percent of NYSE members lost money in 1969, while 
only about 3.percent had lost money in 1968. The 1969 increase in such 
costs as interest, clerical and administrative salaries, and office and 
equipment expenses, contributed to the decline in profitability in all 
firms. 

The most profitable firms in 1969, as in 1968, were institutional 
firms. The retail firms were hit hardest by the volume decline. Forty
two percent showed losses in 1969 while only 18 percent of the institu
tional firms showed losses. The median pretax profit during this 
period for all firms was $128,000, for retail firms, $6:3,000, and for 
mstitutional firms, $7.22,000. More than one-third of the institutional 
firms had a 19;69 pretax profit ma,rgin on commission business in excess 
'of 30 percent, while less than 6 percent of the reta,il firms had tha,t 
high a profit ma,rgin. . 

In part the contmued differences in profitability between retail and 
institutiona,l firms reflects a commission mte schedule that, despite the 
December 5, 1968, cha,nges, has not fully adjusted to the costs of doing 
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business. According to a study done for the NYSE, the cost of han
dling a single small order sometimes exceeded the commission rate. The 
cost of handling It large order still left room for a sub3tantial profit. 

2. ALLocATION OF COl\UUSSIONS AND OVER-THE-COUNTER BUSINESS 
BY INSTITUTIONS 

A. COl\Il\[1SSIONS PAID BY INSTITUTIONAL INVESTORS 

Most commissions paid in 1968 by the institutional investors in the 
Study's sample were for the execution of stock exchange tran&wtions. 
A lesser amount was paid for the execution of over-the-counter agency 
transactions. 

Investment companies and bank trust departments were by far the 
largest source of institutional brokerage commissions. These two cate
gories of institutional investors paid out about seven times more brok
erage commissions than aU other institutional investors combined 
(that is, the non investment company accounts of the largest investment 
advisers, life insurance companies, property and liability insurance 
company, and self-administered pension funds, educational endow
ments, and foundations). Six banks and seven investment company 
complexes paid out 38 percent of the total commissions reported by 
all the institutions studied. 

Institutions tend to pay commissions to a large number of broker
dealers. The average bank in the Study's sample (the 50 largest trust 
departments), for instance, received confirmations from 2'12 broker
dealers, the average investment company complex (the 57 largest 
complexes) from 136 broker-dealers. Banks on the average used glve
ups in 1968 to compensate an additional six broker-dealers and in
,vestment companies an 'additional 59 broker-dealers. The largest 
broker-dealer recipients of commissions from any category of instItu
tions, on the other hand, received it high percentage of the total com
mission dollars paid out by that category. Fifty broker-dealers ac
counted for 59 percent of the commissIOns paid in 1958 by all of the 
institutions studied. 

Most broker-dealers in the Study's random sample receiving institu
tional commissions tended to have three common characteristics: an 
NYSE membership, strong capitalization, and high gross income. 

Over 98 percent of the NYSE member firms in the sample received 
some commissions from the Study's &'1JIlple of institutions. Fifty-nine 
percent of the NYSE firms (but only 18 percent of the nonmembers 
of the NYSE) received over 5 percent of their gross income in insti
tutional commissions. Of the firms receiving more than $1 million 
in institutional commissions, 92 percent were members of the NYSE; 
the remainder were members of the Midwest or Pacific Coast Stock 
Exchanges. 

Fifty-five percent of the firms with less than $100,000 total capital 
received no institutional commissions. On the other hand, all the firms 
with over $5 million total capital received some institutional com
missions and 44 percent of these firms received over $1 million in in
stitutional commissions. Fifty-four percent of the broker-dealers with 
gross income over $5 million received at least $500,000 in institutional 
commissions. 
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B. OTC NET TRADES IN STOCK BY INSTITUTIONAL INVESTORS 

On lllany occasions an institution will transact at net prices in the 
over-the-counter market for listed n,nd unlisted securIties with a 
dealer that is purchasing the stock for, or selling the stock from, its 
own account. The, banks and investment companies accounted for 
most of these transactions, in fact, $10 billion of the $11 billion total 
for all institutions in the sample. The number of broker-dealers deal
ing at net prices with institutions is far smaller than the number 
acting as agents. Only the banks, the investment adviser managed 
~nvestment company complexes and the other acco.unts managed by 
lllvestment advisers averaged such OTC trades wlth more than 15 
broker-dealers. Moreoverl the business was even more highly con
centrated than the commIssion business, with 10 broker-dealers han
dling more than half of the net trades reported by each type of 
institution. The four broker-dealers with the largest volume of these 
trades and two of the remaining six in the top 10 by volume made 
OTC markets in listed securities. For some of these firms much of 
their institutional OTC business was in stocks in which they did not 
make markets. In all, 56 percent of the total oro net trades in 
both listed and unlisted stocks was done with firms that made such 
markets. 

Almost three-quarters of the broker-dealers in the Study's random 
sample with more than $10 million in institutional OTC net trades 
were members of the NYSE, and, like those firms receiving commis
~ion business, tended to be heavily capitalized and to have high gross 
lllcomes. 

C. CUSTOl\fER DESIGNATION OF BROKER-D}~AI~l':RS 

The manager of an account does not always trade for the account. 
When the manager does trade, it is not always granted the authority 
to choose the broker-dealer. A customer, for example, may want to 
reward a particular broker-dealer which may have introduced the 
account to the manager, which may have some affiliation with the 
customer (a large donor to a college whose endowment fund is the 
account or an investment banker for a company whose pension fund 
is the account) or which may have performed some service for the 
institution (such as pension fund performance evaluation). Where an 
investment adviser or bank trust department is managing individual 
accounts, the customer may have a relative or friend through whom 
he wishes account brokerage handled. 

The brokerage for about one-third of the investment adviser-man
aged accounts and more than two-thirds of the bank-managed ac
counts was reported to be free of customer designation. Some 
accounts designate a broker-dealer but allow the bank or adviser 
discretion to deviate from that choice if circumstances warrant. Other 
accounts allow discretion as long as certain amounts of unrelated 
commissions are paid to the designated broker-dealer. 

Eleven percent of the broker-dealers receiving bank commissions 
received only "free commissions" (undesignated) and an additional 
23 percent received at least 80 percent of their bank commissions as 
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free commissions. Eighteen percent of the broker-dealers, however, 
received almost all of their brokerage commissions from banks solely 
because one or more customers had so designated. 

D. EXECUTION AND CLEARANCE 

More than one-half of the orders to purchase and sell stocks for 
bank trust departments and nonbank trusts and estates are for 100 
shares or less. The techniques involved in the execution of these 
smaller orders have remained unchanged for decades. On the other 
hand, the orders of insurance compames, investment companies and 
pension funds are frequently of large size. The institutional broker
dealer receives such an order because it has developed the ability to 
find the other side of the transaction among institutions and other 
lttrge investors. 

When seeking an execution in unlisted stocks more than four-fifths 
of the institutional investors surveyed 'by the Study dealt on a prin
cipal basis directly with a marketmaker at least a majority of the 
time. Institutions gave better price, better market quotes and more 
depth as the reasons for going directly to market-makers. In some 
cases, though, an institution might decide to use a broker to com
pensate it for unreleated servic'es or because the broker may be more 
fa.milia.r with the various market-makers and therefore be able to 
obtain a better execution. Self-administered institutions, such as en
dowments and pension funds, tend to deal through agents more often 
than institutional managers of other people's money. 

Although executions III many listed securities may also be obtained 
net in the third market, two-fifths of the institutions surveyed did not 
check third market quotations, and only one-fifth checked third market 
quotations 011 a majority of their trades. Most institutions cited either 
inability of some third market-makers to accept large trades or im
portance of using the auction market for small trades for their reluc
tance to check third market quotations. Some institutions expressed 
a belief that an execution unsubstantiated by a tape print could be 
susceptible to criticism whereas an execution on a regulated exchange 
could rarely be questioned. Other institutions expressed a preference 
for the third market, stating that it may offer a better price (after 
taking commissions into account), allows direct negotiation of the 
price, offers It known price at which the trade will be accomplished, 
and offers more rapid stock delivery. Some of these institutions claimed 
that a large order sent to the third market will not adversely affect 
the exchange auction market. Some banks (one bank accounted for 
more than one-half of the total) have increased their own income by 
executing agency and custody orders in bhe third market at net prices 
and charging the account the net price plus a full or partial 
commission. 

Only about one-fifth of the institutions surveyed "ordinarily" 
granted a broker-dealer discretion as to the timing of transactions to 
effectuate a single investment decision. Thirty percent of the institu
tions "occasionally" granted such discretion while almost two-fifths 
"never" granted it. 

One-half of the institutions surveyed "always" or "ordinarily" 
granted discretion to choose the executing market, and an additional 
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quarter "occasionalli' granted such discretion. It must be remem
bered, however, that choice of the broker-dealer may be the choice of 
the market. For example, when an NYSE member receives an order 
from an institution the institution may well contemplate an NYSE 
execution. Similarly, an order given to a third-market firm is expected 
to be executed off the exchange. 

In most instances no price discretion is granted to the broker-dealer. 
Rather, the institution will either place a price limit o'n the order or 
request the broker-dealer to check back with the institution before 
execution. 

Clearance and settlement is the "process whereby the purchaser of a 
security receives the certificates and the seller receives the proceeds of 
the transaction. Unlike transactions of most individuals, institutional 
investors usually do not pay for a trade until the ceItificate is delivered 
to it or its custodian. It is consequently possible for an institution to 
retain the cash needed to pay for a security it has agreed to purchase 
(the purchase of which it immediately reflects in the institutional 
portfolio) for some period of time until settlement-a period that has 
become extended by reason of the fails problem and rejection of partial 
deliveries. The retained cash can in the meantime be put to double 
use, earning some return. Often it is the custodian of the institution's 
portfolio (usually a bank) to whom the institution has transmitted 
funds for the purchase rather than the institution itself that benefits 
from the arrangement. It is the broker-dealer who bears the cost of this 
situation since it must carry the securities until payment is received. 
Various proposals are now pending to facilitate the completion of 
deliveries of securities to institutional investors. 

}~. INSITUTIONAL INVESTOR PAYMENTS FOR RES}~AnCII 

The magnitude of institutional payments allocated to research is 
based on two factors, the amount of research needed to supplement 
that produced by the institution and the alternative uses to which the 
generated commissions may be put. Insurance companies and other 
self-administered institutions in the Study's sample presently have few 
alternative uses of commission dollars and reported often paying all or 
most of their commissions to firms providing them with research. 
Hanks, on the other hand, reported allocating only 12 percent of their 
total "free commissions" for research (two banks accounted for more 
than a fourth of the total commissions paid by banks for this purpose) 
and investment company complexes repoIted allocating 23 percent of 
their commissions for this purpose. 

In 1968, investment companies paid research commissions to an aver
age of 88 broker-dealers while banks paid such commissions to an 
average of 49 broker-dealers. In dollar value, however, research com
missions tended to be concentrated among a few broker-dealers. In 
terms of total broker-dealer gross income, banks and investment com
pany commissions allocated for research are relatively insignificant, 
eomprising about 1.4 percent of the total. 

In the 1968 NYSE firms had research expenses of $97 million, or 
2.4 percent of total expenses. Those NYSE firms dealing primarily 
with institutional investors incurred greater research expenses, both 
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absolutely and in relation to total expenses, than did firms dealing 
primarily with the public. While the median research expense per 
retail firm was $45,000, the median for institutional firms was $129,000. 

}'. OTHER S}jRVICES OFFERED TO INSTITUTIONAL INVESTORS 

In addition to execution and research, broker-dealers offer other 
brokerage-related services to institutional investors including port
folio valuation, custody of securities, financing of margin accounts and 
facilities for communication between the institution and the broker
dealer. 

Many broker-dealers offer to value institutional investor portfolios 
ns often ns twice daily, and some broker-dealers also offer to meas
ure the portfolio performance of the institution. Many broker-dealers 
offer direct, free wires to institutions that generate a substantial com
mission volume, enough to justify the cost of the wire. Most institu
tional investors, however, do not use the custody service of a broker
dealer, preferring instead to use bank custodians. Also, most of them 
do not tmde through a margin account-only about 3 percent of the 
total trading of institutional investors was margined. 

G. RECIPROCITY 

Reciprocity (pUI'~hasing products or services from those purchasing 
your :products and services) is a well-documented form of business 
behavlOr in the securities industry. Also well documented, however, 
arc the economic and legal problems attending reciprocal arrange· 
ments. The ability to negotiate terms of reciprocal arrangements for 
many institutional investors has aspects of negotiating commission 
rates. However, unJike negotiated rates where negotiation could accrue 
benefits directly to the account managed, reciprocity often tends to 
benefit the manager and not the account. Absent a specific credit, the 
accounts benefit only to the extent that management fees and sales 
loads may be lower than they would be in the absence of reciprocity. 
Reciprocal considerations bearing on the allocation of portfolio busi
ness create a potential conflict of mterest between the manager and its 
account in ehoosing a broker-dealer or market to use when executing 
an order. In the past, pressure for lower or negotiated commission 
rates has come primarily from those institutional investors who have 
not been able to receive the benefits of reciprocity and those self-man
aged institutions for which reciprocity is a cumbersome, cireuitous way 
of recapturing part of the fixed commission. These institutions, in
cluding the insurance companies and the advisers to mutual funds sold 
by captive sales forces, represent a small but nevertheless significant 
portion of the commissions paid by institutions. 

Broker-dealers strongly enhance the probability of receiving port
folio brokerage from a bank by maintaining a deposit at that bank. 
Eighty-seven percent of bank's free commIssions were paid to de
positors. Seven of the 46 banks studied paid almost 98 percent of 
their free, commissions to depositors. 

Extensive interviews with both broker-dealers and banks indicate 
that the relationship between depositors and commission recipients 
is not one of chance. The bank traders, for example, reported receiv-
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ing periodic memoranda outlining the current commercial relation
ShIpS with broker-dealers. Some of these memoranda simply suggested 
broker-dealers to be used. Others were less precatory, listing the dollar 
amounts of commissions to be paid to indivIdual broker-dealers. Banks 
and broker-dealers sometimes met to negotiate or renegotiate the flow 
of deposits or commissions, reflecting the increased or decreased activ
ity of either party. 

A random sample of broker-dealers illustrated the extent of these 
commercial relationships. The broker-dealers in the sample avera~ed 
11 de~osit relationships with banks. Six of these accounts were' in
active' accounts having fewer than 10 transactions during a Ph-year 
period. Although the maintenance of an "inactive" account may have 
some business justification, the pervasiveness of the practice suggests 
that many of the accounts reflect a need to maintain the commercial 
relationship necessary to the receipt of commission business. 

After giving prionty to customer designations and research obliga
tions, some banks systematically allocated commissions among broker
dealer depositors. The banks in the sample on the average paid out 
available commissions (total commissions less designated and re
search commissions) equal to 10.4 cents for every dollar in deposit 
accounts: The banks interviewed indicated that the ratio to the broker
dealer may actually run closer to 15 to 25 percent of the deposit bal
ance because of the float in the active accounts. 

Many banks, in the face of a warning by the Antitrust Division of 
the Department of Justice, as well as suits filed on behalf of indi
viduals, claim to have abandoned or modified their former methods 
of allocation. 

Most mutual fund sales in the United States are made by inde
pendent broker-dealers, not affiliated with the manager or principal 
underwriter of the mutual fund. Independent broker-dealers can 
enhance their probability of receiving mutual fund brokerage com
missions by becoming sellers of the funds' shares. Some of the fund 
complexes studied chose, almost exclusively, to send portfolio orders 
to broker-dealers selling the funds' shares. 

The mutual fund adviser is limited, however, in the amount of 
brokerage it can channel to the fund seller. The average size of the 
fund's portfolio order is relatively large, but (in terms of the num
ber of sellers but not volume of sales) retailers of the funds' shares 
are usually small nonmember broker-dealers without the capacity to 
execute and clear such transactions. Thus, although most of the com
mission dollars generated by mutual funds are paid out to fund 
sellers, most fund sellers receive no portfolio brokerage from the 
funds they sell. 

Since approximately four-fifths of total investment company trans
actions are on the NYSE, the NYSE members are in a posit.ion to be 
compensated with direct commission dollars. Transactions in NYSE
listed securities may also be directed to regional exchanges where 
those securities are dually traded in order to compensate rE'gional 
exchange members for their selling efforts. It is difficult, however, 
for the investment company adviser (especially since the "give-up" 
prohibition of December 5, 1968) to compensate the nonmember of 
any exchange. The advantage held by NYSE members has increased 
their incentive to retail fund shares. Between 1!)~2 and 1!)f19 their per
centage of total mutual fund sales increased from 21 to 39 percent. 
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Insurance companies will, in some instances, consider insurance 
relationships in the choice of a broker-dealer. In no case has ,the Study 
discovered brokerage allocations systematically related to insurance 
premiums. It is not unusual, however, for a broker-dealer to pur
chase insurance coverage from more than one insurer in the hope of 
maximizing the receipt of insurance company brokerage business. 
Two recent derelopments increase the potential for broker-dealer and 
insurance company reciprocity: First, insurance companies are selling 
mutual funds and could utilize independent broker-dealers to dis
tribute the shares. Second, members of at least one exchange, the 
Midwest Stock Exchange, are now permitted to sell insurance. 

3. AFFILIATIONS BETWEEN INSTITUTIONAl, INVESTORS AND 

BROKER-DEALERS 

A. 'l'YI'ES 0J0' AFFILIATIONS BETWEEN INSTITUTIONAL INVESTORS AND 

BROKER-DEALERS 

Institutional investors, especially investment advisers with captive 
sales organizations and insurance companies, have in recent years 
affiliated through ownership with broker-dealers that execute and/or 
clear securities transactions. Broker-dealer affiliations of institutional 
investors in the past were mostly between an investment adviser to a 
mutual fund and the principal underwriter (distributor) of the 
funds' shares who was required to register as a broker-dealer. The new 
class of affiliates that execute and clear securities transactions are in 
some cases structured to do so for only the accounts managed by the 
instit.utional investor, in some cases only for others, and in some cases 
to do both. 

B. THE LEGAL ENVIRONMENT 

These affiliations are not prohibited by the Federal securities laws 
and do not appear to be prohibited by the Federal banking laws. 

O. STOCK EXOHANGE REQUIREMENTS 

Institutional membership has, however, been severely restricted by 
the constitutions and rules of the various exchanges. The NYSE, prior 
to 1970, prohibited public ownership of member firms, thus precluding 
t.he largest institutional investors from membership. The rules, how
ever, dId permit membership to privately held organizations whose 
primary purpose was the brokerage business. 'Within this framework, 
m 1969 almost half of the member firms received advisory fees from 
accounts managed by themselves or their adviser subsidiaries. These 
fees totaled $44 million after offsetting, in some cases, commissions 
generated by the advisory account. Since early in 1970 the NYSE has 
permitted public ownership of its members with certain restrictions. 
These include a provision that the "primary purJ?ose" of the member 
firm and any parent must be the brokerage busmess.1 Since for the 

1 The CommIssIon dId not object to the InclusIon of this requIrement; however, It dId 
IndIcate that It Intended to review "both the approorlateness of the requIrement and the 
su!!,gested standards for Its determInatIon • • • after we have the benefit of the 
exchange's study of Institutional membership which we have requested to be completed no 
later than July 1, 1970." Securities Exchange Act Release No. 8849 (Mar. 26, 1970). The 
study referred to has not been completed. 
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purpose of determining the primary purpose advisory fees are not 
considered part of the brokerage business, this provision effectively 
precludes most institutional investors from owning more than 25 per
cent of the voting stock of any member. 

The regional stock exchanges have been more permissive than the 
NYSE in permitting subsidiaries of institutional investors to join. 
The Philadelphia-Baltimore-Washington Stock Exchan~ has no pro
vision prohibiting institutional investors or their subsIdiaries from 
joining and many have joined. AJthough the Pacific Coast Stock Ex
change had no prohibitions until 1965, after one large mutual fund ad
viser joined, it immediately passed rules against such membership. 
Since then these rules have frequently been changed, o~ten under threat 
of antitrust suits, to permit broker-dealer subsidiaries of institutional 
investors desiring membership to join. The present rules, while restric
tive, give to the exchange's board of governors certain exemptive pow
ers which have facilitated membershIp for subsidiaries of institutlOnal 
investors. The rules of the Midwest Stock Exchange specifically I?ro
hibited most institutional investors from membershrp, but were reVIsed 
in 1970 as part of the program to implement pubhc ownership. Un
like the NYSE, whose rules exclude from membershiJ> any broker
dealer with a parent not in the securities business, the MIdwest permits 
such members as long as their parents agree to comply with certain 
reporting and other requirements. The rules of that exchange permit 
membership to any broker-dealer doing a "general" and "I?ublic" se
curities business, with more than half of the revenues derIVed from 
other than affiliates. 

Institutional membership has been sought primarily by those insti
tutional investors, such as insurance companies and advisers to in
vestment companies sold by captive sales forces, which could not avail 
themselves of reciprocity with broker-dealers. The potential loss of 
reciprocity to banks and investment advisers because of antitrust ac
tions could have two possible consequences. Many of these institutional 
investors deprived of their significant course of reciprocal income may 
decide to affiliate with a broker-dealer with the intent of directly re
ceiving income from commissions paid by their customers which they 
have received indirectly in the past. Others may decide not to affiliate 
but may exert pressure on the exchanges, the Commission and others 
to take action to reduce commissions. The unequal membership rules of 
the exchanges has led to a trend toward institutional investors joining 
some regional exchanges and pl!.Lcing orders away from the primary 
market in New York. As long as the NYSE has a minimum commission 
rate which the institutional investors do not believe to be "reasonable," 
and as long as the NYSE prohibits these institutional investors from 
membership, it is probable that this trend will not only continue but 
will accelerate. 



IN11WDUCTION TO PART FOUR: hIPACTS OF INSTITUTIONAL INVESTORS 
ON CORPORATE ISSUERS 

Earlier parts of the Study have considered the operational charac
teristics of various types of financial institutions and their impacts on 
the securities markets. In Pltrt Four, the Study examines relationships 
between institutions and the companies whose equity securities th",.:, 
purchase or hold. 

A. CORPORATE FINANCING 

Chapter XIV focuses on purchase by institutions of equity securi
ties from issuers in non public offerings and in initial public offerings. 
As developed in Part Three, institutions luvye become a major factor in 
the secondary equity markets, accounting for an increasingly sub
stantial portion of trading volume on national securities exchanges' 
and in the third and fourth markets. Institutional participation in 
primary financing-that is, purchase of equity securities directly from 
corporate issuers (or from professional underwriters of new issues)
represents only a small percentage of total institutional holdings. 
However, such participation is significant because of its direct impact 
on the availability of external funds to corporate issuers. 

Companies generally have no control over the acquisition by institu
tions of their securities in the secondary markets; the relationships 
Itrising out of such purchases ordinarily do not reflect any initiative on 
the part of the portfolio company. On the other hand, corporate 
issuers do have t.he right of initiation with respect to new issues of 
their ·securities. Companies determine in the first instance whether to 
issue additional securities and what kind of securities to issue. ·Where 
a non public offering (or "private placement") is contemplated, the 
company mlty, in effect, select its shareholders. By Rarticipating in 
such transactions, the shareholders acquire "restricted' securities that 
ordinltrily cannot be publicly resold except by compliance with the reg
istration requirements of the Securities Act of 1933. Although an ini
tial public offering by a company does not afford the same opportu
nities to direct the placement of securities because of the customary use 
of It professional underwriter, there may still be some element of initia
tive on the part of the issuer to the extent that particular underwriters 
deal with certain types of investors. 

Chapter XIV evaluates the extent to which institutional investors 
have been a significant factor in primary equity financing: 

Their involvement in venture capital investments, which are 
of great importance to companies in the developmental stage and 
wInch, if successful, also may come to dominate the institution's 
portfolio; 

Their involvement in private placements, in which the institu
tion receives unregistered, restricted securities; and 

(113) 
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Their involvement in initial public offerings, in which the com
pany for t.he first time invites general public investment. 

The analysis is designed to afford insight into the nature as well aoS 
the extent of institutional participation in corporate financing. It 
covers the number and types of institutions that are most likely to 
make such investments, the size and types of companies in which in
stitutions are most likely to make such investments, the potential rates 
of return obtained by institutions from such investments, and the 
numbers and types of broker-dealers that are most likely to serve as 
underwriters for first public offerings in which institutions are sub
stantial participants. Consideration also is given to the opportunities 
and benefits available to institutions relative to the general investing 
public. 

B. CORPORATE DECISION:M:AKING AND CONTROL 

Chapter XV focuses on institutions as shareholders or represent!l
tives of shareholders in publicly-held corporate enterprises. By par
ticipation in primary financings and by purchases in the secondary 
markets, institutions have become major holders of corporate eguity 
securities. Their holdings, considered independently and in conJunc
tion with any personnel or business relationships they may have with 
portfolio companies, create a potential element of influence or control 
over many issuers. The fundamental question confronting institu
tional, corporate, and governmental policymakers is whether the exist
ence and use of this potential economic power can be reconciled with 
the obligations of institutional financial managers to their own bene
ficiaries and with the rights and interests of other (noninstitutional) 
investors. 

In the first main section of chapter XV the Study surveys the way 
in which existing laws define or regulate the role of mstitutIOns within 
the structure of corporate power. The next two sections of the chapter 
examine, from a statistical point of view, the extent of economic power 
accruing to institutional investors from shareholding, personnel and 
business relationships with corporations. An attempt is made to por
tray the extent to which the largest institutions hold in their portfolios 
the outstanding shares of a broad sample of 'Public compames. There 
also is an analysis of intercorrelations between shareholdings and cer
tain types of personnel and business relationships linking institutions 
and companies. 

The final two sections of the chapter examine the extent to which 
the large institutions surveyed have actually exercised economic power 
by involvement in corporate decisionmaking and in transfers of cor
porate control. The Study explores the reasons for such involvement, 
Its prevalence and its impacts on the companies concerned. 

C. SOURCE OF FINDINGS 

The findings in chapter XIV are based upon extensive responses to 
questionnaires, fully described in the chapter. The sections in chapter 
XV on institutional shareholdings and on institutional personnel and 
business relationships also are derived from statistical questiOlmaires, 
described in the chapter. 
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While questionnaires were also utilized for the section on involve
ment in corporate decisionmaking, they proved to be unsatisfactory 
in many respects because of the essentially subjective nature of the 
information sought: The policies and views of the institutions, and 
instances of informal participation or consultation all are matters not 
the subject of ordinary records or susceptible of ready recall and 
verification. Therefore, reliance necessarily was placed upon inter
views with institutional and corporate financial managers. 

In the final section on transfers of corporate control, the Study 
conducted or drew on a number of case studies disclosing specific 
instances of institutional involvement. Since aggregate statistical data 
on such involvement would have been virtually impossible to obtain, 
the case studies provided the only feasible means of investigating, as 
requested by Congress, the effect of institutional investors on corporate 
issuers in transfers of control. 

53-940 O-·71-pt. 8-11 



Chapter XIV 

INSTITUTIONAL PARTICIPATION IN NEW EQUITY 
FINANCING 

This chapter describes the significant role financial institutions of 
various types play in providing equity financing for corporations, 
particularly smaller, less establIshed corporations. Thus, unlike the 
focus of Part Three of the Study on the secondary trading markets, 
here the focus is on the primary issue market-although attention is 
also 1?aid to immediate aftermarket effects of institutional participa
tion m this market. Institutional purchases in public offerings and 
private placements of both common stock and convertible debt securi
ties are examined in the chapter. 

Two factors should be recognized in connection with consideration 
of this cha1?ter. First, the Study's data relate to a period of unusual 
market actIvity when all investors, including institutions, tended to 
make riskier lllvestments. This was also a period of increasingly 
restricted credit. Second, institutional participation in direct equity 
financing of corporations, although important to those corporations, 
is not in the aggregate significant to institutions. For example, only 
0.3 to 0.4 percent of gross purchases of securities by institutions are 
purchases of securities in first public offerings. 

1. VENTURE CAPITAL INVESTMENTS 

The participation of financial institutions in the financing of cor
porations was significant in the area of venture capital investments. 
This is particularly important, since by definition these transactions 
represent investments in smaller and, perhaps more important, newer 
companies without the history of operations or equity base to attract 
other forms of capital. The Study defined a venture capital investment 
as the purchase of a security in a private placement from an issuing 
company whose average net earnings over the 2 years preceding the 
year of purchase did not exceed $250,000. 

Twenty-five percent of the value of venture capital transactions 
reported by the broker-dealers involved companies with a deficit and 
an additional 58 percent involved companies with earnings of between 
$0 and $100,000. The comparable figures for venture capital invest
ments made hy financial institutions were 29 percent and 51 percent, 
respectively. This tendency to invest in newer companies is limited, 
however, by the tendency of institutions to concentrate their venture 
capital investments in relatively few industries. 

Broker-dealers in the Study's sample placed a total of $765 million 
of private venture capital investments in 784 different transactions in
volving 638 different issuers during the period from .January 1965 
through September 1969. This represents the majority of venture capi-
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tal investments placed by broker-dealers during this period. The 
broker-dealers themselves invested $13_8 million of this amount; un
ttffiliated financial institutions, $350 million; and private investors, 
$277 million. 

Obtaining venture capital often laid a foundation for ultimately 
obtn,ining public financing, generally within a relatively short time 
after the investment. Of the 638 issuers, 160 made their first regiso 

tered public offerings of common stock subsequent to the venture cap
ital investment, and 19 made their first offerings pursuant to an ex
emption from registration under Regu!rution A. The Study analyzed 
48 of the registered public offerings and estimated the average period 
between the venture capital investment and the public offering to 
have been 11.5 months. 

Presumably, the equity base provided by venture capital invest
ments would also facilitate the obtaining of other forms of capital, 
such as bank loans, by such companies. However, this appears to have 
been an expensive source of financing for these corporations. 

Potential gains to financial institutions and others making venture 
capital investments were significant. Investments were made at sub
stantial discounts, resulting in significant potential profits to the 
institutions involved. For the 48 offerings analyzed, the Study esti
mated that the a.verage (nonannualized) percentage price change of 
the secm'ities received in the private placement between the dates of the 
private placement and the public offering was in excess of 716 percent. 
(In two additional offel1ings the percentage changes were ln excess of 
10,000 percent. These observations were deleted to avoid their distort
ing the avel:age.) This is not intended to represent actual gains 
realized by institutions in connection with venture capital investments, 
or to suggest that such price changes are peculiarily within the experi
ence of institutional investors. 

It is interesting to note that the placement of venture capital invest
ments is concentrated among relatively few broker-dealers. One broker
dealer accounted for 8.9 percent of all venture capital placements; two 
for 16.4 percent; 10 for 57.2 percent and 25 for 72.7 percent. Ten of 
these 25 broker-dealers sold more than 50 percent of the value of the 
transactions they respectively negotiated to institutional investors. 

The companies which obtained venture capital and which made 
their first public offerings, .J anuary 1967 through March 1970, are 
concentrated within relatively few industries including those industries 
which attracted considerable attention during the period of heavy 
market activity. Business services, includifig data processing, for ex
ample, accounted for 10.2 percent of the value of all first registered 
and underwrittell offerings and for 28 percent of the vnlue of all ven
ture capital placements. The top 10 industries (out of a population 
of 100 industries) accounted for 57 l?ercent of all first offerings in the 
period described above; these same mdustries accounted for 60.4 per
cent of the value of the venture capital placements. The industries 
were: (1) real estate, (2) advertising, data processing, and miseel
laneous businesses, (3) engines, machmery, (4) medical services, (5) 
electrieal machinery and products, (6) wholesale trade, (7) scientific 
and medical instruments, (8) food products, (9) retail restaurants, 
(10) retail trade-general merchandise. 
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2. RES'l'HIC'l'ED SECURITIES 

Financial institutions also contributed significantly to the equity 
financing of corporations through purchase of restricted securities 
(securities which, generally, cannot be resold immediately by the pur
chaser without registration under the Securities Act of 1933). In
stitutions in the Study's sample representing approximately 64 per
cent of the assets managed by all financial instItutions, invested $3.5 
billion in purchases of restricted securities (including, of course, ven
ture capital investments) comprising common stock and debt with 
equity features, in the period January 1966 through June 1969. In
surance companies (with 75 percent of all insurance company assets) 
purchased $1.3 billion of debt securities with equity features in pri
vate placements during that period. The Study estimates that invest
ment advisers, with 70 percent of all assets managed by investment 
advisers, purchased $516 million of equity securities in private place
ments during the same period. In addition, during that period bank 
trust departments with 69.5 percent of all bank administered assets 
purchased $581 million of debt securities with equity features and $215 
million of eC(Uity securities in private placements. 

Here, as wIth respect to venture capital investments, potential g;ains 
accruing to purchasers of restricted securities, including financial in
stitutions, were significant. The average discount from market price 
of securities of the same class applied to purchases of restricted com
mon stock was 24 percent. These discounts were generally higher for 
over-the-counter stocks than for listed stocks. Investment advisers 
generally obtained higher discounts than did banks, perhaps becausr 
l11vestment advisers tended to purchase proportionally more of the 
securities of smaller, less established companies. The discounts on 
average were higher in periods of higher stock prices. .. 

Purchases of restricted securities were concentrated among a rela
tively small number of institutions. One bank purchased 47.1 pel'c~nt 
of all the restricted equity securities purchased by the 47 banks in 
the sample. Five banks in the sample purchased 77.4 percent. The 
comparable figures for bank purchases of equity-related debt were 
35.8 percent for one bank and 79.8 percent for five banks, r~spectiv~.ly. 
One investment adviser purchased 37.8 percent of all restrIcted eqmty 
securities purchased by the Study's sample of investment adVIsers 
and five investment advisers purchased 83.7 percent. The compamble 
figures for purchases by life insurance companies of eq':lity relnted 
debt securities were 22.7 percent and 63.9 percent, respectIvely. 

Institutional holdings of restricted ~ecurities involve smaller,.I~ 
established companies than the compames whose marketable securItIes 
are held in instItutional portfolios. Of the value of the purchases by 
banks of restricted securities of publicly held companie.s,. 42.~ per
cent involved companies whose sales were les~ than $20 mIlh?l1 m the 
year prior to the year of the purchase. For mvestment adVIsers, the 
comparable figure was 31.7 percent; for life insurance companies, 21.1. 
percent. Banks allocated 34.8 percent of the v~lue of their p,urehases 
of restricted securities in pu~li~ly-held ?ompames to c~mpames whose 
earnings were less than .$1 ~mlhol1; for mves~ment adVIsers, the figme 
was 63.3 percent; for lIfe msurance compames, 31.7 percent. 

Although the Study dra \VS no conclusion~ with resp.e~t to.the meth.ods 
used by financial institutions to value restl'lcted securItIes, It recogmzes 
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that this is an important question, and the data developed by the 
Study should be helpful in further consideration of this subject from 
the standpoint of compensation to institutional managers and ad
visers and public disclosure of portfolio practices. Instltutions used 
a variety of methods to value their holdings of restricted securities. 
Banks valued their purchases of restricted common stock at the mar
ket value of similar securities at the time of purchase of the restricted 
securities with respect to 42.7 percent of the value of their transac
tions; investment advisers used this method with respect to 41.3 per
cent of the value of their' trans!wtions. 

3. FIRST OFFERINGS 

Financial institutions further participated in equity financing of 
corporations, particularly smaller corporations, through purchases of 
securities in first public offerings. Issuance of securities by smaller 
corporations (as determined b~ sales and net earnings) has in recent 
years been an important factor III absolute terms in number of offerings 
and in aggregate dollars raised. It has also been important in relative 
terms, compared to new offerings by larger more established compa
nies; and compared to the volume of trading in the secondary mar
kets. Institutions have played a substantial role in financing these cor
vorations. As discussed below, however, the potential gains accruing to 
lllstitutions from this role have been large. 

Institutions purchased at the offering price shares valued at $148 
million, or 31 vercent of a sample of 84 first offerings of common stock 
(generally prImary offerings and sometimes primary combined with 
secondary offerings of common stock) valued at $479 million. The 
Study's saml?le was taken from a list of all underwr.itten first offerings 
registered wIth the Conunission and offered between January 1, 1968 
and June 30, 1969. It should be recognized that this period was one of 
unusual activity in the market for first offerings which may have 
affected the results of the Study's analysis. 

Financial institutions purchased, as with respect to their venture 
capital investments and purchases of restricted securities, securities in 
first offerings of many less established companies without significant 
histories of earnings. For example, they purchased 16.6 percent of the 
first offetings of companies with no reported sales and 35.1 percent of 
the offerings of companies with reported sales of $25 million to approx
imately $100 million. They purchased 23.1 percent of the offerings of 
companies with no reported net earnings and 32.1 percent of the of
ferings of companies whose reported earnings equaled $1 million or 
more. 

The Study's data also indicates a concentration of sales of first of
ferings to institutions among a relatively small group of underwriters. 
Five underwriters account for 14.1 percent of all institutional sales; 
10 underwriters for 23.3 percent; and 32 underwriters for 50.3 per
cent. In most cases, these underwriters are also prominent in the retail 
institutional brokerage business. . 

Differences among institutions in regard to the extent of their pur
~ha~es C?f first offeri~gs ~s d~rectly related to the sizes of the respective 
lllstItutlOns. Large lllstItutlOns tend to purchase more securities in 
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first offerings. However, the preferences of individual institutions for 
particular types of investments also is a factor. 

The concentration among institutions in regard to the pu ['chases 
of first offerings, although substantial, is less than in the concentra
tion of institutional holdings of common stock. Where three imtitu·· 
tions accounted for 10 percent of common stockholdings, four institu
tions accounted for 10 percent of all institutional purchases of firAt 
offerings. Where 25 institutions accounted for 40 percent of institu
tional holdings of common stock, 48 institutions accounted for 40 per
cent of institutional purchases of first offerings. Banks account I'd fOl' 
28.1 percent of all institutional purchases; 10 banks for lUi per<;ent 
of all institutional purchases. Investment advisers accounterl for 2i1.8 
percent of all institutional purchases; 10 investment advisers for 15.2 
percent of all institutional purchases. 

Based on the Study's analysis, financial institutions do not appear 
to have received in the aggregate a fn,vored selection of first offermgs 
Taking the price change between the offering and the first market. 
quotation as a measure of the popularity of the issue, 8.1 percent of t.he 
value of first offerings in the sample declined. Banks allocated 2.~ 
percent of their total expenditure on the sample of offerings to t.hose 
that declined; investment advisers allocated 13.6 percent of their t.otal 
expenditure to these offerings; all institutions allocated 6.6 perrcnt. 
of their expenditure to offerings that declined in the immediat.e af~.er· 
market. The Study's analysis of similar data. for the first week after 
the initial offering, the first month after the initial offerin~ and )3 
months after the offering also supports this conclusion. In addition, 
although limited consideration was given to the subject, the Study de
veloped no data which would indicate that the brokerage pllid by a 
particular institution to a particular broker-dealer is si(!nifi(:antly 
related to the value of the offerings the institution purchases from 
the broker-dealer. Finally, individual institutions appear to have re
ceived very limited quantities of first offerings in comparison to the 
aggregate amount of stock offered in any particular offering. 

The aggregate institutional participation in the market for first 
offerings IS significant. Of the 1,684 first. public offerings, valued at 
approxImately $5.7 billion, which were registered and underwritten 
in the period January 1967 through March 1970, the Study estimates 
institutional purchases of between 24.3 percent and 26.1 percent on 
the basis of its analysis of institutional purchases orthe sample of 84 
offerings. However, institutional participation in the market for pub
lic offerings is less than proportional with the participation in second
ary markets. A sample of large banks, estimated to have accounted 
for 7.5 percent of all brokerage received by New York Stock Exchange 
member firms ,is estimated to have received 2.5 percent of all first 
offerings; a sample of investment advisers estimated to have paid 8.4 
percent of all brokerage to NYSE member firms, is estimated to have 
received 2.7 percent of all first offerings. For life insurance companies 
the corresponding figures are 0.6 percent and 0.2 percent. 

Institutional participation in the aftermarket also appears substan
tial. A sample of larger institutions, which 1?urchased $58.6 million 
of the $148.3 million purchased by all institutIOns in the sample of 84 
first offerings, purchased additional securities valued at. $30.2 million 
in the aftermarkets. Of the securities purchased at the offering price, 
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these institutions sold 8.2 percent within 1 week of the offering; an 
additional 10.6 percent within 2 through 4 weeks of the offering; and 
an additional 12.6 percent within 5 through 12 weeks of offering .. 
The institutions realized a net gain on these sales of 30.4 percent. 
Institutions tended to retain the offerings that rose less in the after
market or that fell. The average unrealized gain on securities purchased 
in the offering and held at least 1 week was 20.3 percent; the average 
unrealized gam for securities held at least 4 weeks was 13.1 percent; 
and for at least 12 weeks, 9.9 percent. Among the classes of institu
tions, "other institutions," a category that includes hedge funds and 
holding companies, among others, held the smallest percentage of 
their purchases in the offering at the end of the 12th week, 21.6 per
cent; life insurance companies, 37.4 percent; investment advisers, 69.5 
percent; banks, 84.1 percent; and broker-dealers' managed accounts, 
96.0 percent. 

Institutional purchases of first offerings, as those of restricted securi
ties), including venture capital investments, were a significant source 
of tinancing for smaller companies. During the period January 1967' 
through March 1970, the public offering market became increasingly 
saturated by offerings of securities of smaller companies. The value 
of first offerings accounted for 16.8 percent of all registered and 
underwritten public offerings of common stock in 19m; they accounted 
for 52.8 percent of the total by the first quarter of 1970. In addition, 
smaller companies increasingly dominated the first offerings. In 1967, 
11 percent of the companies whose shares were involved in first offer
ings had net earnings of less than $100,000. By the first quarter of 1970, 
such companies accounted for 48.7 percent of all registered and under
written first offerings. Only four offerings, valued at $53 million, dur
ing the entire period, involved companies whose net earnings exceeded 
$10 million. Of the companies making first registered, unde.rwritten 
public offerings in the period January 1967 through March 1970, the 
percentages whose earnings did not exceed $250,000 in the year prior 
to the offering were 39.5 percent, 57.1 percent, 65.0 percent, and 68.3 
percent, respectively, for 1967, 1968, 1969 arid the first quarter of 1970. 

4. CoNCLUSIONS 

Institutions are a significant factor in the primary markets for the 
equity financing of corporations, particularly smaller, less established 
companies. Institutions purchase securities of smaller companies in 
the primary markets to a proportionately greater extent than they do 
securities of issuers of this size in the secondary markets. 

The potential rates of return to institutions for their participation 
in the primary markets for equity financing are large, although this 
phenomenon is not peculiar to institutional investors. Participation in 
the primary markets is concentrated among a relatively small number 
of broker-dealers and institutions and among issuers in relatively few 
industries. However, institutions in tJhe aggrega.te, do not appear to 
have exerted any significant influence on the allocation of resources 
in the primary markets for equity capital. 



Chapter XV 

INSTITUTIONAL RELATIONSHIPS WITH PORTFOLIO 
COMPANIES 

1. INTRODUCTION 

The relationships between institutions and portfolio companies in
volve sens~tive and significant questions. As pointed out in the intro
duction to the ch!l!pter, institutions, because of the size of their hold
ings, can have greater influence over portfolio companies than can the 
average individual investor. Questions may arise as to the impact of 
this influence on the management of portfolio companies, on their 
other shareholders and as to whether this influence would be used 
solely for the benefit of the institutional financial manager rather than 
for the benefit of investors or beneficiaries for which the institution is 
acting. 

While a substantial number of questionnaires were utilized in con
nection with this clutpter, the subject matter, involving as it does re
lationships among organizations and among people, does not (with 
some exceptions such as the section on concentration of stockholdings) 
lend itself to the same extent as prior chapters to conclusions based 
on intensive statJistical analysis of masses of data, mostly expressed 
in quantitative terms. 

2. THE LEGAL FRAMEWORK 

A comprehensive analysis of the complex legal framework, State 
and Federal, governing the operations of publicly owned corporations 
and the relationships of v.arious persons and groups having an interest 
in them, is beyond the scope of the Study. For the purpose of this chap
ter, the primary concern in this area must be the legal relationships 
between shareholders of publicly owned corporations and their man
agement. At the outset it may be noted that this legal framework 
does not, generally speaking, differentiate between the institutional 
shareholder and the individual shareholder although there may be 
significant practical and economic differences between them. State 
corporation law, still the basic source of la.w concerning the legal re
lationship between shareholders and management, has in general 
moved in the direction of recognizing the situation which has evolved 
since corporations became publicly owned: the power to direct cor
porate affairs is largely vested in management subject only to what
ever controls are imposed by reason of the existence of fiduciary duties 
on the part of mana1!ement to shareholders and the requirement that 
shareholders vote both in the election of directors and certain other 
major issues. With the diffusion of shareownership among tens of 
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thousands of persons, most of whom are interested only as investors 
and not as owners, <these requirements have not significantly diminished 
the powers of management. 

Federal regull),tion, as applied to publicly owned corporations, has 
concerned itself primarily with provIding adequate disclosure in order 
to permit informed investment and shareholder decisions including, 
more recently, decisions in connection with transfers of corporate con
trol. It also seeks to avoid or mitigate certain conflicts of interest. In
stitutional investors in their role as stockholders may be subject to cer
tain other restrictions imposed by legislative bodies or regulatory 
authorities but these, excepting to some extent the antitrust laws, are 
directed primarily to the investment policies of specific types of institu
tions rather than to their relationships to portfoho companies. 

3. CONCENTRATION OF STOCKHOLDINGS 

This section (unlike most of the others in this chapter) is based on 
an analysis of a substantial amount of statistical data. As might be 
expected in view of the growth of institutions and the emergence of 
very htrge institutions, the data show that the Study's sample of large 
institutions hold a substantial amount, approximately 30 percent, of 
the 800 widely held stocks 'included in another Study sample. These 
institutions, not surprisingly, do not divide their holdings more or less 
equally among all available stocks. On the contrary, a limited number 
of large institutions have very substantial holdings in a number of 
large publicly held companies. 

The Study found that the institutions in the Study's sample held 727 
of the 800 representative stocks. The sample stocks include New York 
Stock Exchange stocks constituting about 58 percent of the value of 
all such stocks, American Stock Exchange stocks constituting about 23 
percent of the value of all such stocks, and over-the-counter 'stocks 
estimated to constitute about 13 percent of the value of all such stocks. 
Excluding the 71 smallest companies, there were 348 companies in the 
sample in which 10 or fewer institutions surveyed together held at 
least 10 percent of each such companY's outstandmg shares. (The data 
do not indicate that the same group of institutions held shares in every 
such company.) There were 303 companies in which five or fewer in
stitutions held 10 percent of each company's outstanding shares. Ten 
or fewer institutions held at least 15 percent of the outstanding shares 
of 247 companies, while five or fewer institutions held 15 percent of 
the outstanding shares of 182 companies. Ten or fewer institutions 
held at least 20 percent of the outstanding shares of 159 companies, 
while five or fewer institutions held 20 percent of the outstanding 
shares of 76 companies. 

Comparable data for institutional holdings coupled with sole or 
partial voting authority show that of the 656 largest sample com
panies, 10 or fewer institutions held at least 10 percent of 316 com
panies, 15 percent of 203 companies and 20 percent of 100 companies. 
Fi ve or fewer institutions held at least 10 percent of 260 companies, 
15 percent of 131 companies and 20 percent of 49 companies. In gen
eral, a larger proportion of concentrated institutional holdings were 
represented by investments in large companies. • 
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The concentration analysis thus establishes that large institutions, 
particularly banks, have the potential economic power to exert signifi
cant influence over many companies whose securities comprise their 
portfolios, particularly large companies. Ordinarily, however, no indi
vidual instItution would be in a position to exert this type of influence 
and it is necessary to aggregate the holdings of several institutions 
before these constitute a substantial percentage of a particular com
pany's outstanding shares. While this statistical aggregation may dis
close potential economic power in the hands of a group of institutions, 
it does not follow that institutions will necessarily act together or that 
the influence of anyone institution will be augmented through con
certed activities. 

4. PERSONNEL AND BUSINESS RELATIONSHIPS 

Rela,tionships between institutions and portfolio companies are not 
necessarily limited to the relationship of the institution as a share
holder. Particularly in the case of banks, other types of relationships 
frequently ex,ist. On the basis of available data, the Study has limited 
its mquiry to personnel relationships (primarily common director
ship), creditor relationships, bank depository relat.ionships, and re
latIOnships as a man.ager of portfolio company employee benefit plans. 
It should be recognIzed that the number of factors that may account 
for the coexistence of various relationships is virtually limitless and 
the Study made no attempt to analyze all such factors. An effort has, 
however, been made to determine whether or not the presence of one 
or more of the specified relationships is correlated with the presence 
or magnitude of other specified relat.ionships. Restricted to those fac
tors for which data are available, the Study was able to test whether 
there is any systematic pattern of intercorrelation among sharehold
iug, personnel and business ties. 

Regression analysis shows that in the case of banks each of the types 
of relationships analyzed was more likely to occur or to occur in greater 
magnitude whenever another type of relationship was present. This is 
so even after the effects of regional proximity and institution size are 
controlled. The same pattern of correlation was not observed for other 
institutional types. . 

It is not, however, possible to attribute any causal relationship to 
the results of the regression analysis. The inability to do so in part 
results from the conclusion that numerous factors not susceptible to 
factual measurement may enter into the creation of any or all of such 
relationships. The data collecteid by the Study do show, however, 
that the likelihood that these functional interrelationships between 
banks and portfolio companies occur entirely by chance is extremely 
remote. As is not surprIsing, relationships that. may exist between 
banks and portfolio companies are much greater than in the case of 
other institutions which do not offer to a company the variety of finan
cial services which are available to a company from banks. 

5. INSTITUTIONAL INVOLVEMENT IN CORPORA'rn lliCISIONl\{AKING 

The existence of potential power on the part of institutions to influ
ence corporate decisions by reason of their substantial shareholdings 
does not demonstrate that such influence is in fact exercised. Inform a-
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tion upon which to base a judgment as to whether or not the potential 
power of institutions to influence corporate decisionmaking is or is 
not exercised is hard to come by. The response to the Study's question
naire shows some reluctance on the part of instit.utions and corpora
tions to discuss this matter. 

Such data as is available tends to show that institutions tend to 
vote with management on questions put to a shareholder vote and 
that if they lose confidence in management they tend to sell their hold
ings in a comp~ny rathe! than to t~ttempt to control ?r influence man
agement deCISIOns. ThIs conclusIOn appears attrIbutable to two' 
factors. First, institutions are inclined to believe that their respon
sibility is to make investment decisions rather than to attempt to 
influence management decisions. Second, while there are no statutory 
restrictions upon the right of institutions to attempt to influence man
agement decisions, instItutions tend to believe that an effort to do so 
would be inappro:priate and would subject them to criticism. Over 
half of all ,instItutIOnal respondents to the Study's questionnaires did 
not respond to specific polley questions asking them to submit their 
own views about the appropriate role of institutions as shareholders. 

With respect to voting, the practices of institutions vary. Thus in
stitutions, particularly banks, which act as trustees, believe that they 
are under a fiduciary duty to cast an informed vote and, consequently, 
formal procedures, more or less elaborate, are followed in analyzing 
proxy statements and arriving at a decision as to which way they will 
vote. In the case of other institutions, these decisions tend to be made 
on a more informal basis. Banks also tend to vote negatively and to 
abstain from voting more frequently that do other instutions. Absten
tion from voting would ordinarily indicate lack of agreement with 
the particular proposal presented without demonstrating a lack of 
confidence in management which a negative vote might indicate. 

Institutions are more likely to take a definite position on those ques
tions which have a clear impact on their economic position and rights 
as shareholders. These include proposals to abolish preemptive rights, 
authorization of mergers, and authorization of corporate acquisitions, 
particularly where such acquisition involves issuance of additional 
securities. In general, it can be concluded that even where institu
tions have the potential power to influence management decisions 
they tend to be reluctant to exercise this power-, particularly in an 
open and pUDlic way. While there are. no doubt, instances where 
institutions influence corporate decisions 'informally through personal 
consultations with management, reliable statistical evidence of the 
extent to which this occurs is not available. 

6. INSTITUTIONAL INVOLVEMENT IN TRANSFERS OF CORPORATE CONTROL 

During the late 1960's there was a remarkable upsurge in efforts to 
transfer corporate control. In some instances this involved an effort 
on the part of shareholders to displace corporate management, but 
more frequently it involved efforts on the part of one company to 
acquire another. In the latter case, where incumbent management had 
agreed to the proposed acquisition of Nleir company, the issues pre
sented to shareholders, institutional or otherwise, were essentially a 
question of how they should vote, and were generally similar to the 
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matters discussed in the prior section of this chapter. Quite frequently, 
however, the company seeking to ma,ke the acqUIsition was attempting 
to do so over the opposition of incumbent management. 

Institutions with large holdings or the economic power to acquire 
i'iUch holdings could be and often were major forces in the determina
tion of the outcome of such efforts. 'While, as noted in prior sections 
of this chapter, institutions are disposed to be somewhat passive in 
ordinary management decisions, their participation in contested take
overs was often active and crucial. This appears to result from the 
fact that unlike ordinary questions of corporate policy, participation 
in corporate takeovers afforded to the institutions involved opportuni
ties for immediate profit from the effects upon the market of such 
efforts. 

Again, the extent, nature and impact of institutional participation 
in corporate takeovers is not a matter which t.o any siglllficant extent 
is suscepbible of statiistical analysis. The Study, therefore, endea
vored to ex;plore this question by case studies of particular con
tested t.akeovers. Nine such case studies were made, in each of which 
there was an examination of institutional participation. Sum
maries of these case studies are included in section F of the chap
ter. These summaries necessarily do not include all the details con
tained in the basic case studies. The summaries, together with such 
other statistical data as was obtainable, demonstrate, however, the sig
nificant role of institutions in determining the outcome of contested 
takeovers. In such situations, opportunities for obtaining substantial 
benefits are obtainable by institutions, including but not limited to 
benefits for their beneficiaries. There is also the possibility that by 
such participation institutions may obtain advantages no~ available 
to the individual investor. Such participation involves the possibility 
of conflicts of interest and of the use of information not generally 
available to investors which are obtainable by institutions because of 
the recognition by all parties to such takeovers of the economic power 
of institutions to mfluence the outcome of the contest. 

Participating institutions have been involved in transfer efforts in 
several ways: 

Institutions purchase the bidding company's shares in anticipation 
of a transfer bid for the target company, thereby helping to mamtain 
or increase the price of the bIdder's securities. This may be particularly 
important if an exchange offer is to be made. 

Institutions purchase the target company's shares in anticipation 
of a transfer bid, with the expectation of selling or tendering those 
shares at. a higher price after the public tender or exchange offer has 
been annoUJlCed. 

Institutions provide financial assistance to the bidding company, 
either directly by loans, or indirectly by private purchases of the bid
ding company's securities (supplying the cash necessary for initial 
purchases of the target's shares) or by purchases of the target com
pany's securities under an arrangement contemplating subsequent re
sale to the bidding company. 

Among the special mducements or benefits that institutions have 
received are: 

Advance information that a takeover effort will be made (permit
ting the institution to make purchases of the bidding company or 
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target company securities before the mn,rket impact of a publicly an
nounced tender offer has affected the price of the securities involved). 

Most-favored shareholder provisions, under which institutions 
selling an initial block of the :target's shares to the bidding company 
have the right to receive any higher price subsequently offered to 
all shareholders of the target company through a pubI1c tender or 
exchange offer. 

Assurances of contingent benefits (sometimes available only if the 
transfer bid succeeds), such as management of the target company's 
investment portfolio or commercial banking arrangements with the 
bidding or target company. 

7. CONCLUSIONS 

1. The prevailing legal framework does not distinguish materially 
between institutions and other holders of corporate shares in terms 
of shareholder prerogatives within the structure of corporate power, 
although there nre significant practical nnd economic differences be
tween them. 

2. Institutions have the potential economic power to influence many 
companies, particularly large companies, because of their stock hold
ings. Part Two of the Study demonstrates that investment assets are 
concentrated in relatively few institutions. These institutions in turn 
tend to concentrate their portfolios in relatively few stocks. Hence, 
it follows that institutional holdings may constitute a large percentage 
of the outstanding shares of certain companies. Since institutions 
tend to invest primarily in the securities of larger companies, con
centration is most pronounced in the shares of such companies. 

3. Some institutions, particularly banks, have personnel and busi
ness relationships with portfolio companies. These relationships may 
tend to reinforce any power conferred as a result of stock holdings. 
They also create potential conflicts of interest and the possibility of 
misuse of inside information. Although the Study can draw no 
general conclusions as to whether these ·adverse consequences actually 
occur or to what extent they may occur, it appears that there is a 
strong statistical correlation between bank stock holdings and per
sonnel and business relationships. 

4. Institutions do not generally involve themselves directly in corpo
rate decisionmaking, but instead have a policy of liquidating their 
holdings where corporate policies and proposals appear inappropriate. 
They generally vote in favor of management proposals and only rarely 
report informal participation or consultation. A number of institutions 
have a policy of always voting with management or of refraining 
from participation, particularly where general corpora.te matters (as 
opposed to acquisitions) are involved. Participation is more likely to 
occur when the institution cannot readily liquidate its holdings in the 
eompany's shares and when the benefits of such participation are clear. 

5. Some institutions have been actively and significantly involved 
in facilitating contested transfers of corporate control. In such ca.ses, 
unlike ordinary corporate decisionmaking, the benefits to participating 
institutions may be more certain: in addition to trading and tendering 
profits, institutions may receive special inducements and benefits not 
made available to other shareholders of target companies. 
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