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The progressive channelling of private savings into
institutional hands has been an elemental force in the
American capltal marketsa, It has tranaformed the shape of
the securities industry, the brokerage commission rate struc—
ture and the nature of trading in eguity securities. It has
alsc had a profound effect on the roie of banks in investment
management. Recently there has been an increasing volume of
suggestions that pension fund lnvestments should be employed
in capital-starved areas of this country and used to sBecure
private social and peolitical cobjectives, such as union organi-
zation, These suggestions require the clogeat examination,
for they represent quite a new phencmenon in American life:
encouraging the use of large aggregations of private wealth
to implement sccial policies directly and outeide of the
political process.

Pension Fund Growth

The instituticnalization of private savings has for the
mosk part been a result of the growth of pension funds. That
growth has been truly astonishing. 1In 1940 total puklic and
private pension assets were less than $3 billion. Today that
aum is more than %400 billion {(excluding the Federal Retirement
System) and some analysts predict that by 1990 pension funds
will account for almost half of thé external capital invested
in American corporations.

Prading in equitles has become very much an institutional
world. The New York Stock Exchange recently reported that
institutions account for 70% of trading on the exchange,.
Others estimate that instituticons own more than 35% of all

outstanding stock.

The Securities Markets

The effect of pension fund growth on the public securi-
ties markets has been extraordinary. It gave rise to a
profusion of specialty brokerage firms in the 19607s and
early 1970's that offered services designed to appeal to the
institutional market. The size of institutional trades made
the existing NWew York Stock Exchange commission structure
extremely profitable, but alsc exposed the inefficiency of
those administered prices in an environment of heavy institu-
tional trading. The high profits generated a wide variety of
nonprice competition =-— chiefly 1in regearch services -
for the institutional dollar. Ultimately, that system col-
lapsed under ita own weight, leading to negotiated commis-
sions and an adjustment process that was a major factor in
the disappearance or merger of many major New York Stock

Exchange firms.
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The impact ¢f pension fund growth did not end with the
disappearance of fixed rates and the epecialized firms they
spawned, The shift in trading from individual investors to
institutiona ha= reaulted in some loss of traditional forms of
liguidity in the public auction markets, Often a dealer must
be interposed as a block posiltioner between a selling institu-
tion and the purchasers =~ a dealer with the capiltal and
will to take any intervening inventory risk. The resualting
need for capital has been a powerful force for ceoncentration
in the sgecurities industry, ard it haszs even led some to
view hank participation in the securitiea marketas in a new

light.

The growth of pension funds has alse meant that banks
and insurance <¢ompanies have become the major factors in
dmerican investment managewment. In 1976, a survey of the 340
largest money management firms in the United States showed
that 70% of the assets under management were held by banks
and insurance companies. That development has resulted in
the concentration of investment management control over very
large amounts of capital in relativeiy few hands, a fact
which has important conseguences for the exercise of share-
holder rights and for the neuxtrality of the market mechanism

oh social and political lssues,

Heutrality in Investing

The separation of ownership and contrel in American
business, and the implications of that fact for the role of
shareholders, has been a subject of intense interest in this
century. The deep difficulty of those questions is reflected
in the fact that they keep surfacing =- most recently in the
debate about corporate accountability and the use of the proxy
mechanism to obtain disclosure about social and political
issues. The linkage between that set of gquestions and insti-
tutional ownership of eguity securities is only beginning
to be widely appreciated. But it is critical,

Americans have a history of ambivalence toward large con-
centrations of wealth. While our soriety generated the largest
independent business organizations in the world, it also gener-
ated a bewildering profusion of laws and regulations to limit
the economic and political reach of their power. In a market
system, pursuit of the profit motive, properly regulated,
has been viewed as politically neutral, with social benefits
from economic activity arising £rom the Jjoba, income, wealth
and efficient allocation of capital that result, If the
side effects are not acceptable for society, it is the func-
tion of government, not business, to reshape economic activity.
The separation ©f the private and public functions has been
campaign contributicns and requires disclosure of lobbying
activities.
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Of course, economic activity is not neutral, In our
history, workers have been explaolited, nelghborhoocds have been
razed by developers and private arms sales have been made to
unsavory actors abroad. Investments have been made in enter-
prises that harm the public, But the baslc allocation of
function in our soclety leavea the remedy to government rather
than theose in control of industry or £inancial institutions.
Accordingly, we should look skeptically at suggeations that
tend t¢c politicize the lnvestment process.

The Corporate Franchise

In the voting of shares, the principle of neutrallty was
thought to be reflected in the so-¢alled "Wall Street Rule,"
under which institutional investors wvote with management
unless they are dissatisfled —-- in which case the shares are
scld. A number of guestions come to mind:

- does voting make any difference at all?

- does the Wall Street Rule represent neutrality?

-— should institutiona exercise an independent voting
policy?

-— should the vote be passed through to the benefici-
aries?

First, dces voting make any difference? We have been
wrestling with that question at the Commission, because it
underlies s0 much ©f the debate about the proxy reles and
soclal responsibility issues. It may be uaeful to ask that
question a slightly different way. Doea the market mechaniam
alone supply sufficient discipline for management? Would we
be comfortable with a system involving publicly held nonvoting
shares and self-perpetuating Boards of Directors which could
be removed only if there is & change in control?

On balance, most of us would probably answer that gues-
tion in the negative, Even if the pricling mechanism is highly
efficient, the ability of many companies to avoid raising
equity capital in the public securities markets hae permitted
managements to avoid the effects of market discipline., To be
sure, aggressive takeovers have provided an alternative market
discipline —-= but only in a limited c¢lass of c¢ases. The
largest companies are immune to a ¢ontested takeover bhid from
all but a few of their equale. Moreover, the proxy fight has
come back into vogue as an alternative takeover device, and
there are enough other examples of the importance of voting
to take me reluctant to abandon it as a mechahlsm of corporate
accountability, Finally, our experience with self-perpetpat-
ing beoards in muatual institutions does not make a compelling
case for the widespread use of a practice that has the effect

of perpetuating management,
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If the corporate franchise Iis important, its utility is
undercut by an aytomatic vote for management, A weak mansge-
ment could not ask for a better system, for it tends to
neutralize the power of other blocks of stock, On the other
hand, it would not suffice to say that an ingtitution should
gimply withheold ite vote. as the percentage of ipnstitutional
ownership of American business grows, the neutralization of
that vote simply magnifies the power of other significant
blocks of stock, In fact, there 18 1o neutral position.

In the absence of neutrality, what 1a an inveatment
manager to do? Qur ataff recently completed a study on
corporate accountability in which it noted that many institu-
tions have developed procedures for voting corporate proxies,
It suggested that a2ll inatitutions should do so and should
alsc establish criteria for determining how they will be
voted; noreover, it suggested that the institution discloss
the procedures and criteria and the extent to which its
voting of shareas wasa consistent with thosae criteria,

There are limitations to this approach, 1t works well
if the issue to be voted on is essentially economic ~= how has
management performed? Shonld a reorganization be avthorized?
When the power to manage the fund is given to a bank or
other investment manager, it is fair to say that the power
to vote on those issues goes along as well. They are part
and parcel of the investment process,

The 1970's saw the proliferation of a whole new set of
issues for ehareholderzs -~ disclosure about matters like
environmental pocllution and participation in trade with cer~
tain countries =~ that really ask the gquestion, "Doc I want
to be associated as an investor with a particular kind of
conduct?™ Moreover, as American business speaks out more on
broad political lsaues -- an activity which the Supreme Court
has determined to be conduct protected by the First Amendment
—— this qguestion of assoclation will be sharpened. With
respect to these guestions, it is not at all clear that the
judgment should be made by the investment manager rather than

the owner.

It is one thing tc eay that I have delegated to my
investment manager the power to approve corporate mergers
invelving portfolio companies. It is quite another to say
that I have delegated the power to approve use of corporate
funds to support a particular poliltical or economic policy.

But in the c¢ase of a pension fund, who is the "I"? 1s
it the employer? The union? The individual employees? That
is not a guestion that ought to be answered on the hasie of
legal title to the securities, We ought not to have a
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different answer £or an internally managed fund, a bank
trusteed fund, and an insured fund, each of which fnvolves
eagentially’ the same eocial institution but yielde diffevent
answers to the question of legal title, HNor le it very satis-
factory to say that in a defined Dbenefit plan, where the
fund iz a-way of insuring the employer's obligation to pay a
fixed benefit, the employer 1s the real party in interest,
pUt in a defined contribution plan, where what the employees
tegeive’ ig’ determined by ifnvestment performance, the views
af‘tﬁp emplgyees should control.

There ‘are many possible ways to deal with this problem:
passing the vote through pro-rata to the employeea, allowing
an employee-representative group to vote and requiring it to
‘report its .actions (on the PAC model), employing a joint
c?mmittee.'and s0 forth. 1In principle, I favor paseing the
vote 'back 'to the employees, but I fear it 1lag both impractical
and costly. 1In the absence of that diffusion of voting power,
we are faced with the posaibility of putting a formidable
weapon into the hands of the employer or the union, And when
the the questions presented for a voke strike close to the
intereats of the wvoter, then the principle of neutrality
recedes far inte the background.

Suppose a resclution is put to the shareholders reqguir-
‘ing & company to stop resisting unionization? Or to Keep
its plants in the Prost Belt? Is 1t good for our society 1f
labor représentatives determine that iesue for a portfollo
ﬁbﬁﬁgﬁy'in accord with thelr views of what is good for their
members who are employeez of different companies? ©On the
other side of the c¢oin, would we want an employer to answer
that questioen for another company in accord with 1ts own
interest=? ' Because of these concerns, my own views favor a
joint arrangaement, gince the self-interest of each slde tends
‘to cancel that of the other,.

Inventing to Achieve Soclal and Political Goals

- T would like to explore these issues in & slightly dif-
ferent -context, To what extent should lnvestment of pension
funds -~ as- dpposed to merely votlng the sharea -- reflect
the soclal or economic views of the employer, the employees
or the investment manager? The Industrial Union Department
of ‘the APFL-CIO has recently suggested that, in cellective
batgaining, unlons should reach out for greater participa-
tion in the management of pension funde. It ¢oncluded that a
significant portion of union pensaion funds is being inveated
in waya that are not consistent with the long—tern interests
of employees -- particularly in non-union companiea and
companies which have moved substantial activities overseas,
Suppoge the same approach were applied to companies which:
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- trade with the Soviet tUnion, )

~~- manufacture missile guidance systems, or )

- publish books taking a position on abortion .
Or gun control? )

I could 9o on, but the point is cbvious, Each of these
is a higchly emotional peolitical 1saue on which thaoughtful
people come to sharply dJdifferent conclusions. Moat of us
have no difficulty with the idez that individuals can determine
that they do not want to be associated with a company that manu-
factures a given preoduct. Indeed, within their zone ¢f choice
among egually attractive investments, portfolic managers make
decisions of that kind all the time, But when the individual
becomes a bank controlling many billions of dellars in pension
agsets, or a union movement with even broader scope, and when
the bank or union invests In accordance with predetermined
instructions, then the whole picture changes dramatically.
It raiges at least three concerns:

- the private impact on the effectuation of public
policy :

== . the use of power from wealth accumulated in a
flduclary capagity

- the concentration of economic power

First, issues of this kind are customarily resolved in
the political proceas, The constitutional system wag carefully
designed to permit the airing of all viewe bearing on a con-
tentious issue and to resclve the clash of competing interests
by compromise. For example, Congress has attempted to strike
a careful balance between labor and management in the labor
laws. A concerted private effort to withdraw capital from
securities - of nonunion companies would surely affect that
balance, perhaps significantly. Even if one believes the
balance should be readjusted, the readjustment should take
place through the Congress, not through the use of private

economic power,

Second, the bank trustee and the insurance company acquire
managed assets as fiduclaries. It would surely be inappropri-
ate for them to pursue their own social and economic goals with
the power conferred by the accumulated wealth of others. To
a gignificant degree, the same can be said cof the employer
and the union. It is falr to conclude that the penaion
funds represent deferred wages, and they are aggregated only
to provide security for the deferred obkligation, In that
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sefge, they may be sald to be "owned™ by the employees,
It would be posszible, I suppose, for an emplover or unlon to
fseek employee approval for the administration of these funds
in accordance with stated political or soeial principles.
But I cannot help doubting whether the approval proceas is
really meaningful,

Finally, I suspect that one of the reasons this country
has been prepared to tolerate ao easily the accumulation in
private hands of pension funds of this very large aize ig
precigely because of the neutrality of the investment process.
If the 20 largest financial institutions had used the more
than $160 billion in eguity investments they control to help
put their =social views into effect, we can easily guess at
the legislative response, 1 doubt that the response would be
much different if it were unions asserting control over assets
for the same purpose,

In my judgment, this is not & passing lasue. Power that
i not firmly anchored tends to be seized. The growing power
and impocrtance of penaion funds, the great multiplicity of
claims on scarce capital resources, and the hands-off attitude
that has characterized what I have called the neutral invest-
ment process, all c¢onspire to make pension funds a Juiey
target, As competing rights in the employment of those funds
are asserted, we will be faced with finding new ways to ¢oh-
trol this potent new force,
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