92d Congress, 1st Session - - - - - House Docur;lent No. 92-64, Part 5

pup— — wt . AL R et T B

INSTRGD B N At I NUAETO BISBUDY REPORT
OF THE
SECURITIES AND EXCHANGE COMMISSION

VOLUME 5

CONSISTING OF

INTRODUCTION TO PART FOUR OF THE STUDY: IMPACTS
OF INSTITUTIONAL INVESTORS ON CORPORATE ISSUERS,
AND THE FOLLOWING CHAPTERS:

CHAPTER XIV.—INSTITUTIONAL PARTICIPATION IN NEW
EQUITY FINANCING

CHAPTER XV.—INSTITUTIONAL RELATIONSHIPS WITH
PORTFOLIO COMPANIES

OF THE INSTITUTIONAL INVESTOR STUDY REPORT, BEING

A STUDY AND INVESTIGATION OF THE PURCHASE, SALE

AND HOLDING OF SECURITIES BY INSTITUTIONAL INVES-

TORS OF ALL TYPES, PURSUANT TO SECTION 19(e) OF THE

SECURITIES EXCHANGE ACT OF 1934 (PUBLIC LAW 90438,
91-410)

MARCH 10, 1971.—Referred to the Committee on Interstate and
Foreign Commerce and ordered to be printed







92d Congress, 1st Session - - - - - House Document No. 92-64, Part 5

INSTITUTIONAL INVESTOR STUDY REPORT
OF THE
SECURITIES AND EXCHANGE COMMISSION

VOLUME 5

CONSISTING OF

INTRODUCTION TO PART FOUR OF THE STUDY: IMPACTS
OF INSTITUTIONAL INVESTORS ON CORPORATE ISSUERS,
AND THE FOLLOWING CHAPTERS:

CHAPTER XIV.—INSTITUTIONAL PARTICIPATION IN NEW
EQUITY FINANCING

CHAPTER XV.—INSTITUTIONAL RELATIONSHIPS WITH
PORTFOLIO COMPANIES

OF THE INSTITUTIONAL INVESTOR STUDY REPORT, BEING

A STUDY AND INVESTIGATION OF THE PURCHASE, SALE

AND HOLDING OF SECURITIES BY INSTITUTIONAL INVES-

TORS OF ALL TYPES, PURSUANT TO SECTION 19(e) OF THE

SECURITIES EXCHANGE ACT OF 1934 (PUBLIC LAW 90-438,
91-410)

MARCH 10, 1971.—Referred to the Committee on Interstate and
Foreign Commerce and ordered to be printed

U.S. GOVERNMENT PRINTING OFFICE
53-040 ‘WASHINGTON : 1971

For sale by the Superintendent of Documents, U.S. Government Printing Office
‘Washington, D.C. 20402 - Price $2.25






SUMMARY TABLE OF CONTENTS OF VOLUME 5
Introduction to Part Four of the Study: Impacts of Institutional Invest-

ors on Corporate Issuers. - - .. 2323
Chapter
X1V. Institutional Participation in New Equity Financing .. __________. 2333
A. Introduetion. _ ... 2333
B. Method of Study. - -~~~ .- T 2335
C. The New Issue Market_ ... ___________________..____ 2336
D. Institutional Participation in the Market For First Offer-
01 2343
E. Institutional Activity in the After-Market. ______________ 2396
F. Institutional Purchases of Restricted Securities..____..__. 2412
G. Supply of Venture Capital . _ . ____________________..___._ 2476
H. Summary and Coneclusions_ - __ _________ . ________.______ 2491
XV. Institutional Relationships With Portfolio Companies. ____._____._. 2529
A, Introduction._ _ . . 2529
B. Legal Framework._ . _ . _ . _ ... 2531
C. Concentration of Stock Holdings.___.___.___ .. __.____._ 2549
D. Personnel and Business Relationships___ . ___________.____ 2716
E. Institutional Involvement in Corporate Decision-Making... 2749
F. Institutional Involvement in Transfers of Corporate Con-
19 ) VU 2771
G. Summary and Coneclusions_ _____.___.____ . __________.___ 2843

(111)






INTRODUCTION TO0 PaRT Four: ImpacTs oF INSTITUTIONAL INVESTORS
oN CoRrrORATE 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 Part Four, the Study examines relationships
between institutions and the companies whose equity securities they
purchase or hold.

A. CORPORATE FINANCING

Chapter XIV focuses on purchases by institutions of equity securi-
ties from issuers in non-public offerings and in initial public offerings.
As developed in Part Three, institutions have 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
arising 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 the right of initiation with respect to new issues of their secu-
rities. Companies determine in the first instance whether to issue addi-
tional securities and what kind of securities to issue. Where a non-
public offering (or “private placement”) is contemplated, the com-
pany may, in effect, select its shareholders. By participating in such
transactions, the shareholders acquire “restricted” securities that ordi-
narily cannot be publicly resold except by compliance with the regis-
tration requirements of the Securities Act of 1933. Although an initial
public offering by a company does not afford the same opportunities
to direct the placement of securities because of the customary use of
a professional underwriter, there may still be some element of initia-
tive on the part of the issuer to the extent that particular underwriters
deal wi*h 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 developmenta! stage and
which, 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

Their involvement in initial public offerings, in which the com-
pany for the first time invites general public investment.
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The analysis is designed to afford insight into the nature as well as
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 opportuni-
ties and benefits available to institutions relative to the general invest-
ing public.

B. CORPORATE DECISION-MAKING AND CONTROL

Chapter XV focuses on institutions as shareholders or representa-
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 equity
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 institutional,
corporate and governmental policy-makers is whether the existence
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 institutions 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 companies. 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 decision-making and in transfers of cor-
porate control. The Study explores the reasons for such involvement,
1ts 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 questionnaires,
described in the chapter.

While questionnaires were also utilized for the section on involve-
ment in corporate decision-making, they proved to be unsatisfactory
in many respects because of the essentially subjective nature of the in-
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formation sought: the policies and views of the institutions, and in-
stances 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 in-
stances 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.
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CHAPTER X1V
InstiTuTIONAL PARTICIPATION IN NEW EqQUITY FIiNANCING

A. INTRODUCTION

This chapter seeks to define the economic role played by institutions
in the various markets from which corporations seek equity financ-
ing.! The primary focus of Parts B, C and D of this chapter 1s on
institutional participation in the market for “first public offerings”
(both primary and secondary offerings of common stock for which
no previous trading market existed). The Study estimates that in-
stitutional purchases accounted for approximately 25 percent of all
purchases of the 1684 underwritten first public offerings, valued at
approximately $5.7 billion, that were registered with the Securities
and Exchange Commission from January 1, 1967 through March 31,
1970. This percentage of volume compares with the estimate that insti-
tutions accounted for more than 50 percent of the public trading in se-
curities listed on the New York Stock Exchange during this period.

In addition to purchasing new issues, as discussed in Parts E and
F of this chapter, institutions also participate in equity financing of
corporations through purchase of “restricted securities” (securities
which are acquired directly or indirectly from an issuer which may not
be immedia,tgly resold without registration under the Securities Act of
1933), including venture capital investments. Institutions in the
Study’s sample, representing approximately 64 percent of the assets
managed by all institutions, purchased an estimated $3.5 billion worth
of restricted securities (common stock or debt with equity features)
from January 1, 1966, through June 30, 1969.

Institutions also appear to play a significant part in the venture
capital market. The Study defined a venture capital situation to be an
investment in an issuer which had an annual average income of $250,-
000 or less over each of the two years prior to the investment. Institu-
tions unaffiliated with the broker-dealer placing the investment ac-
counted for approximately $350 million or approximately 46 percent
of the Study’s sample of approximately $765 million in private ven-
ture capital investments.

Other than the magnitude of the part played by institutions as a
source of equity financing, the Study developed a number of other
conclusions from its analysis.

First, the potential profits to institutions from participating in
the first offering and restricted securities markets are significant. Due
to the frequent incidence of price appreciation in the immediate after-

1 Institutions, particularly banks and insurance companies, also play a large role in the
market for debt securities. The Study has analysed briefly the role institutions play in
putlic offerines of convertible bonds. as well as in private placements of convertible
bonds and bonds with attached warrants to purchase stock. The Study has not, however,
dealt with institutional purchases of straight debt securities.

(2333)
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market for first offerings,? the Study estimates that the potential one
week dollar gain to institutions from purchases of first ogerings from
January 1, 1967, through March 81, 1970, was 17.9 percent of the cost of
purchase, and for the Study’s selected sample of 84 first offerings, the
potential one week dollar gain from January 1, 1968, through June 30,
1969, was an estimated 26.1 percent. On an annual basis, potential
gains would be substantial, if institutions disposed of purchases of
first offerings immediately; however, these potential gains were not
necessarily realized. A sample of larger institutions that purchased
$58.6 million of the $148.3 million purchased by all institutions of the
84 first offerings of the Study’s sample indicates that institutions do
not immediately resell all securities purchased in first offerings. Thesc
institutions sold 8.2 percent of the securities purchase in the offering
within one week of the offering, an additional 10.6 percent within two to
four weeks, and an additional 12.6 percent within five to twelve weeks.
These institutions realized a net gain of 30.4 percent on such short-
term holdings.

Institutions participate in the after-market for first offerings as
buyers as well as sellers. The larger institutions referred to above pur-
chased approximately $30.2 million of securities in the after-market
for the 84 offerings in the Study’s sample. This after-market partici-
pation itself is a reflection of the role played by institutions in cor-
porate financing.

Purchase of restricted securities also results in considerable poten-
tial for gain to institutions. Due to restrictions on resale, restricted se-
curities are acquired by institutions at a discount from the market for
freely tradable securities of the same class, if any. The average dis-
count for securities in the Study’s sample was 24 percent.

The Study’s analysis also indicates that, while institutions appear to
prefer the offerings of larger corporations, this apparent preference
might be explained, in part, by the tendency of these offerings to be
underwritten by a certain group of underwriters, while those of smaller
companies by a different group of underwriters. When the group of
of underwriters who were usually associated with the offerings of
larger companies underwrite the offering of a smaller companv, the
institutions tended to purchase in the same proportion as they did the
offerings of larger companies. Offerings by the more prominent. under-
writers, as classified by syndicate clusters,® received significantly
greater institutional interest. This tendency of institutions to rely on
certain underwriters mav result in some concentration among under-
writers in regard to institutional sales of first offerings and affect com-
petition among underwriters for first offerings.

Although, as indicated, there is a distinct correlation between insti-
tutional purchases of first offerings and the identity of the broker-
dealers participating as underwriters of such offerings, a given insti-
tution’s purchases of first offerings (or the allocation of securities to
such institutions) from a given broker-dealer does not appear to be
significantly related to the ordinary brokerage business done by such
broker-dealer for such institution. As between a given broker-dealer

2PRlc:)n{: of first offerings and the supply and demand for first offerings are discussed in
app. A, below.

3 See app. B for a discussion of the categories of underwriters and app. C for a discussion
of syndicate clusters.
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and a given institution, the correlation between first offerings allocated
to the institution by the broker and brokerage commissions received
from the institution by the broker is not significantly different from
zero, when the size of the two entities are separately accounted for.
Moreover, institutions do not appear to obtain amounts of first offerings
that are disproportionate with their overall activity, as manifest, for
example, in the total brokerage they pay. In a sample of 47 large banks,
38 large investment advisers and 17 large insurance companies, the
banks accounted for 7.5 percent of all brokerage paid and received only
2.5 percent of all first offerings ; the investment advisers accounted for
8.4 percent of all brokerage paid and received 2.7 percent of all first
offerings; and the insurance companies accounted for 0.6 percent of
all brokerage and received 0.2 percent of all first offerings.

Finally, there appears to be significant concentration both with
respect to underwriters accounting for sales of first offerings to
institutions and among institutions purchasing first offerings. This
concentration carries over into various classes of institutions. For ex-
ample, of the Study’s sample of 84 first offerings, 33 underwriters
accounted for 51 percent of all sales to institutions and 48 institutions
accounted for 40 percent of all purchases. Banks accounted for ap-
proximately 28 percent of all institutional purchases, but 10 banks
accounted for approximately 40 percent of all purchases by banks.
In addition, 10 investment advisers accounted for approximately 43
percent of all purchases by investment advisers.

The Study concludes that institutions are a significant source of
corporate equity financing including first offerings, private place-
ments, and venture capital investments. However, other than in their
status as a source of equity money, institutions in the aggregate do not
appear to exert any significant influence on the allocation of resources
in"the primary markets for equity capital. Any future consideration
given by the Commission to proposals affecting the public distribution
of equity securities should however, recognize the important part
institutions play as a source of equitv capital. In addition, it should
be noted that several factors, such as free-riding and withholding pro-
hibitions, investment restrictions in an institution’s oreanizational plan
and stated investment purpose, or restrictions administratively im-
posed by Federal or State regulatory agencies, were not quantifiable
but may have an important effect on the data as they are presented in
the chapter.

Finally, it should be recognized that much of the data on which the
Studyv bases its analysis relatesto a neriod of unusual market interest in
securities which were often risky investments. As a result the Study’s
conclusions do not necessarily apply to institutional behavior under
different market conditions.

B. METHOD OF STUDY

To measure and explain the extent of institutional participation in
public offerings, the Study selected a sample of 100 public offerings.
Of these, 84 were first offerings of common stock ; nine were offerings
of convertible debt; and seven were first offerings of investment

o
“
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companies. In drawing the sample the Study made ever)yi effort to
capture the variety of issues and broker-dealers involved.* The Study
sent Form I-6 to every underwriter participating in any of the offer-
ings. In addition, the Study obtained the names from the managing
underwriters of any selected dealers particilf)atlng in the offerings.
These selected dealers also received copies of Form I-6. The Form
requested the names and addresses of all institutions that purchased
securities in the offerings and the amounts purchased. The Study
processed the responses to this questionnaire by establishing on
magnetic tape one retrievable record for each Issue-Dealer-Insti-
tution—more than 30,000 in all. From the institutions listed on this
file the Study selected a sample of 100 institutions, representing the
more active purchasers from the main categories of institutions.” This
group of institutions received Form I-72 requesting information as
to purchases in the initial offering, as well as purchases and sales
during the 90-day period after the offering, with respect to each issue
reported by the broker-dealers on Form I-6. In addition, each institu-
tion was requested to supply information as to the types of accounts in-
volved, the prices and the intermediaries used with respect to each
reported transaction.

Various tabulations of data processed from the responses to these
two questionnaires, combined with data obtained from other question-
naires sent by the Study and from published sources, constitute the
statistical base of the study of public offerings reflected in this chapter.

C. THE NEW ISSUE MARKET

1. Description of the Market

Sales of newly issued securities (primary sales) are distinguished
from sales of outstanding securities by the fact that the proceeds of
the sales are at the disposal of the issuing corporations. Sales of
outstanding securities (secondary sales), in contrast, involve the re-
distribution of assets among investors without any immediate direct
impact on the funds available to the issuing corporations. The terms
under which corporations can sell sccurities publicly or in private
placements are governed by the conditions of supply and demand for
its already outstanding securities, if any.® Secondary sales considered
in this chapter comprise the small percentage of all sales by securities
holders that closely resemble primary sales—that is, sales made
through public distribution or private placements.” Since the willing-
ness of an institution to purchase securities from the issuers is based

¢ Agp. B describes the method used to draw the sample.

5 The sample included 25 underwriters who were also reglistered with the Commission
as Investment advisers. For each of these underwriters the Study selected five offerings
in which that underwriter participated. Each underwriter was requested to supply informa-
tlon on its sales of any of these five offerings to its investment advisory accounts. For
this purpose an advisory account was defined as one for the management of which the
underwriter collected an advisory fee.

% App. A contains a discussion of pricing of and supply and demand for public offering,

7In most cases, the securityholders engaged in this type of secondary sales purchased
the securities from the issuing corporations. In some cases, a selling securityholder may
have purchased the securitles under an investment letter (considered below) or under
other circumstances (so-called ‘‘statutory” underwriters) from another securityholder or
may have acquired securities in the open market that, because of the total size of his
holdings, because of his relationship with the issuer or other factors (so-called ‘‘con-
trolling persons”) may be resold only under circumstances similar to those of a primary
sale—j.e., pursuant to registration or private placement.



2337

In large part on conditions affecting resale, some analysis of these
conditions 1s relevant to an analysis of more direct corporate financing.

The mechanics of sales in the primary market, including sales by
controlling stockholders and statutory underwriters, differ from those
in the secondary market, partly as a result of certain provisions of the
Securities Act of 1933 and state blue sky laws,® and partly as an adap-
tation to market needs. Primary sales of securities are made either in
a public offering or private placement. Unless an exemption is avail-
able,” public offerings must be registered with the Commission under
the Securities Act. Private placements are exempt from registration
pursuant to Section 4(2) of that Act when they are offered to knowl-
edgeable and spohisticated investors, who have access to information
concerning the issuer of a type similar to that which would be pro-
vided through registration and who do not otherwise require the protec-
tions afforded by the Securities Act. In addition, these persons must
not be acting as conduits for a public distribution.** Wholly apart from
the applicable legal requirements, primary offerings have certain char-
acteristics that distinguish them from most ordinary securities trans-
actions. For example, public offerings of securities usually involve
amounts ‘that are large relative to amounts outstanding or to the
previous volume of trading, if any. The distribution of these securi-
ties, therefore, may require a more intensive selling effort by an under-
writer, a price concession, or both.

Since the underwriters’ risk as well as capital costs of positioning,
increases with the duration of the offering, they have a natural incen-
tive to distribute the securities as quickly as possible. For this purpose
the underwriters may fix the offering price below the level they expect
in the immediate aftermarket. (The expected level is influenced by
the indications of interest they receive in response to their dissemina-
tion of preliminary prospectuses and oral inquiries.) Where the offer-
ing prices of other public offerings are set at or slightly below the mar-
ket price for the publicly held shares, the offering price for a first offer-
ing (an offering of common stock for which no prior public market
existed) is. determined by negotiation between the underwriters and
the issuer or by the issuer where there is no underwriter. Generally
little or no information concerning the issuer is available to the public
prior to the distribution of preliminary prospectuses, if any, in con-
nection with a first offering. This lack of information may limit the
spontaneous demand for the offering.

With respect to private placements, however, in addition to the
greater acumen attributed to the small number of professional inves-
tors involved, each commits a relatively greater sum of money than in
the case of a public offering, and each 1is required to have more access
to information on the issuer’s circumstances than in the case of public

® Various states have blue sky laws that in some cases are more restrictive than the
federal laws. Some states. for example, place limitations on sales by securities holders.

% Among the offerings exempt from registration under the Securities Act are intra-state
offerings, made in compliance with Section 3(a) (11) of that Aect. securities issued by
banks and railroads, pursuant to Section 3(a)(2) and 3(a)(6) of that Act, and offerings
that comply with Rezulation A under Section 3(b) of that Act, which is limited to offerings
not exceeding $500 000 In gross amount.

10 Securities taken In private placements are sometimes called ‘“restricted securities”
because the investors are restricted from reselling them to the pnblic except under certain
conditions. Certain of these restrictions may be evidenced by an “investment letter” ; hence
the designation, “letter stock.”
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investors. Securities sold privately cannot be resold to the public
without registration or an exemption from registration, and are there-
fore, less liquid. Hence, privately placed securities are usually sold at
discounts from the market price of publicly traded securities of the
same class. Where no market exists, the discount, is more hypothetical.
This discount may be analogized to the underwriter compensation and
other direct or indirect costs associated with a public offering.’!

There are, however, many similarities between the new issue market
and private placements and certain aspects of the trading markets.
The large and growing incidence of institutional trading introduces
many of the problems formerly associated with the primary market.
The various types of unregistered secondary distributions formerly
relied upon to effect large transfers of stock have largely given way
to the simpler procedure of block-trading, which places institutions
(insofar as possible) on both sides of the transaction instead of balanc-
ing institutional sell orders with solicited public buy orders, as in the
distribution methods. Either method, however, incorporates the prob-
lems associated with moving relatively large quantities of stock over
limited periods of time, including, sometimes, the need for market sta-
bilization. However, in addition to simplifying the procedures and
thereby expediting the execution, block trading greatly lessens the need
for widespread public solicitation.? In this regard, they are similar to
private placements. To the extent block-trading firms position the
stock, whether the entire sell order or only the unsold residual, they
operate in a manner similar to underwriters ** who. in connection with
rights offering, often position only the unsubscribed portion of the
distribution.

Also, the requirements for public disclosure are not peculiar to the
primary markets. The Securities Exchange Act of 1934 contains vari-
ous reporting requirements for companies with publicly traded securi-
ties. As improvements in the requirements come into being, the efficacy
under certain circumstances of sharply separating primary from large
secondary sales may diminish.

2. Rationing of First Offerings

Whenever the quantity of a security demanded exceeds the quantity
supplied some method of rationing is necessary. In the secondary
markets, under normal circumstances. increases in demand stimulate
increases in the quantity supnlied, in the price, or—more commonly—
in both. Figure 1 represents this situation. Under initial conditions of
supply and demand, Q shares are traded at a nrice of P. When the
conditions of demand shift to D!, Q*—Q additional shares are de-
manded at P price. But the additional stock is unavailable at this
price. After exhausting the supply at this price an over-the-counter-
market market-maker would either 2o short at some higher price or at-
tempt to stimulate sunply by soliciting known holders, including other
market makers. Typically, this solicitation would involve an increase
in his bid price, which would, in turn, tynically cause an increase in
the offer price. (A stock-exchange specialist would also draw on limit

1 Bec, E. below, considers this point.

12 The extra compensation naid to salesmen making these solicitations may influence their
consfderation of the suitability of the investment for their customer,

13 They may not be, however, deemed underwriters for purposes of the Securities Act.
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orders to sell as each upward tic triggered a sale.) As news of the
increasing price spread, through oral communication or visual quo-
tations, further supply could materialize.

Figure 1 represents this process as a movement up the supply curve.
The more time allowed for the adjustment tc the new demand to take
place the flatter would be the supply curve.* As the price rose under
the new conditions of demand,*® the quantity demanded would fall
from the Q*, to Q*, and the price would settle at P*. With respect to
public offerings, however, the maximum price and the quantity of
stock are both fixed prior to the public offering.

Figure 2 represents this situation. The supply curve is drawn as
P,O S, indicating a fixed quantity supplied, Q,, and a maximum
price, P,. But the quantity demand at that price is Qq instead of Q,. Qa-
Qs 1s therefore the excess demanded at. the offering price. In order for
the quantity demanded to correspond with the quantity offered, the
offer price would have to be set at P, instead of P,. It is this unsatisfied
demand fhat trigeers the premium in the after-market. Moreover, any
advance knowledge of this excess demand available to underwriters,
prospective underwriters, and, in many cases, investors, may aggravate
the problem by further stimulating demand.®

The rationing problem—that is—the allocation of Q, among inves-
tors who demand Q®—does not of course occur in every first offering.
While the price change in the immediate after-market does not entirely
reflect the conditions of demand that existed prior to the offering, it is

14 The slope of the supply curve measures the hreadth of the market from the point of
view of changes in demand. since it signifies the required change in price necessary to
accommodate a change in demand.

1 The term ‘‘conditions of demand” refers to the set of quanties demanded at various
prices given the general state of preference for the stock. Given conditions of demand are,
therefore. consistent with various quantities demanded.

1 The diagram {s drawn at a point in time. The intensification of the excess demand
would appear as a series of dated demand curves, each one higher than those with earlier
dates up to some maxium.
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FIGURE 2
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a helpful guide. Certainly a sharp premium in the immediate after-
market is strong evidence of a condition of excess demand at the offer-
ing‘17 18 ) .

The first offering price index described in appendix A is some indi-
cation of the extent of the rationing problem in a strong market.

While, from the underwriters’ point of view, a rationing problem
is preferable to a situation of insufficient demand, it is not an unmixed
blessing. Disappointing customers by refusing them stock or curtail-
ing the quantities offered them may discourage customers from giving
other business to the firm. In larger, departmentalized firms the retail,
institutional, and advisory departments vie to wrest the scarce stock
from the syndicate departments.’® Typically, the departments and
salesmen who demonstrate the capacity to place the less scarce first
offerings, as well as the offerings of publicly-held companies, receive the
scarce stock for their customers. The ordinary brokerage generated by
the various institutional accounts (as well as by retail salesmen) and
the prospect of new brokerage business may also be factors in the
allocation process.

The underwriter must choose between favoring a few customers with
relatively large amounts of stock and spreading smaller amounts
among more investors. It appears that his business interest coincides

17 Investors whose appetite had been whetted but who were deprived of the stock at the
offering as a result of schemes to temporarily place the stock elsewhere may turn to the
after-market for stock. The resulting premium would reflect not n condition of excess
demand but one of artificially reduced supply. This situation falls within the subject of
withholding and free riding, which is considered in sec, D, below.

18 The Study sought data directly bearing on this point in connection with its sample of
84 offerings. It sought to obtain information on indications of interest received by under-
writers and selected dealers. In conjunction with knowledge of the sizes of the offerings,
this information would reveal the relatlonship between supply and demand at the offer-
1ng.ﬂ}ilnr01;tutnately the answers to the questionnaires were unreliable and often non-existent
on this point.

1 The syundicate department has its own problem in getting into the deal to begin with
and getting enough stock to make it worth 1ts while.
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with his responsibility to give the offering a broad distribution. Table
XIV-1 deals with the relationship between size of separate transactions
between underwriters and institutions at the initial offering price and
the after-market price change of the securities so acquired. (The after-
market price change is assumed here to reflect the extent of the ration-
ing problem.) There were 1601 institutional transactions involving 100
or less shares in offerings that declined in the first week of the after-
market compared with 5948 transactions in this size class in issues that
rose between 51 and 100 percent in the first week of the after-market.
The 1601 transactions accounted for 52.9 percent of all institutional
purchases at the offering of issues that declined within the first week
of the after-market. In contrast, the 5948 transactions accounted for
70.0 percent of all institutional purchases at the offering of issues that
rose }k))etween 51 and 100 percent within the first week of the after-
market. It appears from this and other details of the table that under-
writers are inclined to give wider distribution to premium issues.



Table XIV-1 _ . _
NUMBER OF SEPARATE INSTITUTIONAL PURCHASE TRANSACTIONS CLASSIFIED BY SIZE OF
TRANSACTION AND PRICE ‘CHANGE OF THE RESPECTIVE SECURITIES IN THE FIRST
WEEK OF THE AFTER MARKET - 84 EQUITY ISSUES, JANUARY, 1968~ R

. JUNE 1969
PERCENTAGE PRICE CHANGE IN THE FIRST WEEK OF THE AFTERMARKET
DECLINE 0% - 20% T 217 - so% 51% - 100% | MORE THAN 100%" TOTAL
o. of No. of No. of JNo. of <o No. of No. of
NUMBER OF [rans. Percent- Trans. Percent- | Trans. Percent- '} Trans. Percant-| Trans. Percent- | Trans. » Percent-
SHARES 1IN B SRRttt age of Jovovucooo age of f-o-------o age of )-------- age of |w-----eood age of (}-ve-v-=e-| age of
THE TRANS- Percent- [Column Percent- Column Percent- | Column Percent- | Column Percent- | Column Percent- Column
ACTION pge of Total age of Total age of Total age of Total age of Total age of Total
Row Total i Row Total Row Total Row Total] Row Total Row Total
100 or Less ‘1,601 52.9% 2,110 49.37% 4,836 66.1% 5,948 | 70.0% 272 57.3% 14,767 62.6%
10.8%7 |. . 14.3% 32.7% . 40 .3 1.8% 100.0%
101 - 300 779 25.7% 1,148 26.8i 1,647 22.5% 1,548 | 18.27 129 27.2% 5,251 £ 22.3%
14.8% 21.9% 31.47% 29..)57. 2.5% 100.0%
301 - 500 274 |9.1z 428 10.0% 425 1 5.8% 459 | 5.4% 33 6.9% , 1,619 6.9%
. 16,92 26.4% 26.3% ' 28.4% 2.0% 100.0%
501 - 1,000 170 5,6% - 283 6.6% 222 “3,0% 293 | 3.47% Y18 3.8% 986 L 6.2%
17.2% 28.7% 22.5% - 29.7% 1.8% |. 100.0%
1,001-_ 5,000 - 167 538 ~ 245 5.7% 161 {2.2% 216 | 2.5% 21 | 4.4% 810 3.4%
e 20.6% | T 39.3% 19.9%2 - 26.7% 2.6% 100.0%
More than T35 Jizm 64 | 1.5% 23 | 0.31 39 | o.s2 2 1 0.4% 163 | 0.72
5,000 21,5% 39.3% 14.1% 23.9% 1.2% 100.0%
TOTAL 3;026" hoo.ox 4,278 “]100.0% 7,314 |100.0% 8,503_[100.02 435, |100.0% ‘{23,506 [r60.0% .
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D. INSTITUTIONAL PARTICIPATION IN THE MARKET FOR FIRST OFFERINGS

1. Institutional Purchases of First Offerings

a. Determinants of institutional purchases

In selecting the sample of 84 first offerings of common stock, the
Study used only two criteria: (1) category of managing underwriter
(based on syndicate clusters) ; and (2) coverage of the 18 months in
the sample period. It relied on random sampling to capture the variety
in the offerings that met the original criteria. Although the sample
size is too small to capture all the intersections of the issuers’ character-
Istics , it is adequate for representing some of the statistical character-
istics, taken one at a time.* This analysis is not intended to indicate,
however, that statistical characteristics adequately describe the nvest-
ment qualities of the various offerings.?* The following characteristics
are considered : ) '

(1) Size of issuer, as measured by sales, earnings, and net worth;

(i1) Price of issue, defined simply as price per share, as well as price
In relation to earnings per share;

(u11) After-market behavior, as measured by price changes from the
offering price over four different time spans in the after-market.

The Study has assembled a variety of tables that focus on the nature
of institutional interest in public offerings. The tables break down total
institutional purchases into those purchased by various classes of in-
stitutions. The information for these tables was obtained from almost
all broker-dealers involved in the offering as underwriter or as selected
dealer.”? A brief explanation of the criteria for inclusion in each class
of institution is, therefore, necessary for a correct reading of the tables.

(1) Banks—This class consists of domestic commercial banks. How-
ever, the extent to which broker-dealers reported sales to banks who
were acting in a purely custodial capacity and the effect of this report-
ing on the data is unknown. Since these transactions are unrelated to
decisions made by banks, they are not institutional purchases, as de-
fined by the Study. The figures on purchases by banks therefore over-
state true purchases by the unknown extent of this erroneous reporting.

(11) Inwvestment Advisers—This class consists of registered invest-
ment advisers, and all investment companies.

(111) Property and Casualty Insurance Companies—Self Explana-
tory.

(iv) Life Insurance Companies.—Self Explanatory.

(v) Employee Benefit—This class consists of self administered
employee benefit plans. In some cases, the broker-dealers reported the
name of the plan without reporting an adviser when one in fact existed.

2 No distinction is made in this section between primary and secondary offerings.

3L Among the issuers included in the analysis some with current earnings deficits appear
to be little more than stock market promotions. and others are well managed companies that
appear to have reasonable prospects for success. At the other extreme are senescent, rela-
tively large companies (by the standards of Arst offerings, but infrequently in absolute
terms) with little apparent prospect for growth, whose main purpose in going public may
be to obtain a public valuation for estate-tax purposes or as an opening thrust toward diver-
sification of the personal portfolios of the founders. In the same size class are issuers
whose public offerings may obtain ultimate market acceptance. While the financial statistics
are by no means irrelevant. they explain only one part of the story. In the end, the putative
quality of an issue appears to reflect who the underyriter and their customers are more
than what the issuer does. The credibility that institutional interest lends to an issue is
discussed in app. A.

2 Some firms failed to respond to the questionnaire. These firms accounted for a very
small fraction of the offerings, and their omission has a negligible effect on the results.
Broker-dealers who recelved securities on a reallowance from underwriters or selected
dealers were also omitted from the Study. Here, too, the effect is likely to be negligible.

The exhaustiveness of information used, however, aggravates the problem of classification
of the diverse and sometimes obscure institutions.
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(vi) Tax Exempt Institutions—This class consists of charitable
organizations, foundations, religious organizations, school, college, and
university endowments, and similar organizations. ) )

(vil) Other Institutions.—This class consists of unregistered in-
vestment advisers, holding companies, and other institutions not else-
where classified. i

(viii) Hedge Funds.—This class consists of investment partnerships
identified by the SEC, by published sources, or by broker-dealers as
hedge funds.

(1x) Offshore Funds—This class consists of foreign funds that the
Study identified as directly or indirectly under management of per-
sons residing in the United States.

(x) Other Business—This class consists of small businesses that
do not appear to be primarily engaged in investments. In many cases
members of this class appear to be the business names for individual
investors.

(x1) Foreign Institutions—This class consists of foreign banks and
other foreign-managed institutions. In addition, it includes the under-
writing allotments of foreign underwriters who, in most cases, did not
answer the questionnaire.

The Study excluded all reported institutions that appeared to be
investment clubs or other institutions not involving professional man-
agement. In addition, it did not obtain information on sales by un-
derwriters to their own managed accounts.?

Table XIV-2 shows the percentages of the 84 first offerings of
common stock, the 9 offerings of convertible bonds, and the 7 offer-
ings of securities of investment companies purchased by the various
classes of institutions. Institutions as a group took 31 percent of
the common stock offerings, 51 percent of the convertible debt offer-
ings, and 7 percent of the offerings by investment companies. These
percentages refer to the offerings included in the Study’s sample.
(The projection of institutional purchases of the whole population
of first offerings is described later in this section.) Banks accounted
for more purchases of the three types of offerings than any other
class of institution. They purchased 8.71 percent of the equity offer-
ings, 16.04 percent of the convertible debt offerings, and 2.59 percent
of the investment company offerings. Apart from the banks, foreign
institutions were the only class that purchased more than 1 percent.
of the investment company offerings. Below the figures on the per-
centage of the offering purchased, there is a row called “percentage
of class expenditure” 1n the table for each class of institution. The
figures in this row indicate the percentage relationship between the
dollar figure in a given column and the total for a given class of
institution. Life insurance companies, for example, spent 34.99 per-
cent of their total expenditure on the sample of 100 offerings of cor-
porate securities on first offerings of common stock; 61.16 percent
on the nine convertible debt offerings; and 8.85 percent on invest-
ment company offerings. Life insurance companies were the only class
of institution that spent a larger fraction of their total expenditure
on the bond offerings than on the common stock offerings. The re-
maining tables (Tables XIV-3 through XIV-16) refer only to the
first offerings of common stock.

. lmAnother questionnaire, described in sec. D, below, estimates the extent of these
ales,
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TABLE XIV-2_

INSTITUTIONAL PRUCHASES OF FIRST OFFERINGS
OF COMMON STOCK, CONVERTIBLE DEPT, AND
INVESTMENT COMPANY SHARES, BY CLASS OF

INSTITUTION -
. * . Investment
Common Convertible _ Company._

Class of Institution Stock. Debt Shares
Total Offecing 478,634,438 138,300,000 647,387,500
All Instftutions

Value (dollars) 148,257,300 71,675,000 145,609,228

% of Offering 30.98 ™ 51.8 N 7.01
Banks (Domestic)

Value (dollars) 41,680,654 ‘22,672,000 16,740,623

% of Offering 8.71 16.4 2.59
Investment Advisers

Value (dollars) 38,195,831 17,733,000 1,216,300

% of Offering 7.98 12.8 . .19
Prop, and Liab, Ins, Cos.

Value (dollars) 2,458,137 1,466,000 186,550

% of Offering .51 1.1 .03
Life lnsurance Cos.

Value (dollars) 5,063,774 8,857,000 557,650

% of Offering 1.06 6.4 .09
Self-Aanin, Empl. Benefits

Value (dollars) . 6,274,325 1,890,000 5,902,338

% of Offering 1.31 1.4 .91
Tax Exespt Institutions

Value (dollars) 4,705,035 3,351,000 2,284,915

% of Offering .98 2.4 .35
Other Institutions

Value (dollars) 10,968,223 4,250,000 3,383,434

% of Offering 2.29 3.1 .52
Hedge Funds ’

Value (dollars) 11,375,868 2,821,000 2,019,210

% of Offering 2.38 2.0 .31
Off Shore Funds

Value (dollars) 1,054,338 207,000 8.500

% of Offering .22 .2 *
Other Businesses

Value (dollars) 5,308,584 1,227,000 2,689,980

% of Offering 1.11 .9 42
Foreign Institutions

Value (dollar) 21,172,531 7,201,000 10,419,728

% of Offering 4.42 5.21 1.61

*Less Than .05
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Table X1V-3

Institutional Purchases of First Offerings of Common Stock Clasaified By
Category of Managing Underwriter end Class of Institution

CLASS OF INSTLTUTION a i 3 o A TOTAL
TOTAL OFFERING .

value (dollars) 32,315,000]180,237,250) 108, 548, 75086, 560,438|70,973,000)478,634,438

% of total 6.75 37.66 22.68 18.08 14.83 100.00 °
ALL INSTITUTIONS ’

value (doliars) 16,361,056| 67,478,4241 27,401,113)21,317,650]15,699,0571148,257,300 -

% of offering 50.63 37,44 25.26 24.63 22,12 30.98

% of class expenditure 11.04 45,51 18.48 14,38 10.59 100.00
BANKS (Domestic)

value (dollars) 4,009,510 21,339,361 8,555,977| 5,238,500| 23537,306| 41,680,654

% of offering 12,40 11,83 7.88 605 3.57 8.71
% of class expenditure 9.63 51,22 20.53 12,57 6.08 100.00
INVESTMENT ADVISERS .

value (dollars) 4,703,320 .[6,68LL702 ' 6,660,373] 6,741,423] 3,403,013] 38,195,831

% of offering 14,55 9.25 6.13 7.78 4.79 7.98

% of class expenditure 12,32 43.68 17.34 17,65 8.90 100.00
PROP. & LIAB. INS. 00S.

value (dollars) 267,300 761,489 845,337 523,499 60,512 2,458,137

% of offering .82 62 277 .60 .08 .51

% of class expenditure 10,87 30.97 34.38 21.29 2,46 100,00
LIFE INSURANCE COMPAN1ES

value (dollars) 467,050 2,648,256 975,030 679,391 294,047 5,063,774

% of offering 1.44 1,46 .89 .18 .41 1,06

% of class expenditure 9.22 52.29 19.25 13.41 5.80 100.00
SELF_ADM. EMPLOYEE BENEFI

value (dollars) 2,028,970 2,092,352 997,789 777,198 378,016 6,274,325

% of offering 6.27 1.16 291 .89 .53 1,31

% of class expenditure 32.34 33.34 15.90 12,37 6.01 100.00 .
TAX EXEMPT INSTITUTIONS

value (dollars) 522,895| 2,528,766 1,006,486 3ss, 114 258,774]) 4,705,035

% of offering 1.61 1.40 .92 : JLh .36 .98

of class expenditure 11.11 53.73 21.39 8.26 5.49 100.00 |

OTHER INSTITUTIONS

value (dollarsg) 1,187,050 3,242,281 1,687,285 1,807,445] 3,044,162 10,968,223

%.of offering 3.67 1.79 1,55 2.08 4,28 2,29

of clags expenditure 10.82 29.55 15.37 16.47 27.75 100,00

HEDGE FUNDS .

vatue (dollars) 891,600] 5,441.082| 2,645,670 1,447,146 950,370] 11,375,868

% of offering 2.75 3.01 2.43 1,67 1.33 2.38

% of class expenditure 7.84 47,82 23.25 12,71 8.35 100.00
OFF SHORE FUNDS

value (dollars) 12,900 498,643 190, 224 310,096 42,475 1,054,338

% of offering .03 .27 17 .35 .05 .22

% of class expenditure 1.22 47,29 18.04 29.40 4.03 100.00
OTHER BUSINESSES

value (dollars) 364,765 1,997,885 1,200, 240 681,218] 1,064,476] 5,308,584

% of offering 1.12 1.10 1,10 .78 1.49 1.1t

% of clags _expenditure 6.87 37.62 22,60 12,82 20.04 100.00
FOREIGN INSTLTUTaLNS . . .

value (dollars) 1,905,696] 10,260,607| 2,636,702} 2,723,620| 3,665,906| 21,172,531

2 of offering 5.89 5.68 2,42 3.14 5.16 4,62

% of class expenditure 9.01 48,36 12.45 12.85 17.31 100.00
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Table XIV-4

lnstlzquc;nl Purchases of First Offerlngl of Common Stock gfas.ufgisd By

Net Worth of 18suin

Companies and Class of Institution

. . (Headings {n Thousands of Bollars) -

CLASS OF INSTITUTION ' DEFICIT 0 - 999 1,000-4,999 |5,000-9,999L0,000 or+ TOTAL
TOTAL OFFERING

value (doltars) 9,250,000 123, 549,000} 210,583,704 76,885,234 |58, 366, 5001 478,634,438

% of total 1.93 25.81 44,00 16.06 12.19 100.00
ALL INSTLTUTIONS

value (dollars) 713,050} 36,398,697 62,423,665|26,096,217/22,625,671]148, 257,300

% of offering 7.71 29.46 29,64 33.94 38.76 30.98

% of class expenditure .48 24,55 42,11 17.60 15.26 100.00
BANKS (DOMESTIC) N -

vaiue (doltars) 156,250| 8,642,782 19,190,795| 7,078,092} 6,612,735] 41,680,654

% of offering ©I.68 6.99 9.11 9.20 11.32 8.71

% of class expenditure .38 20.74] 46.05 16.99 15.87 100,00
INVESTMENT ADVISERS

value (dollars) 37,000 11,521,871 13,722,040| 6,644,685] 6,270,235] 38,195,831

% of offering .40 9.32 6.51 8.%4 10,74 7.98

% of class expenditure .10 30.16 35.91 17.39 16.42 100.00
PROP. AND LIAB. INS. COS. - -

value (dollars) 13,000 406,609 990,473 742,030 306,025 2,458,137

% of offering .14 .32 .47 .96 .52 .51

% of class expenditure +53 16,54 40,28 30.18 12,45 100.00
L1FE INSURANCE COS.

value (dollars) 7,500 811,567] 2,293,612 898,035| 1,053,260] 5,063,774

% of offering .08 .65 1.08 1.16 1.80 1.06

% of class expenditure .15 16.02 45.27 17.73 20.80 100.00
"SELF ADMIN, EMPL, BENEFIT

value (dollars) 41,000 1,410,222 2,379,075 644,583 1,799,445 6,274,325

% of offering Ry 1,14 1.12 .83 3.08 1.31

% of class expenditure .65 22.47 37.89 10,27 28.68 100.00
TAX EXEMPT INSTITUTIONS .

value (dollars) 14, 500 1,527,215 1,922,028 593,212 648,080 4,705,035

% of offering .15 1.23 291 .17 .11 .98 .

% of class expenditure .31 32,45 40.83 12.60 13,77 100,00
OTHER INSTITUTIONS

value (dollars) 56,800 3,859, 900 4,129,078 1,349,685| 1,572,760| 10,968,223

% of offering .61 3.12 1.96 1.75 2.69 2.30

% of class expenditure .52 35.18] 37.62 12.30 14.34 100.00
HEDGE FUNDS

value (dollars) 32,800 3,449,096 6,949,326 1,647,496 1,297,150] 11,375,868

% of offering .35 2.79 2.35 2.14 2,22 2.38

% of class expenditure .29 30.31 43.49 14,48 11.40 100.00
OFF SHORE FUNDS

value {dollars) 14,400 253,112 562,621 179,480 44,725 1,054,338

% of offering .15 . 20| .26 .23 .07 .22

% of class expenditure 1.37 24.,00) 53.35 17.02 4,24 100.00
OTHER BUSINESSES

value (dollars) 75,800 1,558,150 2,362,507 785,242 526,885 5,308,584

% of offering .81 1. 26| 1,12 1.02 .90 1.11

% of class cxpenditure 1.43 29.34 44,48 14,78 9.92 100.00
FOREIGN INSTITUTIONS

value (dollars) 264,000 2,958,173 9,922,310]| 5,533,677 2,494,370 21,172,531

% of offering 2.85 2.39 4.71 7.19 4.27 4,42

% of class cxpenditure 1.25 13,96 46.85 26.13 11.79 100.00
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Tabl,

e XIV-3

INSTITUTIONAL PURCHASES OF FIRST OFFERINGS OF COMMON STOCK

CLASSIFIED BY NET INCOME OF JSSUER AND SS OF\INSTITUTION
(Headings in X‘:isnnds of jbllars) 1,000

CLASS OF INSTITUTION Deficit=: 1-99 100-499 500-999 and Over Total
TOTAL OFFERING

value (dollars) 53,252,500 | 34,771,500 | 83,009,954 | 83,661,250 |186,439,236 441,134,438

% of total 12.07 . 1.88 18.82 18.97 42.26 100.00
ALL INSTITUTIONS -

value (dollars) 12,309,521 | 12,626,369 | 18,683,793 | 26,450,886 | 59,922,306 ;129,992,875

% of offering 23.12 36.31 22,51 31.62 32.14 29.47

% of class expenditure 9.47 9,71 14,37 20.35 - 46.10 100.00
BANKS (DOMESTIC) D R

value (dollars) 3,741,592 | 2,828,063 | 4,013,735 | 7,685,166 | 18,783,323 | 37,051,879

% of offering 7.03 13 10.07 8.40

% of class expenditure 10.10 .63 '10.83 20.74 50.69 100.00
INVESTMENT ADVISERS

value (dollars) 2,751,565 | 2,353,525 4,669,487 | 6,597,276 | 14,464,498 | 30,836,331

% of offerin 5.17 6.76 5.62 7.88 7.75 7.00

% of class expenditure 8.92 7.63 15.14 21.39 46.91 100.00
PROP, AND LIAB. INS. COS. . N

value (dollars) 261,350 100,762 226,247 492,195 1,306,333 2,386,887

% of offering .49 .28 .27 .58 .70 . 54

% of class expenditure 10.95 4.22 9.48 20.62 54.73 100.00
LIFE INSURANCE COMPANIES !

value (dollars) 251,575 213,325 314,626 1,422,316 2,586,932 4,788,774

% of offering 47 .61 .37 1.70 1.38 1.09

% of class expenditure 5.25 4.45 6.57 29.70 54.02 100.00
SELF-ADMIN, EMPL. BENEFLIT

vaiue (doliars) 369,710 781,040 668, 566 710,052 | 2,931,482 ] 5,460,850

% of offering . 69 2,24 .80 -8 1.57 1.24

% of class expenditure 6.77 14.30 12.24 13.00 53.68 100.00
TAX EXEMPT INSTLTUTLONS

value (dollars) 472,947 140,732 693,203 832,499 1,534,404 3,673,785

% of offering .89 .40 -83 .99 .82 .83

% of class expenditure 12.87 3.83 18.87 22.66 41.77 100.00
OTHER INSTITUTLONS

value (dollars) 65,975] 2,6641,852] 1,491,836 1,942,262 3,401,248 10,143,173

% of offering .25 .59 1.79 32 .

% of class expenditure 57 26.05 14.71 19.15 33 53 100.00
HEDGE FUNDS

valuce (dollars) 26,845( 1,041,800] 1,730,444 2,192,375 3,729,404 9,318,868

% of offering .17 2.98 .08 2.62 2 2.

% of class expenditure .71 11.18 18.57 23.53 40.02 100,00
OFF SHORE FUNDS .

value (dollars) 72,817 51, 650 218,408 107,404 394,059 864,318

% of offering .14 .14 .28 212 221 .20

% of class expenditure 8.42 5.98 27.58 12.43 45.59 100.00
OTHER BUSINESSES

value (dollars) 24,020 21,420] 1,003,645 B45, 650 1,683,843 4,978,584

7. of offering .35 .78 1.20 .0l .90 1.13

% of class expenditure 16.55 12.48 20.16 16.99 33.82 100.00
FOREIGN INSTITUTIONS v

value (dollaxs)’ 2,273,145] 1,852,200] 3,633,596] 3,623,685 9,106,780) 20,489,406

% of offering 5.32 . 4.33 4.88 4.6

% of class expenditure 11.09 9.04 17.73 17.69 44,45 160.00

1/ This column excludes two resl estate investment trusts that were included in esrlier tobles.
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Tabl

49

e XIV-6

N
INSTITUTIONAL PURCHASES OF FIRST OFFERINGS OF COMMON STOCK
CLASSIFIED BY AGGREGATE SALES OF ISSUER AND CLASS OF INSTITUTION

(Headings in Aillions of @ollars)

v/ 25.0 and

CLASS OF INSTITUTION o~ 1-4.9 S - 24.9 Over TOTAL
TOTAL OFFERLNG

value ' (dollars) 26,177,500 123,362,532 |165,106,4221126,487,984 L41,131¢,1038

% of total 5.93 27.96 37.43 28.67 100.00
ALL INSTITUTIONS . B

value (dollars) 4,342,762 | 33,522,580 ) 47,685,685 44,441,848 129,992,875

% of offering 16.59 27.17 28.88 35.14 29.47

% of class expenditure 3.34 25.79 36.68 36.68 100.00
BANKS (DOMESTLC) -

value (dollars) 1,393,487 ] 8,252,875 13,300.569| 14,104,948 § 37,051,879

% of offering 5.32 .68 8.05 11.15 .

% of class expenditure 3.76 22.27 35.90 38.07 100.00
INVESTMENT ADVISERS

value (dollars) 460,500 | 7,516,846 11,945,359 10,913,626 | 30,836,331

% of offering 1.76 6.09 7.23 .

% of class expenditure 1.49 24,38 38.74 35.39 100.00
PROP. & LIAB. INS. COS.

value (dollars 65,000 395,984 1,052,557 873,346 2,386,887

% of offering .25 .32 .63 .69 .54

% of class expenditure 2.72 16.59 44.10 36.59 100.00
LIFE INSURANCE COS.

value (dollars) 138,250 660,892 1,893,280 2,096,352 4,788,774

% of offering .53 53 L.65

% of class expenditure 2.89 13.80 39.54 43.78 100.00
SELF-ADMIN, EMPL. BENEFIT

value (dollars) 263,250t 1,513,277 1,200,608 2,483,715 5,460, 850

of offering 1.01 1.22 .72 1 24

% of class expenditure 4.82 27.71 21.99 45.48 100.00
TAX EXEMPT INSTITUTIONS

value (dollars) 191,475 907,045 1,390,680 1 1,184,585 3,673,785

% of offering .73 k] .84 .93 .83

% of class cxpenditure 5.21 24. 69 37.85 32.24 100.00
OTHER INSTITUTIONS

value (dollars) 289,700 | 4,080,380 | 2,952,957 2,820,136 10,143,173

% of offering 1.11 3.80 2.22 2

% of class expenditure 2.86 40.23 29.11 27.80 100.00
HEDGE FUNDS

value (dollars) 265,600 | 2,925,876 | 3,184,513 | 2,942,879 9,318,868

% of offering 1.01 .37 1.92 .32 2.11

% of class _expenditure 2.85 31.40 34.17 31.58 100.00
OFF SUHORE FUNDS

value (dollars) 4,750 252,787 299,154 307,647 864,338

% of offeriug .02 .20 .18 .24 .20

% of class expenditure .55 29.25 34.61 35.59 100.00
OTHER BUSINLSSES

value (dollars) 514,150 1,305,665 1,892,913 1,265,856 4,978,584

% of offering 1.96 .05 1.00 1.13

% of class expenditure 10.33 26.23 38.02 25.43 100.00
FOREIGN LINSTITUTLONS

value (dollars) 756,600 | 5,710,953 | 8,573,095 | 5,448,758 |20,489,406

% of offcring 2.89 4,62 5.19 4.30 4. 64

% of class expenditure 3.69 27.87 41.84 26.59 100.00

1/  See note to Table XIV-S.
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Table XIV-3 divides the 84 first offerings into five classes, one for
each category of managing underwriter. These categories are based
on the syndicate clusters described in appendix C. Institutional par-
ticipation declines continuously as the category number increases.
Whereas institutions took 50.63 percent of the category I offerings
and 37.44 percent of the category II offerings, they took only 25.24
percent, 24.63 percent, and 22.12 percent of the offerings of categories
111, IV, and V, respectively. Whereas category I issues accounted for
only 6.75 percent of the value of the 84 offerings and category II issues
for 37.66 percent, they accounted for 11.04 and 45.51 percent, re-
spectively, of all institutional purchases of the 84 offerings. The em-
phasis on issues managed by categories I and II underwriters does
not hold in the same degree for all classes of institutions. Banks, life
insurance companies, employee benefit, and tax exempt institutions
show the greatest inclination to purchase from these underwriters,
although investment advisers are not far behind. At the other ex-
treme, other institutions, other business, and foreign institutions par-
ticipated heavily in offerings managed by category V underwriters,
in each case devoting a larger fraction of their total expenditure to
this class of offering than the fraction this class accounts for of the
sample. The column at the right headed “TOTAL?”, shows the totals
purchased by each class of institution. Banks and investment advis-
ers account for the major share of institutional purchases, together
accounting for 54 percent of all institutional purchases.

Tables XIV—4, 5, 6, and 7 classify institutional purchases according
to the net worth, net income, aggregate sales, and number of years of

ositive earnings respectively, of the issuers. Institutional interest
increases with the net worth of the issuers (Table XIV-4). Insti-
tutions particularly avoid issuers who are in a deficit position in re-
gard to net worth. Banks and life insurance companies take mono-
tonically ** increasing percentages of the offerings as the issuers’ net
worths increase, while investment advisers reveal some preference
for issuers whose net worth fall between zero and 1 million dollars.?

2% “A” varles montonically with “B” when “A” increase whenever “B" does.
% Tables XIV-5, 6, and 7 exclude the two real estate Investment trusts in the sample
to avoid distorting the findings.
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Table XIV-7

B INSTITUTIONAL PURCHASES OF FIRST OFFERINGS OF COMMON STOCK
CLASSIFIED BY NUMBER OF YEARS, POSITIVE EARNINGS OF THE ISSUING COMPANIES AND CLASS OF INSTITUTION

CLASS OF INSTITUTION ‘o 1 2 3 4 5 | _TotaL
TOTAL OFFERING
value (dollars) 53,252,500 § 35,122,500 ] 15,245,000 {24,684,000 | 45,218,782 1267,611,656 441,134,438
of total 12.07 7.96 5.60 10,25 60.66 100.00
ALL INSTITUTIONS
valuc (dollars) 12,309,521 | 11,216,899 | 4,751,644 | 8,199,145 11,546,302 | 81,971,364 }29,992 875
% of offering 23,12 31.94 31.17 33.22 25.53 30.63 29.47
% of class expenditure 9.47 8.63 3 66 6.31 8.88 63.06 100.00
BANKS (DOMESTIC)
~yalue (dollars) 3,741,592 | 2,686,083 738,680 | 1,808,705 [ 3,776,518 | 24,300,301 ]37,051,87%
of offering - 7.64 4.84 7.32 8.40
of class expenditure 10.10 1.25 1.99 4.88 10.19 53.46 100 00
INVESTMENT ADVISERS
value (dollars) 2,751,545] 3,553,000 | 1,268,179 | 1,362,405 | 2,094,442 | 19,806,760 | 30,836,331
X of offering 5.17 10.11 5.51 4.63 7.40 -
% of class expenditure 8.92 11.52 4,11 4.42 6.79 64.23 100.00
PROP. & LIAB. INS. COS.
value (dollars) 261,350 60,737 132,175 126,710 273,175 1,532,740 2,386,887
of offering . .17 .86 .51 .60 =57 .54
' X of class expenditure 10.95 2.54 5.5 5.31 11.44 64.22 100.00
LIFE INSURANCE COMPANIES
value (dollars) 251,575 506,925 54,485 284,560 298,292 3,392,937 4,788,774
% of offering .47 1 44 .35 1.15 .65 1.26 1.09
X of class expenditure 5.25 10.59 1.14 5.94 6.23 70.85 100 00
SELF-ADMIN. EMPL. BENEFIT
valuc (dollars) 369,710 285,800 551,150 184,510 311,860 3,757,820 5,460,850
% of offering .69 .81 3.61 .14 .68 -140 21,24
X of clagss expenditure 6.77 5.23 10.09 3.38 5.71 68.81 100.00
TAX EXEMPT INSTITUTIONS
value (dollars) 472,947 203,362 129,855 105,370 226,969 2,535,282 3,673,785
% of offering .89 .57 .85 .42 .50 .94 83
X of class expenditure 12.87 5.54 3.53 2.87 6.18 69.01 100.00 -
OTHER INSTITUTIONS .
value (dollars) 665,975 594,092 292,705 | 2,354,500 801,164 5,434,737 )10,143,173
X of offering 1.25 1.69 1.92 9.53 1.727 2.03 2.30
X of class expenditure 6.57 5.86 2.89 23.21 7.90 53.58 100.00
HEDGE FUNDS
value (dollars) 624,845 940,305 701,100 375,705 929,200 5,747,713 9,318,868
% of offering 1,147 2.67 4.59 1.52 2,05 2.14 2.11
X of class expenditure 6.71 10.09 7.52 4.03 9.97 61.68 100.00
OFF SHORE FUNDS -
valug (doltars) 12,817 44,000 110, 800 11,075 66,400 559,246 864,338
% of offering .14 .12 72 204 .14 .20 .20
X of class expenditure 8.42 5.09 12,82 1.28 7.68 64.70 100.00
OTHER BUSINESSES -
value (dollars) 824,020 299,020 277,970 426,135 797,072 2,354,367 4,978,584
% of offering 1.55 .85 1.82 1.72 1.76 .87 1.13
% of class expenditure 16.55 6.01 5.58 8.56 16.01 47.29 100.00
b Ellﬁﬂ lgggfmso"s 2,273,145) 2,043,575 494,545| 1,159,470| 1,969,210 12,549,461 | 20,489,406
“*%7of offering 4.27 5.81 3.24 4.69 4.35 4.64
X of class expenditure 11.09 9.97 2.41 5.66 9.61 +61.25 100.00

2/ See note to Table XIV-5.

53-940 O - 71 -pt. 5-3
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The other three measures of size, particularly the earnings measures,
are somewhat less indicative of institutional preference for larger
companies. Institutions purchased 23.12 percent of the offerings of
companies with no record of earnings.

Tables XIV-8 and XIV-9 classify institutional purchases by the
offering prices and offering prices relative to earnings. Institutions
clearly avoid low priced issues. Issues offered at more than 20 dollars
per share accounted for 43.82 percent of the entire sample. However,
they accounted for 56.51 percent of purchases by banks, 54.90 percent
of purchases by investment advisers, and 62.07 percent of the purchases
by life insurance companies. Bank purchases classified by prices-rela-
tive-to earnings are fairly evenly spread among the various ranges.
Investment advisers, however, are more conspicious in their preference
for companies without earnings (for which a price-to-earnings ratio
is unavailable), taking 11.07 percent of such offerings. They are least
interested in issues having price-to-earnings ratios between 1 and 15,
taking only 6.49 percent of such offerings.
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TABLE XIV-8

Institutional Purchasés of First'Offerings of Common $tfock Cladsified By

Price of Issue and Class Of Institution

CLASS OF INSTITUTION Less than §7.0 $7.0-$11.9 . $12.0-319.9 . Over $20.9 Total
TOTAL OFFERING

value (dollars) 8,415,000 | 76,902,406 183,572,532 209,744,500 | 478,634,438

% of total 1.76 16.07 38.35 43.82 100.00
ALL INSTITUTIONS

value (doliars) 590,273 15,709,939 51,826,978 80,130,110 | 148,257,300

% of offering 7.02 0.43 28.23 38.20 30.98

% of class expenditure! .40 0.60 34.96 54.05 100,00
BANKS (DOMESTIC)

value {(dollars)} 119,65 2,834,916 15,185,396 23,540,686 | 41,680,654

% _of offering 1.4 3.68 8.27 11,22 8.71

% of class _expenditure .2 6,80 36.44 56,51 100.00
INVESTMENT ADVISERS 3

value (dollars) 177,250 || 2,909,413 12,231,581 22,877,587 | 38,195,831

% of offerin 2.10 3.7 6.66 10,90 7.98

% of class expenditure 46 7.6 32.01 59.90 100.00
PROP.” AND LIAB. INS. COS.
' value (dollars) 2,687 159,747 948,11 1,347, 5 Z 2,458,137

% of offering .03 .20 ] - .51

% of class expenduturel .11 6.49 38.5 54.81 100.00
LIFE INSURANCE COS.

value (dollars) 3,125 237,794 1,679,524 3,143,331 5,063,774

% of offering .03 .30 . 1,49 1.06

% of class expenditure .06 4.69 33.15 62.07 100.00
SELF ADMIN. EMPL. BENEFIT

‘vaite (dollars) 32,750 761,388 1,699,224 3,780,963 6,274,325

X of offering .38 .99 .92 1.80 1.31

% of class expenditure| .52 12,12 27.06 60.25 100.00
TAX EXEMPT INSTITUTIONS

valie (doflars) 24,06 261,533 1,584,3 2,835,071] 4,705,035

% of offerin .2 .34 . .98

% of class expenditure .5 5.55 33. 60.25 100,00
OTHER INSTITUTIONS

value {(dollars) 63,000 2,934,792 3,517,237 4,453,194| 10,968,223

% of offering .74 3.81 1.91 2,12 2,29

X of class expenditure] .57 26.75 32.05 40,59 100.00
HEDGE FUNDS

value (dollars) 99,375 1,437,2 3,705,80 6,133,448 11,375,868

% of offering 1.18 1. 2.0 2,92 2.38

% of class_expenditure .87 12. 32. 5 53.91 100.00
OFF SHORE FUNDS

valuve (dollars) 3,750 88,096 482,21 480,274 1,054,338

% of offering .04 .11 .2 .22 .22

% of class expenditure] .36 8.344 45.7 45.55 100.00
OTHER BUSINESSES

value (dollars) 34,218 1,580,310 1,708,905 1,985,151 5,308,584

% of offering .40 2.05 -93 .94 1.11

X of class_expenditure| .64 29.76 32.17 37.39 100.00
FOREIGN INSTITUTIONS

value (dollars) 30,400 2,504,711 9,084,602 9,552,818 21,172,531

% of offerin .36 3.25 4.94 4.55 4,45

% of class_expenditurel .14 11.82 42,90 45.12 100.00




2354

TABLE XIV-9

A

P
INSTITUTIONAL PURCHASES OF PIRST OFFERINGS OF COMMON STQCK ’
* CLASSIFIED BY PRICE/EARNINGS RATIO
AND CLASS OF INSTLTUTIUN
CLASSOF INSTITUTION _UNDEFINED . 1 to 14,9 15 to 21,9 22 to 39.9 40 OR OVER _ TOTAL
TOTAL OFFERING' . ‘
value (dollars)’ 92,065,000 38,655,156 | 102,778,032 157,823,250{ 81,313,000 [678.634.&38
% of toral 19,23 8,08 21,47 32,97 18,24 100,00
ALL INSTITUTIONS . -
Lalve fdollars) ‘30,867,195 | 9,689,428 | 31,794,292' 47,717,140 28,189,245 | 148,257,300
% of offerine 33,51 25,07 3093 30,213 : 3233 30,98
% of clrss experditurd 20,82 6,53 21,45 32,19 19,01 100,00 °
BANKS (DOMESTIC) ° ‘ ’
. value (dollars) 8,412,242 | 3,350,223 9,315,613} 13,517,577'_7,084 4 4
% of offering [ 913 8,66 9,06 8,56 1 8,11 8,71
2 of class expenditure _ 20,19 8,04 22,36 32,64 ! 17,00 _1__100.Q0
INVESTMENT ADVISZRS l 1
value (dollars) 10,142,107 2,511,358 ¢ 7,318,252! 11,823,574l 6,400,540 | 38,1951
% of offerirg 11,01 y 6,49 2,12 7.49 2.33 2.98
. % of class exoengiture 26,55, 6,57 19,15 ¢ 30,95 16,75 100,00
“PROP, AND LIAB. INS. COS.
value (dollavs) 338,850 236,500 533,077 904,911 444,799 2,458,137,
% of offering .36 61 51 i 57 50, (3
% of class evpenditurg 13,78 . 9,62 21,68 36.80 18.09 100,00
LIFE INSURANCE COS. l .
value (dollers) 526,575 634,387 1,464,122 1,748,848 689,842 | 5,063,774
% of offering .57 1,64 1,42 1,10 ° 29 | 1.06
% of class exper¢fture 10,40 | 12,53 28,90 36,53 | 13.62 1 100,00
'SELF ADMIN, EMPL. BENEFIT | i !
value (dollars) 1,194,435 .193,568 2,163,468 1,470,077 1,252,777 | 6,274,325
% of offering .29 l .50 2,10 N 1,43 1.31
% of class expenditure 19,03 -} -3.08 34,47 23,42 19,96 100,90
TAX EXEMPT INSTITUTIONS
value (dollars}) 1,519,197 | 184,754 1,130,606 971,518 898,960 | 4,705,035
% of offerine .65 247 1,10 261 1,02 298
% of class expenditure 32,28 ' 3.92 ; 24,02 20,64 19,10 100,00
OTHER INSTITUTICNS
value (. cilars) 1,513,212 495,169 2,425,111 2,738,219] 3,796,512 110,068,223
X of offering .64 1,28 i 2,35 1,73 4,34 2,29
% of class expenditurel 13.79 4.51 22,10 24,95 34,60 100,00
HEDGE FUNDS ‘
.value (dollars) 2 2,744,345 | 31,246 2,247,039! 3,124,096] 2,529,142 {11,375,868
% of offering 2,98 ] .89 218 1,9 2,89 2,38
% of class expenditure 24,12 | . 42 19,75 ¢ 27,45 22,23 100,00
OFF SHORE FUNDS ~
value (dollars) 262,817 55,121 88,650 370,76 276,987 ! 1,054,338
% of offering .28 14 +08 223 231 .22
% of class expendfture 24,92 5.23 8,40 35,16 26,27 100,90
OTHER BUSINESSES
value (dollars) 1,189,645 297,110 1,299,0261 1,312,829 1,209,974 | 5,308,584
% of offering 1.29 «76 1,26 83 1,38 1.11
. % of clgss expenditure 22,40 5.59 24,46 24,72 22,79 100,00
FOREIGN INSTITUTLONS
value (dollars) 3,023,770 999,992 3,809,328, 9,734,728 3,604,713 21,172,531
% of offering . 2.58 I .70 6,16 46,12 4,42
% of class expendjture] 13,28 4.72 I 17,99 | 45,97 17,02 100,00




2355

Although there are differences among classes of institutions in this
regard, the balance sheet and income statistics do not appear to be the
major determinants of institutional interest in a given offering. What-
ever relationships appear to exist between institutional purchases and
financial data may be explained by the preference of the different
groups of underwriters for certain characteristics. Although under-
writers’ preferences, in this regard, may also reflect their knowledge
of institutional preferences. The data, however, cannot discriminate
between the sources of preference. If there were no overlap between
the financial characteristics of the issues underwritten by the various
groups of underwriters, the question whether the financial character-
1stics of the issuers or identity of the underwriters determined insti-
tutional interest would be statistically moot. Fortunately, the sample
of 84 offerings contains some overlap of underwriters and character-
istics that permit discrimination between the competing explanations.



TABLE XIV-10

INSTITUTIONAL PURCHASES OF FIRST OFFERINGS OF COMMON STOCK CLASSIFIED BY SALES OF ISSUING COMPANY
o " AND CLASS OF MANAGING UNDERWRITER "'~ ~

SALES 1 27 3 4 5
(Thousands of
Dollars) NO. % TO NO. % TO NO. % T0 NO. % TO NO. % TO
ISSUES | INSTITUTIONS | 1ISSUES| INSTITUTIONS| ISSUES| INSTITUTIONS| ISSUES| INSTITUTIONS| ISSUES| INSTITUTIONS
0399 7 | o 0 1 65.541 2 25,152 2 24,822 6 16.756
" 100 - 999 0 0 0 0 0 0 0 0 4 10,261
1000 - 4,999 | 1 55.985 2 35.518 7 27,655 8 13.546 8 31.751
5,000 - 14,99y | © 0 6 41,192 5 21,469 7 23,580 2 21.288
15,000 and Over | 1 50,220 13 28,152 3 19.961 4 35.006 2 14.320

99€2
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Table XIV-10 cross-classifies total institutional purchases by cate-
gory of underwriter and sales of issuer.?® Underwriters in categories
I and II offered securities of only one issuer with sales of less than
$100,000, which was a real estate investment trust. More than 65 per-
cent of that offering was sold to institutions. The average percentage
of the offerings in this class sold to institutions falls off as the number
of mana in%i underwriter category increases, from 25 percent for cate-
gory IIT underwriters to 17 percent for category V underwriters. Cate-
gorles I and II underwriters made three offerings of securities of is-
suers whose sales were between $1 million and $5 million. More than
55 percent of the offering of the category I underwriter’s issue was
sold to institutions. The issuer had less than $100,000 net earnings and
its securities were sold at a price/earnings ratio of more than 100.
However, it had a net worth in excess of $1 million.?”

The two offerings of securities of issuers in this size class made by
category II underwriters had an average institutional participation of
more than 35 percent. The percentages of institutional participation in
offerings by the three other classes of underwriters for this class of is-
suer are lower, although category V underwriters show a 31.75 insti-
tutional percent participation. In the next class of issuer, sales between
$5 million and $15 million, there were 6 offerings by category II
underwriters, with an average of 41 percent sold to institutions. The
next highest percentage in this issuer size range sold to institutions was
24 percent, by category IV underwriters.

The institutional preferences shown in Table XIV-3 for the offer-
ings of categories I and IT managing underwriters result from two
observable factors. One factor is the concentration of these under-
writers in the offerings of larger issuers. While only 16.6 percent of the
ofterings by categories I and II underwriters represented issuers with
less than five million in dollars sales, 61.6 percent of the offerings of the
other three categories fell in this size range. However, for a given
range of sizes of issuers, categories I and IT underwriters sold in most
cases a larger fraction of the offerings to institutions.

2 The difference described in this table would be more perceptible if instead of all
institutional purchases the tables showed purchases by banks, investment advisers, or
life insurance companies.

27 Net worth is more strongly related to institutional purchases than are other size
variables. This difference is consistent with the propesition that differences among
underwriters are the main determinants of institutional participation. Companies asso-
clated with Category I and II underwriters tend to be better capitalized, partly as a result
of venture capital support, than companies with comparable revenues whose securities
are underwritten by the other categories of underwriters.



TABLE XIV-1l

INSTITUTIONAL PURCHASES OF FIRST OFFERINGS OF COMMON STOCK CLASSIFIED BY

EARNINGS OF ISSUING COMPANY AND CLASS OF MANAGING UNDERWRITER

Earnings : -

(Thousands 1 2. 3 T4 "5

of Dollars)

No. | % To No. % To No. % To No. % To No. % To
Issues' Institutions|Issues|Institutions|Issues|Institutions|Issues]Institutions| Issues]Institutions °

Deficit 0 0 2 60.987 2 25,152 3 25,067 7 14,501
S0-"99 1 35.985 1 48,822 2 40,774 2 9,573 5 32,676

oo - 999 0 0 9 34,872 8 21,584 14 20,876 10 22,312
1,000 and " | 1 50.220 10 30,836 5 22,320 2 36, 327 0 0

Over

8GEC
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Table XIV-11 also supports this conclusion for issuers with net
carnings between $100,000 and $1 million. Category 1T underwriters
made nine offerings with an average institutional participation of
35 percent. None of the other categories of underwriters had an aver-
age institutional participation of more than 23 percent for issuers
of this size class. Table XIV-12 cross-classifies the offerings by cate-
gory of managing underwriter and price/earnings ratio of issuer.
Within each class, with one exception, categories I and II under-
writers sell a larger fraction of the offerings to institutions.

A similar pattern emerges from a regression analysis relating insti-
tutional purchases by class of institution to categories of managing
underwriter, sales of issuing company, and the Study’s new issue price
index (described in appendix A). The regressions consider the per-
centages of the offerings taken by the various classes of institutions
in relation to the variables previously noted. The categories of man-
aging underwriter are denoted by dummy variables. Each observation
in a regression describes the institutional purchase of one issue, one
associated dummy variable equal to 1 for the appropriate category
of managing underwriter, the other dummy variables being set to
zero, the value of the issuer’s sales, and the value of the new issue price
index for the month in which the offering occurred. Table XIV-13
gives the results of these regressions.?® Only four classes of institutions
are shown. Most of the other classes evidence less systematic behavior
than the ones shown.

28 The table is read in the following way: The dependent variable is the percentage
of a given offering that Is purchased by a class of institution. There are a different set
of parameters, one set per row of the table, for each class of institution. In part B the
dependent variable is the percentage of a class’ total expenditure on the 84 offerings
that is spent on a given offering. The object of the regressions is to predict these per-
centages using the information contained in the independent variables. The coefficients
attached to the four dummy variables, one for each of the first four categories of managing
underwriter, are read in conjunction with the intercept term, which alone describes the
coeflicient of the implied fifth dummy variable, For example, the first row describes the
basis for predicting the percentage of a particular offering purchased by banks. If the
offering was managed by a category I underwriter, that fact accounts for 9.75 percent
(8.51, the coeflicient attached to the category I dummy variable, plus 3.24, the intercept)
of the offering_purchased by banks. Since neither the coefficient attached to ‘‘sales of
issuer” nor th€ one attached to “new issue price index’’ is significantly different from
zero, as manifested by the fact that the t-values (in parentheses below the coefficients)
have absolute values less than 1.96, the regression has no additional basis for predicting
the percentage of the offering purchased by banks. For category J issues purchased by
Hfe insurance companies, the regression predicts .54 percent, on the basis of the category
plus .02 percent for each 100,000 dollars sales of issuer.



“4p
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TABLE XIV-12

Institutional Purchases of First Offerings of Common Stock Classified By
1ce/Eamings Ratio of Issu:.ng Gmpmies ‘and CIass of Hanaging'lfnderwtiter

PRICE/EARNINGS i 2., 3 4 5
RATIO NO. % TO NO. % TO NO. % TO NO. % TO NO. % TO
1SSUES!| INSTITUTIONS| 1SSUES] INSTITUTIONS| ISSUES | INSTITUTIONS | ISSUES| INSTITUTIONS| ISSUES| INSTITUTIONS
Undeffned " 0 0 2 60,987 2 25,152 4 24,929 y) 14,501
0-9 0 ) 0 0 1 8,552 3 12,692 0 0
10 -14 0 0 2 33,292 2 34,613 1 28,285 1 9.502
15 - 24 . 1 50,220 11 29,439 2 11.493 6 20.921 7 13.813
25 and Over 1 55.985 7 38,144 10 26,952 7 29,951 7 32,572

09€2



TABLE XIV-13

‘Institutional Purchases of First Offerings in Relation to Category of

Managing Underwriter, Sales of Issuing Company, and New Issue Price Index.
84 Offerings, January 1968 to June 1969

Percentage of Offerings Purchased by Class of Institution
Class of Category | Category | Category{ Category Intercept Seles of} New Issue Rzadjusted
Institution 1 11 I11 v Issuer Price Index
Reg. Coef. 6.51 5.98 3.68 0.68 3.24 0.05 -0.00 0.170
Banks (t-value) (1.49) (3.36) (2.06) (3.24) (2.07) (1.26) (-0.01)
Investment Reg. Coef. 7.85 4.18 2.48 1.43 5.98 -0.00 -0.09 0.093
Advisers (t-value) (1.91) (2.48) (0.89) (4.03) (4.03) (-0.12) (-2.14)
Life Reg. Coef. 0.14 0.73 0.19 -0.03 0.54 0.02 -0.01 0.195
Companies  (t-value) (-0:20) (2.56) (0.68) (-0.11) (2.16) (2.62) ](-0.90)
Employee Reg. Coef. 13.07 . 1.01 0.77 0.42 0.60 -0.03 0.00 0.663
enefit (t-value) (12.77) (2.41) (1.83) (1.04) (1.62) (-3.45) (0.23)

19€2



2362

With one exception the values of the regression coefficients get
smaller as the number of the managing underwriter category gets
larger. Knowledge that a given offering was managed by a category
T underwriter increases the predicted percentages relative to that for
a category II underwriter; knowledge of a category II offering in-
creases the percentage relative to that for a category ITI underwriter
and so on. (An exception is life insurance companies purchasing
category I offerings.) Most of the coefficients associated with cate-
gories of managing underwriters are statistically significant in that the
t-values exceed 1.96. For banks and investment advisers, the size
of the issuer, as reflected in sales, does not significantly affect the per-
centage of the offering purchased by the respective clbzilsses. The per-
centage purchased by life insurance companies, however, increased by
0.02 percent for each $100,000 of theissuers’sales.

The value of the new issue index had a significant effect only for
investment advisers. The new issue index is a series of monthly aver-
ages of estimates of the one-week price change of all first offerings
that appeared in the period January 1968 through June 1969. In the
present context it is used as an indicator of the relative buoyancy * of
the market for first offerings. The index is expressed as the average
percentage change between the offering price and the after-market
price one week after the initial offering for all the offerings in a given
nonth, Investment advisers appear to purchase more than propor-
tionately in less buoyant months. For each percentage point decline
in the index they purchased 0.09 percent more of the offerings.

» “Buoyancy” 1s used to denote higher than average price appreciation in the after-
market. As used here, a bnoyant market is one in which prices of first offerings have a
strong tendency to rise in the after-market.
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Chart 1

Percentage of Offerings
PURCHASED BY ALL INSTITUTIONS
Classified by Category of Managing Underwriter

CATEGORY
OF ’
MANAGING
UNDER-

WRITER

vvvvvv

10.0- 20.0- 30.0- 40.0-
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Chart 2

Percentage of Offerings
PURCHASED BY BANKS

Classified by Category of Managing Underwriter

1
CATEGORY I
OF
MANAGING III
UNDER-
WRITER v
Vv

.0- 10.0
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Chart 3

Percentage of Offerings
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Charts 1, 2, and 3 describe the percentages of the offerings purchased
by all institutions, banks, and investment advisers, respectively, in
relation to the categories of managing underwriters. The modal range
for all institutions 1s between 20 percent and 30 percent of the offerings.
Twenty-four of the 84 offerings fell in this range. In this range, seven
of the offerings were managed by category IT underwriters, seven by
category III underwriters, six by category IV underwriters, and four
by category V underwriters. Of the 33 offerings of which institutions
purchased less than 20 percent, three were managed by category II
underwriters and the remainder by underwriters in categories I11, IV,
and V. The modal range for banks (Chart 2) is 10 percent or more. Of
the 20 offerings in this range, 12 were managed by categories I and 1T
underwriters. Of the nine ofterings in the 8 percent to 10 percent range
of bank purchases at the offering, five were managed by category II
underwriters. Of the remaining 55 offerings, seven were managed by
category IT underwriters and the remainder by underwriters in cate-
gories III, IV, and V. Of the eight offerings in the lowest range, 0
percent to 1 percent of the offering, seven were managed by under-
writers in category V, and one by an underwriter in category IV. The
percentages of the offerings purcgased by investment advisers are more
evenly distributed. However, of the 17 offerings of which investment
advisers purchased less than 1 percent, only one was managed by an
underwriter in category II, three by an underwriter in category I1I,
four by underwriters 1 category IV, and nine by underwriters in
category V.
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TABLE X1v-14 ...

INSTITUTIONAL ‘l”URéHASE’S OF FIRST OFFERINGS
AFTER-MARKET PRICE CHANGE (FIRS

“OF_COMMON STOCK GLASSIFIED, BY

T MARKET PRICE) AND

CLASS OF : NSTITU T108

CLASS OF INSTITUTION D

CLINE 0% - 191 "70% -'49% ,S0L°100% “OVER 100%

TOTAL

TOTAL OFFERING

value (dollars) 38,689,500 183,783,484 167,653,922{64,901,500 23,606,032 |478,634,438
X of total 8.08 38.40 35,03 13,56 4,93 100,00
ALL INSTITUTIONS
value {dollars) 9,740,776 | 62,251,550 | 52,916,457 18,340,558 { 5,007,959 148,257,300
X of offering 25.18 33.87 31,56 28.26 21.22 30,98
% of class expenditurd 6.57 41.99 35.69 12,37 3.38 100.00
BANKS (DOMESTIC)
value (dollars) 905,032 | 17,313,400 15,897,501 5,998,381 1,566,340 | 41,680,654
A of offering 2,33 9,42 9.48 9,24 6,63 8.71
2 of class cxpenditurd 2,17 41,55 38,16 14,39 3.73 100,00
INVESTMENT ADV]SERS
value (dollars) 5,197,305 | 16,391,054| 11,475,368 4,202,250 929,854 | 38,195,831
2 of offering 13.43 8,91 - 6,84 6,47 3.93 7.98
% of class expenditurd 13,81 42,91 30,03 11,00 2,45 100,00
PROP. AND LIAB. INS. COS. .
’ value (dollars) 75,160 929,994 ) ‘- 862,391 359,492 231,100 ‘2,458,137
& of offering .19 .50 . .51 «55 .97 .51
% of class expenditurd 3.06 37.82 35,08 1462 9,42 100,00
LIFE INSURANCE COS. 67,100 1.876.9 2.2 26 "
valye (dollars) 7, »876,973 »245,8. 704,490 169,385 5,063,774
% of offering 17 1.02 1,33 1.08 .71 1,06
X _of class expenditurd 1.37 37,06 44,34 13,91 3,37 100,00
SELF ADMIN. EMPL. BENEFIT ;
value (dollars) 368,725 | 3,610,418 1,447,630 597,692 249,860 | 6,274,325
% of offering .95 1,%6 .86 .92 1.05 1.31
X of class expendjturd 5.87 57.53 23,06 9.52 3.98 100,00
TAX EXEMPY INSTITUTIONS
‘vg‘ Tue (dollars) 205,612 2,741,879 | 1,238,867 381,382 137,295 4,705,035
% of offering .53 1.49 .73 .58 .58 .98
of c¢lass expenditurd 4,37 58,26 26,32 8,10 5,02 100,00
. OTHER INSTITUTIONS
value (dollars) 707,770 4,260,042 | 4,549,755 | 1,100,341 350,315 | 10,968,223
X _of offering 1,82 2,31 2,71 1.69 1,48 2,29
% of class expendituref 6.45 38,82 41,47 10.03 3,19 100,00
HEDGE FUNDS
value (dollars) 991,627 | 5,476,383 3,231,108 | 1,342,985 | 333,765 | 11,375,868
X of offering 2,56 2,97 1,92 2,06 1.41 2,38
X of class expendjturel 8.71 48,13 28,39 11.80 3.23 100,00
OFF SHORE FUNDS .
value (dollars) 20,850 546,786 360,938 89,314 36,450 1,054,338
X of offering W05 .29 .2] .13 .15 .22
X of class expenditure 1.98 51,85 34.23 8,47 3.47 100,00
OTHER BUS1NESSES
value (dollars) 415,235 | 1,597,847 [1,614,828 | 1,141,024 | 539,650 | 5,308,584
XA of offering 1.07 .86 .96 1,75 2,28 1,11
, X of class expenditure 7.82 30,08 30,41 21,49 10,20 100, 00
FORELGN INSTITUTIONS
value (dollars) 186,360 7,506,774 19,992,245 | 2,423,207 463,945  P1,172,53)
X of offering 2,03 4, 3.96 3.73 1,96 4.%42
% of class expenditure] 3,71 35,45 47.18 11,44 2,22 100,00

53-940 O - 71 - pt, 5 - 4
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TABLE XIV-15

Institutional Purchases of Pirst Offerings of Common Stock Classified By

One Weck Atcer-market Price Chahgé And Glass or institution

CLASS OF INSTITUTION DECLINE " ‘0% - 19% y 207 - 49%3 50% - 100%) OVER 1003 TOTAL

TOTAL OFFLRING
valua (dollars 103,150,000 [119,381,906 |124 ,393 5001122 ,869,032 |8, 840,000 478,634,438

of total 21,55 24,94 25.99 25.67 1.85 100,00

ALL INSTITUTIONS
value (dollars) 33,247,8 38,490,901 33,775,9 41,162,722 11,579,789 |148,257,300
% _of offcring 2.2 32.24 27,13 . 17. 30,98

of class expendfture 2.4 26.15 2, 27. 1. 100,00

BANKS (DOMESTIC)
value (dollars) 9,937,266 9,274,3 10,601,299 11,445,771 421,950 41,680,654
X of offering 9.63 1. 8.5 9.3 4. 8.71
X of class expenditure 23,85 22, 25 .44 27.4 1.0 100,00

DIVESTMENT ADVISERS
value (dollars) 8,666,445 | 12,586,17 8,381,811]| 8,633,1 128,204 38,)9LB%
X of offerfug 8.20 10, 54 6,73 K R 1.9
X of class_expenditurel 22,16 32.95 21,94 22. .33 100,00

PROF. ANLC LIAD. INS, COS;

" yslue (dollars) 157,515 768,674 187,564 690,184 54,200) 2,458,137
X of offering 15 . 63 236 .61 )
X of closs expenditure 6.40 31.2 32.03 8.07 2,20 100,00

LIPE INSURANCE COS.
valuo (dollars) §71,8301 1,059,0791 1,481,882] 1,594,923 36,0 5,063,374
X of offcring <84 . 1.19 1.29 . 1,

of clags expenditure 17.21 20.91 29.26 31.49 1. 100,

SELF. ADMIN, EMPL. BENEF[T a1 2
valus (dollars 1,160 2,273,292 950,322 1,725,020 165,050] 6,274,325
% _of offering 1.12 1.90 .76 R . i.“

of class expenditure 18.49 36.22 1S. 27.48 2.6) 100,00

TAX EXLMPT INSTITUTIONS
value (dollars) 1,970,32 940,928 835,8 898,301 59,6 _4,705,035
X of offerin 1. .18 . k) . 98
Y of class expenditure 41. 19.99 17. 19.08 1. 100,00

OTHER INSTITUTIONS
yalue (dollars) 1,909,267 | 2,968,2 1,867,15 4,107,05 116,520 ] 10,968,223
% of otfering 1.85 2,4 1.5 3.34 1.31 2,29
% of class expenditure 17.4 27, 17. 37.4 1.06 100.00

HEDGE FWNDS
value (dollars® 3,662,192 1 2,541,913 2 385,974 2,919,014 86,7 11,375,868
Y of offerin, 3.33 2.12 1. 2,37 s .38
Z of claso cxpgnauure 30,25 22,33 20, 25,65 . 100.00

OFF SHORK FWNDS
valus (dollars) 352,517 252,17 118,054 32 4 2,000 054,338
X of offerin 23 .2 .09 2261 .02 .42
X of clans expenditure 33.43 23.9 11.19 31, .19 100,00

OTHER BUSINESSES
valuo (dollars 803,31 l.oaz.aa; 069,401 1,989,89. 403,050] 5,308,384

of otfering . .87 .85 1.6 4,55 1.11
of_class expenditure 135,129 19.64 20.13 37,4 7.59 100,60

FOREIGN 1NSTITUTIONS . 2 2 2 64 12 2 2.53

value (dollars) 4,176,50 2783,234 [ 3,296,7 6,829,7 6,320] 2]1,172,5 %
of offering 4,04 4.00 . R 5,55 297 4,
3 of class expendituref 19,72 22.59 25 32,25 L41 100,00
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TABLE XIV-16_

institutional Purchases of Pirat Offerings of Common Stock Classified By

One-Month Price Change and Class of Institution

CLASS OF INSTITUTION . DEGLINE . O% - 19% . 20%-49% 50%-100% ., Over 100%  Total

TOTAL OFFERING .
value_fdollars) 153,983,922] 60,156,250{132,472,750[101,571,484 30,450,032}478,634,438
% of total 32.17 12.57 27.68 21.22 6.36 100.00

ALL INSTITUTIONS
value (dollars) 51,595,736] 19,798,728] 36,749,787] 34,961,445} 5,151,604]148,257,300
% _of offering 33.51 32.91 27.74 4,42 16.92 31.0
% of class expenditure 34.80 13,35 24.79 3.58 3.48 100,00

BANKS (DOMESTIC)
value (dollars) 13,375,641 6,281,212 9,972,413] 10,828,1 1,223,270] 41,680,654
% of offering 8.68 10,44 7.52 10. 4,01 8.71
% of class expenditure 32,10 15.08 23.95 25, 2.93 100.00

INVESTMENT ADVISERS
value (dollars) 14,725,008]  4,282,8 10,666,407] 7,599,154 922,399] 38,195,831

. % of offering 9.56 7. 8.05 7.48 3.02 7.98
% of class expenditure 38.55 11, 27.92 19.89 2.41 100,00

PROP,AND LIAB. INS. COS.

" valug ldollars) 450,840 474,949 788,80 631,64 111,900} 2,458,137
% of offering .29 .78 .5 . .36 .51
X of class expenditure 18.33 19.32] 32.0 25.6 4,55 100.00

LIFE INSURANCE COS.
value (dollars) 1,341,292 329,074 1,858,525 1,350,943 183,940 5,063,774
X of offering .87 .54 1.40 1.33 .60 1.06
% of class_expenditure 26.48 6.49 36.69 26.67 3.63 100.00

"SELF_ADMIN, EMPL. BENEFL]
value (dollars) 2,882,351 536,552 843,257 1,743,985 268,180| 6,274,325
% _of offering 1.87 .89 .63 1.71 .88 1.31
% of class expenditure 45.93] 8.54 13.43 27.79 4,27, 100.00

TAX EXEMPT INSTITUTIONS B

" wvalue ldollars) 2,395,183 409,214 985,940 795,053 119,645 4,705,035

of offering 1.55] .68 .74 . 78] .39 .98

of class expenditure 50,90 8.69 20.95; 16.89 2. 54 100.00
OTHER INSTITUTIONS §

alue (dollars) 3,417,366 1,303,228 4,124,521 1,681,353 441,755 10,968,223

of offering 2.2) 2.16 3.11 1.65 1,45 2,29

of class expenditure 31.19] 11.88 37.59] 15.32 4,02 100.00

HEDGE FUNDS
value (dollars) 5,019,703 1,253,140] 2,303,665] 2,370,415 428,945] 11,375,868
% of offering 3.25 2.08 1.73 2.33 1.40) 2.38
% of class expenditure 44 .12 11.01 20, 24] 20. 83 3.77 100,00

OFF SHORE FUNDS
yalue (dollars) 359,208 273,742 113,002 295,836, 12,550 1,054,338
% of offering . 23] .45 .08 .29 .04 .22
% of claas_expenditure 34.06 25, 96 10.71 28.05] 1.19 100.00

OTHER BUSINESSES
value (dollars) 1,311,279 577,156] 1,386,405 1,068,918 964,839 5,308,584
% of offering .83 " .95 1.04 1.05 3.16 1.11
% of class expenditure 24,69 10, 86 26.11 20.13] 18.17 100,00

FOREIGN INSTITUTIONS
value (dollars) 6,317,874 4,077,598 3,706,850 6,596,024 474,189 21,172,531
% of offering 4.19 6.77 2.79 6.4 1.53 4.42
% of clags expenditure 29.83 19,25 17, 50] 31.1 2.23 100.00
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0

. _Tablé XIV-17
Institutional Purchases of First Offerings of Common Stoc!
Classtified By After-Market Price Change (3-Month) and Class of Ingtitutiol
CLASS OF InsTiTuTION | pRcryne | 0% - o7 | ‘201 - 4on] sov-100% | ovee yood m0TAL
TOTAL OFFERING
value (dollars) 167,153,922 38,406,250 166,869,500 50,518,234}75,686,532]1478,634,438
of total 34.92 8.02 30.68] 10,56 15.81 100,00
ALL INSTITUTIONS ‘ —
value (dollars) 52,975,364 13,043,197] 50,038,027 11,596,277120,604,455}148,257,300
L of offering 31.69] 33,96 34,07 22, 1,22 30.98
% of clasa expenditure EN ‘Jt 8.80 33,75 1.82 3.30 100,00
BANES  (DOMLSTIC ]
value (dollars) 13,721,23) 4,143,667] 15,456,793] 3,792,574} 4,566,389] 41,680,654
X of offerin, 8.20 10.78 0.52 7.50 6.02 8.71
% of clazs expend{ture 32,93 9.96 7,10 9.10 10.9 100.00
INVESTHENT ADVISERS
value (dollars) _ 15,238,316 3,252,719 13,465,523} 2,618,121] 3,621,152| 38,195,83
% of offerin 9.11 8.4 9.16 S. 4.78 7.9
% of clags expenditure 39.89 8.5 35,25 6.85 9.47 100.0
‘PROP. AND LIAB. INS. CO!
valus (dollars) 601,290 249,225 748,792 429,32 429,503| 2,458,137
T of offering «35 . .50 .84 5 51
% of class expenditure 24,46 10,13 30.45 17.4 17.47 100,00
LIFE INSURANCE COS,
value (dollars) 1,642,387 249,825] 2,074,992 459,5. 637,032] 5,063,776 |
of offering +98 265 1.41 . . 1.06 ¢
X of class expendfture 32.43 4.93 40.97 9. 12,5 100,00
SELF ADMIN, EMPL. BENEFI[
value (dollars) 2,843,304 307,564{ 1,513,695 228,045 881,717} 6,276,325
% of offorin; 1,70 80! 1.03 1,44 1.16 1.31
% of class expenditure 45,31 4.90 2, 11.60 14,061 100,00
TAX EXEMPT INSTITUTIONS : |
value (dollars) 2,499,538 379,909 1,160,860 257,068 407,660] 4,705,035 !
% _of offering 1.49 298 =79 5 .53 298
of class expenditure 53.11 8.07 24,66 5.46 8.66 100.00
OTHER INSTITUTIONS
e (dollars 3,412,038 648,795] 2,913, 84 807,280] 3,186,245] 10,968,223
% of offering 04 1.68 1.9 1,59 4,20 2.29
% of clasa expenditure|’ 31.10 5.91 26,56 7,35 29.04 100,00
HEDGE FURDS
value (dollars) 4,958,6331 1,033,0400 2,853,589 883,493 1,647 11,375,868 _.
% of offering . 2,68 1,94 1.74 2, 2,38
A of class expenditure 43.5 9.08 25,07 1,76 14.4 100,00
OFF SHORE FINDS '
value (dollara) 363,14 16,32 342,20 64,377 05,2 1,054,338 |
X of offering =21 .1 .23 .12 . .22
% of class expenditure 34 .44 1.04 32,93 6.10 19.4 100,00
OTHER BUSINESSES . —
alue (dollars) 1,202,522 388,562 1,544,356 456,21311,716,9 5,308,584
of offeriag .J1 1.01 1,05 .90 . 1.11
% _of clase expenditure 22,64 1.31 29,08 _8.59 32, 100.00
FOREIGN INSTITUTIONS
value (dollars) 6,492,919 2,315,562 7,958,37%) 1,100,241 3,30 21,172,531
% of offerin 3.88 6.02 5.4 . 4.36 4.42
z of class expenditure 30,66 10.93 37,58 S. 15.60 100.00

|
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Tables XIV-14 through XIV-17 show institutional purchases of
first offerings classified by the percentage changes in prices between
the offering and the first market quote, the first week, the first month,
and the first three months, respectively. By value,*® 8.08 percent of the
offerings in the sample had market prices at the time of the first market
quote that were lower than the initial offering prices. Only investment
advisers and hedge funds allocated more than 8.08 percent of their
total expenditure on the sample offerings, 13.61 percent and 8.71 per-
cent, respectively, on offerings in this class. A comparison between
the rows labeled “% of class expenditure” for each class of institu-
tion and the row labeled “% of total” under the heading “Total
Offering” shows the distribution of expenditures by each class of
institution with respect to after market price-appreciation relative
to the corresponding distribution of the entire sample. The distri-
bution for all institutions, taken as a group, corresponds quite closely
with that of the sample, except for slightly less activity in the
offerings that declined and the offerings that rose more than 100
percent. Investment advisers and hedge funds did not do as well as
the sample and property and casualty companies did better. Table
XIV-15indicates that the distribution of institutional purchases corre-
sponds with that of the sample in regard to price changes one week
after the respective offerings. Hedge funds, offshore funds, and tax-
exempt institutions allocated disproportionately larger percentages
of their total expenditures on offerings that declined within one week
of their respective offerings. Tax exempt institutions allocated 41.87
percent of all their expengitures on the sample offerings to offerings
that declined in the first week. This expenditure accounted for 1.91
percent of the value of these offerings.

The distribution of institutional purchases corresponds also with
that of the sample in regard to price changes one month after the
respective offerings (Table XIV-16). Institutions as a group pur-
chased proportionately more of the declining issues. The figures for
price changes three months after the respective offerings (Table
XIV-17) indicate similar relationships between the distribution of
institutional purchases and the distribution of the total sample in
regard to after-market price changes.

b. Conclusions with respect to determinants of institutional purchases

The analysis of the characteristics of the offerings purchased by the
various classes of institutions leads to the following conclusions:

(i) The membership of the underwriting syndicate on average
appears to be the most important determinant of the extent of institu-
tional participation in any given first offering. The Study tested this
proposition by classifying the managing underwriters in accordance
with their usual position in syndicate clusters. Other classifications, in
particular the size of a given underwriter’s total institutional business,
are possible, but it is unlikely that any other reasonable scheme of
classification would overturn this conclusion. The Study is unable,
however, to determine whether the importance of the class of under-
writer to the size of institutional participation is due to the putative
quality of the underwriters’ offerings or to the continuation of busi-

30 All percentage figures are in terms of value.
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ness relationships established in other areas of contact. In either case
no insidious finding is implied.

(i1) The inclination of institutions on average to purchase a larger
fraction of the offerings of more established issuers is explained in
large part by the fact that the larger issuers are more often under-
written by the more established underwriters: When the influence on
institutional purchases of the category of underwriters is separately
accounted for, little of the remaining variation of institutional pur-
chases (i.e., unexplained by the category of underwriter) is explained
by the size of the issuer. Two observations may be made concerning
this point. First, institutions purchase the offerings of the prominent
underwriters regardless of the size of the issuers. Second, institutions
do not purchase, on average, large amounts of the offerings of large
issuers when these offerings are not underwritten by the more promi-
nent underwriters. This conclusion is less true of life insurance com-
panies, who tended to purchase relatively less of the offerings
underwritten by the prominent underwriters on behalf of smaller
issuers and relatively more of offerings underwritten by the less
prominent underwriters on behalf of larger issuers. While the category
of underwriter was by no means unrelated to purchases by life insur-
ance companies, it did not entirely supplant the influence of the size
of the issuer.®

The finding that the size of the issuer does not have a significant
influence on the extent of institutional purchases does not imply
institutional indifference to the quality of the issue. Even the larger
issuers involved in first offerings are usually small by the standards
of companies with securities listed on the major stock exchanges. The
relationship between size of issuer and quality of oftering is tenuous
in the market for first offerings. Among issuers involved in first offer-
ings, the quality of the management is represented to be the paramount
concern of institutional investors. This quality, however, is not mani-
fest in the issuer’s financial statistics. The amount of stock an
institution can ordinarily expect to receive in a popular offering is
too small to cover the costs of an intensive investigation of the offering.
The institution has little alternative, therefore, but to rely on the
reputation of the underwriters. Whether the reputations of the under-
writers they rely on are justified by the performance of their offerings
is an empirical question the Study has not explored.’

(iti) Institutions in the aggregate do not appear to have received
disproportionate quantities of offerings that experienced unusual ap-
preciation in the after-market. In this context proportionality can be
measured as the corresponding percentages of all offerings and of all
institutional purchases accounted for by all offerings and all institu-

3. The sample included four offerings of issuers whose net worth exceeded $10 million.
Three of the offerings were underwritten by categories I and II underwriters and one
by a category III underwriter. Tlie three offerings accounted for 18.8 percent of total
expenditures by life companies on the total sample. The fourth, underwritten by a large
category IIT firm. accounted for 1.9 percent of the life companies’ total purchases.

21t is possible that a more detalled investigation of the financial characteristics of a
larger sample of issuers in conjunction with information on institutional purchases would
modify this conclusion. It is unlikely, bowever, that any financial analyses can en-
tirely replace the subjective element in the evaluation of first offerings. Moreover, the
reliance on the reputation of the underwriter does not imply any abdication of responsi-
bility. The substitution of their reputation for the relative obscurity of the issuer in
regard to the investing public has been one of the traditional roles of investment bankers.
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tional purchases with a given level of price appreciation. This conclu-
sion is discussed in a different context below.

2. Influence of Brokerage

Of the 23,596 institutional transactions at the offering price in the
84 first offerings, 62.6 percent involved 100 or less shares; 22.3 percent
between 101 and 300 shares; 6.9 percent between 301 and 500 shares;
4.2 percent between 501 and 1,000 shares; 3.4 percent between 1,001 and
5,000 shares; and 0.7 percent more than 5,000 shares. This concentra-
tion, in what for most institutions are small transactions, limits the
validity of any theories that give undue stress to reciprocity as an
explanation for the methods of allocating first offerings.

The tendency of underwriters to divide a popular offering into many
small lots illustrated in Table XIV-1, suggests that no smooth relation-
ship exists between brokerage paid by a particular institution to a
varticular underwriter and that institution’s purchase of first offerings

rom the underwriter. Institutions of varying sizes and with varying
brokerage relationships with an underwriter may all receive in the
neighborhood of 100 shares of a popular offering. Purchases of similar
size, therefore, will be associated with a much greater dispersion of
brokerage.®® This finding is reinforced by the Study’s analysis of the
observable relationship between the brokerage paid by particular
institutions to certain underwriters and the value of the first offerings
received by these institutions from these underwriters.

An institution’s allocation of brokerage depends on a variety of
factors, including research received, competence in execution, other
services, and a variety of reciprocal relationships. Because of the
limited quantites available of the most sought-after offerings, the
receipt of first offerings is not likely to be among the more important
determinants of brokerage allocation.’* Also, apart from the magni-
tude of the importance of brokerage, there is the question of its stabil-
ity, (%.c., does the receipt of first offerings systematically account for
5 percent, 2 percent, or 1 percent of brokerage allocation?). This
question includes both the actual stability of the relationship between
a given underwriter and a given institution and the stability of the
observed relationship among all underwriters and institutions. Unless
one attempts to specify the factors that explain the total allocation of
brokerage and of first just offerings the danger is greater that the vari-
ation of the omitted variables will swamp the relatively meager effect
of first offerings. Due to the limited scope of the Study, the analysis in
this chapter does not include the effects of other factors explaining the
allocation of brokerage.

3 While the difference in dispersion does not itself vitiate the relationship. it does
expose any constancy In the true relationship to the distorting effects of other influences
that are not subsumed in the analysis. For example, the difference between two institu-
tions’ willingness to purchase unpopular issues can swamp the effect of large differences
in brokerage payment on the much smaller differences (if any) in the size of their pur-
chase of first offerings.

3 To the extent prospective rather than past brokerage influences the allocation of
first offerings an analysis based on current brokerage will not be fruitful. While it is
possible to relate sales of first offerings in one period to brokerage paid in a subsequent
period, this relationship would test the underwriters success in using the allocations of
offerings to attract brokerage business rather than the existence of sueh a relationship.
Moreover, apart from brokerage payments, institutions may attract popular first offerings
through their willingness to purchase less popular first offerings, as well as the offerings
of publicly-owned companies.
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To examine the relationship between brokerage payments and the
distribution of first offerings the Study assembled data on 111 broker-
dealers and 133 institutions. Each of the 111 broker-dealers had bro-
kerage and first offering transactions with at least one of the 133 in-
stitutions and each of the 133 institutions had brokerage and first
offering transactions with at least one of the 111 broker-dealers.*
From the almost 15,000 (111 times 133) potential paired relation-
ships, the Study had data on either (or both) brokerage and first
offering transactions for 2,434 pairs. For each pair the Study has in-
formation on the first offerings in the Study’s sample of 84 issues pur-
chased (including zero purchases) by the institution from the broker-
dealer and the brokerage paid (including zero brokerage) by the insti-
tution the broker-dealer—both for the period January 1968 through
June 1969. These data formed the basis for the Study’s test to deter-
mine whether a relationship exists between purchases of first offerings
and payments of brokerage between a given institution and a given
broker-dealer.

The Study’s method ranked the 2,434 paired relationships between
broker-dealers and institutions from the highest to the lowest value of
brokerage paid by each institution to its paired broker-dealer. The
ranked series was divided into deciles, that is, 10 classes each with
approximately 243 pairs, the first decile having 243 pairs with the
largest brokerage payments, and so on. In this way each pair was iden-
tified with a particular brokerage decile. The 2,434 pairs were then
ranked in accordance with the values of first offerings sold by the
broker-dealers in each pair to the corresponding institutions. Decile
classes were established for this variable, and each pair was assigned
to a particular decile for first offerings. Thus each pair was assigned
to a unique decile in regard both to brokerage and first offerings.

3 Both groups were selected from a larger population for which the Study had data, The
cages where the broker-dealers in the larger population had neither a brokerage nor a first
offering relationship with any of the institutions in the larger population, as well as
the corresponding cases of {nstitutions in the larger population having no relatlonship
with broker-dealers in the larger population constitute no statistical problem. However,
exclusion of institutions and broker-dealers who had either brokerage or first offering
(but not both) transactions with members of the opposite population does bias the
results since, if included, these observations would reduce the prospects of finding a sig-
nificant relationship between brokerage and first offerings. The excluslons were made in
order to simplify the data processing. Since the exclusions largely consist of smaller
institutions and broker-dealers, the bias is not great.
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TABLE XIV-18

Decile Rg\_'n_k_lngs of broker-dealer-Institution Combinations in Regard to
Transactions in Brokerage and First Offerings, January 1968 to June 1969

DECILES OF BROKERAGE PAYMENT

1 2 3 4 5 6 7 8 9 0  ToTAL
1 s8 38 31 33 23 17 9 12 14 8 243
2 37 .36- 23 26 30 20 19 19 15 20 243
3 33 26 29 19 31 28 22 17 16 23 244
8 4 30 28 33 19 25 20 25 18 17 28 203
=
g 5 20 19 23 36 23 22 33 27 27 14 264
© 6 20 25 26 33 19 22 2a 26 20 3l 243
7 17 20 20 _16. 23 26 28 31 31 31 ° 243
8 12 15 16 26 28 32° 25 32 32 26 204
9 13 17 25 17 20 25 36 23 34 33 243
10 _3 19 _18 20 _22 31 _25 39 _37 _30 264
TOTAL 243 243 244 243 264 243 243 244 243 246 2,434 _
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Table XIV-18 consists of a 10 by 10 grid, showing the number of
pairs at the intersection of two decile classes. For example, 58 pairs
belonged to the first decile in regard both to brokerage and first offer-
ings; 33 pairs belonged to the third decile of brokerage and the fourth
decile of first offerings. If the relationship between brokerage and
first offerings was perfect, that is, if brokerage payments by a given
institution to a given broker-dealer were entirely explained by the
first offerings received by that institution from that broker-dealer, all
non-zero observation would be along the diagonal. The highest values
of brokerage would be associated with the highest values of first offer-
ings, and so on. At the other extreme, if no relationship existed be-
tween brokerage and first offerings, the observations would vary ran-
domly around the values of 24.5. Of course, even at these extremes
chance, occurrence would vitiate the perfect symmetry. As Table
XIV-18 indicates, the relationship is at best poorly defined. While
there is some tendéncy for the observations to group around the diag-
onal, particularly in the case of the higher deciles, there are clearly
other factors acting on either variable.?

Using the 2,434 ungrouped observations, the Study regressed the
value of first offerings received by each institution from each broker-
dealer on the brokerage payment for the corresponding pair and ob-
tained the following result:

Value of first offerings = $14,240 plus .0081 (brokerage payment)
R*=.0083(13.33) (3.87)

The weak relationship described in Table XIV-18 is confirmed in the
regression. The adjusted coefficient of determination is less than 1
percent. However as in the tuble, a perceptible relationship does exist,
which the z-value (in parentheses) indicates is statistically signifi-
cant. However, the likelihood that a given institution will purchase
offerings from a given broker-dealer depends partly on the value of
that institution’s total purchases of first offerings, as well as on the
value of that broker-dealer’s total sales of first offerings. The more
involved the institution and the broker-dealer are in first offerings, the
more likely will their paths cross apart from any other consideration.
To meet this point, the Study supplemented the regression described
above with data for each paired obscrvation on the value of all first
offerings (among the sample of 84 issues) sold by the broker-dealer in
the pair to any of the 133 institutions in this sample, as well as the
value of all first offerings (among the sample of 84 issues) purchased
by the institution in the pair from any of the 111 broker-dealers in
this sample. The result of this regression is as follows:

Value of first offerings purchased by institution i from broker-

dealer j=$—7.203 plus 0135 (value of j’s total sales) plus .0191

(—4.31)  (11.29) (13.17)

(value of #’s total purchases) plus .0031 (brokerage paid by 7 to j) B?
= .1364 (1.54)

-1 The statistical significance of the relationship can be tested with a chi-square test.
However, the regressions shown below obviate this test. The table itself is a convenient
guide to the distribution of the numbers, a factor that helps in the interpretation of the
regression results,
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When the extent of the total participations of institutions and broker-
dealers are separately accounted for, the brokerage exchanged within
a pair has a statistically insignificant effect on the value of first offer-
ings exchanges within the pair.*’

he Study is, therefore, unable to reject the null hypothesis that the
brokerage paid by a given institution to a given broker-dealer is un-
related to the first offerings received by the institution from the bro-
ker-dealer when the overall participation in first offerings of the two
entities is separately accounted for.

It is nevertheless true that the amount of first offerings purchased
by an institution is strongly related to the total amount it pays out in
brokerage, 1.e., institutions which purchase Jarge amounts of publicly
traded securities also purchase relatively large amounts of securities
issued in first offerings. The regressions below relate the purchases of
first offerings and the potential one-week dollar gain on these purchases
to the brokerage paid out by each institution. The regressions were
run separately for banks, investment advisers, and life insurance com-
panies, with observations of 47, 38, and 17 respectively.

The following symbols are used for convenience:

V=value of purchases of the 84 stocks in the sample at the offering by
each institution, January 1968-June 1969
B=brokerage paid out by that institution, January 1968-June 1969
G=the price change in the first week of the after-market for each issue
purchased by the given institution multiplied by the number of
corresponding shares purchased. (If the shares were held for at
least one week, the figure would measure the unrealized gain at the
end of one week). '
(Note: t-values are given in parentheses.)
Banks V=49, 336+. 036B R*adj=. 56
(.172) (7.76)
G=15,396+.011B  R%adj=. 56
(.172) (7.72)
Investment Adwvisers
V=91,983+.033B  R?adj=.32
(.166) (4.30)
G=20,729+.011B  Radj=.40
(.134) (4.89)
Life Insurance Companies
V=18,149+.038B  R’adj=. 10
(.142) (1.66)
G=—2,369+.018B  R?adj=.37
(—.083) (3.20)

The results of the regressions indicate that the value of an institu-
tion’s purchases of the 84 first offerings varied on average at the rate
of about $35 of offerings for each $1,000 brokerage. The average rates
varied among the three classes of institutions, from $33 per $1,000
for investment advisers to $38 per $1,000 for life insurance compa-

37 The level of significance is .05 throughout this chapter. That s, the probability is .05
that a variable erroneously will be deemed statistically insignificant. To be deemed signifi-
cantly different from zero at the .05 level, the regression coefficient must have a ¢-value
greater than or equal to 1.96.
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nies. Taking the price one week in the after-market for the respective
offerings and computing the dollar gain (or loss) from the offering
price to that one-week price, the regressions indicate that on average
the institutions enjoyed potential unrealized gains of $11 per $1,000
brokerage, in the case of banks and investment advisers, and $18 per
$1,000 brokerage, in the case of the life insurance companies.

Since the amounts of brokerage used for these regressions consti-
tute the full brokerage * paid between January 1968 and June 1969,
inclusive while, the values of first ofterings purchased comprise only
the purchases from the sample of 84 offerings, the relationships de-
scribed above understate the value of offerings purchased per $1,000
of brokerage. In an analysis described later in this chapter the Study
estimates that its sample covers approximately 20 percent of insti-
tutional purchases of first offerings in this period.** Multiplying the
purchase and the dollar-gain figures by five yields an estimate of the
approximate relationship between these variables and brokerage over
the sample period.*

38 The bhrokerage variable used for this purpose included free brokerage, as well as
designated brokerage. It comprised all brokerage paid, regardless of whether the broker-
dealer recipient appeared in the sample of underwriters.

1 tﬂ“ The estimate of the sample's coverage is based on a complex procedure that is described
ater.
10 The projections were not made separately for each institution.
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TABLE XIV-19

Average purchases of First Offerings Relative to Brokerage Paid by a

samplelof Banks, Investment Advisers, and Life Insurance Companies,

January 1968 - June 1969

INVESTMENT INSURANCE

BANKS ADVISERS COMPANIES
Actual Purchases . $15,378,000 $16,900,000 $1,319,000
Potential Dollar Gain
(one week) 4,770,000 5,033,000 438,000
. 2/
Estimated Purchases 76,890,000 84,500,000 6,595,000
Estimated Potential Dollar
Gain 2/ 23,850,000 25,165,000 2,190,000
Brokerage Paid 360,584,000 403,522,000 26,724,000
Actual Purchases/Brokerage 4.27% 4.19% 4.94%
Estimated Purchases/
Brokerage 21.32% 20.947% 24.68%
Actual Dollar Gain/ .
Brokerage 1.32% 1.25% 1.64%
Estimated Dollar Gain/
Brokerage 6.61% 6.247 8.19%

(1) The sample includes 47 banks, 38 Investment Advisers, and

17 Life Insurance Companies

(2) The basis for the projections are described in the text.
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Table XIV-19 shows the percentages of purchases of first offerings
and }iotential dollar gain to brokerage paid on the basis of both the
sample observations and the estimates for the whole population of
1ssues.** The percentages of the actual purchases of first offerings
relative to the brokerage paid by all institutions in the respective
classes are 4.27 percent, 4.19 percent, and 4.49 percent for banks,
investment advisers, and life insurance companies, respectively. The
equivalent estimated figures are 21.32 percent, 20.94 percent, and
24.68 percent, respectively.*> The projected potential dollar-gain per-
centages are 6.61 percent, 6.24 percent, and 8.19 percent for banks,
investment advisers, and life insurance companies, respectively.

These estimates suggest that institutions on average are exposed
to a potential dollar gain within one week of their purchases of first
offerings equal to 6 percent of the value of the brokerage they pay
out. Several caveats are necessary in connection with the foregoing
estimates and any inference to be drawn from them.

First, the volume of brokerage an institution pays out is somewhat
related to the value of assets it manages. (This relationship is stronger
for the larger institutions considered in these estimates, since the
turnover of assets managed varies less for most larger institutions.)
Large institutions purchse most types of securities. The figures
described above do not suggest that their purchases of first offerings
are disproportionate to their overall activity. To determine whether
institutional purchases of first offerings were disproportionate, that
is to say whether institutions were favored by broker-dealers in the
allocation of first offerings as compensation for other business, the
Study compared the fraction of total brokerage accounted for by
the institutions in the sample under consideration with the fraction of
total first offerings that these institutions were estimated to have
purchased. Fov this purnose the Study estimated the total brokerage
received by NYSE. member firms from all agency transactions. The
Study’s estimate for the period January 1968 through June 1969 was
$4.8 billion. Table XIV-20 lists the percentages of total brokerage
and first offerings accounted for by the institutions previously con-
sidered. The institutions accounted for approximately three times
as much of the total brokerage as they did of the first offerings.
Therefore, relative to brokerage payments, these institutions cannot
be said to have obtained a disproportionate fraction of the first offer-
ings during this period. Of course, there may be many difterent
measures of proportionality. It might be possible to compare an in-
stitution’s purchases of first offerings with their purchases of over-
the-counter stocks already outstanding.

There are, unfortunately, no adequate volume figures available on
total trading in over-the-counter stocks with which to compare the
institution’s activity in the market for first offerings. Moreover, first
offerings account for a very small fraction of total institutional activ-
ity. Using very rough estimates of gross purchases of stock by the
institutions under consideration, the Study estimates that first offerings

41 The percentages are computed by summing the purchase (and dollar-gain) figures for
each institution in the respective classes and dividing these sums by the sum of the
hrokerage figures. The percentages differ from the regression coefliclents reported earller
because the regression lines do not intersect the axes at the origin. Where the percentages
show the averages for all the institutions in the sample, the regression coefficlents estimate
the change in the purchases per unit change in brokerage.

42 The averages obscure a conslderable amount of dispersion within each class of insti.
tution. For banks. the percentage of actual purchases to brokerage varled from .19, to

32.39%. The variation among life insurance companies is similar, although it is somewhat
less for investment advisers.
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TABLE XIV-19a,—PERCENTAGES OF TOTAL BROKERAGE AND OF TOTAL 1ST OFFERINGS PURCHASED BY
SAMPLE INSTITUTIONS, JANUARY 1368-JUNE 1969

Percentage of Percentage of

Class of institution brokerage 1st offerings t
BaNKS (A7) L e s 1.5 2,5
Investment advisers /38)........ .. R 8.4 2.7
Life insurance companies (17} .6 .2

1 The study used the estimated institutional purchases shown in table X1V-19 for this calculation,

account for .3 percent of gross purchases of stock by banks and invest-
ment advisers and for .4 percent for life insurance companies.*

Second, the relatively large potential dollar gains on the purchases
of first offerings are indicative of a hot issue period and are not pecu-
liar to institutional purchasers.

Third, the relationship between purchases of first offerings and
brokerage payout does not raise the questions of reciprocal business
discussed in other chapters of the Study. In this case, the customers of
the institutions pay the brokerage but also participate in any gains.**

Fourth, the potential dollar-gain figure is hypothetical since it ig-
nores the effect of an institution’s holding the securities beyond one
week. 1

8. Concentration of Institutional Purchases of First Offerings

A relatively small number of institutions accounted for a relatively
large percentage of all institutional purchases at the initial offering
price. Table XIV-20 shows the number of institutions that accounted
for various percentages of purchases at the offerings and, in adjacent
columns, the number of institutions accounting for various percentages
of holdings of common stock. The figures for first offerings are taken
from the Study’s sample of 84 offerings. The percentages accounted for
by any given number of institutions shown in Table XIV-20 are re-
duced by the fact that institutions are defined to include “foreign pur-
chasers,” “other business” and “other institutions”. These groups in-
crease the amount of all institutional purchases and thereby lower the
stated concentration. Moreover, the Study had no data on the amount of
common stock held by these groups.*® These points aside, the figures
show that four institutions accounted for 10 percent, and 48 institutions
accounted for 40 percent of all institutional purchases. The concentra-
tion among institutions in purchases at the offering price is somewhat
less than that in regard to holdings of common stock, where three insti-
tutions accounted for 10 percent of all holdings, eight institutions for
20 percent and 25 institutions for 40 percent.

43 The estimated gross purchases of common stock for the banks, investment advisers, and
ife insurance companies in this sample were, respectively, $22.5 billion. $25.2 billion. and
$1.7 billion. These numhers probably are on the low side. The estimated purchases of first
offerings were used to compute the percentages shown in the text.

4 Whether the accounts participate Iin proportion to their total activity is a separate
question considered elsewhrre.

4 Sec. 7 below estimates that only 89 of institutional purchases in the offering are sold
within one week.

4 The figures on holdings of common stock Incorporate the Study’s estimates for all the
major classes of domestic institutions. in particular banks, investment advisers, life
fnsurance companies, property and liability insurance companies, and some self adminis-
tered funds such as foundations, college and university endowments, and employee bene-
fit funds. The incomplete coverage of the self-administered funds, hedge funds., and cer-
tain miscellaneous groups, like  savings banks. should not substantially affect the
concentration figures for holdings of common stock shown in Table XIV-20. The figures
on holdings are as of year end, 1969. except for those of investment advisers. For invest-
ment advisers, the figures are as of June 30, 1969. The figures represent market values to
the extent the Study was able to obtain the data in that form. The figures on purchases
of first offerings are exhaustive for the sample of 84 offerings.
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TABLE XIV-20

NUMBERS OF INSTLTUTIONS ACCOUNTING FOR VARIOUS PERCENTAGES OF ALL
INSTITUTIONAL PURCHASES OF FIRST OFFERINGS (a) AND ALL INSTITUTIONAL
" HOLDING OF COMMON STOCK (b)

Percentage of Total : Percentage of Total

Tnstitutional Purchases. Institutional Holdings

Of First Offerings of Common Stock Accounted

Accounted For By The Number of For By the Number of Insti- Number of

Number of Institutions Institutions tutions Shown In Column Institutions

Shown in Column 2 Referred to 4 Referred to in Col-

(Percentage) In Column 1} (Percentage} umn 3

) ) 3) 4)
2 1 2 1
4 2 4 1
6 2 6 2
8 3 8 2
10 4 10 3
12 5 12 4
14 7 14 5
16 8 16 6
18 10 18 7
20 12 20 8
25 18 25 11
30 25 30 15
35 34 35 20
40 48 40 25

(a) Figures on purchase of first offerings are taken from Study's sample of
84 offerings.

(b} Common Stock holdings are as of December 31, 1969 except for investment
advisers, which are as of June 30, 1969,
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TABLE XIV-21

NUMBERS OF INSTITUTIONS ACCOUNTING FOR_VARIOUS PERCENTAGES OF CLASS PURCHASES OF FIRST OFFERINGS AND CLASS
HOLDINGS OF COMMON STOCK

BANKS INVESTMENT ADVISERS L1FE INSURANCE COMPANIES
Holdings of Common Holdings of Common Holdings of Common
First Offerings Stock First Offerings Stock First Offerings Stock
Percentage  Numbef Percentage  Number Percentage  Number Percentage  Number Percentage  Number Percentage Number.s,
of of of of of of of of of of of of
Total Institutions Total Institutions Total® Institutions Total Institutions Total Institutions  Total Institutior
19.3% 3 18 47 3 50.6% 3 18.2% 3
23.3 4 22 4 4 45.5 4 23.0 4
27.2 5 25.7 5 42.8% 5 22.5 S 49.7 5 26.3 5‘
3L.0 6 28.7 6 46.7 6 25.9 6 53.9 6 27.5 6
33.9 7 31.4 7 50.4 7 29.0 7 57.9 7 30.8 7
36.7 8 3.8 8 53.3 8 31.8 8 61.2 8 32.0 8
39.1 9 36.0 9 56.1 9 34.0 9 63.9 9 34.0 9
41.3 10 38.2 10 58.9 10 36.2 10 66.5 10 36.4 10

a/ Figures include holdings of preferred stock. -

£8€C
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Table XIV-21 compares the number of institutions accounting for
various percentages of common stock holdings and purchases of first
offerings within the major classes of institutions. The numbers of banks
accounting for various percentages of all bank purchases of first offer-
ings are roughly commensurate with the comparable figures for com-
mon stock holdings. Where 10 banks accounted for 41.3 percent of all
bank purchases of first offerings, the same number accounted for 38.2
percent of common stock holdings. This proportionality is much less
conspicious in connection with investment advisers and life insurance
companies. Five investment advisers account for 42.8 percent of all
purchases of first offerings by investment advisers, and 10 account for
58.9 percent. The comparable figures for holdings of common stock are
92.5 percent and 36.2 percent for five and 10 investment advisers, re-
spectively. There are substantial differences among investment advisers
in the purchase of first offerings. The largest purchaser was not even
among the 10 largest holders of common stock. In particular, invest-
ment advisers with a large fraction of their assets in other than invest-
ment company accounts purchase proportionately far less first
offerings. Life insurance companies reveal a similar dispersion. Where
three companies account for 40.6 percent of all purchases of first offer-
ings by life insurance companies, three account for only 18.2 percent
of the holdings of stock.

The differences between banks, on the one hand, and investment
advisers and life insurance companies, on the other, in regard to the
relationships between rankings in common stock holdings and pur-
chases of first offerings are consistent, with the data described in section
C2. There it was found that while total brokerage payments accounted
for 56 percent of the variation among banks in regard to purchases of
first offerings, total brokerage—like assets, a measure of size-accounted
for 32 percent of the variations among investment advisers and for
only 10 percent of the variation among life insurance companies in re-
gard to purchase of first offerings. Among the latter two classes of insti-
tutions other factors than size play a larger role in determining the
extent of purchases of first offerings. These factors include differences
in preference for first offerings, particularly with respect to the toler-
ance for the bother involved 1n getting what is usually a small alot-
ment; differences in the use of brokerage the various institutions may
have; differences in the willingness to buy sticky issues or unappealing
offerings of publicly held companics; and differences in the willingness
to incur the risk associated with first offerings.

Taken in conjunction with the level of concentration among under-
writers, described in section C8, the concentration amone institutions
implies that a sizeable fraction of the market for first offerings is cen-
tered on a relatively small number of buyers and sellers. Whether this
fraction is foo large depends partly on the status of the remainder.

Outside of obtaining the business of the major underwritine firms
with their institutional customers there exists within the securities in-
dustry a freedom of entry beyond that which characterizes most other
industries. Nor is there a lack of customers in a buoyant new issue
market. The concentration that exists in the market for first offerings,
with respect both to supply and to demand, is more putative than real.
Any problem there is in the actual level of concentration lies not in
any de facto control over the movement of resources, but rather in the
potential effects on public investors of the credibility that attaches to
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the acceptance of an offering by the putative elite of institutions and
underwriters. Such potential effects include underestimation of the
risks involved in purchasing an offering brought out by a major under-
writer. This potential effect is aggravated by the diversion of public
demand to the aftermarket where purchases often can be made only at
premium prices. In this event public investors bear most of the visks
associated with a first offering while foregoing at least part of the ap-
preciation that was built into the offering price in order to compensate
the bearing of this risk.

4. Estimated Institutional Purchases of First Offerings

The Study has attempted to estimate institutional purchases of first
offerings for the period January 1967 through March 1970. Several
procedures were involved in these estimates:

a. Identification of first offerings

The problem of distinguishing first offerings from other offerings is
described in appendix A.*” Using the criteria described there, the
Study has identified 1,684 registered, underwritten offerings as first of-
ferings in the period January 1967 through March 1970. This group
constitutes the population of offerings for the Study’s estimated inst1-
tutional purchases.

b. After-market price changes

For cach of the 1684 offerings the Study has determined the price
change for up to one week in the after-market of the respective offer-
ings. This procedure is also described in appendix A, in connection
with the discussion of the Study’s new issue price index. The informa-
tion on price changes in conjunction with the estimated institutional
purchases allow estimates of potential dollar gains available to insti-
tutions from their estimated purchases.4®

c. Institutional sales by each underwriter

Using the information obtained in connection with the Study’s
sample of 84 first offerings, the Study computed for each of the 625
underwriters that participated in any of the 84 offerings the value of
that underwriter’s total institutional sales in connection with any of
the 84 offerings. For those offerings in which group sales (see appendix
C) were used, the Study allocated these sales to each member of the
syndicate In_proportion to the size of its participation in the under-
writing syndicate. The Study also computed the total value of each
underwriter’s participation in any of the 84 offerings. Dividing the
total institutional sales for a given underwriter in any of the 84 offer-
ings in which that underwriter participated (as an underwriter) by
the total value of that underwriter’s underwriting committments in
any of the 84 offerings produced that underwriter’s ratio of institu-
tional sales. The Study computed this ratio for each of the 625 under-
writers.

47 Briefly, a first offering ts a pnblic offering of common stock of an issuer for whose stock
no previous public market existed. There is some ambiguity in the ouestion whether a
previous public market existed. The class of first offerings, as here defined, differs from the
class of first registrations because some companies whose shares are traded have not had
occasion to register with the Commission and, to a lesser extent, some companies having
previously registered an offering may offer additional stock after a period of dormancy.

8 Disregarding transaction costs.
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d. Participation of the 625 underwriters over longer period

Using the IBA tapes (see appendix B) the Study defermined the
participations of each of the 625 underwriters in any of the first offer-
ings that occurred between January 1967 and March 1970. These par-
ticipations were calculated on a monthly basis.

e. Estimates of institutional sales

By multiplying the ratio described in sec. 4.c, above by the number
described in sec. 4.d separately for each underwriter and then summing
over all underwriters, the Study estimated total institutional sales on a
monthly basis over the time span indicated in sec. 4.d.

f. Estimates of institutional 1-week dollar gain

The Study multiplied the value of each underwriter’s participation
in each offering by the percentage after-market price changoe of the
corresponding offering. Summing over all offerings for each under-
writer yielded a potential dollar gain figure on all issues offered by
cach underwriter. Multiplying each potential dollar-gain figure by
each underwriter’s percentage institutional sales ratio resulted in an
estimate of potential dollar gain for institutional buyers. Summing
over all issues produced an estimate of potential institutional dollar
gain from all first offering. These figures are also shown for each
month in the period.

g. Estimates of institutional rates of return

The Study estimated potential rates of return within one week by
dividing the dollar gain figures described in sec. 4.f., above by the
purchase figures described in sec. 4.e., above,

h. Conclusions

The rationale for the procedure described in (a) through (g) above
is the Study’s findings, described in section C.1.,above, that the identity
of the underwriter is the primary determinant of institutional partici-
pation in first offerings. To test its procedure the Study used the ratios
described in sec. 4.c., above to estimate the institutional purchases in
the 84 sample offerings. Since the actual purchases were known, the
Study was able to calculate the error made in estimating the institu-
tional purchases in each of the offerings. The Study computed the
square root of the mean square error to measure the extent of the devia-
tion of the projections from the actual institutional purchases.*® The
total value of institutional purchases from underwriters in the 84 offer-
ings was $138 million. The square root of the mean square error of
forecast was $570,000 or 0.4 percent. If the conditions of the sample
held for the entire population, the probability would be 0.95 that the
Study’s estimated istitutional purchases from underwriters of all
first offerings would be within a range of plus or minus 0.8 percent.

The Study’s projection procedure does not make any special allow-
ance for changes in the buoyancy of the market for first offerings apart
from any effects these changes may have on the participation of the
underwriters under various market conditions. The regression analysis
reported in section C.1. indicated that the Study’s first offerings price
index had.no significant effect on the degree of institutional participa-

¥ The square root of the mean square error in the current context corresponds to the
standard error of the estimate in regression analysis.



2387

tion. Table XIV-22 gives further evidence of this fact. The table
divides the Study’s sample of 84 offerings into the amounts that were
offered in each of the 18 months of the sample period (Column 2).
The percentages purchased by institutions (Column 3) varies widely
primarily because the small number of observations per month causes
large sampling fluctuation. In most cases the percentage institutional
participation varies ¢nversely with the various price indices.*® The
sample data, therefore, provide little basis for adjusting the estimates
for the character of the market. Insofar as the character of the market
affects the extent of the participation of the underwriters who dis-
tribute to institutions, it influences the estimates as well.

The Study’s estimates actually understate institutional purchases
for the following reasons: (1) Sales by selected dealers were excluded
because the Study had no way to determine who were selected dealers
in offerings outside the Study’s sample of 84,°* and (2) the Study’s pro-
jection is based only on the estimated institutional sales of the 625
underwriters who participated in the 84 offerings.®

Table XIV-23 contains the Study’s estimates of institutional pur-
chases of first offerings for each month in the period January 1967
through March 1970. Between January 1967 and March 1970 the value
of all first offerings was $5.7 billion. The Study estimates institutional
purchases equal to $1.4 billion or 24.3 percent of the total. In the
period from which the Study selected its sample of 84 offerings,
January 1968 through June 1969, total first offerings were $3.2 billion.
The Study estimates institutional purchases equal to $0.8 billion, or
23.9 precent of the total.

80 The correlation coefficients are as follows (Column references are to Table XIV-22) :
Column 3 and Column 7, R=—.280
Column 3 and Column 8, R=—.205
Column 3 and Column 9, R= .118
Column 3 and Column 10, R= —.075
Column 3 and Column 11, R=—.118 :

61 The Study has determined, however, that of the $148 million of the institutional sales
in the 84 offerings, 6.75 percent were sold by selected dealers; therefore, selected dealers’
sales were 7.24 percent of the $138 milllon of sales by underwriters. The Study cannot
determined whether the offerings in its sample were rold through selected dealers in the same
proportion as in the population of all offerings, although it has no reason to question the
randomness of its sample in this respect. Increasing the Study’s prediction by 7.24 percent
?hotl;idﬂyleld a reasonable approximation of the effect of sales by selected dealers to
netitutions.

82 These underwriters comprise all the major urderwriters and many of ‘the lesser under-
writers. They accounted for 88.55 percent of the $5.7 billion of first offerings that appeared
in the period January 1967 through March 1970 and for 89.66 percent of the $3.2 billion
of first offerings that appeared in the period January 1968 through June 1969. Moreover,
given the high Qegree of concentration among underwriters with regard to institutional
snles, the 625 underwriters account for a much larger fraction of institutional sales than
the close-to-90 percent of the offerings they account for. A reasonable guess is that these
underwriters account for at least 98 percent of all institutional sales. Whatever is the
correct figure for the institutional sales of the underwriters who did not participate in
the Study’s sainple of 84 offerings, the Study projection of institutional sales over the
whole nerfod does not include that number. Partially offsetting this understatement is the
Study’s handling of underwriters who did not respond to the Study’s questionnaire. In
most cases these underwriters were simply assumed to have no institutional sales. (There
were about 20 non-respondents. each of them involved in less than three issues. The impact
of their exclusion is well within the error tolerance of the Study.) In the event, however,
one of these underwriters participated in an offering in which there were group sales, that
underwriter was credited with his pro-rata share of those sales. These sales constituted
the Study’s only knowledge of that underwriter's institutional sales. Instead of dividing
these sales by the underwriters’ total allotments on all offerings in the sample for the
purpose of computing that underwriter’s percentage of sales to institutions, it was more
convenient to use only the allotments in the offerings in which there were group sales.
Hence, the ratio of Institutional sales to total underwriting allotments for these under-
writers iz overstated. The overstated ratios are then used for the predictions outside the
sample. This overstatement may be entirely offset by the exclusion from the prediction of
the institutional sales. if any, they or other nonresponding underwriters may have had.

5 The adjustment for sales b~ selected dealers would increase projected institutional
purchases by 7.24 percent. The percentage institutional purchases would become 26.1
and 25.6 for the longer and shorter periods, respectively.
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Table XIV-22

First Offerings Qver Time, January 1968 through June' 1969

(un-
weighted) (weighted)
Percentage Percentage Percentage New - New Price Price

Month Purchases Percentage Purchased Purchased Issue Issue Change Clange of

and Value of By all Purchased By Investment By Foreign Index Index S&P of Sample Sample
Year Offeringa Institutions By Banks Advisers Institutions (unweighted)(weighted) Index Issues issues

[§3)] (2) ~(3) (4) (5) (6) 7) (8) 9) (10) (11)
1968 T .

Janvary ° 8,862,500__. 13.79% 4.55% 3.76% 0.96% 79.7% 64.2% 95.04% "43.67 44.9%
February 14,113,922 17.86 6.79% 2.21 3.62 39.1 32.8 90.75 10.8 ~ 8.8
March 7,620,250 32.2% 9.56 6.53 1.76 19.0 14.7 89.09 39.3 25.1
April 14,021,984 24.59 4.96 6.14 4.86 19.9 16.7 95.67 36.3 33.3
May 26,197,500 27.27 9.01 6.99 3.55 58.2 45.9 97.87 29.9 29.0
June 3,000,000 26.82 12.44 5.18 2.27 73.4 49.9 100.53 52.5 52.0
July 9,000,000 9.36 3.61 .86 1.45 52.7 27.2 100.30 34.0 34.0
" Algust 4,556,032 12.35 _ 2.77 . _ .. 3.73 .94 36.9 25.0 98.11  79.4 79.2
Sept. 27,180,000 19.07 . 6.66 . 3.68 o157 40.1 31.2 101.34 32.6 43.1
October 39,276,000 34.83 8.82 L 6,65 DT I5.49 . __39.8 28.8 ___ 103.76 85.2 68.8
November 46,721,250 43.97 14,31 9.71 9.94 48.2 38.7 _ 105.40 42.4 51.0
December 10,741,500 19.17 4.92 2.50 1.27 49.8 41.7 106.48 50.6 24.0
1969
January 25,367:500 24.79 6.8t 7.65 4.12 26.8 20.1 102.06 30.6 25.4
February 65,620,000 33.03 9.44 10.08 4.60 37.0 29.7 101.46 16.2 17.5
March 37.462,400 32.57 8.05 8.74 7.96 17.8 14.4 99.30 13.7 21.7
April 12,700,000 12.46 2.02 4.13 0.55 19.5 11.6 101.26 26.5 18.2
May 39,334,000 19.03 3.79 6.53 2.02 28.7 24.2 104.62 17.7 28.0
June 856,879,500 44,35 12.11 13.10 3.79 12.4 7.8 99.14 18.6 __6.6

88ET
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TABLE 'XIV-23

Projected Institutional Purchases of First Offerings and Potential One-Week Dollar Gains,

By Month, January 1967 through March 1970

PROJECTED o
PROJECTED POTENTIAL PROJECTED
VALUE OF INSTITUTIONAL | Projected DOLLAR GAINS | POTENTIAL
OFFERINGS PURCHASES Percentage | (One Week) RATE OF RETURN
NUMBER OF] {Thousands (Thousands Purchase (Thousands {One Week)
YEAR NTH | OFFERINGS{ of Dollars)| of Dollars) Percentage) ! of Dollars) (Percentage)
1967 JAN, 2 2,950 642 21.8 15 2.34
FEB. 5 19,269 5,097 26.5 674 13.22
MAR... 8 36,541 8,799 24.1 442 5.02
APR. 13 51,551 13,372 25.9 2,129 15.92
MAY 13 59,386 14,287 24.1 2,085 14.59
JUN. 7 21,653 5,335 24.6 *1,997 37.43
JuL. 11 53,473 14,905 27.9 1,004 6.74
AUG. 15 31,651 6,861 21.7 3,377 49.22
SEP. 11 42,302 17,651 41.7 3,898 22.08,
OCT. 17 49,770 12,260 24.6 2,094 17.08 -
NOV. 19 50,132 12,891 25.7 6,380 49.49.
DEC. 26 62,965 14,724 23.4 6,107 41.48
1968 JAN, 19 38,340 10,595 .27.6 3,391 32.01
FEB. 19 39,658 8,833 22.3 3,077 34.84
MAR. 30 83,983 22,453 26.7 1,187 5.29
APR, 27 42,730 8,455 19.8 2,417 28.59
MAY 34 93,984 21,795 23.2 14,526 66.65
JUN. 31 88,710 20,380 23.0 4,999 24,53
JuL. 39 93,784 t 21,645 ., 23.1 8,536 39.44
AUG. 36 160,232 41,169 29.3 9,217 22.39
SEP. 42 148, 649 38,093 25.6 12,357 32.44
oCT. 66 286,448 75,994 26.5 21,610 28.44
Nov. 66 252,748 . 63,934 25.3 13,838 21,64
DEC 75 232,350 55,843 24.0 18,937 33.91
1969 JAN, 63 180,334 39,798 22,1 7,393 18.58
FEB. 74 282,361 66,348 23.5 20,563 30.99
MAR. 93 297,785 65,006 21.8 11,347 17.46
APR. 95 349,665 81,121 23.2 8,305 10.24
MAY +81 204,739 37,156 18.1 7,704 20.73
JUN. 95 334,293 82,752 26.7 29,634 35.81
JUL. 53 150, 320 34,852 23.2 -1,362 -3.91
ALG. 47 83,668 17,478 20.9 4,277 24,47
SEP.’ 66 187,432 47,614 25.4 -207 -.43
ocT. 93 344,602 83,193 24.1 -2,387 -2.87
NOV. 69 339,280 101,020 29.8 -4,809 -4.76
DEC. 79 371,989 ~ 97,544 26.2 -913 -.94
1970 JAN. 60 159,405 37,835 23.7 -1,129 -2.98
FEB, 38 191,475 48,287 25.2 8,899 18.43
MAR. 41 113,326 24,863 21.9 -148 - . 60
TOTAL __
1967 - 1970. | 1,678 5,673,935 1,380,878 24.3 235,960 17.9
- 1 985 3,190,795 761,370 J 23,9 199,037 26.1
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For the former period the Study estimates a potential 1-week
dollar gain of $236 million, or 17.9 percent of the cost of the purchase.
For the latter period, the Study estimates a potential 1-week dollar
gain of $199 million, or 26.1 percent of the cost of the purchase. To
compute annualized potentiaf)erates of return requires multiplying
the stated percentages by at least 52 since the implied holding periods
used to compute the price changes were less than or equal to one week.
However, in seven of the nine months following June 1969 institutions
incurred a potential net loss on their purchases of first offerings. Not-
withstanding these losses the estimates do not indicate any falling
off of institutional participation in the offerings that were made. How-
ever, 7the number of offerings declined during this period, particularly
in 1970.

5. Institutional Purchases of Convertible Bond Offerings

The Study selected a sample of nine convertible bond offerings that
appeared in the period January 1968 through June 1969. Table
X1V-24 classifies the institutionaiypurchases by category of managing
underwriter and class of institution.® Institutions purchase larger
percentages of convertible debt offerings than they do of first offerings
of common stock. They purchased 51.8 percent of the nine offerings in
the sample. The influence of the category of managing underwriter
on the percentage purchased by institutions is revealed in the table.
Institutions purchased 67.6 percent of the category I offerings but
only 34.3 percent of the category V offerings. The percentages of the
category II and category IV offerings purc%lased by institutions, 52.7
and 51.0, respectively, are closer than the comparable figures for first
offerings of common stock. As indicated in appendix C categories IV
and V are far more heterogeneous than the first three categories. In
particular, category IV contains some firms that are well known for
their institutional contacts. Because of the strong institutional com-
ponent in the total demand for bonds, convertible or otherwise, these
offerings are likely to attract the more institutionally oriented firms
within each of the categories. The greater heterogenelty among firms
in categories IV and V puts this selection in greater relief.

5 No category III offerings were inclnded in the sample. The sample consists of two
offerings each of category I, II, and IV underwriters, and three offerings of cate-
gory V underwriters. One of the category II offerings was jointly managed with a
category IV underwriter, who in fact kept the books (see app. C). However, since the
cnte%ory IT underwriter sold most of the category IV underwriter’s allocation, as well
as his own, and since the syndicate comprised firms who would not have participated if
the issue were managed by the category IV underwriter alone (see app. A), the offering
was designated a category 1I offering.
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TABLE XIV-24

INSTITUTIONAL PURCHASES OF CONVERTIBLE DEBT OFFERINGS CLASSIFIED BY INSTITU-

TION AND CATEGORY OF MANAGING UNDERWRITER

Class of Institution 1 2 3 4 Total
Total Offering

value (dollars) 45,000,000 30,000,000 22,300,000 41,000,000 138,300,000

% of total 32.5 21.7 16.1 29.7 100.0
All Institutions

value (dollars) 30,419,000 15,805,000 11,383,000 14,068,000 71,675,000

% of offering 67.6 52.7 51.0 34.3 51.8

% of class expenditure 42.4 22.1 15.9 19.6 100.0
Banks (Domestic)

value (dollars) 13,948,000 3,816,000 2,376,000 2,532,000 22.672,000

% of offering 31.0 12.7 10.7 6.2 16.4

% of class expenditure 61.5 16.8 10.5 11.2 100.0
Investment Advisers

value (dollars) 5,417,000 3,700,000 4,671,000 3,945,000 17,733,000

% of offering 12.0 12.3 21.0 9.6 12.8

% of class expenditure 30.5 20.9 26.3 22.3 100.0
Prop. and Liab. Ins. Cos. '

value (dollars) 939,000 185,000 285,000 57,000 1,466,000

% of offering 2.1 .6 1.3 .1 1.1

% of class expenditure 64.1 12.6 19.4 3.9 100.0
Life Insurance Cos. e e . R

value (dollars) . 4,176,000 " 1,391,006 'i,614,000 ~ 1,676,000 8,857,000
- % of offering 9.3 4.6 7.2 4.1 T 6.4
. %.of class expenditure 47.2 15.7 18.2 18.9 100.0
‘Self Admin. Emp. Benefit, )

value (dollars) 1,258,000 359,090 72,000 201,000 1,890,000

% of offering 2.8 1.2 .3 5 1.4

% of class expenditure — 66.6 19.0 . 3.8 10.6 100.0
Tax Exempt Institutions .

valuc (dollars) 2,287,000 730,000 235,000 99,000 3,351,000

% of offering 5.1 2.4 1.1 .2 2.4

% of class expenditure 68.3 21.7 7.0 3.0 100.0
Other Institutions .

value (dollars) 645,000 2,008,000 697,000 900,000 4,250,000

% of offering 1.4 6.7 3.1 2.2 3.1

% of class expenditure 47.2 16.4 21.2 100.0
Hedpe Funds e P e .

value (dollars) 1,153,000 . _.389,000 .. 652,000 2,821,000

% of offering ...3.8 SN T Co 16 . 2.0

% of class expenditure 40.9 13.8. .. .23.1 ._100.0 _
Off Shore Funds . - . i ~

value (dollars) .. 30,000 [77127,000 " U7 O o TTTTR0L,000 T 207,000

% of offering ) .1 4 o S| L .2

% of class expenditure 14.5 61.4 - 24.1 100.0
Other Businesses .

value (dollars) 180,000 449,000 494,000 . 104,000 . .1,227,000

% of offering N 1.5 2.2 .3 .9

% of class expenditure 14.7 36.6 40.2 8.4 100.0
Forcign Institutions

value (dollars) 912,000 1,887,000 550,000 3,852,000 7,201,000

% of offering 2.0 6.3 2.5 9.4 5.21

%2.af class expepnditure 12.7 26.2 7.6 33.5 100.0
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Banks are an important source of convertible debt capital. They
purchased 31.0 percent of the category I offerings and 16.4 percent of
the offerings of all categories. Life insurance companies are also more
significant in the primary market for convertible debt, securities hav-
Ing purchased 9.3 percent of the category I offerings and 6.4 percent of
all offerings. While they accounted for only 3.4 percent of all institu-
tional purchases of first offerings of common stock, they accounted for
12.4 percent of institutional purchases of convertible debt oﬁ'ermgs.
Foreign institutions were also substantial buyers of convertible bonds,
particularly those of category V underwriters. Foreign participation
In the category V underwriting syndicates accounts for a substantial
part of the 9.4 percent of the offerings attributed to them in the table.

6. Advantages to Issuers of Institutional Distribution

The issuer derives two major advantages from underwriters who
provide institutional distribution. The more obvious advantage is the
greater potential market for the offering. An “institutional under-
writer” can arrange for noninstitutional sales simply by inviting retail
firms into the underwriting syndicate or selling group. The reverse,
however, is far more difficult. Occasionally retail firms will invite an in-
stitutional broker-dealer to become co-manager and through him at-
tract other institutional firms into the syndicate. Also, institutional
firms sometimes will agree to serve as selected dealers (as distinct from
underwriters) in an issue managed by a retail firm since their role in
the selling group is not publicly disclosed.

Less obvious, but more important is the prestige that an institutional
firm lends to an issue. One of the traditional functions of an under-
writer is to substitute its reputation with the public for the relative
obscurity of the issuer. Even a careful reading of a prospectus does
not entirely resolve the question whether an 1ssuer has a reasonable
Erospect for success. The reputation of the underwriter may be the

eciding factor in overcoming any residual doubts among investors.
An underwriter who enjoys this kind of reputation is able to perform
a valuable service for the issuer even beyond the initial distribution
of the offering. The willingness of market-makers to trade the stock
and of institutions to invest in it is influenced by the underwriter’s
reputation. The prominence of these interested groups, in turn, in-
creases the likelihood that the issue will attract the attention of the
financial press and the statistical services.

While the prominence of an underwriter is not entirely due to its
institutional business, most of the well-known underwriters have tradi-
tionally done a large institutional business.’® The well-known under-
writers are not known primarily for their first offerings, but rather
for their underwriting of the common stock and bonds of large cor-
porations, as well as their activities in private placements, commercial
paper, and underwritings of municipal bonds. This business, partic-
ularly in regard to debt securities, traditionally has catered to insti-
tutions. Partly as a result of the personal relationships developed in
the course of this business, many of the major underwriting firms were
well situated to participate in the growing institutionalization of the
secondary market. The reverse, however, 1s less true. A broker-dealer
who has managed, through aggressive selling or well-regarded re-

5 The proposition relates to originating or lead underwriters rather than participants
in syndicates and selling groups. The proposition is becoming less true as more retail
firms are increasing their investment banking activities. Some have become major under-
writers., Others have been prominent in both retail and institutional business.
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search, to attract an institutional following in the secondary market
does not necessarily participate in major underwriting groups. The
syndication process is laden with tradition. It is difficult for new firms,
regardless of their capital and reputation, to enter major syndicates
and virtually impossible for them to manage one. These firms have
little opportunity to originate the issues of large corporations, most of
whom maintain established relations with prominent firms. The main
route of entry for these firms is, therefore, willingness to accept small
participations together with relegation to lower parts of the tombstone
ads than the firm’s stature otherwise would command, as well as a
willingness to accept a share of the less marketable issues.

Since some members of the public may be aware of the institutional
proclivitics of some prominent underwriters, they may infer that issues
brought out by such firms have institutional interest or, as some would
say, institutional quality. Retail members of the syndicate have
been known to advise their customers in advance of the offering that
institutions have indicated their intent to buy the issue. (This informa-
tion is available to the retail firms not only from their knowledge of
the usual clientele of the other underwriters but also from the infor-
mation they receive from these underwriters on indications of interest).
While this knowledge of institutional interest may increase the public’s
appetite for any stock, the effect is greater for small, less established
issuers than for large established issuers and still more so for first
offerings of such small companies. As noted above, apart from the
usnal concern of the public investor over whether the price of a stock
will rise or fall, investment decisions relating to first offerings may
involve concern over the viability of the issuer. The possible public
impression that institutions with their purported research capabilities
and sophistication, would not allow themselves to be bilked helps ex-
plain individual investors’ attitudes toward institutional interest. The
result, then, of supposed or revealed institutional interest in an offer-
ing 1s to enhance retail interest as well.

Issuers, therefore, have a number of reasons to prefer an under-
writer with an institutional following. In addition to increasing the
likelihood of a successful offering, these underwriters can impart a
credibility to the issue beyond what it would otherwise command, as
well as increase the likelithood of a more liquid after-market by at-
tracting competent market-makers and by increasing the overall ex-
posure of the stock to the investing public.’ The experience with
Institutional clients may give the institutional firms somewhat greater
facility in advising the issuers on financial matters, such as the handl-
ing of inquiring security analysts. The issuer’s ability to attract bank
credit and to place securities privately may be enhanced as well. The
ability of underwriters that are less endowed with these prerequisites

% Of the 24 offerings in the sample mannged by category I and II underwriters, seven
were subsequently listed on the American Stock Exchange (AMEX) and 1 on the New
York Stock Exchange; of the 17 managed by category III underwriters, six were sub-
sequently listed on the AMEX; of the 21 offerings managed by category IV under-
writers, four were listed on the AMEX; and of the 22 managed by category V under-
writers, one was listed on the AMEX. These figures are as of December 31, 1969.
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to compete for the business against institutional underwriters is there-
fore limited. The required price concession in the form of a higher
offering price or a smaller spread might in many cases be prohibitive.

7. Advantages to Underwriters of Institutional Distribution

Underwriters derive two advantages from institutional distribution.
First, nstead of having to seek new underwriting business, the institu-
tional firms can count on seeing a number of inquiries from prospective
issuers. Whether this advantage is reflected in the performance of the
issues, the institutional underwriters do appear to offer issues that,
superficially at least, are more impressive.” The apparent willingness
of institutions to accept the efficacy of the major underwriters’ choices
reinforces the ability of these underwriters to attract the new pro-
posals; this ability, 1n turn, increases the institutional interest. This
element of self-perpetuation does not circumscribe a closed group, but
it probably reduces mobility among underwriters and with that the
level of competition.

8. Influence of Institutional Distribution on Competition Among
Underwriters

The ability of a limited number of underwriters to insure the issuer
some amount of institutional distribution contributes to a degree of
polarization among underwriters. On one side are those underwriters
who do a substantial institutional business in ordinary brokerage,
private placements, and public offerings of publicly held corporations.
To a large extent, this institutional clientele participates in first offer-
ings as well. On the other side are underwriters who deal primarily
with the public and whose institutional sales of first offerings reflect
institutional interest more than the underwriters distributional capac-
ity. Columns 3 and 6 in table XIV—-25 show the cumulative percentages
of the total value of the 84 offerings ($478,634,438) that were under-
written by the broker-dealers whose institutional sales are listed in
descending order in the adjacent columns. Since the firms with the
greatest institutional sales are not always the Jargest underwriters, the
figzures on underwriting allocations do not reveal the full extent of
concentration in this part of the business. The ten underwriters who
accounted for about 23 percent of institutional sales accounted for
only about 11 percent of the total value of shares underwritten.

67 This proposition is difficult to test. In the course of the study the staffi has had
occasion to read many prospectuses. Even after ndjustments for the size of the issuers,
the prospectuses of issuers using the major underwriters revealed more prominent or expe-
rienced boards of directors and backgrounds of the principals, While the performance of
the stock is the primary conecern of the investor, certain non-financial characteristics of the
{ssuers, particularly in connection with first offerings, may be deemed reliable prog-
nosticators of such performance.



Table XIV-25

CONCENTRATION AMONG UNDERWRITERS OF INSTITUTIONAL SALES AND UNDERWRITING
ALLOCATIONS, EIGHTY-FOUR FIRST OFFERINGS OF COMMON STOCK

Cumulative Cumulative
Cunulative Percentage of Cumulative Percentage of
Percentage of All Underwriting Percentage of All  All Underwriting
Number of All Institutional Allocations Number of Institutional Sales Allocations
Underwriters Sales (percentage) (percentage) Undervriters (percentage) (percentage)
(1) (2) (3) (4) (5) (6)
1 3.66 1.67 22 39.75 25.59
2 ;s To7.21 3.19 - 23 40.91 27.57
3 9.84 3.94 24 42.08 28.66
4 12.00 4.50 25 43.23 29.57
5 14.10 6.32 26 . 44.39 30.81
6 16.17 7.60 27 45.47 31.16
7 18.09 8.49 28 46.54 32.13
- 8 19.96 9.32 29 47.52 33.73
9 21.63 10.38 30 48.80 35.42
10 23.28 10.55 31 49.37 36.21
11 24.92 12.64 32 50.26 37.23
12 26.53 14.31 33 51.03 38.30
13 28.08 15.15
14 29.61 16.75
15 30.95 17.85
16 32.26 19.15
17 33.56 20.22
18 34.87 20.85
19 36.13 21.71
20 37.35 22.93
21 38.55 23.79

NOTE: 1. The total value of the offerings of the 84 issues was $478,634,438. The total value of
the institutional sales was $148,257,300.

2. The percentages are cumulative. For example, 10 underwriters accounted for 23.28 percent
of institutional sales; these same underwriters accounted for 10.55 percent of these
of ferings.

¢6e3
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E. INSTITUTIONAL ACTIVITY IN THE AFTER-MARKET

1. Method of Study

The Study’s analysis of institutional participation in the after-
market is based on the responses of a sample of 100 institutions to
the Study’s questionnaire, as well as on field interviews. Apart from
the broker-dealers in the sample, the institutions were requested to
report all their purchases in the offering and all their purchases and
sales in the after-market (up to 90 days after the respective offerings)
of a list of first offerings provided them by the Study. This list,
prepared separately for each institution, comprised all ofterings from
the Study’s sample of 84 that the institution 1n question was reported
to have purchased in the offerings by the broker-dealers responding
to the earlier questionnaire (described in section c.1, above). Each
broker-dealer in'the sample received a separate list of five offerings in
which that broker-dealer participated as an underwriter.

Apart from the broker-dealers, the institutions in the sample com-
prised those who, within their respective classes, were reported to have
purchased relatively large amounts of first offerings. The broker-deal-
ers in the sample were selected from among those in the sample of
71 managing underwriters who were registered with the Commission
as investment advisers. The sample includes 19 banks, who accounted
for 32.0 percent of all bank purchases in the 84 offerings; 33 investment
advisers, accounting for 80.1 percent of all such purchases; 15 life
insurance companies accounting for 73.5 percent of all such purchases;
three self-administered employee benefit plans, accounting for 15.7
percent of all such purchases and 17 other institutions, accounting for
43.9 percent of all such purchases. The Study has no knowledge of the
percentage of all purchases by broker-dealer-investment-advisers for
gheir “managed” accounts accounted for by the sample of 13 broker

ealers.’®

2. Limitations on Sales in the Immediate After-Market

The analyses in earlier sections indicated that a major incentive for
institutions (or other investors) to purchase first offerings at the offer-
ing price lies in the potential of such transactions for rapid and sub-
stantial gains. To realize these gains and to minimize potential losses
the offerees must be able to sell their securities in the after-market.
Moreover, to reduce their perceived risk, the offerees must have free-
dom to choose the time of sale. The desirability of such freedom, how-
ever, is not universally acknowledged, at least with respect to all
classes of investors.

The purchase and immediate resale of securities is sometimes deemed
to be inconsistent with the purpose of the primary market. However,
the deterrence of after-market sales would have the effect of restrict-
ing the supply in the after-market, often in the face of an excited
demand, and thereby causing a greater premium and a higher price for
those buyers who failed to receive stock in the initial offering. More-
over, an effective deterrent could curtail the demand at the offering

8 For this purpose the Study defined a managed account as one for which the broker-
dealer received an advisory fee, regardless whether that fee was offset in whole or part
by brokerage payments.
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by adding illiquidity to the other risk factors associated with a first
offering,

In agrelease dated March 19, 1969, entitled “Execution of ‘New
Issue’ Sell Orders,” the NASD stated that “. . . a member cannot
accept any new issue sell order unless the member originally sold the
securities to the customer, thereby making the customer long in his
account with the member.” This “prohibition . . . would continue
until the customer has possession of the security or the member in good
faith has received reasonable assurance that the security will be deliv-
ered in good form within five days.”

The stated purpose of this release (and a prior release dated
Scptember 4, 1968, dealing with all over-the-counter securities) was to
alleviate back office problem due, among other reasons, to the failure
of broker-dealers to deliver securities promptly. However, it has
had the effect of curtailing after-market trading. Certificates repre-
senting stock sold in a public offering are not.available to the under-
writers until the closing date, when the proceeds are transferred to the
issuer or selling stockholders. The closing date for equity offerings
oceurs about one week after the effective date of the offering. If the
offerees were certain to receive their certificates on the closing date,
they could sell the day of the offering with the knowledge they would
have the certificates on the required settlement date, five business days
later. In practice, however, the certificates may not have been prepared
in the proper denominations suitable for transfer in the smaller de-
nominations required; nor are they necessarily available to dealers
throughout the country. Hence, as a practical matter, some offerees
may not be in a position to undertake to deliver the certificates on the
settlement date, 1f in fact they elected to sell on or near the date the
offering commenced. Hence, they can legitimately sell, in accordance
with the NA'SD’s release, only through the underwriter or selected
dealer who sold to them at the offering and with whom their account
is long in the stock.

The dealer, however, may flatly refuse to execute the sell order or
advise the seller that no more offerings will be made available to him
if he insists on the execution of the sell order; therefore, the stock
is less liquid than the offeree may have believed at the time of his
purchase. While this factor is simply another of the risks to the in-
vestor, the dealer is not expressly required to disclose this risk. Also,
the NASD’s rules do not expressly prohibit discrimination among
customers with respect to resales.® In addition, the Study has learned
that some dealers who did not participate in the offering (but who, as
member firms, are covered by the release) have been willing under
some circumstances to accept sell orders from good customers in viola-
tion of the NASD’s rules.

The underwriters’ interest in not seeing the stock in the after-mar-
ket for a time after the offering is based on practical considerations.
Where the stock rises to an immediate premium, they are less con-
cerned but would nevertheless prefer not to see the after-market sup-
ply outstrip the demand. (Here, too, the manifestations of their dis-

5 By focusing only on what member firms cannot do, the NASD rules do not provide
for the non-discrimjnatory acceptance by these firms of legitimate sell orders from all
customers without penalty to such customers’ other interests.
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pleasure may differ in accordance with the importance to them of the
particular offerees.) Where the offering is “sticky” and the under-
writers must support the market ® at least until the offering is sold out
or the closing date is reached, their financial interests are more directly
at stake, and they stand to lose favor with the underwriting syndicate.
Under these cirmucstances, even good customers who are interested
in selling may be inclined to direct their business to non-participating
dealers.s*

® The underwriters support the market by placing a bid with a market maker, some-
times the managing underwriter, at or near the offering price. As stock comes in, the
bild serves to peg the price and prevent it from falling. Underwriters are particularly
concerned that a falling price would trigger further sales in a self-feeding process. The
underwriters participate severally in the stabllization pool, in accordance with thelr
underwriting allotments. Selected dealers, and sometimes underwriters, are penalized
when the stock they originally sold comes back to the stabilization pool by their loss of the
selling fee. (The fee i3 used to compensate another dealer for reselling the stock.)

. In the case of underwriters who are also investment advisers, a potential conflict
may exist between the underwriter s concern for the after-market price of an offering
in which he is involved and his advisory clients’ interest in recelving proper advice. One
underwriter, for example. sold 13,825 shares at the oﬂ’erinﬁ to managed accounts (i.e.
accounts for which a management fee is payable) at $20 per share and bought for managed
accounts an additional 42.820 shares in the after-market at an average price of $39 per
share. Ingtitutions sold 52.615 shares in the after-market, of which 16,850, or 32 percent
were sold to this underwriter at approximately $39 per share. In connection with a
different offering, another underwriter who was also a registered investment adviser,
gold to his managed account 1,000 shares at the offering at $22 per share and purchased
for these accounts an additional 4,510 shares in the after-market at an average price of
$20 per share. In both cases the underwriters were the managing underwriters of the
respective offerings and the accounts referred to were fec-paying advisory accounts.
These examples, which are not unique among the Study's data obtained from underwriter-
advisers, do not imply the accounts in «uestion were disadvantaged, but merely that a
potential conflict existed. At least If the underwriter had investment discretlion over
the accounts and did not obtain prior client consent after full disclosure this potential
conflict, which is not peculiar to fee-paying accounts, may be aggravated by the importance
to the underwriter of maintaining institutional ties.
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Table. XIV-26

PURCHASES OF NEW 1SSUES IN THE OFFERING AND AFTER MARKET AND SALES BY CLASS JF INSTIZUTION AND
TYPE OF ACCOUNT (AFTER-MARKET CONSIDERED FOR 90 DAYS AFTER RESPECTIVE OFFERING) -

. PURCHASES 1IN COST OF SHARES R
AFTER-MARKET OFFERING SOLD WITHIN  PURCHASED IN - NET GAIN ON. PERCENTAGE RETURN
S OF VALUE OF SHARES VALUE OF SHARES PURCHASES AS 90° DAYS AS PERCENT- OFFERING AKD SALE OF ON SHARES PURCHASED
INSTUTUTIONS PURCHASED IN PURCHASED IN  PERCENTAGE OF AGE OF PURGHASES IN SOLD WITHIN 90 SHARES PURCHASED 1N OFFERING AND
(NUMBER OF OFFERING AFTER-MARKET ~ OFFERINGS PURCHASED OFFERING DAYS IN OFFERLHG SOLD WITHIN S0 DAYS
INSTITUTIONS) TYPE OF ACCOUNT (DOLLARS) (DOLLARS) (PERCENTAGE) (PERCENTAGE) (DOLLARS) {DOLLARS) (PERCENTAGE)
3y (2) 3 &) (57 (3] [57]
BAKKS (19) Common Trust 208,130 112,500 56,1 66,7 138,750 32,782 23.6
Pooled Enployee Benefit 2,897,234 5,098,253 176.0 2.9 82,979 45,650 55.0
Personal Trust 934,898 70, 267 71 22.9 225,740 91,970 40.7
Personal Ageney 5,091,120 1,259,452 28.7 18.0 914,649 353,921 38.7
Erployee Benefit 2,221,315 484, 741 21.8 187 415,167 97,907 23.6
Corporate or Institutional 1,943,552 1,264,986 65.1 17.5 340,962 263,945 71.6
TOTAL 13, 346, 249 8,290,199 62.1 15,9 2,118,247 866, 175 40,9
INVESTMENT (33} Individual 2,908,133 644,896 22.2 21.0 611,756 208,950 36,2
ADVISERS Registered Investment Company 26,632,521 14,262,946 57.8 25.5 6,272,582 2,470,069 38.4
Enployee Benefit 340,655 131,520 38.6 82,3 280,395 110,860 39.5
Corporate or Institutional - 734,253 146,597 20.0 89.3 655,673 228,426 34.8
Offshore or Hedge Fund ~ 1,838,180 639,644 34,8 75.3 1,384,630 b, 967 1.0
Advisers' Own 135,040 - - 86.5 116,840 63,778 54,6
TOTAL 30, 588,782 15,805,603 s1.7 30.5 9,321,876 3,097,048 33.2
BROKER-DEALERS (13) Individual 1,312,897 1,809,879 137.9 16.8 196,685 85,848 4,1
Offshore ot Hedge Pund 54,450 129,974 238.7 - . o -
Employee Benefit 87,325 433,226 496.1 6.4 5,550 2,818 50.8
Corporate or Inatitutional 107,937 376,300 368.6 1.6 1,500 1,050 70.0
. Other 3,603,460 75,600 2.1 0.2 5,575 2,115 37.9
TOTAL 5,166,069 2,824,979 54,7 4,0 207,310 91,831 44.3
LIFE-INSURANCE (15> General Account 2,202,090 323,985 14.7 76.6 1,686,079 436,623 25.9
COMPANLES Pooled Individual 347,131 3,100 0.9 43.2 149,850 91,998 61.4
Employee Benefit 612,350 33,850 5.5 67.0 409,645 112,308 27.4
Investment Company 429,880 232,664 56,1 3.0 12,900 333 2.6
Other 132,276 195,000 167.6 50.0 66,693 51,814 77.7
TOTAL 3,723,725 788,579 21.2 77 62.4 2,325,167 693,076 29.8
SELF-ADMINLSTERED
EMPLOYEE BENEFIT PLANS (3) 983, 988 292,363 29.7 69.3 681, 482 154,646 22.7
OTHER INSTITUTIONS (17) 4,8 10, 461 2,195,756 45.6 80,9 3,890,275 729, 560 18.8

GRAND TOTAL 58, 619, 274 30, 197, 477 LS 3L6 18, 544,357 5,632,136 -30,4

668¢ -
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3. Holding Periods and Rates of Return by Class of Institution and
Class of Account

Table XTV-26 lists the purchases in the offerings and the purchases
and sales in the after-market, in connection with the Study sample
of 84 first offerings. The figures are shown separately by class of insti-
tution and class of account. Column 1 shows the purchases in the
offering, column 2 the purchases in the after-market, and column 3
the percentage of the second to the first. The expenditures in the after-
market by all institutions were 51.5 percent of their expenditures at
the offering. The percentages were higher for bank-managed pooled
employee benefit accounts and most broker-dealer accounts, except
for the account designated “other.” ¢2

Column 4 shows the percentage of the purchases in the offering that
was sold within 90 days of the offering. Common trust funds, for
example, spent $208,130 in the offerings (column 1). Of these they
sold 66.7 percent (based on the values in the offerings) within 90 days
of the offering. As a group, institutions sold 31.6 percent (by value)
of the shares purchased in the oftering within 90 days of the offer-
ing.®® The turnover rates varied widely among classes of institutions
and accounts. Broker-dealers turned over very little, while life insur-
ance companies sold 62.4 percent of the value of their purchases in
the offerings and other institutions, 80.9 percent.

Column 5 shows the cost of the shares purchased in the offerings
and sold within 90 days; column 6, the realized gains on these sales;
and column 7, the percentage return (column 6 divided by column
5). As a group, institutions realized a 30.4 percent return on the shares
purchased in the offerings and sold within 90 days.** Curiously, off-
shore and hedge funds managed by investment advisers realized a
return of only 1.0 percent on the sale of 75.3 percent of their pur-
chases at the offering, although the data may not reflect a broad enough
sample to be fairly representative. '

The samplec of institutions realized a dollar gain on the shares pur-
chased in the offering and sold within 90 days of $5.6 million. Using
the approximate blow-up factor of five explained in section C, above,
these institutions can be estimated to have realized approximately $28
million within 90 days of the purchases in all first offerings in the
period January 1968 through June 1969. Assuming that the institu-
tions not included in the sample sold the same fraction of their pur-
chases at the offerings and that they realized the same rate of return
on these sales, an estimate of realized gains within 90 days of the
offﬁgings of all institutions in all first offerings in the period is $70.9
million.

To place this realized return in context, one can assume a value of
all institutional equity holdings equal to approximately $300 billion.
The approximate yield of the Standard & Poor Composite Index of

€3 At the Study’s request the broker-dealers described the various types of accounts in-
cluded in the designation ‘“other.” Among the responses are the following: registered
investment company; individual trust; estate; investment clubs; personal holding com-
panies and ‘‘purchase by partnership for sale to customers.”

% This figure represents an annual rate turnover well in excess of 100 percent,
During this period institutions turned over their total equity portfollos at a rate of
apgroxlmntely 30 percent per year.

This figure does not include sales of shares purchased in the aftermarket. The turn-
over of these shares was only 11.1 percent.
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500 Stocks for the 18-month period,® including both dividends and
gains, was approximately 6 percent. Therefore, the realized and unreal-
ized gains on the equity portfolio of all institutions were in the
neighborhood of $18 billion. The unrealized return after 12 weeks on
the first offerings purchased at the offering and held at least 12 weeks
was 9.9 percent (see table XIV-27 below), equal to an unrealized
dollar gain of $3.97 million. Extrapolating ¢ this figure for all first
offerings in the period and all institutions yields an estimated unreal-
ized gain of $50.3 million within 12 weeks of the respective offerings.
Hence, realized and unrealized gains within 12 weeks of the respective
offerings of all first offerings purchased by institutions between Jan-
uary 1, 1968 and June 30, 1969 is estimated to be $121.2 million, or
0.67 percent of the estimated return on all equity holdings by all
institutions. On an annualized basis, the estimated return on institu-
tional purchases of first offerings (held not more than 12 weeks)®” as
a percentage of the return on all institutional equity holdings during
the period under consideration is 2.68 percent. Assuming a rate of
capital turnover of 30 percent per quarter in the purchase of first
offerings, the capital exposed at any given time is approximately 0.09
percent of the capital exposed in the total equity portfolio.®® One
would want to adjust these figures for the differences in risk between
purchasing first offerings and purchasing the 500 stocks in the S & P
index.

8 The closing price on December 29, 1967 was 96.47 and on June 30, 1969, 97.7. The
dividend yleld during this period was approximately 3 percent per year.

9 As before the extrapolation involves 2 stens. The sample of institutions in the after-
market study spent $58.6 million on the sample of 84 first offerings compared with total
institutional expenditures of $148.3 million. Hence the unrealized return is multiplied by
aﬁproxlmately 2.5 to get an estimate of unrealized returns of all institutlons in the 84
offerings. TInstitutional purchases of the 84 offerings represent approvimatelv 20 nercent
of institutional purchases of all first offerings in this period. Hence the product of $58.8
million and 2.5 is multiplied by 5. The actual figures shown in the text are slightlv larger
because they make use of mnre decimal places.

6" The Study has not attempted to follow the returns on first offerings for a longer
period except for the findings reported in apg. Al

68 With the assumed rate of turnover, based on the rate observed in the sample, an
average commitment of only $265 million 18 required to purchase $742 million of first
offering over an 18-month figure. To get the estimate 0.08, divide $265 million by $300
billion, the value of all equity canital. The canital required at the beginning of the period
is, of course, less because of the accumulation due to the high return on the capital.



CLASS OF
INSTITUTION
(Kusber of
Institutions)

BAKKS (19)

INVESTMENT
ADVISERS (33)

BROXER-DEALERS (13)

LIFE INSURANCE (15)

SELF-ADMINISTERED
EMPLOYEE BENEFIT (3)

CTHER INSTLITUTION (17)

GRAKD TOTAL (100)

NOTE:

NS = KO SALES

Teble xJv-27

HOLDING PERIODS AND RATES OF RETURN OF SECURITIES PURCHASED
1N THE OFFERLING BY CLASS OF IXSTITUTION AND TYPE OF ACCOUNT

Sales Within One Week

Sales Withio Two to_Four Weeks

Value of Percentage of Percentage of
Purchases of Value of Dollars Gain Percentage Value of Dollar Gafn Percentage
. The Offering Purchases Sold On Sale Return Purchases Sold On Sale Return

Type of Account {$) %) ) () ) ) )
(3% ) (33} (%) 5) 6) (2]

Common Trust 208,130 27.6 30,750 53.5 NS NS KS

Pooled Enployee Benefit 2,897,234 1.2 14,817 46,1 NS NS NS
Personal Trust 984,898 5.8 33,048 57.7 1.6 6,545 40.7
Personal Agency 5,091,120 7.8 137,435 36.8 5.5 126,227 45.2
Ecployee Benefit 2,221,315 2.3 21,320 61.8 9.4 106,881 51.1
Corporate or Institutional 1,943,552 3.0 26,147 45,6 5.3 69,260 65.5
TOTAL 13,346,249 4.9 263,517 40.4 4.6 308,913 50.6
1ndividual 2,908,133 7.4 103,135 47.6 7.0 54,967 1.9
Registered Investoent Co. 24,632,521 3.4 203,970 26,4 8.2 656,448 32.8
Eaployee Benefit 340,655 25.7 62,565 1.5 39.2 16,513 12.3
Corporste or Institutional 734,253 36.6 78,963 29.4 20.3 52,800 35.5
Offshore or Hedge Funds 1,838,180 17,2 46,079 14,6 22.7 41,785 i6.0
Advisers’ Own 135,040 42.3 39,340 68.9 27.1 17,188 47.0
TOTAL 30,588,782 5.8 534,072 29.9 9.6 849,701 28.9
Individual 1,312,897 3.8 22,001 44,3 5.7 26,213 35.2
Offshore or Hedge Funds 54,450 NS NS NS NS NS NS
Enployee Benefft 87,325 NS NS NS 2.0 1,513 86.5
Corporate or Institutional 107,937 NS NS NS L4 1,050 70.0
Other ’ 3,603,460 NS Ns XS 0.1 1,828 43.5
TOTAL 5,166,069 1.0 22,001 44.3 1.6 30,606 37.4
General Account 2,202,090 25.3 144,701 26.0 26,1 144,119 27.2
Pooled Individual 347,131 NS NE KS 11.2 13,876 35.6
Enployee Benefit 612,350 17.9 37,325 3.1 39.0 40,231 16.8
Investzent Company 429,880 KS NS NS NS NS NS
Other 132,274 NS NS NS 45.6 48,438 80.2
TOTAL 3,723,725 17.9 182,026 27.3 23.4 246,664 28.4
983,988 7.3 11,130 15.4 14,1 15,788 11.4
4,810,461 32.4 305,646 19.6 32.9 233,282 14.7
58,619,274 8.2 1,318,392 27.6 10.6 1,684,952 27.1

* = LESS THAN .5 Percent

Table AM-2 (Cont'd following page)
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Table XIV-27 Continued

HOLDING PERIODS AND RATES OF RETURN OF SECURITIES PURCHASED
IN THE OFFERING 8Y CLASS OF IKSTITUTION AND TYPE OF ACCOUNT

Sales Within Five to Twelve Weeks Held at Least Twelve Weeks
~ CLASS OF Percentage of Percentage of Untealized Percentage
INSTITUTION Value of Dollar Gain Percentage Value of {Gatn Gain
(Nuaber of Purchases Sold on Sale Return Purchases Held or Loss or Loss
Institution) Type of Account ) ©) (%) (%) $) (2)
(8) %) (10} an (12) 13)
BAKKS (19) Cozmon Trust 39.1 2,032 2.5 333 37,330 53.8
Pooled Employee Benefit 1.7 30,833 62.5 97.1 486,250 17.3
Personal Trust 15.5 52,377 34.4 77.1 260,567 34.3
Personal Agency 4,7 90,259 37.6 82.0 565,065 13.5
Employee Benefit 7.0 «30,291 -19.5 81.3 «106,091 -5.9
Corporate cr Institutional 9.1 148,538 83.5 82.6 -151,449 -9.4
TOTAL 6.4 293,748 34,3 84,1 1,091,672 9.7
INVESTMENT
ADVISERS (33) Individual 6.6 40,828 21.3 79.0 278,451 12.1
Registered Investment Co. 13.9 1,609,653 46.9 74.5 2,302,410 12.5
Employee Benefit 17.4 31,782 53.7 17.7 69,545 115.4
Corporate or Institutfonal 2.4 96,661 40.6 10.7 19,927 25.4
Offshore or Hedge Funds 35.4 -72,897 -11.2 24.7 17,343 3.8
Advisers' Own 17.1 7,250 31.3 13.5 22,475 123.5
TOTAL 15.1 1,713,277 37.3 69.5 2,710,151 12,7
BROKER-DEALERS (13) Individual 5.4 37,634 53.3 85.1 514,716 46.0
Offshore or Hedge Punds KNS NS NS 100.0 26,000 47.8
Eaployee Benefit 4.6 1,305 34.3 93.6 40,132 49.1
Corporate or Institutional NS NS KNS 98.6 36,138 34.0
Other * 287 20.9 99.9 -1,155,760 -32.1
TOTAL 1.4 39,226 51.7 96.0 -538,774 -10.9
LIFE INSURANCE (15) General Account 27.2 147,803 24.6 23,4 295,780 57.3
Pooled Individual .9 78,122 70.4 56.9 51,514 26.1
Employee Benefit 10.0 34,753 56.9 33.1 114,202 56.3
Investment Company 3.0 333 2.6 97.0 28,847 6.9
Other 11.8 3,376 53.4 49.6 20,710 31.6
TOTAL 21.3 264,387 33.4 37.4 511,053 36.5
SELF-ADYINISTERED
EMPLOYEE BENEFIT 47,9 127,528 27.1 30.7 ~4,268 -1.4
OTHER INSTITUTION (17) 13.1 191,328 30.3 21.6 200,875 19.4
GRAND TOTAL (100) . 12,6 2,629,494 35.4 68.6 3,970,709 9.9

NS = NO SALES

* = LESS THAN .5 PERCENT
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Table XIV-27 divides the after-market into three segments—
the first week after the initial offering ; more than one but less than or
equal to 4 weeks; more than 4 but less than or equal to 12 weeks. The
table shows the percentages of the purchases at the initial offering
price that were sold in each of the three segments, as well as the
realized returns on these sales. In addition, the table shows the per-
centages of the initial purchases that were held more than 12 weeks
and the unrealized returns on these securities at the end of 12 weeks. As
a group, institutions sold 8.2 percent of their purchases in the initial
offerings within one week of the respective offerings; an additional
10.6 percent within 4 weeks; and an additional 12.6 percent within 12
weeks. They therefore held 68.6 percent of their original purchases at
the end of 12 weeks. Institutions realized a return of 27.6 percent on
their sales during the first week after the respective offerings; 27.1
percent on their sales within 1 to 4 weeks; and 35.4 percent within 4
to 12 weeks. However, their unrealized return on the securities held at
least 12 weeks after the offering was only 9.9 percent. The broker-
dealers’ “other” category held 99.9 percent of their purchases at the
offering, on which they incurred an unrealized loss of 32.1 percent.
The figures indicate some tendency for institutions to continue holding
the offerings that experience less appreciation in the after-market.
Whether this tendency can be attributed to their reluctance to take
losses, their consideration for the underwriters, or their expectation
of a subseauent rise cannot be determined with the Study’s data.

Table XIV-28 shows the percentages of the purchases in the offer-
ings held at the end of each after-market segment and the unrealized
percentage return on these holdings. This table supports the proposi-
tion that the institutions tend to retain the weaker offerings. Column 4
of table XIV-27 showed an average rate of return of 27.6 percent for
all institutional sales within one week of the initial offerings. Table
XTIV-28 shows that offerings held by all institutions for at least one
week yield an average unrealized return of 20.3 percent ; securities held
at least 4 weeks, 13.1 percent; and securities held at least 12 weeks,
9.9 percent. Among the classes of Institutions, other institutions held
the smallest percentage of their purchases at the offering at the end
of the twelfth week, 21.6 percent; life insurance companies next, with
37.5 percent; and self-administered employee benefit funds, 30.7 per-
cent. Banks held 84.1 percent; investment advisers, 69.5 percent, and
broker-dealers, 96.0 percent.



Table XIV-28

HOLDING PLRIODS AND RATES OF UNREAL12ED RETURN ON SECURITIES PURCHASED
IN OFFERINGS BY CLASS OF INSTITUTION AND TYPE OF ACCOUNT

Held at_Least One Week Held st Least Four Weeks Held st _Least Twelve Weeks
CLASS OF value of Percentage of Percentage  Percentage of Percentage Percentage of Percentage
IRSTITUT10N Purchases in  Value of Unrealized Unrealized Value of Unrealized  Unrealized Value of Unrealized  Unrealized
(Nuaber of the Offering Purchases Held Dollar Gain Return Purchases Held Dollar Gain Return Purchases Held Dollsr Cain Return
Instituti TYPE OF ACCOUNT $) @) 5 (s) ) %) [¢3] (5) )
BANAS (19) Common Trust 208,130 72.4 95,815 63.6 72.4 63,477 62,1 33.3 37,330 53.8
Pooled Eaployee Benefit 2,897,234 98 8 643,987 22.5 98.8 472,171 16.5 97.1 486,250 17.3
Personal Trust 984,898 9.2 757,582 81.7 92.6 249,682 27.4 77.1 260,567 34.3
Personal Agency 5,091,120 92.2 792,642 16.9 86.7 379,754 8.6 82.0 565,065 1.5
Epployee Benefit 2,221,315 97.7 328,552 15.1 88.3 -27,965 -1.4 81.3 -106,091 -5.9
Corporate or Institutional 1,943,552 94.0 663,917 35.1 91.7 83,401 4.7 82.6 151,449 -9.4
101AL 13,346,249 95.1 3,282,495 25.9 90.5 1,220,520 10.1 84.1 1,091,672 9.7
INVESTHENT
ADVISERS (33) Individual 2,908,133 92.6 41,212 1.5 85.6 236,017 9.5 79.0 278,451 12.1
Registered Investment Co 24,632,521 96.6 4,859,203 20.4 88.4 3,392,166 15.6 74.5 2,302,410 12.5
Employee Benef1t 340,655 7.3 84,400 33.3 35.1 75,477 63.2 17.7 69,545 15.4
Corporate or Institutional 734,253 63.4 198,458 42.6 43,1 138,581 43.8 10.7 19,927 25.4
Offshore or Hedge Funds 1,838,180 82.8 185,066 12.2 60.1 34,598 3.1 24.7 17,343 3.8
Advisers® Own 135,040 ° 57.7 37,200 47.7 30.6 20,825 50.3 13.5 22,475 123.5
TOTAL 30,588,782 94,2 5,405,539 18.8 84.6 3,897,664 15.1 69.5 2,710,151 12.7
BROKER-DEALERS (13) Individual 1,312,897 96.2 655,423 - 51.9 90.5 688,784 57.9 85.1 514,716 46.0
Offshore or Hedge Funds 54,450 100.0 33,775 62.0 100.0 33,075 60,7 100.0 26,000 _ 47.8
Eaployee Benefit 87,325 100.0 51,987 59.5 98.0 57,675 67.4 93.6 40,132 49.1
Corporate or Institutional 107,937 100.0 39,031 36.2 98.6 36,194 34.0 98.6 36,138 36.0
Other 3,603,460 100.0 -383,503 -89.4 99.9 -824,095 -22.9 99.9 -1,155,760 -32.1
TOTAL 5,166,069 99.0 396,713 7.8 97,4 -8,367 -.2 96.0 538,774 -10.9
LIFE INSURANCE (15) General Account 2,202,090 74,7 611,716 37.2 50.6 408,062 36.6 23.4 295,780 57.3
Pooled Individual - 347,131 100.0 131,724 37.9 88.8 126,698 41,1 56.9 51,514 26.1
Employee Benefit 612,350 82.1 116,268 23.1 43.1 102,282 38.8 33 114,202 56.3
Investment Company 429,880 100.0 105,070 26,4 100.0 76,272 17.7 97.0 26,847 6.9
Other 132,274 100.0 60,282 46 54,6 33,591 46.7 49.6 20,710 31.6
TOTAL 3,723,725 82.1 1,025,060 33.5 58.7 746,905 34,1 37.4 511,053 36.5
SELF-ADMINISIERED
EMPLOYEE BENEFIT (3) 983,988 92.7 197,073 21.6 78.6 119,276 15.4 30.7 4,268 -L4
OTHER INSTITUTION (17} 4,810,461 67.6 635,910 19.6 34.7 240,629 14.6 21.6 200,875 19,6

GRAND TOTAL (100) 58,619,274 91.8 * 10,942,790 20.3 81.2 6,216,627 3.1 68.6 3,970,709 9.9

¢0¥z



2406

The tendency for institutions to sell more of the issues that experi-
enced greater price appreciation in the after-market is presented an-
other way in Table XIV-29. (The table is divided into two sections,
the first dealing with the first week of the after-market and the sec-
ond with the first three months of the after-market.) The offerings
were divided into five classes according to their price change in the
after-market. These classes are characterized in the table as *decline,”
“0.0 percent—?20.0 percent”, etc. The first column indicates the ag-
gregate purchases of first offerings. Next, for each class, four columns
of numbers are shown: (1) value of the purchases in the offerings of
issues in the respective price classes; (2) the percentage of all pur-
chases in the offerings accounted for by the purchases just noted; (3)
value of the securities in this class that were sold (values are at the
offering prices) ; and (4) percentage of sales to purchases. For ex-
ample, referring to Part A, all institutions spent $58,619,274 for all

urchases in the offerings of the 84 securities. 8f this total, they spent
517,460,718, or 29.8 percent, on offerings that declined in the first week
of the after-market. Of these, they sold securities that were valued at
the offering at $984,807, or 5.6 percent of all purchases of securities
that declined in the first week of the after-market. Institutions spent
27.8 percent of all their expenditures on offerings that rose by between
0 and 20 percent in the after-market. They sold 6.9 percent of their
purchases of these securities. In the next price range, the percentages
were, respectively, 21.6 and 11.6; in the next, 20.8 and 9.5, and in the
final price range, 0.5 and 19.7. There were relatively few sales by in-
stitutions of offerings that declined in the first week of the after-market.
An exception was the group of corporate and institutional accounts of
investment advisers, which sold half of their declining issues in the
first week.

Part B of Table XIV-29, referring to sales within 3 months and
price changes over a 3-month span, shows the relationship between
frequency of sale and after-market price change in greater relief. All
institutions sold 22.7 percent of their purchases of declining offerings;
33.1 percent of their purchases of offerings that rose by between zero
percent and 20 percent; 32.9 percent, 48.9 percent, and 58.7 percent
of their purchases of offerings that rose by between 20 percent and 50

percent, 50 percent and 100 percent, and more than 100 percent,
respectively. :



Iable x3y.29

(Part A)

PERCENTASE OF SHARES PURCMASLD 1N UFFLRINGS AMD SOLD VITHIN ONE WEEX, CLASSIFIED BY
AFTER-MARKET PRICE CHAWGE, CLASS PF INSTITUTION, AND TYPE OF ACCOUNT

AFTER-MARKET PRICE CHANGE

Decline 0,0% - 20,0%
CLASS Of Value of All Value of Cost of Percentage of Value of Cost of Percentage of
INSTITUTION Purchases {n  Shares Percentage of  Shares Value of " Shares Percentage of Shares Value of
{Kusber of TYPE OF the Offering Purchased All Pyrchases Sold Shares Purch P All Purch Sold  Shares Purchased
Ingtitutions) ACCOUNT {5} [$3] 12) [¢3] () 18) 12)
BANKS (19) Coamon Trust 208,130 - - - - - - - T
Pooled Enployce Benefit 2,897,234 1,175,500 40,6 - - 41,496 1.4 6,900 16.6
Personal Trust 984,898 309,725 31,4 4,400 1.4 141,376 14,4 4,050 2.9
Personal Agency 5,091,120 2,398,190 &7.1 12,500 .3 502,633 9.9 116,870 23.3
Employee Benefit 2,221,315 352,670 16.1 $,000 1.4 1,299,975 58.5 5,600 .4
Corporate or lnstitutional 1,943,352 374,500 19.3 - - — 100,550 5.2 4,125 4.1
TOTAL 13,346,249 4,615,585 34.6 21,900 5 2,085,830 15.6 137,345 6.6
INVESTMENT
ADVISERS (33) Individual 2,900,133 831,600 28.6 12,500 1.5 1,662,175 56.4 38,025 2.3
Registered lnvestment Co, 24,632,521 4,705,768 19.2 93,175 2.0 9,860,346 39.9 191,212 “1.9
Eaployse Benefit 340,655 5,000 1.5 - - 83,750 26,6 - -
Corporate or Institutional 734,253 167,550 22.8 84,800 50.6 - - - -
Offshore or Hedge Funds 1,838,180 939,500 32.2 184,000 19.2 216,375 11.8 45,950 21.2
Adviser's own 135,060 . - - - 32,850 24,3 28,350 86,3
TOTAL R 30,588,782 6,669,418 21.8 374,475 5.8 11,815,496 38.6 303,537 2.6
BROKER-DEZALERS (13) Individusl 1,312,897 31,650 2.4 . - 138,950 10.6 7,500 5.4
Offshore or Hodge funds 36,450 - - - - - - - -
Employes Benefit 87,325 - - - - - - - -
Corporate or Institutional 107,937 12,062 1.2 - - 31,000 28.7 - -
Other 3,603,460 3,540,0¢0 98.2 - - - . - -
TOTAL 3,166,069 »583,712 69.46 - - 169,950 a3 7,500 LR
LIFE INSURANCE (13) General Account 2,202,050 484,700 22.0 68,660 14,1 335,486 15.2 167,775 50,1
Pooled Individual 347,131 37,500 10.8 - - 58,975 17.0 - -
Exployse Benefit 612,350 129,475 21.1 - - 203,025 33.2 43,200 21.3
Investment Company 429,880 . - - - 207,100 “8.2 - -
Other 132,274 - - - - - - - -
TOTAL 3,723,725 651,755 17.5 68,660 10.5 804,546 21.6 210,975 26.2
SELY -ADMIKISTERED
DMPLOYEZ BENEPIT (3) 983,988 246,073 2%.0 - - 304,537 30.9 49,975 16.4
OTHER INSTITUTIONS (17) 4,810,461 1,694,173 35.2 519,772 30.7 1,093,145 22.8 418,923 38.3
CRAND TOTAL (100) 38,619,276 17,460,718 29.8 984,807 5.6 16,273,504 271.8 1,128,255 6.9

(Cont'd on next page)
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CLASS UF

INSTITUTION

(Nynber of TYPE OF

lngtitutions) ACCOUNT

BANKS (19) Coamon Trust
Pooled Eaployee Benefit
Personal Trust
Personal Agency
Employee Benefit
Corporate or lnstitutional

TOTAL
INVESTMERT

ADVISERS (33) Individual
Registered Investment Co,
Enployee Benefit
Cocporate or Institutional
Offshore or Hedge Funds
Advisers' own
TOTAL

BROKER-DEALERS (13)Individual
Offshore or Hedge Funds
Enployee Benefit
Corporate or Institutionsl
Other
TOTAL
LIFE INSURANCE (15)General Account
Pooled Individual
Ecployee Benefit
Investoent Coapany
Other
TOTAL

SELF-ADM1NISTERED
EMPLOYEE BENEFITE (3)

OTHER {NSTITUTIONS (17}
CRAND TOTAL (100)

~

lable XIV-29 (continued)

PERCENTAGE OF SHARES PURCHASED IN OFFERINGS AND SOLD WITHIN ONE WEEK, CLASSIFIED BY

AFTER-MARKET PRICE CHANGE, CLASS OF INSTITUTION AND TYPE OF ACCOUNT

AFTER -MARKET PRICE CHANGE

20,1% - 50,00

50.1Z - 100.0%

Value of Cost of Value of Value of Value of Cost of Percentage of
Shares  Percentage of Shares Shares  Percentage of Shares Shares Shares Value of
Purchased Al Purchases Sold Purch h Sold Shares Purchased Purchased All Sold Shares Purchased
) [13) s) ) ) ) A T3 i) )
68,160 32.7 19,200 119,970 61.3 38,250 . R R
821,583 28.4 16,537 858,655 29.6 10,175 - - - -
194,500 19.7 8,180 330,697 33.6 38,700 8,600 - 2,000 23.3
1,075,007 21.1 139,505 1,059,210 20.8 117,430 56,280 11 8,600 15.3
167,640 7.6 34,775 342,230 15.4 5,800 54,000 2.4 - -
1,080,137 55.5 25,237 370,765 19,1 264,075 17,600 9 1,000 5.7
3,406,827 25.5 243,434 3,101,527 23,1 234,430 136,480 1.0 11,600 8.5
314,585 10.8 97,375 118,173 [ 67,131 1,600 1,600 100,0
5,375,264 21.8 317,565 4,657,743 18.9 234,600 53,400 - -
158,595 46.5 30,950 83,310 26.5 46,560 10,000 10,000 100.0
274,875 3.8 101, 700 291,828 39.7 82,618 - - -
499,280 27.1 45,300 163,025 8.9 41,300 - - -
55,750 61,3 3,300 25,840 19.1 9,840 20,600 15,600 5.7
6,678,349 21.8 596,190 5,339,919 17.5 481,849 85,600 27,200 3.8
179,550 13.7 2,400 962,747 73.3 39,750 - - -
- - . 54,450 100.0 . - .
6,300 1.2 - 81,025 92.8 - - - -
9,600 8.9 - 55,275 51.2 - - - -
52,450 LS - 11,010 .3 - - - -
247,900 4.8 2,400 1,164,507 22.5 39,750 - - -
623,683 28.3 246,200 709,681 32.3 74,325 48,500 - -
107,400 0.9 - 143,256 £1.3 - - - -
71,660 1n.7 - 208,190 36,0 66,375 - - -
118,620 27.6 - 104,160 2.2 - - -
81,655 61.7 - 50,619 38.3 - - - -
1,003,018 26.9 286,200 1,215,906 32.7 140,700 48,500 - -
190,793 19.6 22,315 241,583 26,6 - 1,000 - -
1,145,621 23.8 %0,710 833,982 17,3 235,343 43,740 23,260 53.1
12,672,308 2.6 1,671,269 11,897,626 0.3 1,132,072 315,320 62,040 19.7
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Jable x3v-29
(Part B)

PERCENTAGE OF SHARES PURCHASED ON OFFERINGS AND SOLD WITHIN TWELVE WEEKS, CLASSIFIED BY
AFTER-MARKET PRICE CHANGE, CLASS OF INSTITUTION, AND TYPE OF ACCOUNT

AFTER- MARKET PRICE CHANGE

DECLINE 0.0% - 20.02
CLASS OF Value of All Value of Cost of Percentage of Value of Cost of Percentage of
INSTITUTION Purchases in Shares Percentage of Shares Value of Shares Percentage of Shares Value of
{Number of TYPE OF The Offering Purchased All Purchases Sold Shares Purchased Purchased All Purchases Sold Shares Purchased
institutions) ACCOUNT ) ($) (%) {$) [99] (9) ) ($) (%)
Banks (19) Cozmon Trust 208,130 - - . - - - - -
Pooled Eoployee Benefit 2,897,236 1,291,150 4.6 - - 6,900 .2 6,900 100.0
Personal Trust 984,898 159,650 16.2 37,150 23.3 194,925 19.8 6,525 3.
Parsonal Agency 5,091,120 2,540,378 49.9 172,483 6.8 153,277 3.0 43,950 28.7
Enmployee Benefit 2,221,315 1,636,095 73.6 221,875 13.6 1,450 .1 1,450 l00.0
Corporate or Institutionsl 1,943,552 1,348,100 69.5 22,500 1.7 10,562 .5 10,562 100.0
TOTAL 13,346,249 6,975,373 52.2 454,008 6.5 367,114 2.8 69,387 18.9
lnvestment Advisers (33) Individual 2,908,133 857,600 29.5 97,600 11.4 64,500 2.2 14,500 22.5
Registered Investment Co. 26,632,521 9,716,510 39.4 1,430,098 16,7 1,720,595 7.0 300,562 17.5
Eaployee Benef{t 340,655 151,750 44.6 146,750 96.7 1,100 .3 1,100 100.0
Corporate or Institutional 734,253 308,550 42.0 291,300 94,4 - - - -
Offshore or Hedge Funds , - 1,838,180 1,292,200 70.3 962,750 74.5 74,700 4.1 764,700 100.0
. Adviser's own 135,040 - - - - 2,750 2.0 2,750 160.0
TOTAL 30,588,782 12,326,610 “0.3 2,928,498 23.8 1,863,643 6.1 393,612 21.1
Broker-Dealers (13) Individual 1,312,897 36,900 2.8 3,000 8.1 21,700 1.7 14,950 68.9
Offshore or Hedge Funds 56,450 - - - - . - - -
Employee Benefit 87,325 - - - - - - - -
Corporate or lnstitutional 107,937 8,800 8.2 - - 3,262 3.0 - -
Other 3,603,480 3,540,000 98.2 - - - - - -
TOTAL 5,166,069 3,585,700 69.4 3,000 1 26,962 .5 16,950 59.9
Life Iasurance (15) General Account 2,202,090 900,750 40,9 815,830 90.6 70,550 3.2 43,550 64.6
Pooled Individual 347,131 74,500 21.5 18,000 26,2 - - - -
Eaployee Benefit 612,350 163,675 26.8 129,475 79.1 - - - -
Investment Company 429,880 207,100 48.2 . . . - - -
Other 132,274 1,200 .9 1,200 100.0 - - - -
TOTAL 3,723,725 1,347,225 36.2 954,505 71.6 70,550 1.9 45,550 64.6
Self-Administered
Employee Benefit (3) 983,988 352,762 35.8 121,650 36.5 36,000 3.7 36,000 100.0
Other Institutions (17) 4,810,461 2,146,232 46,6 1,607,731 74.9 496,462 10.3 386,647 77.9
GRAKD TOTAL (100) 58,619,274 26,733,902 45.6 6,079,392 22.7 2,858,733 4.9 946,146 33.1

(Cont'd next page)
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Jable XIV-29 (Continusd)

(Part B)

PERCENTAGE OF SHARES PURCHASED ON OFFERINGS AKD S0LD WITHIN TWELVE WEEKS, CLASSIFIED aY
AFTER-MARKET PRICE CHANGE, CLASS OF INSTITUTION, AND TYPZ OF ACCOUNT

AFTER-HARKET PRICE_CHANGE

20,11 - 50.0%

50.1% . 100,01

100.1%_or _More
CLASS OF Value of Cost of Percentage of  Valus of Aﬁ;ﬁ Percentage of  Value of
; t of Percentage of
INSTITUTION Shares Psrcentage of Shares Value of Shares Percentage of sn.f.. Value of Shares Percentage of ‘Cs::r" ;alue :f °
{Nunber of TYPE OF Purchased All Purchases Sold Shares Py Purch All Purch Sold Shares Purch Purch All Purch Sold Shares Purchased
Ingtitytions) 3] [¢3] i €3] (¢3] < {2) (£} 12) [ 1) $) (2)
Banks (19) Common Trust 147,660 7.8 100, 500 8.2 56,950 27,4 38,250 67.2 3,720 1.8 - -
Pooled Eaployee Benefit },375,445 6.5 61,367 4.5 113,400 3.9 - - 110,339 3.8 16,712 3.3
Parsonal Trust 463,820 47,1 126,090 7.2 69,190 9.1 46,000 51.6 77,313 7.8 9,973 12.9
Personal Agency 1,572,373 30.8 354,881 22.6 353,875 7.0 139,430 39.4 471,217 9.3 203,905 43.3
Zaployee Banefit 362,568 16,3 $3,987 16,9 75,265 3.6 71,890 95.5 145,937 6.6 65,962 45.2
Corporate or Institutional 341,040 17.5 97,550 28,6 119,225 6.1 82,675 69.3 124,623 6.4 126,775 100.1
TOTAL 4,262,706 e 794,375 18.6 807,908 6.1 378,245 46.8 933,151 7.0 419,329 4.9
1nvestoent Advisers (33)}1ndividual 1,763,721 60,7 319,156 181 58,950 2.0 51,450 81.3 163,362 5.6 129,050 79.0
Registered [ovestoent Co.9,062,713 36.8 2,590,510 28,6 1,917,759 7.8 847,495 64,2 2,216,964 9.0 1,103,915 49.8
Employee Benefit 86,695 25.6 69,995 80,7 18,600 5.5 18,600 100.0 e1,510 26,2 43, 53.3
. Corporste or lastitutional 297,278 40.5 241,573 81,3 72,025 9.8 66,400 92.2 56,400 7.7 56, 100.0
Offsbore or Hedge Funds 212,355 1.5 121,630 57.3 106,625 5.8 101,250 95.0 152,300 8.3 124,300 81,6
Adviser's ovn 39,250 29,1 36,050 91.8 41,500 30.7 31,500 75.9 51,540 8.2 46,540 90.3
TOTAL 11,462,012 3.5 3,378,914 29.5 2,215,459 7.2 1,116,695 50.4 2,721,056 8.9 1,504,155 55.3
Broker-Dealers (13) Individual 1,020,907 77.7 137,635 13,3 231,150 17.6 36,900 6.0 2,200 .2 2,200 100.0
Ottahore or Hedge Funds 48,750 89.5 . - 5,700 10.5 . . N - - -
Eaployee Benefit 75,425 86,4 800 1.1 11,900 13.6 4,750 39.9 - - - -
Corporate or Institutional 92,375 85.6 - - 3,500 3.2 1,500 “2.9 - - - -
Other 56,450 s 5,578 10,2 9,010 .3 - - - - - -
TOTAL 1,291,907 25.0 144,010 m. 261,300 5.1 43,150 16.5 2,200 . 2,200 100.0
Life Insurance (15} General Account 813,976 7.0 527,837 64,8 125,121 5.7 81,457 65.1 291,693 13,2 215,405 73.
Pooled Individusl 203,986 58.7 88,450 [N 3&,725 10.0 9,600 27.6 33,920 9.8 33,800 99.6
Employee Benefit 256,495 4.9 213,614 83.3 171,100 22.9 45,475 26.6 21,080 kY 21,080 100.0
Investeent Cospany 213,600 49,7 12,900 6.0 - - . . 9,180 2.1 - -
Other 116,199 87.9 50,618 3.6 - - - - 16,875 n.2 14,875 100.0
TOTAL 1,600,236 43,0 893,419 $5.7 330,946 8.9 136,532 41.3 370,768 10.0 285,160 76.9
Self-Adninistered
Employes Benefit {(3) 580,211 59.0 508,817 82.7 12,740 1.3 12,760 100.0 2,275 .2 2,275 100.0
Otber Lnstitutions (17) 1,118,929 2.3 965,976 86.3 4k, 715 9.1 306,024 68.8 604,123 12.6 506,162 83.8
GRAND TOTAL (100} 20,320,021 34,7 6,685,509 3.9 4,073,065 . 6.9 1,993,386 8.9 4,633,553 7.9 2,719,261 58.7

*  Less than .05

01%c
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4. Interpretation of Results

The institutional predilection to sell significant fractions of the of-
ferings that rise in the after-market is subject to various interpreta-
tions. An informed judgment with respect to these interpretations
should take into account several considerations.

First, distributions of first offerings are often effected through a
rationing process ®® that results in a number of unsatisfied investors,
whose demand is diverted to the aftermarket. The initial price appre-
ciation that follows is directly attributable to the method of non-price
rationing which is not attributable to institutional participation in the
market. Second, institutions receive quantities of first offerings that,
while large in the aggregate, are not proportionately greater than the
amounts of all equity purchases of institutions. The view has been ex-
pressed that institutions should receive proportionately less of the first
offerings in order that the public can receive proportionately more of
what amounts to a gift in the case of “hot issues.” This view specifically
assumes that first offerings currently distributed resemble gifts and
questions whether anyone should receive these gifts. Also, unlike the
fiduciaries who are proscribed by NASD regulations " from purchas-
ing in the offering except under circumscribed conditions, the institu-
tions, in almost all cases are purchasing for the account of their cus-
tomers.”” These customers, particularly in the case of registered in-
vestment companies, who accounted for 42 percent of the institutional
purchases of the sample of institutions, are not necessarily better sit-
uated and less in need of additional wealth than the public customers
receiving first offerings. The demotic connotation of the word “public”
in the context of first offerings should not be interpreted to exclude
such customers.’

Third, reducing or eliminating institutional purchases of first offer-
ings would reduce not only the after-market premium but the general
demand for first offerings as well. Since institutions account for ap-
proximately 25 percent of all purchases of first offerings, any substan-
tifzfml restriction on their purchases might weaken the market for first
offerings.

Fourth, the argument sometimes made that institutional purchases
at the offerings in effect reduce the supply available to the public and
stimulate after-market premia is tautological. With a fixed supply,
every purchase preempts another. The analogy between institutional
purchases and the withholding of stock at the offering in order to arti-

® See sec. B2,

7 See sec. D2,

7 An apparent exception to this provosition is the account type “adviser’s own” under
the heading “Investment Advisers.” (See Table XIV-26.) This account type spent $135,000
on first offerings, sold 86.5 percent of the value of these purchases within 3 months of
the respective offerings, and realized a return of 54.6 percent on these sales. The October 26,
1970 letter of the NASD (op. cit.,, sec. D2) refers specifically to the inclusion of senior
officers and other relevant emplovees of ‘‘recistered investment advisory firms” among
the group of individuals who are proscribed from purchasing first offerings, except under
certaln conditions, under the NASD's rules on withholding and free-riding. Earlier inter-
pretations did not snecifically list this group among those to which their rules appiied, but
rather referred to officers and other designated employees associated with “other institu-
1“?;““ accounts.” The data described above refer to the period prior to the October 26, 1970.
etter,

7 Investment advisers, particularly those associated with large investment company
complexes are disproportionately represented in the sample of 100 institutions. Their
percentage of all institutlonal purchases in the sample cannot be extrapolated to the
whole population of institutions.
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ficially limit supply is predicated on the existence of a relationship
between underwriters and institutions that is different from that be-
tween underwriters and other investors. The existence of such a rela-
tionship, implying as it does a common interest in limiting supply,
cannot be assumed as an @ priori fact. Where such relationships exist
and result in market manipulations, they are subject to existing laws.

Finally, institutions do not receive proportionately more of the of-
ferings that rise in the after-market; nor do they participate propor-
tionately more in good markets than in bad. The attempt to preserve
their participation in weak offerings or markets while curtailing their
access to strong offerings or markets would be futile, since acceptance
off weak offerings is conditional on their continued access to the good
offerings.

A further consideration is that any attempt to curtail institutional
sales of offerings that rise to a premium in the after-market would
likely bring about a substantial decline in institutional purchases at
the offering since loss of liquidity, due to inability to sell, would also
substantially diminish the attractiveness of first offerings.

It should also be recognized that institutional sales (like those of
other investors) of offerings that rise in the after-market, put a down-
ward pressure on prices. Their tendency to retain offerings whose
prices decline assuage the extent of these declines. Even if it were
possible to preserve institutional purchases at the offering while cur-
tailing their after-market sales, it might be undesirable to do so. Such
a policy would preempt supply and thus increase the amplitude of
price changes in the after-market. The major losers in the current
system are those investors who are stimulated to pay inflated after-
market prices. Any policy that would have the effect of raising these
prices, by curtailing after-market supply—for example, through re-
strictions on trading, would exacerbate the situation for these investors.

F. INSTITUTIONAL PURCHASES OF RESTRICTED SECURITIES

1. Introduction

This section concerns institutional purchases of restricted equity-
related securities in the period January 1, 1966 to June 30, 1969.
Credit conditions increasingly tightened during this period, and stock
prices rose through most of it. The extent and nature of institutional
activity in regard to restricted securities were certainly influenced by
the impact of these factors on all securities markets. This section does
not deal with the legal problems associated with resales of restricted
securities and with the valuation of these securities in the portfolios
of registered investment companies and other institutions. Instead,
the purpose of this section is to establish facts about the volume of
restricted securities, as well as characteristics of the issuing companies,
size of transactions, types of purchases, and prices. Since the period
covered was brief, there was little opportunity to ascertain average
holding periods and realized returns on resale. The number of securi-
ties that were resold was too small to permit inference in this regard.

2. Method of Study

The Study sent questionnaire I-70 to a group of approximately
300 institutions requesting information on their purchases of restricted
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securities (comprising common stock, convertible debt, debt with war-
rants, and various combinations of these securities) in the period
January, 1966 through June 1969. The following classes of institu-
tions received the questionnaire (in parenthesis are the percentage
of assets managed by the entire class that are accounted for by the
particular institutions in the sample): Banks (69.6%); Investment
Advisers (40.0%) ; ™ Life Insurance Companies (74.7%); Self Ad-
ministered Employee Benefit Plans (N.A.); Foundations (27.9%);
Educational Endowments (29.1%) ; and Venture Capital Companies
(N.A.)." The contents of this section are largely based on the informa-
tion received in the returns to the Study’s questionnaire.

3. Background

Restricted securities are securities acquired from an issuer in a trans-
action (private placement) exempt from registration pursuant to
section 4(2) of the Securities Act of 1933. The basis for the exemption
is that the transaction is not a public offering and the securities are
privately placed with a (usually) small group™ of sophisticated *
nvestors who are given or have access to information of substantially
similar scope to that available in a registration statement to public
investors and who do not need other protections offered by the Act.
The investors must not be acting as conduits for a distribution to the

ublic.” In addition, securities acquired in any manner by persons
1n a control relationship with the issuer become restricted, as do securi-
ties, under some interpretations of the so-called “fungibility” doctrine,
acquired in the public market by holders of restricted securities of the
same class. Restricted securities cannot be sold in a public distribution
unless:

a. The issuer registers the securities with the Commission;

b. The seller requests the Commission’s staff to render an opinion
as to whether it would recommend any enforcement action should
he distribute the restricted securities to the public. The basis for this
assertion would be that the seller is not acting as underwriter, that
is, he did not acquire the securities with a view to distributing them
and is not participating in a distribution. One means of demonstrat-
ing this original intent has been to demonstrate that the reason for
sale results from an unforeseeable change of circumstances that oc-
curred in regard either to the issuer or to himself; or

™ This number is an approximation that does not differ from the true number by more
than 2 percentage points.

™ There is no information available on the total assets held by venture capital compa-
nies, The Study’s snmple includes most of the well known companies or groups and prob-
ably accounts for more than 50 percent of the assets held as venture capital investments
by all venture capital companies. This class of institutions compriges a variety of forms
including closed end investment companies, small business investment companies, invest-
ment {mrtnerships. family Investment pools, and loose organizations of individual investors
who decide individually” whether and to what extent they will participate in a given
trananetion,

78 While the size of the groun of offerees is one factor among manv in the determination
whether the offering is in fact private, no specific maximum number has ever been set.
A relatively large number of hanks and insurance companies may be deemed private
offerees in the placement of a high quality debt instrument. whereas a smaller number of
offerees with less experience in finance purchasing a speculative security may be deemed to
constitute offerees in a publie distribution.

No test exists for sonhistication. Professional involvement with investments, particu-
larly restricted securities, would be a relevant factor in the determination whether the
fnvestor’s circumstances obviate some of the protections available only from a
regiatration.

T The issuer often requires the investor to execute an “Investment letter”, which pro-
vides the issuer (or selling shareholder) with some indication that the offering was not a
distribution, requiring registration under the Securities Act.
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c¢. The seller, on advice of counsel, is satisfied, with or without a
“no-action” letter from the Commission, that the securities may be
sold without registration. The seller might also find it necessary to
convince the issuer, its transfer agent and any broker executing the
transaction that the securities could be sold without registration.
Transfer agents have frequently insisted on a “no-action” letter from
the Commission before transfering restricted securities.

One factor which may demonstrate the absence of the intent at the
time of the purchase to distribute the securities to the public would
be the seller’s holding the securities for some extended period. How-
ever, the holding period, regardless of its length, does not, per se,
establish the right to sell the securities without registration under
the Securities Act.

Private placements of debt (i.e, bonds without equity features) have
been made for a long time. Such placements may be, in effect, long
term negotiated loans by one or more institutions to an issuer. To the
issuer, private placements of straight debt are advantageous because
of their lower transaction costs in comparison with the costs of a
registered, underwritten public offering, as well as the ease of ada.pting
the terms of the indenture to the requirements of the borrower an
lenders.” These advantages permit the issuer to offer a somewhat higher
yield on privately placed debt. To the lenders, usually one or more
Insurance companies and to a lesser extent foundations, employee
benefit funds (both self- and bank-administered), and other institu-
tions, the higher yield outweighs the relative illiquidity of these secu-
rities since these institutions have little inclination to trade these secu-
rities in any case. In this respect these placements are similar to longer
term bank loans, although the debt securities acquired in private place-
ments generally have longer maturities. Private placements may be
particularly advantageous to issuers whose financial status falls short
of the standards set by most public offerings of debt securities, although
in some cases financial status is not a factor in the decision to privately
place the bonds. Institutions can obtain the higher yield on these
securities, higher because of the restriction on trading as well as any
quality differentials that may pertain, while alleviating any addi-
tional risks due to illiquidity or financial problems of the issuer after
the purchase by maintaining contact with the issuer, arranging for
restrictive covenants in the indenture in anticipation of contingent
events, and diversifying their holdings.

Institutions can therefore count on a positive yield differential in
purchasing private placements due to the restriction on trading and
to some quality differential, where applicable. Several factors limit
this differential. The quality of a prospective issue may fall to the
point where the required yield differential becomes prohibitive,™ as an
excessive interest burden may fatally tax a financially weak company.
Alsoan institution may wish to avoid the appearance of charging usuri-

7 The terms of a_publc offering usually are designed to appeal to general market tastes.
Such appeal would be marred by unfamiliar conditions with respect to, for example,
terms of redemption. Moreover, since the securities change hands, the terms cannot be
set with any particular lender in mind.

7 1In addition, the lower the quality of the security the more significant becomes the
;-estriction on trading since the probability that the institution may want to sell out
ncreases,
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ous interest. Finally, as the market interest rate rises the opportunities
diminish for adding to the differential.®

Institutions have in recent years supplemented the limited interest
yield with so called “equity kickers”, usually in the form of detachable
warrants to purchase common stock and to a lesser extent conversion
rights on the bonds themselves. Equity kickers have been used for a
long time to raise the expected effective-yield, as distinct from the
interest return of debt instruments issued by companies of uncertain
financial status. As inflationary forces drove interest rates up in the
second half of the 1960’s, the need arose more widely among private
lenders for additional contributions to expected yield beyond those
available from interest return. In addition to providing the premium
over interest yields available from publicly traded bonds, the equity
features held out the promise, rightly or wrongly, of greater protec-
tiorll against the adverse effects of inflation on long term portfolio

telds.®t
Y Rising interest rates were an important factor in the increased sup-
ply of private placements of equity-related securities.®? In this connec-
tion several factors bear mentioning.

(a) Rising interest rates raised the required level of quality for
public offerings of equity-related debt. Hence more prospective issuers
were diverted to the private market.

(b) Limitations on the supply of bank loans caused some issuers to
substitute longer-term securities for bank loans. Many of these issuers
lacked sufficient quality to offer straight debt securities, publicly or

rivately, even in times of less monetary constraint. Hence, they were
orced to substitute equity and equity-related debt securities  for their
previous access to bank and trade credit.

8 Part of the effective differential is obtainable through the imposition of more severe
terms, particularly in regard to call protection.

61 Because of required accounting procedures, insurance companies had a further reason
for favoring equity kickers even over the direct purchase of equity, Life companies are
generully limited in their Investments in common stocks to 10 percent of their assets or

00 percent of their surplus (whichever is lower). For big companies the surplus rule is
more important. Moreover, the surplus cannot exceed 10 percent of labilities for mu-
tual companies. However, insurance companies often do not carry the maximum equity

ermissible under law for several reasons. The valuation of securities is regulated by the

ational Assoclation of Insurance Commissioners. Common stock is carried at year end
market values. A decline in market values would lower the value of assets, while the
value of liabilitles stayed the same and therefore lower the stated surplus. In this event,
the company may acquire the unfavorable Image associated with a declining surplus and
may suffer as a result lower sales of new policies. To ameliorate this problem insurance
companies often hold less than the allowable equity in order to limit the variability of thelr
stated surplus. While there is a reserve separated from the surplus that is designed to
cushion changes in the value of bonds and equity, this reserve could be wiped out in
the event of a major decline in stock prices. In addition to lobbying for a change in account-
ing procedures to permit their carrying equity at cost or at some moving average of market
values, life insurance companies have demanded equity kickers as a means of acquiring
deferred equity participation while avoiding the putatively adverse effects of the
accounting procedures. Beside explicit equity participaton, insurance companies had been
shifting into lower quality debt in order to ralse portfolio returns. As its quality
declines the debt takes on more of the characteristic of equity. However, the ceiling
on the interest payment, however high it may be. constitutes a major distinction from the
potentially unlimited yield of equity. Hence, straight debt of any quality can never replace
equity participation, the unlimited potential yield of which is a necessary perquisite for
the bearing of risk.

8 The volume of private placements of straight debt securities peaked in 1965 and
declined through the period of the Study’s sample. Some of the increased volume- of pri-
vately placed equity-related debt.securitles in this period is attributable to the: addition
of equity kickers to the debt securities that would have been sold previously as straight
debt. The remainder of this section deals only with equity-related securities and not
with straight debt. -

8 Some of the convertible bonds offered privately were little more than deferred equity
offerings that yielded the investor an interest return while he walted for the expected
capital appreciation.

53-940—71—pt. 5—01
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(¢) Public offerings may be eschewed for any of a number of rea-
sons. The company may need the money quickly and therefore cannot
endure the delay incident to an audit, the preparation of a registration
statement, and the necessary waiting period after the registration state-
ment is filed, or the possigility that the market may not accept the
offering. )
(d) gI'he company may require less money than is economic to obtain
in an underwritten offering.

(e) The company may benefit from or require special terms that
are not usually contained in the indentures for publicly traded bonds.

The institutional demand for private placements, particularly com-
mon stock but also equity-related bonds with low relative conver-
sion prices, is more simply explained by the price paid for the securi-
ties. Restricted securities usually sell at a discount. Barring unforeseen
changes in the circumstances of the company, the institutional offerees
stand to realize the gain from the discounted purchase price to the
general market price in addition to any appreciation in the market
price. This realization can come about through a registered secondary
distribution or through an ordinary brokerage transaction in the event
the institution is able to sell without registration.

4. Volume of Restricted Securities

Table XIV-30 classifies purchases of restricted equity-related se-
curities by tyge of security, class of institutional purchaser, and year
of purchase. In addition, the table distinguishes primary from sec-
ondary distributions, as well as securities of issuers whose common
stock 1s at least in part publicly traded from those of issuers whose
common stock is privately held.®* Of the total $3.5 billion in restricted
securities purchased between January 1, 1966 and June 30, 1969.%° 71.8
percent involved debt securities. Secondary sales accounted for 2.3
percent of all placements of debt securities and 24.5 percent of the
equity placements.®®

& The determination whether any of the issuer’s common stock ig publicly traded de-
pended on the Study’'s finding either an exchange listing or an over-the-counter price
uotation. Since many OTC stocks trade only sporadically, the Study may have erred in
ﬁsignatlng some of the issuers as privately held as a result of not finding a quotation for
them

8 In view of the high degree of concentration (described below) and the influence of
slze of institution on the volume of purchases, estimates of the purchases of restricted
securities by the entire population of institutions would be highly speculative. The
gercentnge of the assets managed by the respective classes of institutions accounted for

y the sample of banks and life insurance companies, 69.5 percent and 74.7 percent, are
in all likellhood exceeded by the percentages of the respective class purchases of re-
stricted securities by the Study’s sample of institutions. In the case of investment ad-
visers, however, the Study did not select the largest institutions, Instead, it selected
alternate members from a list of the 80 largest investment advisers that were ranked in
descending order of asset size. This selected sample, with combined assets of over $47
billion or 36.2 percent of all assets mannged by investment advisers, thus accounts for
.approximately half the assets of the top 80 investment advisers. Since the selected sample
accounts for virtually all the purchases of restricted securities by the Study’s sn.m{)le of
fnvestment advisers doubling the Study’s fizures for purchases of restricted securities by
investment advisers would yield a reasonable estimate of the purchases by the top 80
advisers with more than 70 percent of the industry’s assets; that is, comparable coverage
with that of banks and life insurance companies.

Doubling the figures for investment advisers yields total purchases of restricted secur-
ities over the sample period equal to $1.3 billlon, second only to the $1.5 billion of life
insurance companies. However, where life insurance companies spent $1.3 billion on
debt securitles, Investment advisers are estimated to have spent only $763 million on
debt securities. Estimated purchases by investment advisers of $517 milllon on equity
securities are more than twice that of any other class of institution.

8 Some respondents indicated an avoidance of secondary securities in their purchases
of restricted securities. They said they preferred to Invest directly with the company
in order to increase the likelihood of appreciation of their investment. The relatively small
volume of secondary purchases of restricted debt securities reflects the rudimentary state
of the secondary market for these securities.
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Privately held companies accounted for 16.9 percent of all debt
placements and 43.4 percent of all equity placements. Of the $796.6
million spent by the sample of banks on restricted securities, 72.9
percent involved debt; of the $639.8 million spent by investment ad-
visers, 59.6 percent involved debt; of the $1,524.7 million by life in-
surance companies, 85.8 percent involved debt; and of the $241.0 mil-
lion by the venture capital companies, 12.6 percent involved debt. Of
the $215.5 million spent by the sample of banks in restricted equity
securities, 73.5 percent involved equity securities of companies whose
common stock was publicly traded; of the $258.5 million spent by in-
vestment advisers, 90.3 percent involved publicly traded companies;
of the $217.0 million spent by insurance companies, 87.5 percent in-
volved publicly traded companies and of the $210.4 million spent by
venture capital companies, 13.6 percent involved publicly traded com-
panies.

The annual volume of restricted securities grew during the period
of the sample, particularly between 1967 and 1968, when the volume
of debt securities more than doubled and the volume of equity secur-
ities almost tripled. Both interest rates and stock prices rose through
most of 1967 and 1968. While interest rates continued to rise in 1969,
stock prices declined through most of the year.

The regressions below are based on monthly time series. For con-
venience, the following symbols are used :

RD=Volume of restricted debt securities purchased per month.

PD=Volume of public offering of corporate debt per month.

S&P = Standard and Poors composite index of 500 stocks (monthly
average).

F)R=Volume of free reserves of commercial banks (monthly aver-
age).

Baa=1Interest rate on Baa bonds (monthly average).

RE=Volume of restricted equity securities purchased per month.

PE=Volume of public offerings of corporate equity per month.

(All dollar figures are in millions. t-values are shown in parentheses
under the respective coefficients. Cocflicients of determination are
adjusted for degrees of freedom.)

(1) RD=—333.808 +2.902 S&P +25.987 Baa—0.030 PD R 2=0.546
(—5.343) (3.165) (2.691) (—2.210)

(2) RD=—2301.186 +3.775 S&P— 0.0423 FR R ?=0.513
(—4.611) (5.340) (— 2.754)

(3) RE=—186.446 +2.284 S&P— 0.016° FR—0.020 PE R *=.596
(—6.0182)(6.326) (— 2.126) (—1.317)

In the first regression the volume of restricted debt securities is
shown to be positively related to the S&P index and the interest rate
and negatively related to the volume of public offerings. The positive
relationship with stock index is consistent with the issuers’ incentive
to increase the supply of equity-related securities at higher levels of
stock prices.’” The regression coefficient indicates an increase of $2.9
million of the monthly flow of equity-related debt securities for each

8 The relationship between secondary market prices and primary supply of equity
gecuritles is some evidence of the economic role of secondary markets.
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1 point rise in the stock index. The positive relationship of the monthly
volume of debt securities with the interest rate is some evidence of the
diversion of borrowing to the private market as a result of tightness
in the public capital markets. The negative relationship with public
offerings reinforces this interpretation.

In the second regression the volume of debt securities is shown again
to be positively related to the stock price index and negatively related
to the level of free reserves in commercial banks. While the level of free
reserves 1s not an entirely unambiguous measure of monetary tightness,
it is adequate for the current purpose. The higher the level of free re-
serves (defined as excess ®® reserves less borrowings from the Federal
Reserve Banks) the more funds available for banks to lend out. When
the free reserves fall, the regression indicates, the volume of private
debt offerings increases. Under the conditions of monetary tightness
corporations with less than prime credit ratings must often seek long-
term capital to finance what they may otherwise prefer to finance Wiﬁ]
short-term capital. In an attempt to avoid the long-term burden of
high interest rates, such corporations are more inclined to combine
some equity with the debt.®® The third regression shows a similar im-
pact of stock prices and free reserves on the volume of equity place-
ments. The statistically insignificant coefficient attached to the volume
of public equity offerings (i.e., the t-value is less in absolute value than
1.96{ indicates that the public and private markets for common stock
are less competitive than are the corresponding markets in debt.

Table XIV-31 shows the purchases of restricted securities classified
by type of security, trading market of the common stock of the is-
suers of the restricted securities, and class of institutional purchaser.
The coverage of this table differs from that of Table XIV-30 by the
exclusion from this table of all securities that do not specifically fall
within the columnar headings. Among the classes of securities that
are excluded are preferred stock, unattached warrants, and packages
of debt and common stock. The total value of these excluded securities,
that is, the difference between the grand totals of Tables XIV-30 and
XIV-31, is $373.4 million. Of the total purchases of $3.1 billion re-
ported in Table XIV-30, involving 1,755 separate transactions, the
sample of institutions spent $802.6 million on common stock (in 818
transactions), and an additional $62.7 million (in 54 transactions)
on common stock combined with warrants to purchase additional com-
mon stock. They spent $1.1 billion (in 533 transactions) on restricted

8 That 18, the excess over the reserves required to support bank liabilitles.
® Although the Study did not obtaln data on this peint, some respondents indicated
they obtained generous call protection to preserve the high rates,
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convertible bonds and an additional $1.2 billion (in 350 transactions)
on restricted debt with warrants to purchase common stock. Securities
of companies whose common stock 1s traded on the NYSE comprised
the largest group of restricted securities, accounting for 37.7 percent
of the total. However, 94.0 percent of the value of these purchases in-
volved debt securities. The equity portion of the restricted securities
in this group had the smallest value among the various market classes.®

Purchases by banks of common stock are relatively evenly spread
among the five market classifications, with somewhat greater emphasis
on reporting OTC companies and privately held companies and some-
what less emphasis on ASE companies. By contrast, investment ad-
visers allocated 63.1 percent of all their purchases to OTC companies
and only 7.9 percent to privately held companies. Of the expenditures
of life insurance companies on restricted common stock, 65.2 percent
involved privately held companies. This difference between life in-
surance companies and investment advisers probably is due to dif-
ferences in their need for liquidity, as well as the reluctance of invest-
ment advisers, particularly in connection with investment compan
accounts, to freeze investment funds during the period in which the
issuing company lacks a public valuation for its stock.?* Without con-
sidering specific investments, it is difficult to evaluate differences in
liquidity between restricted holdings of OTC companies and of pri-
vately held companies.?? However, for reasons previously discussed,
it may be easier to privately sell a restricted holding in a publicly
traded company than in a privately held one, because the market
provides some measure of valuation. .

Using the data shown in Table XIV-30, the Study calculated that
only 12.2 percent of all purchases of shares of privately held companies
involved purchases from persons other than the issuer in comparison
with 33.9 percent for purchases of restricted shares in publicly traded
companies from such persons® Part of this difference may be ex-
plained by the desire of some investors to invest venture capital
productively by investing it directly with the issuer.

% The difference in this respect between large and small companies (taking market
listing as an approximate measure of size) is probably greater even than the numbers
allow. Some resgondents indicated that some of the debt securities contributing to the
totals In the table are debt only In form. In some cases the interest payment on these
gecurities is excused; in others, the interest payment represents a small part of the
anticipated effective yleld on the security.

ot The valuation of restricted security holdings are considered below.

93 Certain legal restrictions such as Rule 10b—6 under the Securities Exchange Act,
may limit the creation of a market which does not already exist, particularly where the
services of an underwriter are not used.

% The venture capital companies were the major purchasers of these secondary shares
in privately held companies, having taken 64.5 percent by value of all such sales.
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Table XIV-30

PURCHASES OF RESTRICTED SECURITIES 8Y CLASS OF INSTITUTION,

. "7 __TYPE OF STCURITY, AND YEAR, JAN. 1, 1966-JUNE 30, }969

0c

{DOLLARS )
TOTAL DEBT EQUITY
CLASS oF
INSTLTUTION Debt and Public Non-Public Public MNon-Public
Equily Tolal Debt Total Pricecy Secondary Tota)} Prinacy Se: I1s fotal Equity Jotai Pricary Y Total Primary
Banks 31,817,523 23,167,000 23,167,000 23,035,000 132,000 ° 4 o 8,650,523 4,838,125 926,400 3,911,725 3,812,398 3,612,398 0
Investeent Mvisers 13,009,645 16,929,188 8,929,183 8,925,000 4,188 8,000,000 6,000,000 o 16,080,457 15,833,506 2,105,006 13,728,500 246,951 246,951 o
Prop.&lisb. Ins.Cos 19,856,022 18,014,015 13,814,015 12,264,015 1,550,000 4,200,000 4,200,000 o 1,842,007 1,842,007 [ 1,842,007 [ 0 [
Lite In: . 30v,240,594 297,735,843 213,212,676 213,212,676 [ 84,523,167 84,319,007 204,140 11,304,754 5,277,683 5,277,683 ] 6,227,068 | 6,227,068 o
Self-Adain. Espl. 3,155,957 1,000,000 1,000,000 1,000,000 o © o o 2,155,957 2,155,957 2,155,957 o o o 0
Foundations 0 o [ 0 ° ° o 0 ] ° U [ o ©
Univ. Endow. 2,338,500 2,166,000 1,916,000 1,916,000 o 250,000 250,000 o 172,500 64,000 o 64,000 108,500 108,500 o
Venture Capital 86,854,619 4,087,402 1,995,000 1,995,000 © 2,092,402 2,087,774 4,628 82,767,217 5,016,581 1,100,021 3,916,560 77,750,636 | 60,376,956 117,373,680
TOTALS 486,272,860 363,099,448 264,031,879 262,347,691 1,686,188 99,065,569 98,856,181 208,788 123,173,612 35,027,859 11,565,067 23,462,792 86,145,553 | 70,771,873 (17,373,680
Banks 99,380,619 79,952,046 77,834,000 77,434,000 400,000 2,118,046 2,118,046 o 19,428,573 15,748,855 6,586,105 9,162,750 3,679,718 2,752,218 927,500
Investment Advisers 90,437,838 59,680,250 43,454,750 43,454,750 o 16,225,500 14,619,000 1,606,500 30,757,588 25,789,348 9,018,000 16,771,348 4,968,240 4,968,240 o
Prop.&Lisb Ins Cos 27,404,895 12,140,000 5,050,000 5,050,000 o 7,090,000 7,090,000 ] 15,268,895 4,271,013 © 4,271,015 1,593,880 8,766,279 2,229,601
Life lns. 317,889,883 270,138,592 154,355,236 154,355,236 o 115,783,356 112,783,356 3,000,000 47,751,291 7,656,567 6,577,135 1,079,432 40,094,724 | 39,185,424 909,300
Self-Admin. Expl. 7,386,371 4,197,565 o o o 4,197,565 1,346,285 2,851,280 3,189,306 3,139,306 14,955 2,824,351 50,000 50, o
Foundations 752,500 500,000 o o o 500,000 500, o 252,500 252, 500 252,500 o ° o o
Univ. Edow. 4,996,750 4,012,500 3,350,000 3,350,000 o 662,500 25,000 637, 500 984,250 2B4,250 284,250 o 700,000 o -0
Venture Capital 37,596,140 5,434,104 500,000 500,000 o 4,934,104 4,734,094 200,010 32,162,036 3,629,500 3,625,000 4,500 28,532,536 1 18,189,844 [10,342,692
TOTALS 585,845,496 436,055,057 284,543,986 | 284,143,986 400,000 151,511,071 143,215,78% 8,295,290 149,790,439 60,771,341 26,657,945 34,113,396 89,019,098 | 74,610,005 {14,409,093,
BSanks 335,960,315 226,264,140 213,183,612 209,220,925 3,962,687 13,080,528 11,861,950 1,218,578 109,696,175 88,667,575 42,915,934 5,751,651 21,028,600 § 19,231,100 1,797,500
l'uv.ll;nnl Advisers 264,373,042 136,701,703 128,360,203 126,050,625 2,309,578 8,341,500 8,341,500 o 127,671,339 121,238,605 831,512,028 37,726,577 £,632,73%% 6,199,734 233,000
Prop &L{ab los Cos. 54,046,435 37,106,330 22,906,330 17,156,330 3,750,000 14,200,000 14,200,000 o 16,940,105 10,378,460 7,540,023 2,838,437 €,561,645 2,058,900 4,502,745
Life ins. 566,882,406 | 471,588,758 389,379,214 389,329,064 50,150 82,209,544 72,473,223 §9.736,321 95,293,648 33,513,407 30,123,407 3,390,000 61,780,241 ; 56,588,417 3,191,824
Self-Again.Empl. 11,028,111 5,872,186 5,772,186 5,049,856 722,330 100,000 o 100,000 5,155,925 4,856,925 2,800,000 2,056,925 299,000 259,000 4]
Foundations 15,941,500 12,500,000 12,500,000 12,500,000 [ o [ o 3,461,500 3,316,500 3,316,500 125,000 125,000 o
Univ. Endov. 12,684,734 7,827,734 6,375,000 6,375,000 o 1,452,734 950,000 502,736 4,657,000 4,257,000 457,000 3,800,000 ! 400,000 o
Venture Capital 95,908,207 17,030,796 12,823,092 12,823,092 o 4,207,704 3,457,704 750,000 78,877,411 12,846,573 12,363,174 481,399 66,030,838 | 61,288,935 | 4,761,903
TOTALS 1,356,624,750 | 914,891,647 791,299,637 778,504,892 [12,794,74% 123,592,010 111,284,377 [12,307,63) 441,733,103 279,075,045 179,711,566 99,363,479 162,658,058 i146,191,086 16,466,972
Sanks . 329,433,537 251,695,000 266,585,000 242,635,000 3,950,000 5,110,000 4,060,000 1,050,000 77,738,537 51,018,162 39,880,038 11,138,124 26,720,375 1 26,532,199 188,176
lavestaedt Mvisers 252,010,466 168,039,398 165,114,285 164,350,000 764,285 2,925,113 2,925,113 o 83,971,068 70,655,013 60,795,643 9,859,370 13,316,055 | 12,833,877 482,178
Pl’w.bl.'b‘c.b Ins.Cos 54,212,626 42,680,325 40,330,325 31,770,325 8,560,000 2,350,000 2,350,000 o 11,532,301 9,547,301 84,008,029 1,539,272 1,985,000 705,000 1,280,000
Life Ins. 330,742,044 268,323,817 | 235,911,317 232,631,317 3,280,000 32,412,500 2,612,500 o 62,418,227 34,885,086 32,879,586 2,005,500 27,533,141 | 27,408,141 125,000
Self-Adain. Espl. 14,700,632 10,550,000 10,550,000 10,550,000 o o o o 4,150,632 3,193,133 » 2,653,131 957,499 957,499 L]
foundations 18,500,010 15,400,000 15,000,000 12,000,000 3,000,000 400,000 400,000 o 3,100,010 (] J 3,100,010 3,100,010 0
Univ. Endow, 12,830,751 9,759,000 9,300,000 9,300,000 0 459,000 459,000 ° 2,071,751 ’1,600,000 + 800,000 1,471,751 971,781 500,000
Venture Capital 20,661,162 1,769,176 1,954,664 1,700,000 254,464 1,814,712 1,814,712 ° 16,891,986 7.261,%5 4,998,845 2,262,700 9,650,441 8,675,570 974,871
TOTALS 1,033,091,228 770,216,716 724,743,391 704,936,642 |19,808,749 45,471,325 44,621,325 1,050,000 262,874,512 178,140,240 147,902,146 30,238,099 84,734,272 81,184,047 3,550,225
Banks 196,591,994 | 581,078,186 | 560,769,612 | 552,326,925] 8,666,687 : 20,308,541 18,039,996 | 2,268,578 215,513,808 160, 40 261,001 | 52,327,915 2,913,176
Investment Advisers 639,830,991 | 381,350,339 | 3,858,426 342,780,375| 3,078,051 | 3s.u92.113) 33,885,613 | 1,608, zsa.ufy,f‘;z zn:g:'l;; .2‘3'233"3; ?:’?)g‘;ﬁes ;::961:95\) 24,248,802 ns.re
Prop.& Lisb Ins.Cos.135,519.978( 109,940,670| 92,100,670{ $6,240,670]15,860,000 | 27,840,000 | 27,840,000 v 45.519.308] 26,038,783 | 13,548,052 | 10,490,731 19,50,525 | 11,528,179{ 8,012,346
Lite 1ns. V520,754,927 |1.307 767,010 | 992,858,403 | 9m9.528,293| 3133010 | 3141928157 | s01i9m8086 |2,0e0,em | 21si9e7917| aii3n2i7es | resesrmil | eareisiz | 13sieasine | 129.609.050) b.226,12
Self-Adain Ecpl 3,210,571 | 21,019,750 17,322,186 16,599,856 722,330 ¢ 4,297,565 1,366,285 12,951,280 14.651.820) 13,345,328 saluie1z | 7,534,409 1,306,699 | 1,306,699 0
Foundations 35,194,010 28,400,000 27,500,000 24,500,000 | 3,000,000 900, V00 900,000 | 0 *, 194,010 J.sw:oou 'zsz:sw ):)lb.SDU 3,225,910 3,225,014 0
Univ. Endov. 32,650,735 | 23,765,234 | 20,941,000 | 20,981,000 o 2,626,23% 1,086,000 |1,140,2% 8,885,501] 6,205,250 1,541,250 | 4,666,000 2,680,251 | 2,180,251 500,000
Venture Capital 241,020,128[ 30,321,478| 17,272,536 | 17,018,092 25,566 | 13,068,922 | 12,094,28 | 954,038 | 210,98.650| 28,734,195 | 22,087,040 | 6,667,159 | 181,964,651 | 148,331,308 33,433,146
CRAYD TUTALS 3,461,834, 334 |2, 484, 262,868 2,064,622, 693 ,029,932,211 | 34,609,682 | 617,839,575 | 397,778,264 }1.861,711 | 977,571,406 ] 353,016,685 | 365,836,719 187,177,766 | 626,556,981 | 372,757,011 51,199,970




Table XIV-31

PURCHASES OF RESTRICTED SECURITIES CLASSIF1ED

BY MARKET OF OUTSTAKDIXG SHARES, TYPE OF
SECURITY, AND TYPE OF INSTITUTION

— Comman Stock Debe Total
Common Stock Vith Varrants Convertible Debt ¥ith Varrants
Tmber of Wusber of Womber of oaber of Wmber of
Transactions  Tota! Value  Transactions __ Tota Value Transactions__ Total Value Transacti Total Valye Totsl Value
MEV YORK STOCT_EXCHARGE

Banks 23 $26,981,945 o ° o7 $299,134,000 03 $42,359,260 86 368,475,185
Lnvestoent Advisors 5 22,612,593 o o 16 53,504,188 8 134,458,750 29 210,975,531
Prop. & Liab In 2 3,262,007 [ o n 24,585,000 7 28,020,325 20 55,847,332
Life lnsurence 2 2,029,500 ° 0 62 214,826,954 3] 256,401,073 107 471,257,527
Self-Adninistered Funds 6 8,430,463 [ [ 4 6,300,000 o o 10 14,730,463
Foundat tons 3 3,569,000 ° © 5 8,000,000 2 10,000,000 10 21,569,000
University Endowoents t 284,250 o [3 1% 11,903,000 t 500,000 16 12,687,250
Venture Capital 2 2,693,000 o o 2 5,000,000 o 0 & 7,093,

Tota ™ 69,862,758 0 o 181 62,653,142 7 411,739,388 262 1,165,235,288

AMERLCAN_STOCK EXCHANGE

Banks ¥ $18,518,160 2 $ 3,442,000 9 $ 31,567,687 16 $46,092,548 38 99,625, 495
Investment Advisors 1% 24,636,490 3 7,633,250 10 28,866,000 s 27,750,203 EH 29,083,943
Prop. & Liab Ins. Cos. ° o [ ° 1 1,000,000 ! 1000, 2 2,000,
Life Losurance 5 3,845,024 1 1,620,020 26 39,250,000 40 131,668,752 7 176,383,796
Self-Administered Funds 2 740,000 o ° 3 2,750,000 3 2,899,856 8 6,389,856
Foundat fons o o o 0 i 500,000 1 3,000,000 2 3,500,000
University Endowments 2 600,000 o [ 2 800,000 2 1,000,000 6 2,400,000
Venture Capital 1 3,063,060 ° 0 5 6,233,092 o o * 9,296,152

Total 3s 51,400,734 6 12,895,270 s7 110,386,773 7 213,416,359 168 388, 679, 142

OVER.THE-COUNTER, REPORTING COMPANIES

Benks al $39,380,231 5 $10,376,997 42 $ 78,557,637 8 $11,691,000 96 140,005,365
Tnvestaent Advisors 48 61;016,463 7 22,546,500 2% 46,014,285 5 32,750,000 % 162,327,248
ProP- & Liab Ina. Cos 6 7,398,662 o 7 8,250,000 3 3,931,250 16 19,579,912
Life Insurance 21 15,158,226 L] 0 36 58,900,000 13 101,888,000 90 175,946,226
Seif-Adainistered Funds 30 3,865,858 ° ° o 3,397,280 2 y 36 8,163,138
Foundations [ o ° o 3 2,000,000 0 3 2,000,000
University Endowments 3 3,500,000 1 207,000 3 3,000,000 0 [ 8 6,707,000
Venture Capttal 17 11,329,423 2 1,228,667 7 4,329,464 1 650,000 27 17,537,556

Total 166 L4k, 648,863 15 34,359,166 127 204,448, 666 52 151,810,250 360 532,266,943

OVER-THE-COUNTER, NON-REPORTING COMPANIES

Banks 34 $27,065,456 4 $ 1,600,000 16 $ 35,467,000 I3 $ 4,625,000 58 68,757,456
Investment Advisors 4“2 41,628,822 6 #,266,854 1 20,950,000 o o 59 68,845,676
Prop. & Lisdb Ins Cos. (3 1,308,000 o ] 10 8,673,000 3 6,641,015 17 16,622,015
Lite Insurance 15 12,463,754 1 3,600,000 25 38,125,000 33 117,594,084 7% 171,782,838
Self-Adainistered Funds 1 309,000 0 o 1 500, [ ° 2 809,000
Foundet ions ° o 0 0 1 4,000,000 o ° 1 4,000,000
University Endowments 2 1,364,000 o o 7 3,488,000 1 250,000 10 5,102,000
Venture Capital 20 6,109,549 5 1,260,500 2 570,000 1 490,000 28 8,430,049

Total 118 90,248,581 16 12,727,356 ki) 111,773,000 42 129,600,099 249 346,349,034

NON-PUBLICLY TRADED COMPANIES

Banks 7 $38,693,788 2 $ 527,000 16 $ 9,506,724 s $ 7,862,500 93 56,590,012
Investment Advisora 61 12,870,486 2 580,000 2 18,148,000 4 9,950,000 91 41,496,486
Prop, & Liab. Ia 12 9,838,030 ° ° 10 5,300,000 17 22,540,000 39 37,678,030
Life Insurance 3 62,692,307 1 247,500 32 61,148,276 67 206,921,428 173
Self-Aduinistered Funds 6 1,306,499 ° 0 4 1,607,245 1 2,087,788 11
Foundations 2 625,010 o o 1 400,000 1 ,000 o
University Endowments s 1,559,750 1 360,500 5 1,246,500 3 1,552,734 18
Venture Capital 222 170,119,380 1 997,502 23 7,131,310 10 1,602,402 266

Tote 433 297,633,250 3] 2,712,502 us 104,488,055 108 253,016,849 695

_TOTALS

Banks 179 §150,639,580 13 $15,965,997 130 $454,233,048 49 $112,635,288 371 §733,453,913
Investment Advisers 170 162,712,854 18 37,226,606 85 167,882,473 25 204,908,953 298 512,730,884
Prop. & Liab Ins Cos 2 21,786,699 o [ 39 47,808,000 31 62,132,590 94 131,727,289
Life Insurance Cos. 116 96,188,811 3 5,467,520 181 412,250,230 216 816,473,337 516 1,328,379,898
Self-Adainistered Funds 1} 14,651,620 0 ° 16 14,554,525 o 5,887,661 67 35,093,986
Poundations s 4,194,010 0 o 11 14,900,000 4 13,500,000 20 32,594,010
Universicy Endovments 17 ,308, 2 567,500 2 20,437,500 ? 3,302,736 58 31,615,734
Venture Capital 262 193,314,412 18 3,486,669 39 23,263,866 12 2,742,402 3 22,807,349

GRAND TOTAL 818 650,796,186 54 62,694,290 533 1,155,329,642 150 1,219,582,945 1,755 3,088,403,063

1c¥e
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5. Differences Among Institutions With Respect to Purchases of Re-
stricted Securities

As the regressions below indicate size is an important factor in the
differences among institutions of a given class with regard to pur-
chases of restricted securities. In estimating a linear relationship be-
tween purchases of restricted securities and size of institution it is im-

ortant to consider the effect on these estimates of the relatively high

egree of concentration among institutions with regard to the pur-
chase of restricted securities. Table XIV-32 shows the extent of this
concentration. One bank purchased 41.7 percent of all the restricted
e%uity purchased by the 47 banks. Five banks purchased 77.4 percent.
The comparable figures for bank purchases of debt were 35.8 percent
and 79.8 percent. One investment adviser purchased 37.8 percent of all
restricte(f) equity securities purchased by the Study’s sample of invest-
ment advisers, and five investment advisers purchased 83.7 percent.
The comparable figures for debt were 37.0 percent and 89.8 percent.
One life insurance company purchased 32.5 percent of all restricted
equity securities purchased by life insurance companies in the Study’s
sample, and five companies purchased 72.9 percent. The comparagle
figures for debt were 22.7 percent and 63.9 percent. The institutions in
the top five of their respective classes in regard to purchases of re-
stricted securities were not always among the five largest institutions
in their respective classes, as measured either by size of assets under
management or amount of brokerage paid.

The level of concentration, however, was sufficiently related to size
to permit a relatively strong relationship between size and purchases
of restricted securities. The following regressions include only those
institutions for which the Study had data on their assets under man-
agement and brokerage payments. The following symbols are used (all

variables are expressed in millions of dollars and refer to a given
institution).
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TABLE XIV-32

Percentages of all purchases of restricted securities by institutions in
a given class accounted for by numbers of institutions in that class,
January 1, 1966 through June 30, 1969,

Investment Life Insurance
Bank Advisers Companies
Equity { Debt |Equity | Debt | Equity| Debt

Percentage of Class Purchases i .
by largest Purchaser 1.7 35.8 '| 37.8 | 37.0 32.5 | 22.7

Percentage of Class Purchases
by 2 largest Purchasers 53.3 67.3 64.0 67.1 46.8 | 35.6

Percentage of Class Purchases
by 3 largest Purchasers 63.1 | 72.7 | 76.3 30.7 56.6 | 47.0

Percentage of Class Purchases
by 4 largest Purchasers 72.3 76.3 80.4 85.7 66.2 | 55.8

Percentage of Class Purchases
by 5 largest Purchasers 77.4 | 79.8 | 83.7 89.8 | 72.9 |63.9

NOTE: Of the institutions who received the questionnaire, 47 banks, 35
investment advisers, and 24 life insurance companies reported at
least one purchase of a restricted security.
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RE=Volume of purchases of restricted equity securitics, January 1,
1966—dJune 30, 1969.

RD=Volume of purchases of restricted debt securities, January 1,
1966—dJune 30, 1969.

A= Assets under management, December 30, 1969 (for investment
advisers, June 30, 1969).

B=Volume of brokerage paid in the period January 1, 1968—
June 30, 1969.

(Nore: The constant terms are in all cases insignificantly different
from zero; hence the t-values for them are not shown. The coefficient
of determination (R?), i.e., the measure of the percentage of the
variation of the dependent variable that is accountable for by the
variation of the independent variable, is in all cases adjusted for
degrees of freedom.)

Banks (47 observations)

(1) RE=—1.775+0.001 A R*=. 456
(6. 285)

(20 RE=—0.901+0.466 B  R’=.528
(7.243)

(3) RD=—12.269+0.005 A4 R?=. 339

(4. 959)

(4) RD=—8.346+2.192 B R=. 401

(5. 642)

Investment Advisers (15 observations)
(5) RE=-—2.60140.009 A R*=. 209

(2. 169)
(6) RE=-—3.555+1.292 B R*=. 262
(2. 445)
(7) RD=1.10940.007 A R?=. 080
(1.487)
(8) RD=-—2.521+1.261 B R?=.203
(2. 136)
Life Insurance Companies (16 observations)
(9) RE=8.82340.0004 A R?=. 000
(0. 503)
(10) RE=—2.655+7.953 B R?=.291
(2. 677)
(11) RD=18.141+40.006 A R=. 511
(4.086)
(12) RD=15.2114+19.508 B R*=. 168
(2.008)

In addition, the Study ran the following six regressions with observa-
tions for a larger number of institutions for which the Study had data
on assets, but not brokerage:

Banks (49 observations)
(13) RE=—5.9574+0.003 A R?=. 535
(7. 500)
(14) RD=-—17.57340.007 A R?*=. 529
(7.413)
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Investment Advisers (84 observations)

(15) RE=.14040.005 A R*=.166
(4.181)

(16) RD=1.780-+0.005 A R?=.059

(2. 496)
Life Insurance Companies (25 observations)

(17) RE=7.53740.0002 A R*=.000
(0. 462)

(18) RD=6.186+0.008 A R’=.702
(7. 588)

According to regression (13) above, the purchase of restricted equity
securities over the sample period differed among banks at the rate of
$3,000 of purchases for each $1 million difference in assets under man-
agement. The influence of asset size on the differences among insurance
companies with respect to purchases of restricted securities is even
greater accounting for 70 percent of the variation among insurance
companies, as indicated in regression (18) above. However, the amount
of assets does not explain tﬁe variation among insurance companies
in regard to purchases of restricted equity securities as indicated in
regression (17) above. Similarly, the amount of assets explain less
of the variation among investment advisers in regard to restricted
purchases, particularly of debt (regressions 15, 16 above). Where the

urchase of restricted securities in intrinsic to the function of a particu-
ar class of institution, differences among institutions are largely ex-
plained by differences in size; for example, restricted debt among in-
surance companies and restricted equity and debt among banks, par-
ticularly for their employee benefit accounts. Where the purchase of
restricted securities is largely a matter of preference among the man-
agers, size is not an important influence on the differences among insti-
tutions. For example, the amount of assets under management explains
none of the variation among insurance companies’ purchases of re-
stricted equity because management preference is the major factor in a
given institution’s participation. Brokerage (regression 10, above),
however, is a factor since it reveals, at least, the insurance company’s
participation in the equity market. Similarly, brokerage is a more sig-
nificant factor than asset size in explaining the differences among in-
vestment advisers with respect to the purchases of restricted securities
(regressions 5-8 above), perhaps because turnover more accurately
reflects the preferences of the various managements than does size.
Purchases of restricted securities are not an instrinic part of invest-
ment advisers’ activities in the same degree as purchases of debt is
with respect to the insurance industry or debt and equity to bank
trust departments, the latter because of the significance of employee
benefit accounts.

6. Characteristics of Issuers

Table XIV-33 classifies the purchases of restricted securities by the
sales of the issuing companies and the class of institutional purchasers.
Except in the case of the parchases by venture capital companies (some
of which supplied the Study with information on the issuing com-
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panies), the information on the issuing companies was obtained from
public sources. These data are thus confined to publicly held issuing
companies. As a result, the sizes of the issuing companies appears on
average to be somewhat larger than they in fact were. (The securities
purchased by the venture capital companies, as noted, are exceptions
to this point.) It is clear that restricted securities involve smaller
issuing companies than the companies whose marketable securities
are held in institutional portfolios. Of the purchases by banks, 42.6
percent (by value) involved issuing companies whose sales were less
than $20 million. For investment advisers, the figure was 31.7 percent;
for life insurance companies 21.1 percent; for self-administered em-
ployee benefit funds, 35.8 percent. Since transaction size tends to in-
crease with the size of the issuing companies, the above figures actually
understate the number of transactions involving smaller companies.
Of the transactions of banks, 53.6 percent involved securities of com-
panies whose sales were less than $20 million. The figure for invest-
ment advisers was 59.3 percent; for life insurance companies, 40.5
percent ; for employee benefit, 73.2 percent.

Table XIV-34 classifies the purchases of restricted securities by the
earnings of the issuing companies. Banks allocated 34.8 percent of the
value and 49.2 percent by number of transactions to securities issued
by companies with earnings of less than $1 million; for investment
advisers, the percentages were, respectively, 63.3 percent and 70.9 per-
cent; for life insurance companies 31.7 percent and 47.9 percent, re-
spectively. While the figures reveal the disproportionate significance *¢
of smaller companies in restricted sécurities in comparison with their
imIportance in institutional portfolos of freely traded securities, in
only three instances, involving less than one million dollars, did in-
stitutions purchase restricted securities of companies with a current
earnings deficit.

Several factors contribute to an explanation of the disproportionate
significance of smaller companies in the supply of restricted securities.
It is more difficult to publicly market the securities (i.e., equity securi-
ties; debt is still more difficult) of smaller companies, especially those
with stocks already in public hands.* Often the amounts of money
required by these companies are smaller than can be economically
obtained in a public offering. The tight money condition that pre-
vailed during this period probably afgected the smaller companies to
a greater extent and diverted their borrowing to the long-term market.

% The sizes of portfolio companies held by institutions are described in ch. IX.

% The demand for speculative offerings depends partly on the anticipation of a rapid
apPreciatlon of the stock., This rapid appreciation, however, is partly dependent on the
original underpricing of the stock at the offering, which is more difficult where a market
price is available for stock of the same class previously outstanding.



INSTITUTIONS
BANKS

INVESTMENT
ADVISERS

PROPERTY AND CASUALTY
INSLRANCE

LIFE INSURANCE

SELF-ADMINISTERED
EMPLOYEE BENEFIT

FOUNDATIONS
EDUCATIONAL ENDOWMENTS

VENTURE CAPITAL

Total
Transactions

250

172

53

3

56
14
18

62

of Issuer
($000)

103,714

58,032

170,118

132,058

81,264
98,548
95,889

42,079

PURCHASES OF RESTRICTED SECURITIES CLASSIFIED BY

Table XIV-33 _

TYPE OF INSTITUTION AND SALES OF ISSUER

SALES OF ISSUER ($000 of dollars)

100,000 or More

o -9 100 - 999 1,000 - 4,999 5,000 - 19,999 20,000 - 99,999

Value of Value of Value of Value of Value of
No. Purchases No. Purchases Ho. Purchases No. Purchases No. Purchases No.

Irans. ($) Trans, (s) Trans. () Trans. ) Irans, (€3] Trans,

3 4,088,200 10 4,813,500 41 86,743,449 80 188,764,666 66 144,092,125 50
3 8,326,000 8 9,493,540 42 49,157,098 49 89,650,72;‘! 53 134,156,307 17
1 400,000 2 750,000 2 3,000,126 21 21,447,974 16 34,117,013 11
3 3,080,000 8 8,818,650 36 56,862,659 79 136,243,212 104 280,650,240 81
1 1,000,000 1 2,000,000 5 2,849,856 34 4,812,126 6 7,750,000 9
o [} 1 2,887,500 o [} 6 9,752,500 3 2,500,000 3
0 0 1 207,000 3 2,800,000 15 9,022,250 11 5,450,000 8
4 153,160 6 2,112,500 22 11,384,380 20 14,629,599 7 8,296,838 3

Value of
Purchases
[£3)

239,389,744

203,225,531

36,853,325

476,526,877

11,946,515
11,429,000
8,353,000

6,500,000

LTYC



. Table XIV-34

PURCHASES OF RESTRICTED SECURITIES CLASSIFIED BY
TYPE OF INSTITUTION AND LARJINGS OF ISSUER

Simple EARNINGS OF ISSUER ($000 of Dollars)
Avg. Deficit 0 - 99 100 - 999 1,000 - 9,999 10,000 or More
Earnings Value of . Value of Value of Value of Value of
Total of Issuer No. Purchases No. Purchases No. Purchases No. Purchases No. Purchasges
INSTITUTIONS TIransactions ($000) Irans, % Irans, 1% Trans. %5 Trans, % Trans, %
BANKS 250 4,323 [} o 63 160;261,916 58 72,339,114 96 274,843,150 31 160,447,50%
INVESTMENT . -
ADV1SZIRS 172 1,837 0 ] 72 241,283,033 50 71,450,217 42 97,009,168 8 84,266,781
PROPERTY AND CASUALTY
1NSURANCE 53 7,833 [ o 10 11,202,250 11 11,055,724 23 42,340,139 9 31,970,325
LIFE INSURANCE 311 4,606 2 270,800 50 163,116,265 97 T 147,394,263 113 371,772,703 49 277,627,607
SELF-ADMINISTERED
EMPLOYEE BENEFIT 56 2,291 o 0 40 13,063,188 3 1,600,000 8 8,579,811 4 7,115,508
FOUNDATIONS 14 4,652 0 [} 4 2,500,000 1 2,887,500 6 10,752,500 3 10,429,000
EDUCATIONAL ENDOWMENTS 38 5,061 o o 6 4,807,000 9 5,375,000 16 9,547,250 7 6,103,000

VENTURE CAPITAL 62 1,143 1 400,000 31 15,043,151 23 11,673,326 5 13,460,000 2 2,500,000

1474
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7. Sizes of Transactions, Percentage of Equity Interest Acquired and
Cost of Equity Interest

Table XIV-35 shows size of transaction, percentage of equity in-
terest acquired, and average cost per percentage point of equity interest
acquired for all institutional purchases of restricted equity securities
of publicly traded companies. Transactions involving five per cent or
less of the total equity of the issuing companies represented 51.6 per
cent of the aggregate dollar value of all such transactions and 70.3 per
cent of the number of such transactions. Transactions involving 10
per cent or less of the equity of the issuing companies represented 72.7
per cent of the aggregate dollar value and 84.4 per cent of the number
of such transactions. Transactions of $500,000 or less ®® represented
9.4 per cent of the value and 51.9 per cent of the number of transactions.
Transactions of $1 million or less represented 19.9 per cent and 67.2
per cent of the number and value of transactions. The average cost per
percentage of equity interest generally rose with the size of the trans-
action. Table XIV-36 shows that the farger transactions are generally
associated with larger issuers. As the size of the issuer (as measured
by sales during the year preceding that of the transaction) increases
the cost per percentage of equity interest increases as well. In only
one case did an institution acquire more than a five per cent interest in
a company with sales over $100 million, although institutions acquired
less than a five percent interest in companies in this size class in 23
separate transactions. The average cost per percentage of equity in-
terest in these companies was $3.7 million.

% An Issuer may place securities with more than one institution. The transactions
reported in the text refer to the purchase by one Institution.
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8-¢ 1d-1L -0 0F6-88

Sales of Issuer .

{thoueands of dollars)

Less than 100

100 - 999
1,000 - 4,999
5,000 - 19,999
20,000 - 99,999

Greater than 100,000

Table XIV-36

Cost of Equity Interest by Sales of Issuer and Per
January 1, 1966 - June 30, 1969

of Equity Acquired:

(In purchases and restricted equity securities by all institutions)

(thousands of dollars)

Percertage of Equity Interest Acquired

0% - 5%

5.1% - 10%

10.1% - 15%

15.17 - 20%

More Than 20%

4
15
38

106
39
23

Transactions
No.

Value
518
4,863
20,672
58,046
43,997
43,051

Average Cost
Per Percentage
Point of

Equity Interest
126

189
280
634
1,062

3,698

Transactions

Fo.

2

2

18

1

value
3,026
3,387
13,770
36,476
10,666

4,500

Aversge Cost
Per Percentage
Point of

Equity Interest
168

203
128
316
248
807

Transactions

No.

2

Value
962
6,140
9,178

20,601

Average Cost
Per Percentage
Point of Transactions

Equity Interest No. Value

35 - -
9% s 3,257
97 2 11,200

s 1 2,562

Average Cost
Per Percentage
Point of

Equity Interest

38
292
148

Transactions
&4 5,803
1 400
8 15,454
3 5,450
4 9,542

Average Cost
Per Percentage
Point of

Equity Interest
51

19
86
78
64

1€¥%C
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Tables XIV-37 and XIV-38 show the corresponding figures for
debt securities. Transaction sizes are larger for debt than for equity.
Only 2.4 per cent of the value and 21.1 per cent of all transactions in-
volved $500,000 or less. Where only 19.7 per cent of the value of equity
transactions involved transactions greater than $5 million, 53.1 per
cent of the debt transactions exceeded this size. Debt transactions usu-
ally involved smaller amounts of the issuers’ equity than did purchases
of equity. The costs per percentage of equity also tended to be higher
in debt transactions.’” Part of this difference may be due to the larger
average size of the issuers of debt securities. For example, in the class
of purchases involving 0 to 5 per cent, only 25.2 per cent (by value) of
the equity purchases involved issuers with sales over $100 million, com-
pared with 53.5 per cent in the case of debt securities. Adjusting for
the size of the issuing company and the percentage of equity acquired,
the costs per percentage of equity are between 50 per cent and 100 per
cent more in the case of debt than of equity.”® The higher costs of equitv
may be offset in the investors’ view by the availability of the interest.
return as well as the expected return of principal.

°7In computing the cost per percentage of equity the Study treated the debt as if it
were common stock and allocated the full cost of the bond to the common stock into
which it was convertible or for which its attached warrants were exercigseable.

9 This estimate is blased upward by the fact that the issuers of debt are on average
less risky than the issuers of equity. The Study, however, lacks sufficient data to adjust
for differences in quality of the investments.



Tadble XIV-37

Cost of Equity Interest by Size of Transaction and Percentage of Equity laterest Acquired:
January 1, 1966 - June 30, 1969

(In purchases of restricted debt securities by all {nstitutions)

(thousands of dollars)

Percentage of Equity Interest Acquired
- 15

0% - 5% S.1% - 10% 10.1% 15.1% - 20% Vore Than 20% Totals
Average Cost Average Cost Average Cost Average Cost Average Cost
Per Percentage Per Percentage Per Percentage Per Percentage Per Percentage
Transactions Potnt of Iranssctions Point of TIransaceions Point of Potnt of sact Lo Point of tions
No. Value uity Interest Value  Equity Interest No Value  Equity Interest Equity Intecest  No. Valve  Equity Interest No. Value
Less than 100 1% 917 1,229 - - -- -- - - - - -- -- - - 14 9n7
101 to 300 98 39,101 1,448 5 2,000 68 2 816 37 1 500 27 41,178 1% 110 44,192
501 to 1,000 94 84,289 2,196 10 9,760 158 1o 9,700 79 3 2,600 52 6 6,000 30 123 112,349
1,001 to 5,000 183 473,980 3,403 46 119,107 369 15 40,800 224 1% 39,700 161 13 53,000 68 2711 726,587
More than 5,000 37 534,326 3,521 21 297,250 2,111 3 50,000 1,558 4 35,750 485 5 45,500 576 70 1,002,826
TUTAL 426 1,132,613 82 428,117 30 101,316 22 78,550 28 146,275 588 1,886,868
NOTES-

1. The equity interest of the debt securities include (8) any common stock incto which the debt securities are convertible, (b) any common stock issuable

upon the
exerciee of warrants accompanying the debt securities; and (c) any common stock accompanying the debt securitles.

2 The cost of a percentage point of this wquity fnterest was computed as follovs.

{a) Convertible debt securities-The total purchase price of debt securities was divided by the product of

100 x common shares initially issusble on conversion of debt securities purchased

total proforma common shares outstanding (lacluding those {nitially issuable on conversion)
(b) Debt securities sccompanied by warrants-For the purpose of this celculation these debt securities were treated &s though they vere convertible debt securities
purchased for the aggregate cost of the debt securities and warrants (without regard to the exercise price of the warrants). The debt securities were assumed
to be convertible {nto the number of shares initislly fssusble upon exerclse of the warrants.
(c) Debt securities sccompanied by common shares-The cost of the packege was sssumed to be the cost of the shares.

The cost was then divided by the number of
shares outstanding after the transaction.

€e¥e



. Tadle XIV-38

Cost of Equity Interest by Sales of Issuer and Percentage of Equity Interest Acquired:
January 1, 1966 - June 30, 1969

(In purchases of restricted debt securitiea by all institutions)

{thousands of dollars)

Percentage of Equity Interest Acquired

0% - 5% 5.1% - 10% 10.1% - 152 . 15.1% ~ 20% More Than 20%
Average Cost Average Cost Average Cost Average Cost Average Cost

Per Percentage Per Percentage Per Percentage Per Percentage Per Percentage
Transactions Point of Transactions Point of Transactions Point of Transactions Point of Transactions Point of

Sales of Issuer No. Value Equity Interest YNo. Value Equity Interest No. value Equity Interest No. Valye Equity Interest No. Value Equity Interest
Less then 100 1 300 3,927 © 1 2,600 262 1 500 44 -- -— - 2 4,500 25
100 - 999 & 3,925 213 1 1,750 267 3 4,000 94 2 5,650 163 2 775 14
1,000 - 4,999 42 73,697 521 11 17,264 219 3 4,700 124 S 8,450 97 7 16,400 53
3,000 - 19,999 104 158,213 975 20 52,643 389 16 70,816 402 6 20,000 193 7 25,450 123
20,000 - 99,999 147 290,009 1,703 28 118,060 632 6 16,500 221 6 17,000 159 8 32,500 126
Greater than 100,000 126 606,469 14,093 21 236,000 1,660 1 4,800 448 3 27,450 484 2 52,000 1,316

See note to table 8-7..

%344
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Tables XIV-39 and XIV-40 show sizes of transactions classified by
class of institutional purchaser for equity and debt securities, respec-
tively. The average transaction sizes in equity securities for banks, in-
vestment advisers, and life insurance companies are $841,561, $957,134,
and $829,213, respectively. By comparison, the NYSE designates a
trade involving 10,000 shares or more as a block. At $50 per share (a
rough approximation of the price of an average share on the NYSE
during the sample period), a block with the minimum number of shares
would involve a $500,000 transaction. With that figure as a rough mini-
mum, one can calculate the number of transactions in restricted securi-
ties that fell below the block trade category. For banks, 56 percent (by
number of transactions) and 10.0 percent (by value of transactions)
fell below this minimum. For investment advisers the percentages were
57.1 and 8.9, respectively.” The average debt transaction is much larger.
For banks, investment advisers, and life insurance companies, the aver-
uge size of the transactions were $5.8, $10.2 million and $6.0 million.
(Curiously, investment advisers had the largest average size of transac-
tions in both debt and equity). For banks, 19.0 percent (by number of
vransactions) and 96.3 percent (by value of transaction) exceeded $1
million. For investment advisers the percentages were 54.5 and 95.0
respectively ; for life insurance companies, 76.6 and 96.3, respectively.

® The transaction for this purpose refers to the purchase by one institution. The
igssuer or selling stockholder may have sold to more than one institution. The Study
tried to ascertain the total sizes of the offerings by nz.izgregatlng the individual transactions
in a given issue at a given time. The results of this attempt were in the Study’s view
unreliable. Although the Study was able to build up several offerings from information
on the separate transactions, in some cases the transactions entered the institutions’
book at different times and at different prices. In addition, some institutions recelved
different security packages. It was, therefore difficult in some cases, for the Study to
circumscribe a particular offering. The resources required to produce reliable data on
offerings from data on particular institutional transactions exceeded what the Study
could properly devote to this subject.
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Table XIV-39
SIZE OF TRANSACTION CLASSIFIED BY CLASS OF INSTITUTIONAL PURCHASER OF RESTRICTED EQUITY SECURITIES

{(Millions of Dollars)
Average Less Than .1 -1 - .49 5 - .9
Size of No. of Value of No. of Value of No. of Value of
Transaction Trans- Transaction Trang- Transaction Trans- Transaction
Class of Institution -~ _(Dollars) actions .(Dollars) actions {Dollars) actions _(Dollars)

Banks 841,561 49 1,674,171 51 13,381,343 26 17,959,575
Investment Advisers. 957,134 47 1,670,062 50 12,832,770 21 14,206,712
Property and Liability .

Insurance Companies 907,779 1 15,000 12 2,954,960 3 1, 500,000
Life Insurance Companies 829,213 42 1,347,009 33 8,200,315 15 9,427,949
Self-Administered Funds 325,596 28 730,901 9 2,344,786 2 1,041, 500
Foundations 838,802 0 0 3 806, 500 1 500,010
University Endowments 429,882 4 176,750 9 2,031,250 2 1,300,000
Venture Capital 737,841 123 4,326,310 93 21,384,727 23 14,660,289

TOTALS 294 9,940,243 260 63,936,651 93 60,596,035

(Millions of Dollars)
1-4.9 5 or'More Totals
No. of Value of No. of Value of No. of Value of
Trans- Transaction Trans- Transaction Trans- Transaction

Class of Institution ! actions _(Dollars) actions _(Dollars) actions _(Dollars)
Banks 51 103,339,891 2 14,284,600 179 150,639,580
Invegtment Advisers 47 99,002,060 5 35,001,250 170 162,712,854
Property and Liability
Insurance Companies 8 17,316,739 0 0 24 21,786,699
Life Insurance Companies 21 38,952,971 5 38,260,527 116 96,188,811
Self-Administercd Funds 6 10,534,633 0 0 45 14,651,820
Foundations 1 2,887,500 0 [ 5 4,194,010
University Endowments 2 3,800,000 0 0 17 7,308,000
7 34,018,856 6 118,924,230 262 193,314,412

Venturc Capital 1

TOTALS 153 309,852,650 18 206,470,607 818 650,796,186
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Table XIV-40
SIZE OF TRANSACTION CLASSIFIED BY CLASS OF INSTITUTTONAL PURCHASER OF RESTRICTED DEBT SECURITIES

(Millions of DPollars)
Average Less Than .1 1 - .49 .5 - .9
Size of No. of Value of No., of Value of No. of Value of
Transaction Trans- Transaction Trans- Transaction Trans- Transaction

Class of Institution (Dollars) actions _(Dollars) actions (Dollars) actions _(Dollars)
Banks 5,792,783 9 322,000 22 4,375,000 26 16,325,502
Investment Advisers 10,171,445 8 308,188 24 5,978,500 18 12,189,488

Property and Liability
Insurance Companies 3,230,125 1 20,000 19 5,390,925 13 7,350,000
Life Insurance Companies 6,048,334 3 114,350 33 9,042,520 57 36,644,378
Self-Administered Funds 1,871,248 0 0o 5 1,073,240 8 4,806,191
Foundations 4,729,545 0 o 1 400,000 6 3,000,000
University Endowments 1,110,490 1 75,000 12 2,662,000 17 9,503,234
Venture Capital 825,042 5 158,628 32 8,634,866 9 5;112,774
TOTALS 37 998,166 148"~ 37,557,051 154 94,931,567
\
(Millions of Dollars)
1-4.9 5 _or More

No. of Value of No. of Value of No. of Value of
Trans- Transaction Trans- Transaction Trans- Transaction

Class of Institution actions (Dollars) actions _(Dollars) actions _(Dollars)
Banks 88 188,821,286 34 357,025,048 179 566,868,836
Lnvestment Advisers 42 92,245,250 18 262,070,000 110 372,791,426

Property and Liability

Insurance Companies 31 48,228,080 6 48,951,665 70 109,940,670
Life Insurance Companies 241 484,143,150 63 696,779,169 397 1,226,723,567
Self-Administered Funds 10 15,137,785 0 0 23 21,017,216
Foundations 5 10,000,000 3 15,000,000 15 28,400,000
University Endowments 9 11,500,000 0 0 39 23,740,234
Venture Capital 4 7,100,000 1 5,000,000 51 26,006,268

TOTALS ' 430 857,175,551 125 1,384,825,882 884 2,375,517,218
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Tables XIV—41 and XIV—42 classify transactions in restricted
equity and debt securities, respectively, by trading markets for the
publicly held shares of the issuing companies. The average size of
equity transactions declines monotonically from $1.6 million for
issuers whose shares are traded on the NYSE to $650 thousand for pri-
vately held companies. Where 45.5 percent by number of transactions
and 93.1 percent by value of transactions in restricted equity securities
of issuers listed on the NYSE involved transactions in excess of $1 mil-
lion, only 45.7 percent and 13.8 percent, by value and number respec-
tively, of the transactions in the restricted shares of OTC companies
involved transactions in excess of $1 million. Transactions in restricted
debt securities are larger for all market classifications; 98.0 percent and
89.5 percent of the value of all transactions in debt securities of issuers
whose shares are traded on the NYSE and OTC, respectively, involved
transactions of more than $1 million.



Market

New York Stock Exchange
American Stock Exchange
Over-the-Counter
(Reporting Companies)
Over- the-Counter
(Non-Reporting Companies)
Not Publicly Traded

TOTALS

Table XIV-41
SIZE OF TRANSACTION CLASSIFIED BY TYPE OF SECURITY AND MARKET
COMMON STOCK

(Millions of Dollars)

Average Less Than .1 V.1 to .49 .5 to .9 1.0 to 4.9 5.0 or More Totals

Size of No. of Value of No. of Value of No. of Value of NKo. of Value of No. of Value of No. of Value of
Transaction Trans- Transaction Trans- Transaction Trans- Transaction Trans- Transaction Trans- Transaction Trans- Transactier

(Dollars) actions (Dollars) actions _(Dollars) actions _(Dollars) actions (Dollars) actioms (Dollars) actions _(Dollars)
1,587,335 11 412,546 9 2,109,204 4 2,317,675 17 43,143,733 3 21,859,600 44 69,842,758
1,468,592 1 44,250 7 2,050,003 9 6,568,500 17 32,637,981 1 10,100,000 35 51,400,734
853,306 41 1,344,866 48 14,074,868 23 15,081,700 52 100,147,429 2 11,900,000 166 141,648,863
764,818 23 936,309 51 164,405,771 16 8,811,117 29 59,769,134 1 6,326,250 118 90,248,581
654,187 218 7,202,272 145 31,296,805 43 27,817,063 38 74,154,373 11 157,184,757 455 297,655,250
294 9,940,243 260 63,936,651 93 60,596,035 153 309,852, 650 18 206,470,607 818 650,796,186

6E¥C



Table XIV-42

SIZE OF TRAVSACTION CLASSIFIED BY TYPE OF SECURITY AND MARKET

DEBT

(Millions of Dollars)
Average Less Than .1 0.1 to .49 .5 to .9 1.0 to 4.9 3.0 or More Totals
Size of No. of Value of No. of Value of No. of Value of No. of Value of No. of Value of No. of Value of
Traunsaction Trans- Transaction Trans- Transaction Trans- Tramsaction Trans- Transaction Trans- Transaction Trans- Transaction

Market (Jollars) actions _(Doliars) actions _(Dollars) actions _(Dollars) actions (Dollars) actions (Dollars) actions _(Dollars)
New York Stock Exchange 9,928,935 4 78,688 9 2,355,675 33 19,393,212 125 260,755,186 68 813,384,819 239 1,095,967,580
Anerican Stock Exchange 4,952,650 2 88,200 17 4,846,898 22 14,027,996 72 137,620,076 15 167,800,048 128 324,383,218
Over-the-Counter

(Reporting Companies) 4,529,259 3 210,000 21 5,996,994 39 23,618,172 98 195,633,750 18 131,000,000 179 356,258,916
Over- the-Counter

(Non-Reporting Companies) 4,616,859 1 50,150 26 6,958,554 20 11,847,500 61 120,876,380 7 101,641,015 115 241,373,599
Not Publicly Traded 3,251,339 17 571,128 75 17,398,930 40 26,264,687 74 142,290,159 17 171,000,000 223 357,504,904

TOTALS 27 998,166 148 37,557,051 154 94,931,567 430 857,175,551 125 1,384,825,882 88 2,375,488,217

0¥ve
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Tables X1V—43 and XIV-44 classify percentages of equity acquired
and average cost per percentage of equity interest acquired by class of
institutional purchaser of equity and debt, respectively. Investment
advisers and venture capital companies had relatively more transac-
tions involving more than 15 percent of the equity interest of the
issuer, the former allocating 22.4 percent (by value) and the latter 26.1

ercent of their total expenditures on equity to such transactions.

ransactions by banks, involving acquisitions of 10 percent or more
of the outstanci}ilng capital stock of an issuer represented 29.8 percent
of transactions. The corresponding percentage with respect to invest-
ment advisers was 24.5 and, with respect to life insurance companies,
7.7 percent (all percentages by value of total debt transactions). The
data also indicate that costs per percentage point of equity generally
declined as the percentage of the equity acquired increased.



Class _of lnstitution

Banks
Investment Advisers
Proverty & Liahility Ins.
Coopanies * vI
-~
Life Insurance
Companties

Self adoinistered
Employee Benefit Plans

Foundations

University
Endownents

Veature Capital

Table XI1V-43

Cost of Equity Interest by Class of Institution and Percentage of Equity Interest Acquired:
January 1, 1966 - June 30, 1969

(In purchases of restricted equity securities)

(thousands of dollars)

0. st

Percentage of Bquity Ingterest Acquired

Sp1% - 10%

10,17 - 15%

15,12 - 20%

Transactions
No.
79 76,420
&7 49,734
6 4,919
24 16,510
37 12,836
2 681
8 5,891
22 6,138

Average Cost
Per Percentage

Point of Transactions

Valua ., Equity Interest No.

1,370 1
635 21
1,171 2
497 6
1,052 1
2,836 1
380 -
133 3

Yelue
13,781
39,037

968

7,656

200

2,887

5,495

Average Cost
Per Percentage
Point of

Average Cost
Per Percentage

Transactions Point of
Yalue [Equity Interest No.

Bquity Interest No.

199

294

70

171

26

337

295

6

5

8,455 124
18,049 38
1,09 78
2,096 63
7,194 85

Transactions

1

%

Value
4,200

11,893

927

Average Cost
Per Percentage

Point of Transactions

Equity Interest No.

219 2
161 10
- 1
- 1
20 6

Value
9,200

18,894

400

3,152

5,003

More Than 20% d

Average Cost
Per Percentage
Point of
Equity Interest

182

35

12

“4s
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Table XIV-44

Cost of Equity Interest by Class of Institution and Percentage of Equity Interest Acquired:
January 1, 1966 - June 30, 1969

(In purchases of restricted debt securities)

{thousands of dollars)

0% = 51

5.1 - 10%

Percentage of Equity Interest Acquited

1012 - 152

15.1% - 201

More Than 207

Transections

Class of Institution No,
Banks 103

Investment Advisers 47

Proverty & Lisbility Ins,
Coapanies 33

Life Insurance

Companies 181
Self Administered

_Employee Benefit 16
Foundations 9
University

Endowvments 25
Venture Capital 12

Value

256,937

224,627

67,951 .

519,387

15,322

21,000

16,691

10,698

Average Cost
Per Percentage
Point of

2,723

2,695

26,226

4,111

743
6,931

2,376
295

See note to table 8-7

Transactions
Equity Interest No,

19
6

Value
105,860

17,850

4,000

294,407

Average Cost
Per Percentage
Polnt of

Equity Interest
838

434

301

866

13
193

Transactions
No, Value

4 39,000

10 38,616

12 19,700

1 1,000

2 2,000

1 1,000

Average Cost
FPer Percentage
Point of

928

328

130

99

83

79

Transactions
Equity Interest No.

6
3

10

Value
30,100

9,950

1,150

35,700

1,650

Average Cost
Per Percentage
Point of

Equity Interest
273

187

65

201

Transactions

No, Value
9 84,750
7 30,350
1 2,000
8 12,600
1 1,000
1 500
1 425

Average Cost
Per Percentage
Posat of
Equity Interest

216

145

29

42

13

24

16

e¥¥e
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8. Discounts Involved in Purchases of Common Stock

Restricted securities are usually sold at a discount from their coeval
market price, if any, primarily because of the restrictions on their re-
sale. With the information supplied by the respondents on the pur-
chase prices of the common stock and the dates of transaction, the
Study computed the implied discounts in all cases in which it was able
to locate a market price for the respective security on the date of the
transaction. Several factors discussed below bear consideration in con-
nection with these computations. .

a. The date onwhich the purchase price is agreed upon is often difficult
to determine :

While the Study specifically requested the respondent to report this
date, in some cases the respondent indicated t}[:is date was not pre-
served in its records. Moreover, respondents differ in the extent to
which they consider themselves committed on the so-called commit-
ment date. Some respondents indicated that they considered the com-
mitment binding in regard to the discount, in which case the purchase
price could change between the commitment and the closing dates if
the market price changed. Others considered themselves bound by the
price agreegl to on the commitment date. Still others did not feel

und at all until the actual closing. In some cases, where the respon-
dent reported the date on which the transaction entered its books in-
stead of the commitment date, the Study computed a negative discount
(or a premium) by relating the purchase price to the market price on
the only date available to'the Study in connection with the particular
transaction. The Study telephoned the respondent in most cases in
which it calculated a premium and learned that the explanation often
lay in a binding commitment in combination with a falling market
price.’*® Therefore, the discounts computed by the Study do not always
reflect the intentions of the participants in the transaction.

b. Size of purchase relative to quantity of the same security
outstanding

Since the quantities of securities purchased in a private placement
are often large relative to the amount available in the market, the use
of the market price as the datum for evaluating the purchase price may
be misleading. Large amounts of thinly traded stocks are often not
available at the market price. Some respondents indicated that their
purchases of restricted stock was due to their inability to acquire a
large position through purchases in the open market. In some cases,
respondents explained the premium they paid for the restricted stock
in terms of the superior bargaining position of the issuing company.
To the extent, the market price is a low estimate of the true price of
a large block when the buyer is the initiating party, the computed dis-
counts may be understated. This argument, however, is symmetrical.
If, as is often the case, the seller is the initiating party, the market
price may overstate what that seller can in fact obtain for a large
block.

10 This effect can work either way. Part of the error is self-canceling in the average
statistics reported in the tables below.
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¢. Computation of market price

The Study used the average asked price in computing the discount
for transactions in securities of issuers whose common stock is traded
over-the-counter. The Study’s theory was that from the point of view
of the institution the datum with which to compare the purchase price
is the price the institution would have had to pay on the open market.
Other theories may have comparable merit. In the case of low priced
stocks, the choice of market price can have a significant bearing on the
computed discount.*

d. Computation of the discount

There is no simple way to compute the discount for the purchase of a
package of securities. The Study lacked the data and the resources to
separately value the components of a security package. As a result its
analysis of discounts relates only to purchases of a single class of com-
mon stock in a given transaction.

Table XIV-45 shows the Study’s computed discounts classified by
trading market. Of the value of all transactions 7.2 percent 1°2 involved
negative discounts (or premia) at the time of purchase; 18.2 percent
involved discounts not exceeding 10 percent; 39.6 percent involved
discounts not exceeding 20 percent; 62.7 percent involved discounts
not exceeding 30 percent; and 88.4 percent involved discounts not ex-
ceeding 40 percent. The size of the discount varied on average among
trading markets. Where 55.0 percent of purchasers of stocks listed on
the NYSE sold at discounts not exceeding 20 percent, only 34.3 per-
cent of transactions of stocks listed on the ASE and 37.0 percent of
stocks traded over-the-counter were purchased at discounts not ex-
ceeding 20 percent. Where 36.1 percent of all transactions with dis-
counts between zero and 10 percent involved OTC stocks, 93.5 percent
of all transactions with discounts of 40 percent to 50 percent involved
the OTC stocks of non-reporting companies. Moreover, only in the 40
to 80 percent range did non-reporting OTC companies account for a
larger fraction than the reporting companies of all transactions in the
range.

101 The fact, shown below, that the computed discounts on OTC stocks were not higher
on the average than those for ASE stocks suggests that the use of the average asked price
did not bias upward the computed discounts for OTC stocks.

103 All percentages shown in this section refer to relatlve values rather than numbers
of transactions.



Table XIV-45

D1SCOUNTS ON PURCHASE PRICE OF RESTRICTED OOMMON STOCK
CLASSIFIED BY TRADING MARKET -

JANUARY 1, 1966 TO JUNE 30, 1969

c _DISCOUNT -
=15,0% to 0.02 0.1 to 10,0% 10,12 to 20.0%7 _20.1% to 30.0% 30.12 to 40.0% 40,1% to 50.0% _ _50,1% to 80,02 Total
No, of Value of No, of Value of No., of Value of No. of Value of No. of Value of No. of Value of No. of Value of No. of Value of
Trans- Purchases Trans- Purchases Trans- Purchases Trans- Purchases Trans- Purchases Trans- Purchases Trans- Purchases Trans- Purchases

Trading Market ) actfons (Dollars) actions (Dollars) actions {Dollars) sctions (Dollars) actions (Dollars) actions {Dollars) actions {Dollars) actions (Dollars)
Unknown 1 1,500,000 2 2,496,583 1 205,000 (4] - 2 3,332,000 ] - 1 1,259,995 7 8,793,578

Bew York Stock Exchange ? 3,760,663 13 15,111,798 13 24,503,988 10 17,954,085 3 11,102,501 1 1,400,000 4 5,005,068 51 78,838,103

Averfican Stock Exchange 2 7.263,060 4 15,850,000 11 14,548,750 20 46,200,677 7 21,074,298 1 44,250 & 4,802,406 - 49 109,783,439
Over-the-Counter .

(Reporting Co.) 11 13,828,787 39 13,613,676 35 138,585,25% 30 35,479,946 30 38,689,328 1) 9,284,047 21 8,996,406 179 178,477,419
Over-the-Counter

(Hon-Reporting Co.) b 8,329,369 9 $,265,925 18 25,122,026 17 11,229,155 25 29,423,584 20 11,377,431 18 13,505,545 112 104,253,033

~

TOTAL 26 36,681,849 67 52,337,982 7 110,863,86) 67 123,621,711 35 22,105,728 48 33,569,418 398 480,145,572

~

8 102,965,021

9%¥C
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Table XIV—46 classifies the discounts by institutional purchaser.
The differences among institutional classes in regard to the discounts
they obtain are largely a function of the size of the issuing companies.
Investment advisers concentrated on smaller companies. These com-
panies tend to issue stock at greater discounts. Since data on sales, earn-
ings, and trading markets are the only relevant data available to the
Study, the present analyses cannot fully evaluate the effects of port-
folio risk on the size of the discount.

In addition to obtaining larger discounts, institutions can obtain
compensation for bearing unusual risks by purchasing warrants at
favorable prices. For example, Table XIV-31 shows that whereas there
were no purchases of common stock with warrants in connection with
NYSE stocks, purchases of such packages equaled 17.5 percent of the
purchase of equity securities listed on the ASE or traded in the OQTC
market. In particular, purchases by investment advisers of equity

ackages were equal to 22.4 percent of all equity purchases of ASE and

TC securities. Purchases of common stock representing 39.0 percent
of purchases by banks, 23.7 percent of purchases by investment advis-
ers, and 40.5 percent by life insurance companies involved discounts not
exceeding 20 percent. For discounts not exceeding 30 percent, the per-
centages were 67.3, 55.6, and 64.1 percent for these three classes of in-
stitutions, respectively.

53~940—71—pt. 5—9



Table XIV-46
DISCOUNTS ON PURCHASE PRICE OF RESTRICTED COMMON STOCK BY CLASS OF INSTITUTION
JANUARY 1, 1966 T0 JUNE 30, 1969

DISCOUNT
-~15.0% to 0,02 0.1% to 10.0% 10.1% to 20.0% 20.1% to 30.0% 30.1%_to 40,0% 40.1% to 50.0% 50,1% to 80.0% Total
No. of Value of MNo. of Value of Mo. of Value of No. of Value of No. of Value of No. of Value of No. of Value of No. of Value of
Trans- Furchase Trans- Purchase Trans- Purchase Trans- Purchase Trans- Purchase Trans- Purchase Trans- Purchase Trans- Purchase
Class of Institution actions (Dollars) actions {Dollars) actions (Dollars) actions (Dollars) actions (Dollars) actions (Dollars) actions (Dollars) actions (Dollars)

Banks 6 1¢,803,050 17 15,021,358 3 35,624,259 26 44,586,199 i8 44,581,008 9 3,838,055 12 3,047,068 119 157,500,997
lavestment Advisers 7 6,012,188 13 24,429,493 27 50,390,544 26 37,654,718 32 60,149,780 16 13,630,681 16 20,695,041 137 212,962,445
Property and Liability 1 1,500,000 2 1,438,375 3 2,418,279 3 7,342,061 [+] - 3 1,850,000 2 1,659,995 14 16,208,710
Insurance Companies
Life Insurance Companies 3 6,909,369 2 2,029,500 8 7,735,612 13 9,720,627 8 10,174,527 2 999,993 3 3,631,414 43 41,200,842
Self-Administered
Eaployee Benefit 4 3,109,932 29 3,733,256 2 3,653,133 3 1,748,856 0 - 0 - 2 2,000,000 40 14,245,177
Foundations o - 2 3,140,000 1 429,000 ] - ] - o - [+ - 3 3,569,000
Educational Endowments 1 284,250 1 2,500,000 2 600,000 1 1,300,000 ] - 2 1,000,000 1 207,000 8 5,891,250
Venture Capital 2 _6,063,060 _1 46,000 _& _ 2,114,396 _S _ B,511,402 _9 _ 8,716,396 _3 786,999 10 _2,328,900 _34 _28,567,151
TOTAL _22 34,681,849 67 52,337,982 78 102,965,021 77 110,863,863 123,621,711 35 22,105,728 48 33,569,418 .39=8 1050!1145!572

2
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Tables XIV—47 and XIV—48 show discounts classified by sales and
earnings of issuer, respectively. Whereas companies with sales of under
$5 million accounted for 66.4 percent of all transactions involving dis-
counts in excess of 50.0 percent and for 68.4 percent of all transactions
involving discounts of between 40.1 percent and 50.0 percent, they
accounted for only 23.8 percent and 24.8 percent, respectively, of trans-
actions involving discounts of less than 10.0 percent and of between
10.1 percent and 20.0 percent. Whereas companies with sales of $100
million or more accounted for only 6.1 percent of transactions in-
volving discounts of more than 40.0 percent, they accounted for 21.1
percent of transactions involving discounts of not more than 20
percent.

Issuers’ earnings are far more related to size of discount than are
issuers’ sales. For example, there were no transactions in publicly
traded common stock of companies with earnings deficits in the fiscal
years preceding the dates of the transactions. Whereas transactions in
shares of companies with earnings of less than $1 million accounted
for 93.9 percent of all transactions involving discounts of more than
40.0 percent, they accounted for only 49.4 percent of transactions in-
volving discounts of 20.0 percent or less. The greater influence on the
size of the discowits of earnings than of sales is probably due to the
more proximate relationship of earningsthan of sales to the riskiness of
the investment.



Sales of Issuer

Less than 100
100-999
1,000-4,999
5,000-19,999
20,000-99,999
100,000 or More

TOTAL

Table XIV-47

DISCOUNTS ON PURCHASE PRICE OF RESTRICTED COMMON STOCK
CLASSIFIED BY SIZE OF TRANSACTION AND SALES OF ISSUER

JANUARY 1, 1966 TO JUNE 30, 1969

(PUBLICLY HELD COMPANIES ONLY)
DISCOUNT

No.
Trans-

11

7

37

of

—-350.1% or More

Size of
Trans-
actions
2,894,999
474,040
4,605,505
1,620,015
605,689
1,805,068
12,005,316

40.12 to 50.0%

30.1% to 40.0%

20.1% to 30.0%

10.1Z_to 20.0%

Size of

No. of Trans-
Trans- actions

No.
Trans-

Size of
Trans-
actions

7 2,554,000
2 1,221,000
13 8,170,747
4 1,147,305
3 4,372,676
0 -
29 17,465,728

17
0
12

13

50

19,642,364
10,675,150
25,986,008
11,499,250

2,049,998

69,852,770

No. of
Trans-

16
1
15

25

68

Size of
Trans-

12,197,394
500,000
9,865,951
27,238,210
11,817,954
7,903,586

69,523,095

No.
actions Trans-

6

1
10
24
18
10

69

Size of
Trans-
actions

No.
Trans-

0.17 to 10.0%

Size of
Trans-

" Total

Size of

No. of Trans-

actions Trans-. actions
{Thousands of Dollars) actions (Dollars) actions (Dollars) actions (Dollars) actions (Dollars) actions (Dollars) actions (Dollars) actions (Dollars}

12,267,292
1,018,500
9,351,738

21,441,347

22,231,737

26,959,483

91,270,097

9
2
3
47

17

85

12,566,000
3,877,500
2,295,200

12,750,481

36,481,954

10,832,925

78,804,060

66 62,122,049
13 7,091,040
61 44,964,291
119 90,183,366
55 87,009,260
2% 47,551,060

338 338,921,066

09%¢



Earnings of lssuer

Table

XIV-48

DISCOUNTS ON PURCHASE PRICE OF RESTRICTED COMMON STOCK
' CLASSIFIED BY SIZE OF TRANSACTION AND EARNINGS OF ISSUER

JANUARY 1, 1966 TO JUNE 30, 1969

(PUBLICLY HELD COMPANIES ONLY)

DISCOUNT

{Thousands of Dollars) actions (Dollars)

Deficit

0-99

100-999
1,000-9,999
10,000 or More

TOTAL

50.1%2 or More 40.1%_to 50.07 30.1% to 40.0% 20.1% to 30,0% 10.12 to_20.0% 0.1% to 10.0% Totals

Size of Size of Size of Size of Size of Size of Size of

No, of Trans- No. of Trans- No, of Trans- No., of Trans- No, of Trans- No. of Trans- No. of Trans-

Trans- action Trans- action Trans- action Trans- action Trans- action Trans- - action Trans- action
actions (Dollars) actions (Dollars) actions (Dollars) actions (Dollars) actions (Dollars) actions (Dollars)

0 - [} - [ - 0 - 0 - 0 - 0 -

. .

27 6,901,243 19 11,003,559 28 37,681,014 31 32,796,968 19 25,122,042 46 29,553,418 170 143,058,244
8 3,299,005 10 6,462,169 19 26,121,758 24 20,344,492 25 16,790,565 16 12,480,144 102 85,498,13]
[} - [ - 3 6,049,998 12 16,313,549 17 27,948,007 15 16,955,530 47 67,267,084
2 1,805,068 1) - [} - 1 68,086 8 21,409,483 8 19,814,968 19 43,097,605
37 12,005,316 29 17,465,728 50 69,852,770 68 69,523,095 69 91,270,097 85 78,804,060 338 338,921,066

1S%¢2
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Tables XIV-49 and XIV-50 show the average * discounts, in each
of the years in the sample period, classiﬁed%oy sales and earnings
of issuers, respectively. Average discounts rose over the period Jan-
uary 1, 1966 through June 30, 1969. They were 15.3 percent in 1966,
17.7 percent in 1967, 24.5 percent in 1968, and 27.9 percent in the
first half of 1969. The averages were generally higher for the smaller
comﬁanies; however, the small number of transactions in the shares
of these companies makes the averages sensitive to extreme points.
Table XIV-59 shows a monotonic decline from 25.6 percent for com-
panies with earnings between 0 and $99,000 to 15.8 percent for compa-
nies with earnings of $10 million or more.

103 The averages are welighted by the number of transactions in each sales (or earn-
ings) range. The averages for each range are themselves simple averages of the dis-
counts on the individual transactions within each range.



Table XIV-49

AVERAGE DISCOUNTS ON PURCHASE PRICE OF RESTRICTED COMMON STOCK
CLASSIFIED BY SALES OF ISSUER AND AVERAGE PERCENTAGE DISCOUNT, OVER TIME

(PUBLICLY HELD COMPANIES ONLY)

SALES OF ISSUER
(Thousands of Dollars)

Less Than 100 100 - 999 1,000 - 4,999 5,000 - 19,999 20,000 - 99,999 100,000 or More Totals
No. of Average No. of Average No. of Average No. of Average No. of Average No. of Average Ko. of Average
Trans- Discount Trans. Discount  Trans- Discount  Trana- Discount  Trans- Discount Trans- Discount  Tranms- Discount
Year actions (Percentage) actions (Percentage) actions {Percentage) actions (Percentage) actions {Percentage) actions (Percentage) actions (Percentage)
1966 0 - 0 - 1 61.4 7 23.8 10 9.3 3 .2 21 15.3
1967 1 17.2 3 79.4 11 37.6 36 9.5 . 6 6.2 6 11.2 63 17.7
1968 2 25.6 5 30.0 36 32.6 47 18.7 26 ?3.9 11 21.1 127 2%.5
1969 (First Half) 3 41,4 5 45.5 13 26.9 29 27.1 13 21.4 4 25.8 67 27.9
TOTAL' 6 32.1 13 47.4 61 32.7 119 18.3 55 To18.7 2% 16.8 278 23.1

NOTE:
Averages of discounts are weighted by the numper of
transactions in each range of sales -

€4%¢



Table XIV-50

AVERAGE DISCOUNTS ON PURCHASE PRICE OF RESTRICTED COMMON STOCK
CLASSIFIED BY EARNINGS OF ISSUER AND AVERAGE PERCENTAGE DISCOUNT, OVER TIME -

(PUBLICLY HELD COMPANIES ONLY)

EARNINGS OF 1SSUER
(Thousands of Dollars)

Deficit 0 - 99 100 - 999 1,000 - 9,999 10,000 or More Totals
No. of Average No. of Average No. of Average Ko. of Average No, of Average No. of Average
Trans- Discount Trans- Discount Trans- Discount Trans- Discount Trana- Discount Trans- Discount
Year actions (Percentage) actions (Percentage) sctions (Percentage) actions (Percentage) actions (Percentage) actions (Percentage)
1966 o - 8 14,7 5 25,6 4 10.7 4 8.4 21 15.3
1967 o - s 21.8 12 19.2 12 8.1 4 4.9 63 17.7
1968 ] - 48 27.1 49 26.0 21 15.5 9 23.2 127 24.5
1969 (First Half) O - 19 33.3 36 26.6 10 23.8 2 19.3 67 27.9
TOTAL 0 - 110 25.6 102 25.4 47 15.0 19 15.8 278 23.1

ROTE: "
Averages of discourts are weighted by the number of
transactions in edch range of earnings.

¥Sve
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To capture the simultaneous influence on the size of the discount
of some of the variables described above, and certain other variables,
tho Study regressed the discount in each transaction on dummy vari-
ables describing some of the institutional purchasers, the trading mar-
ket for the publicly-held shares, the S&P index, and the size of the
purchase. The estimated co-efficients attached to each of the variables
and the t-values are shown in table XIV-51:

TABLE XIV-51.—ESTIMATES OF COEFFICIENTS OF REGRESSION OF DISCOUNTS OBTAINED IN PURCHASES OF
RESTRICTED COMMON STOCK ON SELECTED EXPLANATORY VARIABLES, 338 TRANSACTIONS BETWEEN JAN, 1,
1966, AND JUNE 30, 1969

Regression

Variable coefficient t-value
LT S —0.512 3.22
Banks (DY) o e . 096 3.50
Investments advisers (DV). . ... oo .124 4,41
Life insurance companies (DV).. . 107 3.07
Venture capital companies (DV) 233 6.05
YSEOVY . —.085 —2.65
ASE(OV) .. . - —1.43
0.T.C. reporting companies (DV). .. I —. 063 —-2.93
S, & P.composite iNdex. ... ... ieeeeees . 007 4,53
Size of pUrchase. . e —.018 —2.66

Note: The adjusted R? of the regression is 0,202. ‘‘DV'’ means dummy variable.

All variables except for the dummy variable associated with the
ASE are statistically significant. The regression is read in two parts—
(1) the intercept and dummy variables and (2) the last two variables.
To obtain the influence on the discount of bank purchases of restricted
stock of a company with securities listed on the NYSE, one sums the
intercept, the coefficient for the bank dummy variable, and the co-
efficient for the NYSE dummy variable (—.512 +.096 —.085). To
obtain the effect on discounts of purchases by venture capital compa-
nies of NYSE securities one substitutes the coefficient attached to the
latter dummy variable for the coefficient attached to the bank dummy
variable (—~.512 +.233 —.085). Substituting the venture capital com-
pan¥l coefficient for the bank coefficient adds 13.7 percentage points
to the discount (.233 —.096). Similarly, substituting the OTC co-
efficient for the NYSE coefficient adds 2.2 percentage points to the
discount [—0.63— (—.085)]. In effect, the dummy variables modify
the intercept of the regression for each combination of independent
dummy variables, in this case one institution variable and one market
variable. The second part of the regression involves ordinary variables
—the S&P index (coeval with the month in which the given trans-
action took place) and the size of the purchase. The size of the dis-
count is positively related to the S&P index rising 0.7 percentage
points for each one point change in the S&P index.1* The discount
1s lower for larger purchases because larger purchases are associated
with larger issuers.

Table%{IV—52 summarizes the regression assuming the transaction
size and the S&P index are at their mean values. The numbers in the

10 This result may indicate that investors are skeptical about the permanence of rises
in stock prices and, therefore, revise upward their estimate of the risk of the restricted
security when stock prices are high.



2456

cells were calculated in the manner described in the text above. The
discounts in each cell would increase by 0.7 percentage points for
each unit change in the S&P index. For example, if instead of its
mean value, 98.20, the S&P index were at 100.0, the numbers in each
cell would increase by 1.3 (i.e., 0.7 (100.0 —98.2)). The average dis-
count for the 338 transactions was 24.0 percent.

TABLE XiV-52.—AVERAGE DISCOUNTS ON PURCHASES OF RESTRICTED COMMON STOCK CLASSIFIED BY INSTI-
TUTIONAL PURCHASER AND TRADING MARKETS, JAN. 1, 1966-JUNE 30, 1969

Market
Class of institution N.Y.S.E. AS.E. 0TC-R.P.G. OTC-Non-R.P.G.
Banks. .o 18.7 22.5 25.6 319
Investment advisers__.__ - 21.6 25.4 28.5 34.8
Life insurance companies. . _ - 19.9 23.7 26.8 33.1
Venture capital companies_. . 32.5 36.3 39.4 45,7
Other institutions_ .. ... ... 9.2 13.0 16.1 22.4

Note: This table is based on the regression coefficients reported in Table XIV-51. The discounts are calculated on the
basis of the mean value of the S. & P. index and the mean transactions size. The discounts reported in each cell woyld
increase by 0.7 percentage points for each 1 point change in the S. & P. composite index. The discounts would decrease
by 1.8 percentage points for each $1,000,000 increase in the size of transaction,

9. Yields on Equity-Related Debt

The expected effective yield on a convertible bond or bond with at-
tached warrants is made up of two components: (a) the interest re-
turn; and (b) the expected capital gain due to the expected appreci-
ation of the value of the underlying stock into which the bond is con-
vertible or for which the attached warrants are exerciseable. While
the two types of equity-bonds serve the same purpose, they differ in
one important respect. A convertible bond must be either converted into
stock, and the stock sold, or be sold itself % to permit realization of
the capital gain on the equity portion of the bond. In either case, in-
vestors surrender the debt portion of the bond as well. In contrast, the

uity portion of a bond with attached warrants can be traded without
disturbing the debt portion simply by exercising or selling the attached
warrants.’® Insurance companies, who often hold long-term assets
reveal a preference for bonds with attached warrants which obviate
more frequent turnover of their bond portfolios. Their purchases of
debt securities with warrants were almost twice the value of their pur-
chases of convertible bonds. However, the economic differences between
the two types of securities are sufficiently small to prevent significant
differences in their yields for a given set of conditions. Therefore, the
Study has grouped the two types of bonds to avoid diluting its data.
For a given quality " of issue and given market interest rates, in-

105 Since the market price of publicly traded convertible bonds varies with the market
price of the underlying stock, it is often more convenient to sell the bonds instead of
first converting Into the stock. Arbitrageurs generally ensure that the two methods of
disposing of the bond will not yield significantly different results.

106 Another technical distinction is the fact that the principal value of the convertible
serves as payment for the equity. In contrast, the exercise of warrants usually involves
the payment of cash together with the warrants. However, a publicly traded bond can be
sold In order to generate the cash to meet the exercise price. Some private placements
involving debt with warrants provide for the use of the principal value of the bond in
Heu of cash at the exercise of the warrants. This alternate use of the principal value
affords some protection against the adverse effect on bond prices of increases in market
interest rates.

107 The concept of quality as applied to an equity-bond includes the reliability of the
payment of principal and interest, as well as the stability of the underlying stock.
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vostors differ in their preference for the proportions of the total ex-
pected yield that take the forms of debt and equity. Some prefer a
greater interest yicld and others more attractive conversion or exercisa
rights. Some of the reasons for the differences in preference among
investors are the following :

a. Effects of the tax status of investors

Since interest is taxed at ordinary income rates, fully taxed investors
have an incentive to realize more of their returns in the form of capital
gains. Since yields in the public or private market generally adjust
to the circumstances; in this case the tax status of the marginal partici-
pants, investors with a lower tax rate than that of the marginal in-
vestor stand to gain a higher interest return than they require to pre-
serve their preference for interest over equity options.*® Tax exempt
institutions, like employee benefit plans and foundations, on these
grounds, prefer interest yield to equity return, although other factors
are considered as well. While the interest return to the general accounts
of life insurance companies is taxed at ordinary income rates, the tax-
able portion of the interest return is substantially less than the whole.
As a result, they have little reason to eschew interest return, although
their preference for it on tax grounds is not as strong as that of tax-
exempt institutions. Investment advisers, however, apart from any
tax-exempt accounts they manage, have a stronger incentive to avoid
taxable interest return.
b. Variability of return

The interest return on bonds issued by substantial corporations is
more predictable than the promise of appreciation of the common
stock of these corporations. To the extent an institution requires cur-
rent yield to meet current liabilities, interest return is preferable to
the opportunity for capital gains on equity. To the extent the insti-
tution requires portfolio liquidity, or simply stable valuation, their
preference is less clear. A period of rising interest rates and stock prices
enhances the stability of bonds with a relatively greater equity com-
ponent over those that emphasize the debt component. The capital de-
clines due to rising interest rates depreciate the debt portions of both
types of bonds; but the greater the debt portion to the whole the great-
er is the depreciation of the bond. Rising stock prices enhance the
equity portions of the bonds with greater effect, the greater is the
equity portion relative to the whole. Rising interest rates combined
with falling stock prices usually cause greater depreciation of bonds
with a large equity component, although such determinations depend
on the quantitative circumstances of each situation.

c. Preference as to risk

Where the risk of the performance of the issuing company is a major
factor, most institutions have a decided preference for proportion-

108 Investors act on the basis of after-tax income. If they re(}uire a given after-tax yleld
they will revalue the available securities until the pre-tax yield is sufficient to produce
the after-tax income to the last investment dollar that is necessary to ensure that all
sccurities are held by investors. This pre-tax yield implies different after-tax ylelds for
different tax rates. Those investors with tax rates below that of the marginal investors
recelve more after-tax income by recelving the pre-tax yield necessary to supply the after-
tax return required by the marginal investor. Hence, such investors profit from their
dissimilarity with the marginal investor. This reasoning, of course, applies to other
characteristics of the market as well.



2458

ately more equity than interest return. The required compensation for
bearing unusual risk usually involves an open-ended prospect for large
gains. Since interest return defines, in effect, the maximum that the
1ssuer must pay, it is not consistent with the need to bear unusual
risk.

This discussion of the attitudes toward the proportions of debt and
equity in a given debt instrument involves the tradc-off between the
two components of yield in the context of a given investment. In this
context onc component can rise only at the cxpense of the other, as-
suming the total expected yield is given. The Study’s data, however,
consist of the proportion of debt and equity chosen under varying
circumstances. The proportions on two different occasions involving
two different classes of institutions may differ either because the two
institutions had different preferences in regard to the trade-off be-
tween debt and equity or because the total expected yields of the two
transactions differcd. The statistical analysis and the additional data
on the issuers’ circumstances needed in order to disentangle these two
effects was beyond the scope of the Study.

Table XIV-53 classifies the characteristics of the restricted debt
securities purchased by the various classes of institutions. The last
column shows the conversion (or exercise) prices relative to coeval
market prices. In the case of banks, for example, the implied discount
is 11.1 percent. An evaluation of these discounts must consider that the
conversion or exercise prices on publicly traded bonds are usually
above the coeval market prices of the publicly traded stock.?*?

10 The conversion price for a publicly traded convertible bond is implied by the stated
number of shares available in the conversion of one bond. As a result the relative con-
version })rlce varles with the market price of the bond. Publicly traded bonds with
detachable warrants often trade independently of the warrants,



. Table XIV-53

_ YIELDS OM CONVERTIBLE DEBT AND DEBT WITH WARRANTS BY CTASS OF INSTITUTION

Cost Per
Percentage Average Equity
Value of Average Point of Interest Acquired Average Relat?ve
Number of Purchascs Coupon Yield Equity Acquired Per Transaction Conversx?n‘Prxce
Institutions Purchases (Dollars) (Percentages) (Dollars) (Percentage) (Ratio’
Banks 141 516,647,112 5.94 566,471 6.4684 .889 "
Investment '
Advisers 73 321,393,426 6.03 602,979 7.3015 .861
Property & Liébilif; T
Insurance Cos. 37 75,100,670 6.06 557,194 3.6428 1.014
Life Insurance (ogs, 261 881,794,212 6.44 657,044 5.1420 .978
Self Administered
Employee Benefit i
Funds 18 17,322,186 6.00 155,737 6.1793 .826
Foundations 11 23,000,000 5.97 703,915 ° ) 2.9704 1.099
Educational )
Endowments 29 19,691,000 5.81 326,756 2.0780 .984

Venture Capital 18 17,272,556 6.41 177,507 . 5.4059 .756

6S¥C
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Except in unusual circumstances conversion prices do not fall below
the corresponding coeval market prices by more than the value of a bro-
kerage commission since arbitrageurs would buy the bonds, convert
them, and sell the stock until the conversion price assumed a viable
relationship with the price of the stock. Because of the variation among
transactions with respect to the total expected yield, a trade-off between
coupon yield and relative conversion price is not evident in the table.
Investment advisers, for example, obtain both a higher coupon yield
and a lower relative conversion price than do banks. Investment ad-
visers are therefore obtaining a higher total anticipated yield than are
banks and must be bearing a higher risk. The evidence described earlier
of their relatively greater emphasis on smaller issuers is consistent
with this proposition. Life insurance companies get a substantially
higher coupon yicld and a substantially smaller conversion discount
(1.e., higher relative conversion price) than do banks and investment
advisers. Venture capital companics get only a slightly lower coupon
return than do life insurance companies (6.41 percent compared with
6.44 percent) but a much greater conversion discount equal to almost
25 percent; hence their total expected yield is greater to compensate
for the greater risk they bear on their investments.

Investment advisers obtain the highest average equity interest per
transaction, 7.3 percent, of any of the institutions. Most of the expla-
nation lies in their greater average size of trasaction, but the lower con-
version prices they obtain also move in this direction.

Table XIV-54 shows quarterly time series of the data just discussed
for all institutional investors, and Tables XIV-55 and XIV-56 for in-
surance companies and banks, respectively. That this period was one
of rising interest rates is clear from the generally rising coupon yields
and the falling relative conversion prices. While the relative conversion
prices for insurance companies exceeded 1.0 in all but one quarter
during 1967 and 1968, they were below in all but two quarters in 1968
and the first half of 1969.



Table XIV-54

YIELDS ON CONVERTIBLE DEBT AND DEBT WITH WARRAI'TS, OVER TIME,
ALL INSTITUTIONS

Cost Per
) Percentage Average Equity
Value of Average Point of Interest Acquired Average Relative
. Number of Purchases Coupon Yield Equity Acquired Per Transaction Conversion Price

Period Purchuses (Dollars) (Percentages) (Dollars) (Percentage) (Ratio)
1966 Total 77 251,573,929 5.98 863,697 3.7828 1.027
1st Quarter - 20 24,311,000 5.62 431,398 2.8177 - .982

2d Quarter 28 80,51e,203 5.90 639,090 4.4996 1.025

3rd Quarter 12 47,087,676 6.15 1,704,741 --2.3018 1.058

4th Quarrter 17 . 99,657,050 6.28 1,225,603 4.7831 1.048

1967 Total 84 263,553,752 6.02 765,199 4.1003 .970
lst Quarter 29 70,066,000 5.94 753,421 ’ 3.2068 . 942

2d Quarter 12 45,322,500 5.86 384,075 $.8337 .9e8

3rd Quarter .17 48,210,000 . 5.89 644,343 4.4012 1.033

4th Quarter - 26 99,955,252 6.29 1,705,605 2.2540 .950

1968 Total 257 705,288,657 6.14 524,966 5.2276 .897
lst Quarter = 41 62,479,530 6.05 482,825 3.1562 .979

2d Querter 50 163,673,347 6.44 504,752 6.4853 .890

3rd Quarter 66 191,446,014 6.06 528,851 5.4849 .91l

4th Quarter ) 100 287,689,766 6.07 545,053 5.2782 - .859

1969 Total (lst Half) 171 652,379,874 6.48 524,346 7.2759 - 946
' lst Quarter 98 424,833,610 6.50 646,364 ' 6.7068 .890

2d Quarter 73 227,546,264 6.46 387,705 8.0398 1.019,

19%¢



Table, XIV-535

YIZLDS ON CONVERTIBLE DEBT aND DEBT wITH WAFRANTS, OVER TIME
INSURANCE COMPANIES

Cost Per
Percentage Average Equity
Value of Average Point of Interest Acquired Average Relative
Number of Purchases Coupon Yield Equity Acquired Per Transaction Conversion Price
Period ' "Purchases (Dollars) Percentages) {Dollars) (Percentage) (Ratio)
1966 Total 48 217,401,691 6.14 1,042,250 4.3456 1.116
lst Quarter 13 21,023,000 5.91 392,218 4.1231 1.003
2d Quarter 18 70,391,015 6.00 719,669 5.4339 1.096
3rd Quarter: 8 45,537,676 6.32 2,271,070 2.5064 1,156
4th Quarter ° 80,450,000 6.47 2,166,898 - 4,.1252 1.233
1967 Total 47 138,500,002 6.04 643,450 4.5797 1,026
l1st Quarter 1€ 42,150,000 5.87 746,303 . 3.5299 .986
2d Quarter 8 23,000,000 5.94 310,918 - 9.2468 1.039
3rd Quarter 11 27,850,000 6.08 544,360 4,.6510 1,059
4th Quarter ’ 12 45,500,002 6.35 1,352,910 2.8026 1.040
1968 Total 124 348,887,064 6.29 559,955 5.0247 .935
lst Quarter .- 21 35,607,658 5.99 . 612,883 2.7666 1.045
2d Quarter 30 85,850,410 6.47 351,515 8.1410 .918
3rd Quarter 30 77,036,870 6.09 553,342 4.6407 .939
4th Quarter . 43 150,392,126 6.44 828,554 64,2212 .888
1969 Total (1lst Half) 79 252,106,125 6.91 586,384 ) 5.4422 ©.958
lst Quarter 50 179,064,325 6.97 645,521 ’ 5.5479 .904

2d Qusrter 29. 73,041,800 6.80 478,828 5.2601 . 1.060

(48174



Period

1966

1967

1968

1969

Total

lst Quarter
2d Quarter
3rd Quarter
4th Quarter

Total

lst Quarter
2d Quarter
3rd Quarter
4th Quarter

Total

lst Quarter
2d Querter
3rd Quarter
4th Quarter

Total (1lst Half)

lst Quarter
2d Quarter

YIELDS CN CONVZRTIBLE DEBT AND DEST WITH WARRANTS, OVER TIME

Table XIV-56

BANKS
Cost Per i
Percentage . Average Equity
Value of Average Point of Interest Acquired Average Relative
Number of Purchases Coupon Yield Equity Acquired ' Per Transaction Conversiov Price
Purchases (Dollars) (Percentages) (Dollars) (Percentage) (Ratio)

8 19,757,000 5.70 759,511 3.2516 .839
i 50,000 4.75 1,018,329 L0491 926

2 6,500,000 5.62 672,224 4.8347 .933
o 0 0 o .. 0 . 0

5 13,207,000 5.92 810,544 . 3.2588 .784
17 77,749,000 5.83 1,266,819 3.6102 .919
4 24,400,000 5.81 2,191,564 2.7334 .966
2 15,522,500 5.18 751,113 10,3330 .858
4 18,760,000 5.16 1,296,726 3.6168 1.127

7 19,066,590 6.62 1,262,054 2.1582 .770
7z 202,161,112 5.98 473,949 5.8624 .844
6 11,116,500 6.18 458,771 4,0385 -, 820
10 20,177,887 6.30 578,544 3.4877 .837
23 88,259,288 6.21 554,660 6.9184 .859
33 82,607,437 5.68 405,208 : 6.1777 .841
44 216,980,000 5.95 © 538,988 9.1493 . 966
22 115,030,000 5.98 583,495 8.9609 .853
22 101,950,000 5.93 496,278 .9.3377 1.051

€9¥%¢
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Table XTV-57 classifies the same information by sales of the issuing
companies and year of purchase. While there is a fairly systematic rise
In the relative conversion prices as the sales of issuing companies in-
crease, the coupon yields show no corresponding decline. The reason
lies in the coincidence of two separate effects: (1) as the size of the
issuing ¢ompanies increases, the riskiness of the bond generally de-
creases, and the total expected yield declines; (2) but with decreasing
riskiness institutions are more inclined to take a larger fraction of the
total yield in the form of coupon payment and a correspondingly
smaller portion in the form of equity.



YIVIm on CONVERTIBLE DEBT AND DEBT WITH WAR.FANTS CLASSIFIED BY SALES OF ISSUER, OVER TIME

Sales of Issuer
(Thousands of Dollars)

1966
Less Than 100
100-999
1,000-4,999
5,000-19,999
20,000-99,999
100,000 or More

1967
Less Than 100
100-999
1000-4999
5,000-19,999
20,000-99,999
100,000 or More

1968
Less Than 100,
100-999
1,000-4,999
5,000-19,999
20,000-99,999
100,000 or More

1969 (First Haif)

Less Than 100
100-999
1,000-4,999
5,000-19,999
20,000-99,999
100,000 or More

Number of
Purchases

Table XIV 57

Cost Per
Percentage Average Equity i
Value of Average Point of Interest Acquired Average Relative
Purchases Coupon Yield Equity Acquired Per Transaction Conversion Price
(Dollars) (Percentages) (Dollars) . __(Percentage) (Ratio)
0 0 0o » 0000 .000
3,575,000 6.10 71,830 9.9541 .960
8,470,000 6.62 187,463 6.4546 .930
22,631,691 5.95 602,605 2,2092 .893
100,325,000 6.05 852,238 3.7974 1,077
115,997,188 5.61 2,825,781 2.5656 1.069
0 0 [ .0000 - «000
0 0 [o} . 0000 . 000
750,000 6,66 53,988 4,6307 .783
30,266,000 6,40 292,848 5.4395 .962
49,582,500 5.81 436,729 4,0547 .982
182,955,252 5.93 1,609,788 3.3427 «980
(o] 0 0 .0000 .000
5,050,150 5.50 284,115 8.8875 496
78,472,135 6.00 296,536 6.3007 .739
124,578,899 6.17 297,403 6.3468 .867
207,431,369 6.09 457,702 4.,8213 .936
289,756,104 6.30 153,160 . 3.5659 .986
7,700,000 6.00 39,580 ; 38.9086 .913
© 7,475,000 6.50 102,992 10,3684 +631
32,818,464 6.98 109,645 18.7072 .694
149,646,085 6.06 490,716 5.9795 2994
116,730,000 6.28 Y 425,618 6.5300 .950
338,010,325 7.06 3,430,880 1.9704 1.011

G9%¢
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Hence, the larger relative conversion prices for securities of the
larger issuers are consistent with lower total yields, as well as smaller
fractions of the total investment taking the form of equity; while the
higher coupons are consistent with larger fractions of the total yield
taking the form of interest return. The total expected yield is lower in
these securities because the reduction of the expected equity return out-
weighs the increase in the expected interest return. Thus, the data
correspond with reasonable expectations when the two effects are sep-
arately considered.

In order to observe the simultaneous effects on the relative conver-
sion prices of the variables that were considered separately in tabular
form, the Study ran several regressions of relative conversion prices
on various combinations of these variables. The variation of relative
conversion prices is more complex than that of discounts on common
stock because of the effects of the interest return.**® The Study found
no systematic relationship between trading market and relative con-
version prices, probably because of the complex interaction between
relative conversion prices and coupon yields. The regression with
dummy variables for the trading market is, therefore, not shown be-
low. Table XIV-58 lists the variables, regression coefficients, and t-
values for one of the regressions the Study ran. The negative signs
and the rising absolute values of the coefficients attached to the dum-
my variables for banks, investment advisers, and venture capital com-
panies, respectively, indicate that the relative conversion prices decline
from the first to the last institution noted. Neither the coefficient at-
tached to sales of the issuer nor the one attached to the dummy vari-
ables for insurance companies is statistically significant. Neither of
these variables serves to adjust the transaction for the risk of the issue
in order to highlight the trade-off between coupon payment and rela-
tive conversion price. The negative coefficient attached to the coupon
rate relative to the coeval interest rate implies that the total effective
yield in a given transaction swamps the trade-off between debt and
equity yields. As in the case of discounts on common stock, the relative
conversion price is negatively related to the S&P index, implying that
a high level of stock prices increases the discount on restricted debt
securities. The coefficient of determination is only .092. The regression’s

TABLE X1V-58.-—ESTIMATE STATISTICS FOR REGRESSION OF RELATIVE CONVERSION PRICES OF PURCHASES OF
RESTRICTED EQUITY-RELATED DEBT SECURITIES ON SELECTED VARIABLES: 311 OBSERVATIONS, JAN. 1, 1966~
JUNE 30, 1969

Regression
Variable coefficient t-value
Intercept.. _ .. . ___.._.... 1.880 8.28
i 0,040 1.01
R —0.094 —2.57
-0.114 =21
Life insurance companies (D.V.) . - ..ot 0,012 0.35
Venture capital companies (D.V.) . oot —0.198 —2.53
S. & P. composite index (coeval value) . _.... e ——————— —0.007 -3.63
Coupon relative to coeval Baa interestrate. .. ___. .. ... . .. ... .. . _........ —-0.277 -2.97

Note: D.V. means dummy variable. Values for S, & P, composite index and Baa interest rate are taken for the month in
which the transaction in question occured. The adjusted coefficient of determination is .092,

1o This complexity is by no means peculiar to restricted debt securities. The available
%nalyses of publicly traded convertible bonds and warrants are still in a rudimentary
orm.
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relatively poor explanatory power can be attributed to the Study’s
inability to obtain information on the quality of the investments be-
cause of the prohibitive scope of the task.

10. Provisions for Resale of Restricted Securities

Apart from the relatively few occasions on which institutions pur-
chase restricted securities %ccause of insuflicient supply of a given
security in the public market, the discounts on the purchase or con-
version prices provide the main incentive for institutions to purchase
restricted securities. Even if the market price of the publicly traded
stock of the same class does not increase, the institution may realize
a return on the investment if it can find the means to dispose of the
securities.’’* From the buyer’s point of view the discount associated
with the purchase of the restricted security may be analysed as the
combination of two separate factors: (a) the risk that the underlying
value of the stock would change in a way that under normal circum-
stances would precipitate a decision to sell (a decision that may be
preempted by the restriction on resale) and (b) the risk that the con-
templated means of legally disposing of the stock may not materialize,
and the buyer will suffer the opportunity costs of the frozen funds.
From the seller’s point of view the discount replaces the costs associ-
ated with a public offering, including the direct costs of registration
and distribution, as well as the exposure to the risk the market will
adversely change before the offering is effected. The negotiation be-
tween the buyer and the seller involves the interaction of these and
other considerations.!1?

In addition to these general considerations, the terms of a given pur-
chase are influenced by the relative bargaining strengths of the prin-
cipals. A small issuer in need of money may acquiesce to terms that are
less favorable than those available from other investors, assuming the
Issuer was in a position to turn down one proposal for the uncertain
prospects of a better one. In a period of tight credit, such as the one
covered by the Study’s sample, the bargaining positions are usually
stronger on the lenders’ side, especially on the side of those lenders
whose source of funds isnot unduly affected by the credit tightness. The
fact that the financial institutions generally dwarf the issuers in regard
both to size and prestige may aggravate the imbalance in bargaining
strengths.’** This inequality of bargaining strengths in particular

uL The impact of discounts on unrealized returns is considered in the next section.

112 The discount is not the only variable that {s determined in the negotiation. Other
terms of the agreement may influence (and be influenced by) the size of the discount.
These terms may include (among others) : call protection, {n the case of debt; provisions
for resale (discussed below) ; provisions for continuous disclosure of information on the
issuer’'s status; selection of one or more directors; and provisions for various contingent
events. The last term may include the buyer’s obtaining a greater voice in the company’s
affairs in the event the company fails to meet a previously agreed on standard of per-
formance; in other cases, the purchase price may vary in accordance with the company’s
subsequent earnings. Sometimes the buyer obtains options to purchase additional securi-
tles. The slze of the discount may reflect the buyer’s and seller’s satisfaction with respect
to some of these additional terms.

13 Apart from {ts possible effect on bargalning position, the prestige of the institution is,
in effect, one of the “terms’ of the deal. The issuing company stands to gain from its
association with a prestigious institution, whose implied approval of the company could
facilitate the company’s obtaining lines of credit, investment banking support, and
credibility within its fndustry. Small companies often encounter difficulty making sales
to large companles due to the latter’'s concern over the smaller company's ability to
deliver the goods or services promised. The backing of a prominent institution is often
a usgeful trade reference. The purchase price of restricted securities may reflect this
service that prominent institutions provide smaller companies. Moreover, in providing
this service, the institution risks embarrassment i{n the event the company does not
perform {n accordance with expectations.
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transactions does not imply a pattern of inflated discounts if competi-
tion among institutions prevails.

To mitigate the danger of being foreclosed from a desired sale
when in fact a public sale was feasibTe, as well as potentially to shorten
the holding period and minimize the transaction cost of such sales,
the agreement to purchase restricted securities often contains provi-
sions setting forth conditions for public distributions of the stock
sometime after the purchase.* The more common provisions for resale
are shown in Tables XIV-59 and XIV-60, for common stock, and debt,
respectively. In purchases of restricted stock some provision for re-
sale was included in the purchase agrecment in 63.0 percent of the
transactions. Only venture capital institutions failed to obtain pro-
vision for registration on resale in a large number of transactions, 57.7
percent, although life insurance companies failed to include some pro-
visions in 36.6 percent of their transactions.’’® Inmany cases the pur-
chase agreements included several different provisions for resale to
allow for various contingencies. The threc major types of provisions
relating to registration of the restricted securities are: ¢ (a) an option
to include the restricted securities in a registration statement filed
by the issuer *** (sometimes referred to as “piggy-backing” the regis-
tration statement) ; (b) an option to require registration at the issucr’s

expense; or (c) an option to require registration at the selling stock-
holders’ expense.**8 :

14 Provisions made at the time of purchase in connection with the resale of the securi-
ities appear to contradict the stated intent (required in a private offering) to invest with-
out a view to public distribution. However, nothing prevents the offeree from contemplating
at the time of purchase a subsequent registered offering since in that case the offerer merely
defers. rather than obviates, his obligation to register the shares.

us Provisions for resale are less germane in purchases of restricted securities from
privately held companies. In many cases, institutions may be reluctant to distribute their
stock In conjunction with a first offering of the companies’ stock out of concern that the
offering might thus appear to be a ball out, or the institution may have enough influence
to obtain registration of its securities whenever it so desires.

10 Other provisions require an opinion of counsel of the issuer and the institution or a
“no-action” letter from the Commission or both as a condition of sale without registration.

17 Under the Securitles Act, only the issuer can file a registration statement.

thmiProvlslons are also made for sharing of expenses, including expenses of blue skying
e issue.



Table XIV-59

PURCHASES OF RESTRICTED SECURITIES CLASSIFIED BY TYPE OF SECURITY,
CLASS OF INSTITUTION AND PROVISIONS FOR RESALE

Provision for Resale

Respondent had option to include fts
securities in a registration statement
filed oy the lassver

Respondent had option (by itself or with
others) :o require registration, with
the Lssuer paying substantially the
entire expense

Respondent had option (by ttself or with
others) to require reg{stration, without

COMMON STOCK

Iype of Instituzion

Prop. and Liab. Life Insurance

Investnent Advisers Insurance Companies Cozpanies

Banks
No. of Value of No. of Value of
Trans- Transaction Trans- Transaction

No. of
Trans-

Value of
Transaction

Value of No. of
Transaction Trars-

actions (Dollars) actions (Dollars} actions _(Dollars) actions (Dollars)

the issuer paying substantially the entire

expense *

Other agréement concerning resale to
the public

No agreement concerning resale to the
public

Multiple provisions for resale for
multiple security package

TOTALS

Respondent had option to include its
securitries in a registration statement
filed by the issuer

Respondent had option {by itself or with
others) to require registration, with
the igsuer paying substantially the
entire expense N

Respondent had option (by itself or with
others) to require registration, without
the 1ssuer paying subscantially the
entire expense

Other agreement concerning resale to
the public

No agreement concerning resale to the
publiic

Multiple provisions for resale for
zultiple security package

TOTALS

20 14,557,479 28 17,399,200 8 10,321,296 6 1,386,462
10 4,672,416 10 19,723,970 1 170,000 13 . 3,806,688
10 5,148,000 3 4,600,000 [ [} 0 o
24 9,698,320 13 6,241,370 1 468,272 7 11,079,600
46 32,191,162 20 10,030,911 9 8,641,127 41 44,057,515
58 79,581,453 93 98,671,087 5 2,186,006 45 34,793,062
168 145,648,830 167 156,666,538 24 21,786,899 112 95,123,307
Type of Institution
Self-Acministered University
Employee Benefit Foundations Endowment Venture Capital Totals
No. of Value of No. of Value of No. of Value of WNo. of Value of Ro. of Value of
Trans- Transaction Trans- Transaction Trans- Transaction Trans- Transaction Trans- Transaction
actions _(Dollars) actions (Dollars) actions (Dollars) actions (Dollars) actions _(Doilars)
[ 0 2 625,010 3 692,000 7 1,936,185 74 46,917,612
2 2,800,000 o < 2 650,000 8 2,227,775 48 33,850,849
2 1,955,957 Q [} [+] g [ [} 15 11,703,957
1 299,000 0 0 2 2,587,500 15 2,583,932 63 32,957,996
28 1,909,901 2 3,140,000 3 130,250 139 131,800,548 288 231,901,414
12 6,033,829 o 0 7 3,248,250 72 30,809,738 292 255,323,423
45 12,998,687 3 3,765,010 17 7,308,000 241 169,358,178 778 612,655,249

69¥%2



Table XIV-60

PURCHASES OF RESTRICTZD SECURITIES CLASSIFIED BY TYPE OF SECURITY,

Provigion for Resale

Respondent had option to include its
securities in a registration statement
filed by the issuer .

Respondent had option (by {tself or with
other) to require registration, with
the issuer paying substantially the
entire expense

Respondent had option (by itself or with
others) to require registration, without
the {ssuer paying substantially the
entire expense

Other agreement concerning resale to the
public

No agreement concerning resale to the
public

Multiple provisions for resale for
wultiple security package

TOTALS

Respondent had option to include its
secur{ti{es in a registration statement
filed by the issuer

Respondent had option (by itself or with
others) to require rezistration, with

- the issuer paving substantially the
entire expense

Respondent had option (by itself or with
others) to require registration, without
the issuer paying substantially the
entire expense

Other agreesent concerning resale to
the public

Ko agreezent concerning resale to the
public

Multiple provisions for resale for
cultiple security package

TOTALS

CLASS OF INSTITUTION AND PROVISIONS FOR RESALE

DEBT
Type of Institution
Prop. and Liab. Life Insurance
Banks Investment Advisers Insurance Companies Companies

No. of Value of No. of Value of No. of Value of No. of Value of
Trans- Transaction Trans- Transaction Trans- Transaction Trans- Transaction

actions (Dollars) actions (Dollars) actions (Dollars) actions (Dollars)

10 9,457,937 8 3,878,135 32 53,005,590 3 450,454
“

17 60,658,935 17 54,918,328 8 18,475,000 100 418,829,626

1 © 100,000 1 600,000 1 350,000 0 [}

8 7,429,500 o o 1 750,000 3 4,680,478

12 15,230,000 5 1,385,000 6 1,320,000 6 4,605,401

137 477,669,532 77 107,691,285 22 36,040,080 284 798,157,608

185 570,545,904 108 368,472,738 70 109,940,670 397 1,226,723,557

Type of Institution

Self-Administered University
Employee Benefit Foundations Endowzent Venture Capital

Fo, of Value of No. of Value of No. of Value of No. of Value of
Trans- Transaction Trans- Transaction Trans- Transaction Trans- Transaction

actions (Dollars) actions (Dollars) sctions _(Dollars) actions (Dollars)

0 [ 0 (] 6 4,672,500 2 500,000
7 19,250,370 8 %, 500,000 8 3,503,000 9 11,889,102
o [ o [} 4 [ o 0
1 899,856 [} (] 4 1,109,000 1 377,150
° o [+ [+ 5 2,955,734 6 1,565,778
13 8,366,990 7 22,900,000 16 11,500,000 33 12,188,141
21 19,517,216 15 28,400,000 39 23,740,236 51 26,520,171

Totals

No, of Value of
Trans- Transaction

actions (Bollars)
61 71,964,606
174 584,024,361
3 1,050,000
19 15,245,984
40 27,061,913
589 1,674,513,636
886 2,373,860, 500

0L¥C
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Apart from what may be included in agreements having multiple
provisions, the percentages of all transactions having one of these pro-
visions (a), (b) or (c), above, was 9.5 percent, 5.9 percent and 1.9
percent, respectively. Provisions for resale were more prevalent in
transactions involving debt securities, having appeared in 95.5 percent
of the transactions.

The ability to force an issuer to register the restricted securities
assuages but by no means eliminates the 1lliquid character of restricted
securities. Some of the factors that motivated the issuers to avoid &
public distribution may influence the restricted security holder’s abili-
ty to undertake a public distribution. Forcing the issuer to register
the securities under adverse conditions in the market or in the com-
pany’s financial situation is not necessarily in the security holder’s
interest. Moreover, the agreement does not provide the investor with
effective relief in the event the issuer reneges. A law suit against the
issuer would be an ineflicacious precursor to a public distribution.
Hence, the provisions are most effective when the issuer’s circum-
stances are favorable for a public distribution. In these circumstances,
however, the investor’s neeg to sell may be less compelling.

11. Valuation of Restricted Securities

The questi_on of the valuation of restricted securities in institutional
portfolios arises in the following connections:

a. Sales and redemptions at net asset values of commingled fund

The two most important examples of this phenomenon are open-
end investment companies and common trust funds. An investor who
purchases shares in a commingled fund immediately after the upward
revaluation of a restricted security may pay too much for the shares
in the commingled fund. An investor who sells shares prior to the
upward revaluation of restricted securities may receive too little. Un-
dervalued shares lead to corresponding problems.

b. Performance fees

Where portfolio managers receive a fee that is based in all or in
part on the changes in the value of the restricted portfolio, changes in
the valuation of the portfolio affect the determination of the fees.

c. Stated performance

Where the performance of a portfolio is advertised to display the
expertise of the portfolio manager, valuations of restricted securities
necessarily affect stated performance.

The proper valuation of restricted securities is one point on a
spectrum of problems associated with the valuation of securities of
various degrees of liquidity. A large holding of a thinly traded stock
1s usually valued at the current market price regardless of whether the
securities can in fact be sold at that price. The discounts available
on purchases of restricted securities, however, aggravate the valua-
tion problem by making possible, in some circumstances, the appear-
ance of portfolio appreciation when, in fact, none has occurred.
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On October 21, 1969, the Commission issued Accounting Series Re-
lease No. 113. That release, among other things, discussed matters re-
Jating to the valuation of restricted securities in the portfolios of reg-
istered investment companies. In that release the Commission stated :

As a general principle, the current fair value of restricted securities would
appear to be the amount which the owner might reasonably expect to receive for
them upon their current sale. This depends upon their inherent worth, without
regard to the restrictive feature, adjusted for any diminution in value resulting
from the restrictive feature.

The Commission further indicated that the various methods used
for valuing such restricted securities should not be applied automati-
cally, and emphasized the responsibility of the board of directors of
ecach investment company to make a good faith determination of such
value.

The valuation placed on restricted securities must take account of
the adverse effect of the restriction on resale on the value of the securi-
ties. The extent of this adverse effect may be measured, perhaps, by the
price the securityholder would pay to have it removed. The two factors
that most bear on this price are the riskiness of the investment and the
additional time that needs to elapse before the securities may be freely
tradable. While the former factor may vary from time to time, the
latter factor in most cases would tend to reduce the opportunity cost
of the restriction on resale as the length of holding increased.

The five methods of valuation in most frequent use are listed in table
XIV-61 together, with the frequency of their use by the various classes
of institutions. The first two methods, involving the valuation of the
restricted security at some constant percentage discount from the cur-
rent market price, give expression to the first of the two factors de-
scribed above but ignore the second. The third method takes acconnt
of both factors by progressively lowering the implied cost of the re-
striction from the original discount to zero over a (usually) three-year
period. This method, however, fails (as does the previous method) to
account for any changes in the riskiness of the security over the hold-
ing period. Moreover, it does not adequately account for the risk of
illiquidity that exists independently of the remaining period of its
existence. So, for example, the risk of an imminent decline in the
value of the stock one week before the termination of the three-year
period may not be adequately reflected in the value of the amortized
discount on that date.’'® The fourth method ignores the cffect of the
restriction on resale and results in the immediate mark-up of the value
of the portfolio. This method is the least defensible of the ones here
considered. Finally the fifth method carries the securities at cost. This
method may result in relatively large, but sporadic, changes in the
value of the portfolio as the restricted securities were either sold or
written off as losses. Its most defensible use may be in connection with
securities for which no market valuation exists.

119 This point would be alleviated (but not fully resolved) if the amortization continued
up to some minimum number, at which it remained until the securities were deemed free,
For example, if the securities were purchased at a discount of 30 percent, they might be
valued in a way that progressively reduced that discount up to some point, say, 15 per-
cent, After that, the securities would be carried at that discount from the coeval market
price until they were deemed freely tradable.



Table XIV-61

PURCHASES OF RESTRICTED SECURITIES BY TYPE OF SECURITY, CLASS OF INSTITUTION AND METHOD OF VALUATION

Method of Valuation

Current market price less a constant per-
centage discount based on the purchase
discount

Current market price less a constant per-
centage discount different from the
purchase discount .

Current market price less a discount
amortized over a fixed time period

Current market price

Cost until registration

Other

TOTALS

Cyrrent market price less a constant per-
centage discount based on the purchase
discount .

Current market price less a constant per-
centage discount different from the
purchase discount

Current market price less a discount
amortized over a fixed time perfiod

Current market price

Cost until registration

Other

TOTALS

COMMON STOCKR
Type of Institution
_ Prop. and Liab. Life Insurance
Banks Investment Advisers Insurance Companies Companies

No. of Value of No. of Value of No. of Value of No. of Value of
Trans- Transaction Trans- Transaction Trans- Transaction Trons- Transaction
actions (Dollars) actions _{(Dollars) actions {Dollars) actions _(Dollars)
26 37,218,124 9 9,427,750 © 0 0 9 6,390,843
2 826,000 30 43,444,686 0 [ 1 168,000
12 7,799,311 [ 9,481,250 0 0 [¢] 0
69 66,609,496 48 77,687,661 9 9,009,403 29 32,098,904
40 15,533,620 57 8,831,402 G 676,400 23 7,909,673
34 28,103,888 28 39,108,793 12 13,650,896 168 349,073,791
183 156,090,449 178 187,981,542 25 23,336,699 230 395,641,211
Type of Institution
Self-Administered University
Employee Benefit Foundations Endowment Venture Capital Totals
No. of Value of No. of Value of No. of Value of HNo. of Value of No. of Value of
Trans- Transaction Trans- Transaction Trans- Transaction Trans- Transaction Trans- Transaction
actions _(Dollars) actions _(Dollars) actions {Dollars) actions (bollars) actions (Dollars)
1 309,000 0 0 3 2,300,000 0 0 48 55,645,717
0 0 o 0 0 Q 9 10,222,000 42 54,660,686
0 0 0 0 o 0 2 122,660 20 17,403,221
4 6,528,133 3 3,569,000 1 284,250 12 4,150,217 175 199,937,064
4 957,499 2 625,010 9 2,134,500 83 24,529,522 222 61,197,636
36 6,857,188 0 0 4 2,589,250 155 153,676,110 437 593,059,916
45 14,651,820 5 4,194,010 17 7,308,000 261 192,700,509 944 981,904,240

€LYC
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Apart from the method of valuation marked “other”, valuation at
current market price accounted for a larger percentage (20.4 per-
cent) 2 of the transaction in restricted stock of any of the designated
methods of valuation. Banks used this method in 42.7 percent and 1n-
vestment advisers in 41.3 percent of their transactions. More than 50
percent of these transactions by investment advisers involved invest-
ment companies.

Table XIV-62 classifies the methods of valuation by the discounts
obtained at the time of purchase. Unlike the previous table this one is
confined to securities OF publicly traded companies. The valuation at
current market price was by far the most frequently used method, ac-
counting for 48 percent of the value of all transactions.

120 A]l percentages in this section refer to the dollar value of transactions.



Method of Valuation

Current market price less
a constant percentage
discount based on the
purchase discount

Current market price less
& constant percentage
discount different from
the purchase discount

Current market price less
a8 discount amortired over
a fixed time period
Current oarket price

Cost until registration

Other

TOTAL

Teble, XIV-62
DISCOUNT ON PURCHASE PRICE OF RESTRICTED COMMON STOCK CLASSIFIED BY METHOD OF, VALUATION
JANUARY 1, 1966 - JUNE 30, 1969
(PUBLICLY HELD COMPANIES ONLY) .
DISCOUNT

20,12 to 30,02 10.1% to 20,0%

50.1%_or More 40,1% to 50,0% 30,12 to 40,0% 0,12 to 10.0%

No, of Value of No, of Value of %o, of VYalue of No. of Value of No, of Value of No.of Value of RNo. of Value of

Trans. Trensaction Trans- Transaction Trans- Transaction Trans- Transaction Trans- Transaction Trans- Transaction Trans- Transaction

actions _(Dollars) actions _(Dollars) actions _(Dollars) actions (Dollars) actions _(Dollars) actions _(Dollars) actiocns _(Dotlars)
1 250,000 [ 3,036,743 11 17,881,276 17 16,619,198 10 11,451,500 2 5,550,000 47 54,788,717
5 1,380,540 7 7,325,676 1 22,213,500 10 11,087,970 6 7,188,000 1 2,205,000 38 51,400, 686
2 2,062,000 3 1,981,250 2 2,130,000 3 8,341,410 3 1,545,075 [ - L4 13 16,059,735
12 3,640,803 5 1,155,308 18 22,625,603 22 18}614,327 44 66,459,620 39 49,898,312 140 162,393,970
3 222,499 3 399,000 4 2,285,883 k] 650,279 & 2,392,500 2 780,000 19 6,730,161
13 &, 644,406 5 3,567,754 3 2,074,508 13 14,209,911 4 2,233,402 4} 20,370,748 79 46,900,729

36 12,000,248 29 17,465,728 49 69,210,770 68 69,523,095 69 91,270,097 85 78,804,060 336 338,273,998

GLYC
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G. SUPPLY OF VENTURE CAPITAL

1. Introduction

The rising institutionalization of the equity markets has aroused
concern, on occasion, that a preference on the part of institutions for
securities of larger companies obtainable in larger and more liquid
positions, would severely restrict the ability of smaller companies to
obtain equity capital. Sections C and E of this chapter described in-
stitutional purchases of first offerings and restricted securities, re-
spectively. In both cases the issuers were shown to be much smaller
than the companies usually held in institutional portfolios.?* The will-
ingness of institutions to depart from their usual investment practices
to purchase the securities of small companies may be attributed to the
potential rates of return available from these investments relative to
the risks the purchasing institutions must bear.

The potential return-relative-to-risk available in the primary mar-
ket 1s determined by the conditions of supply and demand for these
securities. (Given investors’ perceived risE, t)ll'ne supply of securities
adjusts to a level that is consistent with a perceived potential return.2
Not all investors, however, need perceive the same level of risk. Those
who, for a given potential return, perceive less risk are motivated to
participate in the primary market since the market-determined return-
relative-to-risk exceeds the amount of return they desire.!?® Institu-
tions’ perception of risk may differ from that of many individual in-
vestors for several reasons, including (among others) :

(a) Diversification of risk.—A significant component of the
risk of investment in small companies 1s unrelated to the variation
of the general market. This component of risk reflects the unpre-
dictable forces operating on the various small companies whose
stock is carried in an investment portfolio. Perhaps the most im-
portant defence against this risk lies in diversification. The larger
the portfolio of risky securities, the greater the opportunity to
average out favorable and unfavorable events. The concentration
among institutions in their purchases of restricted securities

m Chaé)ter IX describes the sizes of the companies held in institutional portfollos.
Section 2 of app. A to ch. XIV describes the sizes of companies whose securities are in-
volved In first offertiugs.

122 This potential return is consistent with different nmounts suppled since the prices
at which the securities are offered are free to vary, Given investors' required potential
return-relative-to-rigk, Issuers of securities are free to choose some combination of the
number of offerings and the price (say, relative to prospective earnings) of the offerings.
The same potential return-relative-to-risk is obtainable with more offerings at lower prices
as with fewer offerings at higher prices. The quantity of offerings, as well as the offering
prices durlng any given period is thus determined by the simultaneous resolution of
several factors. A model of this market would therefore involve the complex interaction
of these factors and 1s beyond the scope of this Study.

13 This reasoning was described in sec. E.9 of this chapter in connection with relation-
ships between an {nstitution’s tax status and its relative preference for the interest and
equity components of convertible debt.

124 See sec. E,
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results partly from the advantages of portfolio diversification.
Some institutions are reluctant to purchase any restricted secu-
rities unless they purchase a large enough quantity to permit
diversification of risks.

(b) Internal analysis—Institutions who supply funds to small
companies have or can obtain the expertise to evaluate the pros-
pects and risks of a given proposal. Since the maintenance of an
expert staff requires the willingness and ability to undertake a
number of investments, this factor is another force leading to
concentration.

(c) Access to investment bankers.—Institutions may enjoy ex-
posure to a favored selection of venture capital proposals by dint
of their access to the more prominent investment bankers. Since
most of the investment bankers involved as agents in placements
of equity of small companies are also engaged, and usually to a
much greater extent, in the distribution of public offerings and
the transaction of ordinary brokerage business, institutions, who
are also involved in these activities, have occasion to establish re-
lationships with the prominent investment banking firms. To
avold antagonizing their institutional customers, these firms may
offer their institutional customers a favorable selection of invest-
ment proposals and, equally importantly, maintain contacts with
the issuers after the investment is made.

(d) Offsetting less risky portfolios—Most institutions that in-
vest 11 small companies allocate only a small part of their port-
folio to this spectrum of risk, the remainder being devoted to
marketable securities of large corporations and to government
securities. They are therefore in a better position to absorb the
potential losses from more risky investments, and, more impor-
tantly, to avoid premature wit,hcﬁ‘awal when the issuers encounter
difficulties. Their ability to hold on to an investment obviates
their selection of more speculative issues that permit more rapid
turnover but at the expense of total reliance on the vagaries of the
public market for speculative offerings. Moreover, their access
to additional funds permits some institutions to respond favor-
ably to “second calls” on money to protect their initial investment.
Individual investors are seldom able to allocate a small part of
their total portfolio to investments in small companies and at
the same time enjoy the advantages of diversification in these
investments.!?"

125 These advantages of size and expertise often motivate individual investors of sub-
stantial means to pool their investment funds for purposes of investment fn small com-
panies. These pools may take various forms from commingled funds to informal
arrangements in which the investors retain their discretion over their respective con-
tributions. In addition, there are several closed-end investment companies that pool
individual funds to make venture capital investments.
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There is no generally acknowledged cut-off point for the size of
companies whose securities may be deemed venture capital invest-
ments.?® In the questionnaire described below the Study defined a
venture capital investment as a private placement in a company whose
average net earnings over the two years preceding the year in which
the investments in restricted securities described in section E fall in
this category. However, since the Study has no data on the issuers
whose stock was privately held at the time of their issuance of re-
stricted securities, the Study cannot estimate the total value of the
investments described in section E that may be deemed venture capi-
tal as here defined.*?”

2. Method of Study

The Study questionnaire I-71 was given to 319 broker-dealers, com-
prising a random sample of 245 and a selected sample. The selected
sample comprised those broker-dealers whom the Study considered

126 Sometimes the term ‘“venture capital” is applied to investments in larger corpora-
1t:lonstln ?nunclﬂl dificulty. The Study has not specifically considered this type of
nvestment.

127 Sectlon E indicates a significant amount of private placements by publicly held
companles that fall within the definition of venture capital. Table XIV-34 shows that
between January 1966 and June 1969, institutions purchased restricted securitles with
a value of $596.3 milllon from publicly held issuers whose net earnings (as of the year
prior to the year of the Investment) were less than $100,000 (the table shows an addi-
tional $15 million invested by venture capital companies, largely in privately held
companles) ; in addition, the table shows purchases of restricted securitles valued at
$312.2 million (plus an additional $11.7 milllon purchased by venture capital companles,
again largely from privately-held companies) issued by companies whose net earnings
(as of the prior year) were between $100,000 and $1 million dollars. (The Study has
no breakdown using a cut-off of $250,000; in addition, the earnings data only refer to
one year prior to the investment year). In addition to private placements, some¢ of the
institutional purchases of first offerings fall within the Study’s earnings limit for
venture capital. While the Study has no estimate of institutional purchases of such
offerings, it has estimated the percentage of first offerings involving {issuers whose
earnings were less than $250,000 in the fiscal year preceding the year of the offering:

Number of
first offerings
involving
{ssuers with
annual net
earnings of  Percentage of
Total number less than col. (3) to
Year of offerings $250,000 col. (2)
(¢)] 2 ®) @
147 58 39.5
485 277 57.1
908 590 65.0
139 95 68.3
B A1 7. Y RN 1,679 1,020 60.7
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likely participants in venture capital.??® The Study requested informa-
tion on all private placements negotiated between January, 1965 and
September, 1969, by the respective broker-dealer on behalf of issuers
whose average net earnings in the two years preceding the year of
the investment did not exceed $250,000 per year. In addition, the
broker-dealers were requested to report for each transaction the total
value, the amount purchased by the broker-dealer, the amount sold to
unafliliated institutions, and the amount sold to individual investors;
the size of the issuer and its principle product; and other information.
‘The questionnaire excluded purchases of securities by broker-dealers
made in connection with compensation for underwriting public offer-
ings. The remainder of this section deals with the results of this
questionnaire.

3. Volume of Venture Capital Investments

‘T'able XIV-63 shows quarterly time series of the 26 venture capital
placements negotiated by broker-dealers in the period January 1965
through September, 1969. During this period the broker-dealers in the
Study’s sample negotiated 784 private placements *** of venture cap-
ital valued at $765 million. Of this amount, they participated in 620
transactions for a total value of $138 million; they arranged for in-
stitutional participation in 397 transactions for a total value of $350
million; and they placed parts of 498 transactions, valued at $277
million with individual investors. As in the case of first offerings and
restricted sccurities, the volume of venture capital investments in-
creased markedly during this period. The 6 columns at the right side
of the table show the purchases of entire offerings made by the three
classes of investors. (The data shown in these columns are included
in the columns to the left). Only 38 percent of the $350 million spent
by institutions involved purchases by one or more institutions of an
centire offering; the remainder involved joint participation with at
least one of the other two classes of investors. The 38 percent of the
value of transactions involved 16 percent of the number of separate
transactions.

128 Since the participations by broker-dealers in the random sample (excluding the
overlap with the selected sample) were very small, the Study concludes that its coverage
of venture capital supplied through broker-dealers is within 10 percent of being exhaustive
(assuming accurate reporting by the broker-dealers).

12 The number of transactions at the bottom of columns 3, 5, and 7 add to more than
the grand total because of the joint participation of more than one type of investor in
a particular transaction. The value figures, however, do add to the total.

11

53~940—71—pt. §



Table XIV-63

SUPELY OF VENTURE CAPITAL BY SOURCE OF FUNDS AND FERIUD

PAKTLCIPATION IN ALL OR PART OF ISSUE BY: PURCHASES OF ENTLRE_1SSUE BY.
- TOTAL BEOWER-DFALTRS _ INSTITUTIONS INDIVIDUAL INVSTRS. BROLER-DEALERS INSTiTUTIONS INDIVIDUAL INVSTRS.
YEAR AND No. of  Value of  No, of  valuc of No. of  Value of No. of  Value of MNo. of  Value of  No. of  Value of  No. of  Value of
QUARTER Trans, Trans. (§) Trans. Trans, (§) Trans. Trans, (S} TIrans. Trans. ($) 1ssues 1ssues_{(5) issues 1ssues (§) Issues Issues ()
(13 (2) 3) %) (5) 6) 2] (8) 9) (10) Ty (12> Tas T ad
1965 ist quarter g 14,931,650 8 1,468,723 8 5,468,315 7 7,994,612 [} 0 1 1,000,000 4 0
2d quarter 2 1,596,250 2 96,250 1 300,000 1 1,200,000 1 92,500 0 [ [ [
3d quarter 5 5,063,250 4 1,262,612 3 1,890,000 3 1,890,638 1 23,250 i 225,000 [ o
4th quarter 7 20,746,350 7 1,555,626 3 9,862,887 5 9,327,837 1 43,750 [ 0 0 [
Year, Total 23 42,317,500 21 4,383,211 15 17,521,202 16 20,413,087 3 159,500 2 1,225,000 o 0
1966 1st quarter 15 15,591,420 10 1,897,702 10 5,547,590 9 8,146,128 3 450,000 2 1,550,000 i 75,000
2d quarter 4 5,724,520 13 1,959,892 6 2,553,061 7 1,211,567 4 490,145 1 1,180,500 o o
3d quarter 19 10,092,126 17 2,775,720 7 4,176,882 11 3,139,522 6 676,270 t 2,000,000 1 1,925
4th quarter 1S 14,776,852 12 4,460,150 7 5,207,112 7 5,109,590 4 3,685,102 [ 0 3 1,627,750
Year, Total 63 46,184,916 52 11,093,464 30 17,484,645 34 17,606,807 17 5,301,517 4 4,730,500 H 1,704,675
1967 1st quarter 19 11,891,280 17 2,937,700 7 4,439,487 11 3,414,093 H 847,500 1 50,000 [} 0
2d quarter 31 50,382,457 26 8,578,258 14 36,972,153 17 4,832,046 7 4,153,980 2 29,100,000 2 45,200
3d quarter 43 53,617,458 35 12,833,753 21 16,116,129 33 24,667,576 8 8,789,990 0 0 4 812,573
4th quarter 38 23,200,636 33 5,076,982 15 6,017,575 28 12,106,077 3 1,095,294 2 1,300,000 1 726
Year, Total 131 139,091,829 i1 29,426,693 57 64,665,366 B9 45,019,792 26 14,886,764 5 30,450,000 7 858,499
1968 1st quarter 60 47,570,680 50 17,211,245 28 14,059,836 36 16,299,599 15 10,537,052 3 4,490,000 4 3,714,500
2d quarter 57 35,942,089 46 8,080,285 29 18,502,452 38 9,359,352 13 1,478,514 1 3,750,000 4 873,495
3d quarter 77 84,514,125 57 11,743,682 4l 49,124,270 49 23,646,173 14 2,740,150 8 28,348,493 6 6,043,550
4th quarter 93 102,586,076 76 17,656,588 50 54,438,866 59 30,488,622 16 2,689,532 8 14,752,000 s 653,930
Year, Total 287 270,610,970 229 56,691,800 148 136,125,426 182 79,793,746 58 17,445,248 20 51,340,493 19 11,285,475
1369 (3 quarter)
1st quarter 92 72,587,003 &6 164,073,208 40 32,212,371 67 26,301,424 10 6,080,480 9 10,645,000 10 6,667,750
2d quarter 112 127,787,309 87 14,618,016 62 51,492,083 64 61,677,210 26 4,314,137 14 22,930,000 3 1,825,000
3d quarter 76 66,973,531 54 10,190,472 45 30,597,848 46 26,185,211 13 2,957,724 10 12,275,000 7 13,848,375
374 Yr. Total 280 267,347,863 207 38,881,696 147 114,302,302 177 114,163,845 49 13,352,341 33 45,850,000 20 22,361,125
GRAND TOTAL 784 765,553,058 620 138,476,864 397 350,078,917 498 276,997,277

Notes to Table vC-1

Coluans 3,5, and 7 list the nuabers of iuues.nnich broier-de_-lnn .md _.f_HLgng'u_, unaffiliated institutions, and individual investors vurchased. An' whole, e.r part. - -
Colunns 4,6, and 8 list the values of these participations.

Colunns 9,11, and 13 list the numbers of issues that the three respective groups purchased {n their entirety.

Coluans 10,12,and 14 list the corresponding values.

The figures in coluans 9 through 14 (inclusive) are included in the corresponding coluzns 3 through @ (inclusive)

Coluzn 1 lists the totals for colucns 3,5, and 7.

Colusn 2 lists the totals for colu=ns 4,6, and 8.

-
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4. Size of Transactions, Size of Issuers, and Cost of Equity Interest

Table XIV-64 classifies the participation of the three types of in-
vestors by the size of transaction.’® The participation by institutions
is heavily slighted toward transactions in the $1 million to $5 million
range. All three types of investors spent more on transactions of this
size than on any other. Table XIV-65 classifies the purchases by
sales of issuer. All three types of investors spent by far the largest
amount on issuers with sales of less than $100 thousand, although in-
stitutions spent less on securities of this size issuer than did the other
two types. Where broker-dealers and individual investors both al-
located 69 percent of the value of their purchases to this size class,
institutions allocated only 50 percent. Table XIV-66 gives the equiv-
alent breakdown by earnings of issuer.®® Although the model range
of carnings, zero to $99,000, absorbed 58 percent of all expenditures,
the deficit class was second with 25 percent. Curiously, institutions
were proportionately the Jargest investors in this earnings class, de-
voting 29 percent of their expenditures to it. Broker-dealers and pri-
vate investors allocated 25 percent and 16 percent, respectively, of
their total expenditures to this class of issue.

1 gnlike the data reported in sec. E, a “transaction” in this section refers to an
entire transaction between an issuer and one or more institutions. However, when an. issuer
sold securities on different occasions, these sales were treated as separate transactions.
The data cover only primary transactions.

a3t The row for earnings of $250,000 or more is consistent with the definition of venture
capltal used in this section since the definition refers to average earning for the two years
prior to the investment while the ranges in the table refer to one year’'s data.



Table XIV-64

VENTURE CAPITAL INVESTMENTS CLASSIFIED BY SOURCE OF FUNDS AND SIZE OF TRANSACTION, JAN. 1, 1965-SEPT. 30, 1969

SIZE
OF PARTICIPATION IN ALL OR PART OF ISSUE BY: PURCHASES OF ENTIRE ISSUE BY:
TRANS - TOTAL BROKER-DEALERS INSTLTUTIONS INDIVIDUAL INVSTRS BROKER-DEALERS INSTITUTIONS INDIVIDUAL INVSTRS

ACTION No. of Value of No. of Value of No. of Value of No. of Value of No. of Value of No. of Value of No. of Value of
(Thou- Trans. Trans.($) Trans. Trans.($) Trans. Trans.($) Trans. Trans.($) Issues I1gsues($) Issues Issues($) Issues Issues($)

sands of 1 (2) (3) (4) (5) (6) (7) (8) 9) (10) (1D (12) (13) (14)
Dollars)
Less than
100 126 5,364,773 105 3,648,326 21 367,583 50 1,348,864 66 2,712,115 2 135,000 18 672,571
100 - .
299 188 'T§§,710.748 154 14,428,311 65 6,261,082 115 13,021,355 48 7,573,027 11 1,945,000 14 2,405,623
300 - )
iot499 127 47,551,442 107 18,104,408 64 12,148,623 89 17,298,411 20 7,191,500 7 2,375,000 6 2,180,180
500 - o
999 128 84,137,366 103 24,097,870 81  30,147)768 93 29,891,728 13 7,851,388 8 5,450,000 5 3,049,850
1,000 - ’ o
4899 194 382,128,079 138 55,969,112 149 202,565,691 138 123,593,276 4 11,517,340 30 59,447,500 _7.15,881,550
5000 or
More 21 212,660,650 13 22,228,837 17 98,588,170 13 91,843,643 2 14,300,000 6 64,243,493 1 12,000,000
GRAND

TOTAL 786 765,553,058 620 138,476,864 397 350,078,917 498 276,997,277 153 51,145,370 66 133,595,993 51 36,189,774

(4374



Sales of
Isguer
{5000)

Less than $100

100 - 499

500 - 999

1000 - 2999

3000 er More
TOTAL

No. of
Trans,
1)
498
70
47
81
a8

784

TOTAL

Value of

Trans. ($)

(2)
462,175,805
33,183,383
31,236,023
79,854,227
159,103,620

765,553,058

Table XIV-65

VENTURE CAPITAL INVESTMENTS CLASSIFLIED BY SOURCE OP FUNDS AND SALES OF LSSUER_

PARTICIPATION IN ALL OR PART OF ISSUE BY:

PURCHASES OF ENTIRE 1SSUE BY:

BROKER-DEALERS INSTITUTIONS INDIVIDUAL INVSTRS.
No, of Value of No. of Value of No. of Value of

Trans. Trans, ($) Trans, Trans, ($) Trans. Trans. ($)

[£2] (%) (5) ®) [§]] 8)

413 95,926,259 221 176,488,328 323 189,761,218

55 6,426,122 41 16,278,951 44 10,478,310
as 9,706,342 29 13,807,064 33 7,722,617
58 11,610,756 48 45,085,734 50 23,157,737
59 14,807,385 58 98,418,840 48 45,877,335

620 138,476,864 397 350,078,917 498 276,997,277

BROKER-DEALERS

No. of
lssues

%)
104
13
7
14
15
153

INSTITUTIONS INDIVIDUAL INVSTRS.
Value of No. of Valus of No. of Velue of
Issues (3) 1ssues 1ssues (§) lssues Issues ($)
(10} an a2) a3 (14)
38,981,798 27 59,635,000 36 13,672,394
2,145,902 3 4,450,000 5 3,138,500
4,522,660 5 3,632,000 3, 799,630
2,433,625 11 15,225,500 5 6,329,250
’ 3,061,385 18 50,653,493 2 12,250,000
51,145,370 64 133,595,993 51 36,189,774
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Earnings of
Lssuer
£$000)

Deficit

0 .- 99
100 - 249

250 or More

TOTAL

TOTAL

No. of

Trans.

190

494

51

49

784

Value of
Trans. ($)

191,356,159
447,316,570
47,538,374
79,341,955

765,553,058

VENJURE CAPITAL INVESTMENTS CLASSIFIED BY SOURCE OF FUNDS AND EARNINGS OF 1SSUERS

PARTICLPATION IN ALL OR PART OF ISSUE BY:

Table XIV-66

PURCHASES OF ENTIRE ISSUE BY:

No. of

Trans,

147
403
3¢
40

620

__BROREX -DEALERS _

Value of
Trans, (§)

21,627,933
97,457,359

7,953,795
11,437,777

138,476,864

INSTITUTIONS

No. of Value of

Trans. Trans. ($)
109 101,770,737
227 177,626,882
29 27,460, 566
32 43,220,732
397 350,078,917

INDIVIDUAL INVSTRS.

No, of
Irans,

121

327

27

23

498

Value of
Trans. (3)

67,957,489
172,232,329
12,124,013
24,683,446

276,997,277

153

BROKER-DEALERS
No, of
Issues

Value of
Lssues ()

5,216,896
40,355,360
3,470,592
2,102,542

51,145,370

INSTITUTIONS

No. of Value of

Issues Issues ($)
16 36,892,500
29 64,205,000
12 20,028,493
7 12,470,000
64 133,595,993

No, of

1ssues

14

35

2

[

51

INDIVIDUAL INVSTRS.

Value of
Issues ($)

20,819,995
14,069,779
1,300,000
[

36,189,774

$8¥¢
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Table XIV-67 shows the average cost per percentage of equity n-
terest acquired classified by size of transaction and sales of 1ssuer.?s?
For given sizes of transactions the costs per percentage of equity in-
terest acquired do not systematically rise with the size of the issuing
companies. The cost of an equity interest is greater for issuers with
sales of less than $100,000 than f};)r those with sales between $100,000
and $500,000.

132 The number of transactions covered in this table is smaller than in the earlier tables
because the Study did not obtaln data on the equity interest required for every transaction.



Table XIV-67

COST OF EQUITY INTEREST, BY SALES OF I1SSUER ARD S1ZE OF TRANSACTION
January 1, 1965 - September 30, {969

SALES OF ISSUER (Thousands of dollars)

Less than 100 100 - 499 500 - 999 1,000 - 2,999 3,000 or More

Average Cost Per Average Cost Per Average Cost Per Average Cost Per Average Cost Per

Percentage of Percentage of Percentage of Percentage of Percentage of
Size of Equity Interest Equity Interest Equity Interest Equity Interest Equity lntercst ~
Transaction Number of Acquired Kumber of Acquired Number of Acquired Number of Acquired Numbet of Acquired
{5000) Transactions (Pollars) Transactions (Dollars) Transactions (Dollars) Traasact{oans (Dodlars) Tzansactions {Dollars)

) 2) [ %) ) ) (&) (8) 9) (10)
Less than 100 47 24,541 12 10,977 4 9,680 7 10,730 8 33,540
100 - 299 60 17,456 29 12,797 11 12,425 12 53,074 6 40,073
300 - 499 32 27,422 12 30,155 13 38,696 18 31,347 9 27,786
500 - 999 31 30,181 8 51,130 7 106,183 - 12 101,151 12 53,462
1000 - 4999 40 124,743 9 114,578 -1 70,522 29 145,860 &0 129,535
5000 or More 3 200,913 o o 1 700,666 4 o 5 1,136,952
Jotal

Iransactions

and Average Cost 215 46,550 70 32,928 23 61,058 8 86,154 80 153,382

98%¢2
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Table XIV-68 classifies the cost per percentage of equity owner-
ship by size of transaction and percentage equity ownership acquired.
The average percentage equity ownership acquired increases with the
size of the transaction, from 15.3 percent for transactions of less than
$100,000 to 35.0 percent for transactions of $5 million or more. The
average cost per percentage equity interest acquired declines with
increasing equity participation, from an average of $138,000 for
transactions nvolving less than 10 percent of the equity of the is-
suing companies to $16,000 for transactions involving 70 percent or
more of the equity of the issuing companies.



S1zu of
t ransactions
13000)
Liss than 100
oy - 299
300 - 499
S0U - 999
1000 - 4999
5000 or More

Total [ransactions
and Average Cost

Ltess than 100
100 - 299
300 - 499
500 - 939
1000 - 4999
3000 or More

Total Transactions
and Average Cost

COS1 UF EQUITY OWNERSHLP, BY

1071 AL

Table XIV-¢8

PERCENTAGE ACQUIRED AND S1ZE OF TRANSACTION

PERCENTAGE _EQUITY UWNERSH1P ACQUIRED

Average Less than 10 Percent

10 Percent te 19,9 Percent

20 Percent to 29.9 Percent

30 Percent to 39.9 Percent

Percentage
Equity interest

Average Cost Per
Percentage Equity

Avecage Cost Per
Percentage Equity

Number of Acquired Nuaber of Interest Acquired Nuzber of Interesc Acquired Nuzber of
Transactions (Percentage) lransactions {Dollars) Transactions (Dollars) Iransactions
B 2} [E) @y ) ®) [¥8)
i) 15.3 47 33,999 1% 3,703 2 -
18 23.3 33 51,542 28 14,586 22
8 2.7 & 72,112 18 25,384 16
70 29.8 12 202,578 17 45,923 15
126 2.7 19 297,425 “ 142,723 31
i 3.0 4 1,488,227 o o !
%87 23.8 137 138,116 1ns 63,979 87

PERCENTAGE_PQUITY OWNERSHIP AOQUIRED

40 Percent to 49.9 Percent

Average Cost Per

Percentage Equity

Interest Acquired
(Dollars)
8)
2,075
8,068
15,930
24,498
90,634

186,069

43,652

Nuaber of
Transactions
9}

Average Cost Per

Percentage Equity

Interest Acquired
(Doliars)

(10)

1,483
4,668
11,822
20,509
66,557

248,447

33,316

50 Percent to $9.9 Percent

60 Percent to 69,9 Percent

70 Percent or More

Average Cost Per
Percentage Equity

Nuzber of Interest Acquired
Tszonssctiony (Dollars)
an a2
& 656
7 5,034
5 10,139
1t 14,080
- 5 43,575
2 127,066
3% 21,062

Average Cost Per
Percentage Equity

Nuzber of Interest Acquired Muaber of
Transactions {Dollars) Transactions
13} (14) 15}

2 1,059 . it
1n 3,947 [}
3 7,713 7
3 Tonae "

3 38,118 6
1 544,000 0
F:) 33,849 18

Average Cost Per
Percentage Equity
Interest Acquired
Dollary)
16)
33
1,943
5,559
11,708
26,223

12,963

Husber of
Transactions
an

4

4

Average Cost Per
Percentage Equity

Interest Acquired

(Dollars)
(18)

686

1,861
3,816
8,161
16,761

103,217

16,405

88VC
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5. Industry Breakdowns

In classifying venture capital investments by industry the Study
limited itself to the Standard Industry Classifications (SIC) estab-
lished by the Department of Commerce. These classifications, how-
ever, are not the most suitable for the current purpose. While computer
software and computer terminals may appear to investors to be re-
lated industries, they are classified entirely differently in the SIC. In
contrast, investors are inclined to sharply distinguish between mechan-
ical adding machines and xerographic equipment, both of which are
included in the class of office equipment. In addition, the SIC’s are
available in five different levels of aggregation (from 1 digit to 5
digit). Because of the limited quantity of data at its disposal, the
Study selected 2-digit classifications, although each classification
groupi: products or services that have widely varying investment
appeal.
p’.l[)‘able XIV-69 lists the industries and the number and value of the
first offering and the venture capital investments *** made in each in-
dustry classification. The industries are listed in descending order of
the values of first offerings representing the respective industries.
There is a high degree of correlation between the popularity of in-
dustries with respect to first offerings and to venture capital. Tie larg-
est value of public offerings occurred in the “real estate” industry,
largely in the form of real estate investment trusts. There was little
venture capital participation in this industry. The second industry,
business services, was represented by the largest number of first offer-
ings and the largest number of venture capital placements of any one
industry. It accounted for 10.2 percent of the value of first offerings
and 28.0 percent of the value of venture capital placements. The top
ten industries accounted for 57.0 percent of all first offerings; these
same industries accounted for 60.4 percent of the venture capital
placements. Among this group are many of the popular industries in
the stock market boom of the late 1960’s: Engines and machines,
medical services, electrical machinery, and scientific and medical in-
struments. Among the lesser industries are various types of transpor-
tation, heavy construction, rubber products, and leather products.

133 The public offerings cover the period January, 1967-March, 1970; the venture
caplital investments, January, 1965—September, 1969, The Study did not have information
on the industries represented by all public offerings and venture capital placements.
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Table XIV-69

Industry Classifications of First Public Offerings
(January 1967 - March 1970) and Private Placements.of Venture Capital
(January 1965 - September 1969)

Venture Capital

Tobacco Products
Railroad Transportation

Public Offerings Investments
Value Value
Industry Classffication Number (Millions of $) Number (Millions of §)
Real Estate 58 931.51 11 6.21
Advertising, Data Processing &

Misc. Bus. Set. 269 558.07 107 173.47
Engines, Machinery 112 301.19 49 48.71
Medical Services 68 234.83 8 12.77
Wholesale Trade 102 225.26 11 6.23
Electrical Machinery & Products 128 223.32 78 66.63
Scientific & Medical Instruments 66 206.50 41 18.80
Food Products a8 188.51 13 24.46
Retail-Restaurants 63 180.34 11 16.75
Transportation Equipment 49 167.97 14 11.75
Printing & Publishing 53 167.01 13 14.01
Retail Trade-General Merchandise 26 155.73 5 3.28
Chemicals & Chemical Products 34 146.86 27 39.21
Rolding Co., Misc. Investing Instit. 35 145.94 16 . 11,57
Milling, Weaving, Knitting 33 143.99 3 2.71
Petroleum Extraction 29 139.55 13 14.74
Retall-N.E.C, 35 112.12 6 8.36
Metal Products 34 105.70 6 2.44
Textile Products 45 103.83 3 1.38
Other Manufactures 28 92.25 6 6.25
Agriculture 17 89.32
Lumber & Wood Products 15 69.08 3 1.68
Metal Refining, Etc. 21 64.49 3 2.99
Air Transportation 13 57.04 8 13.48
Telephone & Telegraph 15 55,61 19 3.97
Paper & Paper Products 18 47.37 3 2.78
Retail-Clothing 14 . 46.08 3 1.02
Retail-Furniture, Appliances 11 43.99 3 3.464
Furniture 12 42.81 3 .96
Non-Bank Credit Institutions 11 42.44 10 8.77
Ingsurance Underwriters 6 38.39 5 8.96
Special Trade Contracts 9 37.41
Non-Profit, Misc. Services 18 36.96 8 3.10
Security & Commodity Brokers 12 34.87 3 1.07
Petroleum Refining 4 33.76
Motion Picture 16 32.99 6 .95
Educational Services 23 32.59 14 6.14
Non-Metallic Mineral Products 11 30.28 1 42
Metal Mining 6 29.69 6 .85

. General Building Construction 7 28.26 3 1.30
Automotive Repair 15 27.31 2 2.84
Retail-Food 9 25.54
Insurance Agents, Brokers 6 24.30
Laundries, Dry Cleaning &

Personal Serv. 12 23.88 1 .25
Transportation Services _ . : 10 22.05 9 6.44
Trucking and Public Warehousing 6 21.81 2 45
Amusement, N.E.C. 9 19.39 'S 7.84
Water Transportation 4 17.39 1 .45
Leather & Leather Products 7 16.90 2 .77
Rubber & Rubber Products 12 14.43 3 8.64
Retail-Hardware, Bldg. & Farm Equip. 5 11.13 1 1.15
Public Utilities 6 9.75 15 6.60
Heavy Construction 3 8.36 -1 .04
Hotels, Motels 3 7.95 8 5.28
Retail-Autcomotive, Service Stations 2 7.20 6 7.99
Non-Metallic Mineral Mining 1 2.20 13 19.01
Pipe Line Transportation 1 1.33 4 .35
‘Local & Interurban Transit 1 1.25
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6. Concentration Among Broker-Dealers in the Supply of Venture
Capital

The supply of venture capital is concentrated among a relatively
small number of well known broker-dealers. One broker-dealer ac-
counted for 8.9 percent of all venture capital placements reported to
the Study and two broker-dealers for 16.4 percent. Ten broker-dealers
accounted for 47.2 percent, 15 broker-dealers for 57.2 percent, and 25
broker-dealers for 72.7 percent. These broker-dealers, however, varied
widely with respect to purchases for their own account, as well as
sales to institutions and individual investors. Of the top 25 broker-
dealers, only three purchased more than 50 percent of the transactions
they managed for their own account. Ten of the top 25 broker-dealers
sold more than 50 percent of the transactions they managed to unaffili-
ated institutions, and six of them sold more than 50 percent to indi-
vidual investors.

7. Subsequent Public Offerings of Firms Involved in Private Place-
ments of Venture Capital

Of the 638 different issuers involved in the 784 private placements
of venture capital, 160 subsequently made registered public distribu-
tions and 19 made public offerings exempted from registration under
regulation A. In 65 of the 160 registered offerings, the broker-dealer
who negotiated the venture capital placement also served as principal
underwriter; in 67 of the 160 registered offerings, the principal under-
writer differed from the broker-dealer who negotiated the private
placement; in 28 cases, the Study did not ascertain who, if anyone,
served as principal underwriter.'3

For a sample of 48 of the registered offerings by issuers that pre-
viously received venture capital, the Study calculated the average
period between the investment and the public offering to have been
11.5 months and the average percentage change in price of the securi-
ties acquired in the private placement between the dates of the private
placement and the public offering to be 716 percent. However, only
six of the 48 offerings included secondary distributions. In two addi-
tional offerings the percentage changes were in excess of 10,000 per-
cent. These observations were deleted to avoid their distorting the
average. Further, since the average period between the placement and
the public offering can be calculated only for those placements that
were actually succeeded by a public offering, the figure cannot be used
to estimate average holding periods of venture capital investments.

H. SUM;MARY AND CONCLUSIONS

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 paid to immediate aftermarket effects of institutional participa-
tion in this market. Institutional purchases in public offerings and

134 The com(;mrnble figures for the 19 Regulation A offerings were: Three cases involved
same broker-dealer ; nine cases involved different broker-dealer ; in seven cases the Study
did not ascertain who the principal underwriter was.
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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 chapter. First, the Study’s data relate to a period of unusual
market activity when all investors, including institutions, tended to
make viskier investments. 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 securitics 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 arca 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 sccurity 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 by 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-
tal investments placed by broker-dealers during this period. The
broker-dealers themselves invested $138 million of this amount; un-
affiliated financial institutions, $350 million; and private investors,
$277 million.

Obtaining venture capital often laid a foundation for ultimately
obtaining public financing, generally within a relatively short time
after the investment. Of the 638 issuers, 160 made their first regis-
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 Regulation 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
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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 average (nonannualized) percentage price change of
the securities 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 oftferings the percentage changes were in
excess of 10,000 percent. These observations were deleted to avoid
their distorting the average.) This is not intended to represent actual
gains realized Dy institutions in connection with venture capital invest-
ments or to suggest that such price changes are peculiarly within the
experience 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 place-
ments; two for 16.4 percent; 10 for 57.2 percent and 25 for 72.7 per-
cent. 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, January 1967 through March 1970, are
concentrated within relatively few ndustries including those indus-
tries which attracted considerable attention during the period of
heavy market activity. Business services, including data processing,
for example, accounted for 10.2 percent of the value of all first regis-
tered and underwritten offerings aund for 28 percent of the value of
all venture capital placements. The top 10 industries (out of & popula-
tion of 100 industries) accounted for 57 percent of all first offerings
in the period described above; these same industries accounted for
60.4 percent of the value of the venture capital placements. The
industries were: (1) real estate, (2) advertising, data processing, and
miscellaneous businesses, (3) engines, machinery, (4) medical services,
(5) electrical machinery and products, (6) wholesale trade, (7)
scientific and medical nstruments, (8) food products, (9) retail
restaurants, (10) retail trade—general merchandise.

2. Restricted 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). Insti-
tutions in the Study’s sample representing approximately 64 percent
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



2494

trust departments with 69.5 percent of all bank administered assets
purchased $581 million of debt securities with equity features and
$215 million of equity securities in private placements.

Here, as with respect to venture capital investments, potential gains
accruing to purchasers of restricted securities, including financial
institutions, 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 because
investment 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 percent
of all the restricted equity securities purchased by the 47 banks in
the sample. I'ive 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, respectively.
One investment adviser purchased 37.8 percent of all restricted equity
securities purchased by the Study’s sample of investment advisers
and five investment advisers purchased 83.7 percent. The comparable
figures for purchases by life insurance companies of equity related
debt securities were 22.7 percent and 63.9 percent, respectively.

Institutional holdings of restricted securities involve smaller, less
established companies than the companies whose marketable securities
are held in institutional portfolios. Of the value of the purchases by
banks of restricted securities of publicly-held companies, 42.6 per-
cent involved companies whose sales were less than $20 million in the
year prior to the year of the purchase. For investment advisers, the
comparable figure was 31.7 percent; for life insurance companies, 21.1
percent. Banks allocated 84.8 percent of the value of their purchases
of restricted securities in publicly held companics to companies whose
earnings were less than $1 million; for investment advisers, the figure
was 63.3 percent ; for life insurance companies, 31.7 percent.

Although the Study draws no conclusions with respect to the meth-
ods used by financial institutions to value restricted securities, it, recog-
nizes 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. Institutions used
a variety of methods to value their holdings of restricted sccurities.
Banks valued their purchases of restricted comnion stock at the mar-
ket value of similar securities at the time of purchase of the restricted
sccurities 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 transactions.

3. First Offerings

Financial institutions further participated in equity financing of
corporations, particularly smaller corporations, through purchases ot
securities in first public offerings. Issuance of securities by smaller
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corporations (as determined by sales and net earnings) has in recent
ycars been an important factor in absolute terms in number of offer-
ings and in aggregate dollars raised. It has also been important in
relative terms, compared to new offerings by larger more established
companies; and compared to the volume of trading in the secondary
markets. Institutions have played a substantial role in financing these
corporations. As discussed below, however, the potential gains accru-
ing to institutions from this role have been large. \

Institutions purchased at the offering price shares valued at $148
million, or 31 percent of a sample of 84 first offerings of common stock
(generally primary offerings and sometimes primary combined with
sccondary offerings of common stock) valued at $479 million. The
Study's sample was taken from a list of all underwritten first offerings
registered with the Commission 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 af-
fected 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 carnings. For example, they purchased 16.6 percent of the
first offerings of companies with no reported sales and 35.1 percent of
the offering of companies with reported sales of $25 million to approx-
imately $100 million. They purchased 23.1 percent of the offerings of
companics 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 indicate a concentration of sales of first of-
ferings to institutions among a relatively small group of underwriters.
Tive underwriters account for 14.1 percent of all institutional sales;
10 underwriters for 23.3 percent; and 32 underwriters for 50.3 per-
cent. Tn most cascs, these underwriters are also prominent in the retail
institutional brokerage business.

Differences among institutions in regard to the extent of their pur-
chases of first offerings is directly related to the sizes of the respective
institutions. Large institutions tend to purchase more securities in
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 purchases
of first offerings, although substantial, is less than in the concentra-:
tion of institutional holdings of common stock. Where three institu-
tions accounted for 10 percent of common stockholdings, four institu-
tions nccounted for 10 percent of all institutional purchases of first
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 accounted for
98.1 percent of all institutional purchases; 10 banks for 11.6 percent
of all institutional purchases. Investment advisers accounted for 25.8
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 favored selection of first offerings.
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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 the
value of first offerings in the sample declined. Banks allocated 2.2
percent of their total expenditure on the sample of offerings to those
that declined ; investment advisers allocated 13.6 percent of thelr total
expenditure to these offerings; all institutions allocated 6.6 percent
ot their expenditure to offerings that declined in the immediate after-
market. The Study’s analysis of similar data for the first week after
the initial offering, the first month after the initial offering 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 paid by a
particular institution to a particular broker-dealer is significantly
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 1s 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 of the 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 Ex-
change 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 com-
panies 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 purchased $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,
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 pur-
chased in the offering and held at least 1 week was 20.3 percent; the
average unrealized gain for securities held at least 4 weeks was 13.1
percent; and for at least 12 weeks, 9.9 percent. Among the classes of
Institutions, “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.
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_Institutional purchases of first offerings, as those of retricted securi-
ties, including venture capital investments, were a significant source
of financing 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 1967, 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
underwritten first offerings. Only four offerings, valued at $53 mil-
lion, during the entire period, involved companies whose net earnings
exceeded $10 million, Of the companies making first registered, under-
written 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 otfering were 39.5 percent, 57.1 percent, 65.0 percent,
and 68.3 percent, respectively, for 1967, 1968, 1969 and 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 1s not peculiar to institutional investors. Participation
m the primary markets is concentrated among a velatively small
number of broker-dealers and institutions and among issuers in rela-
tively few industries. However institutions, in the aggregate, do not
appear to have exerted any significant influence on the allocation of
resources in the primary markets for equity capital.



