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In the summer of 1959, a series in the Wall Street Journal profiled a group of Americans
invested in the stock market. It was a time, the paper explained, when “the booming market was
playing a growing role in the lives of diverse Americans.” For the most part, the people featured
were wealthy individuals engaged in speculative trading. There was the “well-heeled doctor”
who traded energy stocks; a “well-to-do wife” day trading on short term fluctuations; and a pair
of brothers who had bet and lost big, and found themselves “on the sucker list.” These investors,
featured in the Journal’s “In the Market” series, confirmed the success the New York Stock
Exchange’s (NYSE) marketing strategies, which Janice Traflet has described. In the 1950s, the
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NYSE had encouraged Americans to “own their share,” to “keep up with the Jones’s,” “to own
America,” and to participate in “people’s capitalism” or “a nation of shareholders.” These
campaigns differed in the cultural values they associated with shareownership. Some emphasized
the use of stock as a tool in financial independence or to ascend the ladder of wealth. Others
drew on the longstanding political ideology of shareholder democracy described by Julia Ott, in
which investing markets were refashioned as venues for public participation in the wealth of the

nation. Those campaigns, like the series in the Wall Street Journal, invariably focused on

individual and direct ownership of stocks.!
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One of the profiles broke the mold. “I’m not in the market,” boasted a 30-something
engineer named David. As the paper described, he “had never gone to the market to buy a single
share of stock,” judging the enterprise to be too speculative and not worth pursuing without
“spare time enough to be good at it.” He was nevertheless, firmly in the market, the paper’s Jack
Hanicke explained. “Like thousands of other Americans, his sole plans for retirement are under
his company’s pension plan,” where “much of the money is invested in stocks.” As a result, “the
stock market, albeit indirectly, has a strong influence on the way he lives and spends and how
much money he will have.” For one thing, David saved almost nothing for the future—banking
on the pension fund’s performance to ensure his income in retirement. Additionally, the
arrangement meant that “in theory at least [David and his family] have to some extent lost
control over their own fortunes.” Actuaries at his company determined his annual contribution,
the money was deducted automatically from his paycheck, and decisions about what was done
with it—which companies’ stock were purchased and why—were essentially invisible to him.?

This situation—of being entangled in financial activities or ‘in the market’ perhaps

without even knowing it—became increasingly common in the second half of the 20" century. In
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the three decades following World War II, tens of millions of American households became
indirect investors in publicly traded corporations. The cause of this development was the new
practice by a range of institutions, including pension funds, insurance companies, mutual savings
banks, as well as churches and universities to invest in corporate shares. While these institutions
predated the 1940s, they had not been buyers of stock, instead meeting their commitments by
investing in safer assets like government debt. This changed dramatically beginning in the late
1940s, and by 1975, institutions owned more of the stock listed on the New York Stock
Exchange than individuals, families, and speculators combined. In a period when the memory of
the 1929 market crash loomed large, and stock ownership remained a relatively rarefied
enterprise (only 10% of American households owned a share outright in 1965) 60% of
households were indirect participants in markets through their ties to institutions.
Contemporaneous observers referred to the rise of institutional investing in stocks as an
“institutionalization of wealth” or an “institutionalization of markets.” These were ways of
describing on one hand, the pooling of household savings into a small number of large, powerful
investing organizations, and on the other, the impact of this aggregation on the structure of
markets and the financial industry. Others looked to the consequences in broader, more dramatic
terms, seeing in it a potential wholesale change in the distribution of economic power between

corporations, Wall Street, and workers.?
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Over the past two decades, sociologists, economists, and historians have documented the
financialization of the US economy, a process characterized by historic growth in the financial
sector, the prioritization of market returns to corporate as well as national economic policy, and
as Greta Krippner puts it, a “pattern of accumulation in which profit making occurs through
financial channels rather than through trade and commodity production.” Accounts have put
particular focus on the 1970s as a fulcrum—a decade that Judith Stein called “pivotal” for the
transition from an industrial to a financial economy—and focused on the maneuverings of elites,

including politicians and intellectuals, in a period of substantive global economic change.*
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This article contributes to this literature, examining the complex, often hidden coupling
of households to financial markets that began in the 1950s through the influence of the
institutional investor. In what follows, I describe how Americans became enrolled as silent
partners to financialization, as distant contributors of capital to firms they did not know and
entangled in financial activities beyond their control. I do so by tracing the rise of institutional
trading in stocks from about 1950-1975. Critical aspects of this story are well-known, including
its bearing on the history of retirement in the US and the investments of pension funds. Accounts
by Michael McCarthy and Theresa Ghilarducci have documented the political and social
dimensions of pension fund investing, paying particular attention to the way the financialization
of pensions often resulted in the deployment of workers’ capital against the interests of labor (for
instance, through investments in profitable firms with antilabor policies). Following McCarthy, I
too find small-scale household savings implicated in financialization “several decades before
finance-based profit-making strategies would spread to other sectors of the economy” in the
developments more closely associated with the 1970s and 1980s. Supplementing those accounts,
this history addresses institutional investors as a broad category, and examines how they came to
invest in stock in the first place and how their entrance remade the investment industry. While it
is tempting to explain this development through the same economic rationales they offered (i.e.
that rising numbers of beneficiaries for home insurance or private pension plans combined with
diminishing returns on traditional investments demanded it), that is only the beginning of the
story. In what follows, I show how stocks became reasonable investments for risk-averse

institutions during a period when, as Traflet notes, the “shadow of 1929 remained dark.” In
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particular, I show how a discourse of ‘stability’ emerged around market returns and the activities
of institutions themselves, legitimizing stock investing as prudent, and casting institutions as
sober, professional, technocratic managers of money. That initial depiction was short-lived,
however, as more short-term oriented trading practices by institutions in the 1960s fueled a view
among critics that fund managers—wielding enormous amounts of capital and moving in and of
markets rapidly—were potentializing destabilizing prices, market structure, and even the
structure of American capitalism itself. >

Already in the late 1950s, I suggest, some observers of the rise of institutions were noting
with concern the potential hazards of a financialization. Although their discussions took place in
austere publications on corporate law, the law of trusts, and the securities industry, they
understood the stakes of institutionalization to be no less than the shape of capitalism in the 20™
century. A group of liberal critics situated the rise of financial institutions within a long history
of capitalism, foreboding a concentration of power in Wall Street asset management firms and a
more financial-oriented economy overall. Analysts warned that the consolidation of control over
household capital into a small number of money management businesses would plunge the
financial industry into serious conflicts of interest and even moral hazards. Moreover, as
institutions doggedly pursued the interests of their beneficiaries and espoused a desire to avoid
influencing corporate policy, market returns would become ends in and of themselves.
Meanwhile, the shift from individual ownership to institutional management would insulate

corporations from oversight since beneficiaries could not sell their ownership stake if they
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disliked what firms did and might not even know what they owned in the first place. The
legitimizing political ideology of shareholder democracy through which control over
corporations would be distributed to the public through mass ownership would be eroded. And in
its place, as the management professor Peter Drucker predicted optimistically, would be a new
“alignment” for American politics regarding markets around issues that would simply maintain
financial returns.®

The consequences of financialization would become abundantly clear as the pursuit of
market returns reoriented the financial industry and the firm around short-term gains. In 1966,
Henry Manne published a book defending insider trading in securities as a socially beneficial
activity; arguing, in a vanguard work in the emerging law and economics school that moral
judgement was an insufficient rationale for prohibiting otherwise productive economic behavior.
Likewise, in 1970, Milton Friedman published his famous “doctrine” in the New York Times
Magazine that the only “social responsibility of the corporation is to increase its profits.” While
this essay is well known, less discussed is the closely related sentiment articulated the same year
by the law professor Roy Schotland that the “raison d’etre of the pension fund is to earn good
returns.” It was not, he elaborated, their “obligation legal, economic or moral” to invest in
projects based on their social utility. Such a view was one consequence of the mass dependency
on financial intermediaries and market returns, one hinted at in a slim volume published by two
law professors in 1965. Anticipating the dilemmas of mass, intermediated participation in stock

markets, Daniel Baum and Ned Stiles wrote, the “price paid for the mass distribution of wealth is
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unfortunately manifest in bigness we cannot control, complexities we cannot always cope with,

and at times conflicting moralities we cannot harmonize.”’

L. “Bigness we cannot control”

Although the institutional investor has long been a feature of the US economy, their holdings
experienced dramatic growth after World War II through an expansion of homeownership and
life insurance, and a boom in private pension plans. Labor action and the National Labor
Relations Board’s 1948 ruling in Inland Steel opened the doors for collective bargaining for
pension and insurance benefits, and as a result, the number of Americans covered by these plans
soared. In 1940 for instance, there were around 2000 private pension plans, covering 3.7 million
people. By 1951, 14,000 plans covered 9.6 million and in 1960, 50,000 plans covered 19 million
people. The coffers of these institutional funds quickly grew. In remarks to the American
Bankers Association (ABA), the NYSE’s president, Keith Funston described the amount
managed by bank trust departments, which included many pension funds, as so large it “read like

a chapter from the Federal budget.”®
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What was done with all this money? Institutions like life and property insurance
companies, college and university endowments, mutual savings banks, savings and loan
associations, bank-run trust funds, and private pensions had always engaged in some kind of
investment activity. Money provided as contributions by employees or employers, or as
donations or premiums was invested to meet future obligations like paying out an insurance
claim or providing monthly retirement payments for a worker in the future. Most institutions
invested in debt securities including government and municipal bonds, and high-quality
corporate debt. Some invested in real estate mortgages. Stocks had not been common
investments, with a few exceptions. In the 1920s, some college and universities endowments had
invested in stock, and some companies, like Sears Roebuck, had private pensions that invested
heavily in the firm’s own shares. But the practice of investing in a portfolio of other companies’
shares essentially did not exist. This was due in part to regulatory restrictions on permissible
investments by institutions which had emerged in the early 20" century to prevent the creation of
“money trusts.” Other supervisory and regulatory restrictions restricted the kind of investments

to ensure liquidity and protect depositors and beneficiaries.’
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Investment practices were also shaped by professional norms, and in the decade after
World War II, investment decisions professionalized. McCarthy notes that firms came to prefer
external corporate trustees who could provide specialist advice to the management of the fund.
But this shift took time. In many small firms, investment decisions had been made by people
who were not necessarily investors by trade or training. Instead they were made by a company’s
comptroller, an appointed board of executives, or by small volunteer committees in a church or
university. A 1961 account of changes in practice for the Pension Research Council noted that it
was often the case that responsibility was simply given to an executive who had a “penchant” for
investing. The ad hoc approach worked because the possible investments were quite limited,
constrained by guidelines enshrined in legislation and common law that proactively defined the
types of investments a trustee or fiduciary could make about money that was not theirs to
speculate with. In some states, there was a specific list of investments that were allowable; in
others, a more liberal rule restricted investments to what were generally accepted norms in the
profession—a legal standard dating to the 19" century called the “prudent man rule.”!”

Stocks—understood as too speculative—had generally not fit the bill. But at the end of
the 1940s, this began to change, as attitudes towards stock markets shifted, and professional
norms about the prudency of stock investing solidified in changes to state laws.
Contemporaneous observers of the change in norms and law about stock investing identified
different explanations for the change. Some emphasized the necessity of pursuing stock market

returns in an environment where inflation and growing government debt had led to a decrease in
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overall investment returns for institutions. Others looked to the “maturation” of the investing
industry, including through statistical studies which showed the long-term rates of return on
stock, or influential early adopters, like the Federal Reserve System’s pension fund, which in
1949 began to purchase stocks or the old and very large Sears Roebuck pension, which began to
invest in stock in other firms in 1953. One Morgan Stanley executive recalled that “institutional
perception of owning equities” seemed to change around 1950 and looked to the influence of a
an investor named Harvey Edward Mole who had advocated for the U.S. Steel Pension Fund and
the Princeton University endowment to buy common stocks, something he understood to be rare,
if not “unheard of” at the time. The normalization of institutional investment in stocks was
enabled by changes in the law. Between 1941-1951, 20 states changed regulations to allow
institutional investors including insurance companies and trust funds to follow looser, prudent
investor guidelines, and six, including New York, altered their guidelines to allow stock
investing explicitly. In New York, banks had actively lobbied for the loosening investment
guidelines to permit the investment of trust assets into stocks. The US markets regulator, the
Securities and Exchange Commission (SEC) had signaled its support for liberalization of
guidelines to allow more stock investing on the basis of a perceived capital shortage, an
argument echoed by the NYSE. In a 1953 speech to the American Bankers Association, the
Exchange’s President Keith Funston argued that the growth of postwar industry required an

influx of capital from institutional investors.!!
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Supporting the professional consensus and legal acceptability of stock investing by
institutions was an emerging discourse surrounding stock market investing and ‘stability.” The
term was used in reference to several quantifiable phenomena, including the regularization of the
supply of investment capital to industry or household savings patterns; or to capture a reduction
in the volatility of stock prices; or to convey the “smoothness” of market or economic growth.
Crucially, institutions were said to be causes of stability—since they regularized the flow of

savings or capital; and because they were thought to buy stocks regularly and hold them for a
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long time. One economist at the Chase Manhattan Bank emphasized the “striking feature of the
dynamic growth of private pension systems”— that “they may play a considerable role in
helping to make the economy more stable.” They supported a “steady flow of funds into capital
investment... and [and the] growth of pension benefits will help stabilize consumer income and
expenditure.” An executive at Banker’s Trust echoed the sentiment, noting that the channeling of
consumer savings through these funds would “have a stabilizing effect upon the volume of funds
available to investing institutions.”!?

Less quantifiable, but equally important was the way stability conveyed organizational
improvements to the market and even personal qualities of the new professionals that interacted
with it. In a 1955 speech, the NYSE’s Keith Funston suggested that institutions were
synonymous with professionalism. Those working at institutions had “added to the market’s
stature” he claimed, “by their knowledge skill and research.” “Institutions are, in short,
‘professionals.” It became common, for instance, to articulate generational differences between
an older market full of speculators, insiders, and scammers, and a new one characterized by
professionalism and logical decision-making. In a speech extolling mass shareholding, Funston

noted the “striking contrast between the work of securities analysts today and the market scene

of a generation ago,” with the “growth and progress of [the] profession...based not on shifting
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sands but on bed rock [and] the raw materials of the security analyst...complete and accurate
information, combined with cool and logical evaluations.” Noting the theme of a recent journal
issue on the effects of science on investment, Funston compared the old and new ways of
analyzing securities. Where once the “insider was king and rumor was queen,” now the goal was
“facts, and more facts, first and authoritative facts.” Whether or not it was truly “based on
bedrock,” investment was changing as a profession, catalyzed by the entrance of institutional
money. Offices dedicated to “investment analysis” and statistics boomed in bank trust
departments in the 1950s, and oversight of funds shifted “in many banks from a policy largely
dominated or influences by committees of outside directors with no particular qualifications for
such work to a program dictated by skilled advisors.”!?

The emerging association between institutional investing, professionalization, and market
stability, supported a rejuvenated faith in the stability of stock market returns at a crucial
moment. On November 26, 1954, the Dow Jones Industrial Average hit a historic milestone;
reaching, after 25 years, the peak price set just prior to the 1929 crash. At a time when the
speculative frenzy of the 1920s was recent memory, the event’s meaning was complicated, on
one hand representing the completion of a long market recovery, or, pessimistically, the prelude

to an inevitable crash. LIFE magazine captured the mood: “For three weeks, Wall Street traders

and speculators had been holding their hats in [a] mixed feeling of wonder and terror.” But the
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market had changed, the article stressed. The regular investment of institutional money had
created a “built-in stabilizer,” which assured that prices would continue to climb over time. To
some extent, claims of price stability and stable growth were self-fulfilling prophesies.
Institutional investors flocked to a small subset of common stocks, investing in very large
companies with historically consistent dividends. The designation of an individual stock as a
good investment could essentially make it true. As a landmark study of mutual funds explained,
large funds “may to some extent, have the ability to fulfill their own market predictions and in
particular to validate their own appraisal of individual issues.” Academic commentators noted in
the middle of the decade how institutional purchases placed upward pressure on the market
1953-1955 making the bull market as one economist noted, characteristically “smooth.”!#

Depictions of stability also supported a Cold War vision of the stock market as a critical

institution for coordinating the flow of capital to national economic priorities. In the shadow of
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Sputnik, Funston argued that stock markets were central to national economic planning.
Although military demands “may win the big headlines,” he argued in a speech on the social
value of stock investing, the “long-term struggle with communism will take place in the much
less dramatic area of economic growth. The funds we devote to military strength, the help we
offer the free world, and the steps we take to meet our educational needs, all rest on the rock of
our industrial prosperity and our capacity to expand.” The NYSE had made similar arguments in
World War II, when its president William McChesney Martin described the market as a
“national mechanism for promoting the flow of capital into defense work™ and an “instrument for
promoting the flow of capital into productive enterprises of many kinds.” '3

This depiction of the stock market as central to, and a stabilizing force in the American
industrial economy dovetailed with the new political ideology of “people’s capitalism,” which
Andrew Yarrow has described in detail. This was a propaganda campaign first used by the
NYSE’s Funston in the early 1950s and then developed by advertisers and the US Information
Agency in 1955. “People’s Capitalism” depicted America as having achieved a “new capitalist
system,” in which universal abundance was achievable, and where the class conflicts that had
characterized capitalism in the past were transcended. Countering negative Soviet depictions of

“Wall Street Capitalism,” stock markets were recast as venues where the worker could become a

capitalist or, alternatively, provided evidence that America was a “classless” society, since
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anyone could participate in ownership. The political aims of people’s capitalism fit in well with
other postwar marketing campaign by the NYSE aimed at expanding shareownership to new,
less wealthy individuals, and institutional investors. As Traflet has documented, the various
NYSE advertising campaigns tied individual shareownership to a range of Cold War cultural and
civic values, including mass abundance in this period.'¢

Comparisons with socialism were common in descriptions of people’s capitalism,
including in its extension to the case of institutional investment. In his The Unseen Revolution
(1976), the prolific business writer and professor Peter Drucker drew together all the tropes of
people’s capitalism, claiming that “socialism came to America neither through the ballot box nor
through the class struggle let alone a revolutionary uprising...” Instead, he argued, it had been
through the efforts of executives at General Motors and General Electric who had wisely
established pension funds and emphasized the importance of structuring a pension plan as an
“investment trust” that would invest in capital markets. Equity investment had social merit,
Drucker believed, because it fostered a patriotic sense of national investment in industry
mediated through the pension fund. In a speech on the theme of “who owns America,” NYSE’s
Funston made a similar point, arguing that the “broadening of the base of stock ownership would
seem to be a vehicle by which to make America’s economic capitalism as broad as its political
democracy.” Likewise, “Of all the great nations,” the economist J. Frederic Dewhurst
maintained, “the United States, the one that clings most tenaciously to private capitalism has

come closest to the socialist goal of providing abundance for all in a classless society.” In a 1956
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issue of the American Economic Review, the Marxist economist Victor Perlo brought the
discourse back down to earth; describing the stagnant population of shareholders and pointing
out the absurd evocation of socialism by American corporations. “Karl Marx’[s] prophesy has
been realized” at least according to Standard Oil.!”

The discourse of stock market stability—of booming growth based on solid footing rather
than speculation; of a professionally managed and technocratic investing industry; of a promise
of universal prosperity and social tranquility through the democratization of stock ownership—
underwrote the financialization of small-scale household capital. Between 1951 and 1954,
institutions deploying the resources of future pensioners, and home and life insurance
beneficiaries purchased $6.28 billion in common and preferred stock, almost twice as much as
individual investors. Institutional investing in stock only intensified in the decade. Between 1951
and 1959, pension funds nearly tripled the distribution of holdings held in stocks and by 1959,
half of all money flowing into pension funds (from employer and employee contributions) was
being invested in stock. College and University endowments also turned heavily to stocks, and
by 1963, many large endowments had more than Aalf of their value in common stocks. Pension
funds for public employees likewise, invested heavily in stock, accelerating towards the end of
the decade. Wisconsin had begun investing in stocks in the early 1950s and their “variable
annuity plan,” introduced in 1957, expanded stock investing extensively. 1960 legislation in New

York opened public pensions to investing in the same assets as savings banks including stock. By
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1963, no fewer than 23 state pension funds had some pension investments in common and

preferred stock.!®

II. “Complexities We Cannot Always Cope With”

Between households and their money were the institutional investors—pension funds, insurance
companies, bank trust departments—and the people that ran them. By the middle of the 1950s,
they were facing increasing scrutiny as legislators, regulators and academics raised alarms about
both the wisdom of their practices, and their potential powers over firms. Legislative

investigations and hearings in 1954, 1955, and 1956 and a special congressional subcommittee in
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1957 documented investment and actuarial mistakes, in-dealings, and mismanagement, as well as
outright corruption. “With so much money involved and the absence of supervision,” a 1956
Senate investigation described, “an unscrupulous minority has preyed upon such funds...there
have been shocking abuses such as embezzlement, collusion, kickbacks, exorbitant insurance
charges and various other forms of malfeasance.” While they emphasized that bad actors were
not the norm, the Senate report pushed for regulation. “Should these vital programs,” it
continued, “be permitted to operate under an 18™ century philosophy of laissez-faire?”” Among
the problems they identified was disclosure. Pension and other institutional investors simply did
not broadcast what they owned. United States Steel, whose pension covered the insurance and
pension plans of 260,000 workers refused to provide congressional investigators information
about how its portfolio operated. The same was the case with General Motors. Each argued that
disclosure would weaken their ability to invest (by revealing their winning strategies) and hinder
their prospects of bargaining with labor. But secrecy also made possible the use of pension funds
in ways that were widely viewed as improper—Ilike using the fund to buy debt in the company
itself. To the extent large corporate-run plans came under the thumb of the Federal Government,
it was overshadowed by the scrutiny applied to union-run programs. Union-run pension funds
had been subject to intense investigation during the 1950s, most notably the Central and
Southern States Teamster Pension Fund, established in 1955, and run by Jimmy Hoffa. The
CSPF “broke significantly from investment norms in most other funds,” as McCarthy explains,
investing heavily in real-estate projects associated with union labor. Intense investigation of
union-managed funds in this period led, as Theresa Ghilarducci explains, to those plans being
more “conservatively funded than the not-so-scrutinized single-employer funds [despite their]

cleaner record on malfeasance and fraud.” The specter of mismanagement led to the passage of



the 1958 Pension Fund and Welfare Disclosure Act of 1958 a subsequent expansion of disclosure
requirements in a 1962 follow-up bill.!?

Secrecy surrounding fund management contributed to the opinion that investments may
not be on such solid footing. Although “there have been no spectacular failures,” one analyst
noted in 1958, this was perhaps “misleading.” The “growth of these plans has taken place in an
expanding economy and the general rise in income level may have compensated for any serious
mistakes.” Among the problems in management was insufficient diversification: putting too
much money into a single sort of asset, opening the fund to risk if one segment of the economy
or securities market declined. In the 1950s and early 1960s, researchers in economics,
management science, and operations research began to define a new field of research around the
study of optimal investment strategy including “efficient diversification” and the pricing of risk
in securities markets. This work reflected productive overlaps between emerging computational
sciences and economics but also the demands of institutional investing under legal scrutiny.
Developments offered a promise that the new, more complex financial judgments facing the fund
manager could be rendered into an objective form. It had been more straightforward, fund

managers claimed, to make investment decisions when legal requirements restricted holdings to

safe securities like government bonds. “But now that equity holdings have become fashionable,”
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an article in a journal for fiduciaries noted, “a completely new problem is presented”: how to
choose how much to invest in stocks and which ones were good investments. Another article
commented that “the investment problems of the professional trustee are infinitely more complex
now than in the days when fixed income obligations represented the mainstay of the portfolio.”
Markowitz’s theory, for which he won the 1990 Nobel Prize in Economics, offered an answer:
an algorithmic form of decision-making that provided a systematic approach to the analysis of
risk and return in a set of potential investments. While these tools could help do the job of risk
management, they also had a key surplus: a promise of rigor, auditability, and transparency that
fit the demands of the fiduciary investor. Over the next decade, technical outputs of financial
economics were broadly concerned with ways to evaluate fund management in the context of a
public welfare system that looked to markets for long-term wealth generation. As early as 1961,
IBM advertised the application of its machines to Harry Markowitz’s efficient portfolio
algorithm, and the Bankers Trust company was developing its own program to do the same. A
1961 report by A Philadelphia-based trust officer emphasized how electronic machinery could
improve the surveillance functions of trust departments including “the safeguarding of assets, the
prevention of fraud [and] proper adherence to procedures and policies.” Another, small
Mississippi Trust noted that 1963 “is certainly the age of the computer.” And while they were
primarily using electronic data processing to keep track of client accounts, they anticipated that
soon computers would be used to review investment decisions, drawing on comparisons with
stock market data. A survey completed by the American Bankers Association in 1964 showed a
quarter of all trust departments already automated through electronic data processing, or
planning to do so shortly. Home-spun computer based modeling of portfolio diversification, risk,

and return was relatively well-understood in the industry by 1966. In part, this was because



Markowitz’s method, while undoubtedly innovative in its application of the mathematics of
quadratic programming, fit within a longer tradition of statistical self-analysis in the postwar
investment management industry. For instance, it was popular in the trust industry to measure the
stock portions of portfolios against stock indices—to see if they beat the average over time. One
company had constructed an artificial “model portfolio” in 1940, and periodically compared
existing portfolios to it. While the “objectivity” of these models were “limited,” as a trust officer
for a Detroit Bank noted, it offered a “an excellent shop tool” for judging performance

internally .2’
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For a group of analysts, the dilemmas of institutionally managed capital eclipsed the
technocratic and regulatory solutions being offered. No amount of disclosure or efficient
portfolio diversification could reduce what the New York University economist Paul Howell
called the “new money power” of a financial industry that was growing quickly through the
deployment of household capital. Beginning in 1955, a group of economists and lawyers
associated with the think tank The Century Fund in New York began to investigate the social
consequences of institutionalization in relation to matters of corporate governance, but also to
financialization more broadly. This group, which had at its intellectual center the New Dealer
Adolf A. Berle viewed the rise of the institutional investors as a new chapter in economic history
on par with the rise of the modern corporation and threatening the fragile social order of
capitalism in the United States. Their subject matter was technical—they were securities lawyers,
regulators and economists—but their ambitions were sociological and historical: the relationship
between property rights and various kinds of social power; or the dynamics of power between
different sorts of institutions including firms, states, banks, and unions. In his 1932 The Modern
Corporation and Private Property, Berle and his co-author Gardiner Means had argued that the
rise of the large, multi-owner firm had been a development of vast social significance. The
diffusion of ownership among the many shareholders of large corporations had effectively

changed the characteristic power once associated with the ownership of property. It had led to a
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“dissolution” of the previously indivisible “old atom of ownership.” Stock entitled a share of
profit, but little meaningful influence over the affairs of the firm which was now controlled by
professional managers. Similar tools of analysis were deployed by others at the Fund. During the
New Deal, as an economist at the Century Fund depicted it, the state had intervened into the
world described by Berle and Means, seizing powers of pricing and coordination from industry
and enhancing the strength of shareholders with powers to supervise and audit firms through the
Securities Act. In these historical developments, this group suggested, the locus and organization
of power was being altered, a term that meant the ability to coordinate, control, influence, or
decide on the application of productive forces towards some end. ?!

Between 1955 and 1974, researchers associated with Berle and the Century Fund
undertook a series of studies of institutional investing as a new, historic development of concern.
The main subjects of their analysis were the consequences of institutional management on the
erosion of shareholder power over the firm, the related accrual of power by financial firms, and
the internalization of a market process (choices about the allocation of capital to industry) into an
internal, and potentially secretive (if often bureaucratic) form within institutional investors. “In a
way,” Howell continued in a 1955 proposal, “the developments of large funds and their control

by trust departments installed new heads of independent economic empires [not] subject to the
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checks of the market.” To understand those empires, what was needed was an analysis of how
and why they invested as they did, how they interfaced with firms, and whether “outside
influences” or corrupt forces might shape them to make decisions that “may not be strictly on the
merits.” With the consolidation of capital under institutional control, the market, as they saw it,
had been sidelined as a vehicle for decisions-making about firm priorities and the allocation of
resources in the economy. The notion, espoused in marketing materials and political statements
by financial industry leaders, that the corporation was governed by a democracy of voting
shareholders was increasingly implausible, especially in light of the numerous corporate proxy
battles of the mid-1950s. 1954 saw twenty-one proxy fights over corporations traded on public
stock exchanges, including several highly public battles for control over major corporations like
the New York Central Railroad and the Montgomery Ward Corporation, accounts of which made
feature stories in John Brooks’s articles in The New Yorker. In these fights, decisions about the
direction and management of corporations were clearly not the dominion of shareholders acting
through votes, or even expressing opinions through the stock market. Instead, the corporate
dramas of the era featured a small cast of wealthy stock holders, corporate raiders, takeover
artists, and fund managers wielding the capital of many to exert their own influence on firms.?
In the second half of the 1950s, the Jesuit priest and legal scholar Paul Harbrecht led The
Century Fund project on institutions. The work culminated in the 1959 book Pension Funds and

Economic Power, which analyzed the effects of pension funds on capital markets and corporate
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governance. For the workers represented by these funds, Harbrecht said plainly, the promise of
people’s capitalism had been overstated. “If the effect of the pension funds is to make the
employee a capitalist, as many have said, he has only one of the prerogatives that make it
desirable to be a capitalist,” economic security. The employee “gains little in the way of
economic power or the freedom that economic power carries with it. Capitalist he may be, but
certainly not in the sense that Marx and Adam Smith used the term.” In fact, he noted, “there is
no one who can properly be said to be an ‘owner’ of these large accumulations of wealth,”
because the aspect of ownership associated with influence or control had been swept up by small
number of financial institutions. In the long-term historical lens typical of Berle’s influence,
Harbrecht noted that “it may not be too much to say that the center of influence in our economy,
having left the Wall Street of the 1920s and migrated in the 1930s and 1940s to the provincial
centers of corporate power, has now returned to New York financial circles.” This was not
because of the malicious aims of financial firms “in a drive for power.” Instead, it was a response
to a “social demand” that could be answered by the “fortunate presence of the financial
institutions.” Ultimately, this arrangement was a product of “the molding influences of our major
institutions: the corporation, the government, and the labor unions.” They had created a system
whereby, “control over property has gravitated to the managers of the financial institutions
because they perform a function which is valuable to society—to distribute among the generality
of the people the wealth which corporations are creating,” and providing to “the man with little

or no capital to risk” the “rewards originally assigned to risk capital.”?’
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Harbrecht treated the concentration of control over capital in the financial institutions of
the 1950s, as more or less a necessity. But his views were not uncritical, just focused on a
different target: the force unleashed by the new arrangement, one he analogized to the splitting of
the atom. The “nucleus of rights” conveyed by property would be split, with financial institutions
ending up with the part of ownership corresponding to economic power while beneficiaries
gained access to some amount of wealth. This reaction would self-perpetuate, producing both a
“fusion of control” within financial institutions, and a release of “new forms of power over
men,” since “it is in the very nature of pension trusts to concentrate control of capital, the new
alignments of power they have brought about are likely to be permanent features of our society.”
Among those forms of power were the dependencies between workers and their employers (who
they now counted on for retirement benefits) the consolidation of managerial control over firms
because of a general presumption that financial institutions would avoid exerting influence over
them (thus reducing the number of actively engaged owners) and the potential deployment of
influence by Wall Street on industry in the future.?*

The book received no shortage of press attention; with domestic and foreign press and
television stations asking for his time and reviews and coverage resulting in The New York
Times, the New York Post, and the Wall Street Journal. The Century Fund also received
numerous critical comments from fund managers who claimed the description of the industry
was “sensational.” A response from the Fund noted that “we knew...we were touching vital
nerves and it is not surprising that we have had some reaction of this kind.” Harbrecht was
hosted for a luncheon at the Morgan Guaranty Trust Company, one of the largest asset

management funds of the period, where he engaged in prolonged debate over the book. While
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the book was well dog-eared, a Century Fund staff member reported, “It was obvious that what
Father Harbrecht regarded as the main point of his book—an inquiry into the nature of this new
financial institution and its effects on our social and economic structure... simply didn’t interest

them.”%

III. “Moralities we Cannot Harmonize”

The effects of institutional investing on capital markets were increasingly apparent by the middle
of the 1960s. At a 1966 Conference at the University of Pennsylvania to discuss a report by the
SEC on mutual funds, legal commentators and regulators discussed a broader ongoing
“institutionalization of markets.” This term referred both to the way the “floating supply of stock
is sponged up” by institutional investors, but also how institutions were altering the patterns,
professions, and practices of Wall Street as decisions over capital concentrated in a very small
number of financial institutions and fund managers. The implications of these developments
were increasingly concerning, especially as the perception of institutional investors as stabilizing
entities in the market gave way to a new view. Institutional investors had gained the reputation of
being “short-term-oriented” or merely “chasing trends.” The Wall Street Journal described
institutional investors as “keeping markets boiling” as a “passion for capital gains (or a

speculative fever...) has gripped the professional money managers.” In a reversal of the early
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depiction of institutions as patient and long-term focused, analysts increasingly compared their
effects as sparking trading patterns akin to the “speculative fever we had in the 1920s.” Funds
“don’t view stocks as stocks but as chips in gambling game.” Industry studies supported this
characterization. A 1967 NYSE internal study showed that the activity rate—a metric for of how
often funds were changing their investments—had increased across institutions in the 1960s.
Pension and life insurance companies had doubled their activity rate and property and liability
insurance companies nearly tripled as they began to shift towards more short-term investment
strategies. As a consequence, investment managers could in fact “destabilize” the market.?¢
Between 1965 and 1968, reports of high turnover rates fueled a new characterization of
professional fund managers as insiders who pursued quick profit. The syndicated financial
columnist Sylvia Porter described a new “type of speculator in the stock market today who has
never been known before. He is highly informed. He is a clear professional. He manages a
mutual fund which places an enormous amount of money at his disposal. He is a swinger, trading
in and out of stocks for quick, fat profits.” Time Magazine referred to fund managers as the
“most powerful men in the market.” They were presumed to be younger—in their 30s and 40s—

and iconoclastic: replacing “many of the old rules with new attitudes.” In particular, “instead of
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aiming to preserve capital or achieve steady dividends they are confidently committed to a cult
of growth. In their search for short-term gain many are taking longer risks for larger profits.”
Insofar as they differed from the “robber barons of the ‘20s” it was only in their motives—which
was not the growth of their own investment wealth—but ostensibly the wealth of beneficiaries.?’
At the same time, the consolidation of control of stock among a small number of financial
institutions and asset managers raised concerns about their influence over industry and access to
insider information. In 1969, the ten largest banks managed 37% of all trust assets invested in
stock—approximately 68.7 billion or 8% of the market value of all outstanding stock. Insurance
companies were even more concentrated: the top three life insurance companies held more than
50% of all stock assets controlled by insurance companies—the top seven, 75%. A single fund
manager at the Morgan Guaranty Trust profiled in 7ime was responsible for overseeing all stock
trading decisions for more than 250 pension funds. Speaking to Dun’s Report in 1968, Berle
estimated that fifteen or twenty banks could mobilize voting control of a large percentage of
American industry. “It frightens me,” he noted, that by 1970 institutional investors will hold one-
third of the stock of all corporations listed on the New York Stock Exchange. That adds up to

working control.”8
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In 1970 testimony to Congress former SEC researcher and Georgetown Dean Roy
Schotland characterized fund managers pursuit of financial returns for beneficiaries as
economically destabilizing. Short-term purchasing was becoming the norm and “stocks are not
bought on fundamentals, but on rumors, tips, fads and fancies...stocks are bought in the
expectation that some ephemeral event will produce a rise of a few points, a jiggle on the chart,
so that a quick though small profit can be plucked out.” Markets were turning into “the scene of
the largest form of organized gambling in America” and “because the money gamers are
relatively homogeneous in approach, background and sources of information, very frequently
they move in packs.” Short-termism was spreading and leaking into the traded firms themselves.
“The key problems,” he described, “include an unnecessary destabilization of the stock market
and a profound pressure on managements of operating companies to change in a direction of
very questionable social worth.” In other words, fund managers’ relationship with the firms they
owned would have one goal: to push them to generate profit.?’

Opinions had changed rapidly about how institutions would use their control over
industry. Ideas about people’s capitalism—in which institutions would collectivize capital and
give workers a say in corporate policies—gave way to a fear that financial institutions would
exert a narrow form of surveillance on portfolio firms, focused solely on short-term returns,
while corporate management would remain otherwise insulated from oversight. To some extent
this was a consequence of the dynamic Berle and Harbrecht had noted—that as a general matter,
“institutional holders of common stock do not use, do not wish to use, the voting power of the

stock they have accumulated.” But as David Rockefeller noted in 1958, “corporations will find
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themselves dealing increasingly with these sophisticated investors [who will] become more
demanding of management.” Those demands were not of policy per se, but of returns. As two
law professors, Daniel Baum and Ned Stiles, showed in their 1965 study of institutional
influence, The Silent Partners, institutions were active in some particular matters of corporate
policy—including in the financial structure of the firm, executive compensation, and in mergers.
Most concerning for Baum and Stiles was the way that institutions single mindedly focused on
returns that would enable “solvency, toward the faithful, efficient administration of trusts.” There
seemed “to be room for little else in their analysis.” Institutional investors seemed ill-equipped
and uninterested in “assuming the responsibilities in their portfolio companies commensurate
with their agency power,” or fearful of acting in ways that would expose them to antitrust
scrutiny. This resulted in a de facto strengthening of corporate status quo—as the largest
shareholders were “silent partners” disengaged from corporate affairs, or an attention to portfolio
firms solely concerned with financial outputs. While the “corporate democrats” promoted the
idea that mass shareholding produced collaborative governance, this was “illusory.” As
shareholding consolidated in institutions, they would make more and more stock inert, placing
“self-perpetuating power in the hands of entrenched leadership.”°

Consolidation in fund management also brought about conflicts of interest and tempting
access to inside information. In a case described by Baum and Stiles an employee of an

investment firm attended a board of directors meeting for a company, and telephoned his firm

during a break about a forthcoming cut to the company’s dividend. John Brooks’s chronicle of
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1960s Wall Street drew parallels between the 1920s and the “Go-Go” 60s, noting the parallel use
of insider power by large scale fund managers. “In each case, certain insiders contrived to use
privileged information and superior market technique to manipulate stock prices and thus
deceive the public; in the 1920s the manipulators had been called pool operators, in the 1960s
they were called portfolio managers.” Despite their use of “obviously unfair if not illegal”
methods they had “no public disapproval so long as people were making money on them.”
Morgan Guaranty Trust, among the largest asset managers of the period, allegedly bought ten
thousand shares of a mining company on the basis of privileged information. Similar insider
information is said to have circulated during the collapse of Penn Central in 1970. Loan officers
at Chase Manhattan bank were “said to have told their colleagues...running major pension funds,
of the critical condition of the railroad.”!

But if fund managers were pursuing returns on behalf of their beneficiaries—of future
pensioners, or insurance contract holders, or small-scale household savers—was the use of
insider information such a bad thing? The moral dimensions of the pursuit of profit-at-all cost
came to the fore after the publication of Henry Manne’s 1966 Insider Trading and the Stock
Market, a defense of insider trading as economically beneficial. The book, which appeared in
stores around the financial district drew on the emerging theory in financial economics called the
random walk hypothesis to argue that that price discovery would be less erratic when all
information—including insider knowledge was used. The advantage insiders receive, Manne

argued, was the only available compensation for acting on information that while secret, was also
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true. As the argument went, trading on insider information would help move the price in the
public market into agreement with valuation insiders would have put on the company. In a
review, Baum criticized the argument for several reasons, acknowledging that the insider’s
reward was paid for by someone else who got a rotten deal. In a review titled “Unsafe at any
Price”—a nod to Ralph Nader’s book on car manufacturers’ reluctance to adopt safety
standards—Schotland criticized the book’s central assumption that economically justifiable
forms of reasoning should trump other moral and social considerations when considering the
law: “When we engage in economic analysis,” he wrote, “we do not banish permanently the
legal and moral aspects of the problem analyzed.”*?

Meanwhile, the consolidation of capital was having practical consequences on the
mechanisms of stock trading. Large scale asset managers found the NYSE system of trading
hard-pressed to handle the large transactions that were the institution’s mainstay. Institutions
tended to trade in large quantities called blocks that the traditional auction market struggled to
process. One described the NYSE market for big blocks “thin or unorderly,” another said there
were better prices and quantity on the OTC market. A 1966 governmental report on institutional
investment explained that “auction markets” like the NYSE “find it increasingly difficult to
maintain the high degree of depth, liquidity, and continuity which they have traditionally sought
to achieve. “The “concept of the central auction market,” as one SEC commissioner described it

in a speech, “flourished” in a time before institutional investing “when the market for the
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shares...consisted of a relatively steady flow of 100 share orders placed by individual traders or
investors.” But the pooling of capital into institutions had changed this, and now the wealth of
many was consolidated into the decisions of few: “a hundred different decisions...become one
decision.” Large block trades proliferated in a market increasingly dominated by institutional
investors, growing from less than 3% of total volume on the NYSE in 1964, to 16% in 1970.
This growth became even more notable in 1969-70, as the market slowed dramatically, but the
number of 10,000 share transactions more than doubled.?3

Fund managers put pressure on the rules of trading as well, demanding an end to the fix-
price commission structure at the NYSE and membership in the exchange so they could trade for
themselves. The NYSE and its members operated as a regulated cartel, maintaining high prices
for the service of trading and barring membership for firms that did not do most of their business
as brokers. Trading costs were high for institutions—who traded in big volumes and lacked the
power to negotiate. The NYSE had sped up its courtship of large-scale investors in the 1960s. In
an issue of the NYSE’s publication to institutional investors in 1966 (a publication produced as
part of a broader marketing push to gain the business of the institutions) they touted their ability
to handle the new trading activity, while they looked ahead to the market of 1975, when a

majority of shares were expected to be in institutional control. In a series of conferences and
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visits with representatives from institutional investors in 1964 NYSE executives showed off the
ticker room and quotation department, explaining innovations in technology (like a new high-
speed ticker tape) which marked the exchange as forward looking and prepared for an
accelerating market. But asset managers looked to new trading venues to avoid the NYSE.
Computer-based markets like Instinet (short for Institutional Network) and NASDAQ came
online in 1970 and 1971 as institutions sought to evade price and public visibility associated with
exchange trading.**

Conflicts between institutional investors and the brokerage industry burned hot at the end
of the 1960s and the beginning of the 1970s, catalyzed by an industry crunch known as the
“paperwork crisis,” during which the information infrastructure of finance—trade clearing,
certificate delivery essentially collapsed. The crisis made public the growing human and
operational challenges facing the securities industry as it struggled to meet the challenges of

what some called “technical matters” but which were also the practical growing pains of
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institutionalization—as capital consolidated in a small number of investing institutions.
Newsweek described a “vanishing stock market,” in which the “vehicle of American capitalism
seemed bent on tearing itself apart.” Some, like Salomon Brothers, took advantage of a new need
for “block houses” that could put up the requisite capital to handle large trades, growing between
1968-1970 during an industry-wide crisis. The Stock Market Magazine described 1972 as
“beginning to look like the year of confrontation between the members of the NYSE and the
institutional money managers.” Institutions called the NYSE a “monopoly-oriented private club.
“A Department of Justice antitrust investigation followed and the NYSE, after long rejecting the
idea of institutional membership acceded to the idea. Ultimately institutions were permitted to
join the Exchange after a vote by the membership on January 29, 1973. Free market discourse
met Wall Street in June of that year, as Republican congressman James Broyhill pushed for more
competition among brokers. Lobbyists for the Securities Industry Association predicted
“destructive competition” at the hand of institutions, who would push down the prices for
commissions if they were allowed to negotiate for fees. On May 1%, 1975 (“May Day”) cartel

pricing ended on the NYSE, as the Exchange acceded to rising pressures.>?
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The remaking of the securities industry was just one element of their influence on the
patterns of trading. Institutions were associated with relentless chase for performance, a
“domination” of the market, and even evasion of the law. Money managers in corporate pension
funds were described as engaged in a performance race to beat other institutions on a quarterly
basis and rarely stabilizing markets in the quantifiable ways touted in the 1950s. All their
activity, moreover, was structurally damaging—bringing short-term performance pressures “to a
pitch” and eroding the integrity of stock markets in the eyes of the public and regulators. Bank
trusts were associated with panicked buying, in several publicized “stock dumping events,” and
often hid their holdings to avoid Federal scrutiny. The combination of concentration in asset
management firms and short-termism left the market susceptible to big swings, collapses, and a
marginalization of small-time shareholders. Writing in The New York Times in 1974, Robert
Metz described an “institutional panic” that had led to a sell-off in one company—demonstrating
“just how badly institutional investors have damaged the stock market.” An article in
Institutional Investor described their effects on price instability and the domination of insiders at
the cost of individual public investors. An accompanying graphic depicted the institutional

investor as a squid with tentacles around factories and offices. Financial writers described the
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“domination” of the market by institutions, a sentiment repeated by former SEC Chairman
Manny Cohen at a Century Fund conference. (An executive at the Morgan Guaranty expressed
dismay at the term.)*¢

What social value did all this trading activity have? Could not something more useful
have been done with this money? Schotland, writing in 1970, argued that such analyses were
beside the point, since pension funds were “by their very existence...socially useful projects”
providing for retirement, increasing personal savings, and increasing “the likelihood that those
savings will be invested by sophisticated management.” He made the comments in response to
calls in the 1960s for pension funds to invest some modest amount, in pressing social needs,
most notably housing. To this he countered that it was “not the pension funds’ obligation-legal,
economic, or moral-to try to correct the impact of inflation” on housing costs. Instead, they had
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to be laser-focused on returns: “pension funds simply must make high-yield investments™ “it is
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the obligation and the raison d’étre of the pension funds to earn good returns so as to help meet

obligations to pensioners.”’

Conclusion

While direct investment by small-scale shareholders plummeted in the early 1970s, Americans
found themselves more and more entangled in markets, silent partners to asset managers
operating far beyond their control. What Schotland had failed to recognize is now evident to
fossil fuel divestment activists and analysts of the pension system’s effects on labor: that the
narrow pursuit of financial returns might in fact harm beneficiaries. As McCarthy describes, the
1974 pension reform law, the Employee Retirement Income Security Act (ERISA) set uniform
standards for retirement plans, including the extension of the prudent person rule for fiduciaries.
This had the effects of entrenching the turn to stock investing of the prior two decades but also
solidifying a narrow, interpretation of beneficiaries’ interest such that nonfinancial factors could
not legally be considered in investment decisions. One consequence, as David Webber explains,
was the solidification of a logic in which the fund itself and its financial interests, were
prioritized over other interests of the members, such that a fiduciary would not be able to
consider the impact of an investment that would make their own beneficiaries lose their jobs.

“Worse than irrelevant,” he explains, “it is considered to be a breach” of fiduciary duties.*®
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These ironies were among the consequences of a society that had, since the 1950s,
brought market returns into the center of economic life, catalyzing dramatic transformation in the
structure of capital markets; intense consolidation of financial institutions; diminished oversight
of corporations; and a spiraling of riskier behavior on Wall Street as financial firms chased short-
term returns in a “cult of performance” on behalf of their beneficiaries. In his 1975 novel, JR,
William Gaddis captured the new spirit of American capitalism in a single character, a
prodigious but ruthless 11-year-old named JR Vansant. The basic outline of the novel, which
won the National Book Award, is somewhat well known, remaining decades later a cult favorite
among Wall Street workers. JR leverages a single share of stock into a sprawling financial
empire. (The share was purchased using pooled funds with his 6" grade glass in an activity
reminiscent of actual NY SE-sponsored classroom activities.) Inspired by financial guidebooks
and mail-order get rich quick schemes, JR Corp speculates in mineral rights, eats up small
businesses, liquidates a pension (converting it to stock in his own company), and trades in
anything—from penny stocks to military surplus to nursing homes—he can turn a profit on. The
novel has a chaotic style—in over 700 pages it conveys almost no description. It is mostly
dialog, with the rare clarifying punctuation or aside. George Stade described it as full of “talk”—
’conversation, monologue, harangue; voices on telephones, radios, TV.” Stade associated this
with the sounds of city life, but also to a kind of person: those “ridden by some malign and

centrifugal force of cosmic disruption.”’
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Much of the comedy of Gaddis’s 1975 JR stems from the fact that almost no one knows
the corporate maven who buys and sells on a whim is a child. His participation in the market is
mediated by mail, telex and professional go-betweens, intermediaries that shield his identity and
reduce his sense of moral culpability. Among them is Edward Bast, a failing composer who is
regularly baffled by the ingenuity of JR’s ploys. Though he is quite sure of their immorality, he
can never convince JR of their impracticality. Trying to explain his machinations involving his
use of the pension fund of an old mill town, JR touches on the new logic of the market, and of
the dawning world of financialization “the rules are only for if you’re playing to win... that’s the

only rules there are.”*
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