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CHAPTER I
Introduction

Private pension funds have been 1n exlstence for over a
century. The enormous growth of these funds began after 1949
due to the Inland Steel decislon, in which the Supreme Court
of the United States refused to review a lower court decision
that requlred employers to bargain collectively on the issue
of pension plans.l This decision gave to the unlons the
right of collective bargalning on pehsion pPlans. Due to the
.above development, the stage was set for the future growth of
these plans. This growth can be.seen by the fact that in 1950
total assets, at book value, of private noninsured pension

2 while two decades later,

funds were at five blllion dollars,
in 1970, their assets totaled over 97 billion dollars.S As
has been seen during the last two decades, private noninsured
pension funds have become one of the fastest growing financial

institutions in the nation.

lInla.nd Steel Comgany v. Natlonal Labor Relations Board,
170 F Td (7th Cir. 1948) Cert. Denied, 336 U.S. 960 (19&9)

Victor Andrews, Irwin Friend, and Hyman Minsky, Private

Cagital Market (Englewood Cliffs, N.J.: Prentice-Hall, Inc.,
s P

3Securities and Exchange Commission, Statistlical Release
No. 2581, Private Noninsured Pension Funds (1971).




In February 1971, the New York Stock Exchenge released a
study which showed that in 1949 private noninsured pension
funds held one-half billion dollars in common stocks, or less
than one percent of the market value of all New York Stock
Exchange listed stocks. In 1970, on the other hand, these
funds held fifty-five billion dollars worth of common stock,
which was 8.6 percent of the market value of all New York
étock Exchange listed s‘bocks.lL In reference to the above
growth, the report stated:

. . in an effort to improve the rate of return

on their Investment portfolios, pension funds have

shifted an 1lncreasing proportion of their assets

into common stocks. This, coupled wlith new money

flows avallable each year for investment, has led

pension funds to dwarf all other types (of institu-

tionel investors) in importance.

In comparing total institutional holdings of New York
Stock Exchange listed common stocks versus private noninsured
pension fund holdings of NYSE llisted common stock, we find
that instiltutional holdings of all NYSE listed common stocks

have doubled from 13% in 1949 to over 25% in 1970. In the

same period, noninsured private pension fund holdings increased

over 900%, going from less than 1% to 8.6% of the total market

value of all NYSE listed common stbcks.s

uThe New York Stock Exchange Research Report,
"Institutional Holdlngs of NYSE--Listed Stocks," (1970)

S5Ibid.
61bid.
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This shift towards significant common stock investment
by pension funds is a recent development. In 1964 private
noninsured pension funds held the great majJority of their
assets in corporate or United States governmeht bonds.! In
an attempt to explain the above shift, West, director of
rggearch for the New York Stock Exchange, attributed it to
"thelr (pension funds') desire to achleve a greater return on
thelr portfolios than was possible on fixed-income securities."8
In dlscussing the growth and importance of private pension
funds one must keep in mind that noninsured private pension
funds represent the majority of these funds and that the
assets of these noninsured funds are "managed largely by
commercial banks."9
In fact, in 1970, trust departments of commercial banks
administered assets having e market value of approximately
288 billion dollars..0 Employee benefit plans accounted for
over 101 billion dollars, or over one~third of total trust
assets.ll The portion of total trust assets invested in
common stocks amounts to approximately 180 billion dollars.
It is interesting to note that thls amount exceeds the sum

7S.E.C. Statistical Release No. 2581.
8the New York Times, March 1, 1971, p. 44.

9Rdwin Hanczaryk, Comptroller Staff Reports, Bank Trusts:
Investments and Performance, 0ffice of the Comptrolier,
Washlington, D.C., pp. ©-9.

10tpmyst Assets Total $288 Billion in Latest FDIC Survey,"
Trusts and Estates, January, 1972, p. 27.

Llthid.

TPy,




of the total common stocks administered by investment advisers,
insurance companies, self-administered employee benefit plans,
foundations and educational endowmen.ts.12
As can be seen from Table I - 1, in 1960 total private
pension fund assets (at book value) were 52 billion dollars.
These assets were divided between noninsured plans, with 33
billion dollérs, and insured plans, with 18.8 billion dollars,
In other words, over 60% of total private pension fund assets
were of the noninsured type, while less than 40% were of the
insured type.13 One decade later, total prlvate pension assets
(at book value) rose over 165% to 138.2 billion dollars. Non-
insured plans had 97 billion dollars in assets, or over TO% of
the total, while the insured plans had assets of 41 billion
dollars, or under 30%. Thus, while total private pension
assets increased by 166% during the last decade, the noninsured
type increased by 194% while the insured type increased only
119%. It is therefore apparent that noninsured plans have
increased their percentage of total pension assets, and so
have the bank trust departments who are the main administrators

i

of these funds.1 It is estimated that, by 1980, total assets

'lQSecurities and Exchange Commission, Institutional
Investor Report, Vol. II (Washington, D.C.: Government
Printing Office, 197%).

13

14
op eit.

S.E.C. Release No. 2516, op cit.

Hanczaryk, Bank Trusts: Investment and Performence,




Table I « 1

Assets of Private Pension Fundsg

(at Book Value-=-in Billions of Dollars)
(May not add up to totals due to rounding)

5.

1950 | 1960 | 1961 | 1962 | 1963 | 1964 | 1965
Noninsured Pension Funds®™ 6.5{ 33.1) 37.5| ¥.9] 46.6] 52.4| 59.2
Insured Pension Reserves 5.6 | 18.8| 20,2 21.6 | 23.3| 25.2 27.3
Total Private Pension Funds 12,1 52,0| 57.8} 63.5| 69.9| 77.7| 86.5
sevenminne ot o mememren @l T
Insured Pension Reserves 46,31 36.2| 34.9] 34.0| 33.3] 32.k] 31.6
Noninsured Pension Funds® 53.7 | 63.7] 65.0| 66.0| 66.7| 67.4| 68.4
1966 | 1967 | 1968 | 1969} 1970| 1975| 1980
Noninsured Pension Funds™ 66.2| 42| 83.1| 90.6| 97.0| N.A.| N.A.
Insured Pension Reserves 29.4| 32,0 35.0| 37.9}f 41.2] N.A.| N.A.
Totsl Private Pension Funds 95.6 | 106,3 | 118.0] 128,5{ 138,2} 175.0 | 225.0
Percentoge of Total Reserves (%)) | | | 1
Insured Pension Reserves 30,81 20.,1] 29.7| 29.5) 29.7
Noninsured Pension Funds™ 69.2| 69.8 70.4{ 70.5| 70.3

N. A, - Not Avallable

aincludes funds of corporations, nonprofit orgenizations and multi-employer

and union plans,

Sources: S.E.C, Statistical Series Nos. 2516 snd 2581, Private Noninsured
Pension Funds, 1970, 1971.

President's Committee on Corporate Pension Funds and Other Private
Retirement and Welfare Programs, Public Policy and Private Pension

Programs-=-A Report to the President on Private loyee Retirement
Plans (Washington, D, C,: U.3. Govermment Printing Office, 1 R

Appendix A, Table 1,




of private pension plans will exceed 220 billion dollars,D

It 1s generally known that several hundred retirement
plans account for a very large percentage of the total assets
of all private noninsured pension plans.l6 Partliy due hoth
to higher costs and an uncertain profit outlook, smaller firms
have lagged behind the 1argéf corporations in instituting
deferred compensation programs., However, in recent years the
smaller companies' reserves of employee beneflt plans have
risen sharply as these employers have included retirement

17

benefits as part of the wage setitlement. Since contributions

by smaller companles to their retirement plans may be rather
swall, they face many problems in operating thelr employee
retirement plans, Diversifications and liquidity may be quilte
diffiecult to obtain when annual contributions are sometimes as
small as $1,000. As Bernsteln stated before a Senate sub-
committee:

With a small fund the investor has the problem of

emphasizing either safety or yleld to the detriment

of the other. The diversification possible with

large funds more readlly promotes both safety and

yleld. What evidence there 1s indicates that small

funds have a lower rate of return than more ample

funds. This may be overcome by pooling funds, a
service offered by some banks. But 1little is known

l5President’s Committee on Corporate Pension Funds and
Other Private Retlrement and Welfare Plans, Public Policy and
Private Pension Programs, A Report to the Presldent on Private
Employee Plans, Table 1, Appendix A, (Washington, D, C.:
Government Printing Office, 1965).
16Frank Voorhels, "Investment Strategy of Pooled Funds,"
MSU Business Topics (Spring, 1969).

17Ibid.




about tEg prevalence of pools and thelr comparative

yields.
and, as Frank L. Griffin reported to the Senate Committee
on Aging:

What facts do we know about private pension plans?

We know that most large and medium-sized employers

already have pension plans covering their employees

and that there are a growling number of small employers

adopting /pension/ plans . . . .19

To help ameliorate this disadvantageous position of the
smaller companlies, the banks turned to a concept that was used
for smaller personal trusts--that is, a pooling of assets.

Prior to 1955 thls pooling could only be used for personal
trusts, and not for lnvesting employee beneflt plan assets.
However, on June 13, 1955, Regulation F of the Federal Reserve
System was changed to permit collective investments of reserves
for retirement plans, provided that each participating plan was
exempt from federal income tax. In 1962 the authority over
these trust powers was transferred to the Comptroller of the

20
Currency.

18U. S., Congress, Senate, Subcommittee on Employment and
Retirement Incomes of the Speclal Commlttee on. Aging, Extending
Private Pension Coverage, Hearing, Statement of Merton C.
Bernstein, part I, 8oth Cong., lst sess., 1965.

19U. S., Congress, Senate, Special Committee on the Aging,
Economics of Aging: Towards a Full Share in Abundance, Part
10B, 9ist Cong., 2d sess., February 1o, 1970, p. 1049,

EOU. S., Treasury Department, 101lst Annual Report,
Comptroller of the Currency (Washington, D, C.: Government
Printing Office, 1963), p. 13.




In other words, & new method for investing the assets of
smaller companies'! retirement plans was started in 1955. By
1960 there were sixty-four banks administering commingled funds
for employee benefit plans, with assets of almost 440 million

dollars.El By 1965 the Trusts and Estates survey showed 122

banks administering this type of fund with assets, at book
value, of almost $2.5 billion., This represented a relative
increase of over 400%, while for the same five-year period,
agsets of private noninsured pension funds increased only by
T4%.22

In fact, the dilversity and growth of these commingled
employee beneflt trusts have grown so rapidly that as of
September 1970, one leading New York City bank had seven
different types of commingled retirement funds, ranging from
bond and common stock funds to foreign securities and special
situaetion funds. When combined, all seven of these commingled
employee benefit trusts had assets of over $400 million, or
almost as much as the assets of all commingled employee benefit

plans in 1960.23

Moreover, in April 1972 First National City Bank released
data on its trust department activities for the first time

21"Annual Survey of Bank Administered Pooled Funds for
Employee Benefit Plans," Trusts and Estates, June, 1960, pp.
522-523 .

2
2S.E.C. Statistical Releases (1960 - 1965)

23Cc>mmin.led loyee Benefit Trust, Eighth Report, year
ending September 30, . ame eld by request of bank).




9.

ever, It was disclosed that they administer $5.9 billion of
employee beneflt assets, approximately seven percent of which
is represented by commingled funds.24

Although commingled funds for employee benefit plans
still represent a rather small percentage of the total bank
administered retirement plans, two distinct factors must be
reallzed. The first is that the assets of these commingled
funds are increasing at a more rapid rate than are the increases
in total private retirement assets. In 1960, commingled funds
represented 1.2% of total private retirement assets. In 1964,
they represented 3.1% and in 1968 it was estimated that over
6% of total private retirement assets were represented by
commingled funds.25

The second factor that must be kept in mind is that in
1970 bank trust departments administered $288 billion, and of
this amount over one-third, or roughly $101 billion, was rep-
resented by the assets of employee benefit plans.2€

Thus, as can be seen in Table I - 2, assets of all private
pension funds grew over 150% from 52 billion dollars in 1960 to
over 135 billion dollars a decade later. The noninsured funds

grew approximately 190% from 33 billion dollars to 96 billion

24The Investment Group of the First Natlonal City Bank,
The Anatomy of an Investment, New York, 1971, p. 27.

25Voorheis, "Investment Strategy" (Spring, 1969).

26Federa.l Depocsit Insurance Corporation, Trust Assets
of Insured Commercial Banks, 1970, Washington, D. C., 1971.




Table I - 2

Percentage Changes in Pension Assets

(at book value)}{in percent)

10.

1960-1965 | 1965-1967 | 1967-1970
All Private Pension Funds 66.3 22,9 28,2
Insured Pensions 45,2 17.2 26.6
Noningured Pensions 78.9 25.3 29,1
Commingled PFunds for
Employee Benefit Plans 468,0 156.0 87.5

Source: Dats computations based upon Table I ~ 3



1.

dollars durlng the same period. Even though the noninsured
pension funds grew enormously during the 1960's, commingled
funds for employee-benefit plans grew at an even faster rate.
In 1960 their assets were $4#40 million, and by 1965, they had
reached $2.5 billion. It 1s conservatively estimated that,
by 1970, thelr assets at book value amounted to $12 billion.27
Thus, commingled funds for employee benefif plans grew over
2600 percent in the decade of the 1960's. This substantial
growth far outpaced the groﬁth of all noninsured private
pension plans, as well as all other private pension plans.
ITable I - 2 provides a further breakdown of percentage increases.

Using Table I - 3 as a guldeline, 1t is found that approxi-
mately $12 billion is in commingled funds. But more important
is the fact that, as one leading New York City bank pension
‘officer told thils writer:

We use the same staff and they generate the same

recommendations for both our regular penslon fund

accounts and for our commingled accounts. In

general, the performance results are very simllar.

Herein lles an lmportant reason for this entire study.
It is not possible to obtaln the necessary performance date
for private noninsured pension funds, but since this data is

generally available for bank administered commingled funds
for employee beneflt plans, 1t 1s possible to use information

27Dur1ng several interviews, the bank Vice Presidents
in charge of Trust Departments conservatively estimated
that commingled funds for employee beneflt plans were
approximately 9% of total prlvate pension fund assets.



Table I = 3

Pension Assetbs
(at book value) (in billions of dollars)

1960 | 1965 | 1967 1970

All Private Pension Funds 52,0 86.5 | 106.3 | 136.3
Insured Pensions 18.8 27.3 32.0 ho.BE
Noningured Pensions 33.1 59.2 4.2 95.8
Commingled Funds for | a
Employee Benefit Plans Ak | 2.5 6.4 | 12.0°

Commingled Funds as
Percentage of Total
Privete Pensions 1.15% | 3.1% 6% 9%

E = Estimate

BEstimate by Frank C. Voorheis in MSU Business Topics, "Investment
Strategy of Pooled Funds," Spring, 1969.

b
Estimate based on interviews with several New York Clity bank vice
presidents in charge of trust operations.

Sources: Securities and Exchenge Commission Release No. 2516
Private Noninsured Pension Funds (Washington, D.C.: U.S.
Government Printing Office, 1971).

Frank C, Voorheis, MSU Business Topics, "Investment Strategy
of Pooled Funds," (Spring, 1969).




about commingled funds to further our knowledge about bank
administered noninsured pension funds. It 1s assumed that
this study will give us a clearer picture as to how the com-
mingled funds performed for the 1962--1970 period., However,
more importantly, this study will show how the equity portions
of bank administered employee benefit plans have performed. .. It
is unfortunate that, until Congress forces banks to make full
disclosure of trust actlvities, this method will have to be
used for studylng bank administered employee benefit plans.28
A similar method was used by Hanczaryk when he stated his
general approach:

More is known about trust activities of national

banks than any other fidueiary, and more is known

about the performence of thelr common trust funds

than any other type of fund, We are, therefore,

forced to make successlve generalizationg on the

basls of increasingly small particulars.29

The writer has interviewed several leading New York City
bank vice presidents and trust officers, all of whom gave a
positive response to the writer's question, "Are similar
analyses, recommendations and decisions arrived at by the same

staff for commingled funds and for pension funds?" Herein

lies the greater value of this study.

28upnother Round," Forbes, June 1, 1971, p. 58.
29Hanczaryk, Bank Trusts, pp. 8-9.




Growth and Outlook for Commingled
Funds for Employee Benefit Plans.

In reference to Table I - 1, it is seen that noninsured
rlans have been the principal method tﬁat employers have
utilized for funding private pension programs. In 1950 (not
shown in Table I - 1) these funds accounted for 54 percent of
total private pension reserves, whlle two decades later they
represented over 70% of these pension reserves.30 In absolute
terms, these noninsured pensions increased from $6.5 billion

to over $95 billion during this twenty-year period.31

Since,
&8 previously mentioned, most noninsured pension plans are
administered by bank truétees, these figures indicate quite
clearly the enormous degree of authority which banks haVé over
the investments of pension reserves.

Accompanying the increase in the assets of noninsured
private pension plans has been the growth of commingled funds

for employee beneflit plans. Annuel surveys were conducted by

Trusts and Estates until 1965--these and later studies provide

a fairly good indication of the increasing importance of com-

mingled funds for the reserves of small-to-medium slzed pension

trusts. The results are summarized in Table I -~ 3. Shown in
this table 1s the dramatic rise of commingled funds from under
500 million dollars in 1960 to approximately $12 billion in

1970, With small-to-medium sized companies continually being

30president's Committee, A Report to the President on
Private Plans, 1965,

31s,E.C. Release No. 2516, op cit.

14,



15.

pressured to establish pension and profit-sharing plans, the
reserves of these commingled funds should continue to grow
dramatically in the near future. |

In reference to the necesslty of setting up pensions in
smaller companies, Mr, John ¥, Tomayko, of the United Steel-
workers of America, stated before a Senate committee that "our
Zﬁénsiqg7 problem exlists chiefly among the smaller employers;"32
Or, as Professor Barbash commented before a congressional com-
mittee hearing on pensions:

In the small-employer sector . . . the union

gigzgngﬁdhig gggzigﬁ:.ggfference between pen-

It would seem that, with this contlnued pressure on
smaller employers to establish retirement plans, these com-
mingled fund reserves will Increase dramatlically in the years
ahead.

Growth of Common Stocks as a

Component of the Portfolios
of Private Pension Funds

Significant common stock investing by private noninsured
pension funds is a relatively recent phenomenon, As late as

1957, these noninsured pension funds had a 70% to 25% mix

34

between fixed income assets and common stocks. However, in

32y, s, Senate, Economics of Aging, p. 1582,

33vu. S., Congress, Joint Economic Committee, Subcommittee
on Fiscal Policy, 01ld Age Income Assurance, 90th Cong., lst
sess,, Part IV, p. ©9.

3uPau1 Howell, "Common Stocks and Pension Funds," Harvard
Business Review, Vol, XXXVI, No. 6, p. 96. T




16.

the last fifteen years, the trend has been towards significant
equity investing by these funds. It can clearly be seen from
Table I - 4 that today, common stocks constitute the major
portion of private noninsured pension portfollos. This is a
gain from only 35.5% of total assets in 1961 to 59% in 1971.35
In fact, in the intervening years, there was a steady increase
of equity investments in their portfolios and a steady diminu-
tion of the importance of corporate bonds in these pension
funds'! portfolios. This can be seen by the increase of common
stocks as a percentage of total assets from 33% in 1960 to U4%
in 1965 to 59% in 1971,36 while for the same perlod corporate
bond percentages decreased from 43% to 41% to 27%, respectively.
Thus, in less than flfteen years, private noninsured pen-
sion funds have changed their emphasis as to the best 1nvestment
medium. They have shifted from long-term debt to equltles. |
In fact, in 1971 these funds added, at book value, 11 billion
dellars to thelr common stock holdings, while thelr total assets
increased 9.4 billion dollars. This was brought about by pen-
sion funds 11@u1dating other portfolio investments, including
corporate bonds, in order to purchase common stock.37

In reference to stock transactions of financlal institu-

“tions,38 1t is found that, throughout the decade of the sixties

35at book value
36the latest year in which data are available

375.E.c. Relemse No. 2516, op._cit.
38Besides private noninsured pension funds, this also
includes life insurance companles, open-end investment com~
panies, and property and liabllity insurance companles.



Table I ~ Uf

Assets of Private Noninsured Pension Funds

(millions of dollars)

Book Value . 1961 1962 1963 1964 1965 1966
Cash and deposits 660 710 770 890 gho 900
U. 3. Government

gecurities o . | 2,720 | 2,920 | 3,050 | 3,190 | 2,990 | 2,750
Corporate and

other bonds . . .| 16,880 | 18,100 | 19,560 | 21,420 | 23,130 | 25,230
Preferred stock « » 760 750 710 650 750 790
Common stock . . «f 13,340 | 15,730 | 18,120 { 20,950 | 25,120 | 29,070
Mortgages ¢ « o o ¢f 1,560 1,880 2,220 2,780 3,380 ] 3,910
Other assets « » o 1,500 | 1,800 | 2,120 { 2,540 | 2,870 | 3,520

Total assets . . 37,510 { 41,890 | 46,550 | 52,420 | 59,180 | 66,170
(P}

Book Value 1967 1968 1969 1970 1971
Cash and deposits 1,320 | 1,590 ] 1,620} 1,800 ] 1,640
U. 8. Government

securities o+ . . 2,320 | 2,760 | 2,790 | 3,030 | 2,730
Corporate and

other bonds . « « 26,360 | 27,000 | 27,610 | 29,670 | 29,010
Preferred stock . . 980 1,330 1,760 1,740 1,770
Common stock .+ « » 34,950 } b1,7h0 | 47,860 | 51,7h0 | 62,780
Mortgages . « » « » 4,080 | 4,070 | 4,220 | 4,300 3,680
Other assets . . . 4,230 | k,580 | h,720 | 4,730 | 4,800

Total assets ] 74,240 | 83,070 | 90,580 | 97,010 | 106,420

1

(P) = Preliminaiy

Source;

Funds, 1971 (Wa.shington.
April, 1972).

S.E.C. Statistical Release No. 2581, Private Noninsured Pension

U.8. Govermment Printing Office,




Table I - 4B

Agsets of Private Noninsured Pension Funds
as Percentage of Total 1961, 1966, 1971

Book Value

Cash and depOSits « s o o @

U. 5. Government securities

Corporate and other bonds

Preferred stock « o« ¢ o

Common stock .
Mortgages « « o
Other assets .

Total « o &

]

1961 | 1966 | 19m(®)
1.9 | g | 1.5%
7.2 L2 2.6

45.1 38.1 27.3
2.1 1.2 1.7

35.5 | 440 | 59.0
4.3 5.9 3.5
4.3 543 4.5
100% | 1004 | 100%

(P) ~ Preliminary

Source: §.E.C. Statistical Release No. 2581, Private Noninsured
Pension Funds, 1971 (Washington:

Printing Office, April, 1972).

U,S. Government

18.
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untill the present, private noninsured pension funds accounted
for well over one-half of all net purchases of common stock.
As can be seen in Table I - 5, these pension funds are the
major institutional investors in the stock market.

This shift to common stocks as an investment vehlecle has
put greater emphasis upon the equity management portion of
thelr portfollos. As was mentioned earlier, most private non-
insured pension funds are administered by commerclal banks.

It is a noteworthy fact that, in 1971, these pension funds
held over $84 billion in common stock, which is 68% of total
assets.39 These assets grew at an annual rate of 12% over the
last decade, and this has placed great emphasis upon the admin-
istration of these reserves.uo The bank trust departments are
generally known to be the admlnistrators of most of these pen-

slon assets, and they have become extremely active in equlty

investments. A determinatlion of thelr performance is essential.

Participation in Commingled Funds
for Employee Beneflt Plans

Participation 1n bank administered commingled funds for

employee benefit plans 1s open to:

Any pension or profit sharing plan that qualifiles
for tax exempt status under applicable Internal
Revenue Code provisionﬁ is eligible to Invest in
the (commingled) fund.4l

39at market wvalue
405 E.C. Release No. 2581, April 197L.
ulfrom the Annual Report of a large West Coast bank.



Table I - 5

Purchases, Sales and Net Acauisitions of Cormon Stock

(Data rounded to nearest $5 million and may not add to totals)

_ T
1960 | 1965 1966 1967 1968 1969 | 1970 | 1971
Private noninsured pension funds
Purchases 2,610 | 5,585 | 6,610 | 10,035 | 12,285 | 15,230 | 13,955 | 21,685
Sales 670 | 2,560 | 3,165 5,655 | 7,815 | 10,270 | 9,370 | 12,800
Net purchases 1,9%0 | 3,025 3,445 4,380 4, k70 k,960 | 4,585 8,885
% of Total institutional purchases 62% 66% 71% 63% 57% 52% 544, 60%
Open-end investment companies
Purchases 2,785 | 6,530 {10,365 | 14,925 | 20,100 | 22,060 | 17,130 | 21,555
Sales 2,000 | 5,165 | 9,320 | 13,325 | 18,495 | 19,850 | 15,900 | 21,175
Net purchases 785 | 1,365 | 1,045 1,600 | 1,605 2,205 1,225 380
Life insurance companies
Purchases ko5 085 1,110 1,685 2,930 3,705 3,770 | 6,160
Sales 220 600 825 875 1,725 2,185 1,975 2,810
Net purchases 185 390 285 805 1,205 1,520 1,795 3,350
Property and liability insurance cos,
Purchases 640 770 900 1,165 | 2,245 1 3,780 | 3,615 | %4,170
Sales 400 9%5 825 980 | 1,645 2,880 2,720 | 1,945
Net purchases 240 ~190 8o 185 60Q 900 8% | 2,225
Total
Purchases 6’!}[‘0 13’8?5 18’985 273810 37:565 lllh775 3831‘65 53’570
Sales 3,290 | 9,285 | 14,135 | 20,835 | 29,680 | 35,185 | 29,970 | 38,730
Net purchases 3,150 | 4,585 | 4,850 | 6,975} 7,885 9,500 | 8,500 | 14,845
Source: S.E.C. Statistical Release No. 2585, Stock Transactions of Financisl Institutions 1971, Teble 1 (1972).

‘02
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The second qualification most often mentioned for parti-
clipation 1s that the bank must be named as elther the trustee
or co-trustee, or, at the least, as agent for the trustee.

Thirdly, the trust agreement must expressly permlt the
commingling of trust assets.

Today, there are many dlifferent types of commingled funds
for employee beneflt plans. The participants, in consultation
with thelr trust officer, decide whaf portions of thelr fund
to Invest in each fund. A typlcal bank would have both an
equlty fund and a fixed income fund, as well as a special
sltuation fund.

The Operation ofugommingled
Investment Funds

Upon. establishment of & commingled fund for employee
benefit plans, trustees of each particlpating plan purchase
units, or shares, in the funds at a predetermined prilce,
frequently $10 per unit. All deposits are then invested in
g diversified portfolio, with the selection of individual
securities being determined exclusively by the bank trustees.

Valuation of units in the fund is made as of the last
business day of each selected period, usually each month
or quarter. Deposlts to or withdrawals from & pooled fund
can usually be made only on these valustion dates. The value

of a unit 1is determined in s similar manner as 1s done by

ll'2]3a.seti on J. J. Jehring, The Investment and Adminlstra-
tion of Proflt Sharing Trust Funds, Evanston, llliinois, 1957,
{The Profit Sharing Research roundation), pp. 130-131.
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mutvual funds. That 1s, the unit value 1s determined by obtain-
ing the market value of the entire portfolio less any liabili-
ties, dlvided by the number of units outstanding., Dividend
earnings are most often relnvested as received and are reflected
in the unit values at each valuatlon date.

Banks do not normally charge a fee for administering
these pooled Investment funds. The bank recelves only 1lts
usual compensation for administering each individual employee
benefit trust as trustee, co-trustee or agent for the trustee.u'3
This fee 1s generally levigd either quarterly or annually and
is expressed as a percentage of the market value of the assets
of the participating trust. Typlcally, a fee schedule would
be 0.5 percent for the first $100,000 of trust and would descend
accordingly with a minimum fee of $250 annually.

Advantages of Commingled Funds
As an Investment Medium b

There are many advantages available to small-to-medium
slzed retirement plans who participate in a commingled fund.
A number of these advantages are presented below:

1. Diversification.--The collective investment of

reserves of many pension and profit-sharing plans through a
commingled fund offers each participating trust a greater
degree of dlversificatlon in its investment portfolio., This

is more than would ordinarily be possible if the reserves of

43from the 1971 Annual Report of a medium-sized Pacific
Coast bank,

ouehring, Profit Sharing Trust Funds. pp. 131-132,
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each trust were invested separately. A hlgher degree of
diversification usually results in greater stabillty of
income and prinecipal.

2. Long-term Growth.--Greater long-term growth possibl-

lities are avallable to commingled funds than to small inde-
pendent trusts, because sales of securitles from collective
funds are seldom required to meet unit withdrawals. In
addition, in most funds, continuous automatic reinvestment of
income further augments growth prospects of commingled funds.
3. Liquidity.--The 1liquidity requirements of a commingled
fund are much smaller than those of a small trust because de-
posits to a commingled fund almost always exceed wlthdrawals.
Consequently, & larger portion of the reserves of a commingled
fund can be invested in long-term, higher-yield securities.

L, Service Cost.--Brokerage commissions and transfer

costs are generally lower for a commingled fund than for a
small lIndependent trust, since the commlngled fund trades in
larger blocks of securities.

5. Yield.--Small-to-medium-sized trusts, in contrast to
commingled funds, must hold a greater portion of their securi-
ties in lower yleld assets with greater liquidity. Higher
yield issues which may be avallable to commingled funds through
private placements often cannot be obtained by small trusts.

In addition, participation in commingled funds gives the
participating trust flexibility as well as an investment program

45
bank.

from the Annual Report of a medium-sized West Coast
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especially designed to meet the needs of employee benefit
'brusts.46

Given these advantages of investing collectively, it is
,not surprising that assets of pooled funds for employee benefit

plans have lncreased so dramatically over the last decade.

Need for Study

As related earlier, in 1968 bank trust departments
managed $288 billion while in 1963 they managed an estimated
$144 billion.uT The growth of these bank-managed funds should
glve some credence to the fact that they have invested these
funds wisely. Of the total bank trust assets, approximately
one-thlrd represents assets of penslon and profit-sharing
funds. It can be seen that bank trust departments are acquir-
ing ever-increasing responsibilities and prestige. One would
think that there are many in-depth studies in this areea, and
especially on employee benefit trusts, since they are of a
greater public interest. However, after a thorough search of
the literature, it was found that there were several studies
related to this area. In one such study, Hanczaryk studied
personal trusts, their investments and performance via an

anzlysis of common trust funds. This study provides a basic

461014,

S re——

47Stan1ey Silverberg, "Bank Trust Investments: Their

Size and Significance," The National Banking Review (June,
1964), p. 585, and "Trust Assets Total $200 Bllllon in
Latest Survey," Trusts and Estates (January, 1972).
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outline of the problem, but it only deals with personal common
trust funds and mentlons employee benefilt plans only in pass-
ing. Furthermore, Hanczaryk does not take into consideration
the matter of risk when he analyzes performance.

In a related work, Friend studied mutual funds as an
Institutional investor. This study proved to be nothing
more than an updated Wharton Study on mutusl funds. Friend
acknowledges his omission of the leading institutional common

1

stock purchaser in thils way: . the necessary data are

not avellable for pension funds, the other major institutional
group in the stock ma.rket."48

The flrst work that attempts to study vank-administered
employee benefit plans 1s by T;i’ooac-‘i'xe:l.sf;.u9 Voorhels studiles
forty-three bank-administered pooled equity funds for the
period 1960--1964. He determines the rates of return for
these funds but makes a significant mistake in not taking risk
into consideration in the study of performance. It 1ls a
generally accepted tenet of Finance that, wlth increased risk,
one can achieve higher returns. Thus, Voorheis' measurement

of risk leaves hls concluslions wanting. As Frlend stated in

reference to mutual funds:

48Trwin Friend, Marshall Blume, and Jean Crockett,
Mutual Funds and Other Instltutional Investors: A New
Perspective (New York: McGraw-Hill, 1970), p. Xx.

agFrank Voorheis, Bank Adminlstered Pooled Equlty Funds
for Employee Benefit Plans, 1967 Bureau of Business and
Economlic Research, kast Lansing, Michigan.




Not only rates of return but also the associated

risk must be conslidered before one can draw more

defInite conclusions about the comparative per-

formance of mutual fungs (or pension funds) and

the market as a whole.

Herein lies the greatest flaw in Voorheis' study.

Much has happened since the 1960--1964 period. For one
thing, these commingled funds were only in thelr infancy dur-
ing Voorheis' study perlod. In fact in 1960, benk-administered
pooled funds for employee benefit plans had assets of only $440
million while in 1968 assets were estimated to be $6.5 billion.
This growth alone may have caused many changes 1n the way these
funds are managed, and thus some of Voorhels' conclusions may
no longer be valid. In the late 1960's, since Voorheis' period
of study, the entire investment community has emphasized per-
formance, Thus, the writer will attempt to ascertain how this
affected the performance of bank-adiinistered commingled equity
funds for employee benefit plans.

Voorhels did an excellent Job of providing the ground
work in this vital area of study. As he states and as this
writer concurs, the time period was too short to fully appralse
bank trust departments. As Voorheis sums this up:

. « « Tlve years may be too short a period to fairly

appralse investment performance of bank trustees as

managers of equity portfolios. Therefore, while

this study of pooled equlty funds has lald some

groundwork for an appraisal of investment perform-

ance of bank trustees, it must by necesslity be left
to others, employing & longer examination perilod,

2OFriend, et al., Mutusl Funds, p. 21.
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to more conclusively determine if the enormous
investment responsibllity banks possess over
reserves of private retirement plans is %Esti-
fied on an investment performance bhasis,

In a related area, the Securities and Exchange Commission
studied collective funds of bank trust departments.52 This
study combined collective funds for employee benefit plans
with common trust funds. Also included were both equity funds
and balanced funds, Common trust funds and employee benefit
plans have different investment objectives. For example, with
the latter, income taxes are insignificant while with the for-
mer, income taxes are very important. Thus the results
obtained from this study cannot really be indicative of elther
type of fund performance. Also, since both equity and bal-
anced funds are combined, the results do not distinguish
between equity and debt 1nvestment performance. Thus, this
writer's study will be gquite different from that of the SEC,
since thelr study aggregated these different types of funds,

The following are some of the other drawbacks of the SEC
study of collective funds administered by banks:

a., The study period was only for three years--1967

through 1969. Such a short time period is
inadequat§3to fairly appraise lnvestment per-

formance.

b. For performance and other characteristics, this
study only compiled one total average of the

51V00rheis, "Investment Strategy," p. 93. (This
author's underlining and parenthesis.j

52s.E,C. Institutional Investor Study (1971), p. 408.

53VoorheiS, Bank Administered Funds, p. 93.
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nonthly averages for the entire three-year
period. There was no further breakdown of
data.

¢. The study was only interested in the fifty

largest banks. It thus neglected small-and-
medium-sized banks which are gulte active in
the administering of pooled employee benefit
plans.

As mentioned earlier, commingled equlty funds for employee
benefit plans must.issue annual reports and must flle them.with
the Comptroller of the Currency. These reports are the only
seml-public records that bank trust departments issue. Thus,
as one vice president of a bank stated, "Our commingled funds
for employee benefit plans represent to the investing public
our overall pension-fund performance," + In view of the above
statement and in view of the writer'!s other lnterviews with
bank officlals, this study's mejJor contribution will be to
help sponsors of private retirement plans become better able
to select the best investment medium for their funds. This
will contribute to a more optimum distribution of pension fund
assets,

With the increased public and congréssional pressure for
full bank trust department disclosures, this study will help
contribute to the limited information known about this huge
reservolr of trust assets. It is interesting to note that

most trust department eritics are ". . . disturbed by their

(trust departments') tendency toward overly conservative
n55

investment performance,

54From an interview of a Vice President in charge of
Trust Operatlons at a large East Coast bank,

55"Another Round," Forbes, June 1, 1971, p. 58.
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Thus, this study wlll help to answer the questions about
bank trust department investment performance versus other

investment possibilities.

Purpose and Limitations of Study

The funds studied will only be those which were in con-
tinuous operation for the entire study period (1962--1970).
The 1ist of bank-administered commingled equity funds for
employee benefit plans will be obtailned from the August 1962

issue of Trusts and Estates., In order to determine whether

these funds are still in existence, the writer wlll use the
reference material lssued by the American Bankers Assoclation:

Collective Investment Funds: Operated under or in General

Conformity with Regulation 9 of the Comptroller of the

Currency, February 1971.

This study willl not deal directly with bank trust assets
which are other than commingled equlty funds for employee
beneflt plans, since the rest of bank trust department assets
and activities are quilte confidential.

The measurement of the rate of return will be similar
to that used by Friend. The rlsk measurement to be used will
be the Beta coefficlent of the rates of return on a quarterly
basis, Such a risk measurement was recommended by Friend

and Markowitz.56 57

56Friend, et al., Mutual Funds, p. 21.

For further discussion on the beta coefficient as a
risk measure, see chapter III of thlis study or:
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In addition to measuring risk adjusted investment per-
formance, & further purpose of this study 1s to determine if
risk adjusted performance achieved by bank administered com-
mingled funds was related to the following factors:

1. Fund slze--dollar value
. Portfolio activity rate
Bank size--total deposlts

» Growth rate of fund assets
. Risk (Bete coefficient)

O U & Ww o

. Degree of diversification

Through several interviews with bank vice presidents and
trust officers, the writer found a general consensus that their
investment performance on cdmmingled equity funds should exceed
the market averages over a several-year period. This view is
contrary to what was found by Friend for mutual funds. He

states:

Williem F, Sharpe, Portfolio Theory and Capital Markets
(New York: McGraw-Hil1l, 13970).

» "Portfolio Analysis,"” Journal of
Finance and Quantitative Analysis, June, 1967, pp. (O-0KF.

S.E.C. Institutlonal Investor Study (1971), Vol. II,
especlially pp. 400-410,

Bank Administration Institute, Measuring the Investment
Performance of Pension Funds, Park Ridge, Illlnois, 190638.

Jack L. Treynor, "How to Rate Management of Investment
Funds," Harvard Business Review, January-February, 1965,

pp. 63-75.

57A discussion wlth Harry Markowitz at The Institutional
Investor Conference, "The Great Beta Debate," New York City,
April, 1972.
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. « » for the five-year period covered, the average

performance by mutual funds was not appreciably

better than what would have been achievgd by a

completely unmsnaged portfolio . . . .5

The hypothesis of this study is that, for the period
1962--1970, bank administered commingled equity funds for
employee benefit plans performed as well as the Standard and
Poorts 500 Stock Average., The above cdmparison is adjusted
for risk factors and dividends.

The concluding hypothesis is that, adjusted for risk,
New York City banks dld not out-perform banks outside New York
City in their management of commingled equity funds for employee
benefit plans. This 1ls what would be expected based upon the

efficient market model.

Conclusion and Application

This study wlll answer the question of how well banks
administer commingled equity funds for employee benefit plans.
It will also explore how well the banks fulfill thelir invest-
ment oblligations to these plans.

As Friend states about pension funds:

+« » o their equity investments are made with the

goal of lowering the amount thet employers and

employees must contribute while maintaining or

even increasing eventual benefits,59
By means of equity investments, these pension funds will.hope-

fully lower labor expenses and will thus contribute to higher
corporate profits.

58priend, et al., Mutual Funds, p. 17.

5S')Ibid., P. 2.




This study will explore more fully the allocation of
financlal resources by employee benefit plans. Was the
allocation at an optimum level or was it suboptimum, and
thus partially misallocated?

In discussing the instltutional investors, Friend
asserts that:

Thelr contribution to economic efficiency depends

to a great extent on thelr ability to help the

equity markets transfer capital into the most

Bie allowance for Gifferenpes in risk) 00" (o

If the results of this study show that the performance
of these funds, adjusted for risk, was signlficantly inferior
to an unmanaged portfolioc with similar risk, then a strong
argument can be made that the banks' enormous responsibility
over penslion and profit-sharing plans is unjustified. In
fact, thls would point to a misallocation of financlal
resources.®? TIf these funds did significantly better than
the return on an unmanaged portfolio with similar risk, then
the converse will prove to be true,

The results which will be obtained from this study will
be of particular interest and importance to: pension and
profit-sharing fund administrators, corporations, pension

beneficiaries, and banks, as well as to other financileal

institutions who compete with banks for pension and for

601p1d., p. k.
6l1pbid., P. 51.
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other asset reserves,

The intent of thils study is to help obtain needed
information in an area lacking such information. Whatever
results this study provides will hopefuliy contribute to a
more optimum distribution of investment responsibility over
reserves of private retirement programs, and thus to a more

optimum allocation of resources.

33.




CHAPTER IT

Characteristics of the Sample

Various size and growth statistics relating to both
participating banks and thelr respective commingled equity
funds are presented and analyzed in this chapter. Many of
these statistics will also be utilized in subsequent chapters
which contain several analyses of investment performance

characteristics.

Size Characteristics of Sample

The banks that are participating in thls study are those
that were included in the third annual survey of bank admin-
1stered commingled equity funds published by Trusts and

Estates in August, 1962. To be eligible for this study, a
bank must have continually administered a commingled equlty
fund for the entire nine-year period of 1962 through 1970.
Even though there were well over one hundred banks that
administered some type of commingled fund for employee bene-
fit plans, only approximately seventy-five met the above-

mentloned crlterion. Several banks instituted thelr commingled

equity plans sfter January 1, 1962, and thus did not meet the
nine-year requisite of the study. Other banks maintalned a
"balanced" fund approach to fund investing which included
both debt and equity securlties in one fund; these banks were

therefore not included in thls study.

34,



In order to determine whether the approximately seventy-
five banks were still administering these commingled equity
funds, the writer checked the American Bankers'! Association
Publication, Collective Investment Funds: Operated under or

in General Conformity with Regulation 9 of the Comptroller

of the Currency, 1971. It was determined that seventy-two

banks were still administering these commingled equlty funds.l

In order to obtain information concerning portfolio com-

position and investment performance of banks! commingled equlty

funds, a letter was sent to an officer of each bank, as shown
in Illustration A in the Appendix. A second letter was
required (Illustration B in the Appendix) in cases where the
initial letter was not acknowledged within forty-five days.
Thils method was necessarily required since the Office of the
Comptroller of the Currency refused to release the annual
reports of bank adminlistered commingled funds.2
Trust_officers of thirty-seven eligible banks agreed to
particlipate in the study.3 Since many of the bank officers

1‘.['here were three banks which were no longer operating
comminglied equity funds, Two of these banks merged and the
third bank converted its equity fund into a balanced fund,
Thus, they are no longer eliglible for this study.

2Ea.ch bank-administered commingled fund for employee
benefit plans must file an annual report with the Comptroller
of the Currency., During the correspondence hetween the
writer and the Comptroller, 1t was made clear that the
Comptroller's office would not release these annual reports
for inspection., The Comptroller felt that thls was confi-
dential information. However, his office would release the
latest annual report. The ratlonale behind this decision
and the previous one of confidentiality seems conflicting and
arbitrary to this writer.

3Many banks were not eligible to particilpate since they
did not have quarterly data as far back ag 1962, Others

35.



36.

requested that their comments and their data not be ascribed
to their respective institutions, the names of officers and
banks are accordingly withheld throughout this. study.

Table II - 1 shows the number of participating banks
representing the various states., This table shows that nine-
teen states are represented by the thirty-seven participating
banks in the study. As would be expected, the participating
banks are usually located in the larger cities of their respec-
tive states., For example, all five banks representing New
York State have thelr headquarters in New York City. This 1s
also true for Pennsylvania, where all four banks have thelr
headquarters in Philadelphia,

Because some banks provided more information than others
concerning thelr commingled equity fund operations, the number
of funds included in each of the several analyses wlll vary.
A breakdown of the thirty-seven banks according to type of
information submltted appears below;

Data on slze of participating banks . . . . . « 37

Date on fund S1Z€ « 4 « « o o o » ¢ s o « o » o 34

Data on fund growth « o v+ ¢ ¢ ¢ ¢ v o o s ¢ « « 33

Date on average portfolio activity rate . . . . 29

Date on investment performance . « + ¢ ¢ ¢ « « 37

stated that they did not have "copies to spare," Still other
banks have had internal performance measures of thelr opera-
tion and saw "nothing to gain from participation.” There is
a possible blas involved I1f it is assumed that non-participa-
tion was based upon performance, This explanation for non-
participation does not seem likely based upon correspondencée
with these banks,:



Table IT - 1

Distribution of Thirty-seven Participating Banks, by State

State Nurber of Banks

N

Alabama o o o o s s o s 6 6 o 6 o 6 o 0 s e s
California « o « ¢« o o s s ¢ o 5 ¢ ¢ 5 0 0 o ¢ »
Coloradd « o o o ¢ « o o o s ¢ o 5 2 s 2 o s o o
Comnecticut o« ¢ o o o ¢ o o ¢ ¢ ¢ 0 o o ¢ o ¢
DElAWAr'e o « ¢ « o o o o o o ¢ o o 0 5 8 8 5 o »
Ha.wa.ii......;..............
I1TINOIS o 4 o o ¢ o o o o o o ¢ ¢ 6 06 0 6 8 » 0 s
InGiang + o o o ¢ o o« & o 2 & 6 2 ¢ o 0 0 4 = »
Moine « o o o« ¢ ¢ ¢ ¢ ¢ o 2 ¢ ¢ 6 6 6 0 ¢ 0 2 o
MAryland o« o o ¢ ¢ ¢ o ¢ 6 ¢ 8 6 s 0 0 0 0 o o
Massachusetts o o o o o o o o o s ¢ 0 6 6 o s &
MIinnesota .e.ecuee o o o 6 4 ¢ 0 6 0 0 o 0 o o o

Missouri.............-...-..

(AN A T R 1 T A s i R B R (o RN

Nebraske « o o o ¢ ¢ o ¢ o 5 ¢ 0 0 0 06 6 0 0 ¢ »
New MexXico o« 4 o ¢ o ¢ ¢ a 2 s ¢ o 6 s 86 0 o o
New YOXK o o o o o o ¢ ¢ o o o ¢ ¢ 6 6 s 06 5 o o
Ohio « ¢ o o ¢« ¢ ¢ s o ¢ 4 o ¢ o a2 2 0 0 0 ¢ & o
Pennsylvania o o« o 2 ¢ ¢ o o ¢ 2 8 s 0 6 v 2 o

Tms . & & & & & & & & ¥ e 0 2 B 0 2 " & B ¥

ﬁll—' . N B

Total Number of Participating Banks . . . .
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Asset Sigze of Particlpating Banks

Table II - 2 reveals that small banks, as well as larger banke, have
actively particlipated in administering commingled equity funds. Banks with
total assets of less than $300 million comprised 1.3% of the toteal deposits
of all participating banks. The smaller banks administered seven, or 18.9%,
of the thirty-seven funds included In this study. Over thirty-seven per-
cent of all egquity funds in operation continuously since 1962 have been
administered by banks with total deposits of less than $550 mlillion. The
gients of the industry, banks wlth total deposits above 5 billlon dollars,
also administered seven, or 18.9%, of the thirty-seven funds. However,
these large banks represented 76% of all the deposits of participating
banks. As can be seen, banks of all sizes are adequately represented in
this study. Thus, it 1s not just the very large banks that actively pro-~
mote commingled equity funds--small-and-medium-sized banks are also actively

involved in this area.3%

Asset Slze of Participating Commingled Funds

Table IT - 3a presents the distribution of commingled equity funds
for the years 1962, 1965, and 1970. It 1s interesting to observe that
in 1962 there were twice as many funds wlth assets below $2 million than
there were in 1965. However, by 1970 there were no funds wlth assets be-
low $2 million. In fact, at the other extreme, this tendency towards
increased fund size also becomes evident. There were only two funds

with assets above $U45 million in both 1962 and 1965, but by

3a. Thls sample represents approximately fifty percent of the total
population in each size category. However, in the largest size
category (above $5 billion) the representation is over seventy-
five percent.
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Table IT ~ 2

Size Classificetion of Participating Banks, Based Upon
Total Deposits on Decemwber 31, 1970

Assets (in Total Deposits

millions of dollars) : Banks (in millions of dollars)
Number | Percent Amount Percent
Below $300 7 18.9 1,518 1.3
$300 and less than $550 7 18.9 3,151 2.7
$550 and less than $1,200 10 27.0 7,765 6.7
$1,200 and less than $5,000 6 16,2 15,232 13.1
$5,000 and sbove T 18.9 87,466 76.0
Total 37 100% 115,132 100%

Sources: Moody's Bank Stocks, 1971

Range of participating banks~-total deposits December 31, 1970
Largest bank--$25,644 billion
Smallest bank--$10% million

Mean bank size--$3.2 billion



Table II =34

Distribution of Commingled Eguity Funds by
Totel Assets Within Each (lass Size

(at Market Value)

assets (0 oL ons 162 | 1%65 | 1970
Below $2 i2 6 0
$2 and less than $10 19 13 11
$10 and less than $25 0 13 12
$25 and less than $45 1 0 5
$45 and sbove 2 2 6
Total 34 34 3l
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1970 there were six such commingled funds. To further explore
the general pattern of asset growth experienced by these funds
for the study perlod, Table II - 3B must be examined. Commingled
funds with assets below $2 million decreased during thils period
as & percentage of total commingled equlty assets. This
reduction went from 3.5% in 1962 to 1.5% in 1965 to 0% in 1970.
Funds with assets in excess of $45 million increased from 44,0%
and 53.1% in 1962 and 1965 respectively to 58,.2% in 1970, This
demonstrates & slgnlficant growth pattern for these éommingled
equlty funds during the study period.

The concentration statistics presented in Table II - 4
reveal the degree of disparity existing among the thirty-four
participating comingled funds., The two largest commingled
funds accounted for over 40% of all fund assets for 1962 and
1965, However, in 1970 their percentage was drastically
reduced to 30.2%.1\L The largest six funds accounted for over
60% of total fund assets for both 1962 and 1965, In 1970,
this percentege fell to 58.2%. The largest ten funds consis-
tently controlled more than 70% of total fund assets fdr each
of the years 1962, 1965 and 1970. Although this does indicate
that concentration was rather high, some deconcentration dld
occur, especially during the years 1965--1970, as can be..seen
in Table II ~ 4. The data in Table II - 4 shows & rather high
degree of concentration over the stuﬁy period, with a tendency

towards deconcentration during the last five-year period.

uIt 1s interesting to note that throughout the study
period the same two commingled equity funds were the two
largest funds in total assets,



Table IT - 3B

Distribution of Commingled Equity Funds by Total Fund
Agsets and Percentage in Each Size Class

(at Market Value)

k2,

Assets (in millions . Total Fund Assets Percent of
of dollars) (at Market Value) total assets
: (in millions of dollars)

1962 1965 1970 1962 | 195 | 1970
Below $2 8,290 7,685 0 3.5 1.5 )
$2 and less than $10 90,01k | 75,912 54,924 | 37.9 1.5 5ot
$10 and less than $25 | o | 159,080 233,065 o| 30.7[ 23.1
$25 and less than $45 | 34,681 0 134,576 | 1h.6 0| 3.3
$45 and above 1oh4,4l ¢ 275,284 588,286 | 440 | 53,1 1 58,2
Total 237,h26 | 517,961 | 1,010,851 | 100.0 { 100.0 | 100.0




Teble IT - 4

k3,

Percentage of Total Assets of 34 Commingled Funds Held by the
Largest Two Funds, Largest Six Funds, and Largest Ten Funds

(in millions of dollars)

Largest 2
Largest 6
Largest 10
Total

Agsets
(34 Funds)

1962 1965 1970
Total Total Total
Assets | Percent | Assets | Percent | Assets | Percent
0L 43.9 22.1 42,7 305 30.2
164 69.2 32.1 62.0 588 58.2
188 79.3 376 72,6 722 TL.4
237 518 1,011
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The relationship between size of commingled equity funds
and size of administering banks 1s presented in Table II - 5.
Size ranking of banks 1s based upon total deposits as of’
December 31, 1970. Asset ranking of funds 1s based upon
total fund assets as of the end of 1970.5 As would he expected,
there tends to be a direct relatlonship between the slze of
the commingled equity fund and the size of the administering
bank. Over 80% of all funds with assets less than $10 million
were administered by banks 1n the smallest size categories,
while over 80% of all funds in excess of $45 million were
administered by banks In the two largest size groupings.
Testing to find out whether this relationship is statistically
significant, 1t 1s found that the slmple correlatlon coefflcient
(r) between bank size and fund size is .63 with a t value of
4,56, which 1s significant at the 99% level.

Asset Growth of Participating Commingled Funds

Table IT - 6 deplets the phenomenal asset growth of
commingled equlity funds classifled by bank asset size for the
eight-year period of this study. It is interesting to note
that the greatest percentage growth was among the funds with
total assets of below $5 million.

5Some of the fiscal years reported did not end at the
close of the calendar year; most ended in the latter part of
the year. See S.E,C. Institutional Investor Study, Vol. II,
p. 459, Footnote 145, Tor further discussion. .

Throughout this study the procedure will be followed of
merging accounts whose flscel years end at different times of
the calendar year. .
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Teble II - 5

Relationship Between Size of Pooled Equity Funds and
Size of Administering Banks as of December 31, 1970

Total Deposits of Administering Bank Total
Number of

(in million $) A B ¢ | b Banks
Below $300 6 1 7
$300 and less then $550 3 3 l 1
$550 and less then $1,200 2 L 2 1 9
$1,200 and less then $5,000 3 1 N
$5,000 and above 1 1 4 6
Total Number of Funds 11 12 L 6 T 33

A-Funds with total assets of less than $10,000,000
B~Funds with total assets of $10 million and less than $25 million
C-Funds with total assets of $25 million and less than $45 million
D-Funds with total assets of $45 million and asbove




Teble II - 6

33 Commingled Fund Percentage Growth--December 31, 1962--
Septenber 30, 1970-~by Fund Asset Size

As of the end of 1970

Percentage Growth

Asgets (in millions below 125« 200~ 400~ above
of dollars) 125% 2004 | hoof | Boog | 80o%
Below $5 1 2 3 1
$5 and less than $10 1 3
$10 and less than $15 1 5 5 1
$25 and less than $45 2 2
$45 and sbove 2 1 1 2
Total 2 3 13 1 4
As of the end of 1962
Below $5 1 1 8 9 4
$5 and less than $10 L 2
$10 and less than $25 1
$25 and less then $45 1
$45 and above 1 1
 Total 2 3 13 13 b
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The data in Table II - 7 reveals a considerable degree
of disparity between rates of asset growth experienced by
individual fundes over the elght-year period. It shows a fre-
quency distribution of asset growth rates determined on an
average annual compound rate basls. Five funds, representing
15.2% of the sample,'had asset growth rates of less than 15%.
Three funds, or 9.1% of the sample, had asset growth rates of
over 40%. The arithmetic mean of the average annual compound
growth rate is 24.2%. Thls encompasses a minimum growth rate
of 6.3% and a maximum rate of L4.9%.

Table II -8 illustrates the average annual compound fund
asset growth rate classified by fund size. This table reveals
signlficant differences between average asset growth rates as
demonstrated by the filve asset slze classifications of funds.
Funds with total assets of $30 million or more grew annuslly
at about 13%, which was substantislly lower than the compound
rate of growth of all funds combined. The mean rate of growth
for all funds was 24%. The smallest size classification, which
is less than $2 million in fund assets, experienced the largest
average annual growth rate--almost 28%. These findings on
growth rates tend to explain the slight decline In concentra-
tion during the period 1962 to 1970, as noted in Table IT - 4.
Since the smaller funds were growlng at a more rapid rate than
the larger ones, there tended to be a decrease in the larger
funds' relative share of all commingled fund assets. The
smaller funds tended to 1ncrease thelr relative share of the

total fund assets throughout the study period.



Table IT - 7

Distribution of 33 Commingled Equity Funds
by Average Annual Compound Rates of Growth
in Total Assets over the Eight-Year Period

(end of 1962-~~1G70)}

Average Annual Compound Rate
of Growth of Total Assets (%)

Nuniber of Fundg

Percent of Total. Funds

Lessthanlﬁ% T T TN
15% and less than 20% . . « .
20% and less than 30% . « « .
30% and less then 0% . . . .
JOd and OVer .2 o o s ¢ & o

TOt a].- e & & & 8 & » &

5 15.2
6 18.2
1k L2k
> 15,2
3 9.1

33




Tgble IT - 8

-

Average Annual Compound Rate of Growth of Total Assets
of Commingled Equity Funds, by Size Class

(end of year 1962==1970)

Fund Size, Total Assets

(in millions of dollars)® |

Nunber of Funds

Average ual Compound
Growth Rate” (%)

Less than $2 11 27.9
$2 and less than $5. 12 25,6
$5 and less than $15 7 20k
$15 and less than $30 0 ——
$30 and sbove 3 13.1

Total 33 24.2%

8gize classification based upon totsl assets at emd of year, 1962,

b‘based upon unweighted arithmetic mean of funds within each size

classification,
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Data revealed in Table II - 8 tends to indicate a weak
inverse relationship hetween fund size and fund asset growth
rates, This can be explalned by the fact that a one million
dollar fund can increase fifty percent more easlily than can

e fifty million dollar fund.
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CHAPTER III
Procedure, Methodology and Historical Review

In order to measure performance of commingled equity
funds for employee benefit plans, it 1s first necessary to
dliscuss and explain the methodology to be used in this study.
The methods used here are similar to those of several recent

studies.?t

Development of Portfollo Evaluation Theory

The methodology employed in this study would not be
possible without the piloneering work in portfolio meansgement

by Harry M. Markowitz.2 Markowitz developed the concept of

1s.E.C. Institutional Investor Study, Vol. 2 (1971),
pp. 400-410.

Bank Administration Institute, Measuring the Investment
Performance of Pension Funds, (1963), Park Ridge, Illinols.

Michael C. Jensen, "The Performance of Mutual Funds in the
Period 1345-196&," Journal of Finance, XXIII (May, 1968),
pp. 389-416.

John C. Bogle, "Mutual Fund Performance Evaluation, Con-
ventional Versus Unconventional," Financlal Analysts Journal,
(November-December, 1970), pp. 25-3&.

. Robert Levy, "What Price Performance?" Barron's (July 5,

William F. Sharpe, "A Simplified Model for Portfolio
Analysis," Management Science, (January, 1963), pp. 277-203.

2Harry M. Markowitz, "Portfolio Selection," Journal of
Finance, (March, 1952), pp. 77-91. : :

, Portfolio Selection - Efficient
DiversIficatIon of Investmen ew Jork: ey, .
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"sortfollo efficiency." This involves portfolios which
satisfy the dual criteria of (1) highest expected return for
a glven level of risk and (2) lowest level of risk for a
given level of expected return., This leads to a family of
portfolios called "efficient sets" or "efficient frontier.”
That 1s, if risk (variabllity of expected return) 1s measured
and if covarlance among securitles 1s accounted for, the
efficient set of portfolios is comprised of those combinations
of securltles in which, for a given amount of risk, there i1s
no other portfolio that provides higher expected return,
Conversely, for a given expected return there i1s no portfolio
that carries less risk,

Diagram III - 1 presents the efficient set, in which no
other portfolio at risk level 6; provides higher expected
return than Rj « Portfolio J is efficlent, as are all the
portfolios on the 1line of the efficlent set.

Markowitz developed sophisticated mathematical techniques
in order to obtain the efficient set. The application of his
theory was all but impossible because of the great number of
assessments involved, Markowitz suggested a means of substan-
tially reducing the input requirement by making the additional
assumption that security returns were jointly normal and
related only through a common normally distributed market
3

factor.,

3M:a.rkowitz, Portfolio Selectlion, p. 100 footnote.
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Diagram IIT - 1

Markowitz's Efficient Set

Iine of
Efficient Set

All Possible
Portfolios

Expected Rate of Return

] Risk
3 (Variability of Expected Return)



Sharpe simplified Markowitz's model into a useable form
by utilizing the above a.sssumgtion.}'L He developed a single
index or market model In which he assumed that, through diver-
slfication, residual risk could be reduced greatly, and thus

is assumed to be zero.

Sharpe's 'single lndex model:

(3-1) Performance measure = R - R*

Where:

R = Average rate of return of fund for period
S = Standard Deviation from average return
R*

' is assumed to be the "riskless" rate’

The above formula demonstrates that the higher the value
of the performance measure, the better was the performence of
the portfolio during the investment horizon. It should be
noted that Sharpe uses the standard deviation as a measure of
portfolio risk. This can be separated into two components.
The first 1s systematlc risk, which measures the riskiness
inherent in the market, and the second component is residual
risk, which 1s unique to the particular portfolio involved.

Using formula (3-1), Sharpe studied the performance of
thirty-four mutual funds for a ten-year perlod. His equation
finds the reward provided to the investor for bearing risk.

uSha.rpe, "Simplified Model."

William F. Sharpe, "Mutual Fund Performance," Journal
of Business, XXXIX, Part 2 (January, 1966), pp. 119-I38.
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Thus Sharpe brought Markowitz from the realm of theory to
actual practical application,

The capital asset pricing model was almost simultaneously
developed by Sharpe, Lintner and Treynor.5 ST This model
explains that, in equilibrium, the expected return on a port-
folio or security is & linear function of the covariance of

its returns wilth that of the market portfollo. Thus letting

1)
1

return on the jth portfolio or security

the rate of return on a riskless asset

pry)
*
]

the return on the market portfolio

£

Then:
(3-2) E (ﬁj) =R¥ + E (R ) - R¥ cov (fiz'J Ry)

2 o
G2 &)
Therefore, the expected return on a risky securlity or on
a portfolio of risky securities is equael to the return on a
riskless asset plus an addit onal return for bearing risk,

This is true when (E (ﬁm) - R¥) / 6'2 (ﬁm) 1s the market

price per unit of risk and cov (ﬁj ﬁm) is the measure of

5Sharpe, "Mutual Fund Performance.”

6John Lintner, "The Valuation of Risk Assets and the
Selection of Risky Investments in Stock Portfolios and
Capital Budgetsj" Review of Economics and Statistics, LXVII

(February, 1965), Pp. 13-37.

Tsack L. Treynor, "How to Rate Mansgement of Invest-
ment Funds," Harvard Business Review, XLIII (January-February,

1965), pp. 63-75.




risk associated with the jth portfolio or security.
By defining:

BJ = cov (RJ Rm)

2 -~
6 © (Ry)
equation (3-2) may be rewritten as

(3-3) B (F) =me+ [E(®) - r*] B,

BJ is the systematic risk of the jth portfolio and represents
the extent to which the return on portfollio j is dependent
upon the returns of the securities in the market. The bal-
ance of the risk associated with the Jth portfolio is unique
to that portfolio. It 1s not priced by the market, since
the combination of securities in efficient portfolios elimi-
nates thls residual element of risk. Thus, the risk which
is unique to the security dn a well-dlversifled portfolio
is eliminated.8

Treynor was the first to apply a model using systematic
risk.9 In his model, he assumes a well-dlversified portfolio,

and hence residual risk is not considered.

8See: Treynor, "Investment Funds."

Sharpe, "Simplifled Model,"
S.E.C. Study, p. 400.
Jensen, "Performance,"

9'I'reynor, "Investment Funds."”

55,



Treynor's model:

(3-4) Performance measure = Ry - R

where:

RJ = return on jth portfolio

R* = return on riskless asset

bj = gystematic or market risk of portfolio

slope of the regression line

Treynor's volatllity model ls exactly like Sharpe's single
index model, (equation 3-1) except that Treynor used only
systematic risk whille Sharpe used total risk. These are
equivalent measures of performance for fully-diversified
portfolios.lo

Most recently, Jensen used the capital asset pricing
model to evaluate portfolic managers! performance.ll He
studled the performance of 115 mutual funds over a twenty-
year perlod to determine whether thelr level of systematic
risk in the portfolio was consistent with theilr rate of
return.

Jensen used a method very similar to equation (3-3),
but he worked with excess yields (ﬁ& - R®) and_(ﬁﬁ - R¥).

10Ke1th V., Smith, Portfollo Management, (New York: Holt,
Rinehart and Winston, 1971). See Chapter © for mathematical .
proof.

11
Jensen, Performance,
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Jensen developed the following regression model:

(3-5) F; - R¥ = oL + B, &, - R%) + e

In this model, ¢ and By are the intercept and slope
terms, respectively, of a least square line, and eJ is &
random term with zero mean. The reasoning behind Jensent's
model suggests that, if the poritfolio manager 1s a superior
predictor of security prices, then the intercept term will
turn out to be positive. Moreover, if the least square line
is based upon past performance, cA becomes & good method for
ranking and comparing ex post performance.12 Both Jensen
and Treynor only conslidered systematic risk, since residual
risk is assumed to be zero in a well-diversified portfolio.

Jensen tested to see whether the beta coefficlent (BJ)
is stationary over time, and he found it to be so. Treynor,
Levy, and Blume tested the statlonarlity of bete over time and
found their results to be simllar to Jensen's.13

Thus, Jensen developed & composite measure which demon-

strated that, the higher the ol is for a gilven portfolio,

1256y an excellent discusslon of the similarities and
differences between Treynor, Sharpe, and Jensen, see: Keith
V. Smith, Portfolio Management, (New York: HolIt, Rinehart
and Winston, 1971), pp. -197.

1358ck 1. Treynor and Key K. Mazuy, "Can Mutual Funds
Outguess the Market?" Harvard Business Review, XLIV (July-
Auvgust, 1966), pp. 131-13b.

Rovert A. Ievy, "On the Short-Term Stationarity of Beta
Coefficient," Financial Analysts Journel, (November-December,
1971), pp. 55-62,

Marshall E, Blume, "On the Assessment of Risk," Journal
of Finance, (March, 1971), pp. 1-10.
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the better 1s the risk adjusted investment performance. A
method very similar to the one developed by Jensen will be
used in this study. This method will be presented in detail
further in the chapter,

Smith tested the Jensen, Treynor, and Sharpe composite
measures to determine whether they give similar rankings.
Using a rank correlation test, he concluded that there was
agreement on ranking hetween all three m.ea.sures.l4

Thus, the development of porﬁfolio evaluation and per-
formance has been greatly advanced by Markowitz, Sharpe,
Treynor, and Lintner.l5 This summary of the development of
the theory of portfolio evaluation and performance provides
a background fai the remainder of this chapter;"which will

dlscuss the methodology and procedures to be followed

throughout this study.

148mith, Portfolio Management, pp. 280-282, This tends
to confirm the fact That most mutual funds are fully diversified
wlth very little residual risk, :

150thers have also contributed significantly to this
area, for example see:

James Tobin, "Liquidity Preference as Behavior Towards
Riské“ Review of Economic Studies, XXV (February, 1968)
pp. 065-50,

Eugene F, Fama, "Risk, Return and Equilibrium:. Some
Clarifying Comments," Journal of Finance, XXIII, No. 1
(March, 1968), pp. 29-040,




Methodology

The statistical procedures to be followed will be
similar to those employed in several recent studles of
open-end investment companies.16

The writer wilill measure the rate of return on & quar-
terly basis for each fund during the nine-year period 1962-
1970,

Investment performance equation
with dividend relnvestment:

(3-6) R, = MK, - MK

t t t-1
MK
t-1
Where:
Rt = Rate of return for period t
MK% = Market value of net assets per fund unit at
the end of period t
MK%-l = Market value of net assets per fund unit at

the beginning of perlod t

This assumes continual reinvestment of dividends, which is
the common practilce for most commingled equity funds.

Formula (3-6) is inapproprlate for measuring investment
return for some commingled equlty funds, since dlvidend income

1s distributed to unit holders rather than being reinvested in

16888:

Treynor, "Investment Funds,"
William P, Sharpe, "Mutual Fund Performance," Journal of
Business, XXXIX, Part 2 (January, 1966), pp. 119-138,
ensen, "Performance,"

S.E.C. Stady, p. 400-410,
“?‘4¥

Bogle, erformance Evaluation,"

59.
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additional issues. To compensate for the dividend income
per unit, and to take into consideration the compound effect,
the following formula is employed:

Investment performance equation
with dividends distributed

(3-7) Ry = MK, - MK, _, + 3 DI, (MK, + DIy) + 3 DI

MK:_1

MKy oy
Where:

DI; = Dividend Iincome distributed during period t

This measures investment return when dividend income of
a commingled equity fund is distributed to unit holders.l?
The above formula 1ls based upon two assumptions. First, it
is assumed that dlvidend income per unit is recelved at a
constant rate throughoﬁt the period, and that it is immediately
reinvested. Employing this assumption, on the average, one-
half of the dividend income per unit 1s reinvested for the
entire period in income-producing securitles. Second, it is

assumed that the rate of return earned on the portion of the

17similar procedures for meesuring Investment performance
are recommended by:

a) Bank Administration Institute, Measuring Investment
Performance

b} J.E.T. Sfuﬁ;

¢) Wharton School of Finance and Commerce, University of
Pennsylvania, Study of Mutual Funds, U.S. Government
Printing Office, Washington, D.C., (1962)

d) Frank Voorheis, Bank Administered Pooled Funds for
Employee Benefit Plans, 1007 (East Lansing, Michigan:
Bureau of Business and Economic Research.)
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dividend income which is reinvested for the entire period is
equal to the rate of return earned on the fund units themselves.
Commenting upon the above formula,<Voqrheis states, "The formula
on balance provides a measure of investment performance very
comparable to that obtained for income retention funds."18

The above formula for measuring investment performance
of dlvidend payout funds wlll also be utilized for measuring
the investment performance of the Standard and Poor's 500
Stock Average.

In order to better understand the true nature of invest-
ment performance, this study will employ the procedure for
measuring risk adjusted performance that is similar to the
one recommended and used by the Securlties and Exchange Commis-

slon in its Institutional Investor Study.l9 In this procedure,

the performance measurement takes into conslderation not only

the rate of return, but also the level or risk taken and the

"risk-free" rate of return.20 21

18yoorheis, Pooled Funds .

19
S5.E.C. Study

Also use y:

Bank Administration Institute, Measuring Investment
Performance.

Jensen, "Performance."

Friend, et al., Mutual Funds and Other Institutlonal
Investors, (New York: McGraw-HI1l, 1970), pp. 54-55.

20The Standard and Poor's 500 Stock Average 1ls recommended

and used in many studies as the market index. See:
S.E.C, Stud
Jensen, "Performance"
Smith, pp. 243-250. .

21For & further discussion of performance measurements
for institutional investors, see:




In order to obtaln the return for the amount of risk
taken, the writer will convert both fund returns and msrket
returns (S&P 500 Stock Average) into "risk premiums." This
will be done for each gquarter by subtracting the return on
"risk-free" treasury bill rates from the fund returns and

from the market returns.22

Risk premiums:

(3-8) Rgy = R - R

(3-9) BRg¢ = Ry - By
Where:

R. = Rlisk premium for market index

(3ul
Rgy = Risk premium for fund

R, = Rate of return for market index for period
Rt = Rate of return for fund for period

Ry, = Three-month treasury blll rate

The risk premiums will provide the rate of return for the
amount of risk taken.

The volatility estimate of each fund 1s the risk measure
known as the beta coefficient. 1In order to obtalin this, one

must plot each fund's risk premiums along the vertical axis

S.E.C. Stud

Bogle, “Fergormance Evaluation"
Friend, et al., Mutual Funds
Jensen, "Performance"

22phree-month treasury blll rates will be used, since
quarterly data will be used for measuring performance..
See S.E.C. Institutional Investor Study, p. 408.

62.
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of a chart, while the market's risk premlum must be plotted
along the horizontal axls. By method of least squares, the
writer will fit a regression line to the scatter chart--the
resultant slope is the basic risk measure known as the beta
coefficient, See equation (3-10) . Figure III - 1 presents
graphically this risk measurement.

(3-10) R, =a+3By (R_)

t

The beta coefficlent:

. » « 18 8 measure of systematle or nondiversifilable
risk, i.e, the dispersion in return that cannot be
reduced through market diversification.23
It "measures the way in which the return on a portfolio tends
to follow the overall market.'2¥The beta coefficlent is a
volatllity measure of the sensitivity of the portfolio to
movements in the general market.
The next step 18 to compute a volatility adjusted per-
formance rating--the performance measure technically known

as alpha (©\ ), This i1s necessary in order to adjust the
rate of return with the risk involved.

23Friend, et al,, Mutuval Funds, p. 55.

2)“M‘.‘a.zz't:';ha.ILBll.un.e and Irwin Friend, New Risk-Adjusted
Measure of Portfolio Performance, presented &t a semlnar
at the Wharton School of Finance and Commerce on February 19,

1971, p. 3.
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Equation for volatllity adjusted
comparlison standerd portfollo

(3-11) R =R, +3B (R - R)

Where:

R_ = Return on the volatility adjusted comparison standard

8

R

Ry = Return on three-month treasury bill portfolio

Return on the market portfolio

Beta coefficient--volatility coefficient (or the
fraction of the standard portfolio invested in
the market,)

B

To obtain the volatility adjusted performance measure
(alpha), a comparison standard portfolio 1s developed for
each fund ﬁhich has the same volatlility (beta coefficlent) as
the fund itself.25 The return on the performance standard is
glven by the sum of the return on treasury bills during the
quarter plus the fund's volatillty coefficient (beta) multi-
plied by the difference between the return on the market
portfolio and return on the treasury bills during the quarter
(see equation 3--11).26 This gives the rate of return on a
hypothetical portfolic which has the same volatility as the
fund,

In order to obtain a true risk adjusted performance
measure, the excess return (performance measure = alpha) must

be found for each fund, This performance measure is the

25Robert Levy, "What Price Performance?" p. 11,
26gee: S,.E.C. Study, p. 408,



dlfference between the average return on the fund less the
average return on the comparison portfolio standard (see
equation 3-12).

(3-12) R, - Rg =0&

Where:

Ry = mean quarterly rate of return of each fund for
the study period

R = mean quarterly rate of return of the comparison
standard portfollio for the study period

o = risk adjusted performance measure

If this performance measure (alpha) is positive, the fund
has outperformed an unmaneged portfolio of similar average
volatility. Conversely, 1f alpha is negative, the fund has
performed less well than the comparison unmanaged portfolio.
Obviously, the higher the positlive alpha, the better the fund
performance (see Figure III - 2). In a recent study on mutual
funds, 1t was found that only 27% of those funds studied had
posltive alphas, or excess returns. The average alpha for
mitual funds in this study was minus 2% per annum.27

This method of evaluating commingled equity fund per-
formance will determine the performance of the funds for the
amount of risk taken.

In order to provide better insight into bank-adminlistered
commingled equity'funds for employee benefit plans, a compari-
son will be made between the relationship of the performance

| 2TLevy, "What Price Performance?" p. 14%. (Period studied
was thirty-nine months ending March 31, 1971).
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and the characteristics of these plans. Through use of
regresslon analysls, the wrlter will determine whether the
followling varlables are assoclated with risk adjusted perform-
ance (alpha).

1. Fund size--total assets at the end of the period

2. Bank size~-total deposits at the end of the perilod

3. Portfolio activity rate

(3=13) Activity rate =P, +8, /2

MKt + MKt-l /2

rd
3y
i

Total equity purchases in period ©
St = Total equlty sales in perlod t-

This portfolio activity rate "reflects all trading, including
'7£rading resulting from net accumulation or llquidations of
stock."28

L. vVolatility measure--beta coefficient

5. Risk adjusted performance measure (alpha) in
prior perlod

6. Average annual compound rate of growth of fund
assets

7. Comparison of performance of New York Clty banks
with banks located outslde of New York City

In so testing the above characteristics of commingled
equity funds, this study will ascertain whether any of the

above variables signifilcantly affect fund performance.

285 B.c. Study, p. 459.
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Revliew of Related Studies

Since 1963, assets under the management of trust depart-
ments grew from $144 billion to nearly $290 billion.?? of
the total bank trust assets, approximately one-third represent
assets of employee beneflt funds. It can therefore be seen
that bank trust departments are acquiring ever-increasing
prestige and responsibilities, One would think there would
be many studies ln this raplidly growing area, However, after
a thorough search of the literature, it was found that there
were surprisingly few. There was one such study in which
.Hanczaryk examined personal trusts for the perlod 1963-1968,
aend he studied thelr Investments and performance via an

30

analysis of common trust funds, Hanczaryk found that, for

the 1963-1968 period, all equity common trust funds:

on the average total performance . , . (percent

change in unit share value plus yields) were

superlior to the Standard and Poor's Stock Price

Index plus dividend yields,
This study provides a basic outline of the problem, but it
only deals wlth personel common trust funds and mentlions
employee benefit plans only in passing, Furthermore, Hanczaryk
does not take into consideration the matter of risk, and this
leaves most of his findings open to question.

29stanley Silverberg, "Bank Trust Investments: Their
Size and Significance," The National Banking Review, (June,
Bank trust departments managed agsets of
$288 billion in 1970,

30Edwin W, Hanczaryk, Bank Trusts: Investment and
Performance, Comptroller of the Currency, (1970},

311pia.
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In a related work, Friend studied mutuel funds and other
institutional investors.32 His method of determining mutual
fund performance ls quite similar to the one employed in this
study.S> Friend found that, in all risk classes, mutual funds
performed more poorly than did a comparison standard portfolio
with similar risk.34 However, thls study proved to be an
updated Wharton Study on mutual funds using new performance
techniques, Friend acknowledges his omlisslion of the leading
instltutional common stock purchaser in this way:

. » « the necessary data are not available for

pension funds, the other major institutional

group in the stock market,3

Jensen studied 115 mutual funds for the period 1945-1964,
He concluded that, on the average, mutual funds were not able
to predict security prices well enough to out-perform a buy-
the-market-and-hold policy.3® Also, he found: |

that there is very little evidence that any

individual fund was able to do significantly

better than that which we expected from mere
random chance,

32Friend, et al., Mutuel Funds

33He uses the beta coefficlent as & measurement of
systematie risk as well as standard portfolios with similar
risks for’comparison purposes,

34Friend, et al., Mutual Funds, Table 3-2, Appendix, p. 150,

351bid., p. x.
36Fensen, "Performance"

371vid., p. W15,
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It is obvious, therefore, that most recent studies
using systematic risk adjusted performance measurements
concluded that, on average, these funds did no better than
a risk adjusted market portfolio. In fact, there is some
evidence that these funds did slightly poorer than would be
indicated by the risk they took.38

Voorhels studied forty-three bank-admipistered pooled
equity funds for the period 1960—1964.39 Using annual data,
he determines the rates of return for these funds, but he
makes a significént mistake by not taking risk into considera-
tion in the study of performance. It 1ls a generally accepted
tenet of Finance that, with increased risk, one can achieve
higher returns, Thus, Voorhels' measurement of performance
without any measurement of risk causes his findings to be
incomplete, As Friend states in reference to mutual funds:

Not only rates of return but also the associated

risk must be considered before one can draw more

definite conclusions about the comparative per-

ggzmgggﬁegfaguzgaioig?ﬂs (or pension funds) and
Voorheils' study found that, on average, bank administered
pooled equity funds did outperform the Dow Jones Average but
did not outperform the Standard and Poor's 500 Stock Average
for the study period, Since the late 1960's, the entire

38For exemple, see: Friend, et al,, Mutual Funds

39Vb0rheis, Pooled Funds

4°Friend, et al,, Mubual Funds, p. 40, This writer's
parenthesis,

Levy, "What Price Performance?" also discussed this issue,



investment community has emphasized performance, and thus
this may have altered the performance of bank administered
commingled equity funds for employee benefit plans,

Another recent study in this area was done by The
Securities and Exchange Commission.41 As part of their
study of institutional investors, the SEC examined the invest-
ment performance of bank trust departments! collective funds,
Using monthly data, forty-eight collectlve funds were analyzed
during the period 1967-1969.42 The study concluded that, on
average, these collective funds performed slightly poorer than

did a market portfolio with similar risk.43 A However, it

was also found that portfolios for funds with higher volatility

(risk) had a clear tendency to have higher measures of perform-

a,nce.lLS It 1s of note that there was a statistically signifi-

cant negative correlation between portfolic turnover and per-

formance, Furthermore, there was a signiflcant negative

correlation between portfollo diversification and performance.
This study combined pooled funds for employee benefit

plans with common trust funds; also included were both equilty

415.E.c. Study, Volume II.

420f the 48 collective funds, twenty-seven were for
employee benefit plans and twenty-one were common trust funds.

M3The S.E,C., Study 1s using the beta coefficlent as a
measurement of systematic risk and alpha (el ) as a measure-
ment of performance,

44 B.C. stud , Table V-23, p. 466.
45Ib1d.

461bid,, p. 462, see Table V-23, p. U6T.
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and balanced funds, Common trust funds and employee benefit
plan funds have dilfferent investment objectives. For example,
with the latter, income taxes are insignificant while with
the former, income taxes are qulte important. Thus the results
obtained from this study cannot really be indicative of eilther
type of fund performance. Also, since equlty and balanced
funds are combined, the fesults do not fully distinguish
between equity and debt lnvestment performance,

The SEC only studlied these funds for the three-year
period 1667-1969, and such a short time-period is inadequate

to falrly appraise investment performa.nce.47

This study was
solely Interested in the fifty largest banks., It neglected
the small-and-medium-sized banks which are quite active in
this field, and in so doing, has reduced the significance of
its findings,

In the following chapter, the results of findings on
the performance and the characteristics of bank-administered

commingled equity funds will be presented,

4Tvoorheis, Pooled Funds, p. 93.




CHAPTER 1V

Investment Performance

The level of investment performance attained by commingled

equity funds for employee beneflt plans ultimately determines
not only the benefits recelved by employees, but also the cost
of the plan to the employer. In fact, it has been estimated

7h.

that a one percent increase in investment return will generally

increase benefits about 25% or decrease costs approximately
20%.1 Given the significant impact that investment perform-
ance has on both the employers and employées, 1t is of para-
mount Importance that the sponsors of employee beneflt plans
be cognizant of thelr plans' relative investment performance.
In so dolng, they will be able to contribute to a more effi-
cient allocation of financilal resources..

In order to measure true investmgnt performance, one
must not only consider rates of return, but must also consider
risk. It 1s generally asccepted that:

Not only rates of return but also the assoclated risk

must be considered before one can draw more definite

conclusions about comparative performance of mutual
funds {or pension funds) and the market as a whole.

1

lpaul L. Howell, "Common Stocks and Pension Fund Invest-
ment Policies,” Harvard Business Review, XXXVI (November--
December, 195&), P. 93.

. 2Trwin Friend, Marshall Blume, and‘Jeaﬂ Crockett, Mutual
Funds and QOther Institutlonal Investors: A New Perspective

(New York: McGraw-Hill, 1970), p. 20.
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Thus, throughout this chapter, when performance.:is measured,
it will be adjusted for risk.

The basic risk measure employed--technlcally known as
the beta coefficient--"1is a measure of systematic or non-
diversifiable risk, i.e. the dispersion in return which can-

u3 This method

not be reduced through market diversification.
of risk (volatility) adjustment has been employed in several
recent studles of institutional investors and is fully
deseribed in Chapter III.”
The period of study under examination is from Januvary 1,
1962, through September 30, 1970. This 105-month period is
sufficiently lengthy to give a valid appraisal of fund per-
formance. Within this periocd, one finds that the stock
market had several market cycles, as approximated by the
Standard and Poor'!s 500 Stock Average, A low was reached in
mid-1962, and a peak occurred at the end of the year 1965,
A new low for the market was regilstered at the end of 1966,

while the market peaked by the end of 1968, and subsequently,

31bid., p. 55.

uTechnique recommended by Bank Administration Institute
in Measuring Investment Performance of Pension Funds (1968).

Used by: S.E.C. Institutional Investor Study (1971).
See especlally Vol., II, pp. 400-410,

M. Jensen, YPerformance of Mutual Funds in the Period
1945-1964," Journal of Finance (May, 1968), pp. 389-419,

Robert Levy, "What Price Performence?'" Barron's,
July 5, 1971, pp. 11-14, -
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the market fell sharply by mid-year 1970. Thus, this period
will be a good indicator of investment performance because

of its varied market cycles,

Investment Results

The investment performance of commingled equity funds
is based on quarterly data for the period January 1, 1962,
through September 30, 1970, The performance measure includes
all dividends and capital appreciation for the quarter, and
the risk measure (volatility) 1is the beta coefficlent that
measures systematic or market risk.5

As can be seen from Table IV - 1, the mean beta coeffi-
cient 1s .96 which indicates that the average commingled
fund had slightly leéss risk than the market. The maximum
and minimum beta are 1.17 and .70, respectively. Small beta
coefficients correspond to small risks, A beta of one has
similar risk to a portfolio of Standard and Poor's 500 Stock
Average. (See Appendix, Table IV - A for the volatility
measure (beta) of the 196241970, 1962-1965 and 1966-1970
periods.)

The performance measure calculated for each fund is its
quarterly rate of return minus the rate that would have been
earned on an equivalent-risk combination, This risk combina-
tion is composed of a portfolio of risk-free securities (90-
day treasury bills) plus the market portfolio (represented by

5see Chapter III for a full discussion of methodology.



Table IV - 1

Distribution of Volatility Measure (Beta) by Size classt

Assets (i'?. f;%ﬁigg? | No. of Funde | (a) | (®) (e) Average Beta®

Less than §5 6 2 L - .81}7

$5 snd less than $15} 8 - 6 2 +95

$15 and less than $25 9 3 3 3 .95

$25 and less than $i5 L - 1 3 1.0k

$45 and asbove 6 - 1 5 1.07
Totals 33 5 15 13 .96

Mean beta coefficient = ,96
Maximum bets coefficient
Minimm bets coefficient

1.17
.70

nn

(a) .70 € beta £ .85
(b) .85 € beta £ 1,0
(e¢) 1.0 £ beta < 1.2

J‘S..’Lze classification based upon total assets as of end of year 1970

2Ba.s:ed upon unwejighted arithmetic means of funds within each size
clasgification, :
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the Standard and Poor's composite average including
dividends).6

Tables IV - 2 and IV - 3 present a summary of the per-
formance measure technically known as alpha (CA.). Specif-
1cally, Table IV~ 3 stratifies the performance by risk
class. As can be seen, these commingled funds had a negatlve
alpha of -,39% quarterly, or approximately -1,6 percent per
annum. This indicates that, on average, these funds earned
about -1,6% less per year than they should have earned con-
sidering their level of systematic risk (beta), It is also
clear that the distribution 1s skewed to the low side with
30 funds having ol ; £ © and only seven funds having & ; 7 O.
(See Appendix, Table IV - B for performance of all 37 funds
for the 1962-1970 period.)

This model implles that, with a random selection buy-

and-hold poliey, one should expect on average to do no worse

6The combinations equivalent to & hilgh-risk portfolio
may lmply a negative holding of the risk-free asset, that is,
there 1s borrowing to leverage the market portfollo, The
equivalent risk mixture is found from the extent to which
movements in the market as a whole are related to the parti-
cular portfolio. For example, if the return on the portfolio
is completely independent of the return on the market as a
whole, the return on the S&P index gets a zero weight in con-
structing an "equivalent risk" return. Similarly, if an
inerease in return of 1 percent (net of the risk-free rate)
in the S&P always 1s assoclated with an increase in the
portfollo rate of return of 1 percent (again net of the risk-
free rate), the portfollo would be compared with the S&P
itself, In this case, the portfolio could out-perform the
S&P index by having a rate of return that was always at a
higher level. For example, it could have successive returns
of 5, 8, and 3 percent, while the S&P had returns of 4, T,
and 2 percent,

See S.E.C. Institutional Study (1971), p. 461,
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Table IV = 2

Distribution of Performance Measure (Alpha)l
Period-=January 1, 1962 through September 30, 1970

Performance Measure
Alphe Number of Funds | Mean Alpha
014 alpha £ .02 1 +.0156
.00£ alpha { .OL .6 +,0031
-.01 { slpha .00 28 ~-.0053
~,02 { alpha \( -.01L | 2 -.0143
Total 37 -,0039
Mean alpha = =,0039
Maximum alpha = +.0156
Minimum alpha = -,0152

ton a quarterly besis



Table IV = 3

Distrib» “ion of Performance Meaaure--Alphal by Risk Class
(Beta Coefficient)

Performance Measure Risk (lass==-Heta Coefficlent
Alpha (a) | (®) (e)
.01\( alphe £ ,02 - - 1
.00 £ alpha < .01 - 1 5
«.01 € alpha \( .00 N 17 7
-02% alpha £ -.0L 1 1 -
Totals 5 19 13

(a) .70 { beta ¢ .85
(b) .85 beta (1,0

(e) 1.0 & bveta (1.2

lon o quarterly basis
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than & = 0. Therefore, it appears from the preponderance
of negative alphas that the funds are not able to forecast
future security prices well enough to recover their manage-
ment fees and commission expenses,

In several recent studies on mutual funds, Jensen and
Levy used similar methodology and found that the mean alphas
were -1.1% and -2.0%, respectively, per annum, 8 Furthermore,

the SEC Institutional Investor Study found an alpha of -.12%
9

per annum for forty-elght bank collective investment funds.
Table IV - 4 presents the performance measure alpha

(‘( ) for the period January 1, 1962, through December 31,

1965, as well as for January 1, 1966, through September 30,

0 It shows that, for the 1962-1965 period, the average

1970.1
alpha was -.55% quarterly or approximately -2.2% per annum,
For the latter period, the average alpha was -,32% quarterly
or approximately -1.3% per annum, This reaffirms the fact
that, on average, commingled equlty funds earned less than
they should have, considering their level of risk, (See
Appendix, Table IV - B for the performance results of the

1962-1965 and 1966-1970 periods. )

7Jensen, "Mutual Funds," p. 406.

BLevy, "Performance," p. 14, Used over 300 funds 1969-
1971 (3-year) period,

95.E.C. Institutional Study (1967-1969), p. 466.

10ysed same methodology for each subperiod as for the
entire examination period January 1, 1962, through
September 30, 1970.



Teble IV - 4

Distribution of the Performance Measure--Alpha

for the Two Periods--January 1, 1962 to December 31, 1965

and January 1, 1966 to September 30, 1970

Performance Measure } Number of Funds Mean Alphs
Azne 1962~1965 § 1966-1970 | 1962-1965 | 1966~1970
.01 £ alpha € .03 - - +,0179
.00 ¢ elpha { .01 3 8 +,001% | +,0023
«,01  alpha £ .00 29 19 -, 0052 =, 0045
-.03 € alpha £ -.01} 5 7 -.0113 | -.0152
Total 37 37 ~.0055 -,0032
1962-1965 1966-1970
Maximum alphe +,0019 +.,022L
Minimum alpha -.0133 -.0265

82.
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As can be seen from Table IV - 4, the extremes in per-
formance measure were most pronounced during the 1966-1970
period, a time in which investment performasnce was greatly
emphasized, This period had the lowest mean alphe while
also having the greatest number of funds with 7 0.

As can be seen from these results, the bank-administered
commingled equity funds have performed more poorly than would
be expected, given their level of risk, This 1s consistent
with several recent studies on the performance of institutional
investors.ll These findings tend to confilrm a possible mis-
allocation of financial resources,

Characteristics of Commingled Equity
Funds for Employee Benefit Plans

a) Description of Data Base and Definition of Variables

The quarterly data which was complled describes six
aspects of bank administered equity funds for the period
January 1, 1962, through September 30, 1970, This date was
obtained from the annual reports of the individual banks
administering these funds. There are twenty-nine funds in
which complete data 1s availlable to compile the necessary
variables, These variables were also computed for the sub=
periods January 1, 1962, through December 31, 1965, and
January 1, 1966, through September 30, 1970. The following
is a detalled description of each of the variables used in
this study:

1lls E.c. Institutional Stud
Jensen, "Hutual Funas.v"

Levy, fperformance”
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(I) Performance: A volatilify-adjusted performgnce figure was com-

puted for each fund on a quarterly basis.l? FEach fund has three perfor-
mance figures, one for the entire period 1962-1970 plus one for each sub-
period.

(II) Fund Activity Rate: This was obtained by computing the average
of the annusl purchases and sales divided by the average holdings for
the year.

(III) Total Net Asset Value of Fund: This is the total market value

of equity assets as presented in the annual reports. The end of perlod
year net asset value was used for this study.

(IV) Bank Size:122 The total deposits of each. administering bank
were obtained from Moody's Bank Stock Annual. For the purposes of this
study, end of perlod year bank size is used.

(V) Volatility of Fund (beta): As discussed in Chapter III, this

is a measure of the average volatility of each fund was computed from
data on quarterly fund returns and from returns on the Standard and
Poor's 500 Stock Average for the 1962-1970 period. Quarterly returns
Tor the Standard and Poor's Average were adjusted for the average quar-
terly dividend yield.

(VI) Growth Rate: This is the average annual compound Increase in

total fund net assets for the study period. Beginning and end of period
fund slze were used to obtaln this growth rate.

12. The methodology used to measure performance is described in Chapter III.

12a. The correlation coefficient (r) between bank total deposits and bank trust
size is .98. This was obtalned using twenty-seven bank for which data
was avallable. Bank trust size data was obtalned from Commerélal Banks
and thelr Trust Actlvities: Emerging Influence on the American kconomy
Commlttee on Banking and Currency, Subcommittee on Domestlic IFinance, House
of Representatives 90th Congress, 2nd Session Vol. II p. 245-260. The da-
ta for trust size was not avallable for all banks in the sample. In view
of the above conslderations, total deposits are used to represent bank

f size.
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(VIII) Diversification Measure (R2): The degree of diversifi-~
cation in each fund's portfolic is measured by examining the
extent to which the varlance In fund return is explained by
movements in the market index. If a portfolio's RZ is low,
the portfolioc varies substantlally from the market.

b) Description of Regression Model

The question under examinatlon is whether a significant
portion of differences in performance can be explained by
systematic d{fférences in one or more of the six independent
variables described gbove. Previous studles on performance
found that fund size, turnover rate, and slze of administering
bank generally had 1little or no effect upon performance.l3
A noteworthy departure from these findings is presented in
several recent studies which suggest an Inverse relationship
between performance and portfollo turnover, degree of diver-

14 15 16

siflcation and sales charges. This section focuses

13ror example, see:
Wharton Study, 1962
Friend, et al., Mutugl Funds.
S.E.c. Study.
14,

Voorheis, Pooled Funds, 1967.

C. Hoff Stauffer, Jr. and Robert C. Vogel, Parameters
of Mutual Fund Performance, Wesleyan University, Middletown,
Conn, (1969) (MImeographed). The Voorheis study covers the
1960-~1964 period while the Stauffer and Vogel paper covers the
1955-1964 period.

15
16

S.E.C. Study.

Stauffer and Vogel, Parameters of Mutual Fund Performance.
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upon the relationshilps between fund performance and the
independent varisbles.?

The method used in preparing the data for regression
analyslis is as follows: For the twenty-nine funds with
complete data, the mean of each variable was computed for
each period. Thus, the performance measures become the
average quarterly returns during the study periods.l8

The datsa collected were gathered mainly from these
funds' annual reports--however, some data were complled by
the administering bank.

c) Discussion of Regression Results

Tables IV - 55, 5B, and 5C summarize the performance
regression results. Three regressions were run, one for the
entire study period and one for each of the two subperiods.
The period from January 1, 1962, to September 30, 1970, will
be referred to as period one. The period from January 1,
1962, to December 31, 1965, will be considered period two,
and from January 1, 1966, to September 30, 1970, will be

known as periocd three. The following 1s a dlscusslon of the

slgnificant results.

17performance = a + by (beta) + by (Activity) + by (bank size)
+ bl (fund size™) + by (diversi?ic&tion)
+ bg

growth rate).

18study Perlods:
1. January 1, 1962 - September 30, 1970
2. Jenuary 1, 1962 - December 31, 1965
3. January 1, 1966 - September 30, 1970



Table IV - 5A

Regression Performance Statistics
1962-1970
Dependent Variable: Eaquity Fund Performance (Alpha)

Independent Varisble- Coefficient t Value
Volatility Measure (beta) - .0b39 5,485
Diversification (R®) -.0260 -1.825
Fund Size =.00000 - 977
Bank Size -.00000 - .117
Fund Growth Rate (%) .00000 .020
Portfolio Activity Rate .0020 .7163
2 .
R = .,6%L

Constant = =-,02325



Table IV=-5B

Regression Performance Statlstics
19661970
Dependent Variable: FEquity Fund Performance (Alpha)

Independent Varisble Coefficient t Value
Volatility Measure (bete) .0388 5.73
Diversification (R%) -.0037 .25
Fund Size =.0000 «2.04
Bank Size .0000 39
Fund Growth Rate (%) .0000 A6
Portfolio Activity Rate .0000 .02
R = .66

Congtant = =,0339



Teble IV = 5C

Regreasion Performance Statistics

1962-1.965
Dependent Varisble: FEquity Fund Performance (Alphs.)

Independent Variable Coefficient | t Value
Volatility Measure (beta) .0035 L2

Diversification (RE) ,0076 .62

Fund Size 0000 .69

Bank Size -, 0000 -2.51

Fund Growth Rate (%) .0000 25

Portfolio Activity Rate L0014 .19

Re = ,30

Constant = ~,00117



In the recent SEC Institutional Investor Study, there was

found to be a clear positive relationshlp between higher
volatility (beta) and higher investment performance for both
registered investment companies and bank;;;naged collective
funds.19 In Table IV - 6, one can see & tendency in period
one for higher volatility (beta) to be associated with better
performance (alpha}. For periods one and three, a strong
posltive relationship exists between volatility and perform-
ance. This relationshlp has less than one chance in 100 of
having arisen by chance. However, for period two no statis-
tically significant relationship was found between performance
and volatility., The SEC noted a similar finding for the

20 This

period 1960-1964 for registered investment companies.
result can perhaps be explained by Blume and Friend, ﬁho found
a negative relationship bétween mutual fund volatility (beta)
and rate of return for the period 1960—1964Fn'0fer found a
gimilar result for individual securities in the years 1961,
1963 and 1965.22' Blume and Frlend provide a possible explana-
tion that for the 1960-1964 period investors wrongly predicted

23
rates of return,

19s5.E.c. Study, p. 461.
205.E.C. Study, p. 326.

2lyarshall Blume and Irwin Friend, New Look at Capital
Asset Prieing Model, working paper, Rodney L, White Center
for FinancIal Research of The Wharton School (1972).

22Rona.ld-Ofer, Risk, Return and Gross Expectatlion in the
Stock. Market, unpublished paper, Wharfon School of Finance,
University of Pennsylvania (1972).

2
3Blume and Frilend, Pricing Model,

90,



Table IV = 6

Distribution of the Performence Measure (Alpha)
by Risk Clasg-{Beta)l

Risk Class Performence Mesasure
(beta coefficient) (a) | () | (e} | (4) | Mean Alphe
.7 and less than .85 - - L 1 -.0096
.85 and less than 1,0 - 1 17 1 -.0053
1,0 and less than 1.2 1 5 7 - +,000k
Total 1 6 28 2 ~.0039

(a) .01 alpha Y.02
(b) .00 £ alpha ¢ ,OL
(¢) =-.01  alpha £ .00
(d) -.02 ¢ alpha ¢~.0L

mean alpha
maximum alpha
minimum alpha

-.0039
+,0156
-,0152

lpased on quarterly data for the period Janusry 1, 1962,
through September 30, 1970,



92.

The finding of a strong positive relationshilp between
volatillity and performance for periods one and three is con-
sistent with recent studies.2t A possible explanation for this
relationship might be that those commingled funds with higher
risk (beta) were better able to predict the market, and thus
used market timing to increase thelr investment performance.
The fact that this strong relatlonship was not found for
period two may be interpreted to mean that this superior ability
to predlct the market 1s not consistent over time.

In several previous studies it was found that there was
no consistent relationship between performance and fund size.
The findings of this study show that for all three periods
there was no statistically signifilicant relatlonshlp, at the
95% level, between performance and fund size.26

The issue of fund slze has recelved much attention 1in
recent years. As Friend states:

. . some loss in investment flexibility is asso-
ciated with very large slze. The need to purchase
portfollio securlties in very large blocks may take
substantial amounts of time, so that investment
opportunitles are lost, and even in the short run
may drive up the price of the securitlies involved
beyond the level at which they were Initislly

attractive. If the portfollo holdings are suffi-
cilently large, the declslon to sell may again take

243 E.c. Study, p. k462.

235 .E.C. Study, pp. 331 and 167,
Friend, ual Funds, p. 60.

Wharton Sfuax II§6§I.

26For the 1966-1970 period, the relationship detween per-
formance and fund size 1s statistically sigriificant at the 904
level. That 1s, there is a weak inverse relatlonship between
performance and fund size for this perlod. One possible explana-
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substantial time to implement, since the alternativs
could be a major break in the market for the issue.2'
In essence, the key disadvantage to large fund size is
that 1t seems to reduce investment flexibility. These theo-
retlcal conslderations are not substantlated by the findings
of ‘this study.
In the recent SEC Institutional Investor Study, 1t was

found that there was no significant relationship between per-
formance of collective funds and the size of the administering
ba.nks.28 The findings of this study generally confirm the SEC
results. For both periods one and three, no significant
relationship was found between performance and size of admin-
istering bank (see Table IV - 7). However, for period two
there was & negative relationship between performence and size
of administering bank., This was found to be significant at the
g5% level but not at the 99% level.

It would seem that the larger banks would have larger and
better-staffed research departments, and thus would obtain
better investment performance 1n contrast to smaller banks.
This superilor position should tend to help these larger banks
achieve better investment performance in the administering of

tion is that the smaller-sized funds had greater
flexibility and exercised it prudently during
this perilod.

27Friend, et al.,, Mutual Funds, p. 60.

285,E.C. Study, p. 467.

The SEC also found that there was no relationship between
performance of investment advisory firms and the size of the
investment complex administering these funds. p. 331.



Tgble IV -~ 7

Distribution of Performance Measure by Commingled

Fund Sizel 1962--1970

Fund Size
Total Assets

(in millions Number of

of dollars) Funds (a) | () | (e) | (q)
Lees than $5 6 - 1 L 1
$5 and less than $15 9 - 2 7 -
$15 and less than $25 9 1 - 8 -
$25 and less than $u5 L - 3 1 -
$45 and above 5 - - 5 -

Total 33 1 6 25 1

(a) .0l £ alpha < .02
(b) .00 ¢ alphe < ,OL
() -.01 < alpha g .00

(d) -.02 < alpha<=~,01

Ipased on total assets at end of the year 1970, at market

value
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commingled funds. However, in testing this propositlon, it is
found that there is no consistent relationship between invest-
ment performance and bank slze. In fact, for period two there
is a slight inverse relationship between performance and bank
size.2? This may be explained by the fact that these smaller
banks had a more conservative Investment policy, and for most
of that period low-rlisk portfollos out-performed high-rilisk
portfolios.3o A more llkely explanatlon 1s that the overall
relationship between performance and bank slze 1s not consistent
over time, since the findings for period two are not highly
statistlcally significant, and since the findings for the other
two periods show no statistically signlificant relationship.
Basically, the size of.the bank administering these funds is
not a significant varlable to help explain investment perform-
ance. (See Table IV - 8 for a distribution of performance by
bank size for the 1962-1970 period).

As can be seen from Tables IV - 9 and 10, these dommingled
fund portfolios generally had a high degree of dlversification
(R2). In other words, a hligh degree of the fund volatility can
be explained by the market. The mean RZ of .87 indicates that
87% of the variation in these portfolios can be explained by the
market movements. The recent SEC study found that there was a
statistically significant inverse relatlonship between dlversi-
fication (R?) and performance. The SEC offers the possible

29Not gignificant at the 1% level.

30Blume and Friend, Pricing Model.

Ofer, Rigk, Return.




Zable IV - 8

Distribution of Performance Measure (Alpha) by Bank Sizel

Bank 8ize Performance Measure
(in millions Number )
of dollars) of Funds {a) (v) (c¢) (d)
below $3C0 6 - 1 L 1
$300 and less '
than $550 7 - 1 6 -
$550 and less
than $1,200 9 - 2 7 -
$1,200 and less :
than $5,000 6 - 1 -
$5,000 and ebove | 8 - 1 6 1
Total 36 - 6 28 2

(a) .0L& aipha < .02

(b) .00« alpha { .01
(e) =301 < alpha £ .00

~

(¢) =.02 < alphe {-.0L

lpotal depogita as of December 31, 1970

96.



Distribution of Diversification Measure (R2),
by Performance Measure--Alphal (1962--1970)

Performance Measure
R @ | @ | = | @
.6 and less than .7 - - - 1
.7 and less then .8 1 - 2 -
.B and less than .9 - 5 12 1
.9 and above - 1 il -
Total 1 6 28 2

(a) .01 £ alpha < .02
(b) .00 £ alpha < .01
(c) "'.01- ‘ B.l]_)h& $ .00
(a) -.02 < alphag-.0L

lfor the period January 1, 1962, through September 30, 1970.



Pable IV - 10

Distribution of Diversification Measure (R%)*

1962-1970
(R®) Numrber of Funds Mean Value

.6 and less than .7 1 081
.7 and less than .8 3 «753
.8 and less than .9 18 871
.9 and above 15 915

Total 37 BTh
Mean R° = .87k
Maximam RE = -935

Minimum R® = .681

1R2 indicates the extent to which the variance in fund return is
explained by movements in the market index.



99.

explanation that superior performance requlres management
efforts to be concentrated on a relatively small number of
issues. It states that: "The relatively diversified funds
may have tracked unmenaged market portfolios more closely."31

For the 1962-1970 period, the results of this study are
consistent with the SEC findings of an inverse relationship
between diversification and performance. This weak relation-
ship is statistically supported at the 90% level but not at
the 95% level of significance. For periods two and three,
no statistically significant relationship is found between
performance and diversification. The level of diversification
also does not seem to be an lmportant variable in explaining
the differences in performance over time.

As discussed in Chapter II, the compound annual growth
rate of commingled funds varied from over Ui4% to less than 7%.
(See Table IV - 11). This disparity could poésibly be related
to investment performance on the theory that better performance
wlll attract a larger infiux of funds. The findings reveal no
statistlcally significant relationshlp between growth in fund
size and investment performance for the entlire period and for
each sub-period. This tends to support the fact that invest-
ment performance is not the significant criterlion for choosing
a bank trust department. The more likely explanation for these
findings 1s that these employee benefit plan adminlstrators do
not have access to the relative performance of other bank trust

departments and thus cannot make an'intelligent investment

31s.E.C. Study, p. 462.




Table IV - 11

100,

Distribution of Performance Measure (Alpha) by Gompound
Annual Rate of Growth of Total Assets of Fungl

Compound Annual

Performance Measure

Growth Rate of Nunber Mean

Fund Assete (%) of Funds (a) (b) (e) (d) Growth Rate

Below 15 5 - i b - 10.3%

15 and less than 20 | 6 1 1 L - 17.8%

20 and less than 30 13 - 4 9 - 2k, 9%

30 and less than 4O 5 - - 4 1 31.,6%

40 and above 3 - - 3 - Lh.5%
Total 32 1 6 2l 1 24.0%

(a) .01 & alpha ¢ ,02

(b) .00 & aipha < ,0L Maximum growth rate = 4,99

(e) -.01 ¢ slpha £ .00

{a) -.02 < alpha ¢ -.01 Minimm growth rate = 6.3%

lat market value for the 1962-1970 period



10k,

decision, This study will help to £ill this gap and will
provide needed information in this area.

The portfolio activity rate 1s "defined as the average
of purchases and sales of equitles divided by average market

32 Just as other financial institu-

value of stock holdings.”
tions increased their activity rates during the 1960's, so
have these commingled funds significantly increased theilr
activity rates. The mean portfolioc activity rate is .38 with
a maximum of 1.76 and a minimum of ,10 for the 1963-1970 period
(See Table IV - 12), It is interesting to note that this mean
activity rate for commingled funds is substantially higher

than the average activity rate for all financial institutions
except mutual funds.33 Table IV - 13 presents the average
ectivity rates of selected financial institutions for the
period 1964-1971.

Since higher activity rates lead to higher transaction
costs, this would tend to lower performance unless the funds
could take advantage of investment opportunities through more
successful trading.

In several recent studies of institutional investors,

it was found that there is a negative relationship between

32g3,E.C. Stock Transactions of Financial Institutions
1971 (April, 1972), Table 3.

The portfolio activity rate differs slightly from the
turnover rate in that the former includes the results from
net accumulations or liquldations while the latter rate does
not. The correlation between these two measures 1s ,98,

331p1d.



Tgble IV - 12

Distribution of Average Ammual Activity Ratel
Classified by the Performance Measure (Alpha)

Eight~Year Period 1963=-1970

Performance Measure

Average Annual Activity Rate

102,

(slpha) below .2 | .2 to .4t | 24 to .6 | .6 and sbove
.02 and less than .OL - - 1 -
.0l and less than .00 2 2 1 1
-.,005 and less than .00 1 T 1 -
=,01 and less than -.005 1 6 1 2
-.02 and less than «,0l - 1 - -
Total Ly 16 L 3
Mean activity rate = .38
Meaximum sctivity rate = 1.76
Minimum activity rate = .10

Ipctivity Rate = Purchases + Sales/2

Market velue, + Merket value ,/2



Table IV - 13

Comon Stock Activity Rates for Selected Financial Institutions

e T e
Annual | Private Noninsured [ Open-End Investment | Life Insurance | Property and Lisbility | Total Selected
Pension Funds Companies Companies Insurance Companies Institutions
1964 10.6 18.2 11.8 7.8 12.9
1965 11,k 21.8 _ 13.8 8.2 k.7
1966 12.6 34.0 16.0 8.6 - 19,8
1967 17.2 4o.7 18.2 9.7 2h.7
1968 18.7 48,4 26.8 16.0 29.4
1969 21.3 51.0 29.4 26.7 32.4
1970 20.5 45.6 27.8 28.1 29.8
1971 22,1 48.2 30.9 22,7 30.9
Mean
1964~ 16.8 38.5 21.8 16.0 2k.3
1971 .

Source: Securities and Exchange Commission, Stock Transactions of Financial Institutions, 1971
April, 1972, Teble 3.

*fot
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turnover rates and performance.34 That 1s, higher turnover

rates are associated with poorer performance. In contrast,
however, two other studies found that there was little, 1f
any, relationship between turnover rates and performance.35
Thus, 1t can be seen that there are conflicting results in
this area,

This writer's study concludes that there 1s no statisti-
cally significant relationship between portfolio actlvity rate
and performance for the period 1963-1970 and for the two sub-
periods, (See Table IV - 5), Since there is no inverse
relationship, what may be indicated here is that the funds
with higher turnover rates must be profiting sufficiently
from this increased activity to cover the lncreased trans-
action costs,

The Wharton Study concluded that, for the filve-year
period 1953-1958, the average performance by mutual funds
was not appreciably better than whet would have been achleved
by & completely unmanaged portfollo with the same distribution
between stocks and other assets., Ever since these results
were revealed, the ;nvestment community has tried to disprove
these conclusions.36~ A further unwelcome finding to the

investment community is the random walk theory, which

34

Stauffer and Vogel, Parameters of Mutual Fund Performance

35priend, et al., "Mutual Funds," p. 62.
Wharton Study (1962).

36ynarton Study (1962).




postulates:

that at any glven moment in time, the next period

price change is random with respect to the state

of knowledge at thlis moment ., . , &and that the

current price fully reflects the present state

of knowledge in the sense that it is equal to

the (discounted) mean value of the distribution

of the next period gyice as glven by the present

state of knowledge,

Partly in response to the above findihgs, two recent
studies of institutional investment performance found that
there was virtually no relationshilp between the performance
for a gilven fund in one period and performance in the follow-
ing period.38 In fact, one of these studies found a sllght
association between good performance in one period and poor
performance during the following period.39 Funds that per-
formed well in one period showed no consistent ablility to
do so in the subsequent period,

This study finds that the relationship between perform-
ance in one perlod and the subsequent period was such that
there was a slight negative correlation. The correlation
coefficient (r) is -,132 and t value is -2,283, which is
. statistically significant at the ninety-five percent level,
This finding tends to support the SEC conclusion that there

is a slight negative assoclation for registered investment

370. A, Vasicek and J, A. McQuown, "The Efficient Market
Modg%," Financiel .Analysts Journal, Vol. 28, No. 5. (1972),
P. 76.

38

Friend, et al., Mutusl Funds, p. 60.
S.E.C. Study, p. 332.

39s.E.C. Study, p. 332.

105,
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compenies between performance in one period and that in the

subsequent perled. The findings of this study, in conjunc-

tion with the results found by Frlend and the SEC, glve

support to the random walk theory, which states that there

1s no consistent relstionship bétween performance in one

period and performance in the followlng period. Thus, it

seems that a fund can only achleve conglstently higher

returns than the market when it invests in high-risk securitiles.
The final item to be Investigated examines whether the

New York City banks outperformed banks outside New York City.

There are several reasons for this inquiry. First, it is

generally known that New York City bank trust departments

manage over one-half of all noninsured private pension funds.uo

It would be assumed that, to command this position, banks

would demonstrate above-average performance. Secondly, be-

cause of their size and thelr Immedlacy to Wall Street, one

would expect these banks to have expert research investment

and trust staffs. This expertise should tend to produce

above-average performance for these New York City banks.
Included in this study are five New York Cilty banks and

thirty~two banks which are outside New York City. The null

hypothesis (Ho) is that there ls no difference between the

performance of banks either in New York Cit& or those 6utside

40p401¢ A. Berle, "Corporate Power," The Center Magazine,
January, 1969, p. 77.



of 1t., A two-tailed t test is employed to examine this
hypothesis, Testing for the differences 1ln means, it is
found that there i1s notevidence of a statistical difference
between the performance of commingled funds managed by New
York City banks and those managed by banks outslide New York
City.41 Thus, the null hypothesis is not rejected. |
Thls conclusion tends to indicate that New York City
banks administer the majority of pension trust assets for
reasons other than performance., One of these reasons may be
the banks' proximity to a significant number of corporate
headquarters. Another posslble explanation is that the banks
have "old-line" ties with corporate entities which are not
necessarily based upon performance, Still another reason may
be that these corporate fund sponsors do not have full knowl-
edge of the risk-adjusted investment performance of the banks
involved., In any event, there 1s no statistically supported
difference between the performance of New.York City bank-
administered plans and the performance of those outside New
York City. This tends to support the fact that there may be

a misallocation of the financial resources involved.

K¢ velue = 1.143 which is not statistically significant.

107.
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CHAPTER V
Summary and Conclusions

This concluding chapter will incorporate and summarize
the results found throughout this analysis of bank adminis-
tered commingled equity funds for employee benefit plans,

Such a procedure will be helpful in attainlng an overview of
this study.

In Chapter I, the writer introduced and discussed the
growth of private pension funds as an institutional investor.

In so doing, it was shown that noninsured pension funds are

growing more rapidly and have significantly more assets than

do their insured counterparts. In fact in 1970, over 70 per-

cent of all private pension reserves were held by noninsured plans}'
Furthermore, in the last decade these noninsured funds empha-
sized common stock investing to the point where they are now

the major institutional purchaser of equities each year,

It is generally known that commercial bank trust depart-
ments administer the bulk of noninsured pension reserves., Thus,
with noninsured pension funds placing such an emphasis upon
equities, there has been increased emphasis upon the equity

investment performance of bank trust departments. Unfortunately,

lsecurities and Exchange Commission, Private Noninsured
Pension Funds 1971, Release No., 2581, April, 1972,
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1ittle is known about this performance, since the data is
quite confidentlial in thls area.

In an attempt to evaluate equlty performance of bank
trust departments, thils study analyzed the performance of
thelr commingled equlty funds for employee benefit plans.
These commingled funds have grown from approximately 1% in
1960 to 9% 6f total private pension assets in 1970.2

Interviews were conducted with bank vice-presidents in
charge of trust operations, and it was found that they expect
very similar returns for thelr commingled equlty funds as
they expect for the equity portions of thelr regular pensions.
As one trust officer stated, "Thls 1s our public exposure,"

The empirical examination included thirty-seven commingled
equity funds of the possible seventy-two that have been in
operation continuously since January 1, 1962. None of these
commingled funds began operation prior to 1956.

Almost all funds doubled in asset size during the study
period.3 The average compound growth rate of fund assets was
24%, with a range of 6.3% to 44,9%, During the years of the
study, it was found that there was a slight deconcentration
of assets among the largest funds. This can be explained by
the finding which showed that the smaller funds grew at a

2During Interviews with this writer, several bank Vice
Presidents in charge of trust operations estimated that 9%
of all pension assets were in the form of commingled funds.

3Study period was January 1, 1962 to September 30, 1970.
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more rapld rate than the larger funds, Thls inverse rela-
tionship proved to be statistlically significant,

On the inception date for the study period, January 1,
1962, the asset size ranged from below two-hundred and fifty
thousand dollars to above fifty million dollars, with the
majority of the funds below $10 million. By 1970 there was
no fund with assets below $2 million, and most funds were in
the category below $25 million in total assets., It was found
that there 1s a direct relationship between the asset size of
commingled equity funds and the size of the banks which ad-

minister these funds.u

Investment Performance

The method used to determine the investment performence
is similer to that employed by the Securlties and Exchange
Commission's Institutional Investor Stugy.5 Using quarterly

data, the average quarterly rate of return is found. The
beta coefficlent is used to determine the systematic risk
assumed by each fund., The writer proceeded to calculate the
performance measure (risk-adjusted alpha), by obtaining both
the quarterly rates of return and the risk measure (beta

coefficient)., This performance measure "represents the

4pank slze 1s defined as total deposlits for the year
ending December 31, 1970.

5A1s0 used by:

Jensen, "Mutual Funds"

Bank Administration Institute, Measuring the Investment
Performance of Pension Funds

Levy, "Performance”
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average ilncremental rate of return on the poritfolio per unit
of time which 1s due solely to the manager's ability to fore-

cast future security prices."6

(5-1) r¢ = vy = 1+ B8 [}m - rb] 7

where:
r, = return on the market portfolio
(8&P 500 Stock Average)
ry = three-month Treasury bill rate

B;:: Beta coefflcient: systematic risk
ry = return on fund for period t

Ay

risk adjusted performance measure (alpha)

If the results are positive after calculating alpha, then the
fund performed better than did an unmanaged portfolio with
similar risk. The reverse 1s also true--a negative alpha indi-
cates that the fund performed more poorly than did an unmanaged
portfolio with similer risk.

It was found that, on average, the commingled equity funds
had a bete coefficient of .96, which is slightly less than the
risk for the market in general. The range was from .70 to 1.16,

With the use of equation (5-1) as shown above, it was
found that the mean alpha was -,0039 quarterly or approximately
-.0156 annually for the study period, This demonstrates that

these commingled funds had an approximately 1.6% lower return

6yensen, "Mutual Funds," p. 394.
7Ibid., p. 393.
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than would be expected from the risk taken, This coneclusion
seems to be consistent with several recent studies of insti-
tutional investors which found the mean risk adjusted alpha
8

to be negative. It was also found that, for this period,
there were seven funds with positive alphas and thirty with
negative alphas. The range of these alphas was from approxi-
mately -6.1% to +6,3% per annum.

It was found that, for the period of January 1, 1962,
through December 31, 1965, the mean performance measure was
-.0055 quarterly with ohly three funds having positive alphas
and thirty-four having negative ones, For the second half of
the period, January 1, 1966, through September 30, 1970, the
number of positive alphas increased to eleven, However, the
mean performance measure still remained negative (-.0032
quarterly), This tends to substantiate the fact that through-
out the study period, these funds did not perform as well as
an unmanaged portfolio with similar risk,

It was determined that there was no relationship hetween
performance in one year and performaence the following year.
This indicates that there was no fund which consistently out-
performed the market, adjusted for risk.

Upon examination of the entire study period, it was
determined that there was no direct statistically significant

8For example see:

Friend, et al,, Mutual Funds.
Jensen, "Mutual Funds"

S.E.C. Stud
Levy, "Performance"
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relationship between fund silze and performance. Also, no
statistically significant relationship was found between
average annual compound growth rate of fund assets and per-
formance. One would think that better performance would
lead to a larger inflow of funds, but thls was not supported
by the conclusions arrived at in this study.

No direct relationship was found between the size of the
banks administering commingled reserves and the performance of
these reserves. If there were any relationship, it would be
a slight inverse assoclation between performance and bank size.
However, this relationshlp was found not to be consistent over
time. This finding raises the question of why the larger banks
adminlister such a disproportionate amount of pension reserves,
The answer seems not to be based upon performsnce,

It was demonstrated that funds with higher volatility
tended to have higher measures of performance, However, this
was not consistent in all periods. This is a similar result
to that found by the SEC,9

During the study period, there was no relationship found
between performance and portfolio activity rates, nor between
performance and diversification measure (R®). It is note-
worthy that over 87% of the average volatility of these funds
was explained by movements in the market.

Since New York City banks command a leading position in
the adminlistration of private pensions, the writer tested their

9s5.E.C. Study, p. 461.
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mean performance to determine whether they outperformed banks
outslde New York City. No statistically significant difference
was found between the performance of New York City banks and
the performance of those banks outside of New York City. This
finding tends to question whether these New York banks should

hold this commanding position over pensioh reserves,

Conclusions

Before one can fully understand the conclusions of this
study, one must realize its limitations. The study dealt
only with bank administered commingled equity funds for employee
benefit plans, This was necessitated by the fact that other pen-
sion date was not available., Furthermore, the study was limited
to equity performance and did not take bond performance into
consideration.

It was stated in Chapter I that an investigation into
the risk-adjusted performance of commingled equity funds would
help foster a better allocatlon of financlal resources, The
results of thls study show that the performance of these com-
mingled funds was inferlor to the performance of unmanaged
portfolios with similar risk., This tends to demonstrate that
the bank trust departments do not have the ability to forecast
fufure securlty prices, Moreover, their abllity to forecast
securlty prices is further questioned since there 1s no
relationship between performance in one year and in the

following year.
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The conclusion for the study period is that the perform-
ance of commingled equity funds has been inferior to what
would have been achieved by an unmenaged portfolic of similar
risk. Thus, the null hypothesis, which states that these
funds performed as well as the market adjusted for risk, must
be rejected. Thils concludes that the allocatlion of these
funds to bank trust departments is at a suboptimum level.
Thus, they are partially misallocated, since an unmanaged
portfolliec of similar risk would have performed better.

One pertinent finding was that higher risk portfolios
outperformed lower risk portfelios after adjusting for differ-
ences in risk., This was not fully consistent in all periods,
Further research should be initiated in this area to determine
whether or not this relationship is consistent over a longer
time period.

A further purpose of this study was to find whether the
administration of these pension reserves by New York City
banks 1s Justified by performance. Performance was found not
to be the justificatlon--perhaps 1t is due to other factors
such as location and "old-line" ties.

What 1s still needed in this fleld.is an all-inclusive
study of private pension fund performance. Also needed 1is a
thorough analysis of bank trust departments, which are the
-iargest administrators of equity assets. This wilil not be
possible until Congress passes laws that require trust depart-
ments to meke publlc the annuel reports on thelr operations.

Today, this field 1is cloaked with secrecy, but because of the
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enormous wealth and the public nature of these pension funds,
this information must be made avallable, Thls is necessary
to determine whether the allocation of these pension reserves

is at an optimum level,
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Tetter A Initial letter sent to offlicers of banks
administering commingled equlty fund for
employee benefit plans, letter dated
August 15, 1971

I am currently Qdoing research in the area of bank pen-
slon and profit~sharing commingled@ funds for a doctoral
dissertation at The City Unliversity of New York. Specifi-
cally, I am attempting to measure the risk and rate of return
of a large portion of the estimated elghty commingled equity
funds which have existed since 1961. The annual reports on
commingled equity funds will be extremely helpful for their
data content, ©F course, any information obtalned will be
treated as strictly confidential. In no case will the name
of a participating bank be assoclated with a paerticiular
trust fund.

Would it be possible for you to supply me with the annual
Feports of your commingled equity funds for employee benefit
plans from 1961 to the present, Xerox coples would certainly
be welcomed should originals not be avallable, A statement
describing your portfolio selection objectives and methods
would also be very helpful.

The study will be completed during the spring of 1972.
At that time a summary of the findings wlll be made available
to all participating institutions,

Your assistance in this study is greatly apprecilated.
Comments, suggestions and questions concerning the project
are certainly welcomed,

Very truly yours,

Edward Melca
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Letter B Follow-up letter sent to officers of all banks
who did not acknowledge 1nlitial letter of
August 15, 1971, letter dated September 30, 1971

On August 20, 1971, I sent to you a letter requesting
your participation in & doctoral dissertation study in the
area of bank administered commingled equity funds for employee
beneflt trusts. Since I have not yet heard from you, I pre-
sume that you would like further information concerning the
study before declding whether or not to participate. My
purpose in writing to you at this time is to provide such
information.

The purpose of my study 1s to measure the performance and
to describe the characteristics of bank administered com-
mingled equity funds for employee benefit plans for the years
1961 through 1970,

I think you will agree that these are signlficant areas
for research, since conclusive finds may contribute to the
realization of greater earnings and to market appreciation
on pooled equlty funds for employee benefit plans.

Each bank which has adminlstered & pooled equity fund
for employee benefit plans since 1961 has been asked to
participate in this study. To date, about thirty banks have
consented; I expect thls number to reach about forty within
. the next few weeks, For the purposes of this study, the
sample 1s almost ideal because the funds range from about _
two million dollars to well over one hundred million dollars,

To fully explore the areas mentioned above, the informa-
tion presented in the annual reports of your commingled equity
funds will be extremely helpful. In no case will the name of
& participating bank be associlated with its pooled equity
fund nor will any names be assoclated with any findings or
conclusions presented in the study., All informatlion will
be held in strictest confidence,
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Letter B ' -2a

If you would like to participate, would it be possible
for you to supply me with the annual reports of your commingled
equity funds for employee benefit plans for the years 1961
through 1970? Xerox coples would certainly be welcomed should
originals not be available. Reports will be returned upon
request,

If you have any question concerning the methodology to
be employed, please let me know, I belleve, as do the trust
officers of several banks, that the study has conslderable
merit--your participation will make any findings even more
conclusive. Of course a summary of the findings will be
sent to all participants as soon as the study is completed.
Regardless of your decision, thank you for the attention
which you have given my request.

Yours very truly,

Edward Malca
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Table IV-A

Distribution of Beta CoefPicient (Volatility Measure)
for the 1962-1970, 1962-1965 and 1966-1970 periods

1962-1970 1962-1965 1966-1970
.902 937 .893
. «857 .851 : Bhih
1.122 : 1,189 1.157
.982 1,016 .967
1.011 1,030 1.019
995 1.079 .937
942 1.011 .890
.853 .96l 811
1.090 1.112 1.13%
.93L 1,004 .89
.922 .927 .923
.9%0 1.097 o2
.815 .TO4 .868
1,098 1,097 1.119
[ ] 877 l L 01‘6 * 775
726 572 .788
876 687 .988
.978 900 1.032
1,048 .976 1.090
1,167 1,013 1.324
JT97 »903 .Th6
.823 .972 736
1,113 1,148 1.122
.965 .957 979
.T03 811 615
1.108 1,105 1,118
1.09% 1,078 1.121
1,133 1.221 1,097
1.000 1.060 . 996
1.010 1,16k .935
1,003 1.131 .955
.861 937 .823
.993 .985 .992
'} 9h8 . 9!#3 . 966
.858 1.029 .T19
hd 927 - 923 . 901

..950 1,004 .92k
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Table IV - B

Distribution of the Performance Measure (ol ) for
the 1962-1970, 1962-1965 and 1966-1970 periods

1962-1970 1962-1965 1966-1970
+,0002 -.0017 +,0016
-.0042 +.,0007 -, 0077
+,0156 +,0019 +,0102
~.0033 -.0038 -.003k
«,0035 =.00T71 -, 0001
~, 0045 -,0022 -.0007
«,0070 -.00L1 -.0117
~0m55 "-0091 -.00’-!-0
+.0059 ~.0009 +,0212
- 00079 - 00088 - .008“
- .0068 - 0007‘!" - 00(52
~-.0005 -.0024 -,0007
-.0073 -.,0061 -,0064
~.0032 -.0133 +.0013
-+0070 -+0051 - .0126
~,0152 -,0111 -,0165
-.0068 -,0088 -,0008
~-.00kg - 0070 -,0008
-.00h2 -.0048 -.0020
+.0038 ~.0102 +,0224
-.0096 -.0111 -.0103
-.0097 -.0107 -.0143
+,0016 -,0040 +.0035
~.0073 -.0092 =.0051,
- 00%1 - .0003 - .Olhs
-.0051 "00%5 -.003!].
=-,0011 -.0039 +.0023
"".0017 - .0008 +.001+5
«.0037 -, 0092 +.0010
- -00731 - 00089 - .0‘088
+,00109 - 0030 +,0028
- .0%7 e 0072 - cm??
-.0059 ~.0048 ~.0069
-.0021 =.0050 +,0013
-.0133 -,00L45 -.0265
-.0036 +,0016 -,0091

-.0034 - .0040 «.0037




Teble IV - C

122,

Distribution of the Average Number of Issues in the Commingled
Fund Portfolio for the Periods 1962--1965 and 1966--19701

Study Periods

Mean number oi‘ issues
Maximum number of lssues
Minimum number of issues

Number of funds in
this sample

1962--1965 1966~-=1970
60 50
10k 80
28 26
30 30

lstudy periods: a, January 1, 1962 through December 31, 1965
b, January 1, 1966 through September 30, 1970



Teble IV - D

Distribution of Average Turnover Ratesl by
Performance Measure (Alpha) for the Period 1963--1970

Performance Measure Turnover Ra.tesa
(alpha) below .1 | .1 to .3 | «3 to .5 | .5 and above
.02 and less than ,0L - - 1 -
.01 and less than .00 1 3 1l 1
-,005 and less than .00 2 5 2 -
-.01 and less than -,005 1 L 3 2
-.02 and less than ~,01 - 1 - -
L 13 7 3
Mean turnover rate = ,30
Maximum turnover rate === l:gz

Minimum turnover rate

l'I‘urnOVer rate = lesser of purchases or sales

market

value at the beginning of the year

market value at the end of the year
divided by two

2
Average for the eight-year period 1963-~1970.
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